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" When Limited Liability Companies

Seek Judicial Dissolution, Will
The Statute Be Up to the Task?

By PETER A. MAHLER

ity companies in 1994, the statistics on new business

entity filings demonstrate a growing recognition of
the significant tax and organizational advantages that
limited liability companies (LLCs) offer when compared
with other available corporate or partnership options
for closely held business entities. The trend has led some
to predict that “before too long the LLC may largely ren-
der the partnership, limited partnership and closely
held corporation obsolete.”*

Now that many thousands of LLCs have been
formed and the natural life cycles are running their
course, the question arises whether New York's statute
governing proceedings for judicial dissolution of LLCs
1s up to the task.

This article examines New York law concerning LLC
dissolution and concludes that the governing statute
dees not adequately empower the courts to resolve LLC
“business divorce” litigation. The statute’s provisions
for member dissociation and dissolution were drafted to
assure that LLCs would receive favorable tax treatment
as partnerships under then-existing IRS regulations,
which were subsequently scrapped. The legislature re-
sponded with amendments establishing corporation-
style default rules for dissociation and dissolution, but
without revising the judicial dissclution provision. This
article recommends amending the statute to assimilate
the statatory scheme for judicial dissolution of closely
held business corporations under the Business Corpora-
tion Law (BCL).

Tax Policy and the LLC Movement

The approach of the Limited Liability Company Law
(LLCL} to dissolution has its roots in federal tax policy,
as do many other key features of LLCs.

The modern tax era began in 1913 with ratification of
the 16th Amendment authorizing the income fax.
Under the first Revenue Act passed that same year, Con-
gress imposed taxes on the net income of every corpo-
ration or “association . . . not including partnerships.”
This dual classification scheme—entity-level taxation of
corporations and unincorporated organizations classi-

l n the years since New York authorized limited liabil-

fied as “associations,” and pass-through taxation of
partnerships—remains in place and plays a critical role
in entity selection.

For almost 50 years after the adoption of the federal
income tax, regulations generally classified and taxed
unincorporated entities as non-partnership “associa-
tions” whenever they shared the corporate trait of lim-
ited liability. In 1960, the IRS adopted new regulations

making it harder for unincorporated entities to be
treated as associations.” Under the 1960 regulations, an

unincorporated organization is classified for tax pur-
poses as a partnership if it lacks at least two of four cor-
porate characteristics: (1) continuity of life, (2) central-

ization of management, (3) limited liability and (4) free

transferability of interests.*

Over the following two decades, shifts in the relative
tax rates for individuals and corporations, together with
a surge of independent oil producers and other partner-
ship syndications needing to pass through tax losses to
investors, made conditions ripe for the invention of a
new business form that combined limited lability and
pass-through tax benefits, but without the constraints of
the subchapter S corporation.®

The breakthrough came in 1977 when Wyoming en-
acted the first domestic LLC statute at the request of the
Hamilton Brothers Oil Company. In 1980, Hamilton ob-
tained from the IRS a private letter ruling confirming
that the LLC qualified for federal tax treatment as a
partnership. About the same time, however, the IRS pro-
posed new, contrary partnership classification rules that
would treat the LLC as a corporation for tax purposes.
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Under heavy criticism, the IRS with-
drew the proposed regulations in
1983 and embarked on a five-year
study of the issue. In the interim,
Congress passed major tax reform
that severely curtailed partnership
syndications and raised corporate

New Business Corporations and LLCs
1994-2001

New Business Conversions to

tax rates, thereby generating even Year Corporations New LLCs LLCs
: greater inferest in business and legal 1994 70,691 1,133* 124*
circles for partnership tax treatment 1995 72,433 7,063 824
for LLCs.5 1996 73,866 9,427 858
By 1988, due to the tax uncer- 1997 74,397 12,238 771
tainty only one other state (Florida) 1998 72,568 15,149 608
f had adopted LLC legislation and less | 1999 75,276 18,007 510
' than 100 businesses had organized 2000 75,992 20,818 364
as domestic LLCs” That all changed | 2001 73410 21913 77
in 1988 with Revenue Ruling 88-75,
in which the IRS recognized part- | Totals 588,633 105,748 4,436

nership tax classification for the
Wyoming LLC. The ruling estab-
lished that limited liability alone
would not require corporate taxation

*LLC filings became effective on 10/24/94

Source: New York Department of State

for unincorporated organizations,
and that the four corporate characteristics would be
weighed equally?

Revenue Ruling 88-76 triggered an avalanche of LLC
legislation, Between 1990 and 1996, the remaining 48
states and the District of Columbia all enacted LLC leg-
islation, some of it modeled on a prototype LLC act
sponsored by the American Bar Association.” From 1988
through the end of 1995, more than 200,000 new LLCs
were organized nationwide.'?

In New York, by 1991 various bar association drafting
committees organized to take up the LLC cause. LLC
legislation was introduced in the 1992 and 1993 legisla-
tive sessions without success, apparently due to concern
over loss of corporate tax revenues, In the end, fear of
losing business to surrounding states with LLC statutes
overcame revenue concerns, and in fuly 1994 Governor
Cuomlo signed the LLCL, made effective October 24,
1994

Dissociation and Dissolution in New York

Revenue Ruling 88-76 essentially dictated the origi-
nal dissociation and dissolution provisions of the LLCL
by requiring drafters to establish default rules that
would cause the LLC to fail the test for continuity of life.
They achieved that objective by mimicking the dissocia-
tion and dissolution provisions for limited partnerships.
The supporting memorandum submitted by one of the
proposed legislation’s sponsors, Senator John Daly, de-
clared that many of its dissolution and winding-up
provisions would be adapted, with minor modifica-
tions, directigf from the Revised Limited Partnership
Act (RLPA)!

The provisions of the law for member dissociation
and dissolution are contained in three sections: LLCL
§ 606, governing member withdrawal; § 701, setting
forth events of dissotution; and § 702, authorizing ac-
Hons for judicial dissolution.

LLCL § 606 The original version of § 606 permitted a
menmber to withdraw from the LLC upon the happening
of any events specified in the operating agreement, or in
accordance with the operating agreement or, unless oth-
erwise provided in_the operating agreement, with the
consent of two-thirds of the other members. Unless pro-
hibited by the operating agreement, a member could
still withdraw-even without the other members’ consent
upon six months” prior written notice. A withdrawal in
violation of the operating agreement, however, entitled
the LLC to recover any damages for breach that could be
offset against any distributions due the withdrawing
member. Under LLCL § 509, a withdrawing member is
entitled to receive, within a reasonable time after with-
drawal, the fair value of his or her membership interest,

LLCL § 701 As originally enacted, LLCL § 701 man-
dated dissolution of LLCs upon the first to occur of five
enumerated events, including a decree of judicial disso-
lution under § 702. The other dissolution events fell into
two general categories: (1) contractual or other consen-
sual events expressly contemplated in the articles of
organization and operating agreement, or (2) non-con-
sensual events including the bankruptcy, death, disso-
lution, expulsion, incapacity or withdrawal of a mem-
ber, subject to the remaining members’ right to continue
the LLC within 180 days pursuant to vote or a right to
continue stated in the operating agreement.
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LLCL § 702 This section authorizes a member to
apply for a decree of judicial dissolution of an LLC
“whenever it is not reasonably practicable to carry on
the business in conformity with the articles of organiza-
tion or operating agreement.” The quoted language is
borrowed from RLPA 121-802, which authorizes disso-
lution of a limited partnership whenever it is “not rea-
sonably practicable to carry on the business in confor-
mity with the partnership agreement.” The latter
section, in turn, is a truncated version of Partnership
Law § 63(d) which, among other grounds, permits dis-
solution of a general partnership when a partner “wil-
fully or persistently commits a breach of the partnership
agreement, or otherwise so conducts himself in matters
relating to the partnership business that it is not reason-
ably practicable to carry on the business in partnership
with him.”

LLCL § 702 also closely tracks the language in § 902
of the ABA Prototype LLC Act, the 1992 commentary to
which states that the “not reasonably practicable’ lan-
guage probably includes at least some of the causes of
dissolution provided for in partnership law, particularly
partner misconduct.”* The same commentary also sug-
gests a deliberate avoidance of the typical grounds for
dissolution found in corporate dissolution statutes, on
the ground that “disgruntled members” of an LLC
“would be encouraged to make this sort of allegation in
limited liability company breakups.”

“Check-the-Box"”

Shortly after New York’s LLCL went into effect, the
IRS gave notice-that it was considering the adoption of
radically simplified regulations that would aliow unin-
corporated business organizations, including LLCs, to
elect either partnership or association tax treatment
without regard to application of the four-factor test for
corporate characteristics.”” Under the so-called “check-
the-box” regulations, which went into effect in 1997, a
new unincorporated entity with two or more members
automatically is classified as a partnership unless it
elects a different status, and a new one-member entity is
disregarded for tax purposes absent an election other-
wise. '

Prior fo check-the-box, the default provisions of LLC
statutes were carefully drawn fo avoid the corporate
characteristic of continuity of life. The new regulations
rendered non-continuity of life essentially meaningless
for tax purposes. For business purposes, continuity of
life is more attractive to LLC investors, third-party
lenders and contract partners because it removes the un-
certainty associated with events of dissolution and sim-

Plifies the operating agreement. Accordingly, states in-

cluding New York responded to the new regulations by
reversing the default rules governing member with-
drawal and dissolution.

The 1999 LLCL Amendments

Chapter 420 of the Laws of 1999, which went into ef-
fect August 31, 1999, included important amendments
to LLCL § 606 and § 701. The previous default rights of
members to withdraw upon consent of the other mem-
bers or, absent consent, unilaterally upon six months’
notice, were eliminated from § 606 and replaced with a
default prohibition barring withdrawal prior to dissolu-
tion except as otherwise provided in the operating
agreement, "

The default rules for dissolution under § 701 were
amended to provide the LLC with “perpetual existence”
absent a limited-duration provision in the articles of or-
ganization and operating agreement.’® The previous de-
fault rule under § 701, requiring dissolution of the LLC
upont the death, retirement, resignation, expulsion,
bankruptcy or dissolution of any member unless the re-
maining members vote to continue, also was eliminated.
Invits place, the amended section states that such disso-
lution events shall not cause the LLC to be dissolved un-
less within 180 days a majority of the remaining mem-
bers agree to dissolve.”

Senator fohn Marchi's memorandum in support of
the proposed amendments explained that the changes
in the default rules for withdrawal were designed to
codify “the likely expectations of the parties forming”
the LLC “to have rights similar to those of a shareholder
of a business corporation.” It went on to note that share-
holders would “not have a right of withdrawal or re-
demption absent an express agreement” and that it
would therefore be “appropriate” to treat LLCs “simi-
larly to corporations in this area.” The memorandum
also commented that “the dissolution provisions of the
LLCL that were designed to meet [previous] IRS regula-
tions may be changed to conform with the tikely expec-
tations and preference of LLC members.””

Partnership vs. Corporate Exit Rules

The 1999 amendments to LLCL § 606 and § 701 jetti-
soned the partnership model in favor of the corporate
model, but left LLCL § 702 untouched. Can a partner-
ship-modeled judicial dissolution statute adequately
address membership disputes of the type found in
closed corporations?

Over the last several decades, a vast body of litera-
ture and case precedent has grown around the problem
of squeeze-out and other forms of minority shareholder
oppression in closed corporations.” Historically, part-
nership squeeze-out cases are rare not only because of
the partners’ equal management rights, but also because
of the relative ease of exit under partnership law.? In the
absence of any agreement to the contrary, a partner can
dissolve the partnership at any time and receive his or

CONTINUED ON PAGE 12
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§ 701. Dissolution.

{a) A limited liability company is dissolved and
its affairs shall be wound up upon the first to occur
of the following;

(1) the latest date on which the limited liability
company is to dissolve, if any, provided in the ar-
ticles of organization, or the time specified in the
operating agreement, but if no such date is pro-
vided in the articles of organization and if no
such time is specified in the operating agreement,
then the limited lability company shall have a
perpetual existerice;

(2) the happening of events specified in the op-
erating agreement;

(3) subject to any requirement in the operating
agreement requiring approval by any greater or
lesser percentage in interest of the members or
class or classes or group or groups of members,
the vote or written consent of at least a majority
in interest of the members or, if there is more than
one class or group of members, then by at least
a majority in interest of each class or group of
members;

{4) at any time there are no members, provided
that, unless otherwise provided in the operating
agreement, the limited liability company is not
dissolved and is not required to be wound up if,
within one hundred eighty days or such other pe-
riod as is provided for in the operating agreement
after the occurrence of the event that terminated
the continued membership of the Jast remaining
member, the legal representative of the last re-
maining member agrees in writing to continue
the limited liability company and to the admis-
sion of the legal representative of such member
or its assignee to the limited liability company as
a member, effective as of the occurrence of the
event that terminated the continued membership
of the last remaining member; or

CONTINUED FROM PAGE 10

her rightful share of the liquidation proceeds. If the
business as a going concern is worth more than its lig-
uidation value, the partners are highly motivated to ne-
gotiate a buyout, The Revised Uniform Limited Partner-
ship Act also contains liberal exit rules, permitting
general partners to cash out for fair value so long as
their departure does not trigger dissolution, and per-

Dissolution Provisions
Of Limited Liability Companies Law

(5) the entry of a decree of judicial dissolution
under section seven hundred two of this article.

(b) Unless otherwise provided in the operating
agreement, the death, retirement, resignation, expul-
sion, bankruptcy or dissolution of any member or
the occurrence of any other event that terminates the
continued membership of any member shall not
cause the limited Hability company to be dissolved
or its affairs to be wound up, and upon the oceur-
rence of any such event, the limited liability com-
pany shall be continued without dissolution, unless
within one hundred eighty days following the oc-
currence of such event, a majority in interest of all of
the remaining members of the limited Hability com-
pany o, if there is more than one class or group of
members, then by a majority in interest of all the re-
mainirig members of each class or group of mem-
bers, vote or agree in writing to dissolve the limited
liability company.

(c) A limited liability company whose original ar-
ticles of organization were filed with the secretary of
state and effective prior to the effective date of this
subdivision shall continue to be governed by this
section as in effect on such date and shall not be gov-
erned by this section, unless otherwise provided in
the operating agreement,

§ 702. Judicial dissolution.

On application by or for a member, the supreme
court in the judicial district in which the office of the
timited lability company is located may decree dis-
solution of a limited liability company whenever it
is not reasonably practicable to carry on the business
in conformity with the articles of organization or op-
erating agreement. A certified copy of the order of
dissolution shall be filed by the applicant with the
department of state within thirty days of its is-
suance,

mitting limited partners to receive fair value upon six

months’ notice.

In contrast, “[clorporate law norms are conducive to
minority squeeze-outs in a closely held firm.”* Majority
shareholders exercising control of the board of directors
have any number of ways to impair minority share-
holder interests, e.g., barring participation in manage-
ment decisions, reducing salary, terminating employ-

12
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ment, removing a shareholder from the board of direc-
tors, altering dividend policy, or paying the controlling
shareholders excessive salaries.

At the same time, unlike partnership default rules,
corporate law does not provide non-controlling share-
holders of closed corporations with any easy means of
egress that would permit them to recoup their invest-
ment. For this reason most states, including New York
in 1979, enacted laws giving minority shareholders the
right to seek judicial dissolution for oppressive actions
or other misconduct by controlling shareholders. These
laws typically also provide for a statutory buyout of the
minority shareholder’s stock and empower the courts to
fashion other forms of relief short of disselution.”

Time will tell whether the LLCL's 1999 amendments
will lead to increased litigation of disputes between LLC
members. The most likely candidates are post-amend-
ment LLCs without operating agreements and therefore
governed by the LLCL's new default rules.® A member
of such an LLC has no right to withdraw and no right to
receive fair value for his or her interest. An action for ju-
dicial dissclution may be the only way out.

The Developing Case Law

To date, only a handful of court decisions have in-
volved judicial dissolution of New York LLCs. The deci-
sions are striking in two respects. First, they make no
meaningful attempt to construe or apply the specific
language of LLCL § 702, Second, almost all of them ei-
ther explicitly or implicitly treat LLCs as business cor-
porations subject to the same dissolution standards and
remedies available under BCL Article 11, without any
acknowledgment of the statutory differences and with-
out offering any rationale for doing so.

The one officially reported New York decision thus
far to address LLC dissolution in anything approaching
a substantive fashion is In re Roller (W.R.S.B. Develop-
ment Co., LLC)¥ in which the Fourth Department af-
firmed the denial of a motion to dismiss the petition.
Practitioners should not expect much guidance from
the Roller opinion’s meager four sentences. The court
merely states that the petitioners” ownership of mem-
bership interests in the two subject LLCs on the date the
proceeding was commenced gives them standing to
bring the proceeding, and that “the petition adequately
states a cause of action for judicial dissolution” under
LLCL§ 7022

What allegations in Roller sufficed to state a § 702
claim? Alook at the Roller petition shows that there were
two subject LLCs organized by four members to de-
velop shopping centers” Thé three petitioning mem-
bers owned 75% of one LLC and 45% of the other. The
petition alleges that the respondent member “excluded”
them from the companies’ business affairs; that there is

“internal dissension” and “irreconcilable conflict” such
that dissolution “would be beneficial to the member-
ship”; that the respondent breached his fiduciary duty
by denying petitioners access to company records and
by managing the businesses to his sole benefit; that dis-
solution would not injure the public; and that all of the
foregoing renders it “no longer reasonably practicable
to carry on the business of the companies in conformity
with the operating agreement of each.”

Veterans of corporation business divorce litigation
recognize the Roller allegations as classic grounds for
dissolution under BCL §§ 1104 and 1104-a, for deadlock
and oppression. While such grounds may indeed point
to the need for dissolution of an LLC, by its express
terms § 702 requires something else: a showing that “it
is not reasonably practicable to carry on the business in
conformity with the articles of organization or operating
agreement.” Conspicuously missing from the Roller pe-
tition is any reference to the provisions of the operating
agreement or articles of organization which, in light of
the conduct alleged, make it impracticable for the busi-
ness to carry on in conformity therewith.

The unspoken reliance on BCL dissolution standards
in Roller comes out into the open in an unreported lower
court ruling in RRA Limited Partnership v. A Space Place,
Centereach, LLC.® The case involved four related LLCs
formed to acquire and improve real property for use as
self-storage space. The petitioner was the majority
owner of two of the LLCs and 50% owner of the other
two. Both sides agreed that the companies were operat-
ing successfully and that they intended to sell all the as-
sets,

The petitioner sought dissolution after the failure of a
proposed sale to a third party. The petitioner explicitly
relied on BCL § 1104(a)(3) in support of dissolution,
based on “numerous incidents of divisiveness between
the parties” such that dissolution “may be beneficial to
the shareholders [sic].”** The court’s determination to
deny the respondent’s dismissal motion likewise para-
phragses the standards for dissolution under BCL §§ 1104
and 1104-a, several subsections of which the court cites
along with several case precedents under those statutes.
As in Roller, the specific prerequisite for dissolution
stated in LLCL § 702 is given nominal regard.

Several other unreported trial court decisions like-
wise apply BCL Article 11 to LLC dissolutions without
any discussion of the basis for, or implications of, doing
s0. In In re O'Brien (Academe Paving, Inc.),* the petitioner
sought to dissolve two related entities—one a business
corporation and the other an LLC—under BCL § 1104-a
for minority shareholder oppression. The respondents
served an election under BCL § 1118 to purchase the pe-
titioners’ “shares” in both entities for fair value, after
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which the court stayed the dissolution and
ordered a valuation hearing.

At first blush, nothing about O'Brien’s en-
forcement of the respondents’ § 1118 election
seems amiss, especially if the petitioner’s
consent to the election is assumed. Upon
closer examination, however, the incorpora-
tion of BCL buyout rights is highly problem-
atic. BCL § 1118(a) specifically limits the
statute’s application to proceedings for
shareholder oppression and other miscon-
duct under BCL § 1104-a. This express statu-
tory limitation has led courts repeatedly to
preclude § 1118 buyouts in deadlock pro-
ceedings under BCL § 1104.%

The LLCL does not authorize a buyout of
the interest of the member seeking dissolu-
tion. If BCL § 1118 cannot reach across the
small gap between BCL §§ 1104 and 1104-a,
certainly it cannot bridge the chasm separat-
ing BCL § 1104-a and LLCL § 702.

Other recent examples of courts applying
BCL Article 11 to LLC dissolutions include In
re Rodriguez (Zoros Limited™ and In re Honig
(JM Marketing, LLC).™ In Rodriguez, the court
denied a motion to dismiss a dissolution
proceeding involving a foreign LLC on the
ground that BCL § 1104 empowered the
court, if not to actually dissolve the LLC, to
declare the parties” rights of ownership,
order @ winding up and, if called for, order
the parties to file dissolution papers in the
foreign jurisdiction. In Honig, the court or-
dered a hearing on the petition to dissolve an
LLC after acknowledging the dearth of re-
ported "decisions interpreting LLCL § 702,
The Honig court concluded on the basis of
BCL Article 11 case law that the proper focus
is “assurance to the petitioner seeking disso-
lution that a fair return on his investment in
company securities can be obtained whether
through a buy-out option, if available, or by
the sale of the shares to other share hold-
ers.”* It is impossible to locate any basis in
LLCL § 702 for this BCL-derived standard.

At least one unreported LLC dissolution
decision, In re Quinn (David Rose Perennials,
LLC),¥ is more attuned to the statutory con-
straints of LLCL § 702. Quinn involved a
two-member LLC. The petitioner was the
managing member who ran the retail busi-
ness while the respondent member and ma-
jority owner was responsible for the busi-
ness plan and finances. The petitioner left
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the business and formed a new business after the re-
spondent refused to increase her compensation,

The court denied the petitioner’s motion for a pre-
liminary injunction on the ground that the operating
agreement gave the respondent a controlling voting in~
terest in the company. As viewed by the court, the peti-

tioner’s departure resulted from “a disagreement as to.

the apparently proper exercise of discretion” in deter-
mining her compensation and not from any wrongdo-
ing by respondent.

Quinn’s focus on whether the complained-of conduct
conforms to the operating agreement is consistent with
the language of LLCL § 702, At the same time, it high-
lights § 702's inherent limitations as a remedial statute.
LLC members wielding majority control under the op-
erating agreement will almost always be able to use
their contro] to the disad-
vantage of the minerity
owners for whom employ-
ment with the LLC may be
the primary if not sole
source of return on their
investment. Majority curtail-
ment of the minority’s em-
ployment benefits is a clas-
sic squeeze-out technique
which can often occur with-
out appreciable impact on
the business, and therefore without running afoul of
LLCL § 702. As one commentator succinctly noted, “itis
often possible to carry on the business while freezing a
minority interest out of any return.”*

So long as the language of the statute forces courts to
focus primarily on the inability of the LLC to carry on its
business in conformity with the operating agreement or
articles of organization, and only secondarily on the
conduct of the members or the effect on a particular
membership interest, there are bound to be cases in
which LLC members will be denied relief under cir-
cumstances where a similarly situated corporation
shareholder would succeed.®

A contrary argument could be made based on the no-
tion that the BCL is a statute of general application to all
species of business entities, including LLCs. However,
BCL § 103 expressly limits the application of the statute
to domestic “corporations” and foreign “corporations”
authorized or doing business in New York. LLCL
§ 102(m) defines an LLC as an “unincorporated organi-
zation . . . other than a partnership or trust.” The statu-
tory schemes governing business corporations and
LLCs, and their authorized business and ownership
structures, are like day and night.

In addition, the Court of Appeals has observed that,
historically, New York courts were considered divested

of equity jurisdiction to order dissolution of corpora-
tions, as statutory prescriptions were deemed “exclu-
sive.”® There is no more reason to conclude that courts
have a general, non-statutory power to augment the
LLCL's prescriptions for dissolution by incorporating
what are essentially alien BCL provisions.

A Proposal to Amend LLCL § 702

It is possible that in years to come, a stand-alone ju-
risprudence for judicial dissolution of LLCs will take
root, flourish and mature into a well-developed body of
law from which the business and legal communities can
draw guidance. So far the signs are not promising. The
LLCL's narrow standard for exercise of the dissolution
power, based on outdated partnership exit rules, does
not seem adequate to the task. In the meantime, the un-
certainty resulting from the absence of authoritative
case law can only serve as a
deterrent to greater use of
the LLC as one among sev-
eral competing business en-
fities,

A number of other states
have taken the lead in
adopting the “modern, lib-
eral corporate model” for ju-
dicial dissolution of LLCs#
- Section 801 of the Uniform
Limited Li&blhhf Company Act (1996) (ULLCA), which
50 far has been enacted by eight states and one terri-
tory, ¥ permits judicial dissolution whenever “the man-
agers or members in control of the company have acted,
are acting, or will act in a manner that is illegal, oppres-
sive, fraudulent, or unfairly prejudicial to the peti-
tioner.”* California permits judicial dissolution of LLCs
whenever it is “reasonably necessary for the protection
of the rights or interests of the complaining members”
or when controlling members “knowingly counte-
nanced persistent and pervasive fraud, mismanage-
ment, or abuse of authority.”* The ULLCA and Califor-
nia standards are more liberal than those governing
dissolution of closely held New York business corpora-
tions, and have been criticized as “creat{ing] too many
opportunities for oppression of the majority by the mi-
norify.”*

Amendment of LLCL § 702 need not go as far as the
ULLCA and California law. Rather, the legislature
should amend § 702 by inicorporating the existing, more
modest standards for dissolution under BCL 8§ 1104-a
and 1104.

Since its enactment in 1979, BCL § 1104-a has permit-
ted a 20%* or more shareholder to seek dissolution
where the directors or those in control of the corporation
engage in “illegal, fraudulent or oppressive actions” or
where corporate property and assets are being “looted,
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wasted, or diverted for non-corporate purposes.” An ex-
tensive body of interpretive case law has grown around
these provisions, with “oppressive actions” ;arnering
the overwhelming share of judicial attention.*

BCL § 1104 and its predecessor statutes, in place for
more than 70 years, authorize a 50% shareholder to pe-
tition for dissolution based on management or owner-
ship deadlock and dissension.® These provisions like-
wise have been construed in numerous cases, giving
clarity and predictability to deadlock-based disputes.®

As a matter of public policy, there seems little reason
to distinguish between LLCs and closely held business
corporations when it comes to the grounds for business
divorce. The reliance of New York courts on BCL statu-
tory and decisional law in the early LLC dissolution
cases discussed above underscores the similarity of the
internal forces that contribute to dissension and oppres-
sion among co-owners of both LLCs and business cor-
porations. Amending LLCL § 702 to incorporate the
grounds for dissolution in BCL 8§ 1104 and 1104-a will
place these respective proceedings on a par where they
belong, and will provide LLC members and their coun-
sel with a ready-made, extensive body of decisional law
from which to draw guidance in designing operating
agreements and in regulating member conduct.

LLCL § 702 also should be amended to incorporate
buyout rights akin to those found in BCL § 1118 The
latter provision gives the respondent shareholders or
the corporation the right to elect, within 90 days of the
petition, to purchase the petitioner’s shares for fair
value. If the parties are unable to agree on fair value,
upon application the court will stay the dissolution and
determine the fair value as of the day prior to the date
on which the petition was filed.

There is every reason to expect that granting respon-
dent LLC members the right to stay dissolution in favor
of a buyout will have the same salutary effect the pro-
ceedings under BCL Article 11. It will also likely induce
organizers of LLCs to include mandatory buyout provi-
sions in an operating agreement, which will promote
two important goals. First, parties entering into an LLC
venture will be encouraged to enter into consensual
arrangements that fix their rights and financial expecta-
tions in the event of dissociation. Second, by doing so,
LLC members will be far less likely to burden the courts
with business divorce litigation.

1. P Gevurtz, Squeeze-Outs and Freeze-Outs in Limited Liabil-
ity Companies, 73 Wash. U. L.Q, 497, 497 (1995) (“Gevurtz,
Squeeze-Outs™). A former IRS commissioner recently
noted that “In]o rational, reasonably well-informed tax
professional would deliberately choose subchapter S {cor-
poration] status over an LLC when there is a choice, and
99% of the time there is a choice.” D, Alexandet, Tax Frac-

10.
1%,

12,

13.
14.
15.

16,

17.

18.

18,
20.

21

22.

23.
24

tice, July 17, 2000, quoted in 1 Ribstein and Keatinge on
Limited Liability Companies § 2.01 (2001).

See 8. Hamill, The Origins Behind the Limited Liability Com-
pany, 59 Ohdo St. L], 1459, 1478-1504 (1998) ("Hamill,
Origing™).

The 1960 regulations were adopted in response to the de-
cision six years earlier in United States v. Kintner, 216 Fad
418 (9th Cir. 1954), where the court sided with a medical
partnership that purposefully structured itself with cer- -
tain corporate characteristics to gain tax treatment as an
association and thereby to obtain pension benefits not
then available to partnerships. See 5. Hamill, The Taxation
of Domestic Limited Liability Companies and Limited Partner-
ships: A Case for Eliminating the Partnership Classification
Reguiations, 73 Wash. U. L.Q. 565, 573 (1595},

Former Treas. Reg. § 301.7701-2. The factors are drawn
from the decision in Morrissey v. Commtissioner, 296 U.S.
344 (1935), where the Supreme Court held that a business
trust with corporate characteristics could be taxed as a
corporation. See C. Goforth, The Rise of the Limited Liability
Company: Evidence of a Race Between the States, But Heading
Whete?, 45 Syracuse L. Rev. 1193, 1200 (1995) (“Goforth,
Rise of LLC").

See 1 Ribstein and Keatinge on Limited Liability Compa-
nies § 16.02; Hamill, Origins, supra note 2, at 1509~16.

see Hamill, Origins, supra note 2, at 1516-18; Goforth, Rise
of LLC, supra note 4, at 1199-1201.

See Hamill, Origins, supra note 2, at 1469.

Id. at 1469-70.

See Goforth, Rise of LLC, supra note 4, at 1206, 1222-62.
See Hamill, Origins, supra note 2, at 1477-78.

See K. Walker, New York Limited Liability Companies
and Partnerships § 1.1.1 (2002) ("Walker, NY LLCs”)
Senate Introducer Mem. in Support, Bill Jacket, 1994 NUY.
Laws ch. 576, at 8.

ABA Prototype LLC Act § 902, commentary at 64.

id. .

Notice 95-14, 1995-14 CB 297; see 1 Ribstein and Keatinge
on Limited Liability Companies § 16.02.

Treas. Reg. § 301.7701-2(c). See Walker, NY LLCs, supra
note 11, §§ 2.2-2.3. The new regulations replaced Treas.
Reg. §§ 301.7701-1, 30L.7701-2, 301.7701-3.

Under LLCL § 606(b) as amended, an LLC whose original
articles of organization were filed prior to August 31,
1999, shall continue to be governed by the pre-amend-
ment version of the statute untess otherwise provided in
the operating agreement.

LLCL & 701¢a)1)

LECL 8§ 701(b).

Senate Introducer Menv in Support, Bill Jacket, 1999 N.Y.
Laws ch. 420, at 5-6.

The leading treatise on the subjectis E O'Neal & R
Thompson, (¥ Neal's Oppression of Minority Sharehold-
ers (2d ed. 1999).

Gevurtz, Squeeze-Outs, supra note 1, at 501-502; see D.
Karjala, Planning Problems in the Limited Liability Company,
73 Wash. U. 1.Q). 455, 471 (1995} (“Kazjala, Planning Prob-
lems™),

Gevurtz, Squeeze-Outs, supra note 1, at 501-504.

Id. at 501.
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27.

28
29,

30.
31
32,
33.

40.

41

s

. Id. at 498-501; see 1 Ribstein and Keatinge on Limited Lia-

bility Companiés § 2.06,

LLCL § 417(a) states that every LLC “shall adopt a writ-
ter: operating agreement” but does not address the conse-
quences (if any) of failure to do so and does not require
the operating agreement to be filed. LLCL § 417{c) states
that the operating agreement “may” be entered into be-
fore, at the fime of or within 90 days after the filing of the
articles of organization. For an example of the ltigation
complexities that can arise in the absence of an operating
agreement, see Child Care of Irvine, LLC v Facching, 1998
Del. Ch. LEXI5 114 (Del. Ch. July 15, 1998} (denying
plaintiffs” motion for summary judgment in action to up-
hold termination of defendant member as LLC's general
manager where factual issues arose from the parties’ fail-
ure to execute an operating agreement).

259 A.D.2d 1012, 689 N.Y.5.2d 897 (4th Dep’t 199%), In
Rolfer and all of the unreported LLC dissolution cases
discussed in this article, dissolution was sought by way
of petition in a special proceeding notwithstanding the
absence of any authorization in LLCL § 702. CPLR 103(b)
mandates that “fajll civil judicial proceedings shall be
prosecuted in the form of an action, except where prose-
cution in the form of a special proceeding is authorized.”
The use by counsel of the special proceeding form in LLC
dissolutions is yet another manifestation of the prevailing
treatment of LLC dissolutions as governed by BCL Ard-
cle 1} which mandates & special proceeding for dissohr-
tion proceedings under that article,

Roller, 259 AD.2d at 1012,

Petition, In re Roller (W.R.5.B. Development Co., LLC),
Index No. 10012/97 {Sup. Ct., Erie Co. Nov. 25, 1997) {on
file with author, courtesy of Melissa Fancock Nickson,
Esq.)

Index No. 03-26634 {Sup. Ct., Suffolk Co., June 8, 2001).
Id., shp op. at 2,

Index No. 99-2534 (Sup. Ct., Broome Co., Aug. 24, 2000).

See In ye Sternberg (Osman), 181 AD.2d 897, 582 N.Y.5.2d
206 (2d Dep't 1992). In In 7e Cristo Brothers, Inc., 64 N.Y.2d
975, 978, 489 N.Y.S.2d 35, 36 (1985), the Court of Appeals
comimented that “the legislative history of Business Cor-
poration Law § 1118 contains nothing to indicate why it
accorded a buy-out privilege in any proceeding brought
pursuant to section 1104-a but not with respect to a
dissolution proceeding under Business Corporation Law
§ 1104

4 N.Y.LL, Jan. 18, 2001, p. 29, col. 5 {(Sup. Ct, N.Y. Co.).
. Index No. 6405700 (Sup. Ct., Nassau Co. Oct. 19, 2000},
- 1., slip op. at 3 (citations omitted).

NY.LI, Apr. 20, 2000, . 32, col. 6 (Sup. Ct., Nassau Co.).
Karjala, Planning Problems, supra note 22, at 471.

See McConnell v. Hunt Sports Enterprises, 132 Ohio App. 3d
657,694, 725 N.E.2d 1193, 1220 {Chio Ct. App. 1999)
{where the court held that while it is not “necessary”
under Ohio’s LIC dissolution statute to find wrongful
conduct, it is “possible that wiongful conduct is the un-
derlying reason for it no longer being practicable to carry
or: the business of a company” in conformity with the ar-
ticles of organization and operating agreement).

In re Kemp & Beatley, Inc. (Gardstein), 64 N.Y.2d 63, 69, 484
N.Y.S.2d 799 (1984).

Karjala, Flanning Problems, supra note 22, at 472,

42,

43,

44,
45.

46.

47,

48.

49,

The ULLCA jurisdictions are Alabama, Hawaii, Tinois,
Montana, South Carolina, South Dakota, U.S. Virgin Is-
lands, Vermont and West Virginia.

ULLCA § 801 {a)4)(v). Section 801 also authorizes judicial
dissolution whenever (i) the economic purpose of the
company is likely to be unreasonably frustrated; (i) an-
other member has engaged in conduct relating to the
company’s business that makes it not reasonably practi-
cable to carry on the company’s business with that mem-
ber; (iif) it is ot otherwise reasonably practicable to carry
on the company’s business it condformity with the articles
of organization and the operating agreement; and (iv} the
company failed to purchase the petitioner’s distributional
interest under § 701, which requires the LLC to purchase
a dissociated member’s distributional interest for its fair
value under certain circumstances.

Cal. Corp. Code § 17351(2)(2), (5).

R. Keatinge & |. Reynolds, Advisors” Report on the Uniform
Limited Linbifity Company Act § 4, submitted Mar. 13, 1995,
to the Committee on Partnerships and Unincorporated
Business Organizations of the Business Law Section of
the American Bar Association.

New York is in the minority of states that condition
standing to seek dissolution for oppressive or other mis-
condeuct on a minimum stock ownership percentage.
Given that LLCL § 702 at present contains no similar re-
quirement, it would make little sense to include this fea-
ture of BCL dissolution in any amendment of § 702,

See in ve Kemp & Beatley, Inc., 64 N.Y.2d 63, 484 N.Y.S2d
799 (1984) (adopting a “reasonable expectations” stan-
dard under which oppression should be deemed to arise
only when the majority conduct substantially defeats ex-
pectations that, chjeclively viewed, were both reasonable
under the circumstances and were central o the peti-
tioner's decision to join the venture}. For a comprehen-
sive review of fudicial dissolution proceedings under
BCL § 1104-a, see Peter A. Mahler, Twenty Years of Court
Decisions Havke Clarified Shareholder Rights Under BCL

§§ 1104-a & 1118, NY. 5t B, Vol. 71, Ne. 5 at 28 (1999);
Peter A. Mahler, Decisions Have Set Parameters for Estab-
fishing "Fair-Value” of Frozen-Out Shiveholder Interests, NLY.
5t B Vol 71, No. 6 at 71 (1999); Peter A. Mahler, Review-
ing Shareholder "Freeze-Out” Cuses of 2001, NY.LL, Feb. 8,
2002, p. 1; Peter A. Mahler, Repiewing Shareholder “Freeze-
Out” Cases of 2002, N.YLY, Jan. 3, 2001, p. L; Peter A.
Mahler, Annual Review of Shareholder *Freeze-Out” Cases,
NY.LJ., Feb. 25, 2000, p. 1.

The grounds for dissolution under BCL § 1104 are:

{1} that the directors are so divided respecting the
management of the corporation’s affairs that the
votes required for action by the board cannot be ob-
tained; (2} that the shareholders are so divided that
the votes required for the election of directors can-
not be gbtained; or (3) that there is internal dissen-
sion and two or more factions of shareholders are so
divided that disselution would be beneficial to the
shareholders.

See I re Radom & Neidorff, 307 N.Y. 1, 139 NLE.2d 363
(1954); In re Seamerlin Operating Co., 307 NUY. 407, 121
N.E.2d 392 (1954); In re Gordon & Weiss, Inc., 32 A.D.2dA
279, 301 N.Y.5.2d 839 (Ist Dep’t 1969).

see 5. Bahls, Application of Corporate Common Law Doc-
trines to Limited Lighility Comparies, 55 Mont. L. Rev. 43,
84-90 (1994} (arguing in favor of buyout remedy in LLC
dissolution proceedings).
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