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AMERICAN BAR ASSOCIATION
NATIONAL CONFERENCE OF COMMISSIONERS ON UNIFORM STATE LAWS
REPORT TO THE HOUSE OF DELEGATES

RECOMMENDATION

RESOLVED, That the American Bar Association approves the Uniform Limited Liability 1
Company Act (2006), promulgated by the National Conference of Commissioners on Uniform 2
State Laws in 2006 as an appropriate Act for those states desiring to adopt the specific 3
substantive law suggested therein. 4
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REPORT

UNIFORM LIMITED LIABILITY COMPANY (2006)

The Uniform Limited Liability Company Act gestated from 1994 to 1996 when it was
finally promulgated by the Uniform Law Commission. By that time the majority of the states
had legislation that provided for limited liability companies. Therefore, the 1996 Uniform Act

has been enacted in only nine states by 2006. The limited liability company as a distinct form of
business organization has a very recent history. The first legislation in Wyoming in 1977
introduced the concept. A limited liability company is generally characterized as a business
organization which looks like a partnership or limited partnership in terms of internal structure
and relationships between members, or members and managers, but with the additional
characteristic of a liability shield from vicarious liability for members and managers.

A limited liability company has members who primarily contribute capital to the
company and who share in the profits or losses. It may have managers who do the business of
the company. A member may be a manager, but non-member managers are also allowed. If
there are no designated managers, members run the company as general partners in a general
partnership would. A limited liability company statute has certain key features: a means of
creating the company, usually by filing a certificate; a liability shield provision; rules governing
the relations between members, and between members and any managers; rules governing
distributions of profits or losses to members and a member’s creditor’s rights; rules governing a
member’s exit rights from the company; rules on dissolution of the company, and rules
governing mergers and conversions. A limited liability company is usually governed by an
operating agreement that almost always supersedes and overcomes the statutory rules.

The limited liability company originated in the desire to have a full liability shield while
retaining the so-called “pass-through” qualities of a partnership. This means that the company
itself pays no federal income tax, leaving any tax liability to members receiving taxable
distributions from the company. Before limited liability companies, full limitation of liability
was available only for corporation shareholders. Corporations, however, are taxed as individuals
on their income, but shareholders are also taxed on corporate distributions made to them. The
ability to obtain pass-through status, then, provided very substantial incentive for states to enact
limited liability company statutes. They did this, but did not do so with anything like coherent
uniformity. The great wave of statutes preceded the promulgation of the 1996 Uniform Act.

Limited liability companies have other qualities than pass-through status that make them
desirable as a business organization. A limited liability company may be tailored specifically to
the business or objective of the members because its structure mainly depends upon the
agreement between members and managers (if there are managers). This means a kind of
flexibility coupled with the liability shield that makes the limited liability company a more
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efficient kind of organization than the corporation (specifically) or any of the other
unincorporated business organizations for many purposes. The limited liability company kind of
structure lends itself to nonprofit organizations, and many states (and the successive Uniform
Acts) do not require a for-profit reason for organization. The limited liability company form has
been adapted to allow a single member company to be formed. A single person may not form a
partnership or limited partnership. Forming a corporation raises the tax issue and the
complexities of maintaining a corporation for a single shareholder. A single-member limited
liability company resolves these problems, and makes it an efficient way for a single individual
to have a vicarious liability shield.

Because of its utility, the law of limited liability companies is very dynamic. New ideas
and features seem to appear yearly with the objective of enhancing this form of business
organization. The many developments since 1996 have led the Uniform Law Commission to
reconsider the Uniform Act. The result is the 2006 Uniform Limited Liability Company Act.

The issues addressed in the 2006 Uniform Act are issues of formation, relationships
between members and managers (if applicable), distributions, disassociation, dissolution and
winding up, foreign limited liability companies, merger and conversion and actions against a
company by members. It is not possible in a short summary to do more than highlight some
significant changes. Here are some of the changes made in 2006 over 1996:

1. Inthe 2006 Act, the operating agreement determines whether a company is manager-
managed or member-managed. In the 1996 Act the kind of management is determined in the
certificate of organization. If the agreement is silent, the company is a member-managed
company by default. Leaving this decision to the agreement allows the company to determine
and re-determine its management structure more flexibly. A third-party creditor may seek
affirmation of a manager’s or a member’s authority before doing business with the company and
practice indicates does so without checking the official record for the certificate. In addition,
certificates of authority may be filed to provide notice that only certain members or managers in
a company are entitled to do business on behalf of the company.

2. There is no requirement that a company’s operating agreement be in writing in either
the 1996 or 2006 Act. However, the definitions “record” and “signature” establish that any
statute of frauds requirement within the 2006 Act may be satisfied with electronic records and
signatures. The 1996 Act does not recognize electronic records or signatures.

3. A member may not transfer his or her membership in a company, unless the operating
agreement makes it possible. The only interest that may be transferred is called the
“distributional interest” in the 1996 Act and the “transferable interest” in the 2006 Act. In the
2006 Act, a “transferable interest” is generally any right to distributions that a member has under
the operating agreement. The operating agreement may impose restrictions on a right to transfer.
However, the certificate of organization may provide that a “transferable interest” is freely
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transferable under the 2006 Act. If it does, the transferable interest may be certificated in the
same manner any investment security is, and is likely to be a security under Article 8 of the
Uniform Commercial Code.

4. In both the 1996 and the 2006 Acts, members owe a duty of care to each other. The
duty in the 1996 Act is to refrain from conduct that is grossly negligent or reckless conduct,
intentional misconduct or knowing violation of law. In the 2006 Act, the standard is ordinary
care (care that a person in a like position would reasonably exercise) subject to the business
judgment rule.

5. Under both the 1996 and 2006 Acts, the operating agreement governs the relationships
between members and members and managers (if any). The 1996 Act, however, provides that
the duty of loyalty and the duty of care may not be eliminated in the operating agreement. But
the operating agreement may specify those acts and transactions that do not violate the duty of
loyalty, so long as not manifestly unreasonable. In the 2006 Act, the operating agreement may
eliminate the duty of loyalty or duty of care, provided that eliminating them is not “manifestly
unreasonable.” The agreement may not authorize intentional misconduct or knowing violations
of law, as well.

6. The 2006 Act provides that a member does not have agency authority merely by the
fact of being a member. There is no statutory apparent authority.

7. The 1996 Act does not expressly address the issue of indemnification of members or
managers, but the 2006 Act does. It provides for indemnification as a statutory matter. But the
operating agreement may alter the right to indemnification, and may limit damages to the
company and members for any breach except for breach of the duty of loyalty or for a financial
benefit received to which the member or manager is not entitled.

8. The 1996 Act makes no provision for companies that are initially organized without
members. There must be at least one member upon filing the certificate of organization. In the
2006 Act, a member does not necessarily need to be named at least 90 days from the day the
certificate is filed. There is a limited ability, therefore, to create what are called “shelf”
companies. The date of formation for the company dates from the date at least one member is
named in a subsequent filing.

9. One issue that especially vexes limited liability company law is the rights creditors of
members have in the assets of the company. The 1996 Act restricts creditors’ interests to a
member’s distributional interest and provides a judgment creditor with a “charging order” as the
only method of executing against that interest. The resultant lien may be foreclosed and sold in a
judicial foreclosure sale. The 2006 Act further requires a finding: that payment may not be
made within a reasonable time, before a court orders foreclosure of the lien. This finding is not
required in the 1996 Act. In addition, the 2006 Act makes it absolutely clear that a purchase in a
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foreclosure sale does not make the purchaser a member.

10. In the 1996 Act dissociation (resigning from membership) of a member by express
will triggers an obligation to buy the interest of that member in an at-will or term company.
Failure to buy may subject the company to a judicial dissolution and winding up of the business.
The 2006 Act provides no obligation to buy out a dissociating member, nor a ground based upon
failure of a buyout for judicial dissolution. The company has greater stability under the 2006
Act, notwithstanding any dissociation of a member.

11. The 1996 Act provides members with the right to file a derivative action on behalf of
a company alleging certain kinds of misfeasance on the part of the company by its management.
Under the 2006 Act, the company may form a “litigation committee” to investigate claims
asserted in a derivative action. This stays the litigation while the committee does its
investigation. The objective of the investigation is to determine if the litigation is for the good of
the company. The litigation committee ultimately reports to the court with a recommendation to
continue with the plaintiff or the committee as plaintiff, or to settle, or to dismiss.

12. The 1996 Act allows no right of direct action against the company on behalf of a
member as a plaintiff. The 2006 Act provides for direct action.

These are some of the changes in the 2006 Uniform Limited Liability Company Act.
It is not possible to do more than highlight some of the more prominent changes. Hopefully, this
summary will alert readers to the improvements sufficiently to interest them to support the 2006
Act in the state legislatures.

The work of the Drafting Committee is available at www.nccusl.org, the website of the

Conference.
Respectfully submitted,
Howard J. Swibel
President
NATIONAL CONFERENCE OF
COMMISSIONERS ON UNIFORM STATE LAWS
February 2007
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GENERAL INFORMATION FORM

To Be Appended to Reports with Recommendations
(Please refer to instructions for completing this form.)

Submitting Entity: National Conference of Commissioners on Uniform State Laws

Submitted by: ~ John M. McCabe, Legal Counsel

1.

Summary of Recommendation(s).

The National Conference of Commissioners on Uniform State Laws requests approval of
the Uniform Limited Liability Company Act (2006), by the ABA House of Delegates.
The Uniform Limited Liability Company Act (2006), has been approved by the National
Conference in 2006.

Approval by Submitting Entity.

The National Conference of Commissioners on Uniform State Laws approved it in July,
2006.

Has this or a similar recommendation been submitted to the House or Board previously?

Yes. This Act supersedes The Uniform Limited Liability Company Act (1996), which
was approved by the ABA in 1997.

What existing Association policies are relevant to this recommendation and how would
they be affected by its adoption?

None known, But the Association has approved the earlier act the new Uniform Act
supersedes.

What urgency exists which requires action at this meeting of the House?

After a Uniform Act is approved by the National Conference, Commissioners work for
adoption of the proposal by the States. Legislatures are urged to adopt Uniform Acts
exactly as written, to "promote uniformity in law among the several States.” Approval of
the Uniform Limited Liability Company Act (2006) at the Mid-Year Meeting in February
2007 is desired to encourage swift enactment of the Uniform Act in the state legislatures.
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10.

Status of Legislation. (If applicable.)

None.

Cost to the Association. (Both direct and indirect costs.)

Not applicable.

Disclosure of Interest. (If applicable.)

None.
Referrals.

Pursuant to the agreement between the NCCUSL and the ABA, all members of the House
of Delegates and Chairs of all ABA entities were advised of the drafting project and
those that expressed interest were provided with tentative drafts, as well as the final Act
and Report. The work of the Drafting Committee is available at www.nccusl.org, the
website of the Conference.

The ABA Advisor was Robert R. Keatinge.

Contact Person. (Prior to the meeting.)

John A. Sebert

Executive Director

National Conference of Commissioners on Uniform State Laws
211 E. Ontario, Suite 1300

Chicago, IL 60611

312/915-0195

John M. McCabe

Legal Counsel

National Conference of Commissioners on Uniform State Laws
211 E. Ontario, Suite 1300

Chicago, IL 60611

312/915-0195
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Michael R. Kerr

Deputy Legal Counsel

National Conference of Commissioners on Uniform State Laws
211 E. Ontario, Suite 1300

Chicago, IL 60611

312/915-0195

Contact Person. (Who will present the report to the House.)

Howard J. Swibel, President

National Conference of Commissioners on Uniform State Laws
120 S. Riverside Plaza, Suite 1200

Chicago, Il 60606

Contact Persons Regarding Amendments to This Recommendation.

John A. Sebert

Executive Director

National Conference of Commissioners on Uniform State Laws
211 E. Ontario, Suite 1300

Chicago, IL 60611

312/915-0195

John M. McCabe

Legal Counsel

National Conference of Commissioners on Uniform State Laws
211 E. Ontario, Suite 1300

Chicago, IL 60611

312/915-0195

Michael R. Kerr

Deputy Legal Counsel

National Conference of Commissioners on Uniform State Laws
211 E. Ontario, Suite 1300

Chicago, IL 60611

312/915-0195
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EXECUTIVE SUMMARY"

Summary of the Recommendation.

That the ABA approve the Uniform Limited Liability Company Act (2006), as an
appropriate “Act for those States desiring to adopt the substantive law suggested
therein.”

Summary of the issue which the recommendation addresses.

The Uniform Limited Liability Company Act (2006) provides rules governing the
creation of a limited liability company, the relationships between members and
managers (if any), distribution rights of members, creditor’s rights in member
interests, dissociation of members, dissolution of a company, mergers and
conversions of limited liability companies, and registered agents. It places
emphasis upon the operating agreement as the fundamental governing instrument.
The Act is an upgrade of the original 1996 Uniform Act and reflects
developments in limited liability company law since 1996.

Please explain how the proposed policy position will address the issue.

The Uniform Act provides appropriate rules for the objective as stated in 2.
above.

Summary of any minority views or opposition which have been identified.

The NCCUSL is not aware of any minority views or opposition to the Uniform
Act.



