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 Hon. Mary Jo Heston 
Chapter: 11 

Location: Tacoma 
Hearing Date: May 15, 2020 

Hearing Time: 10:00 a.m. 
Response Date: May 8, 2020 

UNITED STATES BANKRUPTCY COURT 
FOR THE WESTERN DISTRICT OF WASHINGTON 

AT TACOMA 

In re: 
 
PNW HEALTHCARE HOLDINGS, LLC, et 
al.1, 
 

Debtors. 

 No. 19-43754 
(Jointly Administered)   
 
OBJECTION OF CANYON Z, LLC AND 
CANYON NH, LLC TO JOINT MOTION OF 
THE DEBTORS AND THE OFFICIAL 
COMMITTEE OF UNSECURED CREDITORS 
TO DETERMINE DATE TO ASSUME OR 
REJECT UNEXPIRED LEASES OF 
RESIDENTIAL REAL PROPERTY AND FOR 
RELIEF FROM PERFORMANCE OF 
PURPORTED NONRESIDENTIAL REAL 
PROPERTY LEASE OBLIGATIONS UNDER 
§§ 365(D)(3) AND 365(D)(4) 

 
1 The Debtors in the above-captioned chapter 11 cases, along with the last four digits of each Debtor’s federal tax 
identification number, are: PNW Healthcare Holdings, LLC (9801); North Auburn Health, LLC dba North Auburn 
Rehabilitation & Health Center (3159); Sequim Health, LLC dba Sequim Health & Rehabilitation (7737); 
Bremerton Health, LLC dba Bremerton Convalescent & Rehabilitation Center (3188); Crestwood Convalescent-Port 
Angeles, LLC dba Crestwood Health & Rehabilitation Center (6565); Fir Lane Health-Shelton, LLC dba Fir Lane 
Health & Rehabilitation Center (7798); Forest Ridge Health-Bremerton, LLC dba Forest Ridge Health & 
Rehabilitation Center (4019); Meadow Park Health-St Helen, LLC dba Meadow Park Health & Specialty Care 
Center (9109); Cherrywood Place-Spokane, LLC dba Cherrywood Place (ALF) (7776); Riverside Nursing-
Centralia, LLC dba Riverside Nursing & Rehabilitation Center (3792); PNW Master Tenant I, LLC (9824); Franklin 
Hills Health-Spokane, LLC dba Franklin Hills Health & Rehabilitation Center (1763); Aldercrest Health-Edmonds, 
LLC dba Aldercrest Health & Rehabilitation Center (3827); PNW Master Tenant II, LLC (5319); Gardens on 
University-Spokane Valley, LLC dba The Gardens on University (1917); Puget Sound Healthcare-Olympia, LLC 
dba Puget Sound Healthcare Center (4419); Care Center East Health-Portland, LLC dba Care Center East Health & 
Specialty Care Center (8950); LaCrosse Health-Coeur d’Alene, LLC dba LaCrosse Health & Rehabilitation Center 
(8594); Ivy Court-Coeur d’Alene, LLC dba Ivy Court (3197) 75024; Cornerstone Healthcare Services, LLC (1265); 
and CRN Pool, LLC (9083). 
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Canyon Z, LLC (“Canyon Z”) and Canyon NH, LLC (“Canyon NH” and, together with 

Canyon Z, the “Canyon Landlords”) file this objection (this “Objection”) to the Joint Motion of 

the Debtors and the Official Committee of Unsecured Creditors to Determine Date to Assume or 

Reject Unexpired Leases of Residential Real Property and for Relief from Performance of 

Purported Nonresidential Real Property Lease Obligations Under §§ 365(d)(3) and 365(d)(4) 

[Docket No. 477] (the “Motion”) filed by the above-captioned debtors and debtors-in-possession 

(collectively, the “Debtors”) and the Official Committee of Unsecured Creditors (the 

“Committee”).  In support of this Objection, the Canyon Landlords respectfully state as follows: 

I.  PRELIMINARY STATEMENT 

1. Despite repeated claims and threats directed at the Canyon Landlords during these 

cases, including, among other things, that the Master Leases (as defined below) may be disguised 

financing arrangements, the Motion does not properly assert those claims.  Instead, it seeks (in a 

procedurally improper manner2) what amounts to a declaratory judgment that the Master Leases 

are residential.  They clearly are not.  But even if they are, such a ruling would do nothing to move 

these cases forward. 

2. The Debtors operate a commercial enterprise at their facilities.  If anyone “resides” 

at the facilities, it is the Debtors’ residents, pursuant to occupancy agreements between the Debtors 

and the residents.  To the extent the Debtors have “residential” leases, it is those occupancy 

agreements, not the Master Leases.  Thus, the Master Leases are commercial, nonresidential leases 

 
2  Rule 7001(2) of the Federal Rules of Bankruptcy Procedure requires an adversary complaint for “a 
proceeding to determine the . . . extent of a[n] . . . interest in property.”  Rule 7001(9) requires an adversary complaint 
for “a proceeding to obtain a declaratory judgment relating to any of the foregoing [subsections in Rule 7001].”  Thus, 
it appears that the Motion should have been filed as an adversary.  To the extent the motion is procedurally proper, 
the Canyon Landlords view it as a dispositive motion for purposes of Rule 9013-1(d)(1)(C) of the Local Rules of 
Bankruptcy Procedure for the Western District of Washington. 
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that are subject to the protections of sections 365(d)(3) and (d)(4) of the Bankruptcy Code, which 

the Debtors acknowledged in the Master Leases themselves.  Indeed, as set forth in more detail 

below, the very purpose of those provisions is to protect commercial landlords – like the Canyon 

Landlords – from the hardships associated with tenant bankruptcy cases, including by requiring 

postpetition rent payments and requiring debtors to make relatively quick assumption/rejection 

decisions.  The Motion runs roughshod over those protections. 

3. Even if the Master Leases are residential, the Debtors remain obligated to pay 

monthly rent at the lease rate.  Indeed, the Debtors’ and the Committee’s counsel have each argued 

that it would be irresponsible to allow unpaid professional fees to build up in these cases.  The 

same logic applies to postpetition rent, which the Debtors have continued to pay. 

4. That begs the question of what the Motion would accomplish if granted.  The only 

real answer is more delay, something that will prove costly for an estate already stretched to the 

limit.  These cases are almost six months old.  While the Canyon Landlords appreciate the 

operational challenges that the Debtors face in light of a global pandemic, the cases themselves 

are not complex.  The Debtors’ capital structure is relatively simple, with only three regularly 

active creditor constituencies.  By this time, if there was a viable restructuring transaction to be 

had, the Debtors should have identified it. 

5. As set forth in detail below, the Debtors’ claims regarding their progress and 

collaboration are contradicted by the facts, including consistent complaints from the Debtors’ 

major constituencies, including the Committee.  One of the most glaring examples is an affidavit 

filed by a principal of the Debtors’ purported DIP lender alleging that he only signed a commitment 

letter because one of the Debtors’ principles told him that “the Debtors needed the letter to oppose 

a motion by [the Canyon Landlords] for stay relief by demonstrating progress in the Debtors’ 
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cases.”3 

6. Unfortunately, rather than try to make meaningful progress towards an exit, the 

Debtors and the Committee have pointlessly taken aim at the Canyon Landlords with a Motion 

that fails on both its merits and its utility. 

II.  BACKGROUND 

A. Master Leases 

(a) Generally 

7. The Debtors lease fourteen of their fifteen currently-operating skilled nursing 

facilities (collectively, the “Facilities”) from the Canyon Landlords pursuant to two master leases.  

A full description of the Master Leases is set forth in the Canyon Landlords’ Motion for Relief 

from Automatic Stay [Docket No. 312] (the “Stay Relief Motion”).  Copies of the Master Leases 

are attached to the Motion and the Stay Relief Motion. 

(b) Commercial Nature of Master Leases 

8. The parties’ clear intent was for the Master Leases to be non-residential commercial 

leases.  In each Master Lease, the parties expressly agreed and acknowledged as such: 

Each of Tenant . . . and Landlord . . . [a]grees, acknowledges and is forever estopped 
from asserting to the contrary that . . . the business relationship created by this 
Lease and any related documents is solely that of a long-term commercial lease 
between Landlord and Tenant and has been entered into by both parties in reliance 
on the economic and legal bargains contained herein and agrees that even if deemed 
to be a residential lease, the parties intend that it be regarded as a commercial lease 
and that upon making a motion for assumption or rejection of the Lease in the event 
of bankruptcy, Landlord and Tenant shall have such rights as are applicable to 
nonresidential real estate . . . . 

Master Lease I at 2-3; Master Lease II at 2-4. 

 
3  Declaration of Avy Azeroual in Opposition to the Debtors’ Motion to Compel Post-Petition Financing 
[Docket No. 429] ¶ 4. 
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9. The key terms of the Master Leases further evidence the commercial nature of the 

transactions.  For example, under the Master Leases:  

• The Debtors are required to maintain comprehensive commercial insurance.  See 
Master Leases § 5. 

• The Debtors are obligated to obtain and maintain all approvals, permits, licenses 
and consents necessary to use and operate the Premises for healthcare purposes.  
See id. §§ 6.3, 7. 

• The Debtors granted to the Canyon Landlords a security interest.  See id. § 8.2.2. 

• The Debtors are required to provide quarterly financial reports and annual financial 
statements to the Canyon Landlords.  See id. §§ 10.2, 10.3. 

• The Debtors are required to provide an annual operating budget to the Canyon 
Landlords.  See id. § 10.6. 

• The Debtors must satisfy certain financial covenants.  See id. § 10.12(a), (b). 

• The Debtors must comply with covenants relating to the REIT status of the Owners 
and their Affiliates.  See id. § 10.12(f), (g). 

• The Debtors can only incur certain types of permitted debt.  See id. § 10.12(h). 

B. Status of these Cases 

10. Most of the Debtors filed their chapter 11 petitions on November 22, 2019, without 

any warning to their working capital lender or landlord.  The Debtors have operated on cash 

collateral pursuant to six cash collateral orders that have been entered about once per month, 

generally without the advance consent of MidCap or the Canyon Landlords.4 

11. As detailed below, progress toward a plan of reorganization and the Debtors’ 

liquidity have been central issues in these cases, including at the various cash collateral hearings.  

As to the Master Leases, each of the Debtors and the Committee have made various allegations 

 
4  Given the resident lives at stake, MidCap and the Canyon Landlords have generally acknowledged the 
Debtors’ need to use cash.  However, the Debtors have yet to obtain creditor consent to cash collateral use other than 
on relatively limited bases, typically right before or at cash collateral hearings. 
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regarding alleged claims related to the leases.     

(a) Plan of Reorganization 

12. Early in these cases, the Debtors touted their collaboration and the supposed 

progress they were making towards a plan, even going so far as to saying that they saw “no 

impediment to their ability to formulate, file, and confirm a viable plan”: 

• February 10, 2020: “the significant progress that the Debtors have made during this 
relatively short span of time is nothing short of commendable….[T]he Debtors have 
made impressive strides in moving their cases forward.”5 

• February 13, 2020: “[t]he Debtors are also actively developing an outline of the 
essential terms of a Chapter 11 Plan. . . . Debtors see no impediment to their ability 
to formulate, file, and confirm a viable plan. . . . The collaboration with (sic) which 
the Debtors have already accomplished in these Chapter 11 Cases demonstrates the 
Debtors’ prospects for confirming a feasible chapter 11 plan are strong.”6   

• March 3, 2020: “the Debtors have made significant strides towards a value-
maximizing reorganization.”7   

• March 9, 2020: “[there is] a substantial factual record demonstrating . . . the 
progress the Debtors have made in their restructuring efforts to date.”8   

13. However, statements throughout the case from the key constituents tell a different 

story: 

• December 6, 2019: “the Debtors have demonstrated a lack of engagement in the 
process.  Although MidCap has reached out to the Debtors through counsel, the 
Debtors have not provided MidCap with any indication as to the plan for their 
cases.”9   

• December 10, 2019: “[t]he Debtors have yet to engage with the Canyon Landlords 
in any meaningful way as to the continued use of cash collateral (including by 

 
5  Debtors’ Omnibus Reply in Support of Motion for Interim and Final Orders Granting Use of Cash Collateral 
and Scheduling a Final Hearing [Docket No. 477] at 2, 6. 
6  Motion to Extend Exclusive Periods for Filing and Confirming Plan [Docket No. 328] at 5, 11. 
7  Debtors’ Opposition to Canyon Landlords’ Motion for Relief from Automatic Stay [Docket No. 376] at 8. 
8  Debtors’ Omnibus Reply in Support of Motion to Extend Exclusive Periods for Filing and Confirming Plan 
[Docket No. 404] at 2. 
9  MidCap Funding IV Trust’s (i) Supplemental Objection to Debtors’ First Day Motion for Interim and Final 
Orders Granting Use of Cash Collateral and Scheduling Final Hearing and (ii) Reservation of Rights [Docket No. 
114] ¶ 4. 
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providing a proposed budget), an exit strategy in these cases, or the payment of 
postpetition rent.”10 

• February 5, 2020: “the Debtors have failed to provide any indication as to how they 
hope to fund these Chapter 11 Cases to completion, much less how the Debtors’ 
actually plan to exit from chapter 11.”11   

• March 2, 2020: “[t]he Committee would also like to see these cases move more 
quickly.”12 

• March 24, 2020: “obviously the Committee is pretty frustrated with the progress of 
the case.”13   

• April 13, 2020; “the Debtors do not appear to be making any progress towards 
proposing a confirmable plan of reorganization.”14   

• April 17, 2020: “I understand MidCap’s concern with respect to not having a plan 
in place.  In fact the Committee has a similar concern and is working with the 
Debtor to try and get there.”15 

• April 17, 2020: “[The Canyon Landlords are] hopeful that we can get this case on 
track but continue to be frustrated that there really has been pretty much no progress 
in that regard.”16  

14. One of the early cash collateral milestones intended to move the case along was a 

requirement, discussed at the February 10, 2020 cash collateral hearing, that the Debtors deliver a 

plan term sheet that included the Debtors’ proposal for exit financing.  As the Court noted at the 

 
10  Supplemental Objection of Canyon Z, LLC and Canyon NH, LLC to First Day Motion for Interim and Final 
Orders Granting Use of Cash Collateral and Scheduling a Final Hearing [Docket No. 134] ¶ 1. 
11  MidCap Funding IV Trust’s (i) Third Supplemental Objection to (a) Debtors’ First Day Motion for Interim 
and Final Orders Granting Use of Cash Collateral and Scheduling Final Hearing and (b) Debtors’ Supplement in 
Support of First Day Motion for Interim and Final Orders Granting Use of Cash Collateral and Scheduling a Final 
Hearing, (ii) Request for Adequate Protection, and (iii) Reservation of Rights [Docket No. 303] at 10. 
12  Official Committee of Unsecured Creditors’ Objection to Canyon Landlords’ Motion for Relief from Stay 
[Docket No. 375] ¶ 17. 
13  Hr’g at 19:39-19:57, Mar. 24, 2020, ECF No. 430. 
14  MidCap Funding IV Trust’s (i) Fifth Supplemental Objection to (a) Debtors’ First Day Motion for Interim 
and Final Orders Granting Use of Cash Collateral and Scheduling Final Hearing and (b) Debtor’s Supplement in 
Support of First Day Motion for Interim and Final Orders Granting Use of Cash Collateral and scheduling a Final 
Hearing, for April 17, 2020 Hearing, (ii) Request for Adequate Protection, and (iii) Reservation of Rights [Docket 
No. 467] ¶ 5. 
15  Hr’g at 32:39-32:49, Apr. 17, 2020, ECF No. 485. 
16  Id. at 43:28-43:38. 
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hearing, “[it] sounds like the key issue is what is the structure of the proposal and what kind of 

financing or equity infusion or whatever is being contemplated.”  Hr’g at 43:24-43:38, Feb. 10, 

2020, ECF No. 318.   

15. In response, the Debtors delivered a plan term sheet in late February.  However, the 

term sheet lacked meaningful detail.  As MidCap pointed out, the term sheet did not reveal the 

Debtors’ plan to finance their bankruptcy exit.17  And as MidCap put it, the only two scenarios 

contemplated by the term sheet were “protracted litigation” and “the highly speculative 

reorganization which is dependent on, among other things, the purchase of the facilities’ 

underlying real estate by the Debtors’ principal, Dov Jacobs.”18 

16. The Committee’s statements after the term sheet was delivered also demonstrate its 

lack of detail: 

• March 5, 2020: “it is critical that the Debtors demonstrate in the near term an exit 
strategy with a solid source of financing to support Plan confirmation.”19   

• April 14, 2020: “it is critical that the Debtors solidify their exit strategy in the very 
near term, with meaningful input and participation from the Committee.”20 

17. In April, the Debtors made the following statements regarding the plan process, 

none of which included meaningful details: 

• April 9, 2020: “the Debtors believe that it is essential these cases be moved toward 
a feasible exit as quickly as reasonable (sic) possible.  The Debtors received NDAs 
from, and made their virtual due diligence room available to, numerous potential 

 
17  See MidCap Funding IV Trust’s (i) Fourth Supplemental Objection to (a) Debtors’ First Day Motion for 
Interim and Final Orders Granting Use of Cash Collateral and scheduling Final Hearing and (b) Debtors’ 
Supplement in Support of First Day Motions for Interim and Final Orders Granting Use of Cash Collateral and 
Scheduling a Final Hearing, (ii) Request for Adequate Protection, and (iii) Reservation of Rights [Docket No. 382) ¶ 
4. 
18  Id. 
19  Statement of the Official Committee of Unsecured Creditors to Debtors’ Proposed Fifth Interim Order 
Granting Use of Cash Collateral and Scheduling Further Hearing [Docket No. 395] ¶ 4. 
20  Statement of the Official Committee of Unsecured Creditors to Debtors’ Proposed Sixth Interim Order 
Granting Use of Cash Collateral and Scheduling Further Hearing [Docket No. 468] ¶ 5. 
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financing sources or plan sponsors.  The Debtors requested that any proposals be 
submitted this week [ending April 10].  The Debtors expect to be able to provide a 
meaningful update at or before the hearing on April 17.”21 

• April 16, 2020: “[t]he Debtors anticipate having multiple viable proposals for plan 
sponsorship and/or exit financing in short order.”22 

• April 17, 2020: “[w]e’re in a little bit of a difficult position here . . . I mean I think 
our large big picture position is good to be clear, but with respect to this specific 
issue.  And why I say that is it’s the Debtors’ burden in this situation to present a 
plan that we think is in the best interest of all creditors. And we are actively working 
on developing proposals from anyone who is willing to submit one frankly.  But 
we think we have in particular some strong proposals that have either come in or 
you know we’ve given some people some more time where we think it’s going to 
result in something good.23 

• May 7, 2020: “the Debtors continue to believe that it is essential these cases be 
moved toward a feasible exit as quickly as reasonable (sic) possible.  The Debtors 
received NDAs from, and made their virtual due diligence room available to, 
numerous potential financing sources or plan sponsors.  The Debtors are continuing 
to engage in discussions to identify the proposal that will maximize value for all 
creditors.”24 

18. In summary, it has been almost six months since these cases were filed, 

approximately three months since the Debtors stated that they had made significant progress and 

saw “no impediment to their ability to formulate, file, and confirm a viable plan,” more than two 

months since the Debtors were required to deliver a plan term sheet, and almost one month since 

the Debtors stated that they had received or expected to soon receive exit financing and plan 

sponsor proposals.  Yet, there is still no plan on file, and it does not appear that the Debtors have 

made any real progress towards a successful exit. 

 
21  Debtor’s Supplement in Support of First Day Motion for Interim and Final Orders Granting Use of Cash 
Collateral and Scheduling a Final Hearing, for April 17, 2020 Hearing [Docket No. 457] at 3. 
22  Debtors’ Reply in Support of Motion for Interim and Final Orders Granting Use of Cash Collateral and 
Scheduling a Final Hearing, for April 17, 2020, Hearing [Docket No. 474] at 2, 5. 
23  Hr’g at 50:22-51:06, Apr. 17, 2020, ECF No. 485. 
24  Debtor’s Supplement in Support of First Day Motion for Interim and Final Orders Granting Use of Cash 
Collateral and Scheduling a Final Hearing, for May 15, 2020 [Docket No. 501] at 3. 
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C. The Debtors’ Liquidity 

19. Early in these cases, the Debtors, the Committee, and certain creditors 

acknowledged the importance of obtaining DIP financing to address the Debtors’ liquidity.  At the 

cash collateral hearing on February 10, 2020, the Debtors’ counsel acknowledged that running out 

of cash was “realistic” given the professional fees: “The only scenario in which we ran out of cash, 

although we realize it’s a realistic one given where we are, is with the administrative burn.”  Hr’g 

at 4:30-4:39, Feb. 10, 2020, ECF No. 318 (emphasis added).  To address this concern, Debtors’ 

counsel informed the Court that the Debtors had obtained a commitment for DIP financing to “give 

the parties a little bit more comfort as far as… [the] ability to continue to operate despite the 

administrative expenses.”  Id. at 3:00-3:09.  Counsel stated that the DIP financing “would be 

funded no later than mid-March.”  Id. at 5:06-5:09. Underscoring its importance, counsel then 

stated that the DIP financing “is the bridge . . . to get to an exit so that the administrative burn 

doesn’t . . . kill us so to speak.”    Id. at 5:31-5:39. 

20. On February 24, 2020, the Debtors filed the Motion for Order Approving Post-

Petition Financing [Docket No. 345] (the “DIP Financing Motion”), seeking authority to obtain a 

$2 million loan that would come from Sun Equity Partners, LLC (“Sun Equity”) but would be 

routed through Dov Jacobs.  Sun Equity, however, filed an objection [Docket No. 402] to the DIP 

Financing Motion, arguing, among other things, that the purported commitment letter attached to 

the DIP Financing Motion is unenforceable.  Sun Equity later filed a declaration of one of its 

principals, Avy Azeroual, stating as follows: “Mr. Jacobs asked me to quickly sign the 

[commitment] letter because, as he explained it to me, the Debtors needed the letter to oppose a 

motion by [the Canyon Landlords] for stay relief by demonstrating progress in the Debtors’ 
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cases.”25  Mr. Azeroual’s declaration also stated that Sun Equity’s DIP financing proposal was 

intended to be conditioned on Sun Equity acquiring the Debtors’ assets and the real estate 

underlying the facilities.26   

21. Mr. Azeroual’s statements are consistent with the Canyon Landlords’ 

understanding of Sun Equity’s involvement in these cases.  Mr. Jacobs approached the Canyon 

Landlords in February to discuss a transaction to acquire the facilities from the Canyon Landlords.  

Mr. Jacobs included Sun Equity, whom Mr. Jacobs said would finance the transaction, in these 

discussions.  As a result, on February 24, the Canyon Landlords sent to Mr. Jacobs and Sun Equity 

a detailed term sheet setting forth the terms on which they would agree to sell the facilities and 

resolve their stay relief motion with the Debtors.  Neither Mr. Jacobs nor Sun Equity responded to 

the term sheet.  

22. At a status conference on March 24, 2020, counsel for the Committee expressed 

frustration with the Debtors’ lack of progress on DIP financing: 

Obviously the Committee is pretty frustrated with the progress of the case from the 
perspective that Mr. Jacobs had pretty much committed himself during the last cash 
collateral order or the one prior to provide a DIP that would bridge the gap and 
obviously that has not yet occurred.27 

23. Leading up to the March 27, 2020 hearing on the Debtors’ request for a fifth interim 

cash collateral order, MidCap objected to the use of cash collateral to pay non-operating expenses 

such as professional fees.28  At the hearing, counsel for the Committee took issue with MidCap’s 

 
25  Declaration of Avy Azeroual in Opposition to the Debtors’ Motion to Compel Post-Petition Financing 
[Docket No. 429] ¶ 4 (emphasis added). 
26  Id. ¶ 5. 
27  Hr’g at 19:39-19:57, Mar. 24, 2020, ECF No. 430. 
28  See MidCap Funding IV Trust’s Omnibus Response to and Reservation of Rights Regarding the Debtors’ 
Motions Regarding Use of Cash Collateral, Extension of Exclusivity, and Postpetition Financing [Docket No. 428] ¶ 
3. 
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proposal to defer the payment of professional fees, stating that it would be unfair in light of the 

payment of rent to the Canyon Landlords: 

[I]t would be only fair to at least let some moneys go for fees in order to not allow 
this to continue to build up particularly given the fact that Canyon is being paid a 
million dollars a month or so for rent.29 

24. The next month, MidCap continued to press its objection to the use of cash 

collateral to pay professional fees in the absence of DIP financing.30  At the April 17 cash collateral 

hearing, both the Debtors’ and the Committee’s professionals urged the Court to allow professional 

fees to be paid, focusing on the harm that could occur if the Debtors allow administrative claims 

to build up.  Debtors’ counsel stated as follows: 

We believe the professional fees need to be paid…. We don’t want to be going into 
a plan process with a huge number of unpaid professional fees [and other] 
administrative claims.31 

25. The Committee’s counsel echoed these concerns, while also stating that the 

Committee was concerned with the lack of progress: 

From the Committee’s perspective, we don’t want to see a situation where the 
admins continue to build up to such an extent that it gets overwhelming.  We’ve 
seen many cases where folks have turned around and allowed the admins, 
professional fees or otherwise, to build up and it makes it an insurmountable hurdle 
here.  In this particular case I understand MidCap’s concern with respect to not 
having a plan in place.  In fact the Committee has a similar concern and is working 
with the Debtor to try and get there.32 

26. Later, the Committee’s counsel appeared to argue that delaying payment of 

 
29  Hr’g at 8:26-8:38, Mar. 27, 2020, ECF No. 483. 
30  See MidCap Funding IV Trust’s (i) Fifth Supplemental Objection to (a) Debtors’ First Day Motion for 
Interim and Final Orders Granting Use of Cash Collateral and Scheduling Final Hearing and (b) Debtor’s 
Supplement in Support of First Day Motion for Interim and Final Orders Granting Use of Cash Collateral and 
scheduling a Final Hearing, for April 17, 2020 Hearing, (ii) Request for Adequate Protection, and (iii) Reservation 
of Rights [Docket No. 467] ¶ 5. 
31  Hr’g at 9:00-9:05; 9:25-9:35, Apr. 17, 2020, ECF No. 485 (emphasis added). 
32  Id. at 32:19-32:49. 
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professional fees would essentially amount to financing the case through the professionals, stating 

that “[t]here doesn’t seem to be a justification for saying no we should stretch this out on the backs 

of the professionals.”33 

D. Allegations Regarding Master Leases 

27. The Debtors and the Committee have made multiple allegations regarding the 

nature of the Master Leases and potential claims against the Canyon Landlords: 

• February 10, 2020: “to the extent we’re not engaging with Canyon, for example, 
we believe there are very colorable claims, to say the least, against them.”34 

• February 13, 2020: “[t]he analysis being conducted by the Debtors and the 
Committee includes whether either the Master [Leases] or the agreements between 
the Canyon Landlords and the ultimate owners should propertly (sic) be 
characterized as disguised financing agreements. . . . [There are] questions of 
whether the agreement should be characterized as a broker fee arrangement or 
potentially a fraudulent transfer.”35   

• March 2, 2020: “[t]he Committee also questions the nature, extent, validity and 
priority of the [Canyon Landlords’ Master Leases] with the Debtors, including, but 
not limited to, whether the [Master Leases] are subject to recharacterization, 
subordination, and the product of a fraudulent transfer/conveyance.”36 

28. In the three months since making the allegations, however, neither the Debtors nor 

the Committee have initiated an adversary proceeding, which is required to properly assert these 

claims. 

III.  OBJECTION 

29. The Master Leases are clearly the type of commercial leases Congress intended to 

protect under sections 365(d)(3) and (d)(4).  But even if they are not, the Debtors must continue to 

 
33  Id. at 33:22-33:26. 
34  Hr’g at 32:27-32:37, Feb. 10, 2020, ECF No. 318. 
35  Debtors’ Motion for Entry of an Order Extending the Time to Assume or Reject Unexpired Leases of 
Nonresidential Real Property [Docket No. 331] at 3. 
36  Official Committee of Unsecured Creditors’ Objection to Canyon Landlords’ Motion for Relief from Stay 
[Docket No. 375] ¶ 4. 
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pay rent at the lease rate.  If they did not, the Debtors would be using the Canyon Landlords to 

finance their cases while accruing significant unpaid administrative expenses that would be an 

impediment to any exit from bankruptcy, for all of the reasons raised by the professionals when 

seeking payment of their outstanding fees.  The Debtors and the Committee should not be 

permitted to use the Motion to drag these cases out or to “backdoor” alleged fraudulent transfer 

claims that the Debtors and the Committee have failed to properly assert. 

 
A. Sections 365(d)(3) and (d)(4) Apply to the Master Leases 

30. When interpreting the phrase “lease of nonresidential real property,” courts are split 

as to whether they should focus on the lease or on the underlying property.  Courts that focus on 

the lease are said to apply the “Income Test.”  Courts that focus on the property are said to apply 

the “Property Test.”  In the Motion, the Debtors and the Committee seem to urge the Court to 

apply the Property Test, arguing that the Debtors’ facilities are residential.  Their arguments, 

however, fail.  First, as the most recent bankruptcy court to thoroughly analyze the issue held, the 

Income Test properly captures the intent and purpose of section 365 of the Bankruptcy Code.  

Second, even applying the Property Test, the Facilities constitute “nonresidential real property.”  

(a) Purpose of Sections 365(d)(3) and (d)(4) 

31. When interpreting statutory language, a “[c]ourt must not ‘look merely to a 

particular clause,’” but must also consider the clause in connection with the whole statute.  Dada 

v. Mukasey, 554 U.S. 1, 16 (2008) (quoting Kokoszka v. Belford, 417 U.S. 642, 650 (1974)).  

Because the Bankruptcy Code does not define “lease of nonresidential real property,” the Court 

must consider it in connection with the rest of section 365, as well as other provisions of the 

Bankruptcy Code.  Accordingly, it is important to first understand the purpose of section 365(d) 
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generally, and of subsections (d)(3) and (d)(4) specifically. 

32. As to section 365(d) generally, Congress intended to “‘prevent parties in 

contractual or lease relationships with the debtor from being left in doubt concerning their status 

vis-à-vis the estate.’”  Tully Constr. Co. v. Cannonsburg Envtl. Assocs. (In re Cannonsburg Envtl. 

Assocs.), 72 F.3d 1260, 1266 (6th Cir. 1996) (quoting H.R. Rep. No. 95-595, at 348 

(1978), reprinted in 1978 U.S.C.C.A.N. 5963, 6304). 

33. Sections 365(d)(3) and 365(d)(4) in particular “were ‘added to the [Bankruptcy] 

Code to alleviate the unique financial strains the [Bankruptcy] Code placed upon the 

commercial lessor, namely that the lessor was formerly unable to collect rent from the debtor-

tenant while at the same time prevented from taking any action to re-let the premises’ due to the 

automatic stay.”  Boyle Ave. Props. v. New Meatco Provisions, LLC (In re New Meatco Provisions, 

LLC), BAP No. CC-13-1310, 2014 WL 2446314, at *9 (B.A.P. 9th Cir. May 30, 2014) (quoting 

Tenucp Prop. LLC v. Riley (In re GCP CT Sch. Acquisition, LLC), 429 B.R. 817, 824 (B.A.P. 1st 

Cir. 2010)) (emphasis added). 

34. Section 365(d)(3) “ensure[s] immediate payment of lease obligations so that the 

landlord is not left providing uncompensated services.”  Cukierman v. Uecker (In Re Cukierman), 

265 F.3d 846, 850-51 (9th Cir. 2001); see also In re Ernst Home Ctr., 209 B.R. 974, 983-84 (Bankr. 

W.D. Wash. 1997) (“The legislative history to Section 365(d)(3) makes it clear that the section 

was intended to assure that landlords receive current payment under their leases while the debtor 

determines whether the lease should be assumed or rejected.”).  

35. “The purpose of Section 365(d)(4) is to protect lessors from delay and uncertainty 

by forcing the trustee or debtor-in-possession to act quickly to assume unexpired leases.”  In re 

Moreggia & Sons, Inc., 852 F.2d 1179, 1185 (9th Cir. 1988); see also In re Elm Inn, Inc., 942 F.2d 

Case 19-43754-MJH    Doc 506    Filed 05/08/20    Ent. 05/08/20 16:05:08    Pg. 15 of 24



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

OBJECTION OF CANYON Z, LLC AND CANYON NH, LLC - 16 CAIRNCROSS & HEMPELMANN, P.S. 
ATTORNEYS AT LAW 
524 Second Avenue, Suite 500 
Seattle, Washington  98104-2323 
office 206 587 0700   fax 206 587 2308 

{04010743.DOCX;1 } 

630, 635 (9th Cir. 1991) (“Congress intended section 365(d)(4) . . . to come to the rescue of 

landlords who suffer unfairly from delays encountered in bankruptcy proceedings.”). 

36. Accordingly, In the Ninth Circuit, including in this District, courts view sections 

365(d)(3) and (d)(4) as strong protections against the harm faced by commercial landlords when 

their tenants file for bankruptcy. 

(b) Income Test is the Appropriate Test 

37. Recently, the Bankruptcy Court for the Southern District of West Virginia 

thoroughly analyzed section 365(d)(3) and (d)(4) and applied the Income Test.  See generally In 

re Passage Midland Meadows Operations, LLC, 578 B.R. 367 (Bankr. S.D. W. Va. 2017).  Rather 

than simply homing in on the phrase “nonresidential real property” in section 365(d)(4) of the 

Bankruptcy Code, the court appropriately broadened its analysis and noted the following sections 

of the Bankruptcy Code that use the phrase: 

Section 365(c)(3): “The trustee may not assume ... any ... unexpired lease of the 
debtor ... if ... such lease is of nonresidential real property and has been terminated 
under applicable nonbankruptcy law prior to the order for relief. 

Section 365(d)(4)(A): “Subject to subparagraph (B), an unexpired lease 
of nonresidential real property under which the debtor is the lessee shall be 
deemed rejected ....” 

Section 541(b)(2): “(b) Property of the estate does not include ... any interest of the 
debtor as a lessee under a lease of nonresidential real property that has terminated 
at the expiration of the stated term of such lease before the commencement of the 
case ...” 

Section 362(b)(10): “The filing of a petition ... does not operate as a stay ... by a 
lessor to the debtor under a lease of nonresidential real property that has 
terminated by the expiration of the stated term of the lease before the 
commencement of ... a case ... to obtain possession of such property....” 

Passage, 578 B.R. at 379 (emphasis in original). 

38. The court found that the varying use of “nonresidential real property” in these 
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sections prevented the court from ignoring the actual use to which a debtor “will put the demised 

premises personally.”  Id.  Therefore, the court determined that any analysis under section 365 

requires a court to review the purpose of the underlying lease.  Id. 

39. Other courts have applied the Income Test and found that the lease in question was 

“nonresidential.”  See In re Summit Ventures, No. 90-00213, 1991 WL 133412, at *2 (Bankr. D. 

Vt. Mar. 4, 1991) (lease of convalescent home was nonresidential even though patients resided on 

the property); In re Emory Props., Ltd., 106 B.R. 318 (Bankr. N.D. Ga. 1989) (concluding that a 

hotel lease was nonresidential based on commercial purpose and common meaning of the term 

“residential” even though it had permanent residents); In re Sonora Convalescent Hosp., Inc., 69 

B.R. 134 (Bankr. E.D. Cal. 1986); In re Condo. Admin. Servs., Inc., 55 B.R. 792 (Bankr. M.D. Fla. 

1985) (“The clause under consideration clearly intended to cover non-residential leases, that is, 

commercial leases . . . and was not intended to refer to the property, character of which is not really 

of any consequence.”). 

(c) Problems with the Property Test 

40. The Passage court noted that for almost all cases in which a court applied the 

Property Test, the debtor-lessee had no intention of making the premises its residence: 

[T]herein lies the difficulty with the property test. All would appear to agree in the 
cases applying the property test that the debtor lessees in question never had any 
intention of making the leased premises his, her or, its residence. And yet that 
salient fact is sidelined by the property test analysis in favor of focusing, instead, 
and in isolation, on the use to which unnamed, unknown nondebtor sublessees, 
perhaps far down the leasing chain, will put the property. And that remote use (e.g., 
living in a dwelling) will not be the same use (e.g., investment and income 
production) that the original leasing parties contemplated. Instead, under the 
property test analysis the lease that drives the analysis, if any, is not the one before 
the Court. It is instead some other instrument, if any, perhaps between strangers to 
the original subject lease that were not at all contemplated by the relevant statutory 
provisions. 
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578 B.R. at 379. 

41. The Passage court also noted the advantage of the bright-line nature of the Income 

Test.  Analyzing the character of a lease is much simpler than analyzing the character of real 

property, particularly where the property may be used for both commercial and residential 

purposes.  Id. at 380 (citing Jeffrey S. Battershall, Commercial Leases and Section 365 of the 

Bankruptcy Code, 64 Am. Bankr. L.J. 329, 341 (1990)).  “Given the paramount role that informal 

discussion plays in pre- and post-insolvency negotiations, which might obviate the need for court 

involvement and a consequential reduction in time and expense, the bright lines occasioned by the 

income test are most desirable to say the least.”  Id. 

(d) Application of Income Test 

42. Applying the Income Test, the Master Leases are clearly “nonresidential” 

commercial leases, as detailed in section II.A(b) above.  See FRIEDMAN ON LEASES § 1.2 (5th ed. 

2016) (describing residential leases where tenants use the property “as a home” versus commercial 

leases where the landlord provides “space suitable for the tenant’s business”).  Not only did the 

Debtors agree in the Master Leases themselves, but recently the Debtors stated that “[l]ifting the 

stay to allow the termination of the Master Leases would deprive the Debtors’ estates of their 

ability to generate revenue—resulting in a complete cessation of all Debtor operations and, 

potentially, the immediate conversion of these cases to Chapter 7.”  See Debtors’ Opposition to 

Canyon Landlords’ Motion for Relief from Automatic Stay [Docket No. 376] at 12. 

(e) Cases Cited by the Debtors and Committee are Distinguishable 

43. The Debtors and the Committee rely upon three bankruptcy court decisions, none 

of which are binding on this Court, holding that certain healthcare facilities did not meet the 

definition of “nonresidential real property.”  In the Matter of Memory Lane of Bremen LLC, 535 
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B.R. 901 (Bankr. N.D. Ga. 2015); In re Texas Health Enters., Inc., 255 B.R. 181 (Bankr. E.D. Tex. 

2000); In re Care Givers, Inc., 113 B.R. 263 (Bankr. N.D. Tex. 1989).  However, in Bremen and 

Care Givers, the debtors had missed section 365(d)(4)’s deadline to assume or reject their leases.   

Bremen, 535 B.R. at 905; Care Givers, Inc., 113 B.R. at 264.  Thus, the courts were likely 

motivated more by pragmatism – avoiding the negative results that would occur if the debtors’ 

leases were deemed rejected – than a sound legal analysis of the Bankruptcy Code.  Moreover, the 

ultimate holding in Texas Health Enters. was that the lease in question was rejected because of the 

debtor’s inability to cure defaults, and thus the court’s statements regarding the applicability of 

section 365(d)(4) were mere dicta. 

(f) Application of Property Test 

44. Even if the Court were to apply the Property Test, it should hold that the Debtors’ 

facilities are commercial, and not residential, in nature.  Although the Debtors and the Committee 

argue that the Facilities are residential because certain of the residents may temporarily stay there, 

the nature of the Facilities is not so clear. 

45. For example, under certain state statutes applicable to real property located in 

Washington, “commercial real estate” means:  

a fee title interest or possessory estate in real property located in this state except 
an interest in real property which is (a) improved with one single-family residential 
unit or one multifamily structure with four or less residential units, or (b) 
unimproved and the maximum permitted development is one to four residential 
units or structures under the county or city zoning ordinances or comprehensive 
plan applicable to that real estate, or (c) classified as farm and agricultural land or 
timberland for assessment purposes pursuant to chapter 84.34 RCW, or (d) 
improved with single-family residential units such as condominiums, townhouses, 
timeshares, or stand-alone houses in a subdivision that may be legally sold, leased, 
or otherwise disposed of on a unit-by-unit basis. . . .  

WASH. REV. CODE § 60.42.005(1); see also id. § 64.06.005(1) (cross-referencing definition in 
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RCW 60.42.005).  

46. Under Idaho statutes applicable to real estate licenses, “commercial real estate” 

means: 

a business opportunity as defined in this section, or any real estate other than real 
property improved by one (1) to four (4) residential dwelling units. Commercial 
real estate does not include residential dwelling units such as condominiums, 
townhouses or homes in a subdivision when that real estate is sold, leased or 
otherwise conveyed on a unit-by-unit basis, even though the units may be part of a 
larger building or parcel of real estate containing more than four (4) units. 

IDAHO CODE § 54-2004(13). 

47. The Debtors’ Facilities meet these definitions of commercial real estate.  Thus, even 

if the Debtors and Committee are correct that the Debtors’ residents “reside” at the facilities, the 

facilities constitute “nonresidential real property.”  See Summit Ventures, 1991 WL 133412, at *2 

(“Both the [landlord] and the debtor expected the debtor would utilize the property to establish a 

convalescent home, which would take care of patients on a paying basis.  This is a commercial use 

of the property, despite the fact that patients actually do reside on the property, and warrants a non-

residential classification of the property.”). 

B. Relief Requested Will Only Cause Further Delay 

48. Even if sections 365(d)(3) and (d)(4) do not apply to the Master Leases, the Debtors 

must (as they have done to date) pay rent at the lease rate.  Thus, the Motion serves only to delay 

these cases.   

(a) Debtors Must Pay Rent 

49. In cases where a debtor has successfully argued that its lease is residential, courts 

have nevertheless consistently declined to relieve the debtor of its obligation to pay ongoing rent.  

For example, in Bremen – a case cited by the Debtors and the Committee – the court found that 
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although several senior housing leases were residential, “[i]t is in the best interest of the estate that 

funds be set aside monthly to pay post-petition rent.”  535 B.R at 907.  The court reached a similar 

conclusion in Alegree v. Michael H. Clement Corp. (In re Michael H. Clement Corp.), where it 

rejected the debtor’s argument that even though the lease was residential, the debtor was not 

“entitled to occupy the [property] rent free.”  446 B.R. 394, 406 (N.D. Cal. 2011); see also In re 

Cochise Coll. Park, 703 F.2d 1339, 1356 n.17 (9th Cir. 1983) (landlord entitled to claim for post-

petition use of real property).37 

50. As noted above, counsel for the Debtors and for the Committee have each argued 

that professional fees and other administrative claims should not be permitted to build up, as it will 

make it more difficult to confirm a plan.  See supra § II.C.38  These arguments apply with equal 

force to rent under the Master Leases.  If professionals are entitled to interim payment of 

professional fees, then the Canyon Landlords should also receive monthly rent.   

(b) Rent Must be Paid at the Lease Rate 

51. The Canyon Landlords maintain that section 365(d)(3) of the Bankruptcy Code 

applies to the Master Leases and that, under that section, the Debtors must timely pay rent at the 

lease rate without regard to administrative claim analyses under section 503(b).  However, even if 

section 365(d)(3) doesn’t apply, the Debtors need to pay monthly rent at the rate set forth in the 

Master Leases. 

 
37  This District has also recognized that landlords are entitled to ongoing payment of rent as adequate protection 
under section 363(e) for the debtor’s postpetition use of the leased premises.  See In re Ernst Home Ctr., 209 B.R. 
955, 965 (Bankr. W.D. Wash. 1997) (landlords entitled to adequate protection under section 363(e) in the form of 
“ongoing current payments” under leases). 
38  Just as counsel for the Committee argued with respect to professionals, the Debtors cannot treat the Canyon 
Landlords as the Debtors’ DIP lenders by stretching this case out on their backs. Cf. In re Warehouse Club, 184 B.R. 
316, 317 (Bankr. N.D. Ill. 1995) (“[T]he purpose of § 365(d)(3) is to prevent landlords from becoming involuntary 
post-petition creditors of the bankruptcy estate.”). 
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52. For example, if a landlord terminates its lease prior to bankruptcy (such that section 

365(d)(3) is not applicable) but the debtor continues to occupy and use the property postpetition, 

the “landlord is entitled to an administrative claim in the amount of the fair market value of the 

premises.”  In re DVI, Inc., 308 B.R. 703, 707-08 (Bankr. D. Del. 2004).  The “fair market rental 

value” of a property is generally “the price at which a willing buyer will pay a willing seller when 

neither party is compelled” to do so.  Id. at 708.  Importantly, there is a “presumption that the lease 

rate is the fair market value” unless the debtor presents “evidence to the contrary.”  Id. at 708; see 

also In re Cochise Coll. Park, 703 F.2d at 1356 n.17 (same); In re K-Fabricators, Inc., 135 B.R. 

654, 659 (Bankr. W.D. Wash. 1992) (same). 

(c) Debtors and Committee Cannot “Backdoor” Fraudulent Transfer Claims 

53. The Motion itself does not actually seek any specific relief related to the rent paid 

to the Canyon Landlords.  To date, the Debtors have generally paid postpetition rent at the rate set 

forth in the Master Leases, other than some reconciliations that need to occur (as to which the 

Canyon Landlords reserve all rights).  Thus, it is not entirely clear how the Debtors and Committee 

intend the Motion to impact ongoing rent payments, if at all. 

54. However, paragraph 3 of the proposed order attached to the Motion would place 

the burden on the Canyon Landlords to establish the “reasonable value of the Debtors’ use of the 

Facilities.”  See Motion, Ex. A ¶ 3.  Thus, the Debtors and the Committee might try to use the 

Motion to advance, through the “backdoor,” their apparent theory that rent paid to the Canyon 

Landlords is somehow an above-market fraudulent transfer. If the Debtors or the Committee were 

to properly assert those claims, they would have to overcome a very heavy burden.  See, e.g., Peltz 

v. Hatten, 279 B.R. 710, 738 (D. Del. 2002) (“[I]n determining whether a value is objectively 

‘reasonable’ the court gives significant deference to marketplace values. When sophisticated 
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parties make reasoned judgments about the value of assets that are supported by then prevailing 

marketplace values and by the reasonable perceptions about growth, risks, and the market at the 

time, it is not the place of fraudulent transfer law to reevaluate or question those transactions with 

the benefit of hindsight.”).  They should not be permitted to use the Motion to flip the burden to 

the Canyon Landlords to establish the reasonableness of rent, particularly in light of the well-

established presumption (noted above) in favor of the lease rate.  

(d) Debtors Not Entitled to Further Extension of Deadline to Assume/Reject 

55. As set forth in detail above, the Debtors have not made adequate progress in these 

cases even though the cases are almost six months old.  The Debtors should not be able to use the 

Motion as an avenue for further delay. 

56. Even if the Court finds that the Master Leases are residential, the Debtors do not 

have an indefinite or unlimited amount of time to decide whether to assume or reject the Master 

Leases.  Section 365(d)(2) of the Bankruptcy Code states that a bankruptcy court “may order the 

[debtor] to determine within a specified period of time whether to assume or reject” an executory 

contract or unexpired lease.  Courts have interpreted this provision to mean that a debtor has a 

“reasonable time” to determine whether to assume or reject an unexpired lease.  See In re Adelphia 

Communs. Corp., 291 B.R. 283, 292 (Bankr. S.D.N.Y. 2003); Zions Credit Corp. v. Rebel Rents, 

Inc. (In re Rebel Rents, Inc.), 291 B.R. 520, 529-30 (Bankr. C.D. Cal. 2003).  In other words, 

Section 365(d)(2) gives a debtor “breathing space,” but such breathing space “is not without 

limits.”  In re Adelphia Communs. Corp., 291 B.R. 283, 292. 

57. The Canyon Landlords did not object to the Debtors’ initial request to extend the 

time under section 365(d)(4) to assume or reject the Master Leases.  That time expires on June 19, 

2020, which is about seven months after the Debtors filed these cases.  That is more than enough 
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time to appraise their financial situation and the potential value of their assets in formulating a 

plan.  The Canyon Landlords and other stakeholders should not have to wait idly for the Debtors 

to decide whether to assume or reject the Master Leases. 

58. Accordingly, even if the Court finds that the Master Leases are residential, the 

Court should compel the Debtors to decide by the already established deadline of June 19, 2020.  

The reasonable time for assumption or rejection has passed (or will shortly), and the Debtors 

cannot use the Motion as a pretext to kick the can even further down the road. 

IV.  CONCLUSION 

59. For the reasons set forth above, the Motion should be denied. 

WHEREFORE, for the reasons set forth herein, the Canyon Landlords respectfully 

requests that this Court (i) deny the relief requested in the Motion, and (ii) grant such other and 

further relief as the Court deems just and equitable. 

DATED this 8th day of May, 2020.    GREENBERG TRAURIG, LLP 

/s/ Nancy A. Peterman     
Nancy A. Peterman (admitted pro hac vice) 
77 West Wacker Drive, Suite 3100 
Chicago, Illinois 60601 
Email:  PetermanN@gtlaw.com 
 
/s/ Eric J. Howe     
Eric J. Howe (admitted pro hac vice) 
90 South 7th Street, Suite 3500 
Minneapolis, Minnesota 55402 
Email:  howee@gtlaw.com 
-and- 
 
CAIRNCROSS & HEMPELMANN, P.S. 

/s/ John R. Rizzardi      
John R. Rizzardi WSBA No. 9388 
 
 Counsel for the Canyon Landlords 
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	Canyon Z, LLC (“Canyon Z”) and Canyon NH, LLC (“Canyon NH” and, together with Canyon Z, the “Canyon Landlords”) file this objection (this “Objection”) to the Joint Motion of the Debtors and the Official Committee of Unsecured Creditors to Determine Da...
	I.  PRELIMINARY STATEMENT
	1. Despite repeated claims and threats directed at the Canyon Landlords during these cases, including, among other things, that the Master Leases (as defined below) may be disguised financing arrangements, the Motion does not properly assert those cla...
	2. The Debtors operate a commercial enterprise at their facilities.  If anyone “resides” at the facilities, it is the Debtors’ residents, pursuant to occupancy agreements between the Debtors and the residents.  To the extent the Debtors have “resident...
	3. Even if the Master Leases are residential, the Debtors remain obligated to pay monthly rent at the lease rate.  Indeed, the Debtors’ and the Committee’s counsel have each argued that it would be irresponsible to allow unpaid professional fees to bu...
	4. That begs the question of what the Motion would accomplish if granted.  The only real answer is more delay, something that will prove costly for an estate already stretched to the limit.  These cases are almost six months old.  While the Canyon Lan...
	5. As set forth in detail below, the Debtors’ claims regarding their progress and collaboration are contradicted by the facts, including consistent complaints from the Debtors’ major constituencies, including the Committee.  One of the most glaring ex...
	6. Unfortunately, rather than try to make meaningful progress towards an exit, the Debtors and the Committee have pointlessly taken aim at the Canyon Landlords with a Motion that fails on both its merits and its utility.
	II.  BACKGROUND
	A. Master Leases
	(a) Generally
	7. The Debtors lease fourteen of their fifteen currently-operating skilled nursing facilities (collectively, the “Facilities”) from the Canyon Landlords pursuant to two master leases.  A full description of the Master Leases is set forth in the Canyon...
	(b) Commercial Nature of Master Leases
	8. The parties’ clear intent was for the Master Leases to be non-residential commercial leases.  In each Master Lease, the parties expressly agreed and acknowledged as such:
	Each of Tenant . . . and Landlord . . . [a]grees, acknowledges and is forever estopped from asserting to the contrary that . . . the business relationship created by this Lease and any related documents is solely that of a long-term commercial lease b...
	Master Lease I at 2-3; Master Lease II at 2-4.
	9. The key terms of the Master Leases further evidence the commercial nature of the transactions.  For example, under the Master Leases:
	 The Debtors are required to maintain comprehensive commercial insurance.  See Master Leases § 5.
	 The Debtors are obligated to obtain and maintain all approvals, permits, licenses and consents necessary to use and operate the Premises for healthcare purposes.  See id. §§ 6.3, 7.
	 The Debtors granted to the Canyon Landlords a security interest.  See id. § 8.2.2.
	 The Debtors are required to provide quarterly financial reports and annual financial statements to the Canyon Landlords.  See id. §§ 10.2, 10.3.
	 The Debtors are required to provide an annual operating budget to the Canyon Landlords.  See id. § 10.6.
	 The Debtors must satisfy certain financial covenants.  See id. § 10.12(a), (b).
	 The Debtors must comply with covenants relating to the REIT status of the Owners and their Affiliates.  See id. § 10.12(f), (g).
	 The Debtors can only incur certain types of permitted debt.  See id. § 10.12(h).
	B. Status of these Cases
	10. Most of the Debtors filed their chapter 11 petitions on November 22, 2019, without any warning to their working capital lender or landlord.  The Debtors have operated on cash collateral pursuant to six cash collateral orders that have been entered...
	11. As detailed below, progress toward a plan of reorganization and the Debtors’ liquidity have been central issues in these cases, including at the various cash collateral hearings.  As to the Master Leases, each of the Debtors and the Committee have...
	(a) Plan of Reorganization
	12. Early in these cases, the Debtors touted their collaboration and the supposed progress they were making towards a plan, even going so far as to saying that they saw “no impediment to their ability to formulate, file, and confirm a viable plan”:
	 February 10, 2020: “the significant progress that the Debtors have made during this relatively short span of time is nothing short of commendable….[T]he Debtors have made impressive strides in moving their cases forward.”4F
	 February 13, 2020: “[t]he Debtors are also actively developing an outline of the essential terms of a Chapter 11 Plan. . . . Debtors see no impediment to their ability to formulate, file, and confirm a viable plan. . . . The collaboration with (sic)...
	 March 3, 2020: “the Debtors have made significant strides towards a value-maximizing reorganization.”6F
	 March 9, 2020: “[there is] a substantial factual record demonstrating . . . the progress the Debtors have made in their restructuring efforts to date.”7F
	13. However, statements throughout the case from the key constituents tell a different story:
	 December 6, 2019: “the Debtors have demonstrated a lack of engagement in the process.  Although MidCap has reached out to the Debtors through counsel, the Debtors have not provided MidCap with any indication as to the plan for their cases.”8F
	 December 10, 2019: “[t]he Debtors have yet to engage with the Canyon Landlords in any meaningful way as to the continued use of cash collateral (including by providing a proposed budget), an exit strategy in these cases, or the payment of postpetiti...
	 February 5, 2020: “the Debtors have failed to provide any indication as to how they hope to fund these Chapter 11 Cases to completion, much less how the Debtors’ actually plan to exit from chapter 11.”10F
	 March 2, 2020: “[t]he Committee would also like to see these cases move more quickly.”11F
	 March 24, 2020: “obviously the Committee is pretty frustrated with the progress of the case.”12F
	 April 13, 2020; “the Debtors do not appear to be making any progress towards proposing a confirmable plan of reorganization.”13F
	 April 17, 2020: “I understand MidCap’s concern with respect to not having a plan in place.  In fact the Committee has a similar concern and is working with the Debtor to try and get there.”14F
	 April 17, 2020: “[The Canyon Landlords are] hopeful that we can get this case on track but continue to be frustrated that there really has been pretty much no progress in that regard.”15F
	14. One of the early cash collateral milestones intended to move the case along was a requirement, discussed at the February 10, 2020 cash collateral hearing, that the Debtors deliver a plan term sheet that included the Debtors’ proposal for exit fina...
	15. In response, the Debtors delivered a plan term sheet in late February.  However, the term sheet lacked meaningful detail.  As MidCap pointed out, the term sheet did not reveal the Debtors’ plan to finance their bankruptcy exit.16F   And as MidCap ...
	16. The Committee’s statements after the term sheet was delivered also demonstrate its lack of detail:
	 March 5, 2020: “it is critical that the Debtors demonstrate in the near term an exit strategy with a solid source of financing to support Plan confirmation.”18F
	 April 14, 2020: “it is critical that the Debtors solidify their exit strategy in the very near term, with meaningful input and participation from the Committee.”19F
	17. In April, the Debtors made the following statements regarding the plan process, none of which included meaningful details:
	 April 9, 2020: “the Debtors believe that it is essential these cases be moved toward a feasible exit as quickly as reasonable (sic) possible.  The Debtors received NDAs from, and made their virtual due diligence room available to, numerous potential...
	 April 16, 2020: “[t]he Debtors anticipate having multiple viable proposals for plan sponsorship and/or exit financing in short order.”21F
	 April 17, 2020: “[w]e’re in a little bit of a difficult position here . . . I mean I think our large big picture position is good to be clear, but with respect to this specific issue.  And why I say that is it’s the Debtors’ burden in this situation...
	 May 7, 2020: “the Debtors continue to believe that it is essential these cases be moved toward a feasible exit as quickly as reasonable (sic) possible.  The Debtors received NDAs from, and made their virtual due diligence room available to, numerous...
	18. In summary, it has been almost six months since these cases were filed, approximately three months since the Debtors stated that they had made significant progress and saw “no impediment to their ability to formulate, file, and confirm a viable pl...
	C. The Debtors’ Liquidity
	19. Early in these cases, the Debtors, the Committee, and certain creditors acknowledged the importance of obtaining DIP financing to address the Debtors’ liquidity.  At the cash collateral hearing on February 10, 2020, the Debtors’ counsel acknowledg...
	20. On February 24, 2020, the Debtors filed the Motion for Order Approving Post-Petition Financing [Docket No. 345] (the “DIP Financing Motion”), seeking authority to obtain a $2 million loan that would come from Sun Equity Partners, LLC (“Sun Equity”...
	21. Mr. Azeroual’s statements are consistent with the Canyon Landlords’ understanding of Sun Equity’s involvement in these cases.  Mr. Jacobs approached the Canyon Landlords in February to discuss a transaction to acquire the facilities from the Canyo...
	22. At a status conference on March 24, 2020, counsel for the Committee expressed frustration with the Debtors’ lack of progress on DIP financing:
	Obviously the Committee is pretty frustrated with the progress of the case from the perspective that Mr. Jacobs had pretty much committed himself during the last cash collateral order or the one prior to provide a DIP that would bridge the gap and obv...
	23. Leading up to the March 27, 2020 hearing on the Debtors’ request for a fifth interim cash collateral order, MidCap objected to the use of cash collateral to pay non-operating expenses such as professional fees.27F   At the hearing, counsel for the...
	[I]t would be only fair to at least let some moneys go for fees in order to not allow this to continue to build up particularly given the fact that Canyon is being paid a million dollars a month or so for rent.28F
	24. The next month, MidCap continued to press its objection to the use of cash collateral to pay professional fees in the absence of DIP financing.29F   At the April 17 cash collateral hearing, both the Debtors’ and the Committee’s professionals urged...
	We believe the professional fees need to be paid…. We don’t want to be going into a plan process with a huge number of unpaid professional fees [and other] administrative claims.30F
	25. The Committee’s counsel echoed these concerns, while also stating that the Committee was concerned with the lack of progress:
	From the Committee’s perspective, we don’t want to see a situation where the admins continue to build up to such an extent that it gets overwhelming.  We’ve seen many cases where folks have turned around and allowed the admins, professional fees or ot...
	26. Later, the Committee’s counsel appeared to argue that delaying payment of professional fees would essentially amount to financing the case through the professionals, stating that “[t]here doesn’t seem to be a justification for saying no we should ...
	D. Allegations Regarding Master Leases
	27. The Debtors and the Committee have made multiple allegations regarding the nature of the Master Leases and potential claims against the Canyon Landlords:
	 February 10, 2020: “to the extent we’re not engaging with Canyon, for example, we believe there are very colorable claims, to say the least, against them.”33F
	 February 13, 2020: “[t]he analysis being conducted by the Debtors and the Committee includes whether either the Master [Leases] or the agreements between the Canyon Landlords and the ultimate owners should propertly (sic) be characterized as disguis...
	 March 2, 2020: “[t]he Committee also questions the nature, extent, validity and priority of the [Canyon Landlords’ Master Leases] with the Debtors, including, but not limited to, whether the [Master Leases] are subject to recharacterization, subordi...
	28. In the three months since making the allegations, however, neither the Debtors nor the Committee have initiated an adversary proceeding, which is required to properly assert these claims.
	III.  OBJECTION
	29. The Master Leases are clearly the type of commercial leases Congress intended to protect under sections 365(d)(3) and (d)(4).  But even if they are not, the Debtors must continue to pay rent at the lease rate.  If they did not, the Debtors would b...
	A. Sections 365(d)(3) and (d)(4) Apply to the Master Leases
	30. When interpreting the phrase “lease of nonresidential real property,” courts are split as to whether they should focus on the lease or on the underlying property.  Courts that focus on the lease are said to apply the “Income Test.”  Courts that fo...
	(a) Purpose of Sections 365(d)(3) and (d)(4)
	31. When interpreting statutory language, a “[c]ourt must not ‘look merely to a particular clause,’” but must also consider the clause in connection with the whole statute.  Dada v. Mukasey, 554 U.S. 1, 16 (2008) (quoting Kokoszka v. Belford, 417 U.S....
	32. As to section 365(d) generally, Congress intended to “‘prevent parties in contractual or lease relationships with the debtor from being left in doubt concerning their status vis-à-vis the estate.’”  Tully Constr. Co. v. Cannonsburg Envtl. Assocs. ...
	33. Sections 365(d)(3) and 365(d)(4) in particular “were ‘added to the [Bankruptcy] Code to alleviate the unique financial strains the [Bankruptcy] Code placed upon the commercial lessor, namely that the lessor was formerly unable to collect rent from...
	34. Section 365(d)(3) “ensure[s] immediate payment of lease obligations so that the landlord is not left providing uncompensated services.”  Cukierman v. Uecker (In Re Cukierman), 265 F.3d 846, 850-51 (9th Cir. 2001); see also In re Ernst Home Ctr., 2...
	35. “The purpose of Section 365(d)(4) is to protect lessors from delay and uncertainty by forcing the trustee or debtor-in-possession to act quickly to assume unexpired leases.”  In re Moreggia & Sons, Inc., 852 F.2d 1179, 1185 (9th Cir. 1988); see al...
	36. Accordingly, In the Ninth Circuit, including in this District, courts view sections 365(d)(3) and (d)(4) as strong protections against the harm faced by commercial landlords when their tenants file for bankruptcy.
	(b) Income Test is the Appropriate Test
	37. Recently, the Bankruptcy Court for the Southern District of West Virginia thoroughly analyzed section 365(d)(3) and (d)(4) and applied the Income Test.  See generally In re Passage Midland Meadows Operations, LLC, 578 B.R. 367 (Bankr. S.D. W. Va. ...
	Section 365(c)(3): “The trustee may not assume ... any ... unexpired lease of the debtor ... if ... such lease is of nonresidential real property and has been terminated under applicable nonbankruptcy law prior to the order for relief.
	Section 365(d)(4)(A): “Subject to subparagraph (B), an unexpired lease of nonresidential real property under which the debtor is the lessee shall be deemed rejected ....”
	Section 541(b)(2): “(b) Property of the estate does not include ... any interest of the debtor as a lessee under a lease of nonresidential real property that has terminated at the expiration of the stated term of such lease before the commencement of ...
	Section 362(b)(10): “The filing of a petition ... does not operate as a stay ... by a lessor to the debtor under a lease of nonresidential real property that has terminated by the expiration of the stated term of the lease before the commencement of ....
	Passage, 578 B.R. at 379 (emphasis in original).
	38. The court found that the varying use of “nonresidential real property” in these sections prevented the court from ignoring the actual use to which a debtor “will put the demised premises personally.”  Id.  Therefore, the court determined that any ...
	39. Other courts have applied the Income Test and found that the lease in question was “nonresidential.”  See In re Summit Ventures, No. 90-00213, 1991 WL 133412, at *2 (Bankr. D. Vt. Mar. 4, 1991) (lease of convalescent home was nonresidential even t...
	(c) Problems with the Property Test
	40. The Passage court noted that for almost all cases in which a court applied the Property Test, the debtor-lessee had no intention of making the premises its residence:
	[T]herein lies the difficulty with the property test. All would appear to agree in the cases applying the property test that the debtor lessees in question never had any intention of making the leased premises his, her or, its residence. And yet that ...
	578 B.R. at 379.
	41. The Passage court also noted the advantage of the bright-line nature of the Income Test.  Analyzing the character of a lease is much simpler than analyzing the character of real property, particularly where the property may be used for both commer...
	(d) Application of Income Test
	42. Applying the Income Test, the Master Leases are clearly “nonresidential” commercial leases, as detailed in section II.A(b) above.  See Friedman on Leases § 1.2 (5th ed. 2016) (describing residential leases where tenants use the property “as a home...
	(e) Cases Cited by the Debtors and Committee are Distinguishable
	43. The Debtors and the Committee rely upon three bankruptcy court decisions, none of which are binding on this Court, holding that certain healthcare facilities did not meet the definition of “nonresidential real property.”  In the Matter of Memory L...
	(f) Application of Property Test
	44. Even if the Court were to apply the Property Test, it should hold that the Debtors’ facilities are commercial, and not residential, in nature.  Although the Debtors and the Committee argue that the Facilities are residential because certain of the...
	45. For example, under certain state statutes applicable to real property located in Washington, “commercial real estate” means:
	a fee title interest or possessory estate in real property located in this state except an interest in real property which is (a) improved with one single-family residential unit or one multifamily structure with four or less residential units, or (b)...
	Wash. Rev. Code § 60.42.005(1); see also id. § 64.06.005(1) (cross-referencing definition in RCW 60.42.005).
	46. Under Idaho statutes applicable to real estate licenses, “commercial real estate” means:
	a business opportunity as defined in this section, or any real estate other than real property improved by one (1) to four (4) residential dwelling units. Commercial real estate does not include residential dwelling units such as condominiums, townhou...
	Idaho Code § 54-2004(13).
	47. The Debtors’ Facilities meet these definitions of commercial real estate.  Thus, even if the Debtors and Committee are correct that the Debtors’ residents “reside” at the facilities, the facilities constitute “nonresidential real property.”  See S...
	B. Relief Requested Will Only Cause Further Delay
	48. Even if sections 365(d)(3) and (d)(4) do not apply to the Master Leases, the Debtors must (as they have done to date) pay rent at the lease rate.  Thus, the Motion serves only to delay these cases.
	(a) Debtors Must Pay Rent
	49. In cases where a debtor has successfully argued that its lease is residential, courts have nevertheless consistently declined to relieve the debtor of its obligation to pay ongoing rent.  For example, in Bremen – a case cited by the Debtors and th...
	50. As noted above, counsel for the Debtors and for the Committee have each argued that professional fees and other administrative claims should not be permitted to build up, as it will make it more difficult to confirm a plan.  See supra § II.C.37F  ...
	(b) Rent Must be Paid at the Lease Rate
	51. The Canyon Landlords maintain that section 365(d)(3) of the Bankruptcy Code applies to the Master Leases and that, under that section, the Debtors must timely pay rent at the lease rate without regard to administrative claim analyses under section...
	52. For example, if a landlord terminates its lease prior to bankruptcy (such that section 365(d)(3) is not applicable) but the debtor continues to occupy and use the property postpetition, the “landlord is entitled to an administrative claim in the a...
	(c) Debtors and Committee Cannot “Backdoor” Fraudulent Transfer Claims
	53. The Motion itself does not actually seek any specific relief related to the rent paid to the Canyon Landlords.  To date, the Debtors have generally paid postpetition rent at the rate set forth in the Master Leases, other than some reconciliations ...
	54. However, paragraph 3 of the proposed order attached to the Motion would place the burden on the Canyon Landlords to establish the “reasonable value of the Debtors’ use of the Facilities.”  See Motion, Ex. A  3.  Thus, the Debtors and the Committe...
	(d) Debtors Not Entitled to Further Extension of Deadline to Assume/Reject
	55. As set forth in detail above, the Debtors have not made adequate progress in these cases even though the cases are almost six months old.  The Debtors should not be able to use the Motion as an avenue for further delay.
	56. Even if the Court finds that the Master Leases are residential, the Debtors do not have an indefinite or unlimited amount of time to decide whether to assume or reject the Master Leases.  Section 365(d)(2) of the Bankruptcy Code states that a bank...
	57. The Canyon Landlords did not object to the Debtors’ initial request to extend the time under section 365(d)(4) to assume or reject the Master Leases.  That time expires on June 19, 2020, which is about seven months after the Debtors filed these ca...
	58. Accordingly, even if the Court finds that the Master Leases are residential, the Court should compel the Debtors to decide by the already established deadline of June 19, 2020.  The reasonable time for assumption or rejection has passed (or will s...
	IV.  CONCLUSION
	59. For the reasons set forth above, the Motion should be denied.

