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[. INTRODUCTION

When a company decides to file a petition under chapter 11 of the Bankruptcy Code, the relationship betwe:
that company and its creditors is automatically redefih@he such relationship is that between the company
and its utility suppliers. While continuing electricity, gas, water and telephone service are essential to the
company's reorganization and ultimate survi¢#he resources to pay for those services may no longer be
available. The utility company, however, does not want to continue providing service without some sort of
payment from its customer.

The precarious nature of this relationship receives special consideration under the Code in section 366.
Under subsection (a) the debtor is protected from the discontinuance of future service by utility companies
once the debtor files for bankruptéySubsection (b) the focus of this paper, offers protection to the utility.
Specifically, the trustee or debtor-in—possession must, within twenty days of filing, give the utility adequate
assurance of paymefitThe question becomes, however, what exactly constitutes adequate assurance of
paymentZ Does it have to be in the form of a cash deposit or will something other than cash suffice?

The most recent decision in this area was a Second Circuit decision, Virginia Electric & Power Co. v. Caldor
Inc. 8 In this case of first impressiohthe court of appeals held that "adequate assurance" under section
366(b)2° does not require a debtor to post a security deposit with its utility suppliers.

II. THE AMBIGUITY OF SECTION 366

Under section 366(b), a utility company can "alter, refuse, or discontinue service" if the company does not
receive adequate assurance of payment for post—petition services from the'fi@bisrprovision of the

Code does not necessarily require that there be a judicial determination of what constitutes adequate assur:
of payment prior to any alteration, refusal or discontinuance of service. The utility may instead determine
what is necessary from the debtor in terms of adequate assufdfitiee debtor does not agree with the

utility's demand, in kind or amount, a request for judicial intervention can be subdfitfée. court must

then decide what assurances by the debtor will be adedliate.

Despite its apparently clear purpose, section 366 has been subjected to much interpfétagdegislative

history does not furnish clear guidance. The language concerning adequate assurance of payment was not
initially agreed upon by the House and the Senate. The House Report on its draft version of section 366 sta
in part, "[i]f an estate is sufficiently liquid, the guarantee of an administrative expense priority may constitute
adequate assurance of payment for future services. It will not be necessary to have a deposit in e¢ry case.
The Senate Report is similar, but does not refer to the possibility of treating an administrative expense priori
as adequate assurance to the utility compErurthermore, the provisions of section 366, as it appeared in
the Senate bill, specifically stated that adequate assurance of payment should be furnished "in the form of a
deposit or other security’® The Senate's language that "more than a mere administrative priority be



furnished,"? indicates a significantly different position as to what is required of a debtor in terms of adequate

assurance of payment. Some courts argued that because this language from the Senate bill became part of
final version of section 368 the House Report is of little value in determining the meaning of adequate
assurance?

[ll. SECTION 366 AND ITS INTERACTION WITH OTHER PROVISIONS OF THE BANKRUPTCY
CODE

This "administrative expense" that seemed to be a point of contention between the House and the Senate
interacts with section 366 through two other sections of the Code: sections 503 and 507. Under section 503
the Code, an "entity" is permitted certain administrative expefisén.administrative expense allowed under
section 503(b)(1)(A¥ will receive first priority under section 507 of the Coffdt should be noted,

however, that the granting of an administrative expense priority decreases the amount of the estate availabl
other unsecured creditofS.Permitting administrative expenses "encourages the necessary parties to
undertake the collection and distribution of the assets of the estate so as to be able to generate proceeds to
distribute to pre—existing creditor<*®

The administrative expense is usually charged to the estate and not to the property of secured?&iéditors.
however, the administrative expense is being applied for some type of service that will "preserve the propert
securing creditors' interests” and ultimately benefit the creditors, the secured creditors will be held
accountable for the expend2In order for a secured creditor to be deemed responsible for an administrative
expense priority, the debtor is required to prove that "the expenditure was necessary, the amounts expende
were reasonable and the creditors benefited from the expeifses."

IV. THE PROBLEM OF DEFINING "ADEQUATE ASSURANCE"

The clarity of the other Code provisions that interact with section 366 is contrasted by the section's imprecis
requirement of "adequate assuranéWhile section 366 appears to be "creditor-oriented," courts have
applied the provision to protect the debf3rAs the courts attempt to help the debtor in the rehabilitation
process2: the utility companies voice their concern that they will be subjected to an unreasonable risk of
future loss34 The utilities, however, often fail to realize that "adequate assurance" of payment does not meatr
a guarantee of payment from the debidAs the courts continually struggle to maintain the balance between
the interests of the debtor and the utility company, they also avoid delivering a clear definition of "adequate
assurance ®

The United States Court of Appeals for the Second Circuit, however, recognizing the difficulty in determining
what constitutes adequate assurance under sectiof 8&iyered a decision in Virginia Electric & Power

Co. v. Caldor that maintains the principles of section$6fhd effectively tackles the problems associated

with "adequate assurance."

V. IN RE CALDOR-FROM THE BANKRUPTCY COURT TO THE COURT OF APPEALS

Caldor, Inc. filed a petition under chapter 11 of the Code on September 183%[BI9& corporation operates
approximately 160 retail stores in the northeastern portion of the United &a#sof 1994, Caldor's annual
sales exceeded $2.7 billidd.At the time of filing the chapter 11 petition in 1995, Caldor was receiving
service from 425 utility companies, totaling $3.5 million in services each ni3nth.

The United States Bankruptcy Court for the Southern District of New York entered an order preventing the
utility companies from "refusing, altering, or terminating service ... pending the approval of Caldor's plan for
reorganization.®> A number of Caldor's utility suppliers (including Virginia Electric) appealed the district
court's decision. Affirming, the district court determined that the utilities received adequate assurance of
payment because the court interpreted the term "other security” to encompass the safeguards that the
bankruptcy court had providetf. The basis for this determination rested upon Caldor's pre—petition payment
history and its post—petition liquidit§ In addition, an administrative expense priority, an expedited



procedure for relief if Caldor was to default in payment and an order requiring Caldor to convey its monthly
statements directly to the utility companies were other safeguards in place to protect theditilities.

According to the utility companies, however, those safeguards did not constitute "adequate assurance of
payment" because the protections were available to the utilities "in the normal course" and could not properl
fall under the definition of "deposit or other security" in section 368he district court, disagreed with this
interpretation of adequate assurance under section 3854n)] supported the notion that a certain flexibility
accompanied section 366; thereby contradicting any narrow interpretation of the section and its prvisions.
As stated in the district court's decision, “[t]he interpretation proffered by the Utilities leads to the illogical
result that a bankruptcy court would be required to impose a deposit or similar financial instrument, in at lea:
a nominal amount, in every situation even when other security already created ‘adequate assurance' of
payment.”®° Furthermore, the court clarified that section 366(b) only required "adequate assurance" of

payment, not an "absolute guarantee of paymaht.”

The narrow interpretation of "adequate assurance" presented by the utility companies was rejected, once
again, by the United States Court of Appeals for the Second CicLike the district and bankruptcy courts,

the circuit court did not clarify the terms "security or other deposit" and "adequate assurance" as prescribed
section 366(b)23 In avoiding this opportunity to clearly define the terms within section 366, the court relied
upon the bankruptcy court's authority under this provision of the Code:

[w]e conclude that—-whether because the phrase 'other security' is read to include safeguards
that are otherwise available to a utility supplier under the Bankruptcy Code, or because a
bankruptcy court has the authority to require no 'deposit or other security' at all-the
bankruptcy court need not require some additional safeguard where it determines that
safeguards otherwise available under the Code provide the ‘adequate assurance of payment
with which section 366(b) is ultimately concern&t.

The court reasoned that if the bankruptcy court had the authority to modify the amount of deposit or other
security, the court could also decide that such deposit or other security may not be requirgd at all.

The Second Circuit's decision in Caldor focused on exercising judicial flexibility and evaluating the facts and
circumstances of this case, rather than adhering to a strict statutory stah8aiking a balance between the
"competing needs of a debtor and utility companies" was a fair and effective way for the court to implement
the intended purposes of both section 366, and the Code in its egfirety.

VI. CASE LAW REJECTING THE ADMINISTRATIVE EXPENSE PRIORITY:
IN RE BEST PRODUCTS CO.

In re Best Products Ca2 is an example of an interpretation of "adequate assurance" that runs contrary to the
interpretation in Caldor. Best Products, like Caldor, operated retail stores, but filed a petition under chapter !
of the Code in 199&° The debtor wanted to provide adequate assurance solely in the form of classifying any
post—petition debt for utility services as an administrative exp&hsais classification was approved, but

the court also provided that any utility could seek further assurance under sectitii\e&y of the utilities
objected, claiming that because an expense priority was already guaranteed by thetBedbad not

received adequate assurance as required by section 366. The utilities also claimed that section 366 mandat
that such adequate assurance be furnished in the form of deposit or other &&curity.

The bankruptcy court agreed with the utilities that under section 366, the utility company can demand a
deposit from the debto?? According to the court, the legislative history and the language of the statute
clearly indicated that "adequate assurance" requires more than an administrative expens&priority.

A. Legislative History



The congressional purpose behind section 366 was "to strike a balance between the general right of a credi
to refuse to do business with a debtor post—petition and the coercive nature of such a move by a debtor's
utility.” € The court agreed with previous decisions, recognizing the post—petition utility service as an "actua
and necessary cost of preserving the estate" that must be deemed an administrative’eXpensgurt then
reasoned that if the utilities were not permitted to refuse post—petition service under section 366(b), then the
debtor must provide some additional assurance of payment in consideration for this tréaffhenefore,

the court concluded that "[i]f Congress believed that the administrative priority already bestowed upon the
utilities would suffice, then it had no need to carve out the exception in subsection (b) of section 366 to the
general rule of non—discrimination in subsection (&)."

B. Plain Meaning of Section 366

The lack of a clear statutory definition of "adequate assurance” led the court to examine the ordinary meanir
of the term’° The court acknowledged that in other cases the term "other security," of section 366, had been
construed to encompass pre—paid bills, shorter payment deadlines, letters of credit, surety bonds and other
financial devices’: The court, giving great deference to the interpretations of those other courts, concluded
that an administrative priority is not sufficient assurance under sectiod366.

VII. WHY VIRGINIA ELEC. &AMP; POWER CO. V. CALDOR IS A CORRECT APPLICATION AND
INTERPRETATION OF SECTION 366

The decision in Best Products is really no more than a cursory glance at section 366 and its implications. In
determining that the administrative expense did not constitute adequate assurance of payment on its own, tl
court failed to develop an analysis that properly applied sectior{*386.acknowledged in Caldor, the

proper application of section 366 involves judicial flexibility and an evaluation of more than just the
legislative history and statutory construction of the provisidfihe decision in Caldor is also a more

pervasive analysis, inasmuch as the bankruptcy and district courts incorporated the evaluation of a variety ©
factors, both monetary and non—monetary, into their respective interpretation of sectith 366.

The analysis at the bankruptcy court, district court and circuit court levels outlined several factors that were
relevant in determining adequate assuraffcehe seven factors were:

[p]re—petition security required of the debtor by the utility, the debtor's payment history, the
debtor's present and future ability to pay its current expenses, the debtor's net worth, the
debtor's cash requirements, the probability of payment through distribution under the
bankruptcy laws, and, since some degree of risk is calculated as part of the rate charged for
utility services, the degree by which the risks of nonpayment from the debtor exceed the risks
of nonpayment from the utility's other customéfs.

Implementing these factors into an analysis of "adequate assurance" under section 366, fosters the
rehabilitative purpose of chapter 11 and maintains the balance between debtor and utility provider as sough
by section 3662 Caldor argued that its excellent pre—petition payment history, financial condition, access to
$500 million under its court—approved debtor-in—possession financing facility, and the freeze on all of its
pre—petition debt demonstrated that a security deposit was not necessary for adequate assurance of payme
® The courts agree& Furthermore, the bankruptcy court gave special attention to the $500 million
post—petition financing facility; according to the bankruptcy court, this indicated a high probability of
payment by Caldor, for both present and future expefises.

In respecting the decisions of the bankruptcy and district courts, the Court of Appeals for the Second Circuit
was setting an example for other tribunals dealing with this uncertain area of bankruptcy law. The Second
Circuit acknowledged that the bankruptcy court's authority under section 366 includes the authority not to
require a deposit from the debtor to the utif§/This deference to the bankruptcy court will allow future

courts to properly exercise judicial flexibility in applying section 366, as intended by the profision.
Accordingly, the bankruptcy court is free to evaluate and apply section 366 on a case—by-case basis so tha



adequate assurance of payment can be determined according to the specific circumstances of the case, nof
restrictive, rigid statutory standafy.

The opinion from the Second Circuit also affirmed the notion that deciding what constitutes "adequate
assurance," in a particular case, requires a "focus upon the need of the utility for assurance, and to require t
the debtor supply no more than that, since the debtor almost perforce has a conflicting need to conserve sc:
financial resources® In order to place Caldor in the best possible position for successful rehabilitation, the
Second Circuit also affirmed the determination of the bankruptcy and district courts that what was provided 1
the utility company as "adequate assurance" was, in fact, adequate assurance in these circifiBtences.
Second Circuit did not rely upon confusing legislative history and strict statutory constrictionrather,

by considering several factors in its determination of whether "adequate assurance" was provided, the Seco
Circuit offered a workable solution to the problems that have plagued section 366 since its inception.

VIIl. CONCLUSION

While it appears that the Second Circuit's decision in Caldor has set down important guidelines, only time
will tell if these guidelines will solve the problems associated with interpreting and applying section 366(b).
The Second Circuit obviously valued the careful consideration and evaluation of the bankruptcy and district
courts. Furthermore, the Second Circuit acknowledged that the most effective implementation of section 36¢
requires flexibility and understanding of all relevant circumstances. Most importantly, the United States Coul
of Appeals for the Second Circuit recognized the importance of maintaining and fostering the rehabilitative
principles of section 366 and the Code.

Stephanie A. Reday
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