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From the Desk of the Chairperson
By  Jeffrey J. Van Winkle

 1

The Business Law Journal, published 
by the Business Law Section of the 
State Bar of Michigan, is one of our 
premier section products. The articles 
are written by experienced and knowl-
edgeable Michigan lawyers who are 
experts in the subjects about which 
they write. Each time I open and read 
an article from one of our issues, I am 

reminded again of the skill of Michigan business law-
yers. I know I speak for the entire section council and, 
particularly, our primary editor, Rick McDonald, when 
I give thanks for the many hours of volunteer effort put 
forth in producing this journal.

But the Business Law Journal is not the only Section 
product. The Business Law Institute held during the 
first Friday in June this year, produced in cooperation 
with ICLE, is another example of excellent information 
provided in a timely and relatively low cost basis for 
Michigan lawyers. I encourage all of you who find 
value in this Business Law Journal to consider attending 
the 2015 Business Law Institute, which will be held 
September 2015, in Grand Rapids. It will be held during 
ArtPrize in Grand Rapids. Although it will be a busy 
and active time in Grand Rapids, the availability of 
additional activities certainly adds one more reason to 
prompt your attendance at the Institute.

During this past year, as I have dealt with a variety of 
Section activities and met with leaders of other sections 
of the State Bar of Michigan, I have been reminded of 
the many ways lawyers influence society. Our service as 
attorneys is both a great honor, but also a tremendous 
responsibility. It is very easy for each one of us to 
become buried in our daily activities, whether serving 
one client as in-house counsel, managing many clients 
in a private practice, or serving governmental agencies 
as a lawyer, our sight is often not on the horizon but 
on the task directly in front of us. This is an important 
focus; work will not get accomplished if no one pays 
attention to the immediate details. However, from time 
to time, it is necessary to look up at the horizon to see 
what lies ahead. But what does lie ahead?

Recently, I reviewed the scorecard produced by 
MiQuest, a Michigan based nonprofit corporation, 
combining the business plan competition of Great Lakes 
Entrepreneur quest and other activities conducted 
by the Small Business Foundation of Michigan. The 
scorecard, produced for the last ten years, attempts 
to score Michigan in comparison to other states based 
upon over 130 indicators. The primary categories 
are entrepreneurial change, entrepreneurial vitality, 
and entrepreneurial climate. The 2014 edition of the 
scorecard showed that when we look at the horizon, 
we can be optimistic about momentum in the state of 
Michigan. One specific example: Michigan’s ranking in 
economic climate has gone from a low position in 2002 
of 36th out of 50 to rank 6th in this report. Although 
no single indicator can effectively predict the future, the 
general thrust of the results from the scorecard in 2014 

indicate that when looking at the horizon we should 
have optimism in Michigan.  

What does this mean for a business lawyer today? 
It means that we should help our clients discover 
opportunities to be effective in Michigan. It may mean 
for some of us that there are opportunities for new clients 
that we have not found in the past several years. I do not 
know what this positive momentum may mean for your 
practice, but I do hope that it gives you confidence that 
your work with clients today can be an important part 
of helping to create a good business environment for 
our state in the future.

Discussion about our personal future is also a 
common topic. I do not know how often I have started 
a conversation with another lawyer, perhaps talking 
about a particular project, a difficult client, or even an 
observation on some pending change in law, and quickly 
the conversation turns to children. Whether we are 
parents, grandparents, aunts and uncles, or just simply 
friends of young people, we want to share information 
about this next generation who are so important in our 
lives. And we know that the future is important to them, 
whether they know it or not; our aspirations for the 
future rest in substantial part on the actions of the next 
generation. I challenge the newer business lawyers to 
get after business opportunities to improve our state in 
whatever way you can.

During this past year as Section Chairperson, I 
have been helped in many ways by other lawyers 
in our Section. My fellow officers, Jim Carey as Vice 
Chair, Doug Toering as Treasurer, and Judy Calton as 
Secretary, have been of great help when preparing for 
Council meetings, sorting through issues confronting 
our section, or simply planning for the next activity. 
Our Council has been diligent this year in supporting 
many aspects of business law in Michigan. As a Section, 
we have a strategic plan that helps guide the energies 
of each of the committees, the directorships, and the 
Council as a whole. Our strategic plan is located on the 
Section website at http://www.michbar.org/business/
councilinfo.cfm. I encourage you to review it to see what 
your Section is doing for you. I should also suggest that 
you look at it to see what you can be doing for your 
Section. As one of the many members, you have both 
the opportunity and, I submit, the obligation to do 
your part to promote a sound business law practice in 
Michigan.

I hope you become inspired to get more involved 
in our Section. Check out the committee activities on 
the website and sign up to participate. If you wonder 
how to get involved, call or e-mail me. We can get you 
connected so that you can do your part.

It has been a honor to serve as the chair of the Business 
Law Section for this past year. I encourage each one of 
you to keep your feet firmly planted in the practical 
day to day work of business law, but look ahead to the 
horizon often enough so that you do not forget where 
you are going.
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Intrastate Offering 
Exemption and the Internet
The Securities and Exchange 
Commission (“SEC”) Division of 
Corporation Finance posted on 
April 10, 2014, Compliance and 
Disclosure Interpretations (“CDIs”) 
on the intrastate offering exemption. 
Question 141.03 was revised and 
new questions 141.04 and 141.05 
were added. See http://www.sec.
gov/divisions/corpfin/cfnew/
cfnew0414.shtml. 

The availability of the Michigan 
Invests Locally Exemption1 depends 
on the transaction meeting the re-
quirements of the federal intrastate 
offering exemption in section 3(a)(11) 
of the Securities Act of 1933 and Rule 
147.2 The CDIs are consistent with in-
formation previously available about 
the limitations of using the intra-
state offering exemption. The CDIs 
remind Michigan issuers relying on 
the “Michigan invests locally exemp-
tion” to be cautious with advertising 
and solicitation to ensure they com-
ply with the federal requirements for 
the intrastate offering exemption. The 
Michigan invests locally exemption 
will be lost if the federal intrastate of-
fering exemption is lost.

They make it clear that advertising 
or solicitation of an offering made in 
reliance on section 3(a) (11) and Rule 
147 must be made only to residents of 
the state of which the issuer is a resi-
dent. Access to general advertising or 
solicitation for an offering relying on 
the Michigan Invests Locally Exemp-
tion must be available only after first 
confirming that the person is a resi-
dent of Michigan.

Question 141.05 asks, “Can an is-
suer use its own website or social 
media presence to offer securities in 
a manner consistent with Rule 147?” 
The answer points out, “Issuers gen-
erally use their websites and social 
media presence to advertise their 
market presence in a broad, indis-
criminate manner.” As a result, it is 
likely that information about specif-

ic investment opportunities would 
be available to residents outside the 
state. The SEC Guide for small busi-
nesses on raising capital and comply-
ing with the federal securities laws 
states, “If any of the securities are of-
fered or sold to even one out-of-state 
person, the exemption may be lost. 
Without the exemption, the company 
could be in violation of the Securities 
Act.”3

An issuer may not want to risk los-
ing the federal intrastate offering ex-
emption by using a website or social 
media to promote an intrastate offer-
ing. In addition, the loss of the feder-
al intrastate offering exemption also 
means loss of the state exemption.

Actions Involving Entity and 
Regulatory Statutes
Standing to pursue some actions may 
be limited to the regulatory agency 
and the attorney general. Miller v All-
state Ins Co4 involved a no fault insur-
ance claim and seemed an unlikely 
case to involve the Professional Ser-
vice Corporation Act or Business 
Corporation Act. However, the case 
raised the issue of whether a provider 
was properly incorporated and ques-
tioned whether the company was 
eligible to receive insurance reim-
bursement. The lower courts in Mill-
er considered whether PT Works was 
properly organized. The Michigan 
Supreme Court decision held that 
only the Attorney General had stand-
ing to challenge whether a corpora-
tion was properly formed.

Woodbury v Res-Care Premier, Inc5 
involved the sale of real estate by a 
homeowner, a requirement to noti-
fy the homeowners association pri-
or to the sale, and a right of first re-
fusal. The lower courts considered 
the rights of a corporation that had 
renewed its existence under section 
925 of the Nonprofit Corporation Act, 
by filing missing annual reports and 
paying related fees and penalties. 
The Michigan Court of Appeals held 
the corporation could not enforce the 
right of first refusal because it was 
dissolved. The case was appealed to 
the Michigan Supreme Court. 

After oral arguments the Michi-
gan Supreme Court invited the Mich-
igan Chamber of Commerce, the 
Business Law Section of the State Bar 
of Michigan (BLS), and the Michigan 
Department of Licensing and Regu-
latory Affairs (LARA) to submit am-
icus briefs on several questions, in-
cluding renewal of existence under 
section 925 of the Nonprofit Corpo-
ration Act6 and rights of a dissolved 
corporation. The parties reached an 
agreement before amicus briefs could 
be filed. Both BLS and the Attorney 
General, on behalf of LARA, submit-
ted letters requesting the Supreme 
Court vacate the Court of Appeals de-
cision. On March 26, 2014, the Michi-
gan Supreme Court dismissed the ap-
peal and vacated the January 19, 2012 
decision of the Michigan Court of Ap-
peals.

Although Woodbury was about 
the private sale of real estate, the 
case raised the issue of whether Cen-
ter Woods was properly incorporat-
ed and in existence with all its rights 
as though a dissolution had not oc-
curred. The Nonprofit Corporation 
Act has provisions substantially iden-
tical to the Business Corporation Act 
and provides that only the Attorney 
General has standing to question 
whether a corporation has been prop-
erly formed.7 

Badeen v PAR, Inc8 involves for-
warding companies that contract 
with lenders to collect delinquent 
accounts. The forwarding compa-
nies contract with licensed collection 
agencies to carry out repossession for 
lenders. Plaintiff sought an injunc-
tion to prohibit forwarding compa-
nies from violating the Occupational 
Code by soliciting or performing col-
lection activities without a license. 
The trial court found the forwarding 
companies were not collection agen-
cies and granted summary disposi-
tion to the defendants. The Michigan 
Court of Appeals affirmed the trial 
court, stating that forwarders are not 
collection agencies and not required 
to be licensed. The case was appealed 
to the Michigan Supreme Court and 
oral arguments were held on April 2, 
2014.

DiD You Know? By G. Ann Baker
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Section 605 of the Occupational 
Code9 provides LARA and the At-
torney General with authority to en-
force the Occupational Code, includ-
ing bringing an action regarding unli-
censed practice of an occupation. Sec-
tion 605 provides: 

(1) The department may bring 
any appropriate action, includ-
ing mediation or other alter-
native dispute resolution, in 
the name of the people of this 
state to carry out this act and to 
enforce this act. 
(2) If the attorney general con-
siders it necessary, the attor-
ney general shall intervene in 
and prosecute all cases arising 
under this act.
(3) This section does not pro-
hibit the department from 
bringing any civil, criminal, or 
administrative action for the 
enforcement of section 601.
(4) The department has stand-
ing to bring an administrative 
action or to directly bring an 
action in a court of competent 
jurisdiction regarding unli-
censed practice of an occupa-
tion.

Article 6 of the Occupational Code 
includes a wide variety of adminis-
trative penalties that may be imposed 
for violation of the act, and a person 
engaged in the unlicensed practice of 
an occupation may be guilty of a mis-
demeanor or a felony.10 

In February 2013, the Michigan 
Society of Professional Surveyors 
filed an action in Mackinac County 
Circuit Court alleging that a forester 
engaged in the unlicensed practice of 
professional surveying.11 Professional 
surveyors are licensed under Article 
20 of the Occupational Code, and for-
esters are registered under Article 21 
of the Occupational Code. All occu-
pations included in the Occupation-
al Code are subject to Articles 1-6 of 
the Occupational Code.12 LARA was 
not a party to the case. According to a 
press release of the Michigan Society 
of Professional Surveyors (“the Soci-
ety”),13 the case settled and the settle-
ment included the entry of a perma-
nent injunction, which requires that 

the defendant “cease and desist ac-
cepting jobs requiring him to estab-
lish or re-establish boundary lines in 
conjunction with a sale, conveyance, 
or transfer of real property.” The de-
fendant also agreed to reimburse the 
Society for a portion of its attorney 
fees incurred during the case. 

Electronic Seal
Section 2008 of the Occupational 
Code requires “[a] plan, plat, draw-
ing, map, and the title sheet of speci-
fications, an addendum, bulleting, or 
report or, if a bound copy is submit-
ted, the index sheets of a plan, speci-
fication, or report” prepared by a per-
son licensed under Article 20 of the 
Occupational Code and submitted 
to a governmental agency to contain 
the seal of the “person in responsible 
charge.”14 HB 4585 amends Article 
20 of the Occupational Code to spe-
cifically authorize architects, profes-
sional engineers, and professional 
surveyors to use an electronic seal. 
The amendment did not change the 
requirement for individuals to obtain 
a seal when they are issued a license 
as an architect, professional engineer, 
or professional surveyor under Arti-
cle 20. 

The amendment clarifies that an 
individual licensed under Article 20 
may seal documents for submission 
to a public authority using an elec-
tronic seal that includes the licensee’s 
name, licensed occupation, electronic 
signature, and any additional infor-
mation that is required by the occu-
pation’s licensing board. This change 
will facilitate the expanded use of 
electronic records by governmental 
agencies.

NOTES
1. MCL 451.2202a.
2. 15 USC 77c(a)(11) and 17 CFR 230.147.
3. http://www.sec.gov/info/smallbus/

qasbsec.htm#intrastate. 
4. 275 Mich App 649, 739 NW2d 675 

(2007), aff ’d on other grounds, remanded, 481 Mich 
601, 751 NW2d 463 (2008).

5. 295 Mich App 232, 814 NW2d 308 
(2012), vacated, 495 Mich 961, 843 NW2d 746 
(2014).

6. 440.2925.
7. MCL 450.2221.

8. 300 Mich App 430, 834 NW2d 85 
(2013).

9. MCL 339.605.
10. MCL 339.601.
11. Michigan Soc’y of  Prof ’l Surveyors v 

Veneberg Forestry.
12. MCL 339.101-.606.
13. http://origin.library.constantcontact.

com/download/get/file/1103816580654-313/
Venergerg+Press+Release.pdf. 

14. MCL 339.2008(3).
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By Eric M. Nemeth

Of Swiss Banks, Privilege, and Facta
The Swiss (and Others) Have 
Fallen
The Spring 2014 Tax Matters column 
focused on Internal Revenue Service 
(IRS) and U.S. Department of Justice 
enforcement practices. In particular, 
it emphasized their collective focus of 
international tax enforcement as the 
top priority—think offshore financial 
accounts. On May 19, 2014, perhaps 
the most tangible signs of the fruits of 
their priorities played out in a federal 
courthouse in Virginia. In Criminal 
Case No. 1:14-cr-188, Swiss banking 
giant, Credit Suisse (parent company) 
pled guilty to one count of conspiring 
to aid tax evasion in a scheme that 
“spanned decades.” 

Specifically, Credit Suisse AG 
pled guilty to one count of violation 
of IRC 7206(2), the aiding, assisting, 
procuring, counseling, and advising 
of the preparation and presentation 
of false income tax returns to the IRS 
in violation of 18 USC 371.

The plea agreement provides, in 
part, for restitution of $666.5 million 
plus a $2 billion fine, as well as an 
independent monitor for two years.     

The “good news” for Credit 
Suisse (and its clients) is that the plea 
agreement was structured in such 
a way that their ability to provide 
banking services in the United States 
was not revoked. While Credit 
Suisse was not required to provide 
names of U.S. account holders, it 
will authenticate records for other 
proceedings and close accounts of 
recalcitrant account holders. Some 
reports indicate the Swiss government 
would not allow Credit Suisse to 
provide account holder names 
and in exchange garner a deferred 
prosecution agreement. In 2009, UBS 
avoided criminal prosecution but 
paid a $78 million fine and turned 
over the names of 4,450 American 
account holders. 

The nature and scope of the crimi-
nal plea, as opposed to a civil-only 
resolution, is still a big victory for 
the government. Several other Swiss 

banks, as well as other international 
and U.S. banks, are reportedly in the 
proverbial queue for similar resolu-
tions. Only time will tell if American 
account holder names will be turned 
over as part of those expected deals.

For U.S. clients with undisclosed 
offshore accounts, the clock is 
ticking rapidly. U.S. account holders 
are being pushed to the fringes of 
global institutions if they still intend 
to hide. The stakes are escalating. 
In fact, detailed questioning for 
those seeking to participate in 
the offshore voluntary disclosure 
program requires that applicants list 
any movement of funds, including 
institutions, dates, and amounts. Also, 
meetings with advisors, consultants, 
and the like are required, including 
dates and locations. The result is 
that some clients may already have a 
difficult time being accepted into the 
program.

As noted in the Spring 2014 
column, the IRS has garnered judicial 
approval of “John Doe” summonses to 
correspondent banks. Clients must be 
advised that their last and best chance 
at civil resolution of their offshore 
financial activities is rapidly closing. 
A voluntary disclosure (if available) 
must be seriously considered…
and quickly. A modification to the 
voluntary disclosure program in the 
coming months may be forthcoming, 
albeit with more stringent terms. Stay 
tuned.

Privilege Waiver
Your client has been audited by the 
IRS. In what has become an almost 
default position of the revenue 
agent, civil penalties are proposed. 
Your client wants to contest the 
penalties in U.S. Tax Court. In the 
petition, the client almost routinely 
asserts (through counsel) reasonable 
cause and good faith as defenses. In 
a recent opinion, Ad Inv 2000 Fund 
LLC v Commissioner, 142 TC No 13 
(2014), Judge Halpern ruled in favor 
of respondent’s motion to compel 
the petitioner to produce documents 

and to sanction the petitioner if 
it failed to comply. Specifically, 
respondent sought production of 
letters expressing attorneys’ opinions 
regarding certain tax benefits if the 
transactions in question would be 
upheld.

The fact that the transaction was 
a Son of BOSS tax shelter1 never 
helps, but here the court held that the 
petitioner placed the state of mind of 
those who acted for the partnership 
and the partnership’s good-faith 
efforts to comply with the tax law into 
question. By doing so, the respondent 
could explore the contents of the 
opinions and the opportunity to put 
those opinions into evidence. Simply, 
a petitioner cannot assert reasonable 
cause and good faith without putting 
the items relied on for that claim 
under scrutiny. More simply, before 
your client asserts an alibi witness, 
they had better be prepared for what 
the witness says or, in this case, 
authored.

The takeaway is that before clients 
start asserting certain defenses to 
penalties or even arguments to 
establish economic substance, they 
must make an honest assessment 
with their counsel if they want certain 
communications thought privileged 
at that place in time under the 
sanitizing light of day. For lawyers 
and other professionals, the potential 
for conflicts of interest are real. 
Circular 230 should be consulted, 
as it is likely that the IRS Office of 
Professional Responsibility (OPR) 
will evaluate the conduct of preparers 
(both signed and unsigned) as well as 
other tax professionals. 

FACTA
Lastly, in Notice 2014-33, the 

IRS announced that it will treat 
2014 and 2015 as a transition period 
for purposes of enforcement and 
administration of FACTA (Foreign 
Account Tax Compliance Act). The 
implementing regulations, proposed, 
temporary, and final are over 1000 
pages. The devil is indeed in the 

Tax MaTTers
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details. Careful attention for business 
clients in particular is not only 
advisable, but mandatory.

NOTES

1. Son of  BOSS is a type of  tax shelter 
used to reduce taxes through stepped-up basis, 
but the term is often used to describe any simi-
lar, abusive tax shelter marketed under differ-
ent names but with similar goals and conse-
quences.

Eric M. Nemeth of 
Varnum LLP in Novi, 
Michigan practices 
in the areas of civil 
and criminal tax con-
troversies, litigating 
matters in the vari-

ous federal courts and administra-
tively. Before joining Varnum, he 
served as a senior trial attorney 
for the Office of Chief Counsel of 
the Internal Revenue Service and 
as a special assistant U.S. attor-
ney for the U.S. Department of Jus-
tice, as well as a judge advocate 
general for the U.S. Army Reserve.
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 “Life is pleasant. Death is peaceful. 
It’s the transition that’s troublesome.” 
–Isaac Asimov
As young practicing lawyers, you 
may find yourself wondering, ”What 
exactly does an in-house counsel do 
every day? Why does it take my cli-
ent so long to respond to e-mails, pro-
duce discovery, execute an affidavit, 
or return a telephone call?” Visions of 
a 9 to 5 job with no billing gig had us 
convinced that it is a cake walk, and 
we would have no problem working 
as an in-house lawyer. Once the deci-
sion is made to jump ship, however, 
the transition is enlightening. Here 
are just a few pointers from recently 
transitioned lawyers grasping their 
new normal.

Hierarchical Environment—Law 
firms are generally egalitarian with 
few recognized categories of person-
nel. All equity partners are techni-
cally owners of the business. Even 
associates don’t really have one 
“boss” to whom they report.  As an 
in-house lawyer, on the other hand, 
you are one of many employees each 
of whom is ranked at some numeri-
cal level for compensation and other 
purposes. Even the General Counsel 
has a boss—the CEO and the Board. 
In addition, a General Counsel must 
also be a boss in the traditional sense 
of the word and handle personnel 
matters, budgets, department strat-
egy, etc. for the legal department. 

Teamwork is Paramount—While 
law firms try to encourage team-
work and joint efforts, a lawyer with 
a strong book of business can thrive 
at a firm while working alone for the 
most part. As in-house counsel, you 
rely much more on team work to 
serve all the business clients within a 
company. Part of the reason may be 
because there is less need to compete 
for clients. Working with your legal 
colleagues as a team and interacting 
with the business teams in a friendly, 
non-threatening manner are key to 
you establishing the necessary rap-
port to be successful in-house. 

Generalist—In a law firm, law-
yers tend to specialize in certain areas 

of the law. Except for large in-house 
departments where specialization is 
feasible, as an in-house lawyer you 
will probably deal with a much great-
er variety of assignments in-house 
than in a firm. Your role, in many in-
stances, is to be a sounding board for 
your operational clients dealing with 
a whole variety of different issues. 
You may not be the person with all 
the answers, but you need to know 
where to get them.

Just in Time Advice—In a law 
firm, a client typically understands 
if you don’t know the answer and 
you need to come back later with a 
response. In-house lawyers are often 
expected to give “just-in-time” ad-
vice. You should already know the 
business and the issues. Also, there 
may not be enough time or budget 
to research a matter further or seek 
other guidance. You have to triage 
issues and do the best that you can 
with each one. Staying up to speed 
with business developments increas-
es your opportunity to spot issues 
and decreases the possibility that you 
delay a project launch. 

Your Calendar Is Not Your 
Own—In a law firm, meetings are 
scheduled with your consent for the 
most part. Even clients are respect-
ful of your time and recognize that 
you may have other meetings already 
scheduled. The only time your calen-
dar is not your own is when you are 
beholden to the court’s schedule or 
working on a big project. In-house, 
your calendar is open to everyone, 
and it is typical for people to set up 
meetings without asking you in ad-
vance. You can generally decline if 
you cannot attend, although there are 
many operational meetings that are 
mandatory. Of course, the C-Suite al-
ways takes precedence.  

Greater Visibility into Opera-
tions—Law firm lawyers may have 
limited visibility into business opera-
tions because the clients do not want 
to pay for them to gain that knowl-
edge. Sometimes, law firm lawyers 
can act as general counsel for a client 
and can handle many of the client’s 

needs. However, even a close work-
ing relationship between the outside 
lawyer and the company rarely gives 
the outside lawyer a firsthand look at 
how decisions are made, how prod-
ucts are made, etc. In-house exposure 
to the inner workings of the com-
pany is incredibly valuable in being 
a strategic and proactive legal advi-
sor. It provides a window into the big 
picture of the business as well as the 
daily progress. 

Less Paperwork/More Meet-
ings—Many law firms are known for 
their ability to generate lengthy and 
complex briefs, legal analysis, and 
whitepapers. On the other hand, in-
house lawyers participate in many 
meetings during the day. These meet-
ings can be operational meetings 
where you have been made part of 
the team on a particular project or 
they can be the standing Global Lead-
ership Team or other similar meet-
ings reviewing overall company per-
formance and strategy. Many execu-
tives prefer summaries, not white-
papers. Internal communication and 
training takes additional time and ef-
fort in your day.

When the Board Comes to 
Town—Dealing with a Board of Di-
rectors is another layer of complex-
ity that most law firm lawyers do not 
have to manage. The entire manage-
ment team is involved in preparation 
for Board meetings, including the 
General Counsel. There are meetings 
to identify Board topics, to review the 
presentations to the Board, to practice 
presentations to the Board and then 
the Board meetings themselves. A 
significant amount of time is spent on 
governance and compliance issues.

Travel Opportunities—Unless 
a law firm happens to have a client 
that is willing to pay for its lawyers 
to travel to different locations, the op-
portunities to travel abroad while at 
an outside firm are minimal. If you 
are in-house at a global company, 
there is opportunity to travel to Eu-
rope or Asia to handle various proj-
ects. Different time zones can also ex-
tend the business day. 

          By Theresa A. Orr

The New Normal: Transitioning from Law Firm to In-House
in-House insigHT
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No Sales—The competitive land-
scape of the legal profession has 
made practice development a key 
part of the law firm lawyer’s world. 
Perhaps the biggest selling aspect of 
going in-house is the opportunity to 
focus on a single client. Have no fear; 
an in-house lawyer has more than 
plenty to do. In fact, you may feel 
overwhelmed by the number of inter-
nal clients and their needs. It is your 
job to prioritize them and make sure 
that you are focused on what is stra-
tegically important to the company. 

There are many advantages to 
companies hiring experienced firm 
lawyers: the company benefits from a 
firm lawyer’s understanding of time, 
billing and costs, litigation experi-
ence, and customer service. So too, 
there are many advantages for firm 
lawyers going in-house beyond the 
“no billing” fantasy that most law-
yers envision—it is the transition that 
is troublesome. 

Theresa A. Orr is 
an assistant gen-
eral counsel at NSK 
Americas, Inc. in 
Ann Arbor, Michigan. 
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Introduction
What if you were told your company’s assets 
were at risk? Details were sketchy. You had 
to act quickly to limit your loss. You have 
people on the ground, but not the right ones. 
Upon investigation, you ran into roadblocks. 
When you sought legal remedies, you found 
limitations.

As facts begin to emerge, you learn that 
the responsible party may be your customer, 
your local partner, or your local employees. 
You have contracts, but they need to be en-
forced in the local jurisdiction. And remedies 
are subject to local law.

As an in-house lawyer, this is a real life 
situation that you may already have faced or 
will face if your company is doing business 
(or plans to do business) in the People’s Re-
public of China (“PRC”). 

As in-house counsel, you can choose to 
address this situation yourself or assign it to 
outside counsel. If you are comfortable work-
ing in the international arena, as a savvy in-
house lawyer (which of course you are), you 
can provide timely and critical assistance to 
your company by knowing and understand-
ing the cultural, business, and legal frame-
work that exists in the PRC and applying it to 
your particular circumstances. Doing so can 
address the issues early in the process while 
managing your company’s business needs 
and controlling costs. 

This article is intended as a primer for 
in-house counsel whose companies are (or 
are planning on) doing business in the PRC. 
Most of the information is anecdotal based 
on personal experiences. 

The Lure
The PRC has significant needs in the dura-
ble goods market. It desires to obtain best-
in-class technology, is receptive to foreign 
technology transfer, and has vast relatively 
untapped resources. 

As a value proposition, your company 
will be looking to gain access to some of 
those resources, valued in the billions of dol-
lars, which Chinese industries are spending 
annually to obtain assets and technology 

from foreign sources. It has been reported 
that Chinese companies have “war chests,” 
with credit backed by the PRC, dedicated to 
capturing and/or acquiring such assets and 
technologies.1 

There is substantial capacity for multiple 
participants. However, the stakes with re-
spect to your company’s business, propri-
etary assets, and technology are large. 

Risks, Practices, and Procedures
Companies entering into the PRC are pro-
viding Chinese industries with advanced 
market-leading products and technologies 
that have been developed after significant 
investment in research and development. 
Chinese companies are eager to obtain such 
products and technologies and ready to enter 
into agreements that ostensibly protect your 
information. However, the practices and pro-
cedures followed by Chinese companies may 
be markedly different from practices and 
procedures to which your company is accus-
tomed. 

First, many Chinese companies have ex-
tended corporate or ownership structures. 
It is not always apparent who is an affiliate 
or related company. Second, many Chinese 
companies are working on large projects 
that involve multiple suppliers and subcon-
tractors with whom they already have pre-
existing contractual arrangements. Third, 
these projects generally require significant 
funding from external sources. That typically 
requires disclosure of your company’s infor-
mation to unrelated parties having a desire 
to know some or all of your information, and 
who may have differing obligations to your 
customer with respect to receipt and protec-
tion of such information. Understanding the 
interrelationship among interested parties to 
the project is important to best protect your 
information.

You also need to consider if the customer 
will want to use their form of contract. The 
challenge is whether to insist on stringent 
information control or rely on their standard 
terms. For your business, the focus will be on 
establishing a working relationship with the 

Doing Business in China—Tips 
from an In-House Lawyer
By Bharat Gandhi
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customer and doing the deal, while leaving 
it to the lawyers to work out the legalities. 
But, unlike western transactions, the Chinese 
rarely involve their legal counsel directly 
during negotiations. Instead, they often use 
professional negotiators who may or may not 
fully appreciate your company’s practices 
and procedures regarding use and protection 
of proprietary information. In these circum-
stances, it becomes incumbent on you to en-
sure that the terms related to confidentiality 
and restricted use are addressed sufficiently 
early, managed during the negotiations, and 
carried through to execution of the contract. 

An efficient way to manage the transac-
tion is to remain an integral part of the busi-
ness team from the beginning of negotiations 
to closure. The ability to be successful in in-
tegrating into the business team depends on 
the magnitude of the transaction and the pri-
orities of your business. The value is being in 
a position to provide strategic counsel on the 
overall transaction, while proactively manag-
ing the legal and quasi-legal issues that arise 
during negotiations. Further, it provides the 
opportunity to engage in more meaningful 
discussions with the customer (and any func-
tional representatives) to understand how 
they will share and protect your information 
internally and externally. 

Being part of the transaction team also 
provides you with the opportunity to discuss 
the benefits of using your forms, which are 
undoubtedly customized for your compa-
ny’s products and technology. Be prepared 
to provide your forms early in the process 
and remain flexible in modifying the terms 
to accommodate concepts important to 
your customer. Once established, your first 
negotiated transaction and the associated 
contracts may become the precedent for all 
future transactions. This can help to achieve 
consistency throughout transactions.

Practice Tip—Rather than rely on con-
fidentiality terms that require consent for 
third-party disclosure, define when such dis-
closure is permissible and include as an ap-
pendix the form of agreement that must be 
used if a disclosure is made. This will reduce 
exposure for your company with respect to 
third-party disclosures. Be sure to mark all 
documents, pages, presentations, e-mail, etc., 
with a confidentiality legend such as, “Com-
pany (insert your company’s name) Confidential 
– This document is intended for the sole use of 
Customer (add customer name). This document 
cannot be copied in whole or in part without the 

written consent of Company – Do not remove this 
legend.” While this will not necessarily pro-
vide you with additional legal protection, the 
visual reminder may serve as a deterrent to 
copying of your confidential materials.

You may believe your company’s prod-
ucts and technologies are suitably protect-
ed by patents, trademarks, copyrights, and 
trade secrets. But, the laws in the PRC and 
how they are applied may surprise you. 

First, consider litigation practices. There 
are no discovery procedures under PRC law. 
This makes it difficult to prove unauthorized 
use or sales volumes that would otherwise be 
used in determining infringement to sustain 
injunctive relief and lost profits to measure 
damages. While a few PRC courts have his-
torically been willing to grant large damage 
awards (in the range of $20 million—$50 mil-
lion), the current trend is towards minimal 
awards within the existing statutory guide-
lines of RMB 10,000 to RMB 1 million (ap-
proximately $1600 to $160,000). 

Second, consider the PRC law. A sample 
of a few excerpts from the PRC patent law, 
anti-unfair competition law, and an Interpre-
tation of the Supreme Court on Some Issues 
Concerning the Application of Law in the 
Trial of Civil Cases of Unfair Competition il-
lustrate the status of the law and its applica-
tion in the PRC. 

Article 65 of Chinese Patent Law  
( effective on October 1, 2009) 

The amount of compensation for the 
damage caused by the infringement 
of the patent right shall be assessed on 
the basis of the actual losses suffered 
by the patentee. When the actual losses 
are hard to determine, it may be deter-
mined on the basis of the profit which 
the infringer has earned through the 
infringement. If it is difficult to deter-
mine the losses which the right holder 
has suffered or the profits which the 
infringer has earned, the amount may 
be assessed by reference to the appro-
priate multiple of the amount of the 
exploitation fee of that patent under 
contractual license. The compensation 
amount shall comprise the reasonable 
cost paid by the right holder for stop-
ping infringement. 

Where it is difficult to determine the 
losses which the right holder has suf-
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fered, the profits which the infringer 
has earned, and the exploitation fee for 
patent, the People’s Court may decide, 
in light of the factors, such as the type 
of the patent right, the nature of the 
infringing act and the circumstances, 
a compensation ranging from not less 
than RMB 10,000 to not more than 
RMB 1,000,000.2

As provided under the PRC Patent Law, 
if a company is successful in litigating a pat-
ent infringement case in the People’s Court, 
it will have the ability to receive monetary 
compensation for actual losses (i.e., lost prof-
its) that can be proved. However, if actual 
losses cannot be proved, the amount of the 
compensation will be subject to the defined 
statutory range, a minimal amount of dam-
ages to western companies.  

Article 10 of Anti-unfair Competition 
Law (Effective on December 1, 1993)

An operator may not adopt the follow-
ing means to infringe business secrets:
(1) obtaining business secrets from the 
owners of rights by stealing, promis-
ing of gain, resorting to coercion or 
other improper means;
(2) disclosing, using, or allowing oth-
ers to use business secrets of the own-
ers of rights obtained by the means 
mentioned in the preceding item;
(3) disclosing, using or allowing oth-
ers to use business secrets that he has 
obtained by breaking an engagement 
or disregarding the requirement of 
the owners of the rights to maintain 
the business secrets in confidence.

Where a third party obtains, uses or 
discloses the business secrets of others 
when he obviously has or should have 
full awareness of the illegal acts men-
tioned in the preceding paragraph, he 
shall be deemed to have infringed the 
business secrets of others.

“Business secret” in this Article means 
technical information and operational 
information which is not known to 
the public, which is capable of bring-
ing economic benefits to the owner of 
rights, which has practical applicabil-

ity and which the owner of rights has 
taken measures to keep secret.3

Article 17 of Interpretation of the 
Supreme Court on Some Issues Con-
cerning the Application of Law in the 
Trial of Civil Cases of Unfair Com-
petition (Adopted on December 30, 
2006) 

To determine the amount of compen-
sation for damage caused by acts of 
business secret infringement as stipu-
lated in Article 10 of the Anti-Unfair 
Competition Law, reference may be 
made to the method for determin-
ing the amount of compensation 
for damage caused by acts of patent 
right infringement. To determine the 
amount of compensation for damage 
caused by acts of unfair competition 
as stipulated in Articles 5, 9, and 14 
of the Anti-Unfair Competition Law, 
reference may be made to the method 
for determining the amount of com-
pensation for damage caused by acts 
of infringement on exclusive use rights 
over registered trademarks. 

Where a business secret becomes 
known to the public due to an act of 
infringement, the amount of compen-
sation for damage should be deter-
mined by the business value of the said 
business secret. The business value of a 
business secret is to be determined by 
such factors as its research and devel-
opment cost, earnings and obtain-
able earnings of implementing the 
said business secret, and the duration 
in which its competitive advantages 
could be maintained.4 

In western parlance, business secrets 
would be equivalent to trade secrets and 
confidential information. It is noteworthy 
that the amount of compensation for busi-
ness secret infringement is cross-referenced 
to the statutory compensation range for pat-
ent infringement, or about $1600 to $160,000. 

Arbitration is often chosen in PRC con-
tracts as a reasonable mechanism for dispute 
resolution. Choice of law is typically PRC 
law with arbitration by the CIETAC (China 
International Economic and Trade Arbitra-
tion Commission). Since May 2012, there has 
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been a rift in the CIETAC as a result of two 
of its most popular sub-commissions (Shang-
hai and Shenzhen) refusing to accept the 
CIETAC’s latest 2012 Arbitration Rules. In-
stead, CIETAC Shanghai published its own 
arbitration rules based on the old CIETAC 
2005 rules (“2005 Rules”) and announced 
that it would form an independent arbitra-
tion commission. 

Similarly, CIETAC Shenzhen announced 
that it would retain the 2005 Rules. While 
both of these sub-commissions have been ter-
minated by the CIETAC from accepting and 
administering arbitration cases, regional au-
thorities have permitted them to handle arbi-
trations where they are specifically selected. 
Intermediate courts have confused the situ-
ation by issuing inconsistent rulings regard-
ing jurisdiction, validity and enforceability. 
The Supreme Peoples’ Court (SPC) took up 
the issue in late 2013, but timing for a ruling 
is still uncertain. 

Foreign companies faced with existing 
arbitration clauses should consider renegoti-
ating terms or wait for the SPC’s ruling. For 
future transactions, companies may consider 
negotiating for foreign arbitration (Hong 
Kong or Singapore are typical). If required 
by their customers to accept, arbitration by 
the CIETAC’s Beijing Office should be speci-
fied to avoid jurisdictional confusion and the 
uncertainties created by the rift. Note that 
the 2012 Rules provide certain additional 
protections not available under the 2005 
Rules. These include interim relief in certain 
circumstances, expert witness testimony, se-
lection of arbitrators, selection of the seat of 
arbitration, increased threshold for summary 
procedures, etc.

Third, there are a host of required rules, 
regulations, and specified customs to render 
a contract effective with Chinese entities. For 
example, to ensure that the signatory is a duly 
authorized signer, you should insist that the 
Chinese entity affixes their company chop (or 
seal) adjacent to their signature block. The le-
gal concept of apparent authority is not regu-
larly accepted by Chinese courts. You should 
also consider providing your corporate seal 
to confirm your signatory’s authorization. 

Following execution, certain contracts 
(primarily technology-based agreements) 
must be registered with the PRC. While 
this is the Chinese entity’s responsibility, if 
they fail to do so within the prescribed 60-
day period, your company will not be able 
to enforce certain provisions of the contract, 

including, for example, any payment obli-
gations, until the registration is corrected (a 
laborious time-consuming exercise). In the 
meantime, the contract remains valid and 
is not subject to suspension of your obliga-
tions. A practice used by some companies to 
avoid this situation is to include clauses that 
define conditions precedent that must be met 
by the Chinese company before the main ob-
ligations of the contract are effective. Some 
conditions precedent may include having no 
obligation (on the part of the foreign com-
pany) to proceed with work and deliverables 
until the first payment is received or a letter 
of credit is established or requirements that 
all governmental registrations and approvals 
have been obtained as evidenced by official 
letters and statements from lending banks 
that project financing has been secured. 

Practice Tip—Define both an “Agreement 
Date” and “Effective Date” in the contract, 
where the former is connected to the date of 
signature and the latter is connected with sat-
isfactory completion of the conditions prec-
edent. This will allow the contract to be valid 
when executed, but the main obligations 
(performance, deliverables, payments, etc.) 
will not come into effect until the conditions 
precedent is satisfied.

The tax implications of the transactions 
should also be carefully reviewed, especial-
ly regarding the application of withholding 
taxes and business and service taxes as well 
as the potential for creating a permanent es-
tablishment (“PE”). While withholding taxes 
may be capped at the prevailing treaty rate 
(assuming that a treaty exists), the party that 
pays business and service taxes (to the extent 
applicable) can be negotiated. 

Unless you are a tax expert, issues of PE 
are best left to your tax professionals or out-
side counsel. It is worthwhile to appreciate 
that in-country services that exceed a statu-
tory threshold (183 days per year in China) 
will give rise to PE considerations that may 
eliminate the profitably of doing business in 
the PRC. Some companies are creating and 
registering their local PRC companies for 
the purpose of providing certain in-country 
services related to contracts to better manage 
this issue. 

Finally, consider the negotiation process. 
In the PRC, they generally follow a three-
phase face-to-face process. There is the meet 
and greet (Phase 1), where you meet the ne-
gotiating team, important interpersonal re-
lationships are formed and basic terms are 
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typically outlined. Then, there is the main 
negotiation (Phase 2) in which you will focus 
on the details and finalize on the standard 
terms of the contract. Lastly, there is the com-
mercial/legal negotiation (Phase 3), where 
you will need to be ready to address all of 
the key points of the agreement, including 
price and schedule. As in-house counsel, you 
may need to attend one or all of the phases 
to appropriately support your client’s needs. 
If all goes well, the PRC company will want 
your company to “initial” all the documents 
that define the “agreed” position. However, 
do not be surprised if, after initialing, the 
PRC company still needs to submit the con-
tract to their legal department for further re-
view, comment, and approval. You probably 
should not resist too much since you will 
likely need to do the same. 

Practice Tip—Create a separate chart that 
tracks starting points, agreed terms, open 
terms, counter-proposals, and closed items. 
Negotiations often extend over months and 
involve multiple drafts by multiple groups 
(commercial, legal, finance, etc., for each 
party). Keeping a separate record may avoid 
future misunderstandings and bring your 
transaction to a quicker close.

Culture
While it is easy to think of the PRC as a land 
of more than a billion people that needs our 
products and technology, the PRC is also 
the land of Sun Tzu. The Art of War, a rite of 
passage in many business schools, remains a 
primary reference in today’s environment in 
developing business strategies, negotiating 
transactions, and closing deals. To underes-
timate PRC companies in their mastery of 
these teachings and the skill of their business 
teams and negotiators would be unwise. 

Every Chinese negotiating team that you 
encounter very likely represents the best of 
their best and will be fluent in multiple lan-
guages (including yours), possess multiple 
advanced degrees, and be well traveled. 
How good are they? To put it in colloquial 
terms, you will probably only deal with their 
A-Teams. 

Contrast this with the concept of face, or 
more particularly “saving face,” in the PRC. 
During negotiations, there will be a logi-
cal tension between asserting your position 
while providing respect for your Chinese 
partners. If you remember the old adage that 
“the customer is always right,” it may help 
you to remain focused on the deal. Haggling 

is a part of Chinese culture, and ultimately, 
remaining respectful during passionate dis-
cussions is likely to carry the day. 

Practice Tip—Bring your own interpreter 
who can translate and is also adept at con-
veying and understanding intent, mean-
ing, and cultural nuances. This will assist in 
avoiding misunderstandings and help you 
avoid issues of face. 

The Reward
If your company is engaged in the current 
environment in the PRC, you can help your 
business leaders to make carefully planned 
and strategic decisions that tap into the sub-
stantial resources available. Doing so can 
help your company achieve its goals while 
protecting its businesses, proprietary assets, 
and technology. 

NOTES

1. See, China Targets GE Wind Turbines With $15.5 
Billion War Chest, Bloomberg.com, Oct. 14, 2011; States 
First in Line for a Share of  China’s $500 Billion War Chest, 
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Introduction
Most attorneys now take it for granted that 
their communications with expert witnesses 
are protected from discovery as work prod-
uct, and they are almost always right. Under 
most circumstances, in most courts, attorney-
expert communications are protected under 
the work product doctrine.

However, because of a quirk in the inter-
section between Federal Rules of Civil Pro-
cedure and the Federal Rules of Bankruptcy 
Procedure, these important communications 
are probably not always protected from dis-
covery in bankruptcy court. The result is a 
classic trap for the unwary. Attorneys who 
do not litigate regularly in the bankruptcy 
courts can easily be unaware that communi-
cations with their experts might be discover-
able, and many experienced bankruptcy at-
torneys are unaware as well. The unexpected 
requirement that an attorney produce these 
communications can be disastrous.

To avoid such a disaster, an attorney has 
to understand when communications with 
an expert are protected in a bankruptcy court 
setting. Providing that understanding is the 
aim of this article.

The Rule 26 Latticework
The Federal Rules of Civil Procedure protect 
most communications between an attorney 
and an expert as work product. The protec-
tion is contained within the intersection of 
four different sub-rules of Fed R Civ P 26: 
Rules 26(b)(3)(A), 26(b)(4)(C), 26(a)(2)(A) 
and 26(a)(2)(B). 

Together, Rules 26(a)(2)(A) and (B) re-
quire all experts, “retained or specially em-
ployed to provide expert testimony” to pre-
pare expert reports.3 Rule 26(b)(4)(C) states 
that, with certain limited exceptions, any at-
torney communications with an expert who 
is required to provide a report are protected 
communications under Rule 26(b)(3)-(A). 
Rule 26(b)(3)(A) essentially mirrors the work 
product doctrine, protecting communica-
tions prepared in anticipation of litigation: 

Ordinarily, a party may not discover 
documents and tangible things that are 

prepared in anticipation of litigation or 
for trial by or for another party or its 
representatives[.]

Fed R Civ P 26(b)(3)(A).
Thus, together, these rules protect the 

communications between most experts and 
the attorneys with whom they work from dis-
closure to opposing parties under the work 
product doctrine. But since the protection is 
linked to the requirement to file an expert re-
port, communications with the few experts 
not required to file reports are not protected. 
Fed R Civ P 26(b)(3)(A), 26(b)(4)(C), 26(a)(2)
(A) and 26(a)(2)(B).

Most attorneys who practice in federal 
courts are aware that attorney-expert com-
munications are generally protected. But be-
cause of the complicated interworking of the 
rules that grant this protection, many would 
have to take a careful look back at the rules 
to figure out exactly why. And for the same 
reason, many attorneys are unaware that 
this latticework of rules leaves an attorney’s 
communications with experts who are not re-
quired to file a report unprotected.

As explained in more detail below, Con-
gress’ decision to leave these experts un-
protected makes a certain amount of sense 
in the context of witnesses such as a treat-
ing physician who has not been retained as 
a paid expert, or an employee who also has 
some unusual expertise. Many of these wit-
nesses are primarily fact witnesses who, be-
cause they have uncommon expertise which 
could assist the jury, are technically experts 
as well. As a result, historically these types of 
experts have not typically been required to 
file reports, and their communications with 
attorneys have not typically been considered 
work product. The potential problem arises 
when these rules, designed to address issues 
outside of the bankruptcy context, are ap-
plied not to a treating physician in a malprac-
tice case, but to a certified public accountant 
testifying in a bankruptcy case.  

Legislative History
Before 2010, it was not clear in the federal 
courts whether communications between 

Expert Witnesses in Bankruptcy: 
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experts and attorneys were considered work 
product or protected from discovery.4 Vari-
ous federal courts had come to different con-
clusions on the question.5 

The Civil Rules Advisory Committee 
noted that many courts read the 1993 amend-
ments to Rules 26(a) and (b) to authorize dis-
covery of attorney-expert communications. 
This led to routine attempts to discover these 
communications, which, in the minds of the 
committee, were undesirable. As the Civil 
Rules Advisory Committee stated:

The Committee has been told repeat-
edly that routine discovery into attor-
ney-expert communications and draft 
reports has had undesirable effects. 
Costs have risen. Attorneys may 
employ two sets of experts—one for 
purposes of consultation and another 
to testify at trial—because disclosure 
of their collaborative interactions with 
expert consultants would reveal their 
most sensitive and confidential case 
analysis. At the same time, attorneys 
often feel compelled to adopt a guard-
ed attitude toward their interaction 
with testifying experts that impedes 
effective communication, and experts 
adopt strategies that protect against 
discovery but also interfere with their 
work.6

The Civil Rules Advisory Committee 
proposed amendments to Rule 26 in 2010, in 
part, to address these problems and to pre-
vent them from reoccurring in the future.7 
This resulted in the current versions of Rules 
26(a)(2)(B) and 26(b)(4)(C)—essentially in-
corporating the work product doctrine into 
Rule 26 and specifically applying it to com-
munications with most experts. 

But as noted above, these rules do not ap-
ply to all expert witnesses. Instead, the rules 
only apply, “if the witness is one retained or 
specially employed to provide expert testi-
mony in the case or one whose duties as the 
party’s employee regularly involve giving 
expert testimony.” Rule 26(a)(2)(B). Expert 
witnesses who do not fit into these catego-
ries are governed by Rule 26(a)(2)(C) and are 
not required to file reports. Rules 26(b)(4)(C) 
and 26(b)(3)(A), the rules that protect com-
munications between attorneys and experts 
required to file reports, do not protect com-
munications with experts governed by Rule 
26(a)(2)(C), or, arguably unintentionally, any 
other expert who is not required to file a re-
port. 

The Civil Rules Advisory Committee 
drafted Rule 26(a)(2)(C) with an eye toward 
physicians and employee experts.8 The rule 
requires that the experts not required to file 
a report under Rule 26(a)(2)(B) are instead 
required to disclose the subject matter and a 
summary of the fact and opinions on which 
they are to testify. The intent of the rule is to 
provide adequate disclosure without being 
burdensome.9 “The Rule strikes a balance 
between requiring an expert report from a 
witness like a treating physician, who was 
not specially retained to provide expert testi-
mony[,] and requiring a defendant to search 
through hundreds of pages of medical re-
cords in an attempt to guess at what the tes-
timony of treating physician might entail.”10 

As a result of this balancing act, Rule 26(a)
(2)(C) does not require experts who are not 
retained to provide expert testimony, or for 
whom expert testimimony is not a regular 
part of their employment, to file reports. As 
noted above, Rule 26(b)(4)(C) protects attor-
ney communications only with a reporting 
expert.11 There is no similar rule protecting 
communications with experts who are not 
required to file a report.12 

The omission is not due to oversight.13 
In fact, the Civil Rules Advisory Committee 
and its subcommittee gave the issue much 
consideration, but concluded, 

[T]he time has not yet come to extend the 
protection for attorney expert communica-
tions beyond experts required to give an (a)
(2)(B) report…. Drafting an extension 
that applies only to expert employees 
of a party might be tricky, and might 
seem to favor parties large enough to 
have on the regular payroll experts 
qualified to give testimony. Still more 
troubling, employee experts often will 
also be “fact” witnesses by virtue of 
involvement in the events giving rise 
to the litigation. An employee expert, 
for example, may have participated in 
designing the product now claimed 
to embody a design defect. Discovery 
limited to attorney-expert communi-
cations falling within the enumerated 
exceptions might not be adequate to 
show the ways in which the expert’s 
fact testimony may have been influ-
enced.14

These concerns led to the committee protect-
ing communications with a reporting expert 
under the work product doctrine, while leav-
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ing communications with a non-reporting 
expert subject to discovery.

While the committee largely focused on 
employees in products liability cases and 
treating physicians, the resulting rules are 
not so limited. But since almost all experts 
in the federal courts are required to produce 
reports, the different rule for non-reporting 
experts can catch attorneys who do not nor-
mally work with these types of witnesses off-
guard. United States v Sierra Pac Indus shows 
the potentially serious consequences that can 
result if an attorney is not vigilantly aware of 
the differing treatment of reporting and non-
reporting experts under Rule 26. 

In Sierra Pac Indus, the United States At-
torneys’ Office and the California Attorney 
General’s Office brought a joint prosecu-
tion against Sierra Pacific Industries and a 
landowner based on damages caused by the 
“Moonlight Fire” of 2007.15 Although the 
government relied on the findings of non-re-
porting fire investigators to support its case, 
it refused to disclose its attorney communi-
cations with those investigators.16 The defen-
dants filed a motion to compel production of 
the communications and the Sierra Pac Indus 
court granted the motion.17 

In reaching this decision, the Sierra Pac 
Indus court relied heavily on the legislative 
history of Rule 26, and the intent of the com-
mittee to protect attorney-expert communi-
cations only when the expert was required 
to file a report.18 The court concluded that 
attorney communications with experts like 
the fire investigators, who are not required to 
file a report, were not privileged and ordered 
the government to reveal all of its attorneys’ 
communications with its fire investigators to 
the defendants.19 

Application in Bankruptcy Court
Although the Civil Rules Advisory Commit-
tee drafted the differing requirements for 
reporting and non-reporting experts primar-
ily to alleviate unnecessary demands on phy-
sicians and employees, the resulting rules 
have the potential of having wide-ranging 
effects on bankruptcy court litigation. An 
examination of the different rules that gov-
ern bankruptcy litigation explains why.   

Bankruptcy litigation takes two different 
forms: adversary proceedings and contested 
matters. Adversary proceedings are nothing 
more than lawsuits litigated in the bankrupt-
cy court and are conceptually no different 
than other federal court lawsuits.20 The bank-

ruptcy rules governing adversary proceed-
ings reflect this reality. 

Adversary proceedings are governed by 
Part VII of the Federal Rules of Bankruptcy 
Procedure, encompassing Bankruptcy Rules 
7001-7087. Bankruptcy Rules 7001-7087 in-
corporate many of the Federal Rules of Civil 
Procedure and make them applicable to ad-
versary proceedings. This includes Rule 26, 
which is incorporated into all adversary pro-
ceedings under Bankruptcy Rule 7026. All of 
the sections pertaining to expert reports and 
communications are incorporated. The result 
is that experts in adversary proceedings are 
generally required to draft and serve reports 
under Bankruptcy Rule 7026(a)(2)(B), and 
communications with these experts are pro-
tected work product under Bankruptcy Rule 
7026(b)(4)(C).

In contrast to adversary proceedings, con-
tested matters are resolved through motion 
practice and are governed by a different rule, 
Bankruptcy Rule 9014. Many contested mat-
ters are resolved based solely on briefing and 
attorney argument. But there are other con-
tested matters that require the bankruptcy 
court to resolve disputed factual issues. It is 
not unusual for bankruptcy courts to resolve 
these issues through evidentiary hearings.21 

Because contested matters are based on 
motion practice, the timelines built into a 
normal lawsuit are not generally used even 
where there are factual issues that must be 
resolved through taking evidence.22 The is-
sues in a contested matter often must be ad-
dressed quickly because of practical consid-
erations, which is why they are addressed by 
motion rather than by a lawsuit in the form 
of an adversary proceeding. 

Bankruptcy Rule 9014 is designed to ac-
count for the potential urgency of the issues 
decided under the rule in several ways. This 
includes the sections of Rule 26 that Rule 
9014 incorporates to govern contested mat-
ters. Most importantly here, Rule 9014 does 
not incorporate Fed R Civ P 26(a)(1), (a)(2) 
or (a)(3), which require the parties to make a 
number of time consuming disclosures—in-
cluding the production of expert reports. 

Because Rules 26(a)(2)(A) and 26(a)(2)(B) 
do not apply to contested matters, experts 
are not required to file reports in evidentiary 
hearings to resolve contested matters under 
Rule 9014 unless a bankruptcy court orders 
otherwise. And in many instances, the bank-
ruptcy courts do not order that the parties’ 
experts file reports. This is because the rela-
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tively urgent nature of many contested mat-
ters requires a shortened trial preparation 
schedule, which often makes the filing of ex-
pert reports impractical.

The effect of Rule 26(a)’s lack of applica-
tion to contested matters is somewhat debat-
able. Rule 26(b)(4)(C) states that the commu-
nications between an attorney and “any wit-
ness required to provide a report under Rule 
26(a)(2)(B)” are protected. Bankruptcy Rule 
9014 incorporates Rule 26(b), even though it 
does not incorporate Rule 26(a). Consequent-
ly, it is at least a little ambiguous whether 
non-reporting experts in bankruptcy court 
are covered by the Rule or subject to the case-
law on the applicability of the work product 
doctrine to attorney-expert communications 
that existed prior to the 2010 amendments 
to Rule 26. Similarly, whether a bankruptcy 
court order requiring experts to provide re-
ports renders communications with the re-
porting experts protected by the work prod-
uct privilege is also arguable.  

But because Bankruptcy Rule 9014 does 
not incorporate Rules 26(a)(2)(A) and 26(a)
(2)(B), there is no rule that makes commu-
nications between attorneys and expert wit-
nesses in contested matters protected under 
the work product doctrine. In fact, Rule 9014 
specifically does not adopt the rules that pro-
vide that protection. As a result, there is a 
very significant risk that a bankruptcy court 
could hold that attorney-expert communica-
tions under Rule 9014 are not protected—
particularly if the expert is not required to 
file a report. 

This is not an obvious result; as explained 
above, it takes an analysis of a number of dif-
ferent interwoven rules to realize that these 
communications might not be protected. 
The result is that it is easy for attorneys to 
miss the implications of experts not being 
required to file expert reports in a contested 
matter under Rule 26(a). This is particularly 
true for attorneys who do not regularly prac-
tice in bankruptcy court and may take the 
work product protection of expert communi-
cations for granted.

Practical Consequences
The importance of the link between the 
protection of attorney-expert communica-
tions under the work-product doctrine and 
the requirement that an expert file a report 
is greater than an attorney who does not 
normally practice in the bankruptcy courts 
might realize, even after understanding the 

dichotomy between adversary proceed-
ings and contested matters. This is because, 
unlike most other courts, bankruptcy courts 
decide many of the most important issues 
that come before them on motion and, thus, 
as contested matters. Attorneys who normal-
ly practice in state courts may be taken aback 
by the number, importance, and complexity 
of the issues that are decided on motion and 
how many of them require expert witnesses.

For example, starting on day one, most 
Chapter 11 debtors will be unable to use 
operating cash without the consent of their 
secured creditor or the authority of the bank-
ruptcy court. A debtor’s cash that is subject to 
the security interest of a creditor is referred 
to as “cash collateral” in the bankruptcy con-
text. Without the right to use cash collateral, 
most debtors will be unable to meet payroll, 
preserve assets, or simply to continue to do 
business.23 If the secured party does not con-
sent to the debtor’s use of cash collateral, a 
debtor cannot use this cash until the bank-
ruptcy court holds a preliminary hearing and 
first determines that parties with interests in 
the cash collateral have “adequate protec-
tion.”24 

The importance of the debtor’s right to 
use its cash collateral cannot be overstated. If 
a bankruptcy court decides that the secured 
creditor is not adequately protected from the 
potential diminution of the value of its secu-
rity interest in the debtor’s cash, it can refuse 
to allow the debtor to use the cash collateral 
to run its business. This makes it impossible 
for the debtor to reorganize and usually puts 
the debtor out of business.

An expert’s opinion regarding a debtor’s 
financial wherewithal and a creditor’s ad-
equate protection is often critical to prevail-
ing on a contested cash collateral motion. 
The essence of the issue that is normally be-
ing disputed is whether there is a risk that, 
as a result of a debtor’s use of cash collateral, 
the value of the secured creditor’s collateral 
will deteriorate. This often involves a deter-
mination of whether the debtor’s operations 
generate enough cash flow to replace the 
cash it is spending, or whether the value of 
the other assets subject to the creditor’s lien is 
such that the creditor is fully secured in any 
event. An expert’s input into these issues is 
sometimes so integral to deciding the cash 
collateral issue that a court will even appoint 
its own expert sua sponte.25 

Requests by the debtor to use its cash col-
lateral are made by motion under Bankrupt-
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cy Rule 9014. As a result, Rules 26(a)(2)(A) 
and 26(a)(2)(B) do not apply. Expert reports 
are not required unless the bankruptcy court 
specifically requires them. 

However, bankruptcy courts almost nev-
er require reports to be drafted related to a 
cash collateral motion because the motions 
must be resolved quickly. A debtor cannot 
long survive without the ability to spend its 
cash. The Bankruptcy Code explicitly rec-
ognizes the potential urgency by allowing a 
preliminary hearing on the motion to be con-
ducted “as quickly as necessary” if the debt-
or so requests, and permitting a subsequent 
final hearing.26  

As a result, even though experts testify at 
virtually every cash collateral motion, bank-
ruptcy courts rarely require that these ex-
perts file reports. And since the experts are 
not required to file reports, attorney commu-
nications with these experts, so critical to the 
success or failure of a bankruptcy case, are 
arguably not protected from discovery under 
Rule 26(a)(2)(C).

There are many other important eviden-
tiary hearings in the bankruptcy courts for 
which expert testimony is usually required, 
but expert reports are usually not. For ex-
ample, any party in interest may seek the ap-
pointment of a Chapter 11 trustee to displace 
a debtor in possession.27 The appointment 
of a Chapter 11 trustee can be justified, “for 
cause, including fraud, dishonesty, incompe-
tence, or gross mismanagement of the affairs 
of the debtor by current management…or if 
such appointment is in the interests of credi-
tors, any equity security holders, and other 
interests of the estate.”28 Just as with cash col-
lateral motions, Bankruptcy Rule 9014 pro-
vides the expedited protocol for seeking the 
appointment of a Chapter 11 trustee.29 

Much like cash collateral hearings, most 
hearings on whether a Chapter 11 trustee 
should be appointed are critical to the parties 
involved. The debtor’s management never 
wants to cede control of its business affairs 
and assets; on the other hand, the party in 
interest bringing the motion usually believes 
that as the result of either fraud or incompe-
tence, the debtor will soon have no assets left 
to manage if a trustee is not appointed.

Also much like cash collateral hearings, 
experts are usually required to prevail in a 
hearing on the appointment of a Chapter 11 
trustee. The very nature of the central alle-
gation—that the debtor’s current manage-
ment is either incompetent or committing 

fraud—generally requires either a financial 
expert or an expert in the particular busi-
ness of the debtor. As a result, experts with 
backgrounds from accounting and business 
valuations to even agriculture find their way 
to the witness chair at hearings to appoint a 
Chapter 11 trustee.30

 Once again, many, if not most, of these 
experts are required to file reports. Bankrupt-
cy courts usually set an expedited schedule 
for the evidentiary hearing that is required 
to resolve a motion for the appointment of a 
Chapter 11 trustee, generally believing that if 
the debtor’s management is committing mal-
feasance that justifies a trustee, management 
should be replaced as soon as possible. Time 
for discovery, if any, is usually limited. It is 
rare that time is built in for the drafting of 
expert reports.

These examples are not uncharacteristic. 
The most critical issues in bankruptcy pro-
ceedings are usually decided on an expe-
dited basis through motion practice under 
Bankruptcy Rule 9014; expert testimony is 
usually required, and expert reports are usu-
ally not. The practice is so common that even 
when the process does not have to be expe-
dited, bankruptcy courts do not regularly 
require expert reports. Chapter 11 confirma-
tion hearings, for example, cannot proceed 
too quickly because of rigorous disclosure 
requirements and the solicitation of the votes 
of creditors necessary to confirm a plan of 
reorganization.31 But even with the built-in 
time parties have to prepare for a confirma-
tion hearing, expert reports are not usually 
required, despite the fact that a myriad of 
experts make their way to the witness chair 
to proffer their expert opinions upon the vi-
ability of a proposed Chapter 11 plan.32 

As a result, there is a significant risk that 
attorney-expert communications are discov-
erable in much of the most important litiga-
tion in bankruptcy courts. Since this is not 
simply stated in a bankruptcy rule (or any-
where else), it can take attorneys by surprise. 

The consequences of this surprise can be 
the difference between winning and losing 
a case. This is particularly true because in 
many bankruptcy court hearings the expert 
is the most important witness. For example, 
whether the bankruptcy judge accepts your 
expert’s valuation of the debtor’s property 
can easily be the most important aspect of a 
cash collateral hearing. If your expert’s frank 
e-mails to you about weaknesses in your 
case are unexpectedly produced to oppos-



EXPERT WITNESSES IN BANKRUPTCY: AVOIDING A TRAP FOR THE UNWARY 23

ing counsel, this critical testimony may lose 
much of its credibility on cross-examination.  

Conclusion
To prevent a fall into the disclosure trap, attor-
neys litigating in bankruptcy court should 
first be cognizant of whether an adversary 
proceeding has been filed or whether they 
are litigating under Rule 9014. If a complaint 
has been filed, all subsections of Rule 26(a) 
apply, and an attorney’s communications 
with an expert will generally be protected 
under the work product doctrine. If, howev-
er, the litigation is based on a motion under 
Bankruptcy Rule 9014, attorneys should 
assume that their communications with their 
experts are not protected. This is particularly 
true if the court does not order that experts 
produce reports. 

This makes communications less conve-
nient. But the loss of convenience is worth 
it to prevent another, more important loss—
the loss of the credibility of the person who is 
probably your most important witness.

This word of caution has another aspect. 
Opposing counsel may not be aware of this 
quirk in the Federal Rules of Bankruptcy Pro-
cedure. So requesting that opposing coun-
sel produce all communications between 
counsel and an expert may yield the key to 
the cross-examination of the expert. While 
this result was probably not foreseen by the 
drafters of the 2010 amendments to the fed-
eral rules, your client will nonetheless be 
appreciative.
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Introduction
Unless you have successfully avoided read-
ing the financial news, you must have heard 
about bitcoin. But what exactly is bitcoin and 
what should businesses know about it? 

Bitcoin is a digital currency that uses 
cryptography to control the creation and 
transfer of money. Unlike other forms of cur-
rency, however, it has no physical form and 
its value is not backed by anything tangible. 
It is the first example of money known as 
cryptocurrency, and its existence is entirely 
virtual. Its creation and continued viabil-
ity is dependent on a network of computers 
that solve complex mathematical problems, 
which are so complex no single computer 
could create bitcoins on its own. This net-
work of computers verify, record, and store 
the details of every bitcoin transaction made. 
Currently, there are around 12 million bit-
coins in circulation, and the algorithm used 
to create them establishes a maximum limit 
of 21 million bitcoins.1 This system is also set 
up so that it becomes increasingly difficult to 
produce bitcoins with the limit expected to 
be reached around the year 2140.2

Another distinguishing feature of bit-
coin, and all other cryptocurrencies, is that 
unlike traditional currencies there is no cen-
tral bank, government, group, or person that 
controls their supply.3 The bitcoin market is 
therefore very volatile, although this volatil-
ity does not seem to have affected its func-
tionality.4

This article discusses how bitcoin works, 
its advantages and disadvantages, the bitcoin 
exchange system, the impact of the Mt. Gox 
bitcoin exchange bankruptcy, and concludes 
with an analysis of the future of bitcoin and 
of cryptocurrencies in general. 

How Does Bitcoin Work?
Bitcoins are created by computational calcu-
lations called “mining.” The people who help 
run the bitcoin network are called “miners,” 
and they earn bitcoins as they work. Which-
ever member of the network is the first to 
validate a bitcoin transaction receives several 
bitcoins as payment.5 

The software used to create bitcoin is open 
source software that uses public-key cryptog-
raphy, peer-to-peer networking, and proof-

of-work to verify payments. Bitcoins are sent 
from one computer address to another, with 
each user having the ability to have many ad-
dresses. Each bitcoin payment transaction is 
broadcast to the network and is included in 
the blockchain so that the included bitcoins 
cannot be spent twice. A user’s bitcoins are 
held in virtual wallets, each with its own 
unique key. Transactions are made by send-
ing bitcoins from one wallet to another wallet 
in a cryptographic process that is verified by 
computers across the bitcoin network. Bit-
coin wallets can be stored offline or at online 
exchanges. Once a transaction is made it is 
locked in time by the computer network that 
continues to extend the blockchain.6 

Because there is no bank or middle man 
involved, bitcoins can be transferred directly 
from one entity to another without any trans-
action fee, which makes this a very attractive 
way of conducting business.7 

Individuals can purchase bitcoins di-
rectly using real currency, or they can earn 
them through the bitcoin “mining” process. 
The bitcoin network keeps a public register 
of every bitcoin in existence since there is no 
central authority or “bank.”8  

Because it operates over the Internet, bit-
coin is international in scope, which allows 
anyone to send money anywhere, instantly 
and cheaply.9 

Bitcoin’s Advantages
Bitcoin is truly the world’s first global, decen-
tralized, digital currency. It allows anyone 
to send value anywhere in the world with-
out a third-party intermediary. This allows 
extremely low-cost international remittances 
to anyone with an Internet connection or 
mobile phone. Unlike other forms of online 
payment, such as Paypal, there are no charg-
es for using bitcoins, and no commission is 
paid. Also unlike other methods of online 
transactions, once a bitcoin transaction is 
complete, it is irreversible, which is a very 
positive attribute to some, and a not so posi-
tive attribute to others. Bitcoin is also one of 
the most private ways to send money online 
since the owner of an online wallet typically 
remains unknown.10 

For merchants, the advantages of using 
bitcoin are clear. Bitcoin is a guaranteed pay-
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ment, and it is a transaction that cannot be 
reversed at a later date under any circum-
stance. This has obvious advantages for mer-
chants selling goods over the Internet. Visa, 
MasterCard, and other credit cards cover 
only about 60 of the world’s nearly 200 coun-
tries and require merchants to pay transac-
tion fees.11 Bitcoin, on the other hand, has the 
advantage of allowing anyone in any coun-
try to securely pay a merchant without the 
merchant having to worry about the risk of 
fraud and without incurring a fee. Bitcoin 
users can make purchases from anyone who 
accepts bitcoins, and merchants who accept 
bitcoins can exchange them against real cur-
rencies. Currently, however, only around 
20,000 merchants accept bitcoins worldwide, 
and very few mainstream stores accept them. 
Some online retailers such as Overstock.
com do accept them but their adoption is not 
widespread. However, in some countries it is 
possible to pay for a taxi, book a hotel room, 
or even receive your salary in bitcoins.12

Ben Bernanke, former chairman of the 
Federal Reserve System, is on record as hav-
ing said virtual currencies “may hold long-
term promise.”13 In the United States at least, 
there are enough people who believe that 
once experienced venture capitalists get into 
the development of bitcoin and other crypto-
currencies, which has up to this point been 
created and maintained by “amateurs and 
hobbyists,” bitcoin will become a viable way 
to do business around the world.14 These an-
alysts believe that the online cryptocurrency 
will eventually be traded similar to commod-
ities such as gold and silver.15

Bitcoin’s Disadvantages 
For many people the fact that bitcoins are 
exchanged anonymously is an advantage, 
but unfortunately there are many people who 
prefer the anonymity of bitcoin because they 
are conducting illegal transactions that they 
do not want traced. This anonymity, as well 
as the irreversible nature of bitcoin trans-
actions, has made bitcoin and other cryp-
tocurrencies a preferred form of payment 
for drug traffickers, murders-for-hire, and 
illicit weapons sales (the now defunct under-
ground website Silk Road used bitcoin as its 
exclusive form of payment).16 Critics say bit-
coin’s use to pay for these illegal transactions 
makes it unlikely that it will ever become a 
consequential form of currency, and they 
also point to its lack of regulation and vola-
tility as other reasons why it will never be 

widely adopted.17 However, although bit-
coin makes certain criminal activities easier, 
it also makes legitimate business activities 
easier and less expensive, and it remains to 
be seen which activities will dominate its use. 

Another area of concern that makes wide-
spread adoption of bitcoin difficult is that 
if a user’s hard drive crashes or a virus cor-
rupts data and the wallet file is corrupted, a 
user’s bitcoins have essentially been “lost.” 
Once this happens, if no back-up system is 
in place, there is nothing that can be done 
to recover the lost bitcoins and the money it 
represents.18

Recently, it has also been made clear that 
bitcoins stored on online exchanges are vul-
nerable to massive theft, fraud, and loss, 
which has some pundits predicting that the 
end of this digital currency is near.19 But the 
Mt. Gox fiasco, discussed below, which is the 
cause of this claim, does not seem to be the 
death blow envisioned. 

Bitcoin Exchanges
Bitcoin exchanges serve as marketplaces 
where users come together to buy and sell 
bitcoins. Just as with a stock exchange, there 
are users who are active traders or specula-
tors and, as with other commodities and 
currencies, the value of bitcoins depends 
on traders’ confidence. If this confidence is 
shaken, the price of bitcoins suffers, and, if 
confidence in the entire system is destroyed, 
the existence of the cryptocurrency regime 
may be called into question. What kind of 
crises could cause users and potential users 
of bitcoin to question the entire bitcoin sys-
tem? A security flaw at one of the largest bit-
coin exchanges resulting in the loss of almost 
half a billion dollar’s worth of bitcoins may 
be just such a crisis. 

The Rise and Fall of the Mt. Gox 
Exchange 
Mt. Gox, which became one of the world’s 
largest bitcoin exchanges, began its existence 
as a website for exchanging trading cards.20 
In 2010, the Tokyo-based website became one 
of the first to open as an exchange for the lit-
tle known virtual currency.21 Soon, however, 
with little competition, it became the domi-
nant bitcoin exchange. Mt. Gox was run by 
a Frenchman named Mark Karpeles, and, by 
2013, it had over one million users.22 Unfor-
tunately, it appears the exchange had poor 
security measures, and in December 2013 
bitcoin withdrawals at Mt. Gox were halted 
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after “unusual activity” was detected, and 
more than 744,000 bitcoins were discovered 
“missing due to malleability-related theft.”23 
Only two months later, on February 28, 2013, 
Mt. Gox filed for bankruptcy protection in 
Tokyo, stating that it could not account for 
750,000 of its customers’ bitcoins and 100,000 
of its own, worth as much as $474 million.24 
Assuming this number is correct, it means a 
loss of approximately 6 percent of the 12.4 
million bitcoins created since the currency’s 
inception in January 2009. The company also 
could not account for $27.3 million in cus-
tomer deposits.25

Many experts blamed the Mt. Gox hack-
ing on a long-known security flaw called 
“transaction malleability” that allowed hack-
ers to make the fraudulent withdrawals. Oth-
ers, however, accused the company itself of 
fraud, even alleging the collapse was an or-
chestrated scheme.26 

However, one source, who worked for 
the company, said that software bugs were 
routinely ignored, and, according to leaked 
information, theft at the exchange had been 
happening for years.27 

Regardless of the cause, almost half a bil-
lion dollars of bitcoin user’s money has been 
lost. What will this mean for the future of bit-
coin and other digital currencies? 

The Effect of the Mt. Gox  
Bankruptcy
Critics say Mt. Gox’s apparent failure proves 
that the unregulated currency is far from 
ready for widespread use. They also point 
to hacking attacks at other exchanges as evi-
dence that cryptocurrencies cannot be trust-
ed.28

Yet despite this mind boggling loss, and 
lesser problems at some other exchanges, the 
price of bitcoin has been relatively stable, 
and it does not appear that bitcoin and other 
cryptocurrencies are disappearing.29 

What the Mt. Gox fiasco does point out, 
however, is that the lack of online security, 
regulation or oversight, and the anonymity 
of cryptocurrency seem to be significant ob-
stacles to its widespread adoption.30 A better 
system of online security would probably not 
be a hard sell to bitcoin’s creators, but the ad-
dition of auditors, insurers, and even regu-
lators would require a significant change in 
their philosophy. After all, human interven-
tion was the very thing they created a sys-
tem to avoid. Will it be possible then to al-
low enough human oversight to ensure that 

bitcoin is secure enough to prevent hacking 
without destroying the openness that makes 
it a cheap, efficient, and innovative financial 
platform? 

There are those who think that it is, and 
they are working to make bitcoin and other 
cryptocurrencies more appealing to main-
stream investors and businesses.31 They are 
setting up stringent technical and financial 
audits of trading sites in an effort to cre-
ate insurance mechanisms that will prevent 
holders of bitcoin from being wiped out by 
catastrophic losses like the one at Mt. Gox.32 
There are even efforts to pursue government 
regulation and independent audits of sites.33 
One of the major problems of the Mt. Gox 
exchange, which people complained of once 
it imploded, was that it never once offered 
a public accounting showing it possessed all 
the funds it claimed to be storing, nor did it 
show the technical methods it was using to 
safeguard those funds.34

U.S. Regulation
Currently, the U.S. government considers 
it entirely legal for users to buy, sell, or use 
bitcoins to purchase goods.35 There is, how-
ever, a serious concern with the use of bitcoin 
for illegal money laundering purposes, and, 
as a result, the U.S. Treasury Department’s 
Financial Crimes Enforcement Network 
(FinCEN) issued guidelines in 2013 on bit-
coin use.36 Although the FinCEN guidelines 
do not mention bitcoin by name, anyone 
involved in exchanges of decentralized vir-
tual currency for real currency must register 
as a money services business and obey exist-
ing regulations. FinCEN’s guidelines define 
the circumstances under which virtual cur-
rency users could be categorized as money 
services businesses (also known as money 
transmitting businesses or MTBs) and states 
that MTBs must enforce Anti-Money Laun-
dering (AML) and Know Your Client (KYC) 
measures.37 In a peer-to-peer currency trans-
action, however, it is not always obvious 
what counts as an exchange, and, as such, 
bitcoin miners might find they have to regis-
ter even if all they do is sell their bitcoins for 
their monetary equivalent.38

IRS
The Internal Revenue Service (IRS) has rec-
ognized bitcoins but has ruled that they are 
to be taxed as property, not currency, which 
means a 1099 form is required just as for any 
other payment made with property.39
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In 2009, the IRS posted information about 
the tax applications of using virtual curren-
cies inside virtual economies, stating that 
taxpayers can receive income from a virtual 
economy and can be required to report it as 
taxable income. However, it based this asser-
tion on guidance related to bartering, gam-
bling, business, and hobby income.40

However, the IRS has yet to post guid-
ance on ”open flow” virtual currencies that 
can be used outside of virtual economies. In 
a report published in May 2013, the U.S. Gen-
eral Accounting Office (GAO) called for more 
guidance from the IRS on this issue. The IRS 
responded that its guidance could be taken 
to cover virtual currencies used outside of 
virtual economies. It also said it was looking 
at the potential tax compliance risks posed 
by anonymous electronic payment systems 
and was working with other federal agencies 
on this issue.41

Recently, the IRS unit that investigates 
cyber threats also said that the use of “cy-
ber-based currency and payment systems” 
to hide unreported income from the IRS is 
a threat that it was “vigorously responding 
to.”42

CTFC
The U.S. Commodity Futures Trading Com-
mission (CTFC), which looks after financial 
derivatives, has yet to announce any regula-
tions concerning digital currencies but has 
made it clear that it could do so if it so want-
ed.43

SEC
The U.S. Securities and Exchange Commis-
sion (SEC) is another agency that currently 
has no regulations on virtual currencies, 
but its Office of Investor Education and 
Advocacy has published an investor alert to 
warn people about fraudulent investment 
schemes involving bitcoin. One such exam-
ple involved Trendon Shavers, founder and 
operator of Bitcoin Savings and Trust. Mr. 
Shavers was charged with operating a Ponzi 
scheme by allegedly raising 700,000 bitcoins 
as a result of promising investors up to 7 per-
cent weekly interest.44

Legislation
The Trendon Shavers SEC case forced Con-
gress to consider bitcoin’s legal status. Shav-
ers claimed that he could not be prosecuted 
for securities fraud because bitcoin was not 
money. However, the judge in the case, Amos 

Mazzant, issued a memorandum in which he 
argued that bitcoin can be used as money.45

In response to a request by the U.S. Senate 
in August 2013, inquiring about the threats 
and risks relating to virtual currency, several 
law enforcement agencies expressed concern 
that the lack of a paper trail for regulators 
and enforcement agencies to follow for vir-
tual currency transactions needed to be ad-
dressed.46 The U.S. Department of Homeland 
Security requested policies and guidance 
related to the treatment of virtual currencies 
and information about any ongoing strategic 
efforts in the area.47 Although the U.S. De-
partment of Homeland Security was most 
concerned about the criminal use of bitcoin, 
the U.S. Department of Justice, the Federal 
Reserve, and the U.S. Department of Justice 
all acknowledged the legitimate use of vir-
tual currencies.48 The SEC argued that “any 
interests issued by entities owning virtual 
currencies or providing returns based on as-
sets such as virtual currencies” were consid-
ered securities and thus fell under its remit.49

The States 
Since every state has its own financial regu-
lators and laws, each approaches the regula-
tion of digital currency differently. California 
and New York have been the most aggres-
sive in their pursuit of bitcoin-related regu-
lation, while others, such as New Mexico, 
South Carolina, and Montana, do not regu-
late money transmitting businesses at all.50 
At this time, New York State’s top financial 
regulator has announced plans to regulate 
the use of bitcoins in that state sometime this 
year.51 

There is also a task force of state regula-
tors who are attempting to create a bitcoin 
“rulebook” in an effort to protect users of 
virtual currency from fraud while simultane-
ously avoiding stifling regulations of digital 
currency. 

David Cotney, Massachusetts Commis-
sioner of Banks, was appointed to head this 
“Emerging Payments Task Force,” which is 
a group of nine members of the Conference 
of State Bank Supervisors (CSBS). He stated 
that the group hoped to issue some type of 
model definitions, laws or regulations, and 
recommendations that could be referred to 
either federal colleagues or to Congress for 
consideration.52 

Foreign Regulation
In Canada, bitcoins are not considered legal 
tender, but transactions in digital curren-
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cies do fall under its tax rules that apply to 
barter and speculative assets.53 France does 
not regulate bitcoin at all, and, although it 
is not legal tender in Germany, it is consid-
ered a financial instrument similar to foreign 
currency that can be used for private trans-
actions or traded for other currencies.54 The 
European Central Bank has decided that bit-
coin meets only two of the three legal criteria 
for electronic money, and therefore the Euro-
pean Union (and Italy) are not quite sure 
how to treat bitcoin.55 Bitcoin is currently 
unregulated in the United Kingdom.56

Not every country, however, is as open to 
the current and future use of cryptocurren-
cies as is the United States and Europe. China 
has restricted banks from using bitcoin and 
Russia’s top prosecutor declared that bitcoin 
and all anonymous payment systems are il-
legal.57

Industry and Institutions
Industry has responded to growing regulator 
concerns with bitcoin and digital currencies 
by creating a committee to form a self-reg-
ulatory body called DATA. This committee 
is designed to encourage an open conversa-
tion with regulators. In addition, the Bitcoin 
Foundation has formed other committees to 
offer legal guidance, assist policy, and work 
with regulators. Bitcoin exchanges have also 
been attempting to secure MTB licenses at 
the state and federal levels, and some have 
avoided doing business with U.S. customers 
until this is resolved.58

At the institutional level, many banks are 
already acknowledging that cryptocurren-
cies are here to stay and may be the future 
of business transactions. Last year, JPMorgan 
Chase quietly filed a patent for a bitcoin-like 
payment system that included both digital 
wallets and user anonymity.59

Conclusion
Obviously, this is a developing area of tech-
nology and commerce just as a technology 
called the Internet was twenty years ago. 
Currently there are over a hundred crypto-
currencies in use, and, although bitcoin is the 
best known, it may eventually go the way 
of Netscape or Napster, which were once 
the leaders in their fields.60 There are those 
who predict that the almighty dollar might 
one day itself become a cryptocurrency.61 
Only time will tell whether digital currency 
becomes secure enough, regulated enough, 
and accepted enough to become the twenty-

first century’s preferred method of conduct-
ing business transactions.
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Case Digests

Motor Vehicle Dealer Act—Notice to Existing 
Dealership
LaFontaine Saline, Inc v Chrysler Group, LLC, No 146722, 
146724, 2014 Mich LEXIS 1037 (June, 10, 2014). The 
2010 amendment of the Motor Vehicle Dealer Act that 
expanded the relevant market area in which automobile 
manufacturers are required to notify an existing dealership 
of the manufacturer’s intent to establish a dealership selling 
the same line of vehicles does not apply retroactively. 
Thus, the six-mile relevant market area in effect in 2007 
governed the 2007 manufacturer-dealer agreement at issue 
in this case, and the supreme court remanded the case to 
circuit court for reinstatement of summary disposition in 
favor of the defendants.

Shareholder-Oppression Statute—Right to 
Jury Trial
Madugula v Taub, No 146289, 2014 Mich LEXIS 1281 (July 
15, 2014). Michigan’s shareholder-oppression statute (MCL 
450.1489) does not give a claimant a right to a jury trial and 
instead expresses a legislative intent to have shareholder-
oppression claims heard by a court of equity. There is also 
no constitutional right to a jury trial for claims brought 
under this statute. Violations of a shareholder agreement 
may constitute evidence of shareholder oppression 
under MCL 450.1489(3). Because the trial court erred by 
submitting plaintiff’s claim to the jury and allowing it to 
award an equitable remedy, the court of appeals erred by 
affirming the trial court’s judgment in favor of plaintiff. 
Therefore, the judgments of both the court of appeals and 
trial court were reversed, and the case was remanded to 
the trial court to determine whether, sitting as a court of 
equity, it could make the requisite findings of fact and 
conclusions of law or whether a new trial was necessary.

Employment—Severance Pay
Klein v HP Pelzer, No 310670, 2014 Mich App LEXIS 1286 
(July 8, 2014). Because there was no unilateral contract 
for severance pay and the employer properly revoked its 
severance pay policy, the plaintiffs were not entitled to 
severance when they later resigned. The trial court erred 
by finding that defendant breached an express contract 
to pay severance to the plaintiffs and granting summary 
disposition in favor of the plaintiffs for that breach. In 
light of the letters revoking the severance pay policy, 
the plaintiffs’ breach of implied contract and promissory 
estoppel claims also could not survive summary 
disposition.

Promissory Notes—Lender Liability Defense
Huntington Nat’l Bank v Daniel J Aronoff Living Trust, 
No 309761, 2014 Mich App LEXIS 1025 (June 3, 2014). 
In action by a bank to enforce several notes, letters of 
credit, and guaranties, the trial court did not err when it 

concluded that the undisputed evidence showed that the 
bank was entitled to summary disposition on its claims. 
The defendants did not dispute their liability and failed 
to support their proposed “lender liability” defense with 
evidence that the bank had breached a written agreement 
to loan them $5 million to extort more favorable terms at 
a later date. In addition, the trial court did not err when 
it determined that defendants would not benefit from 
further discovery or be able to cure the deficiencies in their 
position by an amendment to their answer.

Trademarks—Validity of Trademark
Travis, Inc, v Preka Holdings LLC, No 315560, 2014 Mich 
App LEXIS 1432 (July 31, 2014). The plaintiff owned a 
restaurant and had used a surname, “Travis,” as a mark 
in connection with the food-service industry since the 
1940s. It registered the “TRAVIS” mark in 1996 pursuant 
to MCL 429.34. The dispute leading to this action arose in 
2011 when the defendant began to operate a restaurant 
called “Travis Grill” in the same area as the plaintiff’s 
restaurant and licensees. The plaintiff sued the defendant 
for trademark infringement under MCL 429.42 in circuit 
court, and the court granted an injunction against the 
defendant’s further use of “Travis”-related marks. On 
appeal the defendant argued that the injunction should be 
reversed because the plaintiff’s trademark was not valid. 
The court of appeals held that the trial court had correctly 
ruled that the plaintiff’s “TRAVIS” mark had acquired 
secondary meaning and was thus a valid trademark 
under the Michigan trademark act. The court of appeals 
affirmed the trial court’s grant of a permanent injunction 
under MCL 429.43 because the plaintiff proved that it had 
priority, that the defendant’s mark was confusing, and 
that the defendant had used the confusing mark in the sale 
or advertising of services in Michigan.

Unemployment Insurance—Misconduct
Hodge v US Sec Assocs, Inc, No 311387, 2014 Mich App 
LEXIS 1319 (July 15, 2014). An airport security guard’s 
actions in accessing a computer to assist a passenger in 
violation of rules governing the use of computers was 
a good-faith error in judgment and did not constitute 
misconduct under the unemployment insurance statute. 
The circuit court did not err by addressing whether the 
agency’s decision violated the law and reversing the 
decision that claimant committed misconduct and was 
therefore disqualified from unemployment benefits.
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