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ARTICLE

Tenant bankruptcies in the COVID-19 era: Security deposits, prepaid rent and distress
rights

This is  the f irs t  part  of a two-part series

Commercial tenant bankruptcies and COVID-19

M any com m erci a l  tenan ts have  been  si gn i f i can t l y i m pacted  by the  governm ent-o rde red  cl osu res and  econom i c tu rm o i l  caused  by the  COVID-19
pandem i c.  Wi th  l i t t l e  to  no  revenue ,  these  tenan ts a re  st rugg l i ng  to  pay the i r ren t  and  m ay be  consi de ri ng  bankrup tcy.   Land l o rds shou l d  consi de r the
securi ty they cu rren t l y have  i n  p l ace  wi th  the i r tenan ts and  how th i s a ffects the i r ab i l i ty to  cl a i m  tha t  secu ri ty and  en fo rce  the i r ri gh ts under a  l ease
once  they a re  dea l i ng  wi th  a  bankrup t  tenan t .

T h i s a rt i cl e  re fe rs to  tenan ts i n  sta tes o f  so l vency,  i nso l vency and  bankrup tcy i n  Canada .  When  a  tenan t  i s i nso l ven t  (i .e .  i n  a  sta te  o f  f i nanci a l  d i st ress
where  they a re  unab l e  to  pay the  deb ts they owe  to  l enders on  t i m e),  they m ay choose  to  f i l e  fo r bankrup tcy (the  l ega l  p rocess fo r an  i nso l ven t  deb to r to
su rrender asse ts i n  exchange  fo r re l i e f  f rom  deb ts,  wh i ch  i s governed  by the Bankrup tcy and  Inso l vency Act (B IA)).  T hey m ay choose  to  dea l  wi th  the i r
deb ts th rough  o the r op t i ons such  as a  consum er p roposa l  o r deb t  conso l i da t i on .

La rge r tenan ts wi l l  o f ten  seek cred i to r p ro tect i on  under the  Compan i es' Cred i to rs Arrangement Act (CCAA).  In  th i s a rt i cl e ,  we  exam i ne  a  l and l o rd ’s
ab i l i ty to  cl a i m  securi ty deposi ts,  p repa i d  ren t  and  en fo rce  the i r d i st ress ri gh ts i n  the  con text  o f  a  tenan t  bankrup tcy.

Security deposits

In  genera l ,  l eases requ i re  a  tenan t  to  p rovi de  a  cash  deposi t  as p repa i d  ren t ,  o r as securi ty fo r the  tenan t ’s pe rfo rm ance  o f  i ts ob l i ga t i ons under the
l ease .  T he  d i st i nct i on  i s re l evan t  to  the  quest i on  o f  whe the r the  l and l o rd  can  keep  the  deposi t  upon  tenan t  bankrup tcy.  T h i s i s a  fact-d ri ven
de te rm i na t i on  and  depends on  the  l anguage  i n  the  l ease and  the  i n ten t i on  o f  the  pa rt i es.

Where  the  deposi t  has been  de te rm i ned  to  be  securi ty fo r the  tenan t ’s ob l i ga t i ons under the  l ease  and  rem a i ns the  p roperty o f  the  tenan t  (pa rt i cu l a rl y,
where  the  l ease  sta tes tha t  such  a  deposi t  i s to  be  re tu rned  to  the  tenan t),  the  deposi t  wi l l  l i ke l y fo rm  part  o f  the  bankrup t  esta te ,  to  be  su rrendered  to
the  tenan t ’s t rustee  i n  bankrup tcy,  and  i s no t  ava i l ab l e  to  the  l and l o rd .

What are my opt ions?

App l y the  securi ty deposi t  now

I f  the  l ease  en t i t l es the  l and l o rd  to  app l y the  securi ty deposi t  aga i nst  unpa i d  ren t  o r as com pensa t i on  fo r the  tenan t ’s de fau l t  and  the  tenan t  i s st i l l
so l ven t  then  the  l and l o rd  m ay wan t  to  do  so ,  pa rt i cu l a rl y i f  the  f i nanci a l  si tua t i on  o f  a  tenan t  i s worri som e.

Reg i stra t i on

Som e l and l o rds m ay p re fe r to  reg i ste r the i r secu ri ty i n te rest  under the  p rovi nci a l  pe rsona l  p roperty securi ty l eg i sl a t i on ,  no twi thstand i ng  the  cost  and
adm i n i st ra t i ve  bu rden .  Land l o rds shou l d  rem em ber tha t  reg i ste ri ng  a  securi ty i n te rest  does no t  m ean  they wi l l  be  ab l e  to  recover any o r a l l  o f  the
securi ty deposi t .

Prepaid rent

Land l o rds have  genera l l y been  en t i t l ed  to  re ta i n  p repa i d  ren t  i n  the  even t  o f  a  tenan t  bankrup tcy,  p rovi ded  tha t  the  sum  i s p roperl y cha racte ri zed  as
such .  T he  courts have  he l d  tha t  p repa i d  ren t  i s pa i d  to  a  l and l o rd  on  a  non-re fundab l e  basi s,  to  be  app l i ed  towards ren t  fo r speci f i c pe ri ods du ri ng  the
te rm  and  the re fo re  no t  recoverab l e  by a  tenan t ’s t rustee  i n  bankrup tcy .  T h i s i s,  as no ted  above ,  sub j ect  to  a  m u l t i -face ted  assessm ent o f  the  characte r
o f  the  deposi t ,  i ncl ud i ng  a  tho rough  revi ew o f  the  l ease .

Distress rights

In  the  no rm a l  cou rse ,  the  ri gh t  o f  d i st ress a l l ows a  l and l o rd  to  se i ze  and  se l l  the  goods o f  a  de fau l t i ng  tenan t  wi th i n  the  l eased  p rem i ses i n  o rde r to
sa t i sfy exi st i ng  ren ta l  a rrea rs.  T h i s com m on l aw ri gh t  i s a  standard  p rovi si on  i n  Canad i an  com m erci a l  l eases.  However,  when  a  tenan t  decl a res
bankrup tcy,  ri gh ts o f  d i st ress a re  stayed  by l aw and  a re  the re fo re  no  l onger ava i l ab l e  to  the  l and l o rd .

M uch  l i ke  the  app l i ca t i on  o f  secu ri ty deposi ts,  a  l and l o rd  seeki ng  to  d i st ra i n  shou l d  act  qu i ckl y when  a  tenan t  i s i n  a rrea rs,  especi a l l y when  the
f i nanci a l  hea l th  o f  a  tenan t  i s o f  concern .  A d i st ress com p l e ted  no t  l ong  be fo re  a  tenan t ’s bankrup tcy runs the  ri sk o f   a  cou rt  f i nd i ng  i t  to  be  a
“f raudu l en t  p re fe rence ,” and  the  p roceeds wi l l  be l ong  to  the  tenan t ’s t rustee  i n  bankrup tcy.

What you should do now

Revi ew your l eases today. Understand i ng  who  i s l i ke l y to  be  en t i t l ed  to  a  deposi t  can  be  a  cri t i ca l  com ponen t o f  a  l and l o rd ’s ana l ysi s o f  whe the r and
when  to  en fo rce  i ts ri gh ts under a  l ease .  Rem em ber tha t  whe the r the  courts wi l l  consi de r a  sum  a  securi ty deposi t  o r p repa i d  ren t  depends on  the
factua l  ci rcum stances,  the  l anguage  o f  the  l ease  and  the  pa rt i es’ i n ten t i ons.

T i m i ng  m atte rs.  Act  as ea rl y as possi b l e .  I t  i s i n  the  l and l o rd ’s i n te rest  to  act  as ea rl y as possi b l e  when  dea l i ng  wi th  a  tenan t  i n  f i nanci a l  d i st ress.  A
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l and l o rd  tha t  app l i es a  securi ty deposi t  to  ou tstand i ng  ren ta l  paym ents o r exe rci ses ri gh ts o f  d i st ress cl ose  to  a  tenan t  f i l i ng  fo r bankrup tcy,  ri sks a
cha l l enge  o r reve rsa l  by the  court .  Provi ded  i t  i s pe rm i t ted  by the  l ease ,  consi de r app l yi ng  any exi st i ng  securi ty deposi ts towards a  ren t  sho rt fa l l
now, ra the r than  wa i t i ng  un t i l  the  tenan t ’s f i nanci a l  cond i t i on  de te ri o ra tes and  the  tenan t  i s a t  the  p reci p i ce  o f  bankrup tcy.

Invo l ve  a  l awyer i n  the  p rocess.  I f  you  a re  dea l i ng  wi th  de fau l t i ng  tenan ts,  a re  i n  the  p rocess o f  nego t i a t i ng  ren t  aba tem ents o r ren t  de fe rra l
ag reem ents,  revi ewi ng  governm ent assi stance  p rog ram s (such  as Canada  Emergency Commerci a l  Ren t  Assi stance) o r you r tenan t  has gone  bankrup t ,
we  encourage  you  to  seek l ega l  advi ce  as ea rl y i n  the  p rocess as possi b l e .

The takeaway

As the  econom i c fa l l ou t  o f  the  pandem i c con t i nues and  the  f i nanci a l  p ressu re  on  busi nesses g rows,  l and l o rds a re  advi sed  to  take  a  p roact i ve  approach ,
ra the r than  re l yi ng  on  the  securi ty and  de fau l t  ri gh ts se t  ou t  wi th i n  the  fou r co rne rs o f  the i r l ease .  Wh i l e  securi ty deposi ts,  p repa i d  ren t  and  ri gh ts o f
d i st ress m ay have  p rovi ded  som e com fo rt  to  l and l o rds i n  a  p re -COVID-19  l andscape ,  these  op t i ons need  to  be  reconsi de red  i n  l i gh t  o f  the  cu rren t
ci rcum stances and  the  i ncreased  l i ke l i hood  o f  tenan t  bankrup tci es.

Am i d  the  un fo rtuna te  consequences o f  th i s cri si s,  l and l o rds m ay be  we l l  advi sed  to  l ook to  fo rm s o f  secu ri ty tha t  f l ow f rom  th i rd  pa rt i es ra the r than
re l yi ng  on  any type  o f  deposi t  f rom  a  tenan t .  One  a l te rna t i ve  i s to  use  l e t te rs o f  cred i t ,  the  p ros and  cons o f  wh i ch  wi l l  be  addressed  i n  Part  I I  o f  th i s
a rt i cl e .

T he  BLG Na t i ona l  Leasi ng  Cen tre and  Inso l vency and  Restructu ri ng  team a re  he re  to  he l p  l and l o rds and  tenan ts i n  these  cha l l eng i ng  t i m es.  Reach  ou t
to  the  con tacts l i sted  be l ow o r em a i l  you r quest i ons to  wha tsnext@b l g .com , where  we  a re  he l p i ng  busi nesses navi ga te  the  m ore  than  100  federa l  and
provi nci a l  fund i ng  m easures.  Quest i ons wi l l  be  answered  f ree  o f  cha rge  and  we  wi l l  o ffe r i n fo rm at i on  and  resources fo r m ore  com p l ex queri es.

 As d i scussed  i n  Al i gnvest  Pri va te  Deb t  L td  v Sure f i re  Industri es L td,  2015  ABQB 148 ,  uphe l d  by the  A l be rta  Court  o f  Appea l

 Champ i on  Mach i ne  & Too l  Co,  Re ,  1971  Carswe l l On t  59  (On ta ri o  Suprem e Court )

 As seen  i n  Canad i an  Imperi a l  Bank o f  Commerce  v Cano tek Deve l opment Corp,  1997  Carswe l l On t  3216  (On ta ri o  Court  o f  Appea l )

By:  Chri st i e  Wi l son ,  M arta  O. Lewycky

Servi ces:  Leasi ng ,  Inso l vency & Restructu ri ng,  Com m erci a l  Rea l  Esta te,  Beyond  Leasi ng

Key Contacts

1

2

3

Marta O. Lewycky

Senior Legal Counsel & Nat ional Co-Leader – BLG Beyond

Ot ta wa

M L e wycky@b l g .co m

6 1 3 .3 6 9 .4 7 5 1

https://www.canlii.org/en/ab/abqb/doc/2015/2015abqb148/2015abqb148.html?autocompleteStr=2015%20ABQB%20148&autocompletePos=1#document
https://www.canlii.org/en/on/onca/doc/1997/1997canlii1343/1997canlii1343.html?resultIndex=1#document
https://www.blg.com/en/insights/2020/09/en/insights/2020/05/details-announced-on-the-canada-emergency-commercial-rent-assistance-progra
https://www.blg.com/en/insights/2020/09/en/services/blg-beyond/leasin
ailto:whatsnext@blg.co
https://www.blg.com/en/insights/2020/09/en/people/o/olewycky-mart
https://www.blg.com/en/insights/2020/09/en/services/practice-areas/commercial-real-estate/leasin
https://www.blg.com/en/insights/2020/09/en/services/practice-areas/commercial-real-estat
https://www.blg.com/en/insights/2020/09/en/services/blg-beyond/leasin
https://www.blg.com/en/insights/2020/09/en/people/o/olewycky-mart
ailto:MLewycky@blg.co
el:613.369.475



