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From the Desk of the Chairperson

By Judy B. Calton

This is my final column as Chair of the
Business Law Section. I am being suc-
ceeded by the very able and dedicated
Mark Peters of Bodman PLC, but I will
continue as an ex officio member of the
Business Law Council.

I want to take this opportunity to high-
light activities and accomplishments of
the Section. I believe when our members are aware of
the Section’s activities, they become more engaged in
those activities, and engagement lends to benefit from
the Section. I want to encourage that involvement.

The Strategic Plan

In the last year, the Section updated its Strategic Plan
under the leadership of Tania (Dee Dee) Fuller of Fuller
Law & Consulting, P.C. The Strategic Plan is posted on
the Section’s page of the State Bar of Michigan website,
and you are invited to view it at http://connect.mich-
bar.org/businesslaw/council /councilinfo. The Section
attempts to keep Michigan business law current with
national trends and compete with business law environ-
ments in other jurisdictions. The update incorporated
into the Strategic Plan recommendations of the State
Bar’s 21%° Century Practice Task Force. The Strategic
Plan outlines objectives and measurable outcomes for
achieving the Section’s mission (a) of expanding re-
sources for business lawyers by providing educational,
networking, and mentoring opportunities; (b) review-
ing and promoting improvements in Michigan’s busi-
ness legislation and regulations; (c) providing a forum
to facilitate service with commitment to promote ethical
conduct and collegiality within the practice; and (d) as-
sisting the Section’s members in leveraging technology
to more effectively provide legal services.

Educational and Networking Opportunities

The Section excels at providing educational and net-
working opportunities. Annually, the Section presents
the Business Law Institute, a full day session that in-
cludes substantive programs and social activities. This
year, and for the past several years, it has been held in
October in conjunction with the Section’s Annual Meet-
ing and quarterly Council Meeting, in Grand Rapids
during ArtPrize.

The Section also biennially presents its two day Busi-
ness Boot Camp to teach newer attorneys in several
practical core business law topics. The next sessions will
be November 6 and 7, 2017 at the Amway Grand Plaza
Hotel in Grand Rapids, and January 29 and 30, 2018 at
the Inn at St. John's in Plymouth. Boot Camp informa-
tion is available on the website at http://connect.mich-
bar.org/businesslaw/home.

The Section has also been working with other Sec-
tions and groups to provide educational programs,

including on BREXIT with the International Law Sec-
tion; on employee benefits aspects of mergers and ac-
quisitions with the Taxation Section; and on Michigan’s
business courts with the Michigan Judicial Institute. The
Section also sponsors several ICLE programs through-
out the year.

The Section’s committees also present educational
and networking programs. In the last year, committee
programs have included seminars on Michigan’s New
Domestic Asset Protection Act; Unique Challenges in
Representing a Medical Practice; and the Pervasiveness
of Privacy on the expanding landscape of privacy issues.
Committee meetings frequently include substantive dis-
cussions of new Michigan law, such as the Debtor/Cred-
itor Rights Committee having presentations and discus-
sions on Michigan’s adoption of the Uniform Voidable
Transaction Act, which amended Michigan’s Uniform
Fraudulent Transfer Act and on the consequences of the
Sixth Circuit’s recent assignment of rents opinion, Town
Ctr Flats, LLC v ECP Commercial II LLC (In re Town Ctr
Flats, LLC, 855 F3d 721 (6™ Cir 2017), and the Nonprofit
Corporations Committee discussing the Michigan Com-
munity Foundation Act. These committee meetings are
great opportunities to keep up to date on and to shape
new law and to network with practitioners in specific
fields.

The Section could and should focus on increasing its
mentoring opportunities.

Advocacy to Change the Law

The Section promotes improvements in Michigan law
by advocating changes to Michigan law and regulation.
This is a great strength of the Section, although we are
probably too quiet about the Section’s achievements.
To help the Section monitor business related legisla-
tion, the Section’s Legislative Review Directorship cre-
ates a quarterly report on recently enacted and pending
Michigan business legislation. These reports are posted
on the Section’s webpage http://connect.michbar.org/
businesslaw / council/ directors/legislation.

Most of the Section’s advocacy is at the committee
level. This advocacy has included the Corporate Laws
Committee preparing a round of amendments for the
Michigan Business Corporation Act, which it is work-
ing on having enacted. The Corporate Laws Committee
also worked with the sponsors of Benefit Corporation
Legislation, reviewing and making suggestions in the
drafting stage, and supporting passage. The Debtor/
Creditor Rights Committee is advocating amendments
to Michigan’s exemptions so that all of a debtor’s eli-
gible Individual Retirement Accounts (IRA) and college
savings plans will he exempt, not just one IRA and one
college savings plan. The Debtor/Creditor Rights Com-
mittee also commented on a proposed Federal Rule of
Bankruptcy Procedure 9018.1 regarding the ability to
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file objections in District Court to entry of judgment on
Bankruptcy Court proposed findings of fact and conclu-
sions of law. At the Debtor/Creditor Rights Committee
meeting regarding the recent Town Ctr Flats, LLC opinion
on assignment of rents, discussed above, the committee
decided to work on amending Michigan’s assignment of
rents statutes. The Regulation of Securities Committee
commented on proposed administrative securities rules
published in the Michigan Register.

The Section supported amendments to MCR 7.213 on
the composition of mediation panels, and it opposed pas-
sage of HB 4463, which would have authorized non-at-
torneys to represent limited liability companies in certain
circumstances.

I encourage Section members to identify desirable po-
tential changes in Michigan business law and work with
the appropriate committee to advocate that change.

A Forum for the Business Law Community

The Section constitutes a forum for promoting ethical con-
duct and collegiality in the practice of law. Section lead-
ership and participants in committees form a bond with
the others active in the Section. These relationships form
a basis for referring cases, obtaining advice in the practice
of law, and friendship. The Business Law Digest, which
is distributed by SBM Connect, is a great means for com-
munication among Section members. Any member can
participate. I encourage you to visit http://connect.mi-
chbar.org/businesslaw /communityresources/ourdiscu
ssiongroup?CommunityKey=9b7cae31-2218-4aba-8021-
£d0263d0411f&tab=digestviewer to participate in the Di-
gest.

An example of the Section as a community occurred
recently when a Section member was brought unconscious
to a local hospital with his only identification being his bar
membership card. There was no answer at his phone num-
ber listed with the bar. The hospital reached out to me as
Section Chair to see if I knew how to contact his family to
let them know he was hospitalized. I e-mailed the Section
leadership, who in turn e-mailed others they knew. Within
about ten minutes, his family had been contacted and was
on the way to the hospital.

I would appreciate suggestions on other ways the Sec-
tion can fulfill this portion of its mission.

Leveraging Technology

I personally have been a poor choice to move the Section
forward in assisting members in leveraging technology
because I have less technological skills than anyone else
I know. The Section did partner with ICLE on an inter-
net-based competency map for a merger and acquisitions
practice.

I would appreciate any suggestions as to how our Sec-
tion can better assist members in leveraging technology.

I am a firm believer that the more one participates in an
organization, the more one benefits from the organization.
Please help yourself and the Section by participating in the
Section. In conclusion, visit the Business Law Section web-

site and participate in events and the Business Law Digest.
Help the Section improve and achieve its mission.
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JUN OGN NSNS By Kim Breitmeyer

The Corporations, Securities and
Commercial  Licensing  Bureau
(CSCL) within the Department of
Licensing and Regulatory Affairs
(LARA) is responsible for adminis-
tering just under 20 different statutes
with administrative enforcement pro-
visions ranging from the ability to
issue safety cessation orders based
on an inspection or the impeding of
an inspection to the ability to fine,
revoke, restrict, or suspend a license
or registration, and to the ability
to direct a person (licensed or unli-
censed) to cease and desist from vio-
lating the administrative law. Aside
from the statutes that its Corpora-
tions Division administers related to
business entity formation and filings,
the following general categories of
professions fall within CSCL'’s regu-
latory enforcement authority:
e Carnival and amusement
rides (includes zip lines)
* Cemeteries (not owned by
a religious institution or a
municipal corporation)
e Continuing care communi-
ties
* Funeral homes and funeral
directors
* Prepaid funeral and cem-
etery sales contract sellers
* DPolygraph examiners
* Postsecondary schools (pri-
vate proprietary schools and
distance education)
* Professional employer orga-
nizations
* Professional investigators
* Securities regulation (offer-

ings, investment markets,
investment advisers, and
stockbrokers)

* Security Alarm Contractors

* Security Guards

e Ski lifts

e Transportation companies
(limousines, taxis, and trans-
portation network compa-
nies)

* Unarmed combat (profes-
sional boxing and profes-
sional and amateur mixed
martial arts)

* Vehicle protection product
warrantors

Boards and Commissions

CSCL works with two government-
appointed advisory boards and one
advisory commission for purposes of
administering the statutes it regulates.
These include the Board of Examin-
ers in Mortuary Science, the Ski Area
Safety Board, and the Unarmed Com-
bat Commission. All three of these
bodies assist CSCL in promulgating
and revising administrative rules
authorized under the Occupational
Code, MCL 339.101 et seq., the Ski
Area Safety Act of 1962, MCL 408.321
et seq., and the Unarmed Combat
Regulatory Act, MCL 338.3601 et seq.
Individual members also offer expert
guidance to CSCL from the perspec-
tive of the respective industries in
investigating violations of the admin-
istrative laws, participating in both
investigations and contested case
proceedings. The Cemetery Commis-
sioner oversees the Cemetery Regu-
lation Act, and the Bureau Director,
who is also the Securities Administra-
tor, makes final disciplinary decisions
concerning the remainder of the stat-
utes CSCL administers. The boards
and commission generally only meet
a handful of times per calendar year.

Statements of Complaint

Any person may file a statement of
complaint with CSCL alleging a vio-
lation of a law or laws that it admin-
isters, including CSCL on its own ini-
tiative. Upon receipt of a complaint
from the public, CSCL will gener-
ally send the complaining person a
written acknowledgement of receipt
within five days. If it determines that
it has no jurisdiction over the mat-
ter, CSCL will notify the complaining
person in writing as soon as possible.
Otherwise, CSCL will assign the mat-
ter to an investigator, examiner, audi-
tor, or inspector for further review.
CSCL'’s Statement of Complaint form
can be found at: http:/ /www.michi-
gan.gov/documents/lara/Com-
plaint_Form_3-17_572206_7.pdf, or
by visiting www.mi.gov/cscl, and
clicking on “Forms & Publications”
and then “Complaint Form.”

Investigation, Inspection,
Audit, or Examination

CSCL has the authority to inspect car-
nival and amusement rides, ski lifts,
funeral homes, proprietary schools,
and transportation companies. Many
others of the statutes CSCL is respon-
sible for administering permit the
Cemetery Commissioner, the Securi-
ties Administrator, or CSCL to exam-
ine, audit, or investigate books and
records maintained by a licensee or
registrant. Investigators may reach
out to the complaining person, the
individual, or business entity being
accused of violating the law, their
attorney, or other organizations to
verify whether a violation of a law
CSCL administers occurred. CSCL's
Securities & Audit and Licensing
divisions are responsible for making
this determination before the Securi-
ties Administrator issues an initial
denial or disciplinary order under the
Uniform Securities Act (2002), MCL
451.2101 et seq. or referring the mat-
ter to CSCL’s Regulatory Compliance
Division for formal action or the issu-
ance of a denial order under the other
statutes it administers.'

Formal Disciplinary Action

Attorneys within the Regulatory
Compliance Division® generally re-
view the complaint file forwarded
to it from the Securities & Audit or
Licensing division and draft formal
legal pleadings or orders setting forth
violations of the administrative law
and providing notice to the recipient
of their legal rights and obligations in
response to the pleadings or orders.
These pleadings and orders will indi-
cate whether a license or registration
is summarily suspended pending
receipt of a petition to dissolve, if a
person is directed to cease and desist
from violating the law pending re-
ceipt of a request for hearing to chal-
lenge it, or if the person is simply put
on notice of the intent to take a certain
disciplinary action against them with
a hearing or right to hearing offered
to challenge it.

If the person already holds a li-
cense or registration, and if the ad-
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ministrative action contemplates the
suspension, withdrawal, amend-
ment, or revocation of that license or
registration, that person must also be
given an opportunity to show com-
pliance with the law, unless a great-
er degree of due process is required
under the specific statute. The Notice
of Opportunity to Show Compliance
will include a form asking the person
to elect a compliance conference or
proceed directly to a formal admin-
istrative hearing generally within 15
days after receipt before CSCL re-
quests a hearing on its own initiative.

Compliance Conferences

Compliance conferences generally
have two purposes: (1) to offer a
licensee or registrant an opportunity
to demonstrate compliance with the
law at all times relevant to the com-
plaint; or (2) to offer a licensee or
registrant an opportunity to volun-
tarily engage in settlement negotia-
tions with CSCL. Either an employee
within the Regulatory Compliance
Division or an assistant attorney
general will serve as the conferee of
these meetings that may be attended
by CSCL staff, a professional board
member, the licensee/registrant, and
their attorney. If, after the conclu-
sion of the meeting or a reasonable
period of time afterwards, the mat-
ter is neither closed with no disci-
plinary action taken nor resolved by
settlement, CSCL or the Department
of Attorney General will request a
formal administrative hearing date
before the Michigan Administrative
Hearing System. The Uniform Securi-
ties Act and Cemetery Regulation Act
have unique provisions regarding the
timing of formal administrative hear-
ings and specify whether an opportu-
nity for hearing or an actual hearing
is required to finalize the matter.

Formal Administrative
Hearings

Formal administrative hearings,
also referred to as “contested case
proceedings,” are held before an
administrative law judge (ALJ) em-
ployed by the Michigan Administra-
tive Hearing System. The AL]J rules

on all motions and objections, sets
time frames for submitting briefs,
exchanging witness and exhibit lists
and documents, and conducts pre-
hearing conferences and evidentiary
hearings. CSCL is represented by an
attorney in the proceeding.

For cases brought under the Un-
armed Combat Regulatory Act and
the Occupational Code, the ALJ will
issue a “Hearing Report” containing
findings of fact and conclusions of
law that may not be modified by the
Board of Examiners in Mortuary Sci-
ence or the Unarmed Combat Com-
mission. The Board or Commission
then has the authority to determine
the appropriate licensing penalties.

For cases brought under the other
statutes administered by CSCL, the
AL] issues a “Proposal for Decision”
containing findings of fact and con-
clusions of law that may be modified
by the Cemetery Commissioner or
Bureau Director based upon a review
of the record of proceedings and any
Exceptions or Response to Exceptions
filed by the parties to the proceeding.
The Cemetery Commissioner or Bu-
reau Director also determines any li-
censing penalties.

Final Orders and
Compliance Monitoring

After a board or commission, the
Cemetery Commissioner, or the
Bureau Director make a final licens-
ing penalty determination, a Final
Order is issued and mailed to the
respondent or applicant. Final orders
may direct the respondent to perform
additional actions to bring them-
selves in compliance with the law or
may place the respondent or appli-
cant on a period of probation during
which time a heightened degree of
review of their activities is required.
Documents and administrative fines
or administrative or audit costs
required by those orders must be
submitted to CSCL’s Securities &
Audit Division - Final Order Moni-
toring area within the time frames
specified in the Final Order. Failure
to comply within the time frames
specified may result in additional
civil or administrative action, may

result in the immediate suspension
of a license or registration, or may
require the person to petition a deci-
sion maker, board, or commission for
reinstatement following late compli-
ance. Overdue fines and costs may be
referred to the Michigan Department
of Treasury for collection action after
six months. Final Order Monitoring
may be reached at (517) 241-9180.

NOTES

1. Disciplinary and denial orders issued
under the Uniform Securities Act since mid-
2016 may be reviewed by visiting www.mi.gov/
securities, clicking on “Disciplinary Action
Reports,” and then on “Securities Reports.” All
other final disciplinary actions taken by CSCL
under the other acts it administers may be
reviewed by month by clicking on “Licensing
Reports.”

2. You may review what to do upon receipt
of a formal complaint or order alleging a
violation of the administrative law by visiting
www.mi.gov/cscl, and clicking twice on

“Regulatory Compliance Division.”

Kim Breitmeyer is the
Regulatory  Compli-
ance Division Direc-

=W tor of the Corpora-
@ | tions, Securities &
- Commerical Licens-

ing Bureau. In that
capacity, she oversees the draft-
ing and service of legal pleadings,
orders, settlement agreements, the
Bureau rulemaking process, and
the compliance conference and
contested case hearing programs
for the Bureau. She also serves as
the Bureau Freedom of Informa-
tion Act Liaison.



TaAx MATTERS By Eric M. Nemeth

Now that Fall is upon is, we turn our
attention to the traditional seasonal
tax customs such as endless debate
over tax “reform” or at least think-
ing around the edges. I will make no
bold predictions nor profess any spe-
cial mystical powers with one caveat:
the easiest thing for Congress to do
is nothing. I remind you that few ob-
servers thought that Congress would
let the estate tax laps for a year.
Something, anything, had to be done
to prevent such an occurrence. Since
there was no “grand bargain,” noth-
ing happened, which caused some-
thing to happen. Plan accordingly.

In past columns I have written
cautionary tales concerning the IRS
“Dirty Dozen” list. One item on that
list was related to micro-captive in-
surance companies. The now annual
list provides an excellent guide for
practitioners to warn, counsel, or
perhaps admonish clients concerning
engaging in possible tax “strategies”
presented to them by various advi-
sors. In my experience, business and
corporate lawyers are generally not
part of the early discussion group,
if at all, concerning such strategies
and who “promotes” them. There
are many reasons that this happens.
Sometimes the client is counseled that
the strategy is proprietary or secret.
Sometimes the client does not want
to hear the cautionary tales, i.e. “my
lawyer hates everything,” and some-
times the client is very fee conscious.
This is short-term thinking. Two very
recent Tax Court opinions provide
eye-opening and sober observations
about the consequences of aggres-
sive tax strategies. At the writing
of this column, it is unknown if the
cases will be appealed or the result of
any such appeals. Regardless, clients
should understand that the IRS will
litigate transactions that they believe
lack economic substance or claim out-
sized tax savings. The results are not
encouraging for taxpayers.

In Avrahami v Commissioner, 149
TC No 7 (2017), we have an August
Tax Court case analyzing the tax con-
sequences under Section 162 of a cap-
tive insurance company. The court
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reviewed whether the various related
entities” election under Section 831(b)
to be taxed as a small business corpo-
ration and Section 953(d) to be taxed
as a domestic corporation were valid.
They weren’t according to the Tax
Court. The 105-page opinion delves
into the somewhat mystical world
of insurance and the calculation of
premiums. Judge Holms undertakes
a step-by-step journey, often with
colorful analogies and statements.
Somewhat surprisingly “insurance”
is neither defined in the Code nor reg-
ulations. However, by crafting and
hearing caselaw, what emerge are the
characteristics of insurance that guide
the analyses. The four guiding crite-
ria that emerge:

* Risk shifting

* Risk distribution

* Insurance risk

* Meet commonly accepted

notions of insurance

One factor that seemed to catch
particular scrutiny, the captive insur-
ance premiums were far in excess of
the traditional business liability in-
surance premiums that the taxpayer
kept in force. Another important fac-
tor in the analysis of the court was the
apparent remoteness of the coverage
in relation to the actual risk. The re-
sult was an early victory for the IRS
in the likely protracted captive insur-
ance litigation arena. The outcome of
the case likely will guide and impact
IRS appeals settlement proposals of
similar cases. The opinion presents
an enlightening discourse concerning
reasonable reliance on advisors, and,
perhaps even more importantly, who
is an advisor and who is a promoter.
Promoters cannot be relied upon in
good faith See 106 Ltd v Commissioner,
136 TC 67, 79-80 (2011), aff'd, 684 F3d
84 (DC Cir 2012).

The second case involves a gift to
the University of Michigan. In RERI
Holdings I, LLC v Commissioner, 149
TC No 1 (2017), Judge Halpern dis-
allowed a claimed $33 million write-
off. The court held that an omission of
the cost basis or other adjusted basis
contained in Form 8283 violated the
substantiation requirement of the In-

come Tax Regs. In a very hard-hitting
decision, the court noted that the
University of Michigan ultimately re-
alized less than $2 million, while the
donating partnership claimed a chari-
table contribution of over $33 million.
The full array of penalties was upheld
amounting to 40 percent.

Ponzi Scheme Checklist

A recent unpublished panel deci-
sion in the Ninth Circuit ruled that
the IRS had to return approximately
$13 million of tax payments to the
trustee in bankruptcy. The payments
by DBSI on behalf of its now jailed,
former CEO were the proceeds of a
Ponzi scheme. The court found that
Congress passed legislation waiving
sovereign immunity.

IRS.gov

Recently, the IRS has done a major
overhaul of their website. Some of
the upgrades include links to request
tax records, pay current and past due
taxes, as well as forms and instruc-
tions.

Update

The recent indictments of Paul
Manafort and Richard Gates provide
a detailed and surgical-like insight
into the investigative process of for-
eign financial accounts. Although the
indictment contained no specific Title
26 offenses (tax) contrary to many
media reports, make no mistake, the
indictments are tax-centric. Unfiled
FBARs and unreported income are
the central theme. Of particular inter-
est to tax practictioners were several
references that the defendants lied to
their “bookkeepers, tax accountants,
and legal counsel.” Regardless of the
outcome of the legal proceedings,
best practices dictate contemporane-
ous writings with clients concerning
tax and financial reliance and repre-
sentations.

Lastly, I have written before about
law firms being targets for hackers
to secure taxpayer and client infor-
mation. In the last several weeks,
the Appleby Law Firm of Bermuda
and other tax senstive jurisdictions,
had the product of its legal files pub-
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lished. Many prominent individu-
als had their financial and business
affairs exposed. There is little doubt
that the investigative arms of the tax
authorities of various countries will
read the material with interest. Cli-
ents (and their advisors) must under-
stand that files maintained online are
irresistible targets for sophisticated
hackers. American Bar Association
Model Rule 1.6 requires lawyers to
proactively adopt reasonable security
safeguards to protect client data.
Caveat emptor.

Eric M. Nemeth of
Varnum LLP in Novi,
Michigan practices in
the areas of civil and
criminal tax controver-
sies, litigating matters
in the various fed-
eral courts and administratively.
Before joining Varnum, he served
as a senior trial attorney for the
Office of Chief Counsel of the Inter-
nal Revenue Service and as a spe-
cial assistant U.S. attorney for the
U.S. Department of Justice, as well
as a judge advocate general for
the U.S. Army Reserve.




TECHNOLOGY CORNER

and Lara Slachta

By Michael S. Khoury, Michael Pierson, Tyler Giles,

Blockchain and Distributed Ledger Technologies

Blockchain is a foundational technol-
ogy that has great potential to change
business models in the long term and
to create new foundations for global
economic and social systems, and it
is often referred to as disruptive tech-
nology. “It will change everything!”
Well, will it? What is it? As part of the
preparation of this article, I worked
with three of my partners who are
also members of our firm’s FinTech
and Blockchain practice group.!

What Is Blockchain and How
Does It Work?

In the past, businesses used paper
account ledgers as the primary refer-
ence for the input and maintenance of
financial information in a business. If
more than one person maintained an
identical ledger and records for each
transaction, there would be a level of
trust and assurance that the informa-
tion contained in all ledgers was ac-
curate. Now consider digital ledgers
shared across computer networks.
As each set of data is changed, such
as through a transaction, the change
is recorded across numerous distrib-
uted ledgers. Before a block of trans-
actions can be added to a blockchain,
participants in that blockchain’s net-
work must verify the authenticity
of the transactions. Once a block is
added to a blockchain, the block can-
not be modified or removed, thereby
providing a heightened level of as-
surance about the accuracy of the
data without the necessity of a third-
party intermediary.

Simply put, a blockchain is a con-
tinuously growing list of records that
are linked and secured using cryp-
tography.? A blockchain can serve as
a distributed ledger that is managed
by a peer-to-peer network adhering
to a protocol for validating the addi-
tion of new blocks that permanently
record data from digital transactions.
The first distributed blockchain was
created in 2008 and became the core
component of the digital currency
called Bitcoin and is the public ledger
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for all transactions in Bitcoin. Bitcoin
is a “cryptocurrency” meaning that it
is a medium of exchange that func-
tions like money, but, unlike tradi-
tional currency, it is independent of
central banks or sovereign countries
with transactions being recorded on
a distributed ledger. Bitcoin is not a
data file maintained or held by the
owners. It is represented by transac-
tions recorded in a blockchain that
are updated and verified and then
stored in a block that is linked to the
preceding block creating a chain. To
ensure validity, each block is part of a
sequence from —and must refer to—
the preceding block.

What are the benefits of block-
chain and distributed ledger? While
actual implementations are relatively
few, here are some of the key features:

* Only transactions that can be
verified are recorded in the
blockchain.

e The blockchain data can-
not be altered because every
block is permanently time
stamped and stored across
the distributed ledgers.

* The blockchains themselves
are distributed so there is no
central database that can be
hacked or altered.

e The blockchain informa-
tion itself can be verified at
any time. The information
resides on the distributed
network with no single enti-
ty or group that maintains
or controls the information.
Importantly, the information
is public. Anyone using it
can review all entries, includ-
ing the history.

* The blockchain is protected
through encryption technol-
ogy, so it has a high level of
security.

Because of these features, block-
chain and distributed ledger have
the potential to change the way many
business transactions are conducted
by replacing middlemen and increas-

ing efficiency. Blockchain is currently
being used to store records of digi-
tal currency and token transactions
(more about that later). Startups all
over the world are developing block-
chain-based technology for use in
industries ranging from financial ser-
vices to manufacturing to retailing.

Which Businesses Might
Use Blockchain?

There are several nonprofit alliances
that have been established and plat-
forms created. One such platform
is the Ethereum platform,’> which
is available for developers to use to
build these applications. Banks and
other financial services companies,
which are part of a growing FinTech
industry (or financial services using
blockchain technology) are some of
the earliest enterprises to experiment
with incorporating blockchain appli-
cations. This area is being watched
closely and is expected to be among
the industries that may be trans-
formed the quickest. Financial ser-
vices companies see blockchain as
a way to streamline transactions by
eliminating middlemen, paperwork,
and errors. Using blockchain could
facilitate the speed of (or eliminate
the need for) the clearing systems by
banks,* exchanges,® or payment pro-
cessors. References are provided in
the footnotes for further reading and
industry and regulatory reports.
Blockchain is seen as such a
gamechanger that there are consortia
of financial services groups and com-
panies that are focused on develop-
ing blockchain and distributed ledger
platforms, systems, and applications.
One example in the U.S. is the Wall
Street Blockchain Alliance,® which is
a nonprofit industry association that
seeks to provide an unbiased ap-
proach to the deployment of block-
chain. The for-profit side is also ac-
tive, of course. The for profit R3 Con-
sortium’ describes itself as an “en-
terprise software firm working with
over 100 banks, financial institutions,
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regulators, trade associations, pro-
fessional services firms and technol-
ogy companies to develop Corda, its
distributed ledger platform designed
specifically for financial services.”®

It has released this platform to ac-
celerate the development of applica-
tions for the industry.

A report from the consultancy
PriceWaterhouseCoopers  released
a report’ in March 2016 that block-
chain would be the biggest driver of
disruption in the financial services
industry and would be the “epicentre
of disruption”!” for the industry. The
report concluded that “[d]isruption
of the [financial services] industry is
happening and FinTech is the driver.
It reshapes the way companies and
consumers engage by altering how,
when and where FS and products are
provided. Success is driven by the
ability to improve customer experi-
ence and meet changing customer
needs.”"!

Blockchain is seen to have practi-
cal applications far beyond FinTech,
including processing transactions for
retail or e-commerce businesses, en-
abling payment systems that can be
spread out and used in Internet-based
transactions, peer-to-peer lending,
real estate transactions, supply chain,
health care, and smart contracting.

Let us take a look at a couple of ex-
amples. In each of these, a third-party
intermediary is involved. In the real
estate area, blockchain might reduce
the need for paper-based recordkeep-
ing. There could be a distributed led-
ger that could verify transactions and
then record and transfer title. The
parties to a closing could even use it
to trigger the release of funds from
escrow. In the healthcare industry, a
blockchain can store records securely,
record data accurately, and speed up
claims processing by reducing errors.

Smart contracts provide a very in-
teresting use of the blockchain tech-
nology. A user could automatically
interact with other similar users to
create and execute contracts with no
human involvement (other than the
lawyers that need to be involved at the
front end and in the administration
of the processes). The parties could

agree to purchase goods through a
smart contract programmed to exe-
cute a contract within certain param-
eters. The smart contract could then
facilitate the delivery of the goods
and confirm delivery. As soon as de-
livery occurs, the funds would be re-
leased and sent to the seller.

Regulation of
Cryptocurrencies

Are bitcoin and other digital assets
considered currency under the law?
Commodities? How are they regulat-
ed? Should they be regulated? These
are some of the developing questions,
and some answers are starting to co-
alesce as the technology and its com-
mercial applications evolve.

First, remember that the regula-
tory environment in the U.S. is not a
complete vertical. Different agencies
will have jurisdiction over different
types of assets or transactions. Also,
different legal regimes may treat
them differently. An analysis under
the Uniform Commercial Code may
determine that bitcoin is not currency
that can be secured like cash.'? Under
other regulations, it may be consid-
ered to be a currency, a commodity,
or none of the above. This is all de-
veloping.

States are even being asked to con-
sider legislation that would require
a license for those who transact in
cryptocurrencies in order to provide
consumer protection.'? Whether
new regulations will be drafted or ex-
isting regulations extended to cover
crptocurrencies is an open question.
Although cryptocurrencies emerged
from an effort to supplant national
currencies and seamlessly cross bor-
ders, even big banks believe they can-
not grow without regulation.'*

ICOs

An initial coin offering (ICO) is a
blockchain-related method used to
raise funding (typically to fund a
project) through the sale of tokens in
consideration for payments in cryp-
tocurrencies. The tokens are liquid,
meaning that investors can make
money by speculating on tokens that
increase in value following an ICO.

Though an ICO may be similar to an
initial public offering (IPO) in certain
ways, there are intrinsic differences.
For example, an IPO allows the pub-
lic to purchase shares of a listed com-
pany, which typically carry rights
to dividend and voting. Conversely,
most tokens issued in an ICO do not
carry any of those benefits, and some
tokens may merely give its holder a
right to access a network.

In the wake of an increasing num-
ber of 1ICOs, various regulators are
weighing in on how to apply existing
regulation to the blockchain-enabled
funding mechanism. For instance,
the Chinese regulators have recently
declared ICOs to be illegal, requir-
ing those who have completed ICO
fundraising to unwind the invest-
ments and make arrangements to re-
turn the funds raised. Additionally,
in July 2017, The U.S. Securities and
Exchange Commission’s Division of
Enforcement issued a report of inves-
tigation pursuant to Section 21(a) of
the Securities Exchange Act of 1934
regarding the application of the fed-
eral securities laws to the offer and
sale of tokens, including whether the
issuance of a digital “coin” or “token”
invokes securities laws, particularly
the need to register offerings of ICOs
under the federal securities laws.'” In
another recent event, the U.S. Com-
modity Futures Trading Commission
has determined that bitcoin are com-
modities subject to CFTC enforce-
ment actions.'®

Conclusions

Blockchain really does have the po-
tential to be a disruptive and game-
changing technology. Will it mean
the end of business as we know it as
some have predicted, or perhaps an
evolutionary shift that will transform
business? This remains to be seen,
but this is something that every busi-
ness lawyer should keep on her or his
radar.
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NOTES

1. Many firms such as ours have
established multidisciplinary practice groups
that bring together expertise in capital markets,
data security and privacy, securities and
private equity, fund formation, intellectual
property and technology. Our firm is also
a member of the Enterprise Ethereum
Alliance, which is composed of blockchain
companies, law firms, research groups, and
Fortune 500 companies seeking to coordinate
the engineering of an open-source reference
standard and private, “permissioned” version
of the Ethereum blockchain that can address
the common interests of enterprises in
banking, management, consulting, automotive,
pharmaceutical, health, technology, mobile,
entertainment, and other industties.

2. Cryptography involves the use of
mathematical formulae to essentially “lock” or
encrypt information so that the accuracy of
the information is secured by protecting the
text or other information from being changed.

3. https://cthereum.org/

4. See Federal Reserve Bank Report
“Distributed ledger technology in payments,
clearing, and settlement” at https://www.
federalreserve.gov/econresdata/feds/2016/
files/2016095pap.pdf

5. See FINRA Report “Distributed Ledger
Technology: Implications of Blockchain for
the Securities Industry” at https:/ /www.finra.
org/sites/default/files/ FINRA_Blockchain_
Report.pdf

6. https:/ /www.wsba.co/

7. https:/ /www.r3.com/

8. 1d

9. https://www.pwc.com/gx/en/advisory-
services/FinTech/pwc-FinTech-global-report.
pdf

10. https://www.pwe.com/gx/en/
advisory-services/FinTech/pwe-FinTech-
global-report.pdf at Pg. 8.

11. https:/ /www.pwc.com/gx/en/
advisory-services/FinTech/pwe-FinTech-
global-report.pdf at Pg. 29.

12. See generally MCL 440.1201(2) (x).

13. This approach is being proposed as
part of the Uniform Regulation of Virtual-
Currency Businesses Act which was published
this summer by National Conference of
Commissioners on Uniform State Laws. See
http:/ /www.uniformlaws.org/shared/docs/
regulation%200f%20virtual%20currencies/
URVCBA_Final_20170ct9.pdf

14. https://www.bloomberg.com/news/
articles/2017-06-13/motgan-stanley-says-
bitcoin-needs-regulation-to-keep-rising

15. https://www.sec.gov/litigation/
investreport/34-81207.pdf

16. See “CFTC Charges Nicholas Gelfman
and Gelfman Blueprint, Inc. with Fraudulent
Solicitation, Misappropriation, and Issuing
False Account Statements in Bitcoin Ponzi
Scheme” at http:/ /www.cftc.gov/PressRoom/
PressReleases/pr7614-17
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Michael Pierson is a
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Lara Slachta is a
partner in the Boston
and New York offic-
es of FisherBroyles,
LLP. She concen-
trates her practice on
' private fund forma-
tion and investment management,
with a particular interest in crypto-
asset funds.




TOURING THE BUSINESS COURTS [Nl arr ot st

In this issue, we begin a regular col-
umn on the business courts in Michi-
gan. What is happening in the Michi-
gan business courts is of interest to
all business attorneys, whether trans-
actional lawyers or litigators. In this
issue, we focus on the 2017 amend-
ments to the business court statute.
Future issues will review significant
business court cases and discuss spe-
cific issues in individual business
courts.

Michigan Business Courts:
Background

A mere five years ago, Public Act
333 of 2012 was enacted, mandating
that circuit courts with three or more
judges establish specialized business
courts.' The business courts were cre-
ated with three purposes:

a) Establish judicial structures
that will help all court users
by improving the efficiency
of the courts.

b) Allow business or commer-
cial disputes to be resolved
with the expertise, technol-
ogy, and efficiency required
by the information age econ-
omy.

c) Enhance the accuracy, con-
sistency, and predictability
of decisions in business and
commercial cases.?

In the sixteen Michigan circuits
with a business court,’ every “busi-
ness or commercial dispute” must
be assigned to the business court.*
The statute defines what constitutes
a “business or commercial dispute”
and what does not. The business
courts are generally regarded as a
success by the legal community.’

Nevertheless, a number of unex-
pected claims have made their way
into the business courts.® These in-
clude suits against members of credit
unions and disputes over residential
property.” Although those claims
often “technically fit” under the lan-
guage of the original statute, they
were not meant to be litigated in the
business courts.®

In April 2017, Michigan Senators
Rick Jones and Marty Knollenberg

introduced a bill to address these
jurisdictional issues and reduce de-
lays.” SB 333 proposed amending
MCL 600.8031 and MCL 600.8035 to
refine and clarify the business court’s
jurisdiction.'” Supporters of the bill
stressed the importance of maintain-
ing proper jurisdiction and the pur-
pose for which the business courts
were created.!” The amendments
passed and took effect October 11,
2017."2 In general, the amendments
are designed to ensure that cases
that are truly business disputes will
be assigned to the business courts,
whereas cases that are not truly busi-
ness disputes will be assigned to the
general civil docket.

Amendments to MCL
600.8031: Business Court
Jurisdiction

The 2017 amendments affect the defi-
nition of a “business or commercial
dispute.” With the amendments, a
“business or commercial dispute”
now:

* Excludes disputes in which
all parties are business enter-
prises where the claims are
all expressly excluded under
subsection (3);"®

e C(larifies that “members”
mean “members of a limited
liability company or similar
business organization;”**

* Adds “guarantors of a com-
mercial loan” to the list of
acceptable parties in an
action involving a business
enterprise;’® and

* Moves subsection (1)(c)(iv)
to subsection (2)(a). Thus,
business or commercial dis-
putes now include actions
involving “the sale, merger,
purchase, combination, dis-
solution, liquidation, orga-
nizational structure, gover-
nance, or finances of a busi-
ness enterprise.”®

The other amendments to MCL
600.8031 expressly exclude the follow-
ing:

* Supplementary hearings
regarding proceedings to

enforce judgments of any
kind;"

¢ Construction and condo-
minium lien foreclosure mat-
ters;'®

e Actions involving enforce-
ment of condominium and
homeowners’ governing
documents;”

e All motor vehicle insurance
coverage disputes;?* and

e Additional Revised Probate
Code sections referenced.?

Amendments to MCL
600.8035: Clarification of
Jurisdictional Requirements

Section 8035 was also amended. It
now:

* Provides business court
jurisdiction for “business
and commercial disputes in
which equitable or declara-
tory relief is sought,” or for
actions that otherwise meet
the jurisdictional require-
ments of the circuit court;?

* Replaces “shall” with “must”
in the provision requiring
that business or commercial
disputes filed in a court with
a business docket be main-
tained in the business court;?
and

* Replaces “shall” with “must”
in the provision requiring a
blind draw for assignment of
judges.®

Developments in Various
Business Courts

Ingham County

Judge Joyce A. Draganchuk recently
attended a comprehensive course on
electronically stored information in-
cluding preservation, searching, re-
trieval, and admission. She reports
that “ESI is everywhere and it is not
going away.” She adds, “[A]ttorneys
who appear before me should now
expect that I will have a firm grasp on
all aspects of ESI and if they are not
likewise educated in this area they
had better become educated.”

*The author would like to thank Emily S. Fields for her help in researching and drafting this column.
Ms. Fields is an associate at the Troy, Michigan office of Mantese Honigman, PC. 13
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Kent County

As of January 1, 2017, Judge J. Joseph
Rossi has assumed one-third of the
business docket. Judge Christopher
P. Yates has the other two-thirds of
the business docket.

Oakland County

The Business Court Advisory Com-
mittee is currently making recom-
mendations regarding revisions to
the Protocols and Standing Orders.

Wayne County

The first annual Wayne County Busi-
ness Court - Bench Bar Meeting oc-
curred October 20, 2017 in the jury
room of the Coleman A. Young Mu-
nicipal Center. It was well-attended
and very informative

Conclusion

Michigan business courts were de-
signed to efficiently and consistent-
ly resolve business disputes with
trained business court judges. The
recent amendments to MCL 600.8031
and MCL 600.8035 should help fur-
ther these goals. By clarifying busi-
ness court jurisdiction, the amend-
ments will help assure that only
those cases that are truly “business or
commercial disputes” are filed in the
business courts.

NOTES

1. MCL 600.8031 ¢f seq. (amending the Re-
vised Judicature Act of 1961).

2. MCL 600.8033(3).
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Washtenaw County; and Wayne County.

4. MCL 600.8035(3). A fuller summary of
Michigan’s business court statute appeared in
Mantese & Toering, 15 My First Business Court
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(Now. 2016), http:/ /www.michbar.org/file/
batjournal/article/documents/pdf4article2881.
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L Today (Jan. 2013), http://www.americanbat.
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6. House Legislative Analysis, SB 0333,
August 3, 2017.

7. 1d.

8. 1d.
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11. House Legislative Analysis, SB 0333,
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12. MCL 600.8031 and MCL 600.8035.

13. MCL 600.8031(1)(c)(i). Subsection (3)
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that are expressly excluded from business court
jurisdiction, including, for example, personal
injury matters, criminal actions, and probate
matters.

14. MCL 600.8031(1)(c)(i).

15. Id.

16. MCL 600.8031(2)(a). Relocating this
provision would not appear to have a signifi-
cant effect on the actual jurisdiction of the
business courts in such actions. The move is
for clarification only.

17. MCL 600.8031(3)(i).

18. MCL 600.8031(3) (k).

19. Id.

20. House Legislative Analysis, SB 0333,
August 3, 2017. Under the previous language
of MCL 600.8031(3)(l), motor vehicle insut-
ance coverage disputes under the Insurance
Code were excluded unless two or more parties
were insurers. Under the amendment, “busi-
ness or commercial disputes” expressly ex-
cludes all motor vehicle insurance coverage
actions.

21. 1d.

22. MCL 600.8035(1). The previous ver-
sion required an amount in controversy ex-
ceeding $25,000. By its terms, that meant that
a declaratory judgment case that did not seek
damages could be excluded from the business
court.

23. MCL 600.8035(3).

24. MCL 600.8035(4).

Douglas L. Toering of
Mantese Honigman,
PC, is a past chair
of the SBM’s Busi-
ness Law Section,
for which he chairs
the Commercial Liti-
gation Committee and the Busi-
ness Courts Committee. His prac-
tice includes commercial litigation
including shareholder litigation
and insurance litigation, business
transactional matters, health care
law, and business ADR.



|00 5 (o )SRi oM NI (eiZN By Julic Missler and Kim Yapchai

Exploring Compliance Career Opportunities

More and more companies are carv-
ing out and defining the role of com-
pliance within their organizations.
Boards of directors and CEOs are re-
alizing the need for a compliance offi-
cer that will offer protections not only
for the company but for them indi-
vidually, as well as to identify fraud,
waste, and abuse. Research shows
that a well-developed and effective
compliance program not only helps
to shield a company from costly gov-
ernment investigations and lawsuits,
but companies with cultures of high
integrity actually perform better than
those that do not. So if you have not
thought about a career in compliance
before, now is a good time to start.

The most commonly known posi-
tion in compliance is the Chief Com-
pliance Officer (CCO), but it is not the
only position. The compliance field
has a surprising variety of positions
from which to choose. An entire in-
dustry has grown from the regula-
tions set forth in the U.S. Sentencing
Guidelines 20 years ago. For example,
there are third-party due diligence
companies, training vendors, enter-
prise risk management solutions,
investigators, corporate monitors,
hotline providers that provide anon-
ymous complaint reporting channels,
and more.

If you explore corporate compli-
ance programs, you will find that
the scope and structure varies from
company to company. Some compli-
ance teams report directly to the CEO
or Audit Committee. Others are part
of the legal, internal audit, or human
resources departments. Some people
say the ideal structure is to have the
compliance function as a separate de-
partment reporting to the Audit Com-
mittee. Regardless of which structure
is selected, having the buy-in and
support of the Board of Directors and
business leaders is of the utmost im-
portance. If you are considering a job
offer, be sure that you understand the
scope and structure of the role before
you accept.

Many compliance officers have
backgrounds in antitrust, anticor-

ruption, corporate investigations, or
other legal areas. That is not surpris-
ing since “compliance” is a word that
many people understand as comply-
ing with laws and regulations. Some-
times, the role is combined with the
general counsel position. Similar to a
general counsel’s role, a chief compli-
ance officer’s role spans the company
operations and the company’s legal
risks. CCO roles typically involve in-
teraction with the Board of Directors
and Audit Committee in addition to
company leaders. Other compliance
roles may be focused on particular
legal topics such as import/export,
anti-corruption, or privacy.

CCO'’s also commonly have back-
grounds other than law, such as in-
ternal audit and human resources.
These diverse work experiences re-
flect the multi-disciplined approach
needed for a successful compliance
program. For example, compliance
programs involve training and lead-
ership development, which also over-
laps with human resources. Internal
auditors deal with auditing, controls,
and fraud, which help to mitigate
and detect non-compliance. CCO’s
without a legal background still work
closely with lawyers though. When
law firms and in-house lawyers un-
derstand these other functions, they
can be more successful at providing
advice and solutions and accomplish
more. By working together, compli-
ance, legal, internal audit, and human
resources can be highly effective and
save the company time and money.

Regardless of whether you have
a legal background or not, the broad-
est of compliance roles encompasses
many skills. Here are some examples
of competencies demonstrated by a
successful compliance professional:

You are a MARKETER because

you need to creatively promote

the compliance program and
communicate with employees.

Engaging a public relations

professional can be worth its

weight in gold for communicat-
ing your compliance messages.

You are a COUNSELOR be-
cause you need to keep infor-
mation confidential, exhibit
strong listening skills, and
calmly help people through
sometimes stressful situations.

You are a DETECTIVE because
you need to identify root causes
to help design corrective action
plans.

You are a PSYCHOLOGIST be-
cause you need to understand
what motivates and inspires
employees and what drives a
culture of integrity.

You are a DATA ANALYST
because you report compliance
program metrics.

You also need to use skills like ex-
ecutive presence and strategic think-
ing as discussed in this column last
year, “Professional Development:
Taking the Next Step in Your Ca-
reer” (Fall 2016). If you are fortunate,
you have an entire team with these
skill sets. Whether you have a dedi-
cated team or not, you will need to
use leadership skills to develop sup-
porting roles within the organization
since compliance is a fluid concept
that requires every employee to do
his or her part.

Fortunately, the compliance com-
munity is supportive and provides
many best practice sharing and edu-
cational opportunities. In fact, all
the available resources can be over-
whelming. There are so many, it is
not possible to list all of them but here
are a few organizations with confer-
ences that we have attended:

e Ethics & Compliance Initia-
tive
e Ethisphere® Institute
e Compliance Week
* Corporate Executive Board
(CEB), now Gartner
* Society of Corporate Compli-
ance & Ethics
Many consultants and service provid-
ers create regional opportunities for
their customers to gather for round-
15
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table discussions if you are look-
ing for something smaller and more
convenient. Additionally, there are
many free webinars, blogs, and other
resources. The point is that you do not
have to figure it out on your own, and
it helps to embrace a growth mindset
as the compliance field continues to
evolve. Some recent examples of
change are the U.S. Department of
Justice’s publication, Evaluation of
Effective Compliance Programs, and the
ISO 37001 standard regarding anti-
bribery management systems.

As you navigate the channels of
compliance, you will quickly find
that there are many options from
which to choose. A compliance ca-
reer, be it in-house, for a law firm, or
avendor, can be challenging and very
rewarding. Not only will you gain
continuous professional growth, but
you will have the opportunity to per-
sonally affect the betterment of your
surroundings. This happens because
many companies go beyond the law’s
requirements in their pursuit of ethi-
cal leadership. They believe it is the
right thing to do, and you can be a
part of it.

Julie Missler is a Cer-

" - tified Compliance and
| Ethics Professional in
. Northville, MI.

Kim Yapchai is Chief
Compliance  Officer
at Whirlpool Corpo-
ration in Benton Har-
bor, MI.



2017 Amendments to Michigan’s
Business Corporation Act

By Justin G. Klimko

Introduction

During the previous three decades, the
Michigan Business Corporation Act (the
“BCA”)! has been amended every few years.
Additional amendments have now been
introduced in the Michigan legislature. This
package of amendments was developed by
the Corporate Laws Committee of the Busi-
ness Law Section of the State Bar of Michi-
gan (the “Corporate Laws Committee”). The
amendment bill was introduced in June 2017
as Senate Bill 442. At the end of October, it
was passed unanimously by the Senate and
referred to the House Committee on Com-
merce and Trade, where it was under con-
sideration when this article was prepared.
Futher action is expected prior to the end of
2017.

The amendments can be summarized as
follows:

* They would permit shareholders and

may be shareholders in PCs if all
their owners are properly licensed in
the relevant professions.

They would clarify the requirements
for approval of a plan of conversion
under which a non-corporate entity
converts to a business corporation
governed by the BCA.

They would allow a board to amend
a corporation’s articles, without
shareholder approval, to eliminate
references to resident agents and
registered offices. Current language
permits such an amendment only to
eliminate references to the corpora-
tion’s initial resident agent or regis-
tered office.

They would delete Section 784(2),
which was rendered obsolete by pre-
vious amendments, and make other
technical amendments.

directors to deliver written consents
to be effective in the future, even if
the person delivering the consent is
not a shareholder or director at the
time the consent is executed.

They would clarify the rules in Sec-
tion 405 regarding remote participa-
tion in shareholders” meetings.

They would provide rules to facili-
tate second-step mergers following
tender offers without the need for
shareholder approval under certain
circumstances.

They would permit designation of
classes of “blank check” preferred
stock, rather than restricting that
designation to series of stock.

They would amend several sections
of the BCA applicable to profession-
al corporations. The last amendment
package, which became effective at
the beginning of 2013, eliminated
the Professional Service Corporation
Act? as a separate act and instead
brought those provisions into the
body of the BCA as Chapter 2A.7°
Among other things, these amend-
ments would clarify that entities

Background

The latest amendments are part of the Cor-
porate Laws Committee’s continuing efforts
to monitor the BCA to keep it up to date
with developments in the corporate laws of
other jurisdictions and the Model Business
Corporation Act, as well as to reflect trends
in corporate governance and regulation and
occasionally to address the results of caselaw
holdings. The BCA typically is amended on
a three- to four-year cycle, with significant
previous amendments effective in 1989, 1993,
1997, 2001, 2006, 2009, and 2013.

Specific Provisions

Written Consents with Future Effectiveness

Sections 407* and 525° of the BCA permit
shareholders and directors to act by written
consent rather than at a meeting. Sharehold-
ers may always act by unanimous written
consent. Additionally, if authorized by the
articles of incorporation, action may be taken
if consents are delivered by holders of shares
that would have sufficient votes to take the
action at a meeting at which all shares enti-
tled to vote on the action were present and
voted.® Director action without a meeting

17
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The BCA
typically is
amended on a
three- to four-
year cyclel.]

may be taken only by unanimous written
consent.

These sections would be amended to
provide that written consents may be deliv-
ered for effectiveness at a future time even
if the persons delivering the consents are not
shareholders or directors at the time the con-
sents are executed and delivered. This would
occur most often in connection with a trans-
action involving a sale of a company or a new
investment. The rules governing consents for
shareholders would differ from those gov-
erning consents for directors.

Under proposed Section 407(4),” a person
would be permitted to execute a shareholder
consent that directs that the consent will take
effect at a future time. The direction could
be given through an agent or in some other
manner, and the person would be required
to designate a specific date or a specified fu-
ture event (for example, a closing) when the
consent would take effect. The date or event
must occur not more than 60 days after the
date the person provides the direction. The
consent would be effective on the date or
event specified only if the person is a share-
holder on the record date applicable to the
consent. The person would not be required
to be a shareholder when the consent is ex-
ecuted or the direction is delivered. The di-
rection could be revoked at any time before
it becomes effective. Under Section 407(4), if
the direction is not revoked, the future time
specified would be considered both the effec-
tive time of the consent as well as the date of
signature of the consent.

New Section 525(3)* would govern direc-
tor consents with future effectiveness and
would allow a person to execute a consent to
an action of the board or a board committee
that directs that the consent will take effect
at a future time. As with shareholder con-
sents, the direction could be given through
an agent or in some other manner, and the
person would be required to designate a spe-
cific date or a specified future event when the
consent will take effect, which could not be
more than 60 days after the date the person
provides the direction. The consent would be
effective on the date or event specified only
if the person is a director at the future time
specified, but the signer would not have to
be a director on the date the consent is signed
or the direction is given to the corporation.
The direction would be revocable before it
becomes effective and, if not revoked, the fu-

ture time specified would be considered the
time the consent takes effect.

The mechanics and time periods for con-
sents with future effect are very similar for
shareholders and directors, except status re-
quirements. A shareholder consent would
be effective if the signer is a shareholder on
the record date applicable to the consent; he
or she would not need to be a shareholder
at the specified future time or action. In con-
trast, a director consent would require that
the signer be a director at the future time or
event specified in the direction. This reflects
the difference in the way shareholder and
director actions are taken. Director action
is taken by directors in office on the date of
the action. For shareholder action, however,
the BCA (like other corporate statutes) uses
the concept of a record date. This is because
shares may change hands at any time, and so
a rule is needed to determine who is entitled
to vote on a given matter. A person who is a
shareholder on a record date may cast a valid
vote even if not a shareholder on the date of
the meeting or action taken, and a person
who acquires shares after a record date has
no right to vote on the action in question ab-
sent a proxy from the record holder.’

Remote Participation

BCA Section 405" has long provided that
shareholders may participate in a share-
holders” meeting by conference telephone or
other remote communication. Currently, all
persons participating in the meeting must be
able to communicate with the other partici-
pants, but this provision is ill-suited to online
meetings of larger (especially publicly held)
companies and would be eliminated by the
amendments. Section 405 would continue to
require that shareholders have a reasonable
opportunity to participate in and vote at the
meeting.

Remote participation would be permitted
if authorized by the board of directors “in its
sole discretion.” This added language clari-
fies that remote participation is permitted as
a convenience to a corporation in the con-
duct of meetings, but does not confer a right
on shareholders to participate remotely. A
board may choose not to permit remote par-
ticipation.

Second-Step Mergers

Section 703a" would be amended to provide
that in certain second-step mergers or share
exchanges involving publicly held compa-
nies, shareholder approval is not required.
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This would cover situations where a party
to the transaction has completed an offer to
purchase the corporation’s shares (such as a
tender offer) and as a result controls a suffi-
cient number of shares to approve the merg-
er or share exchange. The second-step trans-
action would give the offeror control of all
shares. Under those circumstances, requiring
a shareholder vote would be a needless for-
mality, and so the amendments would allow
the corporation to dispense with the time
and expense of a shareholder meeting and
proxy solicitation.

The new provisions anticipate that a
merger or share exchange agreement would
be created at the outset in tandem with an
offer to purchase shares of the target cor-
poration. This would enable publicly held
corporations to enter into sale transactions
in a more expedited fashion than if done
in a straight merger or share exchange. A
first-step tender offer could get cash into the
hands of shareholders relatively quickly, and
the second step could then be implemented
to give the offeror 100 percent control of the
corporation, so long as the remaining control
were acquired on the same terms as the first-
step offer.

A second-step transaction would not re-
quire a shareholder vote if the following con-
ditions were met:

e The plan of merger or share exchange
expressly permits or requires the
second-step transaction to be made
under the new statutory provisions,
and requires that it be concluded as
soon as practicable after the offeror
has acquired control of sufficient
shares as outlined below.

* A party to the transaction (or its par-
ent) makes an offer to purchase, on
the terms provided in the plan, all of
the outstanding shares of the target
that would be entitled to vote on the
transaction.”? The offer must remain

sections of the BCA that provide dis-
senters’ rights.

The board recommends that share-
holders tender their shares into the
offer, unless the board determines
that it should make no recommenda-
tion,’® in which case the board must
communicate the basis for its deci-
sion.

The offeror purchases all shares that
are properly tendered in the offer
and not properly withdrawn.

The offeror or its wholly owned sub-
sidiary merges with or into the tar-
get corporation or acquires the tar-
get’s remaining shares via the share
exchange.

The shares of the target described
in the next sentence are collectively
entitled to cast at least the mini-
mum number of votes that would be
required to approve the transaction
at a meeting at which all shares enti-
tled to vote were present and voted.
The shares in question include those
(i) purchased by the offeror pursu-
ant to the offer, (ii) otherwise owned
by the offeror or any of its parent
or wholly owned subsidiaries, or
(iii) subject to an agreement to be
transferred, contributed or deliv-
ered to the offeror or any of its par-
ent or wholly owned subsidiaries in
exchange for stock or equity interests
in the offeror, parent, or subsidiary.
Each share of the target not pur-
chased in the offer (other than shares
owned by the target corporation or
described in clauses (ii) and (iii)
of the previous paragraph) is to be
converted into or exchanged for the
same amount and type of consider-
ation (cash, securities or other) to be
paid for each tendered share in the
offer.

open for at least 20 business days or
any other period required under the
tender offer rules in Section 14(e) of
the Securities Exchange Act.

The offer discloses the transaction
will occur as soon as possible and
that any shares not purchased pur-
suant to the offer will be acquired as
set forth below. Additionally, if dis-
senters” rights apply to the second-
step merger, the offer must disclose
that and must include a copy of the

These amendments to Section 703a
would be accompanied by the following
corresponding changes:

e Section 707(1)(e)** would require a
statement in a certificate of merger
or share exchange that the plan
of merger or share exchange was
adopted in accordance with Section
703a(3) and that the conditions spec-
ified there have been satisfied

* Section 762" would provide dis-
senters’ rights in connection with

Section 703a
would be
amended to
provide that
in certain
second-step
mergers

or share
exchanges
involving
publicly held
companies,
shareholder
approval is
not required.
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Conflicting
language

in the
professional
corporation
provisions

of the BCA
currently
casts doubt
on whether
entities

may be
shareholders
of professional
corporations.

such a second-step merger or
share exchange if a shareholder
vote would otherwise have been
required. Shareholders would not be
permitted to assert dissenters’ rights
in such a transaction if they tendered
their shares in connection with the
first-step offer.'®

e Section 778(3)"” would be amended
to provide that shares acquired in
the offer are not considered benefi-
cially owned by the acquiror for pur-
poses of Chapter 7A of the BCA,'®
unless the corporation determines
otherwise by board resolution prior
to the acquisition. This mechanism
would allow the offer and second-
step merger to proceed without the
restrictions of Chapter 7A in a nego-
tiated transaction, but potentially
not in a hostile offer.

Classes of “Blank Check” Preferred

BCA Section 302(3)" has long permitted a
corporation’s articles of incorporation to au-
thorize series of “blank check” shares. This
means that the board of directors may divide
existing classes into series and may prescribe
the relative rights and preferences of shares
of the series, without the need for a share-
holder vote to amend the articles.

The amendments would take this a step
further by allowing for the authorization of
blank check classes. This would allow the
board to create new classes, within the lim-
its on authorized shares contained in the ar-
ticles, and designate the relative rights of the
classes. Authority to designate blank check
series within a class would be preserved, as
it is currently.

The Section 302 amendments would also
permit a board, by resolution, to eliminate a
class or series of shares or change the relative
rights of a class or series, so long there are
then outstanding neither any shares of the
class or series nor any rights to acquire or ob-
ligations to issue shares of the class or series.

Designation or elimination of a class or
series of shares would require the filing of
a certificate with the administrator setting
forth the resolutions describing the action
taken. Once filed, this would become an
amendment to the articles of incorporation.

Entities as Shareholders of Professional
Corporations

Conlflicting language in the professional cor-
poration provisions of the BCA currently
casts doubt on whether entities may be share-
holders of professional corporations. Section
283(1)* states that “1 or more licensed per-
sons may form a professional corporation...,”
and the next subsection? provides that “[e]
ach shareholder of a professional corporation
must be a licensed person in 1 or more of the
professional services provided by the profes-
sional corporation.” Section 282(a)* defines
“licensed person” to mean “an individual
who is duly licensed or otherwise legally au-
thorized to practice a professional service”
and also specifically includes “an entity if all
of its owners are licensed persons.”

So far, so good. From this it seems that
an entity may be a shareholder of a profes-
sional corporation. However, Section 288(1)*
prohibits professional corporations from is-
suing shares “to anyone other than an indi-
vidual who is licensed or otherwise legally
authorized to provide” the services provided
by the corporation. (Emphasis supplied.)
Use of “individual” in this section appears to
exclude entities and is inconsistent with the
earlier provisions.

The amendments would resolve this in-
consistency by amending Section 288(1) to
prohibit professional corporations from is-
suing shares to anyone other than “a person
that is eligible to be a shareholder...under
Section 283(2).” Elimination of the word
“individual” is intended to clarify that a
PC may issue shares to an entity that quali-
fies as a licensed person under Section 283.
Corresponding changes would be made to
Section 283(2) to provide that PC sharehold-
ers may include “an entity that is directly or
beneficially owned only by persons that are
licensed persons in 1 or more of the profes-
sional services provided by the professional
corporation.”

Disqualification from Continuing as a
Shareholder or Employee of a Professional
Corporation

Section 286* of the BCA addresses when
persons must terminate their relationship
with a PC. This section provides that an of-
ficer, shareholder, agent or employee who
becomes legally disqualified to provide the
professional services provided by the corpo-
ration, or accepts employment that restricts
or limits his or her authority to continue
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providing those professional services, must
sever within a reasonable period all employ-
ment with and financial interests in the cor-
poration.

This formulation creates ambiguity. First,
it fails to account for the fact that a PC may
be providing more than one licensed profes-
sional service. Does disqualification from any
service provided by the PC require disso-
ciation, or only disqualification from all ser-
vices provided by the corporation? Second,
it doesn’t address the issue of entities. If an
entity is a shareholder of a PC and one of the
entity’s owners becomes disqualified, what
happens?

The amendments address both of these
questions. As to the first, amended Section
286 would provide that a person must dis-
sociate if no longer authorized to provide
at least one of the professional services pro-
vided by the professional corporation. This
language proved more difficult to draft than
the Committee at first anticipated, and even
as drafted may seem a little confusing. The
intent of the amended language is that the
person must dissociate only if he or she is
authorized to provide none of the services
provided by the corporation. If a PC pro-
vides multiple licensed services and one of
the specified individuals becomes disquali-
fied from providing one or more of the ser-
vices, but remains eligible to provide one or
more of the others, the owner would not be
required to sever his or her connection.

As to the second question, if an entity is a
shareholder and one of its owners becomes
disqualified so that he or she is licensed to
provide none of the professional service
provided by the PC, that person would be
required to dissociate from the PC. The en-
tity could remain a shareholder if the person
ceased to be an owner of the entity.

The amendments also recognize that there
are some professions (e.g. public account-
ing)® where an entity itself must be licensed,
and amended Section 282 would provide
that such an entity qualifies as a “licensed
person.” Under amended Section 286, if that
licensure was the basis for the entity being
a PC shareholder and the entity became dis-
qualified so that it could provide none of the
PC’s services, the entity would be required to
sever its ties with the PC.*

Under new Section 286(2),% if a person be-
came disqualified from being a shareholder
of a professional corporation but within 90
days regained authorization to provide one

of the professional services provided by
the corporation, the person would not be
required to sever his, her, or its connection
with the PC

Rules for Conversion

Section 746% governs conversions of other
types of business organizations, both foreign
and domestic, into corporations governed by
the BCA. That section requires that the con-
version be permitted by the law governing
the internal affairs of the converting entity,
and that the requirements of that law be sat-
isfied. It also requires adoption of a plan of
conversion containing certain specific provi-
sions and information. The Committee be-
lieved that it is unnecessary to impose these
latter conditions, which might conflict with
the law governing the converting entity, and
so the amendments would delete them. So
long as the converting entity complies with
its governing law and files the necessary
certificate of conversion and articles to be a
domestic corporation, the conversion would
be permitted. Some of the items currently re-
quired to be in the plan of conversion would
have to be recited in the certificate of conver-
sion.

Amending the Articles of Incorporation to
Eliminate Reference to Resident Agents

BCA Section 611% has permitted a board of
directors to amend a corporation’s articles of
incorporation without shareholder action for
the purpose, among other things, of deleting
the name and address of the corporation’s
initial resident agent or registered office.
Limiting this to the original resident agent or
registered office would be broadened by the
amendments, so that a board could remove
any reference to a resident agent or regis-
tered office so long as a statement is on file
containing the name of the current resident
agent and address of the current registered
office.

Miscellaneous Corrections

The amendments also contain additional
changes to various sections, including the
following
* Section 762(2)(a)*® makes dissent-
ers’ rights unavailable to holders of
share listed on a “national securities
exchange.” The amendments would
clarify the definition of this term to
include the Nasdaq Global Market
but not the Nasdaq Capital Market,



THE MICHIGAN BUSINESS LAW JOURNAL — FALL 2017

formerly the Nasdaq Smallcap Mar-
ket.

* Under Section 778(3),* certain shares
acquired directly from a corporation
or in a public offering by a corpora-
tion are not considered “outstanding
or beneficially owned” for purposes
of the restrictions of Chapter 7A. As
a result, those shares are excluded
from both numerator and denomi-
nator in determining percentage
ownership. The amendments would
delete the words “outstanding
or,” with the result that the shares
would be excluded only from the
numerator. The amendment would
also expand this provision to cover
shares acquired in a first-step offer
as described above.

e Section 784(2)* would be deleted.
This is purely a clean-up change.
This section is an orphan that has no
meaning following changes made in
the 2013 amendments.

* Language would be added to sev-
eral sections to authorize the admin-
istrator to provide certain notices by
electronic transmission.

Conclusion

As noted above, the Corporate Laws Com-
mittee continually evaluates whether addi-
tional modifications to the BCA are appro-
priate to correct oversights or conflicts within
the statute as well as to keep up with judicial
decisions, trends in corporate practice, and
developments in the laws of other states and
the Model Act. Readers with suggestions for
additional amendments should feel free to
contact the author.

NOTES

. 1972 PA 284, MCL 450.1101 ¢ seq.
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. MCL 450.1407(1).
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9. Note, too, that new Section 407(4) specifies that
the future time designated in the direction would be
deemed to be the date of signature of the consent.
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450.1407(1)), which provides that shareholder consents
must be dated not more than ten days before the record
date. See Section 412 (MCL 450.1412) for rules relating
to fixing record dates.
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10. MCL 450.1405.
11. MCL 450.1703a.
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circumstances.

14. MCL 450.1707(1)(e).
15. MCL 451.1762.
16. See Section 765(2), MCL 450.1765(2).

17. MCL 450.1778(3). Other amendments to Section
778(3) are discussed in the description of Miscellaneous
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18. MCL 450.1776 ¢ seq.
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21. MCL 450.1283(2).
22. MCL 450.1282(a).
23. MCL 450.1288(1).
24. MCL 450.1286.
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26. In such case, the entity still might qualify if all
of its owners were qualified, but it is not uncommon for
accounting firms to have owners who are not licensed in
accounting. A special rule in BCA Section 284(5), MCL
450.1284(5), provides that a PC may engage in public
accounting if more that 50% of its equity and voting
rights are held by licensed individuals.

27. Proposed MCL 450.1286(2).
28. MCL 450.1746.
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Internal Affairs Doctrine: A
Fundamental Principle of Corporate

Governance

By James C. Bruno and James H. Townsend

An October 2016 unpublished decision from
the Michigan Court of Appeals may appear
to call into question Michigan’s recognition
of the “internal affairs” doctrine (“IAD”).
Long a bedrock principle of corporate law,
the IAD provides that the internal affairs of
a corporation (e.g., conflicts between share-
holders of a corporation and its board of di-
rectors) will be governed by the laws of the
state of incorporation.! The decision in Mad-
den v Avila,? which passed over the IAD, of-
fers an opportunity to review the internal
affairs doctrine, explore how the doctrine is
interpreted in Michigan and elsewhere, and
consider its importance to corporate practice.
The plaintiff, in his capacity as a bank-
ruptcy trustee for Energy Conversion De-
vices, Inc. (“EDC”), a Delaware corporation,
alleged that former members of ECD’s board
of directors breached their fiduciary duties
and duty of care when they approved sev-
eral transactions on behalf of ECD.? Defen-
dants moved for summary disposition on
the basis that the claims were time-barred by
the limitations period in Section 541a(4) of
the Business Corporation Act (“BCA” MCL
450.1541a(4)), because the claims were filed
more than two years after ECD discovered,
or should have discovered, the claims.*
Plaintiffs argued, inter alia, that Section
541a(4) only applies to claims against direc-
tors of Michigan corporations and therefore
could not bar plaintiff’s claims on behalf of
ECD because it was a Delaware corporation.
The circuit court ruled in favor of the defen-
dants, finding that Section 541a(4) applies to
the plaintiff’s claims, even though ECD was
incorporated in Delaware.”> On appeal, the
court upheld the circuit court’s ruling that the
BCA applies to a Delaware corporation. The
court noted that ECD operated its principal
place of business in Michigan and that under
Section 121 of the BCA (MCL 450.1121), the
BCA “applies to every domestic corporation

and to every foreign corporation which is au-
thorized to or does transact business in this
state except as otherwise provided in this act
or by other law.”®

The opinion then stated that it had not
found any provision of the BCA or any other
law that would make the BCA inapplicable
to a Delaware corporation such as ECD.” The
court did not discuss Section 1002 of the BCA,
which codifies the internal affairs doctrine,
and neither party raised the IAD.® Instead,
the court employed the “interest analysis”
conflicts of law approach, commonly used
in tort law, in discussing what limitation law
applies.” The court may have treated the case
as sounding in tort and cited as authority for
this approach Hall v General Motors Corpora-
tion, where the court balanced the interests of
a foreign state against any Michigan interests
that “mandate that Michigan law be applied,
despite the foreign interest.”!® While it was
not mentioned in Hall, 11 years later the IAD,
a common law doctrine, made its way into
Michigan statute, where it remains.

The court and the parties in Madden may
have believed that the IAD did not apply be-
cause the case turned on whether the statute
of limitations governing the alleged breaches
of fiduciary duty and due care had expired."
Courts in New York and Delaware have held
that the IAD applies only to substantive mat-
ters, and, given that statutes of limitation
are generally deemed to be procedural, the
IAD does not apply in such instances.’? Other
courts, however, have applied the IAD in
statute of limitation cases, specifically, bank-
ruptcy proceedings in Delaware and New
Jersey.”® Thus, the question of whether the
IAD should govern in statute of limitations
cases remains unsettled and deserved at least
some treatment by the court and the parties
in Madden.** Practitioners can benefit from
a review of this foundational component of
Michigan corporate law.

23
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What Is the Internal Affairs
Doctrine?

The IAD is a judge-made choice of law can-
non, which provides that disputes arising
among the internal stakeholders of a corpo-
ration, specifically its shareholders, officers,
and directors, shall be resolved according
to the laws of the state where the entity was
incorporated.”” The Restatement (Second) of
Conlflict of Laws (“Restatement”) lists the is-
sues that commonly fall within the ambit of
the IAD.* These include a lengthy list of mat-
ters related to the internal functions of a cor-
poration that may affect the rights of share-
holders, such as:

Steps taken in the course of the
original incorporation, the election or
appointment of directors and officers,
the adoption of by-laws, the issuance
of corporate shares, preemptive rights,
the holding of directors” and share-
holders” meetings, methods of voting
including any requirement for cumula-
tive voting, shareholders’ rights to ex-
amine corporate records, charter and
by-law amendments, mergers, consoli-
dations and reorganizations and the
reclassification of shares.!”

The Restatement also includes issues that
affect a corporation’s creditors, such as “the
issuance of bonds, the declaration and pay-
ment of dividends, loans by the corporation
to directors, officers and shareholders, and
the purchase and redemption by the corpora-
tion of outstanding shares of its own stock.”'®
In addition, the IAD applies to both direct
and shareholder derivative lawsuits."

Rationales for IAD

The IAD began life in the mid-19th century
as a means of preserving state territorial
sovereignty over the regulation of business
corporations, which at the time rarely op-
erated across state lines.” In the late 1800’s
and early 20" century following the rise of
mergers and national firms, the IAD became
a basis for states competing for revenues de-
rived from chartering corporations that oper-
ated in multiple states.”

Courts and commentators have set forth a
range of policy goals and reasons to support
this rule. The Supreme Court of Delaware,
for example, noted that the IAD provides a
single jurisdiction from which to draw the
rules that will govern the rights and respon-
sibilities among and between shareholders,
officers, and directors.”> The U.S. Supreme

Court observed that states have an inherent
interest in ensuring that investors in corpo-
rations founded under their laws enjoy the
ability to hold those corporations account-
able.® As the Supreme Court of Delaware
opined, “the internal affairs doctrine protects
the justified expectations of the parties with
interests in the corporation.”* In this way,
the IAD respects the choice of law decision
made by the incorporators and provides cor-
porations and their shareholders certainty
with respect to the laws that will govern their
internal corporate functions.”

In addition, the Delaware Supreme Court
has asserted that the IAD implicates constitu-
tional protections found in the 5th and 14th
Amendments and the Commerce Clause of
the Constitution.® The court stated that sub-
jecting foreign corporations to forum-state
rules would create an “intolerable conse-
quence to the corporate enterprise and its
managers.”% Corporations operating in mul-
tiple states have a right to know what laws
will govern their behavior and denying them
that knowledge violates their right to due
process.” Finally, restricting the authority to
regulate a corporation’s internal affairs to the
state of incorporation prevents forum state
courts from interfering with the interstate
commerce of businesses operating in mul-
tiple states.?

Internal vs. External Affairs

While the IAD enjoys wide acceptance in
courts and legislatures across the U.S.,* the
line that distinguishes internal and external
affairs of a corporation is less clear. In set-
ting forth the IAD, the Restatement limits
its application, stating that “The local law of
the state of incorporation will be applied ...
except where, with respect to the particular
issue, some other state has a more significant
relationship ... to the parties and the transac-
tion.”*! The Restatement goes on to exclude
“the making of contracts, the commission of
torts and the transfer of property” from cov-
erage by the IAD.* In Chrysler Corp v Ford
Motor Co, the court in the Eastern District
of Michigan applied Michigan law to a case
involving liability for pollution caused by a
Pennsylvania corporation, reasoning that the
alleged act was “not one of internal corporate
governance but rather external liability.”*
The commentary following Section 309
of the Restatement takes a pragmatic ap-
proach to distinguishing cases where the
IAD should apply. Acts including the issu-
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ance of stock and declaration of dividends
and other activities that “closely affect the
organic structure or internal administra-
tion of the corporation” cannot be sensibly
regulated under conflicting state laws, and
therefore, the IAD generally should apply.*
But when does a state’s interest rise to the
level that its laws should apply instead of
those of the incorporating state? Courts and
legislatures in states such as California and
New York (discussed below) have created
their own exceptions to the IAD by defining
situations in which local law should apply.
In general, these states have asserted a right
to apply their own laws to the internal affairs
of a corporation when critical public policies
have been implicated in a case or when the
interests of in-state stakeholders of a foreign
corporation hang in the balance.*® California
and New York claim to be looking out for a
broader set of interests held by people who
might be classified as “stakeholders” rather
than shareholders of a firm.*

Scholars have long debated who, if any-
one, beyond shareholders and their corpo-
rate agents should be included under the
umbrella of corporate law in general and the
IAD in particular.”” Beginning in the 1960s,
corporate theorists began writing about “cor-
porate stakeholders,” which an early docu-
ment from the Stanford Research Institute
defined in extremely broad terms as “those
groups without whose support the organiza-
tion would cease to exist.”?

In the ensuing half century, a veritable
cottage industry has arisen around scholarly
efforts to define “stakeholder” in a corporate
context—all with very little success.” Tradi-
tionalists continue to view efforts by direc-
tors or officers to consider the concerns of
anyone beyond shareholders as a violation
of fiduciary duty. Meanwhile, some progres-
sive advocates of an expansive view of what
it means to be a corporate stakeholder assert
that a corporation has a duty to look after
“the welfare of all its constituents and for
the well-being of the larger society in which
it operates.”* Commentators between these
poles have yet to arrive at a satisfactory rule
of thumb.*! Despite the sometimes blurry line
between shareholders and stakeholders, as
we will see below, practitioners in selecting
jurisdictions for litigation may want to con-
sider how courts in potential venues have
viewed this debate for clues about when they
will and will not apply the IAD.

How Is the Internal Affairs

Doctrine Expressed in the MBCA

The Model Business Corporation Act
(“MBCA”) provides for the internal affairs
doctrine in §15.05.%% It states, “This act does
not authorize this state to regulate the orga-
nization or internal affairs of a foreign cor-
poration authorized to transact business in
this state.”* States generally adhere to the
IAD and many, including Michigan,* have
adopted the MBCA’s model internal affairs
language.®

States that have incorporated the MBCA's
language have rarely challenged the strict
interpretation of the IAD embraced by the
Supreme Court of Delaware.*® Areas gener-
ally viewed as off-limits to forum-state laws
include: adoption of bylaws; the issuance,
reclassification, and repurchase of corporate
stock; the holding of directors” and sharehold-
ers’ meetings; the declaration and payment
of dividends and other distributions; char-
ter amendments; mergers; consolidations;
and reorganizations.” Some states, such as
Louisiana and New Jersey, have not adopted
this language, creating at least in theory the
opportunity for their courts to disregard the
IAD.*® However, research turns up no cases
in which these states have elected to do so.

California and New York Find
Exceptions to the Internal Affairs
Doctrine

California and New York have adopted stat-
utes that attempt to carve out exceptions
to the IAD in cases involving non-publicly
traded foreign corporations that meet certain
thresholds of contact with the forum state.
These provisions have generated significant
controversy in legal and academic circles
and triggered spirited rebukes from courts
in Delaware.* Judges in California and New
York have also recognized exceptions to the
IAD even where the corporation in question
did not meet requirements of these statutes.*

Enacted in 1977, California’s so-called
“long-arm statute,” Section 2115 of the Cali-
fornia Corporations Code, requires applica-
tion of California corporate law to foreign
corporations not traded on national securities
exchanges if, (1) more than 50 percent of the
corporation’s voting shares are held by Cali-
fornia residents and, (2) more than 50 percent
of the corporation’s business is conducted in
California.>® While not adopting the IAD as
set forth in the MBCA, Section 2116 of the
California statute does contain a provision

While the IAD
enjoys wide
acceptance

in courts and
legislatures
across the
U.S., the

line that
distinguishes
internal and
external
affairs of a
corporation is
less clear.
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that recognizes that the “law of the place of
incorporation governs liability of directors
to the corporation and its shareholders.” It is
important to note that this provision covers
only corporate directors and does not appear
to affect corporate officers.”

Prior to the adoption of Section 2115, the
California Court of Appeals had recognized
an exception to the common law IAD with
respect to the issue of cumulative voting.>*
Since its enactment, debate has simmered
as to whether Section 2115 creates so-called
“quasi-California” corporations or acts as
a narrow exception to IAD in cases where
the foreign corporation is heavily engaged
with the forum state and its residents.®® The
California Assembly passed legislation in
2012 repealing Section 2115, but the measure
stalled in committee in the State Senate® and
the future prospects of the measure remain
unclear.

California courts have recognized the
common law IAD. In State Farm Mut Ins Co v
Superior Court of Los Angeles, the court ruled
that the law of an insurance company’s state
of incorporation should apply because of the
uncertainty that could be caused for share-
holders and other insiders if the laws of more
than one state applied to their internal activi-
ties.”

More recently, in Lidow v Superior Court,
the California Court of Appeals, reviewing a
series of cases dating back to the 1960s, at-
tempted to define the kinds of “important
state interests” that would trigger the ap-
plication of Section 2115 and California cor-
porate law to the internal affairs of a foreign
corporation.”® The case involved a CEO who
contended that he had been wrongfully ter-
minated in violation of public policy when
his employer forced him to resign after he
protested alleged unlawful acts by the com-
pany’s audit firm. The court held that an ordi-
nary dispute concerning a corporate officer’s
termination would fall under the IAD. In this
situation however, an allegation of corporate
retaliation against a CEO who was effective-
ly a whistleblower required the application
of California law because the case “goes be-
yond internal governance and touches upon
broader public interest concerns that Califor-
nia has a vital interest in protecting.”>

The court went on to distinguish situa-
tions that implicate the broader public inter-
est and demand the use of California law,
such as when a corporate actor places non-
shareholders in harm’s way or the soundness

of the state’s securities markets comes into
question.®® On the other hand, where the case
involves “less vital state interests,” such as
disputes over promises to pay dividends or
procedures governing derivative sharehold-
er lawsuits, courts are more likely to apply
the IAD.*

Whether upholding Section 2115 or iden-
tifying critical state interests, California
courts have taken an expanded view of non-
shareholders, who have interests that are
potentially affected by the internal behavior
of a corporation and at least sometimes need
protection under local laws. A similar mind-
set appears to motivate courts in New York,
which as far back as 1915 recognized circum-
stances in which it was proper to apply local
law to the internal affairs of a foreign cor-
poration.” Judge Benjamin Cardozo, then a
member of the New York Court of Appeals,
wrote that “when countless corporations, or-
ganized on paper in neighboring states, live
and move and have their being in New York,
a sound public policy demands that our Leg-
islature be invested with this measure of con-
trol.”®

New York’s legislature accepted Judge
Cardozo’s invitation in 1962, when it enacted
sections 1319-20 of the Business Corpora-
tion Act, later mirrored by California, which
applied New York law to corporations that
generate more than 50 percent of their busi-
ness income in the state for three consecu-
tive years.® Both federal and state courts in
New York have subsequently applied New
York law to foreign corporations that meet
the thresholds in the statute.® Moreover, as
in California, judges in New York have been
inclined to apply New York law to the inter-
nal affairs of foreign corporations when the
situation raises important public policy is-
sues or interests of New York residents.® The
Second Circuit and federal district courts in
New York and Massachusetts have also re-
fused to automatically apply the IAD.*

California and New York’s interpreta-
tions of the IAD draw some support from the
Restatement. While the Restatement speci-
fies when the IAD should be applied,® it also
recognizes “extremely rare” cases where a
forum state has a more significant relation-
ship with the parties or issues in a dispute
than the state of incorporation and the IAD
should not be applied.”
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Michigan’s View of the IAD

The Michigan Supreme Court in the 1940
case of Wojtczak v American United Life Ins
Co refused to assert jurisdiction over a case
dealing with the internal affairs of an Indi-
ana corporation doing business in Michi-
gan.” By declining jurisdiction, the court left
the choice of law question open.” In subse-
quent years federal courts in Michigan have
set aside the jurisdictional basis for the IAD
and instead have viewed Wojtczak as a case
in which the court had the power to hear the
case but, in its discretion, chose not to for rea-
sons of forum non conveniens.”

Michigan quietly codified the IAD by
passing Public Act 402 of 2008.” Broad ac-
ceptance of the IAD in Michigan was evident
when its codification was not viewed as a
change in the law.”

Conclusion

The IAD was facially relevant in Madden v
Avila because the plaintiffs alleged breaches
of fiduciary duty and the duty of care, which
are issues of corporate governance that
courts routinely place under the domain of
the IAD;” although whether the IAD should
govern the application of a statute of limita-
tions remains an unsettled question.” While
not mentioned in Madden v Awvila, the IAD’s
importance in the practice of corporate law in
Michigan and around the U.S. requires that
practitioners understand its relevance and
are prepared to raise the IAD before the court
when it may apply.

Practitioners may seek to fix the venue for
disputes involving the internal affairs of the
corporation by encouraging clients to adopt
forum-selection bylaws. Recent decisions in
Delaware Chancery Court” and in a federal
district court in California” have upheld such
provisions. In both instances, the court rea-
soned that the contractual nature of the cor-
poration-shareholder relationship empowers
a board of directors and shareholders to set
the forum for litigation that implicates that
relationship, in much the same way that two
parties to a contract for sale of goods may
agree on the forum for adjudicating disputes
arising under that contract.” Practitioners
may also consider a bylaw that requires the
application of the statutes of limitations and
statutes of repose of the state of incorpora-
tion to disputes regarding the internal affairs
of the corporation.®

Despite the holding in Madden v Avila,
the IAD remains on solid footing in Michi-

gan, especially because of its codification in
2008.8" Still, courts in California, New York,
and potentially elsewhere, in balancing state
interests under the Restatement, may deem
it appropriate to depart from the IAD where
(1) a foreign corporation has had particu-
larly heavy contact with the forum state, or
(2) the case raises important public policy is-
sues or engages the interests of a broader set
of stakeholders than just the holders of the
corporation’s shares.® California and New
York have shown an inclination to champion
those departures. Michigan caselaw, on the
other hand, does not reveal a similar appetite
to limit the IAD and apply Michigan law to
the internal affairs of foreign corporations.®
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The Benefit Corporation Alternative

By Ronald P. Cheli and Jennifer E. Consiglio

Traditionally, in Michigan, and throughout
the United States, “for-profit” corporations
have operated under the premise that a cor-
poration is organized and its business is car-
ried on primarily for the profit of the share-
holders.! Under that standard, the purpose
of a corporation has been to maximize share-
holder welfare and value. As such, for-profit
corporations have not been empowered to
pursue other goals, purposes, or constituen-
cies.

In recent years, there has been a move-
ment to allow formation of a for-profit cor-
poration that pursues not only shareholder
interests, but also purposes well beyond the
traditional corporate standard. These entities
are commonly called Benefit Corporations
(“B-corporations”). In effect, B-corporations
give businesses an additional option for con-
ducting their business in the corporate form.
If a corporation prefers to operate as a tra-
ditional for-profit corporation, it may simply
choose that alternative when it is formed. If,
however, a business wants to incorporate
and operate under special rules that will
allow it to promote shareholder, social and
other permitted purposes, the corporation
may, in jurisdictions where B-corporation
legislation has been enacted, elect to conduct
its business through the B-corporation for-
mat. The B-corporation format generally can
be selected upon incorporation or after the
corporation is formed.?

B-corporations are unique in that their
governing statutes specifically direct them
to pursue purposes that relate to society, the
environment and other ventures related to
social issues.” Accordingly, in jurisdictions
where B-corporations are authorized, they
provide for-profit corporations with a dis-
tinct alternative to operating under the tradi-
tional corporate standard. B-corporations are
not eligible for incorporation as non-profit
corporations, but rather, as a distinct form of
business corporation.*

Since both traditional business corpora-
tions and B-corporations are for-profit corpo-
rations, they are governed, in part, by princi-
ples and precedents of general corporate law
that have been developed over a substantial
period of time. Accordingly, a long and es-
tablished body of law exists which addresses

for-profit corporate business activities. B-cor-
porations, however, have unique and distinc-
tive features (which in some cases are con-
trary to existing general corporate law). As
such, B-corporations are governed not only
by much of the existing general corporate
law, but also by special statutory provisions
that provide B-corporations with the author-
ity and flexibility needed to accomplish their
required and/or permitted purposes. In that
regard, B-corporations must adhere to the
special standards and procedures which
compel these entities to pursue a socially-
oriented purpose.

In the past, pursuit of such a socially-ori-
ented purpose for a profit corporation would
expose the corporation, and those persons af-
filiated with them (such as directors and of-
ficers), to claims those persons had breached
their duty to the corporation and its share-
holders. Such claims were founded on the
basis that the appropriate sole standard of
conduct for profit corporations was to maxi-
mize shareholder welfare and, by pursuing
other goals, that standard was violated. With
B-corporations, the standards of conduct for
corporate action are much broader since B-
corporations will have two or more corpo-
rate purposes. For example, B-corporations
will still have to consider generating corpo-
rate profit for shareholders and, in addition,
pursue the B-corporation’s social and/or en-
vironmental goals.

In order for a corporation to conduct busi-
ness in the form of a B-corporation, enabling
legislation must be adopted by the jurisdic-
tion in which it is formed. Model Benefit Cor-
poration Legislation has also been created,
led by B Lab Company, a prominent, nation-
al promoter of the B-corporation (“B Lab”),
which provides a template for B-corporation
legislation (“Model Act”). Maryland was the
first state to adopt B-corporation legislation
in 2010. At the time this article was writ-
ten, 33 states, the District of Columbia, and
Puerto Rico had also adopted similar legisla-
tion, and it is pending in in six other states.’
While Michigan has not yet authorized use of
B-corporations, legislation is being discussed
which would, if enacted, authorize formation
of B-corporations in this state.
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Under the Model Act, B-corporations
must have three fundamental elements: pro-
vision of a general public benefit; account-
ability; and transparency. A “general public
benefit” is a material positive impact on so-
ciety and the environment, taken as a whole,
from the business and operations of the B-
corporation, assessed taking into account
the impacts of the B-corporation as reported
against a third party standard.® Under the
Model Act, each B-Corporation must have a
purpose of creating general public benefit.”
In addition to general public benefit, a B-
corporation may elect to pursue one or more
specific public benefit purposes that are per-
mitted under the governing legislation and
selected by the business (such as improving
human health, promoting the arts, promot-
ing science, restoring the environment, etc.).?

With respect to “accountability”, the
Model Act requires that the public benefit(s)
provided by the B-corporation must be eval-
uated against standards established by a
third party.’ In order to meet this criterion,
the measurement standard cannot be estab-
lished by an entity that is controlled by the
B-corporation.’” Further, such a standard is
one that must be a recognized standard for
reporting a B-corporation’s overall social
and environmental performance of the busi-
ness."! The Model Act provides that the third
party standard must be comprehensive, in
that it must assess not only performance of
the entity, but also the effects of the busi-
ness and its operations on a wide range of
persons and interests, such as shareholders,
employees, customers, community factors
and the environment.”? Commentators on the
Model Act have stated that a B-corporation’s
preparation of an annual benefit report that
assesses its performance against a third party
standard provides important protection
against the abuse of B-corporation status. For
example, the commentators have expressed a
desire to reduce situations where businesses
claiming to be B-corporations are actually
portraying themselves to be more socially
and environmentally friendly than they actu-
ally are.”

The Model Act’s “transparency” factor
requires a B-corporation to prepare and pe-
riodically distribute a benefit report which
contains significant information concerning
the entity. The Model Act provides for annu-
al publication of the report and several other
requirements.' For example, the report must
include a narrative description of the extent

to which the B-corporation pursued general
public benefit during the reporting period
and the extent to which general public bene-
fit was created.” Similar requirements apply
for any specific public benefit adopted by the
B-corporation.’® The narrative description
must also report on circumstances that have
hindered the creation of public benefit and,
in addition, the process and rationale for se-
lecting or changing the third party standard
used to prepare the annual report.”

The report must provide an assessment
of the overall social and environmental per-
formance of the B-corporation determined
by taking into account the impacts of the B-
corporation reported against a third party
standard.”® Application of the third party
standard used in any report must be made
in a manner that is consistent with the ap-
plication of the standard used in prior ben-
efit reports."” If an inconsistency exists in the
application of the standard, the report must
explain the reason(s) for inconsistent ap-
plication of the standard. If there has been
a change in a report’s third party standard
from the one used in the immediately pre-
ceding report, the reason for such a change
must be explained in the report.?” Third par-
ties have established standards that vary by
industry, applicable mission, and perfor-
mance objectives. The Model Act does not
require that the benefit report or the assess-
ment of the B-corporation’s performance be
audited.” However, there are agencies avail-
able that offer a certification process, and the
resulting certification can be mentioned by
the B-corporation along with other data in-
cluded in the B-corporation’s published in-
formation.

The Model Act, also prescribes methods
for delivery of the report? In its current
form, the Model Act would require the re-
port to be distributed to each shareholder
within 120 days after the end of the B-corpo-
ration’s fiscal year or at the same time the B-
corporation delivers any other annual report
to its shareholders. Delivery by web posting
is prescribed but, if a B-corporation does not
have a web site, a copy of the report must
be provided to any person that requests a
copy.? The Model Act also proposes filing of
the benefit report with a state agency.*

The Model Act addresses a wide range of
persons who are associated with B-corpora-
tions. Some, such as shareholders, directors,
and officers, are familiar from application
of traditional corporate law. Others, such as
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“Benefit Directors” and “Benefit Officers”
are, under the Model Act, new and intended
to assist the B-corporation in accomplishing
its purposes.

The Model Act sets forth standards of
conduct for directors. In discharging their
duties, directors are required to consider the
effect of any action or inaction of the B-cor-
poration on many stakeholders. Those stake-
holders include (but are not limited to): the
B-corporation’s shareholders; employees of
the B-corporation, its subsidiaries and sup-
pliers; the B-corporation’s customers (as ben-
eficiaries of the public benefit the B-corpo-
ration intends to provide); community and
societal factors; the local and global environ-
ment; and the short and long term interests
of the B-corporation, as well as the benefits
that may accrue to the B-corporation from
its long term plans.® The directors are not
required to give priority to any of those fac-
tors.? However, those stakeholders’” interests
are particularly important to persons who fill
directorship positions since B-corporations
are new and it is uncertain how such inter-
ests will be interpreted over time.

Officers are also subject to standards of
conduct under the Model Act. In that regard,
an officer is required to consider the interests
of stakeholders to the extent the officer has
discretion with respect to a matter and the of-
ficer reasonably believes that the matter may
have a material effect on the public benefit(s)
the B-corporation is to provide.”

In addition, the Model Act provides for
the discretionary appointment of a Benefit
Director and a Benefit Officer. The same per-
son may be selected to act in both capacities.?
If appointed, a Benefit Director is required to
prepare a compliance statement that will be
inserted in the benefit report. The compliance
statement reports on whether the B-corpora-
tion has acted in accordance with its required
public benefit purpose(s) and whether direc-
tors and officers have met the standards of
conduct set for them by statute (and if not,
provide a description of the noncompliance
items).” Under the Model Act, the Benefit
Officer, if appointed, has the duty to prepare
the B-corporation benefit report and has the
powers and duties concerning creation of
public benefits that are prescribed by the By-
laws and/ or directors.*®

The Model Act also contains provisions
clarifying issues which relate to the unique
nature of B-corporations. For example, the
Model Act provides that neither a director

nor an officer has a duty to any person that
is a beneficiary of a public purpose which
arises from the status of that person as a
beneficiary.® As such, directors and/or offi-
cers do not have enforceable duties to mere
stakeholders who are not shareholders. The
Model Act also provides that, in general, a
director or officer is not personally liable for
money damages for: any action or inaction
taken by that person as a director or officer
(where the person was not interested in the
matter); or where there has been a failure by
the B-corporation to pursue or create a public
benefit.?? In addition, the Model Act contains
specific language which unequivocally pro-
vides that the business judgment rule applies
to protect directors and officers in carrying
out their duties.®

The Model Act provides that, in general,
no person may bring an action to assert a
claim against the B-corporation or its direc-
tors or officers for: (1) failure to pursue or
create public benefit described in the B-cor-
poration’s Articles of Incorporation; or (2) a
violation of a duty or standard of conduct
prescribed for a B-corporation under appli-
cable legislation except in a “benefit enforce-
ment proceeding” in limited circumstances.*
In thatregard, a benefit enforcement proceed-
ing may be brought by: a direct suit by the
B-corporation; or a derivative suit by share-
holders who own two percent of any class or
series of equity interests in the B-corporation,
or persons who hold five percent or more of
the outstanding equity interests in an entity
of which the B-corporation is a subsidiary.®

In evaluating the protective provisions
mentioned above, be advised that they apply
only to actions, inactions and circumstances
dealing with B-corporation matters. As such,
those protective provisions are not available
in claims involving breaches of duty which
are outside the terms of the B-corporation
statutes; or matters concerning breach of
contract by directors, officers or the B-corpo-
ration.*

Since B-corporations are relatively new
and they authorize the pursuit of more than
one purpose, B-corporation legislation does,
by its nature, expand the subjects which
could create claims rooted in breach of duty.
Without a significant body of case law ana-
lyzing B-corporation legislation and such
duties, currently there is little guidance on
the full spectrum of risk. As such, directors
and officers might be more reluctant to make
decisions concerning actions that require
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balancing of considerations for more than
one purpose (such as maximizing corporate
profit and remedying environmental con-
tamination matters). However, some of that
concern can be addressed by legislation. In
that regard, it may be prudent for legislation
to provide that: only shareholders with more
substantial holdings of stock have standing
to challenge the B-corporation’s balancing
of its corporate purposes; and the grant of
injunctive relief will be the sole remedy for
violations of B-corporation requirements. In
addition, prospective B-corporations should,
before incorporating, determine whether ad-
equate directors’ and officers’ liability insur-
ance coverage can be secured for the activities
the B-corporation will undertake. Anecdot-
ally, the authors have been told that direc-
tors” and officers’ liability insurance policies
generally should be available and bound in
a substantially similar manner as for tradi-
tional for-profit corporations. However, we
also understand from insurance industry
contacts that many insurance companies and
underwriters have had little to no experience
pricing, issuing, or underwriting such poli-
cies and, with negligible loss history, may
have difficulty or discomfort in doing so in
the near future.

It should also be noted that the Model
Act provides that a corporation can termi-
nate its B-corporation status by taking ap-
propriate action (even after the entity has
been formed). In that regard, a corporation’s
status as a B-corporation can be terminated
by deleting from its Articles of Incorporation
any language that is otherwise required by
the Model Act to be included in a B-corpora-
tion’s Articles of Incorporation (such as the
requirement to provide a general public ben-
efit). However, in order to do so, the Model
Act requires that the termination can only be
accomplished by the affirmative vote of at
least two thirds (2/3) of each class or series
of stock entitled to vote.

The decision to select a B-corporation for-
mat may be motivated by a variety of factors.
For example, if consumers vote with their
wallets, and social impact investing grows,
entrepreneurs may wish to convey to other
persons that they operate in a way that is in
the public interest or that the entity has an
interest in purposes that extend beyond mak-
ing a profit. Other businesses may want to
associate with other similarly-motivated cor-
porations in order to accomplish a common
cause.

Some commentators argue that younger
entrepreneurs and workers have a genuine
interest in working, in harmony with their
values, with mission-driven businesses that
are concerned about their impact on soci-
ety and the environment. Others note that
the availability of the B-corporation option
would allow a state to remain competitive
in attracting business by allowing domestic
profit corporations to choose a corporate for-
mat that is otherwise available in other juris-
dictions.

Is B-corporation legislation coming to
Michigan? Several factors point to adoption
of the necessary legislation. Legal recogni-
tion of the B-corporation is proceeding rap-
idly through the United States, particularly
when compared to that of the limited liability
company (“LLC”) which took more than 20
years to be recognized in every state. During
the first almost seven years of the LLC’s legal
existence, only two states - first, Wyoming,
and then Florida - had passed limited li-
ability company legislation. During the same
length of time, B-corporation legislation has
been enacted in two-thirds of the states. It
seems Michigan will not want to be left at a
competitive disadvantage by failing to offer a
form of business entity available in a major-
ity of other jurisdictions.

Another reason it seems that B-corpora-
tion legislation will be adopted in Michigan
is that Michigan companies are forging ahead
with B-corporation principles even without
the protection of legal recognition of the B-
corporation or even a constituency statute®.
In that regard, some Michigan companies
have become B Lab-certified B-corporations.
Such certification is intended to certify that
these companies promote a socially and en-
vironmentally conscious public benefit and
meet prescribed standards of accountability
and transparency. These companies, primar-
ily in Western Michigan and concentrated in
Grand Rapids, include: Better Way Imports
LLC, Cascade Engineering, Inc., Brewery Vi-
vant, Bazzani Building Company, Catalyst
Partners, The Gluten Free Bar, Essence Res-
taurant Group, Higher Grounds Trading Co,
The Image Shoppe, Highland Group, Farm-
Raiser, LLC, 5 Lakes Energy LLC, and Next
Door Photos.* We anticipate that these and
other champions of the B-corporation, will
increasingly demand the ability to legally in-
corporate mission-driven, public benefit cor-
porations, and pressure Michigan lawmakers
to “catch up” to expressly authorize them.
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Assuming the B-corporation will be rec-
ognized in Michigan, whether in the current
legislative session or thereafter, what form
will Michigan’s legislation take? And when
should we expect adoption?

The B-corporation statutes of most adopt-
ing jurisdictions follow the Model Act while
Delaware has created its own legal frame-
work for public benefit corporations.** B-cor-
poration legislation so far proposed in Michi-
gan, like the majority, has closely adhered to
the Model Act. B-corporation legislation was
first proposed in Michigan’s House of Repre-
sentatives in 2010 at a time when Michigan
would have been one of the first states to
adopt it. However, the legislation proposed
in 2010 and in subsequent years, including
2011, 2013 and 2016, expired at the end of the
applicable legislative session without pro-
gressing out of committee.

While proponents of B-corporation legis-
lation in Michigan have touted the form as an
innovative tool to attract new business and
entrepreneurship to Michigan, and provide
an opportunity for businesses to promote
their mission-driven social enterprises, oth-
ers have previously expressed concern and
skepticism. There has been some concern that
B-corporation legislation would create an en-
vironment in which businesses are judged
and B-corporations are labeled as “good”
and other for-profit businesses as “greedy”
or “bad.”* Additionally, some have been
skeptical of B Lab’s interest in the adoption
of B-corporation statutes given that it stands
to profit from the annual fees it charges, on
a sliding scale based on a company’s reve-
nues, as the only third party providing for B-
corporation certification. Some question the
validity and usefulness of the B-corporation
certification process itself and wonder if B
Lab is identifying “good” companies or just
providing “good marketing.”*!

These concerns were raised at a time,
in 2012, when the B-corporation was in its
infancy, with legislation adopted in only
a handful of jurisdictions. As previously
noted, it is a very different landscape in 2017
with adoption of B-corporation legislation in
two-thirds of the United States. In addition, it
should be noted that B-corporation certifica-
tion is generally optional. Nevertheless, since
the B-corporation was legally born in Mary-
land, to the date of this article, only a small
fraction of the companies that have been es-
tablished were B-corporations (2,221 accord-
ing to B Lab*?). This challenges the notion that

the establishment of the B-corporation will
translate into traditional for-profit corpora-
tions being perceived as selfish and socially
irresponsible destroyers of the environment,
or cause the extinction of the traditional for-
profit corporation in the near future, if at all.

Sponsors of Michigan House Bills 5710
through 5713, introduced during the 2016-
2017 legislative session, anticipate introduc-
ing B-corporation legislation in substantially
the same form during the current 2017-2018
legislative session (the “Proposed Legisla-
tion”)®. Such Proposed Legislation was
drafted as Chapter 9A of the Michigan Busi-
ness Corporation Act (the “MBCA”), with
conforming revisions to other parts of the
MBCA. The Proposed Legislation generally
followed the Model Act with a few key dif-
ferences based on the experiences of other ju-
risdictions that have adopted B-corporation
legislation. Of course, the Proposed Legisla-
tion may be revised before it is re-introduced
or at any time during the legislative process,
or abandoned altogether.

One basic difference, and a significant
area where states have diverged from the
Model Act is the structure of the Board of Di-
rectors. As previously discussed, the Model
Act permits B-corporations to appoint a spe-
cially designated Benefit Director,* who is
independent from the B-corporation and has
certain power and duties, which are aimed at
promoting accountability.” It is a significant
appointment.

A Benefit Director to a B-corporation
must maintain independence while at the
same time be involved enough in company
activities to permit the Benefit Director to
determine whether the B-corporation and its
directors and officers are appropriately car-
rying out the B-corporation’s missions and
acting in accordance with their prescribed
duties, and to author the required report.
Concerns about requiring a Benefit Director
include the ability of B-corporations to iden-
tify suitable candidates to provide oversight
while attempting to successfully achieve a
collective vision. It is the experience in Mich-
igan and other jurisdictions that many so-
cially-conscious enterprises, especially start-
ups, are comprised of a small group of like-
minded founders promoting shared values
and missions. Finding an independent third
party to act as a Benefit Director could be
challenging and disruptive to the cohesive-
ness of the enterprise. Others have conclud-
ed that the Benefit Director designation is un-



THE BENEFIT CORPORATION ALTERNATIVE

35

necessary. For these reasons, among others,
Michigan’s Proposed Legislation did not re-
quire or even provide for the designation of
a Benefit Director, opting instead to promote
accountability by emphasizing transparency
and disclosure.*

Another difference between the Model
Act and Michigan’s Proposed Legislation is
in the area of dissenters’ rights. While the
Model Act is silent, Michigan's Proposed
Legislation expressly provided for the right
of shareholders to exercise dissenters’ rights
and to receive payment of the fair market
value of their outstanding shares in accor-
dance with existing Section 762 of the MBCA
when (a) a shareholder of a B-corporation
votes against an amendment to a B-corpora-
tion’s Articles of Incorporation terminating
B-corporation status,” or (b) a shareholder
of a non-B-corporation constituent of a plan
of merger or share exchange votes against
such a merger or share exchange in which
the surviving entity will be a B-corporation®.
As drafted, Michigan’s Proposed Legislation
did not provide for shareholder dissenters’
rights with respect to an amendment to a
company’s Articles of Incorporation to create
a B-corporation or change a B-corporation’s
stated purpose(s).*

Michigan’s Proposed Legislation also
diverged from the Model Act in the area of
benefit enforcement proceedings in a couple
of ways. Although in varying ways, both ad-
dressed the liability regime for B-corporation
directors and officers and the enforcement of
certain of their respective duties in benefit
enforcement proceedings. They also limited
the constituencies with standing to bring
benefit enforcement proceedings against di-
rectors, officers and a B-corporation itself.

The Model Act specifically provides that
benefit enforcement proceedings are the ex-
clusive means of bringing actions to enforce
the particular duties of directors and officers
arising under the Model Act.®® Therefore,
under the Model Act, directors and officers
are still subject to the full panoply of duties
of directors and officers of traditional for-
profit directors and officers under the corpo-
rate statute applicable to the B-corporation,
and other applicable law. There was some
ambiguity with respect to Michigan’s Pro-
posed Legislation. Some practitioners read
Michigan’s Proposed Legislation to exempt
directors and officers of B-corporations from
claims for breaches of duties under other
chapters of the MBCA (e.g. MBCA Sections

541a and 489) because the language of Sec-
tion 959(1) of the Proposed Legislation pro-
vides “the duties of directors and officers of
a [B-corporation]...may be enforced only in
a benefit enforcement proceeding...” Section
959(1) of the Proposed Legislation does not
limit the duties to be enforced only to duties
arising under Chapter 9A. Other practitioners
find such a limit through the reading of the
definition of “benefit enforcement proceed-
ing” itself and the totality of Chapter 9A.
Nevertheless, such ambiguity could be easily
rectified with an amendment of Michigan’s
Proposed Legislation.

Michigan’s Proposed Legislation with
respect to benefit enforcement proceedings
sought to better protect a B-corporation and
its directors and officers from nuisance de-
rivative suits than the Model Act. However,
since the date of the Michigan House Bills
5710 through 5713, the Model Act has been
amended to limit standing to bring a benefit
enforcement proceeding to just the B-corpo-
ration, directly, and derivatively by its share-
holders that own (individually or collective-
ly), beneficially or of record at the time of the
event or omission subject of the complaint, at
least (a) two percent of the shares of a class or
series outstanding, or (b) five percent of the
outstanding equity interests of a subsidiary
of the B-corporation.™

Standing to bring benefit enforcement
proceedings under Michigan’s Proposed
Legislation (which, in this regard, was simi-
lar to earlier versions of the Model Act) was
more expansive than the current Model Act
in that it was also available to Directors of the
B-corporation and any other person specified
in the company’s Articles of Incorporation
or Bylaws. With respect to derivative ac-
tions for shareholders of a publicly-traded
corporation, Michigan’s Proposed Legisla-
tion required the lesser of two percent of the
company’s outstanding shares or shares with
a market value of at least $2 million.”> How-
ever, the Proposed Legislation was more lim-
ited with respect to shareholder derivative
suits for private companies and required that
shareholders own (individually or collec-
tively) at least two percent of the company’s
outstanding shares.

B-corporations provide a distinct alter-
native to traditional for-profit corporations.
Prior to adoption of B-corporation legisla-
tion, for-profit corporations were required
to conduct their operations primarily for the
benefit of their shareholders. In recent years,
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legislation permitting the formation of B-
corporations, which by their nature permit
a broader range of corporate purposes in
consideration of a variety of social and en-
vironmental issues, has gained significant
momentum across the United States. While
Michigan has not yet adopted B-corporation
legislation, this legislative momentum may
bolster current efforts to promote its passage.
In any event, it is advisable for practitioners
in Michigan to learn the basic principles and
nuances of the B-corporation form of entity.
By doing so, the practitioner will both be-
come familiar with entity formation develop-
ments and also be better prepared to advise
B-corporations incorporated in other juris-
dictions and, should they become a reality
here, in Michigan.
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Disclaimers of Extra-Contractual
Fraud Claims in M&A Transactions
Under Delaware Law

By Robert J. Cambridge and Nicholas P. McElhinny

Purchase agreements, whether in the form of
asset, stock, merger, or other similar agree-
ments (each generically referred to as an
“Agreement”) are typically heavily negoti-
ated documents derived from many hours
of discussions, diligence, and negotiation
among sophisticated parties and their ad-
visors. One of the key features of this pro-
cess, and of any Agreement, is ensuring the
transfer of all relevant knowledge about the
assets, liabilities, and operations of the busi-
ness from the selling parties (“Seller”) to the
buying parties (“Buyer”).

Ideally, this process would result in a
complete transfer of all relevant information:
Seller would have and make available all
such information; Buyer would fully evalu-
ate it and understand exactly what it is buy-
ing; and the parties could precisely draft an
Agreement without the need to worry about
or hedge against undisclosed matters, mis-
understandings, or misrepresentations. In re-
ality, the process often falls short for a variety
of reasons, such as Seller’s representatives
being overburdened or historical adminis-
trative sloppiness (not to mention occasional
outright fraudsters); Sellers may provide in-
complete, untimely, or ineffective disclosure;
Buyer is often willing to move forward with
the transaction based on a gut feeling rather
than actual knowledge and understanding
of the business it is acquiring; and the par-
ties negotiate Agreements to deal with this
imperfect process by assigning risk based on
general representations and warranties, with
only partial consideration given to actual rel-
evance or facts.

To manage the risks inherent in this pro-
cess, Buyer and Seller typically negotiate
parameters for the remedies available in the
event that Seller’s representations and war-
ranties are inaccurate or contain misrepre-
sentations about the business. This typically
takes the form of an indemnification provi-
sion, pursuant to which Buyer may recover
some or all of the consideration paid for the
business in the event Seller’s representations

and warranties are inaccurate. However,
Seller will often be able to limit this exposure
by negotiating a cap on its indemnification
obligation at an amount less than the entire
consideration it anticipates receiving in the
transaction (a “cap”), and Seller is also often
able to get Buyer to bear at least some initial
cost for minor inaccuracies until the damage
to Buyer exceeds some minimum threshold
(a “basket”). A variety of factors—market
forces, relative bargaining power, disclosures
about risks/liabilities—come into play in
negotiating these indemnifications, baskets,
and caps, but, to one extent or another, they
typically find their way into an Agreement.

After these extensive negotiations, one
might be tempted to think that Buyer and
Seller have considered and negotiated ev-
erything important into the Agreement. De-
spite this, Buyers sometimes find themselves
in a position post-closing in which they are
no longer satisfied with the Agreement, par-
ticularly if their remedies are limited. In an
attempt to escape these constraints, some
Buyers assert fraud on the part of Sellers,
which claims are often carved-out from the
indemnifications, baskets, and caps agreed to
in the Agreement. These Buyers will often al-
lege that the situation that led to their dissat-
isfaction with the deal was known or should
have been known to Seller but was misstat-
ed, undisclosed, or even actively concealed.
In making this case, Buyers may claim that
they relied on misstatements or inaccura-
cies contained in diligence materials, repre-
sentations, warranties, or statements other
than those addressed by or contained in the
Agreement.

In response to these types of challenges,
Sellers have looked to various clauses in their
Agreements to argue that Buyers do not have
the right to pursue such alleged frauds in an
attempt to revise the deal after the fact, par-
ticularly those clauses that, in some form,
state that: Seller is making no additional rep-
resentations other than those expressly set
forth in the Agreement; Buyer conducted its
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own independent investigation and did not
rely upon any representation or warranty not
contained in the Agreement; and the Agree-
ment and the documents incorporated by
reference form the entire agreement among
the parties.

As these arguments have been litigated
many times in Delaware courts due to the
common practice of using Delaware law to
govern Agreements, this article looks at Del-
aware law with respect to the interplay of
these clauses with Buyers’ fraud claims and
common drafting suggestions in connection
with the same. Special consideration must be
given, however, to the body of law that will
govern the actual Agreement, as many juris-
dictions differ from Delaware in how fraud
claims may be limited (if at all)." Indeed,
Michigan courts have held that when an in-
tegration clause is present, extrinsic evidence
is generally admissible to prove fraud that
would invalidate the integration clause itself
or the entire contract, but not to contradict or
vary the terms of the Agreement.” Accord-
ingly, Michigan courts have permitted reli-
ance on pre-contractual representations of
fact to support claims for fraudulent induce-
ment despite integration clauses.’

Requirements Under Delaware
Law to Disclaim Extra-Contractual
Fraud

In looking to avoid an assertion of fraud, Sell-
ers look to Delaware courts to adhere to the
concept of contractual freedom: generally, if
parties voluntarily agree to a binding con-
tract, Delaware law will respect such agree-
ments absent “a strong showing that dishon-
oring the contract is required to vindicate
a public policy interest even stronger than
freedom of contract.”* Buyers, on the other
hand, look to Delaware’s strong aversion
to insulating fraud, arguing that it provides
such a stronger public policy interest.” Rec-
ognizing these competing policies, a series
of Delaware cases has clarified the circum-
stances under which it will uphold disclaim-
ers of extra-contractual fraud, reasoning that
to fail to enforce such disclaimers is to sanc-
tion Buyer’s own fraudulent conduct in rep-
resenting to Seller that it was relying only on
contractual representations and that no other
representations had been made.®

In 2001, in Great Lakes Chem Corp v Pharma-
cia Corp, 788 A2d 544 (Del Ch 2001), the Dela-
ware Court of Chancery held that disclaim-
ers of extra-contractual fraud claims were

permitted where “two highly sophisticated
parties, assisted by experienced legal counsel
entered into carefully negotiated disclaimer
language after months of extensive due dili-
gence.”” The disclaimer language at issue
was extensively negotiated and contained
an express acknowledgement by Buyer that
Seller would not incur liability related to
any information outside of the Agreement.
Moreover, it contained an exclusive repre-
sentations clause disclaiming any represen-
tation or warranty by Seller other than those
specifically set forth in the Agreement. The
court held that the parties “explicitly allo-
cated their risks and obligations in the [p]ur-
chase [a]greement” and that “a party to such
a contract who later claims fraud is not in the
same position—and does not have the same
need for protection —as unsophisticated par-
ties who enter into...contracts having boiler-
plate disclaimers that were not negotiated.”®
Accordingly, pursuant to Great Lakes, key
considerations in upholding a disclaimer of
extra-contractual fraud are the sophistication
of the parties, whether the clause is explicit,
and whether the clause was negotiated be-
tween the parties.’

ABRY Partners — Seminal Decision for Anti-
Reliance Clauses Under Delaware Law

After Great Lakes, a line of cases continued
the trend of upholding disclaimers of extra-
contractual fraud where sophisticated parties
conduct extensive due diligence and negoti-
ate explicit disclaimer language.”® In 2006,
however, the Court of Chancery reexamined
a Buyer’s ability to disclaim extra-contractual
fraud claims in ABRY Partners V, LP v F&W
Acquisition LLC, 891 A2d 1032 (Del Ch 2006).
In ABRY, Buyer purchased a business and
then claimed that it had been defrauded by
Seller’s manipulation of company financials
and omissions about operational problems."

Under the terms of the Agreement at
issue, ABRY’s “sole and exclusive remedy”
was to pursue an indemnification claim."
Buyer argued that the Agreement’s exclu-
sive remedy provision only applied to claims
based on a breach of contract, not fraud.13
The court disagreed, noting that the indem-
nification provision that provided the exclu-
sive remedy specified that it was the remedy
for any claim arising due to any “inaccuracy,
misrepresentation, breach of, default in, or fail-
ure to perform any of the representations, war-
ranties or covenants.”™ Since “misrepresenta-
tion,” in particular, is commonly treated as
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including and broader than fraud, the court
found no reason to treat fraud as not includ-
ed by the indemnification and exclusive rem-
edies clauses, so, absent some over-arching
public policy against fraud, Buyer could only
look to the agreement’s indemnification for
its 1remedy.15

Buyer then argued that public policy
would not permit Seller to benefit from the
alleged fraud perpetrated by Seller, regard-
less of the Agreement’s terms.'® The court
disagreed, noting that Delaware law permit-
ted “sophisticated parties to negotiated com-
mercial contracts” to agree that they “may
not reasonably rely on information that they
contractually agreed did not form a part of
the basis for their decision to contract.”"”
Further, the court held that a party “can-
not promise, in a clear integration clause of
a negotiated agreement, that it will not rely
on promises and representations outside of
the agreement” and then turn around and do
so in a fraud claim.”® Doing so would simply
permit the substitution of one lie (the alleged
representations and warranties not evident
in the agreement) for another (the promise
that a party had not relied on any representa-
tions and warranties not found in the Agree-
ment)."

However, the court stated that Delaware
law will only enforce such provisions if they
clearly state a party’s disclaimer of reliance
on any matters outside of the scope of the
Agreement;” otherwise, “murky integration
clauses, or standard integration clauses with-
out explicit anti-reliance representations,
will not relieve a party of its oral and extra-
contractual fraudulent representations.”*
In particular, an integration clause must
contain “language that ... can be said to add
up to a clear anti-reliance clause by which
the [Buyer] has contractually promised that
it did not rely upon statements outside the
contract’s four corners in deciding to sign
the contract.”? The failure to “include unam-
biguous anti-reliance language” from Buyer
means that Seller will not be able to preclude
claims for fraud based on representations
and warranties outside of the Agreement it-
self.”

Recent Developments in Delaware Law

In Prairie Capital III, LP v Double E Holding
Corp, 132 A3d 35 (Del Ch 2015), the Delaware
Court of Chancery again revisited issues
with respect to anti-reliance clauses, includ-
ing a party’s ability to disclaim fraud based

on extra-contractual omissions. Prairie Capital
developed from the sale of stock of a portfo-
lio company by a private equity firm. Buyer
in the transaction alleged fraud against the
selling stockholders and certain executive of-
ficers of the target company on the basis that
they made contractual and extra-contractual
misrepresentations and omissions relating
to, among other things, the target company’s
financial statements.

The Agreement in Prairie Capital con-
tained a provision in which Buyer acknowl-
edged that (a) it had conducted an indepen-
dent investigation of the financial condition,
operations, assets, liabilities, and properties
of the target company; (b) it had relied on the
results of such investigation and the repre-
sentations and warranties expressly set forth
in the Agreement; and (c) it understood that
all other representations were disclaimed.*
The Agreement further contained a standard
integration clause that expressly provided
that the Agreement set forth the entire un-
derstanding of the parties with respect to the
transaction and superseded all other agree-
ments, representations, and statements made
in connection with negotiating the terms of
the Agreement.”

Although the exclusive representations
clause was not framed negatively (i.e., that
Buyer did not rely on extra-contractual rep-
resentations), the court in Prairie Capital held
that it was nonetheless sufficient. Specifical-
ly, the court held that a Buyer’s affirmative
representation that it only relied on the rep-
resentations and warranties set forth in the
Agreement clearly “establishes the universe
of information on which the [Buyer] relied.”?
Delaware law does not require specific word-
ing in an anti-reliance clause; “language is
sufficiently powerful to reach the same end
by multiple means, and drafters can use
any of them to identify with sufficient clar-
ity the universe of information on which the
contracting parties relied.”” The court in
Prairie Capital held that the exclusive repre-
sentations clause, together with the integra-
tion clause, added up to a clear anti-reliance
clause, despite being framed affirmatively.?

The court next turned to the issue of
whether an anti-reliance clause that does not
expressly mention omissions or the accuracy
or completeness of information could dis-
claim fraud claims based upon extra-contrac-
tual omissions or concealment. The Delaware
Court of Chancery had previously opined on
this issue in Transdigm, Inc v Alcoa Global Fas-
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teners Inc, No 7135-VCP, 2013 Del Ch LEXIS
137 (May 29, 2013). While the Agreement in
Transdigm contained an anti-reliance clause
in which Buyer expressly disclaimed reliance
upon “any express or implied representa-
tions or warranties of any nature . . . except as
expressly set forth in [the] Agreement,”” the
court held that Buyer had preserved its rights
to bring a fraud claim based on extra-con-
tractual omissions because the anti-reliance
clause did not contain an acknowledgement
from Buyer that Seller was not making any
“representation as to the accuracy or complete-
ness of the information it provided . . . or as to
extra-contractual omissions.”™

Though the anti-reliance clause in Prai-
rie Capital was similar to that in Transdigm,
the court held that the wording of such anti-
reliance clause “bar[s] not only fraud claims
based on extra-contractual representations
but also fraud claims based on extra-con-
tractual omissions.”*! The court further held
that “[t]o the extent Transdigm suggests that
an agreement must use a magic word like
‘omissions,” then [the court] respectfully
disagree[s] with that interpretation.”*> Any
other interpretation would render anti-reli-
ance clauses ineffective.® Until the Delaware
Supreme Court resolves this split between
the lower courts, practitioners representing
Sellers are urged to continue to draft anti-
reliance clauses to include an express dis-
claimer from Buyer as to omissions and the
accuracy or completeness of information re-
ceived in order to be certain that the parties
have properly waived fraud claims based on
extra-contractual omissions.

In FdG Logistics LLC v A&R Logistics Hold-
ings, Inc, 131 A3d 842 (Del Ch 2016), the
Delaware Court of Chancery held that an in-
tegration clause in the parties’ merger agree-
ment did not preclude an allegation of fraud
by Buyer against Sellers. Buyer alleged that
Sellers had engaged in “an extensive series of
illegal and improper activities that were con-
cealed from [buyer] during pre-merger due
diligence,”** and argued that these pre-merg-
er misrepresentations and omissions formed
the basis for a claim of common law fraud;*
Sellers responded that since such matters
were not part of the Agreement, Buyer could
not have justifiably relied on them in enter-
ing into the Agreement.*

Seller’s response was premised on the
Agreement’s exclusive representations and
integration clauses. The exclusive represen-
tations clause stated that the only represen-

tations and warranties made by Seller were
those contained in the Agreement, and it
expressly disclaimed any representation
or warranty based on any projections, esti-
mates, or budgets or any other information
made available to Buyer that was not ex-
pressly within a representation or warranty
in the Agreement.” The integration clause
stated that the Agreement and certain speci-
fied documents “contain the entire agree-
ment between the Parties and supersede any
prior understandings, agreements or repre-
sentations by or between the Parties, written
or oral, which may have related to the subject
matter hereof in any way.”*

The court found that the clauses in this
merger agreement did not operate to pre-
clude Buyer’s assertion of fraud because the
exclusive representations and integration
clauses did not include “any affirmative ex-
pression by Buyer of (1) specifically what it
was relying on when it decided to enter the
Merger Agreement, or (2) that it is was not
relying on any representations made outside
of the Merger Agreement.”** Delaware courts
will not bar assertions of fraud based on rep-
resentations not contained in an Agreement
“unless that contracting party unambigu-
ously disclaims reliance on such statements,”
which “must come from the point of view
of the aggrieved party (or all parties to the
contract) to ensure the preclusion of fraud
claims for extra-contractual statements....”*
As the exclusive representations clause in the
Agreement was a statement by the Company,
not Buyer, and the integration clause did not
include any such unambiguous statement,
they did not preclude Buyer’s fraud claim.

In IAC Search, LLC v Conversant, LLC, No
11774-CB, 2016 Del Ch 176 (Nov 30, 2016),
the Delaware Court of Chancery reaffirmed
its holding in FdG Logistics, as originally held
in ABRY, that “in order to bar fraud claims,
a disclaimer of reliance ‘must come from the
point of view of the aggrieved party,” mean-
ing that it must come from the buyer who is
asserting the fraud claim.”*!

IAC Search arose from the purchase of six
subsidiaries of Seller through a stock and
asset purchase agreement. Buyer alleged that
Seller fraudulently induced it to overpay for
one of the subsidiaries by providing false in-
formation regarding the subsidiary’s adver-
tising sales. Buyer’s claim was based upon
misrepresentations contained in documents
placed in an electronic data room and in re-
sponse to certain diligence requests during
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the diligence period rather than the express
representations set forth in the Agreement.

The court noted that three provisions con-
tained in the Agreement were relevant to its
analysis: First, the Agreement contained an
express disclaimer by Seller of any repre-
sentation or warranty not contained in the
Agreement.*” Second, the Agreement con-
tained an acknowledgment (referred to as
the “ Acknowledgement Clause”) from Buyer
that (a) it was a sophisticated purchaser and
had conducted an independent investiga-
tion and analysis of the transaction, and (b)
it understood that Seller was not making any
representation or warranty with respect to
any data rooms, management presentations,
diligence materials or financial projections
or forecasts unless the same was contained
in the Agreement.® Finally, the Agreement
contained a standard integration clause ex-
pressly providing that the Agreement and
certain other specified documents consti-
tuted the entire understanding and agree-
ment of the parties and superseded all prior
agreements, representations and statements
made with respect to the subject matter of the
Agreement.*

The court held that “[a]n assertion from
the Seller ‘of what it was and was not rep-
resenting and warranting’ is not sufficient
given [Delaware’s] abhorrence of fraud.”*
Accordingly, Seller’s disclaimer of extra-con-
tractual representations was not, on its own,
enough to properly bar fraud claims. That,
however, was accomplished through the Ac-
knowledgement Clause and the integration
clause. Buyer expressly acknowledged in the
Acknowledgement Clause that Seller was
not ““making, directly or indirectly, any rep-
resentation or warranty” with respect to any
information it received in due diligence “un-
less such information [was] expressly includ-
ed in a representation and warranty” in the
Agreement.” Buyer, therefore, contractually
agreed to the exact “universe of information
on which [it] relied and did not rely when it
entered into the Agreement.”

In comparing the provisions from [AC
Search with those in ABRY, the court noted
that the ABRY Agreement contained ad-
ditional language in which Buyer released
Seller from liability with respect to Buyer’s
reliance on extra-contractual information
set forth in data rooms and management
presentations.”” Buyer in IAC Search argued
that because of this missing information, the
Acknowledgement Clause failed to meet

the standard to bar extra-contractual fraud
claims. Notwithstanding, the court held
that while the release language would have
certainly reinforced the limiting effect of
the anti-reliance clause, its omission is not
fatal; “the combined effect of the Buyer’s
Acknowledgement Clause and the integra-
tion clause...nonetheless add up...to a clear
anti-reliance clause to bar fraud claims based
on extra-contractual statements made dur-
ing due diligence.”* The court reasoned that
“the integration clause define[d] the uni-
verse of writings reflecting the terms of [the]
agreement, and the Buyer’s Acknowledge-
ment Clause explains in clear terms from the
perspective of the Buyer the universe of due
diligence information on which the Buyer
did and did not rely when it entered into the
Agreement.”*

Practical Considerations and
Drafting Points to Disclaim Extra-
Contractual Fraud Under Delaware
Law

Delaware law is clear—despite its strong
abhorrence of fraud, sophisticated parties
in commercial transactions are permitted to
negotiate and agree to the universe of docu-
ments, information, and representations re-
lied upon in entering into the Agreement. “A
party cannot promise...that it will not rely on
promises and representations outside of the
agreement and then shirk its own bargain...
"% To do so would sanction Buyer’s own
fraudulent conduct.”

However, to properly protect against
abuses of fraud, Delaware courts only up-
hold disclaimers of fraud based upon extra-
contractual statements and information if
Buyer clearly and unambiguously disclaims
reliance on the same or, in the alternative, af-
firmatively states what it relied upon in en-
tering into the Agreement. Absent this clear
and unambiguous language from Buyer,
Buyer may be deemed to preserve its abil-
ity to make an extra-contractual fraud claim.
Moreover, through Transdigm, Delaware
courts have at times required additional lan-
guage as to the accuracy or completeness
of information provided to disclaim fraud
based upon concealment or omission rather
than misstatements.*

Oftentimes, Sellers try to avoid extra-con-
tractual fraud claims through the use of ge-
neric integration or exclusive representations
clauses.”® While such clauses otherwise have
their purposes, it is clear that they do not
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properly disclaim extra-contractual fraud
claims under Delaware law as they are not
generally drafted from a Buyer’s perspective
and frequently lack (a) an acknowledgement
from Buyer that it is a sophisticated party
and that it had conducted its own indepen-
dent investigation; (b) a clear and unambigu-
ous disclaimer of reliance from Buyer of any
representation, warranty, statement or other
information or document of any kind other
than those representations and warranties
expressly provided in the Agreement; (c)
an express acknowledgement from Buyer
that the only representations and warran-
ties made by Seller are those contained in the
Agreement; and (d) an express disclaimer
of reliance on omissions as well as the accu-
racy or completeness of any representation,
warranty, statement, or other information or
document other than those representations
and warranties expressly provided in the
Agreement.

From a Buyer’s perspective, special atten-
tion should be given to these provisions early
in negotiations, particularly since recent
trends indicate that the use of anti-reliance
clauses is now relatively common.** A Buyer
agreeing to an anti-reliance clause should
be mindful of its potentially limiting effects
and must carefully scrutinize the representa-
tions and warranties contained in the Agree-
ment to ensure they capture those items that
Buyer truly relied upon in connection with
the transaction. Finally, if Buyer relies on any
representation or warranty contained in a
document or statement that may otherwise
fall outside of the Agreement, such docu-
ment or statement should be expressly listed
as something relied upon in the anti-reliance
clause.
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Dispute with Minority Shareholder
May Be Resolved by Cash-Out

Merger

By Bruce W. Haffey

Sometimes a shareholder is simply out of
step with the rest. Despite efforts on all sides
to resolve the issues, problems may fester
and the business may sulffer.

Shareholders may work well together for
many years, but over time their relationships
may change. What were once equally valu-
able contributors to the business may be no
longer. Compensation and profit-distribu-
tion structures that once were fair and appro-
priate may no longer reflect the time, effort,
and value contributed by the shareholders.
Retirement and buy-out arrangements that
may have made sense for a start-up business
may not make sense for an established thriv-
ing business. Yet one or more shareholders
may not be willing to agree to new arrange-
ments that reflect the current reality.

What was once a well-established vision
for the company may no longer be universal-
ly endorsed. Certain shareholders may desire
to grow and expand the business or pursue
new opportunities, whereas others may be
getting older and may be more risk averse or
may want to begin to work less, looking for-
ward to retirement. A strategic growth plan
supported by the majority may be frustrated
by one or more minority shareholders who
undermine the process.

A long-term plan to transition the busi-
ness to the next generation of family mem-
bers may no longer be desirable for a share-
holder whose children did not become active
in the business. Perhaps for reasons entirely
unrelated to the business, a shareholder may
become grumpy, bitter or cynical, and may
generally make life miserable for his or her
colleagues, and the business may suffer as a
result.

To resolve such a situation the parties
may look to the corporation’s organizational
documents and shareholder agreements. Su-
permajority voting requirements may enable
a minority shareholder to frustrate the will
of the majority. Changes to compensation or
profit shares set forth in contracts may require
negotiation and agreement by the parties, in-

cluding those negatively affected, which may
be difficult or impossible to achieve.

Shareholder agreements may not provide
a buy-sell triggering mechanism based solely
upon a minority shareholder’s interests or
opinions being out of alignment with the
majority. A buy-out trigger based on termi-
nation of employment may not be effective
if the shareholder’s employment agreement
requires good cause for termination. Sim-
ply having a difference of opinion regarding
policy or action proposed by the majority is
unlikely to constitute good cause for termi-
nation.

Problems may fester as a result, compet-
ing factions may develop, or shareholders,
directors, officers, and employees may be-
come distracted or try to avoid each other,
which may lead to the decline of the busi-
ness, or failure to thrive, to the disadvantage
of all shareholders.

In such a case, a “cash-out” merger may
allow the parties to separate on fair, reason-
able terms, letting the majority shareholders
continue to operate the business while cash-
ing out a minority shareholder. A cash-out
merger, sometimes referred to as a squeeze-
out merger or freeze-out merger, is one in
which the existing corporation is merged
with another corporation, the majority share-
holders receive shares of stock of the surviv-
ing corporation, but one or more sharehold-
ers receive only cash or other property and
are thereby eliminated as shareholders.

A plan of merger must be adopted by the
boards of directors and, subject to certain ex-
ceptions, the shareholders of the constituent
corporations. The plan of merger must spec-
ify the basis on which the shares of each cor-
poration will be converted into shares, bonds
or securities of the surviving corporation, or
into cash or other consideration.! Other con-
sideration may include shares, bonds, rights
or other property or securities of a corpora-
tion not a party to the merger.? The plan of
merger may provide for different forms of
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consideration for different shareholders,
even for shareholders of the same class.’

The vote of the shareholders of the surviv-
ing corporation to approve the plan of merger
is not required if its articles of incorporation
will not be amended and each shareholder of
the surviving corporation will hold, after the
merger, the same number, class, and series
of shares as owned prior to the merger.* This
would not be the case in a cash-out merger,
and therefore, a shareholder vote is required.

If a shareholder disagrees with the con-
sideration payable for his or her shares under
a plan of merger, the shareholder is gener-
ally entitled to dissent from the merger and
obtain payment of the fair value of his or her
shares.> A shareholder is entitled to dissent-
ers’ rights in a merger in which sharehold-
er approval is required,® except in a case in
which the consideration for the shareholder’s
shares is limited to cash or shares traded on a
national securities exchange.” Even if not re-
quired by statute, dissenters’ rights may be
granted in the articles of incorporation, by-
laws, or resolution of the board of directors.?

The Michigan Business Corporation Act
(the “Act”)’ prescribes a detailed procedure
for the exercise of dissenters’ rights, includ-
ing required notices to the shareholders by
the constituent corporations and by share-
holders intending to exercise their dissenters’
rights, and the process of determining the fair
value of a shareholder’s shares. Fair value is
the value of the shares immediately before
the merger, excluding any appreciation or
depreciation in anticipation of the merger
unless exclusion would be inequitable.” Mi-
nority share discounts do not apply."

Stock Transfer Restrictions Do
Not Apply to Cash-Out Mergers

A minority shareholder who desires to
contest a cash-out merger has limited op-
tions. Shareholders have argued that a re-
striction on the sale or transfer of shares in a
shareholder agreement applies to a merger.
Such an argument has been rejected in sev-
eral states. In the Delaware case of Shields v
Shields,"* majority shareholders of a second-
generation family owned corporation sought
to avoid the punitive effects of a long-stand-
ing shareholder agreement providing for a
book value buy-out by engaging in a merger
in which the corporation was merged into a
new corporation, which was structured to
have more reasonable buy-out terms. There
was no squeeze out, ownership of the new

corporation was identical to the old and the
same buy-sell terms were available to all,
but the minority shareholder asserted an op-
tion to purchase the majority shareholders’
shares under the old corporation’s share-
holder agreement. The plaintiff claimed that
the merger constituted a sale or disposition
of shares within the meaning of the share-
holder agreement, which provided an option
to purchase a shareholder’s shares “[i]n the
event any party desires to sell, give, pledge,
dispose of by will, gift in trust or in any man-
ner otherwise dispose of his or her stock
holdings in the Company.”"*

The court held that the statutory conver-
sion of shares in the merger was not a sale,
transfer, or exchange within the meaning of
the shareholder agreement because the merg-
er was not an act by the stockholders that the
shareholder agreement sought to restrict; it
was a corporate act, even though it required
the approval of the shareholders. The merger
was not a transfer of stock but a transmuta-
tion of the stock by operation of law.

A similar result was held in the Penn-
sylvania case of Seven Springs Farm, Inc v
Croker.™ In that case the stock of a family
business was held in equal shares by three
families, all of whom were descendants of
the company founders. Two families desired
to sell the business, entered into a merger
agreement with an unrelated third party,
and sought a declaratory judgment that the
parties’ buy-sell agreement did not trigger an
option by the third family group to purchase
the shares of the majority shareholders. The
Pennsylvania Supreme Court cited Shields in
holding that a merger was a corporate act,
not a stockholder act, that the conversion of
shares in a merger did not constitute a sale
or transfer by a shareholder, and therefore
that the restrictions of the buy-sell agreement
did not apply. The court also noted that if the
shareholders had intended to prohibit cor-
porate actions like mergers, they could have
drafted the buy-sell agreement or other cor-
porate documents to do so.

Dissenters’ Rights Are an
Exclusive Remedy Absent
Unlawful or Fraudulent Conduct

A shareholder may also argue that a merger
is void for lack of a business purpose, or that
the merger is a breach of fiduciary duties or
unlawful act by the board of directors or ma-
jority shareholders of the corporation. Under
the Act, however, a shareholder entitled to
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dissent from a merger transaction may not
challenge the merger itself unless the merger
is unlawful or fraudulent with respect to the
minority shareholder.”® Therefore, absent
fraud or unlawful action a shareholder’s sole
recourse in response to a cash-out merger is
to exercise his or her dissenters’ rights and
receive the fair value of his or her shares.

The exclusivity of the appraisal remedy
was tested in the Michigan case of Krieger
v Gast.® In that case, Krieger, a minority
shareholder, was squeezed out in a cash-out
merger and did not exercise his dissenters’
rights. He was instead paid cash pursuant to
the plan of merger. Roughly a year and a half
later, the corporation was sold, and the ma-
jority shareholders received more than twice
the amount Krieger received in the merger.
Krieger sought to challenge the merger on
grounds of fraud and breach of fiduciary
duty.

A threshold issue was whether dissent-
ers’ rights were the exclusive remedy, since
Krieger did not exercise it. Prior to the 1989
amendments to the Act, the shareholder
must have exercised dissenters’ rights for it
to be the exclusive remedy.

Under the amended statute, dissent-
ers’ rights are the exclusive remedy (absent
fraud or unlawful conduct) for a shareholder
entitled to them in a merger in which share-
holder approval is required by statute or the
articles of incorporation and the shareholder
is entitled to vote."” Krieger argued that this
did not apply because this was a cash-out
merger, so the right to dissent was not grant-
ed by statute or the articles of incorporation,
but it was granted by the board resolutions
adopting the plan of merger. Krieger argued
that Section 762(4) of the Act applied, which
stated that where the dissenter’s rights were
granted by board resolution they were the
exclusive remedy only if exercised.'®

The court acknowledged the ambiguity
of the statute and the reasonableness of the
construction of the statute proffered by both
parties, but it ruled against Krieger. Because
Krieger was entitled to dissenters’ rights,
they were his exclusive remedy even though
he did not exercise them, absent fraud or un-
lawful conduct.

This led the court to consider the types of
conduct that might be challenged as fraudu-
lent or unlawful. Krieger alleged that the de-
fendants engaged in a plan or conspiracy to
squeeze out the minority shareholders at an

unfairly low price so as to enrich themselves
in a subsequent sale of the business.

The court found it to be an issue of first
impression in Michigan as to what type of
conduct might be challenged as fraudulent
or unlawful within the meaning of the stat-
ute so as to avoid the exclusivity of dissent-
ers’ rights, and it looked to cases in Delaware
and other states for instruction. Despite some
variations in wording the court did not find
there to be a significant difference between
the scope of the appraisal remedy in the vari-
ous states. The court concluded that fraud
or unlawful conduct might include acts of
self-dealing, deliberate waste of corporate
assets, or breach of fiduciary duty. However,
the court held that mere general allegations
were insufficient and that specific acts of
misconduct must be pled. The court further
held that a claim that is in essence merely a
dispute about price should be dismissed be-
cause the statutory appraisal remedy is suf-
ficient.

Krieger alleged the failure to include rel-
evant financial information in the notice of
shareholder meeting and the engagement
of an investment banking firm to further
the ultimate plan of the majority sharehold-
ers to undertake an initial public offering of
stock or to sell the business constituted fraud
or unlawful conduct within the meaning of
the Act. The court held that these allegations
were sufficiently specific to state claims for
fraud or unlawful conduct and remanded the
case for further proceedings.

In the subsequent proceedings," the court
held that the failure to include financial in-
formation in the initial notice of shareholder
meeting did not constitute a breach of fidu-
ciary duty or unlawful conduct since the Act
specifies the information to be included in
such notice and provides for the disclosure of
financial information later in the prescribed
statutory dissenters” rights process. The
court further held that Krieger’s various al-
legations were insufficient as a matter of law
to constitute fraud or unlawful conduct and
dismissed the case.

Subsequent cases have provided further
instruction on the scope of conduct that
might be considered fraudulent or unlawful.
In the case of Irish v Natural Gas Compression
Sys, Inc,® the plaintiff was a founding direc-
tor and shareholder of the defendant corpo-
ration and was squeezed out in a merger. The
plaintiff claimed he did not receive notice of
the shareholder meeting so he was unable
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to vote against the merger. He returned the
check tendered to him for his shares, stating
that he thought the action was illegal and op-
pressive, but he did not take any action to
exercise his dissenters’ rights. Almost three
years later, the plaintiff sued alleging share-
holder oppression and seeking equitable re-
lief.

The court held that the plaintiff had dis-
senters’ rights and failed to exercise them.
The court stated that dissenters” rights were
the exclusive remedy, as the action was es-
sentially a dispute about price, and that the
plaintiff had made no showing of unlawful
or fraudulent conduct. The court said there
was no breach of contract, and the court was
not troubled by the lack of notice of the share-
holder meeting because the votes in favor
of the merger were sufficient regardless of
whether plaintiff was present to vote against
the action. The court further held that plain-
tiff had no standing to assert a shareholder
oppression claim as he was not a shareholder
at the time of filing, having been squeezed
out in the merger, and that his claim was
barred by a two-year statute of limitations.

In the New Mexico case of McMinn v
MBF Operating Acquisition Corp,” a minority
shareholder in a closely held corporation was
squeezed out in a merger. McMinn was one
of three equal founding shareholders of the
business but was subsequently appointed to
the state public regulation commission. He
resigned as an employee but continued to
own shares of stock, placing them in a blind
trust. The trustee sought to have the corpora-
tion institute a dividend policy, which was
rejected. The trustee complained that the
corporation and majority shareholders were
engaged in oppressive conduct and self-deal-
ing, including the payment of excessive com-
pensation, thereby denying McMinn’s right
to one third of the profits.

The majority shareholders decided it was
necessary to separate from McMinn and
undertook a squeeze-out merger. The con-
sideration offered for McMinn’s shares was
based upon a third-party valuation, but the
third party had no valuation expertise. The
trustee objected to the merger, and asserted
that the action was unlawful and the valu-
ation deliberately undervalued, but did not
formally exercise dissenters’ rights. The trust
subsequently filed suit and alleged breach of
fiduciary duty, oppression, and tort.

The trial court found in favor of McMinn
for breach of fiduciary duty, but the New

Mexico Court of Appeals reversed, stating
that McMinn’s exclusive remedy was his
statutory appraisal right. The Court of Ap-
peals also found that McMinn’s claims did
not constitute fraud or unlawful conduct.

The New Mexico Supreme Court re-
versed. The court first considered whether
statutory appraisal rights were the exclusive
remedy. The court stated that New Mexico’s
appraisal statute appears to be designed to
address arm’s-length merger transactions
between unrelated parties and does not seem
to contemplate a squeeze out of a minority
shareholder by the majority in a closely held
company. The court stated that the appraisal
remedy should not be used to circumvent
close scrutiny of related party transactions or
breaches of fiduciary duty. The court stated
further that if statutory appraisal was the
exclusive remedy, the claims of self-dealing,
payment of excessive salaries, and failure to
pay plaintiff his share of profits would con-
stitute fraudulent or unlawful conduct that
would not be foreclosed by the appraisal
remedy.

In reaching this conclusion, the court
stated that nothing in the appraisal statute
indicates that shareholders squeezed out in
a merger cannot pursue claims based upon
conduct prior to the merger itself, and that
claims challenging wrongful behavior other
than incorrect, accounting-type share valua-
tion should not be forced into the appraisal
remedy.

In a recent Michigan Court of Appeals
case, In re Caraco Pharm Labs S’holder Litig,*
minority shareholders were squeezed out in
a merger. Approximately 75.8 percent of Car-
aco’s stock was owned by related parties Sun
Pharmaceutical Laboratories, Ltd. (“Sun”),
the controlling shareholder of Sun and a
wholly-owned subsidiary of Sun. The major-
ity shareholders desired to take the company
private.

Sun announced a plan on December 3,
2010, to purchase the shares they did not
already own for $4.75 per share. Caraco ap-
pointed an independent committee to evalu-
ate the proposal. Shortly thereafter, Sun an-
nounced that an important distribution and
marketing agreement with Caraco would
cease in approximately two years. In Janu-
ary 2011, Caraco announced that it would be
unable to meet previous forecasts to restart
production of certain drugs by the end of the
year.
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In February 2011, based on the recom-
mendation of the independent committee,
Caraco entered into a merger agreement
in which minority shareholders would be
cashed out at a value of $5.25 per share. In
April 2011, the minority shareholders filed
suit against Caraco, the majority sharehold-
ers, and certain individuals, including the
members of the independent committee. The
claims alleged that the transaction was not
procedurally or financially fair to the minor-
ity shareholders, and that the majority share-
holders and other defendants breached their
fiduciary duties to the minority shareholders
or aided and abetted the breach of fiduciary
duties. Plaintiffs alleged there was a scheme
to devalue the stock of Caraco prior to the
merger and there was a failure to disclose
material facts prior to consummation of the
merger. The merger was consummated in
June 2011, and the minority shareholders did
not exercise their dissenters’ rights.

Defendants cited the Krieger case in ar-
guing that the plaintiffs” claims were funda-
mentally no more than a dispute about the
price paid for their shares of Caraco stock,
and that plaintiffs failed to show fraudulent
or unlawful conduct so their exclusive rem-
edy was dissenters’ rights.

The court disagreed, noting the distinc-
tion made in the Krieger case between con-
duct that is related to and has a substantial
impact on price but establishes an indepen-
dent claim of breach of fiduciary duty and
mere judgmental factors of valuation. The
court held that the plaintiffs in Caraco had al-
leged sufficient facts in support of a scheme
to artificially depress the value prior to the
merger to support a claim of breach of fidu-
ciary duty so that dissenters” rights were not
the exclusive remedy. Accordingly, the court
reversed the trial court order of summary
disposition for the defendants.

Survival of Shareholder
Agreements and Other Contracts

In a closely-held corporation, arrangements
between the corporation and its sharehold-
ers may include terms covering employ-
ment, compensation and bonuses, restric-
tions on compensation, employee benefits,
employment or ownership opportunities for
children or other family members, leases or
licenses of real or personal property, or other
arrangements. It remains unclear to what ex-
tent the majority shareholders would be able
to sever all such relationships by reason of a

squeeze-out merger that eliminates a minor-
ity shareholder.

As a function of the merger statute, in a
merger, the merged corporation ceases to
exist, but its assets and obligations survive
and become assets and obligations of the sur-
viving corporation.” Generally, contracts of
the merged corporation survive and become
contracts of the survivor.

However, the Shields case held that rights
of first refusal and options to purchase shares
of stock of a merged corporation do not sur-
vive the merger.* Such rights are inherently
connected to the ownership of stock of the
merged corporation and do not survive a
merger in which stock ownership terminates.
In the Shields case, the minority shareholders
sought to exercise options to purchase stock
of the majority shareholders under a pre-
merger shareholder agreement. The Shields
court reasoned that the event asserted by the
minority shareholders to trigger the option
to purchase was the merger, that the stock
of the merged corporation ceased to exist by
reason of the merger, and that therefore

[t]he subject matter of the stockhold-

ers’ agreement thus vanishes... . The

merger...legally moots the terms of a

restriction on transfer of the stock of a

disappearing corporation.

The court further noted “here the effect of the
merger was not so much the abolishment of
a contract right but the mooting of it, since
as a result of the merger the stock to which
the right related disappeared by operation of
law.”

Based on the Shields case, notwithstand-
ing the general rule of successor liability in
a merger, contracts imposing restrictions on
the transfer of shares, or providing options
rights or rights of first refusal related to the
shares of a merged corporation, are rendered
void by reason of the merger.

Cases shed little light on whether other
arrangements between a cashed-out share-
holder and the corporation or the other
shareholders survive a squeeze-out merger.
It seems less likely such arrangements would
be rendered void as the subject matter would
not necessarily disappear.

Consider, for example, an employment
agreement. If the employment agreement
permitted termination at will, there would of
course be no issue since the survivor could
terminate the shareholder’s employment
even if the employment agreement survived.
If employment may be terminated only for

The merger
statute
provides a
clear path to
eliminating
the minority
shareholder,
while
ensuring fair
consideration
for his or her
shares.
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cause, survival of the agreement is a more
problematic issue.

Certainly an employment agreement
with an employee other than a squeezed out
shareholder would survive the merger. An
employment agreement with a squeezed out
shareholder should also survive the merger
unless his or her employment is deemed to
be part of or fundamentally connected to his
or her shareholder status, so that upon the
termination of his or her stock ownership the
employment is rendered moot.

Shareholder oppression provisions of the
Act recognize the premise that a sharehold-
er’s interests as a shareholder may include
employment and compensation.” It may be
reasonable to assume that in many closely-
held corporations the intent of the parties is
that a shareholder’s right to employment is
a function of his continued status as a share-
holder. But the successor liability provisions
of the Act do not distinguish between large
or small, or closely-held or widely-held cor-
porations. Extrinsic evidence of the parties’
intent regarding the linkage between owner-
ship and employment may be relevant.

Other arrangements seem designed to
protect one’s status as a shareholder, such
as restrictions on salaries or compensation
to certain shareholders, or shareholders gen-
erally, or restrictions against related-party
transactions, in order to protect against the
dissipation of profit that would otherwise be
available for distribution to the shareholders.
It would seem reasonable that such restric-
tions would terminate upon the termination
of one’s status as a shareholder, but there is
no clear guidance under the statute or case-
law.

Other arrangements such as real and per-
sonal property leases and licenses seem more
remote from a minority shareholder’s stock
ownership. Moreover, the real or personal
property that is the subject of such a lease
or license would have value that would not
be included in the consideration received for
the corporate stock. Therefore, such arrange-
ments seem less likely to be rendered moot
by a merger.

Where a dispute between majority and
minority shareholders is having a negative
effect on the business, and corporate orga-
nizational documents do not provide a solu-
tion, a cash-out merger may be an effective
technique to resolve the dispute. The merger
statute provides a clear path to eliminating
the minority shareholder, while ensuring fair

consideration for his or her shares. It may
not, however, resolve all of the issues inher-
ent in the complex relationships among a
corporation and its shareholders. All of these
complex relationships should be carefully
considered before engaging in such a trans-
action.
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Instead of Olmstead and Albright:
Why Michigan Courts Will
Continue to Protect SMILLCs
Against the Member’s “Outside”
Judgment Creditors

By Michael J. Willis and Samuel R. Gilbertson

Introduction

When a Colorado bankruptcy court ruled
that a member of a single-member limited
liability company (“SMLLC”) could lose his
membership to a judgment creditor in the
case In re Albright, 291 BR 538 (Bankr D Colo
2003), many business counselors inferred that
decision to be the “writing on the wall” spell-
ing the end of the conceptual protection of a
single member’s rights against outside credi-
tors.! Those skeptical of the SMLLC’s protec-
tion redoubled their forewarnings after the
decision handed down by the Supreme Court
of Florida in the case Olmstead v Federal Trade
Comm’n, 44 So 3d 76 (Fla 2010), in which the
Court ruled that a charging order was not
the exclusive statutory remedy provided to a
judgment creditor of a member of a SMLLC.?
However, this article intends to show why
the protection of Michigan SMLLCs should
be in no way threatened by this new trend
of courts allowing judgment creditors un-
bridled access to a single member’s member-
ship rights, because of these three reasons: (1)
the distinction made by the courts in Albright
and Olmstead when comparing the liability
of multiple members versus that of single
members is unfounded and incorrect, (2) the
response to Albright and Olmstead by their
respective state legislatures proves the rul-
ings were not aligned with legislative intent,
and (3) the Michigan LLC Act contains an
additional shield of protection against judg-
ment creditors for SMLLCs. The opinion on
the protections from outside creditors of a
member of a SMLLC in this article expands
on those published by one of the co-authors
herein in the Michigan Business Law Journal in
the spring of 2009.%

The issue addressed in Olmstead was
whether a charging order was the sole rem-
edy for a judgment creditor if the debtor is

the lone member of an LLC.* Olmstead was
sued by the FTC for unfair and deceptive
trade practices after he was caught running
an elaborate credit card scam that garnered
so much profit that the FTC was eventually
able to obtain a judgment of over $10 million,
as well as all of Olmstead’s right, title, and in-
terest in his SMLLCs.% In coming to this judg-
ment, the Supreme Court of Florida followed
the rationale of the Colorado bankruptcy
court in Albright, which had held that a
charging order was not the exclusive remedy
when a creditor sought to recover from the
member of an SMLLC; it was only exclusive
against a debtor of a member of a multiple-
member LLC. Citing Albright’s assertion that
the original purpose of a charging order was
to prevent members of an LLC from being
forced into an unwanted alliance with a cred-
itor, the court in Olmstead reasoned that “the
charging order limitation serves no purpose
in a SMLLC because there are no other par-
ties” interests affected.”” Thus, because there
was no third-party member to protect from
an intrusion into the LLC, the Supreme Court
of Florida found it inequitable to protect the
single member possessing the economic and
voting interests in the LLC from losing those
membership rights to an outside creditor.®
The ruling in Olmstead was also based on
the absence of exclusive remedy language
within Florida’s LLC statutes. Unlike Flor-
ida’s partnership statutes, which included
express language that a charging order was
the exclusive remedy for a creditor,’ Florida’s
LLC statutes did not include any mention of
whether a charging order was the exclusive
remedy."”” Accordingly, the court reasoned
that the legislature must not have intended to
make the charging order the exclusive rem-
edy against a member’s interest in a SMLLC
because there was “no express provision”
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barring other recovery beyond the charging
order." However, in the opinion of these au-
thors, the court’s analysis of the “unneces-
sary” protection for a single member and its
reliance on the non-exclusive language with-
in the statute were both erroneous.

The Fictitious Distinction Between
Multi-Member and Single-Member
Liability

Both Olmstead and Albright followed the
same logic in exposing the SMLLC to outside
creditors of a member: there were no vulner-
able third-party members needing protection
from a creditor forcing his way into the LLC
as an equal member."” Since a single member
has sole claim to right, title, and interest in
the LLC and can freely assign that interest,
the two courts ruled that a judgment credi-
tor should not have less extensive rights to
the LLC than the debtor himself.’® Thus, the
courts in both cases based their decisions on
the theory that there were no other members
who would be adversely affected and the
judgment creditor should have more exten-
sive rights than the debtor."

However, there is an inherent fallacy
in determining a charging order’s validity
based on the mere number of members that
compose an LLC: other members are not the
only third parties in need of protection from
unwanted involvement.” It is crucial to note
that the charging order also protects the en-
tity’s other creditors and participants who
depend upon the viability and security of
engaging in business with an LLC, regard-
less of its number of members. Presumably,
the business assets of an LLC are dedicated
to the purposes of its operations; thus, the
limited liability to creditors also appeals to
those entities doing business with the LLC.
The entities know that company assets will
first be applied to their creditor claims on the
LLC rather than be used to satisfy the credi-
tors of an individual owner. By removing the
exclusivity of the charging order, the entities
that would normally assist an LLC in its ven-
ture may now be reluctant to do so, because
it could wind up last in a long line of per-
sonal creditors of the LLC member trying to
recover assets. Thus, a charging order —re-
gardless of the number of members —serves
to balance the interest of the judgment credi-
tor with the interest of the venture to be able
to use its assets for its operations without in-
terference by an owner’s creditor.'

Imagine the following scenario: an
SMLLC joins as the general partner of a ven-
ture that is organized as a limited partner-
ship. Lenders flock to back the LLC based on
the owner’s history of creating profit from
similar ventures. However, she makes an
ill-advised personal decision that results in a
lawsuit and a subsequent judgment against
her assets. If the charging order was not the
exclusive remedy for creditors, consider the
ramifications to the limited partnership ven-
ture now subject to different ownership—
possibly even to an entity with no experience
or credibility in that field. The venture would
likely lose its financial backing, or worse: it
could be completely shut down by the new
general partner. Thus, the mere number of
members within the LLC should not be the
deciding factor in whether a charging order
is the appropriate remedy. Relying on the
“no other member” rationale merely gave
the Florida Supreme Court a reason to effec-
tively write in its own equitable intent into
the LLC statute.

This judicial re-writing is especially evi-
denced by the fact that the same Florida LLC
statutes that did not explicitly define a charg-
ing order as the exclusive remedy also made
no distinction regarding the number of members
in the LLC.®® In other words, there is no ex-
planation for not also ruling that the absence
of “exclusive remedy” language in the stat-
utes applies to multi-member LLCs as well,
because there was no explicit mention of the
charging order being the exclusive remedy."
If the remedies provided under the LLC Act
are inapplicable because of the absence of the
“exclusive remedy” phrase, the same logic
must apply to multi-member LLCs based on
the lack of specific language regarding the
number of members; consequently, the as-
sets of all LLCs would become vulnerable
to every member’s personal creditors.?® The
court’s reliance on the number of members
within the LLC and the absence of exclusive
remedy language seems misguided at best.

The Legislative Response to
Albright and Olmstead

Both Colorado and Florida’s state leg-
islatures apparently shared the same
opinion as these authors; the legislatures
revised their LLC statutes after the court
decisions in their respective states.

After Albright opened the door for judg-
ment creditors to assume the rights and
membership of a single-member debtor, the
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Colorado Legislature revised its LLC Act just
a few years later. Interestingly, it rewrote
Colo Rev Stat 7-80-702(1) to state that with-
out the consent of the single-member, an as-
signee or transferee is only entitled to receive
the share of profits or other compensation by
way of income to which the member would
otherwise be entitled.” The statute also clari-
fies that the assignee or transferee has no
right to participate in the management of the
business and activities of the LLC or to be-
come a member.?? Thus, Colorado’s revised
statute currently provides significantly more
outside creditor protection to the member of
a SMLLC than its predecessor, which am-
biguously required the unanimous consent
of “other members” without addressing the
single-member situation.?

Similarly, the Florida Legislature revised
Fla. Stat. 608.433 in response to the Olmstead
decision.* That statute had formerly stated
that an assignee or transferee could assume
membership or control with the consent of
all the members of the LLC.” The court in OI-
mstead seemed to infer from the statute that
“the approval of all members” inherently
suggested that the statute applies to LLCs
with multiple members and not to SMLLCs.%

However, the Florida Legislature revised
the statute to specifically state that “in the
case of an LLC having only one member,
the exclusive remedies available to a judg-
ment creditor as to the debtor’s interest are a
charging order or a charging order followed
by a foreclosure sale.”” While the Legislature
stopped short of making the charging order
the sole remedy, this amendment reined in
on the unrestrained access to all rights and
membership of a single member debtor that
was granted in Olmstead. The revised Florida
statute only allows for a foreclosure sale of
the member’s interest in the limited liability
company if the judgment creditor can make a
showing to the court that distributions under
a charging order will not satisfy the judg-
ment within a reasonable time.” Subsequent
to the statutory revisions, the United States
District Court for the Southern District of
Florida confirmed that the holding in Olm-
stead has been superseded by statute.?’

Thus, both Colorado and Florida took
significant steps to reestablish protection
for the single member after their respective
courts allowed uninhibited access by judg-
ment creditors against SMLLCs. And yet, the
revised statutes still do not provide as strong

of a shield for SMLLCs as the protection that
is embodied in Michigan law.

The Additional Shield of
Protection Found in Michigan’s
Legislation

In 1997, Michigan amended its LLC Act to
specifically reference SMLLCs. Prior to that
amendment, its charging-order statute am-
biguously required the consent of “other
members” before an assignee could become
a member. This language was similar to that
found in the Colorado and Florida statutes
before those states made their respective
amendments. Now, MCL 450.4506(1) ad-
dresses how an assignee becomes a member
of an LLC:

Unless otherwise provided in an op-

erating agreement, an assignee of a

membership interest in a limited li-

ability company having more than 1

member may become a member only

upon a unanimous vote of the mem-

bers entitled to vote. An assignee of a

membership interest in a limited liability

company having 1 member may become a

member in accordance with the terms of the

agreement between the member and the as-
signee. (italics added)

Unlike the original statutes in Colora-
do and Florida that were analyzed by the
courts in Albright and Olmstead, respective-
ly, the statute above specifically addresses
the assignment of membership interest in a
SMLLC. By clarifying that the single member
must consent to an assignee becoming a mem-
ber, the Michigan statute explicitly contains
a seemingly impenetrable layer of protection
for SMLLCs.* Unless the debtor member ac-
tually agrees to allow the judgment creditor
to assume membership rights, those rights
may not be forcibly assigned by a Michigan
court.

Additionally, MCL 450.4507(6) includes
the exclusive language that was missing in
the original Colorado and Florida statutes.
It states, “This section provides the exclusive
remedy by which a judgment creditor of a
member may satisfy a judgment out of the
member’s membership interest in a limited
liability company.”* Notably, the courts in
Albright and Olmstead both based their hold-
ings in part on the absence of exclusive lan-
guage in the statutes. Because this exclusive
language is plainly stated in the Michigan
statute, a court would have no opportunity
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to expand the available remedies for a judg-
ment creditor.

Therefore, Michigan courts cannot follow
in the footprints of the courts in Albright and
Olmstead, because the Legislature has clearly
provided that (1) a single member must con-
sent to an assignee becoming a member,** and
(2) a charging order is the exclusive remedy
for judgment creditors against an LLC.* This
language establishes an additional shield of
protection beyond both Florida’s LLC stat-
ute, which still allows for foreclosure if a
charging order is proven inadequate, and
Colorado’s LLC statute, which does not spe-
cifically define a charging order as the “ex-
clusive” remedy.

The only Michigan case on point affirms
the validity of this interpretation of Michi-
gan’s LLC statutes. In April of 2015, the
bankruptcy court for the Eastern District of
Michigan ruled in the case In re Dzierzawski
that the statutes “draw no distinction be-
tween single-member LLCs and multiple-
member LLCs.”* The bankruptcy court pre-
dicted “with a high degree of confidence”
that the Supreme Court of Michigan or any
other non-bankruptcy court would hold that
“the Michigan charging-order statute and its
limitations on creditor remedies does apply
to single-member LLCs just as it applies to all
other LLCs.”* The court concluded by main-
taining that there was “nothing whatsoever”
in the statutes that indicated the limitation
did not include single-member LLCs, stating
that the statute was “unambiguous on this
point.”* Therefore, the only decision made
by a court in Michigan on this issue as of the
time of this writing confirms that a charging
order is the exclusive remedy for a judgment
creditor against a member of a SMLLC.

Conclusion

The Albright and Olmstead decisions
should not cause concern for the viabil-
ity of SMLLCs in Michigan. Not only did
Colorado and Florida negate those rul-
ings by revising their respective statutes
to reinstate protection for SMLLCs, but
Michigan already offers strong legisla-
tive protection. Michigan’s statutes are
clear: without the consent of the mem-
ber, a judgment creditor of a member
may not assume his membership rights
in the company and has a charging order
as its exclusive remedy.

Furthermore, the only caselaw in Michi-
gan on this issue affirms that members of
SMLLCs are as equally protected against
judgment creditors as are members of mul-
tiple-member LLCs. Michigan rightfully rec-
ognizes that there is significant incentive to
protecting the membership rights of a single
member in a SMLLC, because a SMLLC still
has liability to those with whom it enters into
business endeavors and partnerships.

As this article has sought to establish, (1)
there is no worthwhile distinction for pur-
poses of liability of a SMLLC for the personal
debts of a member between the number of
members in an LLC, (2) the legislative re-
sponse to Albright and Olmstead clearly mani-
fests that members of SMLLCs were meant
to be protected from the member’s judgment
creditors, and (3) Michigan has specifically
inserted statutory provisions to affirm the
exclusive nature of a charging order as the
only remedy for the outside creditor of a
member against any LLC. Therefore, under
Michigan law, creditors will not be allowed
to use a judgment claim to seize the member-
ship rights and assets of an SMLLC without
the consent of its member.
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Permissibility of E-Shares Under

Michigan Law

By Candice Moore

E-shares...what are they? They are uncertifi-
cated (or book entry) shares —right? Compa-
nies who issue them say: wrong! They are
shares represented by an actual certificate,
which happens to be in electronic form. The
service providers who assist corporations in
issuing electronic certificates will generally
establish an account for each shareholder to
assist in viewing and tracking their security
holdings, accessing financial and other in-
formation about the corporation and even
provide any applicable vesting schedule.! So
a shareholder would log into an account to
access and view their electronic stock certifi-
cate.

There is a growing trend among tech and
emerging companies to issue electronic share
certificates, instead of paper -certificates.
Many companies find the electronic certifi-
cate option appealing because of certain legal
and practical benefits, such as: (1) having the
ability to virtually eliminate the issue of lost
or stolen certificates because the stock certifi-
cates would be maintained on an online ac-
count (and not in the hands of people who
may misplace them); (2) having a central stor-
age location for all certificates greatly simpli-
fies any due diligence or auditing process; (3)
ensuring that the issuing corporation is noti-
fied of any attempted sale or transfer; and (4)
having the ability to maintain or update cer-
tificates for any stock splits, stock dividends,
partial sales or partial transfers.

Is this trend, however, even permissible
under Michigan law? Or said another way —
are e-shares, from a legal perspective, really
just uncertificated shares? The answer to the
first question is likely yes, and the answer to
the second question is probably not. While
no court has ruled on the subject, it appears
that under Michigan law electronic share cer-
tificates meet all of the legal requirements of
paper stock certificates. Additionally, there
is nothing precluding a company from using
an electronic version of a certificate. In fact,
there is legislation in Michigan that would
support the use of an electronic version of a
certificate over a paper version.? Under the
Michigan Uniform Commercial Code (the

“Michigan UCC”), on the other hand, it is
not so clear that an electronic share certifi-
cate will be treated as a certificated security.
Nonetheless, the Michigan UCC allows mul-
tiple ways for a secured party to perfect its
lien on the applicable shares.

Section 336 of the Michigan Business Cor-
poration Act (the “MBCA”) clearly provides
that “[u]nless the articles of incorporation or
bylaws provide otherwise, the board may
authorize the issuance of some or all of the
shares of any or all of its classes or series
without certificates.”® So, the question here is
not whether uncertificated (or book entry)
shares are permissible under Michigan law.
Rather, the question is whether an electronic
form of a share certificate may be treated as
shares having a certificate (i.e., as certificated
shares).

This article is a discussion of (1) the pur-
pose of a stock certificate, (2) a quick overview
of the differences between uncertificated and
certificated shares, (3) the legal requirements
of a stock certificate under Michigan law, (4)
other statutes in furtherance of electronic
stock certificates, (5) transfer restrictions with
respect to electronic stock certificates, and (6)
an overview on perfecting a security interest
in an electronic stock certificate.

What’s the Big Deal Anyway—
Purpose of a Stock Certificate

It is well settled that stock certificates are not
stock. “They are merely evidence of the ex-
istence and ownership of stock.”* And even
though a stock certificate is only a represen-
tation of the obligation of the issuer with re-
spect to its shares of stock, it is an important
document that helps with the sale and trans-
fer of the stock. Additionally, a corporation is
generally forbidden from denying the infor-
mation provided on a stock certificate.’

Even though the MBCA provides that a
corporation may or may not issue stock cer-
tificates, at the discretion of a corporation’s
board of directors, once it decides the shares
will be certificated, all shareholders are en-
titled to receive a stock certificate. So, for a
smaller emerging corporation wanting to go
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paperless with its certificates, it becomes im-
portant to know whether a share issued with
an electronic certificate may be deemed a cer-
tificated share under Michigan law.

Difference Between Uncertificated
(Book Entry) Shares and
Certificated Shares

Taking a step back, let us discuss the dif-
ference between uncertificated (book entry)
shares and shares represented by a certifi-
cate, regardless of whether the certificate is
paper or electronic.

e Uncertificated shares are shares
issued without a certificate. They
may also be called “book-entry”
shares because they are tracked on
the books of the corporation. Gen-
erally, the corporation, the corpo-
ration’s transfer agent, or a broker-
dealer provides evidence of owner-
ship of the corporation to the owner
of the shares through an account
statement or periodic updates.

e Certificated shares, on the other
hand, are shares issued with a cer-
tificate (traditionally that has been
a paper stock certificate). There is
power in the paper, in that who-
ever holds the certificate has physi-
cal evidence of ownership of shares
in the corporation (we will get into
the question of possession of an
electronic certificate later). The only
difference between paper and elec-
tronic certificates is that electronic
certificates are represented electroni-
cally rather than on paper.

Stock Certificate Legal
Requirements

The MBCA mandates certain requirements
of a “stock certificate.” Section 331 of the
MBCA provides that a stock certificate must
be “signed by the chairperson of the board,
vice-chairperson of the board, president or a
vice-president and which also may be signed
by another officer of the corporation.”® Fur-
ther, Section 332 of the MBCA provides that
the signatures of the officers may be facsimi-
les. Therefore, a facsimile or electronic signa-
ture may be applied to an electronic certifi-
cate and be considered properly endorsed.

Section 332(1) of the MBCA further re-
quires a stock certificate to expressly state
upon its face all of the following:

1. The fact that the corporation is

formed under the laws of Michigan.

2. The name of the person to whom the
shares are issued.

3. The number and class of shares and
the designation of the series, if any,
which the certificate represents.

Furthermore, if any of the following con-
ditions apply, then a stock certificate must
provide the applicable additional informa-
tion.

1. If the corporation is authorized to

issue more than one class or series or
stock, then the stock certificate must
set forth on its face or back (or state
on its face or back that the corpora-
tion will furnish to a shareholder
upon request and without charge)
a full statement of the designation,
relative rights, preferences, and
limitations applicable to the class or
series of shares and the authority of
the board to designate and prescribe
the relative rights, preferences, and
limitations of other series.’

2. If there are any transfer restrictions
with respect to the shares, then the
transfer restrictions must be “noted
conspicuously on the face or back
of the instrument or on the infor-
mation statement” provided to the
shareholder if the shares are uncer-
tificated.®

3. If there is a desire to ensure that
a proxy remains irrevocable with
respect to any future purchaser of
the shares, then the existence of the
proxy and its irrevocability must be
“noted conspicuously on the face or
back of the certificate representing
the shares.”’

Various service providers that offer the
ability to issue electronic certificates to cor-
porations provide that all of the above may
easily be implemented on the face of an elec-
tronic certificate. In fact, doing so appears to
be no more complicated than just modifying
and editing the text and graphics of the cer-
tificate. More importantly, and what is not
required or provided in the MBCA, there is
no requirement that a certificate be in tan-
gible paper form nor is there a prohibition
against the use of an electronic form. Accord-
ingly, based on the MBCA, it does not appear
that there is anything special about electronic
certificates that would prevent them from
being considered as representing certificated
shares.

There is a
growing trend
among tech
and emerging
companies

to issue
electronic
share
certificates,
instead

of paper
certificates.



58

THE MICHIGAN BUSINESS LAW JOURNAL — FALL 2017

More
importantly,
and what is
not required
or provided
in the MBCA,
there is no
requirement
that a
certificate be
in tangible
paper form
nor is there
a prohibition
against the
use of an
electronic
form.

Other Statutes in Furtherance of
Electronic Certificates

Michigan adopted the Uniform Electronic
Transactions Act (the “UETA”) on Octo-
ber 16, 2000, which provides the terms and
conditions under which information and
signatures can be transmitted, received, and
stored electronically. Effectively, the UETA
establishes the legal equivalence of electronic
records and electronic signatures to tangi-
ble/paper records and manual signatures.

Section 4 of the UETA provides that the
“act applies to any electronic record or elec-
tronic signature created, generated, sent,
communicated, received, or stored on or af-
ter the effective date” of the Act.!° Section 7 of
the UETA provides the following guidance
with respect to the legal effect of electronic
records and signatures:

1. A record or signature shall not be
denied legal effect or enforceability
solely because it is in electronic form.

2. A contract shall not be denied legal
effect or enforceability solely be-
cause an electronic record was used
in its formation.

3. If a law requires a record to be in
writing, an electronic record satisfies
the law.

4. If a law requires a signature, an elec-
tronic signature satisfies the law."

The broad provisions contained in the
sections referenced above demonstrates the
Michigan legislature’s intent to reform laws
to match the realities of today and to vali-
date and legitimize electronic versions of
legal documents and signatures. Thus, the
adoption of the UETA further supports the
notion that an electronic version of a certifi-
cate should be deemed to have the same legal
effect as a paper certificate under Michigan
law.

Section 3 of the UETA, however, express-
ly provides that except for certain unrelated
Michigan UCC provisions (i.e., Article 2
(sales) and 2A (leases)), it does not apply to
the Michigan UCC. Thus, even though the
UETA may be seen to support the use of elec-
tronic stock certificates from a general corpo-
rate perspective, the UETA cannot be used to
support any Michigan UCC perfection argu-
ment (as further discussed below).

Enforcing Transfer Restrictions

Now we turn to the question of whether
transfer restrictions may be enforceable on
electronic stock certificates. It appears that

the answer is “Yes” under Section 204 of the
Michigan UCC, which provides that:

[a] restriction on transfer of a security

imposed by the issuer, even though

otherwise lawful, is ineffective against

a person without knowledge of the

restriction unless:

(a) The security is certificated and
the restriction is noted conspicuously
on the certificate.

(b) The security is uncertificated
and the registered owner has been
notified of the restriction.'

Service providers who offer the ability to
issue electronic certificates to corporations
should be capable of putting the transfer re-
striction conspicuously on the face or back of
the certificate, thereby complying with this
requirement. Further, in the e-mail or other
communication sent out to the shareholder
regarding the electronic certificate held on
account for the holder, a statement about the
transfer restriction could be made. The ser-
vice provider of the corporation or transfer
agent could ensure the holder actually knew
about the restrictions through click-wrap
agreements prior to reviewing the certificate
or by providing notices to any and all reg-
istered owners of the security via e-mail or
posted on the account where the certificate
is located, thereby permitting the transfer
restriction to be enforceable against such
person(s).

Perfecting Security Interest in
e-Shares

Moving on to the last question at hand, and
probably the most challenging to conceptu-
alize - how can a secured party perfect its
security interest in the shares held by a share-
holder if the holder has an electronic stock
certificate?

Article 9 of the Michigan UCC provides
that “[e]xcept as otherwise provided . . . a se-
curity interest is perfected if it has attached
and all of the applicable requirements for
perfection in Sections 9310 through 9316 [of
the Michigan UCC] have been satisfied.”"
Therefore, perfecting a security interest in
collateral requires (1) attachment and (2) the
ability to meet certain other requirements for
perfection.

Attachment and Certain Other Perfection
Requirements

Pursuant to Section 9203(1) of the Michigan
UCC, attachment generally occurs when
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the security interest “becomes enforceable
against the debtor with respect to the collat-
eral.”™ Section 9203(2) of the Michigan UCC
further provides that a security interest will
become enforceable against the debtor and
any third party with respect to shares of
stock when (1) value is given; (2) the debtor
has rights in the stock or an ability to trans-
fer it; and (3) when one or more of the fol-
lowing conditions are met: (a) the debtor has
authenticated a security agreement covering
the applicable stock; (b) the collateral is not a
certificated security and is in the possession
of the secured party under Section 9313 pur-
suant to the debtor’s security agreement; (c)
the collateral is a certificated security in reg-
istered form, and the security certificate has
been delivered to the secured party under
Section 8301 pursuant to the debtor’s secu-
rity agreement; and/or (d) the secured party
has control under Section 9106 (regarding
control of investment property) pursuant to
the debtor’s security agreement."

With respect to the other requirements
for perfection of a security interest in stock, a
secured party could satisfy its perfection re-
quirements by either filing a financing state-
ment, obtaining possession or delivery of the
security, or obtaining control of the security.
These perfection options appear to be the
same regardless of whether the stock is in
electronic or paper form.

Perfection by Filing:

A secured party may perfect a security inter-
est in certificated or uncertificated securities
by filing a financing statement.'® The filing
of a financing statement is not required, but
optional at the secured party’s election. With
respect to certificated securities, however,
the customary method to perfect a security
interest is for the secured party to take pos-
session of the certificate itself.

Perfection by Delivery (Possession):

A secured party may perfect a security inter-
est in certificated or uncertificated securities
by taking delivery of the securities under Sec-
tion 8301."7 Additionally, a “security interest
in a certificated security in registered form is
perfected by delivery when delivery of the
certificated security occurs under Section
8301 and remains perfected by delivery until
the debtor obtains possession of the secu-
rity certificate.”’® Furthermore, if “a person
acknowledges that it holds possession for the
secured party’s benefit, the acknowledgment
is effective under ... Section 8301(1), even if

the acknowledgment violates the rights of
a debtor, and unless the person otherwise
agrees or law other than this article other-
wise provides, the person does not owe any
duty to the secured party and is not required
to confirm the acknowledgment to another
person.” "

Section 8301 provides the following guid-
ance in taking delivery of a certificated or un-
certificated stock certificate:

(1) Delivery of a certificated security to

a purchaser occurs when 1 of the fol-

lowing occurs:

(a) The purchaser acquires pos-
session of the security certificate.

(b) Another person, other than a
securities intermediary, either acquires
possession of the security certificate
on behalf of the purchaser or, having
previously acquired possession of the
certificate, acknowledges that it holds
for the purchaser.

(c) A securities intermediary act-
ing on behalf of the purchaser acquires
possession of the security certificate,
only if the certificate is in registered
form and is (i) registered in the name
of the purchaser, (ii) payable to the
order of the purchaser, or (iii) specially
indorsed to the purchaser by an effec-
tive indorsement and has not been
endorsed to the securities intermedi-
ary or in blank.

(2) Delivery of an uncertificated secu-

rity to a purchaser occurs when either

of the following occurs:

(@) The issuer registers the pur-
chaser as the registered owner, upon
original issue or registration of trans-
fer.

(b) Another person, other than a
securities intermediary, either becomes
the registered owner of the uncertifi-
cated security on behalf of the purchas-
er or, having previously become the
registered owner, acknowledges that it
holds for the purchaser.

In the comments to Section 8301 of the
Michigan UCC, the commentators provide
that subsection 1(a) requires physical pos-
session of certificates, and subsections (1)(b)
and (1)(c) specify the circumstances in which
delivery to a purchaser can occur although
the certificate is in the possession of a person
other than the purchaser. With respect to an
electronic certificate, clearly physical posses-
sion cannot take place; however, one could
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argue that “another person” or a securities
intermediary could acquire possession on
behalf of the shareholder. One could argue
that since the commentators to the Michigan
UCC expressly mentioned that physical pos-
session was required for subsection (1)(a),
but did not make the same express statement
with respect to subsections (1)(b) and (1)(c)
to Section 8301 of the Michigan UCC, that
“physical” possession was not intended for
other third parties. Service providers who as-
sist corporations in issuing electronic certifi-
cates will maintain the electronic certificate
on an online account on behalf of the share-
holder that is stored on the service provider’s
data systems, which is viewable through a
dashboard or by logging in to the applicable
account. In this context, the service provid-
er maintaining the certificate can be seen to
have possession of the certificate via its data
systems (regardless of whether it is stored on
a hard drive or in the cloud). So, one could ar-
gue that since the service provider maintains
the certificate on behalf of the shareholder,
the shareholder has legal “possession” of the
electronic certificate.

A counterargument would point to the
fact that a person must maintain physical
possession of the certificate under Section
8301(1), and that the commentators intended
physical possession with respect to subsec-
tions (1)(b) and (1)(c) in addition to (1)(a) be-
cause subsections (1)(b) and (1)(c) are meant
to be extensions of (1)(a). So, in this context,
since an electronic version of a stock certifi-
cate could never be physically possessed,
some may argue that an electronic stock cer-
tificate would not be seen as a “certificated”
security for purposes of the Michigan UCC,
and would rather be deemed an uncertifi-
cated security. On the other hand, howev-
er, Article 8 of the Michigan UCC defines a
“certificated security” as “a security that is
represented by a certificate.”” The definition
merely requires a certificate - and not specifi-
cally a paper certificate.

Even if an electronic stock certificate is
deemed to be an uncertificated security un-
der the Michigan UCC, Section 8301(2) of
the Michigan UCC provides that “delivery”
may still occur when a purchaser becomes
the registered owner of the uncertificated se-
curity, either upon original issue or registra-
tion of transfer. The service provider, work-
ing with the corporation or the appropriate
shareholder, as applicable, should be able
to change the name of the registered owner

the securities using the online securities
management account. With that, regardless
of whether the electronic certificate is con-
sidered “uncertificated” or “certificated,” a
shareholder or later purchaser (or creditor)
should be able to obtain legal “possession” of
the security upon being named the registered
owner on the account.

In summary, even though it is unclear as
to whether the Michigan UCC would deem
an electronic stock certificate as a certificated
security (regardless of how the security may
be deemed under the MBCA), a shareholder
(or a third party on behalf of the shareholder)
may “deliver” the electronic stock certificates
to a later third party or creditor for perfection
purposes of the Michigan UCC. Based on the
foregoing, delivery equals possession, and
possession leads to perfection. Therefore, a
secured party may perfect its interest in stock
represented by an electronic stock certificate
by “possession” of the electronic stock certifi-
cate.

Perfection by Control:

The final way to perfect a security interest in
the stock represented by a stock certificate is
to achieve control. “A person has control of a
certificated security, uncertificated security,
or security entitlement as provided in Sec-
tion 8106.”%

Section 8106 provides: #

(2) A purchaser has “control” of a cer-

tificated security in registered form if

the certificated security is delivered to
the purchaser and if either of the fol-
lowing applies:

(a) The certificate is indorsed to the

purchaser or in blank by an effective

indorsement.

(b) The certificate is registered in the

name of the purchaser, upon original

issue or registration of transfer by the
issuer.

(3) A purchaser has “control” of an

uncertificated security if either of the fol-

lowing applies:

(a) The uncertificated security is deliv-

ered to the purchaser.

(b) The issuer has agreed that it will

comply with instructions originated by

the purchaser without further consent
by the registered owner.

Effectively, if delivery occurs, then the
secured party would have the functional
equivalent of possession, which constitutes
control. As discussed previously, a secured
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party can obtain delivery of an electronic
stock certificate, even if for purposes of the
Michigan UCC it is considered an uncertifi-
cated security. Thus, a secured party may ob-
tain control of the electronic stock certificate.

Perfection Summary

In summary, perfecting a security interest in
the stock represented by an electronic certifi-
cate could be made by transferring the cer-
tificate from the record holder’s account to
an account created for the person or organi-
zation that will control the security as collat-
eral. Or, the parties could enter into a pledge
or security agreement, and the secured party
could file a financing statement to perfect its
interest.

Summary

In conclusion, while no court has ruled on
the subject, the use of electronic stock cer-
tificates appears to be legally permissible
under Michigan law as the equivalent of
traditional paper stock certificates. Nothing
in the MBCA or the Michigan UCC appears
to prohibit or restrict the use of electronic
stock certificates. In addition, Michigan’s
UETA supports the use of electronic stock
certificates with its support of electronic
documents and electronic signatures as legal
equivalences to paper forms. Even though it
is unclear as to how the Michigan UCC will
treat the electronic stock certificates (whether
they will be considered certificated or uncer-
tificated securities), the Michigan UCC will
nonetheless provide multiple ways for a
secured party to perfect its security interest
in the shares of stock represented by such a
certificate.
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Case Digests

Sandusky Wellness Ctr, LLC v ASD Specialty
Healthcare, Inc, 863 F3d 460 (6™ Cir 2017)

Defendant, ASD Specialty Health Care, a pharmaceutical
distributor, sent a one-page fax advertising a drug to
53,503 physicians. Only 75 percent of these faxes were
successfully transmitted. Sandusky Wellness Center, a
chiropractic clinic, claimed to have received this “junk fax”
and filed a lawsuit for the annoyance. Sandusky alleged
that the defendant violated the Telephone Consumer
Protection Act (“TCPA”), 47 USC 227, by sending an
unsolicited fax advertisement lacking a proper opt-out
notice, and it sought to certify a putative class of all the
drug fax recipients. The district court denied the motion
for class certification.

Per the TCPA, a fax is considered unsolicited if it is
sent without “prior express invitation or permission”
to receive it. 47 USC 227(a)(5). Federal Communications
Commission (FCC) was created by Congress to implement
the requirements of the TCPA. The FCC later promulgated
a rule requiring opt-out notices on solicited faxes, known
as the “Solicited Fax Rule.” 47 CFR 64.1200(a)(4)(iv). Fax
senders faced a $500 fine for each fax sent that violated
the TCPA or any FCC rule. The fine could be increased to
$1,500 per fax for willful violations. 47 USC 227(b)(3).

There was some confusion and concern from businesses
of: 1) whether solicited faxes were also in violation of the
rules, and 2) whether the FCC had statutory authority
on this issue as it was a private cause of action. The FCC
granted some retroactive waivers of liability, exempting
them from compliance with the Rule during a certain
timeframe due to the confusion over its applicability.

The court found that the district court did not abuse
its discretion in the denial of class certification. The court
affirmed the district court’s holding that the questions
of consent presented an individualized issue, not a class
action.

Hemlock Semiconductor Operations LLC v
SolarWorld Indus Sachsen GmbH, 867 F3d
692 (6™ Cir 2017)

Hemlock Semiconductor Operations, LLC (“Hemlock”)
and SolarWorld Industries Sachsen GmbH (“Sachsen”)
make components of solar-power products. They entered
into a number of long-term supply agreements (“LTAs”)
agreeing for Hemlock in Michigan to supply Sachsen in
Germany with a set quantity of polysilicon at fixed prices.
A few years into the LTAs, the Chinese government
began subsidizing its national production of polysilicon
and the price plummeted. Due to the pricing, Hemlock
and Sachsen entered into a temporary agreement for a
year to lower it. After the price went back up, the parties
attempted to negotiate again. They were unable to reach
any sort of agreement. In the year to follow, Sachsen failed
to purchase the stated amount in the LTAs.
62

Hemlock filed a complaint in 2013 for the full amount
due under the liquidated damaged provision in the
LTAs. Sachsen asserted a number of affirmative defenses,
including illegality, commercial impracticability, and
frustration of purpose. The district court granted
Hemlock’s motion for summary judgment and ordered
Sachsen to pay the full amount of damages. Sachsen
appealed the district court’s decision to deny the illegality
defense and to reconsider the grant of summary judgment.

The court found that in order to establish the illegality
defense under a European Union regulation, Sachsen
would have to prove that the contract imposed a direct or
indirect obligation to purchase more than 80 percent of its
requirement for polysilicon from Hemlock, a single seller.
The court affirmed the district court’s decision to strike the
defense, adding that even if Sachsen proved that more than
80 percent of its polysilicon was purchased from Hemlock,
they were also required to prove that Hemlock possessed
more than 15 percent share of the market for polysilicon.
The court also went through the other affirmative defenses
raised and affirmed the judgment of the district court.

Sunshine Heifers, LLC v Citizens First Bank
(In re Purdy), 870 F3d 436 (6" Cir 2017)

Lee Purdy operated a dairy farm in Barren County,
Kentucky. In 2008, Purdy entered into a loan with Citizens
First Bank (“CFB”) using his dairy cattle as collateral. He
refinanced in 2009, and signed an “Agricultural Security
Agreement” in exchange for additional principal of over
$400,000. Within the security agreement, Purdy granted
CFB a purchase money security interest in all of his
equipment, farm products, and livestock. After Purdy
refinanced his loan with CFB, he decided to increase the
size of his dairy cattle herd. He contacted Jeff Blevins of
Sunshine about leasing the additional cattle. Sunshine
agreed and they entered into a contract involving the
additional cattle. The terms of the contract required Purdy
to apply Sunshine’s brand and a yellow ear tag to their
cows. To differentiate the cattle, Purdy applied a white ear
tag to the cattle covered by CFB’s security interest.

After some tough times in 2012, with the price of cattle
feed rising and milk production becoming less profitable,
Purdy began to sell off some cattle at a faster rate. On
November 29, 2012, Purdy filed a voluntary petition
for Chapter 12 bankruptcy relief. The bankruptcy court
quickly issued an automatic stay, preventing the removal
of any assets from the farm. CFB and Sunshine inspected
there were 389 cattle still on the farm, majority of which
had white ear tags and Sunshine’s brand, and 99 only had
white ear tags.

CFB argued that Purdy owned all of the cattle and
therefore they were covered by the bank’s perfected
purchase money security interest. Sunshine argued that it
maintained ownership of the cattle and that Purdy only
held a lease interest. The bankruptcy court held that CFB
perfected liens attached to all cows on Purdy’s farm on the
date the Petition was filed. The bank later foreclosed on
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the heard and CFB auctioned the cattle. The bankruptcy
trustee awarded the proceeds to CFB and applied it
toward Purdy’s outstanding debt. Sunshine appealed after
the auction sale.

The Court of Appeals found that the bankruptcy
court thoroughly reviewed and considered all relevant
facts, and its application of the law to the facts was not
erroneous. The court affirmed that all of the proceeds of
the bankruptcy auction, less than the Trustee’s fee, are the
property of CFB.

Retail Works Funding LLC v Tubby’s Sub
Shops, No 332453, 2017 Mich App LEXIS
1392 (Aug 31, 2017) (unpublished)

Just Baked was bakery retail chain that owned several
retail stores and franchised additional stores in Michigan.
In 2015, Retail Works Funding LLC (“Retail Works”)
obtained a judgment against Just Baked for over $180,000.
Defendants alleged that Tubby’s is in the business of
franchising independent businesses selling sandwiches
and other related food. The defendants organized ]B
Development for the purpose of purchasing the Just
Baked service mark for $4,000. Just Baked, quickly closed
most of its retail stores after the purchase of the service
mark. Tubby’s planned to carry Just Baked products in
its retail stores. Retail Works filed a complaint against
the defendants asserting that they were liable to pay the
money judgment it obtained against Just Baked.

Retail Worksrelied on the theories of alter ego/ successor
liability. The plaintiffs claimed that JB Development was
simply holding company for Tubby’s, who failed to pay
fair consideration for Just Bake’s assets, failed to provide
the debt owed to plaintiff in the sale and merely continued
Just Baked as Tubby’s. Retail Works also claimed that the
defendants were unjustly enriched by only taking the assets
of value and leaving the debt owed. The trial court granted
defendants” motion for summary disposition, concluding
that the defendants could not be held liable for plaintiff’s
judgment because ]B Development only purchased a single
asset from Just Baked. Further, defendants purchased the
service mark at a price above fair-market value and were
therefore not unjustly enriched. Plaintiff’s appealed.

Concluding that plaintiff abandoned any claim of error
as to the applicability of any exception but the continuity
of the enterprise exception, the court affirmed summary
disposition for defendants on plaintiff’s alter ego/
successor liability claim. It also held that plaintiff’s unjust
enrichment claim lacked any arguable legal merit and
thus, affirmed the trial court’s award of sanctions.
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