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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
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! 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.



2015] Pick YOUR PARTNER VERSUS THEUNITED STATES BANKRUPTCY CODE 25

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)).



2015] Pick YOUR PARTNER VERSUS THEUNITED STATES BANKRUPTCY CODE 35

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).
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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

108
109
110
111
112

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.





