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In re Allentown: Does the Dissociation of a Member from an 
LLC upon the fi ling of a Bankruptcy Petition Violate the 
Automatic Stay Provisions of the U.S. Bankruptcy Code?

In the case of In re Allentown Ambassadors, Inc.,1 
the Bankruptcy Court for the Eastern District 
of Pennsylvania was called upon to determine 

whether the dissolution of an LLC on the bankruptcy 
of a member and the reconstitution of a new LLC 
whose members included all of the members of the 
dissolved LLC, except the bankrupt member, violated 
the automatic stay provisions of the Bankruptcy Code. 
The Allentown court declined to reach a conclusion 
on the merits of the case because the court treated 
the parties’ contentions as motions for summary judg-
ment and the parties had not provided suffi cient facts 
to support an award of summary judgment.

In reaching its conclusion, however, the court en-
gaged in a lengthy analysis of the relevant Bankruptcy 
Code provisions and relevant state statutes and case 
law, thereby offering a framework for deciding the is-
sue. Thus, the case offers some guidance concerning 
an important issue for LLCs and their members when a 
petition in bankruptcy is fi led for an LLC member. The 
Allentown case may offer guidance for members of an 
LLC even if the applicable LLC statute does not require 
an LLC to dissolve on the bankruptcy of a member.

Many LLC statutes provide that the bankruptcy of a 
member triggers the member’s dissociation from the 
LLC.2 “Dissociation” is a term of art used by many 
LLC statutes to refer to a change in the relationship 
between a member and the LLC. In some cases, the 
dissociation of a member can terminate all of the 
rights and responsibilities that attach to a member’s 
interest. In other cases, dissociation will result in the 
termination of a member’s management rights (e.g., 
the right to participate in the management of LLC, 
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vote on LLC matters, and exercise any of the rights of 
a member) but leave intact the member’s economic 
rights (e.g., the right to share in the LLC’s profi ts, 
losses and distributions).3

As a practical matter, the dissociation of a member 
upon the fi ling of a bankruptcy petition may have 
the same effect as the dissolution of the LLC and the 
reconstitution of a new LLC with all of the members, 
except the bankrupt member. If, as in Allentown, the 
member’s bankruptcy estate is not entitled to receive 
distributions from the LLC or cannot sell its interest 
in the LLC, the dissociation of a bankrupt member 
from an LLC could constitute a violation of the auto-
matic stay provision under the Bankruptcy Code. This 
column discusses the Allentown opinion and how 
it may be relevant in determining whether state law 
triggering the dissociation of an LLC member upon 
the fi ling of a bankruptcy petition will be enforced 
by a bankruptcy court.

Background: LLC Operating 
Agreements and the 
Anti–Ipso Facto Provisions 
Under the Bankruptcy Code
The Bankruptcy Code provides that upon the fi ling 
of a petition in bankruptcy, the debtor’s property is 
transferred to the bankruptcy estate.4 The transfer of 
an LLC interest to a bankruptcy estate may trigger the 
provisions of the applicable LLC statute that restrict 
the powers of a transferee of a member’s interest. 
Under most LLC acts, the transferee (or “assignee”) 
of a member’s interest in an LLC may not exercise the 
rights of a member or participate in the management 
of the LLC unless the nonassigning members agree to 
admit the assignee as a member.5 Thus, the nondebtor 
members of an LLC may be able to prevent a trustee 
in bankruptcy from exercising the debtor member’s 
management powers by withholding their consent 
to admit the trustee as a member.6

In most cases, the Bankruptcy Code should not 
override state law restrictions on the transfer of a 
member’s management rights when a trustee has 
been appointed to manage the member’s bankruptcy 
estate.7 Because state law prohibits the assignment 
of a member’s management rights, the nondebtor 
members generally should not be required to accept 
the trustee as a managing member of the LLC.

Where, as in Allentown, a trustee is not appointed, 
the debtor member becomes a so-called debtor in 

possession. In that case, a court might hold that the 
member retains all of the member’s pre-bankruptcy 
management rights with respect to the LLC interest. A 
trustee is appointed in a Chapter 11 case only when 
a trustee is needed.8 As the debtor in possession, the 
debtor remains the representative of the bankruptcy 
estate and has the rights (other than the right to com-
pensation), powers, and duties of a trustee.9 Where 
a member remains a debtor in possession, there has 
been no transfer of the member’s LLC interest. In 
N.L.R.B. v. Bildisco and Bildisco,10 the U.S. Supreme 
Court held that the fi ling of a bankruptcy petition does 
not cause the debtor in possession to become a dif-
ferent legal entity from the pre-bankruptcy debtor.

The nondebtor members might prefer the man-
agement rights of a member to terminate upon the 
member’s bankruptcy even if the member is a debtor 
in possession. While a member of an LLC has fi du-
ciary duties to exercise management rights in the best 
interests of the LLC and its members, a member who 
is a debtor in possession will have fi duciary duties 
to the member’s creditors that may confl ict with the 
member’s fi duciary duties under LLC law.11 By trigger-
ing the dissociation of a member upon the fi ling of a 
bankruptcy petition, most LLC acts prevent a confl ict 
of interest between a debtor member’s fi duciary duties 
to the other members and the debtor’s fi duciary duties 
to its creditor. Some courts, however, have held that 
a member who is a debtor in possession may con-
tinue to exercise the member’s management rights, 
notwithstanding state law to the contrary.

The legislative history of the Bankruptcy Code 
indicates that the determination of whether a debtor 
in possession who is a member of an LLC should be 
permitted to continue to manage the LLC should be 
based on the facts and circumstances of each case.12 
The Bankruptcy Code, however, provides rules that 
sometimes are interpreted literally to deny a debtor 
in possession the right to continue to exercise man-
agement rights if state law excuses the nondebtor 
members and the nondebtor members refuse to allow 
the debtor to continue to manage the LLC.13 Courts 
have reached differing conclusions on this issue.14

There are two alternative theories under which a 
court may hold that bankruptcy law preempts state 
law with respect to a debtor member’s right to con-
tinue to participate in the management of an LLC. On 
the one hand, a court may hold that an LLC’s operating 
agreement constitutes an executory contract that may 
be assumed by the trustee or debtor in possession, 
notwithstanding state law or a provision in the oper-
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ating agreement to the contrary. On the other hand, 
a court may hold that state law or a provision in an 
operating agreement requiring the LLC interest of a 
member to terminate on the member’s bankruptcy 
constitutes an unenforceable ipso facto clause. An 
ipso facto clause is a clause in a contract or lease that 
requires a person to forfeit rights under the contract 
or lease in the event of bankruptcy.

The Bankruptcy Code does not defi ne the term 
“executory contract.” Under nonbankruptcy law, 
the term “executory contract” refers to contracts 
on which performance remains due by either party. 
Most bankruptcy courts have adopted the defi nition 
suggested by Professor Vern Countryman, that an 
executory contract is a contract under which the 
obligations of the debtor and the other party are both 
so far unperformed that the failure of either to com-
plete performance would constitute a material breach 
excusing the performance of the other.15 Where a 
member has an obligation to contribute capital in 
the future or has an obligation to manage the LLC, 
the operating agreement is likely to fall within the 
defi nition of an executory contract.16

Alternately, if the operating agreement contains 
a provision stating that the LLC dissolves on the 
bankruptcy of a member or that the bankruptcy of a 
member terminates the member’s interest in the LLC, 
a court may fi nd that the provision is an “ipso facto,” 
or forfeiture, clause and is unenforceable under sec-
tion 365(e)(1) of the Bankruptcy Code. Section 365 
of the Bankruptcy Code overrides statutory or con-
tractual arrangements that prohibit the modifi cation 
of a contract where the contract is contingent on the 
bankruptcy of a party. Under section 365, a trustee or 
debtor in possession may reject, assume, or assign an 
executory contract of the debtor.17 Notwithstanding 
any provision in an executory contract or in ap-
plicable law to the contrary, an executory contract 
generally may not be terminated or modifi ed, and 
any right or obligation under such a contract may 
not be terminated or modifi ed solely because of a 
provision in the contract that is conditioned on (a) 
the insolvency or fi nancial condition of the debtor; 
(b) the commencement of a bankruptcy case; or (c) 
the appointment of a trustee or custodian.18 

The Bankruptcy Code contains a number of anti–
ipso facto provisions in addition to section 365(e)(1). 
In general, the anti–ipso facto provisions render inef-
fective contractual or statutory provisions that would 
modify or terminate a debtor’s rights in the event of 
bankruptcy. Section 541(c)(1) of the Bankruptcy Code 

provides that an interest of the debtor becomes prop-
erty of the estate, notwithstanding any provision that 
restricts or conditions the transfer of the interest by 
the debtor or that is conditioned on the insolvency or 
fi nancial condition of the debtor, on the commence-
ment of a bankruptcy case, or on the appointment of, 
or taking possession by, a bankruptcy trustee or a cus-
todian. Section 363(b)(l) provides that in general, the 
trustee may use, sell or lease property, notwithstand-
ing any provision in a contract, lease, or applicable 
law that is conditioned on the fi nancial condition or 
bankruptcy of the debtor. Finally, section 365(f)(3) ren-
ders ineffective a provision in an executory contract 
or unexpired lease that permits a party other than the 
debtor to terminate or modify the contract, lease or 
any right or obligation thereunder on account of the 
assignment of the lease or contract where the lease 
or contract is assigned to the trustee. 

Unless the personal contract exception applies, the 
other anti–ipso facto provisions of the Bankruptcy 
Code may render ineffective a statute that prohibits 
an assignment of a member’s right to participate in 
the management of an LLC. A personal contract is a 
contract as to which applicable law excuses a party 
to the contract, other than the debtor, from accepting 
performance from or rendering performance to the 
trustee or an assignee of the contract.19 If a contract is 
a personal contract, a party may withhold consent to 
the assumption or assignment of the contract.20 Thus, 
a provision in the operating agreement or under state 
law triggering the dissolution of an LLC or the disso-
ciation of a member upon the member’s bankruptcy 
may be enforceable if the provision constitutes a 
personal contract.21 

Bankruptcy courts have disagreed on the effect of 
the personal contract exception where the debtor is a 
member of an LLC. A similar issue arises in the partner-
ship context. Courts also have disagreed as to whether 
a provision in a partnership agreement or under state 
law triggering dissolution of the partnership upon the 
bankruptcy of a partner or terminating the bankrupt 
partner’s interest in the partnership constitutes an un-
enforceable ipso facto clause.22 Most, if not all, of the 
cases concerning whether bankruptcy law overrides 
state LLC laws have been based on analogous part-
nership cases.23 In Allentown, the court was required 
to determine whether the anti–ipso facto provisions, 
as well as the automatic stay provisions, of the Bank-
ruptcy Code applied to prohibit the other members of 
the LLC from dissolving the LLC and forming a new 
LLC that did not include the debtor as a member.
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Facts in Allentown

Allentown Ambassadors, Inc. (“Allentown”), was 
a corporation that had held a franchise to operate 
a minor league baseball team as a member of the 
North American Baseball, LLC (the “NAB LLC”), 
an independent, minor league baseball league. 
The NAB was organized under the North Carolina 
LLC Act. Allentown also had been a member of 
several baseball leagues that had been predeces-
sors of NAB, including the so-called Combined 
League. Allentown had been experiencing fi nancial 
diffi culties and asked Miles Wolff, the commis-
sioner of the league, for permission to “go dark” 
(i.e., not fi eld a team to play) during the 2002 
and 2003 season and had asked for assistance in 
selling its franchise to a group of potential inves-
tors. Allentown alleged that Mr. Wolff denied its 
requests to go dark while allowing other teams to 
go dark and that the commissioner had opposed 
the sale of its franchise, but assisted another team 
and member of the LLC in selling the other team’s 
franchise. Allentown also alleged that during Mr. 
Wolff’s tenure, the following fi ve events occurred 
that were material to Allentown’s claims in the 
bankruptcy litigation:
1. The Combined League ownership “stipulated” 

that, prospectively, the value of a league fran-
chise would be $750,000.

2. The Combined League surcharged its members 
some unstated amount of money to assist one 
of its members, the Albany Diamond Dogs, 
which was allegedly experiencing fi nancial 
diffi culties.

3. Another team experiencing financial dif-
fi culties, the Massachusetts Mad Dogs, was 
permitted to go dark for two seasons and retain 
its franchise in the Combined League pay pay-
ing only its “annual dues.”

4. Still another team experiencing fi nancial dif-
fi culties, the Adirondack Lumberjacks, was 
permitted to go dark for a season without losing 
its franchise in the Combined League (without 
even being required to pay its annual dues dur-
ing the period of “darkness”—while the other 
League members were assessed $150,000 in 
order to provide fi nancial assistance to the 
Adirondack team.

5. [Allentown] allegedly received disparate treat-
ment from Defendant Wolff in addressing its 
fi nancial diffi culties.24

On May 4, 2004, Allentown fi led a petition under 
Chapter 11 of the Bankruptcy Code. A few months 
after Allentown fi led its bankruptcy petition, the Team 
Members of the NAB LLC, other than Allentown, 
voted to dissolve the LLC. Then the Team Members 
formed a new league which included all of the other 
members of the NAB LLC, except Allentown.

Allentown brought an action against the Team 
Members, Mr. Wolff, several individuals, and the 
NAB LLC, asserting claims for, inter alia, violation 
of the automatic stay by the LLC and the Team 
Members. The defendants fi led a motion to dismiss 
the claims, which the court treated as a motion for 
summary judgment.

The Parties’ Arguments
As explained earlier, Allentown argued that the Team 
Members of the NAB LLC violated the automatic stay 
provisions of the Bankruptcy Code by dissolving the 
LLC and excluding Allentown from the reconstituted 
LLC after Allentown fi led its bankruptcy petition. 
Section 362(a)(3) of the Bankruptcy Code25 provides 
that the fi ling of a bankruptcy petition “operates as a 
stay, applicable to all entities, of ... any act to obtain 
possession of property of the [bankruptcy] estate or 
of property from the estate or to exercise control over 
property of the estate.” The U.S. Court of Appeals for 
the Ninth Circuit has held that (1) the stay applies to 
prevent unilateral termination of contracts between 
the debtor and third parties even if a contract is unas-
sumable and contains a valid ipso facto clause and 
(2) the stay must be modifi ed before the ipso facto 
clause may be invoked.26 Courts have described the 
purpose of the automatic stay provision as: 

… one of the fundamental debtor protections 
provided by the bankruptcy law. It gives the 
debtor a breathing spell from his creditors. It 
stops all collection efforts, all harassment, and 
all foreclosure actions. It permits the debtor to 
attempt a repayment or reorganization plan, or 
simply to be relieved of the fi nancial pressures 
that drove him into bankruptcy. The automatic 
stay also provides creditor protection. Without 
it, certain creditors would be able to pursue their 
own remedies against the debtor’s property.27

Allentown alleged that the Team Members of the NAB 
LLC exercised possession or control over Allentown’s 
rights as a member of the LLC by (1) dissolving the 
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NAB LLC and (2) reconstituting the LLC under a new 
name without Allentown as a member. The defendants 
agreed that Allentown’s membership in the LLC was 
not terminated before Allentown fi led a petition in 
bankruptcy and that Allentown’s membership interest 
constituted property of the bankruptcy estate. However, 
the defendants argued that under the LLC’s operating 
agreement and North Carolina law, the commence-
ment of the bankruptcy case terminated Allentown’s 
membership in the LLC and altered Allentown’s status 
to that of an assignee of a member’s interest.

The defendants also reasoned that, as an assignee, 
Allentown had no management or voting rights and 
that Allentown’s only interest in the LLC was the right 
to receive its proportionate share of any distribution 
made by the LLC. According to the defendants, Allen-
town’s economic interest in the LLC was not affected 
by the dissolution of the LLC because Allentown’s 
bankruptcy estate still had the right to receive its 
pro-rata share of whatever ultimately would be dis-
tributed on account of Allentown’s economic interest 
in the LLC. The defendants also argued that Allentown 
had no right to be included in the new LLC that was 
formed by the Team Members.

Furthermore, the defendants contended that even 
if the formation of a new LLC violated Allentown’s 
rights, their conduct only gave rise to a post-petition 
cause of action under state law for breach of contract 
or perhaps for some business tort. They maintained 
that their conduct, even if wrongful, did not create an 
actionable claim for violation of section 362(a)(3).

The Court’s Opinion
To resolve the issue in Allentown, the court was re-
quired to interpret the language of section 362(a)(3). 
As explained earlier, section 362(a)(3) of the Bank-
ruptcy Code28 provides that the fi ling of a bankruptcy 
petition “operates as a stay, applicable to all entities, 
of ... any act to obtain possession of property of the 
[bankruptcy] estate or of property from the estate or 
to exercise control over property of the estate.” The 
Allentown court determined that the scope of section 
362(a)(3) depended on the meaning of the following 
terms: (1) “property of the estate”; (2) “obtain posses-
sion of”; and (3) “exercise control.” 

Defining the first two terms did not present a 
problem. Property of the bankruptcy estate generally 
consists of “all legal and equitable interests of the 
debtor in property as of the commencement of the 
case,”29 including the debtor’s interest in an LLC. The 

defi nition of the second term, “to obtain possession 
of,” property of the estate often is straightforward, 
especially when the property in question is tangible 
property. For example, the Allentown court noted that 
the post-petition repossession of a debtor’s automo-
bile is an obvious violation of section 362(a)(3).

The scope of section 362(a)(3), however, is uncer-
tain when the property in question, like an interest 
in an LLC, is intangible. The Allentown court did 
not distinguish between “obtaining possession of” 
and “exercising control over” a debtor’s intangible 
property rights.

The words “to exercise control” were not part of the 
Bankruptcy Code in 1978 when the Code became ef-
fective. The term “to exercise control” is not defi ned 
in the Bankruptcy Code, and there is no legislative 
history clarifying Congress’ intent in adding that 
term to the statute.30 The Allentown court sought to 
reconcile inconsistent case law concerning what acts 
constitute exercising control over intangible property 
of the bankruptcy estate.

A number of courts have suggested that a nondebt-
or’s actions may so interfere, directly or indirectly, 
with the intangible rights of a debtor (or trustee), 
or so substantially diminish the value of the bank-
ruptcy estate’s intangible property rights, that such 
actions violate section 362(a)(3).31 For example, In 
Hills Motors, Inc. v. Hawaii Automobile Dealer’s 
Association,32 the U.S. Court of Appeals for the Ninth 
Circuit held that a state agency’s post-petition dis-
solution of a corporate debtor constituted “exercise 
of control” over the estate’s property in violation of 
section 362(a)(3) and that the agency’s actions were 
void ab initio so that the corporation had standing to 
pursue an antitrust action after the bankruptcy court 
had confi rmed the debtor’s plan of reorganization. 
In dicta, the Third Circuit has indicated that section 
362(a)(3) even may apply to prohibit actions directed 
against third parties, not only actions directed against 
the debtor.33 

Other courts have noted that not every post-petition 
action taken by a third party that reduces the value 
of property of the estate constitutes the exercise of 
control of property of the estate in violation of sec-
tion 362(a)(3).34 The Allentown court described two 
rationales courts have used in declining to hold that 
the conduct of others that diminishes the value of 
property of the estate constitutes a violation of the 
automatic stay. Some courts have declined to apply 
section 362(a)(3) where the conduct at issue did not 
directly target discrete property rights of the estate.35 
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Even where the conduct at issue constituted a direct 
impairment of the debtor’s property rights, other 
courts have declined to apply section 362(a)(3) treat-
ing the debtor’s claim solely as a post-petition cause 
of action arising under applicable law giving rise to 
the debtor’s property interest.36

The Allentown court found unsatisfactory both of 
the principles that other courts have applied to limit 
the scope of section 362(a)(3). The court expressed its 
concerns in adopting either approach as follows:

With respect to the fi rst rationale, it may be very 
diffi cult to distinguish between actions which 
“directly” impair the intangible property rights 
of the debtor (or trustee) from actions which 
only have an “indirect” impact on the estate. 
Moreover, the approach fails to address the un-
derlying purpose of §362(a)(3), the preservation 
of the estate for the benefi t of creditors. I also 
fi nd the second rationale unconvincing. Consider 
the case of a creditor who repossesses a debtor’s 
automobile post-petition in violation of the 
debtor’s contractual rights (the contractual rights 
having been violated because the debtor was in 
compliance with all of his obligations under the 
agreement). As a matter of either policy or statu-
tory construction, I fail to see why the existence 
of a non-bankruptcy remedy for a violation of the 
debtor’s rights under applicable non-bankruptcy 
law precludes the debtor from invoking other 
remedies available under the Bankruptcy Code 
for the violation of §362(a)(3).37

Nevertheless, the Allentown court identifi ed a 
worthy policy reason for declining to apply the au-
tomatic stay provisions to prohibit third parties from 
engaging in conduct that could reduce the value 
of the property of the bankruptcy estate. The court 
observed that when courts limit the scope of section 
362(a), they do so to avoid giving the bankruptcy 
estate an undue legal advantage in its relationship 
with other parties.38 The court concluded that the 
determination of whether a court should apply the 
automatic stay to prohibit the post-petition conduct of 
third parties requires the court to balance competing 
interests—the interests of the bankruptcy system in 
protecting the value of the bankruptcy estate against 
the interests of other parties who seek to engage in 
commercial conduct in the ordinary course of busi-
ness that might have negative consequences for the 
bankruptcy estate.

Determining Whether a Nondebtor’s 
Acts Constitute “Exercise of Control 
Over” Intangible Property Rights 
in Violation of the Automatic Stay—
Three Steps
In Allentown, the court adopted a three-step process 
for determining whether a nondebtor’s acts constitute 
the exercise of control over the intangible property 
rights of the bankruptcy estate in violation of section 
362(a)(3). The steps are as follows:

First, the court must determine whether the bank-
ruptcy estate has a property right under applicable 
non-bankruptcy law. Next, the court must deter-
mine whether those property rights are property of 
the bankruptcy estate and the scope of the estate’s 
property interests. Third, if the non-debtor’s actions 
will adversely impact the estate’s property interests, 
the court must then evaluate (1) the nexus between 
the conduct at issue and the property interests of 
the bankruptcy estate, (2) the degree of impact on 
the bankruptcy estate and (3) the competing legal 
interests of the non-debtor parties.39

When it attempted to apply the three-step test, the 
court determined that the parties had not provided suf-
fi cient facts to support an award of summary judgment 
to either party. The North Carolina LLC Act provided that 
unless otherwise provided in an LLC’s articles of organi-
zation or written operating agreement, upon the fi ling of 
a bankruptcy petition, a member ceased to be a member 
of the LLC and had only the rights of an assignee.40 Sec-
tion 4.4 of the NAB LLC Operating Agreement provided 
that upon bankruptcy fi ling, a member would cease to 
have any power as a member or manager and would 
only have the rights of an assignee. The Allentown court 
concluded that because it terminated a member’s status 
upon a bankruptcy fi ling, section 4.4 of the Operating 
Agreement constituted an ipso facto provision.

Under the North Carolina LLC Act, an assignee was 
entitled to receive only the distributions and alloca-
tions to which the assignor was entitled.41 Both the 
LLC Act and the Operating Agreement provided that 
the fi ling of a bankruptcy case on behalf of a member 
did not cause the LLC to dissolve.42

Like most LLC statutes, the North Carolina LLC Act 
provided that, except as otherwise provided in the arti-
cles of organization or a written operating agreement, a 
member had the right to assign its membership interest, 
“in whole or in part.”43 As explained above, the statute 
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provided that an assignee was entitled to receive only 
the distributions and allocations to which the assignor 
was entitled.44 Under the North Carolina LLC Act, an 
assignee could become a member of an LLC only if 
the members unanimously consented, unless otherwise 
provided in the LLC’s articles of organization or operat-
ing agreement.45 The NAC LLC Operating Agreement 
did not alter any of the statutory default rules concern-
ing the assignment of a member’s interest.46

Allentown argued that it remained a member of 
the NAB LLC after the fi ling of its bankruptcy petition 
because the ipso facto provision of the Operating Agree-
ment purporting to terminate its interest in the LLC was 
not enforceable under section 365(e) of the Bankruptcy 
Code. As explained earlier, section 365(e)(1) prohibits 
the termination or modifi cation of an executory contract 
after the commencement of a bankruptcy case due to a 
contractual provision conditioned on the commence-
ment of a bankruptcy case. However, section 365(e)(2) 
overrides section 365(e)(1) if local law excuses a party, 
other than the debtor, to the contract from accepting 
performance from or rendering performance to the 
trustee or to an assignee of the contract, regardless of 
whether the contract prohibits or restricts assignment 
of rights or delegation of duties, and the party does not 
consent to the assumption or assignment.47

Thus, it was necessary for the court to determine 
whether the Operating Agreement was an executory 
contract before considering whether section 365(e) 
applied to the termination of Allentown’s membership 
interest.48 Like other bankruptcy courts, the Allentown 
court adopted the Countryman standard, which pro-
vides that a contract is executory when “the obligation 
of both the bankrupt and the other party to the con-
tract are so far unperformed that the failure of either 
to complete performance would constitute a material 
breach excusing performance of the other.”49 The court 
concluded that the NAB LLC Operating Agreement 
was an executory contract because the members of the 
LLC had ongoing, material, unperformed obligations to 
one another and the LLC as of the commencement of 
Allentown’s bankruptcy case, including (1) the duty to 
manage the LLC; and (2) the duty to make additional 
cash contributions if needed by the LLC.

Once the court determined that the Operating 
Agreement was an executory contract, it still had 
to determine whether applicable law excused the 
Team Members from accepting performance from or 
rendering performance to a trustee or to an assignee 
of the contract. Section 365(e)(2) closely tracts the 
language of section 365(c), which governs the assign-

ment of executory contracts. Under section 365(c)
(1), a trustee may not assume or assign an executory 
contract if applicable law excuses a party from ac-
cepting performance from an entity other than the 
debtor or debtor in possession and that party does 
not consent to the assumption or assignment.50

Because of the similarity in the language of both 
subsections, the Allentown court concluded that the 
extent to which a court will enforce an ipso facto 
provision under section 365(e)(2) largely depends on 
whether the court would permit the debtor to assume 
the contract.51 The court noted, however, that section 
365(f) raises questions concerning the interpretation of 
section 365(c)(1).52 Section 365(f) provides that except as 
provided in section 365(b) and (c), a trustee may assign 
an executory contract, notwithstanding a contractual 
provision or “applicable law” that prohibits, restricts, or 
conditions the assignment of the contract.53 Thus, section 
365(f), allowing a trustee to assign an executory contract, 
notwithstanding “applicable law,” is expressly subject 
to section 365(c)(1), which states that “applicable law” 
excusing a party from accepting performance from an 
entity other than the debtor renders an executory con-
tract non-assignable (and nonassumable). 

The language of section 365 is circular and con-
fusing. Section 365 seems to say that an executory 
contract is assignable notwithstanding “applicable 
law” prohibiting assignment but, at the same time, 
is not assignable if applicable law excuses a party 
performing or accepting performance from a person 
other than the debtor. Most courts, however, have re-
solved the apparent confl ict between sections 365(c) 
and 365(f) by ascribing a different meaning to the term 
“applicable law” appearing in each subsection.

For example, the U.S. Court of Appeals for the First 
Circuit has held that the term “applicable law” in section 
365(f) applies only to state laws that enforce contract 
provisions that prohibit, restrict, or condition assign-
ment, and the term “applicable law” in section 365(c)(1) 
applies to state laws that, on their own terms, prohibit, 
restrict, or condition assignment of a particular type of 
contract.54 Similarly, the U.S. Courts of Appeals for the 
Fourth, Sixth, Ninth and Eleventh Circuits have held that 
the term “applicable law” in section 365(f)(1) applies to 
general prohibitions against assignment, and the term 
“applicable law” in section 365(c)(1) applies to specifi c 
laws that excuse a contracting party from rendering 
performance to, or accepting performance from, a third 
party.55 The Allentown court concluded that under this 
construction, section 365(c)(1) applies when the identity 
of the original contracting party is material.
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The Allentown case was appealable to the U.S. 
Court of Appeals for the Third Circuit. In Matter of 
West Electronics, Inc.,56 the Third Circuit adopted the 
“hypothetical test” for determining whether a debtor 
in possession may assume an executory contract un-
der section 365(c)(1).57 Under the hypothetical test, 
an ipso facto clause is enforceable if applicable law 
would require the nondebtor party to an executory 
to consent the assignment, regardless of whether the 
contract actually has been assigned or will be as-
signed to a person other than the debtor. For example, 
if the court applied the hypothetical test in Allentown, 
the provision in the Operating Agreement dissolving 
the LLC on the bankruptcy of a member would be 
enforceable even though Allentown did not seek to 
assign the Operating Agreement to a third party if 
state law prohibited the assignment of the Operating 
Agreement to a third party without the consent of the 
other members.

Matter of West Electronics, Inc. illustrates the ap-
plication of the hypothetical test. West Electronics, 
Inc. was a defense contractor that had entered into a 
contract with the United States to supply a substantial 
number of AIM-9 missile launcher power supply units 
to the Air Force. After West suffered a computer mal-
function which destroyed its accounting records, the 
government suspended progress payments to West 
pending a review of West’s fi nancial status.

Later, West fi led a petition for relief under Chapter 
11 of the Bankruptcy Code and became a debtor in 
possession. The fi ling triggered the automatic stay pro-
visions under section 362 of the Bankruptcy Code.

West petitioned the bankruptcy court to issue an 
order compelling the government to make progress 
payments under the contract. The government fi led 
a cross-motion seeking an order permitting it to ter-
minate the contract.

The U.S. Court of Appeals for the Third Circuit 
held that the automatic stay should have been lifted 
to allow the government to terminate the contract.58 
Under the Third Circuit’s hypothetical test, West, as 
the debtor in possession, was not entitled to assume 
the contract for providing the government the units 
(which was an executory contract) if applicable law 
excused the government from accepting performance 
from an entity other than the debtor or the debtor in 
possession, regardless of whether the contract has 
been transferred to a third party.

The “applicable law” in West was the federal Anti-
Assignment Act.59 The Anti-Assignment Act provides, 
in part:

No [government] contract or order, or any interest 
therein, shall be transferred by the party to whom 
such contract or order is given to any other party, 
and any such transfer shall cause the annulment 
of the contract or order transferred, so far as the 
United States is concerned.60

In analyzing the Anti-Assignment Act, the Third 
Circuit observed that the statute is “meant to secure 
to the government the personal attention and services 
of the contractor.”61 Thus, the court construed “appli-
cable law” as treating government contracts as per se 
classic “personal service contracts” that traditionally 
may not be assigned without consent.

West argued that the Anti-Assignment Act should 
not be construed to foreclose an assignment of a 
contract from a debtor to a debtor in possession 
because the debtor and the debtor in possession are 
such closely related entities. The Third Circuit held 
that West had misconstrued section 365(c)(1). Un-
der the Third Circuit’s hypothetical test, the relevant 
inquiry was not whether the Anti-Assignment Act 
would preclude an assignment from West as a debtor 
to West as a debtor in possession, but whether the act 
would foreclose an assignment by West to another 
defense contractor.62 Accordingly, the Third Circuit 
held that section 361(c)(1) prevented assignment of 
West’s contract and the assumption of the contract 
by West as the debtor in possession.63

The Allentown court concluded that, in applying 
the hypothetical test, the ultimate question under sec-
tion 365(c)(1) is whether the qualifi ed power to assign 
an LLC interest under the North Carolina LLC Act 
constituted applicable law that “excuses a party, other 
than the debtor ... from accepting from or rendering 
performance to an entity other than debtor or the 
debtor in possession.”64 Because the North Carolina 
statute differed from the federal Anti-Assignment Act 
that was at issue in West, the Allentown court looked 
to other case law for guidance.

In the case of In re ANC Rental Corp.,65 the debtor 
in possession sought to assume executory contracts 
permitting the operation of car rental concessions 
at several different airports. In some locations, local 
ordinances provided generally that no commercial 
activity could take place at the airport without the 
written permission of the airport authorities. In ANC 
Rental, the Bankruptcy Court for the District of Dela-
ware held that section 365(c)(1) did not apply and that 
the debtor in possession could assume the contracts, 
reasoning as follows:
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Although the concessions are located at the air-
ports, public safety concerns are not implicated by 
the question of who runs a car rental service, as op-
posed to who operates an airline. ... Furthermore, 
none of the statutes applicable to the Concession 
Agreements ... preclude assignment of those 
Agreements or even require the Airport Authorities’ 
consent to such an assignment. Thus, the statutes 
themselves do not demonstrate any overriding 
concern for the exact identity of the party with 
whom the Airport Authorities contract.66

In general, courts have held that for section 365(c)
(1) to apply to preclude assignment of an executory 
contract, the applicable law must specifi cally state 
that the contracting party is excused from accepting 
performance from a third party under circumstances 
where it is clear from the statute that the identity of the 
contracting party is crucial to the contract or public 
safety is at issue.67 

The Allentown court also looked to In re IT Group, 
Inc.,68 for guidance. In IT Group, the debtor was a 
member of a Delaware LLC. Like the North Carolina 
LLC Act, the Delaware statute provided that an LLC 
interest was assignable only upon the approval of all of 
the members of the LLC unless the operating agreement 
provided otherwise.69 Under the Delaware LLC Act, a 
member ceased to be a member on assignment of the 
member’s LLC interest, but the assignee was entitled to 
share in the LLC’s profi ts and losses.70 The Delaware Act 
also provided that a member ceased to be a member 
upon the fi ling of a bankruptcy petition.71

After the debtor in IT Group fi led its bankruptcy peti-
tion, the debtor sought to assign its economic interests 
in the LLC (i.e., the right to share in the LLC’s profi ts 
and losses) to a third party. The issue in It Group was 
whether the court should enforce a provision in a 
contract purportedly giving the other members of the 
LLC the right to purchase the debtor’s interest under 
a formula that would have reduced the value of the 
interest. Under the terms of the contract, the buy-out 
provision became effective upon a bankruptcy fi ling 
by a member. The bankruptcy court held that the buy-
out provision was an unenforceable ipso facto clause 
within the meaning of section 365(e)(1).

On appeal, the District Court for the Disctrict of 
Delaware concluded that the statute permitting a 
member of an LLC to assign its economic rights did 
“not excuse the Members from rendering econom-
ic performance to an assignee.”72 Consequently, 
the court affirmed the bankruptcy court’s decision 

that the buy-out provision under the contract was 
an unenforceable ipso facto provision.

The Allentown court found the IT Group opinion 
instructive because it suggests that the determination 
of whether an executory contract may be assumed by a 
debtor in possession should be applied to each separate 
property interest that arises under a single contract, 
rather than to the contract as an inseverable whole. 
However, the IT Group opinion concerned only the 
issue of whether the debtor in possession could assign 
its economic interest in an LLC, as permitted under the 
Delaware LLC Act, but prohibited by the ipso facto 
clause in a contract. In contrast, the Allentown case 
concerned the issue of whether the membership inter-
est itself could be assigned, including both the debtor’s 
economic interest in the LLC and the debtor’s right to 
participate in the management of the LLC.

The Allentown court also reviewed the bankruptcy 
court’s opinion in Broyhill v. DeLuca (In re DeLuca).73 
As in Allentown, the issue in DeLuca concerned the 
validity of a provision in an LLC operating agreement 
that purported to dissolve the LLC upon the bank-
ruptcy of a member. The DeLuca court adopted a test 
that asks whether the nondebtor party to a contract 
is excused from performance if the identity of the 
debtor is a material condition of the contract when 
considered in the context of the obligations which 
remain to be performed under the contract.74

Second Three-Step Process 
for Determining Whether an 
Ipso Facto Provision Is Effective

After reviewing the cases, the Allentown court adopted 
another three-step process for determining whether the 
ipso facto provision in the NAB Operating Agreement 
was effective to terminate Allentown’s interest in the 
LLC. The court described the process as follows:

First, I must identify the specifi c nature of the con-
tractual property rights that are at issue. Second, I 
must consider whether the contractual rights are 
assignable under applicable law, by evaluating 
whether the governing LLC statute or common 
law expresses a clear policy that the identity of 
the contracting party is crucial to the contract or 
to public policy with respect to the type of con-
tract at issue. If so, the contract is not assignable 
and any ipso facto provision is enforceable. If, on 
the other hand, the governing statute or common 
law is equivocal, I go to a third step: determining 
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whether the identity of an assignee would be ma-
terial to the non-debtor, taking into consideration 
the nature of the enterprise in which the debtor 
and the non-debtor are engaged.75

Under Step 1 of its analysis, the court identifi ed Al-
lentown’s rights as a member of the NAB LLC as (1) 
a right to share in the profi ts and losses of the LLC; 
(2) a right to vote on LLC matters; and (3) a right to 
participate in the management of the LLC. Allentown’s 
economic rights were not at issue because the Operat-
ing Agreement did not purport to modify Allentown’s 
economic rights based on the bankruptcy fi ling.

Under Step 2 of the process, the court agreed with In 
re ANC Rental that section 356(c)(1) requires a clear, 
unambiguous prohibition against assignment without 
the consent of the other parties to the contract. The 
court characterized the applicable North Carolina law 
governing the assignment of a member’s management 
rights as treating the membership interest as “some-
what assignable.”76 The North Carolina LLC Act begins 
with a statement that an LLC interest is assignable in 
whole or in part.77 The court found it signifi cant that the 
statute could have been drafted to say that a member’s 
membership rights are not assignable. The Allentown 
court opined that by framing the policy with a positive 
statement of assignability, the statute suggested that any 
anti-assignment policy embodied in the statutory provi-
sions is not absolute. Furthermore, the court noted that 
to the extent the other provisions of the North Carolina 
LLC Act restrict the assignment of the rights of a mem-
bership interest, those statutory provisions are subject 
to exceptions that may be set forth in the LLC’s articles 
of organization or an operating agreement.

The court acknowledged that the North Carolina 
LLC Act could be construed to mean that a member’s 
management rights are not assignable because the same 
provision that renders membership interests assignable 
also states that an assignee does not become a member. 
Moreover, the statute requires the unanimous consent 
of the other members to admit an assignee as a member 
of the LLC (except as otherwise provided in the articles 
of organization or operating agreement). Nevertheless, 
the court concluded that the North Carolina LLC Act 
lacked the unequivocal expression of nonassignability 
required to give it the force of “applicable law excus[ing] 
a party ... from accepting performance from or rendering 
performance to” an assignee under the strict standard 
of section 365(c)(1) of the Bankruptcy Code.

Under Step 3, the court found the record in Allentown 
inadequate to determine whether the operations of the 

NAB LLC were such that a change in the identity of an 
assignee would be a material impairment of the rights 
of the other members. Certain indicia in the record sug-
gested to the court that memberships in the NAB LLC did 
not carry with them the type of nondelegable duties that 
should render the operating agreement nonassignable. 
For example, the record suggested that in the past, team 
membership in the LLC might have been assigned with 
some regularity. The court also opined that the business 
operations of the LLC might have been relatively modest 
as compared to the level of business activity conducted 
by the member teams in fi elding their individual teams. 
Moreover, the appointment of a President who was 
“responsible for day-day management of the Company” 
under the terms of the Operating Agreement suggested 
to the court that the LLC was, at least to some degree, a 
manager-centric LLC. The court opined that the manage-
ment structure of the LLC might minimize the degree of 
personal trust and confi dence that each member need 
necessarily place in the other members of the LLC.

Finally, the Allentown court determined that the dis-
solution of the NAB LLC adversely affected Allentown’s 
economic rights in the LLC because dissolution termi-
nated the potential generation of profi ts in the future and 
their distribution to Allentown in its capacity as an as-
signee. Thus, the court concluded that there was a direct 
nexus between the defendants’ conduct and the negative 
impact on the property interests of the bankruptcy estate. 
Furthermore, the court found nothing in the record sug-
gesting any business exigency requiring the dissolution of 
the LLC without fi rst obtaining relief from the automatic 
stay or the existence of any other competing interests to 
justify overriding the routine application of the automatic 
stay. Accordingly, the court found that Allentown’s claim 
that the defendants’ acts constituted the exercise of con-
trol of property of the estate was not subject to dismissal 
by way of summary judgment.

The Allentown court found a second, independent 
basis for denying the motion for summary judgment. 
When Allentown fi led its petition in bankruptcy, the 
Team Members dissolved the LLC without allowing 
Allentown to exercise its voting rights. If Allentown had 
been permitted to vote, the LLC would not have been 
dissolved because the Operating Agreement required a 
unanimous vote of the members to dissolve the LLC. 

The alleged facts indicated that, in dissolving the LLC, 
the Team Members effectively eliminated Allentown’s 
interest in the LLC, which might have been more valu-
able than Allentown’s rights as an assignee to receive 
distributions from the LLC. In its complaint, Allentown 
alleged that at least one minor league team had been 
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sold for $500,000, and the defendants had not presented 
any evidence to the contrary. While the court did not 
conclude that the value of Allentown’s LLC interest was 
$500,000 because the record did not support such a 
conclusive fi nding, the court saw a direct connection 
between the conduct of the Team Members and a poten-
tially valuable property right of the bankruptcy estate.

What Does Allentown Mean for 
LLCs and a Bankrupt Member?
No cases other than Allentown could be found in which 
a court considered the issue of whether the dissolution of 
an LLC or the dissociation of a member of an LLC upon 
the fi ling of a bankruptcy petition constituted a viola-
tion of the automatic stay provisions of the Bankruptcy 
Code. Allentown provides a thorough analysis of the 
issue, as well as a number of factors that a court should 
consider in deciding the issue. Under Allentown, the 
determination of whether the dissolution of an LLC or 
the dissociation of an LLC member upon the fi ling of a 
bankruptcy petition violates the automatic stay by de-
pends, in part, on whether the LLC’s operating agreement 
constitutes an executory contract that may be assumed 
by the member who is a debtor in possession.

The Allentown court found a number of facts, that 
if verifi ed, would prohibit the Team Members from 
dissolving the NAB LLC upon Allentown’s fi ling of a 
bankruptcy petition. It is not certain whether other 
courts will be more willing or less willing than the 
Allentown court to allow a debtor in possession to 
continue to exercise its management rights with re-
spect to an LLC interest.

The Allentown court applied the Third Circuit’s 
hypothetical test for determining whether the appli-
cable LLC statute excused the other members of an 
LLC from accepting performance from or rendering 
performance to the bankrupt member. The courts are 
split on the issue of whether the “hypothetical test” 
applies in determining whether a court will enforce an 
ipso facto clause in an executory contract. The United 
States Courts of Appeals for the Third, Fourth, Ninth 
and Eleventh Circuit have adopted the hypothetical 
test.78 The First and Fifth Circuits have rejected the 
hypothetical test and instead, have applied the “actual 
test” for determining whether an executory contract 
may be assumed by a debtor in possession.79

Hypothetical Test vs. Actual Test
As explained earlier, the Allentown case was ap-
pealable to the Third Circuit which had adopted the 
hypothetical test for determining whether applicable 

law intervened to allow a party to an executory con-
tract to refuse to render performance to or accept 
performance from a debtor in possession. Other courts 
have adopted the actual test, rather than the hypotheti-
cal test. The application of the actual test is likely to 
allow an LLC member that is a debtor in possession 
to continue to exercise its management rights even if 
the applicable LLC statute provides that the member is 
dissociated from an LLC upon the fi ling of a bankruptcy 
petition and has only the rights of an assignee. 

In re Mirant Corp.80 illustrates the difference between 
the hypothetical and the actual tests. The dispute in 
Mirant concerned whether the automatic stay under 
section 362(a) of the Bankruptcy Code precluded a 
federal agency from terminating a contract with a sub-
sidiary of Mirant Corporation pursuant to a clause in 
contract providing that the contract terminated upon 
the bankruptcy of a party to the contract.

Mirant Corporation was an international energy com-
pany that produced and sold electricity in the United 
States and abroad. Mirant Americas Energy Marketing, 
L.P. (“Mirant”) was a subsidiary of Mirant Corporation 
that engaged in asset risk management, including com-
modities, energy and fi nancial product trading. Mirant 
was responsible for procuring fuel and selling power 
for Mirant Corporation’s operating facilities.

Bonneville Power Administration (“BPA”) was a 
federal power marketing agency within the U.S. 
Department of Energy. BPA had entered into certain 
contracts with Mirant related to the marketing of 
federal power (the “Agreement”).

The Agreement included an ipso facto clause au-
thorizing BPA to terminate the contract and claim 
liquidated damages if Mirant petitioned for bankruptcy 
before the option period expired. Under the terms of the 
Agreement, default by the institution of a bankruptcy 
proceeding triggered the nondefaulting party’s “right to 
terminate all transactions between the Parties under this 
Agreement upon written notice” and the nondefault-
ing party’s right to a termination payment equal to the 
market-based cost of replacing the option contract.

Mirant had experienced some fi nancial diffi culties 
and fi led a petition under Chapter 11 of the Bankruptcy 
Code. Shortly thereafter, BPA terminated the Agreement 
with Mirant. Mirant argued that BPA’s termination of the 
contract violated the automatic stay and the anti–ipso 
facto provisions of the Bankruptcy Code. At issue in 
Mirant was whether the federal Anti-Assignment Act, 
the same law that was at issue in West, prohibited a 
debtor in possession from assuming an executory con-
tract between the debtor and the federal government. 
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Unlike the Third Circuit, the Fifth Circuit held that 
Anti-Assignment Act did not prohibit the debtor from 
assuming the contract. The Mirant court reached this 
conclusion by applying the actual test for determining 
whether “applicable law” excused the government 
from accepting performance from or rendering perfor-
mance to the trustee or an assignee of the contract.

Under the Third Circuit’s hypothetical test, a court 
would be required to ask whether BPA could refuse 
to accept performance of the Agreement from any 
assignee because the Anti-Assignment Act made the 
Agreement unassignable as a matter of law. If so, 
then it would be irrelevant that the debtor did not 
actually assign, or attempt to assign, the contract. In 
that case, the contract would be terminable under 
section 365(c) of the Bankruptcy Code.

In contrast, the actual test (sometimes referred to as 
the “as-applied” test) requires a case-by-case showing 
that the nondebtor party’s contract will actually be as-
signed or that the nondebtor party will in fact be asked 
to accept performance from or render performance to 
a party—including the trustee—other than the party 
with which the nondebtor originally contracted.81 In a 
case where no assignment has taken place, the actual 
test contemplates that the exception under section 
365(e)(2) does not apply, and as such, an ipso facto 
clause is invalidated. Because Mirant did not assign 
the Agreement and had no intention of assigning it, 
the Fifth Circuit held that the BPA had violated the 
automatic stay in terminating the Agreement.

As a matter of statutory construction, the actual 
test is superior to the hypothetical test. In Mirant, 
the Fifth Circuit noted that the plain text of section 
365(e)(2)(A) requires a court to apply the actual test 
for determining whether a law is “applicable” under 
the exception, permitting the enforcement of an ipso 
facto clause.82 Section 365(e)(2) provides that an ipso 
facto clause in an executory contract may be enforced 
if “applicable law excuses a [nondebtor] party ... 
from accepting performance from or rendering per-
formance to ... an assignee of such contract” and the 
nondebtor party does not consent to “such assump-
tion or assignment.”83 The Fifth Circuit opined:

Congress might have chosen the exception to apply 
if any law prohibited the assignment, but instead 
Congress tethered the exception to “applicable” 
law that “excuses a party.” It is axiomatic that an ap-
plicable law must apply to a set of circumstances; 
BPA creates smoke and erects mirrors when it 
argues that a contract not assignable as a matter of 

law, even if no such assignment existed in fact and 
no excuse existed in fact for the nondebtor party to 
refuse acceptance or performance in a particular 
situation, satisfi es the language chosen by Congress 
in drafting the §365(e)(2)(A) exception. The law that 
releases a nondebtor from the general rule foreclos-
ing the enforcement of an ipso facto clause must 
apply to something and must excuse the nondebtor 
from some specifi c performance see §365(e)(2)(A); 
thus if the debtor demonstrates that no application 
exists or that no excuse obtains on a given record, 
then the congressional language announces such 
a circumstance is material, making the §365(e)(2)
(A) exception unavailable. The applicability of the 
law under §365(e)(2)(A) is determined not in the 
abstract but on the record at hand.

That applicability is determined based upon the 
case is supported also by the congressional choice 
to structure the exception as a two-part test, the 
second portion of which requires a fact-based show-
ing. See 11 U.S.C. §365(e)(2)(A)(i)-(ii). Subsection (ii) 
provides that the §365(e)(2)(A) exception lies only 
where “such [nondebtor] party does not consent to 
such assumption or assignment.” ... The combina-
tion of the plain text and the overall structure of the 
test that must be met in order for the exception to 
arise communicates that Congress intended §365(e)
(2)(A) to apply to a given factual situation rather than 
to a class of executory contracts, as BPA argues.84

The Fifth Circuit also held that the automatic stay 
must precede any enforcement of an ipso facto clause 
that might be permitted under section 365(e)(2)(A). 
The court noted that the broad application of the 
automatic stay refl ects Congress’s intent that courts 
presume a protection of property of a debtor’s estate 
when faced with uncertainty or ambiguity.85 Because 
a debtor’s interest in an executory contract becomes 
property of the estate when the debtor fi les its peti-
tion in bankruptcy, the stay requires a party with an 
interest in the executory contract to come before 
the bankruptcy court to move for a modifi cation or 
lift of the stay in order to effect the terms of an ipso 
facto clause. Even if a bankruptcy court ultimately 
permits a nondebtor party to terminate an executory 
contract, the stay requires the parties to present their 
arguments to a judge for a determination of whether 
it would be more equitable to enforce the ipso facto 
clause or to disregard the clause and thus, provides 
for the orderly administration of the estate.
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Conclusion

The Allentown case provides an excellent framework 
for determining whether a member of an LLC that is a 
debtor in possession should be entitled to continue to 
exercise its management rights under an LLC operating 
agreement, notwithstanding a provision under state 
law requiring the dissociation of a member on the fi ling 
of a bankruptcy petition. The fi rst step in the analysis 
requires the court to determine whether an LLC op-
erating agreement is an executory contract. Where 
an operating agreement is not an executory contract, 
there is no reason for the court to determine whether 
the operating agreement may be assumed or rejected 
by a member who is a debtor in bankruptcy.

However, in cases where an LLC operating agree-
ment is an executory contract, a court in a circuit that 
has not adopted the hypothetical test or the actual test 
must determine which test should apply. If a court 
adopts the hypothetical test or is located in a jurisdic-
tion where the hypothetical test has been adopted, 
then the Allentown opinion states that the court must 
determine whether the applicable LLC statute or com-
mon law expresses a clear policy that the identity of the 
contracting party is crucial to the contract or to public 
safety. If so, the court is likely to hold that a member 
of an LLC who becomes a debtor in possession may 
not participate in the management of the LLC. On the 
other hand, where a bankruptcy court determines that 
the applicable LLC law is equivocal, the Allentown 
opinion suggests that the court should then ascertain 
whether the identity of assignee would be material to 
the nondebtor members of the LLC or the LLC, taking 
into consideration the nature of the LLC’s enterprise.

In contrast, a court that adopts the actual test or is 
located in a circuit that has adopted the actual test, 
is likely to hold that an LLC member who becomes a 
debtor in possession may continue to participate in the 
management of the LLC, notwithstanding any ipso facto 

provision under state LLC law or an operating agreement 
triggering the dissolution of the LLC or the dissociation 
of a member upon the member’s bankruptcy.

Regardless of whether a court adopts the hypotheti-
cal or actual test, Mirant indicates that members of an 
LLC who would like to dissolve the LLC, terminate a 
member’s management powers, or expel a member 
when the member fi les a bankruptcy petition should 
fi le a motion requesting the court to lift the automatic 
stay before acting in any way that might be adverse to 
the debtor member’s interests. A person who willfully 
violates the automatic stay may be liable for damages, 
including costs and attorney’s fees, and in appropriate 
cases, punitive damages.86 Once the members have fi led 
such a motion, the court then must consider whether 
the operating agreement is an executory contract and 
whether the debtor member may continue to exercise 
the management powers with respect to its interest in 
the LLC by assuming the operating contract. 

Then, as the Allentown opinion indicates, a bank-
ruptcy court must carefully weigh the equities, on a 
case-by-case basis, before deciding whether an LLC 
member who becomes a debtor in possession may 
continue to exercise its management rights with respect 
to the LLC. Bankruptcy courts are courts of equity.87 
The U.S. Supreme Court has admonished bankruptcy 
courts to balance the interests of the affected parties in 
determining whether to allow the debtor in possession 
to assume or reject an executory contract.88 No matter 
which of the two tests (the hypothetical test or the actual 
test) is applied, it is hoped that in all cases in which a 
member of an LLC becomes a debtor in possession, the 
court presiding over the bankruptcy case will carefully 
weigh all of the equities and the interests of all the par-
ties, including the nondebtor members and the LLC, 
before allowing the bankrupt member to continue to 
exercise its management rights with respect to the LLC’s 
business or allowing the nondebtor members to dissolve 
the LLC or expel the debtor member.
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