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SEVERING AND COMBINING CONTRACTS IN BANKRUPTCY
ISSUES AND IDEAS

by Kimberly S. Winick*

At least cheoretically, Chaprer 11 Debrors
are required TO assume of Ieject an execu-
tory contract or unexpired lease [n foto, so
that they cannot assume the beneficial efe-
ments of an agreement while rejecting the
~ burdensome ones.’ This requirement fre-
quently precipirates litigation to idensify
and construe the contract that is the
subject of a metion to assume or reject
under Bankruptcy Code section 365
Courts have opened avenues of relief for
debtors and non-debror parties from strict
application of this requirement by finding
that a single document may contain a
number of severable agreements, some of
which are executory and others not
Where a court so deconstructs a docu-
ment, the debtor can independently
assume or reject each of the separable
executory agreements. Conversely, courts
also have found that multiple documents
may constitute a single concract. In other
clzcumstances, courts have opined that all
or part of an agreement creates a right or
obligation which is not “executory,” and
hence not “rejectable” pursuant to Section
365. Whether negotiating and drafting or
litigating over treatment in bankruptey,
attorneys should be familiar with che con-
ceprs of assumption, rejection, severability
and integration of contracts under the
Bankruptey Code.  All t00 often this
familiaricy comes only after the agreement
has been construed — some would say
misconstrued — by a bankruptey court.

ONE DOCUMENT, MANY
AGREEMENTS

Debtors often find it advantageous to
argue that a single document contains
multiple, severable, agreements, each of
which may be dealt with independently of
the others in the bankruptey case. When
this argument prevails, the debror is per-
mitted te assume and reject portions of a
single document. Nondebrtor parties, on
the other hand, usually seek to compel
assumption or rejection in toto and there-
fore argue against severability. The results
of courts’ severability analyses generaily
seem oriented toward the goal of benefir-
ing the bankruptey estate, rather than on
consistently applying stated legal princi-
ples. Thus, debtors generally obtain the
benefits of severability, except in the rare
cases where the court concludes that the
debror is grossly overreaching and that a
ruting in the debtor’s favor would cause
severe, likely noncompensable, injury 1o
the nondebtor party.

Bankruptcy courts generally refer to
state law when analyzing the severability
of a conwact. Bugner v. United Stazes,
440 1.8, 48, 99 S.Cr. 914, 59 L.Ed. 24
136 {1979). While the case law may vary
from state to state, the following factors

generally are refevant to any severability
analysis: (1) whether the pature and
purpose of the agfeements within the one
document are distinct, (2) whether there

is separate and distinct consideration for
each agreement, and (3} whether the obli-
gations of each party to the document are
either interdependent or interrelated. In
reGardinier, Ing., 831 F2d 974, 976
{(11th Cir, 1987 accord, Hudson v
Wylie, 242 E2d 435, 446 (9cth Cin
1957} (Bankruptcy Act; court reviewed

state court opinions frem across the
United States and identified the same cri-
teria as the Gardinier Court). The Ninth
Circuit has opined thatr “[s]everabilizy is
derermined by the intent and actons of
the contracting parties,” and has adopted
the position that ““{wihether & contract ks
entire or severable gencrally is a question
of intention, te be determined from the
language employed by the parties, viewed
in the light of the circumstances sur-
rounding them at the tme they
contracted.” In re Ointex Entertainmenst, -
Inc., 950 E2d 1492, 1495 (9th Cir
1991}

As a practical matrer, a contract should
not be severable unless a party’s failure o
perform one promise would not defeat
the purpose of, or excase the other party’s
performance under, the entire agreement.
However, it often appears that a bank-
ruptcy courr’s perception of the benefits
of its holding 1o the estate colors the
analysis. See, e.g., Hudson v, Wylie, 242
F2d at 447-48; Gardinier, 831 E2d at
976. Sometimes, however, application of

(Continuned on Page 11)

The zuthor is Counsel o Mayer, Brown &
Platt, resident in the firm's Los Angeles
“office.

1 See eg. Inre David OrgellIne, 117 BR.
574,575 {Bankr. C.D. Cal, 1990)(*It is
well settled that if a debror elects 1o
455UME an EXECULOTY CONEract or unexpired
lease it must assume the entire contracr or
lease cum onere ...."). This theory is rem-

pered by the latitude taken by courss in
analyzing what constitutes a single execu-
tory contract or unexpired lease and by the
reality that courts commonly utilize the
Bankrupecy Code prohibitions agains the
enforcement of ipso facte and ant-assign-
ment clauses (11 U.S.C. § 365(e} and ()},
as well as the power to authorize the use,
sale, and lease of assets other than in the

ordinary course (11 U.5.C. § 363(b)), w0

eliminate and excise burdensome portions
of contraces, while allowing assumption of
the remainder. The application of these
sections is beyond the scope of this article.

2 All “secrion” references herein are to the
Bankruprey Code, 11 US.C. § 101 et

seg., except as otherwise indicared
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the severability analysis is not to the
debror’s advantage. See, e.g., In re
Qintex Entertainment Inc, 950 E2d
1492 (9¢h Cir. 1991), (coneract to col-
orize . and  distribute four films thar
Debtor had performed as w colorization

of two films was nor severable into con-

tract to colorize and contract o

distribute); In re Downtown Properties,
Inc,, 162 B.R. 244 Bankr W.D. Mo.
1993) (lease with renant improvement
financing rebate not severed into lease at
full rate to be assumed and financing
rebate thar could be restrucrured); In re
The Beare Company, 177 B.R. 879, 881
(Bankr, W.D. Tean. 1994){single con-
tract entitled. “Management Agreement

and Option to Purchase” not severable
where grant of purchase option was
partal consideration for management
services and nondebtor party would net
have contracted to provide management
services at agreed low monthly rate if it
had not received the purchase option).

SEVERAL DOCUMENTS,
ONE CONTRACT

Nondebror contract parties often try
to protect their interests and preserve the
entirety of their arrangements with a
debtor by arguing that several documents
constitute a single agreement. When the
argument is successful, the debror must
assume or reject the entre package of
documenss  without cherry-picking
among the constituens elements. Courts
analyze the integration of multiple docu-
ments much as they do the severability of
a single document. The analysis is based
on state law, which generally looks to the
parties’ intent as evidenced by the lan-
guage and substance of the agreement,
In_re Pollock, 139 B.R. 938, 940 {BAP
9th Cir. 1992). Courts consider “(1)
whether the nature and purpose of the
obligations are different; (2) whether the
consideration for the obligations is sepa-
rate and distincr; and (3) whether the
obligations of the parties are interre-
lated.” Id., quoting Gardinier. Like the
severability analysis, the integration
analysis usually is applied in a2 manner
that maximizes the value of the bank

ruptey estate.  See, e.g., Pollock, 139
B.R. ar 940 (declining te integrate a sub-
lease and a related promissory note).

In the Ninth Circuit, notwithstanding
the Pollock Court’s ruling, multiple
agreements contained in multiple docu-
ments may be construed as a single
contract even when they are not expressly

integrated: “Where two or more written
agreements are CDntemporaneﬂusiy CXe-
complete
transaction, we have labeled ‘elemental’

cuted as part of one

the proposition that they must be con-
strued together.” In re Steen, 509 F2d
1398, 1402 (9th Cir. 1973} nonbank-
ruptcy case). Other courss also have
looked at the totality of the circum-
stances, including {a) the language of the
documents, {b} the fact they were negozi-
ated and executed contemporaneously by
the same partes, for the same purpose

and in the course of the same transacrion,

{c} additional evidence thar they were
functionally intertwined, and ({d)
“whether the parties assented to all the
promises as a whole, so that there would
have been no bargain if any promise or
set of promises had been stricken.” In re
Atlantic Compurer Systems. Inc., 173
B.R. 844, 850-51 (S.D.N.Y. 1994){cata-

loging extensive list of cases concerning

integration of muldple documents into
one contract); In re Karfakis, 162 B.R.
719, 724 (E.D. Pa. 1993} {franchise
agreement and lease comprised a single
contracrual agreement where they were
simultaneously executed, they were
coterminous and cross-defaulted, and i
was “readily apparent” that one was of no
utility without the other); lo_re Ritchey,

84 B.R. 474, 479 (Bankr. N.D. Qhio

1988){contracts for purchase of business
and related real property constituted
single, indivisible contract under Ohio
law); In_re Braniff. Inc., 118 B.R, 819,
844 (Bankr. M.D. Fla. 1990} holding
that a separate lease commitment, partial
assignment, and purchase agreement

concerning twenty-six alrcraft consti-
tuted one unifled execurory contract
assumable by the debtor); compare, In re
Martin Toolmakers. Inc., 796 F2d 1435
1440 n.7 (11¢h Cir. 1986} ("unified con-
struction of multiple documents is
appropriate only when each of the docu-

ments is executed by the same parties.”)

UNREJECTABLE PARTS OF A
CONTRACT

Some courts have held thar an appar-
ently executory contract actually was not
executory for purposes of Section 363,
bur rather was an amalgam of executory
and nenexecurory Obligatioﬂs, and that
the latter obligations would not be
affected by rejection of the executory con-
tract.  This kind of analysis effectively
results in the severing of the contrace, thus
enabling the debtor to enjoy the benefit of
che nonexecutory portion of the contracr,
while separately assuming or rejecting the
executory portions.

The powential value to a debror of this
approach is demonstrated by the Steware
Title case. 83 F3d 733 (5¢h Cir. 1996).
‘There, the Court decided that the tenant’s
right to duplicare materials was conveyed
at the inception of the lease, to be exer-
cised at the termination of the lease

Either as a severable contract, or as a
nonexecutory element of an executory
contract, the tenant’s right could nor be
“rejected.” Stewart Tide, at 741 (“only the
executory portions of the document are
subject to rejection . . . the executed por-
tons of the contract remain intact, and
property rights acquired under the con-
tract prior to filing become property of
the estate . . . [notwithstanding] rejection
of the unperformed obligations of the
contract”).  See also. In re Arden and
Howe Associates Ltd., 152 B.R. 971
(Bankr. E.D. Cal. 1993) (after lessor
rejected lease, tenant was entitled to retain
possession of premises and offset damages
against rent due, bur was not entitled o
enforcement of restrictive use covenants
that encumnbered lessor’s property interest
and prohibited lease of property to
another grocery store}.

Severance of contracts and determina-
tions  of

partial executory o

non-executory characterizations have
interesting results in the real estate arena,
especially with regard to easements,
homeowner association CC&Rs and the
Lke. See. e.g.. Saravia v. 1736 18th St
N.W., Limited Partnership, 844 F2d 823,

{Continued on Page 12)
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826 (D.C. Cir, 1988) {landlord was
required by rhe public housing laws,
which promote public health, safery, and
welfare, to continue to maintain the prop-
erty and to provide adequate utility and
other basic services to the renants not
withstanding relection of leases which had
similar requirements); Gouvela v. Tagbir,
37 E3d 295 (7th Cir. 1994)(trustee not
permitted to reject covenant restricting
development to single story homes or sell
property which viclated covenant); In re
Lenz, B.R. 458 (Bankr D.Colo. 1988)
aff’d. 110 B.R. 523 {D.Colo. 1990)(dec-
larations, covenants and CC&R’s are not
executory contracts that can be rejected
under Section 3635, and debtors are per-
sonally liable for assessments unsil
divestiture of title; homeowners became

liable for fees upon wking title to the
subject property); ln re Case, 91 B.R.
102, 103 (Bankr. D. Colo. 1988} {condo-
miniuvm declarations create covenants
running with the land, and cannot be
rejected by condo owner; w “reject” dec-
larations, condo owner “must give up all
benefits, including all ownership and all
rights in the common areas™); Lo re Rvan,
100 B.R. 411, 416 (Bankr. N.DD. IIL
1989){a Debtor cannot reject the obliga-
tion to pay postpetition [condeminium}
assoclation assessments while retaining
the benefits of possession and owner-

ship”).
V. CONCLUSION

Surprising results may be obrained
under section 365 when courts find that a

contract consists of less, or more, than the
parties expect. Counsel should be aware
of severability and integration concepts
when negotiating and  documenting
agreements. They also should be prepared
to apply these concepts creatively in a
bankruptey case—debrors to cherry-pick
benefits while avoiding burdens, and to
shift as many obligatiens as pessible from
the category of administrative claim to
that of prepetition claim — Creditors the
opposite.  Both may increase cheir
prospects of success by undesstanding
how to divide or aggregate contracts for
treatment under Section 365 at the draft
ing stage. M
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JANUARY 1999 (3 HOURS)

ELECTRONIC COMMERCE AND INTER-
" NET LAW & PRACTICE: 2ND ANNUAL
- RECENY DEV_'ﬁEOPMENTS PROGRAM
Northern California: San Francisco 1/157%
" Sacramento 1/22% San Francisco 1/28;
Sunnyvale 1/29% Southern California:
Century Ciry 179 San Diego 1/16™, Los
Angeles1/23% Santa Ana 1/30™.

"MARCH 1999 (3 HOURS)
BUSINESS LAW PRACTICE:!
19TH ANNUAL RECENT
DEVELOPMENTS PROGRAM
- Northern California: Sunnyvale 3/2, San
. Francisce 3/10, Sacramento 3/19% San
Francisco 3/26% Southern California:

Beverly Hills 3/2, San Diego 3/5%

-Ariabeim 3/12% Los Angeles 3/26™

., pare of CEB MCLE Fair

MARCH 1999 (3 HOURS)

ORGANIZING AND ADVISING
LIMITED LIABILITY COMPARNIES
Northern California: San Francisco 3/4,
Sacramento 3/19%, San Francisce 3/26%
Southern California: Beverly Hills 3/4, San
Diego 3/5%, Anabeim 3/12% Los Angeles

3/26*

MARCH 1999 (3 HOURS)

YEAR 2000: Y2K LEGAL 1SSUES
Northern California: San Francisco 3/1,
Sunmyvale 3/11, Sacramento 3/20%, San
Francisco 3/27% Southern California:
Beuverly Hills 3/4, San Diego 3/6™
Anaheim 3/13% Los Angeles 3/27™,

APRIL 1999 (6 HOURS)
Advanced Course of Study: MERGERS
AND ACQUISITIONS 1999
Northern  California:  San  Francisco

Southern California: Los Angeles and
Orange County. Dates to be determined,

MAY 1999 (3 HOURS)

DEBT COLLECTION PRACTICE
Northern  California:  San  Francisco,
Sacramenro, San  Francisco;  Southern
California: Los Angeles (Westside), San Diego;
Orange County Los Angeles (downtown).
Doates to be determined,

MAY 1999 (3 HOURS)

SELECTED DEVELOPMENTS
IN COMMERCIAL LAW PRACTICE

Northern  California:  San  Francisco,
Sacramento, San  Francisco;  Southern

California: Los Angeles (Westside), San Diego,
Orange Counry Los Angeles (downrows).
Diates to be determined,
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Message from the Chair "An
{nteresting” Year

by Marie F Hogan ... .. ............ !

" The Business Law Section is alive and well despize The Vear Past.  The now familiar
the ever changing roller coaster of the State Bar Chinese savine. “Mav vou live in interest-
daies bill debate. - SC saying, Yy :

ing times”, has certainly proved true this
year. The year has been a rolier coaster of

1998 Ourstanding Achievement Award . . J

efforts and emotions which have brought

us back to our starting point for those of
us “cursed” to follow the State Bar’s leg-
section @nd: t/_’at practice of business la slative and financial travails.

Save me Jfrom the deiails — d5 the
Business Law Section alive and well and
will I continue fo receive the Business Law
News and all the other benefits I have come
to expect from the Section? YES and YES!
The: Business “Law Section in mid-
~ Ogtoberya year ago, “learned thar the dues
l California
e?gm’lamw: otibehalf of thie State Bar pro-
thay the Busmess Law. Secrion, and
e orher 16 sectiphs,
bccome a “voliripaty

Al You Ii?eedb_m Krnow abotit Mﬁciiatic?=
- Bur DidntKsow.so.Ask

Parties in Litigation

by Pduf R Fisher | ..... R

5 An overview of r/ve me;[mtwn process am{ phe fr
factors rfmr can mnmimre o #is specess 6y ﬁ'u/ur

' ”mdmg 2 L:rWsult isedr sz«ray@neis

were siated (o
v bar Wuhou[ mone-
arf or administrative support, of the State
ﬁa_r after “‘]anuary 1 1999 No' gne had

heChances of Bemg Taken J “or T aken_ -
In, Court *

AN “INTERESTING” YEAR

by Marie F Hogan, Executive Committee Chair

the slightest inkling whart a voluntary bar
entailed, what it would look like, who
would be part of this bar or the cost o
run such a bar.

In the meantime, the Business Law
Section had work to do. The 15
Committees of the Section had educa-
tional programs, legislarion, and reports
to produce. And the Commirtees did
work this year. Since you have the
Business Law News in your hand, you
know the Business Law News continues to
be published, the Commirtees were suc-
cessful on the legislative front and the
committees continued providing educa-
fionzﬁ pi‘{)graﬂls up and dOWﬂ fhe Sta[ﬁ.
The Parwnerships  Opinion  Report,
included in the previous issue, is a first for
the country.

At the same tme, the Busmes'; Law
Section, together with the other Sections,

(Continued on Page 2)

A srmmary of practical steps that é’msme:m and
business atrorneys can take to avoid pfammg the
seedds of litigation.

Severing and Combining Contracts

@,szmbﬁ@s Winick ............10

In 199! , the Busmess L.aw Section
inaugutated its Outstandmg Achieverhent

Award, to be given each vear to a member
A discussion of the creative application of ae.members of the State .Bar who. have
severance and integration as applied so : Yo o
. assumption and rejection of contrdcss in a

" bankruptcy case.

Jurisdiction of California Courts o
~Risputes Arising from Interner
Transa: ons: Incrcasf Willingnessts”

ent His carcer as a
generations  of
He University

L1998 Outsmm’mgﬁr ievernent Award
* oindy Awa‘rded o chhard W. Jennings & R. Bradbury Clark

of California School of Law, Berkeley, an
author of articles and casebooks, a narion-
ally recognized authority on federal,
securities regulation and corporations law,
and an advisor to California, Federal and
private agencies on corporate and securi-
ties law matrers.

He graduated Phi Bera Kappa front
Park College with an AB degree in 1927
(later receiving an honorary LL.D degree
from that institution), and received a
Masters Degree from the University of
Pennsylvania in 1939. He proceeded to
Boalt Hall in Berkeley to receive his jD
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