
 When law firms combine, usually 
a financially stronger firm takes 
over a weaker one. And when 
the law practice of the acquired 

firm is valuable, it is generally because poor 
management by its control group has put it in 
extremis. A merger between unequals gives the 
acquiring firm plenty of reason to paper the 
transaction to avoid the debts of the old firm. 
The old firm having been put in extremis, its 
current partners’ incentive is to bargain for 
their own futures, with little incentive to look 
out for former partners who are owed capital, 
or retired partners who are owed pensions.

  The stronger firm can thus get the 
underlying practice that took years to build, 
a functioning law office in a city where it wants 
to establish or expand, and the benefit of an 
income stream that will go on for years; but 
avoid pesky liabilities, in particular those to 
former partners.

  In the corporate context, the doctrine of 
de facto merger has been increasingly used 
to prevent the avoidance of just debts by the 
clever papering of business combinations. 
In the last few years, the de facto merger 
doctrine has reached law firm combinations. 
With all the merging going on these days, 
it will likely be invoked with increasing 
frequency in the near future. The underlying 
realities of the transaction will qualify 
many law firm combinations for “de facto 
merger” treatment.

  De Factor Merger Exception

  The normal rule is that a purchaser of assets-
only is not obligated for the liabilities of the 
old firm. 1  However, that rule is subject to four 
common-law exceptions, the one most pertinent 
to law firm combinations being the doctrine of 
de facto merger. 2  Another exception, called the 
“mere continuation” rule, sounds like it might 

apply, but is actually reserved for situations 
where the old firm is extinguished. 3  If a 
firm-in-dissolution survives, as often occurs in 
law firm combinations, the mere continuation 
rule is not applicable. 4 

  The leading recent New York case setting 
out the requirements for de facto merger is 
 Fitzgerald v. Fahnestock & Co. , 5  which lists 
four factors:

  • continuity of ownership; 
  •cessation of ordinary business and 

dissolution of the acquired corporation as 
soon as possible; 

  • assumption by the successor of the liabilities 
ordinarily necessary for the uninterrupted 
continuation of the business of the acquired 
corporation; and 

  • continuity of management, personnel, 
phy s i ca l  l oca t i on ,  a s s e t s  and  gene ra l 
business operation. 

   Fahnestock  also ruled that “[n]ot all of these 
elements are necessary to find a de facto merger.” 
That principle is by far the most important, 
and leaves open the question of how much is 
enough. However, “continuity of ownership” 
takes first place. In 2003, the Second Circuit 
construed  Fahnestock  to require the presence 
of “continuity of ownership,” finding that to 

be “the essence of a merger.”  Cargo Partner 
AG v. Albatrans , Inc. 6  

  The first reported New York case applying 
de facto merger to law firms appears to be 
 Woodson v. American Transit Ins. Co ., which 
concerned a malpractice claim. 7  In a brief 
decision, the First Department found that a 
malpractice plaintiff had adequately stated a 
claim under de facto merger, where the “new” 
law firm had the same offices, phones, etc., as 
the old, was substituted in all pending cases, 
was also “house counsel” for the same insurer, 
and had the same managing partner, who was 
at all times an employee of the insurer.

  The “new” firm’s insistence that the old firm 
still existed as an entity, even though it no 
longer practiced law, was unavailing. (If the 
old firm had actually disappeared, the “mere 
continuation” doctrine would have applied.) To 
date,  Woodson  is the only New York appellate 
decision considering de facto merger of 
law firms.

  Last winter, an unreported Supreme Court 
decision,  Zito v. Fischbein Badillo Wagner 
Harding , 8  upheld the application of de facto 
merger, at least so as to allow amendment 
to add the acquiring firm as successor. The 
plaintiff alleged that a large number of the 
old firm’s lawyers now were employed at the 
acquiring firm, including 18 partners, and that 
the acquiring firm practiced out of the same 
offices. The acquiring firm’s counter-assertions 
were unavailing, i.e., that it now had its own 
lease on the offices, that it had not assumed 
liabilities or bought assets, that the old firm 
continued to exist and collected receivables, 
and that its management was different. 

  In  Zito , the acquiring firm was allowed to be 
added as a defendant, subject to discovery on, 
among other things, “continuity of ownership 
and management, the transfer of assets, if any, 
and the continued existence of [the old firm] 
as a going concern.” The plaintiff was a former 
partner who asserted contract claims, and the 
decision thus brought de facto merger liability 
to such claims.

  Jeffrey A. Jannuzzo,   a solo practitioner, 
concentrates on partnership disputes.   
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  An Analysis

  Analysis of the four factors above suggests 
that quite a few law firm combinations will be 
subject to de facto merger treatment.

   1. Ownership.  The paramount factor of 
“continuity of ownership” should be easily 
satisfied in most cases. In the corporate context, 
just paying the stockholders of the old firm 
with the stock of the acquiring firm establishes 
continuity of ownership: “The classic example 
of a de facto merger is a transaction in which 
the purchasing corporation pays for the acquired 
assets with shares of its own stock.” 9  The 
doctrine looks to “continuity” of ownership, 
not “uniformity” of ownership, and disregards 
matters of form. 10 

  In a partnership, of course, neither the 
old firm nor the acquiring firm have stock 
or stockholders. A partnership is owned by 
its partners, and the “stock” of a partnership 
is the partnership interests of the members. 
In any law firm combination, the gist of 
the deal is that the partners of the old firm 
transfer their ownership interest in return for 
partnerships in the new, since that is the only 
way the acquiring firm can get its hands on 
the underlying practice and office which are 
the reason for the transaction. 

  Giving partnerships in the acquiring firm to 
the partners of the old firm is the functional 
equivalent of giving them stock. It allows 
the partners to keep their interest in the old 
firm’s real asset—its client base—through their 
partnerships in the new firm, and that is the 
essence of continuity of ownership. 11  The 
paramount factor of “continuity of ownership” 
should be satisfied in virtually every law 
firm combination. 

   2. Cessation.  The second factor of “cessation 
of ordinary business and dissolution” of the old 
firm is also likely present in virtually every 
case. The whole point of the transaction is 
that the old law firm ceases to do business 
as a law firm, and thereafter engages only in 
winding up, which is the statutory definition 
of dissolution. 12  

   3. Assumption.  The importance of 
assumption of liabilities necessary to run the 
business was limited by  New York City Asbestos 
Litig. v. A.W. Chesterton Co. , 13  which held that 
it and the next factor, continuity of operational 
aspects, were not by themselves enough to 
establish de facto merger. 

  However, this test is likely to be satisfied in 
every law firm combination where an office 
is taken over, for the acquiring firm will 
necessarily have to make arrangements for 
the lease on that office. In  Zito , the practical 
takeover of the office lease was noted, and 
the “new lease” defense was found unavailing. 
This was sound. Even if the acquiring firm 
has made a new lease, it is hard to avoid the 

logic that by doing so, it has either in whole 
or in part relieved the old firm of that critical 
obligation. Even if the old firm partners remain 
liable, the practical reality is that the landlord 
will look to the acquiring firm to make the 
monthly payments. 

  Similarly, the acquiring firm will usually have 
undertaken enough obligations to the rank and 
file personnel necessary to run the practice to 
keep them from deserting. At least in some 
measure therefore, the third factor is likely to 
be present in most law firm combinations.

   4. Operation.  The fourth factor considers 
the continuity of “management, personnel, 
physical location, assets and general business 
operation.” In a law firm combination, nearly 
all of those factors will be present. The point of 
the deal is to transfer personnel, after all, and 
most of the rank-and-file employees necessary 
to operate the law practice will come over. 
The chiefs of the old firm often bargain for 
management positions in the new one. Where 
an out-of-state firm buys into the local market, 
a major purpose will often be to preserve the 
physical location, and take advantage of the old 
firm’s built-out space and long-term lease. 

  As to “assets,” the importance of the old 
firm’s desks and computers pales beside the one 
true asset that the acquiring firm nearly always 
hungers for: the law practice of the old firm. 
There will always be more good lawyers than 
there are good clients, and the most valuable 
asset any law firm ever has is its goodwill, 
i.e., its client base. 14  In virtually every law 
firm combination, the essence of the deal is 
the en masse transfer of the old firm’s most 
important asset, the clients and pending cases, 
by reason of the partnerships offered to the old 
firm’s members. 

  Thus, in virtually every law firm combination, 
many or all of the four factors for “de facto 
merger” treatment are likely to be present. 
The recent cases applying the common-law 
exception to law firm combinations bode 
well for the people who are most often hurt 
when law firms combine: former partners who 
are owed money by the old firm, and retired 
partners who performed their services for many 
years in return for the right to a pension from 
the firm they helped build.
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  A merger between 
unequals gives

the acquiring firm
plenty of reason

to paper the transaction to 
avoid the debts
of the old firm.

  xxx           xxxxxxxx 
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