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Do prohibitions against ipso 
facto clauses push suppliers 
into the insolvency abyss?
David H. Conaway examines the impact of ipso facto clauses with reference to UK and Dutch 
insolvency proceedings by Simeon Gilchrist and Nicolaes Tollenaar

DAVID H. CONAWAY 
Attorney at Law, Shumaker,  

Loop & Kendrick, LLP

Given the current 
global economic 
conditions, many 

companies are in severe 
financial distress or insolvent. 
There is a global emphasis on 
corporate rescues or 
restructurings, as opposed to 
a liquidation or traditional 
bankruptcy.  

The US has a long-standing 
history of  corporate rescues 
pursuant to Chapter 11 and its 
Bankruptcy Code. The UK and 
the Netherlands have recently 
modified their insolvency statutes 
to facilitate and expedite 
corporate rescues. In each case, 
such modifications include the 
unenforceability of  so-called  
“ipso facto” clauses. The statutory 
provisions are designed to prohibit 
suppliers from terminating or 
modifying contracts, to support 
the corporate rescue. The 
question is, which stakeholders 
assume the risk of  success or 
failure of  the corporate rescue? 
The growing trend in the US is 
that suppliers are assuming a 
disproportionate amount of  that 
risk, by virtue of  the presence of  
ipso facto clauses in supplier 
contracts. It will be interesting to 
note how insolvency statutes 
regarding ipso facto clauses are 
intended to be addressed in UK 
and Dutch insolvency 
proceedings, and how they will 
actually be interpreted and 
enforced.  

As originally conceived, 
Chapter 11 allowed insolvent 
companies to restructure their 
businesses, based upon a 
“breathing spell” from creditors 
and the payment of  pre-Chapter 
11 debt. While companies could 
use Chapter 11 to temporarily 
shelve pre-petition debt, the 

privilege of  Chapter 11 required 
debtors to “pay as they go” during 
the Chapter 11 case. Pre-petition 
claims are generally unsecured 
claims (“GUCs”) and “pay as you 
go,” claims are deemed to be 
“administrative claims,” which 
receive priority payment 
treatment under the Bankruptcy 
Code. The statutory basis or 
assurance for the “pay as you go” 
requirement is Section 1129 of  
the Bankruptcy Code which 
requires payment of  
administrative claims in full, as a 
condition to confirmation of  a 
Plan of  Reorganisation. While 
creditors may receive little or 
nothing on their GUCs, at least 
they would be paid for supporting 
the debtor customer during the 
Chapter 11 case to facilitate a 
successful restructuring. 

Times have changed 
In recent years, a high percentage 
of  Chapter 11 cases are not 
resolved with a Chapter 11 Plan 
of  Reorganisation. Rather, the 
main event of  the Chapter 11 
case is a Section 363 sale of  all of  
the debtor’s assets. Sometimes 
there is a mop-up Plan of  
Liquidation, which deals only with 
residual, post-sale assets, usually 
preference claims against vendors. 
A Section 363 sale has no 
corresponding requirement that 
administrative claims are paid in 
full. Rather, payment of  
administrative claims is dependent 
on sales proceeds in excess of  
secured debt and professional fees, 
or on the Section 363 sale buyer’s 
willingness to assume 
administrative claim liabilities in 
the asset purchase agreement. 

We note three recent 
examples of  Chapter 11 cases 

where the main event involved a 
Section 363 sale and 
administrative claims were not 
paid in full:  
• Toys “R” Us  

(claims paid less than 20%) 
• Sears/Kmart  

(nominally paid 75%), and  
• Dean Foods  

(claims paid 80%).  

In Sears/Kmart and Dean, the 
estates also pursued preference 
actions against vendors to recover 
payments received 90 days prior 
to the Chapter 11 filing. As a 
result, suppliers suffered the 
trifecta of  business insult from 
their customers: (1) write-off  of  
pre-petition accounts receivable 
balances, (2) non-payment of  
invoices for supporting the debtor 
during the Chapter 11 case, and 
(3) disgorgement of  payments 
received prior to the Chapter  
11 case. 

The non-payment of  
administrative claims in Chapter 
11, and the use of  “administrative 
protocols” to compromise 
administrative claims is a growing 
trend in the US. In a number of  
key US industries (e.g. automotive, 
aviation, dairy, energy, retail, 
hospitality), existing market 
conditions and/or COVID-19 
consequences have caused 
significant disruptions in 
operations, roiling EBITDA and 
asset values, and restricting access 
to financial liquidity. Chapter 11 
has become the ultimate zero-sum 
game with intense competition 
over allocation of  value to 
stakeholders. 

As a result of  the growing 
trend of  non-payment of  
administrative claims, the premise 
that Chapter 11 debtors must 
“pay as they go” has been 
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compromised. Yet, debtors (and 
perhaps their financiers behind 
the scenes) consistently assert that 
suppliers must continue to 
perform their end of  the sales 
bargain unabated, which includes 
shipments of  goods and 
extensions of  credit terms. 

This insistence is based upon 
Section 365(e) of  the Bankruptcy 
Code which provides that an 
executory contract may not be 
terminated or modified, and any 
right or obligation under such 
contract … may not be 
terminated or modified solely 
based on the insolvency or 
financial condition of  the debtor 
or the filing of  Chapter 11. 
However, the foregoing does not 
apply if  the applicable law excuses 
the supplier from accepting or 
rendering performance to the 
debtor.  

US Bankruptcy Courts have 
prohibited suppliers from 
enforcing these “ipso facto” 
contract clauses that allow for 
termination or modification of  a 
contract due to the filing of  
Chapter 11, the financial 
condition or insolvency of  the 
debtor, or the failure to pay 
invoices as a result of  the Chapter 
11 filing. To do otherwise would, 
in theory, gut a debtor’s rights 
regarding its ability to assume or 
reject contracts, as part of  the 
restructuring process. 

Yet, a supplier is at greater 
risk of  non-payment of  its 
administrative claims, especially 
when the financial condition of  
the customer is tenuous and there 
is uncertainty of  outcome in 
Chapter 11. 

However, the “applicable 
law” exception mentioned above 
includes Article 2 of  the US’s 
Uniform Commercial Code 
(“UCC”), which is functionally a 
“federal” law on the sale of  goods, 
as all US states (except Louisiana) 
have adopted Article 2 of  the 
model law. In particular, UCC 
Sections 2-609 and 2-702 
regarding anticipatory breach and 
cash before delivery shipments, 
can relieve suppliers from the 
obligations to ship or to extend 
credit.   

In the Dean Foods Chapter 
11 case, pending in Texas, the 

debtors filed a number of  first day 
motions including approval of  
DIP financing, that was presented 
as providing sufficient “runway” 
for Dean Foods to achieve a 
successful Chapter 11 
reorganisation or a “successful” 
Section 363 sale. Dean Foods also 
filed a first day motion to prohibit 
contract counter-parties from 
altering their contracts, including 
the obligations to continue 
providing goods and services, on 
credit terms, without regard for 
suppliers’ rights under the UCC. 
Thus, on day one, vendors’ rights 
to withhold shipment or credit 
terms were impaired, without 
regard to increased risk of  
payment later in the Chapter 11 
case.  

Fast forward to July, 2020, 
Dean Foods filed a proposed 
“administrative claims protocol” 
offering to pay administrative 
claims at a 20% discount, 
including the post-petition 
invoices that Dean Foods failed to 
pay, and the Section 363 sale 
buyer refused to assume such 
liabilities. The administrative 
protocol indicates that Dean 
Foods is or may become 
administratively insolvent, 
meaning it does not have or may 
not have sufficient assets to pay 

Section 503(b)(9) claims and 
unpaid post-petition invoices in 
full.  

Suppliers have an easy fix to 
this dilemma: avoid a formal sales 
contract and only do business on a 
purchase order and invoice basis. 
Obviously a much less committed 
business relationship, but the 
supplier is able to “cut off ” the 
debtor immediately upon failure 
to pay or the filing of  Chapter 11, 
because there is no binding 
contract. Which is ironic because 
the supplier with a formal 
contract has every incentive to 
continue supporting the debtor 
customer, provided the supplier is 
assured of  payment. 

Bankruptcy Courts should  
not expand the prohibition on 
 ipso facto clauses, and protect 
suppliers who want to support the 
debtor customer by recognising 
that the suppliers’ rights under the 
Uniform Commercial Code, 
specifically including Section  
2-609 and 2-702 constitute 
“applicable law” that may excuse 
the supplier from falling into the 
administrative protocol abyss. Fair 
is fair, creditors will not be paid on 
their GUCs, and will likely be 
sued for a preference. They 
should not also fund the debtor’s 
Chapter 11 case without payment. 
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