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THE LIABILITY OF LIMITED PARTNERS FOR
THE DEFAULTED LOANS OF THEIR LIMITED
PARTNERSHIPS

THOMAS J. HALL AND JANICE A. PAYNE

Several legal theories may allow lenders to pierce the shield of limited liability
and recover partnership debts from limited pariners.

central tenet of limited partnership law is that limited partners are
Alot personally liable for their partnership’s obligations. Faced with
his general prohibition, should lenders abandon any consideration
of recovery against individual limited partners for the defaulted loans of their
limited partnerships? Absolutely not. While the principle of limited liabili-
ty will form a limited partner’s first line of defense to an action seeking recov-
ery on partnership obligations, lenders have at their disposal several legal the-
ories that may allow them to pierce the shield of limited liability and recov-
er partnership debts from the limited partners themselves.
First, a lender should consider whether it is possible to recover against a
limited partner pursuant to the so-called “control rule.” The control rule

Mr. Hall is a litigation partner, and Ms. Payne is a litigation associate, with the
New York office of Chadbourne & Parke LLP. The authors, who may be reached
at thall@chadbourne.com and jpayne@chadbourne.com, respectively, gratefully
acknowledge the assistance of litigation associate Karen Bailey in the prepara-
tion of this article. The views expressed herein are not necessarily those of the
firm or its clients. The law applicable to the issues addressed herein varies from
state to state, and the general discussion herein should not be relied upon as
legal advice.
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provides that a limited partner can be liable for partnership obligations if he
“participates in the control” of the business of the partnership.? Although the
control rule was eliminated in the most recent amendments to the Uniform
Limited Partnership Act, it remains the law in many states.

Second, a lender may be able to recover on a limited partnership’s
defaulted loan by suing to enforce the limited partners’ obligations to con-
tribute capital to the partnership. Limited partnership law generally allows a
lender to enforce such capital contribution obligations where the lender has
reasonably relied on them in extending credit to the partnership. This rule
seeks to protect the legitimate expectations of creditors by giving them a
direct right of recovery against limited partners.

Finally, limited partnership law sometimes recognizes a lender’s right to
sue the limited partners to recover distributions that were made to them
when the limited partnership was insolvent or in the zone of insolvency, or
to recover returned capital contributions to the extent necessary to satisfy
partnership obligations. In jurisdictions that recognize this right, an action
to recover such distributions or returned capital contributions may be assert-
ed by the lenders themselves, obviating the need for a bank to rely on the
partnership to pursue such claims.

THE UNIFORM LIMITED PARTNERSHIP ACT

The Uniform Limited Partnership Act, or “ULPA,” was first promulgat-
ed in 1916 as part of an effort to codify and standardize commercial law,
including the law of limited partnerships.’ Since then, nearly every state has
adopted ULPA in one form or another. Notwithstanding its name and the
widespread adoption of ULPA, limited partnership law is not entirely uni-
form. State legislatures can, and do, modify the provisions of ULPA as they
see fit, and the periodic amendments to ULPA are not always adopted by
states.” In addition, judicial interpretation of the state versions of ULPA
sometimes varies among jurisdictions.® Accordingly, a lender should always
consult the statutes and case law of the appropriate jurisdiction — usually
the state in which the partnership was formed” — to determine the specific
rights and obligations of the limited partners and the partnership’s creditors.*
For purposes of this article, unless otherwise noted, we will be referring to the
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1985 version of ULPA, as that is the version that is in effect in the majority
of states.’

LIMITED PARTNER LIABILITY UNDER THE “CONTROL
RULE”

Until 2001, ULPA recognized that a limited partner could be personal-
ly liable for partnership obligations when it participated in the control of the
business of the partnership.” This principle of liability arising from a limit-
ed partner’s control of partnership business was scaled back in each succeed-
ing iteration of ULPA until it was finally eliminated completely in the 2001
amendments."" The 2001 version of ULPA unequivocally provides that a
“limited partner is not personally liable, directly or indirectly, by way of con-
tribution or otherwise...solely by reason of being a limited partner, even if
the limited partner participates in the management and control of the limit-
ed partnership.”?

Despite the elimination of the control rule in the most recent promul-
gation of ULPA, it remains the law throughout the country in those states
that have not yet adopted the 2001 amendments or that have not otherwise
dispensed with the control rule.” Thus, in many states, lenders may still
reach the personal assets of those limited partners that participate in the con-
trol of the partnership business.

To trigger liability under the control rule, a lender must be able to show
both that the limited partner “participate[d] in the control of the business”
of the partnership and that the lender “reasonably believ[ed], based upon the
limited partner’s conduct, that the limited partner [was] a general partner.”"
To further limit the scope of liability under this provision, ULPA also iden-
tifies several “safe-harbor” activities that are deemed not to constitute control
of the partnership.” For example, a limited partner who is a contractor,
employee or agent of the limited partnership, a general partner or officer,
director or shareholder of a corporate general partner, or a surety or guaran-
tor of the limited partnership is not considered to have participated in the
control of partnership business.'” Nor will a limited partner be deemed to
have participated in the control of the partnership by consulting with and
advising the general partner regarding the business of the partnership or
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proposing, approving or disapproving certain partnership matters."”
Likewise, pursuing a derivative action on behalf of the limited partnership
does not constitute control of the partnership’s business.'®

In light of these statutory safe-harbor provisions, a lender seeking to
impose liability on a limited partner based on its control of the partnership
will need to show more than conduct that is merely advisory or purely
administrative. Although there is no bright-line test to determine what con-
duct will suffice to impose personal liability on a limited partner, courts
faced with this question have held that control is adequately demonstrated
where the limited partner “openly and publicly took an active part in the
management and control of the [partnership] business,”” the limited part-
ner controlled the direction of and had final “say-so” on all major decisions
concerning the partnership’s business,” the limited partner had decision-
making authority that could not be “checked or nullified by the general
partner,”” the limited partner had absolute power to withdraw funds from
partnership accounts without the “knowledge or consent of the general

72 and the limited partner had control over the distribution of prof-

partner,
its.® Ultimately, the determination of whether a limited partner’s conduct
amounts to control over the business affairs of the partnership is a fact-
intensive question, which requires “consideration of the purpose of the part-
nership, the administrative activities undertaken, the manner in which the
entity actually functioned, and the nature and frequency of the limited part-
ner’s purported activities.”

Liability under the control rule, however, will not lie if a lender can only
prove that the limited partner participated in the control of the partnership
business. A lender must also demonstrate that he reasonably believed that
the limited partner was a general partner. The case Megatech Inc. v. NSD
Acquisitions LP” provides an example of the kind of facts that will demon-
strate such reliance. In that case, the court found that the limited partner was
jointly and severally liable for the partnership’s obligations to the plaintiff
where the partnership leased employees from the limited partner, the limited
partner and partnership had the same fax number, and the letter terminating
the partnership’s business relationship with the plaintiff was written on the
limited partner’s stationery, sent by an entity doing business as the limited

partner, and made no mention of the partnership. On these facts, the court
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concluded that the plaintiff could have reasonably believed that the limited
partner was the “controlling entity or general partner.”

CREDITOR ENFORCEMENT OF A LIMITED PARTNER’S
CAPITAL CONTRIBUTION OBLIGATIONS

A lender may also be able to recoup outstanding partnership obligations
through an action to enforce the limited partner’s capital contribution oblig-
ations to the partnership. Often times, when a limited partner makes an ini-
tial capital contribution, it also agrees to make future capital contributions
up to a set amount and subject to whatever conditions or limitations are pro-
vided for in the partnership agreement or certificate of limited partnership.
These capital contribution obligations can be compromised, e.g., modified
or eliminated, only by the “consent of all partners,” unless otherwise provid-
ed in the partnership agreement.”” Such a compromise, however, is not effec-
tive as to third parties who advanced credit in reliance on the obligation.”®

Specifically, Section 502 of ULPA provides that a creditor who “extends
credit or otherwise acts in reliance” on a limited partner’s capital contribu-
tion obligations may enforce that obligation.”” A creditor’s right to enforce
the limited partner’s capital contribution obligations is unaffected by any
compromise of the obligations subsequent to the extension of credit.** The
creditors’ rights set forth in Section 502 reflect a desire to protect partnership
creditors and recognize that the obligation to contribute capital is more than
just a “bilateral agreement” between individual limited partners and the part-
nership, but something on which third parties rely when transacting business
with the partnership.”!

Although there is limited case law addressing the exceptions to a limited
partner’s liability under Section 502, it is fair to say that these exceptions are
“few and they are narrow.” Generally, limited partners will only be excused
from making their promised capital contributions if a condition to such pay-
ment as expressed in the partnership agreement or certificate of limited part-
nership has not been satisfied.” And, of course, a limited partner cannot be
required to contribute capital in excess of its commitment. One court apply-
ing a state analog of Section 502 also has suggested that contribution oblig-
ations may be excused — even as to partnership creditors — where there has
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been a “profound failure of consideration such as repudiation of, or fraud
incident to, the essentials of the venture to which the [partnership] was
made.” Courts, however, have also made clear that a “material breach of the
limited partnership agreement — including mismanagement or unautho-
rized acts of the general partners, or disappointed expectations — would not
excuse a limited partner’s commitment to contribute additional capital” and
thus, does not constitute a valid defense to a Section 502 claim.* One court
went even further, holding that proof of the general partner’s fraudulent
activities in connection with the partnership did not excuse the limited part-
ner’s capital contribution obligations and did not provide an adequate
defense to a creditor’s claim under Section 502 when the fraud had not
resulted in a total failure of consideration.”

To have a valid claim under Section 502, the creditor must have relied
on the capital contribution obligation.” While there is not much guidance
as to what will constitute adequate reliance, some courts have found reliance
simply by virtue of the fact that the capital contribution obligations were
contained in a publicly filed certificate of partnership.®® A lender, however,
will want to take extra steps to demonstrate its reliance on the capital contri-
bution obligations. Evidence of such reliance may include references in the
lender’s credit files to the capital contribution obligations as a source of
repayment of the loan, references to the capital contribution obligations in
the credit agreements or solicitation materials, communications with the
general partner and limited partners regarding the basis on which the loan
will be repaid, review of the partnership’s books and records, such as capital
account and financial statements, or execution of an undertaking pursuant to
which the general partner agrees to issue, and/or the limited partners agree to
make, capital contributions to repay the debt.

In the case In re LIM?2 Co-Investment, L.P Limited Partners Litigation, the
authors prosecuted a claim on behalf of a litigation trust under Delaware’s
version of Section 502. In that case, a group of lenders (the beneficiaries of
the trust) had extended financing to an Enron-related partnership called
LJM2 Co-Investment, L.P. As a condition to the extension of credit, LJ]M2’s
general partner was required to execute a “General Partner Undertaking,”
pursuant to which the general partner was obligated to issue capital calls to
the extent necessary to cure a payment default.* When a capital call was
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issued to repay the credit facility, rather than making the required capital
contribution, certain of the limited partners sought to avoid that obligation
by removing the general partner and amending the partnership agreement to
compromise both the outstanding capital call and future capital calls.®

In response to the Section 502 claim, the limited partners contended
that the capital call was validly compromised and that, in any event, the
lenders could not have reasonably relied on the capital contribution obliga-
tions because of language in the loan documents and partnership agree-
ment.””  Specifically, the limited partners argued that the loan documents
demonstrated that the loan was recourse only to the partnership and that
provisions in the partnership agreement disclaimed any liability to the part-
nership’s creditors and made clear that the capital contribution obligations
were merely conditional and subject to compromise at any time.*

The court rejected the limited partners’ arguments and ruled that the
purported amendment was ineffective because, although the statutory
default rule required unanimous consent to alter the capital contribution
obligations, the attempted amendment had only been approved by a major-
ity of the limited partners.® With respect to reliance, the trust argued that
the partnership and subscription agreements were replete with references to
the limited partners’ capital contribution obligations and that this, together
with the credit agreement and the General Partner Undertaking, created a
situation in which the lenders could rely on the capital contribution obliga-
tions.* The court agreed with the trust, holding that the trust had ade-
quately pled reasonable reliance.®

RECOVERY OF DISTRIBUTIONS AND RETURNED
CAPITAL CONTRIBUTIONS

A lender may also be able to satisfy outstanding partnership debt
through an action to recover (1) distributions that were made by the part-
nership when it was insolvent or in the zone of insolvency, or (2) capital con-
tributions returned to limited partners to the extent they are needed to repay
partnership obligations.* Section 607 of ULPA provides that a partner may
not receive a distribution from a limited partnership to the extent that, after
“giving effect to the distribution, all liabilities of the limited
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partnership...exceed the fair value of the partnership assets.”  Under
Section 608 of ULPA, a limited partner is liable for any return of its capital
contribution that is later needed to pay partnership obligations incurred
before the distribution.® The 2001 amendments to ULPA impose addition-
al conditions on recovery under these sections, providing that a limited part-
ner is only liable to the limited partnership for unlawful distributions or
returns of capital contributions if that partner knew that the distribution or
return was made wrongfully, either in violation of the partnership agreement
or of ULPA.®

Some courts have recognized a creditor’s right to bring claims under these
ULPA provisions directly against limited partners.”® For example, in Neuner v.
C.G. Realty Capital Ventures-I, L.P, the creditor had purchased a shopping cen-
ter from a limited partnership and had loaned the partnership $300,000 to
construct additional space in the center.”’ After the sale, the general partner
distributed the sale proceeds to the limited partner and then “absconded with
the partnership’s funds,” leaving it defunct. The court recognized the right of
the creditor to bring a claim to recover the distributions.*

The Neuner court’s rationale for giving the creditor standing to recover
the distributions was twofold. First, to limit the right of recovery to the part-
nership would deny the creditor relief “where there is not the slightest hint
that the legislature desired to exonerate limited partners from liability.”
Second, allowing the creditor to bring a claim under these sections would not
impose any additional liability on the limited partners or alter the limited
partners’ rights and obligations.**

As with a limited partner’s obligation to contribute capital, there also
may be limits on a creditor’s right to recover under Sections 607 and 608. In
Sender v. Simon, the court refused to allow a creditor to bring a claim to
recover distributions from the limited partners where the partnership was
deemed to be a complete sham.” The court explained that the issue was not
whether a defrauded partner is liable to a third party creditor of the partner-
ship, but whether the limited partner is liable to the sham partnership itself.
The court reasoned that the defrauded limited partner was not liable to the
sham partnership since to “suggest otherwise would be to further an illegiti-
mate scheme.”*

It is important to note that there is a dearth of case law interpreting
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Sections 607 and 608 and, thus, it is far from certain that a particular court
would recognize a creditor’s right to recover under these provisions.
Nevertheless, the limited case law available suggests that these claims are
viable and lenders should explore whether it is appropriate to pursue recov-
ery on such a theory based on the particular facts and law of their situation.
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