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Successor Liability Under Non-Bankruptcy Law
 General Rule: A buyer of assets is not liable for the seller’s debts or
liabilities, unless it agrees to assume them.

 Exceptions:
 Fraudulent Transfer Risk:
 Transfers made with actual intent to place property beyond the reach
of creditors, or in exchange for less than “reasonably equivalent
value,” may be avoided.



Successor Liability:

 The transaction amounts to a de facto merger or a mere continuation
of the predecessor.

 The “product line” exception.
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Successor Liability Under Non-Bankruptcy Law
 De Facto Merger:
 Continuity of enterprise.
 Continuity of ownership.
 Seller ceases ordinary business operations, liquidates, and
dissolves.
 Buyer assumes obligations of seller ordinarily necessary for the
uninterrupted continuation of normal business operations.
 Mere Continuation:
 Continuity of ownership.
 Continuity of officers and directors.
 Inadequate consideration.
 Product Line Exception:
 When the buyer continues a product line, the buyer is liable for
products in that line that the seller produced before the sale.
 Focus is on the product and strict liability principles, rather than
buyer and seller.
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Successor Liability Under Non-Bankruptcy Law
 Because the doctrine of successor liability arguably requires conduct
on the part of the defendant/purchaser (i.e., continuation of a business
or operation), successor liability claims have been characterized as in
personam claims against the defendant/purchaser, rather than in
rem interests in the purchased assets.

 But this distinction is “fuzzy” because the defendant/purchaser would
not have continued the business operation unless it bought the
purchased assets.

 This “fuzziness” persists when we contrast successor liability outside
of bankruptcy (where the focus has often been on liability in
personam) with successor liability claims against buyers in
bankruptcy Section 363 sales (where the focus has historically been
on sales free and clear of in rem interests).
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“Free and Clear” Protections in Section 363 Sales
 In bankruptcy sales outside a plan of reorganization, purchasers rely on
Bankruptcy Code Section 363(f), which permits bankruptcy estate
property to be sold “free and clear of any interest in such property.”

 The level of protection that purchasers can obtain in bankruptcy “free
and clear” sales depends on the scope of the phrase “interest in
property,” which is not defined by the Bankruptcy Code.

 What the phrase means, and whether it encompasses in personam claims
as well as in rem interests, has been the subject of significant debate.

 While Section 363(f) clearly provides in rem relief, cleansing transferred
assets of attendant liens, many courts, especially those in the Second and
Third Circuits, have concluded that Section 363(f) also offers certain in
personam relief, releasing the asset purchaser from certain claims.
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Successor Liability & Section 363 Sales
 As a matter of policy, consideration of whether successor liability claims
should be extinguished in a Section 363 sale involves competing goals:

 Tort Theory – Compensating Plaintiffs’ Injuries: On one hand,
parties injured by the seller pre-sale (or by products made by the seller
pre-sale) should be able to recover damages—from the purchaser of
the seller’s assets, if necessary.
 Bankruptcy Theory – Maximizing Value for Creditors: On the
other hand, a broad “free and clear” power has been viewed by courts
as:
• maximizing the value of estate assets, and the return to all
creditors, by encouraging purchasers; and
• maintaining Bankruptcy Code priorities by preventing unsecured
claimants from proceeding against a successor entity while
leaving secured creditors with recourse only to the estate’s
limited assets.
 These “competing” goals can sometimes overlap—sometimes potential
plaintiffs are also creditors of the bankruptcy estate.
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Successor Liability & Section 363 Sales
 Even though successor liability claims have been characterized as in
personam, rather than in rem, many courts have placed those claims
into the category of “interests in property” that can be extinguished in
sales under Section 363, so long as the claims are “connected to”
or “arise from” the transferred assets.
 In re Trans World Airlines, 322 F.3d 283 (3d Cir. 2003): Certain
discrimination claims of TWA’s employees, as well as claims related to a travel
voucher program awarded to TWA’s flight attendants in settlement of a sex
discrimination class action, could be extinguished as against the buyer in Section
363 sale of TWA’s airline assets to American Airlines because those claims
would not have arisen but for TWA’s investment in airline assets and
commercial aviation.

 Bankruptcy sale orders typically contain robust language purporting to
extinguish successor liability claims, even though decisions (and
informal guidance from bankruptcy judges) have called into question
the ability to sell free and clear of all such claims.
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Successor Liability & Section 363 Sales
Debtor/Seller

Sale Order Language
“Except for the Assumed Liabilities expressly set forth in the MPA, none of the
Purchaser, its present or contemplated members or shareholders, its successors
or assigns, or any of their respective affiliates or any of their respective agents,
officials, personnel, representatives, or advisors shall have any liability for any
claim that arose prior to the Closing Date, relates to the production of vehicles
prior to the Closing Date, or otherwise is assertable against the Debtors or is
related to the Purchased Assets prior to the Closing Date. The Purchaser shall
not be deemed, as a result of any action taken in connection with the MPA or
any of the transactions or documents ancillary thereto or contemplated
thereby or in connection with the acquisition of the Purchased Assets, to: (i)
be a legal successor, or otherwise be deemed a successor to the Debtors
(other than with respect to any obligations arising under the Purchased
Assets from and after the Closing); (ii) have, de facto or otherwise, merged
with or into the Debtors; or (iii) be a mere continuation or substantial
continuation of the Debtors or the enterprise of the Debtors. Without limiting
the foregoing, the Purchaser shall not have any successor, transferee,
derivative, or vicarious liabilities of any kind or character for any claims,
including, but not limited to, under any theory of successor or transferee
liability, de facto merger or continuity, environmental, labor and employment,
and products or antitrust liability, whether known or unknown as of the
Closing, now existing or hereafter arising, asserted, or unasserted, fixed or
contingent, liquidated or unliquidated.” In re General Motors Corp., No. 0950026 (REG) (Bankr. S.D.N.Y. July 5, 2009) (Dkt. No. 2968) (emphasis
added).
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Successor Liability & Section 363 Sales
Debtor/Seller

Sale Order Language
“Except as expressly set forth in the Purchase Agreement, the Purchaser and its
Affiliates, successors and assigns shall have no liability for any Claim. By
virtue of the Sale Transaction, the Purchaser is not and shall not be deemed
to: (a) be a legal successor, or otherwise a successor to any of the Debtors (by
reason of any theory of law or equity); (b) have, de facto or otherwise,
merged with or into any or all of the Debtors; or (c) be a mere continuation
or substantial continuation of any or all Debtors or the enterprise or
operations of any or all Debtors. Further, except for Assumed Liabilities and
Transferred Exceptions (and other than the Claims created by the Purchaser
and attaching upon consummation of the Debt Financing), the Purchaser shall
not assume, be deemed to assume or in any way be responsible for and shall
have no liability for any Claim, whether known or unknown as of the Closing
Date, now existing or hereafter arising, whether fixed or contingent, whether
as a successor or transferee, vicariously, or otherwise, of any kind, nature or
character whatsoever, including Claims arising under or in or related to,
without limitation: . . . [(ix)] any common law doctrine of de facto merger or
successor or transferee liability, successor-in-interest liability theory or any
other theory of or related to successor liability . . . .” In re Hostess Brands,
Inc., No. 12-22052 (RDD) (Bankr. S.D.N.Y. Mar. 20, 2013) (Dkt. No. 2455)
(emphasis added).
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Successor Liability & Section 363 Sales
Debtor/Seller

Sale Order Language
“Except as expressly provided in the APA with respect to Assumed Liabilities,
Buyer shall have no liability whatsoever with respect to the Debtors’ (or their
predecessors or affiliates) respective businesses or operations or any of the
Debtors’ (or their predecessors’ or affiliates’) obligations (as described below,
“Successor or Transferee Liability”) based, in whole or part, directly or
indirectly, on any theory of successor or vicarious liability of any kind or
character, or based upon any theory of labor law, employment law, the
Employment Retirement Income Security Act of 1974 and benefits law,
antitrust, environmental, successor or transferee liability, de facto merger or
substantial continuity, labor and employment or products liability, whether
known or unknown as of the Closing, now existing or hereafter arising,
asserted or unasserted, fixed or contingent, liquidated or unliquidated,
including any liabilities or nonmonetary obligations on account of any
settlement or injunction, or any taxes arising, accruing or payable under, out of,
in connection with, or in any way relating to the operation of the Acquired
Assets or the Business prior to the Closing or such later time as Buyer is
assigned and assumes any Assumed Contract.” In re Gawker Media LLC, No.
16-11700 (SMB) (Bankr. S.D.N.Y. Aug. 22, 2016) (Dkt. No. 214) (emphasis
added).
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Decisions Concerning Buyer Protections
In re Grumman Olson, 467 B.R. 694 (S.D.N.Y. 2012)
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Decisions Concerning Buyer Protections
In re Grumman Olson, 467 B.R. 694 (S.D.N.Y. 2012)

 Facts:
 2002: Grumman Olson files for Chapter 11 bankruptcy protection.
 2003: The bankruptcy court approves a Section 363 sale to Morgan
Olson of certain truck body manufacturing assets of Grumman Olson.
• Sale order purports to grant in personam relief, freeing Morgan
from liability for claims against Grumman “arising under or
related to” the transferred assets, successor liability.

 2008: Mrs. Frederico is allegedly injured by a FedEx truck that


Grumman had manufactured, designed, or sold in 1994.
2009: The Fredericos sue Morgan Olson in state court on a theory of
“product line” successor liability.

 2010: Morgan Olson asks the bankruptcy court to declare that the sale
order exonerated Morgan Olson of successor liability.
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Decisions Concerning Buyer Protections
In re Grumman Olson, 467 B.R. 694 (S.D.N.Y. 2012)

 Holding: Sale order did not bar successor liability claims against buyer.
 Rationale:
 The Fredericos did not hold a “claim” against Grumman Olson



within the meaning of Bankruptcy Code section 101(5) at the time of
the sale, so the sale could not have been free and clear of the
Fredericos’ claims.
The Fredericos’ rights could not be affected by the sale because of
lack of due process. The Fredericos, as unidentifiable potential
future creditors at the of the sale, did not receive—and could not
have received—adequate notice of the release of their claims.

Bottom Line: Sale order may not capture and exclude claims of unidentified
or unidentifiable claimants, even if the sale order purports to exclude
“successor liability” claims.
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Decisions Concerning Buyer Protections
In re USA United Fleet, 496 B.R. 79 (Bankr. E.D.N.Y. 2013)
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Decisions Concerning Buyer Protections
In re USA United Fleet, 496 B.R. 79 (Bankr. E.D.N.Y. 2013)

 Facts (common fact pattern):
 States impose different Unemployment Insurance rates on different
companies depending on each company’s history of workers becoming
unemployed.

 USA United (a school bus company in NYC) has bad UI experience: Many



unemployed workers, and a high UI rate.
2011: USA United files for bankruptcy. Just before the 2011–12 school-year,
it sells its assets to Reliant* “free and clear” of “interests.” The NYS
Department of Labor has notice of the sale, but fails to object.

 2012: Department of Labor increases Reliant’s UI tax rate on the basis of
USA United’s history, retroactive to the 363 sale.

* WilmerHale represented Reliant in the UI rating litigation.
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Decisions Concerning Buyer Protections
In re USA United Fleet, 496 B.R. 79 (Bankr. E.D.N.Y. 2013)

 Holding: Bankruptcy sale extinguished state’s right to transfer
debtor’s UI experience rating.
 Rationale:



Experience rating is an “interest” because “it is the Debtors’ prior ownership
and use of that property that gives the DOL a contingent right under New
York law to assign the Debtors’ experience rating to the purchaser of the
property.”
 See also Mass Dept. of Unemployment Assistance v. OPK Biotech (In re
PBBPC), 480 B.R. 860 (B.A.P. 1st Cir. 2013) (same); In re Tougher Indus., No.
06-12960, 2013 WL 1276501 (Bankr. N.D.N.Y. Mar. 27, 2013) (same).



But see In re Wolverine Radio, 930 F.2d 1132 (6th Cir. 1991) (holding that an
“interest” is limited to those rights that “attach[] to property ownership so as to
cloud its title.”).
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Decisions Concerning Buyer Protections
In re Ormet Corp., 2014 WL 3542133 (Bankr. D. Del. 2014)
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Decisions Concerning Buyer Protections
In re Ormet Corp., 2014 WL 3542133 (Bankr. D. Del. 2014)

 Facts: Trustee of pension trust with claim against debtor for underfunding of debtor’s pension plan objected to sale free and clear of
potential successor liability claim against purchaser.
 Holding: Court approved sale free and clear of successor liability
claim.
 Rationale:






Third Circuit decision in TWA was controlling.
Rejected Trustee’s argument that, because claims arose under ERISA and
MPAA, policy concerns distinguished the pension claims from TWA.
Noted important Bankruptcy Code policy of maximizing value of debtor’s
assets for distribution to creditors in accordance with Bankruptcy Code
priority scheme.
Rejected Trustee’s argument that free and clear sale constituted “release” of
claims prohibited by In re Cont’l Airlines, 203 F.3d 203 (3d Cir. 2000).
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Decisions Concerning Buyer Protections
In re NE Opco, Inc., 513 B.R. 871 (Bankr. D. Del. 2014)
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Decisions Concerning Buyer Protections
In re NE Opco, Inc., 513 B.R. 871 (Bankr. D. Del. 2014)

 Facts: Former employee of debtor asserted claims for (i) wrongful
termination by buyer between entry of sale order and closing of sale
and (ii) failure to hire after the closing.
 Holding: Sale order barred employee from asserting pre-closing
claims against buyer relating to impending purchase of assets from
debtor, but did not bar post-closing claims.
 Rationale:



The pre-closing claims arose out of the property to be sold, and thus were cut
off by the free and clear provisions of the sale order. See also In re Christ
Hospital, Case No. 12-12906, 2014 WL 2135942 (Bankr. D.N.J. May 22,
2014).



The post-closing claims were based on post-sale conduct by the buyer, and
the sale order did not give the buyer “a free pass on future conduct.” The
Bankruptcy Court declined jurisdiction over the post-closing claims.
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Decisions Concerning Buyer Protections
In re Motors Liquidation Co., 829 F.3d 135 (2d Cir. 2016)
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Decisions Concerning Buyer Protections
In re Motors Liquidation Co., 829 F.3d 135 (2d Cir. 2016)

 Facts: Bankruptcy court ruled that “ignition switch” plaintiffs were
not prejudiced, even though they did not receive adequate notice that
the sale would be free and clear of their claims. Plaintiffs appealed.
 Second Circuit Holding: Ignition switch plaintiffs did not receive
adequate notice and were prejudiced as a result.
 Rationale:

 Free and clear provisions covered ignition switch defect and other claims not


based on independent conduct by New GM.
Because Old GM knew or reasonably should have known about the ignition
switch defects, it should have provided direct mail (not just publication
notice) to the potential claimants.

 The Second Circuit found that the potential claimants were prejudiced



because it was not clear that the outcome of the sale hearing would have been
the same had Old GM disclosed the ignition switch defects and had the
claimants objected.
The Second Circuit did not decide whether a showing of prejudice is required
when there is inadequate notice.
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Decisions Concerning Buyer Protections
In re Motors Liquidation Co., 829 F.3d 135 (2d Cir. 2016)

 Subsequent Proceedings:
 New GM has petitioned the U.S. Supreme Court for certiorari on
the following questions:

 Whether the Due Process Clause requires a debtor selling its assets



under Section 363 to notify its creditors not only of the details of the
sale, as required by Section 363, but also of the grounds for potential
claims against the seller.
Whether a seller’s failure to provide potential creditors with adequate
notice of a Section 363 sale deprives the good-faith purchaser of
Section 363’s “free and clear” protections.

 Meanwhile, New GM is arguing for summary judgment against the
ignition switch plaintiffs on the merits of their successor liability
claims.
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Beyond Bankruptcy Code Boundaries
 Recent decisions suggest that boilerplate sale order provisions
purporting to exonerate purchasers against every conceivable claim
and interest could be incongruent with the scope of the “free and clear”
power of Section 363.

 The scope of that statutory power may not always be the ultimate test
for enforceability of the sale order.
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Beyond Bankruptcy Code Boundaries
 If potential plaintiffs have received adequate notice of a sale order
barring their claims and the order has become final without them
having opposed the order, those plaintiffs could be bound by the order
without regard to whether the order exceeded the boundaries of Section
363, for example, in providing the purchaser with protections against
all successor liability claims.
 Travelers Indem. Co. v. Bailey, 129 S. Ct. 2195 (2009): U.S. Supreme Court,
in context of bankruptcy reorganization of Johns-Manville Corporation, a
manufacturer of and seller of asbestos products, rejected challenge of certain
claimants to enforceability of bankruptcy court’s 1986 orders enjoining claims
against Manville’s non-debtor insurers. Emphasizing “need for finality,” the
Court found that once the orders became final and non-appealable, they were
enforceable against the parties and those in privity with them “whether or not
[the orders were] proper exercises of bankruptcy court jurisdiction and power.”
 FutureSource, LLC v. Reuters, 312 F.3d 281 (7th Cir. 2002): “[L]ack
of objection (provided of course there is notice) counts as consent.”
 In re Crumbs Bake Shop, Inc., 522 B.R. 766 (Bankr. D.N.J.
2014): Finding no consent where claim holders were “not provided
with adequate notice that their rights were at risk of being stripped
away as a consequence of the sale.”
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Beyond Bankruptcy Code Boundaries
 Where a bankruptcy sale closes immediately following entry of the
sale order, Section 363(m) may effectively foreclose a potential
plaintiff’s opportunity to appeal the sale order.
 Bankruptcy Code Section 363(m) provides that the reversal or
modification on appeal of an authorization of the sale or lease
of property does not affect the validity of that sale or lease
under such authorization to an entity that purchased the
property in good faith.
 Notwithstanding Section 363(m), the effect of a sale order’s “free
and clear” provisions may be subject to collateral attack.



Clear Channel Outdoor, Inc. v. Knupfer (In re PW, LLC), 391 B.R.
25 (B.A.P. 9th Cir. 2008).



Mid-City Bank v. Skyline Woods Homeowners Association (In re
Skyline Woods Country Club), 636 F.3d 467 (8th Cir. 2011).
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Practice Tips
 Asset Purchasers:
 In deciding whether to purchase and how much to pay for assets in a





bankruptcy “free and clear” sale, purchasers should look beyond
the sale order and carefully consider the risk of successor liability
based on the evolving precedent.
Purchasers should continue to negotiate for broad releases in the
sale order, even if those releases may seem incongruent with
emerging case law limiting buyer protections under the Bankruptcy
Code.
The importance of proper and adequate notice, which will ideally
mean actual notice to the correct addressees, cannot be
understated.
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Practice Tips
 Potential Plaintiffs:
 Potential plaintiffs should not delay in objecting to provisions




in a bankruptcy “free and clear” sale order or in appealing the
entry of the order.
As explained, failure to timely assert those challenges could result
in third-parties with notice of the sale being bound by the
order, even if the order exceeds the scope of the “free and clear”
power of Section 363(f).
Consider the viability of collateral attacks on “free and clear”
provisions of the sale order.
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George W. Shuster, Jr.
george.shuster@wilmerhale.com
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