BUSINESS LAW

IS THERE A SELF-DEALING EXCEPTION TO THE
BUSINESS-JUDGMENT RULE FOR VIRGINIA LLCS?

n Virginia, corporate directors who transact business
with the corporation generally have the burden to
demonstrate that such a transaction is fair and reason-
able to the corporation.! For instance, when corporate
directors also serve as officers and set their own salaries,
shareholders may bring a claim for breach of fiduciary duty
against those directors and recover on behalf of the corpora-
tion if the directors cannot prove the compensation is fair
and reasonable.2 This burden-shifting principle is an excep-
tion to the general presumption that directors of a corpo-
ration act properly and in the good-faith exercise of their
business judgment in making decisions for the corporation
(the “self-dealing exception”).3
The Supreme Court of Virginia has “stated that a manager
of a [limited liability company (“LLC”)] is like a corporate
director and analogized the fiduciary duties of managers
in an LLC to the fiduciary duties of corporate directors.”
Some may assume the fiduciary duties owed by managers of
an LLC, and the burdens and presumptions that apply to
them, are identical to the principles developed at common
law to govern the conduct of corporate directors (like the self-

dealing exception discussed above). However, this analogy
does not necessarily hold in all circumstances, particularly
as it relates to transactions between LLC managers and
the LLC.

Because of a provision in the Virginia Limited Liability
Company Act (the “LLC Act”) — a provision without coun-
terpart in the Virginia Stock Corporation Act (the “VSCA”)
— the default rule in Virginia likely is that a member who
transacts business with the LLC does not have to prove the
transaction was fair and reasonable to the LLC. Rather, like
other managerial actions challenged by members of the
LLC, the burden to demonstrate a breach of fiduciary duty
is on the challenging members. Unfortunately, this provi-
sion has not yet been addressed in a reported decision by
Virginia courts, and commentators have urged an opposite
interpretation, making the existence of a self-dealing excep-
tion in the LLC context uncertain.

Fortunately, like most provisions in the LLC Act, the
provision in question establishes a default rule that can be
changed by the members in the LLC’s organizing documents
if they wish. As explained below, in light of the uncertainty
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around the self-dealing exception, members establishing
LLC:s in Virginia would be wise to set out in their organiz-
ing documents the standard they want to govern so-called

self-dealing.

THE CORPORATE
SELF-DEALING EXCEPTION

Under Section 13.1-690 of the VSCA, a corporate direc-
tor is protected from liability for decisions made on behalf
of the corporation provided that in making those decisions
he or she acted in good faith and in the exercise of his or her
business judgment.> Section 13.1-690(D) further provides
that a person alleging a violation of this standard by a corpo-
rate director has the burden to prove the alleged violation.¢

However, the Supreme Court of Virginia twice has
held that the burden shifts to corporate directors in cases
that involve self-dealing or conflicts of interest. First, in
Giannotti v. Hamway, a case filed before Section 13.1-690
went into effect, the Supreme Court stated that directors
are presumed to have acted in good faith in making
decisions on behalf of the corporation unless they engaged
in self-dealing or fraud or acted in bad faith.” Giannorti
involved a challenge to compensation that directors set for
themselves, and the Supreme Court, applying a common-
law self-dealing exception, held that the director defendants
were not entitled to the presumption of good faith under
those circumstances.® Instead, the directors had the burden
to demonstrate that their compensation was fair and
reasonable to the corporation.? More recently, in [zadpanah
v. Boeing Joint Venture, the Supreme Court held that, in
cases involving a conflict of interest as defined in Section
13.1-691 of the VSCA, “the burden shifts to the directors to
show that their actions complied with the requirements of
that section.”? In doing so, the Court cited its common-law
holding in Giannotti. Giannotti and Izadpanab establish in

the corporate context an exception to the business-judgment
rule for transactions between directors and the corporation.

MEMBER OR MANAGER
TRANSACTIONS UNDER THE LLC ACT

The same is not necessarily true for managers or manag-
ing members of an LLC. Although Section 13.1-1024.1 in
the LLC Act sets forth a business-judgment standard almost
identical to Section 13.1-690,!! another provision in the
LLC Act seemingly forecloses the self-dealing exception in
the LLC context. Specifically, Section 13.1-1026 provides:

Except as provided in the articles of organization or an
operating agreement, a member or manager may lend
money to and transact other business with the limited
liability company and, subject to other applicable law,
has the same rights and obligations with respect thereto
as a person who is not a member or manager.12

Based on its plain language, this provision is difficult
to harmonize with the self-dealing exception found in the
corporate context: If the self-dealing exception applied to
LLCs, a member or manager transacting business with the
LLC would not have “the same rights and obligations with
respect thereto as a person who is not a member or manag-
er.” To the contrary, the member or manager would bear the
burden of proving that the transaction was fair and reason-
able to the LLC and could face liability if he or she cannot
meet that burden, while for other transactions involving the
LLC, the challenging members would have to overcome the
business-judgment presumption.

Nonetheless, one well-respected treatise has advocated a
narrower reading of Section 13.1-1026, one that would not
eliminate the self-dealing exception for LLCs.!3 Seven other
states have provisions like Section 13.1-1026.14
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These “same rights” provisions can be traced back to Sec-
tion 107 of the Revised Uniform Limited Partnership Act
(“RULPA”), which contained a similar provision. Accord-
ing to the treatise’s authors, because the RULPA’s advisory
comment to that original section discusses its effect only in
certain bankruptcy or insolvency situations, and does not
address the self-dealing exception, same-rights provisions
like Section 13.1-1026 should not be read to “legitimize”
self-dealing for LLC managers.!> The authors also note that
a contrary reading of these same-rights provisions would in-
vite abuse by LLC managers.16

For several reasons, however, the better interpretation
of Section 13.1-1026 probably is that it eliminates the
self-dealing exception. First, Virginia adheres to the plain-
meaning rule of statutory interpretation,!” and the plain
language of the statute provides that members or managers
“have the same rights and obligations with respect [to
transactions with the LLC] as a person who is not a member
or manager.” As noted above, that would not be the case if
there were a self-dealing exception for LLC managers.

Second, in holding in Izadpanah that the self-dealing
exception applied to corporate directors, the Supreme
Court cited Section 13.1-691 in the VSCA.18 Section
13.1-691 defines “conflict of interests transaction” and
identifies procedures that interested directors need to follow
to prevent those transactions from being voidable by the
corporation.!? The LLC Act does not contain a provision
comparable to Section 13.1-691. Rather, Section 13.1-
1026 provides almost the opposite. Instead of creating a
distinction between interested transactions and all others, it
disavows such a distinction.

Third, the advisory comment to Section 107 of RULPA,
relied upon by the treatise’s authors, says nothing to exclude
the self-dealing exception from the same-rights provision’s
scope.20 The advisory comment explains the provision elim-
inates a fraudulent-conveyance rule, created in an earlier
version of the Uniform Limited Partnership Act, concerning
loans to the partnership by limited partners. According to
the advisory comment, those situations should be addressed
by bankruptcy or insolvency laws and not the provisions
in the earlier Act (which likely explains the phrase “subject
to other applicable law” in Section 107 of RULPA).2! To
be sure, the advisory comment clarifies that one purpose of
Section 107 was to reverse insolvency rules created by the
earlier act, but the comment does not say the broad lan-
guage of the provision was intended to apply just in that
circumstance.2?

Finally, although it is possible, as the treatise notes, that
LLC managers might be more likely to take advantage of
their positions in the absence of a self-dealing exception
to the business-judgment rule, similar risks also attend
the opposite rule. Disgruntled non-manager members
might be more likely to bring dubious lawsuits against
managers knowing that the managers would bear the
burden of defending their actions, distracting managers and
harming the LLC’s business.23 LLCs provide flexibility for
their members and managers, as well as certain features of
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corporations and of partnerships,24 and as a result, they
come in all shapes and sizes, from small, family businesses
to large, professionally managed ones. The proper balance
of risks associated with self-dealing will vary based on
the situation and the preferences of the members. Thus,
the presence of risks associated with one interpretation
of Section 13.1-1026, viewed in isolation, does not
undermine that interpretation, particularly when the
interpretation is based on the statute’s plain language.

LLC MEMBERS CAN AND SHOULD
RESOLVE THE UNCERTAINTY

Regardless of which interpretation of Section 13.1-1026
one finds more persuasive, no reported decision in Vir-
ginia has determined the effect Section 13.1-1026 has on
a self-dealing exception for managers of an LLC,% and
members cannot now know which interpretation of Sec-
tion 13.1-1026 Virginia courts will adopt. However, the
LLC Act gives members the power to resolve the uncer-
tainty themselves. As set out above, Section 13.1-1026, by
its own terms, does not apply if otherwise “provided in the
articles of organization or an operating agreement.” More
generally, the LLC Act provides that it “shall be construed
in furtherance of the policies of giving maximum effect
to the principle of freedom of contract and of enforcing
operating agreements.”20 Thus, it is clear that the rule in
Section 13.1-1026, whatever courts might interpret it to
be, is a default rule that can be altered by the parties.

Members should address this issue in their operating
agreement in light of their particular circumstances. In
small and/or family-owned LLCs, where managers or
managing members typically set their own compensation
and therefore engage in so-called self-dealing as a matter
of course, the risk of dubious member suits may be
a greater concern: The non-manager members will
always have a self-dealing transaction to challenge and
the distraction of a lawsuit will be greater with fewer
employees to shoulder the burden of litigation. If that
is the case, members probably will want to ensure that
so-called self-dealing (or at least specific examples of
it) is afforded the protection of the business-judgment
rule under the operating agreement. In contrast, larger
businesses with professional, nonmember managers and
less involved members may view improper self-dealing
as the greater concern, in which case the members will
want to make clear in the operating agreement that the
self-dealing exception applies and that the business-
judgment presumption does not protect transactions
between managers and the LLC.

Although these generalizations may not be con-
sistent with the desires of members in a particu-
lar LLC, members nonetheless should address the
issue and set out in the operating agreement the standard
that will apply to transactions between managers and the
LLC. For the time being, that looks like the only way
members can be certain about which standard applies. Il
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“members may, by express provision of the Virginia Limited Liability
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a member on the same basis as a non-member.” See in re Garrison-
Ashburn, LC, 253 B.R. 700, 709 n.7 (E.D.Va. Bankr. 2000).
Although this seems to support the plain-meaning interpretation, the
question being decided there was whether the operating agreement
was executory — it was not about the contours of fiduciary duties

under Virginia law. /4. at 708-09.
Va. Code Ann. § 13.1-1001.1.(C).
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