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From the Desk of the Chairperson
By Michael S. Khoury

Reaching Out
This is my fi rst letter as Chair of the 
Business Law Section, and I want to 
start out by recognizing the excellent 
job done by Mark R. High over the 
past year. It is always a challenge to 
continue projects started by others 
as well as initiating new activities 
to improve the Section and deliver 

quality services to our members. I only hope that I can 
carry on as well as Mark.

We had a successful Annual Meeting on Septem-
ber 20. The Section recognized Vernon Hampton and 
Charles McCallum, the 2007 recipients of the Steven H. 
Schulman Outstanding Business Lawyer Award. 

2007-2008 Initiatives
As those of you in attendance at the Annual Meet-

ing know, I have proposed three initiatives for the fi scal 
year 2007-2008. These initiatives are the establishment 
of a Section Historian Project, the monthly delivery of 
an electronic newsletter to Section members, and out-
reach to groups of lawyers who have previously not 
participated in the Business Law Section.

The Section Historian Project is underway, with a 
number of lawyers agreeing to develop a Section his-
tory. I will be seeking a volunteer to oversee the project 
on an ongoing basis. I hope to be able to deliver the fi rst 
version of the history to members by next year’s Annual 
Meeting. If you are interested in participating in this 
project, or if you have knowledge of some of the activi-
ties of the Section (especially in the early years), I would 
be delighted to hear from you.

Each of you should have received the fi rst issue of the 
Section e-newsletter on September 5, 2007. As I reported 
to the members at the Annual Meeting, we were able to 
determine that over one-third of Section members linked 
from the e-mail version of the electronic newsletter to 
the web version, and almost 300 members followed a 
link to some of the Section events or other information 
described in the newsletter. All of this occurred within 
the fi rst 48 hours after delivery of the newsletter. I hope 
that this will continue to be a good service to Section 
members. Approximately 8 percent of our members do 
not have e-mail addresses that they choose to share with 
the State Bar of Michigan, and we may need to address 
how to get this information to them.

Finally, the Section leadership has been cognizant of 
the diversity of the State Bar of Michigan and the lack 
of diversity of regular Section participants in the lead-

ership of the Section. Over the last 10 years signifi cant 
strides have been made to ensure geographic diversity 
of the Section Council and the inclusion of women in 
all aspects of Section activities. However, we have rela-
tively little participation, for example, from African-
American and Hispanic attorneys. Part of the outreach 
activities during this year will be to work toward some 
joint programs with special purpose bar associations for 
the benefi t of our respective members.

Section Activities
The Section will continue to work with ICLE to de-

liver high-quality programming to the members of the 
Bar. In addition, the Small Business Forum activities in 
western and southeastern Michigan are drawing partici-
pants from both within and outside the Section to their 
functions. 

We have many Section committees you can join, and 
I encourage you to seek out a group in your area of in-
terest. The chairs of each of the committees would wel-
come your participation. 

Membership
The State of Michigan is facing challenging times, 

and the leadership of the Section is cognizant of the fact 
that you will not spend your money on Section dues un-
less you see the value for those dues. I hope that you 
fi nd continued membership in the Section to be valuable 
to you, and that you look for opportunities to partici-
pate in activities during the next year. 

Better yet, tell a colleague about the Section! Instead 
of just sharing your old issues of the Michigan Business 
Law Journal with your new associate, invest in that law-
yer’s future by signing them up to be a member of the 
Section. (Besides, he or she might read it before you and 
be ready to discuss the new law or precedent when your 
client calls.) As a member from my law student days, I 
will attest to the value of getting involved in activities 
with your fellow business lawyers.

Finally, keep June 13-14, 2008 blocked on your sched-
ule. The Michigan Business Law Institute moves this 
year to Dearborn, and it should be a great program.
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2007-2008 Offi cers and Council Members
Business Law Section
 Chairperson: MICHAEL S. KHOURY, Jaffe Raitt Heuer & Weiss, PC
  27777 Franklin Rd., Suite 2500, Southfi eld, MI, 48034-8214, (248) 351-3000
 Vice-Chairperson: DIANE L. AKERS, BODMAN, LLP
  1901 Saint Antoine St., 6th Floor, Detroit, MI 48226, (313)393-7516
 Secretary: TANIA E. FULLER, Fuller Law & Counseling, PC
  700 W. Randall St., Suite B, Coopersville, MI 49404, (616)837-0022
 Treasurer: ROBERT T. WILSON, Butzel Long, PC
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11632 THOMAS D. CARNEY—100 Phoenix Drive,
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25723 ALEX J. DEYONKER—850 76th St.,

Grand Rapids, 49518
13039 LEE B. DURHAM, JR.—1021 Dawson Ct.,
   Greensboro, GA 30642
31764 DAVID FOLTYN—660 Woodward Ave, Ste. 2290, 

Detroit, 48226-3506

13595 RICHARD B. FOSTER, JR.—4990 Country Dr., Okemos, 48864
13795 CONNIE R. GALE—P.O. Box 327, Addison, 49220
13872 PAUL K. GASTON—2701 Gulf Shore Blvd. N, Apt. 102,
  Naples, FL 34103
14590 VERNE C. HAMPTON II—500 Woodward Ave., Ste. 4000, 

Detroit, 48226
37883 MARK R. HIGH—500 Woodward Ave., Ste. 4000,
  Detroit, 48226-5403
31619 JUSTIN G. KLIMKO—150 W. Jefferson, Ste. 900,
  Detroit, 48226-4430
45207 ERIC I. LARK—500 Woodward Ave., Ste. 2500,
  Detroit, 48226-5499
37093 TRACY T. LARSEN—300 Ottawa Ave. NW, Ste. 500,

Grand Rapids, 49503
17009 HUGH H. MAKENS—111 Lyon St. NW, Ste. 900, 
  Grand Rapids, 49503
17270 CHARLES E. MCCALLUM—111 Lyon St. NW, Ste. 900, 

Grand Rapids, 49503
38485 DANIEL H. MINKUS—255 S. Old Woodward Ave., 3rd Fl., 

Birmingham, 48009
32241 ALEKSANDRA A. MIZIOLEK—400 Renaissance Center,
  Detroit, 48243
18009  CYRIL MOSCOW—660 Woodward Ave., Ste. 2290,
  Detroit, 48226
18424 MARTIN C. OETTING—500 Woodward Ave., Ste. 3500, 

Detroit, 48226
18771 RONALD R. PENTECOST—124 W. Allegan St., Ste. 1000, 

Lansing, 48933
19816 DONALD F. RYMAN—313 W. Front St., Buchanan, 49107
20039 ROBERT E. W. SCHNOOR—6062 Parview Dr. SE,

Grand Rapids, 49546
20096 LAURENCE S. SCHULTZ—2600 W. Big Beaver Rd., Ste. 550, 

Troy, 48084
20741 LAWRENCE K. SNIDER—190 S. LaSalle St.,

Chicago, IL 60603
31856 JOHN R. TRENTACOSTA—500 Woodward Ave., Ste. 2700, 

Detroit, 48226
COMMISSIONER LIAISON:
34613  FRANCINE CULLARI—8341 Offi ce Park Dr., Ste. C, 
  Grand Blanc, 48439



Agricultural Law
Chairperson: John R. Dresser
Dresser, Dresser, Haas & Caywood, PC
112 S. Monroe St.
Sturgis, MI 49091-1729
Phone: (269) 651-3281
Fax: (269) 651-3261
E-mail: jdresser@dresserlaw.com

Commercial Litigation
Co-Chairperson: Diane L. Akers
Bodman, LLP
Ford Field, 1901 Saint Antoine, 6th Fl
Detroit, MI 48226
Phone: (313) 393-7516
Fax: (313) 393-7579
E-mail: dakers@bodmanllp.com

Co-Chairperson: Ashish S. Joshi 
Lorandos & Associates
214 N. Fourth Ave. 
Ann Arbor, MI 48104
Phone: (734) 327-5030
Fax: (734) 327-5032
E-mail: a.joshi@lorandoslaw.com

Corporate Laws
Co-Chairperson: Justin G. Klimko
Butzel Long
150 W. Jefferson, Ste. 900
Detroit, MI 48226-4430
Phone: (313) 225-7037
Fax: (313) 225-7080
E-mail: klimkojg@butzel.com

Co-Chairperson: Cyril Moscow
Honigman Miller Schwartz & Cohn LLP
660 Woodward Ave., Ste. 2290
Detroit, MI 48226
Phone: (313) 465-7486
Fax: (313) 465-7487
E-mail: czm@honigman.com

Debtor/Creditor Rights
Co-Chairperson: Judy B. Calton
Honigman Miller Schwartz & Cohn LLP
660 Woodward Ave., Ste. 2290
Detroit, MI 48226
Phone: (313) 465-7344
Fax: (313) 465-7345
E-mail: jbc@honigman.com

Co-Chairperson: 
Judith Greenstone Miller
Jaffe Raitt Heuer & Weiss PC
27777 Franklin Rd., Ste. 2500 
Southfi eld, MI 48034-8214 
Phone (248) 727-1429
Fax (248) 351-3082
E-mail: jmiller@jaffelaw.com 

Financial Institutions
Chairperson: James H. Breay
Warner Norcross & Judd LLP
111 Lyon St. NW, Suite 900
Grand Rapids, MI 49503-2489
Phone: (616) 752-2114
Fax: (616) 752-2500
E-mail: jbreay@wnj.com

In-House Counsel
Chairperson: Matthew A. Case 
Blue Cross and Blue Shield of MI 
600 Lafayette E., MC 1924
Detroit, MI 48226
Phone: (313) 225-9524
Fax: (313) 225-6702
E-mail: mcase@bcbsm.com

Nonprofi t Corporations
Co-Chairperson: Jane Forbes
Dykema 
400 Renaissance Center
Detroit, MI 48243-1668
Phone: (313) 568-6792
Fax: (313) 568-6832
E-mail: jforbes@dykema.com

Co-Chairperson: Agnes D. Hagerty
Trinity Health
27870 Cabot Dr.
Novi, MI  48377
Phone: (248) 489-6764
Fax: (248) 489-6775
E-mail: hagertya@trinity-health.org  

Regulation of Securities
Chairperson: Jerome M. Schwartz
Dickinson Wright, PLLC
500 Woodward Ave., Ste. 4000
Detroit, MI 48226-5403
Phone: (313) 223-3500
Fax: (313) 223-3598
E-mail: jschwartz@

dickinsonwright.com

Uniform Commercial Code
Chairperson: Patrick E. Mears
Barnes & Thornburg, LLP
300 Ottawa Ave. N.W., Ste. 500
Grand Rapids, MI 49503
Phone: (616) 742-3930
Fax: (616) 742-3999
E-mail: patrick.mears@btlaw.com

Unincorporated Enterprises
Chairperson: Daniel H. Minkus
Clark Hill, PLC
255 S. Woodward Ave., 3rd Fl.
Birmingham, MI 48009-6185
Phone (248) 642-9692
Fax (248) 642-2174 
E-mail: dminkus@clarkhill.com
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Phone (616) 752-2425
Fax (616) 752-2425
E-mail: gschmidt@wnj.com

Small Business Forum
Cynthia L. Umphrey
Kemp Klein Law Firm
201 W. Big Beaver Rd., Ste. 600,
Troy, MI 48084
Phone: (248)528-1111
Fax: (248)528-5129
E-mail: cynthia.umphrey@kkue.com

Publications
Director: Robert T. Wilson
Butzel Long, PC
Stoneridge West
41000 Woodward Ave.
Bloomfi eld Hills, MI 48304
Phone: (248) 258-7851
Fax: (248) 258-1439
E-mail: wilsonr@butzel.com

Section Development
Director: Timothy R. Damschroder
Bodman, LLP
201 S. Division St.,
Ann Arbor, MI 48104
Phone: (734) 761-3780
Fax: (734) 930-2494
E-mail: tdamschroder@
 bodmanllp.com

H. Roger Mali 
Honigman Miller Schwartz & 

Cohn, LLP
660 Woodward Ave., Ste. 2290, 
Detroit, MI 48226-3506
Phone (313) 465-7536
Fax (313) 465-7537
E-mail: rmali@honigman.com

Technology
Director: Michael S. Khoury
Jaffe, Raitt, Heuer & Weiss, PC
27777 Franklin Rd., Ste. 2500,
Southfi eld, MI 48034-8214
Phone: (248) 351-3000
Fax: (248) 351-3082
E-mail: mkhoury@jaffelaw.com

Legislative Review
Director: Eric I. Lark
Kerr, Russell and Weber, PLC
500 Woodward Ave., Ste. 2500
Detroit, MI 48226-5499
Phone: (313) 961-0200
Fax: (313) 961-0388
E-mail: eil@krwlaw.com

Nominating
Director: Jeffrey S. Ammon
Miller, Johnson, Snell & Cummiskey, 

PLC
250 Monroe Ave. NW, Ste. 800,
Grand Rapids, MI 49501-0306
Phone: (616) 831-1703
Fax: (616) 988-1703
E-mail: ammonj@millerjohnson.com

Programs
Eric I. Lark
Kerr, Russell and Weber, PLC
500 Woodward Ave., Ste. 2500
Detroit, MI 48226-5499
Phone (313) 961-0200
Fax (313) 961-0388
E-mail: eil@krwlaw.com 

Christopher C. Maeso
Dickinson Wright PLLC
38525 Woodward Ave., Ste. 200
Bloomfi eld Hills, MI 48304
Phone (248) 433-7501
Fax (248) 433-7274
E-mail: cmaeso@dickinsonwright.

com

Daniel H. Minkus
Clark Hill, PLC 
255 S. Woodward Ave., 3rd Fl. 
Birmingham, MI 48009-6185 
Phone: (248) 642-9692 
Fax: (248) 642-2174 
E-mail: dminkus@clarkhill.com 

Mark W. Peters 
Dykema  
400 Renaissance Center
Detroit, MI 48243 
Phone: (313) 568-5333 
Fax: (313) 568-6915 
E-mail: mwpeters@dykema.com

Gregory E. Schmidt 
Warner, Norcross & Judd, LLP 
111 Lyon St. N.W., Ste. 900, 
Grand Rapids, MI 49503-2413 
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Online fi ling for limited 
liability company annual 
statements
Limited liability companies (LLCs) 
formed or qualifi ed to do business in 
Michigan before October 1, 2007, are 
required to fi le an annual statement 
by February 15, 2008. In addition to 
the annual statement, professional 
limited liability companies (PLLCs) 
must also fi le an annual report list-
ing the members and managers of 
the professional limited liability com-
pany.

Notices of delinquency will be 
sent in November 2007 to all domes-
tic and foreign LLCs and PLLCs liable 
for a 2006 annual statement or report 
for which the statement or report has 
not been fi led. Beginning November 
15, 2007, LLCs and PLLCs will be 
able to fi le online annual statements 
and reports for 2006, 2007, and 2008 
at https://www6.dleg.state.mi.us/
corpsfi lings/. Fees are paid by credit 
card and the fi led statement or report 
is available online within a few min-
utes after the fi ling is completed. A 
change in resident agent, registered 
offi ce, or registered offi ce mailing 
address can be made when fi ling on-
line. 

LLCs and PLLCs that do not fi le an 
annual statement or report within 60 
days of the delinquency notice will no 
longer be in good standing. No docu-
ments can be fi led for a LLC or PLLC 
that is not in good standing and the 
name is available for use by others. 
To be restored to good standing, the 
company must submit a Certifi cate 
of Restoration of Good Standing, ac-
companied by the annual statements 
or reports and fees for all the years for 
which they were not fi led and paid, 
and the $50 fee for fi ling the Certifi -
cate of Restoration of Good Standing. 

A Certifi cate of Restoration is 
available online at http://www.
dleg.state.mi.us/bcsc/forms/corp/
llc/770.pdf for a domestic company 
and at http://www.dleg.state.mi.us/
bcsc/forms/corp/llc/771.pdf for a 
foreign company. Preprinted annual 
statements and reports are available 
by contacting the Corporation Divi-
sion at (517)241-6470.

Name availability online
The name availability program used 
by the Corporation Division is being 
added to the Web site. The program 
will identify confl icting names and 
permit you to display the record 
for the entity, using the name being 
checked when there is a confl ict. 
The program also includes warnings 
when a required word is needed, 
and when a name includes a word 
or phrase that is restricted or prohib-
ited by law. For a name containing 
the word “bank”, for example, the 
program will notify the user that the 
word “bank” is restricted. An alpha-
betical list of some words and phrases 
that are restricted is available on the 
Corporation Division’s Web site at 
http://www.dleg.state.mi.us/bcsc/
forms/corp/pub/restrict.pdf.

Protecting Entity Names
No substantive rights to a name are 
acquired by fi ling with the Corpo-
ration Division.1 Companies must 
be diligent to protect the rights they 
acquire in any particular name. Peri-
odically checking on Business Entity 
Search2 for a similar business name 
is a simple way to monitor corpora-
tion, limited liability company, and 
limited partnership names in Michi-
gan. Many states offer similar online 
search capabilities, which may be 
used to monitor entity names of busi-
nesses involved in interstate com-
merce. Links to Web sites for U.S., 
Canada, and some foreign jurisdic-
tions are available on the Internation-
al Association of Commercial Admin-
istrators (IACA) Web site.3 

Federal and state trademark regis-
trations can also be monitored to de-
termine if any marks similar to an en-
tity’s name are in use. Federal marks 
can be searched online4 and a list of 
Michigan registered marks is posted 
online monthly.5 

Several statutes provide some 
additional name protection for non-
profi t corporations. MCL 430.51 pro-
vides that if two or more benevolent, 
humane, fraternal, or charitable orga-
nizations claim the right to the same 
name, or names substantially similar, 
the organization that fi rst became 

incorporated is entitled to the exclu-
sive use of such name. MCL 430.101 
is similar to MCL 430.51 but also in-
cludes military, ex-military, and pa-
triotic organizations. The organiza-
tions described in MCL 430.51 and 
430.101 that incorporate may have 
greater rights to a name than an un-
incorporated association. In addition, 
several acts provide for penalties and 
fi nes for infringing on names of cer-
tain organizations.6 

Miller v Allstate Ins Co
In Miller v Allstate Ins Co,7 decided 
May 31, 2007, the Michigan Court of 
Appeals held that if a corporation can 
be formed under the Professional Ser-
vice Corporation Act it may not form 
under the Business Corporation Act. 
The court interpreted “professional 
service” in section 2(c) of the Profes-
sional Service Corporation Act8 as a 
nonexclusive list and concluded that 
a corporation must form as a profes-
sional service corporation if it is pro-
viding a personal service to the public 
that requires a license. The defi nition 
in section 2(c) includes health profes-
sions listed in Article 15 of the Public 
Health Code; occupations referred to 
as professions in the Occupational 
Code, requiring professional expe-
rience and providing for rules of 
professional conduct; and lawyers. 
The Bureau of Commercial Services 
looked at the various licensed activi-
ties and identifi ed the occupations 
that are similar to the occupations 
listed in section 2(c). The Bureau nar-
rowly applies Miller to only those 
occupations that are like the occupa-
tions listed in section 2(c).9

The learned profession doctrine 
has a long history in Michigan. The 
adoption of the Professional Service 
Corporation Act, 1961 PA 192, permit-
ted lawyers and doctors to organize 
as a profi t corporation for the fi rst 
time. The Bureau of Commercial Ser-
vices is working with the Corporate 
Laws Committee on amendments to 
the Business Corporation Act, Profes-
sional Service Corporation Act, and 
Michigan Limited Liability Company 
Act to clarify that only learned pro-
fessions are limited to organizing as 
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professional service corporations and 
professional limited liability compa-
nies. 

The parties in Miller v Allstate Ins 
Co and three related unpublished 
opinions10 have fi led application for 
leave to appeal to the supreme court. 
The cases and action by the courts will 
be monitored to determine if any ad-
ditional steps will need to be taken.

 Anti-Money Laundering 
The U.S. Senate Permanent Subcom-
mittee on Investigations, chaired by 
Senator Carl Levin, is concerned about 
the U.S. companies that are being used 
for organized crime, money launder-
ing, securities fraud, tax evasion, and 
other misconduct. The Government 
Accountability Offi ce report issued in 
2006 reported that none of the states 
require background information on 
incorporators or organizers and very 
little information is collected regard-
ing the owners of companies.11

In testimony before the subcom-
mittee on November 14, 2006, Sena-
tor Levin12 noted that the United 
States is a leading member of the Fi-
nancial Action Task Force on Money 
Laundering (FATF) and has worked 
with the FATF to convince countries 
to comply with the FATF’s 40 recom-
mendations13 for strong and effective 
anti-money laundering laws. Howev-
er, the United States has not complied 
and failed a 2006 FATF review of U.S. 
anti-money laundering laws. 

In many jurisdictions, the corpo-
ration and limited liability company 
statutes are administered by the sec-
retary of state.14 The National Asso-
ciation of Secretaries of State in 2006 
established a task force to study com-
pany formation and to make recom-
mendations for federal and state con-
sideration. The task force report was 
released in July 2007 and contains rec-
ommendations for increasing aware-
ness of requirements of the Offi ce of 
Foreign Assets Control without the 
states being responsible for checking 
benefi cial owners.15

The IACA included discussions of 
company formation issues and con-
cerns about benefi cial owners in its 
2006 and 2007 annual meetings. Doc-

uments related to those discussions 
are available online.16 

The American Bar Association 
(ABA) Task Force on Gatekeeper 
Regulation and the Profession was 
created in February 2002.17 The mis-
sion of the task force is to respond to 
anti-money laundering initiatives that 
affect attorney-client privilege. The 
message from the chair of the ABA 
Business Law Section, in the April 
2007 electronic newsletter included 
information regarding the ABA gate-
keeper task force.18 The committees 
on banking law, consumer fi nancial 
services, and federal regulation of 
securities have been asked to make 
special efforts to include education 
on anti-money laundering in “best 
practices.” 

SR 68119 introduced by Senator 
Levin and HR 213620 introduced by 
Representative Lloyd Doggett are 
intended to address abusive tax shel-
ters and offshore tax havens. They 
would impose standards on written 
tax opinions by tax practitioners.

NOTES

1. See MCL 285.101-285.108 for special 
rules for farm names.

2. http://www.dleg.state.mi.us/bcs_corp/
sr_corp.asp. 

3. http://www.iaca.org/node/21. 
4. http://tess2.uspto.gov/bin/gate.exe?f=tes

s&state=altegc.1.1. 
5. http://www.dleg.state.mi.us/bcsc/forms/

corp/mark/markcom.pdf. 
6. MCL 420.201-430.202; MCL 430.104-

430.105; MCL 430.54-430.55.
7. No 259992, 2007 Mich App LEXIS 

1441.
8. MCL 450.222(c).
9. http://www.michigan.gov/documents/

cis/Website_update_re_Miller111_203547_
7.pdf.

10. Best Care Rehabilitation Inc v Allstate 
Insurance Company; Allstate Ins Co v A&A 
Medical Transportation Services, and Preferred 
Medicine Inc v Allstate Ins Co. 

11. http://www.gao.gov/new.items/
d07196t.pdf.
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TAX MATTERS By Paul L.B. McKenney

Your client, with the assistance of 
other professionals, devised an 
“aggressive” transaction that alleged-
ly will attain the desired tax treatment 
under the Internal Revenue Code. 
Will such results in fact hold up? Just 
a few years ago, the answer would 
have been “probably yes.” However, 
there is a different paradigm today. 
The Internal Revenue Service (IRS) 
has had an unparalleled and unbro-
ken string of victories in the United 
States Tax Court and every court of 
appeals that has considered tax shel-
ters and certain other transactions 
under the Economic Substance Doc-
trine. In the seminal 1997 decision in 
ACM Partnership v Commissioner, the 
Tax Court held that despite literal 
compliance with the Internal Revenue 
Code and regulations at every step 
of complicated transactions, the deal 
was devoid of economic substance.1

 Thus, the desired tax treatment 
would not be sustained. Congress is 
very seriously considering enshrin-
ing an aggressive and penalty laden 
punitive version of the Economic 
Substance Doctrine into the Internal 
Revenue Code. The U.S. Treasury op-
poses the move as it prefers the pres-
ent uncertainty for planners. In even 
relatively common transactional set-
tings, IRS agents, group managers, 
and counsel attorneys are invoking 
the doctrine. The reach of the doc-
trine has been the subject of consid-
erable debate, as well as the subject 
of presentations at the national tax 
institutes. 

What is the Economic Substance 
Doctrine? Is it synonymous with 
business purpose? Are they merely 
related factors? Various courts of ap-
peal have had different answers. The 
Third Circuit says that both economic 
substance and business purpose must 
be satisfi ed.2

 Does the taxpayer’s non-tax profi t 
motive control rather than the under-
lying non-tax economics of the under-
lying transactions? The Sixth Circuit 
in Dow Chemical v United States fi rst 

reviewed the district court’s factually 
intense, hundred-plus pages of fi nd-
ings focusing on underlying econom-
ics. It then reaffi rmed this circuit’s 
holdings that objective economics 
will control rather than the proffered 
intent of the taxpayer, and the gov-
ernment prevailed.3

Dow involved the tax treatment of 
corporate owned life insurance, com-
monly known as COLI. For example, 
in COLI cases, courts examine posi-
tive cash fl ow, inside build-up, mor-
tality gain on the life insurance and 
delve into considerable detail on the 
underlying assumptions. 

Opinions of over one-hundred 
pages with detailed analyses of as-
sumptions and economics are com-
mon. Counsel must understand that 
an expert’s opinion on the economics 
that cannot withstand rigorous cross-
examination by a well-prepared and 
knowledgeable party is of little val-
ue. That is because a taxpayer that 
“bought an opinion” proceeds under 
the delusional assumption that that is 
all that is required. Well-advised tax-
payers are appropriately and contem-
poraneously documenting signifi cant 
non-tax reasons for a deal. Doing so 
during negotiations and consumma-
tion of the transaction is far more pro-
bative than if done years later in an 
IRS audit.

The courts have also disallowed 
claimed tax benefi ts from transactions 
under the Step Transaction Doctrine. 
For example, in Long-Term Capital 
Holdings v United States, the Second 
Circuit defi ned it as “a particular step 
in a transaction is disregarded for tax 
purposes if the taxpayer could have 
achieved its objective more directly, 
but instead included the step for no  
purpose than to avoid U.S. taxes.”4 
A long-term capital partner, a Nobel 
Prize winner, and a taxation textbook 
author who devised the transactions 
were simply shredded in cross-ex-
amination on the underlying non-tax 
economics. 

Typically, there are two or more 
transactions that if viewed in isola-
tion work from a tax perspective. 
Usually, there is a purported tax-free 
transfer from A to B, and then B in 
turn transfers the underlying asset. If 
each step is viewed separately, there 
is either no taxable gain or minimal 
gain, often accompanied by a claimed 
step up in basis. However, if the vari-
ous steps are collapsed into one trans-
action, then the desired tax results do 
not follow. Application of the Step 
Transaction Doctrine must routinely 
be evaluated in corporate transac-
tions. 

Where does that leave practitio-
ners? In any remotely “aggressive” 
transaction, counsel must make and 
appropriately document evalua-
tions under the Economic Substance 
Doctrine as well as under the Step 
Transaction Doctrine. This may entail 
contemporaneous documentation of 
legitimate business purposes that, as 
stated, will have considerably more 
weight in an audit setting several 
years later than something done at 
the time of the examination. This is 
certainly not tax simplifi cation and 
places an added burden on taxpay-
ers and their advisors. However, this 
is the state of the transactional tax 
world today. 

  NOTES

1. TC Memo 1997-115, 157 F3d 231 (3rd 
Cir 1998), cert denied, (Mar 22, 1999).

2. Rice’s Toyota World v Comm’r, 752 F2d 
89 (4th Cir 1985). 

3. 435 F3d 594 (6th Cir 2006). 
4. 2005 US App LEXIS 20988, 2005-2 US 

Tax Cas (CCH) P 50575.
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TECHNOLOGY CORNER By Michael S. Khoury 

I.D. Cards: Security vs. Privacy

11

Security and privacy interests are 
clashing again. The United States is 
becoming unique in the world in that 
we do not have national identifi ca-
tion cards or papers. In the interests 
of security, the concept of national 
identifi cation cards has been fl oated 
and discussed, but never enacted. The 
introduction of “smart” identifi cation 
cards, those with imbedded computer 
chips, is raising privacy concerns in 
many quarters and vulnerability con-
cerns in others.

Congress propelled the discussion 
in 2005 when it passed the Real ID Act 
of 2005,1 which sought to standard-
ize state-issued drivers’ licenses with 
Real ID compliant identifi cation docu-
ments in lieu of a national identifi ca-
tion card system. The implementation 
regulations were issued earlier this 
year2 and have been met with protests 
from many quarters. Implementation 
of the law has been delayed for two 
additional years pending further con-
sideration.

Companies, governments, and oth-
er organizations have begun issuing 
a variety of identifi cation cards, key 
cards, documents, and other devices 
embedded with microchips. This al-
lows scanning devices to recognize 
that the individual possessing the 
card is authorized to enter the estab-
lishment. Other cards are embedded 
with radio frequency identifi cation 
(RFID) chips, which can be scanned to 
identify a person entering or leaving 
a specifi ed area. RFID chips are very 
common in tracking inventory and 
goods in transit but have also begun to 
be used in everything from passports 
to school identifi cation cards.

A variety of questions arise from 
the use of these devices. Are the priva-
cy rights of individuals being compro-
mised? Are the devices really secure? 
Do they offer us real protection?

Privacy and Consent
If my fi rm decides that each employ-
ee should have a pass card with an 

embedded RFID chip that would 
allow a security system to recognize 
me as the owner of the card and allow 
me access into the offi ces, inherent in 
that decision is that each employee can 
effectively be tracked by those same 
systems. In the business context, that 
seems to be an easier balance. If I do 
not wish to be tracked by the fi rm that 
is giving me a paycheck, I can make 
a decision to go elsewhere. The issues 
become more complex if the applica-
tion is used for students at the local 
high school. An RFID scan might iden-
tify individuals without the proper 
pass and alert school security that a 
potential intruder is on campus. How-
ever, attendance at school is manda-
tory for most students. Does the abil-
ity to be tracked through the use of 
an RFID card trample on the rights of 
privacy?

Recognize that each of these tech-
nologies  is not completely secure; an 
insecure technology can put the priva-
cy rights of people at risk. For exam-
ple, if a determined hacker was able 
to access personal information from 
RFID cards as employees, students, or 
governmental workers stroll by, data 
residing in the smart cards could be 
“mined” and used by identity theft 
rings. Specifi c individuals could be 
tracked without their knowledge. 

How Good is the 
Technology?
Sometimes lost in the debate is the 
need to strike a balance between effec-
tiveness, security, and privacy. An 
easy, less intrusive system is likely to 
be less secure. A more secure system, 
such as biometric scanning, is secure 
but certainly more intrusive. In each 
application, businesses, governments, 
and schools need to determine the 
purpose for the application of the tech-
nology, the level of security desired or 
needed, and the personal interests of 
the individuals involved.

What is clear from the research is 
that any technology can be hacked, 

replicated, and used by a determined 
thief. The new car that allows you to 
start the vehicle with a push of a but-
ton because the car recognizes that the 
keys are in your pocket offers tremen-
dous convenience. However, the secu-
rity of the device can be compromised 
by a determined criminal. If the crimi-
nal can replicate the signal, he can 
drive off with your new car.

Where Do We Go From Here?
Expect a lot of debate and discussion 
about the use of tracking, identifi ca-
tion, and other smart card technolo-
gies. Applications for such technolo-
gies will be growing. You may have 
even seen the availability of products 
to insert identifi cation microchips in 
your child or pets. In a soon to be pub-
lished paper, a myriad of concerns are 
raised by Nicole A. Oser, the technol-
ogy and civil liberties director at the 
ACLU of Northern California.3

The balancing of security, privacy,  
and personal rights will continue. 
California is again leading the way on 
privacy rights with the introduction of 
new legislation regulating RFID tags,4 
and other states will likely join the 
debate.

NOTES

1. Public Law No. 109-13
2. 6 CFR Part 37
3. Ozer, Nicole A., Rights Chipped 

Away: RFID and Identifi cation Documents, 
to be published in the Standford Technol-
ogy Law Review. Link to draft article avail-
able at http://aclunc.org/issues/technology/
dont_chip_our_rights_away!.shtml

4. California Identity Information Protec-
tion Act of 2007, SB30.
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Introduction
Following its relatively recent publication 
of the voluntary e-proxy rules governing 
the distribution of proxy materials to share-
holders,1 the Securities and Exchange Com-
mission (SEC) approved additional amend-
ments to the proxy rules that require issuers 
and other soliciting persons to make proxy 
materials available on the Internet.2 Upon the 
effectiveness of the new amendments, issu-
ers and others who solicit shareholders may 
select one of two alternative methods for 
delivering proxy materials. The fi rst method, 
or the so-called “notice only” option,3 enables 
issuers and others to furnish the proxy mate-
rials in electronic form, provided certain 
requirements discussed below are satisfi ed. 
The second method, known as the “full set 
delivery” option,4 generally allows issuers 
and others to follow the current practice of 
proxy distribution by furnishing a full set of 
the proxy materials in paper form, provided 
the materials are posted on the Internet. Issu-
ers and others may, however, adopt different 
methods of delivery for different groups of 
shareholders.

The new rules will be phased in over a 
two-year period. Large accelerated fi lers 
must comply with the new requirements on 
January 1, 2008.5 All other issuers, registered 
investment companies, and other soliciting 
persons must comply with the new rules on 
January 1, 2009, although they may elect to 
comply with the rules beginning on January 
1, 2008.6

Notice Only Method
The “notice only” method of delivery allows 
issuers and others to furnish proxy materials7 
to shareholders by following specifi c content 
and procedural requirements, including:
� Sending to shareholders a Notice of the 

Internet Availability of Proxy Materials (a 
“Notice”) that discloses certain specifi ed 
information; 8

� Posting the proxy materials on an Internet 
site specifi ed in the Notice;9 and

� Furnishing paper copies of the proxy 
materials to shareholders within three 
days of receiving a request for the same.10 

Issuers and others may not utilize the notice 
only option in connection with business com-
bination transactions. 

Contents of the Notice
The e-proxy rules specify the contents of a 
Notice sent to shareholders in connection 
with a shareholders meeting.11 A Notice must 
be written in plain English,12 and when an 
issuer or soliciting person adopts the notice 
only method of delivery, it must include 
the following in clear and understandable 
terms:
� A legend in boldface type that states as 

follows:
Important Notice Regarding the 
Availability of Proxy Materials 
for the Meeting to be Held on 
[insert meeting date].
� This communication presents 
only an overview of the more 
complete proxy materials that are 
available to you on the Internet. 
We encourage you to access 
and review all of the important 
information contained in the 
proxy materials before voting.
� The [proxy statement] 
[information statement] [annual 
report to security holders] [is/
are] available at [insert website 
address].
� If you want to receive a paper or 
e-mail copy of these documents, 
you must request one. There is 
no charge to you for requesting 
a copy. Please make your request 
for a copy as instructed below on 
or before [insert date] to facilitate 
timely delivery.

� The date, time and location of the meet-
ing or, if corporate action is to be taken 
by written consent, the earliest date on 
which such action may be effected;

Internet Delivery of Proxy 
Materials: SEC Adopts 
New E-Proxy Rules
By Edwin J. Lukas



� A clear and “impartial” identifi cation of 
each matter intended to be acted on and 
the issuer’s recommendations regarding 
those matters, but with no supporting 
statements;

� A list of the materials being made avail-
able at the specifi ed Web site;

� A toll-free telephone number, an e-mail 
address, and an Internet Web site address 
where shareholders can request a copy 
of the proxy materials “for all meetings” 
and for the particular meeting to which 
the Notice relates;

� Any identifi cation numbers that are 
required in order for a shareholder to 
access the proxy card;

� Instructions on how to access the proxy 
card, provided that the instructions do 
not enable a shareholder to execute a 
proxy card without having access to the 
proxy statement and annual report; and

� Information for obtaining directions to 
the meeting and voting in person.13

The Notice may not contain any addi-
tional information, except for notice of the 
meeting as required by state law and a reply 
card enabling shareholders to request paper 
copies of the proxy materials.14 Issuers may 
also disclose to shareholders that no personal 
information other than the identifi cation or 
control number is needed in order to execute 
a proxy. No other shareholder communica-
tions may accompany the Notice.

The contents of a soliciting sharehold-
er’s Notice may differ somewhat from the 
contents of an issuer’s Notice. Shareholders 
must only include in their Notice those meet-
ing agenda items known by them at the time 
their Notice is sent to the other shareholders. 
Further, a shareholder soliciting proxies in 
opposition to an issuer’s solicitation must in-
dicate clearly in the Notice whether execution 
of the proxy card furnished by the soliciting 
person will invalidate a proxy or vote previ-
ously delivered or made by a shareholder.

Logistics of Sending the Notice
Issuers following the notice only method 
must send the Notice to shareholders not less 
than 40 calendar days before the date of the 
shareholder meeting or the date that share-
holder action will occur if there is no meet-
ing.15 The Notice may be sent by mail or e-
mail provided, in the case of e-mail delivery, 
the issuer satisfi es the existing requirements 
associated with electronic delivery of share-
holder communications.16 Issuers that send 

a Notice by mail are permitted to “house-
hold” the Notice by sending a single copy to 
numerous shareholders residing at the same 
address, subject to satisfaction of the existing 
requirements associated with householding 
written communications.17 Issuers are not 
permitted to household a Notice sent elec-
tronically and must send a separate e-mail 
to each shareholder. Since the Notice consti-
tutes additional soliciting material under the 
proxy rules, issuers must fi le the Notice with 
the SEC not later than the date on which it is 
fi rst sent to shareholders. 

Issuers adopting this method of delivery 
have a few alternatives when deciding how 
and when to furnish proxy cards to share-
holders. The fi rst option is to rely on the form 
of proxy card posted on the Internet site and 
provide shareholders with a way to execute 
a proxy as soon as shareholders are able to 
access electronically the proxy materials. Is-
suers may provide any number of means of 
executing a proxy in this manner, including 
a link from the designated Internet site to 
an e-voting platform or a telephone num-
ber disclosed on the form of proxy card for 
telephone voting. The Notice itself, however, 
may not include any reference to a telephone 
number for telephone voting.18 

The second option is to send sharehold-
ers a paper copy of the proxy card (the form 
of which must also be posted on the Inter-
net site at the time the Notice is fi rst sent to 
shareholders). If an issuer chooses to send a 
paper copy of the proxy card, it must wait 
ten calendar days after sending the Notice 
before sending the proxy card, which must 
also be accompanied by a copy of the Notice. 
The ten-day period is designed to give share-
holders adequate time to review the proxy 
materials online or request paper copies of 
them before executing a proxy. An issuer 
may elect to send the proxy card before ex-
piration of the ten-day period, provided the 
proxy card is accompanied by copies of the 
proxy statement and annual report. Issuers 
opting to send paper copies of the proxy card 
must still comply with the requirement that 
the Internet site designated in the Notice pro-
vide a means of executing a proxy at the time 
the Notice is fi rst sent to shareholders.

Internet Posting of Proxy Materials
Issuers adopting the notice only method 
must post all of the proxy materials, includ-
ing the annual report, proxy statement, and 
proxy card, on the designated Internet site by 
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the time the issuer sends the Notice to share-
holders.19 Any additional soliciting materials 
used after the Notice is sent must be posted 
on the Internet site not later than the day on 
which those materials are fi rst sent to share-
holders. The proxy materials must remain on 
the Internet site and be accessible by share-
holders and the public through the conclu-
sion of the shareholders meeting or corpo-
rate action. Issuers may not rely on the SEC’s 
EDGAR Web site as the location for posting 
the proxy materials.20 Importantly, the Inter-
net Web site may not infringe on the anonym-
ity of shareholders and the public accessing 
the site. In this regard, the Internet site may 
not utilize cookies or other tracking software 
that may reveal the identity of such persons.

The Notice must clearly identify the Inter-
net site where the proxy materials are posted, 
and shareholders must be lead directly to 
them. An issuer may not simply direct share-
holders to the issuer’s home page or another 
general section of a Web site, thereby requir-
ing shareholders to browse or search for the 
proxy materials.

Provision of Paper Copies
Upon receipt of a request from a shareholder 
for a copy of the proxy materials, issuers and 
others following the notice only method must 
send a copy (by fi rst-class mail or e-mail, as 
requested) of the materials to the shareholder 
within three business days after receiving the 
request.21 Issuers and others remain obligat-
ed to send proxy materials in response to a 
shareholder’s request for a period of one year 
following conclusion of the shareholders 
meeting or other action.22 Shareholders may 
permanently elect to receive paper copies of 
all proxy materials in order to avoid having 
to make the request on a continuing basis.

Full Set Delivery Method
The “full set delivery” method is nearly the 
same as the current model of proxy distribu-
tion; that is, issuers and others mail physical 
copies of the proxy materials to shareholders. 
There are, however, a few additional require-
ments: First, the issuer or other soliciting 
person must either (a) include the Notice as 
a separate card or document with the paper 
copies of the proxy materials or (b) incorpo-
rate the substantive provisions of the Notice 
into the proxy statement; and second, the 
proxy materials must be posted on an Inter-
net Web site not later than the date the mate-
rials are fi rst mailed to shareholders.23

Issuers and others relying on the full set 
delivery method may omit from the Notice 
certain information that is required to be 
provided in connection with the notice only 
method.24 Furthermore, unlike the notice 
only method, the full set delivery method 
does not require that the Notice be sent at 
least 40 days in advance of the shareholders 
meeting. 

Financial Intermediaries
Financial intermediaries, including brokers, 
banks, and other nominees play an impor-
tant role in the proxy solicitation process 
by facilitating communications between an 
issuer and its benefi cial owners. Intermedi-
aries and issuers participating in the e-proxy 
process will be required to communicate and 
collaborate in new ways.

Intermediaries must generally follow the 
method of proxy delivery selected by the is-
suer. Under the notice only method, interme-
diaries must prepare and send their own No-
tice to benefi cial owners not less than 40 days 
before the meeting date or corporate action. 
The Notice must generally contain the same 
information as the issuer’s Notice,25 and issu-
ers must provide their own Notice and proxy 
materials to intermediaries in suffi cient time 
for intermediaries to prepare their Notice. 
Intermediaries must wait ten calendar days 
after sending their Notice before delivering 
a voting instruction form to the issuer’s ben-
efi cial owners.26 In the event that a benefi cial 
owner desires a paper copy of the issuer’s 
proxy materials, the benefi cial owner must 
request the materials from the intermediary. 
Upon its receipt of such a request from a ben-
efi cial owner, the intermediary must forward 
the request to the issuer within three business 
days. Intermediaries must then forward the 
materials to the requesting benefi cial owner 
within three days after receiving the materi-
als from the issuer.

Under the full set delivery method, inter-
mediaries must forward the proxy materials 
to benefi cial owners within fi ve days of re-
ceipt from the issuer or its agent.27 Also, in-
termediaries must either prepare a separate 
Notice and include it with the proxy materi-
als or incorporate any information required 
in the Notice, but not provided by the issuer 
in its proxy statement, in its request for vot-
ing instructions.

Regardless of the delivery method se-
lected by the issuer, an intermediary’s Notice 
may direct benefi cial owners to the issuer’s 
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Internet site or its own site in order to access 
the proxy materials. If benefi cial owners are 
directed to the issuer’s Internet site, the in-
termediary must disclose to benefi cial own-
ers that they are required to provide voting 
instructions to the intermediary and may not 
submit a proxy directly to the issuer.

Conclusion
The e-proxy rules were adopted so that cor-
porations could offer shareholders the ben-
efi ts and convenience of electronic delivery 
and reduce the printing and mailing costs 
associated with paper-based proxy solicita-
tions. While proxy seasons will not be com-
pletely paperless, the cost savings for issuers 
opting for the notice only method are likely 
to increase over time as shareholders grow 
accustomed to this means of delivery. Expe-
rience with this method will also enable issu-
ers to make increasingly accurate estimates 
of the number of shareholders who are likely 
to request paper copies, thereby avoiding 
the expenses associated with unnecessar-
ily printing materials for future solicitations. 
Moreover, the e-proxy rules may lead to 
technological advances that provide a more 
direct interface between the electronic proxy 
materials and e-voting platforms, potentially 
resulting in greater shareholder participation 
in the voting process.

Dissatisfi ed shareholders and corporate 
activists engaging in proxy solicitations will 
also benefi t from the effi ciency and afford-
ability of conducting Internet solicitations. 
A greater number of shareholders may, in 
fact, be inclined to engage in targeted solici-
tations opposing an issuer’s proxy solicita-
tions. While it remains to be seen whether the 
amendments result in pervasive shareholder 
campaigns, proxy contests, and more conten-
tious proxy seasons, the e-proxy rules should 
nevertheless facilitate greater shareholder 
participation in corporate governance.

1. 72 Fed Reg 4148 (Jan 22, 2007).
2. 72 Fed Reg 42222 (Aug 1, 2007).
3. 17 CFR 240.14a-16(a)-(h).
4. 17 CFR 240.14a-16(n).
5. A “large accelerated fi ler” is an issuer that (a) has 

a public fl oat (market value of its common equity held 
by non-affi liates) of $700 million or more; (b) has been 
subject to the reporting requirements of the Securities 
Exchange Act of 1934 (the “Exchange Act”) for at least 
one year; (c) has fi led at least one prior annual report; 
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forms. See 17 CFR 240.12b-2.

6. 72 Fed Reg 42222.
7. For purposes of the e-proxy rules, “proxy mate-

rials” include the following: Notices of shareholders 
meetings; Schedule 14A proxy statements and consent 
solicitation statements; proxy cards; Schedule 14C infor-
mation statements; annual reports to security holders; 
additional soliciting materials; and any amendments to 
the foregoing materials that are required to be furnished 
to shareholders. See 17 CFR 240.14a-3.

8. 17 CFR 240.14a-16(a)(1).
9. 17 CFR 240.14a-16(b).
10. 17 CFR 240.14a-16(j)(1).
11. Issuers providing an information statement pur-

suant to Regulation 14C or soliciting written consents 
may deviate from the contents specifi ed in the e-proxy 
rules so that the Notice is appropriate for the subject 
solicitation.

12. 17 CFR 240.14a-16(g).
13. 17 CFR 240.14a-16(d).
14. The Michigan Business Corporation Act 

requires Michigan corporations to provide written notice 
of any shareholders meeting and further authorizes 
corporations to deliver such notice by electronic trans-
mission with the consent of the shareholder. See MCL 
450.1404(1), 450.1406a.

15. Soliciting shareholders must send the Notice 
by the later of 40 calendar days before the shareholders 
meeting or action, or 10 calendar days after the issuer 
fi les its proxy materials with the SEC. 17 CFR 240.14a-
16(l)(2). 

16. Pursuant to earlier guidance provided by the 
SEC on electronic delivery, shareholders must provide 
affi rmative consent to electronic delivery or other evi-
dence establishing the same. For the complete text of 
the interpretative release, see http://www.sec.gov/rules/
interp/34-42728.htm.

17. 17 CFR 240.14a-3(e) requires, among other 
things, the issuer’s receipt of consent for each share-
holder to be included in the household group and an 
undertaking by the issuer to provide separate copies to 
each shareholder in the group upon request.

18. 72 Fed Reg 42224.
19. 17 CFR 240.14a-16(b).
20. 17 CFR 240.14a-16(b)(3).
21. 17 CFR 240.14a-16(j)(1).
22. 17 CFR 240.14a-16(j)(3).
23. See 17 CFR 240.14a-16(n).
24. 17 CFR 240.14a-16(n)(4).
25. 17 CFR 240.14b-1(e)(1). The intermediary’s 

Notice will refer to a voting instruction form instead of 
a proxy card. The intermediary must include a toll-free 
telephone number, e-mail address or Internet site of the 
intermediary or its agent from which shareholders can 
request copies of the proxy materials. Id.

26. 17 CFR 240.14b-1(d)(4).
27. See CFR 240.14b-1(b)(2).
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Checking the Bush While Keeping 
the Bird in Hand – The Advent of 
the “Go Shop” Provision
 in Acquisition Agreements
By Mark A. Metz*

When a publicly traded company receives 
an attractive unsolicited takeover offer, its 
directors must decide, often under signifi cant 
time pressure, whether to pursue a sale of 
the company with the bidder. Although “just 
saying no” is an option, particularly where 
the company’s operating track record is good 
and the company has solid defensive mea-
sures in place, directors are often compelled 
by their fi duciary duties to the company’s 
shareholders to respond favorably to such an 
offer, especially when the offer represents a 
higher value to shareholders than pursuing 
the company’s current long-term strategy. 
An attractive unsolicited offer can present 
the directors with a dilemma: should they 
accept the offer and proceed toward a defi ni-
tive acquisition agreement (which would 
typically include a prohibition on post-sign-
ing solicitation) without knowing whether a 
better deal might be available, or commence 
a sale process that might cause the attractive 
offer to be withdrawn and potentially cause 
the company to be viewed as “damaged 
goods” if no other substantial offers result 
from the process. In either case, the direc-
tors’ decision could be second guessed by 
disgruntled shareholders and lead to costly 
litigation.

Further compounding the problem, di-
rectors’ decisions made in the context of a 
sale of the company are not given the same 
degree of deference as decisions made in the 
ordinary course of business. Where directors 
have not checked the market prior to signing 
an acquisition agreement to determine the 
availability of other bidders or the value of 
the company in a sale transaction, and where 
there is no provision in the acquisition agree-
ment allowing a check of the market after 
signing, legal challenges to the directors’ de-
cision to accept an offer to sell the company 
have occasionally succeeded. 

Largely because of these concerns, target 
companies have recently begun to insist on 
including provisions in defi nitive acquisition 
agreements that permit the target actively to 
solicit competing bids for a limited period 
after the defi nitive agreement is signed and 
to terminate the agreement in order to accept 
a superior offer. Although these “go shop” 
provisions do not insulate directors against 
claims that they breached their fi duciary du-
ties, they can alleviate some of the directors’ 
concerns about whether there might be a bet-
ter offer available and allow them more read-
ily to accept an attractive offer. Go shop pro-
visions allow directors to more comfortably 
accept the “bird in hand” offer, since they 
remain free to determine whether there are 
more “birds” in the bush.

Go Shop Provisions Defi ned
Go shop provisions are a recent phenomenon, 
so the “standard” terms of these provisions 
are not yet settled. Most go shops, however, 
particularly those in more recent agreements, 
share the following characteristics.

�  A solicitation (or “go shop”) period, typi-
cally lasting between 35 and 50 days that 
commences upon signing the defi nitive 
acquisition agreement.

�  During the solicitation period, the target 
has full rights to solicit other offers, pro-
vide information to prospective bidders, 
including confi dential information (if the 
prospective bidder executes a confi den-
tiality agreement in a form agreed to in 
advance by the buyer), and negotiate the 
terms of a defi nitive acquisition agree-
ment.

�    The target must notify the buyer when the 
board determines that an offer superior to 
the buyer’s has been received.

�  If the target board decides to accept a 
competing offer that it has determined is 

*The author would like to acknowledge the contributions of Mark Peters, Doug Parker and Tim Kuhn of 
        Dykema Gossett PLLC in preparing this article.



superior to the buyer’s, then, for a limited 
time, the target may terminate the agree-
ment with the buyer after giving the buyer 
an opportunity to match the competing 
offer. If the buyer matches the competing 
offer, the original deal is modifi ed and the 
termination right is extinguished.

�    If the competing bid is not matched by the 
buyer and the target terminates the origi-
nal agreement, or if the target’s board 
withdraws its support for the original 
offer and the buyer terminates, the target 
must pay a termination fee to the buyer. 
The termination fee is often bifurcated so 
that the amount payable when termina-
tion occurs during the solicitation period 
is signifi cantly lower than the termination 
fee payable under other circumstances,  
such as when termination occurs to accept 
a superior offer made after the solicita-
tion period. In some cases, the lower fee 
is paid if the offer was determined during 
the solicitation period to be superior, or 
likely to become superior, even if termi-
nation did not occur until after the solici-
tation period ended. The connection of 
the lower fee to the go shop provision is 
intended to be less of a fi nancial impedi-
ment to a competing bidder who makes 
its bid during the solicitation period. The 
connection also encourages competing 
bids during, rather than after, the solicita-
tion period when a higher fee would be 
payable. 

�   Following the solicitation period, all solici-
tation activity must cease and the typical 
“no shop” and “fi duciary out” provisions 
apply. However, the target is often permit-
ted to continue negotiations with parties 
who have submitted competing bids that 
are determined by the board to be supe-
rior, or reasonably likely to become supe-
rior, following negotiation. Otherwise, 
information may be provided, negotia-
tions may occur, and the agreement may 
be terminated in favor of a superior offer 
only if the board has been advised that it 
must do so in order to properly discharge 
its fi duciary duties. Termination under 
these circumstances usually triggers the 
payment of the higher termination fee. 

Go shop provisions are becoming increas-
ingly popular. Although there were fewer 
than 20 public company transactions with go 
shop provisions before 2007 and apparently 
none before 2004, more than 20 sales agree-

ments with go shop provisions were signed 
during the fi rst six months of 2007.1 

The Board’s Fiduciary Duties
Directors of a Michigan corporation gener-
ally have a fi duciary duty to act in the best 
interests of the corporation and its sharehold-
ers. The Michigan Business Corporation Act 
provides that directors have discharged their 
fi duciary obligations if they:
�   act in good faith and on an informed basis 

after due consideration of the relevant 
material, including the input of legal and 
fi nancial experts, and appropriate delib-
eration (referred to as the “duty of care”); 
and

�  act in the best interests of the company 
and its shareholders and not for the pur-
pose of advancing their own self-interests 
(referred to as the “duty of loyalty”). 2

When a decision by a board of directors is 
challenged, a Michigan court will usually ap-
ply the “business judgment rule,” a legal pre-
sumption that the board acted in good faith, 
on an informed basis, and in the honest belief 
that the action taken was in the best interests 
of the corporation.3 In most circumstances, 
when the board acts in a fully-informed, de-
liberate manner, the board’s action will be 
protected by the business judgment rule, even 
if the board’s judgment ultimately proves to 
have been incorrect. A board’s action is likely, 
however, to be examined more closely when 
it involves a sale of the company.

Michigan courts have rendered relatively 
few decisions upon which to base interpreta-
tions of law on the fi duciary duties of direc-
tors in the context of takeovers. As a result, 
Michigan courts are likely to regard Dela-
ware decisions as persuasive in light of the 
signifi cantly greater experience of the Dela-
ware courts in this context.4 A long line of 
Delaware cases, beginning in the 1980s with 
a case involving Revlon, Inc.,5 holds that once 
a board of directors decides to sell control of 
a corporation, the board’s actions are subject 
to “enhanced scrutiny” before the court will 
apply the business judgment rule’s presump-
tion. In essence, once the board decides to 
sell, this higher standard requires the board 
to abandon substantially all considerations 
other than obtaining the best, reasonably pos-
sible, current value for shareholders. When a 
board of directors is considering a single of-
fer and has no reliable grounds upon which 
to determine whether it is the best reasonably 
possible current value, Delaware courts have 
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generally held that a check of the market is 
necessary to determine if a better deal might 
be reasonably available.6 

The Delaware courts grant the board con-
siderable latitude to determine the method of 
conducting a sale of a corporation that maxi-
mizes value for shareholders. There are sev-
eral methods that a board may use to satisfy 
this duty, including conducting an auction 
or some other canvas of the market prior to 
signing a defi nitive transaction agreement, or 
signing a defi nitive agreement that contains 
provisions allowing for post-signing solicita-
tion or response to competing offers (a “post-
agreement market check”). Delaware courts 
have held in a number of cases that a board of 
directors does not fail to satisfy the enhanced 
scrutiny standard by entering into an agree-
ment with a single bidder followed by a mar-
ket check.7 Although these cases generally in-
volved a public announcement of the signing 
of the transaction agreement coupled with a 
fair opportunity for other bidders to make 
competing offers (commonly referred to as 
a “window-shop” process) rather than the 
relatively new concept of a “go shop” provi-
sion, Delaware courts have found these post-
agreement market checks to have passed the 
Revlon-enhanced scrutiny test under the facts 
of those cases. The enhanced scrutiny stan-
dard requires only a reasonable decision, not 
a perfect one.8 

When considering a post-agreement mar-
ket check, a court will typically examine 
the provision in the context of the various 
deal protection measures in the acquisition 
agreement, which protect the original deal 
by increasing the chances that it will be con-
summated. These provisions usually limit 
the target’s ability to accept a better offer by 
limiting the length of the go shop solicitation 
period (if any), limiting the target’s ability to 
negotiate with other bidders, limiting the tar-
get’s right to terminate the agreement, giving 
the buyer the right to match a competing su-
perior offer, and requiring the target to pay a 
substantial termination fee in the event that 
the initial transaction is terminated by the 
target due to the emergence of a superior pro-
posal. A buyer will typically insist on includ-
ing some combination of these provisions in 
view of the time, effort, and expense it has 
expended in making the initial offer and ne-
gotiating a defi nitive acquisition agreement 
with the target. While the courts acknowl-
edge the legitimacy of such provisions at 
some level, a post-agreement market check 

will not be considered effective for purposes 
of the Revlon-enhanced scrutiny standard if 
subsequent bidders would be unreasonably 
deterred by termination fees or other deal 
protections given to the fi rst bidder.9 The 
Delaware Court of Chancery has stated that 
a board’s decision to sell a company does not 
prevent it from offering bidders deal protec-
tion measures, “so long as its decision to do 
so was reasonably directed to the objective of 
getting the highest price and not by selfi sh 
or idiosyncratic desire by the board to tilt the 
playing fi eld toward a particular bidder for 
reasons unrelated to obtaining the stockhold-
ers’ ability to get top dollar.”10

A signifi cant part of this analysis includes 
a review of the reasonableness of the termi-
nation fee to determine whether it unrea-
sonably discourages competing bids. Most 
often, courts seem to apply a combination of 
analyses. This includes viewing the reason-
ableness of the fee in light of the amount of 
the fee as a percentage of the target’s equity 
value (generally determined by looking at 
the purchase price) and/or as a percentage 
of the total transaction value (the sum of the 
equity value plus the debt assumed by the 
buyer in the transaction) and then making 
a judgment as to whether the amount of the 
fee unreasonably deters rival bidders in light 
of the other deal protection measures in the 
acquisition agreement. The Delaware Court 
of Chancery has stated that it is diffi cult to 
see how a termination fee equal to 3.5 percent 
of equity value would deter a rival bidder 
who wished to pay materially more for the 
target.11 The same court more recently noted 
that a termination fee that was 3.75 percent of 
equity value and 3.25 percent of transaction 
value might rebuff a bidder who wishes to 
top an initial bidder’s offer by a relatively in-
substantial amount, but that such an obstacle 
is not unreasonable.12 In an oft-cited case,13 
the Superior Court of Delaware noted that a 
termination fee representing 2.8 percent of 
the proposed acquisition price was reason-
able and referred to an article that suggested 
termination fees in the range of 1 percent to 5 
percent were within a reasonable range.14 

The Standard Applied – Some 
Post-Agreement Market Check 
Cases
In light of this background, it is instructive to 
look at some cases in which Delaware courts 
have examined post-agreement market 
checks under the Revlon-enhanced scrutiny 

20 THE MICHIGAN BUSINESS LAW JOURNAL —FALL 2007

The enhanced 
scrutiny 

standard 
requires

 only a 
reasonable 

decision,
 not a

 perfect
 one.



standard. A recent example is In re Pennaco 
Energy, Inc. Shareholders Litigation. In Pennaco, 
the Delaware Court of Chancery stated that 
the mere fact that a target company’s board 
of directors negotiated a favorable price with 
a single bidder without fi rst seeking out other 
bidders does not alone support a breach of 
fi duciary duty claim.15 In the transaction that 
led to the litigation, the target received an 
unsolicited request to determine whether the 
target would be interested in exploring a busi-
ness combination with a potential acquiror. 
After initial discussions, the target’s board 
entered into a confi dentiality agreement with 
the bidder and due diligence commenced. 
The target hired an investment banker and 
negotiated an agreement with the bidder 
at a price that was just above the valuation 
range determined by the investment banker. 
As of the date that the target’s board voted to 
approve the transaction, the target had done 
nothing to see whether other buyers might 
exist. The agreement provided for a window 
shop market check and the bidder was not 
permitted to commence its tender offer until 
17 days after the agreement was signed (the 
agreement was signed on December 22 and 
the parties agreed to delay the tender offer 
until after the holidays). The agreement 
included deal protection measures, including 
matching rights and a 3 percent termination 
fee. The court concluded that the plaintiffs 
would not be likely to succeed on their claim 
that the board breached its fi duciary duties.16 
When analyzing the deal protection mea-
sures in the agreement, the court observed 
that there is no risk-free approach to selling a 
company and that dealing with one bidder at 
a time has advantages.17 The court noted that 
the target’s board was careful to balance its 
single negotiation strategy by ensuring that 
an effective post-agreement market check 
would occur and that the agreement’s provi-
sions left the initial bidder exposed to compe-
tition from rival bidders. The court referred 
to the matching right and termination fee as 
“modest and reasonable advantages” for the 
original buyer.18

Similarly, in MONY, the Delaware Court 
of Chancery endorsed a process in which the 
target entered into a merger agreement with-
out conducting an auction.19 The target had 
hired a fi nancial advisor only to “quietly ex-
plore” merger opportunities. The agreement 
at issue in MONY provided for a window 
shop market check to be conducted after the 
agreement was signed, and it gave the tar-

get’s board the ability to enter into an agree-
ment with a rival bidder if its fi duciary duties 
so required. However, this right was limited 
by a requirement that the initial bidder be 
given a chance to match a competing offer. 
If the target terminated the agreement, then 
it would have to pay a termination fee to the 
initial bidder.20 The court held that it was ac-
ceptable for the target’s board to enter into an 
agreement with a single bidder, establishing 
a “fl oor” for the transaction, and then test the 
transaction with a post-agreement market 
check. The court went on to hold that the evi-
dence supported a conclusion that the board 
acted reasonably in determining its course of 
action and met its fi duciary duties.21

Courts seem to recognize the tension be-
tween the parties’ desire to preserve the ini-
tial bidder’s proposal and the board’s need 
to obtain reasonable assurance that the initial 
proposal is the best deal reasonably available 
to shareholders. This pragmatic view has 
been refl ected in the two June 2007 Delaware 
decisions involving go shop provisions in the 
context of the enhanced scrutiny test of Rev-
lon.

In In re Lear Corporation Shareholder Liti-
gation,22 the court granted a preliminary 
injunction requiring additional disclosure 
before a vote on the merger could be taken, 
but the court denied the plaintiffs’ prelimi-
nary injunction motion based on breach of 
fi duciary duty claims because the plaintiffs 
had not demonstrated a likelihood of success 
on the merits. In response to an unsolicited 
offer by Carl Icahn, a special committee of 
the Lear board authorized the company’s 
CEO to negotiate merger terms with Icahn. 
Ultimately, after a cursory canvass of eight 
fi nancial buyers that produced no serious in-
terest in acquiring Lear, the board approved 
a merger agreement containing a 45-day go 
shop period followed by a traditional “no 
shop/fi duciary out” provision. The merger 
agreement also provided the buyer with a 
limited match right and a bifurcated termina-
tion fee of 2.79 percent of the equity value of 
the transaction if the merger was terminated 
before the go shop period ended and 3.52 
percent of the equity value if the merger was 
terminated after the period.23 Due to Icahn’s 
4.9 percent ownership stake and his threat 
that if the board conducted a pre-signing 
auction he would withdraw his offer, wait 
for the price to fall, and make a later bid at a 
lower price, the board determined that lock-
ing in the “fl oor” price by signing a deal with 
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Icahn that permitted a full auction post-sign-
ing would most likely maximize the price of 
the company for shareholders. The court ex-
pressed some skepticism that the 45 day go 
shop period constituted enough time for a 
competing bidder to conduct due diligence, 
make a superior offer and negotiate a defi ni-
tive acquisition agreement so that it could 
avail itself of the lower termination fee avail-
able to the maker of a superior bid in favor of 
whose transaction the Icahn agreement was 
terminated. Nevertheless, the court was not 
convinced that the plaintiffs would be able to 
prove at trial that the Lear board acted unrea-
sonably.24 The court also held that the termi-
nation fee was not of a magnitude that would 
seriously deter a competing bid and was a 
reasonable concession to Icahn in view of the 
ability to shop the company, the amount of 
capital Icahn had to reserve for the deal dur-
ing the solicitation period, and Icahn’s agree-
ment to vote his shares for any superior bid. 
The court also rejected the plaintiff’s argu-
ment that the limited match right was unrea-
sonable.

Similarly, in In re Topps Co. Shareholder 
Litigation,25 the court granted a preliminary 
injunction on other grounds,26 but it denied 
the plaintiffs’ preliminary injunction motion 
based on the breach of fi duciary duty claims. 
In response to overtures from Michael Eisner 
to acquire Topps, an ad hoc committee of the 
board authorized negotiations between one of 
the Topps independent directors and Eisner. 
The committee was divided over whether a 
full auction would yield a better offer than 
the Eisner offer being considered. Within the 
past year, Topps had tried and failed to sell 
one of its two divisions, and discussions with 
two potential fi nancial buyers had failed to 
yield any serious offers. Eisner told the board 
that he would withdraw his proposal and dis-
continue his efforts to acquire the company if 
Topps commenced an auction.27 Against this 
background, the Topps board ultimately ap-
proved a deal with Eisner, and the parties ex-
ecuted a defi nitive agreement. Because there 
had been no pre-signing market check, the 
board secured a 40-day go shop period with 
a limited match right and a bifurcated termi-
nation fee of 3.0 percent of the transaction 
value if the agreement was terminated dur-
ing the go shop period and 4.6 percent of the 
transaction value if terminated thereafter.28 
Following a detailed analysis of the circum-
stances, the court concluded that the terms of 
the merger agreement were not an unreason-

able approach to maximizing value, noting 
in particular the 40-day go shop period and 
the board’s ability to continue discussions af-
ter the go shop period with any bidder who 
surfaced during the go shop period whom 
the board determined was likely to make a 
superior proposal. Further, the court stated 
that it did not believe the advantage given to 
Eisner by the merger agreement—including 
a right to match a competing bid and a ter-
mination fee—was unreasonable. The court 
noted that while the fee was a bit high in per-
centage terms, it was likely attributable to the 
relatively small size of the deal and was not 
large enough to have deterred a bidder with 
an interest in outbidding Eisner. 

The Topps court took note of the advan-
tage to the company of having a signed deal 
with Eisner and its potential utility in gain-
ing a higher bid. 

In fi nding that this approach to value 
maximization was likely a reason-
able one, I also take into account the 
potential utility of having the prover-
bial bird in hand. Although it is true 
that having signed up with Eisner at 
$9.75 likely prevented Topps from 
securing another deal at $10, the 
$9.75 bird in hand might be thought 
useful in creating circumstances 
where other bidders would feel 
more comfortable paying something 
like [competing bidder] Upper Deck 
now says it is willing to bid [$10.75]. 
Because a credible buying group … 
had promised to pay $9.75, other 
bidders could take some confi dence 
in that and have some form of ‘suck-
er’s insurance’ for considering a bid 
higher than that. … [R]ecognizing 
our own limitations, we often, quite 
rationally, take comfort when some-
one whose acumen and judgment 
we respect validates our inclinations. 
A credible committed fi rst buyer 
serves that role. … Signing up a sure 
thing with Eisner forced Upper Deck 
to get serious about the whole com-
pany, and set a price fl oor that Upper 
Deck knew it had to beat by a mate-
rial amount.29

Conclusion
When faced with the diffi cult choice 

between accepting an attractive bid without 
having an opportunity to gauge the market’s 
interest in the company or actively shopping 
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the company but likely losing the attrac-
tive bid, the target board is no longer left to 
choose exclusively between preserving “the 
bird in the hand” or pursuing the “birds in the 
bush.” The inclusion of a go shop provision in 
a defi nitive sale agreement permits a board to 
accept the attractive bid while preserving the 
board’s ability to determine whether a more 
attractive bid is available.  The decisions in 
Lear and Topps confi rm that the Delaware 
courts will continue to review the post-agree-
ment market check mechanism in an acqui-
sition agreement in light of the related deal 
protection measures to determine whether 
the market check was designed to obtain the 
best transaction reasonably available to the 
target and will approve the board’s course of 
action, if reasonable. Given Michigan courts’ 
deference to Delaware on these matters, it 
is likely that in the right circumstances, the 
board of a Michigan corporation may choose 
to accept an attractive bid and use a go shop 
provision to conduct a post-agreement mar-
ket check if the board determines that pre-
serving the “bird in hand” is the best way to 
maximize shareholder value in a sale of the 
company. 

NOTES

1. These include the sale agreements with the fol-
lowing companies: Nuveen Investments Inc. (June 
2007), Horizon Offshore Inc. (June 2007), James River 
Group, Inc. (June 2007), Avaya Inc. (June 2007), 
Everlast Worldwide Inc. (June 2007), CKX, Inc. (June 
2007), CDW Corp. (May 2007), Bausch & Lomb, Inc. 
(May 2007), Harman International Industries, Inc. (Apr 
2007), Myers Industries, Inc. (Apr 2007), Symbion, Inc. 
(Apr 2007), First Data Corp. (Apr 2007), Vertrue Inc. 
(Mar 2007), Catalina Marketing Corp. (Mar 2007), 
K&F Industries, Inc. (Mar 2007), Aerofl ex Inc. (Mar 
2007), Bristol West Holdings Inc. (Mar 2007), HUB 
International, Ltd. (Feb 2007), TXU Corp. (Feb 2007), 
Semco Energy, Inc. (Feb 2007), Lear Corp. (Feb 2007), 
Triad Hospitals, Inc. (Feb 2007), Laureate Education, 
Inc. (Jan 2007), and United Surgical Partners Interna-
tional Inc. (Jan 2007).

2. MCL 450.1541a. See Estes v Idea Eng’g & Fabri-
cations, Inc, 250 Mich App 270, 649 NW2d 83 (2002).

3. See Schulman, Moscow & Lesser, Michigan 
Corporation Law & Practice § 5.9 nn.74 & 78 (Aspen 
2006), and cases cited therein.

4. See Edelman v Fruehauf Corp, 798 F2d 882 (6th 
Cir 1986); Russ v Federal Mogul Corp, 112 Mich App 
449, 455 n.1, 316 NW2d 454 (1982).

5. Revlon, Inc v MacAndrews & Forbes Holdings, Inc, 
506 A2d 173 (Del 1986).

6. Barkan v Amsted Indus, Inc, 567 A2d 1279, 1287 
(Del 1989).

7. See, e.g., In re MONY Group Inc. Shareholder 
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Application of Federal Privacy 
Laws and Regulations to Changing 
Employment Relationships in the 
Securities Industry
By Shane B. Hansen
Introduction
Federal privacy laws and related regula-
tions are being applied by the Securities and 
Exchange Commission (SEC) in a pending 
administrative enforcement case1 in ways that 
will fundamentally change the way securi-
ties broker-dealers, investment advisers, and 
mutual funds recruit new brokers, fi nancial 
advisors, and account executives (referred to 
as “representatives”). The case is also likely 
to affect what such SEC-regulated fi rms do 
when representatives leave to join another 
fi rm. Although the SEC’s enforcement posi-
tion will have a direct effect on those fi rms 
over whom the SEC has jurisdiction, the 
legal principles it is applying will likely have 
a similar impact on insurance companies, 
insurance agents and agencies, banks, and 
other fi nancial institutions that are subject to 
federal privacy laws if the same position is 
applied by other federal regulators enforcing 
federal privacy laws within the scope of their 
own jurisdiction.

Congress enacted federal privacy laws in 
Title V of the Gramm-Leach-Bliley Act of 1999 
(GLB Act).2 As directed by the GLB Act, the 
law was implemented through substantially 
similar regulations promulgated by the SEC, 
Offi ce of the Comptroller of the Currency, 
Board of Governors of the Federal Reserve 
System, Federal Deposit Insurance Corpora-
tion, Offi ce of Thrift Supervision, U.S. Secre-
tary of the Treasury, National Credit Union 
Administration, and the Federal Trade Com-
mission, after consulting with representatives 
of state insurance authorities designated by 
the National Association of Insurance Com-
missioners. Regulation S-P, Privacy of Con-
sumer Financial Information, applies to fi rms 
within the SEC’s jurisdiction.3 An explana-
tion of the requirements of the GLB Act and 
the SEC’s Regulation S-P is beyond the scope 
of this article, which focuses on the SEC’s en-
forcement position and its likely unintended 

consequences to SEC-regulated fi rms, repre-
sentatives, their clients, and the public.

SEC’s Enforcement Position
Under the SEC’s position, once a represen-
tative departs his or her current SEC-regu-
lated fi rm, the representative immediately 
becomes a “nonaffi liated third party” under 
Regulation S-P. At that point, without a cli-
ent’s prior consent, the representative’s pos-
session or use of client information obtained 
while at the former fi rm is a violation—the 
representative’s violation and, likely, the for-
mer fi rm’s violation—of Regulation S-P. The 
representative’s sharing of client information 
with the new fi rm without having each cli-
ent’s prior consent is also a violation. With-
out client consent, the new fi rm recruiting a 
representative may be aiding and abetting 
the representative’s violations of Regulation 
S-P if it assists the incoming representative 
in organizing his or her client data or in pre-
paring account-related forms, particularly if 
any client information is disclosed to the new 
fi rm in that process. 

From the former fi rm’s perspective, if 
under any circumstances it allows represen-
tatives to continue having or using client in-
formation after they leave, then it must make 
that disclosure in its privacy policy and allow 
clients the opportunity to “opt out” of that 
sharing. Under this scenario, failing to pro-
vide the notice and “opt out” opportunity for 
clients violates Regulation S-P. The fi rm must 
have policies and procedures to track clients 
who opt-out and to implement a client’s opt-
out when a representative leaves the fi rm. 
The SEC’s position presents an extraordinary 
challenge because in the securities industry 
the representative must always have the in-
formation to support the suitability of his or 
her advice in servicing the client’s needs. Tak-
ing that information away when the represen-
tative leaves the fi rm presents a formidable 
challenge. File cabinets, computers, laptops, 



PDAs, and client-information-storage media 
are typically owned by the representatives 
themselves, not by the fi rms. Moreover, after 
leaving, most representatives want at least 
copies of the client information to be able to 
respond to any questions or complaints that 
may later arise. Indeed, most representatives 
have commission statements showing all of 
his/her client transactions and their account 
numbers and need those records for legiti-
mate tax and other purposes.

A client’s consent to sharing information 
with a departing representative or his or her 
new fi rm must be either explicit or implied. 
It may be implied from a disclosure in the 
former broker-dealer’s privacy notice when 
coupled with the opportunity to “opt-out” of 
the information sharing. Today, virtually no 
broker-dealer’s privacy policy states that the 
fi rm allows representatives to continue using 
clients’ information when they join another 
fi rm, so in most instances each client’s con-
sent must be explicitly obtained before the 
representative leaves his or her current fi rm. 
Either the former fi rm or the representative 
is tasked with getting those clients’ consents 
in order for the representative to continue 
having and using the client information. This 
enforcement headline comes as a shock to 
independent contractor fi rms who, like their 
representatives, believe that the client rela-
tionships belong to the representative. This 
news will also come as a surprise to most 
clients who expect to continue working with 
their representative at the new fi rm.

Unintended Consequences
While the pro-consumer intent of the SEC’s 
enforcement position seems laudable on its 
face, it will come at a considerable price—a 
price that no consumer has asked to pay. The 
unintended consequences of the SEC’s posi-
tion will be substantial delays in the account 
transfer process. In the absence of a privacy 
policy’s notice and opt-out to imply con-
sent, each client must be individually con-
tacted, and his or her explicit consent must 
be obtained and documented before client 
information can be shared outside the cur-
rent fi rm. Preparation of client communica-
tions and forms by anyone outside the cur-
rent fi rm—including the representative who 
has resigned—cannot start until that client’s 
consent has been received. Each client must 
fi rst be contacted and consent obtained before 
anything can be done to start the account 
transfer process. Adding the time and cost 

of these additional steps to today’s account 
transfer process will dramatically slow the 
process and add signifi cant costs for staff-
ing and communications. Technology used 
to merge data with required account transfer 
forms will be largely useless—nothing can 
be done for a client until his or her consent 
is obtained. Consents will come back one by 
one. Thus, a client’s account transfer-related 
documents can only be prepared and printed 
one by one. 

While the account transfer process is 
pending, clients will be largely unable to ac-
cess their accounts or, in many cases, to have 
their current representative service their ac-
counts. The biggest impact will be on smaller 
accounts, which are likely to be the lowest 
in anyone’s priority. Some smaller accounts 
may even be abandoned, in fact or effect, 
from an unduly costly and cumbersome ac-
count transfer process. Moreover, fi rms may 
take inappropriate advantage of these extra 
steps to interfere with the account transfer 
process, while reassigning those clients’ ac-
counts to other members of their fi rm. 

These unintended consequences of the 
SEC’s approach will result in signifi cantly 
increased delays and disruptions of client 
service in the account transfer process. The 
account transfer process creates, in effect, a 
“blackout period” when clients generally 
cannot place trades or access their accounts. 
In these days of volatile markets, a few hours, 
let alone days or weeks, of a “blackout” can 
result in investors’ losses, missed opportuni-
ties, and client complaints. Moreover, as the 
number of affected accounts increases and/
or the time and cost of handling each account 
transfer increases, smaller accounts will ei-
ther be lower in priority and many will, in 
fact or effect, be orphaned and abandoned. 
These are all unacceptable outcomes and are 
likely to result in serious client harm, as well 
as a signifi cant increase in client complaints 
about the account transfer process. Account 
transfers are already the leading subject of 
clients’ complaints to the SEC and the Finan-
cial Industry Regulatory Authority (FINRA) 
(formerly the National Association of Securi-
ties Dealers (NASD)).

According to the NASD Account Trans-
fer Report, more than 17,000 full accounts or 
partial accounts are transferred via the Au-
tomated Customer Account Transfer Service 
(ACATS) each day.4 The report says, assuming 
that there are no problems with the transfer 
process, an ACATS transfer should generally 
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take about six to ten days (presumably refer-
ring to business days and measured from the 
date when the signed and completed ACATS 
forms are actually presented to the clearing 
broker for processing to when the account’s 
assets have actually been transferred). The 
NASD Account Transfer Report states that 
the level of customer dissatisfaction with the 
customer-account-transfer process is already 
“high.” It further states that “in the past two 
years, more than 700 customers submitted 
complaints to NASD about the transfer of 
their accounts. In the same period, fi rms re-
ceived more than 6,000 direct customer com-
plaints about account transfers.”5

The SEC staff concedes that few clients 
have complained about the sharing of their 
information in this context. When represen-
tatives change fi rms, their clients typically 
want to follow them to the new fi rm. This is 
not surprising because personal relationships 
of trust and confi dence have been formed 
between the representative and his or her 
clients. Ironically, Regulation S-P allows the 
current fi rm to share a client’s information 
with a complete stranger within the fi rm with-
out the client’s prior consent—which will come 
as a surprise to most clients—while preclud-
ing the information’s use by the representa-
tive who, in fact, received it from the client in 
the fi rst place. The relationship of trust and 
confi dence that has been built up between 
the representative and the client is irrelevant 
to the SEC’s application of Regulation S-P.

The SEC’s enforcement position in the 
pending case was never raised in the SEC’s 
release proposing Regulation S-P6 or the 
SEC’s release adopting it.7 Nor has it been 
subsequently raised by the SEC8 or other reg-
ulators9 in any published or spoken guidance 
until this SEC enforcement action. “Rule-
making by enforcement” is never effective in 
addressing the full range of problems raised 
by novel, complex, industry-wide problems. 
Neither the industry nor the public will have 
any opportunity to provide input about the 
unintended consequences of the SEC’s po-
sition on clients and  account transfers. The 
SEC’s enforcement action only raises the is-
sues—the industry will have to guess at what 
the SEC believes is required to comply with 
its views based on an administrative law 
judge’s opinion that is focused on specifi c 
facts. 

Duty of Loyalty – A Catch 22
Unless a fi rm’s privacy notice explicitly states 
that the fi rm allows a representative to con-
tinue using client information after leaving 
the fi rm and provides an opt-out, a represen-
tative must, prior to departing, contact each 
client to obtain the clients’ express consent to 
(i) continue using their information personal-
ly to service their accounts; and (ii) share the 
information with the new fi rm in the account 
transfer process. While this “just go ask” 
approach seems simple enough, in practice it 
will have serious unintended consequences 
for representatives and their clients.

Typically, there are too many clients af-
fected when representatives change fi rms to 
contact them all by having personal meetings 
or making phone calls. This necessitates send-
ing letters, typically to more than 25 existing 
retail customers. Before departing the cur-
rent fi rm, representatives cannot simply do a 
mailing to all of their clients without the cur-
rent fi rm’s prior approval under NASD Rule 
2211.10 Subsection (b)(1) of NASD Rule 2211, 
Institutional Sales Material and Correspondence, 
requires prior approval of correspondence to 
more than 25 existing customers within a 30-
day period11 and could be construed to apply 
in this context. In a perfect world, the current 
fi rm would give that approval, but nothing 
in any law or regulation compels it. In real-
ity, some current fi rms may delay or refuse 
to approve the communication and instead 
reassign the clients to other representatives. 
If the current fi rm’s approval is delayed or 
not received, then representatives face the 
dilemma before departing of either violating 
NASD Rule 2211 by sending a client mailing 
requesting information-sharing consents or, 
in the SEC’s view, violating Regulation S-P 
by using information in preparation for the 
account transfer process without prior client 
consent. Either way, the current fi rm could 
report the representatives’ alleged violations 
to FINRA or the SEC—enlisting the regula-
tors to unwittingly fi ght its competitive bat-
tles.

The other horn of this dilemma is the 
SEC’s view that at the moment the represen-
tative resigns, he or she becomes a “nonaf-
fi liated third party” to the current fi rm and 
is, therefore, prohibited from using any client 
information—some of which may already be 
in his or her possession—to contact his or her 
clients. At that point, if the Adopting Release 
is applied literally, even the fact that a person 
was formerly a customer is itself nonpublic 
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personal information.12 Assuming that repre-
sentatives could recreate a list of customers 
and contact information from memory with-
out using any historical documents from the 
current fi rm, contact the client, and obtain 
information-sharing consent, then to the ex-
tent that the representatives does not already 
have the information in his or her posses-
sion, the representative must either go back 
to the current fi rm and request copies of each 
client’s information—the current fi rm being 
under no legal obligation to provide it—or 
ask the clients to recreate the account infor-
mation themselves. If the historical informa-
tion is not provided by the current fi rm in a 
timely manner, the clients’ only choice is to 
fi ll out blank ACATS forms and copy their 
own account statements. Most clients would 
be dumbfounded, and many would be high-
ly irritated by the apparent lack of customer 
service from their representative.

The SEC’s position creates a classic 
“Catch 22” scenario. A representative chang-
ing fi rms is caught between a common law 
duty of loyalty to his or her current fi rm and 
the regulatory requirements the SEC seeks 
to impose under Regulation S-P. A represen-
tative may prepare to compete but may not 
actually compete. Under the common law of 
principal and agency, a representative may 
breach his or her duty of loyalty if the rep-
resentative contacts clients to advise them of 
his or her imminent departure or sends infor-
mation about his or her new fi rm. Therefore, 
historically, when a representative changed 
fi rms, all of the client contacts came after the 
representative had left. But how can a repre-
sentative contact clients to get the consents 
required by the SEC to comply with Regula-
tion S-P without breaching his or her duty of 
loyalty? Is contacting clients and obtaining 
consent to use information at a competitor 
going too far under state common law? Those 
are just some of the many questions raised 
but not answered by the SEC’s enforcement 
position.

The SEC’s application of Regulation S-P 
ignores long-standing, pro-consumer, legal 
precedents in the context of post-employ-
ment restrictive covenants where “name 
brand” fi rms have long battled over who 
owns the client account and relationship.13 
The GLB Act’s legislative history states, in a 
number of places, that Congress intended to 
promote competition, choice, and effi ciency 
to benefi t customers and participants in the 
fi nancial services marketplace. The SEC’s po-

sition will, in effect, federalize states’ laws of 
fair trade and unfair competition by applying 
Regulation S-P in such a way as to force rep-
resentatives to get the current fi rm’s consent 
in order to get their clients’ consents. Many 
court decisions have emphasized the impor-
tance to clients of maintaining access to their 
representatives’ services. The unintended ef-
fect of the SEC’s position will be to interfere 
substantially with their access.

An Alternate Analysis of GLB Act 
and Regulation S-P
The SEC could take a different approach than 
the enforcement position explained in the 
fi rst half of this article. The GLB Act and Reg-
ulation S-P can be interpreted to avoid these 
unintended consequences—balancing and 
safeguarding consumer interests while allow-
ing for the free fl ow of clients, accounts, and 
related commerce among all types of fi nan-
cial institutions and their representatives. In 
commencing the current enforcement action, 
the SEC has rejected this interpretation.

Section 502 of the GLB Act, which is titled 
Obligations with Respect to Disclosures of 
Personal Information,14 contains the primary 
directives governing a fi nancial institution’s 
disclosure of nonpublic personal informa-
tion. These include providing “customers” (a 
statutory term) with a notice containing the 
fi rm’s privacy policy and an opportunity to 
“opt out” of a proposed disclosure of non-
public personal information to a nonaffi li-
ated third party. Based on the statutory defi -
nition, a representative becomes a “nonaffi li-
ated third party” with respect to the current 
fi rm when he or she resigns or is terminated 
by the current fi rm. In the circumstances rel-
evant here, the new fi rm is also a nonaffi li-
ated third party.

Subsection 502(e) provides that the prior 
notice and opt-out requirements of Section 
502(a) and (b) do not apply in two circum-
stances that are relevant in this context.15 
Specifi cally, Subsections 502(e)(1) and (7) 
provide, in relevant part, that:

(e) GENERAL EXCEPTIONS.--
Subsections (a) and (b) shall not 
prohibit the disclosure of nonpublic 
personal information—

 (1) as necessary to effect, administer, 
or enforce a transaction requested or 
authorized by the consumer, OR in 
connection with—
 (A) servicing or processing a 
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fi nancial product or service 
requested or authorized by the 
consumer;

*  *  *
 (7) in connection with a proposed 
or actual sale, merger, transfer, 
or exchange of all or a portion of 
a business or operating unit if the 
disclosure of nonpublic personal 
information concerns solely 
consumers of such business or unit; 
(emphasis added).

The statutory phrase “as necessary 
to effect, administer, or enforce,” 
underscored above, is defi ned in 
Section 509 of the GLB Act.16 It 
provides, in relevant part, that:

 (7) NECESSARY TO EFFECT, 
ADMINISTER, OR ENFORCE.-
-The term “as necessary to 
effect, administer, or enforce the 
transaction” means—

*  *  *
 (D) the disclosure is required, or 
is a usual, appropriate or acceptable 
method, in connection with—

*  *  *
 (ii) the transfer of receivables, 
accounts or interests therein; 
(emphasis added). 

The above quoted statutory defi nition 
makes it clear that Congress envisioned that 
account transfers are within the scope of ser-
vicing a customer’s account for purposes of 
the exception to the notice and opt-out re-
quirements under Section 502(e)(1), quoted 
above. By way of example from the banking 
context, it is common for banks or mortgage 
companies to sell branches or portfolios of 
mortgages or mortgage servicing rights with 
respect to a group of customers that the sell-
ers choose. The sharing of nonpublic personal 
information about affected customers, either 
before or after the sale, is a well-recognized 
and permitted exception to Regulation S-P’s 
notice and opt-out requirements.

The statutory exception to the notice and 
opt-out requirements in Subsection 502(e)(7), 
quoted above, is also relevant in the context 
of the transfer of clients’ accounts when rep-
resentatives change fi rms. Firms that conduct 
business using the independent contractor 
model believe that the representatives are the 
primary owners of the client relationships, 
not the fi rms, and so the representatives are 
free to join and leave the fi rm bringing with 
them their clients. The GLB Act does not 

prescribe any characteristics or conditions to 
the transactions in which accounts are trans-
ferred, such as sale consideration, ownership, 
or method of transfer. Indeed, the statute 
simply uses the term “transfer” of accounts 
and does not require a “sale.”

The statute does not defi ne the term “busi-
ness or operating unit” as used in Section 
502(e)(7). The logical and plain English mean-
ing of those words should include an identifi -
able part of the business of a fi rm, such as the 
services performed for a group of clients ser-
viced by one or more identifi able representa-
tives. In the account transfer process, the rep-
resentative’s part of the brokerage business, 
refl ected in an identifi able group of clients 
he or she is servicing, is being transferred to 
the new fi rm. The overriding requirement 
of Subsection 502(e)(7) is that the nonpublic 
personal information to be disclosed must 
concern solely the customers of the business 
unit to be transferred. In the context of tran-
sitioning a representative between fi rms and 
the transfer of his or her client accounts, this 
means that the only nonpublic personal in-
formation that can be shared is limited to the 
clients to be transferred and limited in use to 
the account transfer process.

Regulation S-P mirrors the two excep-
tions in Section 502(e) described above in 
Rule 14, Exceptions to Notice and Opt Out 
Requirements for Processing and Servicing 
Transactions, and Rule 15, Other Exceptions 
to Notice and Opt Out Requirements.17 Regu-
lation S-P does not, however, provide further 
elaboration or any relevant examples to ap-
ply the GLB Act’s exceptions in the context of 
representatives and their customers changing 
fi rms. Indeed, in the SEC’s release adopting 
Regulation S-P, the SEC expressly declined 
to provide examples, stating that:

 Several other commenters 
requested that the fi nal rule provide 
specifi c examples of situations that 
would fall within the exception for 
processing and servicing customer 
accounts (such as transfers from a bro-
ker-dealer to its registered representa-
tives, or as necessary to arbitrate a 
dispute, with the consent of the con-
sumer’s fi duciary or representative). 
Others stated that certain services, 
such as those provided by attorneys, 
are “necessary” to effect, administer, 
or enforce a transaction. We believe 
that disclosures to these types of profes-
sionals and under the circumstances pos-
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ited by the commenters may be necessary 
to effect, administer, or enforce a trans-
action in a given situation. (Emphasis 
added.)18 

Similarly, in commenting about the excep-
tions contained in Rule 14(a), the Adopting 
Release states:

Many commenters offered specifi c sug-
gestions for additional exceptions or revi-
sions to the proposed exceptions. In some 
cases, the suggestions are accommodated 
elsewhere in the regulation (such as exceptions 
to permit disclosures to independent contractor 
registered representatives or attorneys to effect 
a transaction). In other cases, the suggestions 
are inconsistent with the statute. Accord-
ingly, we have retained the statement of the 
exceptions as proposed. (Emphasis added.)19 
The Adopting Release does not indicate any 
limitation on the representative’s use of the 
information in servicing or transferring the 
client’s account. This is the only guidance 
provided—it does not address information 
sharing in the context of account transfers.

The SEC’s Adopting Release does discuss 
what can be done with nonpublic personal 
information when it is received by a broker-
dealer, either under a disclosure exception 
provided in Section 502(e) of the GLB Act or 
outside of those exceptions. Specifi cally, the 
Adopting Release states:

 Limits on redisclosure and reuse 
when information is received under Sec-
tion 502(e). If a broker-dealer, fund, or 
registered adviser receives nonpub-
lic personal information provided 
under Section 502(e), it may disclose 
the information to its affi liates or to 
the affi liates of the fi nancial institu-
tion from which it received the infor-
mation. The broker-dealer, fund, or 
registered adviser also may disclose 
and use the information under the 
same type of exceptions in the ordi-
nary course of business to carry out 
the activity covered by the exception 
under which the institution received 
the information. The affi liates of the 
broker-dealer, fund, or registered 
adviser may disclose and use the 
information, but only to the extent 
permissible for the broker-dealer, 
fund, or registered adviser. (Empha-
sis added.)20 

The Adopting Release also addresses 
what a fi rm must do with respect to nonpub-
lic personal information in the event that it is 

not received pursuant to an exception under 
Section 502(e). Specifi cally, it states:

 Limits on redisclosure and reuse 
when information is not received under 
Section 502(e). If a broker-dealer, 
fund, or registered adviser receives 
nonpublic personal information out-
side one of the Section 502(e) excep-
tions, it may disclose the information 
to (i) its affi liates, (ii) the affi liates of 
the fi nancial institution that made 
the initial disclosure, or (iii) any 
other person if the disclosure would 
be lawful if made directly by the 
fi nancial institution from which the 
information was received. Thus, the 
receiving broker-dealer, fund, or reg-
istered adviser may disclose under 
one of the Section 502(e) exceptions. 
(Emphasis added.)21 

Thus, in either scenario, a broker-dealer is 
permitted to share the nonpublic personal 
information with its affi liates, including its 
representatives, and to use the information 
for purposes of one of the permitted excep-
tions to Section 502(e) of the GLB Act dis-
cussed above.

When client information is shared solely 
for purposes of effecting account transfers, 
the SEC could permit fi rms and representa-
tives to rely upon these permitted exceptions 
to the notice and opt-out requirements of the 
GLB Act and Regulation S-P. No harm has 
befallen the client from this limited informa-
tion sharing.

Some Practical Implications
Until the SEC issues further guidance, SEC-
regulated fi rms need to verify that incoming 
representatives have prior client consent to 
use any client information obtained while at 
their former fi rm—even the fact that a named 
person was the representative’s client at that 
fi rm. If a fi rm ever allows a representative to 
continue using any client information—even 
just contact information—when they leave, 
the fi rm’s privacy policy delivered to clients 
must say so.22 A client must be able to object 
to any continuing use of his or her informa-
tion by a representative when the repre-
sentative leaves the fi rm. The fi rm must be 
able to enforce a client’s wishes if he or she 
“opts-out” of that information sharing. If the 
claim is that the contact information is pub-
lic knowledge, the fi rm or the representative 
must be able to prove it was obtained from 
publicly available sources and that it was not 
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compiled from a nonpublic source like a cli-
ent list.

Conclusions
The SEC’s enforcement position under Regu-
lation S-P dictates that every SEC-regulated 
fi rm carefully examines its policies and pro-
cedures for recruiting and transitioning rep-
resentatives. Firms that allow any informa-
tion sharing need to disclose their practices 
and allow clients the opportunity to opt-out. 
Policies and procedures are necessary to 
track the opt-out clients and inform affected 
representatives. Firms that do not allow any 
information with former representatives 
should say so in order to avoid customer ser-
vice issues with their clients whose expecta-
tions are likely to be different. All fi rms must 
have policies and procedures to “take back” 
client information that is already in their rep-
resentatives’ possession when they depart 
the fi rm, either because they do not allow this 
kind of sharing or because, at least theoreti-
cally, a client may choose to opt-out. Regu-
lators expect there to be written supervisory 
procedures and related control procedures 
to assure representatives do not retain client 
information when they leave the fi rm if that 
is what the fi rm’s privacy notice dictates. 

The unintended consequences of the 
SEC’s position will be to cause signifi cant 
delays in the account transfer process, create 
orphaned client accounts, and cause actual 
harm to clients—when, ironically, extremely 
few clients have even questioned current in-
dustry practices in this context. Faced with 
the uncertainty about transferring their cli-
ents, representatives may be reluctant to 
change fi rms.

Stay tuned—if the SEC is successful in 
enforcing its position, can other federal reg-
ulators enforcing their own privacy regula-
tions be far behind?
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Everyone’s Winning, Except the 
Shareholders: Optioning the 
Long-term Value of a Company 
By Andrew M. Kulpa
An Unexpected Boom 
in Option Use
Stock option grants have been the fi nancial 
vehicle of choice for a large portion of execu-
tive compensation due to an attempt to link 
executive compensation to the performance 
of the company. Generally, a stock option 
is the right to purchase a stated number of 
shares of the stock of an employer at a spe-
cifi c exercise price over a prescribed period 
of time in accordance with certain eligibility 
requirements for vesting.1 

Essentially, it is a right to a future stock 
gain. Stock options fi rst surfaced in the 1920s2  

but really garnered attention in the 1990s 
based on two events. First, the Accounting 
Principals Board (the predecessor organiza-
tion to the Financial Accounting Standards 
Board) issued its Opinion Number 25 in 
regard to employee stock compensation,3 
stating that when a company issues stock 
options to executives and  the number and 
exercise price per share of stock underlying 
the options are known on the grant date, the 
company may recognize a compensation ex-
pense on its income statement equal to the 
difference, if any, between the market price 
of the stock on its grant date and the option’s 
exercise price.4 Therefore, there is no require-
ment for a change to the company earning for 
at-the-money options or options with a strike 
price equal to the current price of the under-
lying security.5 Second, the Clinton admin-
istration instituted changes to the corporate 
tax structure under which companies could 
not deduct annual compensation in excess of 
$1 million for any of their top fi ve offi cers6 
but exempted performance pay (e.g., stock 
options) from this computation.7 Therefore, 
a company could deduct a dollar for every 
dollar of options gained by the grantee, mak-
ing it benefi cial for the company to pay every 
possible bill with a stock option.8 As a result 
of these factors, stock option use among For-
tune 500 companies increased by 45 percent 
in 1994, the fi rst year the law was in effect.9 
While corrected to an extent, there is still fa-

vorable treatment toward stock options and 
performance based pay under Internal Rev-
enue Code (IRC) 421 and 422. 

Optioning the Long-term Value 
of the Company against the 
Executive’s Near-term Prospects
Stock options can be classifi ed as either incen-
tive stock option plans (ISO) or non-statuto-
ry stock option plans (NSO).10 Options that 
qualify as an ISO and are granted in connec-
tion with employment are granted favorable 
tax treatment under IRC 421(a).11 However, 
there are some strict requirements for an 
ISO. The option (a) must be exercised while 
the party is employed with the issuing com-
pany or within three months of termination,12 
and (b) must be granted under a written plan 
approved by the shareholders specifying the 
total number of shares and the employees 
eligible to receive the options.13   Finally, the 
aggregate fair market value of stock bought 
by exercising ISOs that are exercisable for the 
fi rst time cannot exceed $100,000 in a calen-
dar year.14 While no income tax is assessed 
against the executive receiving an ISO in 
the year of the grant or at the time he or she 
exercises the option,15 the company granting 
the ISO will not be permitted to deduct any 
amount for the option grant.16 Due to these 
restrictions, most stock options for execu-
tives are NSOs.17 

An NSO does not have any statutorily de-
fi ned holding period, term guidelines, or the 
$100,000 ceilings on exercise,18 and it may be 
granted to non-employee individuals valu-
able to the corporation, such as outside direc-
tors and consultants.19 The company granting 
an NSO can also deduct the option gains 
received by executives as a compensation 
expense.20 Regardless of the preferred form, 
stock options tend to misalign executive and 
company incentives.21

Stock options can provide a form of per-
petual growth for executives receiving the 
same number of options each time regard-
less of the movement of the underlying stock 



price.22 In turn, the total compensation pack-
age for the executive will provide short-term 
exponential growth in the case of a rising 
stock price regardless if that rising stock price 
is connected to the executive’s performance 
or simply market conditions.23 To maximize 
the option value, enhancing the company’s 
value may give way to insider manipulation, 
including timing the release of positive and 
negative releases relative to option issues24 or 
backdating the option to correspond to the 
release. 

Cheaters Kind of, Sort of, Prosper
Backdating is done to identify the low-
est price of a company’s stock over a given 
period, providing hindsight to “best” price 
the option and provide the most future 
value to the executive.25 An estimated 23 
percent of unscheduled, at-the-money, stock 
option grants to executives between 1996 
and August 2002 suffered from some sort of 
backdating or manipulation.26 The practice of 
backdating stock options is not illegal per se if 
none of the documents related to the practice 
are forged, the backdating is disclosed to the 
company’s shareholders, and the backdating 
is properly refl ected in a company’s earnings 
statement.27 By failing to follow these guide-
lines, there are tax and securities law impli-
cations, including section 10 of the Securities 
Exchange Act of 1934 covering manipulative 
and deceptive devices,28 and section 302 of 
the Sarbanes-Oxley Act of 2002,29 requiring 
the chief executive offi cer and the chief fi nan-
cial offi cer to certify the accuracy of fi nan-
cial statements.30 In addition to backdating, 
around 40 percent of option awards are non-
periodic, or fl exible in the offering time dur-
ing the year, making them ripe for manipula-
tion in regard to information dissemination 
surrounding the options issuance.31 This  dis-
torts the original valuation of the compensa-
tion package, which was usually done with 
the Black-Scholes method.32 Although the 
board may have felt it was presenting a fair 
deal to the executive on behalf of the share-
holders, information imbalance and abuse 
can cause the Black-Scholes method to break 
down, with a resulting one-sided boon for 
the executive.33 These manipulative practices 
have garnered legal attention.

Through September 2007, over 200 com-
panies have been investigated,34 thirty class 
action suits have been fi led regarding op-
tion backdating,35 and six criminal cases have 
been brought against executives as of Febru-

ary 2007.36 Companies have had to restate fi -
nancial results,37 accept the resignation of top 
executives,38 suffer criminal investigations,39 
face shareholder derivative suits,40 and in 
some cases even delist.41 Monetarily, this is 
not a zero-sum game, either. The executives 
committing the backdating of stock options 
derive an average of about $2.5 million per 
fi rm over a fi ve-year period, but when the is-
sue reaches the public, the shareholders bear 
damages of about $400 million per fi rm.42 To 
curtail the dating issue, the Securities and 
Exchange Commission (SEC) adopted disclo-
sure requirements, including disclosure of a 
company’s intent to grant options within two 
business days after the option is granted.43 
However, approximately 24 percent of the 
companies are still late in reporting option 
grants with 14 percent being reported within 
one month of the grant date and 10 percent 
in excess of a month,44 providing the aura of, 
if not any actual, wrongdoing. All this excess 
compensation does not even purport to en-
hance company performance. 

Excessive Compensation Negates 
Performance
There is a continued disconnect between the 
boom in executive compensation and the 
bust in executive performance. In 1992, the 
average CEO of an S&P 500 fi rm earned $2.7 
million, which grew more than 400 percent 
to over $14 million by 2000.45 However, this 
increase in pay does not correlate to improved 
company performance.46 In some sectors, the 
companies with the best performance had 
the lowest levels of long-term incentives and 
lowest total direct compensation for execu-
tives.47 In addition, high levels of total execu-
tive compensation are inversely correlated 
to company performance.48 Beyond the lack 
of positive correlation between performance 
and compensation, there appears to be little 
punishment, per se, for poor performing 
executives. Fifty-three percent of CEO’s who 
resigned or were asked to resign from com-
panies due to poor performance remained 
as members of the board of directors of the 
company from which they departed, and 40 
percent retained the chairman position on the 
board.49 Therefore, not only is there appar-
ently little incentive to perform, there is no 
disincentive to fail to perform either.
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Realigning Competing Interests—
Use of Restricted Stock
The ultimate goal of incentive-based pay is to 
encourage an executive to perform at a level 
that will increase the value of the company 
and ultimately the value of his or her com-
pensation,50 while also permitting the compa-
ny to have more cash on hand for investment 
and to pay its liabilities as they come due.51 
These goals must be kept in perspective when 
awarding compensation packages. These fac-
tors, coupled with the desire to remove inside 
factors like information control from the 
equation, have led some companies to utilize 
restricted stock as the mechanical answer to 
the performance pay problem. 

Restricted stock is a grant of shares that 
restricts the right to transfer or sell the shares 
until after a defi ned vesting period or pre-
defi ned metrics are achieved.52  It has increased 
in use from 10 percent of total executive 
compensation in 2004 to 15 percent in 2005.53 
Restricted stock, like stock options, has two 
primary classifi cations, qualifi ed employee 
stock purchase plans54 and non-qualifi ed 
employee restricted stock plans, both with 
differing tax treatment. When restricted stock 
is issued, the executive is not entitled to the 
stock until he or she actually performs; there-
fore, the stock is subject to a substantial risk of 
loss and will not be immediately taxed.55 The 
restricted stock will be taxed when earned 
and when there is an ascertainable value,56 
requiring the executive to pay tax immedi-
ately on the gain even though the executive 
has not actually received cash for the stock.57 
To help the executive, the taxes may be paid 
when the restricted stock is fi rst issued based 
on the implicit value, which is often very 
low, and additional taxation does not occur 
until the stock is sold.58 While tax-wise and 
structurally, restricted stock may fi ll in the 
stock option gaps, to avoid revisiting similar 
problems, oversight by the board to protect 
the long-term value for the company is still 
necessary, and a process of continuous eval-
uation and improvement regarding major 
expenditures like executive compensation is 
required to ensure the continued increase in 
the value of the company for the sake of the 
shareholders.
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Breaking from the Digital Flock: 
Responding to Litigation Involving 
Electronically Stored Information
By Jason M. Shinn
Introduction
Winston Churchill observed, “In war, there 
is no guarantee of success. But we can make 
sure we deserve it.” This advice is especial-
ly appropriate with respect to responding 
to existing and proposed changes concern-
ing how electronically stored information 
involved in litigation or regulatory investiga-
tions is handled. These changes are refl ected 
in the recently amended Federal Rules of 
Civil Procedure, which introduced electroni-
cally stored information (ESI) as a co-equal to 
paper documents. Michigan is also propos-
ing to substantially adopt these rules.1 Fur-
ther, these changes are taking place as more 
litigation turns on ESI, and increasing legisla-
tion directly targets ESI.2 

But if a survey3 of 422 national and inter-
national companies is an accurate indication 
of how companies are prepared to respond 
to the preceding changes affecting ESI, then 
there is much cause for alarm. 

For example, the survey found: 
The ability to handle diffi cult e-dis-
covery matters is a source of concern 
for most organizations surveyed. 
Just 19% of respondents consider 
their companies to be well prepared 
for e-discovery issues, while the vast 
majority (81%) report being not at all 
prepared to only somewhat prepared.4 

Unfortunately, such concerns are not reserved 
for large corporations. Courts are increas-
ingly unsympathetic to “smaller” compa-
nies that are unprepared to respond to these 
challenges. As one court noted in granting a 
motion to compel production of e-mails and 
databases, “… the Court expects that [defen-
dant] will make all reasonable efforts to comply 
with its discovery Orders including, if necessary, 
retaining additional IT professionals to search 
electronic databases and adding additional attor-
neys to perform document review.”5 

In short, the “I do not have enough re-
sources” defense to meet the legal obligations 
pertaining to ESI is not going to be acceptable 
to courts.6 For better or worse, ESI under the 

federal rules may have a signifi cant impact 
on companies and their attorneys. 

This article provides a brief overview of 
this impact and what consequences compa-
nies face if ESI issues are not properly ad-
dressed. It further provides an overview of 
steps that may be taken to avoid or minimize 
these consequences by leveraging opportuni-
ties under certain provisions of the amended 
Federal Rules of Civil Procedure. 

The Case for Pre-litigation 
Planning to Address ESI

In General
Many businesses are reluctant to expend 
resources when there is no clear return on 
investment because something, i.e., litiga-
tion, has not yet happened. Companies that 
choose to see litigation as entirely separate 
from their core business function may miss  
an opportunity to not only signifi cantly mini-
mize litigation risks and burdens but also to 
improve core business functions. Alterna-
tively, companies can accept that litigation 
and investigations are a cost of doing busi-
ness and identify and understand the risks 
and opportunities within the changing legal 
landscape. 

Increased Litigation Risks Created by ESI 
The headlines and cases are littered with 
companies that ignored or were otherwise 
unable to meet their ESI obligations in litiga-
tion.7 Failing to meet ESI obligations results 
in signifi cant increases in litigation costs,8 
weakened legal positions due to adverse jury 
instructions9 or the exclusion of witness tes-
timony,10 limiting the cross examination at 
trial of experts,11 puts confi dential, private, 
and proprietary company information at risk 
to unnecessary exposure,12 and may result in 
judicial sanctions,13 fi nancial sanctions,14 and 
default judgments.15 Many of these risks may 
extend to organizations that are not parties 
to litigation but still must respond to subpoe-
naed information.16 



Failing to properly address ESI may also 
limit a party’s ability to support or defend 
against a dispositive motion. Assume a hy-
pothetical motion for summary disposition 
is fi led under MCR 2.116(C)(10). This motion 
requires a court to consider the substantively 
admissible evidence proffered in support or 
opposition to the motion.17 Such a motion 
supported by ESI, however, raises unique ad-
missibility issues. For example, in Lorraine v 
Markel American Ins,18 the court denied cross-
motions for summary judgment purportedly 
supported by ESI because the parties failed 
to present substantively admissible ESI.19 

The Lorraine court noted, “[g]iven the per-
vasiveness today of electronically prepared 
and stored records, as opposed to the manu-
ally prepared records of the past, counsel 
must be prepared to recognize and appropri-
ately deal with the evidentiary issues associ-
ated with the admissibility of electronically 
generated and stored evidence.”20 Obviously 
a party or a court opposing a dispositive mo-
tion could make similar arguments regarding 
a dispositive motion supported by ESI. 

Thus, litigants and their counsel must 
be prepared to take proactive steps to meet 
challenges relating to the preservation and 
admissibility of ESI at any stage of the liti-
gation and understand the consequences of 
failing to do so.

Increased Litigation Costs Created by ESI
In addition to the judicial risks of failing to 
plan for litigation involving ESI, there are 
increased costs of litigation where ESI is 
involved. To illustrate this point, consider 
that an average desktop PC’s hard drive is 
500 gigabytes, which equals roughly 500 
pickup trucks fi lled with books.21 Now mul-
tiply this number by the number of comput-
er users in a particular company—or even 
department—and it is easy to understand 
how much information may be initially at 
issue. It is common for a terabyte (i.e., 500 bil-
lion typewritten pages) of ESI to be involved 
in a large civil litigation or governmental 
investigation.22 But experience has shown 
that even where ESI is limited to a few indi-
viduals, it quickly escalates the amount of 
information that must be reviewed and ana-
lyzed. For example, the cost for the retrieval 
and review of a sampling of e-mails for seven 
former employees and two managers totaled 
$42,892.42 in on-going litigation.23 

Further, the unique nature of ESI imposes 
risks and costs on a company’s preservation 

obligations. First, ESI is intangible and dy-
namic, making it in some instances available 
only for an “evanescent time period”24 and 
thus diffi cult to preserve. Second, routine 
business processes often automatically create 
storage space for other uses without regard 
for the preservation of discoverable informa-
tion.25 Also, some types of ESI—such as meta-
data or embedded data26—are not apparent 
to the ordinary user and are easily changed, 
intentionally or otherwise. 

These factors have resulted in an unsatis-
fying mechanical legal mantra of “preserve 
everything” in response to litigation.27 While 
it has been argued whether such a response 
is required,28 it will generally be a prudent 
initial response to take reasonable, good faith 
efforts to preserve the ESI universe29 until it 
is assessed against what is discoverable in 
the litigation and, therefore, what actually 
must be preserved.30 

Failing to make this analysis, however, is 
simply not an option for many companies.31 

And until the scope of preservation is deter-
mined, companies will likely incur unneces-
sary costs related to preservation. Also, from 
a judicial perspective, an open-ended “pre-
serve everything” order is not desirable due 
to the vast amount of non-discoverable and 
redundant ESI that will likely be preserved 
with no gains towards resolving the pending 
action.32

To move beyond the status quo requires 
an understanding of the interplay between 
the legal claims at issue, how these claims 
relate to ESI, what steps can ethically and le-
gally be taken to cull discoverable ESI from 
non-discoverable ESI, and how to best pres-
ent these assertions to the opposing party 
and, if necessary, the court. It is inevitable 
that litigants will fi ght this reasoned ap-
proach in an effort to leverage the ESI costs 
for defending claims.33 But such opposition 
will require courts and attorneys to be even 
more mindful of their duty under Fed R Civ 
P 1 to construe the federal rules for the “just, 
speedy, and inexpensive determination of 
every action.”34 

Leveraging the “Not Reasonably 
Accessible” Designation under 
the Amended Federal Rules of 
Civil Procedure
A completely risk-free and cost-free strategy 
for preserving ESI once litigation is fi led does 
not exist. But a company can minimize both 
the risks and costs associated with ESI before 
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litigation is fi led by understanding how pre-
litigation, business-side decisions can effec-
tively gain an advantage using options under 
the existing and prospective rules applicable 
to discoverable ESI.35 This is because these 
decisions can—in part—be used to demon-
strate why certain categories of ESI would be 
unreasonable to retrieve and search due to 
undue burden or cost.36 

First, before taking action, a company 
must assess whether it is presently involved 
in litigation or is subject to an investigation. 
This assessment must also extend to litiga-
tion or investigation that is reasonably antici-
pated.37 If so, then a company’s options are 
already limited and no further action should 
be taken regarding ESI without the advice of 
counsel. This is due to the potential for sanc-
tions if discoverable information is destroyed 
or altered.38 

Second, it is important to note that the en-
tire universe of ESI maintained by a litigant is 
initially subject to preservation because it will 
rarely, if ever, be sorted out from irrelevant 
ESI. Furthermore, this universe will likely be 
distributed across individual PCs, portable 
storage devices, servers, e-mail accounts, 
back-up tapes, and PDAs. Thus, a defensible 
litigation plan must account for all of these 
sources and whittle away the undiscoverable 
information, which takes time and resources. 
A company, however, that has implemented 
an information management system (i.e., a re-
tention policy) that is regularly enforced has 
likely signifi cantly reduced the ESI universe 
before litigation begins.39 In this regard, it is 
important to note that information destroyed 
under a “legitimate”40 retention policy will—
under ordinary circumstances—not give rise 
to wrongful conduct in subsequent litigation 
or investigation.41

Third, companies must make decisions 
that maximize their opportunities under the 
amended Federal Rules of Civil Procedure. 
One of the most important amendments in 
this regard is Fed R Civ P 26(b)(2)(B), which 
provides a company with the opportunity 
to unilaterally decide that ESI should not be 
discoverable because it is not “reasonably 
accessible” due to undue burden or cost.42 
Upon successfully making this designation, 
the opposing party may be able to convince 
the court that “good cause” exists to  order 
discovery of the inaccessible ESI nonethe-
less.43 The court also may impose conditions 
before such discovery is allowed.44 

The obvious advantage to amended Rule 
26(b)(2)(B) is that right out of the litigation 
gates the amount of ESI at issue may be im-
mediately reduced, which creates a corre-
sponding reduction in litigation costs.45 And 
even where a court orders the discovery of 
information that is “not reasonably acces-
sible,” there is the opportunity to require 
the requesting party to pay all or portions 
of the discovery costs for obtaining the ESI.46 
Another subtle effect of this amendment is 
that this discussion is supposed to be shifted to 
the beginning of the litigation as part of the 
initial disclosures.47 This shift provides the 
opportunity to move beyond the “preserve 
every byte of ESI” to preservation of likely 
discoverable ESI. Failure to address this re-
quirement or reach an agreement may be det-
rimental to both plaintiffs and defendants.48 

“Not reasonably accessible” is unde-
fi ned.49 Companies and their attorneys, 
therefore, must understand how courts have 
analyzed this issue to successfully argue that 
certain categories of ESI fi t this classifi cation. 

The most likely target for “not reasonably 
accessible” ESI is found on back-up tapes be-
cause these tapes are generally considered 
“not reasonably accessible.”50 Back-up tapes 
are generally intended only for disaster re-
covery purposes and recycled or overwrit-
ten after their usefulness has expired.51 Thus, 
back-up tapes are generally not intended for 
record-keeping purposes, i.e., preserving 
business critical information or regulatory 
compliance. For these reasons and because 
of the way in which back-up tapes store ESI, 
they are arguably “not reasonably acces-
sible.”52 But companies are often blindsided 
by the impact back-up tapes have on litiga-
tion after it is fi led. One company estimated 
it would cost $395,944 to restore and process 
eight back-up tapes.53 In other litigation, a 
defendant argued that it would cost between 
$85,000 and $150,000 to restore back-up tapes 
that may contain responsive e-mails.54

These costs are usually unnecessary be-
cause experience shows that back-up tapes 
are commonly maintained beyond disaster 
recovery purposes, i.e., non-business criti-
cal and regulatory compliance preservation 
purposes. But once a company is involved in 
litigation, it must take steps to preserve its 
existing ESI, including collections of back-
up tapes that would have and should have 
been overwritten under a company’s reten-
tion policy.55 In other words, when litigation 
arises, a company cannot retroactively apply 
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its retention policy to overwrite ESI found 
on back-up tapes even though prior to litiga-
tion that same ESI—relevant or otherwise—
would have normally been overwritten 
without adverse consequence.56 Companies, 
therefore, will have to deal with the exist-
ing ESI universe, which may be signifi cantly 
larger than necessary if back-up tapes have 
been recycled.

To successfully apply Fed R Civ P 
26(b)(2)(B) to back-up tapes, companies must 
be able to support the assertion that back-up 
tapes are “not reasonably accessible.” This 
will likely require identifying or producing 
an IT individual from within the organiza-
tion or use of a third-party consultant to tes-
tify about the “accessibility” and costs for 
retrieving ESI from back-up tapes.57 For ex-
ample, in an early case addressing ESI, Car-
bon Dioxide Industry Anti-Trust Litigation, the 
court granted the plaintiff’s 30(b)(6) deposi-
tion notices of the defendant to determine 
what data each defendant maintained.58 In 
holding that the depositions were appropri-
ate, the court noted, “Plaintiffs’ 30(b)(6) de-
positions to identify how data is maintained 
and to determine what hardware and soft-
ware is necessary to access the information 
are preliminary depositions necessary to pro-
ceed with merits discovery.”59 

Failure to support a “not reasonably ac-
cessible assertion” will likely require the re-
trieval and production of ESI from back-up 
tapes. For example, in Best Buy Stores, LP v 
Developers Diversifi ed Realty Corp,60 the court 
concluded that a discovery order issued by 
the magistrate judge involving back-up tapes 
was neither clearly erroneous nor contrary to 
law. This discovery order required, among 
other things, that defendants produce re-
sponsive documents, including those from 
back-up tapes, by a date certain. The defen-
dants had argued that, while certain docu-
ments that were responsive existed, the cost 
to retrieve them from an electronic archive 
might be prohibitive. The magistrate judge 
determined that the defendants failed to 
meet their burden to establish that the infor-
mation sought was “not reasonably accessi-
ble because of undue burden or cost” under 
Fed R Civ P 26(b)(2)(B): “Defendants offer 
no proof, aside from conclusory statements, 
about the cost to obtain documents from 
electronic archives. So this concern cannot 
shield the defendants from discovery here.”61 
After the order, the defendants had their ven-
dor provide cost and time frame estimates 

for recovering certain information that was 
responsive to the discovery requests but lo-
cated on archived, electronic back-up tapes. 
The district judge noted that “a modifi cation 
of the deadline might be warranted if com-
pliance” is in fact technologically impossible. 
But the court found that the magistrate’s or-
der was thorough and well reasoned based 
on the information and arguments presented 
to the magistrate. 

In contrast to Best Buy, the court declined 
to order such production in Ameriwood In-
dustries, Inc v Liberman.62 This case involved 
allegations that the defendants improperly 
used confi dential information while in the 
plaintiff’s employ to sabotage the plaintiff’s 
business relationships. The defendants re-
sponded that the plaintiff’s lost sales were 
due to the plaintiff’s own mismanagement 
and not the alleged misconduct. The defen-
dants requested all of the plaintiff’s docu-
ments and communications concerning the 
business made during the relevant period 
and identifi ed six individuals who may have 
responsive information. The plaintiff object-
ed to these requests. 

The Ameriwood court, citing Fed R Civ P 
26(b)(2), applied the burden-shifting analysis 
in deciding whether to compel production of 
ESI.63 Applying this analysis and based on 
the plaintiff’s showing that approximately 
52,124 potentially responsive e-mails and 
4,413 additional computer fi les would have 
to be retrieved, reviewed, and produced, the 
court found that the information was “not 
reasonably accessible” because the request 
was “unduly burdensome.” The court went 
on to determine that the defendants failed 
to make a showing of good cause using the 
factors set forth in the advisory committee’s 
note to Fed R Civ P 26(b)(2).64 Specifi cally, 
the court found that the defendants’ requests 
were not narrowly tailored to seek only in-
formation relevant to the subject before the 
court (affi rmative defenses). Accordingly, 
the court granted the motion in part and or-
dered plaintiff to produce certain documents 
only responsive to certain categories.

Next, companies should have as a com-
ponent of their document retention policy a 
plan in place that addresses preservation of 
ESI in response to litigation or regulatory in-
vestigation. Otherwise, a company may fi nd 
that reacting to litigation results in insuffi cient 
or improper measures being taken once liti-
gation is fi led or reasonably anticipated. And 
such efforts may contribute to a court’s de-
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cision to order production of back-up tapes 
that would otherwise be “not reasonably ac-
cessible.” For example, in Disability Rights 
Council of Greater Washington v Washington 
Metropolitan Transit Authority,65 the court 
concluded (without analysis) that the back-
up tapes at issue were “inaccessible” but or-
dered their production after examining the 
factors outlined in Rule 26(b)(2)(C)) for the 
production of the data. While the court un-
dertook this analysis, it did so only after ex-
pressing its concern that the producing party 
failed to suspend back-up tape recycling in 
response to litigation: 

I am anything but certain that I 
should permit a party who has 
failed to preserve accessible infor-
mation without cause to then com-
plain about the inaccessibility of the 
only electronically stored informa-
tion that remains. It reminds me too 
much of Leo Kosten’s defi nition of 
chutzpah: that quality enshrined in a 
man who, having killed his mother 
and his father, throws himself on the 
mercy of the court because he is an 
orphan.66

Finally, In re Celexa and Lexapro Prods Liab 
Litig67 illustrates a “Rolling Stone-like” bal-
ance of the plaintiffs asking for what they 
wanted but working with the defendant 
to get what they need.68 This case involved 
multi-district litigation concerning two pre-
scription drugs. Among other things, the par-
ties agreed that the plaintiffs would preserve 
the hard drives of computers used by the 
plaintiffs and the plaintiffs’ decedents, and 
that such hard drives would be imaged and 
analyzed pursuant to an agreed forensic ex-
amination protocol. The parties also agreed 
that responsive ESI would be collected by 
the defendants from the defendants’ active 
IT environment, and that “absent some ex-
ceptional circumstance and a demonstration 
by plaintiffs of some substantial need,” the 
defendants were not required to restore any 
back-up tapes (specifi cally including but not 
limited to the 35 back-up tapes the defen-
dants previously made for purposes of the 
litigation). The parties agreed that the defen-
dants would preserve the 35 back-up tapes, 
but they may otherwise resume the recycling 
of back-up tapes.69 This case—while not a 
return to Eden—illustrates the results that 
may be achieved under amended Fed R Civ 
P 26(f)(3). 

These preceding cases certainly illustrate 
the varying results courts are reaching with 
respect to the retrieval and production of 
ESI located on back-up tapes. But they also 
provide a roadmap for decisions a company 
may make before litigation is fi led to present 
a solid argument that retrieval from back-up 
tapes should not be ordered or, if so, ordered 
at the expense of the requesting party. 

Conclusion 
The strategic management of a compa-

ny’s ESI under amended and prospective 
rules and the potential cost to the company 
should not be ignored. By taking steps to 
plan for potential litigation,  a company will 
have opportunities to control the cost, time, 
and risks associated with the handling of ESI. 
This is especially true under the “not reason-
ably accessible” designation provided for 
under Fed R Civ P 26. Further, a company 
can make these decisions—including those 
as to what information it chooses to retain 
and to discard—based on its overall business 
objectives70 instead of scrambling to react 
and comply with a court order issued with-
out regard to these objectives. These steps 
will contribute to a company deserving—in 
the words of Mr. Churchill—success instead 
of being led to the judicial chopping block. 

NOTES
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the Health Insurance Portability and Accountability Act 
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28. See Zubulake v UBS Warburg LLC, 220 FRD 
212, 217 (SDNY 2003) (Zubulake IV) (parties must 
retain all relevant documents in existence or created after 
the duty to preserve attaches, but organizations need 
not preserve “every shred of paper, every e-mail or elec-
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56. See Rule 37(f): “Absent exceptional circum-
stances, a court may not impose sanctions under these 
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67. 2006 US Dist LEXIS 91590 (ED Mo Nov 13, 
2006).

68. See McPeek v Ashcroft, 202 FRD 31, 34 (DDC 
2001) (noting that “American lawyers engaged in dis-
covery have never been accused of asking for too little. 
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Jason M. Shinn is an attor-
ney with Lipson, Neilson, 
Cole, Seltzer & Garin, PC. 
His practice includes claims 
relating to breach of con-
tract, theft of trade secrets, 
the Federal Computer Fraud 

& Abuse Act, and various business torts. 
Mr. Shinn has worked extensively with 
companies and their in-house attorneys to 
respond to the signifi cant challenges pre-
sented by digital information in response 
to litigation, regulatory compliance, and 
overall risk management. His experience 
has allowed him to lecture extensively on 
electronic discovery issues, including at 
the 2004 Ohio Judicial Conference. 

44 THE MICHIGAN BUSINESS LAW JOURNAL —FALL 2007



Employment Law—Negligence Liability for 
Sexual Assault
In Brown v Brown, 478 Mich 545 (2007), the plaintiff was a 
security guard who had been assigned by her employer to 
provide security for a steel plant on the night shift. A fore-
man at the steel company routinely made crude, sexually 
explicit comments to the plaintiff when they interacted at 
the defendant’s facility. The plaintiff complained about 
these comments to one of the steel company’s plant man-
agers on at least three occasions. The foreman later raped 
the plaintiff while she was making her nightly rounds. The 
foreman had no prior criminal record, no history of vio-
lent behavior, and no history indicating that he harbored 
a propensity to commit rape. The trial court granted the 
defendant’s summary disposition motion, ruling that there 
was no genuine issue of material fact concerning whether 
the steel company was liable for the unforeseen criminal 
acts of its foreman. The plaintiff appealed to the court of 
appeals, challenging the dismissal of her negligence claim. 
In deciding what it labeled a case of fi rst impression, the 
court of appeals reversed the trial court’s order and held 
that the plaintiff had presented a genuine issue of material 
fact that the defendant knew or should have known of the 
foreman’s criminal sexual propensities and, therefore, was 
liable under a negligence theory.

The supreme court reversed, holding that where an 
employee has no prior criminal record or history of vio-
lent behavior indicating a propensity to rape, an employer 
is not liable solely on the basis of the employee’s lewd 
comments for a rape perpetrated by that employee if those 
comments failed to convey an unmistakable, particular-
ized threat of rape. An employer can assume that its em-
ployees will obey criminal laws, and it cannot reasonably 
anticipate that an employee’s lewd, tasteless comments 
are an inevitable prelude to rape if those comments did 
not clearly and unmistakably threaten particular criminal 
activity that would have put a reasonable employer on no-
tice of an imminent  risk of harm to a specifi c victim. Com-
ments of a sexual nature do not inexorably lead to criminal 
sexual conduct any more than angry comments inexorably 
result in a violent criminal assault.

Single Business Tax Act—Assessment After 
Failure to File Tax Returns
In Tyson Foods, Inc v Department of Treasury, No 272929, 
2007 Mich App LEXIS 2230 (Mich Ct App September 20, 
2007), the plaintiff, a Delaware corporation, which has its 
main offi ce in Arkansas and conducts business in Michi-
gan, did not submit single business tax returns for the tax 
years 1989 through 1996. In 1998, the department issued an 
intent to assess and fi rst fi nal assessment for single busi-
ness taxes for these years, plus penalties and interest. The 
plaintiff paid the entire amount of taxes, penalties, and 

interest assessed in the fi rst fi nal assessment for the tax 
years 1989 through 1996, but it never fi led the requested 
returns for those years. However, the plaintiff did fi le sin-
gle business tax returns for the 1997 and 1998 tax years. The 
department then began the process of auditing the plain-
tiff, which revealed that the plaintiff’s single business tax 
liability for 1989 through September 1996 greatly exceeded 
the amount assessed in the fi rst fi nal assessment and paid 
by the plaintiff. Based on information gleaned from the 
audit, the defendant issued the plaintiff a second intent to 
assess on May 17, 2001, for the tax defi ciency for the years 
at issue, plus penalties and interest, in an amount totaling 
more than $6,000,000. On June 20, 2005, the department 
issued the plaintiff a second fi nal assessment for the tax 
years 1989 through 1996, which assessed a $6,316,393.77 
tax defi ciency against the plaintiff. The plaintiff paid the 
entire amount under protest but later fi led a complaint in 
the court of claims, seeking a refund of the taxes, interest, 
and penalties paid under protest, plus interest.

The court of appeals ruled that various provisions of 
the Revenue Act provide statutory authority for the de-
partment to issue a second single business tax assessment 
to a taxpayer because the taxpayer failed to fi le tax returns 
for the tax years at issue. Moreover, the plaintiff’s payment 
of the amounts assessed by the department in the fi rst as-
sessments did not satisfy the plaintiff’s single business tax 
liability for the years in question.

Contracts—Personal Guaranty; Michigan 
Builder’s Trust Fund Act 
In Livonia Bldg Materials Co v Harrison Constr Co, Nos 
269045, 271021 (Mich Ct App released as unpublished 
July 26, 2007; approved for publication August 30, 2007), 
the  plaintiff supplied building materials to contractors for 
use in the construction of commercial and retail buildings. 
The Harrison group, which included three entities, was 
a longtime customer of the plaintiff. The Harrison group 
went out of business in September 2003 when it termi-
nated operations and surrendered its assets to a secured 
creditor. When it ceased operations, the Harrison group 
had unpaid bills to many creditors, including the plaintiff. 
The plaintiff fi led a complaint against Harrison Construc-
tion and the Harrison group’s president and treasurer/
chief fi nancial offi cer in November 2003. The complaint 
alleged violations of the Michigan Builder’s Trust Fund 
Act (MBTFA), MCL 570.151, et seq., as well as guaranty 
claims against the president and treasurer, alleging that 
they had individually guaranteed the Harrison group’s 
obligations to the plaintiff. Although the jury reached ver-
dicts against the individual defendants for violations of 
the MBTFA, the trial court granted the defendants’ motion 
for JNOV asserting that the plaintiff had failed to present 
a prima facie case under the MBFTA because it did not 
demonstrate that the defendants had intent to defraud. 
The trial court also dismissed the guaranty claims against 
the individual defendants.
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The court of appeals noted that the diffi culties posed 
by a downturn in the economy or poor business acumen 
do not excuse the MBTFA’s obligations with regard to ac-
counting practices and ordering of payments. Although 
the defendants may not have acted with bad faith and 
were simply trying to keep their ongoing concern afl oat 
by paying the most urgent outstanding balances, the 
MBTFA’s requirements had to be followed, requiring the 
defendants to pay the plaintiff when monies came in on 
those particular projects. Moreover, the appropriation of 
any monies paid to a contractor for building operations 
before payment of the protected parties (in this case, the 
material man), is evidence of intent to defraud. MCL 
570.153. Thus, evidence was presented from which the 
jury could reasonably conclude that the individuals vio-
lated the MBTFA and the trial court erred when it granted 
JNOV in their favor. With respect to the personal guaranty 
claims, the court noted the “nearly universal practice” that 
an individual offi cer or shareholder is only liable for the 
corporation’s obligations if that person signs individually, 
and this is indicated where the person signs twice, once as 
an offi cer and once as an individual. Because the defen-
dant signed only once, with the title of president under 
his signature, the court held that there was no personal 
guarantee of the corporation’s debts. Finally, where the 
plaintiff alleged that the treasurer of a corporation had 
personally guaranteed the entity’s debts in consideration 
of the plaintiff’s extension of favorable credit terms to the 
entity, the document was void under MCL 566.132(1)(b). It 
was conceded that the signature on the document was not 
that of the treasurer, there was no direct evidence that he 
had authorized the execution of a personal guarantee on 
his behalf, and the identity of the person who signed his 
name was unknown.

Noncompetition agreement—Enforceability
In Coates v Bastian Bros, Inc, No 266046, 2007 Mich App 
LEXIS 2444 (Aug 30, 2007), the plaintiff and her employer 
entered into an employment contract (an agreement pro-
hibiting fi ring of the plaintiff without just cause), with the 
plaintiff being employed as general manager. The contract 
contained both a noncompete clause imposed on the plain-
tiff, and a right of fi rst refusal in the plaintiff’s favor, under 
which the plaintiff would be given an opportunity to pur-
chase the employer’s stock if the employer sold it. In Octo-
ber 2002, the employer discharged the plaintiff and the 
plaintiff then accepted a position with a competitor. The 
defendants brought an action for breach of the noncom-
pete clause while the plaintiff counterclaimed for breach of 
the just-cause and fi rst refusal provisions. The jury found 
that: (1) the plaintiff breached the noncompete clause; and 
(2) the employer breached (a) the right of fi rst refusal pro-
vision, (b) the just-cause provision, and (c) its obligation to 
pay the plaintiff bonuses. 

On appeal, the court of appeals ruled that the trial 
court erred in denying the defendants’ motion for partial 

directed verdict on the right of fi rst refusal clause because 
the undisputed facts indicated that the right of fi rst refusal 
did not accrue because the employer redeemed its stock 
instead of selling it. The court found that the noncompete 
clause was enforceable as a matter of law because of its 
limited time (one year), modest geographical reach (1990 
miles), and the length of the plaintiff’s employment (22 
years). The court also rejected the plaintiff’s argument that 
the defendant was barred from enforcing the noncompete 
clause (owing to the jury’s fi nding that the employer fi rst 
breached the contract when it fi red the plaintiff without 
cause) because the plaintiff’s argument was unpreserved 
and, alternatively, was inconsistent with the plain terms of 
the noncompete clause.

Noncompetition Agreement—Arbitration
In Rooyakker & Sitz, PLLC v Plante & Moran, PLLC, No 
273173, 2007 Mich App LEXIS 1287 (May 15, 2007), the 
plaintiffs worked at the defendant accounting and busi-
ness advising fi rm’s Gaylord offi ce and, as a condition of 
employment, each signed a “Practice Staff - Relationship 
Agreement” that contained both a client solicitation clause 
and an arbitration clause. The plaintiffs were informed that 
the defendant had decided to close its Gaylord offi ce and 
were offered the chance to move to its Traverse City offi ce, 
but they decided to remain in Gaylord, terminated their 
employment with the defendant, and opened their own 
offi ce. Several of the defendant’s Gaylord clients hired the 
plaintiffs to provide accounting and tax services. When 
the defendant learned or suspected that the plaintiffs were 
providing services to its former clients, it initiated arbitra-
tion proceedings against the plaintiffs for violation of the 
client solicitation clause contained in the agreement. The 
plaintiffs fi led suit, seeking, among other things, a declara-
tion that the agreement was unreasonable and unenforce-
able. The trial court granted summary disposition in favor 
of the defendants.

The court of appeals ruled that the trial court did not 
err in fi nding that the language in the parties’ agreement 
providing for enforcement by “any court having jurisdic-
tion” was suffi cient to meet the requirements set forth in 
MCL 600.5001(2) for a statutory arbitration. The court of 
appeals rejected the plaintiff’s arguments (1) that a cli-
ent solicitation clause was a noncompete agreement that 
violated the Michigan Antitrust Reform Act (MARA) and 
(2) that, because the act provides for exclusive jurisdiction 
over violations of the MARA to the circuit court, the trial 
court erred in referring this issue to arbitration. Finally, the 
trial court did not err in summarily dismissing the plain-
tiffs’ frustration-of-purpose claim.

Professional Service Corporation Act—
Incorporation under Correct Statute
In Miller v Allstate Ins Co (On Remand), 275 Mich App 649, 739 
NW2d 675 (2007), the supreme court had vacated an earli-
er court of appeals decision (272 Mich App 284, 726 NW2d 
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54 (2007)) and remanded for a determination of whether 
a physical therapy provider was properly incorporated 
under the Business Corporation Act (BCA) as opposed to 
the Professional Service Corporation Act (PSCA) and, if 
so, for a reconsideration of whether the physical therapy 
was lawfully rendered under MCL 500.3157. 477 Mich 
1062, 728 NW2d 458 (2007). Finding that the list of profes-
sional services in section 2(c) of the PSCA is not exclusive, 
the court of appeals ruled that a corporation must form 
as a professional service corporation if it is providing a 
personal service to the public that requires a license. The 
court of appeals concluded that the provider was improp-
erly incorporated under the BCA because a provider of 
physical therapy services must be incorporated under the 
PSCA. It then adopted its prior analysis that this provider 
was entitled to payment because treatment was rendered 
by licensed physical therapists, and the corporate defect 
had nothing to do with that treatment.

Employment Law—Accent or Speech as 
Evidence of National Origin Discrimination
In Gold v Fedex Freight East, Inc (In re Rodriguez), 487 F3d 
1001 (6th Cir 2007), the plaintiff applied and was twice 
interviewed for at least one supervisor position. A cus-
tomer service manager testifi ed that he found the plaintiff 
to be qualifi ed for the position and claimed that he would 
have hired him but for a human resource manager’s stat-
ed concern that the plaintiff’s accent and speech pattern 
would adversely impact his ability to rise through the 
company ranks. Another witness seconded the human 
resource manager’s concern about the plaintiff’s language 
and way of speaking. After the plaintiff resigned from his 
employment, citing its “refus[al] to address [his] numerous 
complaints of being discriminated against because of [his] 
race as an Hispanic-American,” he fi led suit in Michigan 
state court, alleging racial discrimination and retaliation in 
violation of the Elliott-Larsen Civil Rights Act. The defen-
dant removed the case to federal court on the basis of the 
parties’ diversity of citizenship and moved for summary 
judgment. The plaintiff then fi led for bankruptcy, and the 
district court referred the defendant’s summary judgment 
motion to the bankruptcy court, which granted it. The dis-
trict court affi rmed the bankruptcy court’s judgment. 

The Sixth Circuit stated that earlier decisions suggest-
ed that the evidence concerning the plaintiff’s accent and 
speech was direct evidence of discrimination, since accents 
and national origin are intertwined. In direct evidence cas-
es, once a plaintiff shows that the prohibited classifi cation 
played a motivating part in the employment decision, the 
burden of both production and persuasion shifts to the 
employer to prove that it would have terminated the em-
ployee even if it had not been motivated by impermissible 
discrimination. The question whether the defendant met its 
burden by showing that it would have refused to promote 
the plaintiff even absent a discriminatory motive, based on 
its argument that the plaintiff failed to complete a lead-

ership apprentice course combined with the defendant’s 
claimed policy against promoting drivers directly into su-
pervisory positions, was for the district court to make in 
the fi rst instance. The Sixth Circuit vacated summary judg-
ment on this issue and remanded the claim to the district 
court. However, the Sixth Circuit affi rmed summary judg-
ment for the defendant on the  plaintiff’s hostile-environ-
ment, constructive-discharge, and retaliation claims.
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your new address, Bar personnel will amend the mailing list, and you will continue to 
receive your copies of the Michigan Business Law Journal and all other State Bar publica-
tions and announcements without interruption.

CITATION FORM
The Michigan Business Law Journal should be cited as MI Bus LJ.

CONTRIBUTORS’ INFORMATION
The Michigan Business Law Journal invites the submission of manuscripts (in duplicate) con-
cerning commercial and business law. Manuscripts cannot be returned except on receipt 
of proper postage and handling fees. Manuscripts should be submitted to Publications 
Director, Robert T. Wilson, The Michigan Business Law Journal, 150 W. Jefferson, Suite 
900, Detroit, Michigan 48226-4430, or to Daniel D. Kopka, Senior Publications Attorney, 
Institute of Continuing Legal Education, 1020 Greene Street, Ann Arbor, Michigan, 48109-
1444, (734) 936-3432.
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The opinions expressed herein are those of the authors and do not necessarily reflect those 
of the Business Law Section.
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S E C T I O N  C A L E N D A R

Council Meetings 

DATE TIME LOCATION

March 6, 2008 3:00 p.m. State Bar of Michigan, Lansing

Seminars and Institutes

2008 LLC & BUSINESS ENTITY UPDATE

DATES:   February 8, 2008      LOCATION:  Grand Rapids—DeVos Place/Amway Grand         
                 February 26, 2008                              Plymouth—The Inn at St. John’s

20TH ANNUAL BUSINESS LAW INSTITUTE

DATES:  June 13-14, 2008    LOCATION:  The Dearborn Inn, Dearborn
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