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November, 2005 
 
Dear Business Law Section Member: 
 
Welcome to another outstanding issue of the Michigan Business Law Journal.  We are very proud of this publication and thankful to 
our authors for their efforts. This issue features terrific articles written and solicited by the Section’s Commercial Litigation 
Committee, including informative pieces on the proposed Michigan Business Court, the Class Action Fairness Act of 2005, the 
Business Judgment Rule, the Bankruptcy Abuse Prevention and Consumer Protection Act of 2005, judicial dissolution of LLCs and 
best practices for letters of intent. Our regular columns also feature useful and up-to-date information on special-entity acts and 
proposed fee changes, S corporations, and more.    
 
It is my sincere hope that you will participate in Section programs and become involved in Section activities. The upcoming year 
promises to be an exciting one, and some of the activities the Section is planning are described below. Feel free to contact any of the 
Section leaders listed on the website for more information. The Section has a number of active committees and directorships that are 
always looking for new members. Please contact any of the Committee or Directorship Chairpersons listed on our website if you are 
interested in becoming involved. 
 
Mid-Year Meeting and Business Law Institute.  The Section’s 18th Annual Mid-Year Meeting and Business Law Institute is 
scheduled for June 2 and 3, 2006, at Soaring Eagle Casino & Resort in Mt. Pleasant, Michigan. This is the third consecutive year the 
central Michigan location has been selected, in an effort to provide a convenient location for our members. The Mid-Year Meeting 
provides an excellent opportunity for Section members to network at social events, while keeping abreast of developments in 
business law through participation in the ICLE-sponsored Business Law Institute. Details regarding these programs and events will 
be posted on our website as they develop. Please mark your calendars now and plan to attend the Mid-Year Meeting. It promises to 
be an informative and worthwhile experience. 
 
Annual Meeting.  The Section will hold its 2006 Annual Meeting in Southeastern Michigan in September. Details of the activities 
for the Annual Meeting event will be posted on our website as they develop. 
 
Council Meetings.  A good way to become more involved in Section activities is to participate in quarterly Council meetings.  In 
addition to the Annual Meeting next September, our meetings for the upcoming year are scheduled for December 3, March 9, and 
June 3.  Please contact any of the Section’s officers if you would like to attend a meeting and become more involved in the Section. 
 
Annual Scholarship Award.  The Section will sponsor its Third Annual Scholarship Award in 2006. Last year’s contest winner 
was Damien Weiss of the University of Michigan Law School, who won with an article entitled Analyzing Disney in the Context of 
the Business Judgment Rule. You can read Damien’s article in the Summer 2005 issue of the Journal. The award is open to all law 
students enrolled in an ABA accredited law school in Michigan. The purpose of the award is to promote law student involvement 
with and knowledge about the Section, as well as law student interest in business-related topics. A monetary prize of $2,500 will be 
awarded during the Section’s Mid-Year Meeting to the student penning the best article. The winner will additionally have his or her 
article published in the Business Law Journal.   
 
Business Boot Camp:  Basic Training for Every Business Lawyer.  The Section’s Business Boot Camp program was chosen from 
hundreds of submissions as the 2005 winner of the ACLEA’s prestigious Outstanding Achievement Award for seminars. The 9-
session program, co-sponsored with ICLE, is being conducted from September, 2005–May, 2006 in both Grand Rapids and Beverly 
Hills. Further information regarding Boot Camp is available at www.icle.org. 
 
Business Law Journal.  The Business Law Journal is published three times a year in conjunction with ICLE.  As a Section member, 
you will receive the Journal by mail, and it is also available on our website. The Journal offers interesting and informative articles 
on topics of interest to business lawyers, including regular columns such as Did You Know? by G. Ann Baker and Technology 
Corner by Michael Khoury. If you are interested in submitting an article (or an idea for an article) to be considered for an upcoming 
issue, please contact Daniel Kopka at ICLE. If you have any other questions or comments about the Journal, please contact our 
Publications Director, Robert Wilson.   
 
Annual Recognition Award.  One of my main initiatives involves establishing an annual award (yet unnamed) to be 
presented to the Michigan business lawyer who has made outstanding contributions to the Section and its members over 
time. Look for a major announcement on the award prior to 2006. 
 
The Section is privileged to have dedicated and talented members who are willing to devote their time and energy to ensure its 
success. I’d like to take this opportunity to thank the Section’s outgoing Chairperson, David Foltyn, for his outstanding work and 
commitment to the Section. I’d also like to thank our officers, Michael Khoury, Mark High, and Diane Akers, and our members who 
have agreed to serve on council, committees and directorships, for their tireless efforts on behalf of the Section. I’d lastly like to 
thank our Section Administrator, Terri Shoop, who is essential to the Section’s success. I welcome the opportunity to serve as 
Chairperson of the Business Law Section and look forward to an exciting year. I encourage your participation and hope you will 
accept my invitation to become more involved and take advantage of all the Section has to offer! 
 
Sincerely, 

 
Eric I. Lark, Chairperson 2005-2006 
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Special-Entity Acts
The Business Corporation Act,1 Non-
profi t Corporation Act,2 Michigan 
Limited Liability Company Act,3 and 
Michigan Revised Uniform Limited 
Partnership Act4 all are familiar stat-
utes. However, there is a wide vari-
ety of less-familiar special statutes 
under which entities may be formed 
in Michigan. Entities formed under 
these special acts may also be subject 
to the Business Corporation Act or 
the Nonprofi t Corporation Act, but 
if there is a confl ict between the two 
statutes, the special act under which 
the entity is formed will control. Cur-
rently, summer resort and park asso-
ciation statutes are receiving some 
attention in the legislature, with Sen-
ate Bill 658 to amend the Summer 
Resort and Assembly Associations 
Act, 1889 PA 39, and Senate Bill 751 
to amend the Incorporation of Sum-
mer Resort Owners Act, 1929 PA 137.

Senator Jason Allen introduced 
Senate Bill 658 on June 29, 2005. It 
amends Section 4 of the Summer 
Resort and Assembly Associations 
Act, MCL 455.54, to increase from 350 
acres to 1,000 acres the amount of land 
a corporation is permitted to own. The 
Bay View Association of the United 
Methodist Church, located in Emmet 
County, was incorporated under 1889 
PA 39 in 1920. The Senate fi scal anal-
ysis of the bill, dated July 12, 2005, 
states, “Some people are concerned 
that the 350-acre limit could inhibit 
the Bay View Association’s ability 
to obtain additional land to shield 
the colony from future development 
nearby, and have suggested that the 
maximum acreage be raised.” SB 658 
passed the Senate on September 8, 
2005, and the House referred it that 
day to the Committee on Commerce.

Senate Bill 751, sponsored by 
Senator Allen, along with Senators 
Mike Bishop, Mike Goschka, and 
Patricia Birkholz, was introduced 
on September 13, 2005. It amends 
Section 19 of the Incorporation of 
Summer Resort Owners Act, MCL 
455.219, to change the vote necessary 
to approve annual dues and assess-
ments. Currently, a majority of resort 

members must approve dues and 
assessments; the bill, as introduced, 
would allow the board to require 
members, with their approval, to pay 
annual dues or special assessments. 
The bill passed the Senate on Octo-
ber 12 and was referred in the House 
to the Committee on Commerce.

The attorney general discussed this 
act in opinion number 7164, issued 
October 7, 2004. As noted in the opin-
ion, Section 19 of the Incorporation of 
Summer Resort Owners Act requires 
an affi rmative vote by a majority of 
all corporation members to approve 
dues and assessments, while a bylaw 
authorizing assessment of annual 
dues by a vote of less than a majority 
of all members is unenforceable. SB 
751 would change the act to permit 
a corporation’s bylaws to provide for 
approval by a majority of votes cast 
rather than by a majority of members.

The attorney general has issued 
three other opinions regarding sum-
mer resorts. Issued May 12, 1981, 
OAG No. 5899 concluded that the 
Subdivision Control Act5 applies 
to summer resorts. OAG No. 6942, 
issued July 3, 1997, concluded that a 
corporation formed under the Incor-
poration of Summer Resort Owners 
Act is a “public body” for purpos-
es of the Open Meetings Act6 and 
the Freedom of Information Act.7 
OAG No. 6371, issued June 12, 1986, 
addressed the authority of the cor-
poration to levy assessments of land 
within the incorporated territory. 

OAG No. 5899 reviewed four 
incorporation acts: (1) 1889 PA 39, 
which provides for summer resort 
and assembly associations; (2) 1929 
PA 137, which provides for sum-
mer resort owners; (3) 1887 PA 69, 
which covers suburban homestead, 
villa park and summer resort asso-

ciations; and (4) 1897 PA 230, which 
covers summer resort associations. 
The opinion concluded that corpora-
tions formed under 1887 PA 69 and 
1897 PA 230 have express author-
ity to subdivide their land, and that 
corporations formed under those 
two acts and 1929 PA 137 must take 
and record a plat in accordance 
with the Subdivision Control Act. 

OAG No. 6942 likened the author-
ity of a summer resort owners’ cor-
poration to that of a governmental 
power. Section 4 of the Incorpora-
tion of Summer Resort Owners Act, 
MCL 455.204, provides that the sum-
mer resort owners’ association “shall 
have and possess all the general pow-
ers and privileges and be subject to 
all the liabilities of a municipal cor-
poration and become the local gov-
erning body.” The corporation has 
authority to preserve water quality, 
control sanitary conditions, provide 
fi re protection and electrical service, 
and regulate bowling alleys, dance 
halls, meat markets, and butcher 
shops. It is further authorized to pre-
vent disorderly assemblies and to 
adopt bylaws, a violation of which is 
a misdemeanor punishable by a fi ne 
or up to 30 days in jail. To enforce 
those bylaws, the corporation should 
appoint a marshal with the author-
ity of a deputy sheriff. The opinion 
concluded that, because of its “sub-
stantial authority[,] which is govern-
mental in character and which clearly 
may affect the rights of the public,” 
a corporation formed under this act 
is subject to the Open Meetings and 
the Freedom of Information Acts. 

OAG No. 6371 also interpreted the 
Incorporation of Summer Resort Own-
ers Act. According to the opinion, if a 
favorable election is held under Sec-
tion 6, MCL 455.206, to incorporate 
the territory of the summer resort, 
“the owners of land within the incor-
porated territory of the association 
may be assessed dues and special 
assessments which, if unpaid, become 
a lien upon the land of the owner who 
is neither a member of the corpora-
tion nor has voluntarily aligned him-
self or herself with the corporation by 
signing a grant of authority.” This is 
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the case even when an owner is not 
a member of the corporation and has 
not signed a grant of authority to it. 
The opinion concluded that, if the 
territory is incorporated, the power 
of the corporation extends across 
the entire territory and includes any 
residents who did not voluntarily 
associate with the summer resort.

In Whitman v Lake Diane Corp,8 the 
Michigan Court of Appeals examined 
whether the election provisions in 
the Incorporation of Summer Resort 
Owners Act are unconstitutional. The 
court noted that the basic constitu-
tionality of the act had been called 
into question in Baldwin v North Shore 
Estates Ass’n;9 while that case was 
disposed of on other grounds, the 
Baldwin court indicated that the act 
itself “borders on unconstitutional-
ity by reason of its vagueness.” The 
court of appeals upheld the per-
manent injunction enjoining Lake 
Diane Corporation from conduct-
ing an election under MCL 455.206 
to expand its territory, holding that 
the election under that statute for 
annexation of property to the sum-
mer resort violates due process. The 
appeals court also found that election 
provisions in MCL 455.206c and MCL 
450.206d are constitutionally invalid. 

Proposed Fee Changes 
for Authorized Shares of 
Corporations and Expedited 
Document Filing
Senate Bill 298, introduced in March 
2005, and Senate Bills 664 through 667, 
introduced in June 2005, are expected 
to pass. SB 298 is tie-barred to several 
bills in a package of bills related to the 
securitization of tobacco monies, and 
SBs 664-667 are tie-barred to SB 298. 

I. Changes for Fee Requirements for 
Authorized Shares of Domestic and 
Foreign Corporations

Senate Bill 298 amends Section 1062 
of the Business Corporation Act, 
MCL 450.2062, and adopts new fees 
for shares of a domestic corporation 
and for shares attributable to Michi-
gan for a foreign corporation. Under 
the bill, the new fee structure will be: 

• $50 for 60,000 or fewer authorized 
shares 

• $100 for 60,001–1,000,000 autho-
rized shares

• $300 for 1,000,001–5,000,000 autho-
rized shares

• $500 for 5,000,001–10,000,001 
authorized shares

• $1,000 for each additional 10 
million, or portion of 10 mil-
lion, in excess of 10 million 
authorized  shares

For foreign corporations, 60,000 
shares initially will be considered 
attributable to Michigan and the 
initial fee will continue to be $50. 
For increases in shares attributable 
to Michigan, the new fees will be: 

• $50 for an increase of 60,000 or 
fewer authorized shares attribut-
able

• $100 for an increase of 60,001–
1,000,000 authorized shares attrib-
utable

• $300 for an increase of 1,000,001– 
5,000,000 authorized shares attrib-
utable

• $500 for an increase of 5,000,001–
10,000,001 authorized shares 
attributable 

• $500 for an increase of more than 
10 million authorized shares, plus 
an additional $1,000 for each 10 
million authorized shares

II. Proposed Electronic Filing and 
Fees for Expedited Service
Senate Bills 664 through 667 amend 
the Business Corporation Act, the 
Michigan Limited Liability Company 
Act, the Nonprofi t Corporation Act, 
and the Michigan Revised Uniform 
Limited Partnership Act to require 
the Department of Labor and Eco-
nomic Growth to establish by Decem-
ber 31, 2006, a procedure for accepting 
delivery of documents by electronic 
mail or over the Internet and to begin 
accepting delivery of documents in 
that manner by  January 1, 2007. In 
addition, SBs 664-667 add fees for 
expedited service, to be used by the 
department to carry out its duties, 
as required by law. Under the bills, 
the new expedited fees will be: 

• 1 hour on the same day: $1,000
• 2 hours on the same day: $500
• Same-day formation or qualifi ca-

tion document, other than for 1- or 
2-hour service: $100

• Same-day for document for exist-
ing domestic or qualifi ed foreign 
entity, other than for 1- or 2-hour 
service: $200

• 24-hour formation or qualifi cation 
document: $50

• 24-hour for document for exist-
ing domestic or qualifi ed foreign 
entity: $100

NOTES
1. 1972 PA 284, MCL 450.1101 et seq.
2. 1982 PA 162, MCL 450.2101 et seq.
3. 1993 PA 23, MCL 450.4101 et seq.
4. 1982 PA 213, MCL 449.1101 et seq.
5. 1967 PA 288, MCL 560.101 et seq.
6. 1976 PA 267, MCL 15.261 et seq.
7. 1976 PA 442, MCL 15.231 et seq.
8. 267 Mich App 176, 704 NW2d 468 

(2005).
9. 384 Mich 42, 49, 179 NW2d 398 

(1970).
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By Paul L.B. McKenney

S Corporations–New, Enlarged Audit Targets

TAX MATTERS

The tax-controversy commu-
nity has believed for years that S 
corporations were audited less 
frequently than other enter-
prises. This will soon change.

Why Are Congress and the 
IRS Doing This?
With record annual federal budget 
defi cits, Congress is under consider-
able pressure to make ends meet. Since 
cutting programs is politically unpop-
ular, lawmakers have been forced to 
look for other solutions and have been 
approving tax-enforcement budget 
increases aimed at closing the tax gap. 

The tax gap is the difference 
between (1) what would be col-
lected if everyone properly reported 
and paid all federal taxes in full and 
there were full enforcement under 
the current tax laws, and (2) actual 
tax collections. Currently, the tax gap 
is estimated at around $350 billion 
each year. IRS enforcement recovers 
about $50 billion per year. Thus, the 
system is annually losing approxi-
mately $300 billion in revenue. 

Post-Katrina words of caution 
are appropriate. As this column was 
being written, Congress was still con-
sidering the particulars of Hurricane 
Katrina rebuilding and relief efforts. 
Whatever the fi nal price tag may be, 
it will be staggering—and on top of 
the current record defi cit levels. At 
the just-concluded ABA Taxation Sec-
tion meeting, it was quite clear that 
Congress would look to “enhanced 
tax enforcement” to pay some of 
the Katrina costs. Tax enforcement-
wise, we are entering new territory.

Congress has found a proven 
formula for increasing IRS enforce-
ment revenues: more effectively 
selecting the institutional areas the 
IRS will target for intense enforce-
ment. First, the government per-
forms a national research project to 
gather valuable information, then 
the IRS uses the results to target 
for examination a large number of 
returns “with greater compliance 
risk.”1 Large nonprofi t institutions, 

for example, have recently, and in 
many cases painfully, become famil-
iar with this approach. From the gov-
ernment’s perspective, this restruc-
turing of audit priorities has fruit-
fully resulted in increased revenues. 

S Corporations Will Now Be 
Targeted for Examinations
S corporations are the next target for 
audit attention—but why? According 
to IRS Commissioner Mark W. Ever-
son, “The use of S corporations has 
exploded.”2 Statistics indicate that S 
corporations now are the most com-
mon corporate entity. In 2002, the last 
year for which such data are avail-
able, the over 3.1 million S corpora-
tions in the United States comprised 
59% of the country’s corporate tax 
base. About 2 million S corporations 
reported net income of $248 billion 
that year, while 1.2 million reported 
net losses of $63 billion. The last time 
there was a scientifi c study of tax 
compliance by S corporations was an 
in-depth audit process of about 10,000 
returns for the tax year 1984.3 That 
was prior to the 1986 Tax Act that 
spurred the growth of S corporations.

The Government’s Plan for S 
Corporations
The IRS is introducing a pilot project 
that will start with very detailed exam-
inations, conducted by its National 
Research Program, of selected S-cor-
poration returns for the tax years 2003 
and 2004. The resulting information 
will be used to conduct large-scale 
examinations of S corporations’ items 
of income, deductions, and credits 
for the best audit potential (i.e., the 
most bang per IRS audit dollar). As 
Commissioner Everson stated, “The 
IRS needs a better understanding of 
what this means for tax compliance. 
This research is critical for achieving 
our strategic goal of ensuring that 
corporations and high-income indi-
viduals are paying their fair share.”4

In plain English, the IRS will (1) 
audit more and more S corporations, 
and (2) select the corporate returns to 

examine and the issues to scrutinize 
based on what will be most effec-
tive from the government’s revenue-
enhancement perspective. Once the 
study of the 2003 and 2004 returns is 
complete, the IRS will mesh the results 
with sophisticated computer scan-
ning to select S-corporation returns 
with high-audit potential for 2005 and 
subsequent years. This means that 
the 2005 returns fi led in 2006 will face 
a level of examination never before 
seen in the S-corporation community.

Forewarned is Forearmed!
S-corporation clients taking “aggres-
sive positions” should be counseled 
that Congress and the IRS are target-
ing them. The returns for 2005 will 
be the fi rst audited in large numbers 
based on the results of the 2003-2004 
research project. Tax history shows 
that when the IRS begins to pay 
serious audit attention to an area it 
previously neglected, the govern-
ment fi nds numerous situations that 
leave the tax practitioner asking in 
retrospect, “What was the taxpayer 
thinking?” Forewarned is forearmed!

NOTES
1. IRS Launches Study of S Corporation 

Reporting Compliance, Internal Revenue Service 
News Release, IR-2005-76 (July 25, 2005).

2. Id.
3. Id.
4. Id.
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By Michael S. Khoury

Malware Grows Up: Be Very Afraid!

TECHNOLOGY CORNER

“Malware,” short for malicious soft-
ware, is the general term used for soft-
ware that circulates among computer 
systems on the Internet with the goal 
of harming your personal computer. It 
includes viruses, worms, spam, “Tro-
jan horses,” and other exotic beasts 
that can be used to overload your 
networks, try to get you to disclose 
your personal information to a bad 
guy (called “phishing”), or surrepti-
tiously collect information from your 
system. Malware also can be used to 
hijack someone else’s computer to 
disseminate spam or other malware.

This column discusses some of the 
legal and technical developments that 
are addressing the spam and malware 
problem, as well as some of the actions 
that a business can take to protect itself.

The Truth about Spam
Recently, an acquaintance who is 
the president of an Internet service 
provider succinctly summed up the 
issues we are facing with spam: “It’s 
scary.” Spam costs U.S. businesses 
billions of dollars in lost produc-
tivity and resources each year and 
currently accounts for over 80 per-
cent of all e-mail sent in the United 
States That percentage has more 
than doubled in the last two years.

Congress attempted to address 
the problems through the Control-
ling the Assault of Non-Solicited Por-
nography and Marketing Act of 2003 
(CAN-SPAM),1 but the legislation has 
proven to be worthless. This country 
is the top producer of spam in the 
world, but spammers typically route 
their products through servers outside 
the U.S. (typically in Eastern Europe 
and China) to try to hide the sources.

One of the surprising provisions 
of the CAN-SPAM Act is a safe har-
bor for spammers. The advertising 
community is protected under the 
Act if an e-mail solicitation is identi-
fi ed in a specifi c way and the send-
er’s identity is not hidden. Addi-
tionally, marketers do not have to 
identify advertising e-mail as such if 
the user has given “affi rmative con-
sent” to receiving the information. 

That consent, however, typically is 
buried in a Web site’s terms of use.

The Techniques and Goals 
of Malware
Industry observers have had a fi eld 
day naming the different kinds 
of malware that have propagat-
ed in the last few years. Here are 
some of the terms you might hear:
• Spoofi ng. This type of e-mail uses 

false information to try to trick 
people into thinking a message is 
coming from a legitimate source. 
Common spoofi ng e-mails look 
like notices from fi nancial institu-
tions or companies like eBay and 
ask you to “verify” your account 
information. When you click on 
the link and confi rm the informa-
tion, you subject yourself to an 
identity-theft scam.

• Trojan Horse. This is a fairly inno-
cent-looking program or fi le that 
encourages users to download 
some software or a picture. Unsus-
pecting users may think they are 
downloading an interesting pho-
tograph when they may in fact be 
downloading spam software to 
their computers.

• Spyware. Spyware is a type of soft-
ware designed to track your com-
puter usage or Internet activity 
and send that information—plus 
any personal information it can 
fi nd—to a third-party source. This 
software may be used for spam, 
identity theft, or other purposes.

• Zombie. A zombie is an infected 
computer used to send spam with-
out the owner’s knowledge. If a 
spammer can infect several com-
puters to create a series of zom-
bies, small amounts of spam can 
be sent from a variety of sources 
and the spammer can better cover 
his or her tracks.

Anti-Spyware Legislation
Recent moves have been made to 
introduce and enact legislation pro-
hibiting spyware. In my humble and 
somewhat cynical opinion, however, 

this legislation should not be expected 
to produce results that are any better 
than the legislation prohibiting spam.

What Can You Do?
Your IT department has probably 
been telling you that the requested 
budget increase for system security 
is essential, but it never seems to 
get enough funding to really protect 
your networks. It is time to take a 
closer look at your security plans and 
strategies and to focus on the deploy-
ment of up-to-date technologies to 
protect your business from malware.

For spam and similar advertis-
ing e-mail, spam fi lters are becom-
ing better and better. The coopera-
tion and participation of each user, 
however, is absolutely necessary. 
Unfortunately, some legitimate ser-
vices are on marketing blacklists, 
so your server may try to block cer-
tain safe addresses or domains.

While intelligent fi ltering software 
is becoming more mature, there is no 
single solution that will protect your 
environment from malware. This 
will be an ongoing battle for years to 
come, and I wish you safety and luck 
in dealing with this vexing problem.
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A Business Court in Michigan
By Diane L. Akers
Introduction
Over the last decade in this country, courts 
specializing in handling business or com-
mercial cases have increased dramatical-
ly in number and now exist in Delaware, 
Florida, Illinois, Maryland, Massachusetts, 
Nevada, New Jersey, New York, North 
Carolina, Oklahoma, Pennsylvania, and 
Rhode Island. The original business courts 
have expanded in size and been praised for 
their successes. Now, several other juris-
dictions, including Michigan, are consider-
ing establishing their own business courts.

A “business court” is generally a busi-
ness docket, division, or program within 
an existing trial court. It is not a separate 
court, but is more like the civil, crimi-
nal, family, or other divisions that exist 
in some of Michigan’s circuit courts. 

A business court does not require the 
creation of a new judiciary. Rather, cases 
are reallocated among existing judges, mak-
ing business courts a low-cost and highly 
effective way to enhance the quality of deci-
sions in business cases and the effi ciency of 
overall dispute resolution. Business courts 
strive to assign business or commercial liti-
gation to judges who have a particular inter-
est, experience, or skill at deciding busi-
ness issues and at managing large, complex 
business litigation. Over time, the business 
court’s decisions will provide guidance to 
litigants and the business community. Busi-
ness courts also focus on aggressive case 
management and early alternative dispute 
resolution (ADR) efforts, which may be 
particularly well suited to business cases.

For several years, the State Bar of Mich-
igan’s Business Law Section explored the 
possibility of a business court in this state 
and in late 2001 created the Business Court 
Ad Hoc Committee to study the issues and 
make recommendations. When the com-
mittee e-mailed section members in early 
2002 to gauge their interest in the project, 
the response was overwhelming. Within 
forty-eight hours, over 170 members had 
volunteered to play a role in or to support 
the project, and some took the opportu-
nity to express their views and the views 
of their business clients on how the resolu-
tion of business disputes could be improved.

The committee reviewed the various 
forms of business courts across the country, 
consulted experts, legislators, and business 
court judges in other jurisdictions, and issued 
periodic written reports. Most importantly, 
the committee asked lawyers, judges, court 
administrators, businesses, chambers of com-
merce, industry and trade organizations, and 
others for their views on court litigation and 
other ways of resolving business disputes.

The message was clear and strong. Many 
members of the business and legal commu-
nities believe that court litigation of business 
disputes takes too long, is too expensive, and 
all too frequently damages or even destroys 
the relationships between businesses. With 
limited resources, particularly when the econ-
omy is down, businesses do not want to spend 
their resources on litigation counsel and cost-
ly discovery proceedings that can drag on for 
months and signifi cantly disrupt operations. 

A bill that will attempt to address these 
issues by creating a business court is being 
drafted by Michigan House of Represen-
tatives Majority Whip Brian P. Palmer (R-
Romeo). The statute would create a busi-
ness court in each circuit, with many of the 
details, rules, and procedures to be deter-
mined by the Michigan Supreme Court.

This article will review the background 
and advantages of business courts and 
examine some of the important issues 
that must be considered before a busi-
ness court can be established in Michigan.

The Background of Business 
Courts
Many businesses and their litigation coun-
sel traditionally have considered litiga-
tion of business disputes in the state courts 
(outside of Delaware) to be undesirable. If 
they can fi nd any basis whatsoever to assert 
federal jurisdiction, these parties will com-
mence suit in or remove state court actions 
to federal court. Rightly or wrongly, federal 
judges sometimes are perceived as having a 
superior understanding of business issues. 
Typically, they also have greater resources at 
their disposal than state circuit court judges 
and, therefore, may be better able to devote 
the time and attention necessary to adjudi-
cating complicated and cumbersome cases 
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that involve voluminous document produc-
tion and extensive written motion practice.

Business courts grew out of each enact-
ing state’s desire to strengthen its econo-
my by encouraging businesses to locate 
and continue to do business in that state. 
Establishing and operating a business 
court allows states to demonstrate a favor-
able economic climate for businesses and 
to compete effectively with states that are 
perceived as being less business friendly.

Many people consider Delaware’s 
Court of Chancery to be the fi rst—and by 
far the most esteemed—business court, 
although it was not created for that pur-
pose. Other states have followed suit:
• New York was the fi rst jurisdiction to cre-

ate a specialized business court and has 
since expanded this signifi cantly. Accord-
ing to the New York Council on Judi-
cial Administration, the business court 
“helped to stem the fl ight of commercial 
litigants from New York’s courts, and to 
maintain New York’s status as the pre-
mier state for the conduct of business.”1

• In North Carolina, the governor cre-
ated a special Commission on Business 
Laws and the Economy to recommend 
statutory and regulatory changes to help 
create a legal environment that would 
attract businesses and provide them with 
the fl exibility and support necessary to 
operate successfully.2 The state created 
its one-judge business court in 1995 and 
has subsequently expanded this to three 
judges, reporting that the business court 
has helped establish North Carolina as a 
favorable state for businesses.3

• Massachusetts created its business court 
at least partly to address a “concern tied 
into the general perception … that busi-
nesses were fl eeing Massachusetts’ state 
courts because of a belief that generalized 
courts could not handle specialized mat-
ters.”4

• Maryland’s Business and Technology 
Court was established as “part of an effort 
to overcome the perception that Maryland 
was anti-business, in the hope of encour-
aging technology companies to locate in 
Maryland.”5

• In Orange County, Florida, the order cre-
ating a business court cites as one of its 
purposes “helping our community to 
attract new businesses that are looking to 
relocate.”6

• Colorado’s Task Force on Civil Justice 
Reform recommended a business court 
“to help Colorado attract and retain 
world-class employers and employees 
alike.”7

Michigan already has a precedent of 
encouraging businesses to locate and remain 
in the state through legal structures that spe-
cialize in resolving business or commercial 
disputes. In late 2001, the legislature passed 
the cyber court statute,8 creating a special-
ized court that incorporates technological 
processes to expedite resolution of any case 
that is “primarily a commercial or business 
dispute.”9 The statute’s objectives were to 
improve Michigan’s economy and encour-
age businesses to locate here.10 Thus, the 
state already has recognized the importance 
of a legal system that addresses the unique 
features of disputes between businesses.

In today’s economy, states must actively 
court businesses and offer various incen-
tives for these businesses to locate and 
remain there. A business court can be a 
low- or even no-cost, yet highly effective, 
technique for accomplishing this goal.

Features of Business Courts
Specialized Features of Business Litigation
Business courts aim to assign business and 
commercial cases to judges experienced in 
this area because of the specialized features 
of business litigation. Disputes between 
businesses over commercial transactions, 
for example, often are governed by the Uni-
form Commercial Code, and familiarity 
with Michigan and foreign-state opinions 
interpreting the UCC is invaluable in busi-
ness litigation. Business disputes also may 
involve commercial-fi nancing issues and 
the transfer of interests in commercial real 
estate, or intellectual-property issues and 
noncompete and nonsolicitation agreements. 
Courts resolving business disputes also fre-
quently deal with the formation, governance, 
powers, duties, and ownership of interests 
in corporations, partnerships, limited-liabil-
ity companies, and other business entities.

In dealing exclusively with business 
cases, over time the business court judge will 
further develop his or her expertise in busi-
ness law, which will lead to a greater effi -
ciency and accuracy in resolving business 
cases. An improved understanding of the 
applicable legal principles will in turn lead 
to more consistent rulings on similar issues. 
Eventually, a body of law will develop that 
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future litigants, lawyers, and businesses 
can look to for guidance. Some jurisdic-
tions encourage or even require the business 
court judge to issue written opinions that 
are available to the public; in North Caroli-
na, for example, business court judges issue 
written opinions on matters that are novel 
and where a ruling would be helpful to liti-
gants and the general business community.11

Some of the factual matters that are 
prevalent in business litigation can be high-
ly technical. For example, a court deciding 
a business case often must analyze fi nan-
cial statements, profi t and loss projections, 
audits, accounting reviews and procedures, 
market analyses, and other fi nancial or eco-
nomic information. Cases arising from intel-
lectual-property disputes may require the 
judge to analyze engineering or other scien-
tifi c information. While some judges enjoy 
working with such matters, others consider 
it burdensome, particularly because such 
analyses can be extremely time consuming.12

Because business cases so frequently 
involve written contracts or other docu-
ments, they may be particularly suited to at 
least partial resolution on motion. As long as 
a contract is not ambiguous, the court inter-
prets the contract language based on its plain 
meaning, and extrinsic evidence (e.g., testi-
mony of witnesses, other documents, course 
of performance, and industry practice) is nei-
ther relevant nor admissible.13 Some judges 
enjoy a heavy schedule of written motion 
practice, while others prefer cases that 
involve more trials or courtroom proceedings.

Business cases can be particularly 
unwieldy and, especially when involving 
written motions, can demand a great deal of 
a trial judge’s time, possibly to the detriment 
of other cases. For instance, a large commer-
cial case involving complex issues, many par-
ties, and multiple motions and cross-motions, 
may require a great deal of the court’s atten-
tion on any particular motion day—and on 
those days, all other parties with pending 
motions simply must wait. Removing such 
a business case from the general docket 
and assigning it to a business court judge 
can increase the effi ciency with which all 
cases, not just business cases, are resolved.

Requests for Injunctive Relief
Business disputes also often involve urgent 
requests for injunctive relief at the outset, and 
this may require the judge to evaluate exten-
sive technical, competitive, and fi nancial 

information in very short order. For instance, 
a business asserting that its trade secrets 
have been misappropriated by a competing 
business may fi le suit seeking an immedi-
ate injunction prohibiting such use until the 
litigation is concluded. The plaintiff-business 
will argue that secret information, once dis-
closed, loses some or even all of its benefi t to 
that business, so that failure to grant injunc-
tive relief would cause irreparable harm that 
could never be remedied through money. 
The defendant-business will argue just as 
vehemently that such an order would inter-
fere with its legitimate use of information 
that it contends is either not a trade secret 
or not the property of the plaintiff-business 
and that the requested injunction, if entered, 
would irreparably harm its business in ways 
that could never be remedied by money. In 
deciding whether to grant injunctive relief, 
and what form this should take, the judge 
must consider the factual background in 
detail in order to balance the possible harm 
to the litigants or to the public from either 
decision.14 This may require the judge to 
master a complicated and extensive factu-
al record within a few days or even hours.

Parties to other kinds of litigation also 
may urgently seek injunctive relief, will press 
their respective positions just as vehemently, 
and are equally deserving of the court’s care-
ful and timely attention. However, the subject 
matter of these other kinds of cases may be 
less technical and may not require the same 
extensive document review before the judge 
can determine whether to grant the relief.

Relationship Between Parties
Another unique aspect of business cases 
is that the litigants may want to continue 
their business relationship both during and 
after the adjudication. Of course, the litiga-
tion process rarely, if ever, enhances this 
relationship, but to preserve and encourage 
the continuation of otherwise-satisfactory 
business dealings, the litigation should be 
brought to the speediest possible resolution.

Especially when businesses want to 
continue their relationship, they may have 
exchanged information and even made settle-
ment proposals and counterproposals before 
litigation attorneys were brought in. In gen-
eral, when a business case is fi led, its factual 
background may be more fully developed than 
when other kinds of cases are commenced. 
Because of this, a business case may be ready 
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for some form of ADR from the outset or much 
earlier than other kinds of cases would be.

Damages
Business cases also can be easier to settle 
because the damages may be more read-
ily defi ned. In a personal injury case, for 
instance, the plaintiff will seek recovery 
for physical and/or mental distress, both 
of which are notoriously diffi cult to gauge. 
The plaintiff may envision an award of 
many millions of dollars—an unlikely but 
still plausible outcome, the possibility of 
which can be a powerful incentive not to 
settle. In business cases, however, the par-
ties generally are able to assess with greater 
accuracy what incidental and even conse-
quential damages may be awarded. Business 
disputes still can involve damages, such as 
lost profi ts, that are diffi cult to measure, but 
even then the range of outcomes may still be 
more confi ned than in a personal injury case.

Directed Case Management and ADR
One of the most important features of all busi-
ness courts is an emphasis on highly directed 
and active case management. The business 
court judge becomes familiar with the facts 
and legal issues in detail at the beginning of 
the case, especially if there has been a request 
for immediate injunctive relief. The judge’s 
expertise in business issues, as well as the 
availability of other relevant opinions from 
similar cases, allows both the judge and the 
parties to narrow the issues at the outset. 

Further, the parties and the business 
court judge can assess whether some form 
of very early ADR would be appropri-
ate, with the goal of avoiding signifi cant 
and costly discovery proceedings. In fact, 
many people consider business courts to 
be a form of ADR, and very early ADR 
saves time, money, and relationships. Busi-
ness court judges should seek other cre-
ative ways to lead the parties to resolution.

Other kinds of cases can also benefi t from 
ADR and also are deserving of resolution as 
rapidly as possible. Assigning business liti-
gation to a business court does not imply that 
business cases are more important or that a 
business litigant is entitled to a better quality of 
justice. Rather, because of some of the unique 
features identifi ed above, business cases sim-
ply may be ready for early ADR, while other 
cases may require more factual development 
before ADR can have much of an impact.

A business court also can benefi t smaller 
businesses with smaller cases. While litiga-

tion costs are unpleasant for a large business, 
they can be prohibitive or fatal for a small 
business. In a business court, however, a 
small case can enjoy the same interest, exper-
tise, and experience that allows the business 
court judge to narrow issues, encourage set-
tlement, and render a decision in large cases.

Business courts provide all of these ben-
efi ts without signifi cant cost. Although some 
business courts have created new judicial 
positions and so have required new fund-
ing, many business courts have avoided 
this. Massachusetts, for example, reports 
that its business court is “cost neutral” and 
has required no new budgetary expenses.15

Issues for a Business Court in 
Michigan

Defi nition
The defi nition of a business or commercial case 
must be established before a business court 
can begin adjudicating cases. A Michigan 
business court could borrow the defi nition of 
a “business or commercial dispute” from the 
cyber court statute16 and include the following:
• disputes between business entities 
• disputes arising from commercial con-

tracts and intellectual property rights 
• disputes involving the internal gover-

nance, powers, duties, and obligations of 
business entities

• disputes involving commercial fi nancing 
or real estate transactions

A defi nition based on the statute would gen-
erally exclude the following:
• criminal cases 
• personal injury cases, including product 

liability and malpractice
• family law and probate court matters
• employment cases
• consumer transactions
• other matters specifi cally addressed by a 

statute, e.g., landlord-tenant matters

Assignment
The process for lodging cases in the business 
court also must be determined, particularly 
the issue of whether assignment to the 
business court will be voluntary. Given 
the adversarial nature of litigation (and 
litigators), a business court that requires the 
consent of all parties may not have many 
cases at all. If one litigant can veto assignment 
to the business court, even if all other parties 

One of 
the most 

 important 
features of 

all business 
courts is an 

emphasis 
on highly 

 directed and 
active case 

management.



agree, then litigation strategy could become a 
factor in the assignment process.

Alternatively, assignment to the business 
court could be entirely a matter of judicial 
determination, with no input from the liti-
gants. One administrative diffi culty with this 
approach, however, is that the only way now 
for a judge or court administrator to deter-
mine which cases belong in the business 
court is the current case-code system. When 
lawsuits are fi led, the plaintiff must include 
in the case caption one of the case-type codes 
provided by the State Court Administrative 
Offi ce.17 Unfortunately, a number of existing 
case codes could indicate that a case is appro-
priate for assignment to a business court,18 
while many current codes encompass matters 
that are not business or commercial disputes. 
Certainly, a separate case code for the busi-
ness court could be established, but reliance 
on that code alone would mean that assign-
ment to the business court would be deter-
mined solely by the plaintiff, without input 
from defendants or third-party defendants. 

The cyber court statute permits a plaintiff 
to commence an action in the cyber court. 
Proposed rules for the cyber court19 would 
have allowed a defendant to remove a case 
from the cyber court to circuit court on a 
motion fi led within 14 days after the deadline 
for responding to the complaint. The busi-
ness court could consider similar provisions.

ADR
ADR is a very important part of all busi-
ness courts, and the Michigan Court Rules 
already provide a number of ADR alter-
natives, including case evaluation20 and 
mediation,21 and all civil cases are subject 
to some form of ADR.22 For a number of 
years, some circuit courts have offered other 
creative approaches to dispute resolution, 
including voluntary facilitative mediation 
and many forms of settlement conferences.

Business court cases also could use ADR 
alternatives provided by private individuals 
or entities, including the American Arbitra-
tion Association. The Dispute Resolution 
Association of Michigan also offers a variety 
of services, including a new Business-to-Busi-
ness Mediation program.23 In addition, there 
are many former judges and experienced 
litigation attorneys who offer their services 
as arbitrators, facilitators, and mediators. 
In general, courts have been quite fl exible 
in permitting litigants to tailor ADR pro-

cesses to their disputes, and such fl exibility 
would be well suited to the business court. 

Funding and Fees
Funding and fees also must be considered. 
Business courts not creating new judge-
ships have gained wide acceptance in part 
because they do not need additional fund-
ing. Some jurisdictions do provide busi-
ness court judges with additional law clerk 
assistance if he or she is expected to issue 
more written opinions than in a general civil 
trial court, but business court judges gener-
ally carry full case loads, even if only a por-
tion of their cases are business court cases. 

Assignment to the business court could 
require some form of administrative over-
sight, either as cases are lodged in or removed 
from the business court. The cyber court 
statute requires a $200 fi ling fee; for other 
types of cases, this fee is $150. The business 
court could implement a similar approach.

Selection of Judges and Other Issues
The selection process and term length for 
business court judges also will have to be 
established. Because of the importance of the 
business court judge’s specifi c interest and 
expertise in business issues, longer terms 
would be more appropriate than shorter terms 
or rotating assignments to the business court.

Other issues that remain to be considered 
include whether juries should be available 
in the business court and where appeals of 
right would be heard. If the business court 
is established as part of the circuit-court 
system, juries would be available to the 
same extent as in other cases, and appeals 
would go to the Michigan Court of Appeals.

Conclusion
A business court offers many advantages for 
businesses, litigants, and the entire state—
without signifi cant expense. While some 
aspects of a business court still require further 
study and evaluation, the passage of a busi-
ness court statute would go a long way toward 
achieving these advantages for Michigan.

NOTES
1. Mitchell L. Bach & Lee Applebaum, A History of 
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6. Id. at § XI.
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The Class Action Fairness Act of 2005: 
Sensible Reform or Orwellian Title?
By Daniel N. Sharkey1

Introduction
On February 18, 2005, President Bush signed 
into law the Class Action Fairness Act 
(CAFA) of 2005. CAFA dramatically expands 
federal jurisdiction over class actions in sev-
eral ways, most prominently by allowing 
removal of class actions with even “mini-
mal” diversity.2 CAFA also sharply limits 
fees in “coupon” settlements and mandates 
that federal and state offi cials be allowed to 
review notice and settlement documents. 
Understanding CAFA is therefore impera-
tive for all involved in class-action litiga-
tion, be it state or federal. The purpose of 
this article is to highlight CAFA’s most 
important changes to class-action practice.

Background to Passage of CAFA
CAFA was enacted amid a growing percep-
tion that abuses of the class-action device 
undermined public respect for the judicial sys-
tem.3 President Bush called CAFA “a critical 
step toward ending the lawsuit culture in our 
country” and claimed that its enactment “will 
ease the needless burden of litigation on every 
American worker, business, and family.”4

CAFA attempts to ameliorate the widely 
held perception that forum shopping has run 
amok.  In response to the U.S. Supreme Court 
making it increasingly diffi cult for plaintiffs 
to certify classes and prevail in class actions 
in federal courts, plaintiffs’ counsel began 
seeking the friendlier confi nes of state courts.5

When he signed CAFA into law, Presi-
dent Bush pointed out that the number of 
class actions fi led in Madison County, Illi-
nois, had increased from 2 in 1998 to 82 in 
2004 and that 24 were fi led in the fi rst six 
weeks of 2005.6 Senator Arlen Specter (R-
Pa), chairperson of the Senate Judiciary 
Committee, explained that CAFA’s purpose 
was to “prevent judge shopping to [s]tates 
and even counties where courts and judges 
have a prejudicial predisposition on cases.”7

Indeed, CAFA’s preface openly criti-
cizes state and local courts for “acting in 
ways that demonstrate bias against out-of-
[s]tate defendants” and “making judgments 
that impose their view of the law on other 
[s]tates and bind the rights of the residents 

of those [s]tates.”8 In state courts, jury pools 
are known for big verdicts and judges are 
known to grant plaintiffs’ attorneys large 
shares as fees. Depending on one’s perspec-
tive, these courts are either “magic mag-
net jurisdictions” or “judicial hellholes.”

Before CAFA, it had become routine prac-
tice for plaintiffs to prevent removal by either 
naming a non-diverse defendant or claiming 
an amount less than $75,000, the federal juris-
diction threshold for amount in controversy.9 
CAFA obviates this tactic by allowing the 
aggregation of claims over certain amounts 
and by allowing federal jurisdiction, even 
with minimal diversity, thereby keeping 
many more class actions in federal court.10

CAFA also changes the rules regard-
ing coupon settlements.11 Class actions are 
a procedural device originally created to 
effi ciently address a large number of simi-
lar claims by people suffering small harms. 
Critics contended, however, that the primary 
benefi ciaries of class actions were lawyers 
receiving exorbitant fees, leaving class mem-
bers with coupons or other awards of nomi-
nal value.12 CAFA signifi cantly increases the 
required level of judicial scrutiny of cou-
pon settlement and attorney fee awards.13

Summary of CAFA Provisions
Overview
CAFA applies only to actions commenced 
on or after February 18, 2005.14 One federal 
appellate court has already held that CAFA 
does not permit removal of class actions 
pending in state court on its effective date. 15

The act introduces three  primary 
changes to class-action litigation:

1. Expanded federal jurisdiction over 
interstate class actions

2. New mandatory notice procedures 
requiring the mailing of notice and 
related settlement documents to the 
“appropriate” federal and state officials 
for review 

3. Limited attorney fee awards in coupon 
class-action settlements16  
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Federal Jurisdiction Expanded
CAFA establishes broad federal jurisdiction 
over multistate class actions but preserves 
state jurisdiction in class actions between 
plaintiffs and defendants in the same state. 
Before CAFA, federal diversity jurisdiction 
in class actions existed only as it did for every 
other case, when diversity was complete.17  

CAFA expands federal subject-mat-
ter jurisdiction for cases with “minimal” 
diversity, that is, when any class member 
is diverse from any defendant. There must 
be more than $5 million in controversy, 
but the claims of all of the class members 
may be aggregated to meet the $5-million 
requirement.18 It was recently held that 
CAFA’s amount-in-controversy requirement 
may be measured by either the aggregate 
benefi t of injunctive relief to class mem-
bers or the aggregate cost to defendants.19

CAFA also provides for federal jurisdic-
tion over “mass actions,” those defi ned as 
any action involving 100 or more members 
whose claims “are proposed to be tried joint-
ly on the ground that [they] involve com-
mon questions of law or fact.”20 Unlike class 
actions, mass actions are not subject to the 
$5-million amount-in-controversy require-
ment and remain subject to traditional diver-
sity requirements. Excluded from the defi ni-
tion of mass actions are claims that Congress 
presumably viewed as local disputes, i.e., 
those arising from an occurrence within the 
forum state that allegedly results in injuries 
only in the forum or contiguous states.21 

From its broad jurisdictional grant, CAFA 
also carves out several categories of cases: 
those against governmental defendants, those 
with small classes of fewer than 100 mem-
bers, securities and related fi duciary-duty 
cases, and internal corporate-affairs cases.22

Removal Restrictions Lifted
In several ways, CAFA facilitates the removal 
to federal court of claims initially fi led in state 
court. First, as stated above, it allows remov-
al even with “minimal” diversity.23 Second, 
CAFA eliminates the unanimous defendant 
consent requirement, so that any defendant 
can now remove without the consent of 
other defendants.24 Third, it eliminates the 
one-year time bar for removal under 28 USC 
1446(b). Last, and perhaps most surprisingly, 
CAFA carves out an exception to the familiar 
rule that remand orders are not appealable. 
Under CAFA, a federal appellate court may 
entertain an appeal of a remand, provided 

that the application for leave is fi led within 
seven days of the order. The appellate court 
must then resolve the appeal extremely expe-
ditiously, within only sixty days of the fi ling.25 

Together, these changes greatly aid 
defendants in removing class actions to 
federal court and in keeping them there. 
Indeed, one court recently held that, under 
CAFA, plaintiffs bear the burden on a 
remand petition to demonstrate that fed-
eral subject-matter jurisdiction is lacking.26  

The Rule of Thirds
Critics have noted that, by facilitating 
removal from state courts, CAFA under-
mines federalism concerns, an odd result 
given the political orientation of the bill’s 
progenitors.27 But CAFA does provide some 
important limits on federal jurisdiction over 
class actions. It sets forth guidelines to deter-
mine when the court must decline jurisdic-
tion, when the court must exercise juris-
diction, and when the court has discretion 
to either exercise or decline jurisdiction.28  

CAFA’s “Rule of Thirds” examines how 
many of the proposed class members are 
citizens of the forum state. If one-third or 
fewer of putative class members are citi-
zens of the forum state, there is mandatory 
federal jurisdiction, presumably because it 
is truly an “interstate” class action.29 If two-
thirds or more of proposed class members 
are citizens of the forum state and the “pri-
mary defendants” also are citizens of that 
state, a district court must decline to exer-
cise jurisdiction. The Senate report on CAFA 
labels this the “Home State” exception.30

Under what is called the “Local Contro-
versy” exception, CAFA also requires remand 
to state court if any of the following apply:

1. Two-thirds or more members are citizens 
of the forum state

2. At least one defendant from whom 
“significant relief” is sought is a citizen of 
the forum state

3. The “principal injuries” alleged were 
incurred in the forum state

4. No other class action asserting the same 
or similar factual allegations was filed 
during the preceding three-year period31

If between one-third and two-thirds 
of proposed class members and the “pri-
mary defendants” are citizens of the forum 
state, federal courts may, at their discretion, 
decline to exercise jurisdiction.32 Courts 
must consider the following factors, many of 
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which are aimed at forum shopping, when 
deciding whether to exercise jurisdiction:

1. Do the claims involve matters of national 
or interstate interest? 

2. Will the claims be governed by laws of 
the forum state or of other states? 

3. Was the class action pleaded to avoid 
federal jurisdiction? 

4. Was the action brought in a forum with a 
“distinct nexus” with the class members, 
the alleged harm, or the defendants? 

5. Is the number of class members who are 
citizens of the forum state “substantially 
larger” than the number of citizens from 
any other state? 

6. Have any similar class actions been filed 
in the past three years?33

In short, whether the federal court will 
exercise jurisdiction depends in large part 
on its application of the “Rule of Thirds.” 
CAFA, therefore, sets up some interesting 
battles over counting class members. What 
corporate defendant knows how many of its 
consumers are in the forum state versus in 
other states? Customer lists will likely play 
an important role early in discovery, and one 
can easily imagine marketing experts dueling 
over how many class members are in Michi-
gan versus in Ohio and Indiana. To the extent 
that the fraction of class members in the pro-
posed class appears to be between one-third 
and two-thirds, the federal court will exam-
ine the six factors above, many of which 
appear intended to deter forum shopping.

Settlement Notices: Yes, You Have to Tell 
the Government
CAFA considerably beefs up settlement notice 
requirements. Since December 1, 2003, Rule 
23 has required “the best notice practicable 
under the circumstances, including individu-
al notice to all members who can be identifi ed 
through reasonable effort.”34 Under CAFA, 
however, “each settling defendant” must 
now send a substantial notice packet, includ-
ing several categories of pleadings and other 
information, to the “appropriate federal offi -
cial” and to the “appropriate state offi cial” of 
each state in which a class member resides.35 
With a few exceptions, CAFA designates the 
U.S. Attorney General and the states’ attor-
neys general as such “appropriate offi cials.”36

While CAFA creates no causes of action 
for the government, it affords offi cials 90 
days to review the proposed settlement and 
presumably to decide whether to become 

involved. If a defendant fails to comply 
with the notice provision, members may 
refuse to be bound by the settlement.37  

Coupons: I Was a Class Member and All I 
Got Was This Lousy . . .
Coupon class-action settlements have long 
been criticized for providing members little 
real value because they awarded plaintiffs’ 
counsel large fees. Moreover, there has been 
historically little oversight of redemption 
rates following court approval of the settle-
ment. Many class members receive settle-
ment coupons they consider much smaller 
than the value of their damages, while coun-
sel receive “fees based on a percentage of a 
theoretical settlement value regardless of 
actual consideration paid by the defendant 
to class members.”38 The fees awarded have 
not depended on coupon redemption rates.

Provisions of CAFA labeled the “Con-
sumer Class Action Bill of Rights” attempt 
to address this perceived inequity by 
requiring that class members be the “pri-
mary benefi ciaries” of any coupon settle-
ment.39 CAFA also requires that the por-
tion of fees awarded to class counsel be 
based on the value to class members of 
the coupons that are actually redeemed.40  

All fees from coupon settlements are 
subject to court approval, including sev-
eral conditions.41 Apart from the famil-
iar requirement that a settlement be “fair, 
reasonable, and adequate,” the court may 
take expert testimony on the actual value 
rendered to the class members.42 More-
over, settlements may not provide greater 
rewards to some members solely because 
they are located closer to the forum court.

Overall, CAFA is a watershed change 
for coupon class-action settlements 
and attorney fees awarded from them.

The One-Year Report Card
CAFA directs the U.S. Judicial Confer-
ence to provide a report on class-action 
settlements within a year of CAFA’s enact-
ment to ensure that it is accomplishing its 
stated objectives.43 The Judicial Confer-
ence must also detail a plan to implement 
any recommended tweaking of the act.44  

Conclusion

Courts are only starting to grapple with 
CAFA’s attempt to chain the class-action 
beast. Commentators differ on whether 
CAFA will increase traffi c in federal district 
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courts or simply result in plaintiffs’ coun-
sel fi ling carefully crafted statewide class 
actions. It is beyond the scope of this article 
to debate whether CAFA goes too far and 
stacks the deck against plaintiffs with valid 
claims. What appears certain is that CAFA’s 
assortment of notice requirements, member 
ratio guidelines, and other procedural hoops 
will result in litigation about CAFA itself.
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In the Shadows:
The Business Judgment Rule Amid the 
Recent Corporate Scandals
By Ashish S. Joshi
Introduction
Sometime in March 2005, when American 
International Group (AIG) independent direc-
tors met to determine the fate of Chairman 
Maurice R. “Hank” Greenberg, many had 
an unusual question: Could they bring their 
own counsel along? Of course, the directors’ 
personal lawyers were not allowed into the 
meeting—only counsel retained for the group 
as a whole.1 But the AIG directors’ wish for 
individual counsel during a critical decision 
refl ects a new level of anxiety over legal lia-
bility in corporate boardrooms: an increased 
sense among directors that they need to worry 
about their own performance and liabilities.

Although directors theoretically can be 
held liable for any mistakes made on their 
watch, there is a high legal standard for 
proving individual liability. To successful-
ly defend themselves, directors need only 
show that their decisions were “business 
judgment,” made in good faith and not reck-
lessly.2 Nevertheless, many directors have 
been scrambling to their lawyers for advice 
since former Enron and WorldCom direc-
tors agreed to pay millions to personally 
settle shareholder suits.3 Such payments are 
rare because company charters often include 
provisions that make the corporation respon-
sible for judgments against directors, and 
directors are further protected by insurance.4 
Nevertheless, the WorldCom and Enron set-
tlements were a wake-up call in boardrooms 
across the country that the days of the rubber-
stamping, old-boy-network board of direc-
tors were gone. Today’s boards are feeling the 
heat and, unlike in the past, they have begun to 
respond.5 Heads have been rolling: Franklin 
Raines from Fannie Mae, Carly Fiorina from 
Hewlett-Packard, Harry Stonecipher from 
Boeing, Michael Eisner from Disney, Hank 
Greenberg from AIG, Christopher Milliken 
from Offi ceMax, and Scott Livengood from 
Krispy Kreme—all cut down by boards that 
had recently been subjected to a great deal of 
pressure, in AIG’s case from New York Attor-
ney General Eliot Spitzer and in Disney’s case 
from institutional shareholders. As the Wall 

Street Journal put it: “There seems to be a sea 
change going on here—a kind of maturation 
of American corporate governance. The king 
now has a parliament, which in turn answers 
to powerful constituents.”6 During the ’90s 
bull market, buoyed by lax “race-to-the-bot-
tom”7 case law and statutory amendments 
after the Van Gorkom decision,8 fear was for-
gotten. But now it’s back. Directors are afraid 
of losing their money, and in the corporate 
world that is simply not supposed to happen.9 

The Business Judgment Rule10

Historically, the business judgment rule, as 
interpreted by state and federal courts, pre-
sumed that directors of corporations making 
decisions on behalf of shareholders were cor-
rect if they acted (1) in good faith, (2) on an 
informed basis, (3) in a disinterested manner, 
(4) with due care, and (5) without discretion 
or waste.11 If these criteria were met, direc-
tors’ fi duciary obligations were satisfi ed. 
To overcome this presumption, challengers 
were forced to show that a director had acted 
in a grossly negligent manner or had had a 
confl ict of interest, but directors could over-
come the latter charge by showing that they 
had informed the board of their interest and 
that their actions had served the best interests 
of the shareholders. This unwillingness of 
courts to intervene and overturn the decisions 
of private boards of directors can be traced 
in English common law as far back as 1742.12 

In the United States, the business judg-
ment rule as a principle of corporate law 
was fi rst established in 1829 by the Louisiana 
Supreme Court.13 In 1853, the Rhode Island 
Supreme Court stated the rule succinctly: 
“We think a board of [d]irectors acting in 
good faith and with reasonable care and dili-
gence, who nevertheless falls into a mistake, 
either as to law or fact, [is] not liable for the 
consequences of such mistake.”14 It appears 
that the major rationales underscoring the 
validity of the business judgment rule are 
(1) that people make mistakes, and that they 
should be encouraged to assume director-
ships without fear of failure; (2) that the direc-
tors need wide discretion in setting policy 
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and making decisions; (3) that courts should 
be kept out of boardrooms where they have 
little expertise; and (4) that all parties con-
cerned should be assured that directors, not 
shareholders, will set policy and be account-
able to all present and future investors.15

The corporate law doctrine of the busi-
ness judgment rule is curiously protean in 
judicial interpretation. During “good” times, 
courts typically adopt a robust vision of the 
business judgment rule and pay maximum 
respect to the principle of board authority. 
During periods of market decline, however, 
and with the emergence of highly publi-
cized corporate scandals and their resultant 
extralegal pressures, judicial review of board 
decision making increases.16 However, once 
the crisis defuses and the pressure recedes, 
courts return to their position of board def-
erence. In a nutshell: board accountability 
increases during periods of scandal and crisis 
and decreases when the crisis blows over.17

The Watershed Year
The corporate law jurisprudence that 
emerged in Delaware in the mid-1980s was, 
like the recent post-Enron decisions, a result 
of crisis and controversy. With hostile take-
over activity exploding, takeover battles 
were drawing wide public attention. The 
fi nanciers who engineered the acquisitions 
were vilifi ed for getting wildly rich while 
the deals they made resulted in plant clo-
sures, asset sales, and layoffs.18 On one side 
were the public and corporate managers who 
were largely opposed to the takeovers; on 
the other side were the academics and share-
holder-rights activists who argued that take-
over defenses obstruct the effi cient transfer 
of resources and hinder the ability of share-
holders to sell their interests at a premium. In 
response, the Delaware courts handed down 
a monumental set of fi duciary-duty decisions 
by modifying or inventing doctrines which 
tipped the balance in favor of greater board 
accountability. In a single year, the Dela-
ware Supreme Court (1) reset the standard of 
gross negligence in Smith v Van Gorkom19 in 
an unprecedented manner, (2) restricted the 
ability of an incumbent board of directors to 
resist an unwanted takeover offer in Unocal 
Corp v Mesa Petroleum Co,20 and (3) set lim-
its on when a target board could favor one 
buyer over another in Revlon Inc v MacAn-
drews, Inc & Forbes Holdings, Inc.21 Each of 
these decisions was a reaction by Delaware 
courts to a climate of controversy and crisis. 

The Waters Recede: Resumption 
of the “Race to the Bottom”
This narrowing of the business-judgment-
rule doctrine did not last long. The ultimate 
impact of each of the “watershed decisions” 
has either been eliminated or substan-
tially reduced: Van Gorkom was reversed 
by the Delaware Legislature, Unocal was 
slowly eroded by lax application, and Rev-
lon was expressly narrowed. Once again, 
the “race to the bottom” continued.22 

Perhaps the most important decision per-
taining to the business judgment rule’s expan-
sion and subsequent contraction is Smith v 
Van Gorkom.23 The chancery court imposed 
individual liability on Trans Union’s direc-
tors for gross negligence in approving the 
acquisition of their company, which board 
members did after a twenty-minute oral 
presentation by Jerome Van Gorkom, Trans 
Union’s CEO. Van Gorkom presented his 
understanding of the offer, which he had sin-
gly negotiated, and after two hours of discus-
sion the board accepted the offer price of $55 
per share. The directors were held personally 
liable for the fair value of Trans Union stock 
exceeding $55 per share because they were 
“grossly negligent” in failing to inform them-
selves of the market value of the stock in a 
competitive-buyout environment. The court 
noted that none of the board members was 
an investment banker or fi nancial analyst, 
that no valuation report existed, and that it 
was clear that the directors had merely “rub-
ber stamped” the fair price set by the CEO. 
The Delaware Supreme Court reviewed the 
case to determine the fair value of Trans 
Union shares at the time of the board’s 
decision and for an amount of damages to 
the extent that fair value exceeded $55 per 
share.24 Before the court determination, a 
settlement was reached for $23.5 million.25

Despite the hue and cry that followed 
the Van Gorkom decision, Delaware Supreme 
Court Justice Andrew G. T. Moore, who 
voted in the majority, stated that the case 
“[did not] stand for new law. The Court 
was just applying old law to egregious 
facts.”26 It was apparent that the Delaware 
Supreme Court’s objection to the board 
action was because of the board’s failure to 
follow a process that would have made it 
informed about signifi cant matters involv-
ing the corporation and its shareholders.

Following the Van Gorkom decision, and 
reacting to a director’s liability insurance cri-
sis,27 the Delaware Legislature enacted a stat-

In a  nutshell: 
board 

 accountability 
increases 

 during  periods 
of scandal 

and crisis and 
decreases 
when the 

crisis blows 
over.



ute that sought to immunize directors from 
damages for breaches of a duty of care.28 
The amended statute permits a corporation 
to eliminate or limit personal liability of 
directors and shareholders for money dam-
ages for violations of the traditional busi-
ness judgment rule’s obligation of a duty 
of care in certain circumstances. However, 
Section 102(b)(7) does not eliminate or limit 
the liability of a director for (1) breach of the 
duty of loyalty, (2) acts or omissions that 
are not in good faith or that involve inten-
tional misconduct, and (3) any transaction 
for which the director derived an improper 
personal benefi t.29 Section 102(b)(7) also 
does not eliminate the duty of care; it merely 
permits shareholders to limit or eliminate a 
director’s liability for monetary damages for 
violations of such a duty, which still may be 
enforced through equitable remedies like 
injunctive relief or rescission.30 The liability 
is limited only when actions are instituted by 
shareholders or on behalf of the corporation; 
directors will still be held monetarily liable 
for a breach of a duty of care in third-party 
actions. Further, the amendment covers 
directors only, not offi cers, and thus direc-
tor-offi cers are covered only when they act 
as directors. Lastly, Section 102(b)(7) does 
not allow elimination or limitation of liability 
arising under other state or federal laws such 
as federal securities laws and the Racketeer 
Infl uenced and Corrupt Organizations Act.31 

Despite the legislative frenzy to limit or 
eliminate personal liability for a director’s 
breach of fi duciary duties, there are few cases 
where directors have personally paid dam-
ages for violations of a duty of care.32 Some 
academics believe that Section 102(b)(7) 
was a response to a “manufactured” insur-
ance crisis and to Van Gorkom, even though 
that case was a mainstream decision based 
on egregious facts resulting in gross neg-
ligence.33 Interestingly, since Van Gorkom, 
Delaware courts have repeatedly reject-
ed challenges to boards’ decisions where 
a confl ict of interest or gross negligence 
resulting in a violation of the duties of loy-
alty and good faith have not been shown.34

The “race to the bottom” theorists claim 
that this race has been exacerbated by Dela-
ware courts’ pro-management rulings on the 
business judgment rule. The amendment of 
Delaware statutory law to permit Delaware 
corporations (and those states that have 
passed similar law) to limit or eliminate the 
personal liability of directors for money dam-

ages for violations of the traditional business 
judgment rule’s obligation of the duty of care 
has also contributed to decreased standards.

Arguably, judicial decisions played, if 
not an important, then at least a non-trivial 
role in sowing the seeds of recent corporate 
scandals. The New York court’s decision in 
Kamin v American Express Co,35 which takes 
an extremely lax approach to interpreting the 
business judgment rule, is another example 
of the “race to the bottom” theory.36 In Kamin, 
the court held that, under the business judg-
ment rule, it was entirely appropriate for the 
directors of American Express “to cause the 
company to lose millions of dollars for the 
sole purpose of improving reported earn-
ings and thereby maintaining the price at 
which the company’s stock traded.”37 With 
courts giving such carte blanche to direc-
tors to engage in transactions lacking real 
substance and designed simply to improve 
reported earnings, the recent “cascade of 
scandals” should not be a surprise.38 Kamin 
joins other decisions that place beyond chal-
lenge nearly any director’s action, no mat-
ter how ill-conceived, if it is made without a 
confl ict of interest and if the director thought 
it was in the corporation’s best interest.39 

With the benefi t of hindsight, it is eerily 
interesting to note how the arguments of 
plaintiffs in Kamin foreshadowed the scan-
dals of 2002. Plaintiffs argued that, coupled 
with the aggressive accounting approach 
of American Express, some of the directors 
had had a confl ict of interest in voting for 
the dividend because these directors were 
offi cers and employees of American Express 
and their compensation depended on the 
level of reported earnings. Finding no show-
ing that the four insiders had dominated or 
controlled the sixteen outside directors, the 
trial court rejected this argument.40 In Enron 
and the other scandals of 2002, the corpo-
rations pursued “aggressive accounting” 
in search of higher reported earnings and 
higher stock prices which benefi ted manage-
ment, much of whose compensation was in 
the form of stock options.41 These decisions 
sent an unfortunate message to future cor-
porate leaders and their attorneys: the doc-
trine of the business judgment rule would 
protect management if it pursued more 
aggressive “earnings management” tech-
niques, even when the actions were designed 
to pull reported earnings up from low lev-
els without any increase in real earnings.42
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Have the Rules Changed?
After the recent spate of corporate scandals, 
courts have subjected directors’ conduct to 
increased scrutiny. Several recent Delaware 
decisions call into question the extent of judi-
cial deference to the business judgment of 
directors. In Brehm v Eisner, a case involving 
Disney’s large severance payment to its for-
mer president, Michael Ovitz, the Delaware 
Supreme Court reiterated the traditional 
formulation of the business judgment rule.43 
Later, the Delaware Chancery Court on May 
28, 2003, denied a motion to dismiss an amend-
ed complaint against Disney directors arising 
from the same severance payments paid to 
Ovitz that underlay the Delaware Supreme 
Court’s broad reading of the business judg-
ment rule in Brehm.44 Plaintiffs alleged that 
the directors did not investigate basic infor-
mation about the Ovitz contract, including 
the cost of termination, and allowed Disney’s 
CEO Michael Eisner to arrange termina-
tion payments to his long-time friend Ovitz 
well beyond what was called for in Ovitz’s 
employment contract.45 Plaintiffs alleged that 
the Disney directors “failed to exercise any 
business judgment and failed to make any 
good faith attempt to fulfi ll their fi duciary 
duties to Disney and its stockholders.”46 They 
further alleged that the defendant-directors 
“consciously and intentionally disregarded their 
responsibilities, adopting a ‘we don’t care 
about the risks’ attitude concerning a mate-
rial corporate decision.”47 The alleged facts 
implied that the directors “knew that they 
were making material decisions without ade-
quate information … and they simply did not 
care if the decisions caused the corporation 
and its stockholders to suffer injury or loss.”48 
The chancellor held that the complaint was 
suffi cient to withstand a motion to dismiss: 
“Where a director consciously ignores his or 
her duties to the corporation, thereby caus-
ing economic injury to its stockholders, the 
director’s actions are either ‘not in good faith’ 
or ‘involve intentional misconduct,’” and the 
allegations accordingly supported claims 
that fell outside the liability waiver provi-
sion in Disney’s certifi cate of incorporation.49

Months before the Disney I decision, the 
Seventh Circuit in March 2003, applying Illi-
nois law (which closely tracks Delaware law 
in this area), held that plaintiffs’ complaint 
stated a claim by alleging that the directors 
of Abbott Laboratories had known of signifi -
cant problems but decided that no action was 
required and that the allegations, if proved, 

showed a “systematic failure of the board to 
exercise oversight.”50 The court held that the 
directors’ decision not to act was not made in 
good faith and that plaintiffs’ claims were not 
precluded by a charter provision under the 
Illinois law analogous to Delaware’s Section 
102(b)(7). The board’s failure to act was not a 
business decision and, accordingly, was not 
protected under the business judgment rule.51

Apparently, it has become harder for 
defendant-directors to dispose of litigation by 
preliminary motion without discovery. In the 
last two years, the Delaware Supreme Court 
has reversed several chancery court deci-
sions in favor of defendant-directors, thereby 
heightening its review of director conduct and 
refl ecting a different judicial attitude toward 
directors’ decisions and liability.52 Courts, 
perhaps acutely aware of the corporate scan-
dals and excesses of recent years, are more 
willing than before to fi nd charter protections 
against director liability inapplicable because 
of the exception for actions not in good 
faith or involving intentional misconduct.53

The “Good Faith” Conundrum
Delaware cases refer to a “triad” of fi duciary 
duties: duty of care, duty of loyalty, and duty 
to act in good faith.54 The Delaware Supreme 
Court, by acknowledging in its opinions the 
duty to act in good faith, and in ranking this 
side by side with the traditional fi duciary 
duties of care and loyalty, implies that good 
faith is to be given a role in any fi duciary 
duty analysis equal to the other two duties.55 
However, without a general meaning of its 
own, good faith is an amorphous principle 
whose meaning “varies somewhat with the 
context.”56 Though it is diffi cult to give good 
faith any meaning or substance without 
restating either the duty of care or the duty 
of loyalty, an emerging line of cases rejects a 
vision of good faith as “mere shorthand for 
the duties of care and loyalty and establishes 
it, instead, as an independent basis for deci-
sion.”57 These cases suggest that good faith 
is not merely a new spin on old dicta but a 
ratio decidendi.58 This, in turn, allows courts 
to review corporate governance decisions 
outside the confi nes of care and loyalty.

To gauge the importance of the duty to 
act in good faith as an independent basis for 
a court’s decision making, consider a com-
plaint against a board of directors in which 
the facts do not rise to the occasion of a clear 
breach of loyalty. In order to overcome the 
business judgment presumption, plaintiffs 
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would have to argue a breach of the duty of 
care, the duty of loyalty, or the duty to act 
in good faith. Without an argument under 
the duty of loyalty, the plaintiff would be left 
with only a duty of care claim. If the defendant 
corporation has adopted Section 102(b)(7) 
or a similar provision entitling the board to 
dismissal of claims arising exclusively under 
the duty of care, the plaintiff’s case for mon-
etary damages would be doomed—unless the 
complaint alleges a breach of the duty to act 
in good faith.59 In such a scenario, good faith 
may prove to be the silver bullet. The plain-
tiff fi rst would recite facts drawing both the 
duty of care and the duty of loyalty into ques-
tion. However, rather than pursuing either of 
the two traditional fi duciary duties through 
to its logical conclusion, the plaintiff would 
alternate between the two and, in so doing, 
blend the issues raising doubts concerning 
the good faith of the defendant-directors.60

It is no accident that the issue of good 
faith reemerged during a period of scandal 
and crisis in American corporate gover-
nance. After the likes of Enron, WorldCom, 
Tyco, etc., the Delaware judiciary faced 
a heightened threat of federal preemp-
tion and responded by modifying or cre-
atively interpreting corporate doctrines.61 
However, judging from the past, this shift 
toward accountability brought by good-
faith interpretations will not be permanent.

The Disney II Decision
Two years after denying summary disposi-
tion in favor of the defendant-directors,62 
the Delaware Chancery Court concluded 
that defendant-directors did not breach their 
fi duciary duties or commit waste.63 The court 
made pertinent rulings regarding the busi-
ness judgment rule and held that the rule’s 
protections will not apply if the directors 
have made an “unintelligent or unadvised 
judgment.”64 The court further held that in 
instances where directors have failed to exer-
cise business judgment, that is, in the event of 
director inaction, the protections of the busi-
ness judgment rule do not apply.65 The court 
made a distinction between directorial inac-
tion and a director’s conscious decision not 
to act.66 An informed and conscious decision 
to refrain from acting may be a valid exercise 
of business judgment and will, accordingly, 
enjoy the protections of the rule. However, 
the rule has no role to play where directors 
have either abdicated their functions or failed 
to act—clearly, dereliction of duty is not pro-

tected. In these circumstances, the appro-
priate standard for determining liability is 
widely believed to be “gross negligence.”67

The Disney II decision also seeks to unrav-
el the mysterious role that good faith plays; 
however, it does not quite succeed in doing 
so. To begin with, Delaware decisions are 
not clear about whether there is a separate 
fi duciary duty of good faith. Good faith has 
been said to require an “honesty of purpose” 
and a genuine care for the fi duciary’s con-
stituents.68 Since the law presumes that direc-
tors act in good faith when making business 
judgments, it is probably easier to defi ne 
bad faith than good faith. Bad faith has been 
defi ned as authorizing a transaction for 
some purpose other than a genuine attempt 
to advance corporate welfare or when the 
transaction is known to constitute a viola-
tion of applicable positive law.69 The Disney 
II decision states that bad faith also can be 
a systematic or sustained shirking of duty:

Bad faith can be the result of ‘any 
emotion [that] may cause a direc-
tor to [intentionally] place his own 
interests, preferences or appetites 
before the welfare of the corpora-
tion,’ including greed, ‘hatred, lust, 
envy, revenge, … shame or pride.’ 
Sloth could certainly be an appropri-
ate addition to that incomplete list if 
it constitutes a systematic or sustained 
shirking of duty.70 

Accordingly, though mere ignorance, in 
and of itself, probably will not constitute bad 
faith, a systematic or sustained shirking of duty 
will. Directorial inaction will not be given 
the protection of the business judgment rule 
unless it is a reasoned and conscious decision 
not to act. However, even though plaintiffs 
may be able to demonstrate that directorial 
inaction is a breach of the duty of care and 
should not be afforded the protection of the 
business judgment rule, to get monetary dam-
ages they will need to get past the protection 
afforded by Section 102(b)(7). A single and 
isolated failure to act, though not covered 
under the business judgment rule, may not be 
enough to constitute bad faith. As the Disney 
II decision puts it, only a systematic or sustained 
shirking of duty will constitute bad faith. 

Interestingly, Chancellor Chandler fur-
ther held:

[T]he concept of intentional derelic-
tion of duty, a conscious disregard for 
one’s responsibilities, is an appropri-
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ate (although not the only) standard 
for determining whether fi duciaries 
have acted in good faith. Deliberate 
indifference and inaction in the face 
of a duty to act is … conduct that is 
clearly disloyal to the corporation. It 
is the epitome of faithless conduct. 
To act in good faith, a director must 
act at all times with an honesty of 
purpose and in the best interest and 
welfare of the corporation.71

Here the court does not require system-
atic or sustained inaction, merely holding that 
“inaction in the face of a duty to act …. [would be 
held] disloyal to the corporation.”72 So, what 
would constitute bad faith (or not be consid-
ered an action in good faith): a systematic or 
sustained shirking of duty or a few moments 
of inaction in the face of a duty to act? Would 
the magnitude or repercussion of that inaction 
be a deciding factor? How many inactions or 
failures to act would constitute a systematic 
or sustained shirking of duty? Apparently, 
the Delaware Chancery Court leaves many 
gray areas which invite further litigation. 

Disney II leaves us with an impression that 
to create a defi nitive and categorical defi nition 
of the universe of acts that would constitute 
bad faith would be diffi cult if not impossible. 
The good faith required of a corporate fi du-
ciary includes not simply the duties of care 
and loyalty but all the actions required by a 
true, faithful steward of the interests of the 
corporation and its shareholders. The three 
most salient examples of bad faith are (1) 
where the fi duciary intentionally acts with a 
purpose other than that of advancing the best 
interests of the corporation, (2) where the 
fi duciary acts with the intent to violate appli-
cable positive law, or (3) where the fi duciary 
intentionally fails to act in the face of a known 
duty to act, demonstrating a conscious disre-
gard for his duties. There may be other exam-
ples of bad faith yet to be proved or alleged.

Conclusion
To sum up, the pendulum on the busi-
ness judgment rule has once again swung 
toward directors’ accountability. Courts are 
more willing, at least in principle, to fi nd 
charter protections against director liabil-
ity inapplicable because of the exception 
for actions not in good faith or involving 
intentional misconduct. This emphasizes 
the need for corporate attorneys to counsel 
directors on how to demonstrate good faith 
and informed decision making. The bet-

ter the process,73 the less likely the courts 
will be to second-guess director action.

The prescriptions are not new, but 
they must be taken, recorded, and 
refl ected in making a business deci-
sion.74 They include the following:

● Focusing on and deciding important mat-
ters. Courts will defer to directors’ busi-
ness judgment only if the directors have 
looked at the question and used their 
business judgment in deciding it. It does 
not help (see Disney I and Abbott) if direc-
tors close their eyes to, rather than trying 
to wrestle with, a major issue they know 
about.

● Seeking information. In order to make an 
informed decision in good faith, the direc-
tors should probe to obtain the requisite 
information and assure themselves that 
the offi cers have done their homework to 
ground their recommendation. The board 
should actively do this and create a clear 
evidentiary trail of that effort.

● Acting on an informed basis. As the Dela-
ware courts put it, a director must act 
after considering the material facts that 
are reasonably available.75 Care should be 
taken so that pertinent reports are dissem-
inated to the board well before a decision 
is made. It did not help in the Disney case 
that the compensation committee had not 
bothered to read the draft employment 
contract or the termination agreement.

● Relying on experts when appropriate. Cor-
poration statutes protect directors who, 
in discharging their duties, rely in good 
faith on information presented to the 
company by a professional about mat-
ters the directors reasonably believe are 
within that person’s professional compe-
tence. Directors should have the intricate 
or technical matters explained to them by 
a knowledgeable expert, and the minutes 
or other record should indicate this.

● Identifying and minimizing confl icts of inter-
est. The directors should not have mate-
rial interests that confl ict with those of 
the company. Confl icts must be identi-
fi ed fully and addressed by directors who 
are fully independent. As the Oracle Corp 
Derivative Litigation case76 makes clear, 
appearances count. 

● Acting in the best interest of the corporation. 
The directors’ basic duty is to maximize 
the shareholders’ return and advance 
the best interests of the corporation. The 
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board must make a real effort to do this 
and should keep a record of those efforts.
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The Bankruptcy Abuse Prevention and
Consumer Protection Act of 2005:
Signifi cant Business Bankruptcy Changes

Introduction
On April 20, 2005, President George W. Bush 
signed into law the Bankruptcy Abuse Pre-
vention and Consumer Protection Act of 2005 
(the “Act”). The Act clarifi es, expands, and 
revises a number of provisions to Title 11 of the 
United States Code (the “Bankruptcy Code”) 
that are likely to have a signifi cant impact on 
business bankruptcies. This article addresses, 
among other things, the general provisions 
pertinent to business bankruptcy cases.1

General Provisions
Preferential Transfers2

1. Transfers to Non-Insiders for the Benefi t 
of Insiders

Section 547 of the Bankruptcy Code per-
mits the avoidance of preferential transfers 
made to or for the benefi t of creditors dur-
ing the 90 days immediately preceding the 
petition date, subject to certain limitations 
and defenses.3 If the creditor is an “insider” 
of the debtor, as that term is defi ned by Sec-
tion 101(31), preferential transfers made 
within the one year preceding the petition 
date may be avoided.4 In 1989, the Seventh 
Circuit Court of Appeals held that transfers 
made during the one-year insider period 
to non-insider lenders on account of a loan 
guaranteed by insiders constituted avoidable 
transfers, because such payments benefi ted 
the insider-guarantors by reducing their con-
tingent liability on underlying obligations.5 

In 1994, Congress attempted to over-
rule Levit v Ingersoll Rand Financial Corp (In 
re Deprizio), 874 F2d 1186 (7th Cir 1989), by 
amending the Bankruptcy Code to provide 
that transfers made to non-insider creditors 
during the one-year period were not recover-
able. However, some courts interpreted the 
amendment to apply only to payments made 
to non-insider creditors and not to other 
transfers, most notably liens granted on prop-
erty of the debtor during the one-year period. 
Under the Act, Congress has again attempt-
ed to overrule Deprizio. The Act amends 
Section 547 so that any preferential transfer 
made to a non-insider creditor between the 

ninety-day non-insider period and the one-
year insider period may not be avoided.6  

Section 547(i) became effective on April 
20, 2005, and applies to all cases, whether 
pending or commenced on or after that date.  

2. Ordinary Course of Business Defense
The Bankruptcy Code before the Act provided 
that a creditor asserting the ordinary course 
of business defense had to prove that the 
transfer at issue was: (1) in payment of a debt 
incurred in the ordinary course of business 
between the debtor and the creditor, (2) made 
in the ordinary course of business between the 
debtor and creditor, and (3) made according to 
ordinary business terms within the industry.7  

The Act no longer requires that the credi-
tor prove that the transfer was made both in 
the ordinary course of business between the 
debtor and the creditor (i.e., the subjective 
component) and that the transfer was made 
according to ordinary business terms within 
the industry (i.e., the objective component).8 
Instead, the creditor now must demonstrate 
that the transfer was made in payment of 
a debt incurred in the ordinary course of 
business between the debtor and the credi-
tor and that the transfer satisfi es either the 
subjective or the objective component.9

3. Extensions of Time to Perfect Security 
Interests

A creditor generally has a defense to a pref-
erential transfer if it can establish that the 
challenged transfer was a contemporaneous 
exchange for new value given to the debt-
or.10 Under the Bankruptcy Code before the 
Act, perfection of a security interest within 
10 days after the interest was granted was 
deemed contemporaneous. The Act extends 
the grace period for perfection to 30 days.11 
It also permits a purchase money security 
interest to be perfected on or within 30 days 
after the debtor received possession of the 
property, as opposed to the 20 days permit-
ted under the former Bankruptcy Code.12  
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4. Transfer Amount Thresholds
The Act provides a complete defense to 
a preference action brought in a business 
bankruptcy (i.e., a case of a debtor whose 
debts are primarily non-consumer debts) if 
the aggregate value of the property trans-
ferred is less than $5,000.13 In addition, an 
action to recover a non-consumer debt of 
less than $10,000 must be commenced in 
the district in which the defendant resides.14

Post-Petition Transfers
Under Section 549 of the Bankruptcy Code 
before the Act, a trustee could generally 
avoid certain post-petition transfers of estate 
property. However, a post-petition transfer 
of real property for present fair equivalent 
value to a good faith purchaser who did not 
have knowledge of the fi ling did not con-
stitute an avoidable transfer.15 Some courts 
limited this exception to actual transfers 
of real property, thus excluding from pro-
tection the creation of a lien on real prop-
erty. The Act amends Section 549(c) and 
the defi nition of “transfer” to extend the 
exception to “a transfer of an interest in real 
property,” such as the creation of a lien.16  

Fraudulent Transfers
The Bankruptcy Code formerly provided that 
a fraudulent transfer or obligation made or 
incurred within one year before the petition 
date could be avoided without applying state 
law.17 Under the Act, the reach-back period 
has been expanded to two years.18 This change 
will not become effective until April 20, 2006.

The Act also permits avoidance of a pre-
petition transfer or obligation to or for the 
benefi t of an insider “under an employment 
contract and not in the ordinary course of 
business” if the debtor received less than the 
reasonably equivalent value.19 Under new 
sub-clause IV of Section 548(a)(1)(B)(ii), it is 
likely not necessary to prove either actual 
fraudulent intent or any of the criteria for a 
constructive fraud, i.e., insolvency or unrea-
sonably small capital.20 It should be noted that 
this change became effective April 20, 2005.

Reclamation Claims21

Under Section 546 of the Bankruptcy Code 
before the Act, reclamation rights under the 
Uniform Commercial Code were recognized 
if written notice was provided to the seller 10 
days after receipt of the goods; if the 10-day 
period came after the bankruptcy petition 
date, the written notice had to be provided 

within the 20 days following the receipt of 
the goods.22 Because a seller’s right of recla-
mation is subject to the rights of a buyer or 
other good-faith purchaser, a valid reclama-
tion claim may be subordinated to the rights 
of a good-faith purchaser (i.e., a creditor 
holding a security interest or lien).23 If the 
secured creditor was undersecured, the valid 
reclamation claim could be subordinated 
and, in some instances, rendered worthless.  

Under the Act, sellers will be able to 
reclaim goods sold on credit for a 45-day 
period before bankruptcy, so long as writ-
ten notice is provided to the buyer within 
45 days of receipt of the goods.24 The Act 
also grants reclaiming creditors administra-
tive expense claims for the goods delivered 
within the 20 days preceding the commence-
ment of the case, provided the goods were 
sold in the ordinary course of the debtor’s 
business.25 The seller holding an adminis-
trative claim will not need to provide writ-
ten notice and will have an administrative 
claim entitled to payment before any unse-
cured creditors receiving distribution under 
a plan. The reclaiming seller need not prove 
that the goods are still in the possession of 
the buyer/debtor or that the goods have not 
been consumed. Rather, the reclaiming seller 
merely must show that goods were delivered 
within the 20 days before the petition date. It 
should be noted, however, that the reclaim-
ing seller’s administrative claim does not 
arise automatically, and the reclaiming seller 
should be proactive by fi ling an administra-
tive claim and seeking payment immediately. 

Wage and Benefi t Priority
Section 507(a) of the Bankruptcy Code for-
merly provided that employee wage and 
benefi t claims were entitled to priority to 
the extent that such claims were (1) earned 
within a specifi ed time period before the 
petition date or cessation of the debtor’s 
business, and (2) subject to a monetary 
cap.26 The Act now expands both the statu-
tory look-back period and the monetary cap 
on priority wage and benefi t claims.27 The 
look-back period for wage claims is now 
180 days, up from 90, which matches the 
period for benefi t claims,28 and the mone-
tary cap on priority wage and benefi t claims 
for each employee has been increased from 
$4,925 to $10,000, subject to annual increas-
es.29 Effective April 20, 2005, these changes 
apply to all cases fi led on or after that date. 
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Exceptions to Corporate Discharge
Under the Act, confi rmation of a Chapter 11 
plan will not discharge a corporate debtor 
from debts arising from a tax or customs 
duty the debtor attempted in any manner 
to evade or defeat or for which the debtor 
made a fraudulent return.30 Furthermore, 
confi rmation will not discharge a corpo-
rate debtor from debts owed to a domestic 
governmental unit that is of the kind not 
excepted from discharge pursuant to section 
523(a)(2)(A) or (B) (i.e., certain types of fraud).

Prepackaged Bankruptcies
The Act expressly permits a debtor to con-
tinue soliciting acceptances of a prepackaged 
plan after the petition has been fi led, notwith-
standing the absence of a court-approved 
disclosure statement, so long as the solicita-
tion complies with applicable non-bankrupt-
cy laws and the claim holder was solicited 
before the commencement of the case.31 In 
addition, if solicitation does occur before the 
commencement of the case, the Act provides 
that the bankruptcy court may order the Unit-
ed States Trustee (UST) to dispense with the 
meeting of the creditors under Section 341.32

Consumer Privacy
The Act includes provisions that are 
designed to protect the privacy of “person-
ally identifi able information” (i.e., the name, 
contact information, social security num-
ber, and account number) of individuals 
who were customers of the debtor. Under 
the Act, Section 363(b)(1) requires that any 
sale or lease of property of the estate be 
either consistent with the debtor’s pre-peti-
tion privacy policy or be approved by the 
bankruptcy court. Any such approval must 
consider “the facts, circumstances, and con-
ditions of such sale or lease” and fi nd “that 
no showing was made that such sale or lease 
would violate applicable nonbankruptcy 
law.”33 If the proposed transaction would 
be inconsistent with the privacy policy, the 
court must order the UST to appoint a “con-
sumer privacy ombudsman,” to be com-
pensated by the estate, to assist the court 
in considering the proposed transaction.34  

Utilities
Section 366 of the Bankruptcy Code formerly 
allowed a utility to alter, refuse, or discon-
tinue service to a debtor if it did not receive 
timely and adequate assurance of payment.35 
Under the Act, a utility may still alter, refuse, 

or discontinue service,36 but only if it has not 
received adequate assurance that is subjec-
tively satisfactory to the utility within 20 or 
30 days of the petition date.37 The bankruptcy 
court may modify the amount of assurance 
required, but it is precluded from reviewing 
pre-Act factors, including (1) pre-petition 
security, (2) timeliness of pre-petition pay-
ments, or (3) the availability of an adminis-
trative expense priority.38 Rather, assurance 
of payment constitutes, among other things, 
a cash deposit, a letter of credit, a certifi -
cate of deposit, a surety bond, or a prepay-
ment.39 Furthermore, Section 366 expressly 
states that an administrative expense prior-
ity does not constitute adequate assurance.40 
Finally, the Act allows utilities to recover 
or set off against a pre-petition security 
deposit without notice or court approval.41 

Single-Asset Real Estate Debtors
The Bankruptcy Code previously pro-
vided that, in order to qualify as a single-
asset real estate debtor, the debtor had to 
have “aggregate noncontingent, liquidated 
secured debts” not exceeding $4 million. 
The Act removes this monetary threshold 
and now seemingly extends single-asset 
real estate status to all debtors owning 
real property by defi ning real property as

constituting a single property or 
project, other than residential real 
property with fewer than 4 resi-
dential units, which generates sub-
stantially all of the gross income of 
a debtor who is not a family farmer 
and on which no substantial busi-
ness is being conducted by a debtor 
other than the business of operating 
the real property and activities inci-
dental [thereto].42

Moreover, unless the debtor has fi led 
a plan that has a reasonable possibility of 
being confi rmed within a reasonable amount 
of time, a single-asset real estate debtor must 
make monthly payments to creditors secured 
by such real estate in an amount equal to inter-
est at the then-applicable default contract rate 
on the value of the creditor’s interest in the 
property. If the debtor fails to make such pay-
ments, the debtor risks losing the protection 
of the automatic stay.43 Such payments must 
commence by the later of (1) 90 days after the 
entry of the order for relief, or such later date 
as the court may determine for cause; or (2) 
30 days after the court determines that the 
case involves “single asset real estate.”44 Pay-
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ments may be made from the rents or other 
income generated from the real property.45  

Personal Property Leases
Under the Act, if a lease of personal prop-
erty is rejected or not timely assumed, the 
leased property is no longer considered 
to be property of the estate and the stay is 
automatically terminated.46 New subsec-
tion (p) of Section 365 will allow a les-
sor of personal property to repossess such 
property on rejection or non-assump-
tion, without the need for court approval.

Real Property Considerations
The Act provides that unexpired leases of 
commercial real estate will automatically be 
deemed rejected if they are not assumed by the 
earlier of the following periods: (1) 120 days 
after the petition date, or (2) the date on which 
a plan of reorganization is confi rmed by the 
bankruptcy court.47 The initial 120-day period 
can be extended by the bankruptcy court for 
cause, but only for an additional 90 days.48 
At the end of these additional 90 days, the 
lessor must consent to any additional exten-
sions; without consent, the lease is automati-
cally deemed rejected, and the leased prem-
ises must be surrendered to the landlord.49

Under the Bankruptcy Code before the 
Act, case law was split on the issue of wheth-
er a debtor (or trustee) was required to cure 
all monetary defaults in an unexpired lease 
of real property before it could be assumed 
under Section 365(b). The Act amends this 
provision to provide that non-monetary 
defaults (other than defaults arising from the 
debtor’s failure to operate in accordance with 
the terms of a lease of nonresidential real prop-
erty) that are “impossible” for the debtor to 
cure will not bar assumption and assignment 
of the lease.50 These defaults will be deemed 
cured upon the assumption of the lease.51 
Defaults that require the payment of money 
must still be cured by payment of money.

Additionally, under the Bankruptcy Code 
before the 2005 amendments, many courts 
held that once a debtor assumed an unexpired 
lease of real property but thereafter rejected 
the lease, all resulting damages determined 
under applicable bankruptcy law would be 
categorized as administrative claims. The 
substantial claims resulting from this could 
effectively prohibit confi rmation of many 
plans because, without the consent of the les-
sor, all damages would need to be paid in full 
and in cash upon confi rmation (or shortly 
thereafter). The Act revises Section 503(b) to 

limit the lessor’s administrative claim under 
these circumstances to a maximum of two 
years of rent and other lease obligations, 
less amounts received from other sources.52 

Section 365(f)(1) under the Act now 
clarifi es that the special requirements of 
adequate assurance that a debtor must pro-
vide to the lessor of a shopping center lease 
upon assumption must also be given upon 
the attempted assignment of that lease.53  

A lessor of residential real property to 
an individual lessor holding a judgment for 
possession of the premises entered before 
an individual debtor’s bankruptcy fi ling may 
proceed to complete those eviction proceed-
ings unless the debtor certifi es to the bank-
ruptcy court that he or she can cure the lease 
default and thereafter pays the amount of 
the default to the lessor.54 The lessor, of 
course, can dispute any such representations.  

Under the Bankruptcy Code before the Act, 
debtors who defaulted on real estate mortgage 
loans would often fi le successive bankruptcy 
petitions to stop foreclosure proceedings by 
mortgagees. Under Section 362(c)(3), the Act 
now protects mortgagees from these serial 
fi lers so that foreclosure can be completed. 

Finally, the Act provides that, under Sec-
tion 362(j), upon the request of a party in inter-
est, the bankruptcy court may enter an order 
confi rming that the stay has been terminated.55

Tax Considerations

1. Taxes Paid Pursuant to a Plan
Section 1129(a)(9) expresses the required 
treatment of priority tax claims in a Chapter 
11 plan where there has been no agreement 
for different treatment.56 Before the 2005 
amendments, the Bankruptcy Code permit-
ted such claims to be paid in deferred cash 
payments with a present value equal to the 
allowed amount of the claim over a period 
not exceeding six years after the date of 
assessment. After the amendments, the Code 
requires “regular installment payments in 
cash” over a period not exceeding fi ve years 
after the date of the order for relief.57 More-
over, the claim must be paid “in a manner 
not less favorable than the most favored 
nonpriority unsecured claim provided for 
by the plan,” other than convenience class 
claims. 58 Finally, the Act resolves a split in 
authority and provides that secured claims 
that would be priority tax claims if they 
were not secured are entitled to the same 
treatment in a plan as priority tax claims.59
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2. Interest
The Act added to the Bankruptcy Code Sec-
tion 511, which provides that, in the event 
that the Code requires (1) payment of inter-
est on a tax claim or an administrative 
expense tax, or (2) that a creditor receive the 
present value of its allowed claim (i.e., USC 
1129(a)(9)(C)), the rate of interest60 must be 
calculated under applicable non-bankruptcy 
law.61 For taxes paid under a confi rmed plan, 
the rate must be determined as of the calen-
dar month in which the plan is confi rmed.  

3. Priority Property Tax Claims
The Bankruptcy Code before the Act entitled 
an unsecured property tax claim to prior-
ity if it was assessed before the petition 
date and was last payable without penalty 
within the year before the petition date.62 
The Act, however, alters the date when 
the tax was actually incurred so that a tax 
incurred before but assessed after the petition 
date may be entitled to priority treatment.63

4. Refunds
The Act permits the government to set off 
an income tax refund for a year that ended 
before the entry of an order for relief against 
an income tax liability for the same period. 
Moreover, if the setoff is prohibited by appli-
cable non-bankruptcy law because of a pend-
ing action to determine amount or legality of 
the liability, the taxing authority may hold 
the refund pending resolution of the action.

Notice
The Act amends Section 342 to provide addi-
tional notice requirements for notice to be 
deemed effective. For example, if a debtor is 
required to give notice, that notice must con-
tain the name, address, and last four digits 
of the debtor’s taxpayer identifi cation num-
ber.64 If the notice relates to an amendment 
that adds a creditor to the schedules, the 
debtor’s full taxpayer identifi cation num-
ber must be included in the notice provided 
to the creditor.65 In addition, if, during the 
90 days before the petition date of a vol-
untary case, a creditor supplies the debtor 
(in at least two communications) with the 
debtor’s account number and the creditor’s 
mailing address, then the debtor is required 
to send any notice to that address and 
include the account number in the notice.66

A notice that does not conform to amend-
ed Section 342 will not be deemed effective 
until it is “brought to the attention of such 
creditor.”67 If a creditor has established “rea-

sonable” internal procedures for dealing with 
bankruptcy-related notices, notice will not 
be considered to have been “brought to the 
attention of such creditor” until it is actually 
received by the person or subdivision desig-
nated in those procedures to receive notice.68

Professional Compensation: Board 
Certifi cation
Under the Act, Section 330 has been amend-
ed to allow the Bankruptcy Court to con-
sider whether a professional is board certi-
fi ed, or has otherwise demonstrated skill 
and expertise in the bankruptcy fi eld, when 
determining the appropriate rate of com-
pensation awarded to the professional.69

Involuntary Cases
The Bankruptcy Code before the Act 
required that a petitioning creditor in an 
involuntary case hold a claim that was not 
subject to a bona fi de dispute.70 The Act 
now clarifi es that a petitioning creditor 
must hold a claim that is not subject to a 
bona fi de dispute as to liability or amount.71 
This amendment became effective April 20, 
2005, and applies to all cases, whether pend-
ing or commenced on or after that date.  

Meeting of the Creditors
The Act modifi es Section 341(c) to pro-
vide that a creditor holding a consumer 
debt, or any representative of the credi-
tor, is permitted to participate in the meet-
ing of the creditors in both Chapter 7 and 
Chapter 13 cases.72 The Act clarifi es that 
attorneys are not required to represent a 
creditor at any meeting of the creditors.73 

Chapter 11 Amendments and 
Revisions

Committees of Creditors and Equity 
Security Holders 

1. Composition 
Under the Act, the formation process for, and 
responsibilities of, statutory committees have 
changed. Section 1102(a) of the current Bank-
ruptcy Code mandates that the UST appoint 
a committee of unsecured creditors as soon 
as “practicable” after the order for relief has 
been entered in a Chapter 11 case.74 The UST 
has the discretion to appoint a committee 
that is representative of the unsecured credi-
tor (or equity security-holder) constituency.75  

The Act, however, provides the bank-
ruptcy court with the authority to order the 
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UST to change the composition of a commit-
tee if the court determines that such change 
“is necessary to ensure adequate representa-
tion” of the constituency.76 The bankruptcy 
court may order the trustee to change the 
number of committee members, for example, 
to include a creditor that is a small business 
if (1) the creditor holds the type of claim 
represented by the committee, and (2) the 
aggregate amount of the creditor’s claim 
is disproportionately large in comparison 
to the creditor’s annual gross revenue.77

2. Information and Comment
The Act requires that committees cooper-
ate with the constituencies they represent. 
Furthermore, Section 1102(b)(3) states that 
a committee must provide its constituency 
with access to any information the committee 
receives.78 If the committee does not comply 
with a request for information, the bankrupt-
cy court may compel a report or disclosure to 
the committee’s constituency, or at least to the 
inquiring creditor.79 Finally, a committee is 
now required to solicit and receive comments 
from its constituency.80 While the Act is not 
clear as to whether confi dential or privileged 
information is subject to this requirement, 
it is likely that, initially, this provision will 
have a chilling effect on a debtor’s willing-
ness to share information with a committee.  

3. Compensation for Professionals
The Act denies compensation for services 
rendered by an individual committee mem-
ber’s professional for the benefi t of the com-
mittee.81 Although an administrative expense 
for a creditor’s or committee’s professionals 
is allowed in some circumstances,82  Section 
503(b)(4) omits reference to professional ser-
vices incurred by a member of a committee, 
even if such services were incurred in the per-
formance of the committee member’s duties.83 

Appointment of Chapter 11 Trustee or 
Examiner
Section 1104 of the Bankruptcy Code before 
the Act provided that the bankruptcy court 
has the authority to appoint a Chapter 11 
trustee or, alternatively, an examiner for 
cause, including fraud, dishonesty, incom-
petence, or gross mismanagement.84 Simi-
larly, the Act permits the court to order 
the appointment of a trustee or examiner 
as an alternative to conversion or dismiss-
al where such appointment is in the best 
interests of the creditors and the estate.85

Additionally, under the Act, the UST 
must seek appointment of a Chapter 11 
trustee if there are reasonable grounds to 
suspect that (1) the members of the debt-
or’s governing body, (2) the debtor’s chief 
executive offi cer or chief fi nancial offi cer, or 
(3) the members of a governing body who 
selected the CEO or CFO participated in 
actual fraud, dishonesty, or criminal con-
duct in the management of the debtor or the 
debtor’s public fi nancial reporting.86 This 
requirement likely refl ects Congress’ recog-
nition of gross mismanagement of compa-
nies like Enron Corp. and WorldCom, Inc. This 
change became effective on April 20, 2005.

Section 1104 also provides that after a 
Chapter 11 trustee is elected at a meeting of 
creditors, the UST must fi le a report certify-
ing the election.87 On the fi ling of such cer-
tifi cation by the UST, the trustee is deemed 
appointed as of the date of the report, and 
any prior trustee’s appointment is considered 
terminated.88 If a dispute arises as a result 
of a Chapter 11 trustee’s election, the bank-
ruptcy court is now vested, under the Act, 
with the authority to resolve such a dispute.89  

Status Conferences
Before the Act, Section 105(d) provided that 
the bankruptcy court had the discretion to hold 
status conferences. The Act, however, now 
requires the bankruptcy court to hold status 
conferences necessary “to further the expedi-
tious and economical resolution of the case.”90  

Conversion or Dismissal
The Act enumerates additional examples 
of “cause” for dismissal or conversion of a 
Chapter 11 case.91 “Cause” now includes the 
following non-exhaustive factors: (1) sub-
stantial or continuing loss to or diminution 
of the estate and the absence of a reasonable 
likelihood of rehabilitation; (2) gross mis-
management of the estate; (3) failure to main-
tain appropriate insurance; (4) unauthorized 
use of cash collateral; (5) failure to comply 
with an order of the court; (6) unexcused 
failure to comply with reporting or fi ling 
requirements; (7) failure to attend a meeting 
of the creditors or examination pursuant to 
Bankruptcy Rule 2004; (8) failure to attend a 
meeting scheduled by the UST or to provide 
information requested by the UST; (9) failure 
to pay taxes or fi le tax returns; (10) failure to 
pay fees or charges required by Chapter 123 
of Title 11; (11) revocation of a confi rmation 
order; (12) inability to consummate a plan; 
(13) material default under a plan; (14) termi-
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nation of a plan due to occurrence of a condi-
tion specifi ed in the plan; (15) failure to pay 
domestic child support arising post-petition; 
(16) failure to fi le a disclosure statement or 
to fi le or confi rm a plan within the time pre-
scribed by the court or the Bankruptcy Code.

If cause is established, the court may 
deny the motion for conversion or dismissal 
only if a party objects and demonstrates (1) 
a reasonable likelihood that a plan will be 
confi rmed within the prescribed time, (2) a 
justifi cation exists for the act(s) constitut-
ing cause, and (3) such act(s) will be cured, 
and conversion or dismissal is not in the best 
interests of the creditors and the estate.92

The Act imposes a time period for hear-
ings on conversion or dismissal.93 The bank-
ruptcy court must commence such a hear-
ing no later than 30 days after the motion 
is fi led, and the court must come to a deci-
sion 15 days after that, unless the mov-
ant consents to a continuance for a specifi c 
time or compelling circumstances prevent 
the court from meeting the time limits.94

Exclusivity
Before the Act, the debtor was granted the 
exclusive right to fi le a plan of reorganiza-
tion and had 60 days to gain approval of 
it.95 The bankruptcy court had the discretion 
to grant extensions of the exclusivity peri-
ods for an undetermined amount of time if 
the debtor could demonstrate cause.96 The 
Act maintains the debtor’s exclusivity peri-
ods, but Section 1121 now provides that 
the exclusivity period may not be extended 
beyond 18 months after the order for relief 
has been entered.97 In addition, the debtor’s 
exclusivity to gain approval of a plan cannot 
be extended past 20 months after the order 
for relief has been entered. Therefore, under 
the Act, the bankruptcy court can grant to the 
debtor the exclusive right to fi le a plan for, at 
most, 18 months and, at most, an additional 
2 months to gain approval of such plan.98

Small-Business Filings
1. Defi nition
Under prior law, a debtor could elect to 
be categorized as a small-business debtor. 
Under the Act, this designation is automat-
ic. The Act provides that a “small business 
debtor” is a person engaged in commercial 
or business activities, but not a person whose 
primary activity is owning or operating real 
property.99 As of the petition date or the date 
of the order for relief, a small-business debtor 

cannot have aggregate non-contingent liqui-
dated secured and unsecured debts of more 
than $2 million.100 Finally, in order for a debt-
or to qualify as a small-business debtor, the 
UST must not have appointed a committee of 
unsecured creditors or the court must have 
determined that any such committee is inac-
tive.101 Therefore, where an unsecured credi-
tors’ committee has been appointed by the 
UST, a debtor must show inactivity of the com-
mittee to gain small-business debtor status.102

2. Duties of the Debtor or Chapter 11 
Trustee

The Act requires that a debtor (or Chap-
ter 11 trustee) fi le with its petition in a vol-
untary case, or within seven days of the 
order for relief in an involuntary case, its 
most recent (1) balance sheet, (2) state-
ment of operations, (3) cash-fl ow state-
ment, and (4) federal income tax return.103 
Alternatively, the debtor may make a state-
ment under penalty of perjury that no such 
documents have been prepared or fi led.104

Small-business debtors also are required 
to attend any meetings scheduled by the 
bankruptcy court or the UST, includ-
ing the initial debtor interview, the meet-
ing of the creditors, and any scheduling 
conferences.105 The court may waive such 
requirements upon a fi nding of “extraor-
dinary and compelling circumstances.”106

The schedules and the statement of fi nan-
cial affairs must, as with non-small business 
debtors, be timely fi led. However, the bank-
ruptcy court is not permitted under the Act 
to grant an extension more than 30 days after 
the date of the order for relief unless the small-
business debtor can show “extraordinary and 
compelling circumstances.”107 In addition, the 
Act states that a small-business debtor must 
fi le all post-petition fi nancial reports required 
by the Bankruptcy Rules or the local rules.108

A small-business debtor must maintain 
the insurance customary to its industry and 
must timely submit all tax returns and other 
government fi lings.109 The small-business 
debtor also must timely pay any taxes enti-
tled to an administrative expense priority.110

In addition, a small-business debtor must 
fi le periodic fi nancial reports concerning prof-
itability, projected cash receipts and disburse-
ments, and comparisons of the actual receipts 
and disbursements with the previous projec-
tions.111 These reports must make an affi rma-
tive statement about compliance with the 
Bankruptcy Code provisions, including the 
payment of administrative expenses and taxes 
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when due. The reports also must contain an 
affi rmative statement about compliance with 
all government fi lings, including tax fi lings.112

Finally, a small-business debtor under the 
Act must permit the UST or a designated rep-
resentative of the UST to inspect the debtor’s 
business premises and books and records 
with reasonable prior written notice.113

3. Plan and Disclosure Statement
The Act provides some specifi c provisions 
regarding the plan and disclosure statement 
that may be fi led by a small-business debtor. 
Under the Act, the bankruptcy court now has 
the authority to dispense with the disclosure 
statement requirement arising under Section 
1125 if the debtor is (1) classifi ed as a small-
business debtor, and (2) the debtor’s plan 
provides “adequate information” as defi ned 
by Section 1125(a)(1).114 The bankruptcy court 
also may conditionally approve a small-busi-
ness debtor’s disclosure statement,115 and 
acceptances and rejections of a small-busi-
ness debtor’s plan may be solicited based 
on such a statement, provided the debtor 
furnishes adequate information.116 How-
ever, a conditionally approved disclosure 
statement must be mailed at least twenty-
fi ve days before the confi rmation hearing.117

The changes to the plan and disclosure 
statement requirements, coupled with Con-
gress’ directive that the Judicial Conference 
of the United States create proposed plan and 
disclosure statement forms, seem to refl ect 
the government’s awareness of the cost of the 
Chapter 11 process for small-business debtors. 
However, the expanded duties and obliga-
tions described in Sections 308 and 1116 seem 
counterproductive, as they amount to addi-
tional burdens on the small-business debtor. 

4. Plan Filing and Confi rmation Deadlines
The Bankruptcy Code before the Act pro-
vided that only the small-business debtor 
could fi le a plan for the fi rst 100 days and 
that all plans had to be fi led within the fi rst 
160 days after the entry of the order for 
relief.118 Both periods could be reduced, for 
cause, on request of a party, but only the 100-
day period could be extended for circum-
stances for which the small-business debtor 
should not have been held accountable.119

As noted above, Section 1121 provides that 
a non-small business debtor has an exclusive 
right to fi le a plan within the fi rst 120 days 
after the order for relief is entered.  Under the 
Act, small-business debtors are granted the 
exclusive right to fi le a plan for a period of 180 

days.120 The 180-day exclusivity period may 
be extended if (1) the debtor demonstrates, by 
a preponderance of the evidence, that a court 
is likely to confi rm a plan within a reasonable 
period of time; (2) a new deadline is imposed 
at the time the extension is granted; and (3) 
the order extending the time is entered before 
the expiration of the existing deadline.121  

However, a small-business debtor must 
fi le its plan and disclosure statement within 
the fi rst “300 days” after the order for relief 
is entered or the debtor will lose its exclusive 
right to fi le a plan; the bankruptcy court may 
not extend the exclusivity period beyond 300 
days.122 Accordingly, the inability to satisfy 
these deadlines would apparently result in a 
debtor’s inability to confi rm a plan and would 
be grounds for conversion or dismissal.  

The Bankruptcy Code before the Act 
imposed no deadline on the bankruptcy court 
for plan confi rmation. However, the Act pro-
vides that the bankruptcy court must con-
fi rm a plan that complies with confi rmation 
requirements no later than 45 days after the 
plan is fi led, unless the time period is extend-
ed pursuant to Section 1121(e)(3)(A)–(C).

5. Serial Filings
The Act includes an exception to the auto-
matic stay directly applicable to small-busi-
ness debtors. Section 362(n) under the Act 
provides that the automatic stay does not 
apply in a case in which the debtor (1) is a 
small-business debtor in a case pending 
at the time the new case is fi led, (2) was a 
small-business debtor in a case that was 
dismissed by an order that became a fi nal 
order within two years of the current case’s 
petition date, (3) was a small business debt-
or in a case in which a plan was confi rmed 
within two years of the current case’s peti-
tion date, or (4) is an entity that acquired 
substantially all of the assets of a small-busi-
ness debtor, unless such entity can establish 
that it required such assets in good faith.123

It should be noted, though, that new sub-
section (n) does not apply to an involuntary 
case where no collusion occurred between 
the debtor and the petitioning creditors or 
where the small-business debtor can prove 
that (1) the fi ling resulted from unforesee-
able circumstances beyond the debtor’s con-
trol, or (2) the bankruptcy court will more 
likely than not confi rm a plan of reorganiza-
tion within a reasonable period of time.124
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Key Employee-Retention Programs
As interpreted by the majority of 
bankruptcy courts, Section 503 of the 
Bankruptcy Code before the Act allowed 
payments or administrative claims to 
insiders under key employee-retention 
programs. Under Section 101, an “insider” 
includes, among other things, a debtor’s 
offi cers, directors, and general partners.125

Under the Act, Section 503 now strictly 
limits allowance of claims or payments to 
insiders under key employee-retention pro-
grams. Any payments made to an insider for 
the purpose of inducing the insider to remain 
employed with the debtor will be prohibited 
unless the court fi nds that (1) the payment 
is essential to the retention of the insider 
because the insider has a bona fi de job offer at 
an equal or greater rate of compensation, (2) 
the services provided by the insider are essen-
tial to the survival of the business, and (3) the 
amount of payment does not exceed certain 
limits that are calculated by reference to simi-
lar payments recently made to insiders.126 

Severance payments to insiders also are 
not allowed under the Act unless they are part 
of a program applicable to all of the debtor’s 
employees and do not exceed ten times the 
average amount of severance pay given to 
non-management employees during the cal-
endar year in which the payment is made.127

Finally, Section 503(c) prohibits transfers 
or payments of obligations that are outside 
of the ordinary course of business and not 
justifi ed by the facts or circumstances of the 
case, including any transfers or payments 
made to or for the benefi t of offi cers, man-
agers or consultants hired post-petition.128

Investment Bankers
Under Section 327(a) before the Act, a debtor 
could retain an investment banker as a profes-
sional to be paid by the estate, provided the 
investment banker qualifi ed as a “disinter-
ested person,” which was defi ned in part as 
“not an investment banker for any outstand-
ing security of the debtor.”129 The effect of this 
portion of the defi nition was to preclude the 
debtor from retaining an investment banker 
who was an underwriter for securities issued 
by the debtor before the bankruptcy case.  

Under the Act, the debtor is permit-
ted to hire an investment banker that, 
pre-petition, underwrote securities issued 
by the debtor.130 Despite the deletion of 
part of the defi nition, a potential invest-

ment banker still must satisfy the other 
requirements of a “disinterested person.”131

Health Care
The Act contains several provisions that are 
intended to apply to bankruptcies involving 
health care providers. “Health care business,” 
a newly-defi ned term in the Act, includes 
hospitals, treatment facilities, hospices, and 
home health agencies, as well as “similar” 
institutions and long-term care facilities.132

Section 351 under the Act obligates the 
debtor (or trustee) to publish a notice giving 
patients and insurance providers 1 year to 
assert a claim to patient records.133 If no claim 
is made to such records within the 1-year 
period, Section 351 authorizes the debtor to 
destroy the patient records.134 During the fi rst 
180 days of this 1-year notice period, Section 
351 places an affi rmative duty on the debt-
or to promptly contact patients and insur-
ance companies regarding patient records.135 

The debtor also is obligated to “use 
all reasonable and best efforts to transfer 
patients from a health care business that is 
in the process of being closed to an appro-
priate health care business” within the vicin-
ity of the closing health care business.136 The 
health care business to which patients are 
transferred must provide similar services 
and provide a reasonable quality of care.137

The Act creates a new estate-compensa-
ted professional by providing for a “patient 
care ombudsman.” The court must order the 
appointment of an ombudsman no more than 
thirty days after the commencement of a case 
where the debtor is a health care business.138 
The ombudsman is charged with monitor-
ing the quality of patient care and represent-
ing the interests of patients until the court 
fi nds that an ombudsman is no longer nec-
essary.139 In addition, the ombudsman has 
a duty to interview patients and physicians 
in the execution of his or her duties.140 Sixty 
days after the commencement of the case, 
and at subsequent sixty-day intervals, the 
ombudsman must fi le a report with the court 
regarding the quality of patient care.141 If the 
ombudsman determines that patient care 
is in signifi cant decline or otherwise being 
materially compromised, the ombudsman 
must fi le a report or motion with the court.142

Notably, the Act contains a health-
care related exception to the automatic 
stay, allowing the secretary of health and 
human services to exclude the debtor 
from participation in Medicare or any 
other federal health care program.143 
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Finally, Section 503(b) allows an 
administrative expense claim for “actu-
al necessary costs and expenses” associ-
ated with the closing of a health care busi-
ness, including the costs for disposal of 
records and the transfer of patients.144 

Consumer Cases
For the most part, the Bankruptcy Code for-
merly treated consumer debtors no different-
ly than any other debtor under Chapter 11. 
However, the Act contains specifi c provisions 
that apply only to a Chapter 11 case fi led by 
a consumer debtor. The Act states that all 
property, including post-petition earnings, 
acquired by the consumer debtor in a Chapter 
11 case after the case is commenced but before 
it is closed, dismissed, or converted must be 
included in the property of the estate.145 As 
noted above, in order for a Chapter 11 indi-
vidual debtor’s plan to be confi rmed, the 
debtor must be up-to-date on all post-petition 
domestic support obligations.146 Moreover, 
the plan must provide that the debtor’s dis-
posable income received during the fi ve-year 
period after payments under the plan com-
mence must be made available to creditors. 

Retiree Health Plans
Section 1114 of the Bankruptcy Code for-
merly provided that a debtor fi ling under 
Chapter 11 may not unilaterally terminate 
or modify a retiree health plan without 
fi rst negotiating with a representative for 
the retirees. Upon the fi ling of a Chapter 
11 petition, retiree benefi ts covered by Sec-
tion 1114 must continue unchanged until a 
modifi cation or termination is agreed to by 
the debtor and the representative or ordered 
by the bankruptcy court.147 Under the Act, 
Section 1114 permits a bankruptcy court to 
set aside modifi cations to retiree benefi ts 
made within the 180 days before the peti-
tion date while the debtor was insolvent, 
unless the court fi nds that such modifi cation 
is favored by a balancing of the equities.148

Chapter 15
The Act deletes Section 304 of the Bankruptcy 
Code, which governed cases ancillary to any 
foreign proceedings. As a substitute, the Act 
adds Chapter 15, which is devoted to cross-
border insolvencies. Chapter 15 incorpo-
rates the Model Law on Cross-Border Insol-
vency promulgated by the United Nations.  

According to Chapter 15, a case is com-
menced by the fi ling of a petition by a 
foreign representative seeking “recogni-
tion” of a foreign insolvency proceed-

ing. On “recognition,” the automatic stay 
and other protections of the Bankruptcy 
Code apply. Chapter 15 encourages comity 
and cooperation among courts and estate 
representatives in different countries.
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28. 11 USC 507(a)(4).
29. 11 USC 507(a)(4) and (5).
30. 11 USC 1141(d)(6).
31. 11 USC 1125(g).
32. 11 USC 341(e).
33. 11 USC 363(b)(1).
34. 11 USC 363(b)(1)(B).
35. See 11 USC 366.
36. See id.  
37. 11 USC 366(c)(2). Subsection (b) requires adequate 

assurance within 20 days, while subsection (c)(2) requires 
adequate assurance within 30 days. Such discrepancy will 
ultimately be decided by the courts or by further amend-
ment.  

38. 11 USC 366(c)(3)(B)(i)–(iii).  
39. 11 USC 366(c)(1)(A).  
40. 11 USC 366(c)(1)(B).
41. 11 USC 366(c)(4).
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42. 11 USC 101(51B).
43. 11 USC 362(d)(3).
44. Id.
45. 11 USC 362(d)(3)(B).  
46. 11 USC 365(p)(1).
47. 11 USC 365(d)(4).
48. Id.
49. Id.
50. 11 USC 365(b)(1)(A).
51. Id.
52. 11 USC 503(b)(7).
53. 11 USC 503(f)(1).
54. 11 USC 365(l); see 11 USC 362(c)(4)(D).
55. 11 USC 362(j).
56. 11 USC 1129(a)(9)(C).
57. Id.
58. Id.
59. Id.
60. The Act does not specify whether this rate of inter-

est will be the default rate.  
61. 11 USC 511.
62. 11 USC 507(a)(8).
63. Id.
64. 11 USC 342.
65. Id.
66. 11 USC 342(c)(2)(A) and (B).
67. 11 USC 342(g)(1).  
68. Id.
69. 11 USC 330(a)(3)(E).
70. 11 USC 303(b)(1).
71. Id.
72. 11 USC 341(c).
73. See id.
74. 11 USC 1102(a)(1).
75. Id.; see 11 USC 1102(a)(2) (court may order 

appointment by UST of additional committees).
76. 11 USC 1102(a)(4).
77. Id.
78. 11 USC 1102(b)(3)(A).
79. 11 USC 1102(b)(3)(C).  
80. 11 USC 1102(b)(3)(B).
81. See 11 USC 503(b)(4).
82. Id.
83. 11 USC 503(b)(4) (excluding reference to section 

503(b)(3)(F)).
84. 11 USC 1104(a)(1) and (c).
85. 11 USC 1104(a)(3).
86. 11 USC 1104(e).
87. 11 USC 1104(b)(2)(A).
88. 11 USC 1104(b)(2)(B).  
89. 11 USC 1104(b)(2)(C).  
90. 11 USC 105(d).
91. 11 USC 1112(b)(4).  
92. 11 USC 1112(b)(2); see also 11 USC 1104(a)(3) 

(court may appoint trustee or examiner if grounds for dis-
missal exist but court determines appointment is in best 
interests of creditors and estate).

93. 11 USC 1112(b)(3).
94. Id.
95. 11 USC 1121(b) and (c).
96. 11 USC 1121(d)(1).
97. 11 USC 1121(d)(2)(A).
98. 11 USC 1121(d)(2)(A) and (B).
99. 11 USC 101(51D).  
100. Id.
101. Id
102. See id.
103. 11 USC 1116(1)(A).
104. 11 USC 1116(1)(B).

105. 11 USC 1116(2).
106. Id.
107. 11 USC 1116(3).
108. 11 USC 1116(4).
109. 11 USC 1116(6)(A).
110. 11 USC 1116(6)(B).
111. 11 USC 308.
112. Id.
113. 11 USC 1116(7).
114. 11 USC 1125(f)(1).
115. 11 USC 1125(f)(3)(A).
116. 11 USC 1125(f)(3)(B).  
117. Id.
118. 11 USC 1121(e).
119. 11 USC 1121(e)(3).
120. 11 USC 1121(e)(1).
121. 11 USC 1121(e)(3)(A)–(C).
122. 11 USC 1121(e)(2); cf. 11 USC 1121(d)(2)(B) 

(“20 months”).
123. 11 USC 362(n).
124. 11 USC 362(n)(2).
125. See 11 USC 101(31).
126. 11 USC 503(c)(1).
127. 11 USC 503(c)(2).
128. 11 USC 503(c)(3).
129. 11 USC 101(14).
130. Id.
131. Id.
132. 11 USC 101(27A).
133. 11 USC 351(1)(A).  
134. Id.
135. 11 USC 351(1)(B).
136. 11 USC 704(a)(12); see 11 USC 1106(a)(1), which 

makes Section 704(a)(12) applicable to Chapter 11 cases.
137. 11 USC 704(a)(12)(B) and (C).
138. 11 USC 333(a)(1).
139. 11 USC 333(b)(1).
140. Id.; see 11 USC 333(a)(1).  
141. 11 USC 333(b)(2).
142. 11 USC 333(b)(3).
143. See 11 USC 362(b)(28).  
144. 11 USC 503(b).
145. 11 USC 1115(a)(1) and (2).
146. 11 USC 1112(b)(4)(P).
147. 11 USC 1114(e)(1)(A) and (B).  
148. 11 USC 1114(1) and (2).
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The Judicial Dissolution of a 
Michigan Limited Liability 
Company When Members Deadlock
By James R. Cambridge
Introduction
Some Michigan limited liability companies 
are set up with two members having equal 
membership interests and rights. These LLCs 
often are organized this way because of a 
sense that one member is no more important 
than the other. Other LLCs are formed this 
way to keep both members in check and to 
force them to work together. Such a structure 
is fi ne as long as they can work together and 
make the decisions that need to be made to 
operate the business of the LLC. There may 
come a time, however, when the two mem-
bers are deadlocked and cannot agree, leav-
ing the LLC paralyzed. The situation may 
become so bad that one member may want to 
shut down the LLC, or, for that matter, both 
members may want to shut down the compa-
ny but cannot agree on the terms of the disso-
lution. The members will turn to the operat-
ing agreement for guidance. The agreement 
may provide a way out through withdrawal, 
expulsion, a buy out, or some other dissolu-
tion mechanism—but what if it does not? The 
members and their lawyers will likely turn in 
that case to the Michigan Limited Liability 
Company Act (Michigan LLCA),1 which per-
mits a member to petition for the judicial dis-
solution of the corporation. However, obtain-
ing an order from a court dissolving the LLC 
may be easier said than done. This article 
discusses how Michigan courts may consider 
a petition to dissolve a Michigan LLC when 
there is a deadlock among the members.

The Judicial Dissolution of a 
Michigan LLC
On application by or for a member of a Mich-
igan LLC, the circuit court for the county 
in which the registered offi ce of the LLC is 
located may decree the dissolution of the 
company whenever it is unable to carry on 
business in conformity with its articles of 
organization or operating agreement.2 On 
the entry of a decree of judicial dissolution, 
the LLC will be automatically dissolved, and 
its affairs must be wound up.3 The court, 
however, may order the dissolution of an 

LLC only if the company is unable to carry 
on business in conformity with its articles of 
organization or operating agreement. This 
requires more than the members fi nding it 
diffi cult to carry on the business. It is a very 
high standard to meet, and it refl ects the 
intent of the Michigan LLCA that the judi-
cial dissolution of an LLC when the members 
deadlock should be an extraordinary event.

Comparison to Michigan 
Corporation and Partnership Law
An LLC resembles a partnership in some 
ways and a corporation in others. No Michi-
gan court has yet considered, in any published 
decision, the judicial dissolution of a Michi-
gan LLC in a deadlock. The courts have con-
sidered, however, the judicial dissolution of a 
Michigan partnership and the judicial disso-
lution of a Michigan corporation when there 
is a deadlock among corporate shareholders, 
as discussed below. In evaluating a petition 
to dissolve an LLC, a Michigan court might 
consider both partnership and corporate law.

Under the Michigan Business Corpora-
tion Act (Michigan BCA),4 a Michigan corpo-
ration may be dissolved by a court in certain 
circumstances. Section 823 of the Michigan 
BCA5 provides that, when a deadlock pre-
vents a corporation from functioning effec-
tively in the best interests of its creditors and 
shareholders, one or more of its directors, 
or one or more of its shareholders entitled 
to vote in an election of directors of the cor-
poration, may bring an action in the circuit 
court for the county in which the princi-
pal place of business or registered offi ce of 
the corporation is located; the court may 
then enter a judgment to dissolve the LLC. 

Although a Michigan court might look 
to Michigan corporation law for guidance in 
considering whether an LLC should be judi-
cially dissolved upon a deadlock, Section 823 
of the Michigan BCA differs from Section 802 
of the Michigan LLCA in some important 
respects. Under Section 823 of the Michigan 
BCA, a corporation may be dissolved by a 
judgment entered in an action brought in 



a circuit court in which either the principal 
place of business or registered offi ce of the 
corporation is located. Under Section 802 of 
the Michigan LLCA, on the other hand, a dis-
solution action must be brought in the circuit 
court for the county in which the registered 
offi ce of the LLC is located. Furthermore, a 
Michigan corporation may be judicially dis-
solved if it is proven that the corporation’s 
directors are unable to agree on material 
matters regarding management of corporate 
affairs or if the corporation’s shareholders are 
so divided in voting that they have failed to 
elect successors to any director whose term 
is expired or would have expired upon the 
election and qualifi cation of such director’s 
successor. There is no similar provision in 
the Michigan LLCA. However, under Sec-
tion 802 of the Michigan LLCA, a deadlock 
among the members may be a basis for the 
judicial dissolution of the LLC if, because 
of the deadlock, the LLC is unable to carry 
on business in conformity with its articles 
of organization or operating agreement. 
Although the Michigan BCA stipulates that 
a certain type of deadlock must exist before a 
Michigan corporation’s judicial dissolution, 
the Michigan LLCA merely implies that a 
deadlock may be a basis for seeking the judi-
cial dissolution of an LLC. Under both stat-
utes, there must be a showing of an inability 
to function effectively and carry on the com-
pany’s business. The statutory provisions 
seemingly differ, however, on the extent of 
the inability to carry on and the dysfunc-
tion that is required for judicial dissolution.

Section 823 of the Michigan BCA requires 
that the deadlock result in the corporation’s 
inability to function effectively in the best 
interests of its creditors and shareholders. 
This is different from the standard contained 
in Section 802 of the Michigan LLCA, which 
requires a showing that the LLC be unable to 
carry on business in conformity with the arti-
cles of organization or operating agreement. 
Time will tell whether this difference will 
make it easier or more diffi cult to judicially 
dissolve a Michigan LLC upon a deadlock. The 
requirement of Section 802 of the Michigan 
LLCA may, in fact, make this more diffi cult. 

In Barnett v International Tennis Corp,6 
the Michigan Court of Appeals noted that 
the dissolution of a business is a very dras-
tic measure that is only to be considered 
as a remedy of last resort.7 Although the 
issue in Barnett was not a deadlock but 
the oppression of a corporation’s minor-

ity shareholder, the court indicated that it 
is necessary to demonstrate exceptional cir-
cumstances, and that a showing of corporate 
paralysis must exist, before dissolution will 
be ordered. Citing Stott Realty Co v Orloff,8 
the court stated that “[t]he ultimate test is 
whether corporate ruin will inevitably fol-
low continuance of present management.”9  

In evaluating a petition to dissolve a 
Michigan LLC, a court might also consider 
Michigan partnership law. Under Section 
32 of the Michigan Uniform Partnership 
Act (Michigan UPA),10 a circuit court may 
dissolve a Michigan partnership in certain 
circumstances. On application by or for a 
partner, the court may decree a dissolution 
of a partnership whenever, among other cir-
cumstances, a partner has been guilty of such 
conduct as tends to affect prejudicially the 
continuance of the partnership’s business11 
or when it is “not reasonably practicable” to 
carry on the partnership business.12 A court 
also may order the dissolution of the part-
nership if the business of partnership can 
only be carried on at a loss13 or if other cir-
cumstances render a dissolution equitable.14 
It seems likely that a deadlock between two 
fi fty-fi fty partners could provide a basis for 
the judicial dissolution of a partnership. 

In Sami Taki & Showbiz Video Corp v Ghas-
san Hami & Taki-Hami P’ship,15 the Michigan 
Court of Appeals determined that it was not 
possible to complete the business of this part-
nership in a logical, reasonable, and feasible 
manner because of acrimony and dissension 
between the two fi fty-fi fty partners. The court 
found that, given the nature of the partners’ 
relationship, the equitable dissolution of the 
partnership was appropriate under Section 
32(1)(d)16 because the conduct of one partner 
in particular made it “not reasonably practica-
ble” to carry on the business in partnership.17

Although Section 32 of the Michigan UPA 
authorizes the judicial dissolution of a Michi-
gan partnership in certain circumstances on 
request, it is clear that the application for 
dissolution must come from a partner. In 
Eastland Partners Ltd Partners v Village Green 
Mgmt Co (In re Brown),18 the Sixth Circuit 
held that only a partner may petition a court 
for the judicial dissolution of a partnership. 
A court does not have the authority to decree 
this dissolution on the request of the part-
nership itself; the request must come from 
a partner.19 The same is true for an LLC, for 
which a dissolution request must be made by 
or for a member and not by the LLC itself.

THE JUDICIAL DISSOLUTION OF A MICHIGAN LLC WHEN MEMBERS DEADLOCK 39

The  Michigan 
Court of 
Appeals 
noted that the 
 dissolution of 
a business is 
a very drastic 
measure that 
is only to be 
considered as 
a remedy of 
last resort.



40 THE MICHIGAN BUSINESS LAW JOURNAL — FALL 2005

A  member 
seeking 
 judicial 

 dissolution 
under the 

Uniform LLCA 
may point to a 
poor  company 

fi nancial 
record, 
 making 

 dissolution 
an  alternative 

to placing 
the LLC in 

 bankruptcy 
court.

Prototype and Uniform LLC Acts
When considering a request to dis-
solve a Michigan LLC, a court also 
might look at the provisions of 
other limited liability company acts.

The Michigan LLCA is based largely on a 
draft of the American Bar Association’s Pro-
totype Limited Liability Company Act (Pro-
totype LLCA).20 Section 902 of the Prototype 
LLCA and Section 802 of the Michigan LLCA 
are similar in the general sense that both sec-
tions provide for the dissolution of an LLC 
when, because of a deadlock, the business of 
the LLC is frustrated. The Michigan standard, 
however, is tougher. Under Section 802 of the 
Michigan LLCA, a court may decree disso-
lution of the LLC whenever the company is 
unable to carry on business in conformity 
with its articles of organization or operating 
agreement. The Prototype LLCA is not as 
stringent. The commentary to its Section 902 
indicates that dissolution by court decree is 
available mainly when the parties’ agree-
ment limits a member’s power to dissolve 
the LLC at will. This is an expression of the 
drafting committee’s view that if a member’s 
ability to cause dissolution is limited by the 
contract of the operating agreement (or, for 
that matter, a member does not have a means 
to withdraw), then a court could order judi-
cial dissolution. However, a showing that it is 
“not reasonably practicable” to carry on the 
business of the LLC in conformity with the 
operating agreement is still required under 
the Prototype LLCA. But the commentary 
to Section 902 of the Prototype LLCA does 
not really shed any light on what it means 
by “not reasonably practicable,” except to 
say that this standard probably includes at 
least some of the causes of dissolution pro-
vided for in partnership law and, in par-
ticular, partner misconduct. The commen-
tary says nothing specifi c about a deadlock.

Since the Prototype LLCA’s publication, 
the Uniform Limited Liability Company Act 
(Uniform LLCA)21 has been written. Although 
not adopted by the state of Michigan, the 
Uniform LLCA illustrates yet another per-
spective on the judicial dissolution of an LLC 
in the case of a deadlock. Its Section 801 pro-
vides that a court may order an LLC’s disso-
lution if the company’s economic purpose is 
likely to be unreasonably frustrated or if it is 
not otherwise reasonably practicable to carry 
on the company’s business in conformity 
with its articles of organization and operating 

agreement. Either of these events could occur 
in connection with a deadlock. The commen-
tary to Section 801 indicates that it is the LLC 
member seeking judicial dissolution who has 
the burden of proving the existence of these 
circumstances, and that, even where the bur-
den of proof is met, the court has the discre-
tion to order a form of relief other than dis-
solution, e.g., the appointment of a receiver. 

In showing that the economic purpose of 
the LLC is likely to be unreasonably frustrated, 
a member seeking the judicial dissolution of 
the LLC under the Uniform LLCA may point 
to a company fi nancial record that is poor 
and unlikely to improve, making dissolution 
an alternative to placing the LLC in bank-
ruptcy court. The Section 801 commentary 
also indicates that, when a court determines 
whether to order relief and the type of relief to 
order in an involuntary dissolution action, it 
should take into account the other rights and 
remedies of the applicant. The commentary 
suggests, for example, that a court should not 
grant involuntary dissolution of an at-will 
LLC, even though the applicant-member has 
the power to cause the dissolution of the LLC 
at will, if the applicant-member has the right 
to disassociate and force the LLC to purchase 
that member’s interest; in that case, it would 
not be appropriate to order the involuntary 
judicial dissolution of the LLC. The commen-
tary further suggests that if a member has the 
right to be brought out of the LLC, this might 
satisfy the member and should not require 
the judicial dissolution of the entire LLC.

Delaware Law 
In evaluating a petition for the dissolution 
of an LLC, a Michigan court might also look 
at Delaware law. Under the Delaware Cor-
poration Act,22 the Delaware Court of Chan-
cery may order the judicial dissolution of 
a corporation with only two shareholders, 
each of whom owns 50 percent of the stock. 
Under Section 273 of the Act,23 if these equal 
stockholders are engaged in a joint venture 
and are unable to agree on the desirability of 
discontinuing the joint venture and dispos-
ing the assets used in the venture, either one 
may petition the chancery court to order the 
dissolution if they cannot otherwise agree 
on a discontinuance plan. Interestingly 
enough, in Delaware the only requirement 
for a court to consider the judicial dissolu-
tion of a corporation is this disagreement 
between equal stockholders over the desir-
ability of discontinuing the corporation. In 



other words, Delaware does not require a 
showing of an inability to carry on the busi-
ness of the company or proof that it is not 
reasonably practicable to carry on the busi-
ness. This provision affords relief where the 
corporation’s two equal shareholders are 
deadlocked and cannot agree on whether the 
joint venture should be continued or on how 
the corporation’s assets should be disposed.24 

In Haley v Talcott,25 the Delaware Chan-
cery Court considered whether a deadlock 
between two fi fty-fi fty members of a Dela-
ware LLC made it “not reasonably practi-
cable” to continue the business in conformity 
with the operating agreement. In Haley, one 
member served as the manager, while the 
other was merely an investor; each member 
owned 50 percent of the LLC.26 After the 
members had a falling out, the manager-
member alleged that it was “not reasonably 
practicable” to continue the business of the 
company in conformity with the operating 
agreement. The investor-member responded 
that the manager-member was limited in the 
operating agreement to a contractually-pro-
vided exit mechanism by which he could buy 
out the manager-member. The court found 
that it was “not reasonably practicable” for 
the LLC to carry on business in conformity 
with the operating agreement.27 Further, the 
exit mechanism was not a reasonable alter-
native: it would not provide adequate rem-
edy when it left the manager-member with 
personal liability for the LLC’s debt under a 
bank guaranty. Therefore, the court conclud-
ed that the manager-member was entitled to 
a judicial dissolution of the corporation.28 The 
court noted that the Delaware Limited Liabil-
ity Company Act29 (Delaware LLCA) is based 
on the principles of freedom of contract and 
that the presence of a reasonable exit mecha-
nism in an operating agreement thus bears 
on the propriety of ordering dissolution.30 
The court further stated that “[w]hen the 
agreement itself provides a fair opportunity 
for the dissenting member who disfavors 
the inertial status quo to exit and receive the 
fair value of her interest, it is at least argu-
able the LLC may still proceed to operate 
practicably under its contractual charter 
because the charter itself provides an equi-
table weight to break the impasse.”31 Citing 
In re Arthur Treacher’s Fish & Chips, Inc,32 the 
court observed that the limitations on judi-
cial discretion to dissolve a joint venture cor-
poration under Section 273 of the Delaware 
Corporation Act are, perhaps, less compel-
ling when considering an LLC under Section 

18-802 of the Delaware LLCA because of the 
contractual focus of the Delaware LLCA.33 

Survey of State Law 
Finally, a Michigan court might look to 
the laws of states other than Michigan 
and Delaware when considering whether 
a Michigan LLC should be dissolved, as 
courts in other states have been asked to 
consider the judicial dissolution of an LLC.

In Spires v Casterline,34 a New York court 
determined that it was not reasonably prac-
ticable for the business of a New York LLC 
to continue, and that, because there was no 
provision or mechanism in the operating 
agreement for a member to withdraw or be 
removed from the business, the LLC had to 
be judicially dissolved. However, in Schindler 
v Niche Media Holdings, LLC,35 a different 
New York court determined that the judi-
cial dissolution of another New York LLC 
was unwarranted because the company had 
conformed to its articles of organization and, 
in fact, had fl ourished. The Schindler court 
stated that the judicial dissolution of a lim-
ited liability company under the New York 
Limited Liability Company Law36 is only 
warranted when, as the statute provides, 
it is not reasonably practicable to carry on 
the business in conformity with the articles 
of organization or operating agreement.37 
This means that judicial dissolution will be 
ordered only when a complaining member 
can show that the company is unable to func-
tion as intended or that it is failing fi nancially.

In Dunbar Group, LLC v Titnor,38 the Vir-
ginia Supreme Court considered on appeal 
an order of a trial court ordering the expul-
sion of a member and the dissolution of a 
Virginia LLC. The court found that, although 
the expulsion of the member was proper, the 
dissolution of the LLC was not, because the 
record did not show that it was “not reason-
ably practicable” to carry on the LLC’s busi-
ness. In Dunbar, defendant fi led a separate 
application for judicial dissolution under the 
Virginia Limited Liability Company Act39 
on the grounds that it was “not reasonably 
practicable” to carry on the business of the 
company in conformity with the articles 
of organization and operating agreement. 
Defendant alleged that serious differences 
of opinion about company management had 
arisen between LLC members and managers 
and that the corporation was deadlocked in 
its ability to conduct its business, including 
contracting with customers and receiving 

THE JUDICIAL DISSOLUTION OF A MICHIGAN LLC WHEN MEMBERS DEADLOCK 41

Well-drafted 
articles of 
organization 
and  operating 
agreements 
should 
 provide for 
the times 
or events of 
 dissolution.



42 THE MICHIGAN BUSINESS LAW JOURNAL — FALL 2005

A Michigan 
court might 
look to the 

laws of states 
other than 

Michigan and 
Delaware, as 

courts in other 
states have 
been asked 
to consider 
the judicial 

 dissolution of 
an LLC.

and disbursing assets and company funds. 
Ultimately, the trial court determined that 
defendant had commingled company funds 
with his own and ordered that he be expelled 
as an LLC member. Plaintiff, being the sole 
remaining member of the LLC, argued on 
appeal to the Virginia Supreme Court that, 
even though the other member had been 
expelled, it was not, in fact, impracticable 
for the LLC to continue. The supreme court 
agreed and reversed the lower court’s decision 
to dissolve the LLC because the evidence was 
insuffi cient to support a judicial dissolution.40

In McConnell v Hunt Sports Enters,41 the 
Ohio Court of Appeals found that it was not 
“feasible, profi table, advantageous and rea-
sonably practicable” to operate the business 
of an Ohio LLC that had been formed to run a 
National Hockey League franchise in Colum-
bus.42 The Ohio court noted that Ohio law does 
not require a fi nding of any wrongful conduct 
to dissolve an LLC;43 all that is necessary to 
order judicial dissolution is a determination 
that it is “not reasonably practicable” for the 
Ohio LLC to carry on business in conformity 
with its articles or operating agreement.44

Conclusion
The judicial dissolution of a Michigan 
LLC should not be easy to accomplish—
but it should not be impossible either.

While the LLC is being planned, the mem-
bers of a Michigan LLC are free to decide 
when it should be dissolved. The members 
may designate the time for dissolution in the 
articles of organization,45 or they may des-
ignate the events of dissolution in either the 
articles or operating agreement.46 Otherwise, 
the members may unanimously vote to dis-
solve the LLC.47 This is the general rule. Well-
drafted articles of organization and operating 
agreements should provide for the times or 
events of dissolution, including a deadlock 
among the members. However, this ignores 
the reality that these provisions sometimes 
do not exist or that, if they do, they are 
inadequate. What then? A member should 
be able to turn to the courts and ask for an 
order decreeing the dissolution of the LLC.  

Judicial dissolution is an extraordinary 
event and, in the case of a deadlock, should 
be ordered only if the LLC is unable to carry 
on business in conformity with its articles 
of organization or operating agreement. 
But this should only be considered as a last 
resort, and Michigan courts should grant 
this relief sparingly. Judicial dissolution was 

not meant to be easy—if it were, a disgrun-
tled member might use this process to take 
advantage of the LLC and its other mem-
bers. Such abuse should not be permitted. 

What evidence should be required to 
show that an LLC is unable to carry on busi-
ness in conformity with the articles or oper-
ating agreement? Section 802 of the Michi-
gan LLCA48 indicates that something more 
is required than mere diffi culty in carrying 
on business. A literal reading of the section 
might require absolute impossibility rather 
than just diffi culty. Some will read the sec-
tion this way and argue that the deadlock 
must make it impossible to carry on busi-
ness. Others will argue that absolute impos-
sibility is not required but that there must be 
a more general showing that the deadlock 
makes it impossible, as a practical matter, to 
carry on business in the manner the mem-
bers had originally intended. This may be the 
more reasoned view. Absolute impossibility 
should not be required for judicial dissolu-
tion, but neither should mere diffi culty in
carrying on business be a basis for dissolution. 
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“A letter of intent is customarily employed 
to reduce to writing a preliminary under-
standing of parties who intend to enter 
into contract, or who intend to take some 
other action such as merger of companies.”1

Introduction
The written letter of intent is an essential 
tool regularly used by parties to commercial 
transactions. “Letter of intent” is a generic 
term for a preliminary document negotiated 
in anticipation of executing more defi nitive 
agreements that will ultimately supersede 
the letter. The term “letter of intent” may be 
used synonymously with “memorandum of 
understanding,” “agreement in principle,” 
or “heads of agreement.” This article will 
focus on the written letters of intent used in 
negotiated mergers and acquisitions (M&A), 
provide a basic understanding of the appli-
cable law, and recommend best practices 
for negotiating and drafting letters of intent.

Should a Letter of Intent Be Used?
The suggestion to use a letter of intent will 
elicit a variety of reactions from M&A coun-
sel. Many lawyers will strenuously advise 
that any preliminary agreement will only 
create exposure; they may cite Texaco, Inc v 
Pennzoil Co2 to prove their point. The prudent 
lawyer, however, should not be dissuaded 
from using a letter of intent, although he or 
she must approach the exercise with caution.

While most M&A transactions take 
familiar forms (i.e., a merger, asset sale, 
or stock sale) and require that the parties 
to the transaction resolve familiar issues, 
no two transactions are consummated in 
the same manner. Accordingly, a letter of 
intent should be used to identify the unique, 
essential terms of the transaction. The letter 
also should defi ne for the practitioner the 
basis of the transaction going forward 
and allow the parties to the transaction to 
narrow their focus when structuring the 
deal. Ultimately, the well-drafted letter of 
intent will help facilitate the preparation 
of the defi nitive transaction agreements.

Negotiating and drafting a letter of 
intent can sometimes be a timely and 
costly endeavor, but the relative value of 
the end product should not be discounted. 

Practitioners are frequently pressured by 
clients or opposing counsel to avoid using a 
letter of intent for fear of wasting valuable time 
or resources. Experience, however, suggests 
that practitioners should be encouraged 
to educate their clients about the ultimate 
savings—in both time and money—usually 
realized by all parties to the transaction 
when using a letter of intent, especially if 
the transaction is a complex one. Having a 
road map to follow will make the parties, 
their attorneys and investment bankers, 
and all of the other professionals advising 
on the deal more effi cient and productive.

The letter of intent also serves other 
practical purposes. The buyer may need 
a letter of intent to pursue fi nancing, to 
prove the worth of a deal before banks and 
equity investors will commit resources to 
the proposed transaction. In certain large 
transactions, a letter of intent allows the 
process of obtaining government approvals or 
clearances to begin; a premerger notifi cation 
report, for example, may be fi led under the 
Hart-Scott-Rodino Antitrust Improvements 
Act of 19763 once the parties have entered into 
a letter of intent, thereby starting the clock on 
the applicable waiting period. Additionally, 
by addressing the essential terms of the 
M&A transaction early in negotiations, 
parties often will fi nd themselves in a better 
negotiating position. This is especially 
true for the seller, who has the most 
leverage before signing a letter of intent.

The Letter of Intent as an 
Enforceable Contract
The Black’s defi nition of letter of intent is 
indicative of the confusion that sometimes 
surrounds such a letter’s enforceability. Is 
a “preliminary understanding” a contract? 
The answer is yes—sometimes.4 In Michigan, 
letters of intent are interpreted no different-
ly than any other contract, as the following 
statements by Michigan courts demonstrate:

• “A contract to make a subsequent contract 
is not per se unenforceable; in fact, it may 
be just as valid as any other contract.”5

• “Like any other contract, a contract to 
make a contract can fail for indefi niteness 
if the trier of fact fi nds that it does not 
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include an essential term to be incorpo-
rated into the fi nal contract.”6 

• “It is well recognized that it is possible 
for parties to make an enforceable con-
tract binding them to prepare and exe-
cute a subsequent agreement. In such a 
case, where agreement is expressed on 
all essential terms, the instrument is con-
sidered a contract, and is considered a 
mere memorial of the agreement already 
reached.”7

• “If the document or contract that the par-
ties agree to make is to contain any mate-
rial term that is not already agreed on, no 
contract has yet been made; and the so-
called ‘contract to make a contract’ is not 
a contract at all.”8

In Heritage Broadcasting Co v Wilson Com-
munications, Inc,9 defendants unsuccessfully 
argued that not all material and essential 
terms had been agreed on. The court found 
that the parties had agreed on “the assets 
to be sold, the consideration, the schedule 
for payment, the handling of the accounts 
receivable, the rights and remedies of each 
party upon breach, and mutual termination 
rights if the closing did not occur within 360 
days of the defi nitive agreement. The de-
fi nitive agreement would have added only 
the mechanics necessary to accomplish the 
conveyance.”10 The U.S. District Court for 
the Eastern District of Michigan, Southern 
Division, recently decided a high-profi le 
“essential term” case between Ford Motor 
Company and a prominent race car driv-
er, Kasey Kahne. The court found that the 
“clear and unambiguous language of the 
contract shows that the parties intention-
ally left [certain material terms] for future 
negotiation and mutual agreement or joint 
determination.”11 Accordingly, the personal 
services agreement between the parties was 
held not enforceable under Michigan law.12

Citing Teachers Insurance & Annuity Ass’n 
of America v Tribune Co,13 the Sixth Circuit in 
Giverny Gardens, Ltd Partnership v Columbia 
Housing Partners Ltd Partnership stated that it 
is the “modern trend” for courts to analyze 
the following factors to help determine 
whether a preliminary agreement is binding: 
“(1) the language of the agreement; (2) the 
existence of open terms; (3) the context of 
negotiations; (4) whether there was partial 
performance; and (5) the custom of such 
transactions.”14 The court’s decision in Busch 
v Dyno Nobel, Inc15 to uphold a letter of intent 
was based, at least in part, on the fact that 

the parties to the letter had performed their 
obligations under the letter for several years.

Certain letters of intent may not be held 
enforceable if they are “conditional” letters of 
intent. In Kelley v Thompson-McCully Co, LLC,16 
the Michigan Court of Appeals declined 
to enforce a letter of intent drafted for the 
purpose of acquiring the shares of a Michigan 
corporation. The court explained that because 
the letter of intent expressly stated that 
implementation of the letter was predicated 
in part on board approval, “the letter did not 
create in plaintiff the power to enter into a 
contract by accepting the terms set forth.”17

The issue of “intent” may not in itself be 
determinative as to the binding nature of an 
otherwise-enforceable letter of intent. It is 
well-established law that, if two parties go 
through a process of offer and acceptance, 
they need not also manifest an intent to be 
bound or to invoke legal sanctions in order 
to have mutual assent.18 As Judge Learned 
Hand stated, “A contract has, strictly 
speaking, nothing to do with the personal or 
individual intent of the parties. A contract 
is an obligation attached by the mere force 
of law to certain acts of the parties.”19 This 
is still the prevailing doctrine in Michigan. 
In Opdyke, the Michigan Supreme Court 
opined that intent to contract is a question 
of fact that should be left to the jury. Justice 
Ryan eschewed the approach taken by 
the trial court and the Michigan Court of 
Appeals in having “carefully scrutinized 
[the letter of intent] in order to ascertain the 
parties’ intent,” and found that the letter 
of intent at issue ultimately amounted to a 
binding obligation.20 Thus, a letter of intent 
may be enforceable even if the parties 
are not aware of its legal consequences.

In most jurisdictions, however, no contract 
will result if it unequivocally appears from 
the parties’ statements or conduct, or from 
the surrounding circumstances, that the 
parties did not intend to be bound or did 
not intend legal consequences.21 See Ashdown 
Group, Ltd v Prestige Pattern & Model, Inc 
for a court’s discussion of explicit and 
unambiguous language in a nonbinding 
letter of intent used in an M&A transaction.22 

What is the True Function of Your 
Letter of Intent?
This is the question each attorney (and 
opposing counsel) must fi rst ask before 
drafting the letter of intent for an M&A 
transaction. Letters of intent can have dif-
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ferent functions and generally fall into 
one of three categories. The key difference 
between them is the binding or nonbinding 
nature of the letter’s terms and conditions.

The fi rst type is an entirely nonbinding 
letter, often simply called a “term sheet”23 
or “gentleman’s agreement.”24 The function 
of this type of document is merely to get 
the proverbial ball rolling and encourage 
the parties to loosely share ideas, thoughts, 
concerns, and opinions. A term sheet 
can prove to be an effective alternative 
to a comprehensive letter of intent if the 
parties fi nd themselves getting bogged 
down with too many diffi cult issues too 
early in the negotiation process. If the deal 
begins to lose its momentum but the parties 
still wish to proceed with negotiations, it 
may be a good idea to use a term sheet.

The second category is limited in scope 
and merely establishes the ground rules 
for negotiation of the M&A transaction. 
For example, some parties will expressly 
agree to certain standards of good faith, fair 
dealing, and commercial reasonableness.

The third type of letter is unique in that it 
is a contract that is partly binding and partly 
nonbinding. When properly drafted, this 
type of letter will have two separate sections: 
one to expressly contain binding terms 
and conditions and the other to expressly 
contain nonbinding terms and conditions. 
The language used by the drafter in these 
sections can be helpful in determining the 
intent of parties. The use of subjective or 
hypothetical terms (i.e., “would”) rather than 
indicative terms (i.e., “will” or “shall”) is an 
indication that the parties do not intend to 
be bound.25 Use of the verb “contemplates” 
indicates an expectation or intention 
rather than a promise or an undertaking.26

What may be considered a fourth type is 
in reality not a letter of intent at all. Despite 
the parties’ best intentions, they sometimes 
will draft a “letter of intent” that is entirely 
binding. Here the parties have not entered 
into a “contract to make a contract” but, 
rather, a defi nitive agreement that acts to 
consummate the transaction. Parties do 
sometimes purposefully enter into these 
entirely binding letters if, for example, the 
deal is so economically or strategically 
attractive that the parties are willing to 
make the business decision to be bound at 
an early stage of the negotiating process.

There is no right kind of letter of intent—
the form and substance should be determined 

by the parties after taking into consideration 
all of the factors of the contemplated trans-
action. Most importantly, the lawyers must 
understand what function the parties to the 
transaction intend the letter of intent to serve. 
The practitioner must not allow a client to 
sign a letter of intent that has binding provi-
sions when in fact the client had wanted to 
sign only a nonbinding term sheet. The client 
will typically use the expression “letter of in-
tent” colloquially—do not misinterpret this 
as an invitation to assume that the client ex-
pects the signed letter to be binding in some 
respect. Prior to a contemplated letter’s execu-
tion, the practitioner must suffi ciently and ac-
curately explain its contractual implications.

Binding and Nonbinding Terms 
and Conditions
When carefully drafting a letter of intent of 
the third type, i.e., a letter that contains both 
binding and nonbinding terms, the follow-
ing provisions are typically made binding:

• Deposit. The seller in an M&A transaction 
may demand an earnest money deposit 
that usually will be applied to the pur-
chase price if the contemplated transac-
tion closes. The buyer and the seller also 
will agree to what happens to the deposit 
should the contemplated transaction fail 
to close.

• Access and Disclosure. For a stated period 
of time following the execution of the let-
ter of intent, the seller will grant the buyer 
(and the buyer’s professional advisers) 
access to the seller’s books and records, 
assets, material contracts, and other sell-
er-related items that are germane to the 
contemplated transaction.

• Exclusivity. For a stated period of time 
following the execution of the letter of 
intent, the seller will agree to a “no shop” 
covenant. During this stated period, the 
seller will be proscribed from entering 
into an M&A transaction with any other 
party and will not be allowed, directly or 
indirectly, to solicit, initiate, or encourage 
submission of proposals or offers from 
any other party.

• Conduct of Business. The seller will agree, 
usually until the closing, to continue to 
conduct business in the ordinary course 
and to refrain from entering into any 
extraordinary transactions.

• Best Efforts. For a stated period of time 
following the execution of the letter of 



intent, both the seller and the buyer will 
agree to negotiate in good faith and to use 
their best efforts (or, alternatively, their 
commercially reasonable efforts) to arrive 
at a mutually acceptable defi nitive agree-
ment for approval and execution.

• Costs. Regardless of whether the proposed 
transaction closes, the buyer and seller 
will agree on how certain deal-related 
costs and fees will be allocated and paid. 
The costs and fees typically include those 
of attorneys, accountants, bankers, audi-
tors, consultants, and brokers.

• Termination (“Breakup”) Fee. If the seller 
breaches one or more of the binding cove-
nants in the letter of intent, the parties can 
agree that the seller will pay to the buyer 
a sum certain. This penalty is meant not 
only to encourage the seller to perform its 
obligations under the binding covenants 
but also to quantify damages when the 
buyer may otherwise have diffi culty in 
proving its damages should the seller 
breach the letter of intent. Courts consis-
tently have mandated that any breakup 
fee be reasonable under the circumstanc-
es. In Frazier Industries, LLC v General Fas-
teners Co, the Sixth Circuit enforced a let-
ter of intent but failed to award a $475,000 
breakup fee to plaintiff because there had 
been no breach of any of the agreed-upon 
covenants (including an access covenant, 
an exclusivity covenant, and a best-efforts 
covenant) that would have triggered this 
payment.27

• Fiduciary Out Qualifi cation. In conjunction 
with the exclusivity or “no shop” clause, 
the seller likely will want to draft a “fi du-
ciary out” provision to state that the seller 
will not actively solicit other offers or 
negotiate with third parties unless some 
event occurs that would make proceed-
ing with discussions illegal, invalid, or 
contrary to the fi duciary duty of the direc-
tors. The buyer’s counsel should attempt 
to narrow the scope of the fi duciary out 
provision by mandating that a competing 
offer, without more, is not suffi cient to 
trigger the “out,” and that any claim of a 
fi duciary out must be subject to applicable 
law, as advised in writing by an opinion 
of counsel.

• Confi dentiality. The parties should agree on 
a defi nition of “confi dential information,” 
the restrictions placed on the disclosure 
of confi dential information, and the par-
ties’ obligations with respect to the return 

of confi dential information. Note that the 
existence of and the terms and conditions 
of the letter of intent itself typically are 
included in the defi nition of “confi dential 
information.” The parties must be careful 
to coordinate this provision with any con-
fi dentiality agreement already signed by 
the parties.

• Announcements. The parties typically will 
agree that no party may make public 
announcements concerning the contem-
plated transaction without the prior writ-
ten consent of all other parties.

• Dispute Resolution. The parties should 
identify the law that will govern the 
terms and conditions of the letter of intent 
and agree on a jurisdiction (and perhaps 
venue) if any proceeding arises. In lieu of 
litigating a claim in a stated jurisdiction, 
parties may wish to establish rules for 
binding arbitration or some other form of 
alternative dispute resolution. Some let-
ters of intent also will identify service-of-
process issues.

• Language. If the contemplated M&A trans-
action involves parties that have differ-
ent native languages, the parties should 
agree on what language will control the 
interpretation of the letter of intent. With 
cross-border transactions becoming more 
common, this term should not be over-
looked.

• Binding Nature. Even if the parties sign 
a letter of intent or term sheet that is 
entirely intended to be nonbinding, the 
parties must ensure that one provision is 
expressly binding: the provision whereby 
the parties disclaim the contractual effect. 
The parties must carefully identify all the 
parties that need to sign the letter of intent. 
In addition to the buying and selling par-
ties, other candidates include the guaran-
tors for either party’s obligations and the 
target. An unsigned letter of intent and an 
alleged oral agreement that there was a 
“deal” for the sale of a building were held 
unenforceable under the Michigan Stat-
ute of Frauds.28

All other terms and conditions of the 
letter of intent typically are nonbinding. 
As the parties have usually only conducted 
limited due diligence at the time of the letter’s 
execution, the fi nal terms regarding deal 
structure, purchase price, payment terms, 
ancillary agreements, representations and 
warranties, covenants, closing conditions, 
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and survival and indemnifi cation should 
be subject to continuing due-diligence 
investigations and management approval. 
These nonbinding terms and conditions 
will be ultimately negotiated and agreed 
upon in the fi nal defi nitive agreements.

Consequences of Entering into a 
Letter of Intent
Parties should be aware of the follow-
ing unintended adverse consequenc-
es that a letter of intent may have:
• Tax Consequences. Before signing, the par-

ties must consider the tax implications of 
the letter of intent and the agreed-upon  
deal. For example, where substantial 
deviations from the terms set out in the 
letter are agreed on for tax reasons, there 
is a risk that the letter of intent might pro-
vide grounds for tax authorities to argue 
that the fi nal structure is a device for tax 
avoidance. Practitioners should work with 
tax counsel and the client’s tax advisers to 
understand any tax consequences of any 
preliminary agreement.

• Mandatory Disclosure. Under cer-
tain securities laws or listing agree-
ments, parties entering into letters of 
intent may be obligated to disclose the
letter.

• Decreased Leverage in the Negotiating Pro-
cess. Parties frequently fi nd themselves at 
a disadvantage in later stages of a deal if 
they seek to depart from any term of the 
letter of intent, even if the contemplated 
term is nonbinding. Do not discount the 
moral force that a piece of writing can 
have.

Conclusion
By most accounts, M&A activity is pro-

jected to be on the rise in the upcoming 
year. When the next deal comes across your 
desk, do not make the mistake of discount-
ing the importance of starting the deal off 
on the right foot. Understand the expecta-
tions and needs of your client and proceed 
to draft the best letter of intent that you can.
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Case Digests
Prepared by Elizabeth M. Rucker*

Labor and Employment—
Sexual Harassment
In McClements v Ford Motor Co, 473 Mich 373, 702 NW2d 
166 (2005), plaintiff was hired by AVI Food Systems as a 
cashier at Ford Motor Company’s Wixom plant cafeteria. 
She alleged that a superintendent in the plant’s pre-deliv-
ery department sexually harassed her in 1998. In 2000, a 
female Ford employee approached plaintiff, claiming 
that the superintendent also had sexually harassed her 
in 1998. The Ford employee reported the incidents to her 
uncle, a production manager at Wixom, and to a former 
Ford superintendent temporarily assigned to her union. 
The latter informed Wixom’s director of labor relations 
of the alleged incidents, but the director took no further 
action. Plaintiff did not come forward with her allegations 
until 2001, when the Ford employee informed her that the 
superintendent in question had been convicted of inde-
cent exposure in 1995. Plaintiff then fi led suit, claiming 
that defendant Ford Motor Company had (1) negligently 
retained the superintendent, whom it knew had a propen-
sity to sexually harass women; and (2) breached its obli-
gation under the Elliott-Larsen Civil Rights Act (ELCRA), 
MCL 37.2101 et seq., to prevent the superintendent from 
sexually harassing her. The trial court granted defendant’s 
motion for summary disposition on both counts. Defen-
dant did not have suffi cient notice of the superintendent’s 
sexually harassing behavior, as the Ford employee’s 
reports were not enough to constitute notice, and the sin-
gle 1995 conviction did not establish a propensity for sexu-
ally harassing behavior. Thus, plaintiff could not rely on 
the negligent retention theory. As for the discrimination 
claim, defendant was not liable to a non-employee plain-
tiff, and, even if it were, defendant’s higher management 
was not aware of the alleged sexually harassing behavior. 
Thus, defendant could not be held liable under ELCRA. 
The court of appeals affi rmed the judgment under ELCRA 
but reversed the negligent-retention judgment, fi nding a 
genuine issue of material fact whether defendant knew 
or should have known of the superintendent’s behavior. 

The Michigan Supreme Court reinstated the trial court’s 
judgment. Plaintiff was limited to remedies under ELCRA 
because a common-law claim for negligent retention may 
not be based on workplace sexual harassment. An inquiry 
into defendant’s notice of the superintendent’s alleged 
behavior was thus unnecessary. Plaintiff could not bring 
a claim under ELCRA because she failed to establish that 
defendant affected or controlled the terms, conditions, or 
privileges of her employment as a cashier in a cafeteria run 
by another company in one of defendant’s assembly plants.

General Sales Tax Act and Motor Fuel Tax 
Act—Constitutionality
In By Lo Oil Co v Department of Treasury, 267 Mich App 19, 
703 NW2d 822 (2005), plaintiff distributed and sold gasoline 
and diesel fuel. Its records were audited by the Treasury 
Department. The department fi nalized a defi ciency assess-
ment for diesel motor fuel tax and an adjusted defi ciency 
assessment for general sales tax. Following the audit, plain-
tiff fi led a complaint in the circuit court, seeking damages 
and equitable relief in connection with the assessment of 
taxes under the Motor Fuel Tax Act, MCL 207.1001 et seq. 
(repealed in 2001), and the General Sales Tax Act, MCL 
205.51 et seq. Plaintiff subsequently fi led suit in the court 
of claims, seeking a refund of taxes, interest, and penalties 
paid under protest. The circuit court granted the depart-
ment summary disposition, while the court of claims ruled 
that plaintiff had failed to state a valid claim. On appeal, the 
court of appeals ruled that plaintiff failed to state an action-
able claim for a violation of a federal right under 42 USC 
1983, failed to allege a violation of either procedural or sub-
stantive due process, and also failed to state an actionable 
claim under the “fair and just treatment” clause of Mich 
Const 1963, art I, § 17. Thus, the court of appeals affi rmed 
the decisions of the circuit court and the court of claims.

Michigan Minimum Wage Law—
Motor Carrier Exemption
In Alexander v Perfection Bakeries, Inc, 267 Mich App 161, 705 
NW2d 31 (2005), plaintiffs delivered baked goods to retail 
stores and placed the goods on the shelves. They regular-
ly worked more than 40 hours a week but only received 
their base pay of minimum wage plus commissions, never 
any overtime pay. Plaintiffs contended that the Michigan 
Minimum Wage Law of 1964 (MWL), MCL 408.381 et seq., 
applied to the defendant, who should therefore pay them 
overtime. The trial court granted defendant summary dis-
position, holding that plaintiffs had failed to state a cause 
of action under the MWL. The court of appeals affi rmed. 

Minimum wage is governed by two statutes, the MWL 
and the Fair Labor Standards Act (FLSA), 29 USC 201 et 
seq. The FLSA exempts motor carriers from overtime com-
pensation requirements. Thus, the court of appeals held 
defendant was exempt from paying overtime wages to 
plaintiffs because they qualifi ed as motor carriers. Plain-
tiffs argued against the exemption, contending that if they 
were not entitled to overtime pay under the MWL, the 
application of the FLSA would result in a lower overtime 
pay rate than they would receive under the MWL while 
in violation of the MWL. The court of appeals held that 
the term “minimum wage” is unambiguous and does not 
include overtime pay. Plaintiffs therefore would receive 
the same minimum wage under both the state and fed-
eral statutes. Thus, there was no violation of the MWL.

* Elizabeth M. Rucker is a student at the University 
of Michigan Law School. She will graduate in May 
2007.
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Single Business Tax Act—
Capital-Acquisition Deduction
In Dana Corp v Department of Treasury, No 255984, 2005 
Mich App LEXIS 2020 (Aug 18, 2005), plaintiff was a Vir-
ginia corporation that sold goods produced outside of 
Michigan and that sought a refund of taxes paid between 
1997 and 1999. Plaintiff alleged that the site-specifi c and 
apportioned capital-acquisition deduction (CAD) under 
the Michigan Single Business Tax, codifi ed at MCL 
208.23(e), was not fairly apportioned under the Commerce 
Clause, US Const, art I, § 8. The court of claims ordered a 
refund, agreeing with plaintiff that the CAD was unconsti-
tutional because it was not internally consistent. However, 
the court of appeals reversed, concluding that the CAD is 
fairly apportioned, does not discriminate against interstate 
commerce, and is constitutional. It applies equally to all 
Michigan taxpayers who locate new property in Michigan.

Single Business Tax Act—
Nexus with Michigan
In JW Hobbs Corp v Department of Treasury, No 254069, 
2005 Mich App LEXIS 2157 (Sept 1, 2005), the department 
claimed that plaintiff, an Illinois-based company that had 
contracted with a Wisconsin-based company to sell goods 
in Michigan, was subject to the Michigan Single Business 
Tax (SBT) from 1989 to 2000. Plaintiff argued that it did 
not have a suffi cient nexus with Michigan and did not pay 
the tax in reliance on two Revenue Administrative Bul-
letins published by defendant describing the nexus stan-
dard (RAB 1989-46 and SBT Bulletin 1980-1). The depart-
ment promulgated a more-expansive nexus standard in 
RAB 1998-1, establishing that the presence of a nonresi-
dent employee or independent contractor soliciting sales 
in Michigan for two or more days each year provided a 
presumption of suffi cient nexus. The trial court held that 
plaintiff was entitled to a refund of the SBT and any penal-
ties paid for the years 1989 through 1997, fi nding the ear-
lier RABs binding until replaced by RAB 1998-1. However, 
plaintiff was not entitled to a refund for years 1997-2000.

On appeal, the court of appeals held that RABs are 
not binding and that “defendant [was] not estopped from 
retroactively applying the new rule created by case law 
simply because it had issued revenue administrative bul-
letins advising taxpayers of what the then-applicable rule 
was.” Hobbs at *13. The case was remanded to determine 
whether, using the appropriate nexus standard, minimum 
contacts with Michigan had been established. The trial 
court’s ruling on penalties was affi rmed because chang-
es in the nexus standard over the course of several years 
did not present a reasonable cause for the failure to pay.

Use Tax Act—Out of State
Promotional Activity
In Brunswick Bowling & Billiards Corp v Department of Trea-
sury, No 261682, 2005 Mich App LEXIS 2019 (Aug 18, 2005), 
plaintiff, a Delaware corporation with its principal offi ce 
in Muskegon, Michigan, contested defendant’s imposition 

of a use tax for items withdrawn from plaintiff’s Michi-
gan inventory and given away to professional bowlers and 
customers for promotional purposes outside the state. The 
court of claims granted plaintiff’s motion for summary 
disposition, concluding that if such an imposition of the 
use tax were authorized by law, plaintiff could potential-
ly be liable for taxes on the same transaction in multiple 
states. Such an interpretation would violate the Commerce 
Clause, US Const, art I, § 8. The court of appeals affi rmed, 
noting that these activities do not constitute a taxable “use” 
in Michigan since plaintiff clearly maintained a “right or 
power” over the items as they were transferred out of state. 
Thus, the “use” of these items did not occur in Michigan.

Bankruptcy—Lien Priority
In United States v Crestmark Bank (In re Spearing Tool & Mfg 
Co), 412 F3d 653 (6th Cir 2005), the federal government 
challenged the district court’s judgment granting appellee 
Crestmark Bank lien priority over a federal tax lien. Crest-
mark and Spearing entered into a lending agreement in 
April 1998, and Crestmark perfected its security interest 
by fi ling a fi nancing statement under the Uniform Com-
mercial Code. The statement precisely identifi ed Spearing 
as “Spearing Tool and Manufacturing Co.,” its name reg-
istered with the Michigan Secretary of State. In April 2001, 
Crestmark and Spearing entered into a secured fi nancing 
arrangement, and again Crestmark perfected its interest 
using Spearing’s precise name. Meanwhile, Spearing fell 
behind in its employment-tax payments. The IRS fi led two 
notices of federal tax lien with the Michigan Secretary of 
State against Spearing, identifying the latter as “Spearing 
Tool & Mfg Company Inc,” thus varying from Spearing’s 
registered name. Crestmark was unaware of these tax 
liens, as the Michigan electronic lien search only returns 
liens matching the exact name queried. During its periodic 
checks for liens, Crestmark only searched for Spearing’s 
registered name, even after receiving a handwritten note 
from the secretary of state’s offi ce suggesting a search 
under “Spearing Tool & Mfg Company Inc.” Thus, Crest-
mark advanced more funds to Spearing between October 
2001 and April 2002. Only after Spearing fi led a Chapter 11 
bankruptcy petition on April 16, 2002, did Crestmark search 
for the alternative name and discover the tax liens. Crest-
mark argued that Michigan law should control the identifi -
cation of the taxpayer, thus holding the government to the 
same precise identifi cation standards used by Crestmark.

The bankruptcy court granted the government pri-
ority, but the district court reversed. The Sixth Circuit 
affi rmed the judgment of the bankruptcy court, holding 
that federal law controlled the form and content of tax-
payer identifi cation for tax liens and that a tax lien does 
not need to precisely identify the taxpayer. A reasonable 
and diligent search by Crestmark would have revealed 
the tax liens. The abbreviations used by the government 
were common and reasonable, and, in addition, such an 
alternate search had been suggested by the secretary of 
state. Policy considerations supported the IRS’ position. 



Precise identifi cation would be unreasonably burdensome 
on the IRS, as “[t]he overriding purpose of the tax lien stat-
ute obviously is to ensure prompt revenue collection.” Id. 
at 656. The government’s interest in effective tax collec-
tion supersedes the bank’s convenience in loan collection.

Labor and Employment—
Employee Retirement Income Security Act 
In Gismondi v United Techs Corp, 408 F3d 295 (6th Cir 
2005), plaintiffs sought early-retirement benefi ts from 
defendant after its automotive division was sold to Lear 
Corporation. Under the United Technologies Employee 
Retirement Plan, participants could receive early-retire-
ment benefi ts if (1) the severance date occurred at or after 
the participant’s 50th birthday, and (2) the sum of years 
of the participant’s age and continuous years of service 
equaled or exceeded 65. The retirement plan defi ned “sev-
erance date” in section 2.59(a) as the earliest of three dif-
ferent possibilities, with only two of these possibilities at 
issue in this case: “(i) the date the employee ‘quits, retires, 
is discharged or dies,’ [or] (ii) the fi rst anniversary of the 
fi rst date that the employee is absent from work ‘for any 
other reason.’” Id. at 297. Defendant calculated plaintiffs’ 
severance dates under section 2.59(a)(i), contending that 
plaintiffs were “discharged” when transferred to Lear. 
Plaintiffs were 49 at the time of the automotive division’s 
sale. They argued that their severance dates should be cal-
culated under section 2.59(a)(ii). Thus, they would have 
attained 50 years of age one year after the sale. The dis-
trict court applied an arbitrary and capricious standard 
of review and found defendant’s interpretation rational. 
The Sixth Circuit affi rmed the judgment of the district 
court, agreeing that the defendant’s interpretation of sec-
tion 2.59(a)(i) to include “the transfer of employees upon 
sale of a company division [was] rational.” Id. at 300.

Labor and Employment—Employee 
Retirement Income Security Act, Labor 
Management Relations Act, and Worker 
Adjustment and Retraining Notifi cation Act
In UAW v Aguirre, 410 F3d 297 (6th Cir 2005), plaintiffs 
sought unpaid vacation time, medical and vision benefi ts, 
union dues, and other amounts from defendants, who 
were shareholders of Mexican Industries in Michigan, Inc. 
Mexican Industries was an S corporation that suffered 
fi nancial downturns after the death of its founder, Hank 
Aguirre. The company maintained its subchapter-S status 
after Aguirre’s death by establishing four qualifi ed sub-
chapter-S trusts, one for each defendant (Aguirre’s heirs). 
Amid declining fortunes, Mexican Industries entered 
into a collective-bargaining agreement with the UAW in 
2000. The company began laying off employees and clos-
ing plants in April 2001; individual plaintiffs were laid 
off in June. The company fi led a Chapter 11 bankruptcy 
petition on June 25, 2001, with the Chapter 11 bankrupt-
cy proceeding later converted to a Chapter 7 liquidation 
proceeding. Plaintiffs claimed that the company violated 

the Employee Retirement Income Security Act (ERISA), 
29 USC 1001 et seq.; the Labor Management Relations 
Act, 29 USC 141 et seq; and the Worker Adjustment and 
Retraining Notifi cation Act, 29 USC 2101 et seq. Plain-
tiffs further claimed that defendants were personally 
liable for the damages caused by those violations. How-
ever, plaintiffs did not sue the company directly because 
the fi ling of a bankruptcy petition stays commencement 
or continuation of judicial proceedings against a debtor. 
The district court granted defendants summary judgment. 

The Sixth Circuit affi rmed the district court’s judg-
ment, holding that defendants could not be held individu-
ally liable for the company’s alleged violations. There is no 
legal support for plaintiffs’ theory of “a veil piercing ver-
sion of the alter ego doctrine,” as the two concepts are dis-
tinct. Separating the two concepts, the alter ego doctrine 
was inapplicable, and plaintiffs “failed to show a genu-
ine issue of material fact as to any of the three veil-pierc-
ing factors.” Id. at 303. The court also upheld the district 
court’s grant of Rance Aguirre’s motion for Rule 11 sanc-
tions, as it should have been clear by the close of discovery 
that plaintiffs had no support for a claim against Rance 
Aguirre. Finally, the court affi rmed the district court’s 
grant of Rance Aguirre’s motion to strike the affi davit 
of plaintiffs’ purported expert witness, as admission of 
the affi davit would not have changed the court’s conclu-
sions. At worst, striking the affi davit was harmless error.

Securities—Disclosure in Prospectuses
In Benzon v Morgan Stanley Distribs, 420 F3d 598 (6th Cir 
2005), plaintiffs, investors in Class B shares of Morgan 
Stanley mutual funds, appealed the district court’s order 
of dismissal of their claims that defendants violated federal 
securities law. Plaintiffs claimed that defendants failed to 
disclose the relative value of the Class B shares in their pro-
spectuses in violation of 15 USC 771, 15 USC 78j, and SEC 
Rule 10b-5(b); that they sold Class B shares that assessed 
unnecessary fees in violation of SEC Rules 10b-5(a) and 
(c); and that they failed to disclose a broker-compensation 
scheme that involved a confl ict of interest in violation of 
15 USC 77l(a)(2) and SEC Rule 10b-5(b). Plaintiffs alleged 
that Class B shares were inferior to other classes of shares 
offered by the mutual fund and that the prospectuses were 
misleading in suggesting that Class B shares were valuable 
to a certain type of investor. The Sixth Circuit affi rmed the 
trial court’s dismissal for failure to state a claim upon which 
relief can be granted. The prospectuses contained all rele-
vant information necessary to conclude that Class B shares 
were inferior to other classes of shares offered by Morgan 
Stanley. Thus, the prospectuses were not misleading. Any 
alleged omissions were not material, as the prospectuses 
contained information suffi cient to compare the classes 
of shares. Federal regulations do not require disclosure of 
broker compensation, and, regardless, such disclosure was 
not necessary to make the prospectuses not misleading. It 
is not fraudulent to offer different classes of securities that 
have different values. Thus, the offering of various securi-
ties was not actionable under SEC Rules 10b-5(a) and (c).
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Michigan Real Property Law, Third Edition—Completely Revised!
By John G. Cameron, Jr.
The authoritative real property treatise, covering all major topics related to Michigan real estate 
law, completely revised in 2005. An excellent starting point for any real estate research question.
Price: $185.00 Published June 2005.
ICLE Partners: $166.50 Product #: 2004557120

Employment Law in Michigan: An Employer’s Guide, 2d ed–New Edition! 
Edited by Richard J. Seryak, Claudia R. Ellmann, and Daniel D. Kopka 
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Michigan Lease Drafting and Landlord-Tenant Law
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 February 10, 2006—9:00 to 1:00 Location: MSU Management Education Center, Troy
Price: $165 Seminar #: 06CR-1126
Business Law Section Members: $145 Lawyers in 0-3 years of practice: $95
*Video Replays around the state. ICLE Partners: Free! 
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Learn from a case study approach how to spot the important issues in the complex area of 
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Date: January 24, 2006—3:00 to 6:00 Location: MSU Management Education Center, Troy
Price: $105 Seminar #: 06CP-7421
Taxation Section Members: $85 ICLE Partners: Free!
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ICLE Partnership
The edge you need

Get Started Today!
Call: (877) 229-4350 

Web site: www.icle.org

Seminars—40 free Partnership Seminars each 
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Online Seminars—Never miss a 
seminar again. Watch the entire seminar or 
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added 3 weeks after the live date.

Seminar Handbooks Online

Discover the wealth of knowledge 
available at your fi ngertips with our online 
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experts and covering hundreds of topics. New 
handbooks added continuously.

Other Partnership Online Resources 

Award-winning How-To Kits: Step-by-step 
checklists for completing legal transactions.  

FormBank: Over 2000 attorney-
drafted forms

Plus SCAO Forms and MI Law Updates.
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Kenneth Wolf, PhD
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Grand Valley State University
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a fi rst class resort. 
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