The Kansas Revised

Limited Liability Company Act

By Edwin W. Hecker, Jr.

Introduction

he limited liability company (LLC) form of business organization has become a popular alternative to
incorporation' because it offers participants limited liability for business obligations; broad flexibility with
regard to ownership and management structure; and classification as a partnership for tax purposes, with
resultant conduit treatment of items of income, gain, loss, deduction, or credit.* Kansas was the fourth state
in the nation to adopt legislation authorizing LLCs when it enacted the Kansas Limited Liability Company Act
(KLLCA) in 1990.° During the period from 1991 through 1998, the legislature amended the KLLCA in every
year except 1992.* The result was a statute with a diverse ancestry, consisting principally of the Florida and
Wyoming LLC statutes,” the Uniform Partnership Act, the Uniform Limited Partnership Act, the Revised
Uniform Limited Partnership Act, and various corporate sources.

In 1999, Kansas replaced the KLLCA with completely new legislation, the Kansas Revised Limited Liability
Company Act (KRLLCA),® effective January 1, 2000.” The KRLLCA is patterned on the Delaware Limited
Liability Company Act (DLLCA),® thus continuing the parallelism in the business laws of the two states
begun with their corporation codes. This article will provide an overview of the KRLLCA, comparing and
contrasting, where appropriate, the prior law under the KLLCA. It will consider the following general topics:

organization; operation; organic changes; dissolution and winding up; and foreign LLCs.

* I wish to thank the University of Kansas School of Law for a grant  be classified as a partnership are publicly traded, the entity will be

that supported my work on this project. I also wish to thank Amy
Robbins, whose tireless and meticulous word processing and
proofreading went beyond the call of duty.

FOOTNOTES

1. For example, in 1999, 10,766 businesses filed documents of
organization or qualification with the Kansas Secretary of State. Of these,
6,419 (60%) were corporations; 3,487 (32%) were LLCs; and 860 (8%)
were limited partnerships. KANSAS SECRETARY OF STATE, BUSINESS SERVICES
UppaTE (1999-2000).

2. Under the “check the box” regulations, effective January 1, 1997, an
eligible domestic unincorporated business entity, such as an LLC, with
two or more members will be classified as a partnership for federal tax
purposes, unless the entity affirmatively elects to be classified as an
association taxable as a corporation. LR.C. § 7701(a)(2), (3); Treas. Reg. §§
301.7701-2 to -3. If such an entity has only one owner, it simply is
disregarded as an entity separate from its owner for federal tax purposes,
again unless the entity affirmatively elects corporate tax status. Treas.
Reg. § 301.7701-3. If, however, interests in an entity that otherwise would
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classified as a corporation. LR.C. §§ 7701(a)(2), (3), 7704; Treas. Reg. §§
301.7701-2(b)(7), -3(a). Consequently, LLCs are most useful to closely-
held business enterprises.

LLCs and their members have the same classification for Kansas tax
purposes that they have for federal tax purposes. K.S.A. 1999 Supp. 17-
76,138.

3, 1990 Kan. Sess. Laws, ch. 80. The KLLCA, as amended, was codified
at K.S.A. 17-7601 to -7661 (1995 & 1998 Supp.) (repealed 2000).

4. See 1991 Kan. Sess. Laws, ch. 76; 1993 Kan. Sess. Laws, ch. 97; 1994
Kan. Sess. Laws, chs, 140, 182; 1995 Kan. Sess. Laws, ch. 245; 1996 Kan,
Sess. Laws, ch. 135; 1997 Kan. Sess. Laws, chs. 55, 106; 1998 Kan. Sess.
Laws, chs, 36, 121.

5. The current versions of these statutes are codified at FLA. STAT. ANN.
§§ 608.401-.703 (Supp. 2000); Wyo. Star. ANN. §§ 17-15-101 to -144 (1999).

6. 999 Kan. Sess. Laws, ch. 119, codified at K.S.A. 1999 Supp. 17-7662
o -716,142.

7. K.S.A. 1999 Supp. 17-76,140.

8. DeL. Cope ANN. tit. 6, §§ 18-101 to -1109.



|. ORGANIZATION
A. General Requirements

1. Who May Form

Any person may form a Kansas LLC by executing and fil-
ing articles of organization with the Secretary of State.? An
LLC need only have one member,' and there is no require-
ment that the person forming the LLC be a member.
“Person,” as used throughout the KRLLCA, is broadly
defined as a natural person, a partnership (general or lim-
ited, domestic or foreign), limited liability company
(domestic or foreign), trust, estate, association, corporation,
custodian, nominee, or any other individual or entity, either
in its own or in a representative capacity.'!

2. Name

The name of an LLC must include the words “limited lia-
bility company” or “limited company” or the abbreviation
or designation “LLC” or “LC.”*? Under prior law, if such a
designator was not used, actively participating or know-
ingly acquiescing members were personally liable for any
loss caused by the omission.'® This provision was out of
step with the law governing other business organizations,'*
and has been eliminated by the KRLLCA.

An LLC's name also must be distinguishable from the
names of other business entities organized or qualified to
do business in Kansas. This requirement, however, may be
waived in writing by the other business entity.'

Finally, the KRLLCA explicitly validates a practice that is
especially, but not exclusively, useful to professional LLCs
by permitting a name to include the name of a member or
manager.'® The statute also authorizes the use of “com-
pany,” “association,” “club,” “foundation,” “fund,” “insti-
tute,” “society,” “union,” “syndicate,” “limited,” “trust,” or
their abbreviations.!”

LU

3. Registered Office and Resident Agent

The KRLLCA continues the requirement that each LLC
maintain in Kansas a registered office (which need not be a
place of its business) and a resident agent at that office.'®
However, it liberalizes the class of persons who may serve
as resident agent to include the following: an individual

9. K.S.A. 1999 Supp. 17-7673(a), -7676(a), -7678(a).

10. Id. 17-7663(D). The KLLCA introduced the concept of a one-
member LLC in 1998, and this liberalization has been carried forward
in the KRLLCA. See 1998 Kan, Sess. Laws, ch. 36, § 1 (repealed 2000).

11, K.S.A, 1999 Supp. 17-7663(m).

12, Id. 17-7664(a),

13. K.S.A. 17-7606(b) (repealed 2000).

14, See K.S.A. 1999 Supp. 17-6002(a)(1), 56a-1002; K.5.A. 56-1a102.

15. K.S.A. 1999 Supp. 17-7664(c).

16. Id, 17-7664(b).

17. Id. 1727664(d). The exclusive right to use a name may be reserved
in the same way corporate names are reserved. /d. 17-7665.

18. Id. 17-7666(a).

19. Id. 17-7666(a)(2).

20. Compare id. 17-7666(b)-(e) with K.S.A. 17-7611(b)-(e) (repealed

Kansas resident; a Kansas corporation, limited partnership,
limited liability company, or business trust; a foreign corpo-
ration, limited partnership, or limited liability company
authorized to do business in Kansas; or the limited liability
company itself.’?

The KRLLCA also replicates, with only minor stylistic
changes, the KLLCA's provisions concerning a change of
the registered office by the resident agent; resignation of
the resident agent, with or without appointing a successor;
and the death or move of a resident agent.?’ The only sub-
stantive change is the addition of a provision permitting a
resident agent to change its name, as well as the registered
office, by filing a certificate to that effect with the Secretary
of State.?!

4, Permitted Businesses or Activities

Under prior law there was some doubt whether an LLC
could be organized on a nonprofit basis, or whether it
could be organized to engage in nonbusiness activities.??
The KRLLCA removes this doubt by clearly providing that
an LLC “may carry on any lawful business, purpose or
activity, whether or not for profit . . . ."® Thus, for exam-
ple, charitable organizations, unions, and social groups all
are free to utilize the LLC form.

Banking and insurance are excepted from this broad
authorization, as are any other businesses or activities
“specifically prohibited by law.”*" Chief among the latter
are the restrictions, and exceptions thereto, on ownership
or leasing of agricultural land.®

Finally, the KRLLCA carries over, nearly verbatim, 1998
amendments to the KLLCA that were enacted to eliminate
confusion about the ability of licensed professionals to
practice in the LLC form.?® These provisions make clear the
ability of an LLC to exercise all powers exercisable by a
professional association or corporation, including specifi-
cally the power to employ professionals to practice a pro-
fession, and subject to the restrictions applicable thereto.?”

5. Powers

The KRLLCA replaces prior law’s exhaustive list of spe-
cific LLC powers® with a general statement that an LLC has
and may exercise all powers and privileges granted by the
KRLLCA, any other law, or its operating agreement, along
with any incidental powers, insofar as necessary or conve-
nient for its business, purposes, or activities.?’

2000).

21. K.5.A. 1999 Supp. 17-7666(b).

22, See K.S.A. 17-7603 (repealed 2000).

23, K.S.A. 1999 Supp. 17-7668(a).

24, 1d.

25. See id. 17-5903 to -5904.

26. Compare id. 17-7668(c)-(h) with 1998 Kan. Sess. Laws, ch. 121,
§§ 1-4 (repealed 2000). The concern stemmed from Early Detection
Center, Inc. v. Wilson, 248 Kan. 869, 811 P.2d 860 (1991). But see St.
Francis Regional Medical Center, Inc. v. Weiss, 254 Kan. 728, 869 P.2d
606 (1994) (distinguishing Early Detection Center).

27. K.S.A. 1999 Supp. 17-7668(c).

28, See 1998 Kan. Sess. Laws, ch. 121, § 6 (repealed 2000).

29. K.S.A. 1999 Supp. 17-7668(b).
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6. General Filing and Signature Requirements

The original signed copy and a duplicate copy (which
may be either signed or conformed) of
an LLC’s articles of organization or any

.o o any other certificate to be filed pursuant to
signamre ona the KRLLCA must be filed with the
d Secretary of State. If the document
‘ﬂle conforms to law, and if the required
document may filing fees are paid, the Secretary of
State must certify that the document

be af acsimile, has been filed bl;y endorsing the word
a Coufomwd, “filed” and the date and hour of filing
or an on the original; file and index the orig-
inal; and certify and return the dupli-

electronically  cate to the person who filed it. Absent
transmitted actual fraud, the Secretary of State’s
3 endorsement is conclusive evidence of
signature. the date and time of the document’s

filing.®

Unless otherwise provided in an
LLC's operating agreement, the operating agreement and
any filed document may be signed by an attorney-in-fact or
other agent, whose power of attorney or other authoriza-
tion need not be in writing; need not be sworn to, verified
or acknowledged; and need not be exhibited or filed with
the document. A written power or authority, however, must
be retained by the LLC.3' Moreover, any signature on a filed
document may be a facsimile, a conformed, or an electroni-
cally transmitted signature.’? Although no filed document
need be sworn to, execution constitutes an oath or affirma-
tion under penalty of perjury that, to the best of the per-
son’s knowledge and belief, the facts stated in the docu-
ment are true.

Any document may be filed by “telefacsimile communica-
tion,” which is broadly defined as the use of electronic
equipment to send or transfer a document.** Any document
properly so filed is effective on its filing date.’® The
KRLLCA eliminates the requirement of prior law that a tele-
facsimile filing be followed by an original paper filing
within seven days,* a requirement that had become noth-
ing more than a trap for the unwary.’’

30. K.S.A. 1999 Supp. 17-7678(a). These filing provisions are
substantively identical to prior law. See 1998 Kan. Sess. Laws, ch. 121, §
8 (repealed 2000).

31. K.S.A, 1999 Supp. 17-7676(b), -7678(a).

32, Id. 17-7678(a).

33. Id. 17-7676(c).

34. Id, 17-76,142.

35. 1d. 17-76,142(a).

36. K.S.A. 17-7652(a) (repealed 2000).

37. Because facsimile and electronic signatures are validated, K.S.A.
1999 Supp. 17-7678(a), there is no longer any need for a paper filing.
Subtle changes in the wording of corresponding provisions of the
KLLCA and the KRLLCA demonstrate how fully the latter embraces the
electronic age. The KLLCA defined “telefacsimile communication” as
“the use of electronic equipment to send or transfer a copy of an
original document via telephone lines." K.S.A. 17- 7652(b) (repealed
2000) The KRLLCA alters the definition to read, “the use of electronic
equipment to send or transfer 4 document.” K.5.A. 1999 Supp. 17-
76,142(b). See also 2000 Kan. Sess. Laws, ch. 120 (enacting the Uniform
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B. Articles of Organization

1. Content

An LLC is formed by filing with the Secretary of State arti-
cles of organization, a document similar to a corporation’s
articles of incorporation or a limited partnership's certificate
of limited partnership.®® The required contents of the arti-
cles have been reduced to a bare minimum, consisting only
of the following: (a) the LLC's name; (b) its resident agent
and registered office; and (c) if the LLC is organized to
engage in a licensed profession or professions, each such
profession.? Thus, it is no longer necessary, as it was
under prior law, to include a statement of when the LLC
will dissolve; identification of its business or activities
(unless it is a professional LLC); provisions regarding the
admission of additional members; a statement regarding
management structure; and a list of members or managers,
as the case may be.*

The prior law also expressly permitted the articles of
organization to include:

any other provisions, not inconsistent with law,
which the members elect to set out in the articles
of organization for the regulation of . . . internal

affairs . . . , including any provisions which . . . are
required or permitted to be set out in the operating
agreement . . . .1

Although the KRLLCA does not specifically address inclu-
sion in the articles of matters that otherwise would appear
in the operating agreement, its permission to set forth in
the articles “any other matters the members determine to
include therein”42 certainly is broad enough to support that
result.

2. Execution and Filing

The articles of organization may be signed by any “one
or more authorized persons,”? with no requirement that
the person be either a member or manager of the LLC. The
articles must be filed with the Secretary of State, along with
a filing fee of $150.* The LLC will be considered formed

Electronic Transactions Act).

38. K.S.A. 1999 Supp. 17-7673(a).

39. Id.

40. See 1998 Kan, Sess. Laws, ch. 121, § 7 (repealed 2000). But see
K.S.A. 1999 Supp. 17-7693, discussed in text at notes 270-84, infra.

41, 1998 Kan. Sess. Laws, ch. 121, § 7 (repealed 2000).

42, K.S.A. 1999 Supp. 17-7673(a)(3).

43. Id. 17-7676(a). If a person who is required to execute a
certificate fails or refuses to do so, any person who is adversely
affected may petition the district court to direct execution. Id. 17-
7677(a). Although this provision refers only to certificates and not also
to articles of organization, as do other sections, there is no reason to
believe that the absence of a specific reference to articles in section 17-
7677(a) is the result of anything other than inadvertence. Compare id.
17-7676(a), (b), (c), -7678(a), (c). Note that the KRLLCA was modeled
after the DLLCA, but that the latter uses the terminology “certificate of
formation” rather than “articles of organization." E.g., DEL. CopE ANN.
tit. 6, §§ 18-101(2), -201(a).

44, K.S.A. 1999 Supp. 17-7673(a), -7678(a), -76,136(b).



and existing as a separate legal entity upon such filing or at
any future effective date (which cannot be more than 90
days after the filing date) specified in the articles.” If the
LLC is organized to exercise the powers of a professional
association or corporation, it also must file with the
Secretary of State a certificate from the appropriate licens-
ing body that each member is licensed to practice the pro-
fession and that the LLC’s name has been approved.*®

The KLLCA affirmatively prohibited an LLC from transact-
ing any business, except business incidental to its organiza-
tion or capitalization, prior to filing its articles of organiza-
tion.”” The penalty for violation of this prohibition was joint
and several personal liability for the obligations of the busi-
ness.” These provisions created the prospect that individ-
ual damage awards might be imposed on good faith, inno-
cent members of a belatedly or defectively formed LLC in
favor of third parties who never bargained for or relied on
such liability when dealing with the LLC. They have wisely
been eliminated by the KRLLCA.

3. Notice

The fact that articles of organization are on file in the
Secretary of State’s office constitutes notice that the entity
formed is an LLC, and also is notice of all matters stated in
the articles that are required to be so stated.* Because the
required contents of the articles have been reduced to min-
ima, the primary importance of this provision is merely to
charge the public with notice that the business is a limited
liability enterprise.>

4, Amendments, Corrections, and
Restatements

An LLC's manager, or if there is no manager, then any
member who becomes aware that any statement in the arti-
cles of organization was false when made or that any mat-
ter described has changed, making the articles inaccurate in
any material respect, must promptly amend the articles.”

The articles may also be amended for any other proper

purpose.?

45. Id. 17-7673(b).

46. Id. 17-7678(D. Professional LLCs organized under prior law were
required to file a similar certificate along with their 1999 annual
reports. Id. 17-7668(h).

47. K.8.A, 17-7609(b) (repealed 2000).

48. Id. 17-7621 (repealed 2000,

49. K.S.A. 1999 Supp. 17-7679.

50. See id. 17-7673(a). But see id. 17-7693, discussed in text at notes
270-84, infra.

51. K.S.A. 1999 Supp. 17-7674(b), A misplaced comma in the
statutory text might cause one to believe that the materiality
requirement applies only to statements that were originally correct but
that have become incorrect due to a change in circumstances, This
reading would require even immaterial inaccuracies to be corrected if
they were inaccurate ab initio. This probably is not what the drafters
intended. Compare K.S.A. 56-1a152(b) (duty to amend certificate of
limited partnership).

Recall that an LLC's resident agent may change the resident agent's
name, change the address of the LLC's registered office, or resign and
appoint a successor resident agent all by filing with the Secretary of
State a certificate stating the change. The filing of such a certificate by
the resident agent is equivalent to amending the articles of

A certificate of amendment must be executed by an
authorized person,” be filed with the Secretary of State,>*
and be accompanied by a fee of $20.° Amendments are
effective upon filing or as of a speci-

fied future effective date, which can- Tbefact that
not be later than 90 days after their fil-
ing date.> articles Of
An inaccuracy in the articles of orga- ofganization
nization also may be corrected by fil- s
ing a certificate of correction.’” A cer- are Onﬁle in
tificate of correction is subject to the  the Secretary
same requirements as a certificate of D
amendment with respect to OfStates
execution,® filing,?® and fee.® Unlike oﬂi’ce
z{ ce'nwllflcate Of. amen@me.qt, howev.er, a constitutes
certificate of correction is retroactively
effective as of the original filing date nOtice that the
of the articles or other certificgte being entity forme d
corrected, except as to persons sub-
stantially and adversely affected by the isan LLC, ...

correction. 5!

As another alternative, multiple
errors, inaccuracies, and defects can be remedied by filing
completely new and corrected articles of organization (or
other certificate).®* Once again, corrected articles (or other
certificate) must be executed by an authorized person® and
filed with the Secretary of State.®® Like a certificate of cor-
rection, a corrected certificate is retroactively effective as of
the original filing date of the document being corrected,
except as to persons who would be substantially and
adversely affected.%® In contrast to a certificate of correc-
tion, however, the filing fee for a corrected certificate is
determined by the fee applicable to the document being
corrected,” which in the case of articles of organization is
$150 rather than $20.7

If articles of organization have been amended several
times, and retroactive correction is not called for, but inte-
gration into a single document is desired, the LLC may file
restated articles of organization.®® Restated articles may also
further amend the articles of organization.® The above-
described execution and filing requirements apply to

organization. K.8.A. 1999 Supp. 17-7666(b), (c). There is a $20 filing
fee. Id. 17-76,136(a)(1)X(D).

52. K.5.A. 1999 Supp. 17-7674(c).

53. Id. 17-7676(a).

54. Id. 17-7674(a), -7678(a).

55. Id. 17-76,136(a)(1)(A).

56. Id. 17-7674(d), -7678(b).

57. Id. 17-7678(b), -7683(a).

58. ld. 17-7676(a).

59. Id. 17-7678(a), -7683(a).

60. Id. 17-76,136(a)(1)(F).

61. Id. 17-7683(a).

62. Id. 17-7683(b).

63. Id. 17-7676(a), -7683(h).

64. Id. 17-7678(a), -7683(b).

65. Id. 17-7683(b).

66. Id.

67. Id. 17-76,136(b).

68. Id. 17-7680(a).

(9. Id.
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restated articles.”® The filing fee is $20.7' Restated articles
supersede the original articles and all previous amendments
as of the filing date or future effective date of the restated
articles.” The original effective date of organization, how-
ever, remains unaffected.”

, C. Operating Agreement

... legislative F:i £
Unlike the articles of organization,
pbﬂosopby an LLC’s operating agreement is a pri-
that gives the  vate, internal document rather than a
publicly-filed one. It is analogous to
LLCf OEIL.one corporate by-laws or a limited partner-
of its three ship’s partnership agreement. Like the
most latter, it has assumed ever greater sig-
nificance as the required content of
important the organization’s publicly-filed docu-
featm*es-- ment has systematically been reduced

by the legislature.

The KRLLCA broadly defines “oper-
ating agreement” as “any agreement,
written or oral, of the member or
members as to the affairs of a limited liability company and
the conduct of its business.””* The requirement of prior law
that an LLC have an operating agreement’ has been elimi-
nated, but it is clear that no LLC should fail to have one.
The reason is that the KRLLCA, continuing and extending
the philosophy of its predecessor, is largely a set of default
rules, subject to change by the operating agreement. It is
this legislative philosophy that gives the LLC form one of its
three most important features--flexibility. For example, the
following matters may be affected by provisions in the
operating agreement: business transactions of members and
managers with the LLC;’® indemnification;”” approval of
mergers, consolidations, and conversions;”® appraisal
rights;”” assignment of LLC interests and admission of mem-
bers;% classes, voting, and other rights of members and
managers;® the effect of bankruptcy on a person’s status as

flexibility.

70. Id. 17-7676(a), -7678(a), -7680(b).

71. Id. 17-76,136(a)(1)(B).

72. 1d. 17-7680(d).

73. Id.

74. Id.

75. K.S.A. 17-7613 (repealed 2000).

76. K.5.A. 1999 Supp. 17-7669.

77. 1d. 17-7670.

78. Id. 17-7681, -7685.

79. Id. 17-7682.

80. Id. 17-7686, -76,112, -76,114.

81. Id. 17-7687, -7695.

82. Id. 17-7689.

83, Id. 17-7690.

84. Id. 17-7693.

85. Id. 17-7663, -7692, -7693.

86, Jd. 17-7694.

87. Id. 17-7698.

88. Jd. 17-76,100.

89. Id. 17-76,101, -76,102,

90, Jd. 17-76,104, -76,107 1o -76,109.

91. Id. 17-76,116, -76,118, -76,119.

92, Id. 17-7673(¢c).

93. Id. 17-7663(g)(1)(B). Both the authorization of a representative to
act for the new member and the request that membership be reflected
on the LLC's records may be written, oral, or by some other action
which may be nothing more than payment for an LLC interest. Id.

94. The member may authorize the representative in writing, orally,
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member;* standards governing members’ access to infor-
mation;® management norms;* selection, admission, and
termination of managers;® the status of a person who is
both manager and member;* delegation of managerial
powers;" liability for capital contributions;® allocation of
profits, losses, and distributions;* rights and obligations
regarding distributions;” and dissolution, winding up, and
liquidation distributions.”!

The operating agreement may be entered into before,
concurrently with, or after the filing of the articles of orga-
nization. Regardless of when it is entered into, it may be
made effective as of the time of formation of the LLC or at
such other time as it may provide.”

In order to facilitate admission of new members, the
KRLLCA permits a written operating agreement to provide
that a person may be admitted as a member and become
bound by the operating agreement without executing the
agreement if the person or the person’s representative com-
plies with the conditions for membership and requests that
the LLC’s records reflect the admission.”” Of course, a mem-
ber may sign an operating agreement, either personally or
by a representative,” but the statute affirmatively states that
an operating agreement is not unenforceable by reason of
it not having been signed.”

The KRLLCA further broadly states that its policy is to
give maximum effect to freedom of contract and to the
enforceability of operating agreements.” More specifically,
it provides that to the extent a member, manager, or other
person has duties and liabilities, including fiduciary duties,
to the LLC or to another member or manager, such duties
and liabilities may be expanded or restricted by the operat-
ing agreement.”” Furthermore, any such member, manager,
or other person acting under an operating agreement will
not be liable for good faith reliance on the agreement.”®
Whether these provisions will be viewed as a carte blanche
for outright contractual repeal of fiduciary duties remains to
be seen.”

or by some other action such as payment for an LLC interest, [d.
17-7663(g)(1)(A). If in writing, the representative’s authority need not
be sworn to, verified, or acknowledged, but must be retained by the
LLC. Id. 17- 7676(b).

95. Id. 17-7663(g)(2). Unlike subsection (g)(1), subsection (g)(2) is
self-executing.

96. Id. 17-76,134(b). Elf Atochem North America, Inc. v, Jaffari, 727
A.2d 286 (Del. 1999), involved a substantially identical section of the
DLLCA. There, a Delaware LLC's operating agreement provided that
any disputes arising out of, under, or in connection with the operating
agreement would be resolved exclusively by arbitration or judicial
proceedings in California. The court held that this provision, coupled
with the statutory policy favoring freedom of contract and the
enforceability of operating agreements, required dismissal of a
member’s Delaware derivative suit alleging breach of fiduciary duty by
the LLC's manager.

97. Id. 17-76,134(c)(2).

98. Id. 17-76,134(c)(1).

99. See 1 LARrY E. RiBSTEIN & ROBERT R. KEATINGE, RIBSTEIN AND
KEATINGE ON LiMiTED LiasiLrty CoMpanies § 9.04 (1998). Given Kansas
courts’ traditionally strict view of fiduciary duties, an interpretation
allowing total waiver seems unlikely, especially because the statute
only speaks of restricting, not totally eliminating, fiduciary duties. ¢f
K.S.A. 1999 Supp. 56a-103(b)(3)-(5) (partnership agreement may not
eliminate duty of loyalty, unreasonably reduce duty of care, or
eliminate obligation of good faith and fair dealing). Aside from the
operating agreement, the extent and nature of fiduciary duties in an
LLC is largely an undeveloped area. See text at notes 287-312, infra.



Jurisdiction over actions to interpret, apply, or enforce
the operating agreement, or the duties, obligations, and lia-
bilities of members, managers, and the LLC inter se, is
vested in the district court.!® The KRLLCA also invites the
operating agreement to include self-help penalties or con-
sequences with respect to a member or manager who fails
to comply with the agreement or at other times or upon the
happening of other events specified in the agreement.'”

D. Capital Contributions

1. Form and Necessity

A member’s contribution to the capital of an LLC may
take the form of cash, property, services rendered, or a
promissory note or other obligation to contribute cash or
property or to perform services in the future.!'® This
explicit validation of obligations to contribute cash or prop-
erty or to perform services in the future represents a clarifi-
cation, if not downright liberalization, of prior law that
should be especially useful to asset-poor service mem-
bers.'% It also reconciles the LLC statute with that applica-
ble to limited partnerships.!® The KRLLCA goes even far-
ther, however, and provides that a person may become a
member and may receive an LLC interest without making
or even being obligated to make a contribution.!”> Thus, if
the other members are willing to allocate a profits inter-
est' to a service member who is unwilling to make a firm
contractual commitment due to concern about possible
future inability to perform, or any other reason, they may
do so under the KRLLCA.

2. Liability

If a member does become contractually committed to
contribute cash or property or to perform services in the
future, unless the operating agreement provides otherwise,
the member will be obligated to fulfill that commitment
even if he or she is unable to perform because of death,
disability, or any other reason that might or might not oth-
erwise excuse performance under general principles of
contract law.'""” Moreover, usury will never be a defense.!®
A conditional obligation to make a contribution, however,
including a contribution payable on a discretionary call,
may not be enforced unless the condition has been satis-
fied or waived.'®”

100. K.S.A. 1999 Supp. 17-7672. In EIf Atochem North America, Inc.
v, Jaffari, 727 A.2d 286 (Del. 1999), the court held that a substantially
identical statutory provision could be overridden, and the court
divested of subject matter jurisdiction, by a provision to that effect in
an LLC’s operating agreement viewed in light of the statutory policy of
freedom of contract and the enforceability of operating agreements,

101. Id. 17-7691, -7696. In addition to these general provisions, the
KRLLCA speaks more specifically 1o penalties and consequences that
the operating agreement may provide for 2 member who fails to make
a required capital contribution. See id. 17-76,100(¢), discussed in text at
note 111, infra.

102. K.S.A. 1999 Supp. 17-7663(c), -7699.

103. See K.S.A. 17-7602(1) (repealed 2000).

104. See K.S.A, 56-1a101(b), -1a301.

105. K.S.A. 1999 Supp. 17-7686(c). This same subsection permits a

If a member fails to make a required contribution of ser-
vices or property, the LLC has the option of requiring the
member to contribute cash equal to the amount of the

agreed value of the contribution that

has not bleen mz:jde. ghis ca;cfll option Unless the
is expressly stated to be in addition to,
and not in lieu of, other remedies, Operating
such as specific performance, that may agreement
be available to the LLC in a particular
case.! It will be most useful in cases provides
in which a member fails to perform otherwise, a
promised services for reasons that oth- »mber’
erwise would excuse performance " s
under general contract law. obligaticm fo
In addition to judicial enforcement,
the KRLLCA specifically authorizes an make a
LLC’s operating agreement to impose contribution
penalties or consequences on a4 mem-
ber who defaults on an obligation to ey be
make a capital contribution. These ~ compromised
penalties qr c.onsequences lnc]ude,’ but or waived
are not limited to, the following:
reducing or eliminating the member’s Only by
interest in .[he LLC; subordinating the unanimous
member’s interest to those of nonde-
faulting members; forced sale of the consent oftbe
mem!l;er's interest; lforgeiturg* of ;,he other
member’s interest; lending other
4 members.

members of the amount necessary to
meet the commitment; or valuation of
the interest by formula or appraisal

followed by sale or redemption of the interest.'!
Unless the operating agreement provides otherwise, a

member’s obligation to make a contribution may be com-
promised or waived only by unanimous consent of the
other members.''? Even if the other members have waived
or compromised the obligation, a creditor who extended
credit to the LLC during any period the obligation was
reflected in the operating agreement may enforce the origi-
nal obligation to the extent that the creditor reasonably
relied on the obligation in extending credit.'!3

person to become a member without even acquiring an LLC interest.
See note 136, infra.

106. K.5.A. 1999 Supp. 17-7663(h) defines an LLC interest as a
member’s share of profits and losses and right to receive distributions
of assets.

107. Id. 17-76,100(a).

108. Id. 17-76,103.

109. Id. 17-76,100(b).

110. Jd. 17-76,100(a).

111. Id. 17-76,100(c).

112, /d. 17-76,100(b). This unanimous consent requirement is greater
than the normal default voting rule under the KRLLCA, which is a
majority of the profits interest. Id. 17-7663()), -7687(d), -7693(a). See
text at notes 149-50, infra.

113. K.S.A. 1999 Supp. 17-76,100(b).
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E. LLC Interests as “Securities”

1. Federal Law

A detailed discussion of the impact of the federal and
state securities laws on the organization of an LLC is
beyond the scope of this article. A brief examination of

when an interest in an LLC is a “secu-

..anlLIC rity” within the meaning of those laws,
however, may be in order.
may be The Securities Act of 1933 and the
managed by Securities Exchange Act of 1934 con-
tain similar definitions of the term
its members “security.” Neither lists LLC interests,
orby a but both refer to several open-ended
terms, including “investment
manager or contract.”''" Although there is a dearth
managers. of case law directly on point, most

would agree that the issue is whether

a particular LLC interest is an invest-
ment contract.!'® At present, this question is best resolved
by analogizing to the treatment of partnership interests,
which also are not specifically included in the definition of
“security,” but as to which there is a somewhat better
developed body of case law. !

In SEC v. W,J. Howey Co.,' the Supreme Court held that
an “investment contract” involved an investment of money;
in a common enterprise; with the expectation of deriving
profits; solely from the efforts of the promoter or a third
party.''® As refined by subsequent opinions, this test may
be restated as whether there is “an investment in a com-
mon venture premised on a reasonable expectation of prof-
its to be derived from the entrepreneurial or managerial
efforts of others.”""?

In the present context, the primary issue is whether a
partner or a member of an LLC expects to derive profits
principally from the entrepreneurial or managerial efforts of
others, or at least in significant part, from the partner’s or
member’s own efforts. Because the norms of partnership
law make each partner an agent of the business, afford
each partner access to important information about the
business, and give each partner the right to participate in
management,'® the presumption is that partners in a gen-
eral partnership are active entrepreneurs rather than pas-
sive investors, and that their interests in the partnership
therefore are not securities.

The leading case of Williamson v. Tucker,'*' however,

114. 15 LLS.C. §§ 77b(a)(1), 78c(a)(10) (Supp. 1998).

115. Keith v. Black Diamond Advisors, Inc., [1999 Transfer Binder]
Fed. Sec. L. Rep. (CCH) q 90,458 (S.D.N.Y. March 8, 1999).

116. See id. for a clear example of this approach to LLC interests,

117. 328 U.S. 293 (1946).

118. Id. at 298-99, 301.

119. United Housing Foundation, Inc. v. Forman, 421 U.S, 837, 852
(1975); see Maritan v. Birmingbam Properties, 875 F.2d 1451, 1456 (10th
Cir. 1989). This restatement softens Howey's requirement that profits
come “solely” from the efforts of others.

120. K.S.A. 1999 Supp. 56a-301(a), -401(b), (j), -403.

121. 645 F.2d 404 (5th Cir.), cert. denied, 454 U.S. 897 (1981).

122. Id. at 424 & n.15.

123. 902 F.2d 805 (10th Cir. 1990).

124, Id, at 807-08.
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recognized that there may be exceptions to this proposi-
tion, in which a general partner is in law or in fact merely a
passive investor. The Williamson court gave three exam-
ples, as follows: (1) the partnership agreement delegared
controlling power to a managing partner or partners and
left so little power in the hands of the other partners that it
distributed power as would a prototypical limited partner-
ship; (2) a particular partner was so inexperienced or
unknowledgeable in business affairs that he or she, in fact,
was incapable of exercising a partner’s powers; or (3) the
manager had such unique entrepreneurial or managerial
abilities that the other partners could not replace the man-
ager or otherwise exercise meaningful partnership pow-
era 2k

The controlling case in the Tenth Circuit is Banghart v.
Hollywood General Partnership,'® in which the court took
note of Williamson, but held that the provisions of the part-
nership agreement must be the primary focus. If the agree-
ment allocates to the partners specific and unambiguous
powers that afford them access to information and the abil-
ity to protect their investments, then their interests in the
partnership are presumed not to be investment contracts.
This presumption is strong and can only be overcome by
evidence that the partners were rendered passive because
they were precluded somehow from exercising their
retained powers.'?! Thus, there must be evidence either
that the partnership agreement did not afford customary
powers to the partners, or if it did, that they were some-
how prevented from exercising those powers. Banghart
does not specify how partners might be precluded from
exercising their powers. The opinion does indicate, how-
ever, that neither mere passivity in fact nor lack of business
knowledge and experience will be legally sufficient to
establish such preclusion.'®

As will be discussed below, an LLC may be managed by
its members or by a manager or managers.'*® If the
Banghbart analysis applies, interests in a member-managed
LLC will not be investment contracts, and hence not securi-
ties, unless the members are prevented from exercising
their managerial powers in some as yet unspecified way. If,
however, the operating agreement calls for one or more
managers, it cannot automatically be concluded that the
interests of the nonmanaging members necessarily are
investment contracts. This is so because the allocation of
rights, powers and obligations between managers and
members is subject to wide variation, depending on the
operating agreement and the default provisions of the
KRLLCA.'¥” Nevertheless, because Banghart provides so lit-

125. Id. at 808 & n.5.

126. K.S.A. 1999 Supp. 17-7693. See text at notes 242-52 & 261-84,
infra.

127. Eg., K.S.A. 1999 Supp. 17-7693(a): “[IIf an operating agreement
provides for the management, in whole or in part, of a limited liability
company by a manager, the management of the limited liability
company, to the extent so provided, shall be vested in the manager ..."
There was no evidence of the terms of the partnership agreement in
Banghart, but the two cases it relied on as authority both involved
partnerships with managing partners. The nonmanaging partners,
however, retained sufficiently important residual powers that the courts
were able to conclude their partnership interests failed to satisfy the final
element in the definition of an investment contract. See Matek v. Murat,
862 F.2d 720, 731-32 (9th Cir. 1988); Rivanna Trawlers Unlimited v.
Thompson Trawlers, Inc., 840 F.2d 236, 241-42 (4th Cir. 1988).




tle in the way of concrete guidance, a conservative posture
may call for the assumption that interests in manager-man-
aged LLCs are securities.

2. Kansas Law

The Kansas Securities Act definition of “security” mirrors
its federal counterparts, including “investment contract,”
while omitting any direct reference to interests in LLCs or
partnerships,'® Kansas case law likewise has adopted the
refined Howey analysis of an investment contract.!®

Absent controlling authority specifically governing inter-
ests in LLCs, once again the most appropriate approach is
to analogize to general partnership interests, There is one
reported decision dealing with the question whether a gen-
eral partner’s interest is an investment contract under
Kansas law, State v. Ribadeneira.'* Unfortunately, the facts
as reported are less than clear. It appears that the defen-
dant organized a limited partnership in which limited part-
ner interests were marketed pursuant to an offering memo-
randum stressing that defendant would have full control
over management of partnership operations, and that the
limited partners must rely solely on defendant’s ability to
manage the business. The defendant actually was only one
of several general partners, however. After the business
failed, one of the other general partners claimed that the
defendant had violated the Kansas Securities Act in selling
the plaintiff his general partner interest. The question thus
was squarely presented whether the general partner interest
at issue was an investment contract, and therefore a secu-
rity, under Kansas law.

The court began its analysis by noting that limited partner
interests, by reason of the limited partners’ passivity, are
always securities, but that general partner interests are not.
A true general partner relies on his or her own managerial
efforts rather than those of others. The court noted, how-
ever, that the economic realities of the situation, rather than
labels, must control. If the efforts of persons other than the
investor are the undeniably significant managerial efforts,
the interest is a security despite it being labeled a general
partner interest. Stating that this was a question of fact, the
court ultimately affirmed the jury finding that the interest
was a security, on the basis that the finding was supported
by substantial competent evidence,'?!

The court declined to review the evidence in detail, but
noted some of the other general partners testified that the
defendant exercised all managerial authority. The court also
quoted the offering memorandum used to market the lim-
ited partner interests, which stressed reliance on the defen-
dant’s efforts, and concluded that it applied with equal
force to the general partners other than the defendant. In
short, the court equated the position of the other general

128, See K.S.A. 1999 Supp. 17-1252()).
129, See Activator Supply Co. v. Wurth, 239 Kan. 610, 722 P.2d 1081
(1986); State ex rel. Owens v. Colby, 231 Kan, 498, 646 P.2d 1071 (1982).

130. 15 Kan. App. 2d 734, 817 P.2d 1105, rev. denied, 249 Kan. 778

(1991). b

131. Id. at 739-41, 817 P.2d at 1110-11.

132. 1d.

133. See Williamson v. Tucker, 645 F.2d 404 (5th Cir), cert. denied,
454 11.5. 897 (1981), discussed in text at notes 121-22, supra.

134. See K.S.A. 1999 Supp, 17-7663(m).

partners with that of the limited partners--the ultimate suc-
cess or failure of the enterprise rested on the defendant’s
managerial and entrepreneurial skills. '3

It is unfortunate that the court did
not indicate more specifically why this

A true general
was s0. Did the partnership agreement

vest sole managerial authority in the partner relies

defendant? If not, were the other gen-  on bis or ber

eral partners so inexperienced and own

unknowledgeable that they were

forced, in fact, to rely on the defen- managerial

gant even though they .Lechmcally may eﬁ'orts rather
ave possessed meaningful partners

powers? Did the defendant possess  than those of

unique and irreplaceable managerial others.

abilities?!** Did the other general part-

ners simply choose to remain passive

and thus informally delegate manager-

ial power to the defendant? Lacking these facts, it is difficult
to predict the circumstances under which general partner
interests will or will not be considered investment con-
tracts, and thus securities, under Kansas law.

If Ribadeneira is applied to Kansas LLCs, it is probable
that vesting general management powers in managers will
cause the nonmanaging members’ interests to be invest-
ment contracts. If the LLC is to be managed by the mem-
bers, it is still possible that the interests of some members
will be investment contracts if, in fact, those members are
passive investors. No definite conclusion can be reached on
this point because the terms of the partnership agreement
are not reported in Ribadeneira.

IIl. OPERATION
A. Members

1. Rights in General

As a general proposition, a member of an LLC is a
person' who has been admitted to the LLC in accordance
with the KRLLCA and the operating agreement, and whose
admission is reflected in the LLC's records.'* There is no
requirement that a member acquire an economic interest in
the LLC.!1%

With very few exceptions, the KRLLCA does not attempt
to delineate in detail the rights of members. Rather, in
keeping with its philosophy of freedom of contract,'? it rel-
egates these matters to the operating agreement. In an
advance over prior law, the KRLLCA expressly authorizes
the operating agreement to provide for different classes or

135. Id. 17-7663(1), -7686.

136. Id, 17-7686(c). This provision is necessary because the KRLLCA
authorizes creation of nonprofit LLCs, See id. 17-7668(a), It also may be
useful for LLCs engaged in profit-seeking businesses. For example, an
LLC that owns a farm being farmed by a tenant farmer might qualify as
a limited liability agricultural company or a family farm limited liability
agricultural company by making the tenant farmer a member without
an economic interest as such in the LLC, See id. 17-5903(u)(3), (w)(3).

137. Id. 17-76,134(b).
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groups of members with differing rights, powers, and
duties.'® An operating agreement may also authorize the
creation in the future of additional classes or groups of

members with rights senior to those of

An LLC’s existing members." If the operating
4 agreement so provides, such action
operating could even be Elken without the vote
agreement or prior approval of any :’nember or
lass or group of members.! "
may grant the ©
right to vote 2. Meetings
on any matier In contrast to prior law, which con-
to all tained apparently mandatory provi-
members, to siuns‘. regarding regular and special
) meetings of members,'"! the approach
certain of the KRLLCA is permissive. It con-
ide”“:ﬁ-ed templates that members may hold
meetings, but it does not require
members, or them.'? If meetings are to be held, the
to speaﬁed operating agreement may contain pro-
visions relating to record date, notice,
classes or waiver of notice, quorum, proxy vot-
groups Of ing, and any other matters regarding
e meetings and voting.'*® The statute

permits the use of proxies unless the
operating agreement provides other-
wise,'" and provides that a written
and signed waiver of notice is deemed the equivalent of
notice.'#

3. Voting

An LLC’s operating agreement may grant the right to vote
on any matter to all members, to certain identified mem-
bers, or to specified classes or groups of members.'%
Conversely, an operating agreement may provide that any
member or any class or group of members will not have
voting rights.'*” If granted, the right to vote may be made
exercisable by the membership as a whole, or separately
on a class or group basis. Voting may be per capita, by
financial interest (either in profits or in capital), or on any
other basis. !

If the operating agreement is silent, and no other provi-

138. Id. 17-7687(a). Compare K.S.A. 17-7613 (repealed 2000).

139. K.8.A. 1999 Supp. 17-7687(a).

140. Id.

141. See K.S.A. 17-7613 (repealed 2000).

142, See K.S.A. 1999 Supp. 17-7687(c).

143. Id,

144. Id. 17-7687(d).

145. Id. 17-7687(f).

146. Id. 17-7687(h).

147, Id. 17-7687(a).

148. Id. 17-7687(b).

149. Id. 17-7687(e), -7693(a),

150. Id. 17-7663()), -7687(d), -7693(a). Although there is some lack of
uniformity in the statutory language with respect to class voting, the
interpretation stated in the text is believed to most accurately reflect
the drafters’ intent.

151, K.8.A.17-7612 (repealed 2000).

152. K.S.A. 1999 Supp, 17-7693(a).

153, Id. 17-7663(j), -7681(a).

154. Id. 17-7663()), -7685.
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sion of the KRLLCA provides otherwise, voting is by profits
interest, and every member holding an interest in profits is
entitled to vote.'” The vote necessary for most actions is a
majority of the then current profits interests, unless there
are different classes or groups of members, in which case
the required vote is a majority of the profits interests in
each class or group.' This general default rule stands in
marked contrast to prior law, which provided for per capita
voting.'®! It applies not only generally to management deci-
sions in a member-managed LLC,' but also specifically to
approval of a merger or consolidation,'” approval of con-
version of an LLC into another form of unincorporated
business organization,'®* approval of dissolution,'>> or
selection of a person to wind up an LLC's business in cases
in which there is no manager.'*

As to certain matters, however, the KRLLCA provides for
a different default vote. Thus, unless otherwise provided in
the operating agreement, admission of new members after
formation of the LLC requires unanimous approval.’’” A
similar default rule applies to the waiver or compromise of
a member’s obligation to make a capital contribution.”® On
the other hand, unless either the articles of organization or
the operating agreement provide otherwise, a transaction
that is not in the ordinary course of business must be
approved by a majority in number of the members.'>

There also are certain important matters as to which the
KRLLCA arguably may not provide a default voting require-
ment.'® If an LLC is to be managed by managers, some
provision must be made for their manner and frequency of
selection, The KRLLCA merely states that managers are (o
be chosen by the members in the manner provided in the
operating agreement.'®! The original 1990 version of the
KLLCA envisioned an LLC’s managers as similar to a corpo-
ration’s board of directors, and mandated annual election
by the members.'®? This mode of operation is still permissi-
ble, although not required, and leaves the greatest amount
of control with the members consistent with centralized
management. If desired, the vote necessary for election,
e.g., by a plurality, should be specified in the operating
agreement.'®® At the other end of the spectrum is an LLC
whose managers are named in the operating agreement
and who are intended to serve until death, resignation, or
removal for cause.'® Even then, the vote necessary for
removal and for the filling of any vacancies should be

155. Id. 17-76,116(2)(3), (b).

156. Id. 17-76,118(a).

157. Id. 17-7686(b)(1), (2), -76,112(a), -76,114(a).

158. Jd. 17-76,100(b).

159.Id. 17-7693(c). This default voting requirement may be an
inadvertent carryover from prior law. See K.S.A, 17-7614(d) (repealed
2000).

160. The default voting provisions in K.S.A. 1999 Supp. 17-7693(a) in
terms apply only to management of a member-managed LLC. The
language with reference to voting in id. 17-7687(d) is not so
circumseribed, but is stated in a rather offhand manner in a sentence
that is devoted primarily to action by written consent. Although literally
broad enough to constitute a universal default voting rule, its
placement is not where one would expect to find such a rule.

161. Id. 17-7693(a).

162. 1990 Kan. Sess. Laws, ch, 80, § 12 (repealed 1991).

163, See K.S.A. 17-6506(c) (corporate directors elected by plurality
vote).

164. See K.S.A. 1999 Supp. 17-7663(k), -7692.



addressed in the operating agreement.

The KRLLCA also may fail to provide a default voting
requirement for amendment of either the articles of organi-
zation or the operating agreement.'® To eliminate uncer-
tainty, each of these two governing documents should
include some provision controlling its amendment. In the
case of the operating agreement, this provision could even
permit amendment by managers, without the vote or
approval of the members or any class or group of mem-
bers.!®® Absent some provision speaking to amendment,
however, there is a possibility that a court might require a
unanimous vote of the members.'®7

An LLC's operating agreement also may provide for
action by written consent in lieu of a meeting.'® In fact,
unless the agreement provides otherwise, members may act
by written consent with respect to any matter upon which
they otherwise might vote.'® The consent or consents must
be signed by members having not less than the minimum
number of votes that would be necessary to take the partic-
ular action at a meeting. Unless the KRLLCA or the operat-
ing agreement provides otherwise, this number is a major-
ity of the profits interests of each class entitled to vote on
the matter.'” This is a relaxation of the prior law’s require-
ment of unanimity,'”! and also is more liberal than current
corporate law, which requires unanimous consent for
shareholder action.'”?

Any member has standing to challenge, and the district
court has jurisdiction to determine, the validity of any
admission, election, appointment, removal, or resignation
of a manager of an LLC."* Similar provision is made for
resolution of disputes concerning any other matter as to
which members have the right to vote.'™

4. Right to Information

The KRLLCA essentially replicates prior law regarding a
member’s right to demand and receive relevant information
from the LLC for any purpose reasonably related to the
member’s interest as a member.'” The only significant dif-
ference in the type of information and records covered is
the addition of the operating agreement,'7¢

Several other innovations also have been added. The first
of these permits a manager to keep confidential from the
members, for as long as the manager deems reasonable,

165. See note 160, supra.

166. K.S.A. 1999 Supp. 17-7687(a).

167. Cf. id, 56a-103, -401(j) (unless otherwise agreed, partnership
agreement may be amended only with consent of all partners).

168. Id. 17-7687(¢).

169. 1d. 17-7687(d),

170. Id. 17-7663(), -7687(d).

171. See K.S.A. 17-7613 (repealed 2000).

172, 1d. 17-6518,

173. K.S.A. 1999 Supp. 17-7671(a).

174. Id. 17-7671(b).

175. Compare id. 17-7690(a) with K.S.A. 17-7653(a) (repealed 2000).
Both statutes lighten the record-keeping obligation by providing that
failure to maintain books and records is not a ground for imposition of
personal liability on any member or manager. K.S.A. 1999 Supp. 17-
7690(g); K.S.A. 17-7653(b) (repealed 2000). Under the KRLLCA, a
demand must be in writing and must state its purpose. K.5.A. 1999
Supp. 17-7690(¢).

176. K.S.A. 1999 Supp. 17-7690(a)(4).

177. Id. 17-7690(c).

information the manager reasonably believes to be in the
nature of trade secrets or other information the disclosure
of which the manager in good faith believes could damage
the LLC or its business, which is not in the best interest of
the LLC, or which the LLC is required
by law or agreement to keep confi- |, . g member

dential.'”7 Second, LLCs are authorized

to keep their records in other than who CO'Signs
written form, e.g., electronically, if the or guarantees
records can be converted to written

form within a reasonable time.!™ an LLC
Finally, the KRLLCA establishes a sum-  obligation will
mary procedure by which the district y

court may resolve disputes concerning be liable as a
the production of lists of members and CO-ObligOl‘ or
managers.” guarantor.

5. Liability

As a general proposition, the KRLLCA provides that an
LLC's debts, obligations, and liabilities, whether in contract,
tort, or otherwise, are solely those of the LLC. No member
or manager is personally obligated for the LLC's debts,
obligations, or liabilities solely by reason of being a mem-
ber or acting as a manager.'® This substantive rule is rein-
forced with a procedural provision stating that a member or
manager is not a proper party to proceedings by or against
an LLC except when the purpose is to enforce a member’s
or manager's rights against or liability to the LLC.!¥!

This insulation from individual liability for enterprise
obligations is analogous to that of a corporate shareholder
and is one of the most attractive features of the LLC form.
Nevertheless, members must keep in mind that while they
will not be liable for the LLC’s obligations solely because
they are members, they will continue to be liable for their
own obligations, even if those obligations are also those of
the LLC. Thus, a member who co-signs or guarantees an
LLC obligation will be liable as a co-obligor or guarantor.'®
Similarly, a member who commits a tort will be primarily
liable as the tortfeasor, whether or not the LLC is also vicar-
iously liable under the doctrine of respondeat superior.'™

Although two statutory bases for personal liability that
existed under prior law have been eliminated by the
KRLLCA,'® corporate common law is the source of another

178. Id. 17-7690(d).

179. Id. 17-7690(F).

180, Id. 17-7688(a).

181. Id. 17-7688(c).

182. Id. 17-7688(b) provides that notwithstanding the general rule of
limited liability, a member or manager may agree to be personally
obligated for any or all of the LLC's debis, obligations, and liabilities.

183. Cf. Kerns v. G.A.C., Inc., 255 Kan, 264, 273-75, 875 P.2d 949, 957-
58 (1994) (directors, officers, agents, and employees of corporation
individually liable for torts they commit or in which they participate).

184. K.S.A. 17-7606(b) (repealed 2000) provided that omission of the
words “limited company” or “limited liability company” or the
abbreviations or designations “L.C." or “LC" or “L.L.C." or “LLC" in use of
an LLC's name would make members who actively participated or
knowingly acquiesced in the omission personally liable for any
indebtedness, damage, or liability caused by the omission. /d. 17-7621
(repealed 2000) provided that all persons who assumed to act as an LLC
without authority to do so would be jointly and severally liable for all
debts and liabilities. Neither of these provisions has a counterpart in the
KRLLCA.

NOVEMBER/DECEMBER 2000/ THE JOURNAL - 25



potential threat to the limited liability of members of an
LLC. Under the doctrine known as “piercing the corporate
veil,” a court may disregard the separate entity of a corpo-
ration if a shareholder’s relationship
with the corporation is so intimate,
control so dominating, and the busi-

... “Failure to

maintain ness and assets of the two so mingled,
books and that recognition of the corporation’s
separate existence would result in
records shall fraud or injustice to third parties.'®
not be There is a substantial likelihood that
groundsfor t‘his‘ i’udicial exception to the limitt:.d
liability of corporate shareholders will
personal be similarly engrafted onto the limited
liability of members of an LLC. After
”ﬂbﬂﬁy ofany all, merely changing the form of an
member or artificial entity from corporation to LLC
manager.” in no way changes the potential for

abuse of the separate entity concept
by unscrupulous operators, nor should
it circumscribe the traditional equity jurisdiction of the judi-
ciary. %

Assuming the Kansas courts would be willing to disre-
gard the separate entity of an LLC in an appropriate case,
the decision in Kvassay v. Murray'™ provides a useful cata-
logue of factors considered in corporate cases, as follows:
(a) undercapitalization; (b) failure to observe corporate for-
malities; (¢) nonpayment of dividends; (d) siphoning of
funds by the dominant shareholder; (e) nonfunctioning of
other officers and directors; (f) absence of corporate
records; (g) use of the corporation as a facade for opera-
tions of dominant shareholders; and (h) use of the entity to
promote fraud or injustice.'® While many of these factors
are readily applicable to LLCs by analogy, some, such as
nonpayment of dividends, are not. Two deserve special
mention.

The first is failure to observe corporate formalities. The
failure of corporate shareholders to conduct their internal
affairs in the ritualistic corporate manner is important not
so much because it prejudices creditors and other third par-
ties, as some of the other factors do, but because it makes
it easier for a court to disregard a corporate entity if the
shareholders themselves, by their own actions, already
have done so. An LLC, however, is not required to conduct

185. Dean Operations, Inc. v. One Seventy Associates, 257 Kan. 676,
896 P.2d 1012 (1995); Golconda Screw, Inc. v. West Bottoms Ltd., 20
Kan. App. 2d 1002, 894 P.2d 260 (1995); Kvassay v. Murray, 15 Kan,
App. 2d 426, 808 P.2d 896, rev. denied, 248 Kan. 996 (1991).

186. A number of state LLC statutes expressly extend the veil
piercing doctrine to LLCs. See, e.g., CaL. Corp. CopE ANN. § 17101(b)
(West Supp. 2000); CoLo. REv. STAT. ANN. § 7-80- 107(1) (1999); GA, CODE
ANN, § 14-11-314 (1994); MEe. Rev. StaT. ANN. tit. 31, § 645(3) (West
Supp. 1999); WasH. REv. CopE ANN. § 25.15.060 (West Supp. 2000). See
generally Robert B. Thompson, The Limits of Liability in the New
Limited Liability Entities, 32 Wake Forest L. Rev. 1 (1997), discussing
various state LLC statutes and concluding that courts are likely to
pierce the veil of an LLC in an appropriate case regardless of
differences in the wording of individual statutes,

187, 15 Kan. App. 2d 426, 808 P.2d 896, rev. denied, 248 Kan. 996
(1991).

188, Id. at 437-40, 808 P.2d at 904-06.

189. A number of statutes adopted in other states expressly exclude
failure to observe formalities from consideration in LLC piercing cases.
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its internal affairs with the same formality required of cor-
porations. Therefore, this factor should be entitled to little,
if any, weight in a decision whether to pierce an LLC's
veil.'®

A separate but related factor is the absence of corporate
records, such as financial statements, tax returns, and
annual reports. This factor is significant not only because it
indicates a lack of separateness between a business entity
and its owner in the mind of the owner, but also because
the absence of adequate and accurate books and records
may be prejudicial to outsiders who deal with the business.
In addition, the importance of such records is not peculiar
to corporations.’® As such, this factor should be equally
applicable in piercing cases involving LLCs. Unfortunately,
the matter is complicated by a provision in the KRLLCA,
carried over from prior law, that states: “Failure to maintain
books and records shall not be grounds for personal liabil-
ity of any member or manager.”?! Because this provision is
part of a section that grants information rights to members
and managers,'? it is probable that the insulation from lia-
bility was meant to apply only to liability to other members
or managers flowing from nonproduction of books and
records. Nevertheless, the language is unlimited and might
be read to eliminate this factor in piercing cases.

6. Admission of New Members

After the formation of an LLC, a person who is not an
assignee of an outstanding LLC interest'”® may be admitted
as a2 member at the time provided in and upon compliance
with the operating agreement. If the operating agreement is
silent, the person will be admitted only if all members con-
sent and when the admission is reflected in the LLC’s
records.’™ A person may be admitted as a member and
may receive an LLC interest without making or being oblig-
ated to make a capital contribution to the LLC.'”S Unless the
operating agreement provides otherwise, a person also may
become a member without acquiring an LLC interest.'?®
Finally, a written operating agreement may provide that a
person may be admitted as a member without signing the
agreement if the person complies with the conditions for
becoming a member and requests that the LLC's records
reflect the admission.'”’

See, e.g., CAL. Corp. CopE ANN. § 17101(b) (West Supp. 2000); CoLo.
REV. STAT. ANN, § 7-80-107(2) (1999); Ga, Cope ANN, § 14-11-314 (1994),
TeENN. CopeE ANN, § 48-217-101(e) (1995); WasH. REv. CobgE ANN. §
25.15.060 (West Supp. 2000); W. Va. Cobk § 31B-3-303(b) (1996).

190. Compare K.S.A. 1999 Supp. 17-7503, -7505 with fd. 17-76,139
(annual reports).

191. Id. 17-7690(g).

192. Id. 17-7690, discussed in text at notes 175-79, supra.

193. Admission of assignees of LLC interests as members is discussed
in the text at notes 202-09, infra.

194. K.S.A. 1999 Supp. 17-7686(b)(1). Unless otherwise provided in
the agreement of merger or consolidation, a person who acquires an
interest in the LLC surviving or resulting from a merger or
consolidation is admitted as a member of the surviving or resulting LLC
at the time provided in and upon compliance with its operating
agreement. Id. 17-7686(b)(3).

195, Id. 17-7686(c).

196, Id.

197. Id. 17-7663(g)(1)(B). See note 93 & accompanying text, supra,




7. Transfers of Members’ Interests

An interest in an LLC is personal property, consisting of a
member’s share of profits and losses and right to receive
distributions of LLC assets.'”® It may be evidenced by a cer-
tificate if the operating agreement so provides.!”

As personal property, an LLC interest is transferable in
whole or in part, except as provided in the operating
agreement.?® Nevertheless, it also is clear under the
KRLLCA that an operating agreement may absolutely pro-
hibit transfers or assignments even though such a prohibi-
tion might not otherwise be valid under applicable law.?!

Assuming that assignments are not prohibited, an
assignee of an LLC interest is not entitled to become a
member or to exercise any management or other rights and
powers of a member except as provided in the operating
agreement and in compliance with the agreement. If the
operating agreement is silent, the approval of all members
other than the assignor is necessary.?®* Thus, unless other-
wise provided in the operating agreement, a simple assign-
ment merely entitles the assignee to economic rights, i.e.,
the right, to the extent of the assignment, to share in the
profits and losses, to receive the distributions, and to
receive the allocations of income, gain, loss, deduction, or
credit to which the assignor would have been entitled.?%?
Correspondingly, unless otherwise provided in the operat-
ing agreement, a simple assignee has no liability as a mem-
ber solely by reason of the assignment,

As noted above, an assignee of an LLC interest may
become a member as provided in, and upon compliance
with, the operating agreement, or alternatively, upon the
consent of all members other than the assignor.?”® Such an
assignee becomes a member at the time provided in, and
upon compliance with, the operating agreement. If the
operating agreement is silent, the assignee becomes a

198. K.S.A, 1999 Supp. 17-7663(h), -76,111.

199, Id. 17-76,112(¢c).

200. Id. 17-76,112(a).

201. Id. 17-76,106 states: “Notwithstanding anything to the contrary
under applicable law, the operating agreement may provide that a
limited liability company interest may not be assigned prior to the
dissolution and winding up of the limited liability company.”

202. Id. 17-76,112(a), (b)(1), -76,114(a). Actually, the statement in the
text takes some liberties with the statutory wording. Both sections
17-76,112(a) and 17-76,114(a) literally provide that an assignee may only
participate in management and become a member as provided in the
operating agreement and upon approval of all members (other than the
assignor) or compliance with any procedure provided in the operating
agreement, Use of the conjunctive “and” literally means that if the
operating agreement is totally silent on this mauer, the assignee cannot
participate in management or become a member, even if all other
members consent. This literal interpretation of the statute makes no
sense. If all of the other members approve admission, they could always
amend the operating agreement to provide for admission and then admit
the assignee, The intermediate step of amending the operating
agreement, however, serves no useful function. Regardless of how this
issue is resolved, if the assignor is the only member of the LLC, the
assignee always will have the right to participate in management as a
member. Jd, 17-76,112(f).

203. Id, 17-76,112(b)(2).

204. Id. 17-76,112(d). Of course, an assignee may assume any such
liability by agreement. /d.

205. Id. 17-76,114(a). See note 202, supra. The default requirement of
unanimous consent is more stringent than that of prior law. See K.S.A.
17-7618 (repealed 2000).

206. K.S.A, 1999 Supp. 17-7686(b)(2).

member when the admission is reflected in the LLC’s
records.® An assignee who becomes a member has, to the
extent of the assignment, the rights and powers, and is sub-
ject to the restrictions and liabilities,
of a member.?”” Unless otherwise pro-
vided in the operating agreement,

An interest in

however, such an assignee is not an LLC is

liable for any of the assignor’s obliga- personal

tions other than the obligation to

make capital contributions,?%® property,

Moreover, the assignee is not liable COﬂSiStil’lg Ofﬁ

for. any'obllgathns, including th.e member’s

assignor’s obligation to make contri-

butions, that were unknown to the share Of

assignee a.nd not ascertainable ftjonj p?‘OﬁtS and

the operating agreement at the time

of admission.*®” losses and
Uqless the operating agreement ﬂgbt to receive

provides otherwise, a member who

assigns all of his or her LLC interest distributions

ceases to be a member, regardless of Of LLC assets.

whether or not the assignee becomes
a member.?!® The rationale of this
new provision may be that a person with no economic
stake in the enterprise ought not to have a role in manage-
ment.?!! Therefore, an assignment of less than all of the
member’s interest?’? or, unless otherwise provided in the
operating agreement, assignment as security for a debt will
not have this effect.?'?

Also new in the KRLLCA is a provision recognizing the
charging order as a remedy by which a judgment creditor
of a member can seek satisfaction by petitioning a court to
charge the member’s LLC interest with the amount of the
judgment.?** The charging order remedy originated in the
Uniform Partnership Act in 1914.%'5 The language in the

207, Id. 17-76,114(b).

208. Id. An assignment of an LLC interest will not release the assignor
from any liability to the LLC, whether or not the assignee becomes a
member. fd. 17-76,114(c).

209. Id. 17-76,114(b).

210, Jd. 17-76,112(b)(3). If the assignor ceases to be a member and the
assignee does not become a member, the management, voting, and other
noneconomic rights associated with the interest apparently disappear.
The effect is to augment the corresponding rights of the other members.

211. If this is the rationale, it is at some level inconsistent with
permitting a person to become a member without acquiring an LLC
interest. See id. 17-7686(c). Equally inconsistent is the fact that this
concept first appeared in limited partnership law in a formulation
applicable to limited partners as well as general partners. See K.S.A. 56-
1a101(h), -1a402.

212, Would retention by the assignor of some small percentage of his
or her interest prevent termination of his or her status as a member?
Unlike the KRLLCA, an analogous provision of partnership law permits
expulsion of a partner upon a transfer of “all or substantially all” of the
partner’s transferable interest in the partnership, K.5.A. 1999 Supp. 56a-
601(d)(2).

213, Id. 17-76,112(b)(3). However, if the security interest is foreclosed
and the LLC interest is sold, the effect is the same as a voluntary outright
conveyance. In such a case the member should be held to have ceased
to be a member. Cf. id. 56a-601(d)(2) (other partners cannot expel a
partner who has transferred his or her transferable partnership interest
for security purposes, or if the interest has been subjected to a creditor’s
charging order, if the security interest or charging order has not been
foreclosed).

214. 1d. 17-76,113.

215. UNIFORM PARTNERSHIP ACT § 28 (1914),
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KRLLCA, however, was taken directly from limited partner-
ship law,?'® and simply authorizes the charging order and
states that the charging creditor has the rights of an

assignee of the LLC interest.?'” It says

A member of nothing alt:oul foreclosure, fdemp
tion, or other matters, but perhaps the
anLLCis a courts will flesh the remedy out by ref-
person who erence to partnership law, which has
had greater experience.?'®
has been Finally, unless otherwise provided in
admitted as a the operating agreement, an LLC may
acquire outstanding LLC interests by
member in purchase, redemption, or otherwise,
accordance which interests, unless otherwise pro-
with the vided, are deemed canceled after
acquisition.?'? This provision of the
KRILLCA. KRLLCA, which is based on a 1994

amendment to the DLLCA,*?Y simply

makes it clear that an LLC has the
power to reacquire members’ interests. The circumstances
under which a repurchase or redemption may occur, the
mechanics of any such transaction, and the effect on the
members involved are left to the operating agreement or
other agreement of the parties.

8. Termination of Membership

A member of an LLC is a person who has been admitted
as a member in accordance with the KRLLCA.?*! A person,
in turn, may be an individual, a trust, an estate, or any one
of a number of business organizations or other entities.**
As such, there are a number of events that may occur that
will make it practically and legally impossible for a person
to continue as a member of an LLC. Examples include the
following: voluntary resignation or withdrawal from the
LLC; involuntary expulsion from the LLC; bankruptcy or
similar financial embarrassment of the member; death or
incompetency of an individual member; and dissolution or
termination of a member that is a business organization,
trust, or estate. Consistent with the theory that an LLC is a
separate entity,”® the KRLLCA continues the rule that none
of these or similar events that terminate the membership of
a member will cause dissolution and winding up of the LLC
unless the operating agreement so provides, or unless
members holding a majority of the profits interests in the
LLC, or in each class or group of members, as appropriate,
so desire.??* This section will consider the various events, to
the extent the KRLLCA specifically addresses them, from
the point of view of the affected member.

The KRLLCA’s provisions regarding member resignation
pull in different directions, creating a constructional prob-
lem. The relevant language is as follows:

216. See K.S.A. 56-1a403. The KRLLCA adds a final sentence making
clear that the charging order is the only remedy by which a judgment
creditor of a member can reach the member's interest in the LLC.
K.S.A. 1999 Supp. 17-76,113.

217. K.S.A. 1999 Supp. 17-76,113.

218. See id. 56a-504; City of Arkansas City v. Anderson, 242 Kan, 875,
752 P.2d 673 (1988); City of Arkansas City v. Anderson, 12 Kan. App.
2d 490, 749 P.2d 505, rev. denied, 243 Kan. 777 (1988).

219 K.S.A. 1999 Supp. 17-76,112(e).

220. See 69 Del. Laws, ch. 260, § 31 (1994),
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A member may resign from a limited liability com-
pany only at the time or upon the happening of
events specified in agreement [sic] and in accor-
dance with the operating agreement.
Notwithstanding anything to the contrary under
applicable law, unless the operating agreement
provides otherwise, a member may resign from a
limited liability company prior to the dissolution
and winding up of the limited liability company.?®

It is clear from the first of these two sentences that if the
operating agreement speaks to resignation, a member may
resign as permitted by and in compliance with the agree-
ment. It is equally clear from the second sentence that the
operating agreement may limit or prohibit resignation.
What is the default rule? What is the situation if the operat-
ing agreement is silent regarding resignation?

The trouble stems from use of the word “only” in the first
sentence, making it appear that resignation is possible onfy
if and when the operating agreement affirmatively permits
it. The second sentence, however, clearly states that a
member may resign unless the operating agreement affir-
matively prevents it. This conflict should be resolved in
favor of permitting resignation in cases in which the operat-
ing agreement is silent. This reading is not only better pol-
icy but also is mandated by the derivation of this language.

Like most of the KRLLCA, the provision in question is
based on the DLLCA, but in this instance with one major
difference. The DLLCA provides that a member may resign
only if and when permitted by the operating agreement. It
then consistently, if redundantly, states the same proposi-
tion in the negative: that a member may not resign unless
otherwise provided in the operating agreement.?*® The
drafters of the KRLLCA reversed the import of the second
sentence by deleting “not,” but they neglected also to
delete “only” from the first sentence.

A member who has resigned from an LLC has only the
distribution rights granted by the operating agreement.?*’
More specifically, unless the operating agreement provides
for a buyout, a resigned member is not entitled to be paid
the fair value of his or her LLC interest.**® Rather, the mem-
ber will be deemed to be an assignee and will have only
the rights of an assignee.?” That is, the member will have
the right to share in the profits and losses, to receive the
distributions, and to receive the allocations of income, gain,
loss, deduction, or credit to which the member otherwise
was entitled, but will have relinquished all management,
voting, information and other rights.** The result under the
default rules of the KRLLCA is an investment that is as illig-
uid as stock in a closely-held corporation, but which lacks
even the basic voting and information rights that a corpo-
rate shareholder would have. For this reason, unless the

221. K.S.A. 1999 Supp. 17-7663(1), -7686.
222. 1d. 17-7663(m).

223. Id. 17-7673(b).

224. Id. 17-76,116(b).

225. Id. 17-76,106 (emphasis added).

226. DEL. CODE ANN, tit. 6, § 18-603 (1999).
227. K.S.A. 1999 Supp. 17-76,107.

228. Id.

229. Id. 17-76,106.

230. Id. 17-76,112(a), (b)(1), (2).



operating agreement provides for a buyout,”! resignation
from an LLC will rarely be an attractive alternative.?*

Other than to note that it will not cause dissolution of an
LLC unless the remaining members so desire,? the
KRLLCA is silent about the circumstances under which a
member might be expelled from an LLC and the conse-
quences of such an expulsion.?** Lacking explicit statutory
authority, an LLC's members should have no right to expel
a fellow member unless the operating agreement specifi-
cally permits it, or, possibly, unless there is good cause for
expulsion.?¥

In contrast to expulsion, the KRLLCA specifies in detail
the types of events indicating insolvency or financial insta-
bility that, unless otherwise provided in the operating
agreement or with the unanimous written consent of the
other members, will cause a member to cease to be a
member.?*® As in the case of a resigned member, a bank-
rupt or otherwise financially embarrassed member will
become an assignee, retaining economic but not personal
rights in the LLC.%7

The situation of an individual member who dies or is
adjudicated incompetent is similar. The deceased or incom-
petent member will cease to be a member, and the mem-
ber's personal representative will have the rights of an
assignee of the member's LLC interest.”**

The termination of an estate or trust that is a member,
and the dissolution of a business organization that is a
member are not expressly covered by the KRLLCA.?%
Therefore, the operating agreement should address these
situations. If it does not do so, it nevertheless is clear that
the member will cease to be a member of the LLC. In each
such case, unless the operating agreement provides other-
wise, after paying its debts and liabilities the member will
distribute its LLC interest to those beneficially interested in
the member (legatees, heirs, beneficiaries, or equity partici-
pants). These persons literally will be assignees and will
have the rights attendant upon that status.** The terminat-
ing or dissolving member concomitantly will cease to be a
member, as would any member who assigns all of the
member’s LLC interest.!!

231. The KRLLCA gives an LLC power to purchase or redeem LLC
interests. fd. 17-76,112(¢e).

232. Resignation will not release a member from any preexisting
liability to an LLC, Jd. 17-76,106.

233. Id, 17-76,116(b).

234. Compare id. 56a-601(c)-(e) (expulsion of partner from general

irtnership).

235. See Franklin A. Gevurtz, Squeeze-Outs and Freeze-Outs in
Limited Liability Companies, 73 Wasn. U.L.Q. 497, 520-21, 536-37
(1995).

236. K.5.A. 1999 Supp. 17-7689, The statute defines *bankrupicy” as
a term of art to mean any of the events listed. /d. 17-7663(h).

237. 1d. 17-7689, -76,112(a), (b)(1), (2).

238. Id. 17-76,115. See id. 17-76,112(a), (b)(1), (2). An exception is
made in cases in which the deceased or incompetent member is the
only member of the LLC, In such a case, the member’s personal
representative is vested with the management rights of a member. Jd.
17-76,115.

239. Like expulsion, dissolution of a member is indirectly adverted
to as an event that normally will not cause dissolution and winding up

B. Management

The
1. Management by termination of
Members an estate or
trust that is a
a. Internal Matters member, and
| h ded ihe
Unless otherwise provided in an .
operating agreement, management of dissolution Of
a Kansas LLC is vested in its members a business
in proportion to their then current izati
interests in profits, with the vote of a organizaiion
majority of such interests being neces- thatis a
sary for action.?? The default rule for
authorization of transactions that are member are
not in the ordinary course of business,  HOt expressly
however, is a majority in number of
the members.**3 covered by the
KRLLCA.
b. Members as
Agents

Prior law constituted each member of a member-man-
aged LLC an agent of the LLC for purposes of its business.
As such, each member had power to bind the LLC by any
act for apparently carrying on the business in the usual
way, unless the member in fact lacked authority and the
person with whom the member was dealing had knowl-
edge of the member’s lack of authority.?" On the other
hand, an act that was not for apparently carrying on the
business in the usual way did not bind the LLC unless
properly authorized, which, unless otherwise provided by
the articles of organization or operating agreement,
required the approval of a majority in number of the other
members.?> Thus, under prior law, four things were clear:
(i) the statute itself gave each member authority to bind the
LLC in transactions in the ordinary course of business;
(ii) such authority could be restricted by some proportion
of the other members; (iii) such a restriction would be inef-
fective with respect to a third party unless the third party

of the LLC. See id. 17-76,116(b).

240. Id. 17-76,112(a), (b)(1), (2), (d), (D.

241, Id 17-76,112(b)3). A similar result would be reached in the
case of a person who is a member by virtue of being the personal
representative of an estate or trustee of a trust that terminates.

242, Id. 17-7693(a). Profits are allocated among the members as
provided in the operating agreement. If the operating agreement is
silent, profits are allocated on the basis of capital contributions. /d. 17-
76,101, Although section 17-7693(a) does not expressly require it, it is
possible that a majority in profits interest of each class or group of
members will be required if an LLC has more than one class or group
of members. See id. 17-7663(j). The constructional problem is that
section 17-7693(a) does not precisely use the phrase “majority in
interest.”

243. Id. 17-7693(c). See text at notes 141-74, supra, for a discussion
of members’ meetings, voting, and related matters.

244. K.S.A. 17-7614(b) (repealed 2000).

245. Id. 17-7614(d) (repealed 2000).
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knew of the restriction; and (iv) transactions not in the
ordinary course of business required an affirmative confer-
ral of actual authority by some proportion of the other

members.
An LIC’s Unfortunately, the KRLLCA repre-
sents a step backward. It states that,
opemting unless otherwise provided in an oper-
agreement ating agreement, each member in a
member-managed LLC has authority to
maypmvide bind the LLC.*® At least this overly
fOl‘ broad statement is qualified as to
nen transactions not in the ordinary course
manag b of business. As to such transactions,
in whole orin  the KRLLCA continues, almost verba-
part, by one tim, bthe .rule of prior law that autho-
rization is necessary and that, unless
or more otherwise provided in the articles of
managers. organization or operating agreement,

such authority must be granted by the
vote of a majority in number of the
other members.?” But what of transactions that are in the
ordinary course of business? Clearly, the members may
restrict each other’s authority inter se,**® but what is the
effect on third parties (point (iii), above)? In agency termi-
nology, the KRLLCA recognizes that a member’s actual
authority to carry on business in the usual way may be
restricted by the operating agreement, but it completely
neglects the question of apparent authority. Unless reme-
died by amendment, this change from prior law is sure to
foster litigation.?%

2. Management by Managers

a. In General

An LLC’s operating agreement may provide for manage-
ment, in whole or in part, by one or more managers.*® The
manager or managers may, but are not required to be
members.?”! The managers will manage the business, hold
the offices, and have the responsibilities as provided in the
operating agreement.?? Thus, it is possible under the
KRLLCA for an LLC to have a management structure that,
among other things, resembles a general partnership with

246, K.S.A. 1999 Supp. 17-7693(a) (repealed 2000).

247, Id. 17-7693(c). The references to articles of organization are not
in keeping with the remainder of the statute. They may be an
inadvertent carryover from prior law.

248. Id. 17-7693(a).

249, At present, the issue would be resolved by analogy to agency
law, to which reference would be made under id. 17-76,135.
RESTATEMENT (THIRD) OF AGENCY § 2.03 (Tent. Draft No. 1 2000)
succinctly provides as follows:

A nt authority is the power to affect a principal’s legal rela-
tigggr:rlth third ptzl’nies he‘l):ll by an agent orpmhelp actor, gwhen. a
third party reasonably believes the actor has authority to act on
behalf of the principal and that belief is traceable to the princi-
pal's manifestations. When an agent holds a position within an
organization, or has been placed in charge of a transaction or sit-
uation, a third party acts reasonably in believing that the agent
has authority to do acts consistent with the position the agent
occupies absent knowledge of circumstances that would lead a
reasonable third party to inquire into the existence, extent, or
nature of the agent’s authority.
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one or more managing partners, a limited partnership, or a
corporation.

b. Admission, Resignation, Removal

Continuing the philosophy of prior law,?** the KRLLCA
mandates little about the selection of managers. It merely
requires that they be chosen by the members, and leaves
the method and frequency of selection to the operating
agreement.”* Thus, a person may be named as manager in
the operating agreement or designated as manager pur-
suant to any other procedure provided for in the operating
agreement, including but not limited to annual election by
the members.?>

Similarly, a manager will cease to be such as provided in
the operating agreement.?*® Failure to be reelected or reap-
pointed, resignation, removal, and death are obvious candi-
dates. With specific reference to resignation, the KRLLCA
provides that a manager may resign at the time or upon the
occurrence of events specified in, and in accordance with
the operating agreement.?” It goes on to state that the
operating agreement may prohibit resignation, but that,
notwithstanding such a prohibition, a manager will retain
the power to resign by giving written notice to the mem-
bers and other managers.”™ In cases in which a manager’s
resignation violates the operating agreement, the LLC may
recover damages for breach of contract from the manager
and offset the amount of the damages against any distribu-
tion due the manager.*®

Any member or manager may bring an action in the dis-
trict court to determine the validity of any admission, elec-
tion, appointment, removal, or resignation of a manager. In
such an action, the court may determine the right of any
person to become or to continue to serve as manager, and
may resolve conflicting claims to a particular manager’s
position, %

c. Internal Matters

If an operating agreement provides for management, in
whole or in part, by managers, it also may provide for
classes or groups of managers with such relative rights,
powers, and duties as it may specify. In addition, the oper-
ating agreement may provide for creation in the future of

250. K.S.A. 1999 Supp. 17-7693(a).

251. See id. 17-7694. A person who is both a manager and a member
will have the rights and powers, and be subject to the restrictions and
liabilities of a manager. Except as provided in the operating agreement,
the manager also will have the rights and powers, and be subject to
the restrictions and liabilities of a member, to the extent of the
manager's participation in the LLC as a member.

252. 1d. 17-7693(a).

253. See K.S.A. 17-7612 (repealed 2000).

254, K.S.A. 1999 Supp. 17-7693(a).

255. Id. 17-7663(k), -7692.

256. 1d. 17-7693(a).

257. Id. 17-76,105.

258. Id. No time frame is specified for the giving of notice.

259. Id.

260. Id. 17-7671(a).



additional classes or groups of managers, including those
with rights, powers, and duties senior to those of existing
managers, !

The operating agreement is also the primary source of
the voting rights of managers. It may grant to all, or to cer-
tain identified managers, or to specified classes or groups
of managers, the right to vote on any matter. Such right to
vote may be exercisable separately, or with all or any class
or group of managers or members.?> The operating agree-
ment may structure manager voting on a per capita, num-
ber, financial interest, class, group, or any other basis. In
the unlikely event that an operating agreement calls for
management by managers but is silent as to the manner of
voting, the KRLLCA provides for per capita voting.*%3

If an LLC's operating agreement provides for multiple
managers with voting rights, it also may contain whatever
provisions as may be desired pertaining to notice of meet-
ings, waiver of notice, record date, quorum requirements,
proxy voting, action by written consent, or any other matter
regarding voting.?** Unless the operating agreement pro-
vides otherwise, proxy voting by managers is permitted,
and managers may act by written consent without a meet-
ing if the consent or consents are signed by managers hav-
ing not less than the minimum number of votes necessary
to take the action at a2 meeting.?®® The KRLLCA affirmatively
provides that written waiver of notice is equivalent to the
giving of notice.*®

Thus, although it is clear that the KRLLCA contemplates
meetings of managers, absent a mandate in the operating
agreement it does not require that managers only act col-
lectively at meetings in the way in which corporate law
envisions that a board of directors should act. In fact, by
statutorily designating each manager an agent of the LLC,*"
the KRLLCA creates a clear distinction between managers
and corporate directors with regard to the exercise of man-
agerial power. .

In one final respect, however, the KRLLCA returns to the
corporate model in its treatment of an LLC's managers. Just
as corporate law extends shareholders’ inspection rights to
directors for any purpose reasonably related to their posi-
tions as directors,*® so too are managers given members’
inspection rights for any purpose reasonably related to their
positions as managers.*®”

d. Managers as Agents

As to external matters, the KRLLCA's provisions consist of

2061. Id. 17-7695(a).

262, Id. 17-7695(b).

263. Id. The statute, however, fails to provide a default rule for the
minimum number of votes necessary to take action. Compare K.S.A. 17-
6301(h) (director action by vote of majority of directors present at
meeting at which quorum present unless articles of incorporation or by-
laws require greater number),

264. K.5.A. 1999 Supp. 17-7695(c).

265. Id, 17-7695(d). See note 263, supra. Both of the default rules
mentioned in text are more liberal than analogous corporate law, which
makes no provision for proxy voting by directors and which requires
unanimity for director action by written consent. K.S.A, 17-6301(f).

266, K.S.A. 1999 Supp. 17-7695(e). Strangely, this provision is not
drafted as a default rule.

267. See id. 17-7693(a), (b)(2), discussed in text at notes 270-79, infra.

268. K.S.A, 17-6510(d).

one new sentence followed by a nearly verbatim reenact-
ment of prior law, The new sentence appears to give each
manager a carte blanche by stating, without limitation, that
unless the operating agreement provides otherwise, each
manager has authority to bind the LLC.?’* This general
proposition is then immediately constrained by the
KRLLCA's replication of two precepts

from prior law. First, if an LLC's arti- The operating
cles of organization provide for man-
agement by managers,*’! every man- agreement
ager is an agent with the ability to may structure
bind the LLC to any transaction that
constitutes carrying on in the usual manager
way the business or affairs of the LLC, voting on a
unless in fact the manager has no
authority to act and the third party has per capita,
knowledge that the manager lacks number,
% TR A
authority.””? Second, an act of a man ﬁnancial

ager that does not constitute appar-
ently carrying on the business in the
usual way is not binding unless actu-
ally authorized pursuant to the articles
of organization or operating agree-
ment. Unless otherwise provided in
the articles or operating agreement,
such authority must flow from a majority in number of the
members, not the managers.?”?

Note that the first of these two precepts is conditioned on
management structure being stated in the articles of organi-
zation, while the second is not. Thus, if management is
vested in managers pursuant to the operating agreement
rather than the articles of organization,”* the statutory
agency power of the managers will be the same as that of
members in a member-managed LLC.>”> That is, they will
have authority, due solely to their position, to bind the LLC
except as to transactions not in the ordinary course of busi-
ness.”’® This authority can be restricted internally by the
operating agreement,”” but the effect on third parties will
be left unresolved by the statute, as it would not have been
if the articles of organization had been the document to
vest management in the managers.””® This seems an odd
result, given that the KRLLCA does not require the articles
to contain information regarding management structure.?”

The KRLLCA's statutory scheme creates another anomaly
as well. Once again, if the articles of organization provide
for management by managers, the statute states that no
member, acting solely as a member, has even the status of

interest, class,
group, or any
other basis.

269. K.S.A. 1999 Supp. 17-7690(b).

270. Id. 17-7693(a).

271. Note that the articles of organization are no longer required to
state the LLC's management structure. See fd. 17-7673(a); text at notes
274-84, infra, for further discussion of this point.

272. K.S.A. 1999 Supp. 17-7693(b)(2). Compare K.S.A. 17-7614(c)(2)
(repealed 2000).

273. K.5.A. 1999 Supp. 17-7693(c). Compare K.5.A. 17-7614(d)
(repealed 2000).

274. See K.S.A. 1999 Supp. 17-7693(a). This is the general rule.

275. See text at notes 246-49, supra.

276. K.S.A. 1999 Supp. 17-7693(a),(c).

277. Id. 17-7693(a).

278. Id. 17-7693(b)(2).

279. See id. 17-7673(a).
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an agent of the LLC.?® Under this provision, which is
another carryover from prior law,?! no member, as such,
has any statutory power whatsoever to act for a manager-

managed LLC, even as to ordinary

Unless the matters.”®? On the other hand, if the
articles of organization are silent

operating regarding management, and it is the
agreement operating agreement that vests man-
agement in managers, this provision is

pmvides inapplicable. This does not mean,
otherwise, however, that the members will be
memb agents with power to bind the LLC.
ers; as On the contrary, the KRLLCA in the
such, will first instance only gives members
authority to bind the LLC if the LLC is

never bave member-managed. If the LLC has man-
authority to agers, the plenary grant of authority to
bind a members is simply inapplicable, and it
does not matter whether the manage-

manager- ment structure was created in the arti-
managed LLC.  cles of organization or in the operating

agreement.*%

It is possible that the condition that
management structure appear in the articles of organization
was an attempt by the drafters to give the public at least
constructive notice that the business was managed by man-
agers before completely withdrawing agency status from
the members. If so, the attempt was ill-conceived®* and ill-
executed. Unless the operating agreement provides other-
wise, members, as such, will never have authority to bind a
manager-managed LLC. Therefore, third parties will always
have the burden of verifying management structure, a bur-
den that cannot be satisfied merely by checking the public
record.

3. Delegation

Regardless of whether an LLC is being managed by its
members, by managers, or in part by members and in part
by managers, the KRLLCA broadly authorizes delegation of

280, Id. 17-7693(b)(1).

281. See K.S.A. 17-7614(c)(1) (repealed 2000).

282, The question is not one of restricting the authority of a person
otherwise an agent to conduct ordinary business on behalf of the LLC.
Rather, the statute itself completely withdraws agency status from
members in a manager-managed LLC.

283. K.S.A. 1999 Supp. 17-7693(a). It might be argued that members
in a manager-managed LLC do have an agent's power to bind the LLC
if the management structure is stated only in the operating agreement
and not also in the articles of organization. The argument would be
based on two premises. First, that the KRLLCA is not intended to be
preemptive; that it is not the sole source of a member's agency power.
Second, that “authority” in section 17-7693(a) is used in the strict
agency law sense of actual authority as between the members, and is
not intended to encompass apparent authority as between the LLC and
third parties. If one accepts both of these premises, it is possible to
conclude that a member might have common law apparent authority
to bind a manager-managed LLC, at least as to transactions in the
ordinary course of business, unless the management structure is set
forth in the articles of organization such that section 17-7693(b)(1)
would be triggered.

284. The attempt, if there was one, was ill-conceived because,
unlike prior law, management structure under the KRLLCA still is not a
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managerial rights and powers to other persons, including
but not limited to agents, officers, and employees of a
member, manager, or the LLC.*® Unless otherwise provided
in the operating agreement, such delegation is permissible
and may be accomplished, among other ways, by a man-
agement or other agreement. Unless the operating agree-
ment provides otherwise, such delegation also will not
cause the delegating member or manager to cease to be
such.*

4. Fiduciary Duties

Fiduciary duties are status-based duties that the law
superimposes on parties’ relationships totally apart from
whatever else they may have contracted for. The law of
fiduciary duties historically has been judge-made, although
legislatures seem inclined to act in this area with increasing
frequency.®® Perhaps the most striking example of this
trend is the Kansas Revised Uniform Partnership Act, which
completely and preemptively codifies partners’ fiduciary
duties.” The KRLLCA, however, follows the opposite tack.
After stating its policy of freedom of contract with specific
reference to the operating agreement, it provides that to the
extent that a member, manager, or other person has fidu-
ciary duties, those duties may be expanded or restricted by
the operating agreement. Moreover, good faith reliance on
the operating agreement will be a defense to the imposition
of liability.”® Thus, the KRLLCA does not take a firm stand
on whether fiduciary duties even exist in the context of an
LLC, much less their nature and scope.

Nevertheless, it seems fairly clear that the judiciary will
recognize the existence of fiduciary relationships in Kansas
LLCs. The essence of a fiduciary relationship is a situation
in which a person transacts business or handles money or
other property, not primarily for his or her own benefit, but
for the benefit of another. It is a relationship that involves
discretionary authority on the part of the fiduciary and
dependency and reliance on the part of the beneficiary.**

The relative youth of LLCs as a form of business organi-
zation means that there is no well established body of case

required item in the articles of organization. Id. 17-7673(a). Id.
17-7693(b) provides that certain consequences will follow if the articles
ves! management in managers, but even this section does not require
inclusion. Therefore, inclusion would not result in binding constructive
notice to anyone. Id. 17-7679. More to the point, notice is simply
irrelevant, If members are not agents of an LLC, they completely lack
statutory power to bind the LLC. There is no requirement in the statute
that anyone have notice, actual or constructive, of this fact,

285. Id. 17-7698,

286. Id.

287 See, e.g., id. 17-6002(b)(8) (providing that articles of
incorporation may limit or eliminate liability of director for monetary
damages for breach of duty of care); K.5.A. 17-6304 (stating
circumstances under which contract or transaction between
corporation and director or officer will not be void or voidable solely
on basis of conflict of interest).

288. K.S.A. 1999 Supp. 56a-404. See also UNIFORM LIMITED LIABILITY
Company Act § 409 (1995) (codifying exclusive fiduciary duties of
members and managers of LLCs).

289. K.S.A. 1999 Supp. 17-76,134(b), (¢).

290. See, e.g., Denison State Bank v. Madeira, 230 Kan. 684, 640 P.2d
1235 (1982); RESTATEMENT (SECOND) OF AGENCY § 13 & cmt. a (1958).



law, in Kansas or elsewhere, dealing with fiduciary obliga-
tions. However, such a body of law is beginning to
develop, and is doing so by analogy to the fiduciary princi-
ples applicable to general partnerships, limited partner-
ships, and corporations.*"

Traditionally, partners of general partnerships have been
held to occupy a fiduciary relationship with respect to their
copartners and the firm. The reasons are straightforward.
Unless otherwise agreed, each partner has an equal right to
participate in management of the business, with differences
of opinion as to matters in the ordinary course of business
being decided by majority vote.*® Thus, in managing the
business, each partner acts not only for himself or herself,
but also for the benefit of his or her copartners--the ear-
mark of a fiduciary relationship. Even if, by agreement,
management power has been delegated to one or only a
few of the partners, every partner, by law, remains an agent
of the partnership with power to bind it to transactions in
the ordinary course of business with third parties.?? As
such, the reasons that underlie the fiduciary status of agents
apply equally to general partners,**

Not surprisingly, the fiduciary status of partners in a gen-
eral partnership carries over to general partners in a limited
partnership.®” In fact, the duties of a general partner in a
limited partnership may be even stricter than those applica-
ble to a partner in a general partnership because of the typ-
ically passive and dependent role of the limited partners.?*
On the other hand, for this same reason, limited partners
ordinarily are not subject to fiduciary duties.?””

Corporate law also reflects the general proposition that
those who act in a representative or managerial capacity,
and who therefore exercise discretionary authority over the
property of others, occupy a fiduciary relationship to those
whose property they control. Thus, corporate directors and
officers consistently have been held to be fiduciaries of
their corporation, and in modern times, also of its share-
holders.?”® Conversely, shareholders, as such, traditionally
have not been regarded as fiduciaries because, when acting
solely as shareholders, they act as owners and not in a
managerial, representative capacity.*”

This brief summary of partnership and corporate law sug-
gests how fiduciary duties might be applied to members
and managers of LLCs. If the LLC is member-managed, all
members would be agents of the LLC and would occupy a
fiduciary relationship to the LLC and to each other similar

291. See generally 1 Lagry E, RIBSTEIN & ROBERT R, KEATINGE,
RIBSTEIN AND KEATINGE ON LIMITED LiaBILITY CoMPANIES ch. 9 (1998),

292, K.S.A. 1999 Supp. 56a-401(D), (j).

293, Id. 56a-301(a).

294. REviSED UNIrorM PARTNERSHIP Act § 404, cmt. 1 (1996) (“the
law of partnership reflects the broader law of principal and agent,
under which every agent is a fiduciary"); Denison State Bank v.
Madeira, 230 Kan. 684, 640 P.2d 1235 (1982) (agency is a fiduciary
relationship).

205, See K.S.A. 56-1a253(a), (¢); Newton v. Hornblower, Inc., 224
Kan. 506, 582 P.2d 1136 (1978).

296. 2 Aran R. BROMBERG & LARRY E, RIBSTEIN, BROMBERG AND
RIBSTEIN ON PARTNERSHIP § 6.07(a)(3) (1998).

297. In re Villa West Assocs., 193 B.R. 587, 592-94 (D. Kan. 1996); 1
Larry E. RIBSTEIN & ROBERT R. KEATINGE, RIBSTEIN AND KEATINGE ON
LiMiTED LIABILITY COMPANIES § 9.09 at 9-32 (1998),

208. Oberbelman v. Barnes Investment Corp., 236 Kan, 335, 690 P.2d
1343 (1984); Blakesley v. Jobnson, 227 Kan, 495, 608 P.2d 908 (1980);

to that of partners in a general partnership. If exclusive
management power is vested in managers, the managers
(whether or not they also are members) would be subject
to fiduciary duties akin to those of cor-

porate officers and directors or general The relative
partners of limited partnerships. The

nonmanaging members, whose posi- youtb OfI.LCS
tion is analogous to that of sharehold- as aform Of
ers or limited partners, generally

would not be subject to fiduciary business
obligations. If the LLC has adopted a  organization
hybrid structure, L{nder wlllc}"l it ha.s means that
managers but certain managerial deci-

sions are reserved to the members at there is no
large, each group would be subject to well
fiduciary responsibility within the i
sphere of its managerial authority. This established
is the general approach taken by the bo e
drafters of the Uniform Limited dy ofcas
Liability Company Act*® and which law, in
may, over time, recommend itself to Kansas or
the Kansas courts.

To the extent the courts do recog- elsewbere,
nize fiduciary obligations in t.he con- dealing with
text of Kansas LLCs, two provisions of b
the KRLLCA remain to be considered. ﬁducm’y
The first of these relates to the duty of Obh’gﬂﬁﬂﬂ&‘.

care, and closely tracks its corporate
law counterpart. It protects a member
or manager who relies in good faith on the LLC’s records
and on other information, opinions, reports, or statements
presented to the LLC by any of its other members, man-
agers, officers, employees, or committees, or by any other
person who has been selected with reasonable care, as to
matters the member or manager reasonably believes are
within the person’s professional or expert competence.?’
This protection specifically extends to good faith reliance
on financial information affecting the legality of distribu-
tions by the LLC to members.*%?

Newton v, Hornblower, Inc., 224 Kan. 506, 582 P.2d 1136 (1978);
Sampson v. Hunt, 222 Kan. 268, 564 P.2d 489 (1977).

299. See Ritchie v. McGrath, 1 Kan. App. 2d 481, 571 P.2d 17, rev.
denied, 222 Kan. 749 (1977). Recently, fiduciary obligations have been
extended to controlling shareholders in transactions with the
corporation or directly with minority shareholders, because of the
potential for oppression, or at least unfair dealing, that control carries
with it. Eg., Kabn v. Lynch Communication Systems, Inc., 638 A.2d
1110 (Del. 1994).

300. See UNiFORM LIMITED LiaBiLiTy CoMPANY AcT § 409 (1995);
Wayne M. Gazur, The Limited Liability Company Experiment: Unlimited
Flexibility, Uncertain Role, 58 Law & CoNTEMP. ProBs, 135, 156-59
(1995).

301. K.S.A. 1999 Supp. 17-7697. Compare K.S.A. 17-6301(e) (reliance
by corporate directors).

302. K.S.A. 1999 Supp. 17-7697. See id. 17-76,110, discussed in text
at notes 329-30, infra.
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The second provision is section 17-7669, which reads as
follows:

Except as provided in an operating agreement, a
member or manager may lend money to, borrow
money from, act as a surety, guarantor or endorser
for, guarantee or assume one or more obligations
of, provide collateral for, and transact other busi-
ness with, a limited liability company and, subject
to other applicable law, has the same rights and
obligations with respect to any such matter as a
person who is not a member or manager.3”

On its face, this language might be read to validate one
of the most serious conflict of interest situations—a contract
or transaction between a fiduciary and a beneficiary.
Whether the applicable law is that of agency,®™ partner-
ship,?®® or corporations,®® these transactions are always
viewed with suspicion. If one understands the historical
derivation of section 17-7669, it becomes clear that it is not
intended to be an across-the-board validation of such self-
dealing contracts and transactions. Rather, its purpose is
altogether different.

The first incarnation of this language appeared in section
13 of the original Uniform Limited Partnership Act (1916),*”
which provided that a limited partner could loan money to
and transact other business with the limited partnership
and, with respect to resulting claims, share with general
creditors a pro rata portion of the partnership’s assets.
Section 13 also contained a special fraudulent conveyance
provision applicable to transactions between a limited part-
ner and the limited partnership. Thus, its focus was not on
the internal relationship between a limited partner and the
limited partnership, but on the external relationship
between the limited partner and third party creditors of the
limited partnership.

The Revised Uniform Limited Partnership Act (1985) con-
tains an updated version of section 13 in section 107, as
follows:

Except as provided in the partnership agreement, a
partner may lend money to and transact other busi-
ness with the limited partnership and, subject to
other applicable law, has the same rights and
obligations with respect thereto as a person who is
not a partner.’*®

Although this language is more general than that of section
13, the exclusive focus remains the relationship between
the contracting partner and outside creditors. Thus, the
drafters explain that the special fraudulent conveyance pro-
vision was deleted but that the rights of the contracting

303. K.S.A. 1999 Supp. 17-7669.

304. See RESTATEMENT (SECOND) OF AGENCY §§ 389-92 (1958),

305. See K.S.A. 1999 Supp. 56a-404(b)(2); K.S.A. 56-1a253(a), (c).

306. See K.S.A. 17-6304; Oberbelman v. Barnes Investment Corp., 236
Kan. 335, 690 P.2d 1343 (1984).

307. UniForM LIMITED PARTNERSHIP AcT § 13 (1916); 1967 Kan. Sess.
Laws, ch. 302, § 13 (repealed 1983, effective 1986).

308. Revisep UNirorM LIMITED PARTNERSHIP AcT § 107 (1985); K.S.A.
56-1a107. Substantially the same language appeared in the KLLCA. See
K.S.A, 17-7613 (repealed 2000).
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partner were made subject to other applicable law, such as
the state’s general fraudulent conveyance law and the equi-
table subordination doctrine developed under federal bank-
ruptey law. 3%

Delaware adopted this version of section 107 when it
enacted the Revised Uniform Limited Partnership Act in
1982319 In 1988 Delaware amended its provision to permit
a partner also to “borrow money from, act as a surety,
guarantor or endorser for, guarantee or assume one or
more specific obligations of, [and] provide collateral for” a
limited partnership.?'! This language, with appropriate
modifications, became part of the DLLCA** which is the
model for the KRLLCA. Nowhere in this history is there any
suggestion that these provisions were intended to insulate
fiduciary self-dealing from judicial scrutiny.

5. Indemnification

Prior law provided that an LLC could indemnify mem-
bers, managers, and others to the same extent that a corpo-
ration could indemnify directors, officers, employees, or
agents against actual and reasonable expenses incurred in
connection with the defense of any civil or criminal action,
suit or proceeding in which the member or manager was a
party.3’3 This provision merely gave the LLC power to
indemnify; it did not require indemnification. Any right to
be indemnified had to appear in the operating agreement
or be authorized by the vote of the members or managers
in a specific case.

The KRLLCA expands indemnification in two significant
respects. First, it provides that, subject to any standards or
restrictions contained in the operating agreement, an LLC
has power to indemnify and hold harmless members, man-
agers, and others from and against any and all claims and
demands whatsoever.?¥ This is exceedingly broad language
that would cover any sort of liability incurred by a member,
manager, or other person, whether or not in the ordinary
course of the LLC’s business, and whether or not litigation
had been commenced. As was true under prior law, no
right to indemnification is created by this provision. Rather,
it simply authorizes the parties, in the broadest possible
terms, to strike their own bargain in the operating agree-
ment.

The KRLLCA does, however, also create a right to indem-
nification. Parroting corporate law, it states that, to the
extent 2 member, manager, officer, employee, or agent has
been successful, on the merits or otherwise, in defense of
any action, suit, or proceeding, or any issue or matter
therein, such person must be indemnified against actual
and reasonable litigation expenses, including attorney
fees 31

309. REVISED UNIFORM LIMITED PARTNERSHIP AcT § 107 cmt. (1985).

310. 63 Del. Laws, ch. 420, § 1 (1982).

311. 66 Del, Laws, ch. 316, § 5 (1988), codified at DeL. CoDE ANN..
tit. 6, § 17-107 (1999).

312. DEL. CoDE ANN, tit. 6, § 18-107 (1999).

313. 1998 Kan. Sess. Laws, ch. 121, § 6 (repealed 2000).

314, K.5.A. 1999 Supp. 17-7670(a).

315.1d, 17-7670(b). Compare K.S.A. 17-6305(c) (mandatory
indemnification of corporate directors, officers, employees, and
agents).



C. Profits, Losses and Distributions

1. Allocation

Allocation of profits and losses on the books of an LLC
and allocation of actual distributions of cash or other assets
both are governed by the operating agreement.?'® In the
unlikely event that the operating agreement is silent as to
either or both of these matters, allocation will be on the
basis of the agreed value (as reflected in the LLC’s records)
of each member’s capital contribution to the extent that the
contribution has been received by the LLC and not previ-
ously returned to the member.?"” This default rule repre-
sents a change from prior law, which provided for equal
allocation in the absence of an agreement to the con-
trary. 318

2. Interim Distributions

The question of how distributions are allocated among
members, and among classes or groups of members, is dif-
ferent than the question whether a distribution, in fact, will
be made. The latter is 2 management question that should
be addressed in the operating agreement.”"” Absent specific
provision in the operating agreement, members' draws or
other interim distributions will be subject to whatever inter-
nal management structure governs ordinary business mat-
ters.

Unless the operating agreement provides otherwise, a
member cannot demand that a distribution of assets be
made in kind rather than in cash, and this remains true
even if the member contributed particular property to the
LLC.>® Conversely, unless the operating agreement affirma-
tively permits it, a member also cannot be forced to accept
a disproportionate distribution in kind, i.e., one in which
the percentage of the asset distributed to the member
exceeds the percentage in which the member shares in dis-
tributions generally. On the other hand, unless the operat-
ing agreement prevents it, a member may be compelled to
accept an in kind distribution to the extent it is not dispro-
portionate 32!

Subject to provisions of the KRLLCA designed to preserve
the distinction between equity and debt,*** and unless oth-
erwise provided in the operating agreement, a member has
the status of, and is entitled to all remedies available to, a
creditor of the LLC with respect to accrued but unpaid dis-
tributions. ¥

316. K.S.A. 1999 Supp. 17-76,101, -76,102. Recall that unless the
operating agreement provides otherwise, members’ voting power is
allocated in accordance with profits. Id. 17-7663(j), -7687(d), (e), -
7693(a).

317. Id. 17-76,101, -76,102. This default rule is especially significant
for those who become members without making a contribution. See id.
17-7686(¢). The operating agreement may set a record date for
allocations and distributions. Id. 17-76,109.

318. K.S.A. 17-7615(b), (¢) (repealed 2000).

319. K.S.A. 1999 Supp. 17-76,104.

320. Id. 17-76,108.

321. Id.

322. See id. 17-76,110, -76,119,

323. Id. 17-76,109,

324, See text at notes 227-32, supra.

325. K.S.A. 1999 Supp. 17-76,107.

3. Distribution Upon Dissociation

As had already been noted,**' a member who resigns or
otherwise becomes dissociated from an LLC has only the
distribution rights granted by the operating agreement.
There is no statutory default right to return of the member's
capital contribution, to the fair value of the member's LLC
interest, or to any other amount.?” The KRLLCA thus con-
tinues a trend away from easy withdrawal of members’
investments begun in 1997.3% While, absent advance plan-
ning for a buyout, this renders members’ interests highly
illiquid, it serves the need of the typical closely-held LLC
for a predictable capital base. It also helps preserve valua-
tion discounts for purposes of federal transfer taxation in
the case of family-owned LLCs.3%”

If an operating agreement does call for a distribution
upon dissociation of a member, any such distribution is
subject to the other provisions of the KRLLCA that apply to
distributions generally 3%

4. Limitation on Distributions

An LLC may make distributions to its members only to
the extent that the fair value of its assets exceeds its liabili-
ties. For purposes of this computation, nonrecourse liabili-
ties and liabilities to members with respect to their LLC
interests are disregarded. Property subject to a nonrecourse
liability is included as an asset only to the extent that its fair
value exceeds the liability.’* A member who knowingly
receives a distribution in violation of this limitation will be
liable to the LLC for a period of three years for the amount
of the distribution. A member who did not know at the
time the distribution was made that it was wrongful will not
be liable.?* In this regard, the protection for good faith
reliance on financial information regarding the LLC's ability
lawfully to make distributions*! is especially significant.

Unless otherwise provided in an operating agreement, a
member’s obligation to return money or other property dis-
tributed in violation of the KRLLCA may be compromised
only by the unanimous consent of the other members.?*?
Even if such a compromise has occurred, the member theo-
retically will remain liable to a creditor who extended
credit to the LLC during the period the member’s obligation
to return the wrongful distribution was reflected in the
operating agreement, to the extent the creditor reasonably
relied on that obligation.’¥ Because an obligation to return

326. See K.S.A. 17-7616, as amended by 1997 Kan. Sess. Laws, ch,
55, § 1 (repealed 2000),

327. See LR.C. § 2704(bX3)(B); 1 Larry E. RipsTEIN & ROBERT R.
KEATINGE, RIBSTEIN AND KEATINGE ON LiMiTED LIABILITY COMPANIES §
18.13 at 18-30 (1998).

328. K.S.A. 1999 Supp, 17-76,107. See id. 17-76,108 to -76,110.

329. Id. 17-76,110(a).

330.1d. 17-76,110(b), (¢). “Knowledge” means actual, not
constructive knowledge. Id. 17-7663(¢). A member also may incur
liability under other laws, such as the Kansas Uniform Fraudulent
Transfer Act, id. 33-201 to -212. Unless otherwise agreed, however, no
liability will be subject to a statute of limitations longer than the three-
year statute provided in the KRLLCA. Jd. 17-76,110(b), (c).

331. See id. 17-7697.

332. Id. 17-76,100(b),

333. Id.
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a wrongful distribution will rarely, if ever, appear in an
operating agreement, the potential for liability under this
provision is de minimus.

D. Annual Reports

Every domestic LLC and every for-

Every eign LLC doing business in Kansas
domestic LLC  must file with the Secretary of State an
annual report, due at the same time as

and every the LLC's Kansas income tax return,
foreign LLC The report, on a form available from
. the Secretary of State’s office, must
d‘”"g state the name of the LLC and, if it is a

business in
Kansas must

domestic LLC, the name and address
of each member owning a 5% or
greater capital interest. A requirement

ﬁle with the that the report contain a reconciliation

of the members’ capital accounts for

Secretmy Of the previous tax year was deleted in

State an 2000.3** The report must be accompa-

nied by the LLC’s franchise tax, which

annual report, is assessed in the amount of §1 per

due at the $1,000 of net capital accounts located

: or used in Kansas, but in no event less

SEINE ”',ne oS than $20 or more than $2,500. The

the LLC’s actual amount of franchise tax paid by

Kansas any LLC is required to be kept confi-
dential by the Secretary of State.>®

income tax Failure to file an annual report or to

return. pay the franchise tax when due will

result in the assessment of a §75

penalty.3* If the failure persists for 90
days, the LLC’s articles of organization (if domestic) or
authority to do business in Kansas (if foreign) will be for-
feited.? In such a case, the LLC may be reinstated by filing
with the Secretary of State a certificate of reinstatement and
paying all fees, taxes, and penalties due. A reinstatement is
retroactive to the date of forfeiture, and the LLC may
resume its business as though forfeiture had never
occurred.3®

E. Derivative Actions

Prior law did not expressly permit a member to bring a
derivative action on behalf of an LLC. Following the lead of
the DLLCA3* and the Kansas Revised Uniform Limited
Partnership Act,*” the KRLLCA now authorizes a member

334. Id. 17-76,139(a), (b), as amended by 2000 Kan, Sess, Laws, ch,
172, § 4.

335, Id. 17-76,139(c), as amended by 2000 Kan. Sess. Laws, ch. 172,
§4.
336, Id. 17-7509, -76,139(d), as amended by 2000 Kan. Sess. Laws,
ch. 172, § 4.

337. K.S.A. 17-7510; K.S.A. 1999 Supp. 17-76,139(d), as amended by
2000 Kan. Sess. Laws, ch. 172, § 4.

338. K.S.A. 1999 Supp. 17-76,139(d), (e), as amended by 2000 Kan.
Sess, Laws, ch. 172, § 4.

339. See DEL, CoDE ANN. tit. 6, §§ 18-1001 to -1004 (1999).

340, See K.S.A. 56-1a551 to -1a554.

341, K.5.A, 1999 Supp. 17-76,130. Delaware extends the right to sue
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to bring an action in the right of an LLC to recover a judg-
ment in its favor.?! This form of action, which has long
been known to the corporate law,**? may be especially use-
ful when an LLC's management is centralized in one or
more managers.

Derivative actions, by definition, are a minority remedy.
Therefore, in order to preserve both management and
democratic norms, a member’s derivative suit is authorized
only if the managers or members with authority to bring
the action have refused to do so, or if an effort to cause
them to bring the action is unlikely to succeed.*”® This pre-
condition is reinforced procedurally by the requirement
that the petition in a derivative action set forth with particu-
larity the effort of the plaintiff to secure initiation of the
action by a manager or member or the reasons for not
making the effort.3

A second procedural hurdle for the would-be derivative
plaintiff is the so-called contemporaneous ownership
rule.*¥> The KRLLCA's version of this rule, which is intended
to prevent speculation in litigation, states that the plaintiff
must be a member of the LLC at the time of bringing the
action and also must have been a member at the time of
the transaction about which the plaintiff is complaining.
Alternatively, the plaintiff's status as a member may have
devolved on the plaintiff by operation of law or pursuant to
the operating agreement from a person who was a member
at the time of the transaction, %

Finally, if a derivative action is successful, in whole or in
part, whether by way of judgment, compromise, or settle-
ment, the court has discretion to award the plaintiff reason-
able litigation expenses, including attorneys’ fees. The
award may be payable from the recovery in the action, if
any, or directly by the LLC.*

ll. ORGANIC CHANGES
A. Conversions

1. Conversion of Other Entity to LLC

Prior law provided a simplified procedure by which a
general or a limited partnership could convert into an LLC
without dissolving and reorganizing.’*® The KRLLCA
expands the types of “other entity” that may convert into a
Kansas LLC to include a business trust, real estate invest-
ment trust, common law trust, or any other unincorporated

derivatively to assignees of LLC interests. DEL. Cope ANN. tit. 6, §§ 18-
1001, -1002 (1999).

342. A brief sketch of the theory and history of shareholder
derivative actions appears in Ross v. Bernbard, 396 US. 531, 534-35
(1970),

343, K.S.A. 1999 Supp. 17-76,130.

344, Id. 17-76,132,

345, See, e.g., Fep. R. Civ. P. 23.1; K.5.A, 56-1a552, 60-223a.

346. K.S.A. 1999 Supp. 17-76,131.

347, Id. 17-76,133.

348, See 1996 Kan. Sess. Laws, ch. 135, § 6 (repealed 2000) for the
most recent version of this provision.




business, including a general partnership, limited partner-
ship, limited liability partnership, limited liability limited
partnership, or foreign limited liability company.?* The
conversion must be approved as provided in the other
entity’s organizational documents or by applicable law, as
the case may be.® It is accomplished by filing with the
Secretary of State a certificate of conversion and articles of
organization that comply with the KRLLCA, each of which
has been executed by one or more authorized persons.?!

The certificate of conversion must state: (a) the date on
which and jurisdiction in which the other entity was
formed, and if different, its jurisdiction immediately prior to
conversion; (b) the other entity’s name immediately prior to
conversion; (¢) the name of the LLC into which it is con-
verting; and (d) if the conversion is not to be immediately
effective, the future effective date or time (which may not
be later than 90 days after the filing date).** The conver-
sion is effective upon filing the certificate of conversion
and articles of organization with the Secretary of State or
upon the future effective date specified in those instru-
ments.

Upon effectiveness, the other entity is converted into a
Kansas LLC without the necessity of dissolving, winding up
its business, or liquidating and distributing its assets. Rather,
the other entity simply will continue in the form of an LLC,
the existence of which is retroactive to the original date of
formation of the other entity.’®® Notwithstanding this
retroactivity, the conversion will not affect any obligations
or liabilities of the other entity, or the personal liability of
any person, incurred prior to conversion.?!

When another entity is converted into an LLC, all rights,
powers, privileges, title to all property, debts due, and
causes of action belonging to the other entity are deemed
vested in the LLC. Similarly, all rights of creditors, liens,
debts, liabilities, and duties of the other entity continue
without impairment, attach to the LLC, and may be
enforced against it to the same extent as if incurred or con-
tracted by it.>*

2. Conversion of LLC to Other Entity

Going a step beyond prior law, the KRLLCA also permits
a Kansas LLC to convert into a domestic business trust, real
estate investment trust, common law trust, general partner-
ship, limited partnership, or limited liability partnership.3%
Such a conversion must be authorized as provided in the
LLC's operating agreement.”’ If the operating agreement
does not speak to authorization of a conversion, but con-
tains provisions governing authorization of a merger or
consolidation, then those provisions will control. If, how-

349. KS.A. 1999 Supp. 17-7684(a). Delaware includes corporations
among the other forms of business entity that may convert into an LLC.
See DeL. Cone ANN, tit, 6, § 18-214(a) (1999).

350, K.S.A. 1999 Supp. 17-7684(h).

351. Id. 17-7684(b),

352, Id. 17-7684(c).

353. Id. 17-7684(d), (g)

354. Id, 17-7684(e).

355, Id. 17-7684(P).

356. Id. 17-7685. Delaware also permits an LLC to convert into a
corporation. See DeL. Copg ANN, tit, 6, § 18-216 (1999),

ever, the operating agreement is silent with respect to both
conversions and mergers or consolidations, the conversion
must be authorized by a majority in profits interest of the
members, or if there is more than one class or group of
members, then by a majority in profits interest of each class
or group.*

Beyond specifying how a conversion must be authorized,
the KRLLCA does not detail the filing

and other procedures necessary to Prior law
accomplish conversion of an LLC into s
another entity. Such matters quite authorized a
properly are left to the law governing  domestic LLC
the other entity. Unfortunately, the
statutes, if any, governing the other to merge or
entities into which an LLC might con- consolidate
vert contain no reciprocal provi-
8 ./ : with or into
one or more
B. Mergers and Consolidations domestic or
Joreign LLCs.
1. Merger or The KRLLCA
Consolidation with roendiicaliass
Other LLCs
provisions
Prior law authorized a domestic LLC ~ with only two
to merge or consolidate with or into substantive
one or more domestic or foreign LLCs.
The KRLLCA reenacts these provisions additions

with only two substantive additions.3%

The first, and least important of these

additions, relates to an agreement of merger or consolida-
tion that is amended or terminated after its approval but
before the effective date of the corresponding certificate of
merger or consolidation. In such a situation the KRLLCA
makes provision for filing with the Secretary of State of a
certificate that amends or terminates the certificate of
merger or consolidation, so that the public record will
reflect accurately the business reality, !

The second change is a section expressly authorizing an
operating agreement or an agreement of merger or consoli-
dation to provide contractual appraisal rights in connection
with any merger or consolidation, amendment of the oper-
ating agreement, or sale of all or substantially all of the
LLC's assets.** Unlike corporate law, this provision does
not grant appraisal rights to dissenters? it merely autho-
rizes the parties to create their own contractual appraisal
rights. It does, however, eliminate any doubt about the pro-
priety of such rights in an operating agreement or agree-

357. An operating agreement may prohibit conversion of an LLC into
some other form of unincorporated business organization. See K.S.A.
1999 Supp. 17-7685.

358. Id. 17-7663()), -7685.

359. See K.S.A, & 1999 Supp. 17-2027 to -2038, 56-1a01 to -1a609,
56a-101 to -1305.

3%% Compare K.S.A. 17-7650 (repealed 2000) with K.5.A. 1999 Supp.
17-7681.

361. K.S.A. 1999 Supp. 17-7681(c).

362. Id. 17-7682.

363. See id. 17-6712,
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ment of merger or consolidation. It also specifically con-
firms jurisdiction in the district court to hear and determine
any matter relating to such appraisal rights.?**

2. Merger or Consolidation with Other
Business Entities

Since 1995, Kansas law has contained specific and sepa-
rate provisions authorizing and governing a merger or con-
solidation involving a domestic LLC and one or more other
domestic or foreign business entities at least one of which
is not an LLC.3% These provisions are unaffected by the
KRLLCA.

IV. DISSOLUTION AND WINDING UP
A. Causes of Dissolution

1. Nonjudicial Dissolution

An LLC is dissolved and its affairs must be wound up
upon the first to occur of the following: (a) at the time
specified in the operating agreement (if no time is speci-
fied, the LLC will have perpetual existence);*® (b) upon the
happening of events specified in the operating agreement;
(c) unless otherwise provided in the operating agreement,
upon the written consent of a majority in profits interest of
the members, or if there is more than one class or group of
members, then a majority in profits interest of each class or
group; (d) at any time there are no members, except that,
unless otherwise provided in the operating agreement, the
LLC is not dissolved if, within 90 days (or such other period
provided in the operating agreement) after the event that
terminated the membership of the last remaining member,
that member's personal representative agrees in writing to
continue the LLC and to the admission of the personal rep-
resentative or his or her nominee as a member of the LLC,
retroactively effective as of the event that terminated the
membership of the last remaining member.3%7

Continuing a provision added to the prior law in
1998,3%% the KRLLCA states affirmatively that, unless other-
wise provided in the operating agreement, the death, retire-
ment, expulsion, bankruptcy, dissolution, or occurrence of
any other event that terminates the membership of any
member will not cause the dissolution and winding up of
an LLC. Rather, the LLC will continue unless, within 90 days
after the event, a majority in profits interest of the mem-
bers, or if there is more than one class or group of mem-
bers, then a majority in profits interest of each class or
group, agree in writing to dissolve the LLC.3%

364. Id. 17-7682.

365, 1995 Kan, Sess. Laws, ch. 245, §§ 5-13, codified at K.S.A, & 1999
Supp. 17-7701 to -7709.

366. As the rest of the provision makes clear, “perpetual” is used in
the sense of indefinite rather than in the sense of eternal.

367. K.S.A. 1999 Supp. 17-76,116(a)(1D-(4). Id, 17-76,115 provides
that the personal representative of the last remaining member has a
statutory right to participate in management as a member,

368, 1998 Kan. Sess. Laws, ch. 36, § 3 (repealed 2000),

369. K.S.A. 1999 Supp. 17-76,116(b). The only significant difference
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2. Judicial Dissolution

An LLC also may be dissolved by a decree of the district
court in two very different kinds of circumstances at the
instance of two very different kinds of petitioners.”” The
first is simply a reenactment of prior law, and involves suit
by the Attorney General to dissolve involuntarily an LLC
that is abusing its franchise in any of several ways.?”! The
second borrows three pages from corporate law to create a
truly innovative LLC dissolution provision.*’?

Recall that unless the operating agreement specifies the
time at which or events upon the happening of which an
LLC will dissolve, dissolution normally will require agree-
ment among the holders of at least a majority of the profits
interest in the business.’” If ownership is equally divided,
deadlocks may develop with respect to both management
of the business and the advisability of dissolution, If these
deadlocks cannot be resolved the business will stagnate
and may well eventually founder, to the detriment of all
concerned,

It is to this type of situation that section 17-76,117(b) is
directed. It requires that an LLC's business be suffering or at
least be threatened with irreparable injury because the
members or managers are so deadlocked with respect to
management that the vote necessary for action cannot be
obtained and the members cannot terminate the deadlock.
In such a case any member or members owning in the
aggregate 25 percent or more of the outstanding interests in
either capital or profits may file a petition with the district
court requesting dissolution and distribution of the LLC’s
assets in accordance with a plan to be agreed on by the
members, or failing agreement, as determined by the court.
The petition must be accompanied by a proposed plan of
dissolution and distribution along with a certificate stating
that copies of the petition and plan were furnished to the
other members at least 30 days before the petition was
filed, and that members having the vote required for disso-
lution have failed or refused to agree to the plan. Unless
members having the vote required for dissolution file an
answer and certificate stating that they have agreed to the
proposed plan or some alternative, the court must order
dissolution of the LLC if it finds that the deadlock and
irreparable injury in fact exist as alleged.*”

B. Winding Up and Distribution of Assets

1. Winding Up

The KLLCA was not clear as to precisely who, within a
dissolved LLC, was vested with authority to wind up its
affairs.’”® Nor did it contain a specific procedure for

is that prior law required the agreement of “a majority in interest” of
the members, or of each class or group of members, without defining
that term as relating to profits, capital, or both.

370. Id. 17-76,116(a)(5), -76,117.

371. Compare id. 17-76,117(a) with K.S.A. 17-7629 (repealed 2000).

372. See K.S.A. 17-6516(a)(2), -7212(a)(1); K.S.A. 1999 Supp.
17-6804(d).

373, K.S.A. 1999 Supp. 17-76,116(a)(1)-(3), (b),

374. Id, 17-76,117(b).

375. See K.S.A. 17-7624(c) (repealed 2000).



appointment of a receiver, if necessary. In Investcorp, L.P. v.
Simpson Investment Co., L.C.,° however, the Kansas
Supreme Court held that the managers in office at the time
of dissolution were responsible for winding up. It further
held that the district court had jurisdiction to appoint a
receiver upon a showing of fraud, breach of fiduciary duty,
waste, or other good cause.

The KRLLCA essentially codifies these aspects of the
Investcorp holding. It states that, unless otherwise provided
in the operating agreement, a manager who has not wrong-
fully dissolved an LLC may wind up its affairs.’”” If there is
no such manager, the members or a person approved by
the members may wind up the LLC.*® In either case, how-
ever, the district court, upon cause shown, may wind up
the LLC's affairs and appoint a liquidating trustee upon the
application of any member, manager, personal representa-
tive, or assignee.’”?

The persons winding up the LLC have authority to litigate
on its behalf, gradually settle and close its business, liqui-
date its property, pay or make provision for payment of its
liabilities, and distribute its remaining assets to its members,
all without affecting the liability of its members or man-
agers and without imposing personal liability on any liqui-
dating trustee. 3%

2. Distribution of Assets

Upon completion of winding up, an LLC must first pay or
make reasonable provision for payment of all of its known
liabilities, including claims and obligations that are contin-
gent, conditional, or unmatured, regardless of whether the
identity of the claimant is known. Claims of members and
managers who are creditors are included in this category to
the extent otherwise permitted by law, unless the claim is
for an accrued but unpaid interim distribution or distribu-
tion upon resignation.*! If the LLC has sufficient assets, all
creditors’ claims must be paid or provided for in full. If
assets are insufficient such claims are paid or provided for
according to their priority, and among those of equal prior-
ity, ratably >

After paying or providing for liabilities to creditors, unless
the operating agreement provides otherwise, the LLC must

376. 267 Kan, 840, modified, 267 Kan. 885, 983 P.2d 265 (1999).

377. K.S.A. 1999 Supp. 17-76,118(a). Although the statute is worded in
the singular, there is no reason to believe it is intended to prevent
winding up by more than one manager.

378. As is usual under the KRLLCA, unless the operating agreement
provides otherwise, the members must act by a majority in profits
interest or, if there is more than one class or group of members, then by
a majority in profits interest of each class or group. /d.

379. Id.

380. Jd. 17-76,118(b), -76,119(h).

381. Id. 17-76,119(a)(1), (b). The exclusion of members' claims for
accrued but unpaid distributions is made necessary by id. 17-76,109,
which gives members the status of creditors with respect 1o such claims.

This provision, which assumes an ongoing LLC, does not convert the

underlying equity nature of such claims to debt upon liquidation of the
business. '

382. Jd. 17-76.119(b).

383. Id. 17-76,119(a)(2). Liabilities with respect to accrued but unpaid
interim distributions and distributions upon resignation are both
excluded from first tier payment by id. 17-76,119(a)(1). Id. 17-
76,119(a)(2) erroneously includes only liability for distributions upon
resignation in the second tier. Compare DeL. Cope ANN. tit. 6, § 18-
804€a)(1), (2) (1999).

satisfy its liability to members and former members for the
amount of any accrued but unpaid distributions upon resig-
nation.’® Finally, unless otherwise provided in the operat-
ing agreement, any remaining assets will be distributed to
the members, first for the return of their contributions, and
second with respect to their LLC interests in the proportions
in which they share in distributions 3

C. Certificate of Cancellation

Dissolution procedure under prior law burdened both the
parties and the Secretary of State with unnecessary paper-
work. As soon as possible after an event causing dissolu-
tion, the LLC had to file with the Secretary of State a state-
ment of intent to dissolve.? Later, after completion of the
winding up process, the LLC filed a second document, arti-
cles of dissolution.*® If the articles of dissolution were in
proper form and substance, and all fees and franchise taxes
had been paid, the Secretary of State issued a certificate of
dissolution to the LLC's representative, at which point the
LLC’s existence officially terminated.’

The KRLLCA greatly simplifies this procedure by provid-
ing that, upon dissolution and completion of winding up,
an LLC’s articles of organization are to be canceled by filing
a certificate of cancellation, executed by an authorized per-
son, with the Secretary of State.®® The certificate of cancel-
lation need only set forth the following: (1) the LLC’s name;
(2) the reason for filing the certificate; (3) if cancellation is
not to be effective immediately, the future effective date or
time of cancellation (which must be a date or time certain
not later than 90 days after the filing date); and (4) any
other information the person filing the certificate deter-
mines.®

V. FOREIGN LIMITED LIABILITY COMPANIES

As was the case with mergers and consolidations, the
KRLLCA reenacts the prior law governing foreign LLCs with
only minor additions.*® The first of these is an incorpora-
tion by reference of the provisions regarding the types of
businesses or activities in which an LLC may engage and
the powers it possesses.’”! The second addition makes

384. Id. 17-76,119(a)(3). Unless the operating agreement provides
otherwise, members share distributions in proportion to the agreed value
of their contributions. fd. 17-76,102. It is unclear whether id. 17-76,108,
relating to distributions in kind, is intended to apply to liquidation
distributions to members. Compare K.S.A. 17-7624(d) (repealed 2000)
(after paying or providing for its liabilities, LLC may distribute its assets,
in cash or in kind, to its members).

385. 1998 Kan. Sess. Laws, ch. 36, § 3 (repealed 2000); K.S.A. 17-7623
(repealed 2000).

386. K.S.A. 17-7626, -7627(a) (repealed 2000).

387, Id. 17-7627, -7628 (repealed 2000).

388. K.S.A. 1999 Supp. 17-7675, -7676(a), -7678(a). Articles of
organization also are canceled upon failure to maintain a resident agent,
failure to file an annual report or pay the required franchise tax,
effectiveness of a merger or consolidation in which the LLC is not the
surviving or resulting entity, or conversion of the LLC into another form
of business entity. Id. 17-7666(d), (e), -7675, -7681(d), -7685,
~76,139(d).

389. Id. 17-7675.

390. Compare id. 17-76,120 to -76,129 with K.S.A, 17-7636 to -7644
(repealed 2000).

391. K.S.A. 1999 Supp. 17-76,120(b). See text at notes 22-29, supra.
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clear that a foreign business entity is
not itself “doing business” in Kansas
solely by reason of being a member or
a manager of a Kansas or foreign
LLC.3?? Finally, the KRLLCA extends to
foreign LLCs, again by incorporation,
the proposition that execution of a
document filed with the Secretary of
State constitutes an oath or affirmation
under the penalties of perjury that, to
the best of the signer’s knowledge and
belief, the facts stated in the document
are true.’”

VI. CONCLUSION

As stated at the outset, during the
decade of the 1990s, amendment of
the KLLCA became an almost annual
event. Although these amendments
had the commendable purpose and
effect of improving the law, they could
not alter the fact that the underlying
legislation was a first generation LLC
statute. Much has been learned in a
decade. That knowledge, combined
with the “check the box" Treasury
Regulations has caused many states to
undertake broad reviews of their LLC
statutes. Delaware has not totally
recodified its law but, not surprisingly,
it has taken pains to remain in the
forefront of the modernization move-
ment. By using the DLLCA as a model,
Kansas has not only modernized, but
also clarified and rationalized many
aspects of its LLC law.

The KRLLCA is now retroactively
applicable to all Kansas LLCs, regard-
less of when formed.””* Because most
of the substantive changes made by
the KRLLCA are merely default rules,
compliance should not be a major
problem for most preexisting LLCs.
Nevertheless, caution and the fact that
the new statute offers significant
advances over the old should prompt
careful review of the articles of organi-
zation and operating agreements of all
LLCs.

392. K.S.A. 1999 Supp. 17-76,121.
393. Id. 17-76,128.
394. Jd. 17-76,140.
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Kansas Corporation Law & Practice; and

author of numerous law journal articles
concerning corporations, partnerships,
limited partnerships and limited liability companies. He is a member of
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Free Report Shows Lawyers
How To Get More Clients

Rancho Santa
Margarita, CA— Why do
some lawyers get rich while
others struggle to pay their
bills?

The answer, according
to California lawyer David
M. Ward, has nothing to do
with talent, education, hard
work, or even luck.

“The lawyers who
make the big money are not
necessarily better lawyers,”
Ward says. “They have
simply learned how to
market their services.”

A successful sole
practitioner who at one time
struggled to attract clients,
Ward credits his turnaround
to a referral marketing
system he developed six

years ago.

“I went from dead broke
and drowning in debt to
earning $300,000 a year,
practically overnight.”

Ward says that while
most lawyers depend on
referrals, not one in 100 has
a referral system.

“"Without a system,
referrals are unpredictable.
You may get new business
this month, you may not,”
he says, noting that a
referral system can bring in
a steady stream of new
clients. month after month,

year after year.
“It feels great to come to
the office every day

knowing the phone will ring
and new business will be on

the line.” he says.

Ward has taught his
referral system to more than
2,500 lawyers worldwide,
and says that any lawyer
can learn how to get more
referrals.

He has written a report,
“How To Get More
Clients In A Month Than
You Now Get All Year!”
which shows lawyers how
to use this marketing system
to get more clients, increase
their income, and develop a
successful law practice.

Kansas lawyers can get a
FREE copy of this report
by calling 1-800-562-4627
(a 24-hr recorded message),
or by visiting Ward’s web
site, www.davidward.com
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