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(1992)18, lowa (1992)17, Oklahoma (1992)18 Minnesota (1992)19 and Illinois20 have
enacted limited liability acts. Indiana in 1990 and Georgia in 1992 have enacted
legislation permitting the registration of foreign limited liability companies.2l

The Wyoming Act and its Revenue Ruling have become the focal point from which
all states have premised their legislation. Section 7701 of the IRS Code and its
accompanying regulations not only light the path for legislation in this area but warn
legislators that to vary significantly may result in lost federal tax benefits. Compliance
with the state act does not assure the desired tax treatment

Unfortunately, the Wyoming Act still uses the old corporate act language. This has
caused most other states to venture into drafting exercises of their own, sometimes onto
thin ice. Care must be taken to comply with the IRS guidelines (14.100) even though
state statutes may offer greater latitude. Wyoming limited liability companies are
created when two or more persons file duplicate original verified Articles of
Organization with the Secretary of State. W.S. 8§ 17-15-106. A "person" is defined as

. individuals, general partnerships, limited partnerships, limited liability
companies, corporations, trusts, business trusts, real estate investment trusts,
estates and other associations. W.S. § 17-15-102 (a)(iv).

In some states the statutory definition of "person” encompasses more. (4.600).
Limited liability companies have several useful advantages over their nearest relative,
the S corporation. (2.153.) Limited liability companies have (1) no citizenship
requirements, (2) no limitation on the size or number or members, (3) no limitation of
one class of shares, (4) no limitation on ownership \,i other corporations, and, (5)
usually, no tax penalties on liquidation, and (6) it can avail itself of § 754 code elections.

Limited liability companies have significant benefits over limited partnerships
(2.:51) by allowing limited liability to all members, including those who participate in
management. Wyoming Statute 8 17-15-113 provides that: Neither the members of a

limited liaoility.cc)nipany nQrthe managers-CX.alinitedHliaility. conpeny, menaged by

a manager or managers are liable under a judgment, decree or order of a court, or in

16 MD Code Ann. 8§ 4A-101 et seq.

17 1992 lowa Stat. § 490A.125.

18 Oklahoma Title 18-2000.

19 Minnestota Limited Liability Company Act, Chapter 322B.
20 Illinois Limited Liability Company Act, § 5-45.

2l Ind. Code 88 23-16-10.1-1 et seq.
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anv other manner, for a debt, obligation or liability of the limited liability company. All
states have similar provisions.

The main disadvantage is the restriction on transferability of the full rights of
membership. Yet, a minority shareholder in a corporation is also without a meaningful
right to participate in the management of that entity. Unlike the S corporation, the
LLC can have broad based ownership, including corporations and trusts.

The limited liability company is a new statutory entity in its own right, separate from
the corporation or the partnership. Yet, some states have restricted iis potential by
grafting unnecessary corporate or partnership language into their limited liability statute.
Perhaps the promised model act will not restrict the LLC potential. (16.100).



CAVEAT
\ \WARNING! Blind use of these forms can be dangerous to your legal health. Prior
to drafting Articles of Organization for the clier/, careful attenticurmust be given to the

\ /
entity being”reated, as it affects the desires and needs of the participants. Information

S
along the lines \of'the "Client Questionnaire" and "Fo/rmation Checklist" found at page
2300 of this book shbvtld be obtained. Once obtained, this material needs to be
analyzed and discussed with the”epre”entatives of the proposed entity. A perfect world
probably would contain a detaUea Pre-formation Agreement which participants would
sign acknowledging full cfis®osure by the attorney of all "opt in" features and default
rules contained in the Limited Liability Company~Aet, and affirming that thr Articles
of Organizatiortand Operating Agreement or other inteimLregulations contain those,
and onlv/mose, features desired. The adopted Articles and Operating Agreement or

other regulation amount to a contract of parties, whose interests, in certaih”etails, may

‘well differ.
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Limited Liability Companies, from Page 9.

2.

It has been reported that at least 17 other States ate considering or
have considered legislation creating LLCs. These Statesare: Califor-
nia, Georgia, Hawaii, Indiana, Michigan, Mississippi, Missouri,
Montana, Nebraska, New Hampshire, New Jersey, New Yoric, Ohio,
Oregon, Pennsylvania. South Dakota, and Washington.

See. e.g.. Ur. RuL 7817129 (Jan. 30, 1978) and Ur. RuL 8003072
(Oct. 25,1979) (both considering limitadas formed under the limited
liability company laws of Brazil) ‘Ur. RuL 8221136 (Feb. 26. 1982)
(considering Gesellschafi mit beschraenJcer Haftung (GmbH) formed
under the lans of the Federal Republic of Germany); Ur. Rul.
7826023 (March 28, 1978) (considering sociedate por quotas de
responsibiiidade limitade formed under the laws of Portugal); and Ur.
RuL 8006086 (Nov. 19, 1979) (considering limited liability partner-
ships formed under the laws of the Kingdom of Saudi Arabia).

It lias been reported that Florida enacted its LLC statute in the hope
of attracting foreign business and capital to the State from South and
Central American executives familiar with lire limitada form of
business entity. See Comment, The Limited LLibility Company Aa,
1 FLA ST. U. L. REV. 387, 387-388 (1983). Wyoming enacted
its LLC statute as special interest legislation foran oil company. See
Keatinge, Ribstein, Hamill, Graveilc and Connaughton. The Limited
Liability Company: A Study ofthe Emerging Entity, 47 BUS. LAW.
375, 383, n. 36 (February 1992) (hereinafter, "Keatinge™), For an
examination of the history of LLCs and their earliest American and
foreign precursors sec Keatinge at 381-384.

Rev. Rul. 88-76, 1988-2 C.B. 360. Effective September 19. 1988,
the Service began providing advance rulings and determination letters
on the classification of LLCs. See, Rev. Proc. 88-44, 1988-2 C.B.
634.

As this article was going to press, the Service has issued private letter
rulingsand revenue rulings classifying LLCsas pinnerships for LLCs
formed under the statutes of only 6 States (excluding Wyoming). In
additiontoRev. Rul 88-75 (with respect to Wyoming's LLC statute),
LLCs formed in Colorado, Florida, Nevada, Texas, Utah, and
Virginia have received partnership classification rulings. See Rev.
RuL 93-6, 1993-3 .LR.B. _ (Jan. 19. 1993) (Colorado); Ur. RuL
89371010 (September 16,1989), Ur. RuL 9030013 (April 25, 1990)
(Florida); Ur. RuL 9227033 (April 8, 1992) (Nevada); Ur. RuL
92/00/9(December6,1991);Ltr.RuL 92J8078(January 31,1992);
and Ur. RuL 9242025 (July 22, 1992) (Texas); Ur. RuL 9219022
" roruary 6, 1992) (Utah); and Rev. RuL 93-5, 1993-3 .R.B. _
(Jan. 19, 1993) (Virginia). There are several other private letter
rulings involving LLCs formal in the aforementioned States as well
as for LLCs formed in States not disclosed inthe letter ruling. These
rulings are on file with the author.

See, e.g., 1361(b), Internal Revenue Code of 1986, as amended
(hereinafter "the Code"). Texas LLCs are specifically permitted to
haveriifferentclassesofmembers (TEX. CORPS. & ASS'NS. CODE
ANN. art. 4.02) and LLCs in the other States are not express ;
prohibited from havingmore than one class of interests. This provides
LLCs with greater financial f xibilily than an S corporation in
determining allocation of losses and income since S corporations
cannot specially allocate items of income and losses without violating
the one class of stock restriction.

See. e.g., 1362(d), (e), and (1) of the Code. S corporations cannot
be members of an affiliated group of corporations (1361(bX2XA) of
the Code). See also Keatinge. supra, note 4; Jordan and Kiocpicr.

11

12.

13.

14,

15.
16.

17.

18.

The Limited Liability Company: Beyond Classification. 69 TAXES
203 (April 1991) (hereinafter, ‘Jordan and Kloepfer")-, Hamill. The
Limited Liability Company: A Possible Choicefor Doing Busuiess,
41 FLA. L. REV. 721, 748-757 (1989); Comment. The Wyoming
Limited Liability Company: A Viable Alternative to the S Corporation
and the Limited Partnership?, 23 L/f'D & WA fER L. REV. 523
(1988); Comment, The Limited Liability Company: An Organiza-
tional Alternative for Small Businesses, 70 NEB. L. REV. ISO
(Winter t991).

Treas. Reg. 301.7701-I(c).

. Thereare actually six relevant characteristics, but LLCs, like corpora-

tions and partnerships, will undoubtedly satisfy the two characteristics
common to most business organizations:"associates.” and "an objec-
tive to cany on business and divide the gains therefrom." Treas. Reg.
301.7701-2(a)(2). Generally, ifan organization lacks associates and
ajoint profit motive, the organization will be classified as a trust.
Treas. Reg. 301.7701-2(a)<2).

Treas. Reg. 301.770L-2(aX3). The U.S. Tax Coun in FhillipG.
Larson, 66 T.C. 159 (1976), recognized the bias in the federal
classification regulations toward a partnership classification. It noted
that at the ume the regulations were originally promulgated, the
Service was concerned with attempts by non-corporate entities, such
as professional partnerships, to qualify a* corporations in order to
deduct costs of medical insurance and retirement plans. 66 T.C. at
186-187. Virtually all of these advantages o f corporate classification
were eliminated by the Tax Equity and Fiscal Responsibility Act of
1982 and subsequent legislation.

See, e.g., Phillip G. Larson, supra, note 11. Th: Larson court
majority explained the equal-weighing "as an attempt (by the Service]
to impart a degree of certainty to a subject otherwise fraught with
imponderables." 66 T.C. at 172. The court further stated: "we can
find no warrant for such refined balancing in the regulations or in
cases which have considered them... Our task herein is to apply the
provisions o fthe respondent’s regulations as wc find them and not as
wethinkthey might o fought to have been written." 667.C .atl72.
Treas. Reg. 301.7701-2(cX1). The managers need not be members
ofthe LLC. Treas. Reg. 301.7701-2(c)(2). No centralized manage-
ment exists if the purported managers) has/have anhority "merely
to perform ministerial acts" and does/do not have "continuing ex-
clusive authority to make independent business decisions on behalfof
the organization which do not require ratification by members of such
organization." Treas. Reg. 301.7701-2(c)(3).

Texas provides a "default" election with respect to centralized
management. A Texas LLC must be managed by designated
managers in tite absence o f an agreement o f the members to reserve
managemeri to themselves. TEX. CORPS. & ASS'NS. CODE
ANN. art. 2.12.

COLO. REV. STAT. 7-8&401.

Minnesota Aa 322B.606, Subd. 1. The members can, however,
supersede any action taken by the board of governors by unanimous
vote. Minnesota Aa 322B.606, Subd. 2.

Minnesota Act 322B.67. The "chief manager" partakes in the
“general active management of the business of the limited liahility
company." Minnesota Aa 322B.673, Subd. 2. The "treasurer" is
the LLC's financial officer. Minnesota Aa 322B.673. Subd. 3.
Treas. Reg. 301.7701-2fe). The term “freely transferable interests"
is, in reality, a misnomer. The federal classificauon regulations are
really referring, as a practical matter, to the transferability o f the rights



-f ownership other than the right* to share in profits/lossea and assets
L-ion dissolution, e.g., the right to manage the business and the right

. tovote. Consequently, even if ownership interests in an entity can

20.
21.

22.
23
24,
25.

26.

21.

28.
29.
30.
3L
32.
33.

be transferred freely, the entity will not be characterized as having the
corporate characteristic of freely transferable interests if there are
certain limitations on the transfer of these other rights and attributes
of ownership.

. COLO. REV. STAT. 7-80-702; FLA. STAT. ANN. 608.432; KAN.

STAT. ANN. 17-7617; NEV. REV. STAT. 86.351; VA. CODE
13.1-1039; W. VA. CODE 31-IA-34(c)(l); and WYO. STAT.
17-15-122.

Rev. RrL 88-76.

lowa Act 490A.903.1; Maryland Aa 4A-601(B)(1); TEX. CORPS.
& ASS’'NS. CODE ANN. art. 4.07.

UTAH CODE ANN. 48-25-131.

Avizona Aa29-731B.2.

Minnesota Act 32123.313, Subd. 2.

See. e.g., Ur. RuL 9219022, holding that Utah's majority consent
requirement was sufficient to avoid a free transferability of interests
characterization. Two Service private letter rulings involving Texas
LLCs have reached the same conclusion. In Ur. RuL 9210019, a
Texas LLC's regulations provided a* follows: interests could be
transferred subject only to the consent of the LLC manager unless the
managerwas the tranaferororwaa not a membcrofthc LLC (in which
case majority consent ww required). In addition, no consent to a
transfer of irterests was required if the transfer was incident to the
death, dissolilion, divorce, liquidation, merger, or termination of the
transferor and the transferee member constituted a "permitted trans-
feree" under the LLC’s regulations. The Service held that the LLC
lacked freely transferable interests. InUr. RuL 9218078, a Texas
LLC's regulations conditioned the transfer ofan interest on two-third™*
(2/3tds) consent of the "outstanding units." The Service hdd that the
LLC lacked fredy transferable interests. The Service's interpretation
of the fieely transferable interests characteristic in Ur. RuL 9210019
also appears to permit Arizona and Minnerka LLCs to use their
respective election provisions without being characterized as possess-
ing freely transferable interests.

Treas. Reg. 301.770i-2(bXI). These occurrences are hereinafter
collectively referred to as “dissolution events."

Treas. Reg. 301.7701-2(bX2). A partnershipor LLC d rlution is
not the same as a "termination.” A termination ter pendent tax
significance under Code 703. A partnership termini xs for federal
tax purposes (and State ux purposes ifa State conforms to Code 708)
if the partnership businera, financial operation, or venture (ails to be
carried on by the partnershipor it* partner* or if, in any twelve month
period, there isa sale or exchange of 50 percent or more of the total
interest in partnershipespial and profit*. Code 708(bXI)(A) and (B).
Treas. Reg. 301.7701-2(bX2).

Arizona Aa 29-781.A.3.

FLA. STAT. ANN. 608.441(c) (Emphasis added).

KAN. STAT. ANN. 17-7622(aX3).

UTAH CODE ANN. 4S-2b-137(3) (Emphasx* added).

TEX. CORPS. & ASS'NS. CODE ANN. art. 6.01(4). This article
provides, inpertinentpart: .and the business ofthe limited liability
company is continued by the consent o fthe number ofmembers or
class thereofstated in the articles oforganization or regulations of
the limited liability company or if not so stated, by all remaining
members.” (Emphasis added).

34.

35.

36.

ar.

38.

39.
40.

41.

See also Ur. RuL 9030013, wherein the Service ruled that a Florida
LLC lacked continuity of life because the LLC did not dcct to use the
Florida alternative, ba, rather, required unanimous consent to con-
tinuation of the LLC following a dissolution event.

There is some authority in the federal classification regulations for the
position that requiring unanimous consent from one particular class
of interest is sufficient to avoid continuity of life. Treas. Reg.
301.7701-2(b)(I) provides, in pertinent port: “If the retironcrt,
death, or insanity of a general partner of a United partnership causes
adissolution ofthe partnership, unless the remaining general partners
agree to continue the partnership or unles* all remaining members
agree to continue the partnership, continuity of life does not exist.”
(Emphasis added). A general partner interest is a different class of
partnership interest from a limited partner interest. Consequently,
use of the Texas alternative may not result in continuity of life if (1)
the class that must consent to continuation is the class whose member
has been affected by the dissolution event and (2) the Texas LLC is
treated as a limited partnership for federal tax purposes. An LLC
likely will btree:id as a "limited partnership™ by the Service, at least
for later ruling purpc rs. Rev. Proc. 89-12, 1.02, 1989-1 C.B. 798
(1.02 provides that "a “limited partnership® includes an organization
formed under a law that limits the liability of any member for the
organization's debts and other obligations to a determinable fixed
amount")

See, e.g., 61100X3) of the Code and Rev. Proc. 92-1, 11.02, 1992
I.R.B. 9.

SeealsoUr. RuL 9210019and Ur. RuL 9218078, supra note 25. In
both of these private letter rulings there was no continuity of life issue
because the LLCs' operating agreements required unanimous consent
of member to continuation ofthe LLC following a dissolution even.
Proposedr gulations applicable to limited partnerships that the Service
has recently issued may render these issues moot. These proposed
regulations permit a "majority in interest of the remaining partners”
to agree to continue a limited partnership upon the occurrence of any
event causing the withdrawal ofa general partner and still avoid being
characterized as possessing continuity of life (Prop. Treas. Reg.
301.7701-2(b)(I), 57 Fed. Reg. 32473 (July 22, 1992) (PS-7-92)).
Rev. Proc. 92-35, 1992-18 I.R.B. 21, also permits majority consent
to continuation ofa limited partnership but only ifthe dissolution event
is the general partner's bankruptcy or removal. Consequently, for
LLCs treated for federal purposes as limited partnerships, the ques-
tions surrounding continuity of life and majority consent to continua-
tion after a dissolution event may be resolved in lavor of partnership
tax classification. In accordance with Rev. Proc. 89-12, supra note
35, an LLC should be treated as a limited partnership for federal tax
PUrpOSES.

Treas. Reg. 301.7701-2(d)(1).

Arizona Aa 29-651 (Arizona extends limited liability to employees,
agents, officers, and non-member managers); Colo. Rev. Stat. 7-80-
705; Fla. Stat. Ann. 608.436; lowa Aa 490A.601; Kan. Stat. Ann.
17-7620; Maryland Aa 4A-301; Minnesota Aa 322B.3Q3.. Subd. |
(includes agents); Nev. Rev. Slat. 86.371; Tex. Corps. & Asss.
Code Ann. art. 4.03; Utah Code Ann. 48-2b-109 (Utah extends
limited liability to employees); Va. Code 13.1-1019; W. Va. Code
31-1A-33; and Wyo. Stat. 17-15-113.

Treas. Reg. 301.7701-2(d)(2). LLCs eliminate any panncrship-cx-
istencc controversy with respect to the "limited liability" factor of the

See Limited Liability Companies. Page 12.

Multistate Tax Commission 11



Limit*J Ligbility Companies, from Page 11.

42.

43.

46.

47.
. Supra, p. 5.
49,

federal classification regulations. Arguably, this treatment is different
from what putative state law limited partnerships receive. At least
one federal circuit court ofappeals has suggested that the characteristic
of limited liability is the most substantive factor that distinguishes
corporations from partnerships. Kurzner v. United Slates, 413 F, 2d
97 (5th Cir. 1969).

Indeed, the Service issued proposed regulations in 1980 treating any
entity vesting limited liability in all members as an association taxable
as acorporation. Prop. Reg. 301.7701-2<a)(2), (g) Example (1). 45
Fed Reg. 75,709 (1980). This can be taken as a previous Service
position that overall limited liability is so indicative of the corporate
form that this single factor required federal lax classification as a
corporation. These proposed regulations were later ‘withdrawn.
I.R.S. Announcement 33-4, 1983-2 C.B. 31. Moreover, the U.S.
Treasury Department has in the past proposed treating limited partner-
ships as corporations if they had more than 35 limited partners. See,
e.g., U.S. Department of the Treasury, 2 Tax Reformfor Fairness,
Simplification and Economic Growth—General Explanation of the
Treasury Department's Proposals, 146-150 (1984). Because of
strong criticism, this proposal was never included in any tax reform
package.

Theissueofwhelhcrnon-LLCstalea will recognizethe limited liability
of LLC members is also an issue which may present itself if LLCs
begin operating to a substantial degree in interstate commerce. See
Keatinge, supra, note 4 at 442-156.

. Code 704(d). A net operating loss of a corporation can be carried

forward 15 yean or carried back 3 yean. Code 172(b)(1)(A) and
(B). A capital loss of a corporation can be carried forward 5 yean
and carried back 3 yean. Code 1212(aXIXA) and (B). Taxpayen,
other than corporations, may cany capital losses forward only to the
next succeeding taxable year. Code 1212(b).

. Code 441. A personal service corporation generally must select a

calendar year tax accounting period. Code 441(i).

UndeT Code 706(bXI)(B), a partnership's tax accounting period is,
inorder of priority: (1) the "majority interest taxable year’ (ie., the
taxable year of one or more partners having an aggregate interest in
partnership profits and capital of more than 50 percent. Code
706(bX4)(A)()); (2) the taxable year of the partnership’s “principal
partners’ (i.e., a partner having an interest in partnership profits or
capital of 5 pacent or more. Code 706(b)(3)); or (3) the calendar
year. Partnerships may also be capable of usinga "business purpose”
lax accounting period under Code 706(bXIXQ (Le., when the
partnership is engaged in a business having a ‘natural business year."
Treas. Reg. 1.70S-1(bX4)(iii)). If the partnership cannot use the
"majority interest taxable year* or the “principal partners" taxable
year, the tax accounting period selected must provide for tic "least
aggregate deferral of income for the partnera." Treas. Reg. 1.706-
IT(@)().

Code 741 and 751(a).

For example, the REV. MODEL BUSINESS CORPORATION
ACT requires a corporation to file articles of incorporation (2.01),
hold an organizational meeting (2.05), adopt bylaws (2.06), issue
shares (6.21), hold shareholder meetings (7.01), maintain a registered
officeandagcnt(5.01). appoint officers (8.40), hold boardofdiroctors
meetings (8.20), and file annual reports (16.22). On the other hand,
most of the LLC States require LLCs to file articles of organization.

12 MultisLale Tax Commission

50.

51
52.

53.

5.

56.

57.
58.
59.
60.

61.

62.

63.

64.

. Supra, note 35. The same requirenn

maintain a registered office and agent, file annual reports, and, if the
LLC isto be managed by managers, appoint managers.

See Lederman, Miami Device: The Florida Limited Liability Com-
pany, 67 TAXES 339, 345 (1989). Itshould be noted, however it
the validity of the Service’s "'no separate interests" theory haa not been
tested by the courts. The only time a court was presented with this
theory (in a case involving an unincorporated foreign business
organization), it sidestepped the issue. See MCA, Inc. v. United
Slates, 685 F. 2d 1099 (9th Cir. 1982).

1976-2 C.B. 490.

See also Rev. Proc. 89-6, 1989-1 C.B. 776. 3.014 (Service will not
rule on whether a non-U.S. LLC is a partnership if (1) tic uxpayer
seeking the ruling is a corporation and less than 20% of the LLC’s
interests are held by unrelated panics: or (2) unrelated parties held
only anominal intaejt inthe LLC regirdless of whether the taxpayer
is a corporation).

19933 I.LR.B.  (Jan. 19, 1993). "GmbH" is the abbreviation for
Gesellschafi mit beschrankter Haftung. Rev. RuL 93-4 modifies and
supercedes Rev. RuL 77-214, 1977-1 C.B. 408. which held that a
GmbH consisting of two wholly-owned U.S. subsidiaries of the same
U.S. parent possessed freely transfcrrablc interest and continuity of
life. Rev. RuL 93-4 held that the GmbH lacked continuity of life and
provided that the presence or absence of separate interests is irrelevant
to the determination of whether an an'  possesses continuity of life.
vas also set forth ui Ur. Rul.
9218078, supra note 25, and Ur. RuL 9147017 (August 21. 1991).
This requirement has not been explicitly imposed in all private letter
rulings concerning LLCs.

The Service should treat LLC managing members as general partners
for letter ruling purposes. According to Rev. Proc. 89-12, 1.02,
"Ir]cferences to ‘general partners' and ’limited partners’ apply also to
comparable members of an organization not designated as a partner-
ship under controlling law and documents: the ’general partners' of
such an organization will ordinarily be those with significant manago-
mcrt authority relative to the other members."

The substantial interest requirement is not necessary for establishing
a tax return position nor can it be appliod on audit. See Rev, Proc.
89-12, 1.03.

Ur. RuL 9030013.

Ur. RuL 9227033.

See note 64, infra.

Wyoming and Nevada have not found it necessary to classify LLCs
for tax purposes because neither state imposes a corporate or personal
income tax. Wyoming doci, however, impose a graduated annual
fee on LLCs based on the amount of LLC capital. WYO. STAT.
17-15-132.

FLA. STAT. ANN. 608.471(2) and 603.426. House Bill 633,
considered in the Florida legislature in 1989, would have exempted
a Florid* LLC from Florida’s corporate income tax if it was classified
as a partnership for federal tax purposes. The bill did not pass. See
also FLA. STAT. ANN. 220.130) defining LLC "taxable income."
TEX. TAX CODE ANN. 171.001(aX2) and (b)(1).

COLO. REV. STAT. 39-22-205(1) and 39-22-201.5. Recall from
the previous analysis that ths provisions of Colorado’s suitute prevent
a Colorado LLC from ever possessing continuity of life or fire
transferability of interests.

Arizona Art. 29-857: Maryland Act, Tide 10, 10-104(9) and 10-
819(B); Minnesota Act 211B.15. Subd. 3b. Maryland characterizes



65.

66.

67.
68.

69.
70.

71.

72.

anLLCu tn "unincorponned buiincM organization." Maryland Act
4.1 '01(L). Maryland require* an LLC to pay a penorad income tax
on Lehalfofiu non-rcaident member*. Maryland Act 10-102.1(b).
See. e.g., VA. CODE 58.1-301.A.; VA. INC. TAX REG. 630-3-
302.15.  Virginia characterizes an LLC aa an 'unincorporated as-
sociation” for non-tax purposes. VA. CODE 13.1-1002.

See. e.g., UTAH CODE ANN. 59-10-103(0. Code 761 defines a
‘partnership" for federal tax purpoaea in accordance with the federal
classification regulations. Treas. Reg. 1.761-1(a). It also defines
other terms such as 'partner,” 'partnership agreement,” and "liqui-
dation of partnership interest." Code 761 also provides in electron
for certain partnerships to be excluded from partnership tax treatment
under Subchapter K (ic., investment partnerships not engaged in an
active trade cr business, organizations availed of for thejoint produc-
tion, extraction, or uoc of property, but not availed of to sell services
or property produced or extracted, and organizations engaged in the
short-term selling of securities for the purpose of underwriting,
selling, or distributing a particular issue of securities). See, e.g.,
Treas. Reg. 1.761-1(a).

IOWA ADMIN. CODE 45.1(422).

KAN. STAT. ANN. 79-32,109(a). In addition, KAN. ADMIN.
REGS. 92-12-8 conforms to the federal definition of “ corporation.”
Moreover, KAN. STAT. ANN. 17-7603(b) characterizes an LLC
for non-tax puiposes and provides that "a limited liability company
for nod under this act shall be a separate legal entity and shall not be
construed a* a corporation.'l Kansu imposes an annual entity level
franchise tax payable when (he LLC files its Kansas report. KAN.
STAT. ANN. 17-7647(c). Kansas also imposes an annual entity level
franchise tax on limited partnership*. KAN. STAT. ANN. 56-
1a606(d) and 56-U607(d). The Kansas franchise tax is paid to the
secretary of state and is based on an amount equal to S1.00 for each
$1,000.00 of the "net capital accounts located in or used in this state
at the end of the preceding taxable year as required to be repotted on
the federal ;jaitnership return of income.” KAN. STAT. ANN.
17-7647(c). See also KAN. STAT. ANN. 17-7647(b)(2) which
requires a Kansas LLC to provide a reconciliation of Use capital
accounts inthe same manner that iarequired on the federal partnership
return of income. This is further evidence that Kansaswill treat LLCs
the same as limited partnerships for tax purposes.

W. VA. CODE31-1A-2(8).

W. VA. CODE 1-23-3(b)(17). West Virginia generally conforms
with the Internal Revenue Code’s definitions. W. VA. CODE
11-23-3a.

Arizona Act 29-801; COLO. REV. STAT. 7-80-901 to 7-80-913;
lowa Act490A. 1402; KAN. STAT. ANN. 17-7636to 17-7645, and
17-7648; Maryland Act 4A-1001 to 4A-1011; Minnesota Act
322B.9Q5; NEV. REV. STAT. 86.551: TEX. CORPS. & ASS’NS.
CODE ANN. arts. 7.01 to 7.13; UTAH CODE ANN. 48-2b-143 to
48-2b-148; VA. CODE 13.1-1051 to 13.1-1060; snd W. VA. CODE
31-1A-49. The twelfth state is Florida, which recognizes foreign
LLCs fortax purposes. FLA. STAT. ANN. 220.13(j).

It should be noted that a State is not obligated to conform to the federal
tar. classification of an organization. See, e.g., Commortwaith v.
N.I. Inc., 31 Pa. Comrnw. 235, 375 A. 2d 898 (1977), afpd., 482
Pa. 261, 393 A. 2d 653 (1978) (Pennsylvania's non-recognition of
federal S corporation status was held not to constitute a violation of
Ihe Supremacy Clause). Seealso Carlin v Htcrphy, 42 A.D. 2d 30,
344N.Y S. 2d 402 (1973), qftf., 34 N.Y. 2d 921, 359 N.Y.S. 2d

73.
. Svprc, note 63,
75.
76.

7.

78.

82.

83.

552 (1974) (New Yoric't non-recognition of federal S corporation
status held not to constitutea violation ofihe Fourteenth Amendment).
Supra, notes 61 and 62.

Tabic, supra, p. 7.

See FTB Notice 92-5 (August 21, 1992). California’s cruity tax
classification regulations substantially conform to the federal clas-
sification regulation*. See CAL. ADMIN. CODE 23038(h).
Indiana haa announced that it will classify LLCs for Indiana tax
purposes in the same manner aa an LLC ia classified for federal tax
purposes. See Indiana Tax Policy Directive M2, Limited Liability
Companies (Ind. Dept, of Revenue, May 1992), 1992 Ind. St. Tax
Rep. (CCH), 89-952. Earlier, Indiana had recognized foreign LLCs
as limited partnerships for non-tax puiposes. IND. CODE ANN.
23-16-10.1-1 through -4.

Letter dated September 20, 1991, from Myron C. Banks, Deputy
Secretary, North Carolina Department of Revenue, to Dorothy
Cramer (on file with the Deputy Secretary). The North Carolina
Attorney General has also indicated that foreign LLCs can register to
do business in the state aa a limited partnership. See, Letter dated
October .6,1991, from Richard H. Carlton, Chief Deputy Secretary
ofStateofNonh Carolinato Mr. FrankR. Liggett Gl. Esg., LeBocuf,
Lamb, Leiby & MacRae, Raleigh, NC (on file with the Chief Deputy
Secretary).

. See. e.g., DEL. CODE ANN. tit. 30, 1901; N.J. ADMIN. CODE

tit. 18.7-1.4; N.Y. PERS. INC. TAX REG. 100.15(c).

. See 1CAVITCH. BUSINESS ORGANIZATIONS 12.01 (Matthew

Bender Sc Co., Inc. 1988); Klein v. Weiss, 284 Md. 36. 395 A 2d
126(1978).

. See 2 CAVITCH, BUSINESS ORGANIZATIONS 39.05(11 (Mat-

thew Bender & Co., Inc. 1988); Dwinell's Central Neon v. Cos-
mopolitan Chinook Hottl, 21 Wash. App. 929,587 P. 2d 191 (Wash.
Ct. App. 1978); Klein v. Weiss, supra, note 80.

The Indiana and North Carolina attorneys general have ruled that an
LLC will be treated as a limited partnership in those States. Supra,
notes 77 and 78.

Ca3lifonunFTBNorice92-S, jupro, note 76. does rot indicate whether
LLCs will be treated as limited or general partnerships. Charac-
terization as a limited or general partnership has lax consequences in
California because a limited partnership doing business in California
ia required to filet: partnership information return under CAL. REV.
& TAX CODE 17932 and pays a minimumtax 0f5800. CAL. REV.
& TAX CODE 23081.

Other Stales may treat limited partnerships (or limited partner-
ships not electing particular tax treatment) as corporations for tax
purposes. See. e.g., ARK. ADMIN. REG. Art. 4.84-2002(7); NJ.
DEPT. OF TREAS.-TAXATTON REG. 18:7-15; and PENN.
DEPT. OF REV. REGS. 153.1(a)(3). (9). and (bX3). A number of
states impose entity levd income or franchise taxes generally on
unincorporated business associations. See, e.g., D.G CODE ANN.
47-1808.3 (unincorporated business franchise tax); HAWAII REV.
STAT. 237-1 (gross income tax on partnerships doing business in
Hawiii); ILL. REV. STAT. ch. 120, 2-205(b) (personal property
replacement tax on the net income of all business organizations with
activities in Glinois); MICH. COMP. LAWS 208.6(1) ("“single busi-
ness tax’ on ail business organizations wih Michigan business
activities): N.H. REV. STAT. ANN. 77:14 (business profits tax

See Limited Liability Companies. Page 14.
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CORNER "Controlormonopol overacommodnY or security to
etcontrolof or to dictate prices” & .S. Pratt, "Work oTWallStTeet").
echnically,acomeroccurs on a stock exchange when shorts cannot

borrow stock, i.e., have sold more stock than the floating supply

makes available for purchase. Those who have a comer can domi-
nate the situation and dictate price terms to their unfortunate vic-
tims—the shorts who are forced to settle at artificially dictated
prices, thereby incurring heavy losses. The two import ntcomers in
stocks were the Northern Pacific comer (1901) and the Stutz comer

1920).
(_ Co)mer_s have been more frequent in grain than in stock specula-

tion and in most cases have proved disastrous for their promoters.
The three great comers on the Chicago Board of Trade are known as
the Hutchinson corner (1888), the Leiter corner (1898), and the Patten
comer (1909). An attempt to corner silver occurred in the 1980s.

A comer has been declared to_be illegal by the courts for two
reasons: it is a gambling transaction and contracts thereunder are
therefore unenforceable, it is in restraint of trade.

Under the commodity exchange act and its successor the Com-

modity Futures Trading Commission Act of 1974, the Commodity
Futurés Trading Commission can set limitations both upon the
amount of sgeculatwe trading done daily by any one individual
and upon the speculative net P_osmon, long .or short, of any
speculative account at any one time, and requires the reporting
to it of any holdings in ‘excess of certain amounts. Under the
Securities Exchange Act of 1934, operations of the stock exchangies
and their members, and of security brokers and dealers generally,

are subjected to regulation of the  Securities and Exchange Com-

mission.
BIBLIOCRAPHY
Saxnoff, P. Siler Bulls, 1980.

CORN-HOG RATIO The number of bushels of com equal
in value to 100 pounds of hog, liveweight, which indicates at market
rices the relative attractiveness to farmers of selling their com or
Fcedmg it to their hogs for hog marketmg. ,

In addition to the com-hog ratio, the ePartmentqugrlcuIture
also regularly compiles other local market commodity-feed price
ratios, such as the egg-feed ratio (pounds of laying feed equal in
value to one dozen eggs), broiler-feed ratio (pounds of broiler
?rowerequal in value fo one pound of broiler, liveweight), turkey-
eed ratio (pounds of turkey_?rowerequ_al in value to one pound of
turkey, liveweight), and milk-feed ratio (pounds of concentrate
ration equal in value to one pound of whole milk).

CORNPIT Seepit

CORPORATE AGENT A person or finn empowered to act
for anather. Banks serve as corporate agents for a fee in various
capacities for corporations, state and local governments, munici-
palities, and persons, including the following:

1. Stock transfer agent. Banks maintain stock transfer books and
shareholders' le ger when retained by a corporate client.

2. Slock registrar. Banks serve as stock registrars who counter-
5|%;n stock certificates and ensure that each certificate is prop-
erly issued. _ _

3. Coupon and bond paying agent. Banks and trust companies
oc_casmnallyJ)ay maturing coupons and principal of corporate
clients. Paid coupons and honds are cremated and either a
cremation certificate or the paid couponsand bonds arc returned
to the principal. o

4. Dividends disbursing agent. Banks pay dividends to stock-
holders of record and provide a re{)ort to the corporation of
such dishursements when retained to do so,

5. Fiscal a?ent. Banks serve as fiscal agent for a government,
especially for taxes withheld that arc deposited with it for the
account of the government.
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CORPORATION

CORPORATE RECORDS Those records of a corporation
required by incorporation laws and j Ttaining to its corporate
character. Among these are the certificate of incorporation, bylaws,
book of minutes of the board of directors, stock book, stock transfer
book, etc. Section 10 of the New York Stock Corporation Law
requires that every stock corporation keep at its office correct books
of account of all"its business and transactions and a stock hook
showmq the names of all persons, alphabetically arranged, who are
stockholders of the corporation, theiradd rcsses, number of shares of
stock held, the time when they became stockholders, and (he amount
paid thereon.

CORPORATE STOCK In municipal financing, sometimes
used as the title for bonds of Ion%;term maturity, with'sinking fund
retirement and other characteristics of bonds.

See MUNICIPAL BONDS.

CORPORATE TRUSTS  Seetrust.

CORPORATION  The corporate form of business organiza-
tion is dominant in tlie U5. in manufacturing and wholesale trade
both in number of firms and in operating terma (sales, employees).
In retail trade and the service industries, corporations arc in the
minority numerlcal(ljy but account for more sales and employment
than unincorporated firms (U.S. Bureau of the Census, U.S. Census
of Business). This dominant position of the corporation as to size M
operations underscores the major financial and managerial advan-
taPes of the corporate form. Financially, the corporate form structur-
ally facilitates more extensive financing for a firm for the following
reasons.

L. Limited liability. vWhen stockholders become investors in i
corporation they can foretell the limits of maximum loss m«
extentof the investment), without personal liability for debts m
the firm, unlike the case for the proprietorship and the general
gartnersm_p. ) ) o
Separability of investor and managerial motivations. The
investor who is not interested in active participation in man-
agement may invest in nonvoling stock or, where he invests in
voting stock, may by proxy designate persons to vote for him.
in his name, place, and stead, in elections of directors and on
other co&porate matters. In either case, management may be
delegated to others (the directors, who in turn appoint ihe
officers). If the stockholder is so motivated, he may participate
actively in election of directors or become a member of the
board of directors and/or member of the officers to the extent
that his voting power and qualifications justify. The
corporation's capitalization may he appropriately proportioned
as to debt, nonvoting stocks, and voting stocks.

3. DIVIS_IbI|It¥ and transferability of ownership. The cor-
poration's total ownership is divisible into an appropriate
number of units (shares_of_stockgb the device of parvalue (or
if no par value stock is issued, %numbe_r of shares with

juitabie stated value pershare). Such conveniently sized units
of ownership may be sold to a larger number of investors, as
contrasted to total lump sum ptoprictorship interest or ﬁro-
portionate interests of partners. Further, a fundamental right of
stockholders is to recelve certificates of ownership, which ma
be readily asmgone_d to new ownersand/or transferred, height-
ening marketability.

4. The absence of "délectus personae’ among stockholders (the
personal nght of general partners to choose their associates as
partners). Each and every stockholder of a particular class of
stock is entitled to all the rights and En_vn_eges athcabIe to all
other holders of that class of stock. X|st|n% stockholders can-
not refuse to admit new stockholders to full status as such.

5. Separate legal existence of the corporation as an entity, apart
from its owners, creditors, and agente (directors, officers
employees, etc,), Because the co_rﬁoranon may own, buy, an
sell property initsown name; mike contracts; sue and be sued
initsown name; exercise all its express, implied,and incidental
authorized powers, itmay continue its separate existence, with
its own financial integrity, apart from turnover of such indi-
viduals, pursuant to its charter. Such durability of existence
facilitates long-term financing.

A dejurecorporation is one formed in compliance with the pro-
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visions of an incorporation statute. A tiefectocorporation is ong
formed without full compliance with all material, mandatory provi-
sions of an incorporation statute. , , ,

Corporations are also classified as public or private. Private cor-
porations may be stock or nonstock corporations. Stock companies
norm,aII%/ operate for profit, while nonstock corporations such as
certain hospitals and churches usually arc not-for-profit organiza-
tions. Corporations also can be classified as follows:

1. Publiccorporations are govemment-owned entities such as the
Federal Deposit Insurance Corporation. )

2. Open corporations are private stock corporations whose stock
is available to the public and is usually traded on a stock
exclh_a?gg)(allsted corporation)or in the a\ér-thc-counter market
unlisted).

3 Elosed corpoiations are private corporations whose slock is
not offered for sale to the general public but is usually held by
a few individu. Is. ) ) )

4. Domestic corpo‘aliens arc incorporated in a particular state.
Foreign corporations operate in a state other than the one in
which they are ii corporated.

Managerlall?{, the corporate form, aside from its general advan-
tage of assembling skills, money, and property, esi)emally_ facilitates
use of the line and line and staff types of internal grganization lor
Iarge-sr_:ale_operatlons,_makln_? possible functionalization and de-
centralization of operations with centralization of responsibility and
accountability maintained. _ ,

The rise of the corporation as the most important form of business
organization was especially facilitated in trie latter part nf the last
century by enactment of ?eneral incorporation statutes amon? the
states, making it possible for any group of incorporators complying
with the objective statute’s requirements to form corporations fréely.
B% contrast, the previous system of special acts of the legislatures for
c art_ermP corporations inhibited new incorporations by making it
possible for existing corporate interests to hlock the new charters by
political pressure. .

The corporation ia a creature of statute, both aa to procedure for
formation and subsequent crercite of permissible powers, but the
corporation is legally protected a%amst arbitrary impairment of
charter powers by the sovereign, Ihe state, because the corporate
charter 1s a contract that the state of mcorgoratwn may not impair

Oolleev. Woodward, 4 Wheat. 518 1819]). The corpora-
tion, although a legal entity, has no freedom of movement, as natural
persons have, to ao business in any state; as a foreign corporation
seeking to do business in other states, it may valldl¥ be required to
be licensed and designate agent therein for service ot process in case
of litigation. As a creature of statute, the corporation may be sub-
jected to nonarbitrary or discriminatory regulation, especially in
su%_h _tflelds as banking, insurance, and other regulated lines of
actvity. - L

Since the c_or?oratmn is a separate legal entity, it is itself the
legitimate object of taxation, both federal and state, both organ-
izational taxes (incorporation fees, annual franchise taxes) ard
operational taxes (income, propertP/, and excise taxes). This
leads to the disadvantage for stockholders of double taxation (the
corporation pays taxes and stockholders pay income taxes on
dividends declared and distributed). To the ‘extent of p_roperlz
retained earnings, the corporation may legitimately avoid suc
double taxation. Intercorforate dividends arc taxed only at
their tax rate on only 15% of the dollar amount, so that, for
example, at a 48% tax bracket for the corporation, the net tax is
6.9%, which «"'nstitutes welcome relief from the double taxation.
The giant corporation of modern times is ||ke|¥ to be either
puretly or partly a holding company, owning interests in other cor-
porations.

The growth of giant corporations led some early observers (e.g.,
and Private

A. A, Berle, Jr, and C. C. Means, TheModem ration, |
rty, 1033) to view with alarm the concentration of industry in
relatively few corporations and, projecting such growth, lo conclude
that the giant co&poratlon was a threat to government itself. Other
observers viewed with m|_sg|_v|nPs the impersonal nature of the
corporation, hiding its principals behind 'its corporate veil and
giving rise to a new professional class— the managers—norm all
insulated against effective accountability to independent stockhold-
ers because of massive proxy voting. The dire projections of concen-
tration, however, have been modified by growth of the economy as
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a whole. Proxy battles for control indicate the vulnerability of
arbitrary managements; the emphasis by giant corporations upon
stockholder relations i,tid public relations indicates reSPOHSIblllt as
compared with the predatory irresponsibility of the latter part of the
nineteenth century. And government, with its proliferations of laws
and administrative agencies in regulation of business, has not been
taken over by the corporation.
See PARENT COMPANY.
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CORPORATION BONDS Obligations of a business cor-
poration asd|st|nFU|shed from civil bonds, obligations ot a gowrn-
mentality (federal, state, or municipal government).
_ The soundness of corporation bonds depends upon many factors
including the character of collateral offered, the character of the
issuer, the nature of the industry, and thestability of its earnings The
market value of corparation bonds is primarily influenced by mongy
rates in the case of highest grade obligations, and business activity
and conditions in the case of lower grade issues, while civil bonds of
fiscally sotund public bodies are primarily influenced by the level of
money rates.

Seey BOND, INDUSTRIAL BONDS, INVESTMENT, PUBLIC UTILITY BONUS. RAIL-
ROAD BONDS.

CORPORATION FINANCE The division of finance that
deals with the promotion, orlgamzanon, capitalization, financing,
reorganization, and financial conduct of business corporations.
"Corrooranpn finance aims to explain and illustrate the methods
emp OY_ed in the promotion, capitalization, financial management,
consolidation, and reorganization of business corporations”
(S. E. Mead, ion Firence, 1910). The descriptive approach of
pioneer texts, emphasizing legal and accounting aspects of the
subject, continues to be fundamental in modem works, but added
thereto has been more emphasis on theory and decision-making,
part|chu|arly from case materials, accentuating the managerial ap-
proach.

BIBLIOGRAPHY

Woeltel, C. J. The Desktop Eoyclopedia of Corporate Firence & Ac
auntrg. Probus Publishing™Co., Chicago, IL, 1987.

CORPORATION PAPER  Notes, acceptances, and bills of
exchange issued bv corporations, as distinguished from paper is-
sued by individuals ana copartnerships.

CORPORATION: TAX FORMULA  The computation of
the federal income tax liability for a corporation is presented here:
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jiitnp'* Certificate of Participation

No.
* CERTIFICATE OF PARTICIPATION
issue
Blank National Bankyof New York
h3sallotted to Bank
in part|C|Pat|0n 0f ————-- -—--
. anote for $
madedby
Eﬁltthemterest at % per annum.

PARTICULAR AVERAGE In marine insurance, insur-
,nce with particular average, without limitation of percentage, cov-
ersany partial loss resulting from marine perils.

parties The parties to a check are the drawer, payee,
rawec, ard endorsers; to a draft or bill of exchange, the drawer,
IkAxtE (called acceptor after he accepts it), payee (often the same
pjréy as thedrawerf, and endorsers; t0 a note, the maker, payee, and
endorsers.

PARTNER'S CAPITAL The amount of money contributed
bythe partners of a firm for investment in the partnership business,
yiiis term is also sometimes applied to the capital contributed by the
stockholdersofa cor oratlon,dpresumably represented by the aggre-
Pate amount of preferred and common ‘slock outstanding, as dis-
inguishrd from the amount of capital represented by bonds and
other forms of fixed indebtedness. Stocks are sometimes referred to
asshare capital, while bonds, notes, mortgages, debentures, equip-
ment trust certificates, etc., arc called loan capital.

PARTNERSHIP A general partnership is a form of business
organization in which two or more persons (no limit as to Ihe
number) are associated as coowners for the purposes of business or
professional activities for private pecuniary gain, Each general partner
|saﬁ_encral agent for the others and may hind the partnership for acts
within the scope of (he partnership's business. It is a conlractual
relationship needing no written partnership agreement to arise. It is
preferable, however, to prepare written articles of copartnership,
especially inorderto define the duties of each partnerand respective
authorities which will be binding as among the partners and to
specify the agreed sharing of profits and losses which otherwise in
the absence of specification will be implied to be equal. )
As distinguished from the corporation, the gieneral artnership
requires no format legal proceedings in the form of charter or
franchise from the state, although Ie?al incidents of the general
Eart_nersmp have been enacted ¥ all’ states except Georgla and
ouisiana by their versions of the Uniform Partnership Law,
declaratory ‘of common law principles which will otherwise
mevan in “other jurisdictions which have not enacted statutes.
oreover, the general partnership has no separate legal existence
apart from the partners, and so is not taxed as a firm for income tax
purposes as is the corporation. Because of such lack of legal
entity, however, the %eneral partnership is subject to unlimited
personal liability by the general partners for any of the Partner-
ship debts, each general partner being jointly and severally liable
lor the firm debts. In recovering from personal assets of the part-
ners, however, firm creditors are subject to the rule of marshal-
ing of assets, pursuant to which persona! creditors have first
ditm upon personal assets in the event of conflict as to priorities.
In turn, personal creditors are subject to the firm creditors' first
daimupon firm assets. In addition, because of the lack of legal entity
ior the general partnership as a firm, the firm's existence is_very
fragile, Deing subject to dissoluian (not necessarily - licuichtian in
eachcase) b}/ reason of the death, withdrawal, bankmptc%, or legal
disability o ang of the general. partners._Usuall)( such lack of
permanence of duration of the firm s a disadvantage insofar as
ong-term firm financing is concerned. This factor, as well as the
d|y|5|_b|||t?/_ of ownership into conveniently sized units (shares}
engqym? imited liability and transferring "readily without lega
difficulty, makes the corporation the feasible form of business
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orfqamzanon where substantial external financing is required for
a firm,

Unlike the general partnership, the limited partnership is purely
statutory and will arise by implication and without written articles
of copartnership. A limited partnership is formed by express written
agreement, pursuant to statute of the home state, hetween one or
mor_e_([;eneral partnersand one or more limited E)artners, "r.e limited
liability feature applies only to the limited partners, provided they
are merely invertors in the firm and actually do not have a voice in
the management. The ﬁ;e_ne_ral partners in the limited partnership arc
subject to all the legal incidents of general partnership law. Most
states have enacted their versions of the Uniform Limited Partner-
ship Act. A limited partnership, like the corporation and unlike the
general partnership, has no_freedom of movement and will be
simply ageneral partnership in any jurisdiction other than the home
state of creation. State pfucedural requirements for the creation of
the limited Eartnershm, including the filing of a certificate or articles
of partnership and publication thereof, are not onerous. Specific
compliance, however, is necessary in order to achieve limited liabil-
ity for the limited partners. Moreover, the limited Partners'_clmms as
to withdrawalofcapital mves,tment,sharml?_m profits, or withdrawal
of loans to the firm must not im pair the ahility of the firm lo provide
for firm creditors. As invcstor-partncrs, however, limited partners
enhance the financial resources of a partnership, the usual motiva-
tion for such form of organization. The disadvantage of imperma-
nence of the firm because of the dissolution incidents of the general
partnership will also apply to the limited partnership insofar as Ihe
general partners are concerned. As far as the limited partners are
concerned, their withdrawal pursuant to agreement o1 "ransfer of
their interest will not work a dissolution of ‘he firm. A limited
partner may legally demand a dissolution, ho-, ever, if after notice
and without injury to the claims of creditors, the return of his
investment is not forthcoming. _

Other forms of partnership arc the following:

1. The joint venture modified as t_oJa) limitation of existence for
a single undertaking or specified period, and (b) centralized
authority in the manager. ]

2 The m|_n|n([; partnership modified as _tod(a)_coowncrsmﬁonly as
to profits, tenancy in common ofthe individuals as to the mine:

(bz possihility of issuance of stock for transferable ownership

Interests in tne mine; (c) no general agen_c%_authonty in each of
the partners to bind the partnership within the scope of the
husiness, a manaq_erusually having ||m|ted_author|t¥ for nec-
essary labor, supplies, etc.; and (d) personal liability ot partners
for firm debts incurred while they were owners of until notice
of retirement is %wen to creditors, N

3. The limited partnership association modified as to (a) formal
organizational procedure, akin to that of the corporation, in-
cluding organization tax; (b) leMal entity for the firm so that
limite |ab|I|tyapBI|es;(c)d|V|S|onofthecapﬂalmtosharesof
stock; (d) election by the shareholders of a board of managers
ordirectors akin to that of the corporation; () transferability of
stock subject to the requirement tnat new shareholders must be
accepted bY a majority of the existing stockholders in order to
vote. Should the new shareholder be denied election, he may,
pursuant to law, demand the purchase of his shares by the
association, either by negotiations or pursuant to appraisal by
court-appointed appraiser. This requirement for cash_m;Pht
prove embarrassing to the_||qU|d|tY_of_the firm. Like the limifed
P_artr]ersmp and corporation, the limited partnersth associa-
ion is a creature of statute of the home state and will not have
freedom of movementassuch m_tootherstat_es.OnI% four stales
provide for this variation of tlic partnership, with their own
variations of the form in each case.

Partnerships are treated as separate accounting entities from the
partners. A partner's capital interest in a Partnersmp is a claim
against the net assets of the partnership as reflected in tne partner's
capital account. A partner's interest in profit and loss determines
how the partner's capital interest changes as a result of subsequent
operations. _ _ _ _

Advantages associated with the partnership form of business
organization include the case of formation and dissolution, its abil-
ity to pool capital and personal talents and skills, its nontax-
able status for income tax purposes, and the relative freedom and
flexibility partners enjoy in business matters. Disadvantages of
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partnerships include, their limited life, the ability of a partner to
commit the partnership in contractual matters, the unlimited personal
liability of partners, and the difficulties of raising large sums of
capital’and of transferring ownership interests as contiasted with
the corporate form of business organization. )

A person may become a partrier in an exwtmg_ partnership by
gur_chasmg an interest from one or more of the exis _ngartners and

y investing cash or noncash assets in the partnership.” A person can
be admitted toa partnership only with the consent of all continuing
partners in the new partnersh|P enterprise.

The tax bases for assets contributed by the partners lo the part-
nership are the same tax bases that applied to the individual partner
mak_mP the contribution, The tax basis of a partner's interest in
capital of a partnersmP is the sum of the tax hases of the assets
contributed by the partner, increased by the personal liabilities of
other partners which the partner assumes, and decreased by the
Partner's personal liahilities assumed by other partners. The sum of
he tax bases of the partnership assets equals the sum of the tax bases
of the partners' separate interests in capital. o _

Summary. Numerically, business firm population in the United
States is about 80% simple proprietorships, with 10% Eartnershlps
and 10% corporations. Corporations account for the bulk of business
assets, sales, and employment in the aggregate. This_ reflects their
advantages for assembling, large aggregations of capital. The part-
nership_ form is required "ir. some”States for firms involved with
professional responsibility of a personal nature to clients. Law and
accounting firms are often formed as partnerships.
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PAR VALUE Facevalue ornominalvalue.

Bonds. The par or face value of a bond is the principal amount
Sdenomination) at which the abligor (issuing corporation) contracts
0 redeem the bond at matuntg/._lr is also the basis upon which the
cash interest rate on the bond is computed. Although bonds arc
usually originally issued at an interest rate sufficiently attractive to
assure their sale a[)prox_w.ately atparoratslightdiscount, they will
subsequently fluctuate in accordance with the trend of money rates
and yields (if h|gh-Prade) and general business conditions af sec-
ond-grade or speculative) and earnings available for charges of the
issuer. Whether a hond commands an open market premium or
discount, the closer it approaches maturity, the closer the market
value should approximate the par value, unless there is serious
question aboutine ability to repay or refund by the issuer. At the date
of maturity, itshould beworth precisely par, since that isits redemp-
tion value. In the United States, business corporation bonds are
usually issued in denominations of $1,000, although $500 and $100
denominations are not infrequent. Hlfqher denominations such as
$5,000 and $10,000 occur in relatively fewer instances, designed for
institutional investors. _ _

Stocks. The par or face value of shares of stock is not uniform,
although $100 was formerly the mostcommon parvalue. Shares may
be given any specified purvalue,_e.?., $50,$25,$10, and even smaller
or odder denominations especially as the result of split-ups. In
speculative enterprises, such as in tne oil and mining industries, the
parvajue of shares |susua||¥ small,and in turn the number of shares
onagiven dollar amount of capital is large. This is done in order to
attract a wider market than would be possible if shares were of
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hriT(T]her arvalu_efmd hence there were fewerrhares on agivenj,
amountof capital, resulting in higher per-share figures forearn
asset value, dividend (if any), and market pricé. In many /'S
shares may be issued without parvalue, inwhich cases the share*'('*
assigned a stated or declared value for purposes of Ihe capital si**
account. In relatively rarer cases &arvalueofbusmesscorpnral °Kk
may be amultiple 0f$I00 e.q., 5500,51,000, etc.; this may bedonerkS
privately owned or _c[osely held corporations to, restrict'the numh
of holders. The significance of par value is that it must be fully ,
(in the case of business corporations, issuable for cash, proFcnyﬁlJ
services) in order that the stock may attain nonassessable suji‘f
(limited liability). In the case of no parvalue shares, the subscrip'iju
price must similarly be fully ﬁa|d, even though the stated ordeclar
value may be a fraction of'the subscription price. But the subscri
tion price on subsequent issues may be varied flexibly in line with
market conditions ascompared with the rigid par value requirement
in the case of par value snares. o _

The treasury stock device in connection with the promotion 0f
new speculative enterprises has been rendered obsolete by no p,,
value shares and by fractional parvalues (something less than Slfrt)
That device would call for issuance of slt.K to the promoter for his
services (subject to a test of reasonableness of the value thereof)_ﬁ,
full par value. Next, the promoter would then donate back to he
corporation a portion of his hoIdm%s, allowing the corporation
thereafter to sell the treasury stock thus donated at any price |0
investors in the speculative venture, such resold treasury stock
being entitled to fully paid and nonassessable status (having been
originally issued at full'par value). Thus the new corporation wouy
be able to raise cash needed for the venture.

See wntiour rar value stock.

PASS A DIVIDEND When a board of directors omits t.
declare a regularor expected dividend, iti3said to pass a dividend

PASSBOOK A bank book; a book in which deposits, or de-
osits and withdrawals, are recorded. Passbooks are provided for
oth commercial and savings accounts. In commercial checking
accounts the passbook is merely a memorandum of deposits. It i
neither a book of original entry nor a statement of account. The
deposit slip is the original entry and the important record fron alegal
point of view. Unlike the savings bank passbook, the nonsavings
account passhook is not a contract. Entries should not be considered
as absolute receipts admissible as court records, but rather as ac-
knowledgments of receipts of deposits corresponding in amount to
Ihe footing of the accompanying deposit slips. It is not necessary to
presentaPassbook when making deposits in a commercial checking
account. It is on| ne_cessar% to fill out a deposit slip, a duplicate
being rendered if desired. The acceptance of a deposit for absolute
receipt and credit, except for cash, I1s usually conditional upon the
collection and payment of such deposit. Deposits of checks, in other
words, are subject to final payment and therefore to cancellation ol
credit for such portions as may be returned unpaid.
Inorder thatcommercial depositors may understand the purpose
ofa passbook and Ihe conditions under which deposits are accepted,
anotation such as the following should be imprinted on the flyleaf.

This passbook is is 'ued for the convenience of customers and is
intended for a record of deposits only. It isnot a hook of original
ent&y, nor a statement of account. Statements of account will be
rendered monthly. ) ] ]
~ Allitems,otherthan money, are subject tocancellation of credit
if not paid on presentation. It must be understood that the liability
of the bank is limited to the observance of due diligence in
selecting its immediate correspondents for the presentation and
collection of items in this city and elsewhere and that the endorse-
ment "Pay to ar]ly bank or hanker," or its equivalent, shall not
exceed such liability, and this bank will not be responsible for loss
ofany kind due to the acts of negligence of such correspondents
in the selection of subagents for presentation and collection, etc.,
or for loss in or through the mails, or for any failure tc present,
demand, or collect onany Saturday or holiday.

The status of a savings account passbook is I_egallg cry different
from that issued for a checking account. In savings bank practice, it
is used as.a voucher or receipt, both for money deposited and for
money withdrawn. It must be presented whenever a deposit or
withdrawal is made, and periodically for the credit of interest
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insurance— Insurance in Force and Benefit Pay-

"i(fil*sl\)illcwr?lic];ﬂr?élders and payments in the U.S)

LIMIT OF TOLERANCE

LIMIT The definite price fixed by acustomer in an order placed
with a broker to bug or sell securities or commodities A limit order
is to be executed at the limit or better; e.g., abuy order fora round lot
of X(U.S. Steel) at 70 shall be executed at a price of SYI\? per share or

Insurance in Force less; or asellorderofaround lot ofJ(Standard Oil of New Jersey) at
42 shall be executed at price of $42 per share or higher.
i l paAve " paymentsBenc',ﬁt . See orders.
. ides Le
pit Loy R[Lo) @Y @l. it) LIMITATIONS Seeacceptance credit, national banking system,
Jf statute of limitations.
394.883 7452 82,800 11432 L |M&!g EDCOM P/?_N Yt'tIThe _ttehnn ;‘(fJoThpany,”(;'_(b.,_";j'_lJ Ct(_).,"
or "ScCompany" in a firm title, without further wording indicatin
83,229 1686 89.800 19,665 that the fnng |aycorﬁ_orate in nature, may indicate e|thergagenera_l ogr
:'.'.%»< 97407 1854 83700 18907 a limited partnership. In the latter form of business organization,
154.709 2496 80'800 20,562 which shall consist of one of more limited partners and one or more
h 50,538 1.416 11,800 12,298 ?eneral Fartn_ers, the limited partner(s) is not liable per_sonall}/_ for
o 20.893 443 92,500 4,967 Irm debts, being limited in his liability to his investment in the firm.
1,935 3 68,800 291 _ The term "limited" in English terminology refers to the corpora-
<tjpshire 1,667 33 85,000 305 tion whose stockholders, provided they hold fully paid and
0 8%&2’) I 73,600 169 nonassessable shares, are not liable personally for firm debts. In
w 1803 28(1) g%ggg 2%82 American practice, the corporate form of organization is indicated
'V'((rubd 5861 13 111700 1390 tt)ﬁ, rfe_fere?_%le to "Corporation,” "Corp.," "Incorporated,” or "Inc." in
it 623% 1283 88.900 15,098 & tirm Litle. . o . -
» \ilinlic : ' ! ‘ Limited partnership associations are provided for statutorily in
Wik 21%?)4512 238 1%%%88 §§‘8§ four stales iﬁ lhe _U_.S.#)his_ type oforganiza?tio_n iscorporate in natﬁre
- %gggg 367 82500 423 WI%_ |mf|te |t§i ||dty,f|é/!3|o?o ownership mtoTshare?]o stoc ,arg)
! ! h limited liability, d f h h fstock, and
" , 1,304 84,200 13,690 voting for a hoard of directors or managers. The shares may be
V'.heenrl 18451 334 82,900 3,483 trans?_erred, but the transferee must be e?ected to membershlg by
M 9.099 161 18,000 1641 majority of the members and of the total shares of stock in order to
- 19.907 388 90,800 4,160 be entifled to the votm? privilege. A quirk of this form is that such
14380 283 84,400 2981 transferee not elected fo membership'is entitled to the firm's pur-
/ﬂ%ﬂ P 5128 g%%gg 5131%? chase of his shares at fair value.
. v .nCentral el kL 87200 175 The business trust, also called the Massachusetts trust, may also
— 4578 36 801200 598 en]o.\{, limited liability for its bi neficiaries (holders of transférable
ol 8324 153 79'700 1102 certificates of beneficial interest in the trust), but if such hengficiaries
SHMi 991 il 84300 "154 have the power of voting for the trustees, limited liability fails
A 905 19 73.000 178 because of violation of the basic principle of the trust (power of
" 2421 5) 84,600 525 beneficiaries to vote for or fail to reelect trustees implies control over
i 4.129 80 84,700 108 legal title to the corpus [assets] and hence a merger of the legal and
winlic 19,754 1,281 81.800 10,898 equitable interest), and so a mere partnership may be deemed to
N B
|_p . ' ) y ) .
- '*1 Columbia 2,053 46 185,600 337
LI eI 1 LIMITED LEGAL TENDER  SeelECAL TENOR TO@N NONEY
—Cardlina 13498 186 17,900 1517 :
. Cxolina 1,157 96 19.800 664 -
. 12,646 208 92.200 1427 LIMITED LIABILITY  The liability of stockholders of the
rA{” 17,91 327 67,300 3215 ordinary business corporation extends no f&lrtherthan to paymentof
Stih Central 3%8818 4%% %%%88 3%8 |t_he,{uél Patr)\llétllug of the ISSL{‘et% and ou_tstelangmgtcapltalfs%ﬁck, such
e ) , imited liability being one of the principal advantages of the corpo-
'yt 9,988 143 78,600 1.348 rate form_ofbusmessor?anlzanon_. However, even for limited ||ab|ﬁty
wa 1ﬂg§ 123 83,200 849 corporations, state statutes provide that every holder of shares of
Ly o 888 32?88 63%8 stock not fully paid shall be personally liable o the creditors of the
'L)/H||hCentraJ 5766 i E3500 i corporation to an amount equal to the amount unpaid on the shares
MM 9,065 129 82600 031 held by him fordebts of the corporation contracted while such shares
VIVRIi 1445 87 96700 i were held by the stockholder. Also, state statutes, e.g.. New York's,
U 25730 540 90,500 3001 provide tho. the stockholders of every stock corporation shalljointly
VI 19,007 310 77,500 3214 and severally be liable personally forall debts due and owing to any
*M 1,109 pil 67,800 197 of the corporation's laborers, servants, or employees other than
, 1,308 23 05,000 215 contractors_for services performed by them for such corporation
* 1ing 630 13 74,900 125 under specified conditions.
0. 5301 113 90,000 942 National banks and state banks and trust companies once carried
\ Mol 5163%% 3 68,400 308 double liabiltty on their stock, stockholders bem_?_subgect to assess-
, , ment up to the par value of their shares in addition fo losing their
! woo¢ e p o e par e o et hares i sfn o sing O
£1]] 1305 7 62'800 198 original investment. In accordance with tne Banking Acts of 1933
»( 40531 1046 77900 9084 and 1935, double liability for national bank stock has been ended,
yfrjion 5025 195 71100 113 %nd tmoststates have provided similar legislation for state banks and
o 3,310 68 ! ’ rust companies.
e g Wy sumoen
o] ! [ .
! 1,866 3 112,000 320 LIMITED ORDER  Limit order; a buy or sell order placed
- with a broker for execution at a specified price. Execution is to be
J 7 7 P*ymenri, matured endowment*, disability and annuity EﬁECtEdOi}etpe llm Itor be“er'

“itingcn ounc of Cte iurance, WWavhinglon, DC, LikrararceRect LIMIT OF TOLERANCE
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DIVISION OF LEGAL SERVICES

LEGISLATIVE AFFAIRS AGENCY
STATE OF ALASKA

(907) 465-3867 or 465-2450

FAX (907) 465-2029 130 Seward Street, Suite 409
Mail Stop 3101 Juneau, Alaska 99801-2105
MEMORANDUM March 4, 1994
SUBJECT: Sectional summary SSHB 420
TO: Representative Gene Therriault
Attn: Wilda
FROM: Theresa L. Bannister

Legislative Counsel

You have requested a sectional summary of the above-described bill.

As a preliminary matter, note that a sectional summary of a bill should not be
considered an authoritative interpretation of the bill and the bill itself is the best
statement of its contents.

Section 1. Contains a new chapter on limited liability companies.

Sec. 10.50.010 states that a limited liability company ("company") may be organized
for any lawful purpose.

Sec. 10.50.015 requires a company to comply with other applicable laws.

Sec. 10.50.020 requires a company name to contain certain words or abbreviations.
Allows the name to use the name of a city, borough, or village but not to contain
certain words or to otherwise imply the company is a municipality. Prohibits a person
from adopting a name containing "limited liability company" unless the person is
organized under this chapter or is registered as a foreign limited liability company
under this chapter.

Sec. 10.50.025 requires a company name to be distinguishable on the records of the
Department of Commerce and Economic Development ("department”) from certain
other names.

Sec. 10.50.030 authorizes certain persons to reserve a company name.

Sec. 10.50.035 establishes the procedure for reserving a company name.

SECTIONAL ANALYSIS -



Representative Gene Theniault
March 4, 1994
Page 2

Sec. 10.50.040 authorizes the holder of a reserved name to transfer the name to
another person. Establishes how the transfer is accomplished.

Sec. 10.50.045 requires a company to maintain in this state a registered office and a
registered agent for the service of process.

Sec. 10.50.050 establishes how a company may change its registered office or agent
and how an agent may change the agent’s address.

Sec. 10.50.055 establishes when a change of a registeredoffice, a registered agent or
the address cf a registered agent becomes effective.

Sec. 10.50.060 authorizes a registered agent to resign. Indica;es how the agent may
resign and when the resignation becomes effective.

Sec. 10.50.065 appoints the commissioner of the department under certain
circumstances as the agent of a company for the service of process, notice, or
demand. Establishes how a person may serve the commissioner. Directs the
commissioner to keep a record of documents served on the commissioner. States
that this section does not affect the right to serve process, notice, or demand on a
company in another manner permitted by law.

Sec. 10.50.070 authorizes one or more persons to organize a company. Establishes
the procedure for organization.

Sec. 10.50.075 identifies what the articles of organization must contain, which includes
certain information about any election to continue the company until a certain date
or event.

Sec. 10.50.080 determines when a company’s organization is effective. Provides that
the company’s existence terminates if its articles are nonconforming and not cured
within the specified time.

Sec. 10.50.085 states that a company’s existence continues until specified date or
event, except under certain circumstances, if the company has made an election to
continue until the certain date or event and the election is stated in the articles of
organization. Prohibits revocation of an election unless certain specified persons
revoke the election. Allows an election to expressly limit the membership termina-
tions that can cause dissolution.

Sec. 10.50.090 establishes that articles of organization that are file-stamped and
marked with the filing date are conclusive evidence that the company is organized.
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Sec. 10.50.100 authorizes a company to amend its articles at any time and indicates
the procedure for doing so.

Sec. 10.50.105 authorizes a company to restate its articles and establishes the
procedure for doing so.

Sec. 10.50.110 declares that the members of a company manage the company, unless
an operating agreement names a manager for the company or the chapter provides
otherwise. Declares that if an operating agreement authorizes a manager for the
company, the manager has the exclusive power to manage the company to the extent
of the authorization.

Sec. 10.50.115 requires over one-half of the members to approve before a manager
is appointed, removed, or replaced, unless an operating agreement provides
otherwise.

Sec. 10.50.120 allows a manager to be other than an individual or a company
member, unless a company operating agreement provides otherwise.

Sec. 10.50.125 establishes how long a manager holds office.

Sec. 10.50.130 declares that a member who is not a manager of a company that is
managed by a manager does not have a fiduciary duty of a manager to the company
or to other members when acting solely as a member, unless an operating agreement
provides otherwise.

Sec. 10.50.140 requires the members and the managers to account to the company
and hold as trustee for the company certain identified benefits obtained without the
described consent, unless an operating agreement provides otherwise.

Sec. 10.50.145 establishes what authorization is required for company affairs,
depending on whether the company is managed by its members or by managers.

Sec. 10.50.155 indicates that a person may become a company member if the person
acquires a company interest in certain ways.

Sec. 10.50.160 establishes when a person’s admission to membership in the company
is effective.

Sec. 10.50.165 establishes the conditions for an assignee of a company interest to
become a company member.

Sec. 10.50.170 establishes the rights, powers, and liabilities of an assignee who
becomes a member.
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Sec. 10.50.180 establishes that when an assignee of a member’s entire membership
interest becomes a member with respect to the assignor’s entire interest, the assigning
member ceases to be a member, unless otherwise provided in an operating
agreement.

Sec. 10.50.185 states that a person’s company membership terminates if the person
withdraws voluntarily from the company. Authorizes a member to voluntarily
terminate a company membership at any time, unless an operating agreement
provides otherwise.

Sec. 10.50.190 establishes that, if a company has a definite term or undertaking, the
voluntary withdrawal of a member before the end of the term or the accomplishment
of the undertaking is a breach of the operating agreement, unless the operating
agreement provides othfrwise.

Sec. 10.50.195 establishes that a company can recover damages from a member who
withdraws wrongfully. Authorizes the company to offset the damages against a
distribution owed to the member and to pursue other remedies against the member.

Sec. 10.50.205 states that, except as otherwise provided in an operating agreement
for the removal of a member, a person’s company membership terminates if the
person assigns all of the membership interest and if a majority of the members who
have not assigned their interests authorize the removal of the member.

Sec. 10.50.210 states that a person’s company membership terminates if the member
dies or is declared incompetent by a court, unless otherwise provided in an operating
agreement.

Sec. 10.50.215 states that the company membership held by a trust or trustee
terminates when the trust terminates and that a company membership held by an
estate terminates when the estate’s entire company interest is distributed by the
estate, unless otherwise provided in writing in an operating agreement or by the
written consent of all of the members.

Sec. 10.50.220 states that the company membership of a member that is a separate
limited liability company terminates when the member dissolves and begins to wind
up, unless otherwise provided in writing in an operating agreement or by the consent
of all members. Also states that the membership of a corporate member terminates
when the corporation is dissolved and 90 days elapse without reinstatement, unless
otherwise provided in writing in an operating agreement or by the consent of all
members.

Sec. 10.50.225 identifies other events that terminate a company membership.
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Sec. 10.50.240 provides that secs. 10.50.185 - 10.50.225(a)-(b) don’t apply to the
termination of a membership unless the member is also a company manager, if an
election has been made to continue the company until a certain date or event.

Sec. 10.50.250 states that a company member is an agent of the company for the
purpose of conducting the company’s affairs, except under certain circumstances,
including where the articles name a manager for the company. If a manager is
named, the manager is an agent of the company for the purpose of conducting its
affairs, except in certain circumstances. Establishes when a member’s or manager’s
act binds the company.

Sec. 10.50.255 states that an admission or representation by a company member
about the company is evidence against the company, except in certain circumstances,
including where the articles name a manager for the company. If a manager is
named, an admission or representation by a manager is evidence against the company
under certain circumstances, and the admission or representation by a member acting
solely as a member is not evidence against the company.

Sec. 10.50.260 indicates when a company is charged with the knowledge of or a notice
given to a member or manager.

Sec. 10.50.265 states that a company member is not liable, solely by reason of being
a member, for a company liability.

Sec. 10.50.275 authorizes a company to issue company interests for property, services,
or a promissory note or other obligation to contribute property or services.

Sec. 10.50.280 states that a member’s promise to contribute property or services to
the company is enforceable only if the promises is in a writing signed by the member.
Makes the promise enforceable even if the member is unable to perform because of
death, disability, or other reason, unless otherwise provided by an operating
agreement. Requires a company member who has not made the required
contribution of property or services to contribute cash equal to the shortfall. States
that an assignor of a company interest remains liable for a contribution even if the
assignee becomes a member with respect to the assigned interest, unless otherwise
provided in an operating agreement.

Sec. 10.50.285 prohibits the compromise of a company member’s obligation to make
a contribution, unless otherwise provided in an operating agreement.

Sec. 10.50.300 declares that, unless otherwise provided in writing in an operating
agreement, members are to be repaid their contributions to capital and share equally
in the assets of the company after liabilities are satisfied.
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Sec. 10.50.305 requires hterim distributions to members to be made according to an
operating agreement, if an operating agreement provides for the distributions. The
operating agreement may authorize different interim distributions for different classes
of members.

Sec. 10.50.310 requires interim distributions to members to be equal, unless an
operating agreement provides for the distribution.

Sec. 10.50.315 indicates at what times a company member is entitled to an interim
distribution.

Sec. 10.50.320 directs a company to distribute to a terminated member any
distribution that the member was entitled to receive before the termination, except
where the member is removed or the termination does not cause dissolution. In
addition, directs the company to distribute to the terminating member the amount of
ihe member’s company interest. Establishes the amount of the interest if a company
operating agreement does not establish the amount or how to calculate the amount.
If an election has been made to continue the company until a certain date or event,
the distribution provisions don’t apply unless the member is also a company manager.

Sec. 10.50.325 prohibits a member from demanding and receiving a distribution in
other than cash, unless otherwise provided in an operating agreement. Prohibits a
company from compelling a company member to accept assets in a form other than
cash under certain circumstances.

Sec. 10.50.330 states that a company member entitled to receive a distribution
becomes a creditor of the company and is entitled to all available creditor remedies.

Sec. 10.50.350 states that property transferred to or otherwise acquired by a company
is the property of the company and not of the members individually. States that a
company may acquire, hold, and convey property in the name of the company. States
that when the company acquires an interest in real property the company holds the
title and not the members individually.

Sec. 10.50.355 indicates how a company’s property may be transferred, depending on
whose name the property is held in and whether the company has a manager.

Sec. 10.50.360 authorizes a company to recover its transferred property if the
company proves certain facts, unless certain circumstances exist.

Sec. 10.50.365 authorizes, under certain circumstances, the transfer, free of company
or member claims, of company property held in the name of a person other than the
company.
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Sec. 10.50.370 states that a company interest is personal property.

Sec. 10.50.375 authorizes the assignment of a company interest. States that an
assignment entitles the assignee to receive, to the extent assigned, only the
distributions to which the assignor is entitled. States that an assignment does not
dissolve the company or entitle the assignee to participate in the management and
affairs of the company, to become a member, or to exercise member rights. The
assignor continues to be a member unless the assignee becomes a member with
respect to the interest. Allows a written operating agreement to vary the terms of
the section. States that certain activities of a member do not amount to assignments
and do not terminate the membership or the rights and powers of the member,
unless otherwise provided in an operating agreement.

Sec. 10.59.380 authorizes a court to charge a member’s company interest for payment
of a judgment creditor against the member. Indicates the effect of the charge.

Sec. 10.50.385 states that in the case of a member’s death or incompetency the
member’s legal representative has the rights of an assignee of the member’s company
interest.

Sec. 10.50.390 states that if a member (not an individual) terminates or is dissolved,
the member’s legal representative or successor has the rights of an assignee of the
member’s interest.

Sec. 10.50.400 identifies the events that dissolve a company and require winding up
of its affairs.

Sec. 10.50.405 authorizes the superior court to order a company’s dissolution under
certain circumstances.

Sec. 10.50.410 indicates who may wind up a company’s affairs, unless otherwise
provided in an operating agreement.

Sec. 10.50.415 identifies the acts that a person winding up a company’s affairs may
perform.

Sec. 10.50.420 establishes when, how, and under what circumstances a member or
manager can bind a company that is dissolved and winding up its affairs.

Sec. 10.50.425 establishes the manner and priority for the distribution of a company’s
assets upon its winding up.

Sec. 10.50.430 allows a company to file articles of dissolution with the department
after it dissolves. Describes what the articles must state.
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Sec. 10.50.435 establishes how a company after its dissolution may dispose of the
known claims against it. Declares under what conditions a known claim against the
company is barred.

Sec. 10.50.440 establishes how a company after its dissolution may dispose of
unknown claims against it. Declares that unknown claims are barred unless the
claimant takes certain action within three years after the later of certain events.
Authorizes the claimant to enforce a claim against the company’s undistributed assets
or against company members under certain circumstances; limits a member’s total
liability.

Sec. 10.50.500 authorizes a company to merge or consolidate with or into a domestic
or foreign limited liability company, subject to the law applicable to the uu*er
company and unless otherwise provided in an operating agreement.

Sec. 10.50.505 authorizes the rights of, or interests in, a party to a merger or
consolidation to be exchanged for or converted into cash, property, obligations, rights
or other interests of, or interests in, the surviving or resulting company.

Sec. 10.50.510 establishes what member or other approval is required before a
company may approve a proposed merger or consolidation. Authorizes a party to
a merger or consolidation to abandon the merger or consolidation as provided in the
merger or consolidation agreement.

Sec. 10.50.515 requires the company surviving or resulting from a merger or
consolidation under this chapter to file articles of merger or consolidation with the
department. The articles must be signed by each company that is a party to the
merger or consolidation.

Sec. 10.50.520 describes what the articles of merger or consolidation must state.

Sec. 10.50.525 requires articles of merger or consolidation to be signed by a company
that is a party to the merger or consolidation.

Sec. 10.50.530 states that articles of merger or consolidation constitute articles of
dissolution for a company that is not the surviving or resulting company in a merger
or consolidation.

Sec. 10.50.535 indicates when a merger or consolidation takes effect.

Sec. 10.50.540 states that a merger or consolidation agreement may amend a
company’s operating agreement or adopt a new operating agreement for the
company, if the company is the surviving or resulting company in a merger or
consolidation. Authorizes an approved merger or consolidation agreement to provide
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that a company’s operating agreement will be the operating agreement of the
company that is the surviving or resulting company. States when an amendment to
an operating agreement or the adoption of a new operating agreement under this
section is effective. States that this section does not limit the accomplishment of a
merger or other matter covered by the section by other means allowed under an
operating agreement, another agreement, or another law.

Sec. 10.50.545 describes the general effects of merger or consolidation. These include
the termination of companies that are not the surviving or resulting companies and
the transfer of the applicable rights, privileges, immunities, powers, franchises,
restrictions, disabilities, and duties of the participating companies to the surviving or
resulting company.

Sec. 10.50.550 describes the effects of merger or consolidation on the property of the
participating companies.

Sec. 10.50.555 describes the effect of merger or consolidation on the liabilities of the
participating companies.

Sec. 10.50.560 declares that creditor rights and liens on the property of a company
that is a party to a merger or consolidation are not impaired by the merger or
consolidation.

Sec. 10.50.565 states that upon a merger or consolidation a company’s interests that
are to be converted or exchanged into other property under the merger or
consolidation agreement are converted s provided by the merger or consolidation
agreement. States that the former holders of interests so converted have the rights
provided in the merger or consolidation agreement or otherwise provided by law.

Sec. 10.50.590 defines "limited liability company" for secs. 10.50.500 - 10.50.590.

Sec. 10.50.600 states that, subject to this state’s constitution, a foreign company’s
organization, internal affairs, and the liability and authority of its managers and
members are governed by the law of the jurisdiction where the company is organized.
Prohibits the department from denying registration to a foreign company because of
differences between the law of this state and the jurisdiction where the foreign
company is organized.

Sec. 10.50.605 requires a foreign company to register with the department before
conducting affairs in this state. The foreign company is required to deliver an
application for registration to the department.

Sec. 10.50.610 requires the registration application to be signed by a person who is
authorized to sign by the law of the jurisdiction where the company was organized.
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Sec. 10.50.615 describes what the registration application must state.

Sec. 10.50.620 prohibits the department from filing the registration of a foreign
company unless the company name satisfies certain requirements.

Sec. 10.50.625 authorizes a foreign company to amend its registration by filing articles
of amendment with the department.

Sec. 10.50.630 establishes what the articles of amendment must state. Authorizes the
amendment of the application in any way as long as the amended application only
contains provisions that are otherwise allowed by this chapter to be contained in an
application for registration at the time of the amendment.

Sec. 10.50.635 requires a foreign company to maintain an agent in this state for the
service of process. Indicates which persons qualify to be an agent.

Sec. 10.50.640 establishes the procedure for changing a foreign company’s registered
agent or the agent’s address.

Sec. 10.50.645 provides guidelines for when the change of registered agent or agent
address for a foreign company becomes effective.

Sec. 10.50.650 describes how a registered agent of a foreign company may resign as
the registered agent. Requires the department to mail a copy of the resignation to
the company. Indicates when the resignation becomes effective.

Sec. 10.50.655 authorizes a foreign company to cancel its registration by filing an
application for cancellation with the department.

Sec. 10.50.660 describes what an application for cancellation must state,

Sec. 10.50.665 describes the form, manner, and execution of an application for
cancellation of the registration of a foreign company.

Sec. 10.50.670 states that the cancellation of a registration does not terminate the
authority of the department to accept service of process on the foreign company with
respect to causes of action arising out of the company’s conduct of affairs in this
state.

Sec. 10.50.675 prohibits an unregistered foreign company conducting affairs in this
state from maintaining a action or other proceeding in a court of this state until it has
registered. States that the failure to register does not impair the validity of the
company’s contracts or acts, affect the rights of another party to a company contract
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to maintain an action or other proceeding on the contract, or prevent the company
from defending an action or other proceeding in a court of this state.

Sec. 10.50.680 states that a foreign company that conducts affairs in the state without
being registered appoints the department as its agent for service of process with
respect to a cause of action arising out of conducting affairs in this state.

Sec. 10.50,685 provides for service on the commissioner in the manner provided
under sec. 10.50.065(b) and under certain circumstances. Requires the commissioner
to keep a record of the processes, notices, and demands served on the commissioner.
States that this section does not affect the right to make service in another manner
permitted by law.

Sec. 10.50.690 states that a foreign company conducting affairs in this state without
registration is liable to the department for certain fees and penalties.

Sec. 10.50.700 states that a foreign company that conducts affairs in this state without
registration is subject to a civil penalty and authorizes the attorney general to recover
the penalty.

Sec. 10.50.710 authorizes a court, under certain circumstances, to issue an injunction
against a foreign company conducting affairs in the state in violation of this chapter.
Indicates how long the injunction may continue.

Sec. 10.50.715 states that a member or manager of a foreign company is not liable
for the debts and obligations of the company solely because the company conducts
affairs in this state without registration.

Sec. 10.50.720 lists the transactions that do not constitute conducting affairs for a
foreign company in this state.

Sec. 10.50.730 authorizes a court action to be brought by or against the company in
the name of the company.

Sec. 10.50.735 prohibits a person from bringing a court action on behalf of a company
in the name of the company unless the requirements of the section are met. Sets out
these requirements.

Sec. 10.50.740 prohibits a company from asserting the lack of authority of a company
member or manager to bring court action on behalf of a company as a defense to the
action or as a basis for bringing a subsequent action on the same cause of action.

Sec. 10.50.800 declares that, unless an operating agreement provides otherwise, a
company member or manager is not liable to the company or the company members
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for damages or other relief for an act or a failure to act on behalf of the company
unless the act or failure to act amounts to gross negligence or wilful misconduct.
Provides that an operating agreement may limit or eliminate the personal liability of
a company member or manager for breaches of duty under secs. 10.50.130 -
10.50.140 or subsec. (a).

Sec. 10.50.805 authorizes a company to use an operating agreement to authorize the
company to indemnify a company member or manager for judgments, settlements,
penalties, fines, or expenses incurred by the person under certain circumstances.

Sec. 10.50.810 states that a company member is not a proper party to a proceeding
by or against the company just for being a member, except in certain circumstances.

Sec. 10.50.820 states that a company operating agreement may authorize a company
to issue a certificate as evidence of a company interest and to authorize and provide
for the assignment or transfer of the interest represented by the certificate.

Sec. 10.50.830 establishes how a document is to be delivered to or filed with the
department.

Sec. 10.50.840 establishes the department’s procedure and criteria for filing
documents. Prohibits the department from filing a document if the section’s
requirements are not met.

Sec. 10.50.850 establishes who is to sign documents filed with the department and
how the documents are to be signed. Authorizes a person to sign as an attorney-in-
fact.

Sec. 10.50.855 establishes a procedure for obtaining a court order to direct the
department to file certain documents.

Sec. 10.50.860 directs the department to charge fees for filing and ‘her services it
provides under the chapter.

Sec. 10.50.870 requires a company, unless otherwise provided in writing in an
operating agreement, to maintain certain described records at its principal place of
business.

Sec. 10.50.875 authorizes a company member to inspect and copy the company’s
records under certain conditions.

Sec. 10.50.880 requires certain persons to disclose to a member under certain
circumstances true and full information of all matters that affect the members of a
company.
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Sec. 10.50.890 states that a company’s failure to maintain a required record or
information does not make a member or manager liable for the company’s
obligations.

Sec. 10.50.900 authorizes the department to adopt regulations to implement the
chapter, in addition to any regulations the department is required to adopt under this
chapter.

Sec. 10.50.910 authorizes a company organized and existing under this chapter to
conduct itj affairs and exercise the powers granted by this chapter in another
jurisdiction, subject to the laws of that jurisdiction.

Sec. 10.50.920 declares the chapter’s support of the principle of freedom of contract
and enforceability of operating agreements. States that the rule that statutes in

derogation of the common law are to be strictly construed does not apply to the
chapter.

Sec. 10.50.990 defines terms for the new chapter.
Sec. 10.50.995 gives the new chapter a short title.

Section 2. Amends the for-profit corporations code to prevent that code from
prohibiting a limited liability company from using "limited" in its name.

Section 3. Describes how a section of the new chapter amends the Alaska Rules of
Civil Procedure.

Section 4. Makes the Act effective January 1, 1595.
If I may be of further assistance, please ad\ ise.

TIB:gc
94-168.glc
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Representative Bill Hudson, Chairman VIA FAX ;
Hous *Committee on Labor and Commerce 465-6790 !

State Capital Rm 108
Juneau, Alaska 99801-1182

Re:  Sponsor Substitute for House Bill 420

Dear Representative Hudson: J

As ar attorney in tho State of Alaska, | am very eager to have the;state pass legislation

authc rizing limited liability companies, as has been done invirtually'all other states in the

couni ry. Accordingly, | urge that yourcommittee promptly schedulea hearingon the

spon: or substitute for House Bill 420. !

Your assistance in ushering this bill through your committee would bje deeply appreciated.
* i

Very truly yours,

FOR* IER & MIKKO, P.C. !

phn L Hofferv Jr.

V JLH\Hudson.ltr
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Robert H. Kane's start up enterprise Is
a. mouthful:  Octagon Communications
Limited Liability Co. ,
_ The name doésn't exactly have aring lo
it. It's rather awkward onstationery and
business cards. It even falls to convey the
company’s Intended business: Investnents
In rural”cellular telephone companies.

But loud and clear, ihe name conveys
something else: a new form of ownership
that Mr. Kane ar.d his seven part
pect will serve them well. Their enter-
prise-to be based In Denver-Is neither a
fraditional partnership nor a traditional
corporation. Rather, under Colorado law. It
Is a "limited liability company." or LLC.

Growing; Interest

guards of a corporation. Yet they face
none of the drawbacks associated with

f,ormm%,a so-called subchapter$ corpora-
ich also Is taxed much like a part-

tion. w
nership. Forexamﬁle. Scorporations can't
have corporate shareholders, but LLCs

can. "If some corporation ever wants to of-

fer me Jlillons of dollars for mX Interest.
I'll be able to sell It." Mr, Kane says.
Not yet worth Jllllons. Octagon doesn't
even have an office. But It Is
front of a movement toward the LLC as a
form of ownership
nesses and Joint ventures. “Interest In the
LLC concept Is’v?rowmg remarkably fast."
says John R. Maxfield. a Denver lawyer
who helped write the LLC law there.

artners ex-

Mr. Kane and his partners expect to en-
%oy the besl of both worlds; the tax advan-
ages of n partnership_and the legal safe-

n the fore-
for small U.S. busi-

ENTERPRISE

\Y
T Partnershilp, CorporationAren TOnlyWays toSartOut

Forming asa Limited Liability Company Offers Best of Both Worlds

Fast anywa}é by the slow paced stan-
dards of lawmakinc n 1977 Wyoming be-
came the first state to authorize LLCs, but
it took until 198for the Internal Revenue
Service to confirm that the new Wyoming
entitles would be treated as partnerships
for_federal tax purposes,

To date, only five other states-Colo-
rado. Florida, Kansas, Virginia and, most
recently, Utah-have followed Wyoming In
authorizing their own LLCs. according to
an American Bar Association survey. But
IawYers In many other states report grow-
ing Interest because of the IRS ruling” Two
ABA panels are studymg the topic, as Is
the National Conference 0f Commissioners
on Uniform Slate Laws, a group allied wi*h
the ABA. Meantime, moves are afoot to In-
troduce LLC statutes in Arizona, Illinois,
Maryland. Michigan. Nevada, Ohio, Okla-
homa and Texas, the ABA survey fdund

"I'm stunned by the amount 0f excite-
ment generated by these entitles,” says
Barhara C. Spudls, a Chicago attorney and
the head of one ABA panél on LLCS.

Flexibility of a Partnership

One appeal of LLCs Is that, as with
partnerships; anY Income flows through
untaxed to the Individual owners. Sych
owners don't avoid personal taxes, but
they do avoid corporate taxes. Reqular
corporations face higher maximum faxes
In the first place. ARd If the corporations
pay_dividends, owners are taxeq agam.

Of course. S corporations avoid double
taxallon-but they don't enjoy all the ad-
vantages of partnerships when it comes to
Juggling Income and deductions. For ex-
ample. ‘the* 20%-owner of an S corporation

norm algl must pay taxes on 20%of an% In-
come. By contrast, partnership members
are free’to divvy up anyrlncome and tax
liability as they“see fit. Thus, equal part-
ners might change the allocations of profit
or loss year to year to fit their individual
tax needs. LLCS offer the same freedom.
_ With LLCs. as with regular corpora-
tions, only the company's assets, and not
tle owners' personal assets, are at risk In
business-related lawsuits. In partnerships,
so-called limited partners enjoy such pro-
tection. but general partners don't And
limjted partners f2ce restrictions on how
active they can be In the business. LLCs
are designed to protect all partners while
Imposing no limits on their activity.

Not Surprisingly, lawyers In a few
stafes say LLCs are an eas* sell. Since
Colorado’s LLC statute went Into effect in
April 1990 20LLCs have been organized
there, an official says. Forming &n LLC
usuall,Y, costs $L000 to (5000 I attorney
and filing fees, depending on complexity,
says Mr. Maxfield, the Denver lawyer.

But some state programs have draw-
backs. Florida LLCs are exempt from fed-

eral cogorate taxes but subject to the
state's 557 corporale-Income lax.. Since

Florida has no personal Income tax affect-

ing partnership Income, “that 557« I

enough to scare people off." says Jose M.

Sarlego, a Miami lawyer. .
Moreover, the IRS has yet to give Its

imprimatur to any stat? LLC program ex-
cept Wyoming's, though a few LuCs else-

where have gotten favorahle privateieiter
rulings. And lawyers say It's unclear how

]
X

enterprises treated as LLCs In their borme
states will be treated in states without LLC e
laws. Of the states without LLCs. Indian* e
alone explicitly recognizes LLCs organized
elsewhere. "There has been no litigation
on LLCs.” says Robert R. Keatinge, 4 Col-*
orado lawyer who heads the other ABA
panel on LLCs; “And nobody wants to be
the test case." v

Benefit for Foreigners o f

Still, proponents say the LLC raises lit-
tle risk for enterprises operating nly In
their home slate or outside the U.S. And.
It's Ideal for foreign Investors-normally
be red from S corporations.

LLCs don't limit the number or ty1pe
of owners, as S corporations do, except for
a two-owner minimum. But because of
other restrictions, only closely held enter-
prises are suited to be LLCs. For example
if any owner leaves, the others must all
formally agree to keep the enterprise go-
ing. "If you have 20members, it's hard lo
R/IEt everybody to sign off on anything,"

r. Keatinge says. 45 ..

i But even closely held companies face's
uncertainties on a number of technical and
procedural Issues, such as whether the
conversion of a partnership Into an LLC
amounts to a "termination™ under tax law,
which might Increase tax liability. IRS rul-
ings are still awaited. In the meantime,
warns Ms. Spudis, the Chicago lawyer,
many LLC Investors are entering un-
charted territory.

INTRODUCING THE

A



House Judiciary Committee
Alaska State Legislature
State Capitol

Juneau, AK 99801-1182

Re: Limited Liability Company Bill
Dear Sirs:

On February 17, 1994 the Board of Directors of the Alaska Society
of Certified Public Accountants unanimously voted to endorse the
Sponsor Substitute for House Bill 420, the introduction of
legislation allowing businesses to form and operate as a Limited
Liability Company 1in the State of Alaska.

The membership of the Alaska Society of Certified Public
Accountants 1is State wide. The Board 1is representative of the

membership.

In order for the State to continue to grow through ne m e,
it is important that there 1is flexibility in the type . *y a
business can form. The Stateshould be able to offer ins

type of entities as any other state offers (right now there over
30 States that allow Limited Liability Companies).

We look forward to the passage of this law 1in a swift and
expedient manner. Businesses that want tooperate asa Limited
Liability Company may not wait for the legislature, and will seek
an operating "home"™ in some other state.

Very truly yours,

William D. Arnold
President

cc: Wilda Whitaker



HOUSE COMMITTEE REPORT
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Date Referred: February 24, 1994 FURTHER REFERRALS: Judiciary
State Affairs

Date of Committee Action:

The LABOR AND COMMERCE Committee considered: SSHB 420

SPONSOR SUBSTITUTE FOR HOUSE BELL NO. 420 LIMITED LIABILITY COMPANIES

"An Act relating to limited liability companies; amending Alaska Rules of Civil Procedure 20 and 24; and
providing for an effective date.”

RECOMMENDATIONS: [ ) the same title
be replaced with 1 ]anew title

[ ] have attached amendments(s)

[ ] do pass

[ ] do not pass
[ ] no recommendations
[X]. individual recommendations

( ] aaditional referral to the__ Committee

ADOPTS: letter of Intent

ATTACHES NEW FISCAL NOTE(s): APPROVES PREVIOUS: (ept/oue)
[ ] fiscal impact _ [ ] fiscal note(s)

A zero fiscal note [ ] zero fiscal note(s)__

OTHER RECOMMENDATIONS



Hartig,Rhodes ,Norman ,Mahoney & Edwards

a pnorcesiONAL corporation
ATTORNEYS AT LAW
717 KSTREET
ANCHORAGE, ALASKA 90301-3307
TELEPHONE: (907) 276-1592
THEOCPIER (907) 277-4352

ROBERT L HARTIG (1020-1990)

RS R PO R March 4, 1994
ROBERT J. MAHONEY

Representative Bill Hudson
Chairman

House Committee on Labor and Comme,
State Capital, Room 108

Juneau, AK 99801-1182

Dear Representative Hudson:

This letter is sent in regard to the

House Bill 420 which deals with a new form
limited liability companies. I am very much
and would hope that there would be a hearing

PALMER OFFICE

L anorew Robinson
aoa S. BAILEY STREET
SUITE 10Ol
PALMER. ALASKA 99045
TELEPHONE: (9071 745-5031
TELECOPIER: (007) 745-6007

RECIPROCAL RELATIONSHIP

Gruening & SPITZFADEN
217 STREET. SUTE 204
JUNEALL ALASKA 99001
THEPHONE (907) 380-8110

REPLY TO
Anchorage

Substitute for
of business entity,
in favor of this bill
scheduled soon.

Having a limited liability business entity would provide Alaskan

business investors with partnership tax
corporate-type limited liability.

Sincerely,

treatment along with

HARTIG, RHODES, NORMAN,

MAHONEY &.~DWARDS/

By: e fy- CCl

Peter B.
PBB/kp
cc: Brian Porter
Joe Green

Eldon Mulder
kp\docs\579\hudson.1tr

Brautiganm //
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r-\ FISCAL NOTE
STATE OF ALASKA * BILL NO. f~)6 7
1994 LEGISLATIVE SESSION

Revision Date: February 1. 1994 Department Affected: Department of Law
Title: "An Act enacting the Uniform Fraudulent BRU: Leoal Services
Transfer Act.” Component: Operations

Sponsor: Representative Porter
Requestor: Representative Porter COMPONENT SERIAL NO. 0093

EXPENDITURES/REVENUES:

OPERATING FY 95 FY 96 FY 97 FY 98 FY 99 FY 00
PERSONAL
TRAVEL
CONTRACTUAL
SUPPLIES
EQUIPMENT
LAND &
GRANTS, CLAIMS
MISCELLANEOUS
TOTAL OPERATING -0- -0- -0- -0- -0- -0-

CAPITAL
REVENUE

FUNDING:

1002 Federal

1003 GF Match

1004 GF

1005 GF/Program

1006 GF/MHTIA

OTHER

TOTAL -0- -0- -0- -0- -0- -0-
POSITIONS:

FULL-TIME -0- -0- -0- -0- -0- -0-
PART-TIME

TEMPORARY

Estimate of current year (FY94) impact: -0-

ANALYSIS: (Attach a separate page if necessary.)
Please see the attached analysis.

OJJLA

Prepared by: "Richard |. Peaues, Direct)r Phone: 465-3672
Division: Administrative Service* Divisf Date: February 1. 1994
Approved by Commissioner:  Bruce M, Botelho. nev General

Agency: Department of Law Date: February 1. 1994

PREPARER TO PROVIDE ALL DISTRIBUTION COPIES TO GOVERNOR'S LEGISLATIVE OFFICE
For further distribution information call the Governor's Legislative Office

Rev 11/93 vV T N | J n Page _1 of_



FISCAL NOTE

STATE OF ALASKA BELL NO.
1994 LEGISLATIVE SESSION

ANALYSIS CONTINUATION:

This bill amends AS 34 to adopt the Uniform Fraudulent Transfer Act for Alaska. The uniform act is recommended
by the National Conference of Commissioners on Uniform State Laws (NCCUSL). Its purpose is to protect creditors against
the fraudulent transfer of assets and fraudulent obligations that would otherwise work to defeat a creditor's interests,
The proposed act includes personal as well as real Broperty. Current law, which was adopted in the 1940's and is based
on even older law, only addresses real property. Because the bill is a Uniform Act based on the NCCUSL model, it wil
conform to the requirements of most of the other state's thus making its provisions (and protections) available for many
|r}tfrstate transactions. The bill deals primarily with private transactions. It will not have afiscal impact for the Department
of Law.

Page 2 of 2



JUaaka jitate yegtsdature

IMausa, of

. . State Capitol
House Judiciary Committee Junean, Alaska 99811

(907) 465-4990

(907)465-4712
SPONSOR STATEMENT

HB 439 UNIFORM FAUDULENT TRANSFER ACT

Obligation to a financial debt is reinforced by law. Oris it? If a person acquired
debt should (s)he be able to manipulate the assets so that creditors will be deprived of
their value when (s)he defaults on the debt? The Uniform Fraudulent Transfer Act
(UFTA) works as a deterrent, preventing such transgressions against obligations
incurred. This Act provides creditors with a [EM edy when debtors transfer or hide
assets that would otherwise be available to satisfy legitimate debts.

Current Alaska law in this area was adopted in 1949 from the state of Oregon
and has received Stile legislative attention. Nevertheless, many changes in both state
and federal law, particularly in the area of bankruptcy, and relationships between
creditors and debtors have become more complex. In fact, Alaska law provides that a
conveyance of real or personal property will be void if it was made "with the IN{ENT to
hinder, delay or defraud crecfitors.” AS 34.40.010. The existence of this fraudulent
intent is a question of fact and the burden of proofis upon the plaintiff (Summers v.
Hagen P.2d , No. 3961, May 28,1993). This burden of proof can be extremely
hard to prove.

UFTA would efinranate the present Alaskan necessity of finding actual intent by
a property transferor to hinder, delay or defraud a creditor in many situtations where
the transferor is obviously transferring assets solely to keep them out of the reach of
the transferor’s creditors. This Act renders a transfer made or obligation incurred
without adequate consideration to be constructively fraudulent. UFTA sets out
numerous non-exclusive factors to be considered by the court when determining if the
debtor had "actual intent.” The transferee’s “good faith” defense is irrelevant.
Consequently, UFTA defines insolvency and establishes a new category of fraudulent
transfers, namely, a preferential transfer by an insolvent “insider” (i.e., relative or a
person in control of the debtor) to a creditor who had reasonable cause to believe the
debtor to be insolvent.

Thirty-two (32) states have adopted UFTA into their laws. Uniformity has
become not only a question of law between states, but also between state and federal
law. Without UNIOIMILY, credit becomes less available, and the credit mechanism is
less reliable. The Uniform Fraudulent Transfer Act takes into account the considerable
development in both law and practice in creditor-debtor relationships.

Sponsor Statement



FISCAL NOTE
STATE OF ALASKA BILL NO. nhB439
1994 LEGISLATIVE SESSION

Revislcn Date: 2/28/94 Department Affected: Commerce and Economic Development
Titte: "Uniform Fraudulent Transfer Act! BRU: Janking & Corporations
Component; Banking

Sponsor House Judiciary Committee
Requestor House Labor and Commerce COMPONENT SERIAL NO.

Exponditures/Revenues:

OPERATING EXPENDITURES FY 95 FY
PERSONAL SERVICES
TRAVEL
CONTRACTUAL
SUPPLIES
EQUIPMENT

LAND & STRUCTURES
GRANTS, CLAIMS
MISCaLANEOUS
TOTAL OPERATING

:

Fy 97 FY 93 FY
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CAPITAL EXPENDITURES

CHANGE INREVENUES (___)_

FUND SOURCE

1002 Federal Receipts
1003 GF Match

1004 GF

1005 GF/Program Receipts
1006 GH/MHT1A

Other

TOTAL

Estimate of current year (FY 94) cost: $ 0_
POSITIONS

FULL-TIME

PART-TIME

TEMPORARY 0 0 0 0 0 0
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THE UNIFORM FRAUDULENT TRANSFER ACT

Providing a creditor with the capacity to procure
assets a debtor has transferred to another person
to keep them from being used to satisfy the debt.

The Uniform Fraudulent Transfer Act,
the Uniform Law Commissioners

in 1984,

completed by
revises the

Uniform Fraudulent Conveyance Act of 1918.
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THE UNIFORM FRAUDULENT TRANSFER ACT

by

FRED H. MILLER
Professor of Law at the University of Oklahoma

Section by Section Analysis of the Act

Section 1 contains definitions. Section 2 also contains the
definition of "insolvent,"* and Section 3 the definition of
"value." The definition of ™"asset™ 1in Section 2(2), together
with the latter definitions of "insolvent™ and "value,”™ 1in a

general sense formulate the core concept of the act: the transfer
of an asset (or incurring an obligation) for 1inadequate value by
an insolvent debtor or one rendered insolvent by the transaction

is a fraudulent transfer. Subsection 3(B) 1is worth particular
note in this respect because it overrules for state law the
controversial holding in Durrett v. Washington Nat. Ins. Co..

621 F.2d 201 (5th Cir. 1980), that a regularly conducted mortgage
foreclosure that produces a price "too low"™ may be avoided as a
fraudulent conveyance. By clouding property titles the Durrett
rule virtually is a self-fulfilling prophecy.

Section 4 Subsection a(l) states the basic rule of the act:
a transfer made or an obligation incurred with actual 1intent to
hinder, delay or defraud creditors is actionable by creditors.
How does a creditor prove the debtor®"s actual intent? Subsection
b sets out "badges of fraud”™ 1if several of these appear it is
strong evidence. Subsection a(2), on the other hand, sets out
two cases where the law decrees the intent exists if the facts
are as stated.

Section 5 states two further cases where the law decrees the
transaction is fraudulent, but only as to present creditors and
not also as to <creditors arising Jlater as is the <case for
transfers covered by Section 5.

Section 6 defines when a transaction occurs. It occurs when
it can prejudice the rights of third parties, and not when it
actually occurs between the parties to 1it. For example, a

creditor does not need this act to set aside a fraudulent
security interest that 1is never filed; the creditor can defeat
that interest under the Uniform Commercial Code. Subsection 5 of
this Section also states the time when an obligation is incurred.

Section 7 describes the remedies a creditor has to attack
and avoid a fraudulent transfer or obligation.



Section 8, however, protects a good faith purchaser for
reasonably equivalent value who did not share in the debtor"s
fraudulent purpose and subsequent good faith transferees for
value who are sufficiently remote. Subsection (d) also gives a
good faith transferee or obligee against whom the transaction can
be avoided protection for any value given.

Subsection (e) 1is important as protecting lease terminations
and security interest enforcement against "Durrett type"™ attacks,
and Subsection (f) allows "workouts™ and the like to occur.

Section 9 prescribes statutes of limitation specifically for
the act.

Section 10 states the act is supplemented by other law and
Section 11 specifies that in interpreting the act, precedent from
other states that have enacted it should be wused to maintain

uniformity.
Section 12 provides the title.

Section 13 vrepeals the <current statutes on the subject,
including any old predecessor versions of this act.



WHY STATES SHOULD ADOPT

THE UNIFORM FRAUDULENT TRANSFER ACT

Are we only as good as the extent to which we honor our
obligations? Many would argue for this proposition. And when
our obligations are financial, the argument is reinforced by law.
It is to this proposition that the Uniform Fraudulent Transfer
Act 1is addressed. IT we have acquired debt we should not be able
to manipulate our assets so that creditors will be deprived of
their value when we default on our debt. We should not be able
to plan an artificial 1insolvency by transferring assets to others
against the interests of our creditors.

The Uniform Fraudulent Transfer Act works as a deterrent,
preventing such transgressions against obligations incurred, and
provides creditors with a remedy when debtors transfer or hide
assets that would otherwise be available to satisfy legitimate
debts.

While the issue of obligation 1is preeminent, the weconomic

issue is no less important. Credit is essential to the economic
life of this country. Consumer credit, commercial credit,
secured and wunsecured credit enter into our Jlives, everyday.

Credit remains available so long as those who extend it are given
certain assurances about their rights at default. The Uniform
Fraudulent Transfer Act provides assurances to <creditors that

help make credit available to all of us.



This economic 1issue leads directly to the 1issue of unifor—
mity. The availability and the health of the credit mechanism
require national standards. The principles of the old Uniform
Fraudulent Conveyance Act became applicable to every person 1in
every state because it was 1incorporated into the Federal Bankrup-—
tcy Act. Much of what 1is 1in the newer Fraudulent Transfer Act
duplicates the Bankruptcy Reform Act of 1973. Uniformity has

become not only a question of law between states, but also

between state and federal law. Without uniformity, credit
becomes less available, and the credit mechanism is less
reliable. To avoid confusion and expense, the same rules must
apply throughout the country. Public expectations are the same

in every state and jurisdiction.

Associated with the 1issue of wuniformity 1is the 1issue of
modernity. The original Fraudulent Conveyance Act, which the
Fraudulent Transfer Act replaces. was promulgated in 1918.
Changes in federal bankruptcy law, in creditor-debtor relations
in general, even in the rules governing the conduct of lawyers,
make it clear that a modernization is overdue. The Uniform

Fraudulent Transfers Act answers that immediate need.



UNIFORM FRAUDULENT TRANSFER ACT

When we say a person "owns" something, we tend to think 1in

all or nothing terms. Whatever a person owns 1is at that person®s
disposal - to sell,, to give, to abandon, or to pledge as security
for a debt. But relationships between people over property are
never so simple or so unqualified. A creditor-debtor relation—
ship, for example, may materially change an owner®"s power ever
the property owned. A mortgage, clearly, restricts what an owner
may do with mortgaged real estate. The <creditor has legally
protected rights in the vreal -estate securing the debt. Under
Article 9 of the Uniform Commercial Code, secured creditors,

also, obtain rights in collateral that are protected.

A less clear category, but 1important to the maintenance of
credit, 1is that of the unsecured creditor-debtor relationship 1in
which the debtor manipulates property to defeat the creditor”s
interest solely for that purpose and for no other. Perhaps the
debtor foresees 1insolvency and tries to conceal property that a
creditor might use to satisfy the debt. Perhaps the debtor never
intends to satisfy the debt and manipulates property to make
himself judgment-proof. Should the creditor be without recourse,
and should the debtor®s rights todeal with property be un-—
restricted in these kinds of cases?

The National Conference of Commissioners on Uniform State
Laws (ULC) proposed the Uniform Fraudulent Conveyance Act (UFCA)

in 1913 as an answer to that question. It was created to
supersede the Statute of 13 Elizabeth which was enacted 1in some
form by many states, and which introduced the <concept of the
fraudulent conveyance 1into the law of every American jJurisdic—
tion, with or without enactment. The UFCA was adopted in

twenty-six states, and 1its provisions were 1incorporated 1into the
Federal Bankruptcy Act.

In 1984, this 1918 Act was revised and renamed the Uniform
Fraudulent Transfer Act (UFTA) . The intent of the UFTA 1is the

same as the UFCA - it classifies a category of transfers as
fraudulent to creditors and provides creditors with a remedy for
such transfers. The fundamental remedy 1is the recovery of the
property for the creditor. Why a new Act at this time? The
terminology of the UFCA had become considerably archaic, and
needed to be modernized. The Bankruptcy Reform Act of 1973
changed the federal lav/ on fraudulent transfers in significant
ways, and made it imperative to reconsider state law. And
creditor-debtor relationships have chanced and become more

complicated, so that the whole 1issue of fraudulent transfers
needed rethinking. In 1984, the UFTA is ready to promote the

modernization of this subject area of law.



UFTA creates a right of action for any creditor against any
debtor and any other person who has received property from the
debtor in a fraudulent transfer. A fraudulent transfer occurs
when a debtor intends to hinder, delay, or defraud a creditor, or
transfers property under <certain conditions to another person
without receiving reasonably equivalent value 1in return. Eut nor
all such transfers are fraudulent to every creditor.

UFTA distinguishes between present and future creditors, and
specifies the kinds of transfers that are fraudulent to each of

the two categories of —creditors. Both present and future
creditors may recover property when there 1is a transfer with
intent to defraud. Both may recover when a transfer 1is made

without receiving reasonably equivalent value when the result 1is
to make the debtor ®» assets unreasonably small in relation to the
business or transaction in which the debtor 1is engaged or about:
to be engaged. Also, present and future <creditors <can both
recover when a debtor transfers property without receiving
reasonably equivalent value when 1intending to incur debts beyond
the ability to pay.

Present creditors, however,.can recover property when it is
transferred by a debtor to another person without receiving
reasonably equivalent value if the debtor 1is insolvent or becomes
insolvent as a result of the transfer. A  transfer to an
"insider"” without receiving reasonably equivalent value when the
debtor 1is insolvent, is also fraudulent to present creditors.

The term "insider"” is defined, and 1is someone with a special
relationship to the debtor. Examples are relatives or business
partners (when the debtor is a partner). To be liable, an

"insider"” must have reasonable cause to believe that the debtor
is insolvent.

The fundamental relief for a creditor when there is a
fraudulent transfer 1is recovery of the property from the person

to whom it has been transferred. UFTA allows "avoidance of the
transfer or obligation to the extent necessary to satisfy the
creditor”s claim...." Whatever is necessary to obtain the
property is provided for, including attachment, injunctive
relief, appointment of a receiver or "any other relief the
circumstances may require.”™ If the creditor has reduced the clainm
to a judgment, the court may levy execution against the recovered
assets. This means that the property can be sold to satisfy the

amount of the judgment.

Much of the UFTA resembles the UFCA, 1its predecessor. What,
then, are some of the differences? (A more detailed comparison
is available from the ULC.) To begin with, the term "transfer"”
taken from the Federal Bankruptcy Act replaces the term "con-—
veyance." UFCA wuses the term "fair consideration” instead of
"reasonably equivalent value."” "Reasonably equivalent value™
does not 1include the element of good fai"th as "fair considera—
tion" dees, and is more sharply defined than "fair consideration”
is in the UFCA. UFTA overcomes the problem raised in the case of



Durrett v. Washington National Insurance Co., 621 F.2d 201 (5th
Cir. 1980), a case that jeopardized mortgage foreclosure sales.
Under UFTA, a properly conducted foreclosure sale is not a
fraudulent transfer, notwithstanding the fact that it does not
recover an amount somewhat near the actual market value of the

property. The concept of the "insider"™ 1is new in the UFTA. UFTA
provides for defenses of transferees and for a statute of
limitations. 3oth 1issues are not addressed 1in the UFCA.

The Uniform Fraudulent Transfer Act continues the concept of
a civil action for transfers fraudulent to creditors first
created in the Statute of 13 Elizabeth, and comprehensively

continued 1in the Uniform Fraudulent Conveyance Act. The new Act
takes 1into account the considerable development 1in both Jlaw and
practice in creditor-debtor vrelationships since 1918. The ULC

hopes that it will be adopted uniformly 1in all states.



WALTER J. HICKEL, GOVERNOR

REPLY TO:
1031 W 4th AVENUE SUITE 200
DEPARTMENT OF LAW " ANCHORAGE. ALASKA 99501-1994
OFFICE OF THEATTORNE Y GENERAL B by

o KEYBANK BUILDING
100 CUSHMAN ST. SUITE 400
FAIRBANKS, ALASKA 99701-4679

1994 PHONE: (907)452-1568
FAX: (907) 456-1317

53 PO. BOX MECSATE cAPITOL
JUNEAU, ALASKA 99811-0300

. PHONE: (907) 465-3600
Hon. Bill Hudson FAX: (907) 463-5205- V 1.5'6 'FAQ

Chair, House Labor and Commerce Committee
Alaska House of Representatives

Room 108, State Capitol

Juneau, Alaska 99811

February 22,

Dear Representative Hudson:

I am an assistant attorney general and a uniform law
commissioner for Alaska representing the Department of Law.

I wanted to bring to your attention (HB 439) , an Act

concerning fraudulent transfers. This bill would bring Alaska®s
law into conformity with the other states that have adopted the
uniform Act. Also, since Alaska law has not been updated for many

years, this bill would update our state law to handle significant
problems with our existing statutes concerning the sale or exchange
of personal property done fraudulently to avoid creditors.

On behalf of the Alaska Uniform Law Commissioners, |
would request a hearing on this important legislation.

Sincerely,

BRUCE M. BO®"TELHO
ATTORNEY GENERAL

~
Deborah E. Behr

Assistant Attorney General

DEB:cl

cc: Hon. Brian Porter
Alaska House of Representatives

AlIl Alaska Uniform Law Commissioners



DEPARTMENT OF LAW P.O. BOX 110300 MTATE CAPITOL
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February 26, 1994
Honorable Bill Hudson, Chair
House Labor & Commerce Committee
State Capitol, Room 108
Juneau, AK 99811
Re: Hearing on Uniform Fraudulent
Transfers Bill (HB 439)
Dear Representative Hudson:
Per your staff"s request, enclosed are 1informational
materials on HB 439 concerning uniform fraudulent transfers. The

bill 1is modeled after the uniform law adopted by the Uniform Law
Commissioners.

Persons planning to appear to testify are Mary Ellen
Beardsley, Assistant Attorney General, and Gerald Kurtz, Uniform
Law Commissioner for Alaska. We appreciate your scheduling them
for testimony at the Anchorage Legislative Information Office.

IT you need mo”e information, please let me know.

Sincerely,

BRUCE M. BOTELHO
ATTORNEY GENERAL

By:

Deborah E. Behr
Assistant Attorney General

DEB/bap

Enclosures
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September 17, 1993

Representative Brian Porter
716 West Fourth Avenue, #640 HAND DELIVERED
Anchorage, AK 99501

Re: Uniform Fraudulent Transfer Act
Dear Representative Porter:

As promised in our telephone conversation today, | am
forwarding two copies of the 1984 Uniform Fraudulent Transfer
Act (UFTA) drafted by the National Conference of Commissioners
on Uniform State Laws, two copies of Alaska's present law
concerning fraudulent transfers, and a copy of a Department of
Law Memorandum concerning the UFTA. Also enclosed are copies
of a map and a chart from the Uniform Law Commission showing
the 30 states which already have adopted the UFTA

The heart of the UFTA is in section 4, which covers
and augments the ground covered by existing Alaska Statutes
34.40.010. Section 4(a)(2) of the UFTA would eliminate the
present Alaskan necessity of findino actual intent by a

property transferor to hinder, del or defraud a creditor in

many situations where the transfer...- is obviously transferring
assets solely to keep them out of the reach of the transferor's
creditors.

Several Uniform Law Commissioners from Alaska agree
with nme that you are an ideal person to sponsor enactment of
the UFTA in Alaska because of your related law enforcement and
business background and because the legislation is desirable
from the standpoint of legitimate business people and will cost
the State of Alaska nothing. In fact, it is certain to help
the State of Alaska loan programs in dealing with unscrupulous
borrowers. When you return to Anchorage, | would appreciate
having the opportunity to review the UFTA further with you.



Representative Brian Porter
September 17, 1993
Page 2

In closing, the only parties | am representing in
connection with this matter are the commissioners appointed by
the State of Alaska to the Uniform Law Commission and myself.
I have represented numerous parties (both debtors and
creditors) in situations involving fraudulent or allegedly
fraudulent transfers, and | am convinced the UFTA should be
enacted in Alaska. Our present law technically was adopted in
1949 as noted in the Department of Lav Memorandum, but the
substance of it goes back to May 17, 1884, when the civil laws
of Oregon were put in place in the State of Alaska. Looking
back at Alaska Compiled Laws of 1949, 1933, and 1913, and
Carter’s Annotated Alaska Codes of 1900, | find no substantive
changes in this area of law since the Oregon laws were
installed here.

Please call me when you have had a chance to review
these materials. Thank you for your time on the telephone
today.

Sincerely,
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Anchorage, Alaska 99501
Dear Jerry:

At my request, Assistant Attorney General Mary Ellen
Beardsley reviewed the Uniform Fraudulent Transfer Act (UFTA).
Ms. Beardsley has a background 1in tax and bankruptcy law. She

concludes that UFTA would be an 1improvement

law.

existing Alaska

I thought that all of the Alaska Uniform Law
Commissioners might want to review her memorandum in advance of our
September teleconference.

Sincerely,

CHARLES E. QOLE
ATTORNEY GENERAL

By; W .
Deborah E. Behr
Assistant Attorney General

DEB:cl



MEMORANDUM

FROM

State of Alaska

AUG 30 Department of Law
Deborah Behr BURR, PEASE*J"ARTZ August 24, 1993
Assistant Attorney General
Legislation/Regulation Section FILE NO
TEL. NO 269—5201 - : E)
Al ' 323 1993
Mary Ellen Beardsley 'NSBHOHLllllBMEw

Assistant Attorney General |
Commercial Section-Anchorage

You have asked me to comment on the Uniform Fraudulent
Transfer Act ("UFTA"™), and whether it might be beneficial for

Alaska to adopt the UFTA. After reviewing the material you
provided as well as AS 34.40.010 - .130, Alaska®"s fraudulent
conveyances statute, and the headnotes of <cases dealing with
fraudulent conveyances in Alaska, | conclude that the UFTA would be

an improvement over Alaska®s existing law.

As noted 1in Summers v. Hagen. __ P.2d NO. 3961,
May 28, 1993, at fn. 5 pg. 8, Alaska has not adopted the
predecessor to the UFTA, the Uniform Fraudulent Conveyance Act
("UFCA™). Alaska®"s Jlaw was adopted 1in 1949, and has seen very
little <change since its adoption. However, since 1949, many
changes 1in both state and federal law have occurred, particularly
in the area of bankruptcy, and relationships between creditors and
debtors have become more complex. Debtors, in particular, have
found new and more 1imaginative ways of hiding assets from their
creditors.

The Alaska law provides 1in general that a conveyance,
whether in writing or otherwise, of real or personal property will
be void if it was made "with the intent to hinder, delay or defraud
creditors.” (Emphasis added) AS 34.40.010. The cases cited under
this statute (as well as AS 34.40.090) indicate that the existence
of this fraudulent intent 1is a question of fact, that the court
will never presume fraud and that the burden of proof 1is upon the
plaintiff. This burden of proof can be extremely hard to prove.
The only exception to this is found in AS 09.25.060 which creates
a prima facia presumption of fraud when personal property is sold
and the vendee does not take immediate delivery and does not have
continued possession.

The UFTA, on the other hand, not only considers a
transfer fraudulent if the debtor made the transfer with the intent

to hinder, delay, or defraud any creditor (whether present or
future), but, 1in certain cases, it mandates that the intent exists
if the facts are as stated in the UFTA. The UFTA also sets out

numerous non-exclusive factors to be considered by the court when



Deborah Behr August 24, 1993
Assistant Attorney General Page 2
Legislation/Regulation Section

determining if the debtor had "actual intent."” Proof of several of
these factors will be strong evidence of the debtor®s intent. The
Court in Summers requires the plaintiff to establish "the specific
intent of each participant in the scheme to hinder, delay or
defraud."” (Emphasis added) Id., at 8. Under the UFTA, the
transferee™s intent does not appear to be a factor in determining
whether the transfer was fraudulent. In addition, when determining
if adequate consideration was exchanged, the transferee®s good
faith 1is irrelevant. Finally, another important distinction 1is
that under the UFTA a transfer to an "insider”™ will be consisted
per se fraudulent if the debtor was insolvent at the time and the
"insider"™ had reason to believe that the debtor was 1insolvent.

Cases under the Alaska 1law also hold that an insolvent
debtor may convey all or some of his property to one creditor and
the conveyance will not be considered fraudulent. It is not
improper nor unlawful to give preference to one creditor.

The UFTA differs substantially from the Alaska law for it
considers as one of the badges of fraud the fact that the debtor
was 1insolvent at the time of the transfer or that he became
insolvent as a result of the transfer. The UFTA defines insolvency
and even establishes a rebuttable presumption of insolvency if the
debtor is not paying his debts as they become due.

The UFTA <clearly outlines the vremedies available to
creditors, 1including attachment, injunctive relief, appointment of

a receiver, or even execution against the property if the
creditor®s claim has been reduced to a judgment. The UFTA makes no
distinction between whether the creditors®™ claims have matured or
not. On the hand, the Court in Summers. Id. . at fn. 6, pg. 9,

indicated that general creditors will have a cause of action but
they "must reduce their claims to judgments before asserting this
cause of action. Prior to judgment, general <creditors have no
legal right to the property fraudulently conveyed."

Finally, Alaska law does not address the statute of
limitations as to when a fraudulent conveyance action will be

precluded. AS 09.10.070 =establishes a two year statute of
limitations for all tort actions, which is what a fraudulent
conveyance would fall wunder. The UFTA specifically establishes

statutes of limitations and sets out when the time period begins to
run depending on which section of the UFTA the action 1is being
brought under.

I have attempted to outline some of the differences
between the UFTA and Alaska law. In conclusion, the UFTA is a
modernization of the UFCA and incorporates the many changes which
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have occurred over time 1in the area of fraudulent transfers. It
conforms state lav; with applicable federal lav? (in particular,
bankruptcy law) and overcomes potential problems that could arise
because of the 5th Circuit case of Durrett v. Washington National
Insurance Co., 621 F.2d 201 (5th Cir. 1980). It also eases the
burden of proof wupon the plaintiff slightly and places some
responsibility upon the debtor to show why the transfer should not
be voided. It may also make it more difficult for debtors to
successfully hide or transfer their assets as a means of becoming
judgment proof.

I hope this memo regarding the UFTA is of some assistance
to you. If 1 can be of further assistance, please do not hesitate
to contact me.

MEB :amh
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WHY STATES SHOULD ADOPT

THE UNIFORM FRAUDULENT TRANSFER ACT

Are we only as good as the extent to which we honor our
obligations? Many would argue for this proposition. And when
our obligations are financial, the argument is reinforced by law.
It is to this proposition that the Uniform Fraudulent Transfer
Act is addressed. ITf we have acquired debt we should not be able
to manipulate our assets so that creditors will be deprived of
their value when we default on our debt. We should not be able
to plan an artificial insolvency by transferring assets to others
against the interests of our creditors.

The Uniform Fraudulent Transfer Act works as a deterrent,
preventing such transgressions against obligations incurred, and
provides creditors with a remedy when debtors transfer or hide
assets that would otherwise be available to satisfy legitimate
debts.

While the 1issue of obligation 1is preeminent, the weconomic
issue is no less important. Credit 1is essential to the economic
life of this country. Consumer credit, commercial credit,
secured and wunsecured <credit enter into our lives, everyday.
Credit remains available so long as those who extend it are given
certain assurances about their rights at default. The Uniform
Fraudulent Transfer Act provides assurances to creditors that

help make credit available to all of us.



This economic 1issue leads directly to the issue of unifor—
mity. The availability and the health of the credit mechanisnm
require national standards. The principles of the old Unifornm
Fraudulent Conveyance Act became applicable to every person 1in
every state because it was 1incorporated into the Federal Bankrup—
tcy Act. Much of what 1s in the newer Fraudulent Transfer Act
duplicates the Bankruptcy Reform Act of 1978. Uniformity has

become not only a question of law between states, but also

between state and federal law. Without uniformity, credit
becomes less available, and the credit mechanism is less
reliable. To avoid confusion and expense, the same rules must
apply throughout the country. Public expectations are the same

in every state and jurisdiction.

Associated with the issue of wuniformity 1is the issue of
modernity. The original Fraudulent Conveyance Act, which the
Fraudulent Transfer Act replaces, was promulgated in 1918.
Changes in federal bankruptcy law, 1in creditor-debtor relations
in general, weven in the rules governing the conduct of lawyers,
make it clear that a modernization 1is overdue. The Uniform

Fraudulent Transfers Act answers that immediate need.



UNIFORM FRAUDULENT TRANSFER ACT

When we say a person "owns"™ something, we tend to think 1in

all or nothing terms. Whatever a person owns 1is at that person-®s
disposal - to sell, to give, to abandon, or to pledge as security
for a debt. But relationships between people over property are
never so simple or so unqualified. A creditor-debtor relation—
ship, for example, may materially change an owner"s power over
the property owned. A mortgage, clearly, restricts what an owner
may do with mortgaged real estate. The creditor has legally
protected rights 1in the real estate securing the debt. Under
Article 9 of the Uniform Commercial Code, secured creditors,

also, obtain rights 1in collateral that are protected.

A less clear category, but 1important to the maintenance of

credit, 1is that of the unsecured creditor-debtor relationship Iir.
which the debtor manipulates property to defeat the creditor”"s
interest solely for that purpose and for no other. Perhaps the
debtor foresees 1insolvency and tries to conceal property that a
creditor might use to satisfy the debt. Perhaps the debtor never
intends to satisfy the debt and manipulates property to make
himself judgment-proof. Should the creditor be without recourse,

and should thedebtor®s rights to deal with property be un-—
restricted in these kinds of cases?

The National Conference of Commissioners on Uniform State
Laws (ULC) proposed the Uniform Fraudulent Conveyance Act (UFCA)
in 1918 as an answer to that question. It was <created to
supersede the Statute of 13 Elizabeth which was enacted 1in some
form by many states, and which introduced the <concept of the
fraudulent conveyance 1into the Jlaw of every American jJurisdic—
tion, with or without -enactment. The UFCA was adopted in
twenty-six states, and 1its provisions were incorporated into the

Federal Bankruptcy Act.

In 1984, this 1918 Act was revised and renamed the Unifornm
Fraudulent Transfer Act (UFTA) . The intent of the UFTA 1is the

same as the UFCA - it classifies a category of transfers as
fraudulent to creditors and provides creditors with a remedy for
such transfers. The fundamental remedy 1is the recovery of the
property for the creditor. Why a new Act at this time? The
terminology of the UFCA had become <considerably archaic, and
needed to be modernized. The Bankruptcy Reform Act of 1978
changed the federal 1law on fraudulent transfers 1in significant
ways, and made it 1imperative to reconsider state law. And
creditor-debtor relationships have changed and become more

complicated, "o that the whole issue of fraudulent transfers
needed rethinking. In 1984, the UFTA is ready to promote the

modernization of this subject area of law.



UFTA creates a right of action for any creditor against any
debtor and any other person who has received property from the
debtor in a fraudulent transfer. A fraudulent transfer occurs
when a debtor intends to hinder, delay, or defraud a creditor, or
transfers property under certain <conditions to another person
without receiving reasonably equivalent value 1in return. But not
all such transfers are fraudulent to every creditor.

UFTA distinguishes between present and future creditors, and
specifies the kinds of transfers that are fraudulent to each of

the two categories of creditors. Both present and future
creditors may recover property when there 1is a transfer with
intent to defraud. Both may recover when a transfer 1is made

without receiving reasonably equivalent value when the result 1is
to make the debtor®"s assets unreasonably small in relation to the
business or transaction 1in which the debtor 1is engaged or about
to be engaged. Also, present and future <creditors <can both
recover when a debtor transfers property without receiving
reasonably equivalent value when 1intending to incur debts beyond

the ability to pay.

Present creditors, however,.can recover property when it 1is
transferred by a debtor to another person without receiving
reasonably equivalent value if the debtor 1is insolvent or becomes
insolvent as a result of the transfer. A transfer to an
"insider"™ without receiving reasonably equivalent value when the
debtor 1is insolvent, is also fraudulent to present creditors.

The term "insider™ is defined, and 1is someone with a special
relationship to the debtor. Examples are relatives or business
partners (when the debtor is a partner) . To be liable, an

"insider"” must have reasonable cause to believe that the debtor
is insolvent.

The fundamental relief for a <creditor when there is a
fraudulent transfer 1is recovery of the property from the person
to whom it has been transferred. UFTA allows ™"avoidance of the
transfer or obligation to the extent necessary to satisfy the
creditor”s claim " Whatever is necessary to obtain the

property is provided for, including attachment, injunctive
relief, appointment of a receiver, or "any other relief the
circumstances may require."” |If the creditor lias reduced the clainm
to a judgment, the court may levy execution against the recovered
assets. This means that the property can be sold to satisfy the
amount of the judgment. *

Much of the UFTA resembles the UFCA, 1its predecessor. What,
then, are some of the differences? (A more detailed comparison
is available from the ULC.) To begin with, the term "transfer™
taken from the Federal Bankruptcy Act replaces the term "con-—
veyance." UFCA uses the terra "fair consideration™ 1instead of
"reasonably equivalent value." "Reasonably equivalent value"®
does not 1include the element of good faith as "fair considera—
tion" does, and is more sharply defined than "fair consideration"”
is in the UFCA. UFTA overcomes the problem raised in the case of
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Durrett v. Washington National Insurance "Co,, 621 F.2d 201 (5th
Cir. 1980), a case that jeopardized mortgage foreclosure sales.
Under UFTA, a properly <conducted foreclosure sale is not a
fraudulent transfer, notwithstanding the. fact that it does not
recover an amount somewhat near the actual market value of the

property. The concept of the "insider™ 1is new 1in the UFTA. UFTA,
provides for defenses of transferees and for a statute of
limitations. Both issues are not addressed 1in the UFCA.

The Uniform Fraudulent Transfer Act continues the concept of
a civil action for transfers fraudulent to creditors first
created in the Statute of 13 Elizabeth, and comprehensively

continued in the Uniform Fraudulent Conveyance Act. The new Act
takes into account the considerable development 1in both 1law and
practice in creditor-debtor vrelationships since 1918. The ULC

hopes that it will be adopted uniformly in all states.



THE UNIFORM FRAUDULENT TRANSFER ACT

by

FRED H. MILLER
Professor of Law at the University of Oklahoma

Section by Section Analysis of the Act

Section 1 contains definitions. Section 2 also contains the
definition of "insolvent," and Section 3 the definition of
"value." The definition of "asset"” 1in Section 2(2), together
with the latter definitions of "insolvent™ and "value," in a

general sense formulate the core concept of the act: the transfer
of an asset (or incurring an obligation) for 1inadequate value by
an insolvent debtor or one rendered insolvent by the transaction

is a fraudulent transfer. Subsection 3(B) 1is worth particular
note in this vrespect because it overrules for state law the
controversial holding in Durrett v. Washington Nat. Ins. Co..

621 F.2d 201 (5th Cir. 1980), that a regularly conducted mortgage
foreclosure that produces a price "too low"” may be avoided as a
fraudulent conveyance. By clouding property titles the Durrett
rule virtually is a self-fulfilling prophecy.

Section 4 Subsection a(l) states the basic rule of the act:
a transfer made or an obligation 1incurred with actual intent to
hinder, delay or defraud creditors 1is actionable by creditors.
How does a creditor prove the debtor®s actual intent? Subsection
b sets out "badges of fraud"” if several of these appear it is
strong evidence. Subsection a(2), on the other hand, sets out
two cases where the law decrees the 1intent exists if the facts
are as stated.

Section 5 states two further cases where the law decrees the
transaction 1is fraudulent, but only as to present creditors and
not also as to creditors arising Jlater as 1is the case for
transfers covered by Section 5.

Section 6 defines when a transaction occurs. It occurs when
it can prejudice the rights of third parties, and not when it
actually occurs between the parties to 1it. For example, a

creditor does not need this act to set aside a fraudulent
security 1interest that 1is never filed? the creditor can defeat
that interest under the Uniform Commercial Code. Subsection 5 of
this Section also states the time when an obligation 1is incurred.

Section 7 describes the remedies a creditor has to attack
and avoid a fraudulent transfer or obligation.



Section 8. however, protects a good faith purchaser for
reasonably equivalent value who did not share 1in the debtor"s
fraudulent purpose and subsequent good faith transferees for
value who are sufficiently remote. Subsection (d) also gives a
good faith transferee or obligee against whom the transaction can
be avoided protection for any value given.

Subsection (e) 1is important as protecting lease terminations
and security interest enforcement against "Durrett type" attacks,
and Subsection (f) allows "workouts"™ and the like to occur.

Section 9 prescribes statutes of limitation specifically for
the act.

Section 10 states the act is supplemented by other law and
Section 11 specifies that 1in interpreting the act, precedent from
other states that have enacted it should be wused to maintain
uniformity.

Section 12 provides the title.

Section 13 repeals the current statutes on the subject,
including any old predecessor versions of this act.
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DURRETT, THE UNIFORM FRAUDULENT TRANSFER ACT, AND
FEDERAL BANKRUPTCY LAW - SORTING OUT CONFUSION

There has been much confusion over the vrelationship of
mortgage foreclosures, however done, and fraudulent <conveyance
statutes, including the 1984 Uniform Fraudulent Transfer Act
(UFTA). The confusion results from a single, now notorious case,

Durrett v. Washington Nat. Ins. Co. . 621 F.2d 201 (5th Cir.
1980). The Court, in Durrett. held a noncollusive mortgage
foreclosure <conducted pursuant to Texas law a <constructively
fraudulent transfer under Section 67d of the Bankruptcy Act. The

Bankruptcy Act has fraudulent transfer provisions directly
analogous to the UFTA.

Durrett has not been followed in all circuits of the federal
courts. It has been directly rejected 1in the Sixth and Ninth
Circuits, for example. Its influence on state law in the inter—
pretation of the 1918 Uniform Fraudulent Conveyance Act (UFCA)
and those states still following the common law is not yet clear.
Much speculation attends the possibilities in that regard, how-—

ever.

Why is Durrett so important? Its holding calls the validity
of the bulk of mortgage foreclosure sales into question. Almost
never do such sales realize the current market price for real
estate bought and sold 1in the ordinary course. A key element 1in
fraudulent conveyance analysis 1is the concept of "fair considera—
tion"” or "reasonably equivalent value." In Durrett, the
foreclosure sale realized less than 70% of the alleged market
value, and was a fraudulent transfer for that fact.

As a result of Durrett. buyers 1in foreclosure sales lose
assurance of title. Lenders cannot be sure of lending practices.
The uncertainty that Durrett forecasts has large economic impact
in real estate markets.

UFTA attempts to alleviate the difficulties that Durrett
suggests. In Section 3(b), value is "reasonably -equivalent
value™ if given in "a regularly conducted, noncollusive foreclo—
sure sale or execution of a power of sale for the acquisition or
disposition of the interest of the debtor upon default under a
mortgage, deed of trust, or security agreement.” Adoption of
this provision would preclude a Durrett type of holding 1in any
state adopting UFTA. Only private, non-public types of trans—
fers, such as some kinds of deed in lieu of foreclosure, would be
vulnerable. But these are exactly the kinds of transfers UFTA is
designed to remedy anyway . UFTA Section 3(b) removes the
uncertainty that Durrett has created, insofar as state law is
concerned.

We must be clear, however, on the distinction between
federal and state law, the Bankruptcy Act and state fraudulent
conveyance law. Durrett still applies in federal bankruptcy law,
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1984 ACT
Historical Note

The Uniform Fraudulent Trarufef Act to »p- the act, the prefatory note and commenu arc ui fonh
proved by the National Conference of Commmionm in thta supplement,
on Uniform State Lam in 19S4. The complete teat of

PREFATORY NOTE

The Uniform Fraudulent Conveyance Act was promulgated by the Conference of Com-
missioners on Uniform State Laws in 1918. The Act has been adopted in 25 jurisdictions,
including the Virgin Islands. It has also been adopted in the sections of the Bankruptcy
Act of 1938 and the Bankruptcy Reform Act of 1978 that deal with fraudulent transfers
and obligations.

The Uniform Act was a codification of the "better" decisions applying the Statute of 13
Elizabeth. See Analysis of HR. 12339, 74th Cong., 2d Sess. 213 (1936). The English
statute was enacted in some form in many states, but, whether or not so enacted, the
voidability of fraudulent transfer was part of the law of every American jurisdiction. Since
the intent to hinder, delay, or defraud creditors is seldom susceptible of direct proof, courts
have relied on badges of fraud. The weight given these badges varied greatly from
jurisdiction, and the Conference sought to minimize or eliminate the diversity by providing
that proof of certain fact combinations would conclusively establish fraud. In the absence
of evidence of the existence of such facta, proof of a fraudulent transfer was to depend on
the evidence of actual intent. An important reform effected by the Uniform Act was the
elimination of any requirement that a creditor have obtained a judgment or execution
returned unsatisfied before bringing an action to avoid a transfer as fraudulent. See
American Surety Co. v. Conner, 251 N.Y. 1 166 N.E. 783, 67 A.L.R. 244 (1929) (per CJ.
Cardozo).

The Conference was persuaded in 1979 to appoint a committee to undertake a study of
the Uniform Act with a view to preparing the draft of a revision. The Conference was
influenced by the following considerations:

(1) The Bankruptcy Reform Act of 1978 has made numerous changes in the section of
th&t Act dealing with fraudulent transfers and obligations, thereby substantially reducing
the correspondence of the provisions of the federal bankruptcy law on fraudulent transfers
with the Uniform Act.

(2) The Committee on Corporate Laws of the Section of Corporations, Banking L
Business Law of the American Bar Association, engaged in revising the Model Corporation
Act, suggested that the Conference review provisions of the Uniform Act with a view to
determining whether the Acts are consistent in respect to the treatment of dividend
distributions.

(3) The Uniform Commercial Code, enacted at least in part by all 50 states, had
substantially modified related rules of law regulating transfers of personal property,
notably by facilitating the making and perfection of security transfers against attack by
unsecured creditors.

(4) Debtors and trustees in a number of cases have avoided foreclosure of security
interests by invoking the fraudulent transfer section of the Bankruptcy Reform Act.

(5) The Model Rules of Professional Conduct adopted by the House of Delegates of the
American Bar Association on August 2,1983, forbid a lawyer to counsel or to assist a client
in conduct that the lawyer knows is fraudulent

The Drafting Committee appointed by the Conference held its first meeting in January of
1983. A first reading of a draft of the revision of the Uniform Fraudulent Conveyance Act
was had at the Conference's meeting in Bcca Raton, Florida, on July 27, 1983. The
Committee held four meetings in addition to a meeting held ir. connection with the
Conference meeting in Boca Raton. Meetings were also attended by the following
representatives of interested organizations:

Robert Rosenberg. Eeq,, of the American Bar Association;
5
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Richard Cherin, Esq., of the Commercial Financial Services Committee of the Corpora-
tion, Banking and Business Law Section of the American Bar Association;

Robert Zinman, Esq., of the American College of Real Estate Lawyers;
Bruce Bernstein, Esq., of the National Commercial Finance Association;

Ernest E. Specks, Esqg. the Real Property, Probate and Trust Law Section of the
American Bar Associate

The Committee determined to rename the Act the Uniform Fraudulent Transfer Act in
recognition of its applicability to transfers of personal property as well as real property,
"conveyance" having a connotation restricting it to a transfer of personal property. As
noted in Comment (2) accompanying § 1(2) and Comment f8) accompanying 5 4, however,
this Act, like the original Uniform Act, does not purport to cover the whole law of voidable
transfers and obligations. The limited scope of the original Act did not impair its
effectiveness in achieving uniformity in the areas covered. See McLaughlin, Application of
the Uniform Fraudulent Conveyance Act, 46 Harv.LRev. 404, 405 (1933).

The basic structure and approach of the Uniform Fraudulent Conveyance Act are
preserved in the Uniform Fraudulent Transfer Act. There are two sections in the new Act
delineating what transfers and obligations are fraudulent Section 4(a) i3 an adaptation of
three sections of the U.F.C.A.; § 5(a) is an adaptation of another section of the U.F.C.A,
and § 5(b) is new. One section of the U.F.C.A. (5 8) is not carried forward into the new
Act because deemed to be redundant in part and in part susceptible of inequitable
application. Both Acts declare a transfer made or an obligation incurred with actual intent
to hinder, delay, or defraud creditors to be fraudulent. Both Acts rander a transfer made
or obligation incurred without adequate consideration to be constructively fraudulent—i.e.,
without regard to the actual intent of the parties—under one of the following conditions:

(1) the debtor was left by the transfer or obligation with unreasonably small assets for a
transaction or the business in which he was engaged;

(2) the debtor intended to incur, or believed that he would incur, more debts than he
would be able to pay; or

(3) the debtor was insolvent at the time or as a ,esult of the transfer or obligation.

As under the original Uniform Fraudulent Conveyance Act a transfer or
obligation that is constructively fraudulent because insolvency conturs with or
follows failure to receive adequate consideration is voidable only by a creditor in
existence at the time the transfer occurs or the obligation is incurred. Eithei an
existing or subsequent creditor may avoid a transfer or obligation for inadequate
consideration when accompanied by the financial condition specified in § 4(@X2Xi)
or the mental state specified in § 4(@X2Xii).

Reasonably equivalent value is required in order to constitute adequate consideration
under the revised Act The revision follows the Bankruptcy Code in eliminating good faith
on the part of the transferee or obligee as an issue in the determination of whether
adequate consideration is given by a transferee or obligee. The new Act, like the
Bankruptcy Act, allows the transferee or obligee to show good faith in defense after a
creditor establishes that a fraudulent transfer ha3 been made or a fraudulent obligation
has been incurred. Thus a showing by a defendant that a reasonable equivalent has been
given in good faith for a transfer or obligation is a complete defense although the debtor is
shown to have intended to hinder, delay, or defraud creditors.

A good faith transferee or obligee who has given less than a reasonable equivalent is
nevertheless allowed a reduction in a liability to the extent of the value given! The'new.
Act, like the Bankruptcy Code, eliminates the provision of the Uniform Fraudulent
Conveyance Act that enables a creditor to attack a security transfer on the ground that the
value of the property transferred is disproportionate to the debt secured. The premise of
the new Act is that the value of the interest transferred for security is measured by and
thus corresponds exactly to the debt secured. Foreclosure of a deotor’s interest by a
regularly conducted, noncollusive sale on default under a mortgage or other security
agreement may not be avoided under the Act as a transfer for less than a reasonably
equivalent value. « . . .

6
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The definition of insolvency under the Act is adapted from the definition of the term in
the Bankruptcy Code. Insolvency is presumed from proof of a failure generally to pay
debts as they become due.

The new Act adds a new category of fraudulent transfer, nemely, a preferential transfer
by an insolvent insider to a creditor who had reasonable cause to believe the debtor to be
insolvent. An insider is defined in much the same way as in the Bankruptcy Code and
includes a relative, also defined as in the Bankriptcy Code, a director or officer of a
corporate debtor, a partner, or a person in control of a debtor. This provision is available
only to an existing creditor. Its premise is that an insolvent debtor is obliged to pay debts
to creditors not related to him before paying those who are insiders.

The new Act omits any provision directed particularly at transfers or obligations of
insolvent partnership debtors. Under § 8 of the Uniform Fraudulent Conveyance Act any
transfer made or obligation incurred by an insolvent partnership to a partner is fraudulent
without regard to intent or adequacy of consideration. So categorical a condemnation of a
partnership transaction with a partner may unfairly prejudice the interests of a partner’s
separate creditors. The new Act also omits as redundant a provision in the original Act
that makes fraudulent a transfer made or obligation incurred by an insolvent partnership
for less than a fair consideratic.t to the partnership.

Section 7 lists the remedies available to creditors under the new Act It eliminates as
unnecessary and confusing a differentiation made in the original Act between the remedies
available to holders of matured claims and those holding unmatured claims. Since
promulgation of the Uniform Fraudulent Conveyance Act the Supreme Court has imposed
restrictions on the availability and use of prejudgment remedies. As a result many states
have amended their statutes and rules applicable to such remedies, and it is frequently
unclear whether a state's procedures include a prejudgment remedy against a fraudulent
transfer or obligation. A bracketed paragraph is included in Section 7 for adoption by
those states that elect to make such |. remedy available.

Section 8 prescribes the measure of liability of a transferee or obligee under the Act and
enumerates defenses. Defenses against avoidance of a preferential transfer to an insider
under § 5(b) include an adaptation of defenses available under 9 M7(cX2) and (4) of the
Bankruptcy Code when such a transfer is sought to be avoided as a preference by the
trustee in bankruptcy. In addition a preferential transfer may be justified when shown to
be made pursuant to a good faith effort to stave off forced liquidation and rehabilitate the
debtor. Section 8 also precludes avoidance, as a constructively fraudulent transfer, of the
termination of a lease on default or the enforcement of a security interest in compliance
with Article 9 of the Uniform Commercial Code.

The new Act includes a new section specifying when a transfer is made or an obligation
is incurred. The section specifying the time when a tranjfer occurs is adapted from
Section 548(d) of the Bankruptcy Code. Its premise is that if the law prescribes a mode for
making the transfer a matter of public record or notice, it is not deemed to be made for any
purpose under the Act until it has become such a matter of record or notice.

The new Act also includes a statute of limitations that bars the right rather than the
remedy on expiration of the statutory periods prescribed. The law governing limitations on
actions to avoid fraudulent transfers among the states is unclear and full of diversity. The
Act recognizes that laches and estoppel may operate to preclude a particular creditor from
pursuing a remedy against a fraudulent transfer or obligation even though the statutory
period of limitations has not run.

UNIFORM FRAUDULENT TRANSFER ACT

Section Section
1 Definitions. 7. Remedies of Creditors.
2. Insolvency. t. Defenses, Liability, and Protection of Transferee.
3. Value. 9. Extinguishment of [Oaim f(T Relief) (Cause of
4 Transfers Fraudulent as to Present and Future Action).

Creditors. 10. Supplementary Provisions.
J. Transfers Fraudulent as to Present Creditors. 11. Uniformity of Application and Construction.
4 When Transfer b Made or Obliptioo b In- 12. Short Title.

curred. 13. RepcalL



A Few Facts About
THE UNIFORM STATUTORY RULE AGAINST PERPETUITIES

PURPOSES: To conform the rule against perpetuities to its original purpose of preventing
perpetual trusts without defeating reasonable trusts; and to minimize
and simplify perpetuity litigation as much as possible.

ORIGIN: Completed by the Uniform Law Commissioners in 1986. Amended in 1990
by adding section 1(e). Became part of Uniform Probate Code in
1990 and of Uniform Act on Intestacy, Wills, and Donative Transfers

in 1991.

ENDORSED House of Delegates of American Bar Association, on unanimous
BY: recommendation of the Council of the ABA Section of Real Property,
Probate and Trust Law

Beard of Regents of American College of Trust and Estate Counsel
(unanimous)

Board of Governors of American College of Real Estate Lawyers
(unanimous)

Joint Editorial Board for Uniform Probate Code (unanimous)

Leading scholars, including Gregory S. Alexander (Cornell), Olin L. Browder,
Jr. (Michigan), Vemer F. Chaffin (Georgia), Mary Louise Fellows
(Minnesota), Edward C. Halbach, Jr. (Cal. Berkeley), Thomas L Jones
(Alabama), Sheldon F. Kurtz (lowa), John H. Langbein (YYale), Allan
F. Smith (Michigan), Robert A Stein (Minnesota), and Richard V.
Wellman (Georgia).

STATE California* Massachusetts New Jgjge.*" |
ADOPTIONS: Colorado* Michigan North Dakota** =z
Connecticut Minnesota Oregon
Florida Montana South Carolina
Georgia Nebraska
Indiana * Nevada

For further information, please contact Lawrence W. Waggoner, Hutchins Hall,
University of Michigan Law School, Ann Arbor, Ml 48109-1215, telephone 313-763-
2586, or John M. McCabe or Katie Robinson, NCCUSL, 676 North St. Clair St., Suite
1700, Chicago, IL 60611, telephone 312-915-0195.

* 1991 Adoptions
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D JSION OF LEGAL SERVICE
LEGISLATIVE AFFAIRS AGENCY

STATE OF ALASKA

(907) 465-3867 or 465-2450
FAX (907) 465-2029 130 Seward Street, Suite 409
Mail Stop 3101 Juneau, Alaska 99801-2105

MEMORANDUM January 21, 1994

SUBJECT: Sectional Summary of Uniform Fraudulent Transfer Act. (Work

Order No. 8-LS1461\A)
TO: Representative Brian Porter
FROM: David R. Dierdorff

Revisor of Statutes

You have requested a sectional summary of the above-described bill.

As a preliminary matter, note that a sectional summary of a bill should not be
considered an authoritative interpretation of the bill and the bill itself is the best
statement of its contents. If you would like an interpretation of the bill as it may
apply to a particular set of circumstances, please advise.

This summary relies heavily on the prefatory notes and comments to the Uniform Act
that were prepared by the National Conference of Commissioners on Uniform State
Laws (NCCUSL). In most instances, the text will be that of the NCCUSL, with
modifications only as necessary to correct section references and the like.

INTRODUCTION AND OVERVIEW

The Uniform Fraudulent Transfer Act was approved by the National Conference of
Commissioners on Uniform State Laws in 1984 and by the American Bar Association
on February 18, 1985. This Act was p1 ded by the Uniform Fraudulent Convey-
ance Act, promulgated by the Conference of Commissioners on Uniform State Laws
in 1918 and adopted in 25 jurisdictions, including the Virgin Islands. The 1918 Act
has also been adopted in the sections of the Bankruptcy Act of 1938 and the
Bankruptcy Reform Act of 1978 that deal with fraudulent transfers and obligations.

Alaska did not adopt the earlier Act. Current Alaska law, found at AS 34.40, derives
from late 19th century Oregon law, and has received little legislative attention. Even
though Alaska did not enact the 1918 Act, the official commentary’s references to it
and to differences between the new Uniform Act and it, are helpful in understanding

Sectional Analysis
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the substantive effect of the bill. Consequently, this memorandum retains those
references.

The 1918 Uniform Act was a codification of the "better" decisions applying the
Statute of 13 Elizabeth. See Analysis of H.R. 12339, 74th Cong., 2d Sess. 213 (1936).
The English statute was enacted in some form in many states, but, whether or not so
enacted, the voidability of a fraudulent transfer was part of the law of every
American jurisdiction (c.f. AS 34.40.010). Because the intent to hinder, delay, or
defraud creditors is seldom susceptible of direct proof, courts have relied on "badges
of fraud.” The weight given these badges varied greatly between jurisdictions, and the
Conference sought to minimize or eliminate the diversity by providing that proof of
certain fact combinations would conclusively establish fraud. In the absence of
evidence of the existence of such facts, proof of a fraudulent transfer was to depend
on the evidence of actual intent. An important reform effected by the 1918 Uniform
Act was the elimination of any requirement that a creditor have obtained a judgment
or execution returned unsatisfied before bringing an action to avoid a transfer as
fraudulent. See American Surety Co. v. Conner. 251 N.Y. 1, 166 N.E. 783, 67 A.L.R.
244 (1929) (per C.J. Cardozo).

The NCCUSL was persuaded in 1979 to appoint a committee to undertake a study
of the 1918 Uniform Act with a view to preparing the draft of a revision. The
Conference was influenced by the following considerations:

(1) The Bankruptcy Reform Act of 1978 made numerous changes in the
section of that Act dealing with fraudulent transfers and obligations, thereby
substantially reducing the correspondence of the provisions of the federal
bankruptcy law on fraudulent transfers with the Uniform Act.

(2) The Committee on Corporate Laws of the Section of Corporations,
Banking & Business Law of the American Bar Association, engaged in revising
the Model Corporation Act, suggested that the Conference review provisions
of the Uniform Act with a view to determining whether the Acts are
consistent in respect to the treatment of dividend distributions.

(3) The Uniform Commercial Code, enacted at least in part by all 50 states,
had substantially modified related rules of law regulating transfers of personal
property, notably by facilitating the making and perfection of security transfers
against attack by unsecured creditors.

(4) Debtors and trustees in a number of cases have avoided foreclosure of
security interests by invoking the fraudulent transfer section of the Bankruptcy
Reform Act.
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(5) The Model Rules of Professional Conduct adopted by the House of
Delegates of the American Bar Association on August 2, 1983, forbid a lawyer
to counsel or to assist a client in conduct that the lawyer knows is fraudulent.

The drafting committee determined to rename the Act the Uniform Fraudulent
Transfer Act in recognition of its applicability to transfers of personal property as
well as real property, "conveyance™ having a connotation restricting it to a transfer of
personal property. This Act, like the original Uniform Act, does not purport to cover
the whole law of voidable transfers and obligations. The limited scope of the original
Act did not impair its effectiveness in achieving uniformity in the areas covered. See
McLaughlin, Application of the Uniform Fraudulent Conveyance Act, 46 Harv.L.Rev.
404, 405 (1933).

The basic structure and approach of the 1918 Act are preserved in the Uniform
Fraudulent Transfer Act. There are two sections in the new Act delineating what
transfers and obligations are fraudulent. Section 4(a) (Sec. 34.41.030(a)) is an
adaptation of three sections of the 1918 Act: § 5(a) (Sec. 34.41.040(a)) is a\i
adaptation of another section of that Act and 8§ 5(b) (Sec. 34.41.040(b)) is new. One
section of the 1918 Act (8 8) is not carried forward into the new Act because it was
believed to be redundant in part and in part susceptible of inequitable application.
Both Acts declare a transfer made or an obligation incurred with actual intent to
hinder, delay, or defraud creditors to be fraudulent. Both Acts render a transfer
made or obligation incurred without adequate consideration to be constructively
fraudulent -- ie> without regard to the actual intent of the parties -- under one of the
following conditions:

(1) the debtor was left by the transfer or obligation with unreasonably small
assets for a transaction or the business in which the debtor was engaged;

(2) the debtor intended to incur, or believed that the debtor would incur,
more debts than the debtor would be able to pay; or

(3) the debtor was insolvent at the time or as a result of the transfer or
obligation.

As under the 1918 Act a transfer or obligation that is constructively fraudulent
because insolvency concurs with or follows failure to receive adequate consideration
is voidable only by a creditor in existence at the time the transfer occurs or the
obligation is incurred. Either an existing or subsequent creditor may avoid a transfer
or obligation for inadequate consideration when accompanied by the financial
condition specified in Sec. 34.41.030(a)(2)(A) or the mental state specified in
Sec. 34.41.030(a)(2)(B).
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Reasonably equivalent value is required in order to constitute adequate consideration
under the revised Act. The revision follows the Bankruptcy Code in eliminating good
faith on the part of the transferee or obligee as an issue in the determination of
whether adequate consideration is given by a transferee or obligee. The new Act,
like the Bankruptcy Act, allows the transferee or obligee to show good faith in
defense after a creditor establishes that a fraudulent transfer has been made or a
fraudulent obligation has been incurred. Thus, a showing by a defendant that a
reasonable equivalent has been given in good faith for a transfer or obligation is a
complete defense although the debtor is shown to have intended to hinder, delay, or
defraud creditors.

A good faith transferee or obligee who has given less than a reasonable equivalent
is nevertheless allowed a reduction in a liability to the extent of the value given. The
new Act, like the Bankruptcy Code, eliminates the provision of the 1918 Act that
enables a creditor to attack a security transfer on the ground that the value of the
property transferred is disproportionate to the debt secured. The premise of the new
Act is that the value of the interest transferred for security is measured by and thus
corresponds exactly to the debt secured. Foreclosure of a debtor’ interest by a
regularly conducted, noncollusive sale on default under a mortgage or other security
agreement may not be avoided under the Act as a transfer for less than a reasonably
e”nivalent value.

The definition of insolvency under the Act is adapted from the definition of the term
in the Bankruptcy Code. Insolvency is presumed from proof of a failure generally to
pay debts as they become due.

The new Act adds a new category of fraudulent transfer, namely, a preferential
transfer by an insolvent insider to a creditor who had reasonable cause to believe the
debtor to be insolvent. An insider is defined in much the same way as in the
Bankruptcy Code and includes a relative, also defined as in the Bankruptcy Code, a
director or officer of a corporate debtor, a partner, or a person in control of a
debtor. This provision is available only to an existing creditor. Its premise is that an
insolvent debtor is obliged to pay debts to creditors not related to the debtor before
paying those who are insiders.

The new Act omits any provision directed particularly at transfers or obligations of
insolvent partnership debtors. Under § 8 of the 1918 Act, any transfer made or
obligation incurred by an insolvent partnership to a partner was deemed fraudulent
without regard to intent or adequacy of consideration. So categorical a condemnation
of a partnership transaction with a partner may unfairly prejudice the interests of a
partner’s separate creditors. The now Act also omits as redundant a provision in the
1918 Act that makes fraudulent a transfer made or obligation incurred by an
insolvent partnership for less than a fair consideration to the partnership.
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Section 34.41.060 lists the remedies available to creditors under the new Act. It
eliminates as unnecessary and confusing a differentiation made in the 1918 Act
between the remedies available to holders of matured claims and those holding
unmatured claims. Since promulgation of the 1918 Act, the United States Supreme
Court has imposed restrictions on the availability and use of prejudgment remedies.
As a result many states have amended their statutes and rules applicable to such
remedies, and it is frequently unclear whether a state’s procedures include a
prejudgment remedy against a fraudulent transfer or obligation. Paragraph (a)(2) is
included in Sec. 34.41.060 to make such a remedy available.

Section 34.41.070 prescribes the measure of liability of a transferee or obligee under
the Act and enumerates defenses. Defenses against avoidance of a preferential
transfer to an insider under Sec. 34.41.040(b) include an adaptation of defenses
available under § 547(c)(2) and (4) of the Bankruptcy Code when such a transfer
is sought to be avoided as a preference by the trustee in bankruptcy. In addition a
preferential transfer may be justified when shown to be made pursuant to a good
faith effort to stave off forced liquidation and rehabilitate the debtor. Section
34.41.070 also precludes avoidance, as a constructively fraudulent transfer, of the
termination of a lease on default or the enforcement of a security interest in
compliance with Article 9 of the Uniform Commercial Code (AS 45.09).

The new Act includes a new section specifying when a transfer is made or an
obligation is incurred. The section specifying the time when a transfer occurs is
adapted from § 548(d) of the Bankruptcy Code. Its premise is that if the law
prescribes a mode for making the transfer a matter of public record or notice, it is
not deemed to be made for any purpose under the Act until it has become such a
matter of record or notice.

The new Act also includes a statute of limitations that bars the right rather than the
remedy on expiration of the statutory periods prescribed. The law governing
limitations on actions to avoid fraudulent transfers among the states is unclear and
full of diversity. The Act recognizes that laches and estoppel may operate to
preclude a particular creditor from pursuing a remedy against a fraudulent transfer
or obligation even though the statutory period of limitations has not run.

SECTIONAL ANALYSIS AND COMMENTARY

Section 1. Enacts the Uniform Fraudulent Transfer Act as a new chapter, AS 34.41.
The chapter consists of the following provisions:

Sec. 34.41.010. This section sets out the circumstances under which a debtor
is deemed to be insolvent.
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OFFICIAL COMMENTARY

(1) Subsection (a) is derived from the definition of "insolvent” in § 101 (29)(A)
of the Bankruptcy Code. The definition in subsection (a) and the correlated
definition of partnership insolvency in subsection (c) contemplate a fair valuation of
the debts as well as the assets of the debtor. As under the definition of the same
term in § 2 of the 1918 Act, exempt property is excluded from the computation of
the value of the assets. See Sec. 34.41.110(2). For similar reasons, interests in valid
spendthrift trusts and interests in tenancies by the entireties that cannot be severed
by a creditor of only one tenant are not included. See the comment to Sec.
34.41.110(2), infra. Since a valid lien also precludes an unsecured creditor from
collecting the creditor’s claim from the encumbered interest in a debtor’s property,
both the encumbered interest and the debt secured thereby are excluded from the
computation of insolvency under this Act. See Sec. 34.41.110(2) and subsection (e)
of this section.

(2) Subsection (b) establishes a rebuttable presumption of insolvency from the
kct of general nonpayment of debts as they become due. Such general nonpayment
is a ground for the filing of an involuntary petition under 8 303(h)(1) of the
Bankruptcy Code. See also AS 45.01.201(24) (Uniform Commercial Code), which,
in part, declares a person to be "insolvent" who "has ceased to pay the person’s debts
in the ordinary course of business or cannot pay the person’s debts as they become
due." The presumption imposes on the party against whom the presumption is
directed the burden of proving that the nonexistence of insolvency as defined in
subsection (a) is mere probable than its existence. See Uniform Rules of Evidence
(1974 Act), Rule 310(a). The 1974 Uniform Rule 301(a) conforms to the Final Draft
of Federal Rule 301 as submitted to the United States Supreme Court by the
Advisory Committee on Federal Rules of Evidence. "The so-called ‘bursting bubble
theory, under which a presumption vanishes upon the introduction of evidence which
would support a finding of the nonexistence of the presumed fact, even though not
believed is rejected as according presumptions too ‘slight and evanescent’ an effect.”
Advisory Committee’s Note to Rule 301. See also 1 J. Weinstein & M. Berge;,
Evidence (1982).

The presumption is established in recognition of the difficulties typically
imposed on a creditor in proving insolvency in the bankruptcy sense, as provided in
subsection (a). See generally Levit, The Archaic Concept of Balance-Sheet
Insolvency, 47 Am.Bankr.L.J. 215 (1973). Not only is the relevant information in the
possession of a noncooperative debtor but the debtor’s records are more often than
not incomplete and inaccurate. As a practical matter, insolvency is most cogently
evidenced by a general cessation of payment of debts, as has long been recognized
by the laws of other countries and is now reflected in the Bankruptcy Code. See
Honsberger, Failure to Pay One’s Debts Generally as They Become Due: The
Experience of France and Canada, 54 Am.Bankr.L.J. 153 (1980); J. MacLachlan,
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Bankruptcy 13,63-64,436 (1956). In determining whether ¢ debtor is paying its debts
generally as they become due, the court should look at more than the amount and
due dates of the indebtedness. The court should also take into account such factors
as the number of the debtor’s debts, the proportion of those debts not being paid, the
duration of the nonpayment, and the existence of bona fide disputes or other special
circumstances alleged to constitute an explanation for the stoppage of payments. The
court’s determination may be affected by a consideration of the debtor’s payment
practices prior to the period of alleged nonpayment and the payment practices of the
trade or industry in which the debtor is engaged. The case law that has developed
under 8§ 303(h)(1) of the B. .Ikruptcy Code has not required a showing that a debtor
has failed or refused to pay a majority in number and amount of the person’s debts
in order to prove general nonpayment of debts as they become due. See, e.g., Hill
v. Cargill Inc. (In re Hill). 8 B.R. 779, 3 C.B.C.2d 920 (Bk.D.Minn.1981) (non-
payment of three largest debts held to constitute general nonpayment, although small
debts were being paid); In re All Media Properties. Inc.. 5 B.R. 126, 6 B.C.D. 586, 2
C.B.C.2d 449 (Bk.S.D.Tex.1980) (missing significant number of payments or regularly
missing payments significant in amount said to constitute general nonpayment;
missing payments on more than 50% of aggregate of claims said not to be required
to show general nonpayment; nonpayment for more than 30 days after billing held
to establish nonpayment of a debt when it is due); In re Kreidler Import Corp.. 4
B.R. 256, 6 B.C.D. 608, 2 C.B.C.2d 159 (Bk.D.Md. 1980) (nonpayment of one debt
constituting 97% of debtor’s total indebtedness held to constitute general
nonpayment). A presumption of insolvency does not arise from nonpayment of a
debt as to which there is a genuine bona fide dispute, even though the debt is a
substantial part of the debtor’s indebtedness. cf. 11 U.S.C. 303(h)(1), as amended
by § 426(b) of Public Law No. 98-882, the Bankruptcy Amendments and Federal
Ji Igeship Act of 1984.

(3) Subsection (c) is derived from the definition of partnership insolvency in
8 101(29)(B) of the Bankruptcy Code. The definition confon is generally to the
definition of the same term in § 2(2) of the 1918 Act.

(4) Subsection (d) follows the approach of the definition of "insolvency™ in §
101(29) of the Bankruptcy Code by excluding from the computation of the value of
the debtor’s assets any value that can be realized only by avoiding a transfer of an
interest formerly held by the debtor or by discovery or pursuit of property that has
been fraudulently concealed or removed.

(5) Subsection (e) is new. It makes clear the purpose not to render a person
insolvent under this section by counting as a debt an obligation secured by property
of the debtor that is not counted as an asset. See also comments to subsection (a),
supra, and Sec. 34.41.110(2), infra.
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Sec. 34.41.020. This section defines "Value™ as used in various contexts in this
Act, frequently with a qualifying adjective. The word appears in the following
provisions:

Sec. 34.41.030(aj(2) ("reasonably equivalent value");

Sec. 34.41.030(b)(8) (“value ... reasonably equivalent");
Sec. 34.41.040(a) (“"reasonably equivalent value™);

Sec. 34.41.040(b) ("present, reasonably equivalent value");
Sec. 34.41.070(a) (“"reasonably equivalent value");

Sec. 34.41.070(b), (c), (d), and (e) ("value");

Sec. 34.41.070(f)(1) ("new value"); and

Sec. 34.41.070(f)(3) ("present value").

OFFICIAL COMMENTARY

(1) Subsection (a) is adapted from § 548(d)(2)(A) of the Bankruptcy Code.
See also § 3(a) of the 1918 Act. The definition in the section is not exclusive. "Value"
is to be determined in light of the purpose of the Act to protect a debtor’s estate
from being depleted to the prejudice of the debtor’ unsecured creditors. Consider-
ation having no utility from a creditor’s viewpoint does not satisfy the statutory
definition. The definition does not specify all the kinds of consideration that do not
constitute value for the purposes of this Act -- e.g., love and affection. See, e.g.,
United States v. West. 299 F.Supp. 661, 666 (D.Del. 1969).

(2) Subsection (a) does not indicate what is "reasonably equivalent value™ for
a transfer or obligation. Under this Act, as under § 548(a)(2) of the Bankruptcy
Code, a transfer for security is ordinarily for a reasonably equivalent value
notwithstanding a discrepancy between the value of the asset transferred and the debt
secured, since the amount of the debt is the measure of the value of the interest in
the asset that is transferred. See, e.g., Peoples-Pittsburgh Trust Co.. v. Holy Family
Polish Nat’l Catholic Church. Carnegie, Pa.. 341 Pa. 390, 19 A.2d 360 (1941). If,
however, a transfer purports to secure more than the debt actually incurred or to be
incurred, it may be four.d to be for less than a reasonably equivalent value. Seee.g.,
In re Peoria Braumeister Co.. 138 F.2d 520, 523 (7th Cir. 1943) (chattel mortgage
securing a $3,000 note held to be fraudulent when the debt secured was only $2,500);
Hartford Acc. & Indemnity Co. v. Jirasek. 254 Mich. 131, 140, 235 N.W. 836, 839
(1931) (quitclaim deed given as mortgage held to be fraudulent to the extent the
value of the property transferred exceeded the indebtedness secured). If the debt is
a fraudulent obligation under this Act, a transfer to secure it as well as the obligation
would be vulnerable to attack as fraudulent. A transfer to satisfy or secure an
antecedent debt owed an insider is also subject to avoidance under the conditions
specified in Sec. 34.41.040(b).
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(3) Section ./a) of the 1918 Act has been thought not to recognize that an
unperformed promise could constitute fair consideration. See McLaughlin,
Application of the Uniform Fraudulent Conveyance Act, 46 Harv.L. Rev. 404, 414
(1933). Courts construing these provisions of the prior law nevertheless have held
unperformed promises to constitute value in a variety of circumstances. See, e.g.,
Harper v. Lloyd’s Factors, Inc.. 214 F.2d 662 (2d Cir. 1954) (transfer of money for
promise of factor to discount transferor’s purchase-money notes given to fur dealer);
Schlecht v. Schlecht. 168 Minn. 168, 176-77, 209 N.W. 883, 886-87 (1926) (transfer
for promise to make repairs and improvements on transferor’s homestead); Farmer’s
Exchange Bank v. Oneida Motor Truck Co.. 202 Wis. 266, 232 N.W. 536 (1930)
(transfer in consideration of assumption of certain of transferor’s liabilities); see also
Hummel v. Cernockv. 161 F.2d 685 (7th Cir. 1947) (transfer in consideration of cash,
assumption of a mortgage, payment of certain debts, and agreement to pay other
debts). Likewise a transfer in consideration of a negotiable note discountable at a
commercial bank, or the purchase from an established, solvent institution of an insur-
ance policy, annuity, or contract to provide care and accommodations clearly appears
to be for value. On the other hand, a transfer for an unperformed promise by an
individual to support a parent or other transferor has generally been held voidable
as a fraud on creditors of the transferor. See, e.g., Springfield Ins. Co. v. Fry. 267
F.Supp. 693 (N.D.Okla. 1967); Sandler v. Parlapiano. 236 App.Div. 70,258 N.Y.Supp.
88 (1st Dep’t 1932); Warwick Municipal Employees Credit Union v. Higharn, 106 R.I.
363, 259 A.2d 852 (1969); Hulsether v. Sanders. 54 S.D. 412, 223 N.W. 335 (1929);
Cooper v. Cooper. 21 Tenn.App. 473, 477, 124 S\W.2d 264, 267 (1939); Note, Rights
of Creditors in Property Conveyed in Consideration of Future Support, 45 lowa
L.Rev. 546, 550-62 (1960). This Act adopts the view taken in the cases cited in
determining whether an unperformed promise is value.

(4) Subsection (b) rejects the rule of such cases as Durrett v. Washington Nat.
Ins. Co.. 621 F.2d 201 (5th Cir. 1980) (nonjudicial foreclosure of a mcdgage avoided
as a fraudulent transfer when the property of an insolvent mortgagor was sold for less
than 70% of its fair value), and Abramson v. Lakewood Bank & Trust Co.. 647 F.2d
547 (5th Cir.1981), cert, denied, 454 U.S. 1164 (1982) (nonjudicial foreclosure held
to be fraudulent transfer if made without fair consideration). Subsection (b) adopts
the view taken in Lawyers Title Ins. Corp. v. Madrid (In re Madrid). 21 B.R. 424
(B.A.P. 9th Cir. 1982), affd on another ground, 725 F.2d 1197 (9th Cir. 1984), that the
price bid at a public foreclosure sale determines the fair value of the property sold.
Subsection (b) prescribes the effect of a sale meeting its requirements, whether the
asset sold is personal or real property. The rule of this subsection applies to a
foreclosure by sale of the interest of a vendee under an installment land contract in
accordance with applicable law that requires or permits the foreclosure to be effected
by a sale in the same manner hs the foreclosure of a mortgage. See G. Osborne, G.
Nelson, & D. Whitman, Real Estate Finance Law 83-84, 95-97 (1979). The premise
of the subsection is that "a sale of the collateral by the secured party as the normal
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consequence of default ... [is] the safest way of establishing the fair value of the
collateral..." 2 G. Gilmore, Security Interests in Personal Property 1227 (1965).

Ifa lien given an insider for a present consideration is not perfected as against
a subsequent bona fide purchaser or is so perfected after a delay following an exten-
sion of credit secured by the lien, foreclosure of the lien may result in a transfer for
an antecedent debt that is voidable under Sec. 34.41.040(b), infra. Subsection (b)
does not apply to an action under Sec. 34.41.030(a)(1) to avoid a transfer or
obligation because made or incurred with actual intent to hinder, delay, or defraud
any creditor.

(5) Subsection (c) is an adaptation of 8 547(c)(1) of the Bankruptcy Code. A
transfer to an insider for an antecedent debt may be voidable under Sec. 34.41.-
040(b), infra.

Sec. 34.41.030. This section describes the transfers that are fraudulent as to
present and future creditors and *ets out factors that may be given consideration in
determining whether the requisite intent to defraud was present.

OFFICIAL COMMENTARY

(1) Paragraph (a)(1) is derived from 8 7 of the 1918 Act. Factors appropriate
for consideration in determining actual intent under paragraph (a)(1) are specified
in subsection (b).

(2) Paragraph (a)(2) is deriveu from 88 5 and 6 of the 1918 Act but substitutes
"reasonably equivalent value™ for "fair consideration."” The transferee’s good faith was
an element of "fair consideration” as defined in § 3 of the 1918 Act, and lack of fair
consideration was one of the elements of a fraudulent transfer as defined in four
sections of that Act. The transferee’s good faith is irrelevant to a determination of
the adequacy of the consideration under the new Act, but lack of good faith may be
a basis for withholding protection of a transferee or obligee under Sec. 34.41.070,
infra.

(3) Unlike the 1918 Act as originally promulgated, this Act does not prescribe
different tests when a transfer is made for the purpose of security and when it is
intended to be absolute. The premise of this Act is that when a transfer is for
security only, the equity or value of the asset that exceeds the amount of the debt
secured remains available to unsecured creditors and thus cannot be regarded as the
subject of a fraudulent transfer merely because of the encumbrance resulting from
an otherwise valid security transfer. Disproportion between the vaiue of the asset
securing the debt and the size of the debt secured does not, in the absence of
circumstances indicating a purpose to hinder, delay, or defraud creditors, constitute
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an impermissible hindrance to the enforcement of other creditors’ rights against the
debtor-transferor. cf. AS 45.09.311 (Uniform Commercial Code).

(4) Subparagraph (a)(2)(A) of this section is an adaptation of § 5 of the 1918
Act, but substitutes "unreasonably small [assets] in relation to the business or
transaction™ for "unreasonably small capital.” The reference to "capital” in the 1918
Act is ambiguous in that it may refer to net worth or to the par value of stock or to
the consideration received for stock issued. The special meanings of "capital” in
corporation law have no relevance in the law of fraudulent transfers. The
subparagraph focuses attention on whether the amount of all the assets retained by
ihe debtor was inadequate, i.e., unreasonably small, in light of the needs of the
business or transaction in which the debtor was engaged or about to engage.

(5) Subsection (b) is a nonexclusive catalogue of factors appropriate for
consideration by the court in determining whether the debtor had an actual intent to
hinder, delay, or defraud one or more creditors. Proof of the existence of any one
or more of the factors enumerated in subsection (b) may be relevant evidence as to
the debtor’s actual intent, but does not create a presumption that the debtor has
made a fraudulent transfer or incurred a fraudulent obligation. The list of factors
includes most of the badges of fraud that have been recognized by the courts in
construing and applying the Statute of 13 Elizabeth and § 7 of the 1918 Act. Proof
of the presence of certain badges in combination establishes fraud conclusively - i.e.,
without regard to the actual intent of the parties -- when they concur as provided in
(a)(2) of this section or in Sec. 34.41.040. The fact that a transfer has been made to
a relative or to an affiliated corporation has not been regarded as a badge of fraud
sufficient to warrant avoidance when unaccompanied by any other evidence of fraud.
The courts have uniformly recognized, however, that a transfer to a closely related
person warrants close scrutiny of the other circumstances, including the nature and
extent of the consideration exchanged. See 1G. Glenn, Fraudulent Conveyances and
Preferences 8 307 (Rev. ed. 1940). The second, third, fourth, and fifth factors listed
are all adapted from the classic catalogue of badges of fraud provided by Lord Coke
in Twvne’s Case. 3 Coke 80b, 76 Eng.Rep. 809 (Star Chamber 1601). Lord Coke also
included the use of a trust and the recitation in the instrument of transfer that it "was
made honestly, truly, and bona fide," but the use of the trust is fraudulent only when
accompanied by elements or badges specified in this Act, and recitals of "good faith™
can no longer be regarded as significant evidence of a fraudulent intent.

(6) In considering the factors listed in subsection (b) a court should evaluate
all the relevant circumstances involving a challenged transfer or obligation. Thus the
court may appropriately take into account all indicia negativing as well as those
suggesting fraud, as illustrated in the following reported cases:

(@) Whether the transfer or obligation was to an insider: Salomon v.
Kaiser (In re KaiserL 722 F.2d 1574, 1582-83 (2d Cir.1983) (insolvent debtor’s
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purchase of two residences in the name of his spouse and the creation of a
dummy corporation for the purpose of concealing assets held to evidence
fraudulent intent); Banner Construction Corp. v. Arnold. 128 So.2d 893
(Fla.Dist.App. 1961) (assignment by one corporation to another having identi-
cal directors and stockholders constituted a badge of fraud); Travelers
Indemnity Co. v. Cormanev. 258 lowa 237, 138 M.W.2d 50 (1965) (transfer
between spouses said to be a circumstance that shed suspicion on the transfer
and that with other circumstances warranted avoidance); Hathewav v. Hanson.
230 lowa 386, 297 N.W. 824 (1941) (transfer from parent to child said to
require a critical examination of surrounding circumstances, which, together
with other indicia of fraud, warranted avoidance); Lumpkins v. McPhee. 59
N.M. 442, 286 P.2d 299 (1955) (transfer from daughter to mother said to be
indicative of fraud but transfer held not to be fraudulent due to adequacy of
consideration and delivery of possession by transferor).

(b) Whether the transferor retained possession or control of the
property after the transfer: Harris v. Shaw. 224 Ark. 150, 272 S\W.2d 53
(1954) (retention of property by transferor said to be a badge of fraud and,
together with other badges, to warrant avoidance of transfer); Stephens v.
Reginstein, 89 Ala. 561, 8 So. 68 (1890) (transferor’s retention of control and
management of property and business after transfer held material in
determining transfer to be fraudulent); Allen v. Massey. 84 U.S. (17 Wall.) 351
(1872) (joint possession of furniture by transferor and transferee considered
in holding transfer to be fraudulent); Warner v. Norton. 61 U.S. (20 How.)
448 (1857) (surrender of possession by transferor deemed to negate allega-
tions of fraud).

(c) Whether the transfer or obligation was concealed or disclosed:
Walton v. First National Bank. 13 Colo. 265, 22 P. 440 (1889) (agreement
between parties to conceal the transfer from the public said to be one of the
strongest badges of fraud); Warner v. Norton. 61 U.S. (20 How.) 448 (1857)
(although secrecy said to be a circumstance from which, when coupled with
other badges, fraud may be inferred, transfer was held not to be fraudulent
when made in good faith and transferor surrendered possession); W.T.
Raleigh Co. v. Barnett. 253 Ala. 433, 44 So.2d 585 (1950) (failure to record
a deed in itself said not to evidence fraud, and transfer held not to be
fraudulent).

(d) Whether, before the transfer was made or obligation was incurred,
a creditor sued or threatened to sue the debtor: Harris v. Shaw. 224 Ark. 150,
272 S.\W.2d 53 (1954) (transfer held to be fraudulent when causally connected
to pendency of litigation and accompanied by other badges of fraud); Pergrem
v. Smith, 255 S.W.2d 42 (Ky.App.1953) (transfer in anticipation of suit deemed
to be a badge of fraud; transfer held fraudulent when accompanied by



