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Charging Orders: Some of What You Ought to Know (Part I)

he charging order, granted the creditor of the
I member of an LLC or of a partner, serves to
assure the creditor of receipt of the distribu-
tions made by the LLC/partnership, while preserving
the rule of unincorporated business organizational
law that the right to participate in management is
restricted to those admitted as members/partners, as
well as the rule that the assets of a business organiza-
tion are not the assets of the owners. As a compromise
mechanism, the charging order is not entirely sat-
isfactory to anyone involved. Still, it is a fixture of
partnership/LLC law that needs to be understood.
Here, in Part 1, [ will review the history of the charg-
ing order, the language employed in various acts,
the rights of the holder of a charging order vis-a-vis
the partnership and the foreclosure of the charging
order. Part Il, to appear in the July-August issue of
the JournaL, will address redemption of the charging
order, the tax treatment of payments under a charging
order, the Albright and Ehmann decisions, limits on
payments made pursuant to the charging order and
other topics.

The Economic/Management
Rights Distinction in
Unincorporated Business
Organization Law

The charging order exists to balance two valid and
competing interests: (1) those of the judgment creditor
to collect on the judgment and (2) the interest of the
partnership' to operate with minimal interference from
a partner’s creditor. In corporate law, no distinction
is drawn between the rights to dividends/liquidating
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rated law, the interests of an owner are divided into
(1) a “transferable interest,” encompassing the eco-
nomic rights of ownership and (2) management rights,
which are not subject to unilateral transfer.: Rather,
those management rights may be conveyed only upon
the approval of some threshold, typically all, of the
otherwise incumbent partners in the organization.
It follows, therefore, that as a partner is limited to a
voluntary transfer of only his or her financial interest
in the partnership, it is to only that financial interest
that a creditor of a partner may look. While the holder
of the charging order has a lien on the distributions,
as made, to the judgment debtor/partner, he or she
has no right to participate in management and does
not become a partner. At the same time, the partner/
judgment debtor remains a partner, and his or her
management rights are not diminished.: The charg-
ing order does not result in a transfer of the partner’s
transferable interest to the judgment creditor.« Upon
foreclosure of the charging order, however, which
transfers the transferable interests to the purchaser, the
partner may be expelled from the partnership.:

The Need for an Answer’

The seminal article on charging orders was published
in 1953 in the WASHINGTON Law Review & STATE BAR
JournaAL. It introduced the topic by stating: “One of
the most artificial and confusing procedures of the
common law was the method by which the creditor
of a partner enforced his claim against the interest
of his debtor in the partnership.”” The article quotes
a description of the execution of judgments against
partners in partnerships by Lord Justice Lindley of the
English Court of Appeals, in an 1895 opinion:

When a creditor obtained a judgment against one
partner and he wanted to obtain the benefit of
that judgment against the share of that partner in
the firm, the first thing was to issue a fi. fa., and
the sheriff went down to the partnership place of
business, seized everything, stopped the business,
drove the solvent partners wild, and cause the
execution creditor to bring an action in Chancery
in order to get an injunction to take an account
and pay over that which was due by the execu-
tor debtor a more clumsy method of proceeding
could hardly have grown up.:

The article suggests that there were two reasons for
this unhappy resolution. First, lawyers and courts

had “difficulty ... in understanding the nature of a
partner’s interest in a partnership.”> Second, “[tlhe
common law had no procedure for the seizure of the
partner’s intangible interest in the business.”© The first
reason still exists. The second reason suggests part of
the solution to the charging order problem is careful
consideration and statutory vetting of the nature of
the abstract rights of a member in his or her partner-
ship interest. This leads us to the statutory charging
order provisions.

The Charging Order Formula

The charging order statutory formulae differ between
the various states and between various unincorpo-
rated acts. Within a state, distinctions between the
statutory language are generally (I would say abso-
lutely, but to every categorical statement [except this
one] there are exceptions) unprincipled and should
be an invitation for review and reconciliation. That
said, the language of the statute is crucial and dic-
tates the effect of the order and the rights afforded
the judgment creditor.

The Uniform Partnership Act (1997)" and the Uni-
form Limited Partnership Act (2001)= use the same
formula for the charging order, initially providing:

(@) On application by a judgment creditor of a
partner or of a partner’s transferee, a court having
jurisdiction may charge the transferable interest
of the judgment debtor to satisfy the judgment.
The court may appoint a receiver of the share of
the distributions due or to become due to the
judgment debtor in respect of the partnership
and make all other orders, directions, accounts,
and inquiries the judgment debtor might have
made or which the circumstances of the case
may require.”

Atransferable interest is, in each act, a functionally
defined term. All the holder of a charging order has
is the right to receive what the debtor/partner would
have received in the way of distributions. With that
exception, the holder of a charging order is a stranger
to the partnership. The holder of a charging order has
no interest in the partnership’s property.” The holder
of a charging order does not have rights to information
from the partnership. The holder of a charging order
is not owed fiduciary duties or the obligation of good
faith and fair dealing owed among the partners and
the partnership.” The holder of a charging order may
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not move for judicial dissolution or seek an account-
ing.' All the holder may do is insist upon receipt of
what would otherwise have been distributed to the
judgment debtor.” All in all, a narrow right.

“All Other Orders”—
Does That Mean What It Says?

The statutory formulae authorize the court issuing
the charging order to issue “all other orders, direc-
tives, accounts and inquiries.” It starts to appear that
the court has the capacity to order the partnership
to make distributions or otherwise interfere in the
intense operation of the partnership. Fortunately, that
is the wrong reading. The court’s authority to so act is
qualified by “the judgment debtor might have made.”
As the judgment creditor has no right to participate
in management, the court has no such authority. The
court’s authority is restricted to orders that assure the
judgment creditor the receipt of the distributions» that
would be made to the debtor.

The (Need for a) Judgment
Creditor & Exclusivity

The modern charging order provisions provide that
they are “the exclusive remedy by which a judgment
creditor may satisfy a judgment” out of a partner’s
transferable interest. While this statement may be
of comfort to some as far as it goes, it is important to
appreciate that it goes only so far. First, the exclusivity
is limited to those who are judgment creditors; the
provisions may have no effect where the action is not
a monetary claim.2 Prejudgment, other remedies may
be available to protect the rights of the potential credi-
tor. Furthermore, courts seem willing, and some states
have expressly provided, that child support obligations
may be satisfied by means of a charging order.»

Foreclosure
of a Charging Order

Charging order provisions typically provide that hold-
er may request, and the court may order, a foreclosure
sale of the partner’s transferable interest.* In so doing,
the judgment creditor accelerates the receipt of value
from the debtor’s property. Consider a partnership
that generates few, if any, distributions; the charging
order will not cause the judgment creditor to be paid
within a reasonable time. However, the assets of the
partnership are such that the transferable interest
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has significant current value. The judgment creditor
may move for foreclosure in order to generate the
sale that will in part or whole satisfy the judgment.=
Upon the foreclosure sale (and assuming the charging
order was not redeemed [i.e., satisfied] prior to fore-
closure),* the purchaser receives the debtor partner’s
transferable interest in the partnership, affording the
purchaser the rights of a transferee.»

There are at least three consequences of the com-
pleted foreclosure sale. First, the debtor partner no
longer has an economic interest in the partnership
and may be expelled by a vote of all of the partners,
or such lower threshold as is defined in the partner-
ship agreement.» Second, the purchaser has the
rights of a transferee, including the right to periodic
and liquidating distributions as made and the right to
apply for judicial dissolution of the partnership and
in any dissolution, receive an accounting.» Third, the
transferee becomes, for tax purposes, a “partner.”s
Still, the transferee is not owed fiduciary obligations
or obligations of good faith and fair dealing by the
partners* and has no voice in the management of
the partnership.»

Does a Charging Order
“Freeze the Deal’’?

A not uncommon question is whether a charging
order “freezes the deal,” precluding the partners from
amending the partnership agreement or altering their
course of conduct. Consider ABC partnership, made
up of A, B and C. May A and C, after the issuance of
the charging order in favor of B’s judgment creditor
(“Creditor”), decide to cease making pro rata distribu-
tions to all of the partners, rather paying themselves
“salaries” for operating the partnership? A trio of
respected commentators have asserted that a “part-
nership cannot simply cease normal distributions in
order to help the debtor partner hide assets from the
creditor who received the charging order,” but cite no
authority in support of this proposition. Nothing in
RUPA or ULPA forbids them from doing so. In alter-
ing the deal, no fiduciary obligation or obligations
of good faith and fair dealing owed to Creditor are
violated,they were never owed to Creditor.» Creditor
is not a party to the partnership agreement; by what
right may he or she object to its amendment? There
does not appear to be a reported decision precluding
such conduct, and there is authority with respect to
transferees indicating that modification of the deal
is not forbidden.»
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This is entirely a different question from whether
it is a good idea. Assume that periodic distributions
have been made pursuant to a provision in the
partnership agreement or by separate unanimous
agreement of the partners, thereafter constituting
part of the partnership agreement.»” Does B want to
consent to the amendment of the partnership agree-
ment that permits A and C to remove all of the net
income as “salary”? B is left with no proceeds of his or
her capital investment in ABC and continues to have
Creditor pursuing him or her for satisfaction of the
judgment. If B votes “yes” to amend the partnership
agreement with a wink and a grin (and maybe even
without winks and grins), the salary transfers might
fall under the Uniform Fraudulent Transfer Act.» If the
two nondebtor partners shared the wink and grin, all

of them might be defrauding the creditor under tort
law (fraud or conversion). Further, this action may
make the court more likely to order a foreclosure
sale of B's partnership interest. Is this not perhaps as
expensive means by which B seeks to spite Credi-
tor? Assume Creditor’s judgment, by some means, is
satisfied, and the charging order is lifted; how is B
going to be sure his or her distributions begin again?
A and C each feel that 50 percent of the distributions
is better than 33.3 percent of the distributions, and
acting in self-interest in refusing to again amend the
partnership agreement is permitted.»

All of which is some of what you should know
about charging orders. The July-August issue of the
JournAaL will continue this review and explore related
tax and bankruptcy law issues.
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