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n April 2014, the Minnesota Legislature enacted a new statute for
limited liability companies, Chapter 322C—the Minnesota Revised
Uniform Limited Liability Act. The
new act became effective on August 1,
2015 for all LLCs formed on or after that
date, and will govern all LLCs, regardless
of when they were formed, on January 1,
2018. It contains sweeping changes in the
laws governing LLCs and differs substantially from the prior act, Chapter 322B.
The purpose of this article is to address
one important aspect of the new act—
namely, the impact the new act will have
on the ability of LLCs to use “freeze-out”
mergers as a mechanism to allow feuding
or deadlocked members to resolve their
differences in an LLC context and to divide up the company.
Freeze-out mergers
under the old act
Although virtually all business partnerships start out positively, with the
passage of time it is not uncommon for
friction to develop between the partners.
Whether it is due to disagreements over
how to spend money, loss of trust, personality clashes, or other reasons, there
can (and often does) come a point in the
life-cycle of a new business when the existing partners conclude that separation
is the only real solution. Under the old
act, as well as the Minnesota Business
Corporations Act (MBCA),1 one vehicle
available to the members to provide for
separation was the freeze-out merger.
As the name suggests, a freeze-out
merger is one that forces the minority
interest to give up its equity in the corporation in exchange for cash or senior securities while allowing the controlling interest to retain its equity.2 The effect of a
freeze-out merger is to remove the minority member from the company through
the payment of a “fair value” buyout for
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his membership position, while allowing
the company to continue and the majority member to retain his ownership.
Initially, there was some question as
to whether freeze-out mergers involving
corporations constituted a per se breach
of fiduciary duty to the minority shareholders.3 In 1986, however, the Minnesota Court of Appeals, in Sifferle v. Micom
Corp.,4 ruled that if a corporation follows
the procedures set forth in the dissenters’ rights provisions of the MBCA, the
frozen-out shareholder does “not have a
right at law or in equity to have a corporate action... set aside or rescinded,
except when the corporate action is
fraudulent with regard to the complaining shareholder or the corporation.”5
“[T]he appraisal right... is [the plaintiff’s] exclusive remedy unless the merger
is ‘fraudulent’ to him or the corporation.”
(emphasis added).6
Advantages of the
freeze-out merger
Whether freeze-out mergers are a
good or a bad thing has been hotly debated over the years, but there is no question that they do provide certain advantages to the parties. First, they allow the
majority to remain in control and not be
held hostage by an aggressive, distracted,
or disloyal minority member. This advantage is often critical where the business
is viable or has the potential for positive
future growth.
Second, while offering advantages to
the majority members, freeze-out mergers also provide significant protections
for the minority. Specifically, through the
“dissenters’ rights” provisions of 322B, the
old act allowed the dissenting member
to obtain fair value for his or her membership in the company. In this context,
“fair value” has been defined as the pro
rata value of the shares of a corporation
immediately before the effective date of

beginning at the start
of 2018 contains
sweeping changes,
dramatic involves
the elimination of
“freeze-out” mergers.
This article discusses
options for preserving
remedies similar to
those afforded by such
mergers.
By Patrick J. Rooney
and

Ernest P. Shriver

the corporate change without reference to
any minority discount or discount for lack
of marketability, except in extraordinary
circumstances.7 As a result, when faced
with a freeze-out merger, the old act allows the frozen-out member to receive a
full buyout of his or her membership at a
price often much higher than the member could obtain on the open market, provided the minority member followed the
procedures for asserting dissenters’ rights.
Finally, the freeze-out merger process
does not require any involvement of the
courts, at least with respect to the question of wrongdoing between the members. On the contrary, the dissenters’
rights provisions set forth in detail what
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the company and the dissenting member
has to do to obtain the protection of the
statute. Assuming each side correctly follows the procedures in the statute, and
assuming the corporation does not engage in deception, misrepresentation, or
actual fraud, the matter will be submitted
to the court only if the parties are unable
to agree on a fair value price for the dissenting member. In addition, if the matter
does wind up in court, the sole issue to be
decided should be the issue of “fair value.”
The court generally will not be required
to get into the often messy, difficult, and
expensive process of determining the motives of the majority owner and whether
any duties existed or were breached.
www.mnbar.org

Freeze-out mergers under
the new act
Under the new act, freeze-out mergers, at least as they operated under 322B,
are no longer possible. There are a number of reasons for this. First, while the
new act does contain broad provisions
allowing LLCs to engage in mergers, unless otherwise provided in the company’s
operating agreement, it also requires
unanimous consent of the members for the
company to sell, lease, exchange, or otherwise dispose of all, or substantially all,
of the company’s property or to engage
in a merger.8 As a result, in a situation
where the members are already fighting,
it is unlikely that the company will be

able to obtain unanimous consent to any
merger, let alone a merger resulting in the
minority member losing his or her ownership position.
Second, and even more importantly,
even if the LLC’s members agree to approve mergers with less than unanimous
consent, the new act does not provide for
statutory dissenters’ rights. As a result, for
any LLCs formed after August 1, 2015,
unless an LLC’s operating agreement
specifically provides otherwise, there will
be no automatic mechanism available to
members that allows the majority member in an LLC to force the minority member to surrender its equity in the company
in exchange for a fair value buyout.9
December 2017 s Bench&Bar of Minnesota

One avenue that does exist for the
parties to obtain separation under the new
act is through the “oppressive conduct”
provisions of the new act.10 Under these
provisions, a court is permitted to order
that a minority member’s membership
interests be sold for fair value to the
limited liability company or one or more
of the other members of the company.
To do so, however, the court must be
convinced that “it is not reasonably
practicable to carry on the company’s
activities in conformity with the articles
of organization and the operating
agreement,” or that the managers,
governors, or those in control acted in
a manner that is “illegal,” “fraudulent,”
or “oppressive,” and that such conduct
“was, is, or will be directly harmful to the
applicant.”11
On the surface it would appear that
these provisions probably allow sufficient safeguards for the parties in situations where separation is called for.
However, on closer examination there
are a number of reasons to suggest that
this approach may prove more difficult
and less attractive to both majority and
minority members than the freeze-out
merger process. For one thing, unlike
the freeze-out merger process, which potentially can be carried out without the
need to involve the courts, the oppressive conduct approach actually requires
court involvement. This means that in
any situation governed by the new act,
where the members are unable to resolve
their differences voluntarily, the likelihood of a lawsuit is increased.
In addition, it appears likely that such
lawsuits will be difficult and expensive.
This is because the burden placed on
the plaintiff will be to establish that the
majority or those in control acted in an
illegal, fraudulent, or oppressive manner.
Given this burden, it is virtually assured
that lawsuits under this provision will
be similar to those common under the
oppressed shareholder provisions of the
MBCA, which tend to be long, bitter,
and expensive.
Finally, the language of the “oppressive conduct” provisions of the new act
gives extremely broad discretion to the
court in fashioning a remedy.12 Indeed,
under the statute the court13 may order
any remedy it deems appropriate, “which
may include the sale for fair value of all
membership interests a member owns in
a limited liability company to the limited
liability company or one or more of the other
members” (emphasis added). This means
that, if a minority member initiates an action under the new act, the court could
order that the company be dissolved, or
it could order either the majority or the
minority to buy out the other.
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Possible remedies
In the absence of amendments to the
new act (the propriety of which is beyond the scope of this article), it appears
that practitioners can advise at least two
alternatives to provide options similar
to freeze-out mergers under the old act.
The first is to incorporate provisions into
the operating agreement that permit (a)
merger of the limited liability company
with less than unanimous consent, and
(b) a mechanism for minority members
to dissent from the merger and obtain
fair value for their membership interest.
The second is to avoid the need for engaging in a merger and provide for expulsion of a member with the consent of all
or some majority of the other members
and the payment of fair value for the
expelled member’s membership interest.
Of course, there are numerous variations
of either possibility, but either of these
options should be considered.
Conclusion
As mentioned above, the ability to
use freeze-out mergers without breaching fiduciary duties to minority owners
has been debated, but judicially approved in Minnesota. The inability of
Minnesota limited liability companies
to resolve membership disputes through
this mechanism under the new act potentially limits the ability of members to
avoid costly litigation in order to separate minority members from the company. LLC members and practitioners
should consider including provisions in
the operating agreement to address the
separation of minority members. s
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