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2016 Year-End E-Discovery Update

by: Phillip Shane and Kenneth J. Treece*

“How did it get so late so soon? It’s night before
it’s afternoon. December is here before it’s June.
My goodness how the time has flewn. How did it
get so late so soon?”

Dr. Seuss

What a year 2016 was. We lost Mohammed Al
and Gordie Howe, Willy Wonka and Mrs. Brady,
Prince and Princess Leia. We signed a global
climate agreement with China and watched
Great Britain politely leave the EU. Mexican
authorities captured the fugitive drug lord
Joaquin “El Chapo” Guzmdn (again). In sports,
the US women’s gymnastics team mined gold in
Brazil and Cleveland competed in the NBA Finals
and World Series, losing the latter in a Game 7
for the ages that brought the Chicago Cubs their
first championship in 108 years. We worried
about Zika and wept for Aleppo. Oh, and that guy
from The Apprentice won the presidency.

In the everevolving world of e-discovery, 2016
brought us the first of what are sure to be many
published opinions interpreting and applying the
December 1, 2015 amendments to the Federal
Rules of Civil Procedure. U.S. Supreme Court
Chief Justice John Roberts wrote in his 2015
Year-End Report on the Federal Judiciary that:

| am hardly the first to urge that we must
engineer a change in our legal culture that
places a premium on the public’s interest in
speedy, fair, and efficient justice. But | am
motivated to address the subject now
because the 2015 civil rules amendments
provide a concrete opportunity for actually
getting something done.

So, what got done in 20167 Here are some of the
highlights on proportionality and sanctions, two
of the main discovery issues that the 2015
Amendments addressed.

Proportionality

According to the Rules Committee, the December
2015 amendment to Rule 26 “restores the
proportionality factors to their original place in
defining the scope of discovery. This change
reinforces the Rule 26(g) obligation of the parties
to consider these factors in making discovery
requests, responses, or objections.”! Amended
Rule 26(b)(1) now provides that:

Unless otherwise limited by court order, the
scope of discovery is as follows: Parties may
obtain discovery regarding any non privi-
leged matter that is relevant to any party’s
claim or defense and proportional to the
needs of the case, considering the importance
of the issues at stake in the action, the
amount in controversy, the parties’ relative
access to relevant information, the parties’
resources, the importance of the discovery in
resolving the issues, and whether the burden
or expense of the proposed discovery
outweighs its likely benefit. Information
within this scope of discovery need not be
admissible in evidence to be discoverable.

In Ciufitelli v. Deloitte Touche, LLP a securities
fraud class action, defendants successfully
argued that the proportionality factors in Rule
26(b)(1) should be applied in a novel way,
influencing the court’s decision on a motion to
stay discovery.? Plaintiffs had served full merits
discovery requests while defendants’ motions to
dismiss were pending, and the defendants moved
for a protective order, seeking a complete stay of
discovery until the court ruled. Defendants
argued that responding to the discovery would
take “substantial time and cost hundreds of
thousands of dollars” that could be unnecessary
if their motions were granted. They also argued
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that under Rule 26(b)(1), full merits discovery
while their motions were pending was “dispropor-
tionate to the needs of the case at this stage.”
The court applied the multi-factor test for staying
discovery applicable in its jurisdiction. The last
factor required the court to consider “any other
relevant circumstances,” and the court found that
the proportionality factors in Rule 26(b)(1) fit
within this “catch all” factor:

For Rule 26(b)(1)'s proportionality mandate
to be meaningful, it must apply from the on-
set of a case. Imposing proportionality only
after motion practice establishes the viability
of the parties’ claims or defenses would
thwart that purpose. Therefore, with amend-
ed Rule 26(b)(1) now in place, the court must
consider proportionality when determining
whether a stay of discovery is appropriate
pending resolution of a potentially disposi-
tive motion. In a complex case where pend-
ing motions to dismiss raise credible legal
and factual issues, “the needs of the case”
have not yet been finally established.
Delaying discovery or limiting its scope until
those issues are decided is appropriate and
implements the 2015 Amendment’s man-
date for a renewed consideration of the time
and money litigants must expend on discovery.

Finding that the defendants” motions to dismiss
were credible, the court ordered a partial stay
of discovery.

In another noteworthy case, Hespe v. City of
Chicago, the court upheld a magistrate judge’s
ruling denying a motion to compel forensic
inspection of plaintiff’s electronic devices.® The
court found that forensic inspection of the plaintiff’s
computer was not proportional to the needs of
the case because “the burden and expense of
inspecting plaintiff’s devices and online accounts
likely outweigh any benefit because copies of the
documents and communications are sufficient to
defend [against] plaintiff’s claims.” The court also
explained that “inspection of plaintiff’s electronic

devices is not ‘proportional to the needs of this
case’ because any benefit the inspection might
provide is ‘outweighed by plaintiff’s privacy and
confidentiality interests.””*

Sanctions

Amended Rule 37(e) addresses sanctions for a
party’s failure to preserve ESI. Before the 2015
amendments, Rule 37(e) provided that “[a]bsent
exceptional circumstances, a court may not
impose sanctions under these rules on a party for
failing to provide electronically stored informa-
tion lost as a result of the routine, goodfaith
operation of an electronic information system.”
According to the Rules Committee, this version of
the rule failed to address issues associated with
the “continued exponential growth” of ESI and
its impact on litigation, and permitted the federal
circuits to establish  “significantly different
standards” for sanctions against parties who
failed to preserve ESI°> Negligent failure to
preserve ESIin one jurisdiction may have resulted
in a slap on the wrist or no sanctions at all. The
same conduct in another jurisdiction may have
warranted adverse inference instructions or even
case-terminating sanctions.

The new rule attempted to resolve these circuit splits
by providing a national standard for courts to apply
when ESI that should have been preserved is lost,
foreclosing the courts’ reliance on inherent authori-
ty or state law to issue sanctions in these instances.®
We say “attempted” because despite the Commit-
tee’s clear intentions, several courts have stated
that their inherent authority to sanction parties for
ESI spoliation persists in 2016 and beyond.

In CAT3 LLC v. Black Lineage, Inc., the court
considered the application of amended Rule 37(e)
in a case where ESI was not “lost,” but manipu-
lated.” The court held that Rule 37(e) still applied,
and even if it didn’t, it had inherent authority to
sanction the plaintiffs for their misconduct.?
In doing so, the court relied on Chambers v.
NASCO, Inc.,, a 1991 Supreme Court case which
provides that “[clertain implied powers must
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necessarily result to our Courts of justice from the
nature of their institution,” powers ‘which cannot
be dispensed with in a Court, because they are
necessary to the exercise of all others.” The
court acknowledged the Advisory Committee’s
admonition that Rule 37(e) “forecloses reliance on
inherent authority” for spoliation of ESI. But, the
court interpreted that admonition as directed
only to precluding the imposition of case termi-
nating sanctions “for merely negligent destruction
of evidence, as would have been the case [under
prior law.]” That is, as long as the court follows
the rubric of Rule 37(e) it can use its inherent
authority to impose sanctions in cases where Rule
37(e) does not apply.

In InternMatch, Inc. v. Nxtbigthing, LLC, the court
considered plaintiff’s motion for case terminating
sanctions, alleging that defendants intentionally
destroyed relevant ESI.'° Citing Ninth Circuit prec-
edent, the court noted that its authority to sanc-
tion a party for spoliation of evidence derives
from two sources: “the inherent power of federal
courts to levy sanctions in response to abusive
litigation practices, and the availability of sanc-
tions under Rule 37 against a party who ‘fails to
obey an order to provide or permit discovery.”"
In footnote 6 of its opinion, the court recognizes:

Different courts have applied different tests
in determining the appropriate sanction for
the spoliation of electronic evidence.
The recent amendments to Rule 37 were
“designed to provide a uniform standard in
federal court for use of these serious mea-
sures when addressing failure to preserve
electronically stored information.” Advisory
Committee Notes, Fed. R. Civ. P. 37.

But the court goes on to state:

Whether a district court must now make
the findings set forth in Rule 37 before
exercising its inherent authority to impose
sanctions for the spoliation of electronic
evidence has not been decided. Here, the
Court determines both that the Defendants’
conduct was willful and in bad faith, and
that defendants “acted with the intent to
deprive another party of the information’s
use in the litigation.” Fed. R. Civ. P. 37(e)(2).
Accordingly, it need not resolve the
question of the relationship of the recent
amendments to the existing case law.

Another court from a different jurisdiction seemed
more willing to tackle this question, though. In a
Seventh Circuit case, Cohn v. Guaranteed Rate,
Inc., the District Court for the Northern District of
lllinois, Eastern Division quoted amended Rule
37(e) in its entirety but went on to note that “[t]he
Court also has broad, inherent power to impose
sanctions for failure to produce discovery and for
destruction of evidence, over and above the pro-
visions of the Federal Rules.”™ Unless and until a
Circuit Court of Appeals weighs in on this issue,
we won't know for sure if and how much “inher-
ent authority” will undermine the intended effect
of Rule 37(e) in situations where ESI that should
have been preserved is lost. Perhaps a future
circuit split may even “motivate” Chief Justice
Roberts and seven or eight of his colleagues to

address an e-discovery issue in the highest court
of the land. Who knows what 2017 holds?
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Restricting the Use of Vacation Homes and
Short-Term Rentals in Michigan

by: James Spurr, Esq*

Michigan’s thousands of miles of Great Lakes
shoreline, together with at least as many along
pristine inland lakes and rivers, are irresistible.
When the snow flies and boats and rods are
stored and hung for the season, skiers use the
highlands and ridges instead of waterways.
Gorgeous scenery and healthy activities are
abundant, making for a vibrant real estate market
and tourism industry. Yet amid the splendor, zoning,
restrictive covenants and strongly held views of
shortterm vacation renting can turn the dream
of vacation home ownership into a nightmare.
Many vacation homeowners close the purchase
of second homes without reading local zoning
ordinances or reviewing the title work for any
applicable restrictive covenants. A homeowners
or condominium association (“HOA”), if such exists,
may send out welcome baskets and possibly
packets of documents, but few spend the time
educating new owners as to any rules, regula-
tions or forbidden practices. Some HOA's have
authority to govern and enforce, others do not.
Of those that do not, few openly admit their
“voluntary” nature and lack of authority.

This article objectively addresses the common
dynamics and interplay between important dynam-
ics of vacation home ownership in Michigan.

Zoning May Restrict the
Use of Vacation Homes

Renting a home in which to relax and vacation is
hardly novel. From an owner’s perspective, renting
one’s unoccupied home and lands is a common
law accepted use of real property dating back
centuries; an integral right of fee title ownership.
More recently, in an age where community master
plans and districts and the rights of neighbors

are at least as important as the Master’s rights
over “Blackacre,” zoning can easily complicate if
not prohibit the shortterm rental of a home;
which may well generate significant revenue for
the owners (definitions of “profit” vary wildly).
Buyers should always check to determine if short-
term renting is a permitted use, for two reasons:
(1) Buyers often want to rent to others in order to
help defray the mortgage payments, tax payments,
maintenance or association dues, and (2) Buyers
will want to ascertain if they will be residing in
close proximity to the shortterm renters of
other owners.

Although most renters are respectful and respon-
sible, shortterm renting may diminish the oppor-
tunity to come to know and feel comfortable with
neighbors. Definitions of “Commerce,” “Home
Business” and “Non-Owner Occupied” homes may
lead to language within the zoning ordinance that
is of concern, although enlightening. Local zoning
varies, with some districts welcoming the tourist
dollars and some strongly favoring permanent
owners, quiet surroundings and discouraging the
generation of revenue from residential homes. It is
far better to conduct the analysis as an important
part of due-diligence before the closing than learn
later through harsh experience the permitted uses
are far different than assumed.

Calling the local zoning administrator before
closing is a good idea, but not conclusive. As just
one example of use restrictions, “renting” may be
permitted while “shortterm” renting may be
specifically prohibited. Further, the opinion of a
local zoning administrator is not final or binding
upon local courts. Many townships, villages and
other municipalities are currently struggling with
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short-term renting, including from the perspective
that if permitted, registration and fees will be
required and maximum bedrooms and occupants
may be limited.?

Restrictive Covenants may Prohibit
the Use of Vacation Homes
as Short-Term Rentals

Many larger tracts of land or older plats, from the
early development of Michigan’s most scenic
acreage, carry simple prohibitions where the
wording is problematic and the intent is unclear.
“Commercial” uses are most often prohibited.
But commerce in the 1890's, for example, was
possibly thought of and referred to as something
far different than today. Industry and manufac-
turing would certainly not mix well with vacationers
seeking a week of respite, but historically, renting
a home for a week to another family as a resi-
dence may not have been thought of as operating
a commercial enterprise so many decades ago.
Times have changed. Marketing by internet or
social media, with landscaping and cleaning
services, looks more like a business operation,
even where the atmosphere at the cottage may
remain quiet and relaxing. Courts are examining
the concept of whether frequent vacation rentals
are a form of “commerce,” even where the intent
is unclear as to how the word was used by the
original drafter of the covenants

While not yet documented in any court opinion, a
distinction may be possible between the geo-
graphic location of the commercial activity (such
as advertising, renting, arranging for ancillary
support services, banking, etc.) taking place far
from the vacation home, which continues to remain
quiet and residential in nature. A court may
consider the commercial aspect distinct from the
object or purpose of the commercial activity,
which remains no different than the daily activities
of the owner, were they on site. Like zoning, buyers
must pay careful attention to what are sometimes
historically fascinating and possibly cryptic hand-
written restrictions in the title work.

Home Owners Association
or Condominium Board
By-Laws and Rules

Condominium bylaws or HOA rules combined
with zoning provisions may also present a
problem even if no other form of restrictions
address prohibited uses.*

Condominium bylaws, for instance, can often be
modified by a simple majority of owners. Prohibit-
ing a use originally permitted (such as renting),
however, may require unanimity. Several reasons
combine to protect what was initially permitted,
including the interest of the mortgage lenders,
who may have relied upon the possibility of rental
income to assist the owner in making monthly
payments. Thus, shortterm renting may be difficult
to abolish once it is expressly permitted. Other
practical restrictions, however, such as to whom
owners may rent, the minimum age of the renters,
the total renters per unit, the requirement of renting
only to single families, security deposits, insurance,
indemnification of other owners and the HOA
may be possible to enact after the fact so as to
reduce the likelihood of intense rental activity
simply by making it more difficult and less profitable
in any given market.

Easements to the Beach or Shore

Even if shortterm renting is permitted, easements
to the shoreline can present other problems.
Easements are often drafted by owners further
down the chain of title from the original instruments
conveying title. The purpose, factual circumstances
and intent are often unclear. The typical prospect
of permitting non-waterfront owners from enjoying
a shoreline, beach or docks is fraught with possible
controversy, such as increased use and burden on
the servient estate.® Quite often the dominant
parties in later-created easements assert rights
that may not be consistent with the earlier-
created restrictive covenants.
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Equitable Defenses to Claims of
Commercial Use or Violations
Pertaining to Renting

If shortterm renting is under attack, equity can
come to the rescue.

1. Former or Current Commercial Uses

A court may well conclude that short-term rentals
of a residential home, even with no office, sign,
increased density from customers or other indicia
of operating a business is on-site, is a commercial
use.® Decades ago, such holdings may have been
the exception. But recently cases concluding
short-term rental operations are tantamount to
operating a business are far more common. One
difference may be that it is far easier and more
common for owners to fill an entire season or
more with renters, as opposed to an occasional
friend or relation visiting for a week amid longer
periods of owner occupancy and use. Social
media permits owners to reach larger markets of
potential tenants far greater in number and more
distant than the local newspaper of just a couple
of decades past. Advertising and modern market-
ing can bring more renters into a subdivision or
development than was ever the case in years
past. Additional volume may prompt complaints.

Larger developments and older vacation neighbor-
hoods often permitted some commercial uses in
the past. A former gasoline station, small engine
repair, café, pub, party store, coffee hut, small
boat rental, all comprise conveniences that may
have been once provided to local owners that
could support arguments of a waiver of the com-
mercial prohibition, to the extent that the neigh-
borhood may have changed its character. /d. That
does not mean a neighborhood has to turn into a
high intensity hub of businesses or heavy industry,
but merely that the former owners tolerated
convenient businesses among the residential

properties and never enforced a total prohibition.
Further, if some commerce or short-term vacation
renting appeared and was tolerated right from the
start, an argument could be made that no change
occurred because the development waived the
prohibition right from the onset and there never
was a time when the restrictive covenant was
honored, except by its breach.

The battle over whether a use is “commercial”,
which prohibition may be found in restrictive
covenants may well be worth fighting on individual
facts, but if lost, other dynamics may come into
play to thwart the enforcement of the restrictions
as written.

2. Historical Inconsistencies

Owners who wish to rent their homes on a short-
term basis could make a strong argument that
renting has been permitted for years, in a manner
that was open and obvious to all and was never
objected to by any previous owners. If the facts
support the argument, the long standing principle
of estoppel may apply to bar the enforcement of
a contrary restrictive covenant

Owners have individual rights, however. One
neighbor cannot waive for the others. Certain
practices are obvious to all, but estoppel is difficult
to apply against those who seek to enforce
covenants and who were unaware of a violation.
Questions of credibility will abound at trial when
certain owners claim never to have witnessed or
understood what was so open and nearly assumed
to be permitted by so many.®

3. Agency Relationships May Complicate
Enforcement

Condominium Boards or other HOAs quite often
have more knowledge of what practices are
found throughout a development. They often deal
with individual requests and complaints and try
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to promulgate “rules.” If bylaws or restrictive
covenants are not amended in accordance with
practices that will resist challenge, the actions of
“leaders” within a development may later compli-
cate the efforts of other owners for enforcement
of restrictions despite what has become well
known and represents the status quo. A smaller
body, such as a Board or Committee, can some-
times speak for all. * Those speaking ostensibly
for others can, if not silenced, come to be cloaked
with apparent authority.”

Confusion caused by an HOA as to what is
permitted could weigh in favor of newcomers,
who relied to their detriment after observing
current practices or inquired of the Board about
so-called rules." Owners may have a duty to dis-
avow or disagree with their elected leaders, who
whether on a Board or Committee, appear to be
letting practices that are otherwise prohibited
continue with impunity. Silence may be argued as
assent. The law of agency as applied to short-term
renting practices is not particularly well developed,
however and cases often involve dissimilar facts.

Where a development has a restrictive covenant
prohibiting commercial use, but the HOA has per-
mitted shortterm rentals over the decades and
the practices are known to the owners, equity may
rescue those who have relied to their detriment.

WINTER 2017

Conclusion

The number of vacation homes offering some
degree of shortterm rentals is increasing.
Communities are grappling with complaints
about the density of renters in neighborhoods
where not long ago owners knew each other quite
well and felt secure in their familiarity.

Whether near a beach or ski slope, short-term
vacation rentals in an established residential
neighborhood are most often regulated as a form
of “commercial” activity. Zoning may prohibit
practices which really do not fit very well the
definitions of hotel or bed and breakfast. If zoning
is silent, enforcing restrictive covenants is often
complicated by inconsistent practices permitted
by other owners or their representatives over
decades. Detrimental reliance often clouds the
fairness of strict enforcement.

There is no substitute for i.) due diligence before
the closing and ii.) checking whether a HOA
Board or Committee has, by promulgating rules
or permitting violations, lent support to what is
very different than what use a buyer may assume.
A thorough understanding of whether short-term
vacation renting is permitted is essential to a
favorable vacation rental experience and a positive
experience owning a vacation home.
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Merger and Integration Clauses and Fraud:

What Dies with the Deal?

by: Daniel D. Quick and Ariana D. Pellegrino™

Introduction

In commercial transactions, parties regularly use
merger and integration clauses' in their final con-
tracts to try and prevent parties from later alleging
extra-contractual promises. Although these claus-
es may provide a sense of finality and security to
the parties, they do not operate as a total ban on
claims of fraud for pre-contractual represento-
tions. However, courts have struggled to clearly
distinguish promises that will survive a merger
and integration clause from those that will not,
often using vague language resulting in opinions
with different results despite similar-looking facts.
A closer look suggests that the law is more settled
than it might seem; Michigan courts have refused
to give bad actors carte blanche to hide their
malfeasance behind merger and integration
clauses, but a carefully-crafted clause can protect
even the ill-intentioned.

UAW-GM: The Basics

Nearly two decades ago, in UAW-GM,? the Mich-
igan Court of Appeals set forth the basic rules
regarding the interaction between merger and
integration clauses and fraud claims. In UAW-
GM, the plaintiff entered into an agreement with
a management company for the use of a resort
and country club. Although the agreement con-
tained a merger and integration clause, stating
that the agreement constituted a merger of all
“proposals, negotiations and representations,”
the plaintiff alleged that the management company
made a collateral promise to provide the plaintiff
with a union represented hotel.* Thereafter, the
management company sold the hotel to the
defendants, who replaced the hotel’s union
employees with a non-unionized workforce. The

plaintiff, in turn, canceled the contract and filed
suit, alleging that the management company
fraudulently represented that it would provide
union employees. The lower court granted the
plaintiff’s motion for summary disposition, and
the defendants appealed.

The Court of Appeals noted that, in the context of
a merger and integration clause, only certain
types of fraud can vitiate a contract. Specifically,
a party cannot subvert a merger and integration
clause by merely claiming that an antecedent
agreement exists.” Rather, “the only fraud that
could vitiate the contract is fraud that would
invalidate the merger clause itself, ie., fraud
relating to the merger clause or fraud that invali-
dates the entire contract including the merger
clause.” Thus, where, as in UAW-GM, a plaintiff
fails to allege fraud demonstrating that it was
induced to enter into the agreement, or that it
was defrauded into believing that the written
agreement included a provision that it did not,
the fraud claim is barred.®

The Aftermath of UAW-GM:

Confusion and Clarity

In the wake of UAW-GM, courts have reached
seemingly inconsistent determinations regarding
what circumstances are properly barred by a
merger and integration clause, while using overly-
broad summaries of the law which provide little
practical or prospective guidance.” For example,
some cases have held that reliance on oral
promises made prior to entering a fully integrated
written agreement is “per se unreasonable,” thus
barring a claim for fraud.® Other cases, in turn,
hold that Michigan courts “do not take the point so
far” as adopting a per se rule.” While these cases
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have generated confusion, careful analysis reveals
that the case law is not (totally) inconsistent and
that, under the right circumstances, a fraud claim
may survive a merger and integration clause.

Courts sparingly apply the first exception under
UAW-GM—fraud relating solely to the merger
and integration clause. To succeed under the first
exception, a litigant must demonstrate that (1) it
requested the inclusion of a particular clause,
and (2) as a result of the other party’s misrepre-
sentations, “it was induced to forget about the
clause and sign an agreement omitting the clause
while describing the writing as complete.”™® In
other words:

[A] merger clause will not preclude proof of
fraud . . . that consists of tricking the other
party into signing a document thinking it is
something other than it is . .. or of misread-
ing the contents of the document to the
signor, or of inducing the signor not to read
the contents of the document at all.”

Understandably, courts have been reluctant to
sustain a fraud claim on the basis of the first
UAW-GM exception where the parties to the
transaction are sophisticated business entities or
are represented by counsel.”

Conversely, where the “common indicia” of fraud
are present—including one-sidedness, a familial
relationship, and manipulation based on age or
infirmity—the first UAW-GM may apply.® For
example, in Tocco v Tocco, the court addressed
whether a fraud claim survived a merger and
integration clause where the plaintiff, the defen-
dant’s grandfather, suffered from various ailments
and was unrepresented by counsel in a transac-
tion that granted his grandson significant assets.
In holding that the merger and integration clause
did not preclude the fraud claim, the court con-
sidered (1) the nature of the parties’ relationship,
(2) the significant assets bestowed upon the
grandson, with the plaintiff receiving very little in
return, (3) that the plaintiff was not represented
by counsel, and (4) that the grandson’s attorney
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made a number of representations to the plaintiff
about the contents of the agreement, many of
which were not included in the written contract.
Accordingly, sufficient circumstances existed to
demonstrate that the plaintiff ultimately entered
into an agreement “thinking it [was] something
other than it [was],” and so the plaintiff’s “allega-
tions of fraud in the inducement invalidate[d] the
integration clause itself.”™

In contrast, the second UAW-GM exception —
fraud that invalidates the entire contract, includ-
ing the merger and integration clause — has gen-
erated significant litigation. While courts have
not always done so with clarity or precision, case
law demonstrates that, in determining which rep-
resentations survive a merger clause and which
do not, Michigan courts have recognized a dis-
tinction between (1) representations of fact made
by one party to induce another party to enter into
a contract, and (2) collateral agreements or un-
derstandings between two parties not expressed
in a written contract.” “It is only the latter that
are eviscerated by a merger clause, even if such
were the product of a misrepresentation.”™
In that regard, the Court of Appeals consistently
holds that a merger clause bars a claim for fraud
where the alleged pre-contractual representation
constitutes a collateral agreement or understand-
ing. Stated differently, a claim for fraud based on
pre-contractual representations fails where the
representations are within the scope of the written
agreement and vary, add to, or contradict the
terms of the written contract.”

In contrast, a merger and integration clause will
not bar pre-contractual representations that were
false when made™ and made to induce the other
party to enter into a contract.” The Michigan
Court of Appeals recognized that to hold other-
wise “would provide protection to disreputable
parties who knowingly submit false accountings,
doctored credentials and/or otherwise already
encumbered properties as security to unknowing
parties as long as they were savvy enough to
include a merger clause in their contracts.”?°
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lllustratively, in Abbo v Wireless Toyz, the plaintiff
sought to purchase a franchise from Wireless
Toyz, a retail store that sells electronic communi-
cations devices and other telephone services.”
Accordingly, the plaintiff undertook an investiga-
tion of the company to determine whether to
purchase a franchise, including correspondence
with Wireless Toyz’s vice president of franchise
development, Richard Simtob. During those
communications, Simtob represented that the
franchisees experienced only very minor “hits,” or
certain discounts provided to customers, and
only 5 to 7 percent of commissions were lost to
“chargebacks,” or revocations of commission
that occur when a customer prematurely cancels
a contract. Simtob further represented that
Wireless Toyz had “great” relationships with cellular
carriers, low inventory costs, a “formidable”
training program for incoming franchisees, and a
“national presence.” Based on these representa-
tions, the plaintiff purchased a franchise, and
these representations were not encompassed by
the purchase agreement.??

After purchasing the franchise, the plaintiff realized
a 40 percent loss in commissions due to charge-
backs and a loss of $75 to $100 on every phone
sold due to hits. Additionally, the plaintiff discovered
that Verizon would not deal directly with Wireless
Toyz and that Wireless Toyz had no relationship
at all with Cingular. Moreover, the plaintiff did
not enjoy low inventory costs, nor did he ever
receive training as a franchisee. Accordingly,
after Wireless Toyz rejected the plaintiff’s offer to
repurchase the franchise, the plaintiff filed suit,
alleging, among other things, that Simtob’s
representations induced the plaintiff to enter into
the contract.”? In reversing the lower court, the
Court of Appeals held that the alleged misrepre-
sentations were outside the scope of the contract
and affected the ability of the plaintiff to make
an informed economic decision to enter into the
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contract. Accordingly, the misrepresentations
arguably induced the plaintiff to enter into the
contract and the court would not permit the
defendants to use the merger clause as “an
impenetrable shield[.]"*

Consistent with the holding in Abbo, the Court of
Appeals has repeatedly recognized that pre-
contractual representations that (1) were false
when made, (2) fall outside the scope of the written
contract, and (3) are made to induce the other
party to enter into the contract are not barred by
merger and integration clauses.?® In addition to
the foregoing line of cases, Michigan courts have
also sustained fraud claims under the second
UAW-GM exception where a party induces anoth-
er party to enter into a contract by agreeing to
terms with which it does not intend to comply. %

Thus, contrary to some suggestions, Michigan
courts have not adopted a “per se” ban on fraud
claims in the face of merger and integration claus-
es. But it is also overly broad to state that “only”
“collateral agreements or understandings between
two parties not expressed in a written contract”
can be “eviscerated by a merger clause.””” Several
courts have held that a contracting party may be
able to limit its liability for pre-contractual repre-
sentations by ensuring that any merger and inte-
gration clause extends not only to prior agreements,
negotiations, and understandings, but also to prior
representations and inducements.?® Thus, a broad-
ly-drafted merger clause can bar even allegations
of extra-contractual representations made to induce
a party to enter into a contract.”’ Accordingly,
the survival of fraud claims for pre-contractual
representations may lie at the mercy of artfully-
drafted merger and integration clauses and
whether the parties draw a judge willing to plow
through a sea of lessthan-helpful case law to
adjudicate the dispute.

* Daniel D. Quick is a trial lawyer with Dickinson Wright PLLC in Troy, MI. Mr. Quick leads the firm’s commercial litigation practice and
has authored numerous books and articles. Ariana D. Pellegrino is a commercial litigator with Dickinson Wright, PLLC in Troy, MI, with

litigation experience in complex business disputes.
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Review of Michigan Supreme Court 2016

Decisions Concerning Arbitration

*

by: Lee Hornberger

This article reviews the three decisions that the
Michigan Supreme Court issued in 2016 concern-
ing arbitration. Both Altobelli v Hartmann' and
Beck v Park West Galleries, Inc.,? concerned the
scope of the agreement to arbitrate. The third
decision, Ronnisch Construction Group, Inc v
Lofts on the Nine, LLC* concerned attorney fees
in a construction lien arbitration case.

In Altobelli the Supreme Court ruled that plain-
tiff’s tort claims against the individual principals
of a law firm fell within the scope of an arbitro-
tion clause that required arbitration for any
dispute between the firm and a former principal.
The plaintiff, a former principal of the firm, chal-
lenged actions that the individual defendants
had performed in their capacities as agents car-
rying out the business of the firm. The plaintiff
was attempting to bypass the arbitration clause
by suing the principals in a court proceeding
rather than the law firm in an arbitration pro-
ceeding. The Supreme Court ruled that this was a
dispute between the firm and a former principal
that fell within the scope of the arbitration clause
and was subject to arbitration. The Supreme
Court reversed those portions of the Court of
Appeals opinion* which had held the matter was
not subject to arbitration. The lesson from
Altobelli is that the wording of the agree-
ment to arbitrate is crucially important and
regardless of how much work goes into the
drafting of the agreement to arbitrate, there
is the risk of unintended consequences.

Beck considered whether an arbitration clause
contained in invoices for artwork purchases
applied to disputes arising from previous artwork
purchases when the invoices for the previous pur-
chases did not refer to arbitration. The Supreme

Court held that the arbitration clause con-
tained in the later invoices cannot be applied
to disputes arising from prior sales with in-
voices that did not contain the arbitration
clause. The Supreme Court reversed that part
of the Court of Appeals judgment that extend-
ed the arbitration clause to the parties’ prior
transactions that did not refer to arbitration.

The Supreme Court specifically recognized
the policy favoring arbitration of disputes
arising under collective bargaining agree-
ments but said this does not mean arbitration
arising under an agreement to arbitrate
between parties outside of the collective
bargaining context applies to any dispute
arising out of any aspect of their relationship.”
Beck is another lesson that the wording
of the agreement to arbitration is very
important and must be given very impor-
tant consideration.

Both Altobelli and Beck are consistent with
prior Supreme Court decisions concerning
the importance of the provisions of the agree-
ment to arbitrate. In Wireless Toyz Franchise,
LLC v Clear Choice Commc’n, Inc, 493 Mich
933 (2013), in lieu of granting leave to appeal,
the Supreme Court reversed the Court of
Appeals for the reasons stated in the Court of
Appeals dissent. The Court further reinstated
the Circuit Court order confirming the
arbitration award. The Court of Appeals dissent,
approved by the Supreme Court, said the
stipulated order to arbitrate intended that the
arbitration would include claims beyond
those already pending in the case because
the stipulated order allowed further discovery,
gave the arbitrator powers of the Circuit
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Court, and the award would represent a full and
final resolution of the matter. According to the Su-
preme Court, this meant that claims not pending
at the time the order to arbitrate was entered were
not outside the scope of the arbitrator’s powers.

In Hall v Stark Reagan, PC, 493 Mich 903 (2012),
a 4-3 majority decision of the Supreme Court
reversed the part of the Court of Appeals decision
which had held the matter was not subject to
arbitration. The Supreme Court reinstated the
Circuit Court order ordering arbitration concerning
the motives of the defendant shareholders in
invoking the separation provisions of the Share-
holders” Agreement. According to the Supreme
Court majority, this was a “dispute regarding
interpretation or enforcement of . . . parties’
rights or obligations” under the Shareholders’
Agreement, and was subject to arbitration pursuant
to Agreement. The dissents said the Shareholders
Agreement provided only for arbitration of
violations of the Agreement, not for allegations of
discrimination under the Civil Rights Act.

The Supreme Court ruled in Ronnisch Construc-
tion Group, Inc. (Justices Viviano, Markman,
McCormack, and Bernstein), a construction
lien and attorney fee case, that the plaintiff
can seek attorney fees under MCL 570.1118(2), of
the Construction Lien Act (CLA), where the plaintiff

ENDNOTES

1 499 Mich 284 (2016).
2 499 Mich 40 (2016).
3 499 Mich 544 (2016).
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received a favorable arbitration award on a
related breach-of-contract claim but did not
obtain a judgment on its construction lien claim.
The arbitrator did not address the attorney fee
claim but reserved that issue for the Circuit
Court. According to the Supreme Court, the
Circuit Court may award attorney fees to the
plaintiff because the plaintiff was a lien claimant
who prevailed in an action to enforce a construction
lien through foreclosure.

Justices Young, Zahara, and Larsen dissented. The
dissent said the Legislature communicated that
recovery of CLA attorney fees is permitted only to
parties who prevail on a construction lien. The
CLA attorney fees provision only allows a court to
award fees to a lien claimant who is a prevailing
party. Because the plaintiff did not meet the defini-
tion of a CLA lien claimant, and because it volun-
tarily extinguished its lien claim before the Circuit
Court could have so determined, the plaintiff was
not entitled to attorney fees.

The lessons from Ronnisch Construction
Group, Inc are: (1) that a licensee can be
subject to CLA attorney fees in an arbitra-
tion proceeding, and, (2) according to the
dissent, there is a risk in accepting payment
after the award but before confirmation.

4 Altobelli v Hartmann, 307 Mich App 612 (2014).

See generally Kaleva-Norman-Dickson Sch Dist No 6 v
Kaleva-Norman-Dickson Sch Teachers’” Ass’n, 393
Mich 583 (1975).

* Lee Hornberger is an arbitrator and mediator. He is Chair-Elect of the State Bar'’s Alternative Dispute Resolution Section, Editor of
The Michigan Dispute Resolution Journal, Chair of the ADR Committee of the Grand Traverse-Leelanau-Antrim Bar Association, former
President of the Grand Traverse-Leelanau-Antrim Bar Association, and former Chair of the Traverse City Human Rights Commission.
He is on the 2016 Michigan Super Lawyers list and a recipient of the George N. Bashara, Jr. Award from the State Bar’s Alternative
Dispute Resolution Section. He is a member of the National Academy of Distinguished Neutrals and the Professional Resolution
Experts of Michigan (PREMi), an invitation-only group of Michigan’s top mediators. He can be reached at 231-941-0746 and

leehornberger@leehornberger.com .
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Litigating the Declaratory Action

by: Hal O. Carroll

Members of this Section don’t need instruction in
how to litigate, but declaratory actions to resolve
insurance coverage disputes have some differ-
ences that every litigator should keep in mind.

Target: Dispositive Motion

In a declaratory action, the dispositive motion
usually takes the place of the trial. This gives the
declaratory action a different focus and requires
different steps along the path to coverage. This
means the litigator needs a different orientation
toward the litigation. The jury will play no part in
the resolution of the dispute, so how certain
evidence will strike a jury is not important. The
argument will be written, not oral, which calls for
a different set of skills.

Complaint

Like all litigation, the action starts with the
complaint. If you are seeking coverage, the com-
plaint need not go into detail regarding which
policy provision applies. It is sufficient to allege
that the claimant is an insured, that the loss is a
covered loss, and that no exclusion applies. Let
the insurer go into detail about why coverage
does not apply. On the other hand, if you are rep-
resenting the insurer, the complaint is a good
place to come out strong and lay out your position
at the beginning, by citing policy language.

The person seeking coverage will probably want
a jury trial, just in case the dispositive motion
does not resolve the dispute. In the unlikely event
that it goes to trial because of a claimed ambigu-
ity, the party seeking coverage may want a jury
to resolve the ambiguity (see below).

Discovery

Discovery is different in a coverage dispute. The
focus is on the documents, and there is no need
to wait. As soon as the answer is filed, the cover-
age plaintiff should send a short set of interroga-
tories and requests for production.

The interrogatories should ask for three things: (1)
the reasons for denial of coverage or reservation
of rights, with citations to page and paragraph of
each provision they rely on, (2) the identity of every
person who contributed to the answers, and (3) the
identity of the person who made the decision to
decline coverage or reserve rights.

There should also be a short request for production,
asking for (1) a certified copy of the policy, (2) the
underwriting file, and (3) the insurer’s contract
with the agent. You should get a certified copy of
the policy to be on the safe side because even if
the insured has a copy, it may not be complete.
Why the underwriting file? It contains information
about the kind of risk the insurer was insuring
against. If the underwriting file describes the
same kind of risk of loss that the insured suffered,
it will be harder for the insured to argue for its
interpretation of the policy.

You should also attempt to get the broker’s file and
the broker’s contract with the insurer. In theory the
broker is the agent of the insured, so a simple r
equest should be sufficient. But a subpoena may
be necessary. The broker’s file should reflect the
underwriting file, since the broker is the one who
supplied the information. But it is best to be certain.
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Why the contract with the agent? Agents don’t
always play a role in coverage disputes, but
sometimes they do, and they can be wild cards.
The law says that independent agents are usually
agents of the insured and not the insurer. “An in-
dependent insurance agent, or broker, is ordinarily
the agent of the insured, not the insurer.” Mayer
v Auto-Owners Ins Co, 127 Mich App 23 (1983)
(quotation omitted). In theory this means the
agent is on the side of the insured and would help
to find coverage. But brokers get their compensa-
tion from the insurer, so their loyalty is not always
what it should be. If it becomes necessary to
counteract a statement of the agent, it may help
to how that the agent has a contract with the
insurer. Statutory law requires “a written contract
with the insurance producer” before an agent
can work with an insurer. MCL 500.1211; see also
MCL 500.1208a re the requirement that the
agent file a notice of appointment.

Expert Witness?

Should you use an expert witness? If the trial
court issues the usual scheduling order setting
dates to list experts, each party is concerned the
other party might list one, so both of them list
experts. This usually comes to nothing because
coverage disputes depend on contract language,
and interpreting contract language is what
lawyers and judges do.

But sometimes a litigator may want the help of
an expert. If so, here are two suggestions. First,
hire the potential expert as a consultant first. If
you like the consultant’s analysis, then you can
list him or her as an expert. Second, if you think
the expert may actually get involved in the litiga-
tion, do some screening. Check the CV of course,
but find out if the proposed expert is fluent in
language usage and grammar as well as the in-
tricacies of insurance coverage. If the dispute
centers on how a particular clause should be
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interpreted, it helps if the expert is fluent in how
language structure works, and grammar equals
structure. If the proposed expert is not comfort-
able with arcanities like restrictive and nonrestric-
tive clauses, he or she will be much less persuasive.

An expert may play a useful role is there is an
argument about an ambiguity in the policy. The
traditional rule (“contra proferentem”) is that
ambiguities are interpreted against the drafter,
which means for the insured. In practice it often
happens that the trial court applies that rule, but
our supreme court has held that ambiguities
create questions of fact, which must be resolved
by the trier of fact. Klapp v United Ins Group
Agency, Inc, 468 Mich 459, 468 (2003).

Case Evaluation

Conventional case evaluation is seldom helpful in
coverage disputes, because there are no disputes
of fact whose strength can be weighed. It is better
to have some sort of facilitation. The question
here is whether conventional facilitation with a
facilitator whose skills are procedural rather than
substantive is the better way, or whether a facili-
tator with substantive knowledge would be more
effective.

For example, a common misunderstanding is that
a “certificate of insurance” can expand coverage.
It cannot. Only the policy itself with its endorse-
ments can do that. “The certificate is no part of
the insurance contract.” Chrysler Corp v Hardwick,
299 Mich 696, 700 (1941). In the usual “shuttle
diplomacy” model of facilitation, an argument
that the certificate expanded coverage would
simply be conveyed to the other side.

The parties might consider selecting a neutral
facilitator with expertise in the law of insurance,
and asking the facilitator to play an active role in
evaluating the parties’ positions.
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The Dispositive Motion

Obviously the dispositive motion requires a lot of
work, because it is the functional equivalent of a
trial. The dispositive motion also requires a different
set of skills than trials. Tort concepts are different
from contract concepts. Tort trials are fact
intensive, but dispositive motions are language-
intensive. In a tort case, the underlying issue is
whether conduct was reasonable; in contract dis-
putes, the question is simply what the words mean.

Being persuasive in writing requires a different
skill set than being persuasive in oral examina-
tion or closing argument. That's true in general,
but especially in disputes over insurance policy
language. Policies are necessarily written in a
carefully structured way, where even punctuation
and simple words can be significant. For example,
this is an area where the distinction between “the
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insured” and “an insured” can determine the
result. “While plaintiff dismisses this distinction
[between “an insured” and “the insured”] as
being irrelevant semantics, we conclude that the
distinction is dispositive.” Vanguard Ins Co v
McKinney, 184 Mich App 799, 804-805 (1990),
citing Allstate v freeman, 432 Mich 636,
694-695 (1989).

A good technique is to apply the rule “explain to
persuade.” For example, if a case involves a tractor-
trailer, each will have its own policy, and each is
called an “auto.” This can be confusing, so it will
help the court to explain why this is so. Your argu-
ment will be more persuasive if you can
explain to the court how the policy language
relates to the real world. The fewer distractions
that there are in the path you are making to your
desired result, the better your chances of success.

*Hal Carroll is a founder and the first chairperson of the Insurance and Indemnity Law Section of the State Bar of Michigan.
He represents insureds and policyholders in insurance coverage disputes. He is a chapter author of Michigan Insurance Law and
Practice, published by ICLE, and was designated a Super Lawyer® again in 2016. He can be reached at HOC@HalOCarrollEsq.com.
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Litigation Section Council Directory

OFFICERS:
Michael Butler, Chair Brandon Evans, Chair-Elect
Farmington Hills Farmington Hills
COUNCIL MEMBERS
TERM EXPIRES 9/30/19 TERM EXPIRES 9/30/2017
Brandon J. Evans, Marquette Daniel L. Moffitt, Bingham Farms
Michael O. Fawaz, Royal Oak Thaddeus E. Morgan, Lansing
Hon. Donald A. Johnston, Ill, Grand Rapids Daniel P. Steele, Livonia

James M. Straub, Saint Joseph

COMMISSIONER LIAISON

TERM EXPIRES 9/30/2018 , )
Daniel D. Quick, Troy

Jeffrey A. Crapko, Troy
Rachel S. Croke, Detroit

R.J. Cronkhite, Livonia EX OFFICIO
Albert J. Dib, Saint Clair Shores Michael P. Donnelly, Detroit
Kristopher K. Hulliberger, Royal Oak Marcy Tayler, Detroit

Daniel J. McGlynn, Troy
Bernard C. Schaefer, Grand Rapids
Claudia C. Boonenberg, Detroit
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