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BANKRUPTCY ALERT

Fallout from the Crisis:
Telecom Tenants At Risk?

Synopsis.

As the economic crises unfold, many expect thatmeruial real estate markets
may soon be distressed, with bankruptcies and lfwsees to follow. If so, many
telecommunications entities (both customers andigeos) with collocation, hosting or
lease agreements may find their possessory riditeatened by the prospect of a
landlord’s bankruptcy or foreclosure. This diseossexamines the threat facing such
“telecom tenants” along with possible protectiveaswges available under the U.S.
Bankruptcy Code. The discussion concludes with es@ractical steps that telecom
tenants might consider taking both before and at&andlord’s bankruptcy to mitigate
these risks.

[. Introduction: Fallout from the U.S. Economic Crisis:

1. Telecom Tenants At Risk

With much of the world in a recession or worse, thiecom industry will no
doubt feel its share of the pain. Nortel Networkigdden decision to seek bankruptcy
protection — and Charter Cable’s anticipated bremay be just a prelude. With the
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2 |an AustenNortel Seeks Bankruptcy Protectjox.Y. Times, January 15, 2009, at B2.

% Charter Communications Reaches Agreement in Primaipth Certain Debt Holders to Redufebt,

Business Wireat http://www.businesswire.com/news/home/20090212086060(Feb. 12, 2009).
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benefit of hindsight and a few lessons learned ftbemWorldCom era, this discussion
identifies some implications of the crisis for bugy/®f telecommunications products and
services, especially in light of possible (likely®¥ynkruptcies of carriers, broadband and
cable providers, telecom equipment suppliarsl, notably, their commercial landlords.

We have all been here before: telecommunicatitelecom) industry veterans
recall the Internet bubble and the collapse ofball the most solvent providers that
followed in the late 1990’s. Then as now, buydrsetecom, Internet and related goods
and services were faced with the “travesty” of hgvito deal with a seller under
protection of the U.S. Bankruptcy Cote.

Ominously, however, events this time may be mooblematic. Many telecom
providers of that era did indeed seek bankruptdigfre But they, together with their
Internet cohorts, were victims of an industry sfpeccollapse. Today, the whole
economy is threatened with a crisis not seen dineeGreat Depression. While we all
hope that the recently enacted stimulus packadgumilpstart the economy, bankruptcies
will almost certainly follow in the near term — Inding, many predict, in the commercial
real estate market.

2. Commercial Real Estate Bankruptcies: Telecom loatilbns

While bankruptcies of telecom providers presentvgragroblems for their
customers, they are at least not unprecedentedany msers’ experience. Sophisticated
buyers, both enterprise and wholesale, of telecomnrations equipment and services
know the rules of that game. The consequencesjeftion (of customers’ “executory
contracts®), the automatic stay, unilateral assignment rigtded other statutory
protections enjoyed by carrier/debtors are all faamand not discussed herdn a word,
sophisticated customers know that such protectieasures, whether in the form of “pre-
bankruptcy protection clauses” or backup suppliensst all be taken before — not after —
the carrier/debtor files a petition for relief undine U.S. Bankruptcy Code. Less
familiar, however, is the following scenario.

* See In re Nortel Networks Inc., et &llg. 09-10138(KG), (Bankr. D.Del. 2009%ee also In re Hawaiian
Telecom Communications, Inc., et &lq. 08-13086(PJW), (Bankr. D. Del. 2008).

® SeeW. Sapronov & E. Holdrege Telecom TravestyWhat a bankruptcy can mean for customers?’
A.B.A. Sect. Bus. Law (2002pvailable athttp://www.abanet.org/buslaw/blt/2002-09-10/saprohtml.
(“Telecom Travesty. The pre-bankruptcy protections discussed it thrticle are now familiar and not
repeated here. These protections may or may navaiéable to telecom tenants, depending upon ipeci
circumstances.

®11 U.S.C. § 365 (“Section 365") (Debtor has righassume or reject executory contracts).

" Seegenerally, American Bankruptcy Institute: Bankmypf elecommunications ManuéH. Jason Gold,
etal. eds.) (¥ ed. 2006) (“ABI Manual”).

8 11 U.S.C. § 101 et. seq. (2009). The BankruptogeCwas amended by the Bankruptcy Abuse
Prevention and Consumer Protection Act of 2005, Putt09-8 (2005) (“BAPCPA”"). Section references,
unless otherwise indicated, are to Sections otitlg Bankruptcy Code (as amended).

ATLANTA, GA -2- WASHINGTON, D.C.

© Copyright. Sapronov & Associates, P.C., 2084.rights reserved.



If the forecasters are correct, the next wave dafikhgtcies and distressed
properties will particularly affect commercial ldadds. Should that prove to be the case,
the implications for telecom customers are potdgti@arrowing. Virtually all telecom
providers — and many collocated customers — havenwrcial leases for equipment
placement, other hosting arrangements and/or atbkwcation agreements. All such
telecom tenants thus rely, directly or indirectiy, the landlord’s continued solvency and
on their access rights to the building in orderetgoy the benefits of uninterrupted
telecom services.

But what happens to such agreements if the landiotouilding owner files for
bankruptcy? Alternatively, what happens if thedland defaults on its mortgage
obligations and the lender/mortgagee forecloseshenproperty? And what happens
when the building is sold in a bankruptcy sale?fodnnately, the tenant- whether a true
lessee or merely an occupant having a license éothes collocation space - may face
eviction with little recourse.

1. Telecom Tenant Beware.

Veterans of the WorldCom era may find aspects laindlord bankruptcy eerily
familiar.

First, case law supports the treatment of so-calladrier interconnection
agreements as executory contracts under Sectiof &b (although there appear to be
no reported cases) that reading could arguably Xtended to telecom tenants’
collocation agreement$.A telecom tenant could thus be faced with the ipdiy of
rejection of collocation agreement by a bankrupidlard. Second, the prospect of a
telecom landlord’s bankruptcy is somewhat remims@é similar predicaments faced by
non-debtor customers (grantees) of so-called “iawble rights of use” (IRUs) upon the
IRU seller’'s (grantor’s) bankruptcy. IRUs are essentially long term lease agreements
for access to and maintenance of fiber optic @i When Global Crossing and other
IRU providers sought bankruptcy relief, many ofitleeistomers were left with uncertain
IRU access rights - even if they had paid in adeafar the facility. A landlord
bankruptcy for a telecom tenant presents a sinsit@nario — but with an added, more
frightening dimension.

° SeeABI Manualat 88-89, nn. 314-316 and accompanying discussion.

9 Such collocation agreements may be true leasehtddests or merely space licenses. Federal law
permits telecommunications carriers and incumbarniers controlling that space to negotiate thengeof
collocation agreements. 47 U.S.C. § 251(c)(1)(Bnterprise customers typically negotiate the teofns
their collocation and hosting agreements under ceroial rates, terms and conditions with carrierspw
either lease or own the collocation space.

1 SeeABI Manualat 90-91 and cases cited therein.
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1. Is the Telecom Tenant a True LeSsee

As with collocation agreements and IRUs, whethenairthe telecom tenant has
rights to access the bankrupt landlord’s propedyehds upon the nature of its interest:
specifically, whether the tenant’s interest is askhold interest in real property or some
other possessory righe., a license to use the space under a collocatiteeagent).

Upon a bankrupt landlord’s rejection of an unexgpilease, Section 365((h)(1) of
the Bankruptcy Code, a statutory holdover rightinpes a non-debtor lesse# real
property either (i) to treat the lease as termoh#téhe rejection amounts to such a breach
as would warrant termination under the lease tesmapplicable law, or (ii) if the lease
term has commenced, to continue to occupy the piyped otherwise “retain its rights
under such lease...to the extent such rights arere@dble under applicable non-
bankruptcy law.” A tenant having a mere license to be on the mesnfas is common
in many collocation agreements) has no such ocaypaghts. In contrast, if such an
entity had the rights of a true lessamder, for example, an equipment/collocation lease
agreement in a tele-hotel, then it could survive rifjection of that lease agreement by a
bankrupt landlord so long as it continued to maasé payments and otherwise perform
its obligations.

But, even a true lessee may continue to occupyptémises only to the extent
permitted “under applicable non-bankruptcy law.’hefein lies the problem. A true
lessee does not have such occupancy rights whelandéord defaults on its building
loan/mortgage agreement and the lender/mortgageecis@s foreclosure remedies.
Absent a subordination or non-disturbance agreefnading upon the lender/mortgagee,
the latter’s foreclosure rights supersede thosh@flessee. In such circumstances, even
if the landlord files for bankruptcy, Section 36K(@) does noprotect the telecom tenant
lessee as the lender mortgagee’s senior righte ansler “applicable non-bankruptcy
law”:** specifically, state law foreclosure remedifes.

2. Foreclosures and Bankruptcy Sales: What Happetietdelecom Tenant
When the Property is Sdid

Thus, while a telecom tenant that is a true le$seea right of occupancy under
the Bankruptcy Code upon the lessor’s bankrupteat tight is probably extinguished if
a lender forecloses on the building. This is beeatlne lender/mortgagee will have a
security deed securing its mortgage that takesipriover any rights that a tenant might

211 U.S.C. § 365(h)(1)(A)(ii).
13

Id.
4 Seegenerally M. Barter, ‘Section 363 Sale's59 Business Lawyer 2 (2004) at 479-480 and caited
therein (discussing Indiana law granting mortgafgreclosure rights as applicable non-bankruptcy law
within meaning of Section 365(h)(1))363 Saley.
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obtain from the debtor/landlofél. The lessee’s rights under the lease, even ifrdecbin

a memorandum of lease, would typically be juniorth@at of a senior mortgagee.
Consequently, even a recorded lease would not dlmkeast under some state laWs)
protect the tenant/lessee from a foreclosure saléhé senior lender/mortgagee and a
“kick-out” by the subsequent purchaser. In sucburnstances, unless the lessee were to
have a non-disturbance or subordination agreemtst is binding upon a senior
mortgagee, a lessee’s possessory rights under J86p(tould not survive a foreclosure
sale.

As a practical matter, most lenders would typicgligfer to keep good paying
tenants in the foreclosed property rather than tegicthem. Even so, there is a
possibility that the lender may force the tenaid in terroremrenegotiation of its lease
agreement - especially one negotiated at “belowketarates prior to the foreclosure.
Moreover, there is still another kick-out threatif the telecom lessee in such
circumstances: the sale of the debtor’s buildinger section 363 of the Bankruptcy
Code (a so-called “363 sale™).

Section 363(f) of the Bankruptcy Code permits atityemo purchase property of
the estate, under conditions approved by the BatgyuCourt, “free and clear of any
interest” in such property. While the judicialaiits appear to be split on this isstiat
least one Circuit Court of Appeals has held thathsa 363 sale wipes out not only
existing liens but also leasehold possessory isterender Section 365(h)(%). True,
under Section 363(e) of the Bankruptcy Code, acteetenant/lessee whose rights are
extinguished under a 363 sale would have the tmiseek adequate protection from the
Bankruptcy Court® But, such protection would typically be some foaihmonetary

15 Where there is a clause in the lease making titesriof the lessee "subject to" a subsequent $gcuri
deed, the foreclosed security deed has priofftge Trust Co. Bank v. Atlanta v. Atlanta Speedshop
Dragway, Inc 208 Ga. App. 867, 432 S.E. 2d 608 (1993).

18 Under Georgia law, for example, a prior mortgagsezurity deed recorded on the date of the |edeest
priority, and a foreclosure leaves the lessee ameee tenant at sufferance, subject to dispossessory
proceedings.First Federal Savings & Loan Assn. v. ShephdRil Ga. App. 692, 206 S.E. 2d 571 (1974).
See also 363 Salssipraat 479-480.

1711 U.S.C. § 363 (allowing a trustee to sell propef a debtor's estate outside the ordinary comrfse
business).

18 See generally 363 Sales supra

% precision Industries v. Qualitech Steel SBQ, L1327 F.3d 537 (7 Cir. Ind. 2003) ‘Precision
Industries™. Seeid and cases cited therein. PRmecision Industriesthe Seventh Circuit explained that
section 363(e) provides a mechanism for lessepsotect their interests: it directs the bankruptourt to
“prohibit or condition [any sale of the underlyipgoperty] as is necessary to provide adequate giote

of such interest.”ld. at 545. The court reasoned that the lessee hathedy available to it, and while it
was not guaranteed continued possession of theeypphe lessee was entitled to adequate proteatial
could seek to “be compensated for the value dé#@sehold-typically from the proceeds of the salel.”at
548.

2 section 363(e) of the Bankruptcy Court providesiglevant part, that “...on request of an entityt tes

an interest in property used, sold, or leasedrapgsed to be used, sold, or leased, by the trusteeourt,
with or without a hearing shall prohibit or conditi such use, sale or lease as is necessary todprovi
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compensation and, probably insufficient to comptntize lessee for the loss of building
access and other possessory rights.

3. And a Scary Outlook for Enterprise Customers

In short, if the commercial real estate market doeked become the next
“bubble,” it will present ominous implications feelecom tenants — including the threat
of eviction even under a well-negotiated lease.suoh circumstances, the outlook for
enterprise customers is also scary. Enterpris®ewess have contracts with carriers who
are telecom tenants, with their own collocationsthmy, and central office lease
agreements all subject to the landlord bankruptisrdescribed above. A carrier/lessee
providing hosting or collocation services whosedland undergoes foreclosure or
bankruptcy could perhaps exercise force majeurahar rights to excuse obligations to
serve or perform obligations to the enterprise auastr. Moreover, many enterprise
agreements make enterprise customers’ occupantg rgpressly subject to compliance
with the conditions of the carrier’s lease andl#alord’s rights.

Worse still, if a foreclosure resulted in the lensletermination of the
carrier/lessee’s right to be on the property, thée enterprise customer could
conceivably be stuck — possibly without any rightrétrieve their property (having no
access rights to building) or other remedies (stheecarrier’s obligations may well be
excused by force majeure). If that were to hapierfor example, a “tele-hotel”, a
collocation facility shared by multiple carrierbgtconsequences could be unthinkable —
but that's what they said about Lehman.

V. What Should Telecom Tenants Do?

So what should telecom tenants do to protect thes2 The answer depends,
in part, upon the time left on their lease, tha&gatiation leverage, the financial stability
of their landlord, and (where their collocation epas on their carrier’'s premises) that of
their carrier and its landlord. Due diligence can perhaps put to rest — but mesoases
may raise — concerns about the longevity of thedeand the lessor.

If there are such concerns, then the tenant’s tsffghould start with an
examination of the lease and the mortgage or dgalmcuments. Its right to be on the
premises must be a leasehold interest protecteltygct to Section 365(h)(1), not just a
license or other terminable access right in theneeé the landlord’s bankruptcy. The
tenant should then file a memorandum of lease gnogirecord notice of its leasehold
interest in the property. All of these considemas are of scant value, however, if the

adequate protection of such interestSee,_e.g.Precision Industries v. Qualitech Steel SBQ, |LB27
F.3d 537 (¥ Cir. Ind. 2003) {(Precision Industries’). But see 363 Salesupraat 490-491 (arguing that
Precision Industriesvas wrongly decided).

% For a discussion of pre-bankruptcy protectionddalings with carriers, s@elecom Travesfgupra
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tenant is not in a position to negotiate them. tTh@es to the status of the lease.
Protections may be sought during the negotiatiotheflease or its renewal: thereafter,
there is little incentive or consideration for thadlord to make such concessions.

Second, the tenant should seek to have its rigltegied by a non-disturbance
and subordination agreement between the landlatdtamortgagee or other lien-holder
of the property. Here, for example, is sample legge from such an agreement:

“Lender may require any and all tenant leases fyr @ortion of
the Mortgaged Property hereafter executed to berdutate to its
mortgage; provided, however, that Lender shall eginat so long
as any tenant is not in default of its lease, msea of the
premises leased to it will not be disturbed in tbeent of
foreclosure of the mortgage or conveyance in lietoceclosure.
All tenants shall agree to attorn to lend&r.”

Importantly, Section 510 of the U.S. Bankruptcy €gutovides that valid subordination
agreements negotiated outside of the landlord’skrogacy are enforceable in the
bankruptcy casé.

Third, in the event of a landlord’s bankruptcyeéetom tenant should both file a
proof of claim and carefully monitor the bankrupfmypceedings. Among other things, a
telecom tenant that is a non-debtor tenant/lesBerld participate in (and if necessary
object to) a Section 363 Sale that would convey ghaperty “free and clear” of its
lease’* Finally, the telecom tenant, again in its capaeis a lessee, should also seek
“adequate protection” of its possessory interesteurSection 363 of the Bankruptcy
Code.

In conclusion, telecom tenants, among other weri®ught on by the economic
crisis, must add the possibility of commercial resiate bankruptcies to that list. This is
an unusual time for these markets and, eventualtgp will pass. But for now, taking
some of the above-discussed pre-cautionary measoagswell be worth the effort.
Please contact Walt Sapronov, Robert J. ButlerTlavmas E. Austin at Sapronov &
Associates, P.C., (770) 399-9100 (or infa@w.wstelecomlaw.comif you have any
comments or questions about this alert.

2 |n re: 641 Associates, Ltd., Debtor v. Balcor Real Esfteance et al, Bankruptcy No. 91-11234S
Chapter 11, Adversary No. 93-0363S, Adversary NB0856S, U.S. Bankruptcy Court (E. Dist. Pa.) 1993
Bankr. LEXIS 1191.

%11 U.S.C. § 510(a) (“A subordination agreemengrniforceable in a case under this title to the same
extent that such agreement is enforceable unddicaple non-bankruptcy law.”).

#See 363 Salest n. 156f. and accompanying discussion.
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