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CONFLICTING VIEWSASTO THE UNFINISHED BUSINESS DOCTRINE

Thomas E. Rutledge*
Tara A. McGuire**

As the era of failed law firms, both large and dmeontinues’ so does debate as to the
Unfinished Business Doctrine as most famously erigzbioh Jewel v. Boxef Notwithstanding
its general acceptance over the last 30 years,a$ wecently rejected in New York.
Demonstrating that New York was not setting a aagttrend, the Colorado Supreme Court
subsequently affirmed the doctrine. This uncerjaa# to the doctrine’s application mandates
that law and other professional firms consider address the doctrine in their organizational
agreements. Failure to do so only increases tlediHidod of disputes, the expense of dispute
resolution, and perhaps surprise as to the ultidatermination as to whether and how it
should apply to a particular firm.

Copyright © 2015 by the Authors. All rights resedv

* Thomas E. Rutledge is a member of Stoll Keenguéh PLLC resident in the Louisville, Kentucky ofi A
frequent speaker and writer on business organizdtéie, he has published in journals includingETBUSINESS
LAWYER, the DELAWARE JOURNAL OF CORPORATELAW, the AMERICAN BUSINESSLAW JOURNAL and the GURNAL
OF TAXATION, and is an elected member of the American Lawtirist

** Tara A. McGuire is an associate at Stoll Keer@gden PLLC; J.D., University of Louisville School Law
(Spring, 2015).

! See, e.g.Mudge Rose Guthrie Alexander & Ferdon v. Pickeétt,F. Supp. 2d 449, 450 (S.D.N.Y. 1998)
(factual discussion of Mudge Rose Guthrie Alexanfdferdon firm dissolution in 1995); LaBrum & Doakl P v.
Bechtle, 222 B.R. 749, 752 (Bankr. E.D. Pa. 198)t¢al discussion of LaBrum & Doak, LLP’s dissadutin 1997);
see alsoHERRICK K. LIDSTONE, JR., ISSUES IN PARTNER MIGRATION AND LAW FIRM DISSOLUTION 1-3,
http://www.cobar.org/repository/Inside_Bar/Tax/n@itpry%20partners-law%20firm%20dissolution(1).pdeprting
that Dickson, Carlson & Campillo dissolved in 1998theimer & Gray dissolved in 2003; Adorno & Yo&&P
dissolved in 2011); Erin Fuch$he Eight Most Crushing Law Firm Implosions in fdation's History BUSINESS
INSIDER (Jun. 24, 2012, 11:30 AM), http://www.businessilesicom/the-eight-most-spectacular-law-firm-collzps
in-history-2012-6(reporting thatFinley Kumble Wagner Heine Underberg Manley MyergébiCasey dissolved in
1988; Broback, Phleger & Harrison, LLP dissolve@@03; Coudert Brothers LLP dissolved in 2005; etethrmann
dissolved in 2008; Thelen LLP dissolved in 2008wy LLP dissolved in 2011; Dreier LLP dissolved2009;
Dewey Leboeuf dissolved in 2012); David LAtCloser Look at the Morgan-Bingham DeABOVE THE LAw (Nov.
18, 2014, 1:02PM), http://abovethelaw.com/2014/Xldser-look-at-the-morgan-bingham-deal/ (reportigrgan
Lewis acquisition of Bingham McCutchen in 2014);rDknox, Breaking: Issacson Rosenbaum Will Close at Month’s
End Law WEEK CoLo. (Jun. 11, 2011), http://www.lawweekonline.com/2@b/breaking-isaacson-rosenbaum-will-
close-at-months-end (reporting that Isaacson R@sentissolved in 2011); Gus Lubit) Huge Law Firm Collapses
of the DecadeBUSINESSINSIDER (Dec. 8, 2009, 7:30 AM), http://www.businessinsidem/decades-biggest-law-
firm-collapses-2009-127?0p=1 (reporting that ThadPwffitt & Wood LLP dissolved in 2008; Wolf Blockchorr &
Solis-Cohen LLP dissolved in 2009; Jenkins & Gilshdissolved in 2007); Richard Piersblarding & Shultz Law
Firm is Dissolving JOURNAL STAR (Mar. 12, 2015, 11:00 PM), http://journalstar.cboginess/local/harding-shultz-
law-firm-is-dissolving/article_b5f1e841-1d7e-5ad®b9285a6147c02.html (reporting Harding & Shultz i
dissolving), John DisneyMorris Schneider Wittstadt Files for BankruptcDAlLy REPORT (July 6, 2015),
http://www.dailyreportonline.com/id=1202731432082fivis-Schneider-Wittstadt-Files-for-Bankruptcy, ekt
George Clark, Thomas & Winters, Austin’'s Oldest Law Fir@loses AUSTIN AM.-STATESMAN (Apr. 11, 2011),
http://www.statesman.com/ news/news/local/clarkyias-winters-austins-oldest-law-firm-close/nRY 7w/ep@rting
that Clark, Thomas & Winters is dissolving).

Z 156 Cal.App.3d 171 (Cal. Ct. App. 1984).



2 TEXAS JOURNAL OF BUSINESSL AW [VoL. 46:2

JEWEL V. BOXER AND ITSPROGENY

The Unfinished Business Doctrine is exemplified thg decision rendered idewel v.
Boxer, wherein the court considered the treatment ddrgicgency fee earned by one of two
successor firms on a case that had been initiatiél the predecessor firthRejecting a
formulaic division devised by the trial court, tbeurt of appeals focused upon the language of
the controlling partnership law—the attorneys hadwmitten partnership agreement addressing
the division of fees upon dissolution of the fiffacusing upon the applicable partnership law,
the court found that, (a) after dissolution, a fioontinues for the purpose of completing
partnership busineds,and (b) no partner is entitled to additional corgaion {.e.
compensation beyond the agreed sharing ratio uth@eoriginal partnership agreement) for
completing that partnership unfinished busin%%lying upon prior law includin&esnick v.
Kaplan,6 the Jewel court held that all income derived from cases pendvhen the firm
dissolved constitute firm assets that will be sHaamong the partners in accordance with their
existing agreement. In rendering this decisionX&eelcourt expressly addressed claims that
the rule it espoused interfered with a client’sititp select counsel. Initially, it observed that,

[E]ven though the client had the right to the at&ys of its choice, that right was
irrelevant to the rights and duties between then@arpartners with regard to income
from unfinished partnership business. ... [T]ightr of a client to the attorney of
one’s choice and the rights and duties as betweeimgrs with respect to income
from unfinished business are distinct and do ntetraf one another.

As for the claim that completing unfinished parstép business on these terms is
disadvantageous to the partners performing the vbatause they would receive “only a
portion of the income generated by such work,” teirt observed “this is all the former

partners would have received had the partnersr‘[ndilaxaolved.8 Further, the burden would be

shared by all former partners as to all unfinisbediness, so there is no particular burden
imposed on any particular partner or partners gcettclusion of others.

Until recently, most states that have consideredgbestion have followed the rule of

3 Id., superseded by statyt€AL. CORP. CODE § 16401 (West 2014). There are pre-existing casestihg an

outcome similar to that idewel v. BoxerSeg e.g, Rosenfeld v. Cohen, 146 Cal.App.3d 200 (Cal.Qv.A1083),
overruled on other grounds Mpplied Equip. Corp. v. Litton Saudi Arabia Lt@69 P.2d 454 (Cal. 1994); Frates v.
Nichols, 167 So.2d 77 (Fla. Dist. Ct. App. 1964).

* CAL. CoRP. CoDE § 15030 (repealed 1999) (verbatim adoption of P30 (1914)).

° CAL. CoRP. CODE § 15018(f) (repealed 1999) (verbatim adoption BALE 18(f) (1914)).)

6 156 Cal.App.3d at 177 (citing Resnick v. KaplaB4 A.2d 582 (Md. Ct. Spec. App. 1980Resnickinvolved
a dispute between two former partners to a disdolae firm, one partner arguing that fees collected work
completed during the wind-up period should havenhEsad to him alone. 434 A.2d at 585. The appeliatat upheld
the trial court’s determination that the collecteds were to be “allocated according to the peexgrst specified in the
[partnership] agreement for the distribution offfisoand losses.Id. at 587.

" 1d. at 177-78. It should be noted that while it mayehbeen that all of the unfinished business ofJéneel,
Boxer and Elkind firm was based upon contingeneydgangements, that is not stated in the opirdod,the court
did not base its determination on the contingeeeytfasis of the work.

8 1d. at 179.



2015] GONFLICTING VIEWS AS TO THEUNFINISHED BUSINESSDOCTRINE 3

Jewel v. Boxet For example, Texas courts have also followed tlegority of states by
adhering to the explicit terms of the partnershijpeament when assessing ownership interests
and profit distribution upon dissolution of a lawni. In Kahn v. Seelythe court reviewed
appeals by two former law partners objecting tottie court’'s 60/40 division of the firm's
pre-dissolution profits and an award of post-digdoh services compensation in addition to
the partnership intere&t.

Seely had unilaterally acted to dissolve the pastmnp, after which Kahn argued that he
was entitled to fifty percent of the firm’'s profitether than forty percent, the percentage
explicitly granted to him in the partnership agrestt" The court relied upon prior Texas case
law, includingDunn v. Summervilltl:-2 and the 1914 Texas Uniform Partnership }fdbr the
basic principle that “partnership profits are skaegually ‘[u]lnless [the partners] otherwise
agree . .. ¥ The partnership agreement was found to unambidyiayrant Kahn a forty
percent interest in the profits of the firm, withetagreement further providing that if the
partnership terminated for any reason other thathder disability, Kahn would “receive a
percentage of the net fees and cases costs arsldgaal to the percentage of ownership that
he then possessejsf’."

The partnership agreement was not as explicit aghather a partner would be entitled to
compensation for post-dissolution services eithexddition to or instead of the partner’s share
in the partnership profits, and the appellate covas required to fill the gap with the “no-
compensation rule” of the Texas Uniform Partnershigt.'® The Texas “no-compensation
rule”*’ provided that “[n]o partner is entitled to remustgmn for acting in the partnership
business*® The appellate court rejected Kahn's argument I#nat partnerships are exempt
from the “no-compensation rule,” declining to fallcCofer v. Hearng® an earlier Texas case
holding to that effect. Instead, this appellatertgoined with California’sJewel v. Boxeto
follow the “majority rule” that every professiomdluding law partnerships, must be included

o SeeDouglas R. Richmondyligratory Law Partners and the Glue of Unfinishedsiess39 N.Ky. L. Rev.
359, n.120 (2012) (collecting caseSee alsoChristine Hurt, The Limited Liability Partnership in Bankruptcy
AMERICAN BUSINESS LAW JOURNAL (2016, forthcoming), BYU Law Research Paper No.-045
http://ssrn.com/abstract=2568461 (discussing therpiay of LLP status and partner limited liabiligrsus creditor
expectations of claim satisfaction in bankruptcy).

10" 980 s.W.2d 794 (Tex. App.—San Antonio 1998, pehied).

14, at 796-97.

669 S.W.2d 319 (Tex. 1984).

TeX. REV. CIv. STAT. ANN. art. 6132b, § 18 (West 1970) (expired 1999).

Kahn 980 S.W.2d at 797 (quotirigunn, 669 S.W.2d at 319).

Id.

Id. at 798.

TeEX. Bus. ORG. CODE § 152.203(c) (West 2006) (formerly found iBxT REv. Civ. STAT. ANN. art. 6132b,
818(1)(f), but modified to provide for reasonabdenpensation for post-dissolution services).

18 4. (“A partner is not entitled to receive compensatfor services performed for a partnership othent
reasonable compensation for services renderednding up the business of the partnership.”) Foecemt treatment
of the no-compensation rule under the Texas Busi@eganizations Code, see Johnson v. Graze Oue Catt, 2012
Tex. App. LEXIS 5790 (Tex. App.—Amarillo July 18022) (applying the no-compensation rule to charaxtea
$30,000 distribution to a former partner from parship proceeds as a payout of the agreed pereeotamrtnership
profits rather than as additional compensatiorpfaformance).

19 459 s.w.2d 877 (Tex. Civ. App.— Austin 1970, wefd n.r.e.).

12
13
14
15
16
17
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in the term “business” for the purposes of statengaship law?® The court ultimately held
that when dissolution of a partnership is causedvltgdrawal, Texas law “does not permit
compensation for post-dissolution services in wigdiup the partnership’s affairs,” and
reversed the trial court’s order for post-dissantcompensation of Seely and K.

While questions of unfinished business often asis€o pending contingency fee cases,
most courts that have considered the questioneflsass most commentators, have applied the
rule to contingency as well as hourly fees mattpending at the time of the firm’'s
dissolution®? Jewelhas as well been applied to firms of professiomaler than attorne?%
and, curiously, applied to firms organized as ssifenal service corporatioﬁ‘é]n fact, it is
fair to describe thelewelrule as the consensus for the next thirty yé%lr‘shat consensus
would be challenged and indeed broken in 2014.

THE CONSENSUSFAILS

Thelen LLP voted to dissolve in 2008 shortly afidopting a new partnership agreement
containing aJewel waiver, i.e,, an agreement that the firm would have no claimtioa

20
21
22

Kahn, 980 S.w.2d at 799.

Id.

SeeMichael D. DeBaecke and Victoria A. Guilfoyleaw Firm Dissolutions: When the Music Stops, Does
Anyone Need to Account for Any Unfinished Businels$TeL. L. Rev. 41, 47, n.38 (2013); Dev. Specialist, Inc. v.
Akin Gump Strauss Hauer & Feld LLP (In re Couderdd3, LLP), 480 B.R. 145, 163-64 (S.D.N.Y. 2012)lkecting
cases); In re Labrum & Doak, 227 B.R. 391, 410 @ak.D. Pa. 1998) (“[H]ourly-fees derived from Wein-
progress pending at the time of dissolution ararbfeproperty [of the firm].”); RBERT W. HILLMAN , LAW FIRM
BREAKUPS THE LAW AND ETHICS OF GRABBING AND LEAVING § 4.4.3 (1990); BBERTW. HILLMAN , HILLMAN ON
LAWYER MOBILITY : THE LAW AND ETHICS OFPARTNER WITHDRAWALS AND LAW FIRM BREAKUPS§ 4.6.1.2 (2nd Ed.
1998 & Supp. 2014 supp.) (“[T]here is no basis un@atnership law for treating a matter billed mteourly basis as
something other than the unfinished business afveplartnership.”) (italics deleted).

2 SeeDeBaecke & Guilfoylesupranote 22, at n.3.

2 Seee.g, Sullivan, Bodney & Hammond, Prof| Corp. v. Bagn 820 P.2d 1248 (Kan. Ct. App. 1991); Fox
v. Abrams, 210 Cal. Rptr. 260 (Cal. Ct. App. 2dtDiE985); Marr v. Langhoff, 589 A.2d 470 (Md. 199This
treatment is curious in that corporate law gengmédles not incorporate an analytic underpinningevie] namely the
no compensation rule of partnership law.FHox the Court wrote: “it is well-known that the pringapurpose of the
laws permitting professionals to incorporate wasltow them to take advantage of various tax bénefvailable to
corporate employers and employees.” 210 Cal. Rpt265. This discounting of incorporation ignorkes fact that it
could have been done to avoid implications and eguences of organization as a partnersBige alsoFrank
Easterbrook & Daniel R. FischeClose Corporations and Agency C@s83 SAN. L. Rev. 271, 298 (1986)
(“Proponents of the partnership analogy assume ghéicipants in closely held corporations are kieolgeable
enough to incorporate to obtain the benefits obfalile tax treatment or limited liability but igrmt of all other
differences between corporate and partnership Jaw.”

% SeeRichmond,supranote 9. This is not to suggest, however, thatrtie of Jewel v. Boxehad universal
acceptanceSee e.g, Mitchell v. Brewer, 2013 NCBC 14, 2013 WL 7653{@2.C. Super. Feb. 26, 2013) (in the
context of a law firm LLC declining to followewel v. Boxeand instead awarding former firm quantum meriincla
against ultimate proceeds of contingency fee ca$®Mitchell decision relied in part upon the decision rendémed
Lamb v. Wilson92 N.W. 167 (Neb. 1902). ThHeamb decision was relied upon as well @afer v. Hearng 459
S.w.2d 877 (Tex. Civ. App.—Austin 1970, writ reffdr.e). The court inKahn v. Seelyleclined to followCofer v.
Hearne instead deciding to adopt the “majority rul&&ahn, 980 S.W.2d at 796. Thi€ahn court did not expressly
overruleCofer, but in discussing it stated thadferis thus contrary to the express terms of the t&4fiex. Rev. Civ.
Stat. Ann. art. 6132b, 86(1)] and the majority rated is ‘plainly wrong,” as several courts haveeddt The court
referencedewel v. Boxeas one of the courts noting the error in@uerdecisionld. at 799.
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proceeds of any cases or matters ongoing at the d¢ihdissolution save collection of then
accrued but unpaid fees. Just less than a year Tételen entered chapter 7 bankruptcy.
Thelen’'s chapter 7 trustee sought to have Jhevel waiver set aside as a constructive
fraudulent transfer and to collect for the Thelestate the fees earned on the transferred
unfinished business. Seyfarth, one of the firmsvtoch Thelen attorneys had moved, was
successful in its argument to the trial court ttret Unfinished Business Doctrine does not
apply to hourly matter® The story was largely similar at Coudert Brothelc®. Its partners
agreed to dissolve in August 2005, and grantedettezutive committee the right to waive
partnership claims; although not express in thisigi@n, the granted waivers presumably
included claims on fees earned after separationttamsfer of cases and matters to different
firms. Coudert filed for bankruptcy in September080 Developmental Specialists, Inc.
(“DSI"), as administrator of Coudert’s estate, hybti suit against firms to which Coudert
attorneys moved, seeking the proceeds of the #mesf work. The defendants asserted that
the Jeweldoctrine does not apply to hourly (as contrastéti wontingent) fee arrangements;
the bankruptcy court did not accept that argumather, it held that théeweldoctrine did
apply, and that “the Client matters were Coudestetson the dissolution date. Because they
are Coudert assets, the former Coudert partnersldigated to account for any profits they
earned while winding the Client Matters up at tirens."*’

Seeking resolution of these determinations, the&@Circuit Court of Appeals certified
to the New York Court of Appeals the following gties:

Under New York law, is a client matter that is &illon an hourly basis the property
of a law firm, such that, upon dissolution and éhated bankruptcy proceedings, the
law firm is entitled to the profit earned on suchtters as the ‘unfinished business’ of
the firm?®

The New York Court of Appeals would hold in the atge, the proceeds of transferred
hourly matters are not assets of the prior firm axay not be claimed by the bankruptcy estate
in order to satisfy those creditor claiffisNot squarely addressirgwel’sreliance on UPA 8§
18(f) and 302 the ThelenCourt focused upon what is “property” of the parship, holding
that as a firm has no enforceable property intéreite matters entrusted to it by clients, there

Geron v. Robinson & Cole LLP, 476 B.R. 732, 742(83D.N.Y. 2012).

Dev. Specialists, Inc. v. Akin Gump StraussHaud¥eld LLP, 477 B.R. 318, 326 (S.D.N.Y. 2012).

In re Thelen, 20 N.E.3d 264, 268 (N.Y. 2014).

A similar determination that hourly matters ar¢ mofinished business was reached in Heller Ehrbhdhv.
Davis, Wright, Tremains, LLP, 527 B.R. 24, 26 (Barlk.D. Cal. June 11, 2014). The Unfinished Busin@sctrine,
as least as to contingency matters, had priordsetlilecisions been accepted in New Y8ee e.g, Shandell v. Katz,
629 N.Y.S.2d 437 (N.Y. App. Div. 1st Dept. 1995)cDbnald v. Fenzel, 650 N.Y.S.2d 9 (N.Y. App. Dist Dept.
1996). As to hourly fees the question was ofB=eSheresky v. Sheresky Aronson Mayefsky & Sloan, .2 Misc.
3d 1201(A), 950 N.Y.S.2d 611 (Table), (N.Y. Sup. Z311) (“This being said, the court is not inctirte recognize a
cause of action for unfinished business for hotef/cases which has, hitherto, not been recogtiyzee New York
courts.”)
30" see alsodoan C. RogersProfits From Finishing Bankrupt Firms’ Cases Belomy Law Firms That
Complete ThepB3 Law WEEK (BNA July 8, 2014) (“Hillman noted that whilBeronaddressed policy concerns and
the problems facing lawyers and firms, ‘it gave $kegute fairly short shrift.” The court did not ntien a couple of the
most pertinent statutory provisions in the parthigréaw, nor did it discuss the effect on creditdrs said.”).



6 TEXAS JOURNAL OF BUSINESSL AW [VoL. 46:2

is no property right against which the firm may makclaim after dissolutiot. Furthermore,
the court held that the Unfinished Business Doetrias applied inJewe] “would have
numerous perverse effects,” including that, “[blypwaing former partners of a dissolved firm
to profit from work they do not perform, all at tiexpense of a former partner and his new
firm, the trustees’ approach creates an ‘unjustvailt . . . 32 Expanding on this point, the
court also wrote, “[A]ttorneys would simply find dlifficult to secure a position in a new law
firm because any profits from their work for exigticlients would be due their old law firms,
not their new employerss.a Ultimately, theThelendecision rests upon the impact ofewel
doctrine obligation among partners upon the peszkiability of clients to retain counsel of
their choosing’

ARE THELEN AND COUDERT BROTHERS ANOMALIES?

Going againsfThelenis a recent decision of the Colorado Supreme Cioukthich it
upheld theJewelrule in the context of a law firm organized as@afado LLC* LaFond &
Sweeney LLC was organized in 1995 and dissolve@0®8; at the time of its dissolution
several cases, most notably the Maxwell False Glaiat action undertaken on a contingency
basis, were pending. The Maxwell case went withdreFto his new firm. Sweeney and
LaFond were unable to come to agreement as toitimosh of any ultimate settlement in the
Maxwell case. The trial court issued a quantum m¢udgment in favor of the L&S firm in
the amount of up to $597,179.88 to then be dividgdally between LaFond and Sweeney.
Shortly after this decision was rendered Maxwedjis§ tam action generated a judgment of
some $23 million with additional attorney fees @ & million; the case ultimately settled for
some $26 million and $2.6 million in attorney feesth the contingency fee still in place; that
percentage is not recited in the decision). Maxveglpealed, and the Colorado Court of
Appeals held that the quantum meruit analysis efttial court was improper, and that all
proceeds of the contingency fee arrangement ware gdroperty to be divided in accordance
with LaFond and Sweeney’s agreed sharing ratio®0%6 each. This determination was
affirmed by the Colorado Supreme Court.

3 n re Thelen20 N.E.3d at 270-71 (“In short, no law firm hapraperty interest in future hourly legal fees

because they are ‘too contingent in nature andusgidee to create a present or future propertyr@se, given the
client's unfettered right to hire and fire couri3dljuoting Verizon New England, Inc. v. Transcomhianced Servs.,
Inc., 21 NY3d 66, 72 (N.Y. 2013)).

2 n re Thelen 20 N.E.3d at 273. As is discussed below, at leathhose states that have adopted RUPA, a
partner working to complete the prior firm’'s busieds entitled to reasonable compensation for dsm&ee infra
notes 48 through 53 and accompanying text. In thassdictions, this aspect of thEhelencourt’s reasoning is
inapplicable.

B ..

34 See alsd GEOFFREYC. HAZARD, JR., W. WILLIAM HODES & PETERR. JARVIS, THE LAW OF LAWYERING
(4th ed.) § 5.21 at 5-85:

[1]f a lawyer moved to a new firm but had to spensignificant amount of time finishing up old
firm work, the new firm would be placed in the umble position of paying for the lawyer's
portion of overhead, without being able to reabizesturn on it. This would make the new firm
less willing to welcome the new lawyer into its kanand that would have the cascading effect
of making it more difficult for clients of the olfirm to assure that their legal business was
being attended to by counsel knowledgeable abeir dlffairs.

3 LaFond v. Sweeney, 343 P.3d 939, 951 (Colo. 2015).
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The Colorado LLC Act requires each member to “raddrustee for it any property, profit
or benefit derived . . . in the winding up” of theC's business$® Unlike Colorado’s current
partnership act, an adoption with modification leé Revised Uniform Partnership Act which
affords a partner the right to compensation fowises rendered in completing business
pending at the time of the partnership’s dissohytihe Colorado LLC Act is silent as to such a
right of compensatiofy’

Substantively, the court first determined that aticmency fee case is firm property:

That a pending contingency fee case is busineasdifsolved LLC follows from the
fiduciary nature of the attorney-client relationshiVith respect to law firms, absent a
special agreement, the client employs the firm motda particular lawyer. During the
dissolution of a law firm, attorneys continue toeowlients ethical and legal duties
such as ensuring that the client’s matter is hahgteperly*®

Tellingly, and here significantly departing frometfithelendecision, the Colorado Supreme
Court found that, notwithstanding Maxwell’'s decisithat LaFond should handle the matter
after the dissolution:

Maxwell’s choice in this regard did not alter thentingent fee agreement that was in
existence at the time of L&S’s dissolution; nor didalter the rights and duties
LaFond and Sweeney owed to each other under thmindss arrangement. The
contingent fee agreement remained in place, andnhdfad a duty to carry forward
the representation undertaken by the LLC. Accollglirtpe Maxwell case constituted
business of the LLC for the purposes of determirniregrights and duties of LaFond
and Sweeney toward each anotfier.

In response to LaFond’s argument that this apptinabf the Unfinished Business
Doctrine interferes with the client’s right to caah, in that “an attorney would be unwilling to
represent the client unless the attorney is edtiiteadditional compensation for his worl”
the Colorado Supreme Court wrote the following:

We are unaware of any authority for the propositioat fiduciary duties attorneys
owe to their firms may be eschewed under the cistantes of a case like the one
before us. The division of the contingent fee betwkaFond and Sweeney does not
affect the amount of money Maxwell had to pay upoecessful resolution of his
case. Hypothetical harm, as opposed to actual barthe client’'s ability to choose
counsel in the case, is not a pertinent consideratihen determining the rights and

3 CoLo. REV. STAT. § 7-80-404(1)(a) (West 2015Accord REV. UNIF. P'SHIP ACT § 404(b)(L), 6 (pt. I)

U.L.A. 143 (2001); WiIF. P'SHIPACT § 21, 6 (pt. Il) U.L.A. 194 (2001).
37 seeCoLo. Rev. STAT. § 7-64-401(8) (West 2015);ER. UNIF. P’sHIP ACT § 401(h), 6 (pt. Il) U.L.A. 133

(2001).
38

39
40

LaFond 343 P.3d at 945.
LaFond 343 P.3d at 946 (footnote omitted).
LaFond 343 P.3d at 947.
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obligations of attorneys to their firmSee Jewel?03 Cal. Rptr. at 17 (“[T]he right of

a client to the attorney of one’s choice and tights and duties as between partners
with respect to income from unfinished businessdiséinct and do not offend one
another.”)*

Clearly In re ThelenandLaFondcannot be reconciletf. While at first blush it might be
said that one is a case about hourly fee arrangsnmeed the other contingency fees, that
differentiation does not stand up to scrutiny. Tetermination made ifhelenas to what is
firm property is applicable to both types of engagats. Likewise, theaFonddetermination
as to what constitutes ongoing business at the tifndissolution is equally applicable to
contingent and hourly arrangements.

IN FAVOR OF JEWEL AND THE UNFINISHED BUSINESS DOCTRINE

Setting aside for now those firms that utilizelewel waiver, a topic further discussed
below, clearly there is now a split as to the progefault rule. In California, New York, and
Colorado it is clear as to what is the default r@éviously the question remains open in the
vast majority of jurisdictions in this country amag well in different organizational forms—
how mightLaFondbe decided under Colorado’s enactment of RUPA ,hervd mightJewelbe
decided under California’s new LLC Act? While aghile space does not permit a complete
explication of the question, in our view thaFonddecision, it continuing the rule dewe| is
the better policy.

An important function of the Unfinished Business ddme is to police otherwise
opportunistic behavior by partners. If a partnenrmd expect to make more off a file by
working the case in the current firm than she wouttte she to dissolve the firm and leave
with the file, the incentive to depart is elimindteConsider firm ABC. During the
partnership’s term, B originates a particularlyratove contingent fee case. B is aware that if
the case is resolved while she is part of ABC et will realize 30% of the net recovery; A
and C will equally split the balance of 70% of tleeovery. Absent the Unfinished Business
Doctrine, B has a significant incentive to dissoM8C by withdrawing therefrom and (with
client consent) taking this case with her, all wéth eye to keeping for herself 100% of the
ultimate recovery offset only by ABC's claim in quam meruit”® Likewise, absent the

“1 1. Accord Ellerby v. Spiezer, 485 N.E.2d 413, 416 (lll. Afgpt. 1985) (“This right of the client is distinct

from and does not conflict with the rights and dsitof the partners between themselves either regppoofits from
unfinished partnership business because since,tbedee is paid to an attorney, it is if no comcer the client how
the fee is distributed among the attorney and aitprs.”).

42 With due respect, the statement by Anthony Davithé effect that th&helenandHeller Ehrmandecisions
“represent the death of the unfinished businessride¢’ overstated the situation unless his intamtivas to address
only the law within New YorkSeeJoan C. Roger®rofits From Finishing Bankrupt Firms’' Cases BelommgLaw
Firms That Complete Ther@3 Law WEEK (BNA July 8, 2014).

. Seee.g, Fracasse v. Brent, 494 P.2d 9, 13 (Cal. 197a2)k& v. Shapero, 203 S.W.3d 697, 699 (Ky. 2006).
See alsdROBERT L. RoOss| 1 ATTORNEYS FEES 8§ 3:12 (3d ed. 2014) (“It is now fair to say thlaé overwhelming
majority of jurisdictions hold that an attorney doy®d on a contingent fee contract who is dischéngithout fault
on his part before the happening of the contingesot entitled to recover on the contract, buy mecover merely
on a quantum meruit basis the reasonable valukeo$érvices rendered.”); George L. Bluomitation to quantum
meruit recovery, where attorney employed underiogent-fee contract is discharged without cagulB@A.L.R. 5th 1,
*3a (1998) (listing twenty-eight states and thetfis of Columbia as supporting the propositiondttan attorney
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Unfinished Business Doctrine, presuming they amilling to accept only a quantum meruit
recovery, A and C will have a claim for abusivemaration by B of ABC. One benefit of the
Jewelrule is that it preserves the agreement of thégsaand avoids separate challenges based
in bad-faith and breach of fiduciary duAﬁ/.

Another benefit of the Unfinished Business Doctriaghat it is consistent with default
partnership law. Partners are free to negotiatéferent rule. The fact that partners may not
want to “jinx” the deal by focusing upon dissolutivhen forming the partnership is of no
import.45 At a time when the partners are negotiating anylmer of items, some of which,
such as sharing ratios, are zero sum, they shoitikérenegotiate matters involving the
dissolution of the venture or accept the consecgent the law’s default ruld§ Absent such
private ordering, thdewelDoctrine carries forward for all partners what whs agreement
under which they have performed during the partnipis pendency. Not only is the partners’
inter-se agreement preserved, but time-consumisputis as to the treatment of income from
individual matters are avoidéd.

employed on a contingent-fee contract who was digghd without fault on his or her part is not éeditto recover the
full compensation on the contract, but is limitecatquantum meruit recovery.But see idat *4 (listing jurisdictions
whose laws support the proposition that “an attpremployed on a contingent-fee contract who washdisgged
without fault on his or her part is not limited & quantum meruit recovery but is entitled to recave full
compensation stipulated in the contract, on therthef either constructive performance or breactcarfitract”);
Howell v. Kelly, 534 S.W.2d 737, 739 (Tex. Civ. AppHouston [1st Dist.] 1976, no writ) (“[A]n attorpainder a
contingent fee contract is permitted to recoveth@ncontract in Texas"Bee alscAdam ShajnfeldA Critical Survey
of the Law, Ethics, and Ecomonics of Attorney Cumynt Fee Arrangement$4 N.Y.L. ScH.. L. Rev. 773
(2009/2010) (reviewing distinctions between thedaw the various jurisdictions that restrict at@yrcontingency
recovery to quantum meruit in circumstances oftdisge other than for cause).

a4 Seee.g, Page v. Page, 359 P.2d 41 (Cal. 1961); Leff v. &usE8 P.2d 740 (Cal. 1983); Rosenfeld, Meyer
& Susman v. Cohen, 146 Cal.App.3d 200 (Cal. Ct. .Ap@83),disapproved of byApplied Equip. Corp. v. Litton
Saudi Arabia Ltd., 869 P.2d 454 (Cal. 1994) (haidpartners’ withdrawal from partnership in orderuce a major
partnership client to their newly formed firm washad faith). Additional scrutiny of these probleimset forth in J.
Hart, Termination of the Fiduciary Duty of Business Agaes Not To Compete for the Firm's Customers and
Suppliers 14 DUKE L.J. 16 (1954); Thomas E. Rutledggare and Loyalty After the Dissociation From or §bkution
of an Unincorporated Entityin RESEARCH HANDBOOK ON PARTNERSHIPS LLCS AND ALTERNATIVE FORMS OF
BUSINESSORGANIZATIONS (Robert W. Hillman & Mark J. Loewenstein eds., 3P1

%5 See alsoMark H. Epstein & Brandon Wisoffwinding Up Dissolved Law Partnerships: The No-
Compensation Rule and Client Chqi@® GiLiF. L. REv. 1597, 1614 (1985) (“Of course, the partners aeeby
contract to provide for compensation in the evemdimg-up burdens fall inequitably. Neverthelesgcduse
partnerships are likely to be forged in an atmosplo&optimism and mutual respect, partners maypgs notions of
dissolution and conflict. Should the various parsneonsider the potential problems involved in aligsg, they may
choose not to raise the issue for fear of disrgptie harmony of the moment.”).

6 See alsoThomas E. RutledgeShareholders Are Not Fiduciaries—A Positive and itive Analysis of
Kentucky Law51 LouisviLLE L. Rev. 535, 559-60 (2012-13).

47 See alsoMark |. Weinstein,The Revised Uniform Partnership Act: An AnalysisltefImpact on the
Relationship of Law Firm Dissolution, ContingenteF€ases and the No Compensation R8&DuQ. L. Rev. 857,
867 (1995) (“A significant advantage of the No Camgation Rule is its practicality due to its mecbalrapplication.
In implementing the rule, courts need not examire dissolution process on an ad hoc basis to dieterthe fee
proportion owed to each partner. The automaticieafdn of the No Compensation Rule by courts @socourages
private dispute resolution. Abandoning the rulefamor of quantum meruit compensation would forcerto to
examine, weigh, and formulate various factors ttemeine the amount of compensation owed to fornsatners.
Courts would have to determine what percentagdeffée was accrued before and after dissolutianettpected
value of the case, and how much time the partrtealig spent working on the case.”) (footnote oedit
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An important change in the underlying law has be¢ka abandonment of the no
compensation rule of UPA § 18(f) and the adoptiba seasonable compensation rule as set
forth in RUPA § 401(hf® At first blush this differential between the patship acts could
indicate that partnerships governed by the newdamould not be subject to the ruleJawel
v. Boxer Almost certainty this overstates the case. Inagngrship governed by RUPA §
401(h), a partner completing partnership businesstitled to “reasonable compensation” for
completing partnership business as part of its imtpdip. Seldom if ever will “reasonable
compensation” equal all proceeds of that engagement

While there is to date a dearth of case law oninterpretation of RUPA § 401(h), one
paradigm would be to consider the claim as in theine of a quantum meruit action by the
partner against the firf. Once the value of the services rendered in coimnplethe
partnership business has been thereby determihednét proceeds would be firm assets
divided among all of the partners in accordancehwite sharing ratios set forth in the
partnership agreeme?ft.ln addition, the “reasonable compensation” prodifier in RUPA §
401(h) provides for disparate treatment among thaenprs who oversee and conclude the
firm's unfinished business. Partners who undertdke more onerous tasks will be
compensated for doing so while those who comple& léss strenuous tasks will receive
proportionally less compensation for the serviomsdered on the partnership’s beRaltn
consequence, RUPA’s adoption of a compensation, rile opposition to UPA’s no
compensation rule, only adds another step in tleegss but does not otherwise alter the
Unfinished Business Doctrine, even as it militateperceived negative consequence of the
prior law>?

8 SeeRev. UNIF. P'SHIPACT § 401(h), 6 (pt. I) U.L.A. 133 (2001) (“A partnir not entitled to remuneration

for services performed for the partnership, exéepteasonable compensation for services renderednding up the
business of the partnershipGompareUNIF. P'sHIP ACT § 18(f) (1914), 6 (pt. ) U.L.A. 101 (2001) (“Neartner is
entitled to remuneration for acting in the parth@rdusiness, except that a surviving partner t&led to reasonable
compensation for his services in winding up therngaship affairs.”).

49 RUPA has been adopted in thirty-six states, thariot of Columbia and the Virgin IslandSeeREv. UNIF.

P’SHIPACT, 6 (pt. I) U.L.A. (Supp. 2014) 1.
%0 The comments to RUPA provide no guidance as to thisv'reasonable compensation” is to be determined
Seealso Weinstein,supra note 47, at 859 (“[T]he drafters did not provide asticulate a standard, formula, or
methodology to be utilized by courts faced witlstisisue of requested compensation.”).
51

401(h)).
52

See alsdd. at 879-84 (setting forth a paradigm for determinaupquate compensation under RUPA §

See also idat 875 (“The phenomenon of “lock out” can be avdidy the RUPA Section 401(h). The
financial disincentive of completing a particuldient’s contingent fee case which requires a digprbionate amount
of time and effort, is eliminated by awarding comgation to an attorney who has excessive windingusgens.”).

3 See alsoJoan C. RogersProfits From Finishing Bankrupt Firms’ Cases Beloty Law Firms That
Complete ThemBloomberg BNA (July 16, 2014), http://www.bna.dpmofits-finishing-bankrupt-n17179892367/
(“Under RUPA, he explained, partners are entitleddasonable compensation for winding up a dissofiren’s
business; accordingly, former partners of a disblirm and their new firms would not be deprivefl ail
recompense for their work if the unfinished busindsctrine were applied. Because RUPA furnishesyaout from
the dilemma that lawyers and firms face in UPAestdty allowing firms to finish business but be cemgated, courts
applying RUPA may be more likely to accept the nmisfied business doctrine for hourly fee matters thianer
partners of dissolved firms take to other firmdjrhtan said.”).
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PROTECTION OF GENERAL CREDITORS

While the objective of the Unfinished Business Dinet is to recover to the partnership
the fruits of those projects in process at the tirhdissolution with the objective of sharing the
net proceeds among the partners in accordancethéih agreed sharing ratios, it must be
recognized that the rule first protects the righttgartnership creditor¥. As exemplified by
the Thelen and Coudert Brothers bankruptcy casésl-party creditors of the firms remain
unpaid; consequent to elections by the firms tditnéed liability partnerships the personal
assets of the partners are not available to sdtisfse creditor®’ If firm assets do not include
unfinished business, then the creditors are résttito collections on accounts receivable
outstanding as of the firm’s dissolution/bankruptitywill be common for those assets to be
insufficient to satisfy those creditor claiffswhile the shifting of risk to unsecured creditors
is the accepted and intended effect of affordingiress owners limited Iiabilit§7, firms
advertise their credit worthiness based on fadtoekiding their history of exploiting client
relationships and the income being currently derifrem them® Creditors may legitimately
assert that they extended credit against the firretognition of that income. One may
qguestion whether New York’s rejection of the Undiméd Business Doctrine works an unjust
hardship upon the creditors of those firms. Wikhders now insist upon a loan covenant
precluding the inclusion in the partnership agresimsf a Jewel waiver and require the
partnership agreement to define as partnership eptppthe proceeds realized upon all
engagements existing at the time the firm diss@ves

PROTECTION OF RETIRED PARTNERS

As a subset of creditors as discussed above, #nereetired partners who have claims on

4 Seee.g, RichmondMigratory Law Partnerssupranote 9, at 362 (“But dissolved law firms have dad,

and firms that either voluntarily or involuntarinter bankruptcy following dissolution create estadministered by
bankruptcy trustees who are charged with maximigiegvalue of the estate.'$ee alsdJNIF. P'SHIPACT § 38, 6 (pt.
II) U.L.A. 487 (2001); N.Y.P'sHIP AcT § 69.Accord TEX. Bus. ORG. CODE § 152.706(a); K. REV. STAT. ANN. §
362.1-807(1); Rv. UNIF. P’sHIPACT § 807(a), 6 (pt. I) U.L.A. 206 (2001)d. cmt. 2 (“Subsection (a) continues the
rule of UPA Section 38(d) that, in winding up thesimess, the partnership assets must first beeapfi discharge
partnership liabilities to creditors.”)

% seee.g, N.Y.P'SHIPACT § 121-1500; BL CODEANN. tit. 6, § 1550; Ex. BuS. ORG. CODE § 152-801(a).

%6 Another source of funds, depending upon state \eilvpbe the recovery of partner distributions madeen
the firm was insolventSee e.g, DEL. CODE ANN. tit. 6, § 15-309 (2000); K REV. STAT. ANN. § 362.1-932 (2013).
Neither New York nor Texas has an equivalent pioxis

57 See e.g, |. MAURICE WORMSER DISREGARD OF THECORPORATE FICTION AND ALLIED CORPORATION
PrOBLEMS 18 (Baker Voorhis & Co., 1927) (“The policy of olmw to-day sanctions incorporation with the
consequent immunity from individual liability. lblfows that no fraud is committed in incorporatiftg the precise
purpose of avoiding and escaping personal respitiysittndeed, that is exactly why most people imporate, and
those dealing with corporations know, or at least presumed to know, the law in this regard.”);pBEn M.
Bainbridge, Abolishing LLC Veil Piercing2005 U.ILL. L. ReEv. 77 (2005) (“It is generally accepted that limited
liability creates negative externalities. Limitedhblility allows equity holders to cause the firmegternalize part of
the risk and costs of doing business onto othestétaencies of the firm and, perhaps, even onteespat large.”).

%8 See e.g, Private Placement Memorandum from Dewey & LelhodP 18 (Martin 2010),
http://chapterllcases.com/2012/05/10/read-the{grptrcement-memorandum-for-dewey-leboeufs-125anill
senior-secured-notes/ (“Client relationships histdly have tended to be long-term due to the iptleclient
knowledge Dewey maintains to provide exceptionaise. The level of trust and familiarity fostereg the long-
standing relationships with Dewey'’s clients helmimiize the risk of losing clients to competitors.”)
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firm assets by reason of non-ERISA benefit plandclviprovide, inter alia, for certain
payments post-retirement, typically but not necelysased upon some function of the retired
partner’s income in the years preceding retiremabsent the Unfinished Business Doctrine
these obligations are, being charitable, at risk.

By way of example, in March 2015 the Lincoln, Netka firm of Harding Shultz
announced it was dissolvir?&.According to a press report, the dissolution af flim was
precipitated by two partner’'s retirements, whiclggered certain payment obligatio‘??s.
Reading between the lines, other attorneys hadteoeist in working to fund those obligations
and left, ultimately precipitating the firm’s derai¥

Moving from the particulars of the Harding Shulienf, partners who anticipate often
significant payments upon retirement may find thasenmitments to be illusory if the
Unfinished Business Daoctrine is not applied. Asswgrthe firm has elected a limited liability
structure®® the firm's assets will be those on hand as of dliig®n plus the accounts
receivable that are ultimately collected. Even aseg that the obligation to make the
retirement payments have a higher priority thareotiaims, it cannot be expected that those
accounts will satisfy the debts undertaken in pryears. Conversely, application of the
Unfinished Business Doctrine generates additionald$, through which the firm may
discharge those obligations.

THE COST & EFFECT OF A JEWEL WAIVER

As is often the rule in business organizationss tiuiestion can be avoided by careful
drafting of the organic document. Some firms wittliude aJewelwaiver® To include such a
provisions is their decision and one which shoutdtéken only after consideration of the
impact of that provision on firm unity and possilolegative consequences to those attorneys
who post-dissolution do not share in the fee geadran a case pending at the time of
dissolution. Imagine the firm of ABCD, which disgek while a significant fee matter
(whether it is contingent or not does not mattisrparty to a lease on which each of A, B, C
and D are personally responsible either by reas@aidner status or a personal guarantee. At
the time of dissolution the remaining obligation thre lease is $200,000. A month after
dissolution that fee comes in; by happy coincideihide $200,000. If the $200,000 goes to
successor firm CD, each of C and D has income witith to discharge their obligations
under the lease; neither A nor B is so benefiteghv@rsely, if the $200,000 is property of

9 seeRichard PiersolHarding and Shultz Law Firm is DissolvindOURNALSTAR.cOM (Mar. 12, 2015),

http://journalstar.com/business/local/harding-stHdiv-firm-is-dissolving/article_b5f1e841-1d7e-5auf51-
9285a6147c02.html.
0 seemartha Neil,Law firm is dissolving after nearly 60 years; serpartner points finger at retirement plan
ABA JOURNAL.CcOM (Mar. 13, 2015), http://www.abajournal.com/newséde/law_firm_is_dissolving_after
nearly_60_years_senior_partner_points_finger/?uampaign=weekly _email&utm_source=maestro&job_id=15D3
AX&utm_medium=email

b1 sSee alsaleff BlumenthalWolf Block work still unfinishedPHILADELPHIA BUSINESSJOURNAL (Mar. 22,
2010), http://www.bizjournals.com/philadelphia/$tsf2010/03/22/story2.html (“But the biggest issfecontention
could be retired partners who lost their pensiocabee of Wolf Block’s unfunded pension plan. That@ees must
stand in line with other creditors.”)

2 Harding Shultz was organized on a professiongamition.See alssupranote 24.

3 See alstHiLLMAN , supranote 22, § 4.6.1.1 (discussidgwelwaivers).
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ABCD, all of their obligations under the lease t&nextinguished.

In effect, aJewelwaiver may perversely weaken the bonds which (shdwld a firm
together by in effect encouraging each partner ¢o cbntinuously on the lookout for
opportunities to depart and thereby precipitatsaligion, taking engagements which look to
be promising when the firm’s claim under quantumruiteis low relative to the expected
payoff. In light of that eventuality it can be detened that alewelwaiver should be rejected
in the organic agreement.

THELEN AND COUDERT BROTHERS GO TOO FAR IN RELYING UPON
CLIENT CHOICE

The crux of theThelen and Coudert Brothersdecisions is that application of the
Unfinished Business Doctrine would limit client ¢t® by restricting the ability of attorneys to
move from dissolved firms to new firms. On closaralgsis the courts’ reasoning is
guestionable.

In the context of a firm dissolution any numbeifators may preclude a client following
one or more attorneys to a new firm. There may berdlict which precludes that engagement
from transitioning®® The new firm may have a fee structure that thentlfinds undesirable.
The client may have had an adverse relationship thiat new firm such that they are not
willing to transition their files to that firm. Fdhese and any number of other reasons a client
may either elect not to transfer an engagemenn tat@rney’s new firm or be precluded from
doing so. Simply put, a lawyer leaving one firmuigder no obligation to insure that his or her
new firm is acceptable to an existing client.

Second, as to the argument that clients may besecprent to the Unfinished Business
Doctrine, locked out of the counsel they desirés inly that, an argume?ﬁ.With a majority
of jurisdictions having to date followedewe] it would be expected that the cases and
commentary would recite incidents of lock-out. # at minimum curious that such a
calamitous outcome, one sufficient to justify thewNYork Court of Appeals setting aside the
text of the Uniform Partnership Act, cannot be shdw have ever occurred.

Third, theThelenCourt’s reasoning is that, inter-se, businessrnirgdion law be damned
if it might impact upon an attorney’s ability toloeate to a new firm after another’s
dissolution. In effect there is one body of law gming the inter-se rights of law firm partners
and another body of law governing the inter-se tsgh non-law partnerships. Except, of
course, there is not a separate organizational féwmlaw partnerships versus other
partnerships; UPA 8§ 18(f) and 30 are the law ofvN®@rk for all partnerships.

Fourth, the Court’s reasoning that the attorneytsrgion on client matters should not be
limited by financial obligations to former partnensd the old firm is not by its terms limited to

84 Model Rules of Profl Conduct R. 1.10 (2013) (Tdhegree to which the new firm may “Chinese wall” the

lateral attorney so as to avoid tainting the newm fivill be dependent upon the workings of the stateption of ABA
Rule 1.10 or a similar rule.).
% see alsdrichmond Migratory Law Partnerssupranote 9, at 418 (“Regarding the lock-out problemeré is

similarly no evidence that it exists.”)
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that factual situation. Rather, by placing the ri@s¢ of the client in a position superior to the
partner’s inter-se agreement, the client is affdrdbe right to dictate the partnership’s
disposition of the fees it pays. To that end, antlidesiring that they receive the particular
attention of a particular attorney could insisttttiee sharing ratio on those fees be altered in
that attorney’s favor. While it cannot be suggeshtet this is what th&helenCourt intended,
this outcome is the logical application of its waigg of interests between the firm and the
client.

Last, the question of a property interest in theifi a red herrin§® While neither the firm
nor an attorney thereat may not have an enforcqaiolgerty interest in the client’s file, the
firm does have an enforceable property intereshéproceeds of the attorney’'s work with
respect thereto. ThehelanCourt failed to recognize (or grant any credeigettis distinction.
Rather it conflated the absence of an enforceadidegssory interest in the file with the lack of
a possessory interest in the attorney fees gemien:r'merefromff7 In joining a firm and
undertaking work on a particular file, an attorremynmits that those proceeds in the form of
attorney fees will be remitted to the firm and slthamongst its partners in accordance with
the partnership agreement and, where the partpemstnieement is silent, the underlying
partnership law®

CONCLUSION

New York is the home dfleinhard v. Salmdii and its lofty direction that:

Joint adventurers, like copartners, owe to onetarptvhile the enterprise continues,
the duty of the finest loyalty. Many forms of comtliipermissible in a workaday

world for those acting at arm’s length, are fort@ddo those bound by fiduciary ties.
A trustee is held to something stricter than theatsoof the marketplace. Not honesty
alone, but the punctilio of an honor the most demsiis then the standard of

behavior’°

In re ThelenandIn re Coudert Brothergonstitute an abandonment of this standard, progidi
in effect that the “punctilio of an honor” does ragply where a third-party to the inter-partner
relationship might arguably be impacted therebythBa notwithstanding that the partnership
“continues” through dissolutioff, the New York Court of Appeals has decreed thatnpas
are free to seek to move existing engagements t firmms and uniquely capture for
themselves the benefits of work performed for thlént, including work that is but a
continuation of work pending at the time of theoprfirm’s dissolution. While those who

66
67

SeeRogers supranote 30.
See alsdDebra Cassens Weiskvo Duane Morris partners resign after malpractmét alleges their own
LLC collected feesABA JOURNAL (March 31, 2015, 8:14 AM). http://www.abajournahe/news/article/two__
duane_morris_partners_resign_after_malpracticeslleges_their_own_Il (reporting on alleged schembeneby
attorneys directed client to pay fees not to tha fiut to an LLC apparently owned by the two attys).

68 See also Ellerby v. Spiezdi85 N.E.2d at 41&upranote 41.
164 N.Y.S.2d 545 (N.Y. 1928).
Id. at 546 (N.Y. 1928).
SeeUNIF. P’sHIPACT § 30, 6 (pt. Il) U.L.A. 354 (2001); N.YP'sHIP ACT § 61; Tex. Bus. ORGS CODE §
152.701(1) (West 2012).
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would advance and benefit from a mercenary vievattdrneys (a too broadly held view in
society generally) may laud tfAghelenandCoudartdecisions, it in a sad departure in the law
for those who believe inter-partner obligationsdnanforceable meaning.



DISSIDENT DIRECTOR WHO HARMS CORPORATION
TO FURTHER PERSONAL OBJECTIVES
VIOLATES DUTY OF LOYALTY

Byron F. Egan

I. Director Duty of Loyalty

Directors owe fiduciary duties to a corporation whose Board of Directors Bbard")
they serve and effectively to all of its stockhak&feThe fiduciary duty of loyalty dictates that
directors act in good faith and not allow their qmaral interests to prevail over those of the
corporatiorﬁ Thus, a director may not use confidential compiafiyrmation, or disclose it to
third parties, for personal gain without authotizatfrom his fellow directord. This principle
is often memorialized in corporate policfes.

II. Duty of Loyalty Breached by Leaking Confidential Information

In Shocking Technologies, Inc. v. Michael,®> a director (Michadl™) of a privately held
Delaware corporation in dire financial straits wivas on the Board as the representative of
two series of preferred stock, was sued by thearatipn for breaching his duty of loyalty by
leaking negative confidential information to anathgeferred shareholder considering an
additional investment in the company. The Delaw@oairt of Chancery found that Michael
disclosed the confidential information (i) to encage the potential investor to withhold funds
the corporation desperately needed, thereby mattiegcompany accommodating to the
governance changes sought by Michael, or (ii)éfithvestor nevertheless decided to invest, to
help the investor get a “better deal” which woutttlude Board representation for such
investor (thereby changing the balance of powetherBoard in Michael’s favofIn holding
that Michael had violated his duty of loyalty, tBeancery Court explained:

* Copyright © 2013 by Byron F. Egan. All rights reseg.

Byron F. Eganis a partner of Jackson Walker L.L.P. in Dallasxd8s. Mr. Egan is Senior Vice-Chair and Chair of
the Executive Council of the ABA Business Law Se's Mergers and Acquisitions Committee and for@erChair

of its Asset Acquisition Agreement Task Force, whjmublished the ABA Model Asset Purchase Agreenvétit
Commentary (2001). Mr. Egan is also Chair of tlexas Business Law Foundation and is former Chairaighe
Business Law Section of the State Bar of Texasddrtdat Section’s Corporation Law Committee. Théhauwishes

to acknowledge the contribution of Christopher Bs& an associate of Jackson Walker L.L.P. in Balla the
preparation hereof.

! Byron F. EganHow Recent Fiduciary Duty Cases Affect Advice to Directors and Officers of Delaware and
Texas Corporations, University of Texas School of Law 35th Annual @ence on Securities Regulation and
Business Law, Austin, TX, Feb. 8, 2013, http://wyjwwcom/publications/article/1830.

2 Gearhart Indus., Inc. v. Smith Int'l,, Inc., 742& 707, 719 (5th Cir. 1984); Kahn v. Kolberg KsaRoberts
& Co., L.P.,, 23 A.3d 831 (Del. 2011); Solash v.ebeCorp., 1988 WL 3587, at *7 (Del. Ch. 1988).

3 Hollinger Intern., Inc. v. Black, 844 A.2d 1022062 (Del Ch., 2004); Agranoff v. Miller, 1999 WL 2850,
at *19 (Del. Ch. Apr. 12, 1999), aff'd as modifiet87 A.2d 530 (Del. 1999).

4 e Disney v. Walt Disney Co., C.A. No. 234-N, 2005 Deh. LEXIS 94, at *11-14 (Del. Ch. June 20, 2005)
(discussing a written confidentiality policy of TNgalt Disney Company that bars present and fornrectbrs from
disclosing information entrusted to them by reaebrtheir positions, including information about clissions and
deliberations of the BoardBee The Walt Disney Company Code of Business Condadt BEthics for Directors,
http://thewaltdisneycompany.com/content/code-bussirenduct-and-ethics-directors.

° C.A. No. 7164-VCN (Del. Ch. Oct. 1, 2012), httpolirts.delaware.gov/opinions/download.aspx?1D=10901

® |d. at 26-28.
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The fiduciary duty of loyalty imposes on a direct@an affirmative obligation to
protect and advance the interests of the corparatend requires a director
“absolutely [to] refrain from any conduct that wdulharm the corporation”.
Encompassed within the duty of loyalty is a godthfaspect as well. “To act in good
faith, a director must act at all times with an @sty of purpose and in the best
interest and welfare of the corporatioA director acting in subjective good faith
may, nevertheless, breach his duty of loyalty. Thessence of the duty of loyalty”
stands for the fundamental proposition that a diretor, even if he is a
shareholder, may not engage in conduct that is “adrse to the interests of [his]
corporation.”” [Emphasis added]

The Shocking Technologies case involved a dissident director who was the 8aard
representative of two series of preferred stockerQime, significant disagreements between
Michael and the other Board members arose overugéixeccompensation and whether there
should be increased Board representation for tledeped stock. Michael argued that the
company’s governance problems would need to bdvwe$defore it could attract additional
equity funding. The other directors believed, hogrethat these disagreements were a pretext
for Michael's desire to increase his influence aodtrol over the Board at a time when the
company faced financial difficulti€s.

As the disagreements escalated, Michael contactether holder of preferred stock who
represented the company’s only remaining sourceapital to discourage the holder from
exercising its warrants to purchase additionaleshaf the company’s stoéiMichael also told
the potential investor that the company was inra fihancial situation, that the investor was
the only present source of financing, and thatinkiestor should use this leverage to negotiate
for more favorable terms, such as a lower pricBaard representatioff.The court found that
Michael shared this confidential information withet potential investor because Michael
anticipated that he would be more likely to achibiggoals if the investor either (i) withheld
any additional investment in the company, therebsving the company desperate for
funding,11 or (i) used the confidential information to gettter deal terms, which Michael
believed would undercut the authority of the bataatthe Board.

In rejecting Michael's argument that his effortsrevéntended to “better the corporate
governance structure” of the company and “reduce @EO’s] domination” of the Board, the
court wrote:

Michael may, for some period of time, have beenivated by idealistic notions of
corporate governance. It was no doubt convenieat ks corporate governance

" 1d. at 21-22.

Id. at 4-5.
Id. at 14.
Id.

The company alleged that Michael was seeking riefthe company into a new down round share isguanc
in which Michael could purchase shares on the cleapdilute the other stockholdeBhocking Technologies, Inc.,
C.A. No. 7164-VCN at 5.

8
9
10
11
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objectives aligned nicely with his self-interé&When he and his fellow B/C [series
of preferred stock] investors bought into Shockititgy did so knowing that they
collectively only had one out of six board slotpparently, Michael came to regret
that decision and worked to avoid the deal thatnhele. He contrasted the one out of
six board seats designated by the B/C investots BAC investors’ substantial shares
of all funds invested in Shockirld.That disparity annoyed him, but it was the board
representation which he negotiated. In the abstrag argument that board
representation should be more proportional to itmest is plausible. To describe it
as a matter of good corporate governance—somethatghe may have believed or
rationalized in contravention of the investment atitments that he made—strikes an
observer from a distance as somewhere betweemgdisilous and self-righteous self-
interest.

* k%

Regardless of how one might prioritize Michael'sprate governance concepts,
those objectives would not justify pushing the Campto the brink of—or beyond—
a debilitating cash shortfall. It is not an aci@falty for a director to seek to impose
his subjective views of what might be better fax ompany by exercising whatever
power he may have to threaten the Company’s sundivahort, even if Michael had
reasonable goals, he chose improper means, ingudisclosure of confidential
information, in an attempt to achieve them.

Michael's conduct had a foreseeable (and intendmaisequence: depriving the
Company of a cash infusion necessary for its steont- survival. It turns out that a
predictable result of his actions did not occurtHase circumstances, a director may
not put the existence of a corporation at riskriceeo to bolster his personal views of
corporate governance. The lesson to be learned fhese facts must be carefully
confined, however. First, fair debate may be an argnt aspect of board
performance. A board majority may not muzzle a mtgoboard member simply
because it does not like what she may be sayirgprige criticism of the conduct of a
board majority does not necessarily equate witticisim of the corporation and its
mission. The majority may be managing the busiress affairs of the corporation,
but a dissident board member has significant freedo challenge the majority’s
decisions and to share her concerns with otherehbéders. On the other hand,
internal disagreement will not generally allow adiilent to release confidential
corporate information. Fiduciary obligations areagdd by context. A balancing of
the various conflicting factors will be necessamyd sometimes the judgments will be
difficult. Here, the most logical objective of Miabl's actions—strangling the
Company with a potentially catastrophic cash shtitfcannot be reconciled with his

12 See City Capital Assocs. Ltd. P’ship v. Interco. In651 A.2d 787, 796 (Del. Ch. 1988) (“human naturgg ma

incline even one acting in subjective good faith to rationalize as right that which is merely perdbnbeneficial”).

13" Michael believed that the B/C series investors bautributed 70% of the capital paid in to the camp

Shocking Technologies, Inc., C.A. No. 7164-VCN at 26 n.57.
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“unremitting” duty of loyalty. Thus, Michael did éach his fiduciary duty of loyalty
to Shocking*

Ill. Director Debate Has Limits

The court recognized that the crucible of directebate can be good for the corporation,
albeit frustrating to the protagonists:

Shareholders and directors, sometimes to the ahadra majority of the board of

directors, may seek to change corporate governamtéance and board composition.
That is not merely permitted conduct; such effartay be entitled to affirmative

protection as part of the shareholder franchisechislél's objectives as to his
corporate governance agenda were not proscribesl iay have been prudent, or
they may have been irresponsible. Nonethelessast lvis right to make such policy
choices.

The steps that a shareholder-director may takeh@eee objectives are not without
limits. A director may not harm the corporation bgr example, interfering with
crucial financing efforts in an effort to furtheuch objectives. Moreover, he may not
use confidential information, especially informatigleaned because of his board
membership, to aid a third party which has a pasitiecessarily adverse to that of
the corporatior®

The court inShocking Technologies, however, found that the director went too far in
pursuing his objective by his disclosure of confiti@l information to a third party dealing
with the corporation:

Michael may have hoped that his disclosure of ctamnfiial information to Dickinson
[the investor] would have ultimately resulted irttbe corporate governance practices
for Shocking [the corporation]. That hope, howewaannot outweigh or somehow
otherwise counterbalance the foreseeable harmhthatould likely cause Shocking.
Notwithstanding his good intentions, his takingpstehat would foreseeably cause
significant harm to Shocking amounts to nothingsl#san a breach of the fiduciary
duty of loyalty®

14" ghocking Technologies, Inc., C.A. No. 7164-VCN at 25-28.

Id. at 23;Cf. Sherwood v. Chan Tze Ngon, 2011 Del. Ch. LEXIS,2@5-26 (Del. Ch. Dec. 20, 2011),
which involved an action over disclosures aboutoarB’s decision not to renominate a director facgbn at the
company’s annual meeting, and in which the couwrnébthat the plaintiff had adequately alleged disate claims
where the proxy statement suggested that the ditec¢guestionable and disruptive personal behawias the only
reason that motivated the board to remove him fiteenCompany’s slate.” The court commented that ftrmportant
that directors be able to register effective dissand that “[a] reasonable shareholder likely vebperceive a material
difference between, on the one hand, an unscrupultubborn and belligerent director as impliedtiy Proxy
Supplement and, on the other hand, a zealous avota policy position who may go to tactless extes on
occasion.”
16 Shocking Technologies, Inc., C.A. No. 7164-VCN at 24.

15
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The court, however, did not award damages to thpocation as it did not find that there
were any material damages suffered by the cormoraind found that the director did not
manifest the “subjective bad faith” required for @ward of attorney’'s fees to the
corporation:’ The court appeared concerned that shifting feeg meatoo much of a penalty
for a dissident director, and may make it too e@asythe majority to use as a “hammer” to
silence those members of the Board who dissenfaieipg: “The line separating fair and
aggressive debate from disloyal conduct may bethess precise®

IV. Lessons fromShocking Technologies

The Shocking Technologies case illustrates the risk that a director takegmwhe leaks
confidential information to achieve his objectivbewever laudable he may believe them to
be. The case also shows the difficulties corponatiace when dealing with directors who will
take steps that may damage the corporation to\ahieir personal objectives.

17
18

Id. at 33
Id. at 34



Pick YOUR PARTNER VERSUS THEUNITED STATES BANKRUPTCY
CoDE

By Herrick K. Lidstone, Jr.
and

Allen Sparkman

Unincorporated Entities and the Pick Your Partner Rinciple

Partnership law from the beginning contained ptiowis implementing what has come to
be known as the “pick your partner” principle, esfing the early development of the
partnership law provision that admission of a partto a partnership requires unanimous
consent of the partne}sAs limited partnership and limited liability compa statutes
developed, the pick your partner principle was et in those statutésThe Colorado,
Delaware, and Texas limited liability company stasuprovide that the interest a member has
in a limited liability company is personal properénd, subject to agreement, may be
assignecf. These same provisions, however, also state thatna agreement otherwise, the
assignee only receives the assignor’s rights téitprand losses and distributions and does not
receive any rights to participate in managerﬁent.

* Colorado and Delaware provide that a member cdases a member upon the
assignment of all of the member's membership istSrevhether or not the
assignee becomes a member.

* By contrast, Texas law provides that the “assigmmtinues to be a member and
is entitled to exercise any unassigned rights ovgue of a member of the

" Mr. Lidstone is a shareholder and managing direstdurns Figa & Will, P.C., in Greenwood Villag€plorado,
and an adjunct professor at the University of Dei8tarm College of Law, Denver, Colorado.

" Mr. Sparkman is a founding partner of Sparkman et€d.LP, which has offices in Denver and Houstorr. M
Sparkman is resident in the firm’s Houston office.

! Daniel s. KleinbergeThe Plight of the Bare Naked Assigné2 Suffolk U. L. Rev. 587, 589-90 (2009). The
authors express their appreciation to ProfessomBéeger (William Mitchell College of Law) for hithoughtful
review of this article.

Professor Kleinbergemp. cit. n. 1) notes that the inclusion of the pick yourtpar principle in limited
liability company statutes enables an entity thasame circumstances looks very corporate to impesteictions on
transfers and assignees that go well beyond whaldWie permitted under corporate ldd. at 597.

% CoLo. Rev. STaT. § 7-80-702(1) (2015); Er. CoDE ANN. tit. 6, §8§ 18-701, 18-702(a), (b)(1) (2014EXT
Bus. ORGS CoDE § 101.108. (2015).

* CoLo. REV. STAT. § 7-80-702(1); BL. CoDE ANN. tit. 6, 8§ 18-701, 18-702(a), (b)(1)gX. Bus. ORGS
CoDE§ 101.108.

° “Membership interest” (“Limited liability companynterest” in Delaware) is defined as the member’s
economic rights and does not include governandesigbLo. REV. STAT. § 7-80-102(10); BL. CODE ANN. tit. 6, §
18-101(8). The Texas Business Organizations Coflaedemembership interest with respect to a limiiedility
company as including “a member’s share of profitd bsses or similar items and the right to receiigributions,
but does not include a member’s right to parti@gatmanagement.”ex. Bus. ORGS CODE § 1.002(54).

® CoLo. Rev. STAT. § 7-80-702(1), (2); BL. CODE ANN. tit. 6, § 18-702(b)(3). Texas defines membership
interest with respect to a limited liability compaas including “a member's share of profits andséssor similar
items and the right to receive distributions, bogsinot include a member’s right to participatenanagement.” Bx.
Bus. ORGS CoDE § 1.002(54).
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company until the assignee becomes a mendber.”

The Texas provision may be viewed as an extremeerprence of the pick your partner
doctrine and, in most cases, should be address#teiLC’s operating agreement, or the
company may find itself with a large part of thding power of its interests being exercisable
by persons who no longer have an economic stalteeinompany.

Similar provisions are found in the Colorati@elaware’ and Texa¥ partnership and
limited partnership statutes and are expanded mypi&not most, LLC operating agreements
and partnership agreements. The authors believehbgoolicy behind these statutory “pick
your partner” provisions is sound sindein creating or restructuring a business as a blose

" Tex. Bus. OrRGS CODES 101.111(a).

8 SeeCoLO. REV. STAT. § 7-64-502 (partner’s transferable interest is@eal property; § 7-64-503 (partner’'s
transferable interest is assignable but does niitlecthe assignee to participate in managementomduct of the
partnership’s business or access to the partnésdhgoks and records); 8§ 7-62-701, -702, -704ii#chpartnership
statute provisions same as partnership statutélé\64 of the Colorado Revised Statutes is Caloi®enactment of
the Revised Uniform Partnership Act and is applieab partnerships formed on or after January 9818eeCoLo.
REV. STAT § 7-64-107(2015). Article 60 of the Colorado Revised Statite€olorado’s enactment of the Uniform
Partnership Act (1914p5eeCoLo. Rev. STAT § 7-60-101. There are still many existing partnerstimat were formed
under Article 60. § 7-60-118(1)(g) provides than]{ person can become a member of a partnershipwitthe
consent of all the partnerdd. Section 7-60-127(1) provides that “[a] conveyahge partner of the partner's interest
in the partnership . . . merely entitles the as=igto receive in accordance with the assignee’samirthe profits to
which the assigning partner would otherwise betlenti’ Id. Section 7-60-129 defines “dissolution of a parshes”
to be “the change in the relation of the partnetssed by any partner ceasing to be associatee icatiying on . . . of
the business.Id. Finally, § 7-60-131(1)(e) provides that “[d]issban is caused . . . (e) By the bankruptcy of any
partner or the partnershigd.

® SeeDEL. CODE ANN. tit. 6, 8 15-502 (“A partnership interest is perabproperty. Only a partner's economic
interest may be transferred.”); § 15-503(a)(2), ({® right to participate in management or to im$g®ooks and
records); § 15-503(b)(3) (transferee may seek ticjal determination that it is equitable to wing the partnership
business or affairs”); § 17-701 (“A partnershipeirgst is personal property”); § 17-702(a)(2) (tfaree has no rights
as partner); § 17-702(a)(4) (partner ceases togagtaer upon assignment of all of the partnerisngaship interest).

10 SeeTeX. Bus. ORGS CODE § 1.002(68) (“Partnership interest’ . . . includbs partner’s share of profits and
losses or similar items and the right to receiaritiutions. The term does not include a partneglst to participate
in management.”); § 152.401 (partnership interestansferable); 8§ 152.402(3) (transferee hasgtd tb participate
in the management or conduct of the partnership&ness); § 152.403 (“The transferor continuesaieeltthe rights
and duties of a partner other than the interestsfeared.”); § 152.404(d) (“For a proper purpose ttransferee may
require reasonable information or an account ofagngrship transaction and make reasonable ingpecfi the
partnership books. In a winding up of partnershipibess, a transferee may require an accountingfiamh the date
of the latest account agreed to by all of the magr); § 153.251(a) (partnership interest is asside); §
153.251(b)(2) (assignee not entitled to becomert@aor to exercise the rights or powers of argaijt § 153.252(a)
(assignor continues to be a partner in the limitadnership “until the assignee becomes a partri”’assignor “may
exercise any rights or powers of a partner, extephe extent those rights or powers are assign@&d1)53.252(b)
(“[O]n the assignment by a general partner of &lthe general partner’'s rights as a general partiner general
partner’s status as a general partner may be tatedrby the affirmative vote of a majority-in-ireet of the limited
partners.”).

1 Indeed, a comment to Section 502 of the Revisatbtym Limited Liability Company Act states that “erof
the most fundamental characteristics of LLC lawtsdfidelity to the ‘pick your partner’ principle.REv. UNIF. LTD.
LiaB. Co. ACT § 502 cmt. (2006). However, as is true in manysas a generally sound policy, the rationale bseak
down at the margin. In the case of a single-merhb€, there appears to be no reason to apply theymar partner
principle since the single member has no “partneikéwise, the justification for the pick your paer principle is
unclear, at best, in the case of widely-tradedtéchpartnerships or LLCs where transferability rbayexpected.
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held LLC or partnership entity, the owners ofterstwio restrict themselves and each other
from transferring a membership interest in an Lir@@artnership interest without the consent
of the other owners. State laws generally allowdimers of a business to pick their partners
and maintain the partnership relationships. Asudised below, however, the impact of the
U.S. Bankruptcy Code, when an owner (member ornpaytfiles bankruptcy, may
dramatically impact “pick your partner” and suggestareful drafting of the operative
agreements.

What Are Membership Interests or Partnership Interests?

Ownership interestéin an LLC or a partnership are actually a colteetof rights, which
must be understood in the context of the entityutta and the governing agreement.
Unincorporated entity advisors will generally agrgat a member’s interest in a limited
liability company or a partner’s interest in a parship is comprised of the following:

« An interest in the income, loss, gain, creditstritistions, tax allocations, and
other financial attributes of the LLC or partnepsfiiEconomic Rights”);

» Certain ownership rights available only to persai® have been admitted as
members of the LLC or partners of the partnershigduding the right to inspect
records, bring derivative actions, to notice of timegs of the owners and to vote
on matters presented to the owners (“Owner’s Rigrasd

» Certain rights to actually manage or operate trséness that may be attributable
to the manager of a manageanaged LLC, the managing member of a
membermanaged LLC, the general partner of a limited padhip, or the
managing partner of a general partnership (“ManagegmRights”).

These rights are defined by the limited liabilitgnepany’s operating agreement or the
partnership agreement and other governing docur.ﬁ%mﬂsany partnership agreements and
operating agreements have provisions that redtdaosfers of an interest in the entity unless
the agreement’s requirements are followé@hese requirements may include a right of first

2 Ownership interests in an LLC or partnership carrdferred to by the governing statutes in a nunober
ways. Delaware refers to the ownership interesnii.LC as a “limited liability company interest,’hereas Colorado
and Texas both refer to it as a “membership intérBEL. CODE ANN. tit. 6, § 18-101(8); OLO. REV. STAT. § 7-80-
102(10); EX. Bus. ORGS CODE § 1.002(54). This article will use the reasonabiynmon terms “membership
interest” for an ownership interest in an LLC arghrtnership interest” for an ownership interestipartnership,
consistent with Colorado, Delaware, and Texas l@averning documents for an LLC or a partnershipughde
drafted using terms that are consistent with theiegble governing statute.

13 It is important to note that where the operatimgeament, partnership agreement, or other governing
documents are incomplete, the default rules ofafhyicable statute will fill in any gaps. It is &k that the default
rules will seldom be satisfactory as a matter cfifbess judgment.

% The following is a simple provision prohibitingatrsfer except to existing members of an LLC: “SHany
Member or Assignee attempt to sell, transfer, assigin any way alienate all or any portion of Bisonomic Interest
by charging order against the Member or Assigneeptberwise (‘Transferred Interest’) to a Person then a
Member, whether now owned or hereafter acquirethowi the prior written consent of the Managersdihir such
transfer is voluntary or involuntary, by operatioh law, by court order, by charging order, or othise), such
attempted sale, transfer, assignment, or other &dradienation shall be deemed to be valinitio, and this shall be
considered to be a ‘Terminating Event’ unless iagsomplished in accordance with the procedurelinedtin this
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refusal in the other owners or the entity itselfl @repurchase right for transfers that violate
the agreement’s restrictions. These protect theaiing owners from voluntary or even
involuntary transfers by an owner, such as in ami& proceeding where the court orders one-
half of the interest be transferred to a spolascer, in a charging order proceeding where the
creditor of the member or partner seeks foreclosfitbe charging order. Divorce statutes and
charging order statutes are products of state ladvvaould be subject to the procedure for
foreclosure against a personal property intefest.

The state law “pick your partner” rules, as implemeel and expanded in many operating
agreements and partnership agreements, are intandptbhibit or penalize a member or
partner who conveys the member’s or partner’s @sterwhether the conveyance is voluntary
or involuntary. In most cases, at best the assigmeald be treated as holding Economic
Rights without the Owner’s Rights or Management&gpf a member or partner.

Arguably, a transfer of the Economic Rights alonesinot upset the “pick your partner”
principle. Were a member or partner to transferQmaer’s Rights or Management Rights to a
stranger, however, the remaining owners would llsd with a new partner holding the
Owner’s Rights and Management Rights, and the géramay not have sheror longterm
views that are compatible with those of the renmjrowners. Where, as in Texas, an owner
can transfer the Economic Rights while retaining @wner’s Rights and Management Rights,
ownership becomes divorced from decisinaking—again placing the remaining owners in
an unexpected situation.

The Uniform Commercial Code Is Not Supportive of “Rck Your Partner”

In state law, Article 9 of the Uniform Commerciabd: has provisions that may be
inconsistent with the “pick your partner” principlef the partnership and limited liability
company acts. Section4D8(a) as enacted in many states, including Cotpradovides in
part,

Except as otherwise provided in subsection (bgrentin . .. an agreement between
an account debtor and a debtor which relates to. general intangibl@,ﬂ including

Article IX,” which usually involve a right of firstefusal, manager (or member) approval, and treatrof the
assignee as merely an economic interest holdessial@mitted to the LLC as a memb@eeHERRICK K. LIDSTONE,

JR. & ALLEN SPARKMAN, LIMITED LIABILITY COMPANIES AND PARTNERSHIPS INCOLORADO 88 3.1.8-.9 (CLE in
Colorado, Inc., 2015).

15 Note that in Texas a membership interest or pestrig interest may be community propertyxT Bus.
ORGs CoDE § 101.106(a-1) (A membership interest may be conitypnoperty under applicable law). However, “a
member's right to participate in the managementcamtiuct of the business of the limited liabilitynepany is not
community property.” § 101.106(a-2§; 154.001(b) (“A partner's partnership interest rbaycommunity property
under applicable law.”).

% n September 2014, the South Carolina Supreme Coled that a foreclosure sale was valid and truimpe
the operating agreement’s repurchase right, andttlearepurchase right could not be enforced. Lev@arolinian,
LLC, 763 S.E.2d 594, 597-98 (S.C. 2014). See dsonsn Doug BateySouth Carolina Supreme Court Invalidates
LLC Operating Agreement’'s Repurchase Right Aftear@ing Order ForeclosureLLC Law Monitor (Sept. 15,
2014), http://www.lIclawmonitor.com /2014/09/argslcharging-orders/south-carolina-supreme-courtidatas-lic-
operating-agreements-repurchase-right-after-chgsgider-foreclosure/.

7 The term “general intangible” is defined in sewti®-102(a)(42) to mean: “any personal property”hwit
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a contract, permit, license, or franchise, and titgcm prohibits, restricts, or requires
the consent of the person obligated on the . cowatt debtor to, the assignment or
transfer of, or creation, attachment, or perfectidna security interest in, the . ..
general intangible, is ineffective to the exterttthe term:

(1) would impair the creation, attachment, or petifen of a security interest; or

(2) provides that the assignment or transfer orctkation, attachment, or perfection
of the security interest may give rise to a defdmieach, right of recoupment,
claim, defense, termination, right of terminatioor, remedy under the ...
general intangiblé®

Sections 49-406, 49-408 and 49-409 of the Uniform Commercial Code (as enacted in
Colorado) have similar provisions relating to presairy notes, health care receivables, chattel
paper, payment intangibles, accounts, letters editrand other general intangibles, both in
the assignability of the ownership and the creatibra security interest in the ownership
interest:® Colorado has preserved the primacy of the “picurymartner” principle for limited
liability companies, partnerships, and other exgithy providing the following exemption from
the Uniform Commercial Code: “Sections9406 and 49-408, C.R.S. shall not apply to an
owner's interest?®® Delaware and Texas have enacted similar provisierempting
partnership and limited liability company interetem the application of sections34406 and
4-9-408 of the Uniform Commercial Co&é.Attorneys drafting an LLC or partnership
agreement should be cognizant of the potential anpan these and similar statutory
exemptions of a choice of law provision in the agnent.

exceptions not applicable here. U.C.C. § 9-10289)(AM. LAW INST. & UNIF. LAwW CoMMm’N 2010). As discussed
earlier, seediscussionsupra notes 3, 8-10 and accompanying text, state limiadgility company and partnership
statutes define a member or partner’s interestpasstnal property.E.g, CoLO. REV. STAT. § 7-80-702(1); BL.
CODEANN. tit. 6, 88 18-701, 18-702(a), (b)(1)eX. Bus. ORGS CODE § 101.108.

18 ucece. § 9-408(a) (M. LAW INST. & UNIF. LAW COMM’N 2010).

19" coLo. Rev. STAT. §8 4-9-406, -408, -409 (2015).

2 CoLo. Rev. STAT. § 7-90-104. The term “owner’s interest” is brgadEefined in section 7-90-102(44) to
include “shares of stock in a corporation, a mersitiprin a nonprofit corporation, a membership ieséin a limited
liability company, the interest of a member in @merative or in a limited cooperative associatiarpartnership
interest in a limited partnership, a partnershigenest in a partnership, and the interest of a neemb a limited
partnership associationld.

2L DEL. CoDE ANN. tit. 6,88 15-104(c) (partnerships), 17-1101(g) (limited parships), 18-1101(g) (limited
liability companies); EX. Bus. ORGS CoDE 88§ 101.106(c) (limited liability companies), 1541Q8) (partnerships and
limited partnerships).
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Unincorporated Entities and Bankruptcy?*

If a member or partner files for bankruptcy, théckpyour partner” principle may be
applied in uncertain ways and may, in fact, be igdoBankruptcy is a matter of federal fEw
and may override state law and any “pick your paftrprovisions found in the operating
agreement or the partnership agreement.

Property of The Estate

Consider a member of a multi-member limited liapitompany who files for bankruptcy
protection either in liquidation (under Chapteror)for a reorganization (under Chapter 11 or,
for a consumer debtor, Chapter 13). Section 541)ayovides,

(a) The commencement of a case under section 821,08 303 of this title creates an
estate. Such estate is comprised of all the fohgwaroperty, wherever located and by
whomever held: (1) Except as provided in subsestidr) and (c)(2) of this section
[541], all legal or equitable interests of the daebtin property as of the
commencement of the ca%e.

By operation of law, therefore, the filing of tharikruptcy petition creates an estate, which
includes the owner’s interest in an LLC or parthq:r§5 The bankruptcy estate may be
managed by a third-party trustee (under Chapter He debtor in possession (under Chapters
11 and 13)2.6 This is a transfer which arguably should be subledhe “pick your partner”
limitations except for the pre-eminency of bankoypaw?’

22 The authors express their gratitude for the revaéwthe bankruptcy discussion in this article byuidg S.

Lee, a partner in the Houston office of Diamond Md8y LLP and Deanna L. Westfall, a partner inBremver office
of Weinstein & Riley, P.S.

23 11 U.S.C § 101 (2012).

2 11 U.S.C. §541(a)(1).

% j1usc. § 541(a) (2012). Section 541(a) hasdiditional clauses that are equally expansiveniting to
capture anything the debtor owns at the filing daiteas a right to acquire as of the filing dat&48&(a)(1)—(5).

% seel1 U.S.C. § 542(a) (2012). Section 1107 of thekBastcy Code places the debtor in possession in the
position of a fiduciary, with the rights and powefsa chapter 11 trustee. 11 U.S.C. § 1107(a) (ROAden used
herein, the term “trustee” includes the debtorasgession.

2" The Delaware limited liability company act providist a member ceases to be a member upon filing a
bankruptcy petition. BL. CODE ANN. tit. 6, § 18-304(1)b (2015). Similarly, a partnéraoDelaware or Texas general
partnership ceases to be a partner if the parteesrbes a debtor in bankruptcyelD CODE ANN. tit. 6, § 15-601(6)
(2015); Tex. Bus. ORGS CODE § 152.501.501(b)(6)(A) (2015). These Delaware aaga$ provisions will likely be
disregarded under Section 541(c)(1)(B) of the Baptay CodeSee In reGarbinski, 465 B.R. 423, 426-27 (Bankr.
W.D. Pa. 2012) (Citindn re First Protection, Inc., 440 B.R. 821, 830 (B.A.Bh €ir. 2010);In re Prebul, 2011
Bankr. LEXIS 2795, 2011 WL 2947405 (Bankr. E.D. me2011);In re Dixie Management & Inv. Ltd. Partners,
2011 Bankr. LEXIS 1686, 2011 WL 1753971 (Bankr. WADk. 2011);In re Daugherty Construction, Inc., 188 B.R.
607 (Bankr. D. Neb. 1995) (“The cases are preggrcthat Section 541(c)(1) acts to override anyipion of state
law that would otherwise limit or restrict a trusteith respect to a debtor’s limited liability amited partnership
interests. In other words, any attempt to invole¢esiaw to treat a trustee as a mere ‘assigne®’'degls not enjoy any
management rights in the LLC or partnership ertitiails as a result of Section 541(c)(1).").
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Section 541(c)(1) of the Bankruptcy Céﬁprovides that property of the debtor becomes
property of the debtor's bankruptcy estate notwithding any transferability restrictidisor
any provision “that is conditioned on the insolvgiee financial condition of the debtor, on the
commencement of a case under this title, or oraigintment of or taking possession by a
trustee in a case under this title or a custodefore such commencemerit.”

Section 541(c)(1) refers to any interest of thetdein property—it does not limit the
interest to the debtor's “Economic Rights” or “righto a distribution.” Even where a
partnership or a limited liability company has atf#ed to separate the Economic Rights from
Owner’s Rights as contemplated in the respectivek“gour partner” statutes or agreement
provisions, § 541(c)(1) says “n3“Consequently, the trustee of the bankruptcy estatees
directly into the shoes of the debtor and retdies@wner’'s Right? of the debtor in the LLC
or partnership in addition to Economic Rights notwianding any transferability restriction or
other agreement or law to the contraty.

Any effort to dissociate the trustee (or the debfoym the limited liability company or
partnership would likely be found to violate thea@uatic stay that is imposed under 11 U.S.C.
§ 362% Section 362(a)(3) prohibits “any act to obtaingEssion of property of the estate or of

28 Section 541(c)(1) provides as follows:

Except as provided in paragraph (2) of this sulizectan interest of the debtor in property

becomes property of the estate under subsectidi),alg)(2), or (a)(5) of this section

notwithstanding any provision in an agreement, sfemn instrument, or applicable non-

bankruptcy law -- (A) that restricts or conditiamansfer of such interest by the debtor; or (B)

that is conditioned on the insolvency or financiahdition of the debtor, on the commencement

of a case under this title, or on the appointmérdraaking possession by a trustee in a case

under this title or a custodian before such comreerent, and that effects or gives an option to

effect a forfeiture, modification, or terminatiofi the debtor’s interest in property. 11 U.S.C.S.

§ 541(c)(1) (2014).
11 U.S.C. § 541(c)(1)(A).
11 U.S.C. § 541(c)(1)(B).
See§ 541(c)(1)(A); Ebert v. DeVries Family Farm, LG re DeVries), No. 11-43165-DML~-7, 2014 WL
4294540, at *13 & n.93 (Bankr. N.D. Tex., Aug. 2D14) (quotingButner v. United States, 440 U.S. 48, 55 (1979)
(“Property interests are created and defined bie dtav.”); Rine & Rine Auctioneers, Inc. v. Dougl@sy. Bank &
Trust Co. [n re Rine & Rine Auctioneers, Inc.), 74 F.3d 854, 85th(8ir. 1996) (citing N.S. Garrot & Sons v. Union
Planters Nat'l Bank of Memphisin(re N.S. Garrott & Sons), 772 F.2d 462, 466 (8th Ca89)) (“Once that state law
determination is made, however, we must still ldokfederal bankruptcy law to resolve” the extentioich that
interest is property of the estate)). This wa® & conclusion reached by a Tennessee bankraptay inIn re
Denman, 513 B.R. 720, 727 (Bankr. W.D. Tenn. 2014).

31 It is important to note that this does not neceélysapply to Management Rights. As discussed belawder
§ 365(e)(2) and § 541(c)(1)(B) of the Bankruptcyd€othe other members of the LLC will not be regdito accept
the trustee of the debtor’s estate stepping inyonamnagement role of the debtor.

3 SeeKlingerman v. ExecuCorp LL@n re Klingerman), 388 B.R. 677, 679 (Bankr. E.D. N.C08p(holding
that debtor’s “rights and interest in the LLC, eopric and noneconomic, became property of the esfair the filing
of his petition”); In re Ellis, No. 10-16998-AJM-7A, 2011 WL 5147551, at (Bankr. S.D. Ind. Oct. 27, 2011)
(finding that the debtor retained both his econoamid non-economic interest in the LLC when he fliéglchapter 7

petition).
34

29
30
31

SeeMcCabe v. George Panagiotou & Gedco, L€ e McCabe), 345 B.R. 1, 7 (D. Mass. 2006) (holding
that a non-debtor member amending a LLC agreemesttetition to reallocate the debtor's membershiprest
violates the automatic stay)) re Daugherty Const., Inc., 188 B.R. 607, 615 (BafikrNeb. 1995) (concluding that
LLC members voting post-petition to remove the delats manager and approving a new manager arssdtiat
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property from the estate or to exercise control @reperty of the estaté€ This issue arose in
Walro v. The Lee Group Holding Company, Li%vhere the bankruptcy debtor was manager
holding Management Rights and controlling membeithiva 51% ownership and vote,
Economic Rights and Owner’'s Rights) of an LLC (thee Group) at the time he filed
bankruptcy. On the filing, the other members agplanguage of the operating agreement to
treat the debtor as a neoting assignee and acted to appoint a new managerchapter 7
trustee filed a complaint and a motion for summ@aggment seeking reinstatement of the
debtor’s rights as a voting member (Owner’s Rights)l sought the invalidation of the post
petition actions taken by the other members. A#tralyzing the operating agreement and
Indiana law, the bankruptcy court granted the mmofar summary judgment concluding that
“Debtor was a member of the Lee Group as of th#@i®eDate and that Debtor’s voting rights
were conferred as an incident of that membersﬁiﬁ?he court concluded that the debtor’s
voting rights were property of the estate under48(&8) and that the action by the other
members to remove those voting rights violatedab®matic stay under § 363(a)f‘§)The
opinion inWalro does not discuss Section 365(e)(2) of the Bankyu@bd@g but states:

By his Complaint, the Trustee did not seek to $tep Debtor's shoes as manager,
nor did he ask that the Court compel Debtor to ieraa manager. In fact, the trustee
has repeatedly and explicitly emphasized that tes dot seek that type of relief. For
that reason, the Court need not determine—at ledlse context of this proceeding—
whether the Code or relevant nRbankruptcy law supports either type of actf8n.

The Operating or Partnership Agreement and Ipso FactoClauses.

amount to “exercise of control over property of #state and in violation of the automatic stay mions” under 11
U.S.C. § 362((a)(3). The opinion does not disclexgiBn 365(e)(2) of the Bankruptcy Code, discusséd, note 68
and accompanying textBut sedn re Garrison—Ashburn, 253 B.R. 700, 708-09 (Bankr. E/&.2000) (holding that
an operating agreement is not an executory contadt thus, because the Virginia LLC Act providedtta member
became dissociated upon filing bankruptcy and #feee had only the rights of an assignee, but diason of the
member did not cause dissolution of the limitedilisy company, the bankruptcy estate had only rilghts of an
assignee despite Section 541(c)(Cf..Nw. Wholesale, Inc. v. Pac Organic Fruit, LLC, 3348d 63 (Wash. Ct. App.
2014) (Harold and Shirley Ostenson became 49% mendie LC in 1998, and the Ostensons filed for bapkcy
under Chapter 11 in 2007. Thereafter, the Ostenlsamgyht a derivative action on behalf of the LI®e court held
that the Ostensons did not have standing to bhirgl€rivative action because the Washington LL&ttgrovided
that a member became dissociated with only thetsiglfi an assignee upon filing a voluntary bankrypfthe
Ostensons relied dm the Matter of Daugherty Const., lnto support their contention that they retainedninership
and management rights in the LLC. The Washingtamrtcdid not findIn the Matter of Daugherty Const., Inc
persuasive because of the differences between #shivgton and Nebraska LLC statutes. Because Wgshimaw
provides that a member’s dissociation does nobhlieshe LLC, and the dissociated member retaiesntiember’'s
economic rights, the court found the Washingtortugtato be similar to the Virginia LLC statute aadopted the
reasoning ofn re Garrison-Ashburnid. at 74-77.).

% 1 usc. § 362(a)(3) (20123ee alsoln re Stinson, 221 B.R. 726, 730-31 (Bankr. E.D. Mich9dp
(discussing that section 362(a)(3) is designedravent dismemberment of the bankruptcy estate asdre the
trustee has an opportunity to determine the rightsinterest of the debtor in property).

% (inreLee), 524 B.R. 798 (Bankr. S.D. Ind. 2014).

Id. at 802.

Id. at 804, 1 20.

See infranote 68 and accompanying text.
In re Lee, 524 B.R. at 805, | 24.
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Even though the bankruptcy estate takes the mefipeirsgerest or partnership interest
(and all Economic Rights and Owner’s Rights) agprty of the estate, the interest remains
subject to governing law and the governing agreéman.Cs and partnerships are governed
by the applicable statutes as well as by the garema contracts (usually referred to as
“operating agreement%’" and “partnership agreements”), which impose oklitiga on, and
give certain rights to, members, partners, andjassss.

These contracts may includpso factoprovisions—provisions that are triggered by a
person’s financial condition or a bankruptcy filirn ipso factoprovision may be a provision
that a member’'s bankruptcy filing constitutes thember’'s withdrawal from the LLC. A
bankruptcy filing may trigger a besell obligation. For example, the Delaware limitiadbility
company act provides that a member ceases to besraber upon filing a voluntary
bankruptcy petitior‘n‘.2 A partner of a Delaware or Texas general partijgrebases to be a
partner if the partner becomes a debtor in bankw‘ﬁtWhile these may be the case under the
state statute and the governing agreements, thesk Wweipso factoclauses discussed below
and likely unenforceable in bankruptcy where thestee would step into the shoes of the
debtor.

Section 365(e)(1) of the Bankruptcy Code providest iany provision in an executory
contract, unexpired lease, or in applicable lawclisas the Delaware and Texas statutes
referenced above) that takes effect upon the appeint of a trustee, the commencement of a
bankruptcy case, or “the insolvency or financiahdition of the debtor at any time before the

41
42
43

In Texas, either a “company agreement” or “LLCesgnent.”

DEL. CODEANN. tit. 6, § 18-304(1)b (2014).

DEL. CODE ANN. tit. 6, § 15-601(6) (2014); BX. Bus. ORGS CODE § 152.501(b)(6)(A) (2015). Interestingly,
this issue did not exist under the Colorado UnifdPartnership Law, which is derived from § 29 of theiform
Partnership Act (1914). As in the Uniform Partngrshct (1914), ©LO. REV. STAT. § 7-60-131(1)(e) provides that
dissolution of a partnership is caused “[b]y thekraptcy of any partner or the partnershipdL©. REv. STAT. § 7-
60-131(1)(e) (2006). Upon dissolution, the parméankruptcy trustee has the ability to extractidwekrupt partner’s
value from the partnership before allowing the rigning partners to re-commence the entity as a reswershipld.

The bankruptcy trustee cannot avail itself of diesolution remedy under the more modern statiriehe more
modern partnership statutes, “bankruptcy” resuitslissociation or withdrawal of the partner, nat ttissolution of
the partnershipSeeCoLo. REv. STAT. § 7-64-601(1)(f)(l) (2006); BL. CODE ANN. tit. 6, § 15-601(6)(b) (2005);EK.
Bus. ORGS CODE § 152.501(b)(6)(A) (2012).

The LLC statutes also do not provide that banlayptf a member results in the dissolution of theCL&ither
specifically (as in BL. CODE ANN. tit. 6, § 18-801(b) (2005), which specificallasds that the filing of a bankruptcy
by a member does not result in the dissolutiorhefliLC) or by not addressing the question at allifaColorado and
Texas). Delaware law does provide that a membegflbankruptcy results in that person ceasing ta beember of
an LLC formed under Delaware lagee§ 18-304(1)(b).

Colorado does not address this question. Sincecttbation of the bankruptcy estate does not comstian
“assignment” or “transfer,” the transferability prsions are not applicable, and consequently thgigions of @Lo.
REv. STAT. § 7-80-702(2) (2006) are inapplicable. That satise states that “[a] member ceases to be a member
upon assignment or transfer of all the member’s bezship interest.id.

Texas also does not address the bankruptcy ofrabereof an LLC, although it states that “an assigoioa
membership interest in a [LLC] continues to be anier of the company and is entitled to exercisewamssigned
rights or powers of a member of the company [swElDwner’'s Rights and Management Rights to the éxteh
transferable] until the assignee becomes a menfbireocompany.” Ex. Bus. ORGs CoDE § 101.111(a) (2012).
Thus the bankrupt member who may no longer haveEaopomic Rights will retain Owner’s Rights.
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closing of the [bankruptcy] case” is unenforcedble.

Section 541(c)(1)(B) goes beyond § 365 in thatppli@s to all of the property of the
debtor, not just executory contracts which aregihigiect of § 365. This section provides that
any interest of the debtor in property “becomespprty of the estate notwithstanding any
provision in an agreement, transfer instrumentapplicable nonbankruptcy law . . . that is
conditioned on the insolvency or financial conditiaf the debtor . . . or taking possession by a
trustee in a case under this title or a custodefare such commencement . .*°.”

Thus, provisions in state law or in operating agresets, partnership agreement, or other
contracts that are conditioned on a person’s baut&ywor insolvency are not enforceable when
that person files bankruptcy. As a result, LLC memstand partners in a partnership who have
carefully chosen their business partners may tianiselves in business with a trustee that has
different, and likely more shoterm, goals than their former (now bankrupt) bussngartner.

Operating Agreements and Partnership Agreements As Executory Contracts.

Even though an LLC membership interest or partrpristierest may be property of the
bankruptcy estate, arigso factoclauses are disregarded for that purpose, the iagsion of
the operating agreement or partnership agreemesg dot end, and the court must look to
other sections of the Bankruptcy Code to deternfio&r such property must be treaféd.
Where a contract (operating agreement, partnerabieement, or other agreement) is an
“executory contract,” “the trustee, subject to tlmurt's approval, may assume or reject any
executory contract or unexpired lease of the detifom order to accept the benefits of an
executory contract, the trustee must also be peelp&r perform its obligations under the
executory contract

The Bankruptcy Code defines when the trustee noggipd an executory contract, and any
executory contract not accepted within the mandtted period is deemed rejected. Section
365(d) provides that:

(1) In a case under chapter 7 of this title, if thestee does not assume or
reject an executory contract or unexpired leaseesidential real property
or of personal property of the debtor within 60 slafter the order for
relief, or within such additional time as the codor cause, within such 60—
day period, fixes, then such contract or lease&nmkd rejected.

(2) In a case under chapter 9, 11, 12, or 13 of tties the trustee may assume
or reject an executory contract or unexpired leaberesidential real
property or of personal property of the debtor ay @éime before the
confirmation of a plan but the court, on the requafsany party to such
contract or lease, may order the trustee to determwithin a specified

11 U.S.C. § 365(e)(1) (2012).

Id. 8 541(c)(1)(b) (2012).

Bonneville Power Admin. v. Mirant Corpin(re Mirant Corp.), 440 F.3d 238, 252 (5th Cir. 2006).
11 U.S.C. § 365(a) (2012).

See id§ 365(b) (2012).
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period of time whether to assume or reject suctraonor leasé’

Section 365(g) provides that the rejection of arecexory contract by the trustee
constitutes a breach of the contract. By so staBng65(g) establishes “that in bankruptcy, as
outside of it, the other party’s rights remain iaqe” even after rejectio?'?. “[R]ejection does
not embody the contract-vaporizing properties smmonly ascribed to it. ... Rejection
merely frees the estate from being obligated tdoper any future obligationg‘L under it, but
the agreement has not disappeared. The operatiggragnt or partnership agreement (as
applicable) still governs the bankruptcy estatajhts in the entity. Therefore, if the operating
agreement or partnership agreement is an execetomyract and if the trustee rejects that
agreement, the court must look to the agreemesif tts determine the effect of the rejection.

The Bankruptcy Code, however, does not define #en t“executory contract?
Therefore, courts look to the “facts and circume&nof each case to determine the status of a
particular operating agreeme?ﬁ” or partnership agreement. “Whether a contract is
“executory” within the meaning of the Bankruptcy d®ois a question of federal law"The
United States Supreme Court has stated that tligdége history of Section 365(a) indicates
that Congress intended that an executory contrectdéfined as a contract “on which
performance is due to some extent on both si?f’eMany courts use the definition first
proffered by Professor Vern Countryman in 1593‘[A] contract is executory if ‘the
obligations of both parties are so far unperforrtteat the failure of either party to complete
performance would constitute a material breach #ng excuse the performance of the

49
50

Id. § 365(d) (2012).

Sunbeam Prods., Inc. v. Chi. Am. Mfg., LLC, 688d-372, 377 (7th Cir.2012%ee also In rédughes, 166
B.R. 103, 105 (Bankr. S.D. Ohio 1994) (“Consistetih the bankruptcy law’s general deference toestadv rights in
or to specific property, rejection of a contractesanot terminate such rights that arise from regbatontracts.
Rejection is not itself an avoiding power.”).

1 Thompkins v. Lil' Joe Records, Inc., 476 F.3d 128306 (11th Cir. Fla. 2007) (quoting Cohen v. [Eex
Burnham Lambert Group, IncIn(re Drexel Burnham Lambert Group, Inc.), 138 B.R. 6833 (Bankr. S.D.N.Y.
1992)).

Bildisco,465 U.S. at 522 n. 6 (quoting H.R. Rep. No. 95-59847 (1977).

Meiburger v. Endeka Enters., L.L.dn (e Tsiaoushis), 383 B.R. 616, 618 (Bankr. E.D. VA7)0

Griffel v. Murphy (In reWegney, 839 F.2d 533, 536 (9th Cir. 1988).

Bildisco, 465 U.S. at 522 n.6 (quoting H.R. Rep. No. 95-595347 (1977)) (citing S. Rep. 95-989, p. 58
(1977)), superseded by statute, 11 U.S.C. § 110B(2see alsdGriffel v. Murphy (n re Wegner), 839 F.2d at 536.

%8 Unsecured Creditors’ Comm. of Robert L. Helms GosDev. Co. v. Southmark Corpln(re Robert L.
Helms Const. & Dev. Co., Inc.), 139 F.3d 702, 76th (Cir. 1998) (quotindildisco, 465 U.S. at 522-23 (internal
quotations omitted))See alsolewis Bros. Bakeries Inc. & Chicago Baking Co. mtefstate Brands Corpln(re
Interstate Bakeries Corp.), 751 F.3d 955, 962 @ith 2014) (“This circuit has adopted Professor @ogman’s
definition of an executory contract for purposests Bankruptcy Code.”)See, e.g., In r&xide Techs., 607 F.3d
957, 962 (3d Cir. 2010) (“With congressional intémimind, this Court has adopted the [Countrymaefjnition.”);
Olah v. Baird [n re Baird), 567 F.3d 1207, 1211 (10th Cir. 2009) (“Werefore take this occasion to formally adopt
the Countryman definition. . . .”); Lawson v. Laws@n re Lawson), 14 F.3d 595 (4th Cir. 1993) (“The bankaypt
code does not define an executory contract, butRingrth Circuit has adopted the generally accepést for
executoriness articulated by Professor Vern Coumdry”); In re Crippin, 877 F.2d 594, 596 (7th Cir. 1989)
(describing the Countryman test as “[a] commonrddin, which this court has cited with approvalw. Airlines,
Inc. v. Klinger (n re Knutson), 563 F.2d 916, 917 (8th Cir. 1977) (aduptthe Countryman definition of an
executory contract).
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md7

other.””" Commentators have noted that:

Although the Countryman definition has been widsippted by the courts, it has not
been universally adopted. Some courts have addptedfunctional approach,” an

approach that works backwards from an examinatibnthe purposes to be

accomplished by rejection and, if the purpose hiesady been accomplished,
determines that the contract cannot be execitory.

The Fifth Circuit explained the functional approashfollows: “Section 365 derives from Sec.
70(b) of the former Bankruptcy Act, a provision ttHaroadly codified the common law
doctrine that allowed the trustee either to assantkeperform the debtor’s lease or executory
contracts or to “reject” them if they were econoafiic burdensome to the estatd.”

The true nature of an executory contract is thabittains future performance obligations
at least of the debt8f. These may include future obligations to guaranleats, make capital
contributions, perform services, or other futuref@enance obligations. Unfortunately, as will
become clear in the following examples, courts aoé always clear in their analysis of
operating agreements and partnership agreements wle¢éermining whether they are
executory contracts and subject to § 365, or atexecutory contracts and therefore property
of the estate under § 541 and not subject to B@58assumption or rejection requirement.

For example, the Sixth Circuit Court of Appealsché¢hat an executory contract as
contemplated under § 365 must have “material otitiga left to be performed by both parties
to [a] contract.”* In re Enmannheld that “a contract is executory if ‘the obligass of both
parties are so far unperformed that the failureitfer party to complete performance would
constitute a material breach and thus excuse ttierpgance of the other ®

Courts have held that a contract is not executottyel only performance required by one
side is the payment of mon8§/A contract that only imposes remote or hypothétidies is

57 Vemn CountrymanExecutory Contracts in Bankruptcy Part37 Minn. L. Rev. 439, 458-62 (197&)oted

in In re Ehmann, 319 B.R. 200, 203 (Bankr. D. Ariz. 2005).

%8 David M. Founier & John Henry Schanne, The Exegu@ontract Ride Through: A Doctrine from the Past
Provides an Option for the PresentORYON ANNUAL SURVEY OF BANKRUPTCY LAw 179, 183 (2009) ,
http://www.pepperlaw.com/resource/1237/27H1, (gitim re Magness, 972 F.2d 689, 694 (6th Cir. 19%8eRieser
v. Dayton Country Club Colr{ re Magness), 972 F.2d 689, 694 (6th Cir. 1992) (hgidimat the Countryman test
“was found by this court to be helpful but not qotiing in the resolution of what is an executopntract.”) (citing
Chattanooga Memorial Park v. Stilh(re Jolly), 574 F.2d 349 (6th Cir. 1978)); Sipes v../A&ulf Cmtys. Corp.lt re
Gen. Dev. Corp.), 84 F.3d 1364, 1375 (11th Cir.6)9@While it does not appear that the Eleventhc@ir has
adopted the “functional approach” over the “Coumtayn approach”, the Eleventh Circuit ... appearsenmazlined to
embrace the “functional approach.”) (internal éitas omitted).

% n re Austin Development Company, 19 F.3d 1077, 1081 (8th1994).

Seecases citethfra, note 112.

In re Terrell, 892 F.2d 469, 472 (6th Cir. 1989).

In re Ehmann, 319 B.R. 200, 203-04 (Bankr. D. Ariz. 20@8e alsoPhx. Exploration, Inc. v. Yaquintdn(
re Murexco Petroleum, Inc.), 15 F.3d 60, 62-63 (5th ©994).

8 Ocean Marine Servs. P’ship No. 1 v. Digicon, Ifio.re Digicon, Inc.), 71 F. App’x 442, at *6 (5th Cir.
2003) (citingln re Placid Oil Co., 72 B.R. 135, 138 (Bankr. N.D. T&287)).
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not an executory contra®f However, the “[c]lontingency of an obligation does prevent its
being executory under section 365."Factors relevant in evaluating an LLC operating
agreement include whether the operating agreenmepbses remote or hypothetical duties,
requires ongoing capital contributions, and theelesxf managerial responsibility imposed on
the debtor.®®

Where the operating agreement, partnership agrdewreather contract is executory and
is accepted by the trustee, the trustee must cwyedafaults under the executory contract
(other than defaults related to guso factoclause)e.7 Upon assumption, the trustee must be
prepared to perform future obligations. On the ptiend, as set forth in § 365(g), rejection of
an executory contract constitutes a breach of saotract or lease.

Is The Operating Agreement or Partnership Agreement an Executory Contract?

Where a contract that becomes property of the eessahot an executory contract, the
trustee retains the bankrupt member’s or partri®@iwner’'s Rights and Economic Rights.”
This is where a divorce from the interests of ttieep business owners may occur. In most
cases, the trustee’s goals are short-term—for ¢#mefit of the general unsecured creditors of
the bankruptcy estate. The trustee’s interests natenecessarily long-term; whereas the
interests of the other members or partners in aessful business are usually of a longer term.
The trustee may try to use the leverage of theatimgr agreement or partnership agreement to
force a favorable (to the bankruptcy estate) firrsettlement from the company or the other
owners.

Where the operating agreement, partnership agreemmenther contract is an executory
contract, the other members or partners are battéected. To accept the contract, the trustee
must be willing to perform all of the executory igjlations of the bankrupt debtor. If the trustee
rejects the contract, the contract becomes in ttedad the bankruptcy estate becomes subject
to damages and potentially other penalties destribethe operating agreement or the
partnership agreement that apply on default ofvamen.

As discussed below, many cases show that trusteésr gjo avoid operating agreements
and partnership agreements being categorized ag hedecutory; the remaining business
partners would prefer that the agreements be @ildsis executory.

Personal Services Agreements Cannot Be Assumed.

% Inre Capital Acquisitions & Management Corp., 341 B.R26636 (Bankr. N.D. Ill. 2006). Meiburger v.

Endeka Enters. LLAT{ re Tsiaoushis), 383 B.R. 616, 618 (Bankr. E.D. Va.7)00

8 Lubrizol Enters., Inc. v. Richmond Metal Finishelrsc. (n re Richmond Metal Finishers, Inc.), 756 F.2d
1043, 1046 (4th Cir. 1985).

® warner v. Warner, 480 B.R. 641, 651 (Bankr. N.D.Wd. 2012)aff'd sub nonSheehan v. Warner, 585 F.
App’x 130 (4th Cir. 2014) (holding that “[t]here & lack of consensus among the courts regardingstkeutory
nature of operating agreements of limited liabildtgmpanies because there are per serules regarding the
classification of limited liability operating agments.”) (quoting Bensusan v. Preblii (e Prebul), Case No. 09-
14010, 2011 Bankr. LEXIS 2795, at *23, 2011 WL 2045, at *7 (Bankr. E.D. Tenn. July 19, 2011)) (ddas
omitted) (internal quotation marks omitted)).

%7 11 U.S.C. § 365(b)(1)(A) (2004).
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As discussed above, 8§ 365(e)(1) invalidates pronssithat prevent the bankruptcy estate
from receiving the benefit of an executory contr&att this provision is not always applicable.
Importantly in the case of a bankruptcy filed bsnamber or partner with Management Rights,
§ 365(e)(2) provides that § 365(e)(1) does notyaggiapplicable law excuses a party, other
than the debtor, to such contract or lease fromepmtany performance or rendering
performance to the trustee or to an assignee ¢f soatract . . .68

Where Management Rights are concerned, 8 365(oj(it)e Bankruptcy Code provides
that the trustee may not assume or assign an exgagdntract if:

(1)(A) applicable law excuses a party, other tHandebtor, to such contract or lease
from accepting performance from or rendering penfamce to an entity other than the
debtor or the trustee, whether or not such contoackease prohibits or restricts
assignment of rights or delegation of dutiead (B) such party does not consent to
such assumption or assignment.

For example, where the bankrupt debtor is a manageervice provider to the limited
liability company or partnership pursuant to theigting or partnership agreement and is not
permitted to delegate his or her performance,ritd¢e should not be permitted to assume the
managerial role if the other owners obj%gcthe contract should be considered to be executory
under 8§ 365(e)(2) since there remain unperformeéidations that likely should be considered
to be material. The limited liability company orrpeership does not have to accept the
trustee’'s performance of those obligations andyefioee, the trustee cannot accept the
agreement without the consent of the other memirepartner<?

Where the trustee does not seek to assume therdefole as manager but rather seeks to
leave the debtor in that role, as\Malro v. The Lee Group Holding Company, L'ahe
operating agreement should not (for that reasonjpmesxecutory contract. Idvalro, the
bankruptcy court did not perform an analysis whettiee operating agreement was an
executory contract under 8 365, noting that:

%8 Section 365(e)(2)(A) provides:

Paragraph (1) of this subsection does not appbnt@xecutory contract or unexpired lease of

the debtor, whether or not such contract or leashilpits or restricts assignment of rights or

delegation of duties, if (A)(i) applicable law exms a party, other than the debtor, to such

contract or lease from accepting performance fromendering performance to the trustee or to

an assignee of such contract or lease, whethent@uth contract or lease prohibits or restricts
assignment of rights or delegation of duties; aids{ich party does not consent to such
assumption or assignment.

Of course, if the terms of the agreement providat the manager or service provider can delegate
performance without breach of the underlying agesems) then the trustee should be able to steghetéanagement
Rights as well.

& SeeWarner, 480 B.R. at 650, (the court noted that “[a]n ¢taer arguably a conflict, exists between §8§ 365
and 541(c)(1)See In reGarbinski, 465 B.R. 423, 426 (Bankr. W.D. Pa. 20¢®ection 365 is thus in apparent
conflict, or at least in tension, with 11 U.S.Cc.sB41(c)(1) . . . . ). Section 541(c)(1) voigso factoprovisions
while § 365(e)(2) would permit the non-debtor gnté enforce anpso factoclause within the contract.”). The court
in Warner decided to leave this issue for anotlagr @k it had determined that the Operating Agreéinethat case
was not an executory contract.

"l 524 B.R. 798, 803-04 (Bankr. S.D. Ind. 2014).

69
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The Trustee did not seek to step into Debtor's staemanager, nor did he ask that
the Court compel Debtor to remain as managerFor.that reason, the Court need
not determine—at least in the context of this pedlieg—whether the Code or
relevant norbankruptcy law supports either type of actfén.

Continuing Duties Are Sufficient to Cause the Operating Agreement to be an Executory
Contract.

In Ebert v. DeVries Family Farm, LLQn re DeVrie$,73 the court reviewed an operating
agreement that included three continuing obligatitm determine whether they constituted
sufficient unperformed obligations to turn the ayigrg agreement into an executory contract:

1. The operating agreement provided that the debter eldigated to contribute
such time to the LLC as necessary for its operatidine court recognized that
“whether a debtor is required to participate in amgnagement obligations is a
factor that courts consider in determining whetlieragreement is an executory
contract.”* However, under the terms of the operating agreéragérissue,
management was to be solely overseen by the mamdgeexercised control
over 100 percent of the Company and at no pointtlid Debtor in that case
contribute any meaningful amount of time to the @any’s business affairs.
More importantly, Debtor’s failure to participate management duties did not
constitute a “material breach” under the Operathggeement, did not lead to
his dissociation from the Company, nor have anye#act on his membership
rights. The court concluded that the debtor’s d@il@n to contribute time to the
management of the Company was not an executorgathi.

2. The operating agreement required the members,dimguhe bankrupt debtor,
to contribute capital “as may be determined by ajonitg vote of the
Members,” and failure to make the required capital contigrutwould be
cause for termination of membership. The trustegied that the likelihood of
the debtor being required to contribute capital veamsremote to be considered
an executory obligation. However, the court noteat £ven though the debtor
“has not yet been called on to contribute additiaaital to the Company [it]
does not relieve Debtor of this obligatioﬁ"rhe court went on to note that
“given the highly volatile nature of the dairy irgtty, Debtor’'s obligation to
contribute capital to the Company is neither remaoty hypothetical.7‘7
Consequently, this obligation to contribute was niduto be an executory
obligation.

3. The court also found that the obligation set fortlthe operating agreement for
each member to guarantee loans to the Compang iftlarantee was required

2 1d. at 805

2014 WL 4294540 (Bankr. N.D. Tex. Sept. 27, 2014).
Id. at *9.

Id.

Id. at *10.

Id.

73
74
75
76
7
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by the bank was also an executory obligation andhee remote nor
hypothetical7.8 The members had in the past guaranteed such tibligaand
the continuing obligation to do so was executory.

The court also discussed the obligations in thesrpurchase agreement among the
members—an agreement separate from the operatireeragnt but entered into by the
members at the same tifieThe court found that “it is clear that the partergered into the
Operating Agreement and Cross Purchase Agreemetht tve intent to create global
procedures for the Company” and the two agreemeets a “package deal.” The court noted
that the agreements should therefore be constmiedel’ and the trustee, by failing to timely
assume the Cross Purchase Agreement had theré&foreepected the operating agreement “by
operation of law under section 365(d) of the Cotle.”

Theln re DeVriescourt then went on to explain what rejection @& #xecutory contracts
meant in this context:

By rejecting the Operating Agreement, the Trusteeslieved from performing any future
obligations under i¥2 but it has not disappeared. The Operating Agreémstiihgoverns the
Trustee’s rights under it. Therefore, the court imeek to the Operating Agreement to
determine the effect of its breach.

In this case, the operating agreement said thagrabar “shall attain the status of a mere
assignee if the member breaches the operatingragré&and as a result would no longer be
entitled to participate in management (Owner’'s Righ this context?.?‘ The debtor retained
the Economic Rights, howev&t.

In another case, Strata Title, LLC filed for baray protectior‘iﬁs.5 Strata was a 45%
owner of Santerra Apartments, L% Strata’s single member, John Lupypciw, is the rgana
but not a member of SanteffaSanterra’s operating agreement required a Suppritya
(60% vote) by the members to perform certain astiovhich the court determined were “not

78
79

Id. at *11.

The defendants argued that even if the court fahedoperating agreement itself not to be an exegut
contract, the Cross Purchase Agreement and thea@mpAgreement should be construed together, e d tustee’s
failure to timely assume the Cross Purchase Agratmesulted in a rejection of both the Cross Puseh&greement
and the Operating Agreement. The Cross PurchaseeAwnt governed, among other things, the trandfer o
membership units in the event of a member's deattitbdrawal, and outlined certain restrictionsalienation of the
membership units.

8 Citing In re Mirant Corp., 303 B.R. 319, 322 n.7 (Bankr. N.DxT&003),citing with approvalKopel v.
CampanilgIn re Kopel), 232 B.R. 57, 65 (Bankr. E.D. N.Y. 1999).

& n re DeVries2014 WL 4294540 at 1 40.

82 Citing Sunbeam Prods., Inc. v. Chi. Am. Mfg., LLC, 686d~372, 377 (7th Cir. 2012) (Easterbrook, J.),
cert. denied 133 S. Ct. 790 (2012) (“After rejecting a contrag debtor is not subject to an order of specific
performance.”) (citindildisco,465 U.S. at 531).

8 In re DeVries 2014 WL 4294540 at 1 49.

8 1d. at 7 48 n.102.

8 In re Strata Title, LLC, 2013 WL 1773619, *1 (Bankr. DriA Apr. 25, 2013).

8 1d.at*2n.11

87 1d. at *1.
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remote and are material:

1) Sale of the Property;
2) Refinancing of the Property; and
3) Removal of the managé&t.

The court found that Santerra (and Mr. Lupypicw)revactively marketing Santerra’s
property and was facing an upcoming refinancingitiea. The other members of Santerra had
made a threat to remove Mr. Lupypciw as managetaBge of the super-majority provisions,
the court found that these issues required resoidtirough the Debtor’s active participation
and, therefore, the operating agreement in thie e@s an executory contract. Similarly, in
Milford Power, the Delaware Chancery Court held that while fal®&ankruptcy law pre-
empted state law, 88 365(e)(2) and 365(c)(1) cde&destrong argument that these sections
preclude a Bankruptcy Trustee from assuming at thase aspects of the contract granting the
debtor managerial rights even if the Trustee is dedtor in possessioﬁ?’ In contrast,
however, the Bankruptcy Court in re Alameda Investments, L¥%listinguishedn re Strata
Title and stated that the mere fact that members hadgteto vote on various matters would
not, by itself, make an operating agreement exeguto

In In re Garrison-Ashburn, L& the court found that where the bankrupt debtor ad
management role or other continuing obligation,dperating agreement was not an executory
contract. Nevertheless, th&arrison-Ashburncourt enforced provisions of the Virginia
Limited Liability Company Act which provided a meebwould be dissociated upon the
filing of a bankruptcy petition and retain only Baonic Rights as an “assignee.” A
commentatof’ notes that “Garrison-Ashburn, however, departednfthe majority of courts
holding that in the case of non-executory agreemamder 8541(c)(1), the full bundle of
rights associated with an LLC interest (includingmagement rights) would be retained by a
debtor after the commencement of a bankruptcy tdses aspect of the decision has been
criticized by other courts on the grounds thatause that relegates a member’s interest to
those of an assignee is itself “applicable non-bapicy law” and anpso factoclause that in
effect terminates the debtor's membership intasader § 541(c)(1)(BJ*

Another case finding that the operating agreemanguestion was not an executory
contract isn re Ehmant?* There the Bankruptcy Court said:

While Fiesta undoubtedly owes many obligations tfo members pursuant to the
Operating Agreement, for the contract to be exegutibere would also have to be

88
89
90
91
92

Id. at *2.
Milford Power Company, LLC v. PDC Milford Powerl.C, 866 A.2d 738, 752 (Del. Ch. 2004).
2013 WL 32116129 (Bankr. C.D. Cal. 2018ff'd 2014 WL 868605 (B.A.P. 9th Cir. 2014).
In re Garrison-Ashburn, LC, 253 B.R. 700 (BankDEVa. 2000).
Lawrence A. GoldmarnThe Crossroads of LLCs and Bankruptcy—A Treachehatgssection(Bus. Law
Section of the Am. Bar Assoc., S. F., Cal.), A, 2015.
% In this regardseeln re Klingerman, 388 B.R. 677, 679 (Bankr. E.D. N.C. 2008)re LaHood, 437 B.R.
330, 336 (Bankr. C.D. lll. 2010); ard re Ellis, 2011 Bankr. LEXIS 4169, *7-8 (Bankr. S.DdIni2011).
9 2005 WL 78921 (Bankr. D. Ariz. Jan. 13, 2005).



40 TEXAS JOURNAL OF BUSINESSL AW [VoL. 46:2

some material obligation owing to the company bg thember. Moreover, such
member’s obligation must be so material that if thember did not perform it, Fiesta
would owe no further obligations to that member.

The court went on to discuss its conclusions foltmy“‘a close reading of the Operating
Agreement itself”:

It imposes many obligations on the managers, buioéesd above the manager is the
Debtor’s father, not the Debtor. Article V is el “Rights and Obligations of
Members,” but in fact it identifies only rights ams obligations. ... In short, the
Article of the Operating Agreement that is partiditled “Obligations of Members”
reveals that members have no obligations to thep@oiyt®

In re Ehmanns, therefore, consistent with other cases whetets have found operating
agreements not to be executory contracts wherepheating agreement does not require that
the bankruptcy debtor perform future services far limited liability company or partnership
entity or perform other material future obligatiohsIn re Warner the court said:

In this case, the Operating Agreement revealsttieae are no material unperformed
and continuing obligations owed by the Debtor: fhebtor is not a manager of
McCoy Farm; he has never contributed capital tolth€; he has no obligation to

provide any personal expertise or service to thepamy; and he may withdraw at
any time so long as notice is giv%7n.

Where an operating agreement or partnership iameixecutory contract, it does not have
to be accepted by the trustee. It continues ircefféth no change and the trustee steps into the
same position as the nevankrupt debtor occupied. However, by being pastthe operating
agreement, the trustee only has the same rightssasdbject to the same limitations as the
debtor originally had, including any limitations @rture transferability.

Possible Death-Knell for Pick Your Partner in Bankruptcy?

Unfortunately, however, not all cases are well-acgwr well-reasoned or fit within a
simple analysis. Judges are generally not busitegsspecialists and do not always give
careful analysis to business law principles whecidieg cases before them. An example of
this is In re Denmar’® In Denman the court also reviewed the operating agreement and
determined that an operating agreement was notxacutory contract. The court failed to
conduct the careful analysis that theVriescourt conducted, but rather analyzed the issue as
follows:

The court has extensively reviewed the OperatingeAgent of this case and now

In re Ehmann319 B.R. at 204.

Id.

Sheehan v. Warnein(re Warner), 480 B.R. 641, 651 (Bankr. N.D. W. Va. 2012

In re Denman, 513 B.R. 720 (Bankr. W.D. Tenn. 20BBeJay AdkissonDenman Creates Confusion for
Bankrupt Debtor’s Interest in LLGORBES(Dec. 19, 2014), http://onforb.es/1AnT7et.
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finds that it is not an executory contract as comtiated and governed by sec. 365 of
the Bankruptcy Code. As the title of the OperatiAgreement indicates, this
agreement is meant to operate Opus, a separafeeletity from its members. The
Operating Agreement establishes rights and dutiescteed to the Membership
Interests. The members were required to make atiall€ontribution” under Section
6.1 of the Operating Agreement to capitalize OpNse. other material member
obligations appear to exist under this Operatingedgent

Had the court stopped its discussion here, theisswuld have been clear — no continuing
material obligations in the operating agreementmadhat the operating agreement would not
be treated as an executory contract under 11 U§38B5. Unfortunately, the court went on to
confuse the issue significantly, stating:

The Operating Agreement here is a Tennessee LLCatipg agreement subject to
the Tennessee LLC Act. The Operating Agreementlégal instrument that defines
the membership interests and rights that each merhb&ls in Opus. These

membership interests are personal property of n&vidual members analogous to
shares of corporate securities. Mr. Denman’s Mestbprinterest became property of
the sec. 541(a) estate upon the filing of his GérapB petition. 11 U.S.C. sec. 541(a).
In conclusion, the LLC operating agreement hengoisan executory contract and is
more appropriately classified as a business foonasind governance instrument;
therefore, the Opus Operating Agreement here isin@xecutory contract under sec.
365, however, Mr. Denman’s Membership Interest ég. s541 property of the

estate'®

Few experienced business lawyers would consider lh€mbership interests to be
“analogous to corporate securities.” First of #tle term “securities” is an extremely broad
term that invokes consideration of federal ancessaturities laws as well as, perhaps, article 8
of the Uniform Commercial Code. Even if read to méshares of corporate stock,” there are
significant differences between corporate stock iatetests in limited liability companies and
partnerships, and the separation between Econoiglts®k Owner’s Rights, and Management
Rights is only one of those differences.

Perhaps the more surprising (and inaccurate) seateis the court’s effort to distinguish
“a business formation and governance instrumewtthfthe entire world of contracts. If not a
contract, what can it be?

Professor Carter Bishop has expressed the fearDiaman if followed in the future,
would mean that a bankruptcy trustee could obthiofa debtor’'s LLC interest and deal with
it notwithstanding any contractual restrictidt$ The authors believe th&tenmanshould be
considered an outlier and, at worst, limited toimterpretation of the Tennessee LLC Act

99
100

Id. at 726.

Id. (The court also said that “in essence, the LLGgallilons are unilateral obligations to the LLC arat

bilateral obligations among memberdd.(at 724)).

101 Email from Professor Carter G. Bishop, Professdr law, (Suffolk University, to Inet-

llc@yahoogroups.com (Nov. 21, 2014, 07:03 MDT) fimwith author).
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which is significantly different than other state@ Acts.

* Unlike many LLC Acts, the Tennessee LLC Act does cuntain a provision
stating that “it is the intent of this article tivg the maximum effect to the
principle of freedom of contract and to the enfatméty of operating

agreements™¥?

* The Tennessee LLC Act defines “LLC Documents” disegi or both, the LLC’s
articles and, if the LLC has an operating agreemewhether written or oral, its
operating agreement®

* Unlike other LLC Acts, the Tennessee LLC Act conpéares that all provisions
that would normally be included in an operatingesgnent may be set forth in
the LLC’s articles™®* Although this would be possible under other LLCtsAdt
is not customary practic8’

* The Tennessee LLC Act also contains a very corpdiieg provision relating to
the classification of interests, providing, intdiaathat “the LLC documents
may denominate membership interests or financightsi as units, shares,
percentages, participations, distribution interestsvnership or economic
interests, with or without voting rights, and witin without fixed or variable
rights to participate in distributions, assets andperties, allocations of profits
and losses and fixed or variable obligations to th€ or any combination
thereof.*%

The court inDenmanshowed its lack of understanding of LLCs in gehemad of
Tennessee LLCs in particular. The court discusaglesmember LLCs even though the LLC
at issue in Denman was not a single-member LLC. d@twrt noted that Tennessee law
provides that a new members are deemed to havedtpethe operating agreemjé)ﬁtand
stated:

This makes sense if the LLC operating agreementoissidered a governance
instrument merely defining the membership intereldtswever, under contract law,
parties cannot be deemed to be parties to a contidmut their consent. Similarly,
parties to contracts must mutually assent to amentsnto existing contracts;
whereas, LLC agreements may be amended withouhathbers approving. ENN.

CODE ANN. §48-206-102(b). Such LLC provisions undermine the privifycontract

and demonstrate that LLC operating agreements m@igi@l instruments apart from

102 £ g, CoLo. Rev. STAT. § 7-80-108(4) (2004) (LLCskee alscDEL. Code Ann., tit. 6, § 15-103(d) (2009)

(partnership agreements) and § 18-1101(b) (201BL¢). The authors submit that there is no authasitypolicy
reason that such a statutory statement shouldgiieaple to establish that an LLC is essentialbreature of contract.
103 TENN. CODEANN. § 48-249-102(16) (2014) (emphasis added).
10414, at § 48-249-202(b)(1).
108 See, e.g.CoLO. REV. STAT. § 7-80-204(1)(f) (2004)see generallyHerrick K. Lidstone, Jr. and Allen
Sparkman, IMITED LIABILITY COMPANIES AND PARTNERSHIPS INCOLORADO § 3.1.6 (CLE in Colorado, Inc. 2015).
108 TENN. CODEANN. § 48-249-303(a) (2014).
197 14, at §48-206-102(a).
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executory contracts.

The court ignored the fact that members must agoedecome members and that
agreement constitutes their assent to the operagngement and to its amendment provisions.
The court also failed to note that Tennessee lawiges that members of an LLC may enter
into an operating agreement not just “to regulatedffairs of the LLC and the conduct of its
business” but also “to govern relations betweemmong the members® Something that
governs relations between or among the membergsdike a contract.

Despite theDenmancourt’s apparent misunderstanding of LLCs, thercoaises what
may be a more important issue. Discussing bottCthntryman and Sixth Circuit definitions
of executory contract®? the court noted that a member's breach of an tipgragreement
did not excuse performance by the other memberthemby LLC—meaning that the other
members of the LLC have to perform for the beneffithe LLC (and the bankrupt member’s
estate) notwithstanding the estate’s default utiderterms of the operating agreement. This
was clearly a bankruptcy favorable, owner-entityaunrable opinion which hopefully will
have limited future effect. HoweveBenman as well asin re Ehmangt™ appear to be
consistent with the view expressed by the UniteateSt Supreme Court that the legislative
history of Section 365(a) indicates that Congregsnided that an executory contract be
defined as a contract “on which performance is usome extent on both sideé€¥ To the
extent that the view expressedenmanandin re Ehmannis widely adopted in the future,
the “pick your partner” likely becomes meaninglasthe bankruptcy context.

Arguments exist to counter tidenmanandIn re Ehmannview. Some courts have held
that “even though there may be material obligationtstanding on the part of only one of the
parties to the contract, a contract may nevertedbesdeemed executory under the functional
approach if its assumption or rejection will ultirely benefit the estate and its creditot&”
Assume the following situation:

Closely Held LLC, a Texas limited liability companig managed by Bob Debtor,
who is one of four equal members of Closely HeldCLIBecause he is a member,
Bob Debtor receives no compensation from CloselyjdHa C for serving as its
manager.

Bob Debtor has also licensed certain intellectuapprty to Closely Held LLC.
Under the license agreement, Closely Held LLC payslties to Bob Debtor. Bob
Debtor’s only ongoing obligations under the licersggreement are to license any
future developments that Bob Debtor may develothénintellectual property and to
cooperate with Closely Held LLC in any action tdedel the rights of Closely Held
LLC in the intellectual property. Bob Debtor has abligation to work on future
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Id. at § 48-249-203(a).

SeeCountrymansupra note 57; Founier & Schanmgpranote 58 and accompanying text.

See supranote 62 and accompanying text.

See supranote 55 and accompanying text.

In re Cardinal Industries, Inc., 146 B.R. 720, 729 (BarkD. Ohio 1992)accord In re Arrow, Inc., 60
B.R. 117, 122 (Bankr. S.D. Fla. 1986).
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developments of the intellectual property.

Bob Debtor files for bankruptcy because of debtsiired in an unrelated business.

At least under the functional approach, Bob Dektpdsition as manager of Closely Held
LLC should be considered an executory contracsolf Closely Held LLC should not be
required to accept further service from Bob Dels®manager pursuant to Section 365(e)(2)
of the Bankruptcy Code unless the trustee assuheesperating agreement as an executory
contract. If the trustee assumes the executoryraontBob Debtor can continue to provide
services to the LLC since the restrictions of § (8%3) and § 365(e)(1) would not be
applicablel.13 If the contract is determined not to be execut®&gb Debtor can continue to
provide services as manager without question. @rother hand, the license would not appear
to be an executory contract unless the facts detrataeghat the likelihood of valuable future
developments to the intellectual property is sumat Bob Debtor’s knowledge is vital to those
possible developments. In that case, Closely Held &hould be able to prevent assignment of
Bob Debtor’s rights under the licen5é.

Note that if neither Bob Debtor's position as masragor the license agreement is
considered an executory contract, Closely Held M@lild be forced to accept an individual
as manager who at best will be distracted by hiskhptcy and could lose the benefit of
possible future developments in the intellectualperty that Bob Debtor might achieve. This
would be untenable from a policy standpditi.

CONCLUSION

When attorneys make appropriate arguments and scaatefully consider the law,
elements of “pick your partner” should survive ewbnough a bankruptcy of a member or
partner. While it is true that Economic Rights @wner’s Rights will become included in the
bankruptcy estate under § 541(a), where the operatjreement or partnership agreement is
an executory contract the trustee may be requoanake a decision whether to accept (and

13 Where Bob Debtor was the manager before the bptdyrand following the filing of the petition, Clely

Held LLC will be accepting services only from him.§8 365(c)(1) and (e)(1), the Bankruptcy Codehflrits persons
other than the person already performing the sesvithat is an assignee) from acquiring the ManagérRights
without the other parties’ consent

14 ntellectual property rights are subject to thddiwing rules:

An exclusive copyright license provides the licemsvith a property right that is freely transfeteabA non-
exclusive copyright license cannot, as a mattdawf be assigned without the owner’s consénte Sunterra Corp.,
361 F. 3rd 257, 260 (4th Cir. 2004);re Golden Brooks Fam. Ent., Inc.,. 269 B.R. 300, @#énkr. D. Del. 2001).

Both exclusive and non-exclusive patent licensesparsonal and non-delelegalitere Catapult Ent., Inc. 165
F. 3d 747 (9th Cir. 1999)n re Aerobox Structures, LLC, 373 B.R. 135, 141 (BarikrN.M. 2007).

Trademark licenses are not assignable absentiaeckxpressly authorizing assignméntre XMH Corp., 647
F.3d 690 (7th Cir. 2001).

For a collection of cases on the executory contstatus of intellectual property and technologyefisessee
Michelle Morgan Harner, Carl E. Black, & Eric R. @bman,Debtors Beware: The Expanding Universe of Non-
Assumable/Non-Assignable Contracts in Bankrygt8yAm. Bankr. Inst. L. Rev. 187, 192 n.24 (2005).

15 See In reFirst Protection, Inc., 440 B.R. 821 (B.A.P. 9tin. 2010) (The purpose of Section 365(c)(1) is “to
protect non-debtor third parties whose rights maptejudiced by having a contract performed byraityeother than
the one with which they originally contracted.”).
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therefore perform future obligations) or rejectqaherefore be in default under the contract).

When a member or partner files a petition in baptay, relationships and goals change.
The trustee’s obligation is to act for the benefitinsecured creditors of the bankruptcy estate
in general — and whether to keep the business tipgria a subset of the much larger goal.
Where the bankrupt member or partner has a coingollote, that vote will likely go to the
trustee who may use the vote to replace a manager dissolve the entity. In that case, the
trustee will likely argue to prevent the operatiagreement or partnership agreement from
being treated as an executory contract — the tusteuld prefer simply to step into the
bankrupt member’s or partner’s Economic Rights @meher’s Rights with no action to accept
or reject an agreement being required.

Unfortunately, the courts are not always cleahgirtdetermination as to what constitutes
an executory contract or the legal elements corsidie determining whether an agreement is
in fact an executory contract. A commentitdhas summarized this well when he stated “the
state of the law concerning the enforceability ipE§ factd clauses, or provisions of State
limited liability company acts purporting to causechange of the nature of an interest in a
limited liability company upon the holder's banktoy continues to evolve and can best be
described as murky.” The same can be said aboltrigaicy court interpretation of most
aspects of the relationship between the bankruphlmee or partner and the entity (LLC or
partnership). The commentator went on to summdtimecurrent state of the law” as follows:

1. A debtor will retain economic rights in an LLC redkess of language in an
LLC agreement or a statutory default rule that pugpto cause a termination or
automatic transfer of such rights upon the filiigdankruptcy case.

2. A debtor’s retention of non-economic rights attemd® an LLC interest (i.e.,
continued participation in management, right to eyotight to financial
information) will depend on whether the LLC agreeinat issue is executory. If
the agreement is not executory, the trustee shoetlin such rights. If the
contract is assumed, whether the trustee hasdhetd assign the contract may
depend on restrictive provisions of the contraatelated to the event of the
debtor’s bankruptcy.

3. If the LLC agreement is executory, whether a tigiean assignee of a debtor
or bankruptcy trustee, retains non-economic righiisdepend on the particular
facts and circumstances at issue and whether tm applies a hypothetical or
actual test of assignability. In particular, thedaage of the LLC statute or
agreement, or the terms of other applicable norkiogtcy law will have to be
analyzed to determine whether the assignment aficecontract rights is
forbidden. Finally, if assignability is forbiddenopholding anipso factoclause
may depend on whether the identity of a party itsen to the contract.

There are many factors that are involved in themaihation whether contracts such as
operating agreements and partnership agreemenexacetory, the damages when executory

116 | awrence A. GoldmarThe Crossroads of LLCs and Bankruptcy—A Treachelutgssection (Bus. Law

Section of the Am. Bar Assoc., S. F., Cal.), A, 2015.
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contracts are rejected, and the respective rightth® parties to the contract following
acceptance or rejection; as a result, each casdreega fact-intensive inquiry that must
address the particular circumstances of the isbeésy presented and the agreement under
consideration.

The courts have told us (and will likely continwetell us) what the battleground issues
are and it will be up to the litigators presentthg cases to the courts to make their arguments.
The authors hope that the litigators’ arguments el made with the assistance of attorneys
who understand limited liability company and parsiép law.
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I INTRODUCTION AND BACKGROUND

This article summarizes several pieces of legmtaiassed by the Texas Legislature in its
2015 Regular Session that amend primarily the TeéBasiness Organizations Code (the
“Code”).?

Senate Bill No. 859 §B. 859) was authored by Senator Kevin Eltife, sponsorgd b
Representative Rene Oliveira, and became effeativeSeptember 1, 2015, with portions
becoming effective on January 1, 2016. S.B. 859 amaseveral technical and substantive
amendments to the Code relating to partnershipgimitéd liability companies.

Senate Bill No. 860 §B. 860) was authored by Senator Kevin Eltife, sponsorgd b
Representative Rene Oliveira, and became effectiv&September 1, 2015. S.B. 860 makes
several technical and substantive amendments toCibde relating to corporations and
fundamental business transactions.

Senate Bill No. 10778B. 1077) was authored by Senator Kevin Eltife, sponsorgd b
Representatives Rene Oliveira and Tan Parker, awhnhe effective immediately upon
signature by Governor Greg Abbott on May 23, 205:B. 1077 makes a clarifying
amendment to the defined term “person” in Chapteaf the Texas Business & Commerce
Code (theTBCC).

House Bill No. 2891 K.B. 2891) was authored by Representatives John Otto, Andrew
Murr, and Chris Fallon, sponsored by Senators @sdPerry and Konni Burton, and becomes
effective on January 1, 2016. H.B. 2891 makes sulise amendments to the Code and the
Texas Tax Code to make professional associatioddianited partnerships subject to annual
public information report filing requirements.

Senate Bill 1313 B. 1313) was authored by Senators Kirk Watson and RoycetWe
sponsored by Representative Jason Villalba, andrbe@ffective immediately upon signature
by the Governor on June 19, 2015. S.B. 1313 am#ma€ode to require a notarized written
consent by any person or entity that is consentinthe use by another entity of a similar
name.

As background information, the Code was originatlgdopted by the 2003 Texas
Legislature® The Code codified the provisions of prior law fduimn the Texas Business
Corporation Act TBCA), Texas Non-Profit Corporation AcCTIPCA), Texas Miscellaneous
Corporation Laws Act TMCLA), Texas Limited Liability Company ActTLLCA), Texas
Revised Limited Partnership ACIRLPA), Texas Real Estate Investment Trust AREITA),
Texas Uniform Unincorporated Nonprofit Associatiofist (TUUNAA), Texas Professional
Corporation Act TPCA), Texas Professional Associations AGPAA), the Texas Revised
Partnership Act TRPA), the Cooperative Associations AcCAA), and other existing
provisions of Texas statutes governing domestitiest

2 TEX. BUS. ORGS CODE ANN. (Vernon Supp. 2008).
3 Acts 2003, 78 Leg., ch. 182 (H.B. 1156), effective January 1020
* The Code was a joint project of the Business LawetiBn of the State Bar of Texas and the Officeéhef
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The effective date of the Code was January 1, 2806,the Code applied to domestic
(Texas) entities formed after that date. The Coeleecnlly did not apply prior to January 1,
2010 to a domestic entity that existed on or befareuary 1, 2006, unless the entity expressly
elected to adopt the Code as its governing starielanuary 1, 2010, the Code began to apply
to all domestic entities that existed on or beftaruary 1, 2008.

Unless otherwise indicated, all references to aafttér,” “Section” or “Subsection” are to
a Chapter, Section or Subsection of the Code.

I. FUNDAMENTAL BUSINESS TRANSACTIONS

S.B. 860 amended various provisions of Chapterflthe Code relating to fundamental
business transactions, which include mergers, asiores or interest exchanges. Most of the
changes are based on provisions contained in trdeMBusiness Corporation AAVIBCA) or
the Delaware General Corporation LaDGCL).

Owner Liability. The first set of amendments are based on the MBfdAclarify that an
owner or a member of a domestic entity cannot becsubject to owner liability as a result of
a merger, conversion, or interest exchange traiosaetithout the consent of that owner or
member. The provisions introduce a new definitibfoovner liability” in Section 1.002 of the
Code® The new defined term refers to personal liabilityy for liabilities or other obligations
that are imposed on a person (a) by statute sbielgason of the person’s status as an owner
or member or (b) by a governing document of an mgdion under a provision of the Code or
the law of the organization’s jurisdiction of fortimn that authorizes the governing document
to make one or more specified owners or membebdelian their capacity as such for all or
specified liabilities or other obligations of theganization. It does not include liabilities or
other obligations that an owner or member may imcuassume by contract or agreement, such
as a guaranty of an organization’s obligationseptian an agreement contained within a
governing document of the organization. The definiis based on Section 1.40(15C) of the
MBCA.

With the new defined term, amendments are madehé¢o cbrresponding provisions
governing mergers, conversions, and interest exggmin Chapter 10 These amendments
specify that the consent of an owner or a membbetmming personally liable as a result of a
merger, interest exchange, or conversion is reduagea condition to the plan of merger, plan
of exchange or plan of conversion only if that pee liability is “owner liability.” These
provisions are based on sections 11.04(i) and B)5&f( the MBCA. These amendments are

Texas Secretary of State. The Texas Legislativen€ibalso assisted in the editing and draftinghef €ode. The 2005
Texas Legislature passed House Bill 1156 containimgerous technical amendments to the Code. Thé 28Ras
Legislature passed House Bill 1737 containing naereitechnical amendments and several substantieadments
to the Code. The 2009 Texas Legislature passedteS&ikh1442 containing numerous technical and tarts/e
amendments to the Code. The 2011 Texas Legislgassed Senate Bill 748 containing numerous techaita
substantive amendments to the Code. The 2013 Tegislature passed Senate Bill 847 containing sétechnical
and substantive amendments to the Code and Seilb8dBauthorizing for-profit corporations to spfgcone or
more “social purposes” in their certificates ofrf@tion.

® See TEX. BUS. ORGS CODEANN §§402.001—.005.

 s.B.860 § 1 (addingek. Bus. ORGS CODEANN. § 1.002(63-a)).

" d. 885, 9, 11 (amendingeX. Bus. ORGS CODE ANN. §8 10.001(e), 10.051(f), 10.101(f)).
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clarifications of Texas law because the provisioneffect before the amendments, which
required consent to becoming “personally liabledigld on a previous version of the MBCA),
have been understood by practitioners to refer tmpersonal liabilities imposed on owners or
members directly or indirectly pursuant to statutéhe governing documents.

Use of Formula. Various provisions of Chapter 10 were revisedl&ify that a formula
can be used to determine the manner and basisnvedmg or exchanging ownership or
membership interests (a) in a plan of merger, (A iplan of exchange, or (c) in a plan of
conversiort These changes are intended to correspond in cotwepcent changes made to
the DGCL merger and conversion provisions. Thessgbs are clarifications of Texas law
because the use of a formula has been considerplicitty authorized by the existing
provisions of the Code. S.B. 860 also makes a lgh@ihendment to clarify that the board of
directors of a for-profit corporation can specifiat a formula be used to determine the amount
of consideration to be received for the issuancehafres in the corporati8nThis change is
based on a recent change in the DGCL and is intetaleonfirm what is implicit in existing
Texas law'°

Interests Can Remain Outstanding. Several provisions of Chapter 10 were also revise
clarify that the ownership or membership interesftan organization that is a party to the
merger can remain outstanding rather than beingerted or exchanged as part of the merger
if the organization survives the merdérAgain, these changes are based on language in the
DGCL and confirm what has been understood to bstiagi Texas law and practice in this
area.

Plans Not Required to be Sgned. Several extraneous references to “signed” witipeet
to a plan of merger, plan of exchange, or planooiversion have been removed. While a plan
of merger, exchange, or conversion must be in evriform, it does not need to be separately
signe(ljz, but only needs to be adopted or approvedrnformance with the requirements of the
Code.

Plans can be Dependent on Outside Facts. S.B. 860 clarifies that any of the terms of a
plan of merger, plan of exchange, or plan of cosieer may be made dependent on facts
ascertainable outside of the plan if the plan ¢jeand expressly states the manner in which
those facts will operate on the terms of such watisn’® The term “facts” includes the
occurrence of any event, including the determimatipaction by any persdfiAs an example,

a merger can be conditioned on the occurrencertdineevents, such as a necessary regulatory
approval. The added provisions are based primamiylanguage in the DGCt and are
considered clarifying, and not substantive, chantggsior Texas law.

8 Id. 88 6, 10, 12 (amendingeX. Bus. ORGS CODEANN. 88 10.002(a)(5), 10.052(a)(5) ,10.103(a)(5)).

Id. 8 24 (adding EX. Bus. ORGS CODEANN. § 21.160(d)).

See DEL. CODE ANN. tit. 8, § 152 (2015).

S.B. 860 §8 6, 8 (amendin@X. Bus. ORGS CODE ANN. 8§ 10.002(a)(6) and 10.008(a)(8)).

Id. 88 13, 14 (amendingek. Bus. ORGS CODEANN. 88 10.151(b)(1)(G), 10.154(b)(1)(C)—(D)).
Id. 88 6, 10, 12 (addingeX. Bus. ORGS CODE ANN. 8§ 10.002(d), 10.052(c), 10.103(c)).

Id.

See, e.g., DEL. CODEANN. tit. 8, § 251(b).
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Attachment of Amended and Restated Certificate of Formation to Plan of Merger. The
Texas Secretary of State has interpreted the pomgsof the Code prior to S.B. 860 as
prohibiting the attachment of an amended and ex$tegrtificate of formation to a certificate
of merger to reflect any amendments that were a&dbpt part of the plan of merger. Such
procedure is allowed in various other states, licig in Delawaré® In Texas, prior practice
has been to include any amendments specificalpa#sof the certificate of merger, but not to
amend and restate the certificate of formation ofuaviving filing entity. Substantive
amendments have been made by S.B. 860 to autleoplan of merger to include restatements
or amendments and restatements of governing dodsmeéncluding a certificate of
amendment, a restated certificate for formatiormedt amendment, or a restated certificate of
formation containing amendmerifs.As a result of other changes made by S.B. 860,
amendments to the certificate of formation of assiimg domestic filing entity are authorized
to be set forth in a restated certificate of foliatcontaining amendments or a certificate of
amendment attached to the certificate of mergdosg as the certificate of merger includes a
statement that the amendments are being made &wtbein such attachments. In addition, a
restated certificate of formation containing no adreents may be attached to the certificate
of merger%8 The Code was also amended to make clear thattificede of amendment, a
restated certificate of formation without amendmeort a restated certificate of formation
containing amendments of a surviving filing entiyill have the effect stated in Code
section 3.063 (which makes the restated certifichtiormation the superseding and effective
certificate of formation}?

1. CERTIFICATED AND UNCERTIFICATED OWNERSHIP
INTERESTS

S.B. 860 clarifies that a for-profit corporatioeat estate investment trust, or professional
corporation may issue and have outstanding bottificated and uncertificated ownership
interests of the same class or series at the siamee &s provided by the entity’s governing
documents or a resolution adopted by its goverrailslgmrity.20 The amendment conforms
certain of the language more closely to former ddet2.19.A of the TBCA and to current
section 158 of the DGCL.

V. RATIFICATION OF VOID OR VOIDABLE CORPORATE ACTS OR
SHARE ISSUANCES

S.B. 860 adds new Subchapter R to Chapter 21, iodrga provisions that specify
procedures for ratification of void or voidable porate acts or share issuances by for-profit
corporations. These provisions are modeled onivelgtnew provisions added to the DGEL.

Definitions. New definitions of “corporate statute,” “defeaiwcorporate act,” “district
court,” “failure of authorization,” “overissue,” tgative shares,” “time of the defective

See, e.g., id. § 251(c).

S.B. 860 § 7 (amendingeX. Bus. ORGS CODE ANN. § 10.004(1)).

Id. § 13 (amending 8x. Bus. ORGS CODEANN. § 10.151(b)(1) and adding § 10.151(d)).
Id. 8 8 (amending X. Bus. ORGS CODEANN. § 10.008(a)(6)).

Id. § 4 (amending BX. Bus. ORGS CODEANN. § 3.201(b)).

See DEL. CODE ANN. tit. 8, §§ 204-05.
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corporate act,” “validation effective time,” anddhd shares” have been added that apply to
Subchapter B?

1. “district court” is defined to mean a district coun the county where the
corporation’s principal office in Texas is located a county in which the
corporation’s registered office in Texas is locatedhe corporation does not
have a principal office in Tex&s.

2. ‘“defective corporate act” means an overissue; &ctieh or appointment of
directors that is void or voidable due to a failefeauthorization; or any act or
transaction purportedly taken by the corporatiat th, and at the time the act or
transaction was purportedly taken would have beéthin the power of the
corporation to take under the corporate statutéjsuoid or voidable due to a
failure of authorizatioR?

3. “failure of authorization” means the failure to lhatize or effect an act or
transaction in compliance with the provisions of thorporate statute, the
corporation’s governing documents, or any plan greament to which the
corporation is a party, to the extent the failu@uld render the act or transaction
void or voidable?

4. ‘“overissue” means the purported issuance of shHaregcess of the number of
shares that the corporation has the power to igttiee time of issuance of shares
that are not at the time authorized for issuancthbygoverning documents of the
corporatior’®

5. “corporate statute” means the Code, the TBCA, grpmedecessor Texas statute
that governs the action or the filiRg.

6. ‘“putative shares” means the shares of the corpordtiat were created or issued
pursuant to a defective corporate act that woultstitute valid shares, if not for
a failure of authorization, or cannot be determibgdhe board of directors to be
valid share$®

7. ‘“valid shares” means the shares of any class @ssef the corporation that have
been authorized and validly issued in accordande e corporate statut@.

8. ‘“time of the defective corporate act” means theedamhd time the defective

22 5. 860 § 30 (addingeR. Bus. ORGS CODEANN. § 21.901).
23

Id. (adding EX. Bus. ORGS CODE ANN. § 21.901(c)).
2414, (adding Ex. BUS. ORGS CODEANN. § 21.901(2)).
Id. (adding EX. Bus. ORGS CODEANN. § 21.901(4)).
Id. (adding EX. Bus. ORGS CODE ANN. § 21.901(5)).
Id. (adding EX. Bus. ORGS CODEANN. § 21.901(1)).
Id. (adding EX. Bus. ORGS CODE ANN. § 21.901(6)).
Id. (adding EX. Bus. ORGS CODEANN. § 21.901(9)).

25
26
27
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corporate act was purported to have been tdken.

9. ‘“validation effective time” or “effective time ohe validation” means the later
of (a) the time at which the resolution submittedte shareholders for adoption
under Subchapter R is adopted by the shareholdeifsnm shareholder approval
is required, the time at which the notice requibydSubchapter R is given, or
(b) the time at which any certificate of validatibled under Subchapter R takes
effect®

General Effect of Ratification or Court Validation. Defective corporate acts or putative
shares are not void or voidable solely as a reddtfailure of authorization if the act or shares
are ratified in accordance with Subchapter R ordaééd by the district court in a proceeding
brought under Section 21.914 of Subchapté? Rhe board and shareholder ratification
procedures and the court validation procedure uSdéchapter R are not the exclusive means
of ratifying or validating any defective corporadet or defective issuance of shatéghe
absence or failure of the ratification of an actransaction in accordance with Subchapter R
or a validation of an act or transaction by a distrourt under Subchapter R does not, of itself,
affect the validity or effectiveness of any acttmansaction or the issuance of any shares
properly ratified under common law or otherwise.rdimes this absence or failure create a
presumption that any such act or transaction iwas a defective corporate act or that those
shares are void or voidabié.

Ratification by Board. Ratification of the defective corporate act ortgpwe shares
requires that the board of directors first adopesolution stating (a) the defective corporate
act to be ratified, (b) the time of the defectiveporate act, (c) if the defective corporate act
involved the issuance of putative shares, the numabe type of putative shares issued, and the
date or dates on which the putative shares wengoptedly issued, (d) the nature of the failure
of authorization with respect to the defective aogte act to be ratified, and (e) that the board
of directors approves the ratification of the défexcorporate act The resolution may also
state that, notwithstanding adoption of the resmtuty the shareholders, the board may
decide, at any time before the validation effectiiee, to abandon the resolution without
further shareholder actidfi.In the absence of actual fraud in the transactiom judgment of
the board of directors that shares of the corpamatire valid shares or putative shares is
conclusive, unless otherwise determined by theidistourt in a proceeding brought under
Subchapter B’

Shareholder Approval. The board’s resolution must be submitted to di@ders for
adoption unless no provision of the corporate statnd no provision of the governing
documents of the corporation or any plan or agregrte which the corporation is a party

Id. (adding EX. Bus. ORGS CODE ANN. § 21.901(7)).
Id. (adding EX. Bus. ORGS CODE ANN. § 21.901(8)).
Id. (adding Ex. Bus. ORGS CODEANN. § 21.902).

Id. (adding EX. Bus. ORGS CODE ANN. § 21.913(a)).
Id. (adding EX. Bus. ORGS CODE ANN. § 21.913(b)).
Id. (adding EX. Bus. ORGS CODE ANN. § 21.903(a)).
Id. (adding EX. Bus. ORGS CODE ANN. § 21.903(b)).
Id. (adding EX. Bus. ORGS CODE ANN. § 21.912).
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would have required shareholder approval of thealafe corporate act to be ratified either at
the time of the defective corporate act or at iheetwhen the board adopts the required
resolution®® In addition, shareholder approval will always bequired if the defective
corporate act results from a failure to comply w8bbchapter M of Chapter 21 relating to
business combination transactions with affiliatedreholders?

The procedures for submission of the resolution staareholders and the voting
requirements are specified in detail. Notice of time, place (if any) and purpose of the
meeting must be given at least 20 days before e of the meeting to each holder of valid
shares and putative shares, whether voting or iy In addition, notice must be given to
each holder of record of valid shares and putaheres, regardless of whether the shares are
voting or nonvoting, as of the time of the defeetiworporate act, except that notice is not
required to be given to a holder whose identityaddress cannot be ascertained from the
corporation’s recordd. The notice must contain a copy of the board rewmoitf and a
statement of the 120-day deadline after the vatidaéffective time for any claim that the
defective corporate act or putative shares ratifieder Subchapter R are void or voidable due
to the identified failure of authorization or ankaien that the district court, in its discretion,
should declare that a ratification made in accocdanith Subchapter R not take effect or that
it take effect only on certain conditiofis. The quorum and voting requirements for
shareholders at the meeting are the same as thpheable at the time of such adoption by the
shareholders for the type of defective corporatetace ratified™ If a larger number or
portion of shares of any class or series of shares specified shareholders would have been
required under the corporation’s governing docusieany plan or agreement to which the
corporation was a party or any provision of thepooate statute as in effect at the time of the
defective corporate act, then such larger numbeodion of shares or of any class or series of
shares or specified shareholders is required foguarum to be present and to adopt the
resolution?® The adoption of a resolution to ratify the elextiof a director requires the
affirmative vote of a majority of shares presentte meeting and entitled to vote on the
election of the director unless the governing doents of the corporation then in effect or in
effect at the time of the defective election requir required a larger number or portion of
shares to elect the director, in which case thienadtive vote of such larger number or portion
of shares is requirelf.

Certificate of Validation. The filing of a certificate of validation with ¢hfiling officer is
required if the defective corporate act being iedifwould have required the filing of a filing
instrument or document with the filing officét The certificate of validation must include the
following: (a) a copy and “the date of adoptiontleé resolution by the board of directors and,
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Id. (adding EX. Bus. ORGS CODE ANN. § 21.905).

Id. (adding EX. Bus. ORGS CODE ANN. § 21.905(2)).

Id. (adding EX. Bus. ORGS CODE ANN. § 21.906(a)).

Id. (adding EX. Bus. ORGS CODE ANN. § 21.906(a) and (b)).
Id. (adding EX. Bus. ORGS CODE ANN. §21.906(c)(1)).

Id. (adding EX. Bus. ORGS CODE ANN. § 21.906(c)).

Id. (adding EX. Bus. ORGS CODEANN. § 21.907(a)).

Id. (adding EX. Bus. ORGS CODEANN. § 21.907(a) and (b)).
Id. (adding EX. Bus. ORGS CODE ANN. § 21.907(c)).

Id. (adding EX. Bus. ORGS CODE ANN. § 21.908(a)).
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if applicable, the date of adoption by the sharééid and a statement that the resolution was
adopted in accordance with [Subchapter R]"; (bg"title and date of filing of [any previously
filed] filing instrument or document” related toetliefective corporate act and any “certificate
of correction to the filing instrument”; and (ch& provisions that would be required under
[the Code] to be included in the filing instrumehat otherwise would have been required to
be filed with respect to the defective corporate’at

Effect of Ratification. On and after the validation effective time, thefedtive corporate
act is no longer deemed void or voidable retroacty the time of the defective corporate
act’® In addition, on or after the validation effectitiene, any putative share purportedly
issued pursuant to such defective corporate athwilonger be deemed void or voidable as a
result of a failure of authorization identifiedtime curative resolution but will be deemed to be
an identical share outstanding as of the time & puarportedly issuetf.

Notice of Ratification to Shareholders. A notice must be given to all holders of valid
shares and putative shares, whether voting or nowmyoof the adoption of the ratifying
resolution by the board of directo¥sThe “notice [. .. must] also be given to eachdeolof
record of valid shares and putative shares, .hether . . . voting or nonvoting, as of the time
of the defective corporate act, except that ndsasot required to be given to a holder whose
identity or address cannot be ascertained fromctirporation’s records™® The foregoing
notice is not required if notice of the resolutiengiven in accordance with procedures for
shareholder approval of the resolution as describeve>® The notice must contain a copy of
the resolution and a statement that the followingstibe brought not later than 120 days after
the validation effective time: (a) any claim thhetdefective corporate act or putative shares
ratified under Subchapter R are void or voidable thithe identified failure of authorization
or (b) any claim that the district court, in itsdietion, should declare that a ratification made
in accordance with Subchapter R not take effectthat it take effect only on certain
conditions™

Validation Procedures for a District Court. A corporation, any successor entity to the
corporation, any member of the board of directarsy record or beneficial holder of valid
shares or putative shares currently or as of tine wf the defective corporate act that was
ratified pursuant to Subchapter R, or any others@erclaiming to be substantially and
adversely affected by a ratification under SubckaRt may apply to a district court, pursuant
to new Section 21.914, to determine the validity affectiveness of various matters relating
to any defective corporate act or transaction omawlify or waive any of the procedures set
forth in Subchapter R to ratify a defective corpaeract?5 Actions that the district court may
take as a result of the application include dewctarihat putative shares are valid shares,
ordering the filing officer to accept an instrumémt filing with a prior effective date and time,
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Id. (adding EX. Bus. ORGS CODE ANN. § 21.908(b)).

Id. (adding Ex. Bus. ORGS CODEANN. § 21.909).

Id. (adding Ex. Bus. ORGS CODEANN. § 21.910).

Id. (adding EX. Bus. ORGS CODE ANN. § 21.911(a)).

Id. (adding EX. Bus. ORGS CODE ANN. § 21.911(c)).

Id. (adding EX. Bus. ORGS CODE ANN. § 21.911(e)).

Id. (adding EX. Bus. ORGS CODE ANN. § 21.911(d)).

Id. (adding EX. Bus. ORGS CODE ANN. § 21.914(a) and (b)).
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and validating and declaring effective any defextoorporate act or putative shares, among
other things?‘.6 New Subsection 21.914(d) specifies various facforsthe district court to
consider in connection with the resolution of matte

The district court is vested with exclusive juridin to hear and determine all actions
brought under Section 21.914Service of the application made to the districirtanay be
made upon the registered agent of the corporatiod,the district court may require a notice
of the action to be provided to other persons tangesuch other persons to intervene in the
action®® A time limit of 120 days after the validation-etfeve time is established for any
action asserting that a ratification by the corgiorés board of directors in accordance with
Section 21.903 is void or voidable due to a failofeauthorization in accordance with that
section or that the district court should declarés discretion that a ratification in accordance
with Subchapter R not take effect or should takecg¢fonly on certain conditior?. This time
limit does not apply to an action asserting thatasification was not accomplished in
accordance with Subchapter R or to any person tmmwhotice of ratification was not given as
required by Section 21.906 and 21.§11.

V. TERM OF SHAREHOLDERS’ AGREEMENTS

S.B. 860 removes the antiquated ten-year time lbmithe valid duration of shareholders’
agreements under Subchapter C of Chapter 21. Thgetr time limit is retained for those
shareholders’ agreements that were in effect poothe effective date of the amendment
(September 1, 201§i. This provision is modeled on recently amended i8eat.32 of the
MBCA.

VI. AUTHORIZING SHAREHOLDER ACCESS TO PROXY
STATEMENTS

S.B. 860 adds provisions that expressly authorigavis of for-profit corporations to
allow shareholder access to proxy statem&nThese provisions specify that the bylaws of a
for-profit corporation may contain a provision ré&ing the corporation to include in its proxy
statement, when soliciting proxies or consents wepect to the election of directors, one or
more individuals nominated by a shareholder in @mflto individuals nominated by the board
of directors, subject to such procedures or comualitias may be provided in the bylaws. In
addition, the bylaws may contain a provision reiqgirthat the corporation reimburse a
shareholder’s expenses in soliciting proxies orseots with respect to an election of directors,
subject to such procedures and conditions as pedviid the bylaws. These bylaw provisions
are entirely elective, and not mandatory, on thi giaa for-profit corporation and its board of
directors. These provisions are conceptually simidgorovisions recently added to the MBCA
and DGCL.
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Id. (adding EX. Bus. ORGS CODE ANN. § 21.914(c)).

Id. (adding Ex. Bus. ORGS CODEANN. § 21.915).

Id. (adding Ex. Bus. ORGS CODEANN. § 21.916).

Id. (adding EX. Bus. ORGS CODE ANN. § 21.917(b)).

Id. (adding EX. Bus. ORGS CODE ANN. § 21.917(a)).

Id. § 23 (amending BX. Bus. ORGS CODEANN. § 21.102).
Id. § 25 (adding EX. Bus. ORGS CODE ANN. § 21.371(d)).
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VII. COMBINED TENDER OFFER AND SHORT-FORM MERGER

S.B. 860 adds new authorization for the acquisitioih a Texas public for-profit
corporation, whose shares are listed on a natemlrities exchange or are held of record by
more than 2,000 holders, through a “two-step” termteexchange offer and merger proc‘?—:‘"ss.
The process consists of a “front-end” tender orharge offer for the public corporation’s
shares by the acquirer followed by a “back-end” geebetween the acquirer and the public
corporation. If the conditions stated in new Setfd.459(c) are met, the back-end merger
may be effected without a shareholder vote or aunsegarding the merger. The key
conditions include:

1. The plan of merger must require or permit relianceSection 21.459(c).

2.  When the tender or exchange offer is consummaktedatquirer must own, by
acquisition through the offer or otherwise, the hemor percentage of the
shares, and of each class or series of those shiaaésvould be necessary under
the Code and the certificate of formation to appravmerger at a shareholders’
meeting of the for-profit corporatiot.

3. The holders whose shares are converted and exahamgbe merger must be
entitled to receive the same consideration as tihéehs who tendered shares to
the acquirer in the tender or exchange offer.

4. The merger must be effected as soon as practiedtislethe tender or exchange
offer is consummate®.

This new type of merger, which applies only to T&xaublic for-profit corporations, is in
addition to the existing right of an acquirer un@arction 10.006 to effect a “short-form”
merger without a shareholder vote or consent whenacquirer owns at least 90% of the
outstanding shares of the corporation. New defingi are added for “consummates,”
“‘consummation,” “consummating,” “depositary” and eteived” for purposes of
Section 21.459(c) and certain newly revised sestiohChapter 10 regarding the dissenters’
rights that apply to a back-end mer§&The new provisions added to Code Section 21.4869 ar
based on Section 251(h) of the DGCL as adopte@®1132nd amended in 2014.

Corresponding amendments were also made to va@basgter 10 provisions to confirm
that dissenters’ rights apply to a back-end metgeter Section 21.459(c). S.B. 860 amends
Section 10.354(c) to state that the exception fralissenters’ rights provided in
Section 10.354(b), which applies to a merger (ori@erest exchange or a conversion)
involving a Texas public corporation describedhattsubsection, does not apply to a back-end
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Id. § 26 (adding EX. Bus. ORGS CODEANN. § 21.459(c), (d), (e)).
Under the Code, in general terms, the vote or ednsfetwo-thirds of the outstanding shares of adkefor-
profit corporation is required to approve a mergeough the corporation’s certificate of formatioray reduce that
threshold to as little as a majority of the outsiag sharesSee TEx. Bus. ORGS CODEANN. § 21.457.

8 4. § 26 (adding Ex. Bus. ORGS CODEANN. § 21.459(c)).

% . (adding Ex. Bus. OrRGs CODE § 21.459(d)).



58 TEXAS JOURNAL OF BUSINESSL AW [VoL. 46:2

merger effected under Section 21.45§Zc']'.he responsible organization is required to notify
the shareholders who have dissenters’ rights of tiggts at any time before, but no later than
ten days after, the effective date of the merdehd notice is given after the effective date of
the merger, the notice must state the effective dathe merge‘?f? If the notice is given before
the effective date of the merger, a second notiastrne given after the effective date of the
merger stating the effective date of the meP&él’rhe shareholders to whom the first and any
second notice of dissenters’ rights regarding &{gaal merger subject to Section 21.459(c)
must be given are described in the revised pravési®uch shareholders will vary depending
on whether the relevant notice is given before fterathe consummation of the front-end
tender or exchange offét. Another new provision describes the deadline fadissenting
shareholder’s delivery of a demand to the orgaimiratesponsible for dissenters’ rights
regarding such a back-end meréje'rl'.he deadline is the later of (a) the"afay after the date
the responsible organization gives to the sharehndlte initial required notice of the right to
dissent to the plan of merger or (b) the date efdbnsummation of the tender or exchange
offer.

VIIl.  ADOPTION OF CERTAIN CORPORATE NAME AMENDMENTS

S.B. 860 authorizes the board of directors of gpfofit corporation, without shareholder
approval, to adopt an amendment to the corporaticertificate of formation to change a word
or abbreviation in its corporate name required bgt®n 5.054(a) to be a different word or
abbreviation required by that sectidrFor example, the board of directors could autteoer
amendment that changes the word “Inc.” to “Corgordtin the corporate name without
shareholder approval as a result of this amendment.

IX. EXECUTION OF CERTAIN FILING INSTRUMENTS BY
ORGANIZERS OR DIRECTORS OF FOR-PROFIT CORPORATION

S.B. 860 adopts amendments to provide more flaiibily broadening the exception to
the requirement that a certificate of amendmerda oestated certificate of formation of a for-
profit corporation must be signed by an officettlud corporation. If shares of the corporation
have not been issued and the certificate of amentdorerestated certificate of formation is
adopted by the board of directors, then one or mabtke directors, instead of a majority of the
directors, may sign such a filing instruméﬁt.anguage is also added that references to Title 2
of the Code as containing a second exception tb geaeral rule of officer execution. This
exception is now found in new subsection (b) oft®ac20.001, which authorizes an organizer
or a director, rather than an officer, to sign atifieate of termination, a certificate of
reinstatement, and a certificate of amendment twelaan event requiring winding up or a
restated certificate of formation that contains eaanendment to cancel an event requiring
winding up, in each case that is filed before theprofit corporation commences business.
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Id. 8 15 (amending 8x. Bus. ORGS CODE § 10.354(a), (¢)).

Id. § 16 (adding EX. Bus. ORGS CODE ANN. § 10.355(b-1)).

Id. (adding EX. Bus. ORGS CODE ANN. § 10.355(f)).

Id. (adding Ex. Bus. ORGS CODEANN. §8 10.355(b)(3), (f)).

Id. § 17 (adding EX. Bus. ORGS CODE ANN. § 10.356(b)(3)(E)(iv)).

Id. § 21 (adding EX. Bus. ORGS CODEANN. § 21.053(c) and amending § 21.053(a)).
Id. 88§ 2—-3 (amendingeX. Bus. ORGS CODE ANN. 8§ 3.054, 3.060(b)).
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The authority to sign corresponds with the autlyooit organizers or directors of a for-profit
corporation, without shareholder approval, to appra winding up, a reinstatement or a
cancellation of an event requiring winding up undexisting Section 21.502(2).
Section 21.502(2) only applies if the corporatiaas mot commenced business and has not
issued any shares.

X. POWER OF SHAREHOLDERS OR ORGANIZERS TO CANCEL
EVENT REQUIRING WINDING UP

S.B. 860 clarifies that action by the board of ciiogs is not required for an amendment to
a certificate of formation to cancel an event reqgiwinding up that is adopted or authorized
by all of the shareholders or a majority of theasigers of a for-profit corporation under
Section 21.502(1) or Section 21.502(2), respeqth/‘éSuch action may involve a certificate of
amendment to a certificate of formation or a restatertificate of formation that contains an
amendment to the certificate of formation. Secf2@rb02(2) only applies if the corporation
has not commenced business and has not issuedhangss A corresponding amendment
recognizes that a restated certificate of formationtaining an amendment to cancel an event
requiring winding up may be adopted or authorizgdhe shareholders or the organizers under
Section 21.502(1) or Section 21.502(2), respeqﬂ(ﬁel

XI. WINDING UP OF INACTIVE NON-PROFIT CORPORATIONS

S.B. 860 makes several amendments that authorizeothanizers and the board of
directors of a nonprofit corporation that has namhers or no members with voting rights to
take the same actions before the nonprofit corfmrdtolds or solicits any assets or otherwise
engages in any activities as the organizers antdhed of directors of a for-profit corporation
may take under Code Section 21.502(2) before grfofit corporation commences business
and issues shares. A majority of the organizers anajority of the directors, before the
nonprofit corporation holds or solicits any assatotherwise engages in any activities, may
adopt a resolution to wind up, reinstate, cancelegant requiring winding up, revoke a
voluntary decision to wind up, or effect a disttibn plan for the corporatioﬁ. Another
amendment specifies that, if a majority of the oigars or a majority of the directors approves
the winding up, the reinstatement or the cancelativan event requiring winding up, then the
certificate of termination, certificate of reingaient, certificate of amendment to cancel event
requiring winding up or restated certificate ofrf@tion that contains an amendment to cancel
an event requiring winding up may be signed by oihthe organizers or one of the directors,
as applicablé’

A corresponding amendment is made with respecthéo “tundamental actions” of a
nonprofit corporatioﬁf3 If the nonprofit corporation has no members ormembers with
voting rights and has no assets and has not saligihy assets or otherwise engaged in any
activities, the affirmative vote of a majority dfet organizers or a majority of the directors is

™ 1d. 8 20 (adding Ex. Bus. ORGS CODEANN. § 21.052(d)).

Id. 8 22 (adding EX. Bus. ORGS CODE ANN. § 21.056(a)(2)).
Id. 8 29 (adding EX. Bus. ORGS CODEANN.§ 22.302(1)(B)).
Id. 8 19 (amending 8X. Bus. ORGS CODE ANN. § 20.001).
Id. § 28(adding EX. Bus. ORGS CODE ANN. § 22.164(d)).
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required to approve a fundamental action consistihggn amendment to the certificate of
formation to cancel an event requiring winding upto approve any of the fundamental
actions described in subsections (a)(2) througl6)af Section 22.16%

Another amendment specifies that the members anizgrs of a nonprofit corporation
have authority, without action of the board of dices, to approve a restated certificate of
formation that contains an amendment to the ceati of formation to cancel an event
requiring winding up under existing Section 22.3)24nd new Section 22.302(1)(@).

XII. REPLACEMENT OF ANNUAL REGISTRATION REQUIREMENT
FOR LLPS

In substantive amendments to Subchapter J of Cbdgt€r 152, S.B. 859 eliminates the
antiquated requirements for a limited liability pearship to file an annual renewal of
registration. The amendments adopt the more moalgonoach of Delaware and the majority
of states to require limited liability partnershijpsfile an annual report. The requirement for,
and the contents of, the new annual report areifgbén new Section 152.806(a). The new
annual report must specify the name of the parigrand the number of partners of the
partnership as of the date of filing of the refofthe fees required to be paid in connection
with the annual report are the same as for theiqusly required annual renewal of
registration>

The due date for filing of the annual report iseldnof each year following the year of
effectiveness of the application for registrat?c’iﬁihe failure to file the annual report and pay
the required fee by May 31 of the year following tyear in which the annual report was due
will result in automatic termination of the partskip’s regis;tratior?.4 The Secretary of State is
required to provide each limited liability partnieirs that has an effective registration as of
December 31 of the preceding year a written natioelater than March 31 stating the due
date of the annual report and the filing fee arat the registration of the partnership will be
terminated unless the report and the filing feetianely filed and paid®

The termination of registration of the limited likly partnership does not constitute an
event requiring winding up of the partnership un@ede Chapter 1% The amendments also
provide procedures by which a partnership whosestragjon has been terminated may apply
for reinstatement of its registration within thrygears after the date of terminatioh.

Existing provisions are also amended to reflectdhange from an annual renewal-of-
registration requirement to an annual report regméent for domestic limited liability

79
80
81
82
83
84
85
86
87

Id.

Id. 8 27(amending Ex. Bus. ORGS CODEANN. § 22.109(a)).
S.B. 859 § 5 (addingeX. Bus. ORGS CODEANN. § 152.806(a)).
Id. 8 1(amending EX. Bus. ORGS CODEANN. § 4.158(2)).

Id. 8 5(adding EX. Bus. ORGS CODE ANN. § 152.806(a)).

Id. (adding EX. Bus. ORGS CODE ANN. § 152.806(c)).

Id. (adding EX. Bus. ORGS CODE ANN. § 152.806(b)).

Id. (adding EX. Bus. ORGS CODE ANN. § 152.806(d)).

Id. (adding EX. Bus. ORGS CODE ANN. § 152.806(e)—(Q)).
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partnerships. In Code Section 152.802, subseogl;):ms(delete?u8 and subsections (c) and (e)
are amended to eliminate the renewal-of-regismatimuirement? In several places, the word
“revoked” is amended to read “terminated” to harimenwith the revised Iangua@%.To
mitigate potential liability problems arising frominor compliance errors, the amendments
clarify that the acceptance by the Secretary oteStd an application for registration is
conclusive evidence of the satisfaction of all dbods precedent to an effective registration
and that the registration remains effective so laaghere is substantial compliance with the
registration and annual reporting requirementseatins 152.802 and 152.8%6.

Unlike the rest of S.B. 859, the limited liabilipartnership amendments take effect on
January 1, 2016 to allow time for the SecretarSti#te to amend its systems and forms to
accommodate the replacement of the annual registraequirement for domestic limited
liability partnerships with an annual report regairent’?

Xlll. PUBLIC INFORMATION REPORTS FOR PROFESSIONAL
ASSOCIATIONS AND LIMITED PARTNERSHIPS

H.B. 2891 amends the Code and the Tax Code to medfessional associations and
limited partnerships subject to the annual pubtiorimation reports that are required to be
filed with the Texas Comptroller under Tax Code t®ec171.203° Effective January 1,
2016, limited partnerships and professional astioocig will be required to file the same public
information report that corporations and limiteabiility companies have been required to file
with the Texas Comptroller for many years. The C®dequirement for a professional
association to file an annual statement with thga§eSecretary of State has been delted.
The Code’s requirement for a limited partnershifileoa report not more than once every four
years with the Texas Secretary of State is no lloagplicable to any limited partnership that is
required to file the public information report undeax Code Section 171.263.

The public information report required under the<T@ode requires, in a manner similar
to requirements for corporations and limited lipilcompanies, (a) the name of each
corporation, limited liability company, limited gaership or professional association in which
the limited partnership or professional associatiams a 10% or greater interest or that owns
a 10% or greater interest in the limited partngrshi professional association filing the report,
(b) the name, title and mailing address of eaclsgemho is an officer or director of the
professional association, (c) the name and adaretize agent of the limited partnership or
professional association designated under Tax Gmadion 171.354, and (d) the address of
the principal office and principal place of busimes the limited partnership or professional
associatior?® For limited partnerships, in lieu of providing theentity of the officer or
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Id. 8 4 (amending BX. Bus. ORGS CODEANN. § 152.802(c), (e)).
Id. (amending EX. Bus. ORGS CODEANN. § 152.802(e), (h)).

Id. (adding EX. Bus. ORGS CODE ANN. § 152.802(C-1), (k)).

Id. 88 4,5, 11.

H.B. 2891 § 3 (amendingeX. TAX CODEANN. § 173.203(a)—(b)).
Id. 8 1 (amending BX. Bus. ORGS CODEANN. § 4.156).

Id. 8 2 (amending BX. Bus. ORGS CODEANN. § 153.301).

Id. 8 3 (amending BX. TAX CODE ANN. § 173.203(a)).
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director, the name, title and mailing address @hegeneral partner of the limited partnership
must be provided in the public information rep@h officer or director of the professional
association or a general partner of the limitedtneaship must sign the report under a
specified certificatiori’

XIV. ENFORCEABILITY OF POWERS OF ATTORNEY IN GOVERNING
DOCUMENTS

Powers of attorney are frequently included in laditliability company agreements,
partnership agreements and related documents85®Bmakes several amendments to clarify
the enforceability of irrevocable power-of-attornpyovisions relating to the organization,
internal affairs or termination of a limited liaityl company, general partnership or limited
partnershipg.8 The new provisions also apply to (1) a power tdraey granted by a partner of
a partnership, a transferee or assignee of a pahipeinterest in the partnership or a person
seeking to become a partner of a partnership @rsferee or assignee of a partnership interest
in a partnership, or (2) a power of attorney grdritg a member of a limited liability company
or assignee of a membership interest in the limiigoility company or a person seeking to
become a member of or assignee of a membershigsttie a limited liability company’ A
power of attorney is irrevocable for all purposesler the new provisions if the power of
attorney is coupled with an interest sufficientaw to support an irrevocable power and states
that it is irrevocablé”® A power of attorney granted to the limited liatyilicompany or the
partnership, or a member of the company, a partfiethe partnership or the respective
officers, directors, managers, members, partnerstetes, employees or agents of the company
or the partnership is conclusively presumed to dugpted with an interest sufficient in law to
support the irrevocable poméorl. The irrevocable power of attorney is not affectdthe
subsequent death, disability, incapacity, windipg dissolution, termination of existence or
bankruptcy of or any other event concerning thagipial, unless otherwise provided in the
power of attorne)}f)2 The new provisions are modeled after provisiordeddo the Delaware
Limited Liability Company Act, the Delaware Reviséshiform Partnership Act and the
Delaware Revised Uniform Limited Partnership Ac2BiLO0.

XV.  SERIES OF ENTITY TREATED AS PERSON UNDER TEXAS UCC

S.B. 1077 amended Chapter 1 of the TBCC to clatifyt the definition of the term
“person” includes a particular series of a for—['jremtity.103 This change confirms that a series
of a Texas limited liability company can enter imtontracts relating to the sale and lease of
goods and other transactions that are subjectetdJtiiform Commercial Code as adopted in
Texas in the TBCC. This change conforms to thenindé the authority granted to a series of a
Texas limited liability company by Section 101.666the Code® The amendment also is
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104

Id. (amending EXx. TAX CODEANN. § 173.203(d)).

S.B. 859 8§ 2, 7 (addingeX. Bus. ORGS CODEANN. 88 101.055, 154.204).

Id. (adding Ex. Bus. ORGS CODEANN. §8 101.055(a), 154.204(a)).

Id. (adding EXx. Bus. ORGS CODE ANN. 8§ 101.055(b), 154.204(b)).

Id. (adding EXx. Bus. ORGS CODE ANN. §8 101.055(d), 154.204(d)).

Id. (adding EX. Bus. ORGS CODE ANN. 88 101.055(c), 154.204(c)).

S.B. 1077 § 1 (amendingX. Bus. & CoM.. CODEANN. § 1.201(b)(27)).

TeEX. Bus. ORGS CODE ANN. § 101.605 provides that a series has the power guatity, in the series’ own
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intended to apply to a series of a for-profit gnfdrmed under the laws of another state. As a
result, any particular series of a foreign for-fir@htity is also considered a “person” for
purposes of the chapters of the TBCC consistintp@fUniform Commercial Code. There are
other states that authorize creation of seriesusiness trusts and limited partnerships in
addition to limited liability companies. Limitedability companies are the only type of Texas
domestic entities that are specifically authorizgdthe Code to have series with liability

limitations 1°®

XVI.  NOTARIZED CONSENT TO USE OF SIMILAR NAME

S.B. 1313 amends the Code to require consentset@fusimilar entity names in certain
filings with the Secretary of State to be notarizedl delivered to the Secretary of State. The
prohibitions contained in several sections of tleel€ against reservation or registration of a
name with the Secretary of State when a similaren@@mnalready reserved or registered by
another entity or person do not apply if that otperson or entity provides to the Texas
Secretary of State a notarized written statemenbh@fconsent of such entity or person to the
use of the similar nam&? Similarly, the other entity or person for whomane is reserved or
registered can consent by providing to the Texasredary of State a notarized written
statement of the consent to use of a similar namthe formation of a new domestic filing
entity or the registration to transact business déreign filing entity’®” In each case, these
written consents were not previously required tonb&arized or specifically required to be
provided to the Texas Secretary of State. Nevegtiselthe Texas Secretary of State has in
practice required evidence of the consent to ke fih connection with the certificate of
formation, application for registration to transdmisiness or new name registration or
reservation before accepting such filings.

XVII. OTHER MINOR AMENDMENTS

S.B. 860 clarifies the definition of “existing chai in Chapter 11 of the Code by
conforming it to the predecessor statutory provisiarticle 7.12.F(3) of the TBCA This
change makes the definition consistent with usafeghe term in other provisions of
Chapter 11, such as Sections 11.356(a)(2) and 9(BB5

S.B. 859 effects an amendment to clarify that C8detion 5.203 is another exception to
the requirement that a limited partnership mustradries certificate of formation to reflect any
change in the address of its registered officeherntame or address of its registered aboé’nt.
Section 5.203 permits a registered agent to filarmaendment to effect a change in its name or
office address.

name, to: (1) sue and be sued; (2) contract; @iex, sell, and hold title to assets of the seriesluding real
property, personal property, and intangible prapsyt(4) grant liens and security interests in sstthe series; and
(5) exercise any power or privilege as necessarpppropriate to the conduct, promotion, or attaimimef the
business, purposes or activities of the series.

105 See TEX. Bus. ORGS CODEANN. §101(m).

106 5.B. 1313 88 2-3 (amendingS. Bus. ORGS CODE ANN. 8§ 5.102(b), 5.153(b)(1)).

107 Id. § 1 (amending 8X. Bus. ORGS CODE ANN. § 5.053(b)).

108 5 B. 860 § 18 (amendingX. Bus. ORGS CODE ANN. § 11.001(3)).

19 5. 859 § 6 (amendingeX. Bus. ORGS CODE ANN. § 153.051(a)).
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Another amendment makes clear that Section 11.)5¥fich was added to the Code in
2011 and defines “majority-in-interest” for purpeselating to winding up a domestic general
partnership, may be modified by the partnershipagent.’

S.B. 859 repeals Code Section 101.351 becauserdheésipn is not essential and creates
the possibility of confusion regarding the intetat®mn of some of the provisions of
Subchapter H of Chapter 161 Section 101.351 provided that Subchapter H applidy to a
meeting of and voting by the governing authoritye tmembers if the members do not
constitute the governing authority and a commitiéehe governing authority of a limited
liability company. That limited applicability is atcurate because Subchapter H applies to
matters other than meeting of or voting by the goivey authority (or a committee thereof) or
the members of the limited liability company.
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Id. 8 3 (amending X. Bus. ORGS CODE ANN. § 152.052(b)(9)(D)).
Id. § 9.



CHOICE-OF-LAW PROVISIONSAND THE ROLE OF BUSINESS
RELATIONSHIPSTO OTHER JURISDICTIONSWITH RESPECT TO
DETRIMENTAL-ACTIVITY CLAUSESIN EXECUTIVE
COMPENSATION PLANS

By Allen Bywaters Landon*
Exxon Mobil Corp. v. Drennen, 452 S.W.3d 319 (Tex. 2014).

In Exxon Mobil Corp. v. Drennan, the Supreme Court of Texas reversed the court of
appeals’ judgment in favor of a former executiveilldm Drennan, Ill, (“Drennan”) and
rendered a judgment for Exxon Mobil (“Exxor?")rhe dispute between the parties arose from
an executive compensation plan, which included atraotual choice-of-law provision
designating that New York law would apply as wedl a provision for forfeiture of the
executive’s bonus awards in the event he engagetetrimental activity.2 The Court
concluded that Exxon’s basis for choosing New Ylawk, the goal of uniformity, was logical
and reasonabléboth Texas and New York bear some relationshiphto parties and the
transactior, the forfeiture provision was not a covenant notampete’ and that, under Texas
law, application of New York law would not contranee Texas policﬁ; thus, the Court was
bound to enforce the contractual choice-of-law miom and apply New York La®.New
York permits enforcement of similar detrimentaligity provisions to employment contracts,
so the provision would be enforced without regardvhether Texas law would permit suth.

l. Background.

Mr. Drennen was an employee of Exxon for approxétyathirty one years spanning from
1976 to 2007° Drennen’s work throughout his career with Exxorsvea a geologist and his
final title before retirement was Exploration Viéxesident of the Americé§.During his
employment with Exxon, Drennen signed incentive pensation programs in 1993 and 2003,
and these programs awarded bonuses, restrictell sfions, and earnings bonus urits.
Both parties executed the incentive program agre&sna Texad® Each of the program
agreements included choice-of-law provisions inidlica New York law would apply, and
termination provisions enabling Exxon to “terminatatstanding incentive awards if the
employee (1) engaged in a detrimental activity(rleft” Exxon by resignation or abnormal

* Allen Bywaters Landon is a 2016 J.D. Candidat8atith Texas College of Law.
1 Exxon Mobil Corp. v. Drennen, 452 S.W.3d 319, 8B&x. 2014).
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form of terminationt* The programs further defined detrimental actiwityl 993 as “activity
that is determined in individual cases by the adstiative authority to be detrimental to the
interest of the Corporation of any affiliate,” aimd2003 as “acceptance . . . of duties to a third
party under circumstances that create a materiaflico of interest” including when the
recipient becomes employed by an entity that “retd, deals with, or competes with” Exxon
or its affiliates™

After receiving an unfavorable annual performaredaw in the midst of a new C.E.O.’s
push to promote younger vice presidents, Drenremmésl from his supervisor, Tim Cejka, that
“so long as he did not go to work for one of thehest four “majors” (Shell, BP,
ChevronTexaco, or ConocoPhilips), he would [noelbss unvested options]” should Drennen
leave Exxort? The next year, after already receiving 16,700 eshaf unrestricted stock and
cashing out $4 million in pension funds, $1.8 roifliin 401(k) funds, and $3 million in stock
options throughout his employment to that pointemren retired from Exxon with 57,200
shares still held within their restriction peringespite being warned by Cejka that if he took
a position with Hess Corporation he would likelgdoall his remaining incentives, Drennen
began working at Hess as Senior Vice PresidenGfobal Exploration and New Ventures in
July 2007*® Soon after, Cejka notified Drennen of cancellatafnhis remaining incentive
awards due to the fact Hess is a direct compatit@xxon, constituting a material conflict of
interest or “detrimental activity” under both int¢ize plans:’

Drennen sued to recover the stock Exxon claimefdtieited, seeking judgment that:

(1) the detrimental-activity provisions in the Imti#e Programs were being utilized
as covenants not to compete; (2) the covenantgonobmpete are unenforceable
because they are not limited as to time, geogragigia, or scope of activity; and (3)
therefore, ExxonMobil’'s cancellation of the redieit shares and bonus units was an
impermissible attempt to recover monetary damagesrf alleged breach of an
unenforceable covenant not to compz&e.

Drennen also claimed breach of oral contract reéggrthe earlier conversation with Cjeka that
Drennen could retain awards as long as he did ndt for one of the four majors, asserted the
written program agreements had been modified b/ dhal statement, and raised an estoppel
or waiver argument based on the assertion by 6j]elihe jury found for Exxon on all claims,
so Drennen moved for judgment notwithstanding thegict (“JNOV”), which was denied by
the trial court?

Following denial of the JNOV, Drennen appealed argurexas public policy prohibits

14 Drennen, 452 S.W.3d at 322.

Id.
Id.
Id. at 323.
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enforcement of detrimental-activity provisions hesma they constitute void covenants not to
competez.3 The 14th District Court of Appeals reversed andeoed the trial court to render a
declaratory judgment for Drennen, holding that theiture provisions were unreasonable
covenants not to compete and thus unenforceableruhexas law as a matter of public
policy.24 Because applying New York law would lead to a fteagainst Texas public policy,
the Court of Appeals found the choice-of-law pramisunenforceable; therefore, Texas law
applied and the detrimental-activity provisions svanenforceabl®

. Texas Supreme Court Analysis.

After Exxon appealed to the Supreme Court of Teghs, Court applied an analysis
modeled after the Restatement (Second) Conflidtas¥s*® which involved considering the
enforceability of the choice-of-law provisions bgvestigating whether New York had a
sufficiently close relationship to the parties dhd contract to make the choice of New York
law reasonablé’ whether Texas or New York had the more significalationship to the
parties and the contratt,which state had a materially greater interesthim matte’ and
whether the application of New York law would bentrary to a fundamental policy of
Texas™ This analysis was similarly used in 1990 by theu€dn Desantis v. Wackenhut
Corp.31 After noting that Texas law recognizes that partian agree to be governed by the law
of another stat& the Court indicated that parties’ choice of sualw Imust have some
“sufficiently close” relation to the parties andeith agreement to render the choice
reasonabl&® The Court also indicated that the other potemgakon to void a choice-of-law
provision would be if application of that law isnteary to fundamental policy of a state with a
materially greater interest than the state chd$en.

Drennen worked in Houston when each of the incerprogram agreements were signed,

Drennen, 452 S.W.3d at 323.
Id.
Id. at 323-24.
The law of the state chosen by the parties t@gotheir contractual rights and duties will be laggh even
if the particular issue is one which the partiesldaot have resolved by an explicit provision it agreement
directed to that issue, unless either
(a) the chosen state has no substantial relatiprishihe parties or the transaction and there isther reasonable
basis for the parties' choice,
or
(b) application of the law of the chosen state \obé contrary to a fundamental policy of a statécwthas a
materially greater interest than the chosen statied determination of the particular issue andctvhinder the rule of
§ 188, would be the state of applicable law inahsence of an effective choice of law by the paurtie
RESTATEMENT (SECOND) CONFLICT OFLAWS § 187(2)(1971).
2" Drennen, 452 S.W.3d at 324-25 (Tex. 2014).
Id. at 325-26.
Id. at 326-27.
Id. at 327-30.
Id. at 324.See also DeSantis v. Wackenhut Corp., 793 S.W.2d 670, §éX.(1990).
Drennen, 452 S.W.3d at 324.
Id. at 324-25.
Id. at 325.
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but during his time working for Exxon he also spmee years working in New York Ci?)?.
Exxon is headquartered in Texas, but their outs@ensel is a firm in New York City and the
shares in question are traded on the New York SEoahange (“NYSE”) in New York City°
Exxon claimed choosing New York law was reasonaniehe basis of assuring uniformity,
certainty, and predictability in the applicationitsf incentive programs; because such awards
are provided to numerous employees in multiple gdathroughout the United States and the
world, there is a good likelihood for those empleydo relocate throughout their care¥rs.
Additionally, the stock which is the subject of thmeentives is listed on the NYSE New
York law regarding employee stock incentive progsaim well-developed and predictable,
“making it a routine choice of law for parties tmck-related transactions and agreeme?ﬁs."
Considering the above facts and arguments as vgellha low likelihood parties would
designate such a provision without reason, the tGmncluded that the choice of New York
law was enforceabl®.

The nextDeSantis consideration the Court applied was whether, abaseneffective
choice-of-law, there is a state with a more sigaifit relationship to the parties and the
transaction than New Yok To make this determination, the Court factored Itation of
the execution of the agreement, the locations efgrties, the location of negotiations, and
the place of performanéé.The agreements were both executed in Texas, letiep are
located in Texas, and the negotiations as wellafopnance of the contract took place in
Houston and Irving, Texé‘g.Comparativer, Drennen did work for three yeardNiew York
and Exxon has a presence in New Y&Fkrhe Court indicated that the parties and the
transaction bear relations to both states, but afiesidering the interests the Court concluded
that Texas has a more significant relations‘,'ﬁip.

The Court then analyzed whether Texas has a miategraater interest in determining the
enforceability of detrimental activity provisionsecause if it does not have a greater interest
then it is immaterial whether New York law applioat is contrary to fundamental Texas
poIicy.46 In DeSantis, the Court held that Texas clearly had a matgrigikeater interest in
whether the agreement should be enforced, beches#dintiff was an employee in Texas, the
defendant was a national employer doing busines¥exas, the plaintiff formed a new
business in Texas in violation of a non-competevigion, and Texas was concerned with how
non-compete agreements affected consumers of seriricTexad! Exxon argued that Texas
has no materially greater interest than New Yorlkrifiorceability, because the choice-of-law
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provision was made for uniformity and predictabiﬁ? That argument failed, because despite
there being interests in protecting justifiable esations of entities doing business in multiple
states, those external interests do not outweigtags"® Additionally, theDeSantis employer
was Floridian, but the Court concluded Texas hadaterially greater interest, so in this case
where both parties were Texas residents the Caditated it must favor Texas over New
York for such interest®

The last step in the Court’s analysis was to determvhether fundamental policy of
Texas would disfavor applying New York lalWithout defining “fundamental policy,” the
Court indicated that it would be necessary to “daiee whether the provisions at issue in the
[iincentive [p]rograms are covenants not to competdexas generally defines covenants not
to compete as obligations that limit former empks/envork mobility or restrict solicitation of
former customers, which are trade restraints gagby the Covenants Not to Compete Act.
The incentive program agreements did not limit phefessional mobility of Drenneper se,
so the Court indicated the agreements in quesitbnat “fit the mold.®*

A narrow but important difference was present. tompetition provisions protect the
investment of an employer in an employee, whildefiture provisions conditioned on loyalty
reward that loyalty but do not restrict employetufa employmen?? Furthermore, a former
employer can file suit for breach of contract tdoece a non-competition clause, but a former
employer does not have to take any legal actioreurdforfeiture provision, because the
employer owns the profit-sharing plgfh]'he detrimental activity provisions in the incemsti
programs were deemed different from non-competitimovisions in key Texas non-
competition cases, such a3eSantis®’ Drennen agreed that he would receive bonus
compensation for his hard work in the form of stootit that he would refrain from soliciting
clients or employees or not compete with Exxontcaad;lethetr?8 This agreement between
Drennen and Exxon carried a condition of continl@yhlty, which empowered Exxon to
withhold restricted shares of bonus compensatitineifemployee chose to compete during the
restricted phase perié’a.lnstead of contracting that Drennen not compdte, ihcentive
program agreements only force the employee to eéhbesveen accepting his retirement plan
benefits he contributed nothing to or choose to ppete with the former employg?.The Court
therefore held that forfeiture clauses such asetlppesent in the Exxon incentive plans are not
covenants not to compete.
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The Court next turned its focus to public policyaronflict of laws by indicating that the
policy concerns over uniformity of law in tH2eSantis case time have changed over the past
few decade& Since Texas hosts many large corporations, itdigpuolicy has shifted to
value the ability of a company to maintain unifotreatment of its employment contracts
regardless of where the employees re§fdeuch policy “prevents the disruption of orderly
employer-employee relations . . . and avoids disonpto competition in the marketplac%“.”
Given the scope and size of Exxon, the Court caleduthat even if application of Texas or
New York law were to reach different results oncgogability, it was not likely to constitute a
determination contrary to fundamental Texas poifcfFurthermore, Texas will not refrain
from applying a chosen law simply on the basis that result would be different from an
application of state law or otherwise applicablw.'fg The Court indicated it was bound to
enforce the parties’ choice-of-law provisions, hessaenforcement of New York law would
not contravene Texas fundamental public poficy.

After concluding its analysis of enforceability dfioice-of-law provisions and forfeiture
provisions such as those found in the Exxon agre&néhe Court considered the application
of New York law to the facts of the case at h§hé very similar case t@&xxon, Morris v.
Schroeder Capital Management International, was reviewed® When a provision leaves the
receipt of incentive rewards up to a choice of apleyee, whether he chooses to not compete
and receive the benefits or compete and declindehefits, it is not an unreasonable restraint
upon his ability to earn a living or his Iiberjtgl.Drennen agreed to the detrimental activity
provisions in exchange for the compensation progoanefits, and the provisions did not bar
him from working elsewheré& The detrimental activity provisions of the incemrtiprograms
gave Drennen the choice to preserve his rightead¢maining 57,200 shares by complying or
risk forfeiture of his rights by choosing to exaeeihis right to compete with Exxdf.

The Court indicated that if Exxon had terminate@iren’s employment without cause,
then enforcement of the detrimental activity prauvis would not be reasonabfelf Drennen
voluntarily left or was terminated for cause, th#re covenants would be enforceable
regardless of reasonability and cholé®rennen was told his performance was inadequate to
continue his current position with Exxon, but thempany would find another position for
him.” Drennen then retired, “made an informed choicefoideit his outstanding awards by
accepting employment with a competing company ratien retaining his awards by avoiding
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competition, and under New York law Exxon lawfullgrminated Drennen’s outstanding
awards upon breadf.

1. Conclusion.

The Court reversed the court of appeals’ judgmedtapplied New York law to reach its
judgment for Exxori/ Its rationale was that uniformity is a logical isafor Exxon’s choice of
New York law as well as a valid goal the Restatanm{@econd) of Conflict of Laws §187
recognize<®




LIABILITY OF A PARTNER—WHEN CAN YOU COLLECT FROM THE
PARTNER IF THE PARTNERSHIP DOES NOT PAY?

By Erica J. Reyes*
Am. Star Energy & Mineral Corp. v. Stowers, 457 S.W.3d 427 (Tex. 2015).

In this case, a judgment creditor sought to coltbetjudgment from individual partners
after the insolvent partnership judgment debtorldaot paﬁ The trial court found that
American Star’s claim was precluded by the statditbémitations, and the Amarillo Court of
Appeals affirmed. The issue in this review is “whether Texas Pashigr law requires a
plaintiff seeking to enforce a partner’s liabilifigr a partnership debt to sue the partner within
the limitations period on the underlying claim aggithe partnership?’.”l'he Supreme Court
holds that the limitations period against an indiil partner does not begin until the final
judgment against the partnership is entéred.

FACTS

The four respondents to this suit formed S & J $twveents (S & J) in 1980 to invest in
and manage oil and gas properﬁés.& J executed an agreement with American Stardgyne
and Minerals Corporation (American Star), the otparty to the suit, that governed the
operation of the oil and gas propert‘?e'Een years later, American Star sued S & J fordirea
of the agreement, and American Star prevailed esdftlaimd.S & J's attempts at appealing
the decision were not successful.

S & J owes American Star $227,884.46 on the judgmemerican Star procured in the
early 19905.S & J was undercapitalized, and its assets cooldsatisfy the judgment when
American Star attempted to collédt. American Star brought this action in 2010 seglan
judgment against the individual partné]rsThe Partners argued that the four year statute of
limitations had run on the underlying breach of tcact case, and therefore, American Star
could not go after them individually. The trial court ruled that the limitations peribdgan
when the underlying cause of action accrued, aaattiurt of appeals affirmed the trial court’s
decision'® American Star sought supreme court reviéw.

* Erica J. Reyes is a 2016 J.D. Candidate at Sbextas College of Law.
1 Am. star Energy & Minerals Corp. v. Stowers, 45W3d 427 (Tex. 2015).
Id. at 428

Id. at 428-29.
Am Sar Energy, 457 S.W.3d at 429
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ANALYSIS

In Texas, a partnership is an “entity distinct frdt partners’® Texas adheres to the
entity theory of partnershiff. Under this theory, a partnership can do in its mame almost
everything an individual can do, such as enter gmatracts, own property, sue, and be SYed.
Despite the entity theory, a partner is still jbirdnd severally liable for the obligations of the
partnershipl.8 This feature of the Texas partnership conforms wite aggregate theory of
partnershipl.9 The Texas Revised Partnership Act “imposes evethisnaggregate feature an
entity aspect.20 A judgment against a partnership is not in andsgff a judgment against an
individual partneﬁ1 A creditor must obtain a separate judgment agdesindividual partner.
The creditor may not seek a judgment against angamvithout first obtaining a judgment
against the partnersh?ﬁ.The court concedes that this is arguably the mastusing aspect of
partnership lavf>

The applicable statute of limitations does not egply dictate when a suit against an
individual partner must be broug%t.‘l’he Partners argue that American Star could haed s
them in the original suit against the partnerslaipd because they could have done so, the
cause of action accrued upon the breach of therlym@agreemen;f? Conversely, American
Star argues that the Partners had no obligatioil th@ judgment against the partnership
became final, and thus, the limitations period dad begin until 2008° The original action
was against S & J. The Partners were not namedidhdilly, so they had no obligation to pay
the judgment yet. When a partnership obligatedfiteepay a sum or perform a service, the
individual partners cannot be immediately calledtorpay the sum, even though they are
liable?’ The claim must be litigated, a judgment must brused against the partnership, and
the ninety-day satisfaction period must have passfdre an individual partner can become
personally liabl&€® In a way, the partners are guarantors of the pestip, rather than being
directly liable?® Furthermore, the Legislature considers a collectotion a separate action
from the original cause of actidR.The Supreme Court ultimately holds “[ijn light af
partnership’s status as a separate entity andtdietary prerequisites to proceeding against a
partner. . . that the cause of action against s@adoes not accrue until a creditor can proceed
against a partner's assets—that is, generally extettpiration of the ninety-day satisfaction
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period.”

The Partners argue that the judgment against agyartust be based on the same claim as
the underlying cas& They argue that this collection suit is really it ©n the breach of
contract suit, and the limitations period shoulgehbegun when the underlying cause of action
accrued®® The Court swiftly rejects this, stating that tlsigit is to enforce liability not the
underlying agreemeﬁf. The Court also notes that federal courts havehexhdhe same

conclusion>

The Partners also contend that this collectionimpbses a type of automatic liability and
infringes their due process rigl‘??s?l’he Court states that their liability is not auttin®’ A
suit such as this one is required in order to distattheir liability>® The Partners have the
opportunity to contest their liability, as they viouf they had been sued under the underlying
cause of actiof’ Furthermore, the Partners were on notice of piatehability when they
chose to conduct business as a partnefShip.

From a policy standpoint, the holding of this caseids the injustice of a partner fully
shielding himself from liability for the partnergis actions’™ Someone choosing to do
business with a partnership knows that the paitigrassets are not the sole form of relief
available if the partnership fails to perform thehflig;;ations‘f2 On the same note, those who
choose the partnership as their form of businetis/are aware that their personal assets may
be sought after for the partnership’s failure tdfiqen their obligations‘l.3 The court again fully
rejects the Partners’ arguments and holds that ianerStar's suit is not barred by the
limitations period, reversing the court of appéléls.
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LIFE SETTLEMENT AGREEMENTSAND THE TEXAS SECURITIES
ACT: A SUMMARY AND REVIEW OF LIFE PARTNERS, INC. V.
ARNOLD

By Joseph R. Anderson*
Life Partners, Inc. v. Arnold, 464 S.W.3d 660 (Tex. 2015).
[.  Introduction

In Life Partners, Inc. v. Arnold the Texas Supreme Court (the Court) addressedghe
of whether “life settlement agreements” are seimgritinder the Texas Securities Act and thus
subject to the Act’s registration and disclosunqauifemenwf. Holding that the transactions at
issue are in fact “investment contracts,” and tteecurities,” under the Texas Securities Act,
the Court solidified important protections for thimvesting public and rejoined the vast
majority of States in interpreting securities regidns broadly so as to maximize the
protection provided to investofs.After briefly summarizing the law and facts asis, this
article discusses the Court’s reasoning and arslypdiife Partnersand attempts to address
some potential impacts of the Court’s decision.

Il. The Law at Issue

In general, securities regulations “embody thedf¢hat information is the most important
form of investor protection”.”’ The Texas Securities Act (the Act), in particul@quires that
all securities be registered with the State and alassuers or dealers have a permit to sell
such securitied. Furthermore, before a permit can be granted, therédguires that certain
disclosures be made in a sworn and verified statefnén addition to other information, the
statement must include the following: the namesadtesses of the officers of the company;
the location of its principal place of businespies of the securities to be sold; “a copy of any
contract it proposes to make concerning such ggtua copy of any “advertisement or other
descriptign of security prepared”; and a numbethefcompany’s financial statements must be
provided.

Moreover, the Act also imposes civil liability omya “person who offers or sells”
securities “by means of an untrue statement of mah fact or an omission to state a material
fact necessary in order to make the statements ,nradee light of the circumstances under

* Joseph R. Anderson is a 2016 J.D. Candidate @thSkexas College of Law.

1 464 S.W.3d 660 (Tex. 2015).

% |d. at 662.

% |d. at 681.

4 1d. at 676-77 (citing S.E.C. v. Life Partners, Inc.,B3d 536, 550 (D.C. Cir. 1996) (Wald, J., dissegi.
[hereinafteiD.C. Cir. Life Partnerk

° Tex. Rev. Civ. Stat. Ann. art. 581-7.A(1) (WestL2D (“No dealer or agent shall sell or offer for sale any

securities . . . , except those which shall havanlyegistered . . . and . . . until the issueruchssecurities or a dealer
registered under the provisions of this Act shalldnbeen granted a permit by the Commissioner’).. .
6
Id.
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which they are made, not misleadir?g.”l’he provisions of this Act, however, only appdy t
sales and offers to sell “securities,” as that tésndefined in the Act. While the Act does
provide that the “term ‘security’ or ‘securitieshall include any . .. investment contract, or
any other instrument commonly known as a securitgg Act does not define the term
“investment contract” It has therefore been left to courts to determiviech types of
transactions fit within the meaning of the termvéistment contract?

The Texas Supreme Court first adopted the UnitecteSt Supreme Court’s
HoweyForman Test for determining whether a transaction comtgtft an “investment
contract” inSearsy v. Commercial Trading Co]er There, the Court explained that the term
“appear[ed] to have been taken from an almost idandefinition of ‘security’ in the Federal
Securities Act of 1933* and accordingly, the Court “looked to federal casmd other
authorities for guidance in construing the teffh.As the Court noted iBearsy “[tthe Howey
test embodies four requirements: (1) investmenimoiey; (2) a common enterprise; (3)
expectation of profits; (4) solely from the effodtothers.™

Before the Texas Supreme Court’'s holdingd.ife Partners the Texas courts of appeals
were in disagreement regarding the relevance epprehase activities to this test and whether
life settlement agreements were investment corstractier the Texas Securities ARt.This
idea, however, is by no means a new concept. TéeeRth Circuit included life settlement
agreements within the meaning of the term “invesineentract” in 2005° and in 2010, “the
SEC issued a special report on life settlementreots,” which “[a]jmong other things, . . .
recommended that life settlements be clearly ddfiag securities”¥ The SEC report also
noted that “[a]lmost all states treat life settlenseas securities under state laws,” and at that
time, “[o]nly two states ha[d] not made a deterrtiora as to whether life settlements are

8 1d. art. 581-33.A(2). “In addition, the Act obligatite Attorney General ‘to take such measures amadaice

such investigations as will prevent or detect tidation of any provision thereof.ife Partners 464 S.W.3d at 666
n.7 (quoting art. 581-3).

° Art. 581-4.A.

10 SeeSearsy v. Commercial Trading Corp., 560 S.W.2d 638-41 (Tex. 1977).

1 4. at 641;see alspLife Partners 464 S.W.3d at 670 (“When we addressed the meanfitigvestment
contract’ inSearsy we adopted the Supreme Coulleweytest, as restated Forman as the basis for determining
whether a transaction is an ‘investment contractd thus a ‘security,” under the Texas Securities”A

12 Searsy560 S.W.2d at 639 (citing 15 U.S.C. § 77b(1)).

13" 1d. at 639-41. “American courts have thus developsigj@ificant body of law on the topic, and while ske
courts have not always agreed, their decisions lsaveed as a guide to the meaning and applicaticheoterm
‘investment contract’ in the securities-law contéwbughout the countryl’ife Partners 464 S.W.3d at 667.

4 Searsy560 S.W.2d at 640.

15 In the cases before the Courtliife Partners both the Dallas and Austin Courts of Appealsatgjé the
Waco court’s conclusion, in Griffitts v. Life Paers, Inc., No. 10-01-00271-CV, 2004 WL 11784182afTex.
App.—Waco May 26, 2004, no pet.) (mem. op.), thif& Partners’ life settlement agreements were neéstment
contracts. Arnold v. Life Partners, Inc., 416 S.W5¥7, 592 (Tex. App.—Dallas 2013)f'd, 464 S.W.3d 660 (Tex.
2015); State v. Life Partners Holdings, Inc., 45W3d 619, 619 (Tex. App.—Austin 2014) (mem. opff,d sub
nom, Life Partners, Inc. v. Arnold, 464 S.W.3d 660XT2015).

1% s.E.C.v. Mut. Benefits Corp., 408 F.3d 737, 742tl§ Cir. 2005).

171 Thomas Lee Hazen, The Law of Securities Reguidii.6[2][D] (7th ed. 2012)
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securities under state law?”
[ll. The Factual Background & Procedural HistoryLife Partners, Inc. v. Arnold

For more than 20 years, Life Partners, Inc. (“Lifartners”) “has been engaged in the
business of buying existing life insurance polidiesn those whose lives the policies insure,
and then selling interests in those policies teathf® The Court inLife Partnersrefers to
these types of transactions, in general, as “ldé&lement agreement§9’ Life Partners
purchases insurance polic‘“i&rom the insureds “for a ‘cash settlement’ thateiss than the
amount the policy will pay at the time of the instiis death.®* It funds these transactions by
selling “interests in the policies’ future benefitsinvestors’ or ‘purchasers®® In particular,
Life Partners uses the investors’ funds to “(1) play insured for the policy, (2) create an
escrow account from which to pay the policy’s fetpremiums as they come due, (3) pay fees
to escrow agents and to any brokers ... , andp#) Life Partners an administration or
brokerage fee* Life Partners then becomes legal owner of thepaind “appoints a trustee
to serve as the beneficiar§>” Thus, the investors do not actually own or hawetrol over the
policies, and once the insured dies, Life Partriersesponsible for obtaining the death
certificate, submitting a claim to the life insucancompany, and facilitating payment of the
benefits, which are first paid to the trustee armehtdistributed “to the purchasers according to
their fractional interests’

The subject of these lawsuits is the transactidwdsen Life Partners and the purchasers
of these fractionalized interests, which the caafers to as “life settlement agreemerfts.”
The issue in these two consolidated cases thentisther a ‘life settlement agreement’ . . . is
an ‘investment contract’ and thus a ‘security’ unthe Texas Securities Act® In the first
case Amold v. Life Partners, Iné’ Michael and Janet Arnold, and other purchaserthese
life settlement agreements, “filed a class act@wnslit in Dallas County, seeking rescission
and damages based on claims that Life Partnengiolated the Texas Securities Act by selling
unregistered securities and materially misreprésgit purchasers that they were not, in fact,
securities.® In the second caseState v. Life Partners, Ing' the State of Texas filed a

18 | ife Settlements Task Force, S.E.C., Staff Refiothe United States Securities and Exchange Cosionis

36 (July 22, 2010) [hereinafter SEC Report], httpasw.sec.gov/news/studies/2010/lifesettlements-rigpdf.
19 Life Partners 464 S.W.3d at 663 (“These types of transactioagganerally referred to as ‘life settlements’
when the insured is elderly or ‘viatical settlengnthen the insured is terminally ill.”).
2 g,
2L “when selecting policies to purchase, Life Parnigientifies insureds who are interested in seltimgjr
policies, evaluates their medical condition, preglitheir life expectancy, and evaluates the pdlicterms and
conditions to ensure they are assignahie.at 664.
22 1d. at 663.
5 .
Id. at 664.
Id.
Id. at 665.
d. at 663. The transaction between Life Partnerstlaadhsureds is not at issue in these cddes.
d. at 662.
Arnold v. Life Partners, Inc., 416 S.W.3d 577 (TApp.—Dallas 2013)aff'd, 464 S.W.3d 660 (Tex. 2015)

24
25
26
27
28
29

30 Life Partners 464 S.W.3d at 662 (footnote omitted) (discussiregfacts ofArnold).
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separate suit in Travis County, seeking an injamcnd other relief based on allegations that
Life Partners and others had committed fraud imeation with the sale of securitie¥” In
both cases, the district courts granted summargmuhts “in favor of Life Partners, holding
that Life Partners had not promoted or marketed ‘segurities’ and thus could not be liable
under the Texas Securities AGE”

IV. The Texas Supreme Court’s Reasoning

The Court’s decision iife Partnersis primarily based on a fundamental analysis and
clarification of the term “investment contract,” ased in the Texas Securities AGtRelying
heavily on the reasoning and guidance of the Uniedes Supreme Court and other federal
and state courts, as it did $earsy the Court concluded that, “[bJased on these aittes and
our reading of the statute’s language, . . . theprinciples must guide our construction and
application of the term ‘investment contract” In accordance with these guiding principles,
the Court re-clarified the term as it applies te fhexas Securities Act and held that “the
entrepreneurial or managerial efforts that arevesieto this inquiry . . . include those that are
made prior to the transaction as well as those @atmade after®® Accordingly then,
applying its restated definition to Life Partneifé settlement agreements, the Court held that,
“based on the undisputed material facts,” the agesgs in question “are investment contracts,
and thus securities, under the Texas Securitie$ Act

A. Guiding Principles & thédowey/FormanTest

The Court begins its analysis by discussing thgimsi of the term “investment contract”
and how it has been interpreted by the United Statgreme Couff Relying on a number of
state court constructions of the term, the Supr€mart, inS.E.C. v. W.J. Howey GY.“noted
that state courts ‘broadly construed’ the term” ddtsregarded ‘form’ over ‘substance,”
emphasizing “the ‘economic reality’ of the transacs.”®  The Supreme Court thus
concluded that “an investment contract for purpasiethe [Federal] Securities Act means a
contract, transaction or scheme whereby a persagsis his money in a common enterprise
and is led to expect profits solely from the eféaof the promoter or a third part§*”

Clarifying the definition fromHowey the Supreme Court again, lbnited Housing

31 State v. Life Partners Holdings, Inc., 459 S.W638, 619 (Tex. App.—Austin 2014) (mem. om@jf'd sub

nom, Life Partners, Inc. v. Arnold, 464 S.W.3d 660XT2015)
% Life Partners 464 S.W.3d at 663 (footnote omitted) (discussiregfacts oLife Partners Holdings
3 4.
3 Sedd. at 666-67.
Id. at 667.
Id. at 681.
Id. at 682.
Id. at 666—70.
328 U.S. 293 (1946).
Life Partners 464 S.W.3d at 668 (quotirtdpwey 328 U.S. at 298).
Howey 328 U.S. at 298-99.

35
36
37
38
39
40
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Foundation, Inc. v. Formaff “explained that Congress ‘sought to define thentesecurity’ in
sufficiently broad and general terms so as to mhelwithin that definition the many types of
instruments that . . . fall within the ordinary cept of a security.‘i’3 The Court reemphasized
that “Congress intended the application of thes¢utds to turn on the economic realities
underlying a transaction and not on the name” tréigs had given it Slightly restating the
Howeytest, the Court clarified that “[t]he touchstorsethe presence of an investment in a
common venture premised on a reasonable expectafigrofits to be derived from the
entrepreneurial or managerial efforts of oth&f8

While the Texas Supreme Court’s analysis and rewtthiese Supreme Court decisiths
is relevant for the purposes of reiterating therappate test under the Texas Securities Act,
the Court further explained that “they also deserihe properapproachto the term’s
construction.*’ Accordingly, the Court derived “from these caskmee key principles to
guide [its] application of thelowey/Formartest to any particular transactiofi”:

First, we must “broadly construe[]” the term “inte®nt contract” to maximize the

protection the Act is intended to provide to theesting public. Second, we must
focus on the “economic realities” of the transattio determine whether it meets the
test’'s requirements. And third, if the “economielites” satisfy the requirements, we
must conclude that the transaction is an “investrmentract” regardless of the labels
or terminology the parties used to describ? it.

“Following the lead of numerous other courts,” tBeurt concluded that it “accept[s] and
appllies] these guidelines when using the®wey/Formantest to determine whether a
transaction constitutes an ‘investment contratt.”

B. “Profits from the Efforts of Others”

The Court then moved on to consider the elemeissat in the case—that the investor is
“led to expect profits ‘solely from the efforts tife promoter or third party.s‘l Looking to its
guiding principles and again to the reasoning asasibns of other courts, the Court reviewed
the test’s proper application and transformaticerdfiowey “particularly with regard to (1)
whether the profits must come ‘solely’ from theoet§ of others, and (2) the kinds of ‘efforts’
of promoters and others on which the purchaserg rmh;s”52 In light of this review, the

421 U.S. 837 (1975).
Life Partners 464 S.W.3d at 669 (quotirigprman 421 U.S. at 847-48).
Forman 421 U.S. at 849.
Id. at 852 (emphasis added).
In addition toHoweyandForman the Court also discussed the reasoning and phascapplied in S.E.C v.
C.M. Joiner Leasing Corp., 320 U.S. 344 (1943),VRsev. Ernst & Young, 494 U.S. 56 (1990), and S.&/C
Edwards, 540 U.S. 389 (2004).
47 Life Partners 464 S.W.3d at 670.
Id.
Id. (alteration in original) (citations omitted).
Id. at 670-71.
Id. at 671.
Id.

48
49
50
51
52
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Court then further clarified and restated the ‘0ef§’ aspect of thHowey/Formartest.’53

First, regarding the amount or distribution of efoinvolved in the enterprise (i.e.,
between the investor and the promoter or othed tharties), the Court reiterated the approach
it adopted inSearS)f4 There, the Court concluded that the proper tesfuires whether the
investor made anysignificant efforts,” not whether they madany efforts at alf®
Accordingly, “even if the purchaser’s profits dedein part on the purchaser’s own efforts,”
the Life Partners Court concluded as it did iBearsythat “a transaction will satisfy the
‘efforts’ element of theHowey/Formartest if the efforts of others ‘are undeniably $iigant
ones, those essential managerial efforts whictcatfe failure or success of the enterprisg.

Likewise, regarding the “kinds” of efforts that arsignificant” in applying the
HoweyFormantest, the Court again re-urged the approach ipmﬂoinSearsf’7 There, the
Court adopted the Ninth Circuit’s language frdmrner Enterpriseswhere the Ninth Circuit
held that “the ‘efforts’ that count ‘are the undaly significant ones, thosessential
managerialeffortswhich affect the failure or success of the enfegp#>® In other words, the
Court noted that the key consideration is whettibe ‘holder is relying on the managerial
skills of others to generate his proﬁtg.”Thus, “[b]y implication, if the holder is relyingn his
own entrepreneurial talents to generate his prbi,interest is not treated as a secur‘?ﬂ/."
The Court then discussed again the decisions aasoning of several other courts and
concluded,

The cases thus indicate that, to constitute ansinvent contract under the “efforts”
aspect of theHowey/Formantest, the transaction must be such that, in yealite
seller, or another party other than the purchasecises the predominate managerial
or entrepreneurial control on which the purchasariicipation of profits is based.
Conversely, courts have recognized that controlr oreerely “ministerial” or
“clerical” functions does not constitute the kinid‘significant efforts” that satisfy the
Howey/Formartesfil

Furthermore, “[b]Jecause thdowey/Formantest does not strictly require that the purchaser
rely ‘solely’ on the efforts of others,” the Courtiterated that “the distinction between
‘managerial or entrepreneurial control’ and ‘pedtary or ministerial duties™ must be applied
“to the activities of both the purchasers and #ikess in any given transactiof2”

C. Pre-purchase versus Post-purchase Efforts

53
54
55

Id. at 674.

Id. at 672—73.

Searsy560 S.W.2d at 641 (emphasis added).

Life Partners 464 S.W.3d at 673 (quotir@earsy560 S.W.2d at 641).
Id.

Id. (emphasis added) (quotifigirner Enterprises474 F.2d at 482).
Id. at 674 (quoting Siebel v. Scott, 725 F.2d 995, @B Cir. 1984)).
Id. (quotingSiebe] 725 F.2d at 999).

Id. at 674-75 (footnote omitted).

Id. at 675.
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After re-analyzing the basic concepts of tHeweyForman test and its application by
other courts, the Court next turned to the censsilie in the case—whether pre-purchase
efforts are relevant in determining if a transattimonstitutes an investment contrétt.In
general, the Court first noted that “[e]arly casgplying theHowey/Formantest generally
focused on the efforts and control that the pamiesrcisedafter the transaction occurred®
However, the Court then discussed some casesdhatdddressed the issue more directly.

In particular, the Court focused on the D.C. Cirsuopinion inS.E.C. v. Life Partners,
Inc.,®® which addressed facts nearly identical to thosthénpresent case and specifically dealt
with “whether the efforts [Life Partners] exertbdfore the transaction were relevant to the
Howey/FormarramaIysis.66 In that case, a majority of the D.C. Circuit héddt “prepurchase
services cannot by themselves suffice to make bt of an investment arise predominantly
from the efforts of others’* However, the Court ihife Partnersalso focused heavily on the
dissent from D.C. Circuit's decisidR. Justice Wald’s dissenting opinion rejected “the
majority’s conclusion that pre-purchase effortsosld be categorically excluded,” and
instead, concluded that “tHdoweytest can be met by pre-purchase managerial aetivif a
promoter when it is the success of these activitither entirely or predominantly, that
determines whether profits are eventually realiz&Y.

Following the D.C. Circuit’s decision, the Waco @oof Appeals also addressed the same
issue, inGriffitts v. Life Partners, In¢.and reached the same result as the D.C. Circuit's
majority.”® “The following year, however,” the Court notedTThe Eleventh Circuit Court of
Appeals reached the opposite conclusiorSiE.C. v. Mutual Benefits Cotp’ There, the
Eleventh Circuit expressly “deline[d] to adopt ttest established by the [D.C. Circulitife
Partners court,” and it rejected the notion thelbwey “require[s] such a clean distinction
between a promoter’s activities prior to his haviisg of an investor’s money and his activities
thereafter.*? Accordingly, “[b]lecause the ‘investors relied both the pre- and post-purchase
managerial activities of [the promoter] ... ,etltourt concluded that the promoter ‘thus
offered what amounts to a classic investment contt& The Court next moved on to restate
and confirm the Texas test.

D. The Texas Test, Clarified and Confirmed

Mentioning again that “many courts throughout tlertry have addressed the meaning

63
64
65
66
67
68

Id. at 676.
Id.
87 F.3d 536 (D.C. Cir. 1996) [hereinafi2iC. Cir. Life Partnerk
Life Partners 464 S.W.3d at 676 (citing.C. Cir. Life Partners87 F.3d 536).
D.C. Cir. Life Partners87 F.3d at 547.
Life Partners 464 S.W.3d at 676—78 (discussiBgC. Cir. Life Partners 87 F.3d at 549-56 (Wald, J.,
dissenting)).
%9 1d. at 677-78 (quotin®.C. Cir. Life Partners87 F.3d at 551 (Wald, J., dissenting)).
No. 10-01-00271-CV, 2004 WL 1178418 (Tex. App.—\Watay 26, 2004, no pet.) (mem. op.).
Life Partners 464 S.W.3d at 679 (citing S.E.C. v. Mut. Bene@itwrp., 408 F.3d 737 (11th Cir. 2005)).
Id. (quotingMut. Benefits Corp 408 F.3d at 743).
Id. at 680 (quotindviut. Benefits Corp.408 F.3d at 744).
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of ‘investment contract,” the Court went on to dfty discuss the development of the
HoweyFormantest in Texas? The Court concluded,

Having reviewed both the statute’s language anéxtensive authorities from Texas
and throughout the country, we now confirm and ifylarfirst, that the Texas
Securities Act’s definition of “securities” must lbenstrued broadly to maximize the
protection it provides to investors, while focusiog the economic realities of the
transaction regardless of any labels or terminokbgyparties may have us&d.

“Secondin light of these guiding principles and congigtevith the uniform constructions of
the precedents [it] discussed the Court restated its definition of “investmenntract”:

[W]e confirm and clarify that an “investment comtafor purposes of the Texas

Securities Act means a contract, transaction, bese through which a person pays
money to participate in a common venture or entegpwith the expectation of

receiving profits, under circumstances in which tfadlure or success of the

enterprise, and thus, the person’s realization hef éxpected profits, is at least
predominately due to the entrepreneurial or manalgeather than merely ministerial

or clerical, efforts of others.

In other words, for a transaction to qualify asimrestment contract it must involve (1) “the
payment of money,” (2) “a common enterprise,” (e' expectation of profits,” and (4)
“dependenceredominatelyon the entrepreneurial or managerial efforts ot to achieve

the anticipated profits’®

Third, the Court held that “the entrepreneurialnmenagerial efforts that are relevant to
this inquiry, whether those of the purchasers ootbers, include those that are made prior to
the transaction as well as those that are made."afte Relying heavily on Judge Wald's
dissent, in particular, the Court made clear thetak'’s version of thEloweyFormantest “can
be met by pre-purchase managerial activitisThe Court explained, “[T]he key question is
not when the efforts of others take place, but ethey are entrepreneurial or managerial
efforts that affect the failure or success of theegprise.?*

E. The Law Applied to Life Partners’ Life Settlentékgreements

Applying its restated definition to Life Partneli$é settlement agreements, the Court held
that, “based on the undisputed material facts[,]they are investment contacts, and thus

74
75
76
77

Id. at 681.

78
79
80
81

Id. at 682.
Id. at 681.
Id. at 682 (quotind.C. Cir. Life Partners87 F.3d at 551 (Wald, J., dissenting)).
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securities, under the Texas Securities Aét. The Court explained that “Life Partners’ pre-
purchase efforts are ‘undeniably essential to therall success of the investmen®” In
particular, Life Partners’ pre-purchase effortsuieg it “to accurately evaluate the insured’s
life expectancy and to set the correct purchaseegdiscount) to yield a profit based on the
insured’s life expectancy, future premiums, and-ealde of the policy’s benefits® In other
words, the investors’ expectations of profits araast entirely reliant on Life Partner’s pre-
purchase predictions and decisions, and as suely, ¢learly meet the required standard.
Regarding post-purchase efforts, the Court consitiéne fact that Life Partners “holds legal
titte to the policy, monitors the insured and thaigy premium payments, and collects and
distributes the necessary fund8.” Thus, the Court concluded that, because “Lifetrieas
exercises complete control and discretion overitkestment and the investment’s success,”
their “post-purchase efforts are managerial, notisterial.”®®

Accordingly, the Court held that the life settlerhagreements at issue “are investment
contracts, and thus securities, under the Texasrfies Act.®’ Moreover, because the Court
concluded its “decision merely interprets and apla very old law, consistent with the
manner in which other courts have interpreted gulied it for decades,” the Court declined
to limit its holding to only prospective applicatioas Life Partners had reques?@dFinally,
the Court agreed with the Austin Court of Appeatsl aemanded the issues regarding the
“relief defendants” for further proceedings in thial court®®

V. Potential Impac?f)

The Texas Supreme Court’s unanimous decisidrifsPartnerssolidifies and reinforces
some of the most important protections for investonsumers in TexdS. Confirming that
the Texas Securities Act “must be construed brotalipaximize the protection it provides to
investors,” the decision re-emphasized the UnitedeS Supreme Court’s “flexible approach”
and realigned Texas with the overwhelming majootyStates in their interpretations of the
term “investment contract? Consequently, life settlement agreements likesd¢hoffered by
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Id. (quotingD.C. Cir. Life Partners87 F.3d at 547).
Id. at 683.

Id. at 684.
. at 685.
Id. at 686 (“The State sued these Petitioners agfreéfendants,’” seeking equitable relief ‘on thidbe¢hat
they might hold property or assets belonging te Rartners.™).
° The author would like to thank Michael J. Durrsatiinof Hirsch and Westheimer P.C. for his valuahfeut

and suggestions regarding this section of thelartic

1 Jess DavisTexas Supreme Court Says Life Partners Sold Sesuiiaw360 (May 8, 2015, 2:54 PM),
http://lwww.law360.com/articles/653461/texas-supramert-says-life-partners-sold-securities (quoting Keith
Langston of Langston Law Firm, the attorney for itheestors) (“It's a good victory for Texas consumas a whole.
It provides them with the requisite security thaytaody who wants to do this in the future now iguieed to register
these products with the Texas State SecuritiesdBaaud future investors will now have access tahadlinformation
necessary to make an informed decision beforeithegt.”).

o

92 Life Partners 464 S.W.3d at 681seealso SEC Reportsupranote 18, at 36 (“A majority of states include
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Life Partners are now subject to the registratiod disclosure requirements of the Texas
Securities Act? Again, securities regulations “embody the belieft information is the most
important from of investor protectio” The Court's unanimous decision now extends that
protection to investors considering the purchasehee life settlement agreements, which
have allegedly involved a significant amount ofiftaover the year%‘r’.

Life Partners, on the other hand, argued that ¢thesideration of pre-purchase efforts will
transform every traditional land acquisition or ghase for use or consumption into an
‘investment contract,” but this is unlike%? As the Court pointed out, every disputed
transaction still must meet the Court's definitfBnAlso, as mentioned earlier, interpreting the
term “investment contract” to include life settlemegreements is by no means a new idea,
and there is no indication that this minor extensad the term (in line with the statutes
purpose and a majority of other jurisdictions) had such an effect elsewhere. Shifting focus
from the time of the efforts to the kinds of effoat issue does not, by any means, equate to
removing the efforts analysis all together. Thdtdr line is that the law regarding life
settlement agreements has been moving in thistaireéor some time, and at least in the
Court’s opinion, the official shift in Texas willave little impact on other similar transactions
because they still must meet the Court’s now furtharified definition.

Additionally, one commentator mentioned that ondhef biggest impacts of the Court’s
decision is the fact that the Court declined toegits ruling only prospective applicati8?1.
Due to the relevant statutes of limitatiofis,ife Partners and other similar companies are now

life settlements in their statutory definition skturity,” either directly in that definition, os @art of the definition of
‘investment contract.”); George Lee Flint, JrSecurities Regulation SMU L. Rev. 102 (forthcoming),
http://smulawreview.law.smu.edu/getattachment/JaigffX-Survey/2015-Texas-Survey/Securities-Regoitagidf
(“Texas courts have joined the rest of the natiorancluding that interests in life settlementsstitate ‘investment
contracts’ and therefore securities under the TBA.”

9 SeeTex. Rev. Civ. Stat. Ann. art. 581-7.A(L), 581{8@st 2012).

% SE.C.v.Life Partners, Inc., 87 F.3d 536, 5503CCir. 1996) (Wald, J., dissenting).

% Brief of Amicus Curiae: North American Securitiddministrators, Inc. at 14, Life Partners, IncArnold,
464 S.W.3d 660 (Tex. 2015) (No. 14-0122), 2014 VEDE665 (“Life settlements are rife with fraud ahé potential
for investor abuse. Over the last fifteen yearsrehhave been widespread problems in the salefef3gttlement
Contracts, and as a result, thousands of invesiave lost significant amounts of money. The pagterhinvestor
abuse in the sale of these products are well docted€).

% |ife Partners 464 S.W.3d at 681-82.

% |d. at 682 (“[W]e believe the various aspects of teénition we have provided are sufficient to enstirat
the transaction in question is the type of ‘investitncontract’ the Act aims to address. The traimachust involve
the payment of money, a common enterprise, the atapen of profits and dependengeedominantlyon the
entrepreneurial or managerial efforts of otheradisieve the anticipated profits . . . .").

%8 Life Partners, et al. v. Arnold et al.; Texas SupeeCourt confirms fractionalized life settlemerterasts
sold to Texas investors are Investment Contratiscke Lord (May 27, 2015) [hereinafter Locke Lprd
http://www.lockelord.com/newsandevents/publicati@f4 5/05/life-partners-et-al-v-arnold-et-al-texampeme-court-
confirms-fractionalized-life-settlement-interestdesto-texas-investors-are-investment-contractseiti@ps the most
intriguing (and somewhat unexpected) aspect of tweas Supreme Court ruling was that it should Heraéd
retroactive application.”).

9 see Tex. Rev. Civ. Stat. Ann. art. 581-33.H(1),({®est 2012); Flintsupranote 92, at 107 (A claim based
on the sale of unregistered securities or othatedlviolations “carries a three year statuteritéitions, which begins
running at the time of the sale. A ‘sale by misstant’ claim carries limitations of five years frdhre sale, and three
years from the time the buyer should have discalvtre misstatement.”).
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potentially subject to a significant amount of Il for transactions completed up to three to
five years agd”® Undoubtedly, this potential liability and a numlaé other similar concerns
played a large part in Life Partners’ decisionil® for bankruptcy in Januaf’ﬁ.1

The proceedings in the bankruptcy court have rasgade other very interesting issues,
such as what interest the investors in these Idttlesnent agreements actually oWA.
Technically, the investors “do not have legal ttethe insurance policy™® Instead, “w]hen
Life Partners purchases a policy, it becomes thal lewner [and] appoints a trustee to serve as
the beneficiary.l’04 In fact, the insurance policy is typically noteevpurchased until after the
investors have paid for the life settlement agreesi®> Thus, the transfer of the investors’
interest in the life settlement normally precedas transfer of Life Partners’ interest in the
insurance policy. Furthermore, even assuming rtirestors do have something more than a
mere %%ntract right, they still only own a fractidimed interest in any one life insurance
policy.

Consequently, the investors’ position in the bapkey is tenuous to say the least, and the
Trustee’s final determination could have far reaghimplications on similar transactions in
the future, possibly even ones in other stdtésMost likely, this will again require investors
to be more conscious of the types of transactibey aire entering into. At least now these
investors have access to the necessary informasiod, this is the core principle of the
securities regulations.

VI. Conclusion

100 Locke Lord,supranote 98 (“[The retroactive application] issue &y significant because, among other

things, there is a three year automatic stricilltglrescission right for purchasers of a secutitgt should have been,
but were not, registered under the Texas SecuAiies).

101 SeeDavis,supranote 91 (“Life Partners Holdings Inc. filed for &fter 11 protection in January, in a bid to
buy time while it appeals a $47 million judgmentnmoy the U.S. Securities and Exchange Commissiamsgthe
holding company and Life Partners executives BrRardo and Scott Peden, who resigned in Februarg. Th
bankruptcy judge in March appointed a trustee, ianApril authorized the trustee to file bankrupfogtitions on
behalf of LPHI subsidiaries, including Life Partaénc. and LPI Financial Services Inc.”).

102 Locke Lord,supranote 98 (“The Trustee in the bankruptcy proceediag seized upon the Texas Supreme
Court case to take some very significant positianth respect to the life settlement investors whiaoking his
terminology, hold “Contract Positions” with respeéctthe death benefits payable to the escrow agentsnnection
with approximately 3,600 life insurance policiestwan aggregate face value in excess of $2.4 bidiened of record
by Life Partners.”).

103 Life Partners 464 S.W.3d at 666.

104 14, at 664.

Id. (“Life Partners uses the purchasers’ funds top@y the insured for the policy, (2) create an escro
account from which to pay the policy’s future prams as they come due, (3) pay fees to escrow agedtso any
brokers who helped sell the interests to the pwetsaand (4) pay Life Partners an administratidorokerage fee.”).

108 | ocke Lord,supranote 98 (“This case impacts the sale of fracti@edlinterests only . . . .").

Id. (“Until the Trustee can sort through the compiesitof the bankruptcy proceeding and potentiahtdai
of creditors/contract position holders, particylan light of the Texas Supreme Court decisionhhe suspended all
payments of death benefit proceeds to contractiposholders, advised them that they remain obdidatb fund
premium calls and servicing expenses for the fifairance policies with respect to which they hadtract positions
and has frozen the sale and transfer of any ottimract positions on the grounds that such tramsféght be in
violation of applicable state security laws (preabiy not limited to Texas.”).

105

107
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Accordingly, the Texas Supreme Court’s decisiorifie Partners effectively finalizes a
decisive shift in Texas securities law in favortbé investing public. While there may be
other related effects of the Court’s opinion, tisibiggest and most important—life settlement
agreements like the ones offered by Life Partnarstrbe offered and sold in accordance with
Texas securities regulations. While the issudilislargely undecided at the federal level, the
fact that life settlement agreements are investnagentracts, and thus securities, under the
Texas Securities Act is now decided, and the relewaf pre-purchase efforts is definitively
established.
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