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Limited Liability Companies in the Decade
of the 1990s: Legislative and Case Law
Developments and Their Implications
for the Future

By Charles W Murdock*

INTRODUCTION
Limited Liability Companies (LLCs) are now authorized by statute in

all states.' The decade of the 1990s witnessed an unparalleled explosion
of legislative activity in adopting a wide variety of LLC statutes. As one
court has recognized: "The allure of the limited liability company is its
unique ability to bring together in a single business organization the best
features of all other business forms-properly structured, its owners obtain
both a corporate-styled liability shield and the pass-through tax benefits
of a partnership."

2

The origins of LLC statutes were the partnership association statutes
enacted by some states in the 1800s. 3 These statutes never gained popu-
larity, however, and it was not until 1977 that the modern version of the
LLC came into existence with the enactment of legislation by Wyoming.4

Five years later, Florida 5 followed Wyoming's lead after the Internal Rev-

* Charles W Murdock is a Professor at Loyola University Chicago School of Law where he

formerly served as Dean. He drafted the 1983 Illinois Business Corporation Act and was on
the committee that drafted the Illinois modifications to the Uniform Limited Liability Com-

pany Act. He is the author of a two volume treatise in Business Organizations.
1. See Appendix I.
2. See PB Real Estate, Inc. v. DEM II Properties, 719 A.2d 73, 74 (Conn. App. Ct. 1998)

(citing UNIF. LTD. L1AB. Co. ACT, prefatory note, 6A U.L.A. 426 (1995)).
3. In the late 1800s, Pennsylvania, Michigan, New Jersey, and Ohio created the "part-

nership association." Wayne M. Gazur & Neil M. Goff, Assessing the Limited Liability Company,

41 CAsE W. REs. L. REv. 387, 393 (1990); Robert R. Keatinge et al., The Limited Liability
Company: A Study of the Emerging Entity, 47 Bus. LAw. 375, 381 (1992). For a detailed discussion
of these entities, see Edward R. Schwartz, The Limited Partnership Association-An Alternative to
the Corporation for the Small Business with "Control" Problems?, 20 RUTGERS L. REv. 29 (1965).

4. Wyoming was the first state to adopt legislation recognizing the modern version of the

LLC. Wyoming Limited Liability Company Act, ch. 158 (1977) (codified at WYO. STAT.
ANN. §§ 17-15-101 to -143 (Michie 1999).

5. Florida Limited Liability Company Act, ch. 82 (1982) (codified at FLA. STAT. ANN.
§§ 608.401-.471 (West 1993)). The Florida statute has since been substantially amended.
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enue Service (IRS) issued a revenue ruling that classified a Wyoming LLC
as a partnership for tax purposes. 6 But, the IRS then proposed new reg-
ulations that would classify as a corporation any entity in which members
were not liable for the entity's debts. 7 This stemmed the growth of LLCs
until a new IRS ruling in 1988 again recognized that an LLC could be
taxed as a partnership, 8 thereby sparking a resurgence of legislative activity
creating LLCs. When the IRS promulgated its "check-the-box" regula-
tions in 1996,9 a flood of LLC organizations occurred and, in many cir-
cumstances, the LLC became the entity of choice for those organizing a
new business.

In retrospect, it is remarkable that legislation by a sparsely populated
state like Wyoming, which is not thought of as a leading commercial state,
could have generated a nationwide movement. This surge of legislative
activity, in such a short period of time, coupled with changing tax con-
straints, has militated against uniformity in LLC legislation, and has pro-
duced a rather wide variety of statutory provisions. In the mid- 1990s, the
National Conference of Commissioners on Uniform State Laws (the Uni-
form Commissioners) promulgated a "model" act, the Uniform Limited
Liability Company Act (ULLCA or Model Act),' 0 which has received only
a lukewarm reception.

Because of the lack of uniformity across the country, there is much to
be said for a uniform act. The most significant problem with ULLCA is
that its fiduciary duty provisions are poorly conceived, poorly drafted, and
do not accord with fiduciary duty law as it now exists. II Illinois, however,
which adopted many of the other ULLCA provisions, has modified the
ULLCA fiduciary duty provisions both to clarify the provisions and to
bring them into accord with existing fiduciary duty law. 2 Consequently,
ULLCA, as modified by the Illinois fiduciary duty provisions, 13 would be
a solid base from which to develop a more uniform body of LLC statutory
law. 14

6. See Priv. Ltr. Rul. 81-06-082 (Nov. 17, 1980).
7. See 45 Fed. Reg. 75,709 (1980) (codified at 26 C.ER. pt. 301) (proposed Nov. 17,

1980).
8. Rev. Rul. 88-76, 1988-2 C.B. 360.
9. The "check-the-box" regulations modified the regulations under § 7701 of the Internal

Revenue Code. Simplification of Entity Classification Rules, 61 Fed. Reg. 66,584 (1996)
(codified at 26 CER. pts. 1, 301, 602), corrected at 62 Fed. Reg. 11,769 (Mar. 13, 1997).

10. 6A U.L.A. 429-508 (West 1995 & Supp. 1999). See infra text accompanying notes
153-93 for a critique of ULLCA.

11. See infra text accompanying notes 153-91.
12. See infra text accompanying notes 188-210. See also infia Appendix 2, text of the Illinois

fiduciary duty provisions, 805 ILL. COMP. STAT. ANN. 180/15-3 (West 2000).
13. Parenthetically, the 1933 Illinois Business Corporation Act was the "model" for the

Model Business Corporation Act. See Ray Garrett, Model Business Corporation Act, 4 BAYLOR
L. REv. 412, 424 (1952); MODEL Bus. CORP. AcT § 84 (1953 revision).

14. There are other provisions of ULLCA that need examination. For example, both
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Several states have adopted some or all of ULLCA,15 including Illinois,
which, as stated above, made significant changes to the fiduciary duty

provisions of ULLCA.16 As with corporate law, many practitioners reflex-
ively organize LLCs in Delaware. Accordingly, the statutory discussion will

focus mainly on ULLCA, Illinois, and Delaware, as well as the statutes in
the various states that have provided the backdrop to litigation.

To illustrate the rapid pace of change in this area, this past decade has

witnessed three generations of LLC statutes. The first generation could be

characterized as "bulletproof" statutes, because these statutes were limited
in flexibility and assured organizers that the LLC would be treated as a

partnership for tax purposes. 17 The Wyoming statute, which was the basis
for the 1980 Letter Ruling that LLCs could be taxed as a partnership,

would be an example of a bulletproof statute.' 8 The second generation
statutes could be described as "flexible" since they provided organizers
with options as to management, continuity, and transferability, but with
the downside that an entity that took advantage of these options might
not be taxed as a partnership. Illinois' initial legislation would fall in this

category. 
9

The advent of the check-the-box regulations led to the third generation
of statutes. It was no longer necessary to negate such characteristics as
transferability and continuity. Consequently, ULLCA moved LLC statutes
from a partnership model toward a corporate model. In particular, it was
no longer necessary that the "events of dissolution," namely, "death, in-
sanity, bankruptcy, retirement, resignation or expulsion," 20 cause dissolu-
tion. What ULLCA did, simply stated, is to take these former "events of

Illinois and ULLCA tie the right to wind up an LLC upon dissolution to whether the member
has wrongfully dissociated. See infra text accompanying notes 333-41. Because dissociation
does not necessarily lead to dissolution, this is a questionable criterion. Both Illinois and

ULLCA also (i) fail to provide for survival of a cause of action in favor of any LLC after
dissolution (see infra notes 302-08 and accompanying text), and (ii) continue to provide, as did
partnership states, that a transfer who does not become a member has no management rights,
not even to information (see infra notes 270-80 and accompanying text).

15. SeeALA. CODE §§ 10-12-1 to -61 (1999); HAW. REV. STAT. ANN. §§ 428-101 to -1302
(Michie 1997); 805 ILL. COMP. STAT. ANN. 180/1-1 to -60 (West 2000); MONT. CODE ANN.
§§ 35-8-101 to -1307 (2000); S.C. CODE ANN. §§ 33-44-101 to -1201 (Law. Co-op. 2000);

S.D. CODIFIED LAWS §§ 47-34A-101 to -1207 (Michie 2000); VT. STAT. ANN. tit. 11,
§§ 3001-3161 (1997); W VA. CODE §§ 31B-4-101 to -1306 (1996).

16. A table categorizing the various statutory provisions regarding fiduciary duties appears
in Appendix 3. The various models for fiduciary duty statutes are set forth in Appendices
4-7.

17. A GUIDE TO LIMITED LIABILITY COMPANIES 105 (CCH 3d ed. 1996).

18. See supra notes 3-5 and accompanying text. See infra note 262 for discussion of Wyo-
ming's bulletproof approach.

19. 1992 Ill. Laws 2529.
20. See Treas. Reg. § 301.7701-2(b) (1995) (subsequently revised by Rev. Rut. 88-76, 1988-

2 C.B. 360). See also supra note 8 and accompanying text. A copy of the regulation as it was
in effect prior to the check-the-box regulative is incorporated as Appendix 8.
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dissolution" and convert them into "events of dissociation, ' 2 1 with the
result that death and other adverse events impacting a member no longer
caused dissolution but, generally, entitled the "dissociated" member to
obtain payment from the entity for the fair value of her interest. 22

As the decade of the 1990s came to a close, litigation involving LLCs
had become more frequent-although in most jurisdictions there is little,
if any, case law. As we move into a new millennium, this is an appropriate
time to review the litigation issues involving LLCs that have risen in the
past decade and analyze how these issues interplayed with the various
statutory enactments.

The following sections of this Article will each address a different sub-
stantive issue. First, this Article will discuss liability issues that have arisen
with respect to LLCs. While the courts have given effect to the legislative
intent to create an "incorporated partnership," there are, nonetheless,
circumstances in which members may be personally liable. In particular,
the doctrine of "piercing the corporate veil" should be renamed "piercing
the entity veil" since courts have recognized the application of the "pierc-
ing" doctrine to LLCs.

Next, the Article reviews the cases that have dealt with the operating
agreement of an LLC. The philosophy behind the current LLC legislation
is to create an entity that is essentially contractual in nature, with the
statutory provisions providing default rules when the operating agreement
does not otherwise provide. Unfortunately, the philosophy of the lawyers
who draft statutes is not always implemented by the persons who organize
LLCs. Consequently, complicated issues can arise when there is no oper-
ating agreement or when neither the operating agreement nor the statute
deal with the issue in question.

The most significant portion of the Article, dealing with fiduciary duties,
follows. Some statutes have no explicit fiduciary provisions. Other statutes
were based upon section 21 of the Uniform Partnership Act which is so
bare bones that it affords little guidance. At the other end of the spectrum
is ULLCA, which purports to set forth an exclusive list of fiduciary duties.
Unfortunately, ULLCA is not only poorly drafted but, if it means what it
says, may markedly curtail existing case law on fiduciary duty The clearest
set of statutory provisions is found in the Illinois Act, which substantially
modified ULLCA.

The next section of the Article deals with transfer, dissolution, and dis-
sociation. At first, statutes followed a partnership model regarding disso-
lution because this was generally necessary to provide partnership tax

21. UNIF. L'TD. LIAB. Co. ACT § 601(1), (3)-(5), (7), (8), 6A U.L.A. 471 (1995). See also 805
ILL. COMP. STAT. ANN. 180/35-45(1), (3)-(5), (7), (8) (West 2000); cf. DEL. CODE ANN.

tit. 6, § 18-801(b) (1999).
22. See UNW. LTD. LIAB. Co. ACT § 701, 6A U.L.A. 476 (1995). See also 805 ILL. COMP.

STAT. ANN. 180/35-60. Cf. 6 DEL CODE ANN. tit. 6, § 18-604 (1999).
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treatment. With the change in the federal tax regulations, which permitted
an LLC to elect partnership tax treatment without meeting stringent tests,
such as eliminating continuity of existence, ULLCA (and states adopting
its philosophy in this regard), converted events such as withdrawal or death
into "events of dissociation" rather than "events of dissolution." Thus,
there is a new concept, "dissociation," with which lawyers and courts must
be familiar.

The last section deals with how voting power is allocated and entitle-
ment to distributions determined. There are essentially two approaches,
per capita and per capital. The per capita approach is derived from general
partnership law where all members have equal rights in management and
to profits. Contrariwise, the per capital approach is more typical of limited
partnerships and corporations where voting rights and distributions are
basically tied to the amount of the investment.

After analyzing the complex issues generated by the statutes and case
decisions, the conclusion points out that the hectic activity in creating a
new form of business organization, and the resulting confusion, could have
been avoided if Congress had simply amended the Internal Revenue Code
to permit non-publicly traded corporations to elect to be taxed as a part-
nership. If this is not realistic, then states should consider adopting
ULLCA, but with the Illinois fiduciary duty provisions.

LIABILITY ISSUES IN GENERAL

The driving force for organizing a limited liability company is the desire
to achieve pass-through tax treatment, while at the same time enjoying
limited liability.23 When LLCs first came into vogue, in the late 1980s and
early 1990s, there was some concern as to whether the limited liability
aspect would hold up in court. With every jurisdiction now recognizing
such entities by statute,2 4 the concern as to whether limited liability will
be achieved has abated. In line with the legislative enactments, courts now
recognize that the LLC form of organization provides insulation from
liability for members of LLCs.

Within the past two years, courts in Connecticut and Arkansas have
rejected attempts to hold members personally liable for the obligations of
an LLC. In Anthony v. Blum,25 a Connecticut case, Blum had negligently
represented Anthony and, in settlement, Blum executed a $10,400 prom-
issory note on behalf of his law firm (an LLC), payable to plaintiff. Plaintiff
sued Blum on the note and argued that Blum's negligence constituted the
consideration for the note, thereby entitling plaintiff to hold Blum person-

23. See supra text accompanying note 2.
24. See supra note 1. The statutes, of course, provide that members are not liable for the

obligations of the LLC. See, e.g., UNIF. LTD. LIAB. Co. ACT § 303(a), 6A U.L.A. 454 (1995);
805 ILL. COMP. STAT. ANN. 180/10-10(a); DEL. CODE ANN. tit. 6, § 18-303(a).

25. Anthony v. Blum, 1999 WL 259726 (Conn. Super. Ct. Apr. 23, 1999).
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ally liable. The court held, however, that "the present action is not a mal-
practice action but a breach of contract action" 26 in which the law firm
was the obligor and for which "Blum is not personally liable." 27

An Arkansas court considered the potential liability of an LLC member
from two different perspectives. In Marina, LLC v. Burton,28 the LLC de-
faulted on a contract. The Development Institute, which Burton repre-
sented, first sought to hold the member of the LLC personally liable on
the basis that he had misrepresented that the LLC had members other
than himself. The agent for the Institute testified, however: "the financial
capability of the individuals listed [as members] was none of his business"
and that "he was aware that limited liability companies were designed to
limit an investor's liability."'29 Consequently, the court held that the Insti-
tute did not reasonably rely on the list of members.30

The Institute also sought to hold the member liable by piercing the
limited liability veil of the LLC, focusing on the undercapitalization of the
LLC. The court pointed out, however, that the Institute knew the LLC
was a new entity and that the LLC planned to finance the project through
a bank loan which was never closed. These facts "did not justify piercing
the veil."'3 1

THEORIES OF MEMBER LIABILITY

On the other hand, there are bases upon which an LLC member can
be personally liable. The Blum court recognized that a member qua actor
rather than qua member is liable for the member's own negligent acts.32

Similarly, in Burton, the member could have been liable for his personal
misrepresentation if the misrepresentation were material and if the other
party reasonably relied upon it.33 These situations arise in the corporate
setting as well. While a shareholder generally is not liable qua shareholder,
if the shareholder is also an officer or employee, she can be personally
liable for actions personally taken. 34

While the court in Burton did not believe that the facts warranted pierc-
ing the veil of the LLC, there is recognition that the "piercing the cor-

26. Id. at *2.
27. Id.
28. Burton v. Walker, No. Civ.A.97-1013, 1998 WL 240364 (Ark. App. May 6, 1998).
29. Id. at *6.
30. Id.

31. Id. at *7.
32. Anthony, 1999 WL 259726, at *2 (recognizing that Connecticut General Statutes §§ 34-

133(a)-(b) specifically prescribe the liability of members qua actor of limited liability compa-
nies).

33. Burton, 1998 WL 240364, at *7.
34. See McDonald v. Frontier Lanes, Inc., 272 N.E.2d 369, 377 (I11. App. 2d 1971); Vet-

eran Supply Co. v. Shaw, 548 N.E.2d 667, 670 (Il. App. 1989) (summarizing decisions in
this area); cf. U.C.C. § 3-403(2)(b) (1998).
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porate veil" doctrine should be renamed "piercing the entity veil." For
example, in Hollowell v. Orleans Regional Hospital,35 the court stated:

ORH is a limited liability company rather than a corporation. No
case has yet explicitly held that the "veil" of protection from liability
afforded by the limited liability company form of business in Louisi-
ana may be "pierced" in the same manner as the "veil" of protection
afforded Louisiana corporations. However, commentators through-
out the nation appear to agree that the limited liability company
"veil" may be "pierced" in the same manner as the corporate
",veil." 36

The court qualified the foregoing by quoting one commentator who ob-
served that "because the Louisiana LLC law requires fewer formalities
such as annual elections of directors, keeping minutes, or holding meetings,
failure to follow these formalities should not serve as grounds for piercing
the veil of an LLC."'3 T By way of comparison, ULLCA and Illinois expressly
provide that "[t]he failure of a limited liability company to observe the
usual company formalities or requirements relating to the exercise of its
company powers or management of its business is not a ground for im-
posing personal liability on the members or managers for liabilities of the
company."

38

Nevertheless, the Louisiana court reserved the following issues, inter alia,
for trial:

(3) Whether ORH was the "alter ego" of any or all of the non-ORH
defendants ... in light of the following factors:
(a) commingling of funds;
(b) failure to follow statutory formalities for formation and the

transaction affairs;
(c) undercapitalization;
(d) failure to provide separate bank accounts and bookkeeping

records; and
(e) failure to hold regular required meetings.

(4) Whether ORH's members acted through ORH to commit fraud
or deceit, and whether the shareholders of ORH's members acted
in similar fashion. 39

Thus, the court opened the litigation to consider issues similar to those
involved in piercing the corporate veil, including whether formalities and

35. Hollowell v. Orleans Reg'l Hosp., No. CIV.A.95-4029, 1998 WL 283298 (E.D. La.
May 29, 1998).

36. Id. at *9.
37. Id.
38. UNIF. LTD. LtAB. Co. ACT § 303(b), 6A U.L.A. 454 (1995); 805 ILL. CONP. STAT.

ANN. § 180/10-10(c).
39. Hollowell, 1998 WL 283298, at *12.
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procedures were followed. In most states, however, the statutorily man-
dated procedures are minimal and thus the risk of running afoul of a
statutory mandate should also be minimal. For example, unlike corpora-
tion statutes, LLC statutes generally do not mandate annual meetings of
members or managers. 40 Other states, like Illinois, also explicitly provide
that failure to observe formalities is not a ground for imposing liability 41

One of the doctrines employed to pierce the corporate veil is the so-
called "holding out" or "alter ego" approach, which is used when the
shareholder does not make clear that it is the corporation (or entity), and
not the shareholder (or owner), who is the party to the contract. 42 This
approach, albeit utilizing agency theory, was used by the court in Water,
Waste & Land, Inc. v. Lanham,43 to hold a member of an LLC liable. Lanham
and Clark were the managers and members of Preferred Income Investors,
LLC. Clark contacted plaintiff to do some engineering work for a fast food
restaurant but did not clarify for whom he was acting. According to the
court:

In the course of preliminary discussions, Clark gave his business card
to representatives of Westec. The business card included Lanham's
address, which was also the address listed as the Company's principal
office and place of business in its articles of organization filed with
the secretary of state. While the Company's name was not on the
business card, the letters "PI.I." appeared above the address on the
card. However, there was no indication as to what the acronym meant
or that PI.I. was a limited liability company.44

The court also noted:

Westec directed all correspondence relating to the restaurant project
to Lanham, including a written contract and bills. Both the form of
contract and correspondence between the two parties were in Lan-
ham's name and did not refer to the Company. Lanham never signed

40. Compare MODEL Bus. CORP. AcT § 7.01 and 805 ILL. COMP. STAT. ANN. 5/7.05
with UNIF. LTD. LfAB. Co. AcT, §§ 103, 404, 6A U.L.A. 434 (1995) and 805 ILL. COMP.

STAT. ANN. 180/15-1, 15-5.
41. See 805 ILL. COMP. STAT. ANN. 180/10-10(c). See also UNIF. LTD. LIAB. Co. ACT

§ 303(b), 6A U.L.A. 454 (1995); HAW. REV. STAr. § 428-303(b) (Michie 1997); ME. REV.

STAT. ANN. tit. 31, § 645 (West 1964); MONT. CODE ANN. § 35-8-304 (2000); OR. REV.

STAT. § 63.165 (1999); S.C. Cow. ANN. § 33-44-303 (1999); S.D. CODIFIED LAws § 47-
34A-303 (2000); TENN. CODE ANN. § 48-217-101 (1995); VI. CODE ANN. tit. 13, § 1303;
W VA. CODE ANN. § 31B-3-303 (1996).

42. See, e.g., Ditty v. CheckRite, Ltd., Inc., 973 E Supp. 1320, 1335 (D. Utah 1997) (stating
that under the alter ego doctrine, a plaintiff'must show both a unity of interest and ownership
such that the separate personalities of the corporation and the individual no longer exist,
and that if the corporate form were to be observed, fraud, injustice, or inequity would result).

43. 955 P2d 997 (Colo. 1998) (en banc).
44. Id. at 999.
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Westec's proposed written contract, and the parties do not dispute
that the oral agreement is the only binding contract in this case. 45

The issue presented to the court was who was liable for non-
performance. The court found that Westec understood that Clark was
Lanham's agent, and that Clark was therefore not liable. The court held
Lanham liable, however, on the basis of the "partially disclosed principal"
doctrine, that is, "a principal whose existence-but not identity-is known
to the other party."46 The court concluded that "[i]n light of the partially
disclosed principal doctrine, the county court's determination that Clark
and Lanham failed to disclose the existence as well as the identity of the
limited liability company they represented is dispositive under the common
law of agency."'47

In view of the foregoing, it is difficult to understand why Clark was not
also liable since he also did not disclose the existence of the LLC, the real
principal. Under the partially disclosed principal doctrine, while he made
clear he was acting as an agent, he did not identify the real principal and
thus, arguably, he also could have been liable. The court apparently treated
his misidentification of Lanham as principal as sufficient to let Clark off
the hook. But then Lanham should be liable on the undisclosed principal
doctrine, not the partially disclosed principal doctrine. Lanham apparently
never indicated that he was acting as an agent. Thus, he should be liable
as a principal because the "true" principal, the LLC, was never disclosed.

Lanham, in seeking to avoid liability, argued that the Connecticut statute
had a constructive notice provision, i.e., that filing the articles of organi-
zation was constructive notice that the LLC is an LLC; therefore he should
not be liable for the LLCs obligations. The court responded that the
statute:

places third parties on constructive notice that a fully identified com-
pany-that is, identified by a name such as "Preferred Income In-
vestors, LLC," or the like-is a limited liability company provided
that its articles of organization have been filed with the secretary of
state. Section 7-80-208 is of little force, however, in determining
whether a limited liability company's agent is personally liable on the
theory that the agent has failed to disclose the identity of the
company.

48

In distinguishing between agency doctrine and the doctrine of piercing
the entity veil, the court determined that

[t] he undisclosed principal theory is a rule of law and applies regard-
less of a defendant's intent to engage in wrongful conduct; however,

45. Id.
46. Id. at 1002.
47. id.
48. Id. at 1004.
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the doctrine of piercing the corporate veil is based in equity so that
a failure to disclose must coexist with wrongful conduct or improper
purpose or intent for the latter theory to apply and render personal
liability.

49

Thus, agents of an entity such as an LLC must take care to insure that
both the fact of their agency and the identity of the entity is disclosed.
Otherwise, they risk liability on agency principles which, as applied by this
court, are more draconian in application than the doctrine of piercing the
entity veil since equitable considerations cannot relieve a defendant from
liability.

PIERCING THE ENTITY VEIL

Several cases have presented interesting twists with respect to the doc-
trine of piercing the entity veil. In Tom Thumb Food Market, Inc. v. TLH
Properties, LLC,50 the court looked to equitable considerations in relieving
Hartmann, the individual defendant, from liability on a lease he had exe-
cuted on behalf of the LLC. Hartmann had represented that he owned
the land in question. He had not purchased the land, however, but was
operating under an oral agreement with another person, Smith, to pur-
chase the land and develop the site. Hartmann entered into a twelve year
lease on behalf of the LLC with Tom Thumb, but when Hartmann sought
to obtain financing to purchase the land, the bank countered with a request
for information about the financial status of Tom Thumb, in order to
determine whether the proposed lease would be adequate security for its
mortgage. At first, Tom Thumb delayed sending financial information
and, when it did send such information, it indicated that Tom Thumb had
a negative net worth.

The trial court pierced the entity veil and held Hartmann liable to Tom
Thumb. The appellate court reversed for two reasons, however. First, al-
though Hartmann did misrepresent his ownership of the land, he did form
the LLC to develop the land for a Tom Thumb food market and, at one
point, did have access to an option to acquire the land. More importantly,
the court held that Tom Thumb did not have clean hands, stating:

The record is undisputed that when Hartmann attempted to obtain
financing for the project, Tom Thumb delayed sending financial
statements to Hartmann's bank. The record is also undisputed that
when the bank ultimately received Tom Thumb's financial infor-
mation, it refused to finance the project because Tom Thumb had a
negative net worth. Tom Thumb's conduct contributed to the delay
and ultimately caused the bank to refuse financing. This conduct

49. Id.
50. No. C9-98-1277, 1999 WL 31168 (Minn. App. Ct.Jan. 26, 1999).
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contributed to breach of the lease and it would be unjust to allow
Tom Thumb to recover against Hartmann personally.5 1

Another piercing the veil case, Abu-Nassar v. Elders Futures, Inc.,52 involved
a Lebanese LLC, which raised the issue of piercing the entity veil from
the perspective of both New York law and Lebanese law. The entity was
organized under Lebanese law and Lebanese law imposed additional ob-
ligations on a business. Suit was filed in New York and the court recognized
that, while the law of the state of organization normally determines issues
related to the internal affairs of an entity, different conflict of laws prin-
ciples exist where the rights of third parties external to the entity are at
issue. Courts have recognized that piercing the entity veil is "generally a
creditors remedy. '5 3 Consequently, the court discussed the issue under
both New York law and Lebanese law. The court's analysis under New
York law was fairly typical. It considered the following:

(1) intermingling of personal and corporate funds and siphoning of
corporate funds by a principal; (2) failure to observe corporate for-
malities and keep proper books and records; (3) failure to pay divi-
dends; (4) inadequate capitalization; (5) insolvency; (6) perpetration
of fraud by shareholders in maintaining the corporate form. 54

In its analysis, the court focused on the issues of commingling and adequate
capitalization.

Lebanese law contained several aspects, however, that, from the per-
spective of U.S. law, were unusual. Under Lebanese law: (i) the capital of
the corporation was required to exceed 50,000 Lebanese pounds; (ii) the
amount of the company's capital was to figure prominently on all printed
material and other documents emanating from the company; and (iii) the
company was required to hold an annual meeting to review the company's
business before declaring or distributing profits.55 In point of fact, a re-
quirement of minimum capital is fairly typical in the LLC statutes of Eu-
ropean and other countries. 56 These statutes reflect and reinforce a gen-
erally recognized principle that the price of limited liability is adequately
capitalizing the entity. The requirement that such capital be stated on all
correspondence and documents, however, was unusual.

51. Id. at *3.
52. Abu-Nassar v. Elders Futures, Inc., No. 88C1V7906, 1991 U.S. Dist. LEXIS 3794

(S.D.N.Y Mar. 8, 1991). While the court frequently refers to piercing the corporate veil, the
entity Abu-Nassar organized was a Lebanese limited liability company,

53. Tom Thumb Food Market, Inc., 1999 WL 31168, at *3; Abu-Nassar, 1991 U.S. Dist. LEXIS
3794, at *14-*15.

54. Abu-Nassar, 1991 U.S. Dist. LEXIS 3794, at *35.
55. Id. at *17.
56. See, e.g., Germany: GMBH § 5 (50,000 Deutsche Marks), AG § 7 (100,000 Deutsche

Marks); Spain: S.A. Art. 4 (10,000,000 pesetas).

HeinOnline -- 56 Bus. Law.  509 2000-2001



510 The Business Lawyer; Vol. 56, February 2001

With respect to the requirement of 50,000 pounds of capital, the court
seemed to interpret this as an ongoing requirement. Such an approach
really does not make sense, because, in effect, it destroys the whole concept
of limited liability. If there is a continuing obligation to replace the capital
of the company as it is reduced by losses, the funds of the shareholders
would constantly be at risk without limit. The harshness of this approach
in the present situation may have been ameliorated by another provision
of Lebanese law providing an opportunity for a company to recapitalize
within one year before any negative consequences attach. Arguably, if the
company dissolves within that period, there would be no further obligation
on the shareholders but, if it continued to operate with inadequate capital,
the shareholders could be personally liable to replace the depleted capital.

The two core elements in piercing the corporate veil have been: (i) whether
there is such a unity of interest and ownership that the separate person-
alities of a corporation and the individual no longer exist; and(ii) whether
recognition of the corporate form would sanction a fraud, promote injus-
tice, or result in inequity.57 These elements are also considered in piercing
an LLC veil. Two cases have reviewed the first part of this test and deter-
mined that the evidence was insufficient to establish that the shareholder
in question so conducted the entity's business that it had no separate ex-
istence of its own. New Horizon Supply Cooperative v. Haack58 was a small
claims case in which the evidence was very sketchy. Apparently the trial
court pierced the entity veil on the basis that the LLC was essentially a
partnership because it was taxed as a partnership. The appellate court
held that it was an error to consider partnership tax treatment as conclu-
sive of the nature of the entity under state law, reinforcing the recognization
that LLCs generally do provide limited liability for their members. 59 In
addition, the appellate court found that there was little in the record to
support a conclusion that the entity had no separate existence of its own.60

In fact, there was little in the record period.
In Ditty v. CheckRite, Ltd, 6 1 plaintiffs sought to hold a lawyer personally

liable for a law firm's unlawful collection practices on the grounds of pierc-
ing the entity veil. They argued that the veil should be pierced because he
was the "sole shareholder, sole director and president" of the law firm and
because he "designed the 'covenant not to sue' scheme, trained the firm's
employees, and supervised the firm's collection practices. ' 62 The court
disagreed with plaintiffs because the fact that the lawyer "played an active
role in the firm's businesses is, at best, only marginally probative of the

57. Van Dorn Co. v. Future Chem. & Oil Corp., 753 E2d 565, 569-70 (7th Cir. 1985).
58. 590 N.W2d 282 (Wis. App. Ct. 1999).
59. id.
60. Id.
61. 973 E Supp. 1320 (D. Utah 1997).
62. Id. at 1336. Even though plaintiff referred to defendant as a shareholder, he was a

member of an LLC.
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factors considered when determining whether to pierce the corporate
veil."'63 The factors that the court determined to be significant in deter-
mining whether to pierce the corporate veil included:

Undercapitalization of a close corporation; failure to observe cor-
porate formalities; siphoning of corporate funds by the dominant
shareholders; non-functioning of other officers or directors; and the
use of the corporation as a facade for the operations of the dominant
shareholder.

64

While the lawyer's activities may have met the last factor, there was no
evidence on the other factors. Parenthetically, nonetheless, the lawyer was
held personally liable as a "debt collector" under the Fair Debt Collection
Practices Act.65

OPERATING AGREEMENTS AND OPERATING ISSUES

Notwithstanding all the care and detail that has gone into drafting LLC
statutes around the country this past decade, recent litigation demonstrates
that it is impossible for the legislature to so "cover the waterfront" that
judicial construction and interpretation will not be necessary. The cases
also demonstrate the need for counsel to be familiar with the LLC Act in
question and with the other "entity" statutes. In general, counsel is given
considerable latitude in drafting the operating agreement, but this latitude
makes it all the more critical that counsel provide expert representation
and not top-of-the-head reaction when dealing with clients in the forma-
tion and operation of LLCs.

Although, in the corporate world, by-laws have become boilerplate with
(often) insufficient regard given to them, the operating agreement in the
LLC world is the heart of the relationship among the LLC, its members,
and managers. Although forms exist, there are not yet "standard forms"
that make organization of an LLC a simple and inexpensive task. More-
over, because the statutes anticipate a detailed and specific operating agree-
ment, most sophisticated practitioners craft an operating agreement for an
LLC that is specifically tailored to the clients before them. This generally
makes formation of an LLC substantially more expensive than formation
of a corporation, where boilerplate articles and by-laws are initially used
and later (often years later) a more sophisticated and client-specific share-
holders' or buy/sell agreement is proposed.

63. Id. Although the court referred to the corporate veil, the entity in question was an
LLC.

64. Id.
65. Id. at 1337. See also 15 U.S.C. §§ 1692-1692(o) (1994).
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But what if there is no operating agreement signed by all the members? 66

In Advanced Orthopedics, L.L.C. v. Moon,6 7 defendant argued that he did not
intend to form an LLC and that, alternatively, his failure to sign a proposed
operating agreement constituted a withdrawal, resulting in mandatory dis-
solution. 68 The court first held that "attaining a certain level of under-
standing regarding L.L.C.'s is not a prerequisite to the formation and
participation in one" 69 and that the certificate of organization is "conclu-
sive evidence" that an LLC has been duly organized. 70 With respect to his
argument that his failure to sign the operating agreement worked a dis-
solution, the court stated "we are aware of no requirement in the law that
an L.L.C. have an operating agreement to be viable."' 71

In Child Care of Irvine, LLC v. Facchina,72 the more complex issue was
whether or not there was an operating agreement. The members had
originally formed a corporation and executed a shareholders' agreement,
which provided both for management of the corporation and arbitration
of disputes. The agreement provided that "Shareholders agree to have
Dante D. Facchina appointed and elected as Chairman of the Board,
President, Chief Financial Officer and Secretary of Child Care of Irvine,
Inc., as long as he remains a Shareholder and performs faithfully, effi-
ciently, and competently. '73 According to the court, "those provisions
would appear to permit the shareholders to terminate Facchina as Child
Care Inc.'s manager for not working full time, or without full effort, or for
being unprofessional, inefficient, unfaithful, or incompetent. ' 74

66. Section 103(a) provides that members of an LLC "may" enter into an operating
agreement and that such equipment "need not be in writing." UNIF. LTD. LIAB. Co. ACT
§ 103(a), 6A U.L.A. 434 (1995). Delaware provides that an operating agreement can be
"written or oral." DiLL. CODE ANN. tit. 6, § 18-101(7). The Illinois statute would seem to
require that the operating agreement be in writing and be signed by all members because it
is an agreement or contract. See 805 ILL. CoMp. STAT. ANN. 180/15-5(a). If there is only
one member, however, the operating agreement need not be in writing and need not contain
the elements of a contract. See 805 ILL. COMP. STAT. ANN. 180/15-5(c).

67. 656 So. 2d 1103 (La. Ct. App. 1995).
68. In ULLCA, Illinois, and Delaware, withdrawal does not of itself dissolve an LLC. See

UNH:. LTD. LIAB. Co. ACT § 601, 6A U.L.A. 471 (1995); 805 ILL. COMP. STAT. ANN. 180/
35-1; DEL. CODE ANN. tit. 6, § 18-801(b). In ULLCA and Illinois, withdrawal, however,
constitutes dissociation. UNte. LTD. LIAB. Co. ACT § 601, 6A U.L.A. 471 (1995); 805 ILL.
COMi'. STAT. ANN. 180/35-45. This, as a result, may give rise to a return of the member's
distributional interest. UNIF. LTD. LIAB. Co. AcT § 701, 6A U.L.A. 476 (1995); 805 ILL.
COMP. STAT. ANN. 180/35-60; see also infra text accompanying notes 273-81.

69. Advanced Orthopedics, 656 So. 2d at 1105.
70. Id. The court did indicate that defendant could challenge its organization but that he

would have the burden of proof. Cf 805 ILL. COr,41'. STAT. ANN. 180/5-40.

71. Advanced Orthopedics, 656 So. 2d at 1105-06.
72. Child Care of Irvine v. Facchina, No. CIV.A. 16227, 1998 WL 409363 (Del. Ch.July

15, 1998).
73. Id. at *1.
74. Id.
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Because the parties were unable to obtain subchapter S tax status for
the corporation, they executed a "shareholder consent" on December 17,
1996, for the corporation to merge into a Delaware LLC. Defendant Fac-
china had organized a Delaware LLC on December 5 and, as sole officer
of the corporation and managing member of the LLC, executed the
Merger Agreement on December 24. He filed a Certificate of Merger in
Delaware on December 20, 1996, and the Agreement and Plan of Merger
with California on January 14, 1997. The Merger Agreement stated that
the LLC "would be governed by the operating agreement in effect prior
to the effective date of the merger" and that Facchina would be the general
manager of the LLC. 75

Apparently unbeknownst to the other members, Facchina had engaged
a law firm to prepare a draft operating agreement, which Facchina re-
ceived on December 23, 1996.76 Facchina asserted that he immediately
gave the draft agreement to another member but the other member
claimed he first saw the draft onJanuary 16 or 17, 1997.77 Another mem-
ber claimed he never saw the draft until February 10, 1998. In any event,
it was undisputed that the draft agreement was never signed.

At this stage there existed two documents: one was signed by the parties
and labeled a shareholders' agreement; the other was unsigned and labeled
an operating agreement. The shareholders' agreement authorized Fac-
china's termination for cause as therein defined, while the draft operating
agreement provided no mechanism to terminate the manager. These doc-
uments were then put in issue when Facchina allegedly violated California
laws relating to child care 78 and the other members (who owned the other
two-third interest in the LLC) voted to terminate Facchina's employment.

Plaintiffs, of course, argued that the executed shareholders' agreement
was transformed into the operating agreement when the business was
transformed from the corporate form to the LLC form. Facchina argued
that the unexecuted draft was the operating agreement because the other
members knew of its existence or that, alternatively, the Merger Agreement
itself (apparently a rather bare bones document) was the operating agree-
ment. He thus argued that there was no authority to remove him and that
plaintiffs' sole remedy was to seek judicial dissolution of the LLC.

Plaintiffs also argued that, as majority members, they had a default right
to terminate the manager. Unfortunately for plaintiffs, section 18-402 of
the Delaware statute provided in part that "a manager shall cease to be a
manager as provided in the limited liability company agreement. '79 As
stated above, there was no document explicitly identified as an operating

75. Id. at *2,
76. Id.
77. Id.
78. Id. at *3.
79. Id. at *4,
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agreement and signed by all the members. Consequently, plaintiffs focused
on the opening language of the foregoing statute,80 to wit, that unless
otherwise provided in the operating agreement, members owning a ma-
jority of the profit interests can manage the LLC.

This portion of the statute deals with a member-managed LLC, how-
ever, whereas Child Care was a manager-managed LLC. This being the
case, the Delaware statute merely provides that a manager ceases to be a
manager "as provided in the limited liability company agreement" without
setting forth any default provision in the event that the operating agree-
ment does not deal with this issue or if, as possibly in the case at bar, there
was no operating agreement. The Delaware statute epitomizes "contrac-
tarianism;" while the Delaware bar extols this as a virtue, this can also be
a serious flaw when the statute offers no default provision when the parties,
as in the case at bar, fail to deal with an issue.8 1

The chancellor vacated a preliminary injunction that barred Facchina
from acting as general manager (even though permitting Facchina to con-
tinue as manager might cause plaintiffs to lose their license and franchise
to operate a child care business) and denied each side's motions for sum-
mary judgment so that he could hear testimony at trial.8 2 The court also
stated that "I have not an inkling which side will ultimately prevail."8 3

Later, ChiefJustice Veasey, in a rather gratuitous extolling of the virtues
of Delaware's statutes and the benefits of organizing in Delaware, may
have explained why the chancellor had no inkling of what to do, pointing
out that "[t]o understand the overall structure and thrust of the [LLC]

80. Id. Section 18-402 provides in its entirety:

Unless otherwise provided in a limited liability company agreement, the management
of a limited liability company shall be vested in its members in proportion to the then
current percentage or other interest of members in the profits of the limited liability
company owned by all of the members, the decision of members owning more than 50
percent of the said percentage or other interest in the profits controlling; provided how-
ever, that if a limited liability company agreement provides for the management, in
whole or in part, of a limited liability company by a manager, the management of the
limited liability company, to the extent so provided, shall be vested in the manager who
shall be chosen by the members in the manner provided in the limited liability company
agreement. The manager shall also hold the offices and have the responsibilities ac-
corded to the manager by the members and set forth in a limited liability company
agreement. Subject to § 18-602 of this title, a manager shall cease to be a manager as
provided in a limited liability company agreement. A limited liability company may
have more than I manager. Unless otherwise provided in a limited liability company
agreement, each member and manager has the authority to bind the limited liability
company.

DEL. CoDE ANN. tit. 6, § 18-402 (1999).
81. In other areas, the Delaware statute fails to provide a default provision. See id. § 18-

601 (interim distributions).
82. Child Care, 1998 WL 409363, at *1.
83. Id. at *6.
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Act, one must wade through provisions that are prolix, sometimes oddly
organized, and do not always flow evenly." 84 He extolled the "broadest
possible discretion" that Delaware draftsmen have in crafting agreements
and the "certainty that their partnership agreement will be enforced in
accordance with its terms."8 5 This is true of other jurisdictions as well,
however. According to ChiefJustice Veasey, the purpose of the LLC Act
is merely to furnish default provisions when the members' agreement is
silent. The Delaware statute, however, does not always provide default
provisions.

86

As the Child Care case demonstrates, the Delaware statute was flawed in
failing to provide a default provision in a critical area. If Delaware is so
freedom-of-contract oriented, why did it not enforce a written contract
that provided a manager could be removed for cause? True, the contract
was labeled a shareholders' agreement. But the purpose of such an agree-
ment was to specify the relations among the parties. An ordinary person
would not see any difference between removing the manager of an LLC
or the general manager of a corporation. What normal people focus upon
is the management of the business. The form of legal entity is irrelevant.
Only lawyers can take the obvious and obfuscate it.

By way of comparison, consider how a well-drafted statute, such as
ULLCA or Illinois, would provide a workable default mechanism in a case
like Child Care. Both statutes provide that, in a manager-managed LLC, a
manager:

(i) must be designated, appointed, elected, removed, or replaced by a
vote, approval, or consent of a majority of the members; and

(ii) holds office until a successor has been elected and qualified, unless
the manager sooner resigns or is removed.87

This is a provision that could be modified by the operating agreement 88

but, if not modified, would be dispositive of the issue in Child Care. Three
possibilities existed in Child Care: (i) the executed shareholders' agreement
was the operating agreement, (ii) the unexecuted draft was the operating
agreement, or (iii) there was no operating agreement. If the shareholders'
agreement were the operating agreement, it specifically authorized ter-
mination for cause. If the unexecuted draft were the operating agreement,
because it was silent on termination, the default provisions of the statutes
would apply and, as was set forth above, under ULLCA or in Illinois, a

84. Elf Atochem North America, Inc. v. Jaffari and Malek, LLC, 727 A.2d 286, 291 (Del.
1999).

85. Id.
86. See supra note 81 and accompanying text.
87. UNIF. LTD. LLAB. Co. ACT § 404 (b)(3)(i)(ii), 6A U.L.A. 457 (1995); 805 ILL. COMP.

STAT. ANN. 180/15-1 (b)(3)(A), (B).
88. UNIF. LTD. LtAB. Co. ACT § 103(a), 6A U.L.A. 434 (1995); 805 ILL. COMP. STAT.

ANN. 180/15-5.
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majority of the members could remove the manager. Both ULLCA and
Illinois provide that, "[t]o the extent the operating agreement does not
otherwise provide, this [Act] governs relations among members, managers,
and company."8 9 This means that the statute provides the default rule
when a matter is not covered in the operating agreement. Accordingly
under both statutes, the majority of members could remove the manager,
because this is the statutory default rule. Finally, if there were no operating
agreement, then clearly the default provisions of the statutes would control.
In Illinois, and states adopting ULLCA, this matter could be resolved on
summary judgment, thereby avoiding the cost, delay, and risk of loss of
business that Delaware imposed.

Another approach to resolving the Child Care issue is suggested by the
decision of the Supreme Court of Connecticut in C & J Builders and Re-
modelers, LLC v. Gersenheimer,90 where the issue was whether a contract exe-
cuted while plaintiff was a sole proprietorship was binding upon defen-
dants, the other party to the contract, when the sole proprietorship was
converted to an LLC. The court, in resolving this issue, looked to explicit
statutory provisions that governed the conversion of a general or limited
partnership to an LLC. In such situations, the statutes provided that all
property of the predecessor vested in the successor and all obligations of
the predecessor continued as obligations of the successor. While there was
no applicable statutory provision to merge a sole proprietorship into an
LLC, the court stated:

We can discern no reason to distinguish between the conversion of a
sole proprietorship to a limited liability company and the conversion
of a general partnership to a limited liability company pursuant to
§ 34-200. "Where possible, courts should, as a matter of common law
adjudication, 'assure that the body of the law-both common and
statutory-remains coherent and consistent."' We conclude, there-
fore, that where a sole proprietorship converts to a limited liability
company, all of the interests and obligations incurred by, or charge-
able against, the sole proprietorship or its assets are transferred to the
limited liability company by operation of law. Moreover, like the gen-
eral partners in a converting general or limited partnership, the sole
proprietor retains personal liability for all preconversion debts and
obligations incurred by the sole proprietorship. 91

While the Connecticut court did not see its decision as extraordinary, it
certainly was. Heretofore, mergers and conversions of one entity into an-
other have been exclusively within the legislative domain. In effect, the

89. UNIF. LTD. LIAB. Co. Ac § 103(a), 6A U.L.A. 434 (1995); 805 ILL. CoMP. STAT.
ANN. 180/15-5(a) (substantially identical).

90. 733 A.2d 193 (Conn. 1999).
91. Id. at 197 (citations omitted).
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court created a common law merger. While, in the product liability area,
some courts have determined as a matter of public policy that liabilities
follow assets, these cases deal only with particular liabilities and deal not
at all with asset transfer.92 Moreover, a sole proprietorship heretofore has
not been recognized as an entity separate and apart from the individual
operating it. The assets and liabilities are his or hers, not its.

Nevertheless, a sole proprietorship can be identified in many situations
(through bank accounts, use of assets, and contracts) as a separate eco-
nomic entity, just as readily as a partnership and possibly as a corporation.
Thus, the decision in the present case is not so much troubling as overkill.
Although the court did not deal with this issue, the contract was most likely
assignable. The issue in question was whether the contract provision that
required disputes to be arbitrated would be binding upon the defendants
after the sole proprietor converted his business to an LLC. Because defen-
dants had contractually agreed to arbitrate disputes, why should not the
LLC, as the assignee of the contract, be able to enforce the contracts? 93

In a similar view, with respect to the Child Care case, should not the
shareholders' agreement of the corporation be binding upon the LLC?
After all, there was a statutory merger involved in which liabilities and assets,
including contract rights and obligations, were binding upon the successor
by operation of law.94

The first question that arises, however, is whether the shareholders' con-
tract is a contract of the corporation that could be transferred to the LLC.
In many shareholder agreements, particularly those embodying buy-sell
type provisions, the corporation is a party to the contract. The provision
of the agreement dealing with management is akin to an employment
agreement and the rights and liabilities under employment agreements are
routinely transferred by operation of law pursuant to merger statutes.

There are, however, two difficulties with this approach. The first is that
the corporation may not have been a party to the shareholder agreement.
The implications of this will be discussed below. The second is that, instead
of a merger of two like entities, such as corporations with which we are
now familiar and comfortable, Child Care involved a merger of two dissim-
ilar entities, each with its own jargon and peculiarities. By way of illustra-
tion, how can a surviving LLC have a "shareholders" agreement when,
according to the conventional wisdom, there are no shares issued in an
LLC and accordingly (and per the statute) an LLC has "members" and
not "shareholders."

92. See Turner v. Bituminous Cas. Co., 244 N.W.2d 873 (Mich. 1976) and Ray v. Alad
Corp., 560 P.2d 3 (Cal. 1977), and their progeny. These cases involve situations where the
assets are transferred explicitly by the parties, whereupon the courts hold that liabilities follow
assets.

93. RESTATEMENT (SECOND) OF CONTRACTS § 317 (1981).

94. DEL. CODE ANN. tit. 6, § 18 -2 09 (g) (1999).
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