LEGALLY SPEAKING
by Bob Dunlevey
PROTECTING YOUR BUSINESS FROM

THE “NEAR” BANKRUPT

You hear rumors that your customer may file bankruptcy but you have just shipped parts to them under a past purchase order and more parts are being ordered.  If they file bankruptcy, will you get paid for the parts you just shipped?  Can you stop making the parts currently being ordered and renege on the current contract?  Can you ask for better terms to protect yourself against an anticipated bankruptcy, even though you already have a signed contract or a purchase order to deliver?  Yes, there are some very unique things you can do to reduce the risk of your customer’s bankruptcy.  

As you may know, many near bankrupt companies stop paying their unsecured creditors, like parts suppliers, and favor the secured creditors, such as their lending institutions.  When the bankruptcy is filed and if reorganization occurs through the debtor-in-possession, often those due money for work performed before the bankruptcy filing wait years only to receive cents on the dollar in final payment.  However, those supplying materials and services immediately after the bankruptcy are paid timely in an effort by the debtor to keep the materials and services flowing.  Moreover, even though bankruptcy is filed, a supplier’s contract with the debtor is not automatically terminated.  What weapons do you have to counter these tactics?  Many of them are found within the Uniform Commercial Code which has been adopted in Ohio and governs the sale of goods and certain commercial transactions.


Ohio Revised Code Section 1302.67 (UCC Section 2-609) gives sellers the right to demand “adequate assurance” of performance.  It provides:

When reasonable grounds for insecurity arise with respect to the performance of either party, the other may, in writing, demand adequate assurance of due performance and until he receives such assurance may if commercially reasonable suspend any performance for which he has not already received the agreed return.


In summary, this unique law provides the means by which a supplier can revise the terms of its contract with the near bankrupt, without incurring liability for breach of contract, by requiring the buyer to provide to the seller adequate assurance of payment prior to shipment.  Adequate assurance can take the form of payment prior to delivery, C.O.D., bringing the account current, a letter of credit, or other such terms.  However, once the buyer has provided adequate assurance, the seller is obligated to perform or face liability.


After the buyer receives the written request for adequate assurance, it must provide such assurance within a reasonable time not to exceed thirty days or the contract is deemed repudiated.  The rationale for this is that once a seller has been given reason to believe that the buyer’s performance has become uncertain, it is an undue hardship to force the seller to continue its own performance. 


Another tool in the supplier’s arsenal is that of insolvency remedies under Ohio Revised Code Section 1302.76 (UCC Section 2-702) which includes stopping delivery and, in some circumstances, reclaiming the goods shipped.  Where the seller discovers the buyer to be insolvent but has not yet filed bankruptcy, it may refuse delivery except for cash including payment for all goods theretofore delivered under the contract.  If the seller discovers the buyer has received goods on credit while insolvent, he may reclaim the goods upon demand made within ten days after receipt or sooner if misrepresentation of solvency had been made in writing previously.  Successful reclamation of goods excludes all other remedies.

During the pre-bankruptcy period, the creditor-supplier must make sure that any payments for goods and services fall into one of the bankruptcy preference exceptions in order to avoid payback of monies collected.  The reason for this is that once a bankruptcy is filed, the Trustee or the debtor-in-possession is empowered to avoid certain pre-bankruptcy transfers of the debtor’s property and money that occurred within 90 days of the bankruptcy filing.  There are numerous affirmative defenses to a preference action, including that (1) payment was intended by all parties to be a contemporaneous exchange for new value and was substantially contemporaneous; (2) payment was made in the ordinary course of both the debtor’s and seller’s businesses and according to ordinary business terms; (3) seller advanced new unsecured credit to the debtor after the challenged payment was made; and (4) payment resulted in the release of a statutory lien.

Payment made under the new terms of adequate assurance generally can be set up to be a contemporaneous exchange for new value and customarily the bankruptcy preference law can be circumvented.  The prerequisites to requesting adequate assurance and seeking reclamation are quite tedious and cannot be accomplished without competent business counsel guiding you through the maze of laws.  Also, when adequate assurance is requested, some debtors entice suppliers to enter into amended terms wrapped up into a settlement agreement.  Often these agreements have terms incorporated within them which represent landmines for the unwary creditor.  If you wish to use these tools or negotiate an adequate assurance settlement agreement, take the time to fully understand the intricacies of these unique and helpful tools.  For a copy of these laws, contact Bob Dunlevey at (937) 223-6003.
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