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LIMITED LIABILITY COMPANIES
Overview of the Limited Liability Actsin the State of Maryland,
the District of Columbia, and the Commonwealth of Virginia

One form of contractual risk transfer is the lirtida of liability which is afforded
under certain forms of the organizational structafra business organization. One
feature of the Limited Liability Company (LLC), saate and apart from certain tax
advantages, is the ability of the members and nmesdg limit their personal liability.
When considering the risks involved in the owngyshperation and control of such
companies, attention must be given to what losssx@s confront members and
managers of the Limited Liability Company, and éx¢ent to which contractual risk
transfer can be provided for and the extent thagdhrisks can be insured.

This publication deals with the potential liabilfigced by members and managers of
the LLC for fiduciary liability and other risk expares which are present, as well as
Insurance coverage issues either under speciaigmbr by endorsement to Directors
and Officers Liability (D&O) policies.

In view of the fact that the Limited Liability Corapy is a relatively recent form of
business organization, it is necessary to havenderstanding of the statutory
provisions governing the formation of such orgatiizes in order to understand the
liability risks associated with there ownershipemiion and control. Therefore, an
overview of the statutory provisions of the Limiteibility Acts of Maryland, The
District of Columbia and Virginia is presented.

The Maryland Limited Liability Company Act

A Limited Liability Corporation (hereinafter "LLC"]s defined by The Maryland
Limited Liability Company Act, Title 4A of Corpor@ins and Associations, as a
permitted form of an unincorporated business omgimn composing of at least one
member which is organized and existing under thie A LLC is an unincorporated
form of business organization similar to a generdimited partnership, but
possessing a limited liability "shield" which protg its owners from liability to the
same extent that stockholders of a corporationnardated from its debts and



obligations. If properly structured, the LLC wilelireated as a partnership for federal,
and in Maryland, state income tax purposes.

The determination of whether an unincorporatedygrdguch as an LLC, will be
categorized, for federal income tax purposes,@atmership, or an association
taxable as a corporation, turns on whether théygmbissesses three or more of the
following four "corporate" characteristics: (1) ibed liability; (2) continuity of life;
(3) centralized management; and (4) free transilégabf interests. If an LLC
gualifies as a partnership, it will offer both petship tax treatment, as well as
limited liability treatment to all of its owners.

The internal affairs of an LLC are governed by Mangl’s Limited Liability

Company Act (hereinafter "Act") unless the memlaayee otherwise. This
agreement is known as the "operating agreementisaathlogous to a partnership or
limited partnership agreement or the charter, mys|aand shareholders’ agreement of
a corporation. The operating agreement is defimedddy to encompass "any
agreement and the amendments thereto, of the memabeéo the affairs of a limited
liability company and the conduct of its busined4d. Code Ann. § 4A-101(0).
Unless the articles of organization specificallp\pde otherwise, there is no
requirement that the operating agreement be inngrit

The Act establishes the terms of the parties’ imtahip if they have no operating
agreement or the operating agreement fails to addrarticular issues. These
"default rules" are designed to ensure that the WlilTack at least three of the
corporate characteristics of (1) limited liabili{g) continuity of life; (3) centralized
management; and (4) free transferability of intessesnd thus will be categorized as a
partnership for federal income tax purposes.

Limited Liability - An organization possesses tloepgorate characteristic of limited
liability if there is no member who is personaligtlle for the debts of or claims
against it. In accordance with Md. Ann. Code 8§ 4A-3no member of an LLC shall
be personally liable for the obligations of theited liability company, and therefore
an LLC organized under the Act will always posdbgscorporate characteristic of
limited liability.

Centralized Management - A corporation is generaliyaged by a board of directors
which has broad authority to set policy and direscoperations. The directors can
best be viewed as the representatives of the sitadats. The management structure
Is different in a general or limited partnershigese the power to set policy and
direct operations is vested in the general partmepgartners solely by virtue of their
status as general partners. A Maryland LLC whicksdaot modify the Act’s default
rules should lack centralized management becauseey the Act, the LLC will be



managed by the members exclusively in their menhiggsapacities. Moreover,

under the Act, all members are deemed to have eppauthority to act as agents of
the LLC in the ordinary course of its business lgdig reason of their membership in
the LLC. Md. Code Ann. 84A-401(a)(1). However, thighority granted by the Act
may be eliminated by an appropriate statemenbstt in the articles of organization,
or the actual authority of a member may be modifigdhe terms of the operating
agreement. Therefore, avoiding the characterisficentralized management requires
careful planning.

Continuity of Life - A corporation is a legal entiseparate and distinct from its
shareholders, and its continued existence is ruerent on events affecting its
shareholders. The dissolution of a corporatiothiss, not caused by an event
occurring at the shareholder level, such as ththdda shareholder. However, a
partnership generally dissolves upon the dissacidtieath, insanity, resignation,
bankruptcy, retirement, or expulsion) of a memlemrause it destroys the mutual
agency which exists among the members of a gepartadership. A Maryland LLC
which is structured to follow the Act’s default prsions should lack the corporate
characteristic of continuity of life because anréwaich as the death, retirement, or
bankruptcy of a member will automatically causedissolution of the entity. The
business of the entity may thereafter only be oomtdl with the consent of all of the
remaining members. Md. Code Ann. 8 4A-901.

Free Transferability of Interests - An organizatwili generally have the corporate
characteristic of free transferability of interei$tsach of its members, or those
members owning substantially all of the interestde organization, have the power,
without the consent of other members, to substitutéghemselves in the same
organization a person who is not a member of tharazation. Section 4A-604
provides that the assignee does not become a me&mbeercise any rights of a
member unless the remaining members unanimousbkecbnAdditionally 84A-902
provides that an LLC is dissolved when a persosegto be a member, such as, for
example, by withdrawal from the LLC.

Virginia Limited Liability Act

As in Maryland, the Virginia legislature has enddiee Virginia Limited Liability
Company Act which is found in the Va. Code 813.0.through 813.1-1073. The
Act establishes the terms of the parties’ relatigmg they have no articles of
organization or operating agreement or if theytahddress particular issues. These
"default rules" are designed to ensure that the WlilClack at least three of the
corporate characteristics of: (1) limited liabilif2) continuity of life; (3) centralized
management; and (4) free transferability of intessesnd thus will be categorized as a
partnership for federal income tax purposes.



The relevant provisions of the Virginia LLC Act aas follows:

Limited Liability - Va. Code 8§13.1-1019 providesatmo member of an LLC, their
manager or other agent, shall have any personigiadioin for any liabilities of a
limited liability company, unless such liability éxpressly provided in the articles of
organization. Thus, like Maryland, if the membetoiw the default rules, the
organization will possess the corporate charatiens limited liability.

Centralized Management - The Virginia Act also jeg for the management of a
limited liability company to be vested in its meméeunless the articles of
organization provide otherwise. Va. Code §829-1317

Continuity of Life - Virginia Code 813.1-1046 prals that an LLC will be dissolved
upon the happening of an event described in thaestof organization or operating
agreement, or upon the unanimous written consethieofembers, or upon the death,
resignation, expulsion, bankruptcy or dissolutiba onember or occurrence of any
other event that terminates the continued membeda member. In addition a
Virginia LLC will be dissolved upon the entry ofwdicial decree of dissolution.

Free Transferability of Interests - Unless otheewpsovided in the articles of
organization or operating agreement, a memberslagpast in an LLC is assignable in
whole or in part. An assignment of an interestrirLAC does not of itself dissolve the
limited liability company. Va. Code 813.1-1039. Hawer, in accordance with the
Virginia Act, an assignee of an interest in an Lin@y become a member only by the
consent of a majority in interest of the remainmgmbers. Va. Code § 13.1-1040.

District of Columbia Limited Liability Company Act

Similarly, the District of Columbia Code also cantaa section, in the Corporations
section of the D.C. Code entitled Limited LiabilBompanies. D.C. Code §29-1301
through 829-1375. The D.C. LLC Act defines a lirditebility company as an entity
that is an unincorporated association, without @terg duration, having two or more
members that is organized and existing under theldke the Maryland and Virginia
LLC Acts, the District of Columbia LLC Act estaldtiss the terms of the parties’
relationship if they have no articles of organiaator operating agreement or if they
fail to address particular issues, and the "defal#s" contained within the provisions
of the Act are designed to ensure that the LLC ladk at least three of the corporate
characteristics of: (1) limited liability; (2) cantity of life; (3) centralized
management; and (4) free transferability of intessesnd thus will be categorized as a
partnership for federal income tax purposes.



Limited Liability - D.C. Code §29-1314 specificalprovides that no member,
manager, employee, or other agent of an LLC slaaiélany personal obligation for
any debts, obligations, or liabilities of a limiteability company.

Centralized Management - D.C. Code 829-1317 previdethe management of an
LLC company to be vested in its members, unlessiti@es of organization provide
for management of an LLC by a manager or managers.

Free Transferability of Interests - D.C. Code 83348 states that a member’s
financial rights in the LLC are assignable in whotan part. However, the
assignment of a member’s financial rights doesenditle the assignee to become a
member. D.C. Code §29-1336 states that a membeassagn the member’s full
membership interest only by assigning all of thenner’s governance rights coupled
with a simultaneous assignment (to the same assigri@ll of the member’s
financial rights. Governance rights are assignablejhole or in part, however, only
as provided in the section.

Continuity of Life - In accordance with D.C.’s LL&ct, an LLC is dissolved upon the
happening of the time or the event specified inatieles of organization or an
operating agreement, upon the unanimous conse¢né ehembers with voting rights,
upon the death, retirement, resignation, expuldiankruptcy or dissolution or other
event terminating the continued membership of a@ ibhember. It should be noted
that this section provides for several exceptiorthis rule, that if fully complied

with, will result in the continued legal existeraned business of the limited liability
company. D.C. Code §29-1347.

Liability Exposures of Membersand Managers

Under the statutory provisions the debts and otitiga of the LLC are those of the
LLC, and a member or manager will not be persoriglble for the payment of such
debts and obligations. Additionally, the failuredioserve all of the formalities of the
statutory requirements will not , in an of itselfe grounds to impose personal
liability on the members. It must, however be kephind that members and
managers will always be independently liable f&itlown acts of negligence, just as
the corporate director, officer or stockholderTiee only protection afforded by the
statutory provisions governing LLCs is the lialyilérising solely because of member
or manager status. Acts constituting dual statumitside the scope of authority or
individual acts of negligence are not protectedaurbe statute.

Members of a limited liability company are generdlie owners. Managers are those
selected by the members to manage the entity.ne states, the term manager may



refer to each of the members, if the articles gboization or the operating agreement
do not otherwise provide.

One of the difficulties in insuring the risks assbed with the operation and
management of a Limited Liability Company is thendfication of the individuals
who are the managing members responsible for agiperation or function.
Therefore, one major problem for the insurer asaiied is in identifying the potential
exposure of members and managers and how to itisemre

While the law in the area of the liability of memband managers of Limited liability
Companies is still developing, a review of the gahkaw of tort liability as well as
the liability of analogous business organizatioinsyay reasonably be predicted that
the potential liability for the wrongful conduct bEC members is analogous to the
liability faced by officers and directors of a corption and that the potential liability
faced by officers and directors of a corporatiot lag similar to the potential liability
facing members and managers of a limited liabdynpany.

Under the LLC statutes, Limited Liability Compantz be managed by either the
members or by managers in accordance with an apg@greement. In a member
managed company, each member retains authoritgke tmusiness decisions.
Therefore, it is reasonable to predict that a mermban LLC so structured will face
potential liability similar to that imposed on paats of a partnership, or on general
partners of a limited partnership.

In manager-managed LLC’s, one or more managersedeeted by the members and
are granted authority to transact company busifdssr role is therefore analogous
to that of a corporate officer in the conduct @ dorporation’s business and affairs.
Accordingly, the liability of managers is analogdaghe liability of corporate
officers. The scope of liability can vary in accande with the obligations, authority
and duties set forth in the operating agreemerah 8ability can also be altered by
virtue of contractual risk transfer agreementschsas indemnity and hold harmless
agreements, exculpatory agreements, and limitatidiability agreements.

Therefore, it is essential in determining the egkosure of members and managers of
LLCs to review the terms and provisions of the aing agreement as well as any
other contractual risk transfer documents. In trenethat management duties and
obligations are set forth in an operating agreeraadtare negligently performed or

not performed at all , such conduct will resultibility exposure.

In view of the fact that the members of a LLC ctsogarticipate in management,
unlike the role of a shareholder or the role afrateéd partner, while retaining the
liability shield, they generally are not liable aleaheir contribution, and therefore



liability is limited in nature. However, it must loéearly understood that LLC status
does not afford full and unlimited protection frdiability to its members. To the
extent that members retain control of certain dugied obligations, they will similarly
face corresponding liability risks. Members and Kigers of a LLC face exposure for
losses generated by the decision-making process.

Members of a LLC may also face liability for undapdalizing the business entity by
not at the time of formation have sufficient assgtdiand to pay projected losses or
obligations. A LLC will not be allowed to defeatecovery of a third party if doing so
would defeat public policy or justify a wrong, fiauor criminal act, under the
rationale that by imposing liability on the sharkeleos or owners they will be
discouraged from forming risky businesses unlesg tan afford a proper amount of
capitalization or insurance. One form of underajziation is the failure to
adequately insure exposures the LLC will face dutire course of normal business
operations.

Most states defining limited liability companiesatst that members shall not be
personally liable for liability because of theiatts as such in a LLC. However, they
further state that the statute will not be congtriceaffect the liability of a member to
third parties for the member’s participation intikmus conduct or pursuant to the
terms of a written contract. Additionally, the coretlof a member leading up to
liability of a LLC could be the source of litigatidoy other members against the
member whose act, error or omission generatedah#itly imposed upon the LLC.

Fiduciary Responsibilities

In addition to general liability for wrongful condua member/manager of a LLC can
be subject to claims of breach of fiduciary dut@sjilar to such claims against an
officer or director of a corporation. Such clainaa@onsist of 1) the asserted failure
to ensure that records and minutes were propedyamsd maintained; 2) the failure to
properly form or maintain the LLC or to insure thygerations of the LLC; 3) the
breach of the duties set forth in an operatingemgent by a manager; 4) acts of a
manager which is outside the scope of the operafimgement; and 5) failing to
adequately insure the business organization.

Other Liability Exposures

Members also face liability exposure related toabgociation of a LLC with another
business organization based upon a conflict ofessteor due diligence failure.
Liability can also arise to third parties and bgtween and among members for
conduct impairing the rights of other members erlthC itself. Actions may arise
based upon the allegations that a member or mahageacted without the consent of



members, or for jeopardizing the tax status ofL.th€. Members and managers may
also face liability with respect to the marketimglaale of membership interests, and
for fraud or misrepresentation related thereto.

I nsurance Coverage and the Indemnity Obligation

In view of the fact that most participants in a Lh&ve a financial investment in the
company, they will want to protect their investmantl any personal liability that
they may have by contractual risk transfer andnisyiing the risks presented.
Without insurance, the LLC can only rely upon gsets in the event of a claim or
suit, which is entirely unacceptable in today’sibass climate.

Several courses are generally taken by the insenadlcistry in insuring the risk
exposures faced by members and managers of lifratgitity companies as well as
the companies themselves. The first course is wrderg a separate policy of
insurance specially designed for LLC exposure. §éeond is for the insurer to utilize
an existing directors and officers (D&O) liabilipplicy modified by endorsement to
tailor coverage to the exposures of a LLC. Caretrinegaken to provide coverage
under the LLC policy to the members and manageveeiisas the LLC, otherwise a
gap in coverage is likely to occur.

A critical coverage consideration is for the opeigaegreement to empower the LLC
to indemnify its members. In the event that therafpeg agreement does not clearly
set forth the obligations which it imposes on merapfails to properly identify them,
or does not clearly set forth an indemnity agredptbe coverages afforded become
more dependent on the applicable law as oppostn toperating agreement.

If an operating agreement does not sufficientiyntdg a managing member or
managers or the indemnity obligation to membenrge@ge difficulties will arise in
policy interpretation.

The insuring agreement of a policy designed as@ pdlicy has two insuring
agreements;

(1) The first states that the insurer has the abibg to pay on behalf of the managing
members the amount of loss sustained a resultlaiim alleging a wrongful act by
managing members solely in their capacity as si@hlhe second insuring
agreement consists of two sub-parts. Sub-pare(p)ires the insurer to reimburse the
LLC for loss which the LLC has lawfully indemnified was obligated to indemnify
the managing member resulting from a claim allegigongful act by managing
members solely in their capacity as such. This Saswing agreement of the policy



Is set forth in sub-part (b), with the distinctitirat sub-part (b) applies to managers as
opposed to managing members.

The insuring agreement of the endorsement for utbearD&O policy agrees to pay
loss of any duly appointed or designated membéneboard of managers arising out
of a wrongful act. The second insuring agreemetih@endorsement agrees to
reimburse the LLC for loss arising from any allegadngful act to the extent the
LLC has indemnified the members of the board of agains pursuant to law, contract,
charter or by-laws of the LLC.

Other Coverage Provisions

It is important to consider the other provisionsome of the policies designed for
LLCs in order to make certain that the desired caye has been underwritten. One of
the problem areas is the tax advantage represamdhat an LLC may make to
members. One policy excludes liability allegingsierg out of, based on, or
attributable to (1) any representations made imeotion with obtaining any tax
benefits for the entity or its members; (2) théuia to obtain any tax benefits for the
entity or its members; or (3) the failure to mainténe conditions necessary to
continue providing the benefits for the entity @rmembers.

Also there may be cross over coverage from a coriaigyeneral liability policy for
some loss exposures facing members and manageigyofed liability company,
such as personal injury coverage and other coverafierded in umbrella policies
which traditionally have broader coverages.

Although the insurance requirements for LLCs arthendeveloping stages, it is
certain that there is a need to carefully reviegvdtructure of the particular LLC in
order to clearly define the liability risk exposuned the contractual risk transfer(s)
that are applicable in order to address those neetse underwriting of a policy
which is specifically tailored to meet the needshef particular LLC and its members
and managers.
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