SUCCESSOR LIABILITY AND

CONSTRUCTION DEFECT CLAIMS
By Eric S. Hayes
Evaluating successor liability is common when handling construction defect claims.  Construction companies are commonly bought, sold and/or dissolved making successor liability a common issue.  When one corporation purchases another corporation, the doctrine of successor liability determines the distribution of tort liability.  This article briefly addresses successor liability and the requirements of how to establish or defend against a claim of successor liability.   
Successor liability is a fictional tool that courts derived from common law.  See 112 A.L.R.5th 113 (2003).  The rule operates to extinguish liability between a selling company and its purchaser.  Many state and federal courts, including those in Minnesota, have routinely applied the doctrine to commercial cases.  
In Minnesota, a successor company is generally not liable for the debts of its predecessor.  See J.F. Anderson Lumber Co. v. Myers, 296 Minn. 33, 37, 206 N.W.2d 365, 368 (1973) (“The general rule is that where one company sells or otherwise transfers all its assets to another company, the purchasing company is not liable for the debts and liabilities of the transferor.”). The exceptions to this rule are:
1) 
Where the purchaser expressly or impliedly agrees to assume such debts; 
2) 
Where the transaction amounts to a consolidation or merger of the corporation; 
3)
Where the purchasing corporation is merely a continuation of the selling corporation; and 
4) 
Where the transaction is entered into fraudulently in order to escape liability for such debts.
Minnesota statute mirrors this general rule.  Minn. Stat. §302A.661, subd. 4 succinctly sets out the law in Minnesota regarding transferee liability. The section provides that "[t]he transferee is liable for the debts, obligations, and liabilities of the transferor only to the extent provided in the contract or agreement between the transferee and the transferor or to the extent provided by this chapter or other statutes of this state." See Minn. Stat. §302A.661, subd 4.  
There are four general exceptions to the general rule that a successor company is no liable for the debts of its predecessor.  Each exception is discussed below.  

Exception 1: Purchaser Agrees to Assume Debts.
This exception applies in situations where the purchasing company either explicitly or implicitly agrees to assume the debts or other liabilities of the seller.  It rarely presents a problem because the purchase agreement usually speaks to the issue.  For example, in a construction defect case I recently handled, a son purchased his father’s construction business when his father wanted to retire.  The purchase agreement, on its face, determined what debts or other liabilities the son had assumed.  

The first step in determining whether successor liability exists is to obtain a copy of the purchase agreement from the appropriate entity.  The purchase agreement will state exactly which assets are purchased and which debts are assumed.  

Obviously, the issue becomes far more complicated if the purchase agreement is silent on which debts and/or liabilities are assumed.  Implied agreements to assume liabilities have been found when the buyer agrees to “pay, perform, and discharge all debts, obligations, contracts and liabilities” of the seller.  See Kessinger v. Grafco, Inc., 875 F2d 145 (7th Cir. 1989).  Courts may also hold that the successor accepted liability for a predecessor’s debts when, for example, that company honors a warranty.  
Exception 2: Consolidation or Merger.  

Minnesota has applied a multi-factor analysis, endorsed by the Federal Courts, in determining whether a de facto merger has occurred that could subject the transferee to successor liability in an asset acquisition: 
1)
Whether there is a continuation of the enterprise of the selling corporation, so that there is a continuity of management, personnel and general business operations; 

2) Whether there is a continuity of shareholders that results from the purchasing corporation paying for the acquired assets with shares of its own stock; 

3) Whether the selling corporation ceases its ordinary business operations, liquidates, and dissolves as soon as legally and practically as possible; and

4) Whether the purchasing corporation assumed the obligations of the selling corporation ordinarily necessary for the continuation of normal business operations.  
No single factor in this multi-factor analysis is dispositive, but continuity of shareholders (item 2) must be present.  Gamradt v. Federal Labs., Inc., 380 F.3rd416 (Minn. 2004).  If a court determines that a de facto merger exists, then the acquiring company would be liable for all of the liabilities and obligations of the transferor, regardless of the language in the purchase agreement.  
Exception 3: Mere Continuation. 

This is likely the most applicable exception when analyzing construction defect claims and liability for them.  This exception is aimed at owners/directors who may dissolve one company and begin another to avoid debts and liabilities.  Thus, it usually requires continuity of ownership, cessation of ordinary business by the predecessor, assumption by the successor of liabilities ordinarily necessary for the continuation of the predecessor’s business and the continuity of management, personnel and general business operations.   Cyr v. Bo. Offen & Co., 501 F.2d 1145 (1st Cir. 1974).  
This exception applies in situations where the purchasing corporation is merely a continuation of the selling corporation.  When courts consider whether to apply this exception, they consider the continuity of ownership or corporate structure between the seller and buyer.  Arguing that this exception applies is easier when the purchaser uses the seller’s name, location and employees. 
Exception 4: Fraud.

The fraudulent transfer exception arises when a transaction is fraudulently entered in an attempt to evade liability for actual or potential debts.  This exception applies when a successor corporation purchases the assets for inadequate or nonexistent consideration.  The exception was created to prevent entities from changing their corporate form to escape liability.    

In order to examine whether this exception applies, you should serve written discovery requests on the party claiming to be released from liability.  The interrogatories should focus on the organization of the company, ownership of the company and the alleged sale or dissolution.  Once this information is obtained, a deposition may be necessary to further examine the issue.  
Conclusion

Our firm has seen a rise in the number of cases where successor liability is an issue.  Construction companies are frequently dissolved or sold in an effort to avoid liability for construction defect claims.  When this occurs, it is important to conduct discovery in an effort to determine if an exception to the general rule of non-liability applies.  Often times, legal counsel familiar with the issues should be consulted to determine whether successor liability exists.  
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