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Common Problems and Pitfalls with Charging Orders

The purpose of the charging order can be subverted by managing members of an LLC who neglect (willfully or
otherwise) to make distributions while the charging order is in place. This practice — and similar tactics — are more
common in closely-held LLCs. Given that the judgment creditor only has the rights of an assignee to the judgment
debtor’s economic interest in the LLC, the creditor may not be able to force distributions and can effectively be left
without a remedy.

The amount of pressure the judgment creditor is able to exert — within the guidelines of the applicable state
charging order statute or rule of procedure — is left to the court’s discretion. Some courts may provide the
judgment creditor the ability to obtain financial information from the LLC even though the charging order only
attaches to economic rights. However, absent some type of fraudulent conduct, courts are hesitant to allow any
direct action against the LLC's assets.

In order to force a resolution to charging orders where the amounts being distributed will not satisfy the judgment
in a reasonable span of time, some LLC statutes provide that the member’'s economic interest is subject to
foreclosure sale. However, as previously discussed, the member’s transfer/forfeiture of their economic interest will
not necessarily result in the purchaser receiving the non-economic interests too. Because the assignee/foreclosure
purchaser does not receive the member’s hon-economic rights, there is often a limited pool of potential purchasers
willing to pay for only the economic membership rights in the LLC. Even if the LLC is financially strong, it is difficult
to value a membership interest when you have no guarantee that the LLC will make timely distributions.

Depending on the state charging order statute, and the language in the LLC operating agreement, a lender can
determine in advance what issues may arise if it is forced to resort to a charging order, and can modify
expectations of value associated with a membership interest accordingly. For example, Maryland passed legislation
allowing LLC's to modify their operating agreements to prevent a judgment creditor from foreclosing on a member’s
economic interest in an LLC. Such intricacies can create complications for lenders.

Alternatives to Charging Orders

If potential complications associated with charging orders are identified in advance, lenders can strategize around
them. Obtaining a pledge or assignment from the obligor prior to closing, together with consent from the LLC
members to this assignment, is a viable alternative to avoid the uncertainty attendant with charging an LLC
membership interest.

In most instances, applicable law and a well-drafted LLC operating agreement will prevent an LLC member from
transferring anything greater than the member’s economic rights without consent of all of the members. Obtaining
the required consents should be relatively simple in single members LLCs, but can be problematic in multi-member
LLCs. Even if the obligor is willing to pledge all of his or her rights in the LLC, many LLC members are leery of
giving voting, inspection or management rights to a third party. Unless the borrower/member has sufficient clout
within the LLC or is able to provide some value to the LLC members, a full economic and non-economic rights
assignment may not be possible.

The potential for such problems should be identified and dealt with pre-closing. Given the many contingencies
involved in obtaining funds from economic interests in an LLC, lenders are prudent to review LLC operating
agreements and relevant state laws in advance when relying on the value associated with LLCs in making a loan.

For more information about this or other banking law matters, please contact Scott W. Foley, Chair of the Shapiro
Sher Banking & Financial Services Group, at swf@shapirosher.com.

IThough the focus of this newsletter is on charging orders and LLCs, it is worth noting that many states have similar laws in
place regarding other limited liability entities, such as limited partnerships.
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