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§ 16.1 « INTRODUCTION

A business entity can use Title 11 of the United States Code (herein, Bankruptcy Code)
as a means to cease operating and dispose of its assets in an orderly manner. The commencement
of a case under the Bankruptcy Code can also enable a business entity to terminate its operations
and sell its assets, either piecemeal or as a going concern, without exposing the acquiring entity
to successor liability. This Chapter discusses the process by which a business entity can cease
operations and dispose of its assets in the context of a case under either Chapter 7 or Chapter 11
the Bankruptcy Code.

§ 16.2 -« CESSATION AND SALE OF A BUSINESS IN A
CHAPTER 7 CASE

When a business ceases operations, one means of achieving finality is to file a petition
for relief under Chapter 7 of the Bankruptcy Code. In a typical Chapter 7 case involving a busi-
ness entity, the assets, if any exist, are liquidated by a trustee.! The duties of a trustee in a Chapter
7 case involve the collection, liquidation, and distribution of the assets of the debtor. The debtor
can choose to commence a Chapter 7 liquidation case by voluntarily filing a petition.2
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Alternatively, creditors seeking to terminate operations or liquidate the assets of a business entity
may also commence an involuntary Chapter 7 case against the entity as long as the petitioning
creditors meet certain threshold requirements.3 The filing of a petition under the Bankruptcy
Code — be it in a Chapter 7 or Chapter 11 case — results in the creation of an “estate,” which is
defined in § 541 of the Bankruptcy Code and its case law progeny. The filing of a bankruptcy
petition also results in the immediate imposition of an automatic stay, which, by operation of law,
shields the debtor and its estate from creditor actions.?

Usually when a Chapter 7 case is commenced by a business entity, the entity immediately
ceases doing business and the trustee takes possession of all assets to which the entity has title.
The trustee then determines whether the assets are secured by liens and/or other encumbrances, or
whether the debtor has equity in its assets that might result in cash to distribute to creditors. In
certain situations, the bankruptcy court may authorize the trustee to operate the debtor’s business
for a limited time period if it is in the best interests of the debtor’s estate and is consistent with
the orderly liquidation of the estate.> The Bankruptcy Code contemplates such authorization in
those rare situations where it appears that a business could be sold for a greater price as a going
concern than rather in an ordinary liquidation.6 Moreover, in certain situations, the public interest
may require that a debtor’s business, such as a hospital or nursing home, continue to operate in
Chapter 7, pending a sale.” If the trustee continues to operate a business, he or she needs to
become familiar with the debtor’s industry or seek assistance in effectively operating the busi-
ness. This often requires the trustee to retain key employees or principals of the debtor during this
“winding down” period. While operating the debtor’s business, the trustee is granted certain
rights and powers that, presumably, enable him or her to meet the goal of maximizing the realized
liquidation values and effect the liquidation as quickly as possible.8 For example, the trustee is
authorized to incur unsecured debt and obtain unsecured credit in the ordinary course of business,
or secured debt with priority over administrative expenses.?

A trustee operating a debtor’s business in a Chapter 7 case also has certain duties and
obligations, such as compliance with record keeping and reporting requirements.10

Another obligation of a trustee operating a debtor’s business is to comply with applicable
state law.11 For example, a trustee operating a business holding environmentally contaminated
property should also consider the implications of any relevant state law.12

The final step in a Chapter 7 case is the trustee’s disposition of property of the debtor’s
estate. If the property is of value and there is equity in the assets, the trustee will attempt to sell
such property in either a public auction or in a private sale.13 If the property is burdensome to the
estate or is of inconsequential value and benefit to the estate, the trustee may abandon such prop-
erty back to debtor, after notice and a hearing.!4 Finally, once the estate property has been sold
and reduced to cash, the trustee then, after notice and a hearing, distributes the proceeds in accor-
dance with the priority scheme set forth in § 507(a) of the Bankruptcy Code.!>
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§ 16.3 « SALE OF SUBSTANTIALLY ALL OF THE DEBTOR’S ASSETS

IN A CHAPTER 11 CASE

To cease its operation and sell assets in an orderly manner and for going concern value
without having to surrender control to a trustee, a business entity can file a petition for a relief
under Chapter 11 of the Bankruptcy Code, then seek bankruptcy approval of the sale of substan-
tially all of its assets. In the course of the Chapter 11 case, the debtor can sell substantially all of its
assets, either in the context of a liquidating plan of reorganization or outside of a plan reorganiza-
tion. Due to the complexity of a discussion of Chapter 11 liquidating plans of reorganization, the
scope of the balance of this Chapter will be limited to sales outside of a plan of reorganization.

§ 16.3.1—Sales Of Substantially All Of The Assets Of A Debtor Outside Of A Plan Of
Reorganization

In the situation where there is the need to accomplish a sale of the assets of a debtor
within a short period of time, the debtor likely will opt to sell substantially all of its assets outside
of a plan of reorganization, as the process of confirming a plan of reorganization in a Chapter 11
case is generally time-consuming. Additionally, the debtor may prefer to consummate a sale of
substantially all of its assets shortly after commencing Chapter 11 to avoid the risk that its assets
will deteriorate in value or that its financial posture will continue to deteriorate, thus causing a
decline in the potential going concern value of its assets. This may certainly be the case where a
debtor has identified a purchaser and the purchaser wants to close the sale before the viability of
the debtor’s business declines to the point of diminishing returns.

Faced with this scenario, a debtor should seek to sell its assets outside of plan of reorga-
nization pursuant to § 363 of the Bankruptcy Code. This process is faster than a sale in a plan
since “the purchaser can focus on deleting the assets it wishes to purchase and the liabilities it is
willing to assume without having to negotiate how the proceeds of the sale will be distributed
among creditors, the disposition of the remaining assets, or the other considerations attendant to
the plan process.”16 To approve a sale of substantially all of the debtor’s assets, the debtor must
demonstrate to the bankruptcy court that (1) sound business reasons exist for the sale; (2) there
has been adequate and reasonable notice to interested parties, including full disclosure of the sale
terms and the debtor’s relationship with the buyer; (3) the sale price is fair and reasonable; and
(4) the proposed buyer is proceeding in good faith.17

When the sale is conducted outside the context of a plan of reorganization, it may be
challenged by certain creditors as being a “sub rosa” plan, i.e., “an attempt to evade the creditor
protections built into the plan process.”8 Although § 363(b) of the Bankruptcy Code provides
that “the trustee, after notice and hearing, may use, sell, or lease, other than in the ordinary course
of business, property of the estate,”19 the majority of U.S. bankruptcy courts require that in a sale
of substantially all of the assets of a debtor outside of a plan of reorganization, the movant show a
“good business reason” to justify the sale.20 In ascertaining whether good business reasons exist
to approve the sale, a bankruptcy court considers (1) the proportionate value of the asset to the
estate as a whole; (2) the amount of elapsed time since the commencement of the case; (3) the
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likelihood that a plan of reorganization will be proposed and confirmed in the near future; (4) the
effect of the proposed disposition on the future plans of reorganization; (5) the proceeds to be
obtained from the disposition vis-a-vis any appraisals of the property; (6) which of the alterna-
tives of use, sale, or lease the proposal envisions; and (7) whether the asset is increasing or
decreasing in value.2! These seven factors are known as the Lionel factors,2? which are followed
by the courts in this circuit.

One of the greatest benefits of acquiring property in a bankruptcy case is the purchaser’s
ability to acquire assets free and clear of all liens and encumbrances.?? Thus, a sale of assets in a
bankruptcy case to either a truly independent third party or to a group of which former equity
owners of the debtor are affiliated is a effective means to terminate a business and start up a simi-
lar business while retaining continuity, since the purchaser can acquire the assets without the lia-
bilities. However, the buyer must be cautioned that there is still a risk of successor liability asso-
ciated with such a purchase. Even if a bankruptcy court enters an order approving a sale free and
clear of all liens, interests, and encumbrances pursuant to § 363(f) of the Bankruptcy Code, either
in the context of a plan of reorganization or outside of a plan, the purchaser may take the assets
subject to product liability claims under the doctrine of successor liability.2# Where the product
liability claim arises prior to the sale and the claimant has notice of the pendency of the bankrupt-
cy case, there should be no successor liability.25 However, the purchaser may find itself subject to
successor liability based upon future claims that arise out of debtor/seller’s pre-petition conduct.26
Although the definition of a “claim” that should be discharged in a bankruptcy case is very
broad,?? if concepts of fundamental fairness in the bankruptcy process mitigate against discharge
of a claim, then a purchaser in a bankruptcy sale may remain liable on account of that claim.28
If a creditor has claims that arise out of the pre-petition conduct of the debtors, the debtor has
enough information to know and reasonably anticipate that these types of claims could arise in
the future. Therefore, if there is no provisions or mechanisms for the representation and/or treat-
ment of these future claimants’ interest during the bankruptcy case, these future claims may not
be extinguished in a § 363 sale or discharged in a Chapter 11 plan.29

While the prospect of potential successor liability may “chill” the sale of assets in a
bankruptcy case, courts may not consider that problem in imposing successor liability on the pur-
chaser of assets in a bankruptcy sale.3¢ However, what courts may object to is a “second opportu-
nity for a creditor to recover on liabilities after coming away from the bankruptcy proceeding
empty-handed.”! Thus, a creditors® opportunity to satisfy its claim in the bankruptcy case of the
debtor-seller is a significant factor that will determine the purchaser’s successor liability.32

In addition to problems associated with future claims, there are several other exceptions
to the general rule that a purchaser in a bankruptcy sale does not risk the imposition of successor
liability. The first such expectations is where the asset-purchase agreement, either expressly an
implicitly, provides that the purchaser will assume certain liabilities of the debtor-seller.33 A sec-
ond exception is where there is merger or “de facto” merger of the seller and buyer.34 A third
exception is the “mere contribution exception,” where the purchaser is nothing more than a
reconfigured form of the seller.35 In this scenario, there is “a common identity of directions,
stockholders and the existence of only one corporation at the completion of the transfer.””36
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To reduce the risk of successor liability, a purchaser can take certain preventive measures.
First, any order issued by the bankruptcy court should contain very broad release language limit-
ing the purchaser’s exposure with respect to successor liability.37 Second, as discussed earlier, the
more notice provided giving creditors an opportunity to object to the sale, provides the purchaser
with greater protection from successor liability.3® Therefore, it may be a sound investment for the
purchaser to fund a legal advertisement giving the “world” constructive notice of a sale and an
opportunity to object.

There are other steps a purchaser can take at the time of the sale to further mitigate
against successor liability. These steps include, but are not limited to:

1) Ceasing the debtor’s operations for at least one day;

2) Firing and hiring new employees under new contracts in accordance with a provision
in the asset purchase agreement stating that the purchaser is under no obligation to
existing employees;

3) Not honoring outstanding purchase orders or accepting returns;

4) Making sure that the asset purchase agreement clearly () identifies those liabilities,
being assumed (b) provides that the purchaser will not be assuming any of the debtor’s
remaining liabilities and (c) disclosures any express or implied agreement by a pur-
chaser to assume the remaining liabilities; and

5) Making sure that the asset purchase agreement specifies both the assets being pur-
chased and those not being purchased.39
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