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Debtor in Bankruptcy Retains Its Membership Interest in a Delaware LLC - 
Bankruptcy Code Trumps Conflicting Provision of the Delaware LLC Act 
January 24, 2024 

The Bankruptcy Court for the Southern District of Texas (the “Bankruptcy Court”) recently issued a decision 
in In re Envision Healthcare holding that a debtor did not forfeit its rights (including voting and managerial 
rights) in a Delaware limited liability company (an “LLC”) by filing for bankruptcy, notwithstanding the  
fact that Delaware state law terminates a person’s membership interest in an LLC upon the  
member’s bankruptcy.1 
 
Section 18-304 of the Delaware Limited Liability Company Act (the “Act”) provides that a person ceases to 
be a member of an LLC when that person commences a voluntary bankruptcy case.2 Section 541 of the 
Bankruptcy Code provides that all of a debtor’s legal and equitable interests in property becomes property 
of the debtor’s estate upon the commencement of a bankruptcy case, notwithstanding any provision in an 
agreement or applicable nonbankruptcy law that effects a forfeiture, modification or termination of a debtor’s 
interest in property in the event of the commencement of a bankruptcy case.3  
 
The Bankruptcy Court addressed the conflicting provisions between Delaware state law and the Bankruptcy 
Code and held that “Section 18-304 of the Act directly conflicts with, and must give way to, Section 541 of 
the Bankruptcy Code.”4  

Background 

AmSurg Holdings, LLC, one of the debtors in the Envision proceeding, commenced its bankruptcy case in May 2023. 
At the time of the bankruptcy filing, AmSurg held a 25% interest in a Delaware LLC, which granted it managerial and 
voting rights in the LLC. In August 2023, relying on Section 18-304 of the Act, the other two members of the LLC 
amended the LLC’s operating agreement without AmSurg’s vote to strip AmSurg of its voting and related managerial 
rights.  

AmSurg brought a motion in September 2023 to enforce the automatic stay under Section 362 of the Bankruptcy 
Code, arguing that the actions of the other two members of the LLC to divest AmSurg of its managerial and voting 
rights constituted an improper attempt to control property of the estate.  

The Envision Decision 

The Bankruptcy Court in Envision noted that although some courts looking at the interplay between section 541 of the 
Bankruptcy Code and state law provisions, such as Section 18-304 of the Act, made a distinction between economic 
rights and other rights, the Bankruptcy Court did not need to opine on that issue as such a distinction was not 
meaningful in the context of the creation of a bankruptcy estate.5 The simple issue for the Bankruptcy Court was 
whether all of the debtor’s rights, including its voting and managerial interests in the LLC, became estate property.  

Because an estate is automatically and immediately created upon a bankruptcy filing under federal bankruptcy law, 
the Bankruptcy Court found that there was “no metaphysical moment in time for state law to alter or modify any 
prepetition legal rights between the filing of the petition and creation of the estate.”6 Accordingly, the Bankruptcy Court 
voided the August 2023 amendment of the LLC’s operating agreement, stating that “[t]his decision clarifies that a 
member of a Delaware LLC who starts a bankruptcy case keeps all legal and equitable interest in the LLC that it held 
as of the commencement of the case.”7  
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Ipso Facto Provisions and Conflicting Case Law 

Section 18-304 of the Act is not an unusual provision, and many other states have similar statutory provisions.8 Such 
provisions represent a default rule that terminates a member’s interest in an LLC upon the member’s bankruptcy 
filing. The rationale for this default rule is based on the public policy view that, absent a contractual provision to the 
contrary, solvent members of an LLC should not be forced into relationships with a bankruptcy trustee or other parties 
they did not choose that result from the bankruptcy of one of their chosen co-investors.9 

The conflict between state law ipso facto provisions terminating a member’s interest in an LLC upon the member’s 
bankruptcy filing and the Bankruptcy Code’s prohibition against such provisions have generated many disputes and 
conflicting decisions. Some courts, like the Bankruptcy Court in Envision, have held that a member’s bankruptcy filing 
does not terminate its LLC membership interests. Those courts have ruled that all of a member’s rights in an LLC 
(including voting and managerial rights) become property of the debtor’s estate, and any attempt to modify or 
terminate such rights violates the automatic stay.10 

Other courts, including the Delaware Court of Chancery, have made a distinction between economic and other rights 
in an LLC and concluded that a once a member of an LLC files for bankruptcy, it loses whatever voting or managerial 
rights it had but retains certain economic rights.11 

Many of the cases that make the distinction between economic and other rights in an LLC also look at the issue of 
whether an LLC’s operating agreement is an executory contract or not. If the operating agreement is determined not 
to be an executory contract, then those courts apply Section 541 of the Bankruptcy Code and generally find that 
statutory or contractual ipso facto provisions are not enforceable. But if an operating agreement is determined to be 
an executory contract, then such courts find that Section 365 of the Bankruptcy Code, which deals with executory 
contracts and unexpired leases, governs the debtor’s rights related to its membership interests rather than Section 
541 of the Bankruptcy Code. And because Section 365(c) and (e) of the Bankruptcy Code provide for certain 
restrictions on assumption and assignment of executory contracts (e.g. for personal services contracts), analysis of 
the issue under Section 365 of the Bankruptcy Code often results in a finding that a member’s bankruptcy filings 
divests the member of its voting and governance rights in an LLC, leaving it with only economic rights.12 

Finally, some courts have held that the protection afforded by the Bankruptcy Code’s prohibition against ipso facto 
provisions are lost after a bankruptcy case is dismissed and ipso facto provisions are enforceable outside of 
bankruptcy.13 

Conclusion 

The Envision decision addresses the question of what constitutes the property of the debtor’s estate under Section 
541 of the Bankruptcy Code and whether Delaware state law provision that terminates a member’s interest in an LLC 
upon the member’s bankruptcy filing is preempted by federal bankruptcy law. Although courts looking at similar 
conflicts between statutory ipso facto provisions and the Bankruptcy Code have generated conflicting decisions, the 
Envision decision makes it clear that Section 541 of the Bankruptcy Code preempts Section 18-304 of the Act and 
any attempts to amend an LLC’s operating agreement to divest a debtor of any of its rights violates the automatic 
stay.14 

For More Information 

We are available at any time to answer questions, discuss scenarios, and provide guidance. Please do not hesitate to 
reach out to us with any questions or concerns.  

Larry G. Halperin  Joon P. Hong  
New York New York  
212.655.2571  212.655.2537  
halperin@chapman.com joonhong@chapman.com 
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