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Provisions of Limited Liability Company 
Acts addressing Death or Bankruptcy of a 
Member 
• Governing principle when reviewing limited liability company 

acts: 

• “It is the policy of this chapter to give the maximum effect to the 
principle of freedom of contract and to the enforceability of 
limited liability company agreements.”  6 Del. C. § 18-1101(b). 

• Limited liability companies are “creatures of contract,”, and all of 
the provisions discussed today can be altered by the operating 
agreement.   

• These are default rules that apply in the absence of an 
agreement.   

6 



What happens to the Member when 
he/she dies or declares bankruptcy - 
Dissociation 
• Del. C. § 18-304 Events of bankruptcy. 

 

• A person ceases to be a member of a limited 
liability company upon the happening of any of the 
following events . . . a member: 

a. Makes an assignment for the benefit of creditors; 

b. Files a voluntary petition in bankruptcy . . . 
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Revised Uniform Limited Liability Company 
Act Approach  

SECTION 602. EVENTS CAUSING DISSOCIATION. A 
person is dissociated as a member when: 
(7) in the case of an individual: (A) the individual dies; or (B) in a member-
managed limited liability company: (i) a guardian or general conservator 
for the individual is appointed; or (ii) a court orders that the individual has 
otherwise become incapable of performing the individual’s duties as a 
member under this [act] or the operating agreement; (8) in a member-
managed limited liability company, the person: (A) becomes a debtor in 
bankruptcy; (B) signs an assignment for the benefit of creditors; or 136 (C) 
seeks, consents to, or acquiesces in the appointment of a trustee, receiver, 
or liquidator of the person or of all or substantially all the person’s 
property; 
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Sneak Preview of Bankruptcy Discussion 

Provisions of a limited liability company acts that cause 
dissociation of a member upon filing for bankruptcy 
protection may be unenforceable (ipso facto concerns). 

 

This only applies to federal bankruptcy filings, however.  The 
dissociation provisions of limited liability company acts often 
include references to numerous other insolvency events (e.g. 
appointment of a receiver under state law).   
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What happens to a dissociated member’s 
interest? 
• Del. C. § 18-702 Assignment of limited liability company interest. 

• The assignee of a member's limited liability company interest 
shall have no right to participate in the management of the 
business and affairs of a limited liability company” 

• An assignment of a limited liability company interest does not 
entitle the assignee to become or to exercise any rights or 
powers of a member; 

• An assignment of a limited liability company interest entitles the 
assignee to share in such profits and losses, to receive such 
distribution or distributions, and to receive such allocation of 
income, gain, loss, deduction, or credit or similar item to which 
the assignor was entitled, to the extent assigned; 
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What happens to a dissociated member?  
RULLCA Approach 

RULLCA SECTION 603. EFFECT OF DISSOCIATION. (a) If a person is 
dissociated as a member: (1) the person’s right to participate as a 
member in the management and conduct of the limited liability 
company’s activities and affairs terminates; (2) the person’s duties 
and obligations under Section 409 [duty of loyalty and duty of care] 
as a member end with regard to matters arising and events 
occurring after the person’s dissociation; and (3) subject to Section 
504 [information rights for personal representatives] and Article 10 
[mergers], any transferable interest owned by the person in the 
person’s capacity as a member immediately before dissociation is 
owned by the person solely as a transferee. 
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What happens to a dissociated member?  
RULLCA Approach (continued) 

RULLCA SECTION 502. TRANSFER OF TRANSFERABLE INTEREST. (a) . 
. . a transfer, in whole or in part, of a transferable interest . . . does 
not entitle the transferee to . . . participate in the management or 
conduct of the company’s activities and affairs . . .  (b) A transferee 
has the right to receive, in accordance with the transfer, 
distributions to which the transferor would otherwise be entitled. 

  

Note – “Transfer” includes a transfer by operation of law.  This 
would pick up transfers under probate laws, transfers in connection 
with a divorce proceeding, transfers in context of a member’s 
bankruptcy.  
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Side Note – It matters how the membership 
interests are held 

Compare: 

• 2 Individuals, A and B, are members of a limited liability company.  
If A or B transfers his interests in the limited liability company 
(whether by operation of law or otherwise), these provisions 
apply. 

• 2 individuals, A and B, each set up single-member limited liability 
companies, which are in turn members of a separate, two 
member  limited liability company (“A&B, LLC”).  If A or B transfer 
their interests in one of the single-member limited liability 
company agreements, these provisions may not apply. 
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Bifurcation of rights 

A member’s interests in a limited liability company 
bestows upon the member numerous rights.  
Dissociation severs these rights into two categories:   

• Economic rights:  right to receive distributions; 
allocation of partnership items 

• Governance rights:  management rights; consent rights; 
information rights. 

The dissociated member retains the economic rights, but 
no longer possesses the governance rights.   
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Why are rights bifurcated? 

“One of the most fundamental characteristics of LLC law is its fidelity to 
the “pick your partner” principle. See, e.g., Bynum v. Frisby, 73 Nev. 145, 
149-50, 311 P.2d 972, 975 (1957) (stating that (i) “the assignment of a 
partnership interest from one partner to a stranger does not bring that 
stranger into fiduciary relationship with the remaining partners” and (ii) 
absent consent by the remaining partners “[t]he stranger remains a 
stranger” with no rights to management or even information).”  Comment 
to Section 502 of RULLCA.   

 

Limited Liability Company Acts are an amalgamation of corporate law and 
partnership law.  LLC Acts incorporate the limited liability aspects of 
corporate law, but do not incorporate the division between ownership and 
management aspects of corporate law.  Instead, partnership law principles 
tend to be the default setting governing the relationship between 
members.   
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What happens to the limited liability 
company when a member dies or declares 
bankruptcy? (assuming multiple members) 
• “Unless otherwise provided in a limited liability company agreement, 

the death, retirement, resignation, expulsion, bankruptcy or 
dissolution of any member or the occurrence of an event that 
terminates the continued membership of any member shall not cause 
the limited liability company to be dissolved or its affairs to be wound 
up, and upon the occurrence of any such event, the limited liability 
company shall be continued without dissolution. “ Del. C. § 18-801(b). 

• Short answer – nothing under Delaware law.     

• Some older limited liability company statutes required dissolution 
upon a member’s bankruptcy e.g. Pennsylvania before most recent 
amendments).   
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When all members have been disassociated: 

• Del. C. § 18-801(b) -A limited liability company is dissolved and its 
affairs shall be wound up . . . at any time there are no members; 
provided, that the limited liability company is not dissolved and is 
not required to be wound up if Unless otherwise provided in a 
limited liability company agreement, within 90 days or such other 
period as is provided for in the limited liability company 
agreement after the occurrence of the event that terminated the 
continued membership of the last remaining member, the 
personal representative of the last remaining member agrees to 
continue the limited liability company . . .  

• Can be continued at the option of the last member’s personal 
representative.   
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One last provision regarding death of a 
member: 

• SECTION 403. LIABILITY FOR CONTRIBUTIONS. (a) A person’s 
obligation to make a contribution to a limited liability 
company is not excused by the person’s death, disability, or 
other inability to perform personally. If a person does not 
make a required contribution, the person or the person’s 
estate is obligated to contribute money equal to the value of 
the part of the contribution which has not been made, at 
the option of the company. 

• This provision is designed to address common law principles 
of impracticability.   
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Provisions of Limited Liability Company 
Agreement – Opt-out of 
Dissociation/Dissolution Rules 
• Operating Agreements frequently opt out of 

bankruptcy resulting in disassociation of a member.   
“A Member shall not cease to be a Member as a result of 
any other events specified in § 18-304 of the Delaware 
Act.” 

• Operating Agreements also will opt out of the 
dissolution sections of limited liability acts and 
provide a more limited list of events causing 
dissolution.   
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Provisions of Limited Liability Company 
Agreement – Transfer Provisions 

• Operating Agreements frequently have detailed provisions 
addressing manner in which interests may be transferred.   

• Various Approaches: 
• No transfers at all except for certain permitted transfers (e.g. 

estate planning transfers, transfers to other members);  

• No transfers to certain types of persons (e.g. competitors) 

• Procedural restrictions on transfers (e.g. rights-of-first refusal) 

• Transfers must be approved by a specified percentage of 
members 

• Can mix and match these approaches 
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Provisions of Limited Liability Company 
Agreement – Joinder Provisions 

• Even if a transfer is permitted, an LLC Agreement 
typically does not allow the transferee to become a 
member until the transferee has joined the limited 
liability company agreement in some manner 
(signing LLC Agreement, signing a joinder 
agreement).   

• Until joinder is executed, transferee only has the 
economic rights in the company.   
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Questions? 

Contact Information: 

 

Douglas Park Law 

708 Church Street 

Decatur, GA 30030 

E-mail: Dpark@DouglasParkLaw.com 

Phone: (404) 919-1957 
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LLC Operating Agreements: 
Minimizing the Impact of a 

Member’s Death, Divorce or 
Bankruptcy 

December 13, 2017  
 
 

 



Shulga Law Firm, P.C. 

Buy-Sell Provisions 

• Death 

• Divorce 

• Bankruptcy 

• Change of control if member is an entity 

• Termination of employment (for “cause” or 
voluntarily) 

• Disability 

• Loss of a professional license 
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Shulga Law Firm, P.C. 

Repurchase Upon Death of Member 

• Main goals:  
– To provide liquidity to the deceased member’s 

estate 

– To retain control 

• Alternatives: 
– Mandatory purchase by the Company 

– Cross-purchase by remaining members 

– Option to purchase, not an obligation 

– Transfer to surviving spouse and other heirs 
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Example of Mandatory Repurchase 

• “Upon the death of a Member, the executor, 
administrator, surviving Spouse or other legal 
representative of the deceased Member shall 
sell, and the Company shall purchase, all (but 
not less than all) of the Interest owned by the 
deceased Member at the time of his or her 
death in accordance with the procedures set 
forth in this Article X.” 
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Funding a Buy-Sell 

• There are four ways to fund a buy-sell: 

– Put cash aside out of earnings 

– Borrow the money 

– Pay in installments 

– Obtain a life insurance policy  
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Shulga Law Firm, P.C. 

Obtaining Life Insurance 

• Advantages: 

– Provides a lump sum amount to fund the buy-sell 
upon death 

– Quick payment of proceeds ensures that the buy-
sell can be finalized quickly 

– Life insurance proceeds are generally not subject 
to income tax. 
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Shulga Law Firm, P.C. 

Obtaining Life Insurance 

• Disadvantages: 

– Premiums are generally not tax-deductible 

– Premiums are an ongoing expense 

– One or more members may be uninsurable due to 
age or illness 

– Creditors may pursue collection remedies against 
the life insurance proceeds.  
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Shulga Law Firm, P.C. 

Cross-Purchase Alternative 

• Advantages: 

– The purchasing member has a tax basis in the 
acquired shares equal to the purchase price. This 
increase in basis reduces future gains from a 
disposition of the member’s interests.  
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Shulga Law Firm, P.C. 

Cross-Purchase Alternative 

• Example: 
– A & B each invested $50,000 for 50%.  The company is now 

valued at $500,000.  Owner A dies.   
– Company owns insurance policy: The company uses the 

death insurance proceeds to buy out A's interest.  B 
remains the sole owner of the company.  B's interest is 
now valued at $500,000.  B's basis is $50,000.  Upon sale, B 
realizes taxable gain of $450,000.   

– A and B cross-insured each other:  Upon A's death, B 
would pay $250,000 to A in insurance proceeds to 
purchase A's interest.  B's basis would then be 
$300,000.  So, if B sells the company for $500,000, B’s 
realized taxable gain upon disposition would be much 
smaller, $200,000.  
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Shulga Law Firm, P.C. 

Cross-Purchase Alternative 

• Advantages: 

– If the company becomes insolvent, the proceeds 
from life insurance under a cross-purchase 
arrangement will not be subject to creditor claims 
since the insurance policies are owned by the 
members instead of the company.  
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Shulga Law Firm, P.C. 

Cross-Purchase Alternative 

• Disadvantages: 

– May become complicated if there are more than 
2-3 members 

– Problems may arise if the ownership changes 

– Members may let their policies lapse or choose 
not to apply the proceeds as intended 

– Age and ownership percentage disparities 

– Transfer-for-value rule IRC 101(a)(2)(B) 
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Shulga Law Firm, P.C. 

Using Life Insurance Proceeds  

• If Life Insurance Proceeds are Greater than the 
Purchase Price: 
– Excess funds become property of the company 

– Alternatively, excess funds can be given to the 
deceased member’s estate 

• If Life Insurance Proceeds are Less than the 
Purchase Price: 
– Pay remainder in installments, evidenced by a 

promissory note with interest 
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Buy-Sell Upon Termination of Marital 
Relationship 

• Mandatory repurchase obligation in the case 
of divorce or death of spouse 

• Can be modified to: 
– Expressly permit the spouse to retain the Interest  

– Provide the member with an option to purchase 
the spouse’s interest rather than an obligation 

– Provide the company with an option to purchase 
the spouse’s interest 

• Spouse must sign the operating agreement 
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Example 

• “If the Marital Relationship of a Member is 
terminated by death of the Member’s Spouse or 
by Divorce, and the Member does not succeed to 
all of the Spouse’s interest in the Interest held by 
the Member at such time (the “Spouse’s 
Interest,” regardless of whether the interest is 
characterized as marital, nonmarital or separate 
property, or as property held as joint tenants), 
then the Spouse or Spouse’s estate shall sell to 
the Member, and the Member shall purchase, the 
Spouse’s Interest for the Purchase Price set forth 
in Article X.” 
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Shulga Law Firm, P.C. 

Determining the Purchase Price 

• Valuation of the company is critical  

• Common valuation methods: 

– Stipulated value 

– Appraisal 

– Valuation formula 

• Valuation methods may vary depending on 
the triggering events 
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Shulga Law Firm, P.C. 

Stipulated Value  

• “As of the date of this Agreement, the aggregate value of the 
Interests of the Company is agreed to be $[ ]. Such value shall 
remain effective until a new stipulation is agreed to in accordance 
with Section X (such aggregate value, as updated from time to time, 
the “Stipulated Value”). Within [120] days after the end of each 
fiscal year of the Company, the Members shall agree upon the 
Stipulated Value, to be computed as of the end of such fiscal year. 
The Stipulated Value shall be agreed to by the Members holding 
[all/a majority/[ ]%] of the Interests.” 

• Drawbacks: 
– The agreed upon price may not accurately reflect the company’s value 
– Must be updated periodically 

•  It is recommended to have a backup valuation method. 
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Appraisal Method 

• Value is determined by an independent 
accountant or appraiser 

• Members can name appraiser in the 
agreement or provide a method for choosing 
an appraiser 

• Members can establish a specific formula for 
appraiser to use 

• Members will not know the final price until 
completion of the process  

39 



Example 

• “The “Determined Price” means the fair market value of such Transferor’s 
Offered Interest under this Agreement as of the date of the relevant event 
of transfer.  If the parties are not able to agree upon the fair market value 
at any such time, they shall agree upon a third party appraiser practicing 
in the New York City area with experience in valuing businesses of the type 
and nature conducted by the Company to determine such value, and the 
determination of such appraiser as to the fair market value shall be 
binding on all parties.  In the event the parties are unable to agree upon 
such an appraiser, they shall each choose an appraiser practicing in the 
New York City area with experience in valuing businesses of the type and 
nature conducted by the Company, and such appraisers shall mutually 
select another appraiser who shall determine such fair market value, and 
such determination shall be binding on all parties.  The selling Member 
shall pay for the cost of the final appraisal; provided that each party shall 
bear the cost of any appraiser selected by such party.” 
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Valuation Formula   

• Use specified formula or methodology typically based on the 
company’s net earnings, net revenues, book value or cash 
flow 

• May be difficult to calculate and may result in unintended 
consequences 

• Work with accountant to ensure the formula works as 
intended 

• May use a valuation firm to apply the formula: Peco Logistics, 
LLC v. Walnut Inv. Partners, L.P., 2015 WL 9488249 (Del. Ch. 
2015) (an independent valuation firm’s substantive judgment 
calls in applying a valuation methodology was not subject to 
judicial review because the parties had agreed that the 
valuation firm’s determination would be binding). 
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Questions? 

Contact Information: 

 

Arina Shulga 

Ross & Shulga PLLC 

75 Maiden Lane, Suite 903 

New York, NY 10038 

Email: arina@rsglobal.law 

Phone: (212) 379-6755 
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Limited Liability Company Operating 

Agreements:  Bankruptcy Considerations 

December 13, 2017 

L. Katie Mason, Esq. 

Reinhart Boerner Van Deuren s.c. 

1000 N. Water St., Suite 1700 

Milwaukee, WI  53202 

414-298-8339 
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What Happens When an LLC Member Files for 

Bankruptcy Protection? 

 

• One of the first questions non-filing LLC members ask is: What will 

happen to the filing member's LLC membership units? 

 

• The answer will typically turn on whether the LLC operating 

agreement is an executory contract or not. 
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Executory Contract? 

• What is an executory contract? 

 Contract under which significant unperformed obligations exist 

 No per se rule regarding whether or not an LLC operating 

agreement is executory, but many/most are not   

 Decided on a case by case basis 
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If the LLC Operating Agreement is Executory, 

Then What? 

• Treatment of an executory contract is governed by 11 U.S.C. § 365 

 Generally, a trustee or debtor in possession may assume and 

assign executory contracts pursuant to 11 U.S.C. § 365. 

 An operating agreement provision that purports to provide for 

the termination of the member's interest or trigger a buyback 

upon the member's bankruptcy filing or insolvency will 

generally be void as an ipso facto provision.  11 U.S.C.§ 

365(e)(1). 
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If the LLC Operating Agreement is Executory, 

Then What?  (cont.) 

 11 U.S.C. § 365(e)(1):  "Notwithstanding a provision in an 

executory contract . . . or in applicable law, an executory 

contract . . . of the debtor may not be terminated or modified, 

and any right or obligation under such contract . . . may not be 

terminated or modified, at any time after the commencement 

of the case solely because of a provision in such contract or 

lease that is conditioned on - (A) the insolvency or financial 

condition of the debtor at any time before the closing of the 

case; (B) the commencement of a case under this title; or (C) 

the appointment of or taking possession by a trustee in a case 

under this title or a custodian before such commencement." 
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If the LLC Operating Agreement is Executory, 

Then What?  (cont.) 

 The reference to "applicable law" covers certain state statutes 

governing limited liability companies.  11 U.S.C. § 365(e)(1) 

operates to override both state law and operating agreement 

provisions that are conditioned on insolvency or a bankruptcy 

filing. 

 Some courts end the analysis here after determining that an 

operating agreement is executory, finding that the Supremacy 

Clause of the U.S. Constitution overrides conflicting state law 

or contract provisions. 
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If the LLC Operating Agreement is Executory, 

Then What?  (cont.) 

• However, there are some executory contracts that cannot be 

assumed and assigned without consent of the other parties to the 

contract.  See 11 U.S.C. § 365(c) § 365(e)(2). 

 11 U.S.C. § 365(c):  "The trustee may not assume or assign any 

executory contract . . . if-- (1)(A) applicable law excuses a 

party, other than the debtor, to such contract or lease from 

accepting performance from or rendering performance to an 

entity other than the debtor or the debtor in possession . . .; 

and (B) such party does not consent to such assumption or 

assignment." 
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If the LLC Operating Agreement is Executory, 

Then What?  (cont.) 

 11 U.S.C. § 365(e)(2) provides that 11 U.S.C. § 365(e)(1) does 

not apply to an executory contract that meets the same 

criteria set forth in 11 U.S.C. § 365(c). 

 Some courts have found that § 365(c) and § 365(e)(2) make 

enforceable an operating agreement or state law provision that 

excuses nonbankrupt members from accepting substitute 

performance of a member's rights - thus preventing a trustee or 

debtor in possession from assuming and assigning the 

membership interest.   
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If the LLC Operating Agreement is Executory, 

Then What?  (cont.) 

 Typically, in such cases, the bare economic rights (but not the 

management rights) will still pass to the debtor's estate.   

 Much is contingent on state law as well as the drafting of the 

LLC operating agreement. 

 Provisions in the operating agreement that are not triggered by 

insolvency or bankruptcy will remain enforceable.  For 

example, rights of first refusal or restrictions on the types of 

members that are permitted in the LLC, so long as they are not 

triggered by bankruptcy or insolvency. 
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If the LLC Operating Agreement is Not 

Executory, Then What? 

• If the operating agreement is not executory, then treatment of the 

LLC membership interest is governed by 11 U.S.C. § 541. 

 The membership interest becomes "property of the estate" 

pursuant to 11 U.S.C. § 541. 

 This is true despite any buy-back provision or membership 

termination provision contained in the operating agreement 

that is triggered by bankruptcy or insolvency. 
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If the LLC Operating Agreement is Not 

Executory, Then What? (cont.) 

 11 U.S.C. § 541(c):  "An interest of the debtor in property 

becomes property of the estate . . . notwithstanding any 

provision in an agreement, transfer instrument, or applicable 

nonbankruptcy law . . . (B) that is conditioned on . . . the 

commencement of a case under this title . . . and that effects 

or gives an option to effect a forfeiture, modification, or 

termination of the debtor's interest in property." 
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If the LLC Operating Agreement is Not 

Executory, Then What? (cont.) 

 

• 11 U.S.C. § 363 governs a debtor in possession or trustee's ability 

to sell property of the debtor's estate. 

• 11 U.S.C. § 363(l) voids any provision in a contract or other 

applicable law (i.e., state law governing LLCs) that forfeits, 

modifies, or terminates a debtor's interest in property based on 

the debtor's bankruptcy filing. 
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If the LLC Operating Agreement is Not 

Executory, Then What? (cont.) 

• 11 U.S.C. § 363(l):  ". . . the trustee may use, sell, or lease property under 

subsection (b) or (c) of this section, or a plan under chapter 11, 12, or 13 

of this title may provide for the use, sale, or lease of property, 

notwithstanding any provision in a contract, a lease, or applicable law 

that is conditioned on the insolvency or financial condition of the debtor, 

on the commencement of a case under this title concerning the debtor, or 

on the appointment of or taking possession by a trustee in a case under 

this title or a custodian, and that effects, or gives an option to effect, a 

forfeiture, modification, or termination of the debtor's interest in such 

property." 
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If the LLC Operating Agreement is Not 

Executory, Then What? (cont.) 

• In short, 11 U.S.C. § 541(c)(1) assures that the LLC membership 

interest becomes property of the bankruptcy estate [and] 11 U.S.C. 

§ 363(l) assures that the debtor (or trustee) may use the membership 

interest after the bankruptcy case is commenced. 

• If 11 U.S.C. § 541(c)(1) governs, the trustee or debtor in possession 

will be vested with both the economic and noneconomic rights of the 

bankrupt member. 

• However, restrictions on transfer of an LLC membership interest that 

are not triggered by insolvency will generally remain enforceable.  For 

example, a right of first refusal will generally be enforceable. 
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Thank You 

 

 

L. Katie Mason, Esq. 

Reinhart Boerner Van Deuren s.c. 

1000 N. Water St., Suite 1700 

Milwaukee, WI  53202 

414-298-8339 

 


