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THE N EW ALABAMA LLC ACT: 
IMPACT ON MEMBERS

1 

RIGHTS AND INTERNAL DISPUTES 

"What you're supposed to do when 

you don't like a thing is change it," or so 

said Maya Angelou. Taking its cue from 

the late poet, a committee of the Alabama 

Law Institute (ALI") began working in 

2007 to overhaul Alabama's limited li

ability company law. Mter many years 

of work, 2014 saw the passage of the new 

law, to be known as the '~abama Lim

ited Liability Company Law of2014" (the 

"2014 Act'').! The ALI Committee has 

this to say about its passage: 

'!his Act marks a significant improve

ment in the state of the law in Alabama re

lating to limited liability companies. '!he last 

substantive revision to Alabama's Limited 

Liability Company Act came in 1997. '!his 

revision will bring Alabama to the forefront 

in laws governing limited liability companies. 

'!he committee considered the Revised 

Uniform Limited Liability Company Act 

and the Revised Prototype Limited Liabil

ity Company Act, but this proposal is unique 

to Alabama. '!he committee considered all 

sources choosing the best provisions from each 

national proposal and also looked to the law 

of other states. 

'!he Act focuses on the contractual nature 

of the limited liability company. '!here are 

few mandatory provisions in the Act; most 

features of a limited liability company can be 

modified by the parties to suit their needs. 

Despite the emphasis on allowing the 

parties to make their own contract, the Act 

provides that certain obligations, such as the 

implied contractual covenant of good faith 

and fair dealing, cannot be modifietI.2 

It may be true that the 2014 Act is 

a significant improvement in Alabama 

law. At the same time, however, the 2014 

Act will have some significant impacts on 

the rights of LLC members and also on 

internal disputes amongst the member

ship. This article is intended to provide 

an overview of some of the larger issues. 
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Under the 2014 Act, what has his

torically been known as an LLC "operat

ing agreement" will now be known as the 

"limited liability company agreement."3 

The "company agreement" means "any 

agreement (whether referred to as a lim

ited liability company agreement, operat

ing agreement or otherwise), written, oral 

or implied, of the member or members as 

to the activities and affairs of a limited lia

bility company."4 Under the previous law, 

the "operating agreement" was defined as 

"a written agreement of the member or 

members governing the affairs of a lim

ited liability company and the conduct of 

its business."s 

Whereas previously the LLC would be 

bound only by the statute and written op

erating agreement, under the 2014 Act the 

LLC may also be governed by "oral" and 

"implied" agreements. Now a member will 

be able to assert the protection of an oral or 

implied agreement, while other members 

may very well deny the existence or sub

stance of such agreement. It is easy to imag

ine that this change will open the door to 

many new disputes amongst the members. 
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The prior law did not include a defi

nition of knowledge or notice. The 2014 

Act now defines these terms.6 This may 

have the effect of eliminating some doubt 

and dispute as to when a member and/or 

the LLC have knowledge or notice. 

The 2014 Act states that "It is the 

policy of this Chapter and this state to give 

maximum effect to the principles of free

dom of contract and to the enforceability 

of limited liability company agreements."7 

Thus, it is intended that the LLC should 

be free to operate however the members 

agree, whether good, bad, or otherwise. 

That being said, the "principles of law and 

equity supplement this Chapter" unless 

,specifically displaced.8 So, in the event of 

a dispute, one may possibly still look be

yond the company agreement to "law and 

equity." 

One very significant change in the 

2014 Act is that a member or manager's 

fiduciary duties may now be eliminated. 

The 2014 Act, as a default, does place 

several duties on "persons with directio,n 

and oversight" of the company, including 

the duty ofloyalty and the duty of care.9 

However, the 2014 Act then provides that 

"To the extent . .. a member or other person 

has duties (including fiduciary duties) ... 

the 'member's or other person's duties may 

be expanded or restricted or eliminated by 

a written limited liability company agree

ment ... .'''IO Under the prior law, fiduciary 

duties could not be eliminated, although 

the operating agreement could specify cer-



tain activities that would not be deemed 

a breach of the duty of loyalty. 11 Consid

ering the amount of LLC litigation that 

has been based on the alleged breach of 

fiduciary duties, permitting the elimina

tion of those duties may also eliminate a 

large area of litigation. 

While fiduciary duties may be elimi

nated, the "implied contractual covenant 

of good faith and fair dealing may not be 

eliminated."12 The company agreement 

"may not limit or eliminate liability for 

any act or omission that constitutes a bad 

faith violation of the implied contractual 

covenant of good faith and fair dealipg."13 

Historically, Alabama law has not 

I recognized a claim for "bad faith" outside 

of the insured/insurer context. In other 

contexts, the Alabama Supreme Court has 

rejected claims of "bad faith" based on a 

statutory duty of good faith. 14 It should be 

clear that the 2014 Act intends to provide 

an LLC member with a cause of action for 

breach of the duty of good faith and fair 

dealing. The extent to which this will be 

recognized and given effect by the Ala

bama courts remains to be seen, however. 

It should be noted that this section 

of the 2014 Act is derived from Dela

ware law. In contrast to Alabama, Dela

ware's common law has long recognized a 

cause of action for breach of the implied 

duty of good faith. IS The general rule in 

Delaware is that "The implied covenant 

of good faith and fair dealing inheres 

in every contract governed by Delaware 

law and requires a party in a contractual 

relationship to refrain from arbitrary or 

unreasonable conduct which has the ef

fect of preventing the other party to the 

contract from receiving the fruits of the 

bargain."16 As one would expect, there is 

a great deal of Delaware case law further 

defining the law, but that is the general 

rule. Some additional rules:17 

The implied covenant of good faith and 

fair dealing applies even where the contract 

allows a party to exercise discretion. 

A party may breach the implied cov

enant of good faith and fair dealing without 

violating an express term of the contract. 

The implied covenant of good faith and 

fair dealing is designed to protect the spirit 

of an agreement when, without violating an 

express term of the agreement, one side uses 

oppressive or underhanded tactics to deny the 

other side the fruits of the parties' bargain. 

Thus, if the Alabama courts will look 

to Delaware for guidance (as is the ALI 

Committee's intent), then the 2014 Act 

will provide these general protections for 

the LLC member. 

Under the 2014 Act, the company 

agreement may eliminate "any and all 

liabilities for breach of contract" of a 

member to the company or to another 

member. IS If the LLC is intended to be 

a creature of contract, and if the compa

ny agreement is to be the contract, then 

this change may mean that the company 

agreement can essentially be rendered 

meaningless. A member may breach the 

company agreement-and any other in

ternal contract-without liability. Pre

sumably, this would include not only 

the company agreement but also other 

contracts between members (e.g., loan 

agreements, buy-sell agreements), and 

even employment contracts between the 

LLC and a member or manager. There 

are many situations where the LLC may 

need to contract with a member or mem

bers with each other, and this change 
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could have the effect of nullifYing them. 

The only liability that cannot be eliminat

ed is "a bad faith violation of the implied 

contractual covenant of good faith and 

fair dealing." 
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There are times that the company 

agreement may require a member to 

perform. For example, a member may 

be expected to make an additional capi

tal contribution in response to a capital 

call. Under the 2014 Act, the company 

agreement may provide certain penalties 

for a member who fails to perform in ac

cordance with, or fails to comply with, 

the terms and conditions of the com

pany agreement. 19 The penalties may 

include-without limitation-reducing, 

eliminating, subordinating, selling, and/or 

forfeiting the defaulting member's own

ership interest.2o Historically, a "squeeze 

out"'from a business entity has been cause 

for complaint.21 Now it may be permitted 

by the company agreement. 
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Borrowing terminology from part

nership law, an LLC member now has 

the power to "dissociate," or cease to be 

a membeiY The member's dissociation 

may be "wrongful" if is in breach of the 

company agreement and under certain 

other circumstances.23 If the dissociation 

is wrongful, then the dissociated member 

may be liable for damages to the LLC and 

possibly also to the other members.24 
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A member may bind the LLC in 

three circumstances: (1) when authorized 

by the company agreement; (2) by consent 
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of the members; or (3) to the extent provided 

by other law.25 The Committee Comment 

makes clear that the "other law" is intended 

to be the "law of agency." Thus, under the 

2014 Act, a member may bind the company 

under principles of agency law, including ap

parent agency. 

The 2014 Act forbids an LLC from 

making a distribution to a member "to the 

extent that at the time of the distribution, af

ter giving effect to the distribution, allliabili

ties ... exceed the fair value of the assets."26 If 

a member knowingly receives an improper 

distribution, then the member shall be liable 

to the LLC for the amount of the distribu

tion.27 Knowledge is key, for the unwitting 

member who receives an improper distribu

tion is not liable and gets to keep the distri

bution.28 The statute of limitations for bring

ing a "clawback" action is two years from the 

date of the distribution.29 

As with the prior law, the 2014 Act pro

vides a member certain access to "books and 

records."30 The 2014 Act, however, permits 

some restrictions on access to the books and 

records. The company agreement may state 

restrictions or conditions on access, and the 

company may in the ordinary course of its 

activities impose additional restrictions (if 

"reasonable") and may even keep some infor

mation confidential from the members.31 

The penalty for improperly refusing ac

cess is also different in the 2014 Act. Under 

the prior law, if the requesting member was 

wrongfully denied access to the books and 

records, then the requesting member was en

titled to a penalty "not to exceed 10 percent 

of the fair market value of the membership 

interest of the member."32 This has subtly 

changed in the 2014 Act, which provides 

a penalty "not to exceed 10 percent of the 

fair market value of the transferable inter

est of the member."33 "Transferable inter

est" is a defined term under the 2014 Act 

and is only the member's financial rights

something less than the member's broader 

rights.34 This likely means the value of the 

penalty will be reduced under the 2014 Act. 

The prior law provided for "deriva

tive actions" by members.35 The 2014 Act 

provides for both "direct" and "derivative" 

actions by members, subject to certain re

quirements and procedures.36 These sec

tions of the 2014 Act appear to be a codifi

cation of the law that has already developed 

under Rule 23.1 of the Alabama Rules of 

Civil Procedure and case law interpreting 

that rule. If there is a significant difference 

between the old procedures and the new, it 

is not immediately apparent. 

In many respects, the 2014 Act will 

likely be lauded by corporate practitio

ners who will view it as an improvement 

to Alabama law, bringing the law more in 

line with Delaware and other leading ju

risdictions. As far as that goes, the 2014 

Act may serve a valuable purpose. For indi

vidual LLC members, however-and par

ticularly minority members-the 2014 Act 

will have some significant impacts on their 

rights. The landscape of litigating internal 

membership disputes will undoubtedly be 

different than under the prior law. Like a 

stone cast into the waters, the 2014 Act will 

cause many ripples. Many of those ripples 

may not be felt by·the Bar until the disputes 

begin. t<t 
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