
BY JEFF J. MARWIL

AND KENNETH J. OTTAVIANO
SPECIAL TO THE NATIONAL LAW JOURNAL

DURING the past three years, the 
dot-com phenomenon caused many to
“jump in the Internet game.” As a result,
numerous business relationships on 
various levels developed between “new
economy” companies and traditional,
service-oriented, brick-and-mortar com-
panies. In some cases, service providers,
such as consultants and accountants,
offered significant discounts to dot-com
startups in exchange for stock or stock
options.  Others swapped equity 
financing for long-term service contracts
and an opportunity to announce to 
Wall Street the formation of a new 
“strategic alliance.”

Unfortunately, what looks like a good
idea in a sizzling market has a converse
effect when the bear emerges from
hibernation. Recently, many new 
economy investors not only lost 
significant equity value, but also 
performed substantial services for
Internet companies and were left with
nothing to show for it except bad debt,
worthless receivables and a potential

lawsuit by a bankruptcy trustee to 
recover preferential payments (if they
were lucky enough to receive any
accounts receivable payments).

By the end of the year, many of these
new economy companies will rewrite
their business plans, restructure their
business models, liquidate and/or file 
for bankruptcy protection. Service
providers that extended equity financing
and entered into long-term service 
contracts will bleed the most from 
these developments.

Most, if not all, start-up Internet
companies relied on external sources for
both their financial and infrastructure
growth. This provided a two-fold 
opportunity for service providers to
strike it rich. To take advantage of the
equity upside, several service providers
invested millions of dollars in 
unprofitable companies for a piece of the
“pipe dream.” In hindsight, they ignored
the basic premise that the true value of a
business is measured by its actual profits
and realizable assets. These onetime
savvy investors further ignored the
mounting debt and judged these 
“high-flying” Internet companies on
anticipated long-term growth and
potential earnings.

The service providers, however, had a
built-in safety net that would allow

them to pay down their investment and
take advantage of the start-up’s need 
for services. Hence, the traditional
exclusive provider contract was 
rewritten. For example, Company A
would invest $2 million in Company B.
In return, Company B would enter into
a long-term service agreement with
Company A, with annual progress 
payments of approximately $2 million.
By the end of the first year, the service
provider would have received revenues
equal to its principal investment and
would have benefited from the 
dot-com’s stock appreciation. In 
addition, this cozy relationship allowed
the service provider to fatten its bottom
line by creating receivables and 
by expanding its work force and 
market share. 

In theory, both parties benefited from
this arrangement. After all, there was
plenty of cash to burn and venture capi-
talists to pitch for additional funding. 

In a bankruptcy scenario, however,
service providers with equity invest-
ments and long-term contracts have
three strikes against them. Strike one is
best characterized as a fastball right
down the center of the plate. Sec. 507 
of the Bankruptcy Code establishes a
priority scheme for paying creditors 
and equity holders of the debtor. Under
this scheme, pure equity holders of a
debtor are entitled to be paid dead 
last: For them to be paid anything in a 
bankruptcy case, there must be enough
assets to pay in full all other creditors of
the debtor. In theory, the glass may be
perceived as half full, but in reality, an
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Many high rollers left high and dry 
Service providers and equity holders
may find themselves at the bottom of
the ‘food chain’ as dot-coms go
bankruptcy route.
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Service providers that extended equity
financing and long-term service contracts
will bleed the most by year end.




