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New Remedies for LLC Members

Oppression and Fiduciary Duties Under
the Revised Uniform Limited Liability Company Act

by Andrea J. Sullivan and Steven B. Gladis

ow that the Revised Uniform Limited Lia-

bility Company Act' has replaced the

New Jersey Limited Liability Company

Act® as the sole statutory authority gov-

erning the rights and responsibilities of

limited liability companies (LLCs) and
their members,® it will provide chancery litigators with new
tools and clearer guidance in representing and counseling
aggrieved LLC members.

Perhaps most importantly, the revised act goes beyond its
predecessor in specifically recognizing a cause of action for
oppression and granting courts broad discretion to employ a
variety of equitable remedies, up to and including dissolution
of the LLC, to remedy such oppression. The revised act also
goes further than its predecessor in expressly defining the
fiduciary duties members owe to an LLC, and to one another,
while still leaving members with the flexibility to modify
those duties that is one of the hallmarks of the LLC form.

Oppressed Minority Members Under the Revised Act

While the original act permitted a court to dissolve an LLC
upon a finding that it “is not reasonably practicable to carry
on the business in conformity with an operating agreement,”*
it did not provide any judicial remedy for situations where
controlling members’ oppressive conduct may harm minority
members even while the company is still able to carry on its
business. Indeed, courts specifically rejected claims of oppres-
sion by minority LLC members because the statute did not
provide them with rights similar to those available under the
oppressed minority shareholder statute.

The revised act, on the other hand, specifically permits a
court to order dissolution of an LLC “on the grounds that the
managers or those members in control of the company: (a) have
acted, are acting, or will act in a manner that is illegal or fraud-
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ulent; or (b) have acted or are acting in a manner that is oppres-
sive and was, is, or will be directly harmful to the applicant.”®
Although this language, taken from the model uniform
statute, is not quite identical to the “oppression” provision of
the oppressed minority shareholder statute,” courts will
almost certainly look to the existing law governing sharehold-
er oppression to give substance to the revised act’s oppression

The revised act...specifically permits
a court to order dissolution of an LLC
“on the grounds that the managers
or those members in control of the
company: (a) have acted, are acting,

or will act in a manner that is illegal
or fraudulent; or (b) have acted or are
acting in a manner that is oppressive
and was, is, or will be directly harmful
to the applicant.”

provision. Therefore, an oppressed LLC member will have a
cause of action when the controlling members engage in: 1)
illegal conduct, 2) fraudulent conduct, or 3) unfair conduct
that frustrates the minority member’s reasonable expecta-
tions.*

Dissolution is not the only remedy available te an
oppressed member.” Indeed, the revised act goes beyond the
model uniform act on which it is based by specifically describ-
ing certain equitable remedies available to oppressed mem-
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bers, which are similar to the remedies
available under the oppressed minority
shareholder statute. For example, the
revised act provides that “[tlhe court
shall appoint a custodian or one or
more provisional managers if it appears
to the court that such an appointment
may be in the best interests of the limit-
ed liability company and its mem-
bers.”t

The revised act also permits a court to
order a buy-out to remedy oppression:
“The court may...order the sale of all
interests held by a member who is a
party to the proceeding to either the
limited liability company or any other
member who is a party to the proceed-
ing, if the court determines in its discre-
tion that such an order would be fair
and equitable to all parties under all of
the circumstances of the case.”" This
buy-out remedy is substantively identi-
cal to the buy-out remedy available
under the oppressed minority share-
holder statute.” Therefore, although the
revised act does not provide any further
guidance regarding valuation or the
mechanics of such a buy-out, courts will
likely look to the oppressed minority
shareholder statute, and cases decided
under it, for guidance.™

One issue that is not resolved by the
text of the statute is retroactivity: Can a
minority member seek remedies for
oppression that occurred before the
effective date of the revised act?

Since oppression is often an ongoing
series of acts, rather than a single, isolat-
ed incident, this may not be a concern
in many cases where the oppressive con-
duct continues after the effective date of
the revised act. However, in situations
where the alleged oppressive conduct
occurred only before the revised act
took effect, defendants may have an
argument to avoid liability. Generally,
New Jersey courts favor prospective
application of statutes and will apply
statutes retroactively only in very nar-
row circumstances, such as when the
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Legislature expressly provides for
tetroactivity.” Therefore, in appropriate
circumstances, a court may find alleged
oppressive conduct that solely predates
the effective date of the revised act falls
outside the scope of the revised act’s
oppression temedy, although no court
has vet had occasion to address the
issue.

The oppression cause of action, and
the remedies available under it, were
not available under the original act, and
will open new paths for minority LLC
members to seek relief when controlling
members engage in unfair conduet that
does not necessarily render the business

completely unable to function.

Fiduciary Duties Under
the Revised Act

The revised act also provides addi-
tional clarity by more specifically set-
ting forth the fiduciary duties—especial-
ly the duty of loyalty—members owe to
the LLC and to one another.

Where the original act did not define
the scope of the duty of loyalty, the
revised act specifically explains that the
duty of loyalty

includes the duties:

(1) to account to the company and
to hold as trustee for it any property,
profit, or benefit derived by the mem-
her: (a) in the conduct or winding up
of the company's activities; (b) from a
use by the member of the company’s
property; or (c) from the appropriation
of a company opportunity;

(2) to refrain from dealing with the
company in the conduct or winding up
of the company’s activities as or on
behalf of a person having an interest
adverse to the company; and

(3) to refrain from competing with
the company in the conduct of the
company's activities before the dissolu-

tion of the company.™

In particular, the revised act’s default

rule is far more restrictive with regard to
self-dealing than its predecessor. The
original act explicitly removed any pro-
hibition on interested-party transac-
tions, providing that:

a member or manager may lend
money to, borrow money from, act as
a surety, guarantor or endorser for,
guarantee or assume one or more spe-
cific obligations of, provide collateral
for, and transact other business with a
limited liability company and, subject
to other applicable law, has the same
rights and obligations with respect to
any such matter as a person who is not

a member or manager.'®

The revised act, on the other hand,
specifically prohibits self-dealing.'”
However, the harshness of this prohibi-
tion is mitigated by the fact that fairness
to the LLC is a defense to any claim of
self-dealing."

Regarding the duty of care, the
revised act is consistent with its prede-
cessor in requiring only that members
or managers “refrain from engaging in
grossly negligent or reckless conduct,
intentional misconduct, or a knowing
violation of law.””

Importantly, the revised act also clar-
ifies that members in a member-man-
aged LLC owe fiduciary duties not only
to the entity, but also to one another.®
The original act, on the other hand, did
not address this issue, and courts had
suggested that only managing members
owed fiduciary duties to other members,
while non-managing members did not
owe such duties to other members.*

Thus, the revised act’s more clearly
defined fiduciary duties, and the fact
that members in a member-managed
LLC expressly owe these duties to one
another, regardless of how management
authority is distributed, will provide
additional avenues for an aggrieved
member to seek redress. At the same
time, however, a member’s right to sue
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personally for breach of fiduciary duty is
still limited by the requirement that, to
state a direct action rather than a deriv-
ative action, the aggrieved member
must “plead and prove an actual or
threatened injury that is not solely the
result of an injury suffered or threatened
to be suffered by the limited liability
company.”?

Contractual Modification of Fiduciary
Duties Under the Revised Act

Although the revised act imposes
more robust fiduciary duties than its
predecessor, it still leaves members a
substantial amount of the flexibility
that is central to the LLC form. As with
most aspects of LLC governance, the
fiduciary duties set forth in the revised
act are merely default rules and the
members may, through their operating
agreement, substantially modify or
eliminate their duties.

For example, the revised act permits
an operating agreement, “if not mani-
festly unreasonable,” to “alter the duty
of care, except to authorize intentional
misconduct or knowing violation of
law.”# That means an LLC may exoner-
ate its members or managers from gross-
ly negligent or reckless breaches of the
duty of care.

Likewise, “if not manifestly unrea-
sonable, an operating agreement may”

restrict or eliminate any aspect of the

default duties of loyalty established by
the revised act, discussed above.** The
operating agreement also may, so long
as not manifestly unreasonable, “identi-
fy specific types or categories of activi-
ties that do not violate the duty of loy-
alty,”® or “specify the method by which
a specific act or transaction that would
otherwise violate the duty of loyalty
may be authorized or ratified by one or
more disinterested and independent
persons after full disclosure of all mate-
rial facts.”* And, even if the operating
agreement does mnot prospectively
authorize an act that would otherwise
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violate the duty of loyalty, the members
may retrospectively “authorize or ratify,
after full disclosure of all material facts,
a specific act or transaction that other-
wise would violate the duty of loyalty.”#

In each instance, members’ rights to
absolve breaches of the fiduciary duties
through their operating agreement are
subject to the requirement that such
exculpatory provisions not be “mani-
festly unreasonable.” Therefore, even
where an operating agreement purports
to restrict or eliminate members’ duties,
an aggrieved member may still chal-
lenge those restrictions as manifestly
unreasonable. However, the revised act
sets a high bar for such a challenge.

In deciding whether a term is mani-
festly unreasonable, a court must “make
its determination as of the time the
challenged term became part of the
operating agreement and by considering
only circumstances existing at that
time.””® A court may only invalidate a
provision as manifestly unreasonable
“if, in light of the purposes and activi-
ties of the limited liability company, it is
readily apparent that: (a) the objective
of the term is unreasonable; or (b) the
term is an unreasonable means to
achieve the provision’s objective.”?
Given this restrictive standard of review,
manifestly unreasonable challenges will
likely be a narrow avenue of relief for lit-
igants whose operating agreements bar
fiduciary-duty claims.

Conclusion

These provisions of the revised act
illustrate one of the fundamental ten-
sions in LLC law: Preserving the flexibil-
ity that has made the LLC form so pop-
ular  while  protecting  against
overreaching by controlling members.
In balancing those interests, the revised
act goes further than its predecessor in
protecting minority members, including
by recognizing a cause of action for
oppression and by setting out more

robust default standards of fiduciary

duty. These new provisions of the
revised act will provide new tools, and
new challenges, for chancery practition-
ers representing LLCs and their mem-
bers. &2
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