The Duty of Loyalty under the New Jersey
Revised Uniform Limited Liability Company Act

by Gianfranco A. Pietrafesa

On March 1, 2014, the New Jersey Limited
Liability Company Act was repealed' and
replaced by the New Jersey Revised
Uniform Limited Liability Company Act
(NJRULLCA).? On that date, NJRULLCA
began to govern all limited liability
companies (LLCs) in New Jersey.?

NJRULLCA has made significant changes in New Jersey’s
LLC law.* Among them are specific statutory fiduciary duties
for managers and members of LLCs.® One such fiduciary duty
is the duty of loyalty.

What is the Duty of Loyalty?
The statutory duty of loyalty is comprised of the following
specific duties:

1.to account to the company and to hold as trustee for it
any property, profit, or benefit derived by the member:
(a) in the conduct or winding up of the company’s activ-
ities;
(b) from a use by the member of the company’s proper-
ty; or
(c) from the appropriation of a company opportunity;
2.to refrain from dealing with the company in the conduct
or winding up of the company’s activities as or on behalf
of a person having an interest adverse to the company
[i.e., self-dealing]; and
3.to refrain from competing with the company in the con-
duct of the company’s activities before the dissolution of
the company.*

Thus, a member or manager must account to the LLC for
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any profits derived from: 1) conducting the business of the
LLC and dissolving the LLC, 2) using the LLC’s property, and
3) appropriating business opportunities of the LLC. Also, a
member or manager must refrain from engaging in self-deal-
ing and competing with the LLC. The prohibitions against
self-dealing and competing with the LLC may present prob-
lems for certain LLCs, but any problems can be addressed in
an operating agreement.

To Whom Does the Duty Apply?

An LLC may be managed by its members or by one or more
managers,’ and who manages the LLC determines who is
bound by the duty of loyalty. Thus, the duty applies to the
members of a member-managed LLC® or to the managers (but
not the members) of a manager-managed LLC.° Note that in a
member-managed LLC, a member has a duty to refrain from
competing with the LLC before the dissolution of the LLC,
whereas in a manager-managed LLC, a manager has a duty to
refrain from competing with the LLC until the completion of the
winding up of the LLC."°

Comparison to Prior New Jersey LLC Law

New Jersey’s prior statute did not include a duty of loyal-
ty."" In fact, the term “fiduciary duty” was mentioned once, at
the end of the statute.”” In addition, there is virtually no New
Jersey case law discussing the duty of loyalty in the context of
an LLC. The sparse case law that does exist is contradictory
and, as a result, not helpful.”

Some have argued that, unless otherwise expressed in an
operating agreement, managers and members did not have
any fiduciary duties, including the duty of loyalty." Others
assumed that managers and controlling members must have
had fiduciary duties."”

NJSBA.COM



Comparison to Other New Jersey
Entity Laws

The duty of loyalty imposed by
NJRULLCA is substantially similar to the
duty of loyalty under New Jersey’s gen-
eral partnership and limited partnership
statutes.' This should come as no sur-
prise since all three laws were drafted by
the uniform law commissioners."”

However, the duty of loyalty for
managers and members of an LLC is
broader than the comparable duty for
partners of a general partnership or gen-
eral partners of a limited partnership.
First, the general partnership statute
states that “[t]he only fiduciary duties a
partner owes to the partnership and the
other partners are the duty of loyalty
and the duty of care set forth in [the
statute].”* By comparison, NJRULLCA
does not include such a limiting term."
Second, NJRULLCA implies that man-
agers and members may be subject to
other fiduciary duties,” meaning fiduci-
ary duties developed by the courts
under the common law.”!

By contrast, New Jersey’s corporate
statute does not include a duty of loyal-
ty. Instead, the duty of loyalty of direc-
tors and officers to a corporation and its
shareholders is determined by the courts
under the common law. Although the
duty of loyalty is determined on a case-
by-case basis, and thus cannot be
defined with precision, it includes a duty
to act in the best interests of the corpo-
ration, without self-dealing and usurp-
ing corporate opportunities.”

Comparison to Delaware LLC Law
While NJRULLCA clearly specifies the
duty of loyalty in New Jersey LLCs, the
duty of loyalty for managers and mem-
bers of Delaware LLCs is not so certain.
In fact, the issue of fiduciary duties
caused a significant disagreement
between the Delaware Supreme Court
and the chancery court (which decides
disputes involving the internal affairs of

LLCs, corporations and other business
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entities).

In Jan. 2012, the chancery court held
that the manager of an LLC had default
fiduciary duties to the LLC and its mem-
bers, which confirmed the common
understanding under prior case law that
a manager had fiduciary duties unless
contradicted by an operating agree-
ment.? In Nov. 2012, the Delaware
Supreme Court disagreed and held that
the chancery court’s pronouncement
about default fiduciary duties was
“improvident and unnecessary” and
“dictum without precedential value.”*
A few weeks later, the chancery court
again held that default fiduciary duties
apply to managers of an LLC.»

The Delaware Legislature ended the
LLC
statute.” Thus, managers and controlling

controversy by amending its

members of Delaware LLCs have a duty
of loyalty to the LLC and its members.
However, the nature and scope of the
duty is still determined through case law.

Alter or Eliminate the Duty

The statutory duty of loyalty is a
default provision that will apply if the
LLC’s operating agreement does not
modify the duty. Fortunately, NJRULL-
CA provides an LLC with several meth-
ods to alter, or even eliminate, the duty.
These methods are contained in Sec-
tions 11 and 39 of NJRULLCA.” The
provisions appear complex and even
contradictory, and thus confusing, but
as explained below, they do provide
LLCs with great flexibility to deal with
the duty of loyalty to suit the circum-
stances of each particular LLC.

Section 11 of NJRULLCA initially
states that “[aln operating agreement
may not...(4) subject to subsections d.
through g. of this section, eliminate the
duty of loyalty, the duty of care, or any
other fiduciary duty.”? But in subsections
d. through g., NJRULLCA provides sever-
al methods to address the duty of loyalty.

First, Section 11(d) of NJRULLCA pro-
vides in part that, “[i]f not manifestly

unreasonable, the operating agreement
may (1) restrict or eliminate the duty as
required in [N.J.S.A. 42:2C-39(b)(1)-(3)
& (i)],”* which is the duty of loyalty.
Thus, as long as it is not manifestly
unreasonable, an operating agreement
may restrict, and even eliminate, all or
parts of the duty of loyalty.*

For example, an operating agreement
in a member-managed LLC* may elimi-
nate the duty of loyalty, as follows:

No Duty of Loyalty. No Member owes
any fiduciary duty of loyalty to the
Company or the other Members.

Or, an operating agreement may
restrict the duty of loyalty; for example,
by limiting it to some of the statutory
duties and thus eliminating others:

Duty of Loyalty. A Member's duty of loy-
alty to the Company and the other
Members is limited to accounting to the
Company and holding as trustee for it
any property, profit or benefit derived
by the Member (A) in conducting and
winding up the Company’s business, (B)
from using the Company's property, and
(C) from appropriating a business oppor-
tunity of the Company. No Member
owes any other fiduciary duty of loyalty

to the Company or the other Members.

Under the above example, the duties
against self-dealing and competing with
the LLC are eliminated. For further clar-
ification, the last sentence can be modi-
fied with the addition of the following
phrase at the end of the sentence: “,
including the duty against self-dealing

and competing with the Company.”

Identify Acts Not Violating the Duty
Next, Section 11(d) of NJRULLCA pro-
vides in part that, “[i]f not manifestly
unreasonable, the operating agreement
may...(2) identify specific types or cate-
gories of activities that do not violate the
duty of loyalty.”*> This method may be
used when the managers or members of
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an LLC are active in the specific business
of the LLC through other companies,
positions, etc. For example, the members
of a real estate holding company may
currently or in the future want to own
commercial real estate individually or
with others, and not be required to own
such other real estate through the LLC or
even with the same members.

Thus, an operating agreement for a real
estate holding company may identify cer-
tain types or categories of activities that
do not violate the duty of loyalty, such as:

Other Interests. A Member may, direct-
ly or indirectly, own and/or manage
other real estate. Neither the Compa-
ny nor any other Members shall have
any right, by virtue of this Agreement,
to share or participate in the owner-
ship or management of such other real
estate of the Member or to the income

or proceeds derived therefrom.*

An operating agreement for an operat-
ing company may include the following
provision:

Other Interests. Each Member acknowl-

edges that the other Members may,

directly or indirectly, own and/or man-
age other businesses, including busi-
nesses that may compete with the

Company. Each Member agrees that a

Member shall not be prohibited from

engaging or investing in any other

business, including a business that may

compete with the Company, and that a

Member shall not be required to pres-

ent such business opportunities to the

Company or the other Members, even

if such business opportunities are simi-

lar to the business of the Company.

Neither the Company nor any other

Members shall have any right, by virtue

of this Agreement, to share or partici-

pate in the ownership of such business
opportunities of the Member or to the

income or proceeds derived therefrom.

Such a provision should be useful in
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attracting experienced businesspeople
to join the LLC as members, which they
might not otherwise do because of the
duty against competing with the LLC
and appropriating business opportuni-
ties of the LLC.

Not Manifestly Unreasonable

As noted, a provision restricting or
eliminating the duty of loyalty or iden-
tifying acts that do not violate the duty
must not be manifestly unreasonable.*
NJRULLCA provides that whether a
term is manifestly unreasonable is an
issue for the court.*® A court may invali-
date a term as manifestly (i.e., clearly or
obviously) unreasonable only if it is
readily apparent the objective of the
term is unreasonable or the term is an
unreasonable means to achieve its
objective.* This determination is made
as of the date the term was added to the
operating agreement, based on the spe-
cific facts and circumstances of the LLC
existing at that time,” and in light of
the LLC’s purpose and business.® In
making its determination, the court
should also consider that NJRULLCA,
like the prior statute, “is to be liberally
construed to give the maximum effect
to the principle of freedom of contract
and to the enforceability of operating
agreements.”?

An operating agreement can include a
provision where the members agree the
provisions altering fiduciary duties are
reasonable and provides for the court to
modify any such provisions deemed
manifestly unreasonable by the court:

Reasonable Provisions. Each Member
acknowledges and agrees that the
provisions in Section X are reasonable,
important and necessary for the suc-
cess of the Company. If a court deter-
mines that any provision in Section X is
manifestly unreasonable, the Mem-
bers agree that the court shall have
the power to modify any such unrea-

sonable provision to the extent

deemed necessary by the court to ren-
der it reasonable and enforceable (and
that comes closest to expressing the
intention of the unreasonable provi-
sion), and that such modified provision

shall be enforced by the court.

Independent Authorization or
Ratification

Section 11(e) of NJRULLCA provides
that an operating agreement “may spec-
ify the method by which a specific act or
transaction that would otherwise violate
the duty of loyalty may be authorized or
ratified by one or more disinterested and
independent persons after full disclosure
of all material facts.”* This method is
intended to be used for self-dealing; that
is, for transactions between the LLC and
its managers and members.*

For example, an operating agreement
may provide for a special committee, an
advisory board, or any disinterested and
independent person, such as a retired
judge or a person with experience in the
particular industry of the LLC. Under
this method, one or more disinterested
and independent persons would review
all material facts: 1) before an act or
transaction to authorize it, or 2) after an
act or transaction to ratify it. This
method ‘cleanses’ the act or transaction
otherwise violating the duty of loyalty.

A simple provision for such a method
would be the following:

Independent Authorization or Ratifi-
cation. After full disclosure of all mate-
rial facts, the majority vote of the
Company’s special committee, which
shall be comprised of disinterested and
independent persons (e.g., persons
that are not Members or Managers or
affiliates of Members or Managers),
may authorize or ratify an act or trans-

action violating the duty of loyalty.
No Duty for Non-Managing Members
An operating agreement of a mem-

ber-managed LLC may appoint certain
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members as the managing members of
the LLC. In such a situation, the non-
managing members may not want to
owe any duty of loyalty to the LLC or
the other members because they are not
managing the LLC and do not have the
authority to legally bind the LLC. Sec-
tion 11(f) of NJRULLCA allows an oper-
ating agreement to relieve non-manag-
ing members from fiduciary duties,
including the duty of loyalty:

To the extent the operating agreement
of a member-managed limited liability
company expressly relieves a member of
a responsibility that the member would
otherwise have under this act and impos-
es the responsibility on one or more
other members, the operating agree-
ment may, to the benefit of the member
that the operating agreement relieves of
the responsibility, also eliminate or limit
any fiduciary duty that would have per-

tained to the responsibility.®

Thus, an operating agreement may
provide as follows:
No Duty of Loyalty for Non-Managing
Members. The LLC is member-managed
by the Managing Member, who shall
have the authority to legally bind the
LLC. As a result, none of the other
Members shall owe any duty of loyalty

to the Company or the other Members.

Authorization or Ratification
by Members

In the event an operating agreement
does not eliminate, restrict or otherwise
deal with the duty of loyalty, NJRULLCA
provides that “[a]ll of the members...
may authorize or ratify, after full disclo-
sure of all material facts, a specific act or
transaction that would otherwise vio-
late the duty of loyalty.”* This provision
applies to both member-managed and
manager-managed LLCs, but it is always
the members (not the managers) who
have the power of authorization and
ratification.*
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There is nothing in NJRULLCA that
prohibits the members from including a
provision in an operating agreement
allowing less than all members to
authorize or ratify an act or transaction
violating the duty of loyalty. Thus, a
majority or super-majority of the mem-
bers, but not including the interested
member, may authorize or ratify an act
or transaction violating the duty of loy-
alty. For example:

Authorization or Ratification by Mem-
bers. A majority of the Members, not
including the Member violating the
duty of loyalty, may authorize or ratify,
after full disclosure of all material
facts, a specific act or transaction by a
Member that otherwise violates the

duty of loyalty.

Defense to Self-Dealing

As noted, the duty of loyalty requires
managers and members “to refrain from
dealing with the company in the con-
duct or winding up of the company’s
activities as or on behalf of a person
having an interest adverse to the com-
pany.”* Self-dealing sounds bad, but is
common in many closely held and fam-
ily-owned businesses.*® It includes lend-
ing money and leasing real property to
an LLC.

As noted, the duty of loyalty may be
restricted or eliminated in an operating
agreement, but if it is not, NJRULLCA
provides a defense to a claim that a
transaction violates the duty prohibit-
ing self-dealing. If a transaction is fair to
the LLC, then there is no violation of
the duty of loyalty.”” Examples of trans-
actions that are fair to the LLC include
loans to the LLC at market interest rates
and leases of real property to the LLC at
fair market rents.*

An operating agreement may permit
self-dealing (as provided under the prior
law) or it may include a provision
addressing self-dealing to reflect
NJRULLCA, as follows:

Related Transactions. Each Member
and the Affiliates of a Member may,
without violating the duty of loyalty,
loan monies, lease real and personal
property, sell goods and provide servic-
es to, and transact other business with,
the Company, provided that such trans-
actions are on terms commercially fair
and reasonable to the Company and
no less favorable to the Company than
those generally being provided to or

available from unrelated third parties.

No Indemnification or Exculpation

NJRULLCA provides both indemnifi-
cation of members and managers,” and
allows an operating agreement to limit
or even eliminate the personal liability
of a member or manager for money
damages.”* However, a member or man-
ager breaching the duty of loyalty is not
entitled to indemnification or exculpa-
tion of liability for money damages."
Yet, as noted, an operating agreement
may restrict or entirely eliminate the
duty of loyalty.*

Specific Purpose

An LLC may also reduce or even
eliminate claims of a breach of the duty
of loyalty by including a specific pur-
pose for the LLC in its certificate of for-
mation.” Alternatively, the operating
agreement may include a specific, nar-
row purpose rather than a general,
broad purpose for the LLC. For example:

Purpose. The purpose of the Company
shall be to produce, sell and distribute

gluten-free cookie products.

Presumably, a member or manager
involved in other businesses producing
other food products, perhaps even non-
gluten-free cookies, would not be violat-
ing the duty of loyalty because the LLC
and the other businesses would not be
competitors.
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Conclusion

It can be argued that New Jersey’s

LLC law has been improved by having

the duty of loyalty specifically defined

in its statute rather than being deter-

mined on a case-by-case basis by the

courts under the common law. In any

event, such a statutory duty of loyalty is

a significant change in New Jersey LLC

law. However, the statute provides LLCs

with many different methods to deal

with the duty of loyalty, including the

complete elimination of the duty. 62
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a loan to the LLC at a market inter-
est rate, but the other members do
not have the opportunity to make a
similar loan. The operating agree-
ment can address this situation by
providing that when the LLC is in
need of a loan, all members shall
have the opportunity to make a
loan to the LLC based on their
respective LLC interests.

N.J.S.A. 42:2C-38.

N.J.S.A. 42:2C-11(g).

N.J.S.A. 42:2C-11(g)(1) & -38(c). See
also  NCCUSL commentary to
NJRULLCA Section 110(g) (“The
restrictions...apply both to indem-
17
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nification and exculpation.”).

52. One commentator has asked: If the
members can eliminate the duty of
loyalty, why can’t they eliminate
liability for a breach of the duty of
loyalty? See Ribstein, supra, at 68-69.

53. N.J.S.A. 42:2C-18(c) (“a certificate of
formation may also contain state-
ments as to matters other than
those required by [N.J.S.A. 42:2C-
18(b)]).”

Gianfranco A. Pietrafesa is a partner
in the corporate group of Archer & Greiner,
in Hackensack. He is a former chair of the
Business Law Section and a member of the
committee that drafted NJRULLCA for
adoption in New Jersey. In recognition of his
efforts, he received the 2012 Distinguished
Legislative Service Award from the NJSBA.
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