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DO ALL MEMBERS OF A MEMBER-MANAGED LLC HAVE FIDUCIARY DUTIES, 
EVEN WHEN ONLY ONE MEMBER ACTS AS THE MANAGING MEMBER? 

 
Gianfranco A. Pietrafesa, Esq. 

Archer & Greiner, P.C. 
Hackensack, NJ  

 
Marcus v. Antell 2018 WL 4849375 (N.Y. Sup. Ct. October 3, 2018)  
•  Marcus and Antell were 50/50 members of a NY LLC.  Marcus managed the LLC.  Their relationship deteriorated and Antell sought to buy-out Marcus’s interest in the LLC.  Marcus alleged that Antell took certain actions to oust him from the LLC instead of buying him out for fair value.    
•  Marcus sued claiming Antell breached his fiduciary duties. In response, Antell argued that Marcus was the managing member of the LLC and that, as a matter of law, only Marcus as the managing member had fiduciary duties.    
•  Antell moved for summary judgment seeking the dismissal of Marcus’s claims for breach of fiduciary duties.  Marcus opposed the motion arguing that the operating agreement provided that all members were to manage the LLC and that, therefore, Antell had fiduciary duties.  
•  NY LLC statute provides:    

o “If management of [an LLC] is vested in its members, then ... any such member shall have and be subject to all of the duties and liabilities of a manager provided in this chapter.”  NY LLC § 401(b).    
o “A manager shall perform his or her duties as a manager … in good faith and with that degree of care that an ordinarily prudent person in a like position would use under similar circumstances.”  NY LLC § 409(a).  

•  The operating agreement provided:  “The authority to establish the overall business policy and direction of the LLC shall be vested in the Members, with all actions requiring the unanimous consent of the Members.”  
•  HOLDING:  In light of the LLC statute and the operating agreement, both Marcus and Antell were managing members, and Antell had fiduciary duties to Marcus regardless of whether or not he was active in managing the LLC.  Antell’s motion for summary judgment was denied.  
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A. Would the result be similar in New Jersey? Yes. 
 
•  A NJ LLC is member-managed unless the operating provides otherwise.  N.J.S.A. 42:2C-37(a).  In a member-managed LLC, management is vested in the members and each member has equal rights to manage the LLC.  N.J.S.A. 42:2C-37(b).  
•  Members of a member-managed LLC owe fiduciary duties of loyalty and care to the LLC and its other members.  N.J.S.A. 42:2C-39(a).  Such fiduciary duties are described in the statute at N.J.S.A. 42:2C-39(b) & (c).    

B. Drafting to avoid or mitigate such a result. 
 
•  In your operating agreement, elect to be a manager-managed LLC and appoint a member to serve as the manager.  N.J.S.A. 42:2C-37(c).  In a manager-managed LLC, the members do not have fiduciary duties.  N.J.S.A. 42:2C-39(i).  
•  In your operating agreement for a member-managed LLC, eliminate some or all fiduciary duties.  N.J.S.A. 42:2C-11(b)(4) & -11(d)(1).    

o Would a court impose common law fiduciary duties?   
o Would it do so even in light of an operating agreement eliminating all fiduciary duties?  

•  In your operating agreement for a member-managed LLC, designate a member to manage the LLC and eliminate fiduciary duties of the other members.  N.J.S.A. 42:2C-11(f).  
o “To the extent the operating agreement of a member-managed limited liability company expressly relieves a member of a responsibility that the member would otherwise have under this act and imposes the responsibility on one or more other members, the operating agreement may, to the benefit of the member that the operating agreement relieves of the responsibility, also eliminate or limit any fiduciary duty that would have pertained to the responsibility.”  N.J.S.A. 42:2C-11(f).    
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THE CONSEQUENCES OF FAILING TO COMPLY WITH THE 
REQUIREMENTS OF AN LLC OPERATING AGREEMENT 

Wendy F. Klein, Esq. 
Cole Schotz P.C. 
Hackensack, NJ 

 
1. Can a contract be found unenforceable for failing to comply with a party’s LLC 

agreement? 
 
CompoSecure, L.L.C. v. CardUX, LLC  
2018 WL 5816740 (Del. Sup. Ct. 2018) 
 
•  CompoSecure and CardUX were related entities.  CardUX had been formed by an individual who became a member of CompoSecure’s Board.  
•  CompoSecure, which manufactures and sells metal and composite credit cards, entered into a very generous Sales Agreement with CardUX, under which CompoSecure would pay CardUX commissions for marketing services.  
•  Six months after entering the Sales Agreement, CardUX secured a lucrative deal for CompoSecure with Amazon which would earn CardUX a hefty commission.  
•  CompoSecure refused to pay the commissions to CardUX and asserted that the Sales Agreement had not been properly authorized under two provisions of the CompoSecure LLC Agreement, the Related Party provision and the Restricted Activities provision.  
•  The Related Parties provision permitted transactions between CompoSecure and affiliates of its Board members, but only if the transaction was approved by the Board, as well as certain defined investors and stockholders.    
•  The Restricted Activities provision stated that if CompoSecure entered into any contract requiring it to expend in excess of $500,000 during the fiscal year, without the approval of the Board and certain defined investors and stockholders, the action would be void   
•  CompoSecure brought a declaratory judgment action alleging the Sales Agreement was invalid, and CardUX countrclaimed for breach of contract.  The Chancery Court below awarded CardUX $17 million in past-due commissions, legal fees, and interest.  
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•  On CompoSecure’s appeal, the Delaware Supreme Court agreed the Sales Agreement was voidable under the Related Party provision because CompoSecure had not complied with the approval processes, and affirmed the trial court’s finding that it had been impliedly ratified.  
•  The Court, however, remanded to the Chancery Court to determine whether the Sales Agreement should have been declared void under the Restricted Activities Provision, for failure to obtain approvals, and not subject to implied ratification.   QUESTIONS RAISED:  
A. How can a party contracting with an LLC protect itself? 
 

•  Require representation in agreement that it has been duly authorized.   
o In the CompoSecure case, the Sales Agreement provided it had been duly authorized and constituted a valid and binding obligation, but in fact it had not been approved by the Board, the investors, or stockholders, as required by the Related Party and Restricted Activities Provisions; this false representation will likely be an issue if the agreement is voided on remand.  

•  Insist upon provision and review of LLC agreement to ensure the contract complies with its requirements.  
B. Should a related party like CardUX be entitled to any equitable relief given that 

it had access to the LLC Agreement and was in a position to know the requisite 
approvals had not been obtained? 

 
C. What if the law of the contract conflicts with the law of the LLC Agreement? 
 

•  In the CompoSecure case, the LLC was a Delaware LLC governed by Delaware law, but the Sales Agreement was governed by NJ law.  
D. What if the respective states’ laws were different with regard to an issue like 

implied ratification?  Which state’s law should control?    
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2. What if the members of an LLC fail to update the LLC’s certificate of valuation 
and a buy-out is required?   

Nimkoff v. Central Park Plaza Assocs, LLC 
Index No. 5307/09 (N.Y. Sup. Ct. 2018 (Nassau County) 
 
•  Plaintiff Nimkoff held a 3.6% member interest in Central Park Plaza Associates, LLC (“Plaza”) at the time of his death in 2004.  Plaza’s sole asset was a building in Plainview, NY. Its members were a group of medical doctors.    
•  Plaza’s LLC agreement required the LLC to buy a member’s interest at the time of his death based on the member’s percentage interest and the “Stated Value” of the entity.  It also required the Stated Value to be updated annually.  The agreement further provided that if the entity failed to re-determine the Stated Value in any year, then the last stated value would be controlling.    
•  Plaza’s LLC Stated Value was last updated in 2001 at a value of $2,750,000.  In 2008, Plaza sold the building for $7 million.  
•  Nimkoff’s Estate asserted, among other claims, that the LLC and its members breached the LLC agreement by failing to provide the Estate a 3.6% share of the sale proceeds and that the members and the management committee breached their fiduciary duties by failing to annually update the Stated Value and by acting in bad faith in calculating the buy-out of Nimkoff’s interests.  
•  Plaza asserted that the LLC Agreement did not require a Certificate of Stated Value to be executed annually since it provided that if the LLC failed to determine the stated value in any year, the last stated calculation would be controlling, and that there was no need to update the value in the years before Nimokoff’s death.  
•  Defendants moved twice for summary judgment and both times were denied, with the Court most recently finding that issues of fact remained regarding the reasonableness and good faith of defendants’ failure to update the stated value.         
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Namerow v. Pediatricare Assocs, LLC 
Docket No. C-273-17 (Chancery Div.: Bergen Cty, 2018, Judge Jerejian)  
•  Pediatricare Associates, LLC had an LLC agreement that provided for a buyout of an eligible retiring member’s interest at a stated “Company Value” based on a Certificate of Agreed Value, which was to be updated annually.  If the members failed to agree on a revaluation for more than two years, the LLC agreement provided the value would be the last agreed upon value, adjusted to reflect the increase or decrease in the “net worth” of the LLC, including collectible accounts receivable, since the last agreed value.  
•  Nameow announced his intention to retire in 2016 and the Certificate of Value was dated 2000, so the formula to adjust the value applied.  
•  The LLC agreement provided it could only be amended by a vote of 80% of the member interests.  
•  Plaintiff claimed that although the LLC agreement, including its “net worth” valuation formula had never been formally amended by a vote of the members, it had been amended by a course of conduct that valued the LLC on several occasions on a fair market value basis, which he contended should also be the value used for his buyout.  
•  The Court granted summary judgment dismissing Plaintiff’s claim that a “fair market valuation” methodology should be used for his buyout, and also dismissed Plaintiff’s claim that he was oppressed as a result of a “net worth” valuation or that the other members had breached their fiduciary duties by not using a fair market valuation methodology.  
•  When the case went to trial using the net worth valuation, there was a conflict between the valuation experts as to what was includable in net worth, with Plaintiff’s expert including intangible assets such as goodwill and valuing the LLC at between $5.6 and $6.75 million, and Defendants’ expert not including intangible assets and valuing it between $2.8 and $3.2 million.  The Court credited Defendants’ methodology and set the value at $3.2 million, resulting in an $805,779 buyout price for Plaintiff’s 25% member interest.        
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QUESTIONS RAISED:  
A. Are fixed values for buyouts workable? 
 

•  Fixed valuations are intended to provide certainty and avoid the cost of valuation professionals.  Members, however, just like the parties in Nimkoff, often fail to keep certificates of value updated.  
•  In Namerow, the methodology to which the members agreed in the event the Certificate of Stated Value was not updated (which it was not), did not accurately represent the true value of the LLC in Plaintiff’s view.  
•  LLCs that are obligated to update their certificates of value regularly should actually do so or build in a mechanism to have it automatically done each year.   

B. Is a valuation methodology or an agreement to delegate the valuation to an 
agreed person any more likely to avoid disputes?   

C. Are there situations where an LLC operating agreement can be amended by a 
course of conduct?  
•  Under NJ’s LLC Law, an “operating agreement” can be written, oral or implied, or any combination thereof. N.J.S.A. 42:2C-2.  
•  NJ law recognizes a contract can be amended by an explicit agreement to modify “or by the action and conduct of the parties as long as the intention to modify is mutual and clear.”  DeAngelis v. Rose, 320 N.J. Super. 263, 3280 (App. Div. 1999).  

D. If prior to the Namerow buyout, the members had used fair market value to 
value the consensual buyout of a member, would that constitute an amendment 
to the determination of value by course of conduct?         
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CONSEQUENCES OF MEMBER’S DEATH  
 

Stuart L. Pachman 
Brach Eichler L.L.C. 

Roseland, NJ  Murray and Sam were equal members of Tower, LLC, a two-member LLC that operated a hot sheet joint in a large New Jersey municipality.  For twenty years Murray and Sam spent equal time working the front desk and split the LLC’s profits equally.  There was no operating agreement.    When Sam died, (i) his Will left everything to Myrtle, his widow, and (ii) the share of revenue that Sam had regularly brought home from the LLC stopped.   Myrtle, Sam’s heir and the executrix of his estate, asked Murray why she was no longer receiving what Sam had been bringing home.  Murray’s response was that the LLC had to hire a new employee to work Sam’s shift on the desk and the new employee was being paid what had previously gone to Sam.   1. Myrtle consults a lawyer whose first reaction is to mutter “too bad the LLC isn’t a corporation.”  Why? 2. The lawyer explains that the LLC had no agreement providing for what was to happen upon the death of either member.  Consequently, under the statute’s default rules, although Sam’s estate and ultimately his heir have the right to receive distributions made by the LLC, all management decisions, including whether and when to make distributions and the amount thereof, rest solely with Murray.   The statute provides only the limited rights of a Transferee to Myrtle as Sam’s executrix and heir.  Is there any way to obtain relief for Myrtle?  
 

Pertinent New Jersey Statutory Sections N.J.S.A. 42:2C-46(f)(1) Dissociation on death  N.J.S.A. 42:2C-2  Definition of “Transferable interest” and “Transferee”  N.J.S.A. 42:2C-31(c)(3) Transferee not admitted to membership in the LLC without unanimous consent of other members N.J.S.A. 42:2C-42(a)(3)(a) Transferee not entitled to participate in management  & 42:2C-47(b)  N.J.S.A. 42:2C-42(a)(3)(b) Transferee has limited access to information  N.J.S.A. 42:2C-34(a) & (b) Right to receive share of distributions and limitations on that right  
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Out of State Cases 

•  An estate as transferee cannot sue to dissolve the LLC.   Faienza v. T-N-B-Marble-N-Granite, LLC, 2018 W.L. 1882686 (Conn. Super. Ct. 2018) (no operating agreement).  
•  SDC University Circle Developer, LLC v. Estate of Patrick Whitlow, 2019 W.L. 92791 (Ct. App. Ohio 2019) (interpretation of agreement).  
•  Estate of Calderwood v. ACE Group International LLC, 67 N.Y.S. 3d 589 (Sup. Ct. N.Y. 2017) (interpretation of agreement).  
•  Succession of McCalmont, 261 So. 3d 903 (La. App. 2018).  Executor and estate may be entitled to distributions but not entitled to the LLC’s records.  The court makes the following observation:  “We further note that the law as written allows for the creation of situations where an assignee [Transferee] of a deceased member’s rights, while due distributions, may never be able to see company records to ensure he is actually receiving those distributions in full, because remaining members can simply withhold records that would show what, if anything, may be owed.”  
•  Schauf v. Schauf, 247 So. 3d 172 (La. App. 2018).  An action to dissolve an LLC brought by a member who later dies may be continued by the member’s estate even though the estate was only an assignee.     
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DRAFTING ISSUES 
 

Stuart L. Pachman 
Brach Eichler L.L.C. 

Roseland, NJ  
1. Poor drafting resulting in personal liability   
VanWinkle v. Walker  
2018 WL 4043388 (Ct. App. Ky. 2018)  
•  Mary, Moe, and Jack come together in a lawyer’s office to form an LLC.  Their deal is “plain vanilla.” They will be the three members.  Each will put in an equal amount of capital; each will have one vote and a one-third equity interest; profits and losses will be shared, distributed, and allocated equally.   
•  A lawyer, a friend of each of them, forms the LLC and drafts an operating agreement that includes the following provision: “The profits and liabilities of the Company shall be divided 1/3 Mary, 1/3 Moe, and 1/3 Jack.”    
•  A year or so later, when the LLC is unable to meet its expenses, Mary and Moe deposit money into the LLC’s account to enable it to pay its creditors. Jack declines to do so.  Mary and Moe file an action seeking a declaration of their rights.  The court orders Jack to pay $87,500 as his share of the LLC’s liabilities.    
•  Jack appeals claiming that the LLC governing statute provides him corporate-like limited liability and thus immunity from personal liability.  Is Jack correct?      
2. Amendment of operating agreement to cause harm  
Yu v. Guard Hill Estates, LLC.   
(NY Sup. Ct., Manhattan Commercial Division, Sept. 28, 2018) (The third of three opinions in the dispute)   
•  The lawyer, copying from a form, had included in the “boilerplate” at the end of the operating agreement a provision that the agreement could be amended by majority vote.    
•  Mary and Moe, now thoroughly fed up with Jack and well aware that Jack cannot afford to meet a capital call, amend the operating agreement to authorize the members, by majority vote, to make capital calls providing for “foreclosure” (forfeiture?) of a member’s interest for failure to meet a capital call.    
•  Jack files a Complaint claiming the amendment was adopted in bad faith solely for the purpose of depriving him of his ownership interest in the LLC.  Mary and Moe move to 
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dismiss claiming they acted pursuant to the clear terms of the operating agreement Jack had signed.  The pleadings thus pit the traditional partnership law principle of fiduciary duty owed by “partners” to each other against the basic principle of LLC law, freedom of contract.  What was the result? 
 

Considerations 

•  “With the contractual freedom granted by the LLC Act comes to the duty to scriven with precision.”  Willie Gary LLC v. James & Jackson, LLC, (Del. Ch. Jan. 10, 2006), per then Vice Chancellor, now Chief Justice, Strine.  
•  When an operating agreement does not provide for amendment, the default rule, N.J.S.A. 42:2C-37b.(5), is that in a member-managed LLC, “The operating agreement may be amended only with the consent of all members.”  
•  If the parties had desired to be able to amend their agreement without any one having veto power, but with all rights protected, how might the provision have been drafted?     
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SUPPLEMENTAL MATERIALS 
 

Stuart L. Pachman 
Brach Eichler L.L.C. 

Roseland, NJ  “A trial of a fairly run-of-the-mill deadlocked-closely-held-entity case—Chancery’s version of a slip and fall case—was dragged out for twenty days over the course of two years.”   Goldberg v. Stolker, not officially reported (App. Div. 2019), Per Curiam.  
Articles for Consideration 1. Let’s Talk Drafting 2. Forfeiture of a Member’s LLC Interest 3. Death Without Plan or Agreement   
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LET’S TALK DRAFTING By: Stuart L. Pachman         Brach Eichler, L.L.C.  A shareholders agreement for a closely held corporation requires careful drafting to capture the deal made by the parties.  The operating agreement for a limited liability company (LLC) requires even more care and thought because the Revised Uniform Limited Liability Company Act (RULLCA), which is based on the principal of freedom of contract, does not contain provisions found in The New Jersey Business Corporation Act (BCA) which some lawyers and business people may assume apply to all artificial entities.  GENERALLY Operating agreements (and shareholders agreements) do not lend themselves to a printed form pulled off the shelf or copied from the last deal.  A couple of recent trial court decisions illustrate this.  In a Kentucky case, the operating agreement between and among three equal members provided that the profits and liabilities of the Company shall be divided [equally].  One may speculate that the draftsperson may have  used a general partnership form of agreement, or possibly that in transcribing the document,  the word “losses” was inadvertently changed to “liabilities.” For whatever reason the word “liabilities” was employed, it did not go well for the member who lost the benefit of limited liability.    In a New York decision, the operating agreement among three siblings permitted it to be amended without limitation by a two thirds vote.  Using that authorization, two of the siblings amended the agreement to the detriment of the third.  Did the parties or their lawyer (or lawyers) comprehend the consequences of this provision?  A PURPOSE CLAUSE? We are accustomed to a Certificate of Incorporation’s broad purpose clause to authorize any legal purpose. If the parties to an LLC’s operating agreement want to include a purpose clause, it may be advisable to limit it or to be specific.  In Railway Avenue Properties LLC v. Paterson City, 2018 WL 4210898 (N.J. Tax 2018),  the nonprofit LLC (now expressly authorized by RULLCA) was awarded  a tax exemption because the court was satisfied from the documents that the LLC was a single purpose entity.  The court distinguished another case where the LLC’s Certificate of Formation stated that the entity was organized “to engage in any activity within the purposes for which limited liability companies may be formed.”    
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In an Illinois decision, the importance of the purpose clause was demonstrated when the court had to determine whether the “corporate [here read LLC] opportunity” doctrine had been breached.    When judicial dissolution of an LLC is sought, the scope of its purpose clause impacts whether “it is not reasonably practicable to carry on ….” as provided in N.J.S. 42:48a.(4)(b).   INDEMNIFICATION Indemnification clauses, copied without thought from the statute or another deal, can have undesired consequences by covering persons or situations unintended by the members.  Should the operating agreement indemnify every employee or every “agent”?  Do the members, in addition to providing indemnity against actions brought by third-parties, really want to indemnify against actions initiated by the LLC itself or counterclaims made by an allegedly indemnified person against the LLC?    See the discussion of indemnification and advancement of expenses in  MVW Mgmt., LLC v. Regalia Beach Developers LLC, 230 So.3d 108 (Fla. App. 2017) decided under Florida law.  “DIRECTORS” AND “OFFICERS” If LLC is designed to resemble a corporation, the operating agreement must express those items from corporate law that we take for granted.  An example is the inherent general authority of a corporation’s president or vice president to sign contracts binding the corporation.  When an LLC’s operating agreement provides for directors and officers, it must spell out their authorities and powers.   See 800 South Wells Commercial LLC v. Cadden, 103 N.E.3d 875 (Ill. App’ 2018).  DEATH Finally, an Operating Agreement should provide for what is to happen on the death of a member.  In the absence of a death provision, RULLCA’s default rule is that the deceased member’s estate succeeds only to the decedent’s economic interest and  not to his or her membership interest.  The membership interest devolves on the remaining members. The estate, and ultimately the heirs, have only the limited rights of an assignee, something the deceased member may not have not anticipated to the detriment of his or her family.    
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FORFEITURE OF A MEMBER’S LLC INTEREST By: Stuart L. Pachman         Brach Eichler, L.L.C.  Mary, Mo and Jack have formed a New Jersey limited liability company (LLC) as their vehicle to engage in a real estate venture.  They calculate that the total cost, including land acquisition, construction, etc., to get the project to the point where it will begin to generate revenue, will be approximately $1.2 million dollars or $400,000 each.  Each of the three makes an initial capital contribution of $100,000 and agrees to meet capital calls equally.  The LLC’s operating agreement provides that in the event a member fails to meet a capital call within fifteen days, the defaulter will lose his or her interest in the LLC, and the remaining members may carry-on as the only members.  Several months later, pursuant to a capital call, each contributes another $150,000.  After another six months, a capital call, anticipated to be the final one, is made for another $150,000 each.  Whether willfully or because of personal financial reverses Jack fails to meet this capital call.  Does Jack lose his entire LLC interest, including the $250,000 he has contributed to the LLC’s capital?  On the one hand, there is traditional legal antipathy to forfeitures.  On the other hand, LLCs are governed by the principle of freedom of contract, and the operating agreement to which Jack is a party is clear.  Moreover, statutes governing LLCs in some states provide express statutory authority for a forfeiture provision of this nature to be included in an operating agreement.  New York, for example, at Section 502(c) of the New York Limited Liability Company Law provides that the LLC interest of a member who fails to make a required contribution is subject to consequences that include “elimination of the defaulting member’s interest.”  The Delaware Limited Liability Company Act, at Section 18-502 (c), provides that the specific consequences of a default “may take the form of  .  .  .  eliminating the defaulting member’s proportionate interest in” the LLC.    The 1993 New Jersey LLC statute, now repealed, had contained at N.J.S. 42:2B-33( c ) a provision similar to that still found in the New York and Delaware statutes. It was the subject of Flores v. Murray, 2007 WL 3034512 (App. Div. 2007), a decision not officially reported.  The case upheld a forfeiture of a member’s interest where he had agreed to contribute a $200,000 investment by a certain date or forfeit “his shares and ownership in” the LLC.  The court said that it was legally appropriate for defendant to forfeit his ownership interest because “his failure to deliver his contribution rendered his membership interest a nullity.”  The defaulting member’s defense that “equity abhors a forfeiture” and should not enforce a forfeiture provision was unavailing.  The case, however, is arguably distinguishable because the defaulting member had failed to make any capital contribution for his membership interest, and also had engaged in wrongful acts.  When New Jersey adopted the Revised Uniform Limited Liability Company Act which now governs all New Jersey LLCs, the language in the prior statute expressly authorizing the elimination of the interest of a defaulting member was not carried through.  The current statute has no express provision or default rule regarding the consequences of a failure to meet a capital call.  One might argue that this should be interpreted to mean that a forfeiture provision in a new or 
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existing operating agreement is now invalid.  The bulwark against that interpretation is Section 11, the centerpiece of the current statute.  That section not only instructs that the terms of the operating agreement control (except for those statutory sections that may not be varied or varied only if not manifestly unreasonable), but also expressly teaches that the statute itself is to be liberally construed to give maximum effect to the principle of freedom of contract and the enforceability of operating agreements.    Ribstein and Keatinge, referring to a similar statutory change in California, say in a footnote:  “It is unclear whether this change was intended to eliminate the availability of the remedies for which [the old statute] provided (and which, presumably, many operating agreements provide), but the better analysis is that the fact that such remedies were provided for by statute indicates that they are not per se violative of public policy, and allowing such contractual remedies would be consistent with the enunciated policy,” of the new statute which is to give maximum effect to the principles of freedom of contract and the enforceability of operating agreements.1  In a decision that did not discuss forfeiture, the Alabama Supreme Court recently reversed the divestment of a member following his failure to meet a capital call because the call had been made without a meeting of members as required by the LLC’s operating agreement.2  If Jack’s failure to meet the final capital call was due to unanticipated catastrophic financial circumstances beyond his control, his plight would generate sympathy, but in a dispute with Mary and Mo he will be walking uphill as a result of the remedy to which he agreed and on which his fellow members relied.     

                                                1 Ribstein and Keatinge, Limited Liability Companies, Vol. 1, § 5.7, fn. 6 (2nd ed. 2014). [Emphasis added]. 
2 Moultrie v. Wall, 2015 WL 480828 (Ala. 2015). 
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DEATH WITHOUT PLAN OR AGREEMENT By: Stuart L. Pachman         Brach Eichler, L.L.C.  What happens to the interest in a business entity when the man or woman holding that interest, whether it be shares in a corporation, a membership interest in a limited liability company, or an interest in a partnership, dies.   The rules of law and legal consequences vary depending on the form of the business.  Business is generally conducted in one of five basic forms: sole proprietorship, general partnership, limited partnership, corporation, or limited liability company (“LLC”).    When a sole proprietor dies, his or her business, with all economic and management rights, passes to the decedent’s estate.   If the decedent held shares in a corporation, the same rule applies whether the decedent held all or only some of the issued and outstanding shares.  Subject to the terms of any shareholders agreement,  the shares and all rights pertaining to them, both economic and management, pass to the decedent’s estate.   Note the distinction made between management rights and economic rights. When it comes to partnerships and LLCs, those rights separate.   When a human partner in a general partnership dies, and there is no partnership agreement providing for death, the partnership dissolves and is either liquidated so that everybody, the decedent and the surviving partners, are cashed out, or the interest of the decedent partner is bought out.  The reason behind this is what is commonly known as the “Pick-Your-Partner” rule.  During life or on death, a partner cannot force on his or her partners someone they do not want to admit into the partnership. Corporate shares and partnership interests are treated differently because corporations were originally more impersonal entities designed to be large enterprises with many shareholders who were investors that generally did not interact with each other every day. Thus, when a shareholder died, one stranger/investor was substituted for another.   Partnerships, on the other hand, were often businesses involving people who knew and chose to be in business with each other.*  In an LLC when a member dies and no operating agreement provision covers death, the statutory default rules are dramatically different and lead to surprising results.    The limited liability company in the United States is a relatively new (about 25 years old) statutory creature.  It is a hybrid of partnership and corporate rules and concepts.  Like shareholders in a corporation,  LLC members enjoy limited liability. Like partners in a partnership, LLC                                                 *  Limited partnership succession, on which there is little law and a degree of uncertainty, is beyond the scope of this article.  
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members, unless they elect for their LLC to be taxed as a corporation, enjoy favorable partnership tax treatment.  Like a corporation, but unlike a partnership, an LLC can have a single member;  If an LLC has only one member, federal and many state tax laws disregard it for income tax purposes.  In an LLC, on a member’s death without the guidance of an operating agreement, neither the corporate rule or the partnership rule applies.   First, the Pick-Your-Partner rule from partnership law applies.  An LLC member can’t force on his or her surviving members someone they choose not to admit as a member.  On the other hand, unless there is an agreement to the contrary, an LLC, like a corporation, does not dissolve on a member’s death.   When an LLC has no operating agreement or the agreement fails to  address death, there are two sets of default rules, one for LLCs with two or more members, and one for the single member LLC.   When a member in an LLC with two or more members dies, and there is no agreement  addressing death, the deceased member is, in the words of the statute, “dissociated” from the LLC.  The economic rights pass to his or her estate.  The management or voting rights do not. The estate is treated as an inter-vivos assignee or transferee that takes only the right to receive any distributions or capital share which might have been distributed to the member had he or she lived.   The management or voting rights in a multi-member LLC pass pro rata to the remaining members.  The practical effect is illustrated by the following.  Assume an LLC with no operating agreement providing for death and with Mary, Moe, and Jack as its three members.  On Jack’s death his economic rights pass to his estate, but his voting rights are divided between Mary and Moe..  Consequently, all decisions affecting the LLC are made by Mary and Moe so long as they survive.  If they determine to make a distribution from the LLC, Jack’s estate or heirs have the right to receive what would have been his share, but if Mary and Moe decide not to make a distribution, claiming they need cash for reserves or improvements, Jack’s estate or heirs have  little or no recourse.  In a year when the LLC has net income  but makes no distribution, the estate or heirs are taxed on phantom income.   Later when Mary dies, only Moe has the authority to make decisions regarding the LLC, perhaps to the detriment of the families of both of his former “partners.”    The point is that in a multi-member LLC, if a member wants to protect his or her estate and heirs, he or she needs an operating agreement that provides either for a buy-out at death or  admission of the estate or someone else as a member.  When it comes to single member LLCs, the default rules change.  One would think an operating agreement unnecessary for a single member LLC, but that is incorrect.  A written agreement between the sole owner and his or her LLC is necessary for at least two reasons.  One is to reduce the risk of veil piercing by establishing the distinction between the member’s personal assets and those that belong to the LLC.   The other is to provide for membership succession when the sole member dies.  Just as in a multi member LLC, the sole member is “dissociated” form his or her single member LLC upon death, leaving the business as a ship without a person at the wheel.  
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An operating agreement is necessary to provide for someone or some entity to possess the authority to continue the business or at least collect the LLC’s receivables and complete its contracts.    All is not lost, however, if  provision has not been made for succession of the membership interest.  The Revised Uniform Limited Liability Company Act provides an opportunity for cure by authorizing the decedent’s estate, within 90 days of the decedent’s death, to designate a substitute member.  If the estate does not act timely, and the designated successor does not accept the appointment, the LLC dissolves with whatever consequences follow.  Perhaps the statute may someday be amended to treat succession of the membership interests in a single member LLC similar to that of shares in a single shareholder corporation, but until then, in any LLC, whether multi-member or single member, an operating agreement should provide for what is to happen upon the death of a member. Unlike  other future events, death is not speculative.     
 



Death and the NJ LLC
by Gianfranco A. Pietrafesa

W hat happens when a member of a limited 
liability company (LLC) dies? The New 
Jersey Revised Uniform Limited Liability 

Company Act (NJ-RULLCA)1 provides that death is an 
event causing a member to become dissociated from 
the LLC.2 An event of dissociation has certain statutory 
consequences, which, as set forth below, may be 
changed in an operating agreement.

For clarity, this article focuses on the estate of a 
deceased member, but the consequences described in 
this article also apply to the heirs of a deceased member 
inheriting the deceased member’s interest in the LLC.

Equity Interest
The deceased member’s equity interest is converted 

into an economic interest, known as a transferable inter-
est3 under NJ-RULLCA, and the deceased member’s 
estate has the status of a transferee, previously known 
as an assignee under the repealed statute.4 The estate of 
a deceased member is not admitted as a member of the 
LLC, except with the unanimous consent of all surviv-
ing members.5 

Distributions
A member’s death does not entitle the estate to a 

special distribution or buyout of the deceased member’s 
interest in the LLC.6 Instead, as the owner of a transfer-
able interest, the estate has the right to receive distribu-
tions that the deceased member would have received 
from the LLC, if and when the LLC decides to make 
such distributions.7 The estate will also receive alloca-
tions of income and pay taxes on such income. When 
the LLC is dissolved and wound up (which can be many 
years after the death of a member), the estate is entitled 
to receive any capital contributions made by, and not 
previously returned to, the deceased member, and then 
a liquidating distribution.8

Management
As a dissociated member and transferee, the estate 

of the deceased member has no right to participate in 
the management of the LLC.9 As a result, the estate 

has no right to vote on any matter in or outside the 
ordinary course of business.10 Nor does the estate have 
any fiduciary duties with regard to matters arising and 
events occurring after the date of death of the deceased 
member.11 Therefore, the estate (and any other holder of 
a transferable interest) may, for example, compete with 
the business of the LLC.12

Obligations
Death does not relieve the estate from making capital 

contributions to the LLC promised but not made by the 
deceased member, including contributions of money equal 
to the value of any services the deceased member was 
required to contribute to the LLC.13 Likewise, a member’s 
death does not discharge the estate from any debt, obliga-
tion or other liability to the LLC or the other members the 
deceased member incurred while a member.14

Information Rights
As a transferee, the estate has no right to receive 

information about or from the LLC.15 However, as a 
dissociated member the estate has a right to information 
the member was entitled to receive that pertains to the 
period of time the deceased member was a member of 
the LLC; provided, however, that the estate seeks the 
information in good faith and satisfies the statutory 
requirements imposed on a member seeking informa-
tion from a manager-managed LLC.16 In other words, 
the estate must seek the information for a purpose mate-
rial to its transferable interest, the written demand must 
describe with reasonable particularity the information 
sought and the purpose for seeking the information, and 
the information sought must be directly connected to 
such purpose.17 

Further, for purposes of settling the estate, it has the 
information rights of a current member of the LLC.18

Presumably this entitles the estate to the information 
necessary to value the deceased member’s interest in the 
LLC. An LLC may, however, impose reasonable restric-
tions and conditions on providing information to the 
estate, such as a confidentiality agreement.19
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Dissolution
In a multi-member LLC, a member’s death does 

not cause the dissolution of the LLC.20 When the LLC 
does eventually dissolve, the transferee holding the 
transferable interest received from the deceased member 
is entitled to an accounting by the LLC from the date 
of dissolution.21 However, this is a limited information 
right, essentially limited to information about the alloca-
tion of net assets among the LLC’s creditors, members 
and transferees.22

In a single-member LLC, the death of the member 
is an event of dissolution if the LLC does not have a 
member for 90 consecutive days.23 However, the LLC 
is not dissolved if the estate designates a person (or 
more than one person) to become a member of the LLC 
and the person consents to be a member of the LLC.24

Otherwise, the LLC must be dissolved.

Operating Agreement
NJ-RULLCA lists the statutory provisions that 

cannot be altered or eliminated in an operating agree-
ment.25 By not addressing the foregoing items on the list, 
NJ-RULLCA implicitly authorizes all of the foregoing 
statutory default provisions, and their consequences, to 
be altered by the members in an LLC operating agree-
ment.26 Therefore, for example, the operating agreement 
may provide for a spouse’s (or other heir’s) automatic 
admission as a member, or buy-sell provisions requir-
ing or allowing the estate to sell the deceased member’s 
interest to the LLC and/or the surviving members (as 
opposed to the estate being a mere transferee). In this 
regard, the members of an LLC have a great deal of 
f lexibility to use the operating agreement to address 
the consequences of the death of a member to avoid the 
statutory default provisions. 

Gianfranco A. Pietrafesa is a partner of Archer & Greiner, 
P.C. in its Hackensack office, where he is a member of its 
business counseling group. He is a director and past chair of 
the Business Law Section and served on the select committee 
that drafted NJ-RULLCA. 
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