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e formmes of the T.5, competi-
Tri\'c lelecommiumicarions indus-
ry — the intended resuli of
the 1006 telecommunications rzfonn
legisiation — ere in & free fall,
Many erstwhile competitors 1o the
tradivional Bell companies (inclnding
WorldCom, ICG Cormnrmuimicaticns
Inc., Winser Copmurécations nc.,
Rhythms Net Connecrions Inc., snd
Global Crossing Ltd ) have filed, or are
on the brink of fling, for bankroptey
prateetion; others will soon follow.
Some will peshaps emerge resouc-
rtured or reorganized; many will nor,
Their existing cnstomets will bear the
sonsequences, which, in extreme tir-
comstanres, eonld entail loss of
deposirs, services or borh,
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 What s bankrupscy can mean for sustomers ™

This industry-wide malaise raises
the queston of what protections are
there, if amy, for cusiomers, suppliers
or other ransaerion: pardes (collecrive-
iy, costomers) having commercial
dealings with these dismessed relecom
carriers (teicos).

The [ollowing discussion atemprs
to anewer this gquestion, addressing:
first, some implications of & teleoks
benlruptey Aling (incinding the possi-
hle sale or liquidateon of its 2esers) on
customers’ rights and remedies and
second, suggested contractual mees-
nres when negodating furure commer-
cial ransactons with a teleo,

The cusremers copeerns fypicelly
spring from its exdetng releo conmacts
for the purchese, sale or exchange of
services, capactty (bandwidth), equip-
ment nr use of bullding space (such as

placementol the.customers.equips. e ..

ment in rhe lelcos serving office)..
When the teleo Hes a Chapter 11
perition, the benlouptey mustes cr
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debtorin-possession must determine
whether each such conracr, if “execn-
tory” should be assumed or rejected.
The Bankmuptey Code daes not define
the rerm “sxecutory contract,”

An “executory conmact” has been
defined under rase law as a contract
“on which periormmance remains due
to some extant on both sides” and
where “obligations of borh parties are
50 far mperformed that the faihme of
either to complete performance would
constimz 4 metetial breach excusing
the performanes of the other.™ Mitchel]
v Streefs (In Re Streets & Beard Farm
Parmership), BE2 E2d4 233, 235 (7th
Civ. 1989), See generally, Conntryman,
“Faecutory Conracts in Banloupiey™
{pes 1 & 3}, 57 Minn. I Rev. 430
{1873), 58 Minn. L Réuw 479 {1974).

¥ aszrmed, the teleo) assimed
ohligedon.becomes an.administzative
expense of the estate, as opposed to m
unsecured claim, which ranls Iower in
the priorty of disribution, If rejected,




the rejection constitutes a breach ol
the contract or lease, the domages for
which have the stams of anunsecnrad
claim apaisr the bankruptey estate
Telating bacl to the date immediately
preceding the fling of the banlaupezy
petition, See 11 U.5.C, 365(g)(1).
Generally, ance assumed, 2 contract
cen be assigned (provisions to the
contrary notwithstending), subject to
the teleo providing adequate assarance
of hnture performance by the assignee.
The Banlauptey Code doesnor
clescribe what constimites “adequate

assuraite, " CirsEruently, Whalsal-

fices hew is subject 1o debare. See, for
example, Everax Sys. Inc v Cadirach

" Corp (InRe CFLC Inc,) BO E34 673
{Bth Cir, 1906) and Worthington v
General Motors Corp. (In re Claremont
Acquisifion Corp.), 113. E3d 1028
(Bth Cir, 1957).

Unfortunarely, even if the customer |

WETE {0 SecuTe some measure of relief
prior to the releok Chapeer 11 filing

(such as a negoristed settlement of
amounts owed to or fom the cus-
tomer) survivel of these measiesin a
Chepter 11 banlonptey procesding is
by no mezns assured. For example, &
mansfer of essets (nclnding senfement
payments) from & telen prior to the Al
ing of z petition in banlauptey is sub-
Jject to scruminy as 1o the firness of the
consideraton peid imder fandulent
conveyance and preferential ransfer
principles. See 11 U.5.C. 544, 545,
547 smd 548.

In particuier, transfers of property

mare Within BUGEyS befote the date

ol the filing of 2 bankruprey petidon
{or up o one year if such creditoris
en insider) may be svoided by the
teleo as 2 preferendal rrensfer if the
ereditor receives more them such cred-
frar would receive on Nauidation of
the teleo, See 11 U8.C, Section 547,
In addition, rensfers of property to
a person (whether & creditor o rot)
made within one year before the date
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of the filing of & hanleuprcy petition
may be aveided by the teleo as a
frandulenir conveyanee if the transfer
had been made with the acmal inrent
to hinder, delay or defraud any credi-
tor, See 11 U.5.C. 548, The teico may
aiso zvoid any transfer of property
made to zny person in sxchange for
less tham its reasonably equivalent
value if the telen was insolvent ar the
thne of the rransfer

Sadly, the repent controversies sur-
rovnding WerldCom znd others now
meke frand and insolveney commen-
Place cCofcerns, Also relevent to the
avoidenre jssue s whether the ansfer
wes in the "ordinzry coursz of busi-
ness” of the teleo; if 20, the customer
may be able to escape avoidence of the
transfer, See 11 T.6.C, 547 {2){2).

In snother vatistion om this theme,
the costomner may be meterially affec:-
ed by what happens to the telens
essers (and fhe customers related con-
tractal ©ghts end obligations) afier




the Hling; This could involve & sele (so-
ralied "365 sale”), disposition in 2 plen
of reprgamization, or — in the worst
tase — liguidation.

The banlaupicy court must
#pprove @l post-petition aeser sales {or
other disposition of rhe banknipt
estate) by the debror that ere nor in
- the *ordinery covyse of husiness: The-
Banjmuprey Code does not define the
rerm “ordinary course of busiress.”
Whether a sale iz in the ordinary
tourse Is a question of fact to be derer-
mined by the bankrupicy court by
exarnining varions factors thar may
include the following

» the percentage of the essets sold
to the company’s overall asszts,

» the type of assets wansterzed,
and :
= the pompanyt prior course of
business dealings.

« The courr will determine
whesher 1o approve the sale if it is not
in the. crdinery courze by exarmining
such facrors a5 vhe fairness of the com-
sideration; the &vailhiliy B eEaper
ing bids, and the Hquidity of the
assets, Affecred parties (such as cus-
tomers) usually have an spportunity |
£ be heard,

That a telenk volontary or involm-
tary bankouprey will have repercus-
sions for irs custorners is axiomatic.
Tiere are some of the possibie
TEpEICnsSionS;

+ Rejection (as executory) of the
enstorner’s undetlying conmact with
the telee;

o Discharge of any of the teleok
pre-petiticn peymeut obligations
{snch a5 refirnds, credits or lignidated
damages); :

» Setring sside, as a frandident
conveyance or praference, any fnan-

rial benefit granred to the costomer
within the prefevence perlod {usually
90 days preceding the fling date);

« 1oss of costomers deposits, pay-
ments or other pre~peticion considers-
tion, leaving the costomer with & ypi-
cally nhsectred claimy

» Subordingrion of the custorzer’s
(rypically nrisecured) claims 1o those
of secured. crediters;

« Assumprion and assignment

{notwithstanding connacnial prehibi-
tions) of the custormers conmact v &
third party (such as rhe enstomers
comperitor);

« Automatic stay on any recovery
zetion by customer; and

» Possible loss of service aliogether
in the event of liquidarion,

The effect of these repercussioos o

the enstomer will, of cotrse, vary; For
instance, in some civmzmstances, the
teleo couid emerge intact from the
banirupicy wnder 2 conrt-approved
plen of reprgenizaton. See 11 US.C
94+, In such evens, i the customerk
agTeement were rejecred, the right 1o
receive 2 Tefilnd of any down paymenrs
or depesits would most Hkely be Jnst,

Nevertheless, the customer counld
conceivably tecover these Josses
through renegotiared benefirs or cred-
frs uncer & new agreement with the
reprmanized teleo ther, having been
shed of its debt burdens, might be
Eager to resumez doing business with
the enstomer.

T AIETHRTIVELY A WoTse st TRl

foliovr if the 1elens assers were pur-
chasad by 2 third pary, either through s
plen of recrpanization or = szle. As indi-
vated, under the Banlaprey Code, he
asset sale could be coupled with an
esswmption and assigament of the ns-
tomiars execiirory contract to a third
perty, subject only 1o the releo’s ade-
tuate assurence of furure performance
by the essignee even if the Ianguaee of
the contract does 1ot permit such
assipriment, Worthington v. Genera]
Mptors Corp. (In Re Claremont Acquisition
Corp), 113 E3d 1022 {9¢h Gir, 1597) ut
1032, The assignes covdd tum our to be
an infedior sexvice provider or, worse, &
CUSIOmEr Conipetitor,

The most draconian result, for the
customer wonld Hkely be the liguids-
tion of the estate. Where the contract,
for example, is exclusive or does not
contemplate or permit & ransition wz
replacement carrier, the customer may
have no way —- short of breaching
the contract — o secure gn alterme-
tve supplier of services, even as the
telcos operations are dismantled. fnw,
Hguidarion, the creditors of the telen’
estare would likely seek to hastan the

process to avoid so-called “cash burn®
by the relco, leaving the customer with
littie-tirne o mitgate an abrupt ermi-
nation of telecommymicarions service,
Wherther regulatory notiee proce-
dures jn 47 USC Section 214 {2) (pro-
hibiring a carriers disconrinuarion of
service without first securing & cerifi-

cate from the Federal Comroomicatdons ~

Cornmission} — designed to give
subscribers early warning of such a
service shut down — would slow
down the tiquidation process is tmeer-
in. See, generally, Devid M. Grimes
& Bennert G. Young, “Teleo Bankrupi-
cies and Reorganizations,” in Teloo
Dedls Now; Understanding the Interplay
of Regulatory, Corporate, Securities and
Bankruptey Issues, PLI Tnstinute (2001),
In shor, the unzntcipared prospec:
of 2 teleo banlouptey may well leave
the customer serawbling for remedies.
Given. the depressed state of this
industry, teico banloupicies are an
unfortunate parr of bizsiness life, 4nd
for the reasons sketched out above,

"' "post hoc fernediies for dealing wirh 2

distressed teleo supplier thar is wingd-
ing its way through the banlomprey
process are likely to be of Little nse,

. Instead, the customers proverbizl

otmee of preventon is perhaps best
formd in antciparory contracmal
remedies, created prior — not after
— COnrract execition, _

A5 a general rule, conmmeetual meas-
ures seeking to diffuse the bandsuptcy
threat are preblematic. First, contrac-
el provisions purpordng to twear the
Chapter 11 Hling irself as 2 breach (so-
called ipso facto clanses) are nmenforce-
gble ggainst the debtor, See 11 17.5.C.
Secdon 385(e). Second, the enforee-
ment of such raezsures would violate

 the entomaric stey. See 11 U.5.C. Sec-

tion 822, Nenetheless, enticipation of
the telcok bankruprey covld coneeiv-

ably be addressed without falling into

these pitfells,

As noted sbove, any deposits mede
by the customer wmder the coniract
would lkely not be recovereble on the
rejection of the contract by the telos,
FPossible epproaches ro avoid this result
would be through the vse of a lerter of
credit or a guaranres by 4 solvent paz-




ent or affiliate of repayment of any
prepayments o deposics made undler
the contract,

Cese law and commeniary suggest
thar. am ssning banles ohiigaton to pay
a heneficiary (customer) under a
standly lettey of credit, to the extent it
is not issued o secure antecedent

~~debt; will survive the account partys

(telen’s) banlapicy See Tavid Grey
Carlson & Willlam I Widen, "Letter
of Credit, Voidable Preferences, and
the Independence Principle,” 54 Busi-
ness Lewyer 4, p. 1662 (Aupust 1995),
Furthermore, while an ipso et
cliuse may be mnenforceabls Against
the debror, the clause may nonetheless
igger a default in 2 separate puaran-
tee (or other collatera? instrivment)
entered into by the teleas (hopefully

. solvent) parent or other affiliate,

One possible remedy for dealing
with unwanted contract essignments
mzy lie in the provisions of thz Bank-
mpicy Code excepting personal serv-
ice conirarts from the teleos vmre-
srocted assigriment right, Ferscrgl
service obligations that are suficiendy
umigue are generally prohibited fFom
nonconsensual assignment in the
event of a bemlauptey, See, for 2xam-
ple, Clty of Jamestowsy v _James Cable
Bartmers (n re James Coble Partrers,
LB}, 27F3d 534, 537-8 (11th Gz,
1804 and In re West Elecs. Ine., B52
E24 79, B3 (3r& Cin. 1988),

Tlws, if the pardes agree and stipr-
late i the contract that the teicols obli-
gations are to be characterized as per-
sonal services (such as, maipiensnce

pETEEMIENTS — in the extent they
involve customized services, unique
customezs equipment, proprielary
software vy jdinsyneratic network fea-
mures serviced by specially trained
maintenance personned of the carrier),
then conceivably the enstomer couid
arguably prevent the contracts unde=
sired assignment,

The costomer conld also conceiv-
ably negotiare 2 conmvachial definifion
of 'adzquate assuzance® for purposss
of Bankmuprey Code Section
365(E(2)(B) that requires pravision of
services by an essignee thoris ooca
customer competitor and hes quelifi-

cadons {measured, lor exarmple, in
numbers of cenmral office Jocations,
access lines, spare facilirtes or other
key elements) demonstrably compara-
ble 1o these of the teleo. Altematively,
the parties could agree thar the con-
rract, on the teleos bankruptsy Bling,
may galy be assigned to certain nemard

" alternative supplists and thar 411 others

are conclusively deerned o not meel
the "adequate assurance” test.
Perhaps the cusiomers best
mpproach to miligadng bankuptey
problems is to negotiate for an "enrly
warning” mechanism in the contract
that will permit the ensromer o take
remedial action before — not alter ~—
the tzlcoks Chapter 11 filing, Here, the
customer could pethaps use indusoy-
recognized bankruprey harbingers as
the hesis of covenants (similar, for
exmmple, 1o debr-coverage covenants
in loan agreements), that, if breached
by the releo, would give rise to defunlt
remedies or nther protectipms. See, [or

debtors debt risk trades in the credit-
derivatives marlet); and the telook
hiving of a resoructuring scviser,

By tresting these as defenlts or
pther trigeering events, the contract
could, for example, either permir the
castomer to terminate for breach or,

at 8 minimum, 0 exercise other.

remedies. For example, convert an
exclusive service conract Lo o nonex-
chusive vne, exercise partial termina-
Hon rights, or be autpmaricslly
relieved from purchase commiments.

As a caveat, given the broad equi-
wble powers of the banlauprcy eaurt,
none of these possible saleguards is
Ioolproof. Whether they will survive
bankruptey court scrutiny remains o
be saem, ’ ‘

The considerations discussed are a
few of the many considerations in a
mansaction with a disnessed telen
that have become olvious s 2 Tesulr
of painfin] hindsight in recent
months. As much of this area is terra

example, Henry Sender, "How to Spor | ingoenita, other concerns will

Signs of Companies Distress,” Wall
Street Journal, Dec. 31, 2001 at C1.
Examyplzs indlnde the following: the
telook substantial draw down of its
eredir facility; & violazion of debt-cov-
erage raftes In the underlying agree-
ment with its lenders; a downgrade in
the relepk debr securities (or & widen-
ing of the risk premim on the
debtork credit defardt swaps if the

inevitably avise a5 more banloupicies
of teleos occur snd rddional hind-
sight will bring new smaregies to
ight ’

One lesson For customers is clear,
however: Given the depressed state of
the current telecom indnstry; the
effect of a bankruptey should not be
overlooked when negotating agres-
ments with a telco. €20
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