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From the Desk of the Chairperson

By James L. Carey

Transitions

One year ends, another begins. And so
| it is with your Business Law Section
| and Business Law Journal. Industries
* come and go—buggy whips anyone?

| Transitions can be great, horrible,
tough, invigorating, scary, or mun-
dane. Often a combination of some or
all of those things. Tough to tell when you are in the
middle of it. Chances are you are going through a lot of
changes in any number of areas in your life.  hope your
changes bring you success in the long-run even if they
are tough in the short-run.

We are now well into a new year for the Business
Law Section. Lots of changes. New Business Law Sec-
tion website. New State Bar of Michigan Website. New
Chairperson. New Officers. New Schulman Award
Winner. New issues of our Business Law Journal.

Here in Michigan, we have certainly seen a lot of
transitions — the auto industry, the city of Detroit, Busi-
ness Courts, new tax policies, the Michigan Supreme
Court looking at whether the State Bar should remain
mandatory —no shortage of transitions around us. The
practice of law is certainly not immune from changes,
which is to say your practice of law is likely changing
just as my practice has changed.

And I like to think that’s where your Business Law
Journal, and Business Law Section, can be so valuable.
The Journal can help keep you current on changes that
may affect your livelihood. And if you come across
something worth sharing with your fellow attorneys,
write an article to help update us all. The Business Law
Section gives you a chance to meet and interact with
business lawyers from many different sub-specialties,
geographic areas, ages, and interests. From the newest
sole practioner to the most senior of big-law partners,
from the established, in-house counsel to the law stu-
dent, we have a lot to learn from each other. Organi-
zations like the Business Law Section and publications
like the Business Law Journal give us that chance. I am
humbled to be a small part of this tradition and a tiny
cog in the transitions that continually must happen for
us to grow.

Enjoy this issue of the Journal and think about how
you might contribute to it in the future. Check out the
Business Law Section webpage (www.michbar.org/
business/) and consider how you might get involved.
We have great committees in substantive areas, won-
derful activities, and some of the best people I know. Do
a little, or do a lot. But know that we are here. My transi-
tions have always been better when I work with others
rather than struggling alone.

And let’s take just a minute to thank past Chair Jeff
Van Winkle who finished a fantastic year as chair in

September. And to congratulate Diane Akers who was
chosen as the Outstanding Business Lawyer in Michi-
gan. Diane is a wonderful person who has had an ex-
emplary legal career. She was a natural choice to receive
this year’s Shulman Award from the Business Law Sec-
tion.

As for our other Business Law Section officers, com-
mittee chairs, directors, and council members —thank
you for your continued service to the Section and to our
over 3,400 members. You provide an invaluable struc-
ture and support for our activities. You do the work that
makes our section a productive and valuable resource
for the business lawyers of Michigan. And good law
makes for a good society. The needs of the people are
great, and our role in making things better is critical. Be-
cause at our core, we lawyers are problem solvers. Our
transitions often pale in comparison to the transitions
we help our clients through. Whether we litigate, draft
contracts, close deals, or negotiate resolutions, we are
at our best when we are solving our clients” problems.
Helping them through their transitions.

So thank you for being one of Michigan’s business
lawyers. Keep up the good work. And may your transi-
tions lead you to joy and to peace.
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By G. Ann Baker

Regulatory Boards and
Commissions Ethics Act

Public Act 96 of 2014 created the
Regulatory Boards and Commissions
Ethics Act.! The act was effective on
July 1, 2014, and supplements exist-
ing standards of conduct and disclo-
sure requirements for members of a
board in the Department of Licensing
and Regulatory Affairs that has au-
thority in regulatory actions concern-
ing private individuals or entities.
Section 3 of the act requires a board
member to disclose “any pecuniary,
contractual, business, employment or
personal interest that the board mem-
ber may have in a contract, grant,
loan, or a regulatory, enforcement,
or disciplinary matter before the
board. Disclosure is also required if a
spouse, child, or stepchild of a board
member is a director, officer, director
or indirect shareholder, or employee
of an entity under consideration for a
contract, grant, or loan or is the sub-
ject of a regulatory, enforcement, or
disciplinary action before the board.”

If a member has an interest, the act
requires the board member to refrain
from discussions with other board
members regarding matters before
the board in which the member has an
interest and to abstain from voting on
any motion or resolution in a matter
in which the member has an interest.
The act also requires a board member
to “use state resources, property, and
funds under the board member’s of-
ficial care and control judiciously and
solely in accordance with prescribed
constitutional, statutory, and regula-
tory procedures and not for personal
gain or benefit.”?

A list of prohibited conduct in
section 3(2) of the act® includes not
divulging to an unauthorized per-
son any confidential information ac-
quired in the course of the member’s
service on the board; not representing
the member’s opinion as that of the
board or department; not engaging
in a business transaction in which the
board member may profit from his or
her official position or benefit finan-
cially from confidential information
obtained as a board member; not ren-

dering services for a private or public
interest if that service is incompatible
or in conflict with the discharge of the
board member’s official duties; and
not participating in official capacity
as a board member in negotiating or
executing contracts, making loans,
granting subsidies, fixing rates, issu-
ing permits or certificates, or other
regulation or supervision relating to
a business entity in which the board
member or an immediate family
member has a pecuniary or person-
al interest, other than a 2 percent or
smaller interest in a publicly traded
company.

Section 4 of the act* provides that
a contract, grant, or loan is voidable
by the department unless the affected
member complies with the provisions
of the act. Section 5 of the act autho-
rizes an investigation to be conducted
by the director of the department or
his designee and grants him discre-
tion to refer the matter to the board
of ethics.® The legislature makes clear
in section 6 that it intends the act to
supplement existing law. Section 6
specifically lists provisions that con-
trol if there is a conflict with 2014 PA
96.°

Deregulation

Some of the recommendations of the
Office of Regulatory Reinvention
have been implemented by recently
passed legislation. Statutory provi-
sions regarding the regulation of
proprietary school solicitors, ocular-
ists, and community planners were
repealed effective June 11, 2014.7 In
addition, 2014 PA 163 abolished the
Carnival-Amusement Board effective
June 11, 2014.

Public Act 174 of 2014 amended
2004 PA 161 and repealed sections 4,
7,9, and 15 of the Michigan Immigra-
tion Clerical Assistant Act® regarding
creation and filing requirements for
a list of immigration clerical assis-
tants, effective June 17, 2014. Article
29 of the Occupational Code regard-
ing auctioneers was repealed by 2014
PA 151, effective June 24, 2014. Public
Acts 194 and 195 of 2014 amended
other statutes to remove references
to registered auctioneers. Public Act

193 of 2014 repealed section 601a of
the Occupational Code regarding in-
terior designers and is also effective
on June 24, 2014.

State Registered Trademark
and Entity Names

It is not uncommon for owners of a
corporation or limited liability com-
pany to assume that they can acquire
exclusive right to use a name by filing
either a formation document or a Cer-
tificate of Assumed Name with the
Corporations, Securities and Com-
mercial Licensing Bureau (CS&CL).
The Business Corporation Act and
Michigan Limited Liability Company
Act, however, provide that the fact
that a name complies with the act
does not create substantive rights to
the use of that name.’

In Travis v Preka Holdings, LLC,*
the Michigan Court of Appeals ad-
dressed the right to use a particular
name in a trademark infringement
case. Plaintiff and its predeces-
sors have used the mark “Travis”
since 1944 in connection with fam-
ily owned restaurants. Plaintiff reg-
istered the mark with the CS&CL in
1996. Defendant bought a restaurant
that had been licensed by plaintiff to
use the Travis mark. Defendant only
purchased the restaurant and did not
obtain a license from plaintiff to use
the mark. Defendant filed a certifi-
cate of assumed name with CS&CL
in 2012 for the name “Travis Grill.”
Defendant used Travis Grill on its
menus and in advertising and used
“famous Travis burger” on its menu.

The plaintiff filed an action to en-
join defendant from use of “Travis”
and related marks. The defendant ar-
gued that the plaintiff’s mark had not
acquired secondary meaning and was
not a valid trademark under MCL
429.31, et seq. The trial court held that
the “Travis” mark had acquired sec-
ondary meaning and granted the in-
junction. Defendant appealed to the
Michigan Court of Appeals.

The opinion discusses the state
trademark act and the right of an
owner of a registered mark to seek
an injunction against an infringer.
The court concluded that under MCL

5
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429.34(3), registration of the mark
with the state “is prima facie evidence
that plaintiff’s mark is valid, and the
burden of production shifts to defen-
dant to demonstrate that the mark is
not valid.” Applying common law
and the Michigan trademark and ser-
vice mark act,™! the court of appeals
held that “defendant failed to show
the plaintiff’s “Travis” mark was in-
valid, and plaintiff showed that: (1)
it had priority in the trademark; (2)
defendant’s marks confused consum-
ers and suggested the defendant’s
business was associated with plain-
tiff; and (3) defendant used confus-
ing mark in the sale or advertising of
services rendered in Michigan. The
court of appeals affirmed the lower
court decision.

A person selecting a name for a
business may search the list of regis-
tered marks, including their current
status, at www.michigan.gov/cor-
porations under Trademarks, Service
Marks and Insignias. The list is in pdf
format and updated monthly. Entity
names and assumed names may be
searched at www.michigan.gov/en-
titysearch.

10b-5 Reliance Requirement

In Basic, Inc v Levinson,'? the United
States Supreme Court adopted the
“fraud on the market” presumption
of reliance. An investor who buys or
sells at market prices may be consid-
ered to have relied on all public mate-
rial information, including misstate-
ments, allowing investors to rely on
the efficiency of the market to satisfy
the reliance requirement.

In Halliburton Co v Erica P John
Fund Inc,*® Halliburton asked the su-
preme court to overturn its decision
in Basic v Levinson. In its June 23, 2014
decision, the supreme court did not
overturn Basic but it did hold that de-
fendant could rebut the presumption
at the class certification stage by in-
troducing evidence to show a lack of
price impact. Previously, a defendant
could only introduce such evidence
showing a lack of price impact during
the merits stage of the proceeding.

NOTES

1. MCL 15.481-.486

2. MCL 15.483(1)(d).

3. MCL 15.483(3).

4. MCL 15.484.

5. Board of ethics was created under
section 3 of 1973 PA 196, MCL 15. 343.

6. Section 10 of article IV of the state
constitution of 1963; 1978 PA 566, MCL
15.181 to 15.185; 1968 PA 318, MCL. 15.301 to
15.310; 1968 PA 317, MCL 15.321 to 15.330;
1973 PA 196, and MCL 15.341 to 15.348.

7. 2014 PA 157 repealed 1963 PA 40
regarding proprietary school solicitors; 2014
PA 156 and 2014 PA 153 repealed Articles 27
and 23 of the Occupational Code, respectively,
regarding ocularists and community planners.

8. MCL 338.3451-338.3471.

9. MCL 450.1212(3), MCL
450.450.1217(1), MCL 450.4204(5), and MCL
450.4206(4).

10. No 315560, 2014 Mich App LEXIS
1432 (July 31, 2014).

11. 1969 PA 242, effective January 1, 1970.

12. 485 US 224 (1988).

13.134 S Ct 2398 (2014).
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TAX MATTERS NIV NSt

Tax Scams — Identity Theft, Phone Scams —We Are All Targets

The IRS released pursuant to IR-2014-
1, its annual “Dirty Dozen” list of
tax scams. As we head quickly into
another tax season, we should all be
vigilant for ourselves and our clients
of the ever-expanding con artists
using the tax system to prey on the
unsuspecting.

Identify Theft

We all probably know someone who
has had their identity stolen if, in fact,
not ourselves. Identity theft can take
many forms. The basic stolen credit
card number (often caught by your
credit card company very quickly) to
much more pervasive identity theft,
including cleaning out bank accounts,
opening credit card accounts, and use
of your identity for various transac-
tions. The recent well-publicized data
security breaches at major retailers
have put consumers at risk as we
become ever more “connected” and
cashless. The 2013 Federal Reserve
Payment Study issued by the Federal
Reserve Bank of San Francisco found
payments are increasingly card based
and cash, while in volume is still
dominant; in value cash only repre-
sents 14 percent of dollar volume.

Tax Return Filing

Imagine now that you or your client
dutifully files a tax return electroni-
cally (again, paperless) only to get an
e-mail back that the tax return was
rejected because a tax return was
already filed under that social secu-
rity number. The panic sets in imme-
diately. How do you file a tax return?
Are you in trouble? What else have
the thieves done? Indeed, one iden-
tity theft will prevent the filing of a
joint income tax return leaving the
other spouse in limbo. Does he/she
file a separate tax return to avoid pen-
alties; can you amend later? April 15
or October 15 are when many of these
incidents will be uncovered.

Quick action is critical. First, call
the IRS Identity Protection Special-
ization Unit, 800-908-4490. You need
to establish a record. Next, complete

IRS Form 14039 —Identity Theft Affi-
davit and submit the form to the IRS.
I recommend filing the “correct origi-
nal” tax return by certified mail or
overnight mail (including payment of
any tax balance due) with a letter of
explanation. You should also contact
the Social Security Administration
as the improper tax return can affect
your credits and tax. Outside of the
tax considerations, you should con-
tact your credit card companies and
banks to check for any suspicious
activity and pull your credit report as
well.

During the ensuing months fol-
lowing your report of identity theft
to the IRS, watch for any correspon-
dence from the IRS. The IRS computer
may “match” the bogus tax return to
your correct third-party records and
generate deficiency notices. Do not
ignore these notices as non-response
could lead to procedural assessments
and tax liens that are difficult to
unwind, adding insult to injury.

Telephone Scam

Increasingly, I have heard from
accountants and attorneys that their
client received a telephone call from
someone claiming to be from the IRS.
The calls range from “phishing” in
which there is an attempt to secure
bank account information, social
security numbers, and credit card
numbers, to demands for money.
The scam is often based upon an
alleged refund of taxes—the caller
needs to verify the identity of the
taxpayer and an account to wire the
refund. Of course, the wire will go
in the other direction. Another scam
involves a threat that the taxpayer
owes money to the IRS (some scams
seem to be searching public records
for federal tax liens), thereby adding
apparent credibility to the call. The
caller threatens that the taxpayer will
be jailed or have his driver’s license
revoked unless an immediate pay-
ment is made.

Note, these calls are frauds. Your
client should hang-up immediately. If

your client owes taxes, call the IRS or
seek counsel to help set-up a payment
arrangement or some other appropri-
ate resolution. Your client can also
call the Treasury Inspector General at
800-366-4484 to report the incident.

Recent reports indicate that scam
artists are taking taxpayer informa-
tion and contacting international
financial institutions directly, pos-
ing as the IRS seeking information
about specific U.S.-based clients. The
alleged reasoning is compliance with
the Foreign Account Tax Compliance
Act (FATCA). FATCA was the topic
of a previous article. The institutions
are solicited for account balances and
even passwords. The IRS does not
solicit such information by telephone
or e-mail but, like computer hackers,
these scammers probe for weakness-
es in the system, and even one unsus-
pecting clerk can provide a financial
windfall. Both you and your clients
should take steps to ensure their
financial institutions have strong fire-
walls to protect their privacy from
illegitimate inquiries.

Lastly, scam artists abound pro-
moting all manner of grandiose spe-
cial tax credits and deductions. These
claims range from “one-time” IRS
special deals and programs to special
credits for reparation and mortgage
forgiveness. The IRS website (www.
irs.gov) can help identify such scams,
or your client should contact a repu-
table tax professional. Your client
should keep in mind that tax-return-
preparer fraud is a major problem.
Taxpayers must understand that
even if they acted in good faith, they
are ultimately responsible to pay any
additional tax and interest, and possi-
bly penalties, from the actions of their
tax return preparer. IRS Fact Sheet
2014-5 offers IRS advice on choosing
a tax preparer. However, referrals
from trusted sources are usually best.
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By Michael S. Khoury and Jeremy D. Bisdorf

What's in a (Business) Name?

As business lawyers, we often advise
clients on how to set up their busi-
nesses, and one item that frequently
arises is the company name. We
counsel them to research whether a
name is available for use in the state
of organization. We also recommend
that the company check to be sure
that trademark rights of third par-
ties will not be violated and that an
Internet domain name that makes
sense can be secured. We talk about
the U.S. Patent and Trademark Office
(USPTO), but rarely are the rights
under state law given much credence.
Also, if a person’s name is involved,
the analysis gets tricky.

Let’s set the context. The registra-
tion of a trademark with the USPTO
provides the owner with many rights.
For example, a federal trademark reg-
istration through the USPTO allows
whomever is first to register a mark
to have priority over others in any
territory in the United States in which
the mark is not already being used.
The owner also has access to the fed-
eral courts to enforce these rights and
to the U.S. Customs and Border Pro-
tection to prevent the importation of
goods that infringe registered marks.
When one looks at the rights that are
available under Michigan law for a
state registered trademark, though,
they seem very limited, even though
the process is easier and the cost is
lower.

In Michigan, a trademark or ser-
vice mark can be registered with
the Michigan Department of Licens-
ing and Regulatory Affairs by fil-
ing an Application for Registration
of Trademark/Service Mark (Form
CSCL/CD-600). The filing fee for this
application is $50. By making this fil-
ing, a registrant’s trademark rights
are recorded in the state of Michi-
gan’s List of Registered Marks, and
the mark then becomes subject to the
protections of Michigan’s Trademark
Act! which provides a registrant
with certain injunction rights and the
potential to obtain monetary dam-
ages against infringers.?

In July 2014, the Michigan Court
of Appeals issued a decision in a
business name dispute between
two restaurant owners. Janet Tra-
vis, Inc v Preka Holdings, LLC, doing
business as Travis Grill®> This was a
trademark case that summarizes and
describes the application of Michi-
gan trademark law. The dispute in
Travis involved business names and
marks used in connection with the
promotion of the parties’ respec-
tive restaurants. The plaintiff and
its predecessors had been using the
mark “TRAVIS” in connection with
their restaurant since 1944 and had
obtained a state of Michigan trade-
mark registration for their mark in
1996. This registration remained in
place during the litigation. In 2011,
the defendant bought a restaurant
that was previously licensed to use
the plaintiff's “TRAVIS” mark, but
the defendant purchased only the
restaurant and did not retain a license
to use the “TRAVIS” mark. How-
ever, the defendant did file a certifi-
cate of assumed name with the state
of Michigan and changed the name
of the purchased restaurant from
“Travis of Chesterfield” to “Travis
Grill.” The defendant continued to
market its restaurant services under
the “TRAVIS” mark and also adver-
tised a “famous Travis burger” on its
menu. The plaintiff filed suit against
the defendant to enjoin it from fur-
ther use of “TRAVIS” related marks.
The trial court ruled in favor of the
plaintiff and granted the injunction.

In Travis, the court stated that there
are three sources of trademark law in
Michigan: common law, Michigan’s
Trademark Act, and the federal Lan-
ham Act.* The court indicated that a
plaintiff may bring separate trade-
mark-related claims under each body
of law.® Given that the mark “TRA-
VIS” was registered only with the
state of Michigan, the court analyzed
this case only in accordance with
the state Trademark Act.® The court
noted that owners of trademarks
registered under the Trademark Act
were entitled to seek relief to enjoin

the manufacture, use, display, or sale
of any counterfeits or imitations of its
mark by a third-party infringer.”

The Travis court recognized that
marks can be broken down into one of
four categories: 1) generic, 2) descrip-
tive, 3) suggestive, and 4) arbitrary or
fanciful.® The court noted that only
suggestive, arbitrary, and fanciful
marks were inherently distinctive
enough to qualify for trademark pro-
tection, that generic marks can never
qualify for trademark protection, and
that descriptive trademarks can only
qualify for trademark protection if
they become source identifiers for
consumers by acquiring “secondary
meaning.”

The defendant in Travis argued
that the “TRAVIS” mark was a sur-
name and therefore was not entitled
to trademark protection because the
mark was “descriptive.” The court
noted that because the plaintiff reg-
istered its mark with the state of
Michigan, the burden was then on
the defendant to show that the mark
lacked secondary meaning.? The court
believed that the defendant failed to
meet this burden with the trial court,
and as such the trial court properly
ruled in plaintiff’'s favor by granting
the injunction. When finding for the
plaintiff, the court took particular
notice of 1) plaintiff’s sixty years of
prior use of the mark, 2) defendant’s
use of the phrase “famous Travis
burger” on its own menu, and 3) mul-
tiple affidavits provided by the plain-
tiff showing evidence of actual confu-
sion by consumers. After contrasting
this evidence with defendant’s mere
assertion that there was no likelihood
of confusion between the various
uses of the marks, the court had no
trouble ruling for the plaintiff.

The Travis case serves to remind
us that certain intra-state related mat-
ters can raise important trademark
related issues that will not qualify to
be reviewed in federal court under
Lanham Act standards. As such, it is
important not to forget the potential
benefits that can be obtained from
properly filing trademark claims with
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the state of Michigan in appropriate
situations, including shifting the bur-
den to the other party, and that by
doing so we can successfully obtain
certain valuable benefits and protec-
tions for our client similar to those
provided under federal law.

NOTES

1. MCL 429.31 et seq.

2. See MCL 429.43.

3. No 315560, 2014 Mich App LEXIS
1432 (July 31, 2014).

4. 15 USC 1051 ez seq.

5. Travis at ¥12.

6. The court recognized that there
is much similarity between Michigan’s
Trademark Act and the Lanham Act. The
court noted that it was unclear if Michigan
intended the Trademark Act to be a direct
copy of the Lanham Act, but it was enacted
after the Lanham Act and its structure and
language cleatly parallel the initial version of
the Lanham Act. The court also noted that
Michigan’s Trademark Act bears a striking
resemblance to the Model State Trademark
Bill, which is patterned after the Lanham Act
and is used in all states except West Virginia,
Hawaii, Wisconsin, and New York. See Travis
at 11-12, citing 3 McCarthy on Trademarks §§
22.5 and 22.7.

7. Travis at *13 citing MCL 429.43(1).

8.1d. at ¥16-17 citing a “now-classic test”
formulated by Judge Friendly in Abercrombie
& Fiteh Co v Hunting World, Inc, 537 F2d 4 (2™
Cir 1976). Further, the court provided detailed
descriptions of each category and examples
of each.

9. 1d. at *22.
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IN-HOUSE INSIGHT By Janet Toronski

Transform Your Career: From the Legal Office to the Business Office

Whether you're a relatively new
lawyer or have been practicing for
years, you may think you'll continue
to practice law for the rest of your
career. After all, that's what all the
work in law school was for, right?
Maybe —maybe not. You might just
have the perfect education and expe-
rience to launch a business career.

I was seven years into my legal
career working as in-house counsel
at an automotive finance company
when I was approached to go on the
business side. Senior management
thought I could not only negotiate
complex commercial transactions but
also believed I could effectively com-
municate and sell to the company’s
customers. At first I was reluctant.
I figured that I had made the deci-
sion to become a lawyer, and that’s
what I should stick to. After some
more thought, I decided to give it a
try. Realistically, I figured I would
be back in the legal office inside of a
year. Twelve years later, I was still on
the business side of the automotive
finance business (but at a different
company) running the commercial
loan department.

There are a many issues to con-
sider before making a move from the
legal side to the business side. Each
person must make his or her own list
of “pros” and “cons” when consider-
ing such a big switch. Whether issues
end up in the pros or cons column are
very personal choices. For example,
as a lawyer, you are likely not making
business decisions on a daily basis.
While some of the legal issues sur-
rounding any given industry may be
black and white, lawyers often oper-
ate in the “gray” area of the law and
must advise their clients accordingly.
A good lawyer will help his or her
business client weigh the benefits and
risks of a business decision. Ultimate-
ly, however, that decision is up to the
businessperson. Do you find yourself
wishing you were in a position to be
making decisions yourself, or do you
thrive being the person providing
clarity and advice surrounding busi-
ness issues?

Consider the industry in which
you practice. Is it highly regulated?
Are you constantly giving your cli-
ents lessons on state or federal stat-
utes because the processes and pro-
cedures of running the business are
closely intertwined with the appli-
cable law? In the automotive finance
industry, areas of the law such as
secured transactions, fair lending,
and licensing are the foundation of its
business. Practically all of the busi-
ness people in that industry should
have at least a general understanding
of these laws. When you're a lawyer
in a particular industry and move to
the business side, you often have an
easier time making decisions since
you have a deeper understanding of
the rules and risks. That, in turn, can
lead to more thoughtful, better deci-
sion making.

One of the downsides of making a
move to the business side is not hav-
ing the background and experience
of many of the businesspeople who
came up through the ranks of the
company. When I made the move, I
entered the business side as a mid-
level manager. Most of my peers had
sat through the traditional chairs to
earn their way to that level. Some of
them were reluctant to welcome me
with open arms, as they felt I hadn’t
earned my way. I quickly learned,
as with everything else in life, that I
had my strengths and weaknesses. |
had a strong knowledge of the busi-
ness already, albeit from a legal view-
point, and I had strong relationships
with many of the businesspeople, as I
had served as their lawyer for seven
years. However, I never held the more
technical jobs that trained on the finer
details of finance and credit analysis.
But, I never pretended that I did. I
asked countless questions—to any-
one who would answer them. And, as
I moved up through the ranks, | made
sure I surrounded myself with people
who were really good at the things I
wasn't.

Do you like to manage people?
Are you good at it? (By the way, these
questions often have two different

answers). Hard work often leads to
promotions, and promotions often
lead to management roles. So, typi-
cally the better a person is at his or her
job, the more likely that person will
ultimately manage people. Whether
you're a lawyer or a businessperson,
being good at your particular job
does not, unfortunately, mean that
you are a good manager. We've all
seen really good, smart people prog-
ress to “department head” and fail
miserably in that role. This is a real
problem in many organizations, and
one that won't be solved easily. The
point for the purpose of this column
is to ensure that you honestly consid-
er whether or not you like to manage
people—and as importantly, wheth-
er or not you're good at it. As your
career progresses in the legal office,
you likely will be managing a group
of legal professionals. But, if you find
yourself on the business side, you
may find yourself managing a much
larger department with people of
diverse experiences and educations.
So, before you make a move to a posi-
tion with a high level of management
responsibility, honestly evaluate your
talents in that area before making the
jump.

I found that the best advantage a
lawyer has in finding success on the
business side is advanced critical
thinking skills. “Critical thinking”
is defined very broadly. It includes,
among other things, how one thinks,
analyzes, and assesses issues and
problems.  Good critical thinkers
thoughtfully consider all sides of
an issue or problem—not just their
own positions or views. Good critical
thinkers thoughtfully and persuasive-
ly articulate their positions on issues,
but they are equally prepared to
speak to the arguments against their
positions. I made critical thinking an
important topic of conversation with
my employees. I was surprised and
disappointed that many of our other-
wise good employees were not very
good critical thinkers. They always
knew their side of the story. They had
their upbeat sales pitch mastered.
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They could articulate all the reasons
why we should approve a credit file.
But, too often, they didn’t consider
“the other side.” Their sales pitch was
met with objections that they hadn’t
considered. They were asked about
the weaknesses of the credit file that
they hadn’t addressed. Of course, this
made them appear unprepared and
made others wonder whether all per-
tinent issues were considered. Criti-
cal thinking is an essential tool that a
lawyer can bring to the business side
and help spread throughout the orga-
nization.

If you think you're interested in a
business position, start talking about
it. Whether it's to your boss, your
clients, human resources, or your
colleagues, talk to people that you
trust who will give you honest advice
and feedback. And if you do make
the leap, submerse yourself, learn as
much as you can, and enjoy the expe-
rience. Someday, you may decide to
go back to the legal side, but if you do,
you'll be be a better lawyer because
of the experiences that you've had.

Janet Toronski was
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cial services group for six years.



Michigan v. Delaware — 2014

By Cyril Moscow and Richard D. Hoeg

Introduction

Michigan-based companies typically choose
either Michigan or Delaware for their state
of incorporation or organization. Delaware is
the most popular jurisdiction for formation of
out-of-state businesses. A 1996 article “Mich-
igan or Delaware Incorporation,” describes
the background of the corporate statutes and
considerations involved in deciding between
the two states.? A 2002 article supplemented
the 1996 article.? This article further updates
the comparison and adds analysis of the
similar considerations confronted when
deciding where to form a limited liability
company (LLC).

Although there are many differences in
structure and detail between the Michigan
and Delaware corporation statutes, both are
flexible in recognizing business needs. In
some areas, the Michigan Business Corpora-
tion Act (MBCA) borrows provisions from
the Delaware General Corporation Law.
Important Michigan provisions also come
from the Model Business Corporation Act
(“Model Act”).

In most cases, Michigan is the better
choice. The conclusion of the 1996 article
stated:

For the largest businesses headquar-

tered in Michigan, the overwhelming

choice for state of incorporation has
been Delaware. This choice is under-
standable because of restrictions under
the old law, the insignificance of the
additional annual cost to such corpora-
tions, the assurance that the Delaware

Legislature will be responsive to busi-

ness needs in amendments to the stat-

ute, the sophisticated courts, and the
familiarity of corporate advisors with

Delaware law. For closely held Michi-

gan businesses, it is almost always

preferable to incorporate in Michigan

to avoid the additional costs and liti-

gation exposure of incorporating else-

where. For medium-sized public cor-
porations, the choice is less clear and
the legal differences are not very sig-
nificant. Overall, cost savings and the
flexibility of the Michigan statute, anti-
takeover provisions, broader indem-

nification, and avoidance of Delaware
jurisdiction over the corporation and
its directors in litigation indicate that
Michigan should be favorably consid-
ered as a state of incorporation by the
management of Michigan-based busi-
nesses.’
These comments remain generally correct
today. For most Michigan-based corpora-
tions, there have been no significant changes
in the statutory or caselaw that make Dela-
ware the better choice. On the other hand, for
large public corporations, there still is little
reason not to ultimately choose Delaware.
The relative ease with which a Michigan- or
Delaware-based entity can now change its
jurisdiction of incorporation or organization
make “staying close to home” more attrac-
tive for initial organization.

Delaware’s Preeminence

Corporations

The national preference for Delaware as a
state of incorporation is clear, particularly
for the largest corporations. Of the Fortune
500 companies, 65 percent are incorporated
in Delaware and only three (Stryker Corpo-
ration, DTE Energy Corporation, and CMS
Energy Corporation) are incorporated in
Michigan. As of June 30, 2014, of the 102 cor-
porations headquartered in Michigan with
a class of equity securities registered under
the Securities Exchange Act of 1934, 34 were
incorporated in Delaware and 45 in Michi-
gan. Many of the Michigan corporations
were local banks and bank holding compa-
nies. The 1996 article stated that at December
31, 1995, there were 219 comparable corpora-
tions headquartered in Michigan of which 80
were incorporated in Delaware and 123 were
incorporated in Michigan. The decline in the
number of Michigan corporate headquarters
is related to, but greater than, the national
decline in the number of reporting compa-
nies since 1995.

The reasons for Delaware’s preeminence
are often summarized by three major charac-
teristics. That state possesses:
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Although
there are
many
differences in
structure and
detail between
the Michigan
and Delaware
corporation
statutes, both
are flexible in
recognizing
business
needs.

1. A flexible corporation statute with
frequent amendments to keep it current with
business needs.

Delaware usually amends its statute every
year, while Michigan amendments are
adopted roughly every four years. There is
efficient administration of the Delaware stat-
ute reflecting the importance of maintaining
preeminence to the state government. Dela-
ware statutory amendments reflect current
issues. For example, a 2013 amendment that
loosened the requirements for short-term
mergers has itself already been clarified in a
2014 amendment.?

2. A sophisticated and responsive judicial
system for resolving corporate disputes
with a developed body of corporate
caselaw.

There are hundreds of corporate cases in
Delaware each year. The Delaware Court
of Chancery has five respected judges, and
appeals are made directly to a five-person
supreme court, many of whom served on the
chancery court.

In contrast, there are only about 25 cor-
porate cases that reach the Michigan Court
of Appeals each year, and almost all deci-
sions that are issued by the court of appeals
are unpublished. Further, most corporate
cases in Michigan deal with routine close
corporation matters concerning piercing the
corporate veil, oppression of minority share-
holders, or successor liability. The Michigan
Supreme Court hears corporate cases only
infrequently, and when it does, it decides
them slowly. The arrival of business courts in
Michigan may somewhat reduce the sophis-
tication gap at the trial level.

3. Familiarity and satisfaction of lawyers,
managers, and investors with Delaware
incorporation over many years.

The two factors described above created a
cultural acceptance of Delaware that made
it the presumptive choice for large national
businesses or corporations with out-of-state
or professional investors. That acceptance,
together with business’ resultant comfort
with various Delaware documents, adminis-
trative requirements, and precedents, serves
to continually reinforce and strengthen Dela-
ware’s standing in this arena. For example,
of the 71 venture-capital-firm-backed initial
public offerings in 2013, 69 were by Delaware
corporations.®

Despite these benefits, there are disadvan-
tages in Delaware incorporation. First, since
both domestic and foreign corporations must
pay Michigan franchise fees to do business in
Michigan, the costs imposed by Delaware are
an extra burden on Michigan- based corpo-
rations. In addition to the initial fee paid on
incorporation in Delaware, there is an annu-
al franchise tax based on the authorized
capital stock of a corporation that can
be imposed by the state at a maximum
value of $180,000 per year. Michigan cor-
porations ordinarily avoid Delaware taxes
for Michigan-based businesses.

Second, incorporation in Delaware cre-
ates greater risk of litigation in Delaware. As
stated in 1996:

An overriding disadvantage of the

Delaware court system for businesses

having no other contacts with Dela-

ware is the amenability of Delaware
corporations and their directors to
suit in Delaware.... A more subtle
disadvantage to the Delaware court
system is the greater likelihood that
shareholder litigation will be insti-
tuted against a Delaware corporation
than against a Michigan corporation.
The Delaware bar is sophisticated and
active in bringing shareholder litiga-
tion; the Michigan bar has only a few
lawyers who regularly appear on the
plaintiff’s side of shareholder litiga-
tion.... Although there is no empirical
evidence to support the conclusion, it

is probable that experienced plaintiffs’

lawyers in Wilmington or New York

would be more likely to institute a

shareholder class or derivative action

in Delaware against a Delaware cor-

poration, or its directors, than to bring

a suit in Michigan against a Michigan

corporation or its directors.’

This danger was worsened when, effective
January 1, 2004, non-resident officers, as
well as directors of Delaware corporations,
were made subject to suit in Delaware.? By
comparison, a Michigan-based corporation
doing business in Michigan will generally
be litigated against in Michigan courts, and
some lawyers feel that gives organization
in Michigan an additional advantage:
Michigan judges might be more likely to give
a “hometown” decision to Michigan-based
corporations.
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Limited Liability Companies

Since 1996, there has been a rapid growth in
the number of limited liability companies,
making that form of entity the preferred form
for closely held businesses (except where
issuance of publicly-traded securities is con-
templated). For the fiscal year ended Septem-
ber 30, 2013, 59,642 limited liability compa-
nies and 15,971 corporations were formed in
Michigan. For the year ended December 31,
2013, 109,169 limited liability companies and
34,234 corporations were formed in Dela-
ware.” The choice between Michigan and Del-
aware when forming limited liability compa-
nies has many of the same considerations as
the choice for corporations. In particular, the
preference of out-of-state investors and their
advisors for Delaware, based largely on gen-
eral acceptance and familiarity, is the same
for both forms of entity, even though there
are few limited liability companies with pub-
licly-traded securities. There are, however,
also some other differences that make Dela-
ware attractive to limited liability companies.
Cost. The difference in cost in operating a
Delaware LLC instead of a Michigan LLC is
much less significant than is the case in con-
nection with like-situated corporations. The
annual fee in Delaware is $250, and there also
would be a cost for a registered office. As is
the case for a Michigan-based corporation,
this cost is incurred in addition to costs asso-
ciated with operating a business in Michigan
as a foreign entity.

Amendments. Although there is not a fre-
quent need to amend a limited liability stat-
ute because of the absence of public company
issues and the flexibility of the form, there
are periodic amendments to the Delaware
statute. As an example of the Delaware flex-
ibility, the Delaware Act provides for a series
limited liability company (where liabilities
are intended to be isolated across multiple
series) while the Michigan act does not.™
Such innovations are likely to be added more
quickly in Delaware.

Flexibility. In general, the Delaware Lim-
ited Liability Company Act is derived from
the Delaware limited partnership act while
the Michigan act follows the structure and
provisions of the MBCA. The Delaware Act
expressly provides that “ [i]t is the policy of
the [act] to give the maximum effect to the
principle of freedom of contract and to the
enforceability of limited liability company
agreements.”" As a baseline rule, then, Dela-
ware favors a broader contractual approach

(subject to public policy concerns), while
Michigan is less flexible.

One major difference between the two
limited liability company acts that arises out
of this difference in philosophy is in the treat-
ment of management’s fiduciary duties. The
Michigan act carries over from the MBCA
a formulation of director duties as a stan-
dard of duties for managers. In contrast, in
Delaware there can be a limitation or even
elimination of manager fiduciary duties sub-
ject only to the implied covenant of good
faith and fair dealing. This ability to restrict
fiduciary duties is cited to be an important
factor in favor of the selection of Delaware
limited liability companies. Although Michi-
gan allows for limitations in the articles of
organization or operating agreement,” the
authorization is not as broad. Moreover, the
Michigan act features an oppression provi-
sion borrowed from the MBCA that gives
minority members recourse against manag-
ers or members in control.®®
Cases. There are many cases interpreting the
Delaware LLC act, and Delaware courts have
extensive corporation and limited partner-
ship precedents available. The sophistication
of the Delaware courts applicable to corpora-
tions should generally apply to LLCs as well.
Michigan courts also look to corporation
law in connection with LLC disputes, owing
in part to the Michigan LLC statute’s adop-
tion of provisions of the MBCA. As a result,
the issues of sophistication and timeliness
impacting the Michigan courts’ treatment of
corporations should likewise apply to their
treatment of Michigan LLCs.

Close Corporations

In 1997, the MBCA added section 488
which allows great flexibility in unanimous
shareholder agreements. This provision,
based on section 7.32 of the Model Act, per-
mits variation of corporate norms and allows
shareholders to organize their relationships
without the constraints of ordinary corpo-
rate rules. In addition to meeting the needs
of small businesses, section 488 is also help-
ful in corporate joint ventures and parent-
subsidiary relationships where the standard
corporate model is too restrictive.

MBCA section 489, covering sharehold-
er oppression, remains a valuable tool for
protection of minority shareholders in close
corporations. Delaware courts have rejected
general remedies for unfair conduct but will
enforce fiduciary principles to give some
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relief for wrongful acts of directors and con-
trolling shareholders. MBCA section 489 pro-
vides a more specific discretionary judicial
remedy.

Delaware still may be preferred for sub-
sidiaries of Delaware corporations because of
the administrative convenience of referring
only to a single state law, for corporate joint
ventures where the parties are more com-
fortable with Delaware law, and for busi-
nesses where financing sources are fearful
of possible Michigan peculiarities and desire
the familiar Delaware format. The ease in
which a corporation or LLC can now con-
vert to another form or change the state of its
organization, however, may make Michigan
organization viable even in these instances.

Capital Structure and Reorganizations

There is a major formal difference between
the capital structure permitted in Michigan
and the Delaware provisions. Michigan has
abolished the obsolete concepts of par value
and stated capital and the mysteries of deter-
mining “surplus.” Delaware continues to
have the archaic provisions, causing occa-
sional complications in corporate planning
for dividends and share repurchases.

Annual amendments to the Delaware
statute deal with perceived ambiguities in the
statute, caselaw developments, and financ-
ing issues. For example, in 2013, a Delaware
amendment provided for formula pricing in
public offerings,”® while in 2013 and 2014,
amendments addressed short-form mergers
after a person obtains a majority of the out-
standing shares.*®

Appraisal Rights

In the past several years, there has been
increased activity in Delaware in connection
with stockholder appraisal rights.!” Plaintiffs
have been successful in obtaining awards in
excess of the consideration offered in merg-
ers. The ability to assert claims with respect
to shares acquired after the announcement of
a proposed merger and the generous inter-
est rate (five percent over the prime rate)
has attracted the interest of hedge funds
that speculate on the outcome of merger
announcements and appraisal proceedings.
Michigan has some advantages: appraisal is
not available in Michigan if the consideration
received is cash or publicly traded shares, or
if the corporation had publicly traded shares
before the transaction,*® after-acquired shares
receive some special treatment,® and the

interest to be paid is the rate at which the cor-
poration pays its principal bank loans.?

There are other differences between the
statutes in the applicability of the appraisal
provisions: Delaware does not allow apprais-
al in connection with sales of assets and char-
ter amendments, while this is permitted in
Michigan.”

Directors

Delaware courts have a steady flow of cases
dealing with the fiduciary duties of directors.
In this area, however, the supposed advan-
tages of predictability of Delaware law and
judicial efficiency are not present. The deci-
sions are fact-intensive, and statements by
the Delaware Supreme Court involve elabo-
rate schemes of burden shifting that are dif-
ficult to interpret and apply.? Michigan has
a statutory statement of director and officer
duties.” In practice, however, the results in
the sparse Michigan authority are similar to
Delaware results. In matters affecting public
corporations, Michigan courts tend to look
to Delaware caselaw.? Accordingly, a claim
of Delaware judicial superiority and legal
certainty, while applicable in other areas, is
not applicable concerning fiduciary duties,
where the courts in both states apply general
standards to prevent abuse of the corporation
and its shareholders. The flexibility given by
the Delaware Limited Liability Company Act
allows the parties to negotiate and set forth
duties and responsibilities of managers in the
operating agreement.

The Michigan provisions on exculpation
of directors and indemnification are broader
than the comparable Delaware provisions.
Michigan follows the Model Act in allowing
exculpation and indemnification in situations
where Delaware would have imposed vague
limitations of “good faith” or “duty of loyal-
ty” breaches.” In addition, Michigan allows
indemnification for settlements of derivative
actions where Delaware does not.?

Litigation Bylaws

Since 2002, there has been explosive growth
in shareholder litigation involving corpo-
rate mergers. To cure the filing of suits in
multiple jurisdictions, corporations adopted
bylaws requiring suits be brought in a single
jurisdiction, typically Delaware. In 2013,
the Delaware Court of Chancery sustained
forum selection bylaws.” A similar result is
likely if a Michigan corporation designates
Michigan as a forum for shareholder litiga-
tion. In 2014, the Delaware Supreme Court,
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in response to a certified question concern-
ing a non-stock corporation, held permissible
a bylaw requiring the loser in a suit against
the corporation or its directors and officers
to pay the fees and expenses of the winner.?®
In a rapid response, the Delaware State Bar
Association proposed legislation prevent-
ing the adoption of “fee shifting” bylaws by
stock corporations. The Delaware legislature
delayed action on the proposal pending con-
tinued examination of legislation relating to
fee-shifting bylaws and other aspects of cor-
porate litigation.?®

As a result, since the MBCA has a similar
broad bylaw authorization, Michigan corpo-
rations appear to have the ability to adopt
forum selection as well as fee-shifting and
other restrictive bylaws, possibly making
Michigan corporations better able to regulate
shareholder litigation than Delaware corpo-
rations if restrictive legislation is adopted in
Delaware. Objections by the class action bar,
institutional investors and their advisors,
and the Securities and Exchange Commis-
sion, however, discourage public-corpora-
tion action to reduce shareholder litigation
through bylaw provisions.

Takeovers

Chapter 7A of the MBCA deals with corpo-
rate takeovers.® As initially adopted in 1984,
Chapter 7A was a “fair price” statute direct-
ed at two-tier tender offers. In 1989, Chap-
ter 7A was amended to add a restriction on
business combinations for five years without
a supermajority vote, thereby effectively con-
verting the original “fair price” statute into
a more protective business combination law.
In 2013, the MBCA was amended to make
Chapter 7A inapplicable to Michigan corpo-
rations that do not have stock registered with
the SEC under section 12 of the Exchange Act
in place of a more restricted formulation. As
a result, some Michigan corporations that
would have previously been subject to the
chapter are no longer covered.

Chapter 7B,* a control share act that was
added to the MCBA in 1998, was repealed in
2009 after experience showed that the act had
unintended consequences in trapping parties
other than the corporate raiders that it was
designed to hinder.

Delaware section 203, adopted in 1988,
was intended to strike a balance between a
free securities market and the need to limit
abusive takeover tactics. The exclusions in
the statute, notably the exclusion for busi-

ness combinations with a holder of 85 per-
cent of the voting stock, make section 203 less
a deterrent than chapter 7A.*

Shareholder rights, or “poison pill” plans,
are the main protective devices against hos-
tile tender offers in both states. The Michi-
gan 2001 statutory amendments removed
lingering doubts as to the effectiveness of a
poison pill plan in Michigan. Under section
342a of the Act,* Michigan corporations, like
Delaware corporations, can adopt poison pill
option plans. The 2001 amendments did not
address the problems of continuing direc-
tor and other poison pill innovations or the
fiduciary duties of directors in maintaining
plans. In this area, Michigan courts are likely
to follow Delaware courts in striking down
extreme defensive provisions, especially
those limiting shareholder voting rights.

Miscellaneous Provisions

Michigan has not adopted various provisions
found in Delaware such as those facilitating
majority voting® and formation of holding
companies.® In 2013, Delaware authorized
a form of public-benefit corporation.® Bills
have been introduced in the Michigan legis-
lature from time to time concerning public-
benefit corporations but no final action has
been taken.

While not directly related to the gover-
nance of an entity organized under either
Michigan or Delaware law, it is worth not-
ing that state-based “crowdfunding” initia-
tives are generally only permitted under
federal and state securities laws based on the
fact that the related funding all takes place
on an “intrastate” basis. In particular, Michi-
gan’s crowdfunding legislation (made law in
December 30, 2013, by adoption of new sec-
tion 202a of the Michigan Uniform Securities
Act®) requires as an initial condition that the
entity seeking such financing is an entity that
is incorporated or organized under the laws
of Michigan.

Conversion as Initial Strategy

While the differences between Michigan and
Delaware described in this article can be sig-
nificant, neither corporations nor LLCs are
as locked into their states of organization as
they were in 1996. Where changing an enti-
ty’s domicile would before have required a
cumbersome merger or similar transaction,
in 2009 and 2010, Michigan passed amend-
ments to the MBCA and LLC act allowing for
the conversion of Michigan businesses into
entities organized in Michigan or another
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state, provided that the state in question had
passed similar laws. As the Delaware acts
also provide for conversion rights, the two
states” laws now work together to permit
relatively streamlined movement between
them. Most notably, a Michigan entity’s
conversion solely to change the state of its
organization does not need to go through
the appraisal rights process. As a result, the
question of where a company should initially
incorporate or organize (and in what form)
can be made with a greater emphasis on the
needs of the entity (and its investors and
shareholders) in the present, rather than on
what needs it might have in the future; and
since a Michigan entity can easily become a
Delaware entity when the institutional inves-
tors come around, businesses may want to
consider avoiding the early costs and logisti-
cal issues that arise from initially organizing
in another state.

Conclusion

Michigan has not sought to attract out-of-
state business incorporations and limited
liability company formations. With respect
to corporations, Delaware has a preeminent
position in attracting incorporations, and its
frequent statutory amendments are designed
to meet the needs of large, publicly traded
corporations incorporated in that state. Michi-
gan courts cannot match the expertise and
efficiency of the Delaware courts. Michigan,
however, has a modern corporation stat-
ute with some advantages in certainty, clar-
ity, and flexibility over the Delaware statute.
Michigan has the advantage in cost savings
and litigation avoidance.

The conclusion remains the same as in
1996: for closely held Michigan businesses
operating as a corporation, Michigan incorpo-
ration usually is the best corporate choice. For
most publicly traded corporations, Michigan
incorporation should be as advantageous as
Delaware incorporation and less expensive.
For those Michigan-based corporations that
rank among the largest in the nation, nota-
bly the major automobile manufacturers,
Delaware incorporation will remain the most
attractive because of the complex financing
and major-shareholder-litigation issues that
affect those corporations. In the choice of
Michigan or Delaware for limited liability
companies, most practitioners will choose
Michigan for Michigan businesses. As with
corporations, where there are investors or
investor counsel from outside of Michigan,

Delaware will be preferred. The availability
of conversion as a relatively low cost option
for entities, regardless of their initial state of
organization, should also play a factor.
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Madugula v Taub: The Supreme
Court Clarifies Some Shareholder
Oppression Questions

By Frederick A. Berg, Jr. and Justin G. Klimko

On July 15, 2014, the Michigan Supreme

Court unanimously held in Madugula v Taub*
that shareholder claims for wrongful oppres-
sion brought under MCL 450.1489 are purely
equitable in nature, triable only to the court
without a jury, even when the relief sought is
money damages. It further held that breach
of a stockholders’ agreement may be evi-
dence of wrongful oppression, although
it will not automatically establish a claim
under the statute.

Plaintiff Madugula sued co-shareholder
Taub following termination of Madugula’s
employment with defendant Dataspace, Inc.,
a closely held company. Madugula and Taub
owned 36 percent and 64 percent, respective-
ly, of Dataspace’s outstanding stock. Madu-
gula’s complaint asserted several causes of
action, all of which were dismissed prior to
trial except his shareholder oppression claim
under section 489.

The trial court permitted the jury to
decide the oppression claim and to deliber-
ate over all forms of relief sought by Mad-
ugula. The jury awarded damages and also
required the defendants to repurchase Mad-
ugula’s shares at a price determined by the
jury. Taub appealed, claiming that it was
error to permit the jury to require repurchase
of the shares, since this remedy is equita-
ble in nature. Taub also asserted that Mad-
ugula’s complaint centered on Taub’s fail-
ure to observe the supermajority voting pro-
visions of a stockholders’ agreement; Taub
maintained that such a claim could not be
the basis for a shareholder oppression claim,
only a breach of contract claim. The court
of appeals rejected Taub’s arguments and
upheld the trial court. Taub sought leave to
appeal to the Supreme Court.

In granting leave to appeal, the supreme
court framed the following questions: (1)
whether claims brought under section 489
are equitable claims to be decided by a court
of equity; (2) whether the provisions of a
stockholders’” agreement can create share-
holder interests protected by section 489; and

(3) whether Madugula’s interests as a share-
holder were interfered with disproportion-
ately by the actions of Taub, where Madugu-
la retained his corporate shares and his cor-

porate directorship.?

In its Madugula opinion, the Supreme
Court evaluated both the history of the
shareholder oppression statute and the con-
stitutional arguments regarding right to trial
by jury, then it reversed and remanded to the
trial court, holding that oppression claims
brought under section 489 are equitable in
nature, triable in a court of equity, and trial
by jury was reversible error.

Although it acknowledged that dam-

ages are “generally considered legal relief

awarded by a jury,” the Supreme Court not-

ed courts of equity also may award damag-
es and found that, based on the history of
section 489 and its predecessor, former sec-

tion 825, “we cannot conclude that the Leg-
islature intended to provide a jury right for
claims of shareholder oppression under §

489.”° Prior to the 1989 amendments to the
Business Corporation Act (BCA) that added
section 489, shareholder oppression reme-
dies were provided in section 825, which was
part of the BCA chapter addressing dissolu-
tion. The Supreme Court stated that actions
under section 825 clearly had been equita-
ble. The 1989 amendments moved this sec-
tion to the shareholder rights section of the
BCA and added money damages to the non-
exhaustive list of remedies for oppression.
The Supreme Court held that moving the
location of the oppression statute and adding
money damages merely clarified that a mon-
ey damages remedy was within the pow-
er of a court of equity to award and did not
change the nature of the claim or give rise to
ajury trial right.

The Supreme Court next evaluated
whether, even in the absence of legislative
intent, a right to trial by jury for an oppres-
sion claim was protected by the Michigan
Constitution. This required the court to deter-
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mine whether a section 489 claim “is simi-
lar in character to a claim that afforded the

right to a jury trial at the time the 1963 Con-

stitution was adopted.”® The court cited an

1892 Michigan Supreme Court opinion hold-
ing that in cases of fraud or breach of trust,
the “jurisdiction of a court of equity reaches

such a case.”” It then found oppression cas-
es were analogous to shareholder derivative

claims® and common law claims for disso-

lution,® which are both equitable in nature.
Finally, it found that the flexibility of reme-
dies required to address the complex nature
of shareholder disputes made juries unsuit-
able to “devise specific remedies...deal with
complicated interests, or with relief given in
successive stages or adjusted to varying con-
ditions,” concluding that “courts of law are
inadequate to protect the rights and inter-

ests of creditors and stockholders.”*® Thus, it
held that an oppression claim was not of the
type that would have given a right to a jury
trial prior to adoption of the 1963 Constitu-
tion.

The Supreme Court also held that the
form of relief sought by the plaintiff did
not dictate the outcome, since the trial court
“was free under the language of the statute
to grant relief as it considered appropriate,

or none at all....”** A court that can fashion
a remedy “regardless of what the claimant
seeks” is a court of equity. The availability of
money damages under the statute does not
“change the overall equitable nature” of a

section 489 claim.*?

Of significant interest to future section
489 claimants, the court also held that breach
of a stockholders’ agreement can be evidence
supporting an oppression claim.” After not-
ing that “willfully unfair and oppressive
conduct” occurs under the statute when the
alleged conduct substantially interferes with
interests of the shareholder as a sharehold-
er, it acknowledged that the courts have
never specifically identified or enumerated
those interests. A shareholder’s relationship
with the corporation is ““contractual in its
nature,”” the court stated, and arises under
the corporation’s articles of incorporation
as well its bylaws and the governing stat-
utes.™ One of those statutes, section 488 of
the BCA™ allows shareholders of closely held
corporations to modify BCA default rules. In
the instant case, the court determined that
“the shareholders entered into a stockhold-
ers’ agreement that modified the sharehold-

ers’ statutory rights and interests as share-
holders. Because these modified rights and
interests are statutorily effective among
shareholders and the corporation, evidence
of a breach of these rights or interests may be
evidence of shareholder oppression.”** How-
ever, the court was careful to state that vio-
lation of one of those rights does not auto-
matically establish oppression since, under
section 489, oppressive conduct must be “a
continuing course of conduct or a significant
action or series of actions that substantially
interferes with the interest of the sharehold-
er as a shareholder.”"” The Supreme Court
left it to the trial court on remand to deter-
mine whether and to what extent any breach
would constitute evidence of oppression in
this case.

Many future cases may include claims of
breach of a stockholders’ agreement or a buy/
sell agreement alongside wrongful oppres-
sion claims, often arising from the same set
of facts. Oppression claims under section 489
will be tried only to the bench, which will
have the sole authority to fashion remedies,
while breach of contract claims arising from
the same circumstances may be tried to a jury
where one is requested. Claimants will need
to evaluate carefully their facts, their desired
remedies, and the disposition of their trial
judge when deciding what claims to bring to
trial. Proving breach of contract will not nec-
essarily be sufficient to establish oppression,
although in appropriate situations it may
help establish the predicate acts on which a
finding of oppression is based.
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Shareholder Oppression Update

By Bruce W. Haffey

Introduction

The owners of a closely held business may
have complex relationships. They are typi-
cally active in the business, serving in mul-
tiple roles as executive management, full-
time employees, and perhaps as lenders.
There may be multiple business entities, and
long-term personal and family relationships
may interweave with business relationships.
Issues may fester for years due to the lack of
marketability of shares before blowing up
into a dispute.

When things go wrong, aggrieved par-
ties may allege breach of fiduciary duty and
oppression on the basis of conduct such as
the failure to share information, engaging in
related party transactions, personal use of
business assets, the usurpation of business
opportunities, and similar conduct. Other
claims are as varied as the facts and circum-
stances and may include breach of contract,
breach of covenant not to compete, unjust
enrichment, slander, defamation, and fraud.

Statutory Background

The Michigan Business Corporation Act!
(“MBCA”) and Michigan Limited Liability
Company Act® (the “LLCA”) each codifies
the fiduciary duties owed by management
to the company and establishes a cause of
action for oppression by a shareholder or
member against those in control. A number
of cases have addressed the scope of these
rights and duties, such as the meaning of
oppression, whether these rights are deriva-
tive or direct causes of action, whether they
are legal or equitable, statutes of limitations
and available remedies, and the law contin-
ues to develop. The purpose of this article is
to provide a brief overview of the applicable
law and discuss several recent cases, focus-
ing on the oppression statutes. Since the cor-
porate and LLC statutes are essentially iden-
tical, some of the discussion in this article
may reference one statute or the other but
applies equally to both.

The current codification of the fiduciary
duties of corporate officers and directors was
added to the MBCA in 1989, and the fidu-
ciary duties of LLC managers was included
in the original LLCA in 1993. Both impose
duties of loyalty, care, and good faith.?

Similarly, the cause of action for oppres-
sion was added to the MBCA in 1989 and was
included in the original LLCA in 1993. As
originally enacted, each statute established
a cause of action by a shareholder or LLC
member against the “directors or those in
control,”* or against the “managers or mem-
bers in control” for conduct that is “illegal,
fraudulent, or willfully unfair and oppres-
sive” to the corporation or shareholder, or to
the LLC or member.® As originally enacted,
no definition of oppression was provided.

In 2001, each statute was amended to
include a definition. Willfully unfair and
oppressive conduct was defined to mean
“a continuing course of conduct or a sig-
nificant action or series of actions that sub-
stantially interferes with the interests of the
shareholder as a shareholder”” or “of the
member as a member.”® However, the stat-
utes further provided that the term does not
include conduct or actions that are permitted
by an agreement, the articles of incorpora-
tion or bylaws of a corporation, or the arti-
cles of organization, operating agreement or
other agreement of an LLC, or a consistently
applied written policy or procedure.’

A number of states developed a doctrine
of reasonable expectations, under which the
frustration of the reasonable expectations of
a shareholder or LLC member of a closely
held business constituted oppression. Keep-
ing in mind the multiple roles of owners of
closely held businesses, reasonable expecta-
tions might include expectations of employ-
ment, lifetime employment or employment
terminable only for cause, compensation
commensurate with ownership, a seat on the
board of directors, and participation in man-
agement."

Franchino v Franchino

In the 2004 case of Franchino v Franchino,"
the Michigan Court of Appeals rejected
the reasonable expectations doctrine under
Michigan law. In Franchino, a father and son
worked together for over 25 years, and were
the only shareholders and directors. The
father owned 69 percent of the shares, and
the son owned 31 percent. The son’s employ-
ment could be terminated only by the unani-
mous vote of the board of directors. Ulti-
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mately, the father removed the son from the
board of directors and then caused the board
of directors to terminate his employment
after the son refused to agree to restructure
their buy-sell arrangements to accommodate
the father’s estate planning objectives.

The son claimed oppression and argued
that shareholders in close corporations have
reasonable expectations of serving on the
board of directors, participating in manage-
ment, and of receiving their share of corpo-
rate profits or dividends through their sala-
ries. The son noted that his and his father’s
salaries averaged approximately $500,000
per year, whereas dividends were only about
$3,100 per year. The son argued that the ter-
mination of his employment, his removal
from the board of directors, and the amend-
ment of the corporate bylaws to change the
composition of the board of directors, defeat-
ed his reasonable expectations as a share-
holder and, therefore, constituted oppressive
conduct that affected his interests as a share-
holder within the meaning of the MBCA.

Notwithstanding the sympathetic facts,
the Michigan Court of Appeals declined to
adopt the reasonable expectations test and
expressly rejected it. The court relied in part
on the different language in the Michigan
oppression statute compared to the wording
of statutes of other states that had adopted
the reasonable expectations test. For exam-
ple, the court noted the New Jersey statute
protected “minority shareholders in their
capacities as shareholders, directors, officers,
or employees,” and the South Carolina stat-
ute protects a minority “in his capacity as a
shareholder, director, or officer of the corpo-
ration.”’? In rejecting the reasonable expecta-
tions test, the court stated that the rights of
a shareholder “are typically considered to
include voting at shareholder’s meetings,
electing directors, adopting bylaws, amend-
ing charters, examining the corporate books,
and receiving corporate dividends,”" but
that rights as an employee or director were
not shareholder interests subject to protec-
tion under the statute.

2006 Amendments

In response to the Franchino decision,* the
Michigan legislature in 2006 amended the
definition of oppression to include a reference
to termination of employment. “Willfully
unfair and oppressive conduct may include
the termination of employment or limitations
on employment benefits to the extent that the

actions interfere with distributions or other
shareholder interests disproportionately as
to the affected shareholder.”™ A correspond-
ing amendment was made to the LLCA.'"
This resulted in a definition of oppression
that seems internally contradictory.

The first sentence of the statutory defini-
tion states that oppression is limited to con-
duct that substantially interferes with the
interests of the shareholder as a shareholder,
or the member as a member. The second sen-
tence suggests, however, that termination of
employment or limitations on employment
benefits or compensation may somehow
affect shareholder interests so as to constitute
oppression. This suggests a statutory intent
that shareholder interests are not limited to
voting, electing directors, adopting bylaws,
amending charters, examining books and
records, and receiving dividends as stated
in the Franchino decision, although the pre-
cise scope of shareholder interests remains
unclear.

The third sentence of the statutory defini-
tion states that oppression does not include
conduct or actions permitted by an agree-
ment, the articles, bylaws, or a consistently
applied policy or procedure. If a termination
of employment is permitted by an employ-
ment agreement, the third sentence would
preclude an oppression claim. If a termina-
tion breached an employment agreement
there would be a breach of contract claim,
and an oppression claim would be unneces-
sary. With this uncertain statutory definition,
in recent cases, courts have sometimes strug-
gled to apply the statutory definition to the
facts of the cases.

Recent Caselaw Developments

In Schimke v Liquid Dustlayer,"” decided under
the pre-2006 amendments, the majority
shareholder, Rademaker, proposed to cause
the corporation to redeem his shares of stock
at a price that was not offered to Schimke, the
minority shareholder. Schimke commenced
litigation claiming oppression, obtained a
temporary restraining order prohibiting the
proposed stock redemption by Rademaker,
and ultimately prevailed in a bench trial,
being awarded substantial damages in con-
sideration for his minority shares.
Rademaker argued there was no oppres-
sion because the transaction was not con-
summated, and that the proposed stock
redemption was a single act whereas oppres-
sion required a pattern of conduct or con-
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tinuing course of conduct. He also argued
that an award of damages was inappropriate
because the defendant had suffered no dam-
ages since the proposed transaction was not
consummated.

The Michigan Court of Appeals ruled
that the statute clearly defined oppression
as a “continuing course of conduct or a sig-
nificant action or series of actions.”'® Thus,
a significant single action could constitute
oppression. Having determined that Rade-
maker’s conduct constituted oppression,
the court had no difficulty finding that the
injunction and the award of damages were
remedies within the scope of authority grant-
ed under section 489.

Interestingly, in approving the award
of damages, the appeals court noted that
although the injunction prevented the pro-
posed stock redemption, Rademaker contin-
ued to cause the corporation to pay himself
and another shareholder generous salaries
while paying no dividends, thereby “receiv-
ing a benefit from their stock ownership,
while plaintiff received nothing.”* Notwith-
standing its decision in Franchino, and prior
to the 2006 statutory amendments, the court
of appeals indicated a shareholder interest in
compensation received from the corporation.

Also interesting is the lack of any dis-
cussion of the last sentence of the statutory
definition of oppression, stating that conduct
permitted by the articles of incorporation,
bylaws or consistently applied corporate
policies does not constitute oppression, since
there is no indication in the case that the pro-
posed redemption of Rademaker’s shares
violated any such organizational document.

In Arevelo v Arevalo,® a married couple
(Raymond and Kelley), who each owned 50
percent of a business, continued to be busi-
ness partners following their divorce. The
divorce judgment authorized the mainte-
nance of their prior salaries and positions,
including Raymond’s position as president.
After a couple of years, the relationship dete-
riorated, and Raymond quit and went to
work for a competing business.

Kelley claimed oppression by reason of,
among other things, Raymond taking com-
puters and other assets belonging to the busi-
ness, inducing key employees to quit, induc-
ing customers to quit, misappropriating cus-
tomer lists and customer files, and charging
personal expenses to the business. Incredi-
bly, the court ruled that such conduct did not
affect Kelley’s rights as a shareholder. “She

does not explain how Raymond’s alleged act
of ‘[ilnducing key employees to leave their
employment’ or his alleged act of ‘charging
personal expenses to the business’ affect-
ed her rights to vote at shareholder meet-
ings, to elect directors, to adopt bylaws, to
amend charters, to examine corporate books,
or to receive corporate dividends.”* While
the alleged conduct did not affect her vot-
ing rights, if true, they certainly would have
affected the value of the business, and there-
fore Kelley’s shareholder interest in the value
of her company and the amount of dividends
or distributions she might receive.

Interestingly, there was no discussion of
the control element of the oppression stat-
ute. Since Raymond and Kelley owned the
company 50 percent each, it might have been
argued that there was no oppression since
Raymond was not in control.

The Berger v Katz*?* case involved a plain-
tiff who owned one-third, and two defen-
dants who owned the remaining two-thirds,
of a business that distributed cleaning prod-
ucts and a related real estate holding compa-
ny that leased the premises to the operating
company.

Berger moved out of state and withdrew
from day-to-day operations. Shortly after-
ward, the defendants ceased distributions
to Berger and stopped consulting with him
on decisions. Berger complained and the
parties entered into an interim agreement
to pay monthly distributions as an advance
against profits, and monthly payments of
rental income, subject to year-end reconcili-
ation. Defendants eventually ceased pay-
ments under the interim agreement as well,
claiming a decline in the profitability of the
business, while at the same time increasing
the amounts paid to defendants as compen-
sation. Notably, the action was taken in com-
pliance with the corporation’s bylaws.

The Michigan Court of Appeals upheld
the trial court finding of oppression by rea-
son of ceasing the rental payments and profit
distributions to the plaintiff while increasing
the defendants” compensation and making a
capital call when it was questionable wheth-
er the company needed the money. The court
ruled that the statutory language to the effect
that oppression does not include conduct
permitted by the articles of incorporation,
bylaws, or an agreement “cannot be read as
permitting willfully unfair and oppressive
conduct under the guise of defendants’ gen-
eral authority to run and manage” the busi-
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ness.” The court also held that the “[p]lain-
tiff was receiving [compensation] as a result
of his status as a shareholder in this closely-
held corporation, as well as the work he per-
formed on the corporation’s behalf,” and that
therefore such amounts were recoverable as
shareholder interests protected under the
2006 amendment to the statutory definition
of oppression.*

In Wolding v Clark,” two shareholders
founded and operated several related busi-
nesses in the high risk insurance business.
Wolding desired to retire, and the parties
agreed on a plan under which Clark would
receive the salary previously paid to Wold-
ing, while Wolding would continue to own
50 percent of the stock of the company, serve
on the board of directors, and share equally
in dividends and distributions. Clark subse-
quently reduced dividend payments, which
was due allegedly to a decline in the business
and to the need for funds to open a couple
new stores. Wolding tried to return to work
and reassume his position as an officer, but
he was denied by Clark.

Wolding claimed oppression by reason of
the reduction in dividend payments and the
denial of his request to return to work. The
court ruled against him, relying in part on
the parties” agreement at the time of Wold-
ing’s retirement. The court ruled there is no
right of employment, and there was business
justification for the reduction in dividend
payments.

In Madugula v Taub,*® a case recently
decided by the Michigan Supreme Court,
Madugula began to work and eventually
became a minority shareholder of a business
founded by Taub. The shareholder agree-
ment between them required a supermajor-
ity vote for certain action, effectively requir-
ing Madugula’s consent, including a material
change in the nature of the business or the
compensation of the shareholders.

When the business struggled, Taub decid-
ed to change the focus of the business with-
out complying with the supermajority voting
requirement. Later, Taub terminated Madu-
gula, again without complying with the
supermajority voting requirement. Madugu-
la sued for oppression and in a jury trial was
awarded damages of $191,675. In addition
Taub was ordered to purchase Madugula’s
shares for $1.2 million.

Taub appealed to the Michigan Court of
Appeals and then to the Michigan Supreme
Court. One of the issues on appeal was

whether contractual rights established
under a shareholder agreement may give
rise to shareholder interests protected by the
oppression statute. The Michigan Supreme
Court held that the MBCA authorizes vot-
ing agreements and shareholder agreements
to establish rights and relationships between
shareholders and a corporation, and that
rights under such agreements may constitute
shareholder interests subject to protection
under the oppression statute.

Conclusion

Although the reasonable expectations doc-
trine has been rejected in Michigan, the
uncertain statutory definition of oppression
has left the scope of protected shareholder
or member interests uncertain. The statute
and some cases suggest that shareholder or
member interests may include employment
or may be affected by termination of employ-
ment, whereas other cases have held that
employment is not a protected interest. This
lack of clarity results in uncertainty as to the
scope of protected interests, and therefore
how to protect the interests and expectations
of clients engaged in a closely held business.
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Crowdpleasers? A Comparison of
Three New Methods of Securities
Crowdfunding for Small Businesses

in Michigan

By Mark A. Metz, D. Richard McDonald, and Shang Kong'

Introduction

Small businesses seeking to raise equity
capital have traditionally been constrained
by the investor protections imposed by the
Securities Act of 1933 (the “Securities Act”)
and the related regulations implemented by
the Securities and Exchange Commission
(“SEC”). Private securities offerings, exempt
from the SEC’s registration requirements,
have typically been the primary source of
startup and early stage capital for small
businesses. Access to capital in traditional
private offerings, however, is limited by a
restriction prohibiting the use of general,
widespread solicitation of potential investors.
SEC interpretations of this restriction limit
the investors to whom securities may be
offered and sold in a private offering to those
who have a preexisting relationship with the
issuer or with a broker or placement agent
hired to assist with an offering. The result
has been that small businesses are faced
with either offering to a limited supply of
funding sources, which may increase the cost
of funding and reduce the capital available,
or paying substantial commissions to a
placement agent with a longer contact list as
a means of expanding the base of potential
investors.

In reaction to the Great Recession of 2007-
2009 and the slow economic recovery that
followed, Congress passed the Jumpstart
Our Business Startups Act* (the “JOBS
Act”) in 2012, which made several changes
to the Securities Act to expand the options
for funding small businesses. The JOBS Act
directed the SEC to issue rules that would,
among other things, create an exemption
for crowdfunding® and an exemption
eliminating the ban on general solicitation
and advertising in the sale of securities in
unregistered private offerings sold only to
“accredited investors”* (the “Rule 506(c)
exemption”). Meanwhile, at the state level,
legislators in Michigan passed the Michigan
Invests Locally Exemption (“MILE”) Act®
in December 2013, which allows Michigan
small businesses to seek and obtain capital
from investors within Michigan using

crowdfunding techniques.® As a result of
these three new exemptions,” Michigan small
businesses are now able to market their
securities offerings to a larger “crowd” of
investors, increasing their chances of raising
the capital they need at an acceptable price.

The term “crowdfunding” is used to
describe a variety of broad-based fundraising
activities through the Internet or other
widely disseminated means directly to a
large number of potential investors. Most
crowdfunding occurring today, including
the crowdfunding popularized by funding
portals like Kickstarter and Indiegogo,
occurs on a “reward” basis. The funding
need is publicized on the funding portal
and the entrepreneur solicits either straight
donations or contributions in return for the
product or service offered by the business.
This activity typically does not involve
selling an ownership stake or a debt security
and therefore does not implicate federal or
state securities laws. Many small businesses
have had success raising limited amounts
of startup capital through this type of
crowdfunding.

The success of reward-based crowdfund-
ing has raised the question of whether there
are circumstances in which widely solicited
securities offerings could or should occur
without SEC registration, full Securities Ex-
change Act of 1934 (“Exchange Act”) report-
ing obligations, and the accompanying costs
and burdens. With the adoption of the MILE
exemption and the Rule 506(c) exemption,
as well as the coming federal crowdfund-
ing rules, small businesses now have more
exemptions available that permit broad mar-
keting of securities using the Internet and
other technology-based means without full
SEC registration and reporting obligations.®
The usefulness of these exemptions, howev-
er, varies. The policy choice to make invest-
ments in start-ups and other smaller and risk-
ier businesses more available to less affluent
and knowledgeable investors who may not
be familiar with the issuer or its management
carries with it the need for increased protec-
tion from potential fraud or investments that
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are likely to be highly speculative and risky.
As a result, the new exemptions come with
various conditions intended to provide addi-
tional protection for investors that may, un-
fortunately, impose limitations and obliga-
tions that will be viewed by small businesses
as too burdensome to justify use of the new
exemptions in lieu of the traditional private
offering exemption under Rule 506(b) of Reg-
ulation D.

This  article briefly reviews the
requirements of each of these exemptions
and then examines their practical usefulness
in comparison with each other. Although the
MILE exemption and federal crowdfunding
exemption are worthy attempts to expand the

capital raising options for small businesses
and allow them to take advantage of modern
technology to market the investment through
the Internet and social media, they impose
a number of conditions and obligations on
small businesses in the name of investor
protection that reduce their usability and are
likely to decrease their use in comparison to
the Rule 506(c) exemption, which offers much
more flexibility and has far fewer conditions.

The Requirements

The primary conditions and characteristics
of the three exemptions are compared in the
following chart.’

Rule 506(c) of
Regulation D
MILE Act Federal Crowdfunding (Proposed)
Limit on the | $2 million per 12 months $1 million per 12 months with None
Amount with audited or reviewed audited financial statements;
Raised financial statements; $1 $500,000 with reviewed financial
million per 12 months statements; $100,000 if neither
without audited or reviewed | audited nor reviewed financial
financial statements statements are provided
Limit on the | None None None
Number of
Investors
Investor Michigan resident None Accredited
Status
Issuer Status | Private Michigan entity; Private US entity Any company
cannot be an investment
company or Exchange Act
reporting company
Investment Investment limit of $10K per | If investor’s income/net worth is None
Limitation non-accredited investor; no below $100K, investment limit is
limit on investment by an the greater of $2,000 or 5% of
accredited investor annual income/net worth; if above
$100K, 10% of income/net worth
up to $100K.
Information | Disclosure Statement with Offering Circular with specific Form D notice of
Requirement | specific requirements filed requirements (including audited offering filed
with LARA 10 days before financials if greater than $500K); with SEC after
offering (including audited Form C filed with SEC before first sale. Some
financials if proceeds exceed | commencement of offering and 21 disclosure to
$1 million) days before first sale and provided investors may be
to intermediary and investors; necessary to
periodic updates required address market
or liability
concerns
Blue Sky Yes, filing with LARA as No, federal preemption under JOBS | No, federal
Compliance described above ACT preemption
Required?
Ongoing Yes, quarterly report to Yes, file Form C-AR annual report No
Reporting buyers including disclosure with SEC, including financials
Requirement? | of D&O compensation, meeting requirements in last
discussion of business offering circular
operations and financial
condition of issuer
Resale Cannot resell within 9 Yes, limited during first year Yes, 1 year for
Restrictions months after initial purchase resales by non-
to non-Michigan resident affiliates,
indefinite for
affiliates
Solicitation General solicitation and No advertising the terms of the General
Restrictions advertising permitted but offering but may advertise the solicitation and
only to residents of offering itself and direct investors advertising
Michigan. If offered through | to the intermediary permitted if
a website, filings required issuer reasonably
with LARA and website verifies each
must meet ongoing purchaser is Al
conditions and reasonably
believes each
purchaser is AI
Intermediary | No Yes, offering must be conducted No
Required through one intermediary
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Michigan Invests Locally Exemption Act
(MILE)

In addition to complying with the require-
ments of the MILE exemption summarized
above, all offerings under the MILE exemp-
tion must also satisfy the federal intrastate
exemption requirements under Section 3(c)
(11) of the Securities Act and SEC Rule 147.1°
This means, among other things, that the
issuer must be incorporated or organized
under Michigan law and that all offerees and
purchasers must be residents of Michigan."
Residency may be established for purposes
of the MILE exemption by examining any
state-issued identification, such as a driver’s
license or voter registration card.’

Under the MILE exemption, the issuer
cannot accept more than $10,000 from any
purchaser who is not an “accredited inves-
tor.”” In determining whether an investor
is accredited or not, the issuer may rely on
confirmation from a licensed broker-dealer
or another third party. In total, an issuer
may raise up to $1 million in any 12-month
period without having to provide audited or
reviewed financial statements to the Michi-
gan Department of Licensing and Regulatory
Affairs (“LARA”) or prospective purchas-
ers. The limit increases to $2 million in any
12-month period if the issuer provides LARA
and each prospective purchaser with audited
or reviewed financial statements for its most
recent fiscal year. Sales to controlling persons
are excluded for purposes of the aggregate
offering limits.

An issuer relying on the MILE exemption
has several filing and disclosure obligations.
First, it must file notice of the offering with
LARA (with a $100 filing fee) at least ten
days before commencing the offering. The
notice must include: 1) a claim that the offer-
ing will be made under the MILE exemption;
2) a copy of the disclosure statement that the
issuer will provide to prospective investors;
and 3) an escrow agreement with a bank or
other depository institution located in Michi-
gan where investor funds will be deposited."
Second, once the offering commences, the
issuer must furnish each prospective pur-
chaser with a disclosure statement that must
include, among other information, a descrip-
tion of the issuer, the identity of its directors
and officers and owners with more than ten
percent interest, the terms and conditions of
the offering, and the identity of individuals
and entities assisting the issuer in conducting
the offering and sale of the securities.”® Third,

the issuer must inform each prospective
purchaser that the securities offered are not
registered under federal or state securities
laws, are subject to limitations on transfer or
resale, and include legends to that effect in
the disclosure statement."” Fourth, the issuer
must satisfy certain other conditions such as
obtaining a certification from each purchaser
as to specified matters, directing all purchas-
es into an escrow account until the minimum
target amount is received, refraining from
paying insiders for offering or selling securi-
ties in the offering, and limiting the length of
the offering to 12 months after the first offer.
Finally, the issuer must provide to LARA
and the purchasers a quarterly report with
disclosures relating to management compen-
sation and the issuer’s business operations
and financial condition as long as any of the
securities issued under the MILE exemption
are outstanding.'®

The MILE Act contains no restriction on
the issuer’s ability to generally solicit or on
the means of advertising and solicitation.”
Thus, the issuer may advertise the offering
in person, through the Internet, or through
any other suitable means. However, because
all offers and sales must be made solely
within the state of Michigan to comply with
the applicable federal intrastate exemption
and the conditions of the MILE exemption,
there are practical limitations on the use of
media and the Internet that reach outside
the boundaries of the state. Recent SEC staff
interpretations make clear that any website
that is used would need to be structured to
limit access to information about the specific
investment opportunity to those investors
who affirmatively represent that they are
Michigan residents. Moreover, the con-
ditions of the MILE exemption require an
issuer that desires to make offers and sales
of securities through an Internet website, and
the operator of the website, to comply with
certain filing and disclosure requirements.*
For example, the website operator must file
a written notice with LARA that includes
the operator’s name, business address, and
contact information and states that it has
the proper authority to conduct business in
Michigan and is being utilized to offer and
sell securities under the MILE exemption.

Federal Crowdfunding

At the federal level, Title III of the JOBS Act,
which added Section 4(a)(6) of the Securi-
ties Act,? directs the SEC to adopt rules that
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would exempt interstate crowdfunding from
the registration requirements of Section 5 of
the Securities Act. The exemption under Title
III is not self-effectuating and requires the
adoption of rules by the SEC before it may be
used. In October 2013, the SEC released pro-
posed rules that would implement interstate
crowdfunding when adopted.” However, as
of mid-November 2014, the SEC has not yet
adopted the proposed rules and, therefore,
use of the federal crowdfunding exemption
is not yet permissible.

Under the proposed rules, a U.S. issu-
er can raise up to $1 million during the
12-month period preceding the date of the
transaction.** The total amount sold to any
investor by an issuer relying on the exemp-
tion during the 12-month period preceding
the date of such transaction cannot exceed:

a) the greater of $2,000 or 5% of the

annual income or net worth of such

investor, as applicable, if either the
annual income or the net worth of the
investor is less than $100,000; and

b) 10 percent of the annual income or
net worth of such investor, as appli-
cable, not to exceed a maximum aggre-
gate amount sold of $100,000, if either
the annual income or net worth of
the investor is equal to or more than
$100,000.”

The issuer will be required to file an offer-
ing document on Form C with the SEC and
provide the offering document to offerees
and the intermediary who has been chosen
to facilitate the offering. The disclosures
required by Form C include a description of
the financial condition of the issuer, disclo-
sure regarding the issuer’s officers, directors
and substantial shareholders, a summary of
the issuer’s business plan and other detailed
information regarding the issuer.” In addi-
tion, depending on the size of the offering,
issuers must provide reviewed or audited
financial statements to investors and the
intermediary.” The proposed rules would
also require the issuer to provide informa-
tion about the target offering amount, offer-
ing termination date, use of proceeds, the
nature of the securities being offered,”® and
the process to cancel an investment commit-
ment or complete the transaction once the
target amount is satisfied.” The issuer has
an ongoing obligation to amend the offering
document to reflect any material changes.

In addition, the issuer will be required to
file with the SEC an annual report on Form

C-AR after the completion of the offering
within 120 days after the end of each fiscal
year. Form C-AR will require much the same
issuer information as provided on the Form
C offering document along with financial
information updated through the end of the
most recent fiscal year.* This reporting obli-
gation continues until: a) the issuer becomes
subject to regular reporting obligations under
the Exchange Act, b) all securities sold in the
offering have been repurchased or are other-
wise no longer outstanding, or c) the issuer
winds down its operations. When eligible to
discontinue reports, the issuer will need to
make a short notice filing with the SEC to be
relieved of the reporting obligation.™

All federal crowdfunding offers and sales
must be transacted through an intermediary
that has registered with the SEC as a broker-
dealer or as a “funding portal,” a new type
of SEC-registered intermediary. Under the
proposed rules, the intermediary must take
a number steps to protect investors, includ-
ing providing issuer and risk-related disclo-
sures to prospective investors, ensuring that
each investor takes certain actions, causing
background checks to be run on each officer,
director and 20 percent shareholder of the
issuer, policing investing limits, and policing
the release or refund of proceeds. The issu-
er is also restricted from compensating any
intermediary to promote the offering.*

The issuer will not be permitted to adver-
tise the terms of the offering itself, but may
provide notice of the offering through adver-
tising or other means of general solicitation
that directs potential investors to the inter-
mediary. The notice may include no more
than a statement that the issuer is conducting
an offering, the name of the intermediary, a
link to the intermediary platform, the terms
of the offering and specified information
regarding the issuer.®

Rule 506(c) of Regulation D - Crowdfunding
to Accredited Investors

The most commonly used exemption from
registration is the traditional private offering
exemption under Rule 506(b) of Regulation
D,* primarily because it has few require-
ments and no limits on the size of the offer-
ing or the number of accredited investors to
whom securities may be offered or sold.*® A
condition to the Rule 506(b) exemption, how-
ever, prohibits the use of general solicitation
and advertising to market the offering. As
interpreted by the SEC, this restriction means

Under the
proposed
rules, a U.S.
issuer can
raise up to
$1 million
during the
12-month
period
preceding the
date of the
transaction.
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Rule 506(c)
exemption a
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many cases.

that issuers may sell only to investors with
whom they, or the placement agent or bro-
ker retained to assist with the offering, have
a preexisting relationship.

In September 2013, pursuant to the JOBS
Act directive, the SEC implemented the
Rule 506(c) exemption under Regulation D,
which has no restriction on general solicita-
tion and advertising. Unlike offerings under
Rule 506(b), issuers in a Rule 506(c) offering
are permitted to solicit all potential investors
through the Internet, advertising, investor
conferences, and any other lawful means,
regardless of whether a preexisting relation-
ship exists. Although not called crowdfund-
ing in the JOBS Act, new Rule 506(c) is, in
essence, a form of crowdfunding in which the
only intended investors are accredited inves-
tors. In order to comply with the new exemp-
tion, the issuer must reasonably believe that
all purchasers of the securities are accredited
investors as defined by SEC rules and take
“reasonable steps” to verify that each pur-
chaser in the offering qualifies as an accred-
ited investor.

While Rule 506(c) does not state specifi-
cally what steps are considered “reasonable”
to satisfy the verification requirements, the
rule provides four non-exclusive methods
of verifying the accreditation status of pur-
chasers who are individuals: 1) review the
purchaser’s federal tax forms; 2) review the
purchaser’s financial documents dated with-
in the last three months that include the pur-
chaser’s assets and liabilities; 3) rely on con-
firmation from a specified third party, such
as a registered broker-dealer or investment
adviser, who has satisfied the verification
requirement within the last three months; 4)
certify that the purchaser has had a preexist-
ing investment relationship with the issuer
as an accredited investor prior to the effective
date of Rule 506(c). The question of whether
an issuer has taken sufficiently reasonable
steps will otherwise be assessed on a case-
by-case basis. Issuers should take a flexible,
principles-based approach that considers
factors such as the nature of the purchaser,
the nature of the solicitation, the terms of the
offering, and the type of purchaser informa-
tion obtained.*

Comparison of Crowdfunding
Alternatives

Each fundraising method discussed above
has unique strengths and shortcomings.
There are, however, several practical limita-

tions with the MILE and federal crowdfund-
ing exemptions that make the Rule 506(c)
exemption a much more practical crowd-
funding alternative in many cases.

First, there is no limit on the amount an
individual investor can invest under Rule
506(c). In federal crowdfunding and MILE
offerings, there are fairly low limits on the
amount an investor may invest in an offer-
ing. As a result, an issuer seeking to raise
even a moderate amount of equity capital
will need to sell to a large number of inves-
tors, leaving the issuer with a large number
of shareholders post-offering. Many of these
shareholders may be unsophisticated and, in
any event, would present a significant chal-
lenge for management of a small business
with little or no investor relations experience.
Having a large number of equity investors
may also raise logistical problems for future
rounds of financing requiring sharehold-
er agreements or other adjustments to the
rights of shareholders. In addition, selling
securities to a large group of unsophisticated
investors is also likely to increase the risk of
securities litigation if the business venture is
unsuccessful. Conversely, the absence of a
cap on the amount an investor may purchase
in an offering exempt under Rule 506(c) gives
the issuer the ability to limit the number of
shareholders it will have post-offering while
still satisfying its funding goal, each of which
shareholders will be “accredited.”

Second, there is no limit to the amount
that an issuer can raise using the Rule 506(c)
exemption. Federal crowdfunding offerings,
once allowed, will be limited to $1 million
in any twelve-month period, and offerings
under the MILE exemption are limited to
$2 million.”” These limits are even lower if
the issuer is unwilling to provide audited
or reviewed financial statements. A cap on
offering proceeds may be irrelevant to early
stage businesses seeking to raise very small
amounts of startup capital, but it makes
use of the MILE exemption and the federal
crowdfunding exemption impractical for
companies with more substantial capital
needs.

Third, while the federal crowdfunding
and MILE exemptions mandate extensive
filings and offering document disclosure in
connection with the offering and include
post-offering reporting requirements, Rule
506(c) imposes no specific disclosure require-
ment in connection with the offering and
no post-offering reporting requirement. The



CROWDPLEASERS? A COMPARISON OF THREE NEW METHODS OF SECURITIES CROWDFUNDING 33

preparation of offering memoranda, filing
notices, financial statements and periodic
reports can impose significant financial costs
on a small business, levy a huge burden
on what is likely to be no more than a skel-
eton accounting staff, and create additional
liability risk for noncompliance or material
misstatements or omissions. The ongoing
reporting obligations continue until none of
the securities issued in the offering remain
outstanding or, in the case of the federal
crowdfunding exemption, until the issuer is
required to file reports under the Exchange
Act. In comparison, the Rule 506(c) exemp-
tion provides flexibility for the issuer and
its counsel to tailor the extent of disclosure
to the level they deem appropriate in light
of the sophistication of the investors (all of
whom must be accredited and are presumed
to be sophisticated), their familiarity with the
business, the level of due diligence under-
taken by investors, investor expectations and
requirements, concerns about potential liti-
gation, the level of perceived risk, the issuer’s
resources, and other factors they deem rele-
vant. Perhaps more importantly, Rule 506(c)
imposes no ongoing reporting requirements
other than filing with the SEC a report on
Form D regarding the results of the offering.
Issuers and investors are free to determine
what, if any, post-offering disclosure will be
required unless the issuer is a reporting com-
pany under the Exchange Act or triggers the
requirements for becoming a reporting com-
pany following the offering.®®

Fourth, unlike the federal crowdfunding
and MILE exemptions, Rule 506(c) has no
minimum time requirements, allowing offer-
ings under Rule 506(c) to be accomplished
without waiting on minimum notice or fil-
ing periods to be satisfied before closing the
transaction. The MILE exemption requires
that the offering notice and disclosure docu-
ment be filed with LARA at least ten days
before the offering begins, and the federal
crowdfunding exemption would require the
offering document to be filed before the offer-
ing begins and at least 21 days before the first
sale. Although some delay between com-
mencement and closing may be inevitable,
any delay increases the risk that the closing
will be postponed or the offering cancelled.

Fifth, while there are legal and other
transactional costs associated with offerings
conducted under any of the three exemp-
tions, the costs are likely to be less using the
Rule 506(c) exemption. Although the veri-

fication of accredited investor status under
Rule 506(c) would likely involve some cost to
the issuer, the lack of other significant con-
ditions to the exemption would likely result
in lower offering costs compared to offerings
conducted under the federal crowdfunding
exemption and the MILE exemption. More-
over, an issuer has the freedom to determine
not to sell to an investor whose accredited
investor status would require undue effort
or expense to verify.

Conversely, issuers seeking to raise capi-
tal under the federal crowdfunding exemp-
tion are required to use an intermediary
such as a registered broker-dealer or fund-
ing portal to facilitate the offering. Given the
significant compliance responsibilities of the
intermediary, the fee charged to the issuer
may be substantial. Issuers seeking to raise
capital under the MILE exemption must ver-
ify that investors to whom securities are sold
are residents of Michigan and that the limits
on individual investments are not exceeded.
Moreover, in light of the recent SEC interpre-
tations of the intrastate exemption, an issuer
seeking to use the Internet under the MILE
exemption will likely have to use a third-
party website, possibly resulting in a usage
fee. Both the federal crowdfunding exemp-
tion and the MILE exemption mandate the
preparation of disclosure documents for the
offering, ongoing reporting obligations and,
depending on the size of the offering, audit-
ed or reviewed financial statements, all of
which requires issuers to shoulder a signifi-
cant additional cost that may not have to be
borne by privately held issuers who use the
Rule 506(c) exemption.

Finally, there are limitations under the
federal crowdfunding exemption and the
MILE exemption on the ability to advertise
the offering that are not present in an offer-
ing conducted under Rule 506(c). In an offer-
ing conducted under the federal crowdfund-
ing exemption, advertising the terms of the
offering is prohibited. Instead, issuers are
permitted only to publish a notice of the
offering and direct potential investors to the
intermediary hired to conduct the offering
(who will, in turn, make the required offer-
ing memorandum available). In an offering
under the MILE exemption, because of the
need to comply with the federal intrastate
exemption, offers may not be made other
than to residents of Michigan, severely lim-
iting the types of solicitation that may be
used in the offering. Postings on the Inter-
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net, media advertisements, and the like that
are distributed or accessible outside the state
of Michigan would disqualify the offering
from compliance with the federal intrastate
exemption except in narrow circumstances.*
Rule 506(c) imposes no such limitations.
Offers and sales in a Rule 506(c) offering may
be made through any legal means to resi-
dents of any jurisdiction.

Conclusion

While the new crowdfunding exemptions
are laudable attempts to make it easier and
cheaper for small businesses to raise capital,
the federal crowdfunding exemption and the
MILE exemption impose complex limitations
and compliance obligations that may offset
the benefits intended to be provided and
make reliance on such exemptions difficult to
justify in light of other available exemptions,
such as the new Rule 506(c) exemption and
traditional private offering exemption under
Rule 506(b). Even the Rule 506(c) exemption
is not without its concerns. Issuers and prac-
titioners are wary of using the exemption
until regulatory guidance and market prac-
tice with respect to what measures constitute
reasonable means to verify accredit inves-
tor status become more established. For this
reason, some in the industry assume that an
offering done in reliance on Rule 506(c) used
that exemption only because it could not be
done using traditional private placement
means and therefore view such offerings
with distrust.** Only time will tell whether
Rule 506(c) offerings become more widely
accepted and whether changes will be made
to ease the restrictions of the MILE exemp-
tion and the federal crowdfunding exemp-
tion to make their use more practical than the
Rule 506(c) exemption or a traditional private
offering exemption under Rule 506(b).
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What Do You Know About
Business Identity Theft?

By Julia Dale and Alexis Chadderdon*

Introduction and Background

For the year 2012, the U.S. Department of
Justice reported that an estimated “16.6 mil-
lion persons, or 7% of all U.S. residents age
16 or older, were victims of one or more inci-
dents of identity theft.”* The bulletin fur-
ther reported that “[f]inancial losses due to
personal identity theft totaled $24.7 billion,
over $10 billion more than the losses attrib-
uted to all other property crimes measured in
the National Crime Victimization Survey.”?
Although the report concluded that the
“most common type of identity theft (experi-
enced by 15.3 million people) was the misuse
or attempted misuse of an existing account,”?
it also determined that “1.1 million persons
had their information misused to open a new
account, and about 833,600 persons had their
information misused for other fraudulent
purposes.”*

Traditionally, the phrase “identity theft”
is most often associated with personal iden-
tity theft. News stories regarding criminal
schemes targeting unsuspecting consum-
ers or data breaches are becoming increas-
ingly common. However, there is a much
less familiar story similarly impacting busi-
ness entities and organizations throughout
the United States—the significant, growing
trend of business identity theft.®

Business identity theft is very similar to
the personal identity theft of an individual,®
and often more lucrative; it is a “broad term
that encompasses a wide variety of crimes
involving the [fraudulent] unauthorized use
of a business’ identity.”” “ According to Dun
& Bradstreet, a leading provider of busi-
ness credit information in the U.S., “busi-
ness identity theft cases have been reported
in at least 26 states.”® Also, the NASS Busi-
ness Identity Task Force found an increasing
number of incidents of business identity theft
are connected with some type of fraudulent
filing involving unauthorized changes to the
business records on file with the state admin-
istrator’s office.” This has raised a concern
about whether the ease of access to corporate
or other business entity information across

jurisdictions contributes to incidents of busi-
ness identity theft.

However, the growing threat of business
identity theft has not escaped the attention of
government administrators across the coun-
try. In 2011, the National Association of Sec-
retaries of State (NASS) created a Business
Identity Task Force (“Task Force”) to track
trends in business identity theft cases and
to create strategies for protecting the states’
increasingly vulnerable business entities."
Later that year, the Task Force convened a
national forum with top government and pri-
vate sector experts'' to help create “a collec-
tive framework for state government action
and awareness on the issue.”'> Additionally,
the International Association of Commercial
Administrators (IACA), a professional asso-
ciation comprised of government adminis-
trators of business organizations and secured
transaction record systems at the state, pro-
vincial, territorial, and national levels,™
has also committed itself to assisting mem-
ber jurisdictions combat the growing threat
posed by business identity theft. For the past
four years, the IACA annual conference has
addressed various aspects of the issue with
sessions focusing on the identification of
business identity theft schemes, evolving
methodology, fraudulent filings, education,
and prevention.™

In many states, corporate registrations
and business filings with the commercial
administrator’s office are part of the public
record and available online to the public at
no charge. Furthermore, change documents,
such as the form to change the resident agent
or registered office, can be downloaded from
the administrator’s webpage, completed,
and submitted with payment and no proof of
identity. According to the NASS Task Force,
even if the administrator’s office suspected
that something was amiss, most are ministe-
rial by nature and without the authority to
question submissions that substantially con-
form to the requirements of the acts of that
state.”” However, the “NASS position on fed-
eral legislation [is] consistently opposed to

*The authors would like to thank Dorit Gertsberg, 2015 ].D. candidate, and Samantha Zinnes,
2016 ].D. candidate, for their assistance.
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federal law placing expensive and unwork-
able requirements on state filing offices.”"®
While NASS supports “the goal of assist-
ing law enforcement in fighting corruption
and other financial crimes, the federal gov-
ernment already has an existing process for
collecting beneficial ownership information
on business entities that are domestically
formed” through the reporting of this infor-
mation on documents filed by the IRS and
U.S. Department of Treasury."”

Methodology

Methods of Business Identity Theft

The typical and simplest pattern begins with
a business identity thief selecting an estab-
lished business identity to steal and then
establishing a fraudulent office. The busi-
ness name will then be used to establish
either a new line of credit, or a new checking
account, and/or access an existing account.
The account is then used to purchase goods
and services until the credit line or resources
are exhausted, and the thief then repeats the
pattern.

In 2010, Colorado officials became aware
of a scam in which criminals “updated or
altered the [business] registration informa-
tion on file with the state...the criminals used
the altered corporate identity to make online
applications for credit from various retailers,
including Home Depot, Office Depot, Apple,
and Dell.... Authorities became aware of the
scam after one of the targeted companies was
contacted by a major retailer about nearly
$250,000 in purchases made in its name.”*® In
the end, more than 300 businesses were vic-
timized with losses exceeding $3.5 million.”
During the same time period, a similar inci-
dent occurred in Georgia. “In one case, crimi-
nals used the identities of about 3,900 indi-
viduals and businesses to conduct more than
$5 million in fraudulent transactions.”?

Dormant, Shell, and Aged Shelf Entities

The NASS Business Identity Task Force con-
cluded that the relative ease with which
one can access data from business registries
opens the door to another popular, fraudu-
lent scheme, this one involving the renewal
or restatement of previously administrative-
ly dissolved entities.”> “Businesses that are
no longer in operation, often referred to as
‘dormant’ or “dissolved’ entities, are particu-
larly vulnerable to this type of crime because
their owners are less likely to be monitor-
ing state-held business registration informa-

tion.”?? Then, an unauthorized third party
renews the corporation’s existence or restores
the limited liability company to good stand-
ing only to turn around and market the entity
for sale as an entity with a well-established
history.23 Elaine Marshall, North Carolina’s
Secretary of State and the chair of the NASS
Business Identity Task Force, illustrates the
situation, “’The easiest target are dissolved
corporations...somebody comes up 20 years
later and reinstates it. Well, it looks like it’s
a 40-year-old corporation. And if it was in
good standing financially when it was dis-
solved, then somebody’s trying to capitalize
on that good standing.””?* The wrongdoer
takes advantage of a well-established history
and credit rating.

The state of Nevada learned that this
scheme was used by some illegitimate, com-
mercial-resident-agent companies, which
would sell the entities to be used in pump
and dump securities fraud schemes.” Often,
shelf and dormant corporations are market-
ed to potential buyers as having the benefit of
anonymity of officer/director information.
The Nevada Corporations and Securities
Divisions collaborated to hold the respon-
sible entities in violation of securities regu-
lations. Furthermore, Nevada has strength-
ened its entity renewal and restoration laws
as a result of this fraud scheme.”

The intersection of business identity theft
being used for securities fraud is not lim-
ited to Nevada. In 2008, the Securities and
Exchange Commission (SEC) “suspended
trading in the securities of 26 companies
that appear to have usurped the identity of
defunct or inactive publicly traded corpora-
tions.””® The identity thieves incorporated
the companies with the same name as a non-
operational or inactive publicly traded cor-
poration. Then, they obtained new CUSIP
numbers, issued by Standard & Poor’s CUSIP
Bureau, and NASDAQ ticker symbols for the
newly incorporated entities by misrepresent-
ing “that they were duly authorized officers,
directors, or agents of the original publicly-
traded corporation.””

Cloning

Another method of business identity theft
has come to be referred to as cloning. In this
scenario, identity thieves attempt to “clone”
existing businesses through extremely simi-
lar, if not identical, business names, address-
es, or domain names.** In essence, cloning can
be described as mistaken identity. The iden-
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tity thieves are misleading a third party, such
as a consumer seeking a service or another
business seeking to contract with the entity,
who does not realize that a slightly different
business name could actually be an entirely
different business entity than the entity with
which they intended to interact.3! Also, the
Better Business Bureau regularly receives
reports of scams in which the address or the
phone number of a legitimate business is
being used by an unauthorized third party
who is attempting to “establish credibility
with their victims or their targets.”*?

The only example of business identity
theft cited on the Federal Bureau of Investi-
gation (FBI) website dates back to 2007 and
is an illustration of cloning.*® The bad actor in
the case was a Michigan-based private secu-
rity company named Executive Outcome
Inc., which assumed the identity of a South
African company named Executive Out-
comes Inc. and attempted to collect “$23 mil-
lion owed by the government of Sierra Leone
for military equipment, security, and train-
ing.”* The FBI got involved and the identi-
ty thieves ended up serving prison time and
paying significant money damages.*

EIN Fraud

Another method of perpetrating business
identity theft is through the use of stolen, but
otherwise legitimate, Employer Identification
Numbers (EINs). Identity thieves use EINs in
tax fraud, bank, and credit union fraud, and
“phishing” e-mail schemes. According to
the U.S. Treasury Inspector General for Tax
Administration, a contributing factor to the
perpetrating of EIN theft and fraud is the rel-
ative ease with which this sensitive identify-
ing information may be obtained and the lack
of reliable, standardized means to differenti-
ate between a business entity using its own
valid EIN and a business entity fraudulently
using another business entity’s valid EIN.*
EINs are to business entities what Social
Security Numbers (SSNs) are to natural peo-
ple.® EINs are used for tax purposes, as well
as for identification. An EIN is widely used
and available on many publicly available
documents, such as Form S-4 filed with the
SEC, and not “sensitive” or “confidential”
information under federal law.® SSNs are
held as confidential by federal statute. There
is no federal confidentiality requirement for
EINs, and in fact they are widely available.
Some states, however, may have laws treat-
ing EINs as sensitive or confidential.®* This

can lead to problems with business activi-
ties, such as conversions or mergers, even in
states such as Michigan where the EIN is not
recorded as a means of identifying the enti-
ty to the state. If a foreign entity qualifies to
transact business in Michigan, but the only
form of identification used in its jurisdiction
of formation is the EIN, then that entity may
be vulnerable to identity theft.

The U.S. Department of Treasury has seen
an increase in the number of stolen EINs used
in filings with the Internal Revenue Service
(IRS).** The Treasury Inspector General for
Tax Administration also reported that stolen
and falsely obtained EINs have been used
to report false income and withholding.*! It
reviewed the IRS’s policies regarding EINs
and revealed that, while the IRS had effi-
cient methods of identifying false or incor-
rect EINs, the IRS lacked any real method to
identify when a valid EIN was being used
in a fraudulent way.*? In 2011, of the 285,670
EINs used to file tax returns:

277,624 were stolen EINs used to

report false income and withhold-

ing on 752,656 tax returns with poten-
tially fraudulent refunds issued total-

ing more than $2.2 billion[, and] 8,046

were falsely obtained EINs used to

report false income and withholding
on 14,415 tax returns with potential-

ly fraudulent refunds issued totaling

more than $50 million.*

Part of the problem is that identity thieves
know that the IRS waits until the March
deadline to review the EINs so these thieves
file very early.” In that period of time, the
thief collects the tax refund, and then, after
the EIN is reviewed, the actual business
owner is the one who receives the call from
the IRS demanding a return of the tax refund.

Another way stolen EINs are used is to
open business bank accounts and to estab-
lish credit. Banks and credit unions, as well
as other financial institutions, require corpo-
rations to provide an EIN to open a business
account.”® The identity thief can use the vic-
tim entity’s credit history, open the account,
and then tarnish the entity’s credit by mak-
ing large purchases on credit without pay-
ing.* Since it is the entity’s EIN on file, it is
the entity’s business owner who will more
than likely be contacted by the financial insti-
tution and debt collectors.

“Phishing is a scam typically carried out
by unsolicited e-mail and/or websites that
pose as legitimate sites and lure unsuspect-
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ing victims to provide personal and finan-
cial information.”* Phishing e-mails usual-
ly appear as though they are messages from
the IRS indicating that the IRS would like to
“help” them apply for an EIN. According to
the IRS, it does not “request detailed person-
al information through e-mail” nor does it
“send any communication requesting your
PIN numbers, passwords, or similar access
information for credit cards, banks, or other
financial accounts.”* The IRS has asked peo-
ple to file a report with the IRS immediately
if they believe they have become a victim of
a “phishing” scheme, or if they have recently
received an EIN via an e-mail from the IRS
asking for financial and personal informa-
tion.

In Michigan’s identity theft statute, EINs
are considered “personal identifying infor-
mation.”* “Personal identifying informa-
tion” includes “a name, number, or other
information that is used for the purpose
of identifying a specific person or provid-
ing access to a person’s financial accounts,
including, but not limited to, a person’s...
place of employment, employee identifica-
tion, [or] employer or taxation number....”
Also, the statute explicitly recognizes that
“‘person” means an individual, partnership,
corporation, limited liability company, asso-
ciation, or other legal entity,” which makes
EIN theft a form of identity theft.>® Conse-
quently, in Michigan, preventing EIN iden-
tity theft comes down to policy, enforcement,
and collaboration with other states, as well as
education for business entities. While some
states require business entities to record their
EINs on all documents filed with the state,
the Michigan Corporations Division does
not. In fact, when the situation does arise that
a business entity records its EIN on a docu-
ment that is filed by the Corporations Divi-
sion, the EIN is redacted by the division prior
to being made available to the public.”*.

Administrator’s Perspective

The Corporations Division promotes eco-
nomic development and growth by facilitat-
ing the formation of business entities in Mich-
igan. The Corporations Division administers
statutes related to the formation, life, and
dissolution of corporations, limited partner-
ships, limited liability companies, and lim-
ited liability partnerships.® The functions of
the Corporations Division include the review
of (1) all documents related to entities sub-
ject to statutes administered by the division

to make certain that the documents substan-
tially conform to the law, and (2) the filing
of the documents that substantially conform
to the requirements of the applicable act. The
division maintains a record of the documents
filed by these business entities and makes
this information available to the public.>

The statute administered by the Corpo-
rations Divisions provides that “[i]f a docu-
ment...substantially conforms to the require-
ments of this act, the administrator shall
endorse upon it the word ‘filed” with his or
her official title and the date of receipt and
of filing and shall file and index the docu-
ment...in his or her office.”® The entity stat-
utes include provisions regarding the pur-
pose for which an entity may be formed, and
if documents may be rejected if the purpose
is unlawful or does not substantially conform
to what is permitted by the act. In addition,
a document may be rejected if the name does
not meet the name standards established
by the applicable statute. After a document
is endorsed “filed,” then only the Attorney
General has authority to bring an action to
dissolve the entity or to enjoin it from trans-
acting unauthorized business.>

Best Practices

The presenters of “Encouraging Business
While Fighting Fraud” at the recent 2014
IACA conference identified best practices
that state administrators can implement in
order to deter fraudulent filings, which are a
major source of business identity theft.>’ The
statutes administered by the state of Michi-
gan Corporations Division provide authority
to address very nearly all of these recommen-
dations.

The first best-practice recommendation
to deter fraudulent filings is for the state to
have an annual reporting requirement for
business entities. The purpose of an annual
report is for the entity to confirm or update
certain information on record with the Cor-
porations Division. In Michigan, all domestic
and foreign corporations and limited liabil-
ity companies must file an annual report or
annual statement.*®

Another best-practice recommendation is
that businesses should be required to period-
ically pay a fee to remain in good standing
with the state. This practice aids in deterring
business identity theft because it requires
action on the part of an individual to pay the
fee and the financial means to do so. A state
that does not require entities to periodically

Identity
thieves use
EINs in

tax fraud,
bank, and
credit union
fraud, and
“phishing”
e-mail
schemes.
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pay such a fee would be very attractive to
individuals seeking to commit business iden-
tity theft because there would be less time
and money needed to keep an entity in good
standing. In Michigan, the annual report or
annual statement must be accompanied by
the payment of a $20 or $25 fee, depending
on the type of entity; and, the annual report
or statement must continue to be filed each
year for the entity to remain in good stand-
ing.%

The third best-practice recommendation
is for the administrator to have authority to
administratively dissolve an entity for fail-
ing to file the periodic report. This is impor-
tant because an entity verifies or updates
its resident agent, registered office address,
and officer/director information on its annu-
al report or statement.” If a lawsuit is initi-
ated against an entity, then, depending on
the type of entity, service of process is made
on the resident agent, officer, or director.”
In Michigan, the entity statutes provide for
dissolution by operation of law of corpora-
tions and loss of good standing status of lim-
ited liability companies without any action
or proceeding by the state if annual reports
or annual statements are not filed within two
years of the statutory due date. Specifically,
section 922(1) of the Business Corporation
Act (BCA) states:

If a domestic corporation neglects or

refuses to file any annual report or

pay any annual filing fee or a penalty
added to the fee required by law, and
the neglect or refusal continues for

a period of 2 years from the date on

which the annual report or filing fee

was due, the corporation shall be auto-

matically dissolved 60 days after the

expiration of the 2-year period.®
If a foreign corporation neglects or refuses
to file an annual report for one year, then
its Certificate of Authority is automatically
revoked.® Also, pursuant to section 207a(2)-
(3) of the Michigan Limited Liability Com-
pany Act (LLCA), if a Michigan limited lia-
bility company or a foreign limited liability
company authorized to transact business in
Michigan fails to file an annual statement for
two consecutive years, then the Corporations
Division notifies the company of the conse-
quences of the failure to file. If the limited lia-
bility company does not file all annual state-
ments it has failed to file and the applicable
fees within 60 days after the notice is sent by

the Corporations Division, then the limited
liability company is not in good standing.*
The fourth and fifth best-practice recom-
mendations are related to the service of pro-
cess issues noted with the third recommen-
dation. The fourth best-practice recommen-
dation is to require every legal entity to have
a registered office address in the state that is
a real, physical street address. The fifth best-
practice recommendation would require
every legal entity to have a resident agent
located within the state. Michigan statutes
already meet the criteria for both of these
recommendations through direct statutory
provisions. Section 241 of the BCA requires
each Michigan and foreign corporation to
have and continuously maintain a resident
agent and registered office in this state.®
Section 202(f) of the BCA requires the Arti-
cles of Incorporation to include “[t]he street
address, and the mailing address if different
from the street address, of the corporation’s
initial registered office and the name of the
corporation’s initial resident agent at that
address.”® Also, the LLCA contains provi-
sions that are nearly identical to the BCA.%
The sixth best-practice recommendation
is for the careful review of filings by state
employees. This is particularly noteworthy
in light of the push toward e-government
solutions. Columbia University Professor
Hugh Thompson, Ph.D., believes that busi-
ness identity thieves are “taking advantage
of the fact that so much more business is
done online these days.”® This may be true if
an e-government solution was used to fully
automate a process; however, this best-prac-
tice recommendation is in place for this very
reason. The Delaware Chief Deputy Secre-
tary of State, Rick Geisenberger, cautioned
the IACA 2014 Annual Conference attendees
that by fully automating the review process,
without a human being involved at all, there
could be an increase in fraudulent filings.®
In Michigan, regardless of the method
used to submit a document to the Corpo-
rations Division, division staff manually
reviews each document. The document must
be reviewed to determine that it substantial-
ly conforms to the requirements of the rele-
vant statute(s), applicable Attorney General
Opinions, guidelines, and policies. The name
must be available for use, the document
must be signed, and filing fees must be paid.
Corporations Division employees strive to
ensure that personal identifying information
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is removed or redacted prior to or at the time However, according to NASS Business
a document is filed. Identity Task Force, the impact of business
Lastly, the seventh best-practice recom-  identity theft is very costly and time consum-
mendation is for the states’ corporate and ing to remedy, not to mention the tarnished
limited liability company laws to provide  business credit history and the difficulties
clarity on how law enforcement could access  that the company may face in the future when
entity ownership information. This recom-  trying to obtain credit. Thus, it is important
mendation is aimed at helping law enforce-  to report business identity theft to the prop-
ment take quick action when business iden-  er authorities.”* An excellent resource devel-
tity theft occurs. In Michigan, the statutes  oped by NASS and the Identity Theft Protec-
administered by the Corporations Division  tion Association is a website dedicated to this
do not require the business entity to pro-  issue: www.BusinessIDTheft.org.”
vide the names of the members, managers, In Michigan, if your business is a victim of
or shareholders of a limited liability com-  business identity theft, you should report the
pany or corporation (except for professional ~ crime to your local law enforcement agency.”
limited liability companies and professional In some cases, you may also report busi-
corporations in which the members, man- ~ Ness identity fraud to the Michigan Attorney
agers, or shareholders must be included on General.” If you have a consumer complaint,
the annual report or statement). Thus, the ~ Youmay contact thf{ A'tForney General’s Con- One of the
Corporations Division does not receive this ~ Sumer Protection Division at: .
information, nor does it have authority to Consumer Protection Division most effective
record such information. P.O. Box 30213 ways to
Lansing, MI 48909
Prevention 517-373-1140 prevent
One of the most effective ways to prevent Fax: 517-241-3771 business
busir'less' iderfltiltly btheft is thrpugh ;:areful Toll free: 877-765-8388 identity theft
monitoring of the business entlty’s informa- i : _ .
tion on file with the Corporations Division ;:\;m.rfrol;ill;gan.gov/ag (online com 1S through
and the documents filed on behalf of the enti- careful

ty.”” This information is available through
the Corporations Division’s Business Entity
Search website for no charge. The Business
Entity Search is available at: www.michigan.
gov/entitysearch.

Also, if a document filed on behalf of an
entity was at the time of filing an inaccurate
record of the action referred to in the docu-
ment, or if the document was signed by an
unauthorized person, then a Certificate of
Correction may be submitted to the Corpo-
rations Division in order to correct an error
or inaccuracy contained in the document, or
execution of the document, previously filed.”

Victim Reporting

The number of entities that have been the
victim of business identity theft is unknown.
Currently, there are no federal or state sta-
tistics gathered on this issue.”” Professor
Thompson notes that, “’Business identity
theft is incredibly underreported.’...And
Thompson says few victims are willing to
report it. “There’s a big stigma attached with
it....Imagine you're a company trying to por-
tray an image of being solid and reliable out
to your customers. It's not something that
you want to readily admit it.”” "3

Also, the Michigan State Police Identi-
ty Theft Teams investigate and assist feder-
al and local law enforcement agencies with
investigating criminal identity theft while
providing victims with the resources avail-
able to prevent further victimization.” The
Michigan State Police (MSP) has developed
resources for victims of personal identity
theft, which are available through its website
at www.michigan.gov/identity-theft.” “By
creating teams solely responsible for inves-
tigating various types of fraud, sometimes
known as ‘white collar crime,” the MSP has
been proactive in responding to this growing
crime trend. Detectives in the Fraud Inves-
tigation Section receive specialized training
in multiple areas of fraud including identity
theft, mortgage fraud, healthcare fraud, and
Bridge Card fraud.”®

Future Developments

The Fiscal Year 2015 White House Budget
Proposal demonstrates a growing concern
with business identity theft. The connection
between business identity theft, introduced
federal legislation, and the White House
Budget Proposal is in the context of business
identity theft that occurs through the mar-
keting and sale of shell companies with hid-

monitoring of
the business
entity’s
information
on file

with the
Corporations
Division

and the
documents
filed on behalf
of the entity.
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den owners.®! The White House specifically
cites that this proposal is meant to build on
the dedication to this issue demonstrated by
Michigan U.S. Senator Carl Levin, “who has
long been an advocate for shuttering these
tax loopholes and promoting greater corpo-
rate transparency in the United States and
abroad.”®

Advertising and selling shell entities that
have filed tax returns and already have an
EIN, “even though that company [has] never
actually engaged in any business opera-
tions...invites fraud by enabling hidden
owners to pretend they’ve had a corporation
operating in the United States for years when
they haven’t.”®

Also, the budget proposal seeks to make
reforms and expand the IRS’s information
reporting in order to grant authority for the
IRS to make a company’s beneficial owner-
ship information readily available to law
enforcement.® “This proposal would require
the Internal Revenue Service to collect infor-
mation on the beneficial owner of any legal
entity organized in any state,” and would
authorize the IRS to provide that information
to law enforcement.* “Knowledge of benefi-
cial owners can help law enforcement offi-
cials identify and investigate criminals who
form and misuse U.S. companies to com-
mit financial crimes, including laundering
criminal proceeds and financing terrorism
through the international banking system.”*

To accomplish this, the budget proposal
will “require all companies that are formed
in the United States to obtain an EIN” from
the IRS.¥” Additionally, new federal legisla-
tion proposals may be forthcoming; as indi-
cated at last year’s G-8 summit, the President
and his fellow leaders committed to “contin-
ue to advocate for comprehensive legislation
to require identification and verification of
beneficial ownership information at the time
a company is formed.”*

Conclusion

Overall, it does not appear that business iden-
tity theft is going away anytime soon. The
number of incidents and level of sophistica-
tion is only increasing as this crime continues
to spread throughout the United States. For-
tunately, Michigan corporate laws and the
practices of the Corporations Division are
already in-line with the best practices recom-
mended by NASS to confront the problem
and prevent it from spreading. The Corpora-
tions Division remains dedicated to curbing

the trend of business identity theft, particu-
larly in relation to altered business records,
and will continue to be proactive in seeking
strategies to stop these schemes.
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Case Digests

LLCs—Arbitration of Disputes; Withdrawal
of Member

Altobelli v Hartmann, No 313470, 2014 Mich App LEXIS
2140 (Nov 4, 2014). Where plaintiff alleged that defen-
dants wrongfully terminated his property interest in his
membership in a law firm organized as a professional lim-
ited liability company (PLLC), the trial court did not err in
denying defendants” motion to compel arbitration because
the claims asserted by plaintiff in this case (breach of fidu-
ciary duty, illegal shareholder oppression, conversion, bad
faith misrepresentation, tortious interference with a busi-
ness relationship or expectancy, and civil conspiracy) did
not fall within the arbitration clause in the PLLC’s oper-
ating agreement. However, the court of appeals held that
there remained a genuine issue of material fact regarding
whether plaintiff voluntarily withdrew from the firm, and
the trial court erred in granting plaintiff’s motion for par-
tial summary disposition.

Summer Resort Owner’s Act—Time Limit on
Corporate Existence

Hogg v Four Lakes Ass'n, Inc, No 316898, 2014 Mich App
LEXIS 1994 (Oct 23, 2014). The 30-year limit on corporate
existence under the Summer Resort Owner’s Act, MCL
455.202, was superseded by MCL 450.371 of the General
Corporation Act, which allowed the term of existence of
any Michigan entity incorporated under any Michigan law
to exist perpetually or for any terms fixed by the entity’s
articles. The Summer Resort Owner’s Act does not violate
the Title Object Clause of Mich Const 1963 art 4, §24.

Tortious Interference with an Economic
Expectancy

Saab Auto ABv GM Co, 770 F3d 436 (2014). Saab Automobile
AB (“Saab”) and its parent company sued General Motors
Company (“GM”) for tortious interference with economic
expectancy under Michigan law, claiming that GM made
public statements that caused a transaction between Saab
and a Chinese investor to fall through and that drove Saab
into bankruptcy. The district court granted GM’s motion
to dismiss for failure to state a claim, ruling that plain-
tiffs failed as a matter of law to establish a valid business
expectancy and intentional interference. The Sixth Circuit
affirmed, finding that plaintiffs failed to establish that GM
intentionally interfered with their alleged economic expec-
tancy. GM’s statements were made within its contractual
consent right and concerned legitimate business reasons
for not consenting to a framework agreement, and thus
could not constitute per se wrongful or malicious acts.
Even if GM had misinterpreted an automotive technology
license agreement and did not actually have the consent
right that it claimed regarding the framework agreement,
plaintiffs” argument still failed as a matter of law because
GM'’s statements would have at most amounted to a mis-

take. Since the court found that plaintiffs have failed as a
matter of law to establish that GM intentionally interfered
with their alleged economic expectancy, the court did not
need to address whether plaintiffs had a valid business
expectancy in the framework agreement.

Unemployment Insurance—Medical
Marijuana

Braska v Challenge Mfg Co, No 313932, 315441, 318344, 2014
Mich App LEXIS 2112 (Oct 23, 2014). Although the claim-
ants tested positive for marijuana and would ordinarily be
disqualified for unemployment benefits, because there was
no evidence to suggest that the positive drug tests were
caused by anything other than the claimants” use of medi-
cal marijuana in accordance with the Michigan Medical
Marihuana Act (MMMA), the denial of the benefits con-
stituted an improper penalty for the medical use of mari-
juana under the MMMA. Since the MMMA preempts the
Michigan Employment Security Act, the circuit courts did
not err in reversing the Michigan Compensation Appellate
Commission’s rulings that the claimants were not entitled
to unemployment compensation benefits.
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