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From the Desk of the Chairperson

By Robert T. Wilson

As the recently elected chairperson of
the Business Law Section of the State
Bar of Michigan, it is my privilege to
welcome you to a new year for the Sec-
tion. Before proceeding any further,
I'd like to thank immediate past Chair
Dee Dee Fuller for her extraordinary
service to the Section over the past
year, including her role in revising the Section’s Stra-
tegic Plan. Thanks also go to past Secretary Ed Lukas
and past Treasurer Marguerite Donahue for their efforts
on behalf of the Section. We're fortunate indeed to have
such able and dedicated leaders. Finally, I'd also like
to recognize another past chair, Alex DeYonker, who
received the Section’s Stephen H. Schulman Outstand-
ing Business Lawyer Award following our Annual
Meeting on September 23. This is a singular honor and a
well-deserved one.

Incoming chairs traditionally propose certain ini-
tiatives for the forthcoming year. At the ground level
of Section governance, I think we need to revisit our
Bylaws. A number of our council members have been
looking, for example, at the question of how commit-
tee and directorship succession occurs. I will be putting
together a committee to formally address these issues
and submit amended and restated Bylaws to the council
and ultimately to the members for approval. I welcome
any volunteers.

In terms of broader tasks, I have been giving some
consideration to the state of our State. I think we would
all agree that we continue to struggle in the throes of
the worst economic downturn since the 1930s. Our larg-
est city has a declining population and faces other ex-
traordinary challenges. The pain is not limited to our
large cities, however, or a particular region. I had occa-
sion to visit a small city in northeast Michigan several
weeks ago, and the signs of economic distress were ev-
erywhere: shuttered factories, abandoned homes, and a
recently built recreational complex where one of the two
ice rinks had no ice on it because there are not enough
teams who can afford to buy the ice. I was told the local
unemployment rate was in the range of 30 percent.

Remarkably, in spite of the dire economy of our state,
the Business Law Section remains a vital organization,
financially strong, with a large group of dedicated vol-
unteers engaged in a wide range of activities in support
of our profession. I think we need to ask ourselves, how-
ever, whether we are doing enough, given the hardships
our fellow citizens and Michigan businesses are facing?

The Section’s mission statement defines our mission
as:

fostering the highest quality of professionalism
and practice in business law and enhancing the
legislative and regulatory environment for con-
ducting business in Michigan.

We do these things, and [ would argue we do them well.
Now, however, more than at any time in the history of
the Section, I believe it is incumbent on us to use every
resource we have to promote and enhance the environ-
ment for doing business in Michigan. I would ask each of
our members —some of the best and brightest minds in
Michigan —to consider and share with the leadership of
our Section, what we as individual attorneys, members
of law firms and as an organization can do, consistent
with our mission, to help improve the climate for busi-
nesses in Michigan, and thereby shore up our economy,
create jobs, and leave, as a legacy to our children and
grandchildren, a state of Michigan where they can live
and work in reasonable prosperity.

At the end of the day, what am I asking? I am chal-
lenging each committee and each directorship of our
Section, under the leadership of the committee chairs
and directors, to formulate and present to the Section
Council, specific proposals for activities tied to your
goals as defined in the Section’s Strategic Plan that have
the potential to be of tangible benefit to businesses in the
state of Michigan, bearing in mind especially the par-
ticular challenges they face. It may be a new event or
program, a legislative or pro bono initiative, an article,
or other activity outside the scope of what the Section
has traditionally done, or a shift in emphasis or modi-
fication of an existing activity, but the emphasis should
be on benefitting Michigan businesses in these troubled
times. I know the heavy demands on your time as well
as the dangers of trying to do too much —it may be that
not all of the proposals would go forward or come to
fruition within the next year, but I have great confidence
that if we put our heads together, good work can be
achieved. Please look at what you're already doing or
charged with doing and consider how it can be adapted
to the current circumstances of our economy and busi-
ness climate. Thank you in advance for your support of
this initiative.
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Homeowners Construction
Lien Recovery Fund

Public Act 147 of 2010,' effective
August 23, 2010, amends the Con-
struction Lien Act to eliminate the
Homeowner  Construction  Lien
Recovery Fund. Companion legisla-
tion eliminates the requirement for
electrical, plumbing, and mechanical
contractors and residential builders
and maintenance and alteration con-
tractors to pay into the fund.? Labor-
ers and suppliers were permitted to
become members of the fund by pay-
ment of an initial fee and payment of
a renewal fee every three years. The
revenue to the Fund lagged far below
expenditures.

Public Act 147 retains a mecha-
nism for a homeowner to prevent a
construction lien from attaching to
a structure. Section 118a of the act,
MCL 570.1118a, provides that a claim
of construction lien does not attach, to
the extent payments have been made,
if the owner or lessee files an affidavit
with the court stating that the owner
or lessee has paid the contractor for
the improvement to the residential
structure according to the contract
and the amount of the payment. Cop-
ies of the contract, any change orders,
and any evidence of payment are to
be attached to the affidavit. Instead
of seeking payment from the Hom-
eowner Construction Lien Recovery
Fund, subcontractors and suppliers
who were not properly paid by the
contractor or builder will have to file
an action in circuit court against the
nonpayer.

Proposed Amendments

to the Michigan Limited
Liability Company Act

SB 1455 was introduced on August
17, 2010.2 The bill allows for conver-
sions of limited liability companies
and will provide greater flexibility
for business planning. The conver-
sion provisions are substantially
similar to the conversion provision
in the Business Corporation Act. The
bill includes some new provisions
regarding indemnification, insurance,
and transactions in which a member

or agent has an interest; amends sec-
tion 501 regarding how a person may
be admitted as a member of a limited
liability company; and adds new pro-
visions regarding charging orders.

Physician’s Assistants

Public Act 124 amended section 17048
of the Public Health Code to permit
supervising physicians to organize a
professional corporation or profes-
sional limited liability company with
physician’s assistants. Public Act 124
requires the Michigan Department
of Community Health to include
on the license renewal form a space
for physician’s assistants to disclose
whether they were a shareholder in
a professional corporation or mem-
ber of a PLLC organized before the
act took effect. Physician’s assistants
are required to disclose on the license
renewal form the name and license
number of the supervising physi-
cian and whether the physician was
a shareholder or member in the same
professional corporation or PLLC as
the physician’s assistant.

Public Acts 125 and 126 amend
sections 2 and 4 of the Professional
Service Corporation Act and section
902 and 904 of the Michigan Limited
Liability Company Act. The amend-
ments include services rendered by a
physician’s assistant in the definition
of “professional service” and permit
physicians to organize a professional
corporation or PLLC with physician’s
assistants. The amendments prohibit
physician’s assistants from organiz-
ing a professional corporation or
PLLC that will have only physician’s
assistants as shareholders or mem-
bers, respectively. Public Acts 124-126
were effective on July 19, 2010.

Medical Marihuana

The Michigan Medical Marihuana
Act* permits a patient with a debili-
tating medical condition to register as
a medical marihuana patient. In addi-
tion, it permits an individual who is
at least twenty-one years old, who
has agreed to assist with a patient’s
medical use of marihuana, and who
has never been convicted of a felony
involving illegal drugs to register as

a primary caregiver. For each regis-
tered qualifying patient to which the
caregiver is connected through the
Michigan Department of Commu-
nity Health’s registration process, the
caregiver may possess twelve mari-
huana plants kept in an enclosed,
locked facility.

The Michigan Medical Marihuana
Act appears to have generated a rash
of creativity. Recent news stories have
pointed out how some creative efforts
have resulted in new “businesses” in-
volving the sale of marihuana. There
is no place in the state, however, to
legally purchase medical marihuana.
The Corporation Division routinely
rejects articles of incorporation, ar-
ticles of organization, and assumed
names that indicate the entity is being
formed for an unlawful purpose.

HB 6394, introduced on August
24, 2010, specifically prohibits a per-
son from organizing or operating a
marihuana club or knowingly allow-
ing land or a structure on land owned
by or in the possession of the person
to be used as a marihuana bar. “Mari-
huana club” is defined as “an associa-
tion of individuals with membership
restricted to those who pay money or
any other thing of value to become
member, the purpose of which is to
allow more than 1 individual to use
marihuana under the Michigan Medi-
cal Marihuana Act.” “Marihuana bar”
is defined as “land or a structure on
land where an individual is allowed
to use marihuana under the Michigan
Medical Marihuana Act...if the use of
marihuana on the property is condi-
tioned on the payment of a fee.”

Research tools

The International Association of
Commercial Administrators (IACA)
Web site provides links to most juris-
dictions in the United States and Can-
ada. www.iaca.org. In addition, the
IACA Directory (http://www.iaca.
org/downloads/Directory/2010_
IACA_Directory.pdf) contains con-
tact information for the filing offices
for secured transactions and for filing
offices for formation and qualification
of business entities.
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Public Access to Court Electronic
Records (PACER) provides public ac-
cess to case and docket information
for federal appellate, district, and
bankruptcy courts at http://www.
pacer.gov/. The cost is $.08 a page,
and for documents the fee is capped at
$2.40. Users will not be charged more
than $2.40 for accessing a document
that is more than thirty pages. Fre-
quently asked questions about PAC-
ER are available at http:/ /www.pac-
er.gov/psc/faq.html. Municode.com
provides access to municipal codes
and ordinances at http:/ /www.mu-
nicode.com/. Public Record Center.
com provides access to conduct pub-
lic record searches at http://www.
publicrecordcenter.com/.

When you are looking to find old,
changed, or deleted web pages the In-
ternet Archive Wayback Machine can
often find them. Since 1996, the Inter-
net Archive Wayback Machine has
collected and stored web pages on
the Internet Archive servers located
at http:/ /www.archive.org/.

World Banks

Legally valid methods for business
registration give businesses formal
status and provide the public with
accurate  information  regarding
the existence of a particular entity.
Throughout the world, the use of
information technology has improved
record keeping and allowed for the
development and expansion of busi-
ness registries.

The International Finance Cor-
poration (IFC)” of the World Bank
Group is working with more than
forty jurisdictions to improve and
simplify business registrations.® The
IFC works with public authorities to
identify an appropriate reform solu-
tion. They have several case studies
that describe the impact and lessons
learned from business registration
reform programs. In Columbia ® and
Bolivia," the process for registering a
business was substantially improved,
and more businesses followed the
formal process.

Several jurisdictions have used
outsourcing to improve service. The
World Bank, through the World Bank

Group’s Investment Climate Adviso-
ry Services, helps governments of de-
veloping and transitioning countries
to improve business regulations."
Background on the World Bank
Group from the 2009 International
Association of Commercial Admin-

istrators may be found at www.iaca.
org under “conferences.” "

Incorporation Transparency
and Law Enforcement
Assistance Act

On August 10, 2010, Representative
Carolyn Maloney, senior member of
the United States House of Represen-
tatives” Financial Services Committee
and Chairman Barney Frank intro-
duced the Incorporation Transparen-
cy and Law Enforcement Assistance
Act, H.R. 6098."* The bill amends the
Bank Secrecy Act and would require
information about the owners of a cor-
poration or limited liability company
to be identified when a document is
filed with the state. Supporters of the
bill contend that the bill is necessary
to stop abusive practices and prevent
the use of shell companies to engage
in illegal activities.

The bill amends the Bank Secrecy
Act’s definition of “financial institu-
tion,” section 5312, subsection (a)(2),"
toinclude anyone involved in forming
a corporation or LLC, and it requires
the United States Department of the
Treasury to develop rules requiring
these individuals to establish an anti-
money laundering program under
section 5318, subsection (h)." Section
5333(b) of the bill defines what each
state program must contain in order
to be considered an “incorporation
system” under the bill.

The bill is similar to SB 569, which
was introduced in the United States
Senate by Senators Carl Levin, Chuck
Grassley, and Clair McCaskill last
year. The House bill authorizes the
United States Department of the
Treasury, rather than the United
States Department of Homeland Se-
curity, to issue regulations to imple-
ment the bill and authorizes use of
the Treasury Forfeiture Fund to pay
for the bill as needed. The beneficial
owner definition is revised to clarify

that it applies only to natural persons
who exercise substantial control over
or have a substantial interest in the
assets of the company. In the House
bill, beneficial ownership information
must be provided to the state if the
state has a system for collecting the
information, otherwise the informa-
tion must be provided to the United
States Department of the Treasury.

HR 6098 has been referred to the
House Financial Services Committee.
SB 569 has been referred to the Senate
Homeland Security and Governmen-
tal Affairs Committee. Changes to SB
569 during markup are expected.

NOTES

1. htep://legislature.mi.gov/doc.aspx?2010-
HB-5830

2. Public Acts 148-151

3. http://legislature.mi.gov/doc.aspx?2010-
SB-1455

4.2008 IL 1, MCL 333.26421-333.26430

5. http://legislature.mi.gov/doc.aspx?2010-
HB-6394

6. htep://www.worldbank.org/

7. heep://www.ifc.org/

8. http://www.fias.net/ifcext/fias.nsf/Con-
tent/AdvisoryServicesProducts_Business+Entry

9. htep://www.ifc.org/ifcext/lac.nsf/Atta-
chmentsByTitle/AS_IC_CAEColombia_
EN/$FILE/IC_PC_Colombia_SEP08_EN.pdf

10. htep://www.ifc.org/ifcext/media.
nsf/Content/Bolivia_Business_Registra-
tion

11. http://www.ifc.org/ifcext/
fias.nsf/AttachmentsByTitle/
BusRegCaseStudiesIreland/$FILE/Busines
s+Regéase+StudiesIrelandﬁnal. pdf

12. http://www.iaca.org/downloads/
2009Conference/JointSession/WB_ST_Pro-
gram_Consolidated.pdf

13. http://maloney.house.gov/index.php?o
ption=content&task=view&id=2174&Itemid=
61 and http://thomas.loc.gov/cgi-bin/bdquery/
22d111:h.r.06098:

14. htep://www.law.cornell.edu/uscode/31/
usc_sec_31_00005312----000-.html

15. htep://www.law.cornell.edu/uscode/31/
usc_sec_31_00005318----000-.html
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IRS Requires Corporate Taxpayers to Disclose
the Needles in the Haystack

Introduction

On September 24, 2010, at a speech
to the ABA Taxation Section, IRS
Commissioner Shulman unveiled the
most important IRS compliance ini-
tiative in years—required disclosure
of uncertain tax positions, or UTPs.
He released the eagerly awaited final
reporting form, somewhat kinder,
gentler directives to the IRS, and
instructions regarding UTPs. UTPs
and two other factors discussed below
will impact corporate planning and
contemplated transactions for years.
The second factor is heightened pre-
parer reporting standards backed by
harsh, realistic and credible penalty
threats on return preparers taking
“aggressive” positions. The third fac-
tor is the codification of the economic
substance doctrine by Congress in
March as a “pay for” health care leg-
islation.

The cumulative effect of these
three fundamental changes is far
greater transparency and the need to
disclose certain positions to the IRS.
We have already seen in discussions
with other professionals that taxpay-
ers have declined to pursue “aggres-
sive” planning that in years past they
would have done without hesitation.

Why did the Congress allow the
IRS to do all this now? The answer is
the massive structural deficits as well
as revulsion at what was revealed in
hearings over tax shelters. There is a
bipartisan, hard IRS-compliance-en-
forcement consensus in the otherwise
divided Congress.

Uncertain Tax Positions

In addition to releasing the final
UTP form to be filed with corporate
returns on Form 1120, the IRS also
released instructions and Announce-
ments 2010-75 and 2010-76. These
follow recently proposed regulations
giving a regulatory underpinning to
requiring Schedule UTP.

Schedule UTP is mandatory start-
ing with 2010 returns. There is a
five-year phase-in of the reporting

requirement based on a corporation’s
asset size. The initial requirement is
for corporations that have gross as-
sets exceeding $100 million. It will be
phased-in to impact taxpayers with
only $10 million of assets. Filings
must also be looked at in connection
with audited financial statements and
tax reserves. There are numerous pro-
taxpayer adjustments in final form
that reflect extensive comments by
the ABA Taxation Section and others.
In addition to the phase-in, the prior
draft requirement that the amount of
an uncertain tax position be quanti-
fied by dollars has been dropped. In-
stead, there is only a ranking of UTPs
based on the U.S. federal income tax
financial statement reserve for each
position. Second, the required disclo-
sure description has been greatly re-
duced to a “concise description,” and
the corporation need not include an
assessment of hazards of litigation or
the support for or against the claimed
tax position. Third, the IRS eliminat-
ed the requirement to report adminis-
trative practice tax positions. Fourth,
to avoid redundant disclosures, if
the tax position is properly disclosed
with the Schedule UTP, then that will
be treated as if the corporation had
filed a disclosure statement on Form
8275 (or a regulation disclosure state-
ment on Form 8275-R, as the case may
be). Finally, unless the transaction is
a “reportable transaction” (there are
very few of those these days), the IRS
will also treat a proper Schedule UTP
disclosure UTP as satisfying disclo-
sure of non-economic substance trans-
actions to obtain the lower 20 percent
penalty rather than the 40 percent
penalty if not disclosed. Thus, three
potential disclosures are reduced to
one.

Economic Substance
Codification

The economic substance doctrine is
now codified at IRC 7701(0). It gen-
erally mandates a conjunctive two-
prong test to determine whether a

transaction has economic substance.
If the transaction does not pass the
economic substance criteria, then it
will not be given a desired effect for
federal income tax purposes. The
two-prong statutory test under IRC
7701(0)(1) is:
(A) the transaction changes
in a meaningful way (apart
from the Federal income tax
effects) the taxpayer’s eco-
nomic position, and
(B) the taxpayer has a sub-
stantial ~ purpose  (apart
from the Federal income tax
effects) for entering into such
transaction.
Taxpayers will frequently rely upon
profit potential. When they do so, that
will satisfy economic substance “only
if the present value of the reason-
ably expected pre-tax profit from the
transaction is substantial in relation to
the present value of the expected net
tax benefits that would be allowed if
the transaction were respected.” IRC
7701(0)(2). This has and will continue
to result in projections before and at
the time a transaction is entered into
to substantiate the economic sub-
stance. Is this another “appraiser’s
full employment act?”

The Act makes reference to exist-
ing caselaw. People will rely upon
that. However, it resolves a split in
which the majority view was that eco-
nomic substance had to be shown by
objective analysis versus the minor-
ity view of subjective profit potential.
The legislation requires that the more
rigorous objective standard also be
satisfied. Accordingly, self-serving
testimony in the past that the tax-
payer really expected to profit from a
tax-benefit-rich, but economically du-
bious, transaction or series of transac-
tions will be entirely disregarded.

There has been considerable
concern about statutorily protected
transactions, such as like-kind ex-
changes under IRC 1031, surviving
if economic substance were in place.
In a series of speeches in September,
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senior treasury officials stated that if
the transactions were blessed by Con-
gress and not challenged prior to the
March 30, 2010 effective date, then
they will not have to run the gaunt-
let of economic substance analysis.
Also in September, the IRS released
Notice 2010-62 that explains the IRS
views on this complicated doctrine
that are well beyond the scope of this
limited article. In general, the Notice
is viewed as somewhat comforting by
the tax bar.

Where Are Planners Today?

The traditional planning of a con-
templated transaction or series of
transactions for technical compliance
remains in place. However, all three
legs of the IRS compliance tripod —
preparer penalties, uncertain tax
position reporting (at least for corpo-
rations over the threshold asset lim-
its) and economic substance — require
additional scrutiny for all transac-
tions you are contemplating today.
This is a totally different tax compli-
ance world creating an immediate
impact on planning. It simply did not
exist a few years ago. Forewarned is
forearmed!

Paul L.B. McKenney
of Varnum Riddering
Schmidt & Houwlett
LLP, Novi, special-
izes in federal taxa-
tion. He is chair of
the Sales, Exchanges
and Basis Committee of the Taxa-
tion Section of the American Bar
Association, and he is a member
of the Taxation Section of the State
Bar of Michigan.



TECHNOLOGY CORNER By Michael S. Khoury and Jeremy D. Bisdorf

Technology Escrows: Are They Still Relevant?

Background

Thirty years ago, it was common for
developers of software and other
technologies to be small, undercapi-
talized, and otherwise unstable and
untrustworthy. For every Bill Gates
that developed Microsoft in his or
her garage, 100 others were slaving
away to develop new and interesting
applications to make businesses oper-
ate more efficiently. However, users
of the software were often dependent
on these individuals and were at risk
if the provider simply shut down or
the key employee was hit by the pro-
verbial bus. From that situation, a
process was developed for the escrow
of the source code of the software.

When a company licenses soft-
ware, it expects that the vendor will
be available for many years to pro-
vide support, maintenance, enhance-
ments, and bug fixes. Problems exist
when the vendor is Joe Computer
Nerd who developed the program
in his basement (although many us-
ers assume that the problem exists
with every vendor), or the developer
decides to retire, change careers, dies
suddenly, simply disappears, or the
company is bought or abandons the
product. What is the user to do at that
point? The answer has been to escrow
or have other rights to the source
code—the human-readable form of
computer software that is needed to
address bug fixes, evolve the product,
and continue to maintain it. This op-
tion was expanded to include other
technology information and assets,
and the source code escrow industry
was born.

Fast forward to 2010. Most soft-
ware is developed using third-party
tools that often require little ongo-
ing support other than updates and
maintenance. The days of the cus-
tomer being at risk for compromis-
ing its mission-critical applications
(its entire business in other words) by
using technology from fly-by-night
operators is generally a thing of the
past. Given this, and assuming that
you accept the premise that software
companies are no longer fly-by-night,
is the technology still relevant? Is
10

source code something that a cus-
tomer would even want? Is there suf-
ficient value?

The Escrow Process

While early escrow arrangements
often required a software company
to deposit a copy of the source code
in electronic or hard-copy format
with a third party such as a title com-
pany or bank, over time the modern
escrow process developed with tech-
nology escrow companies special-
izing in understanding the needs
of beneficiaries and publishers of
software. A software developer will
typically deposit electronic copies of
the code, as well as tools, compilers
and other information necessary for a
third party to be able to understand
the software products, make changes,
and recreate an operational version
of the software for the beneficiary.
The escrow arrangement will iden-
tify release conditions for the source
code, and the business arrangement
between the parties will identify the
circumstances in which the beneficia-
ry will receive the escrowed materi-
als.!

There are three primary approach-
es for getting source code rights as
part of the original license agreement.
The first approach is to actually get
the source code when the product is
delivered. Some companies provide
or license the source code with the
product, and the user may have suf-
ficient leverage with the vendor to
negotiate that at the outset. (Whether
the user will actually look at the me-
dia with the source code on it or be
able to figure out whether they really
got the source code is also not the
lawyer’s problem.)

A second approach is to contrac-
tually obtain the right to obtain the
software from the vendor in the event
of a withdrawal from maintenance or
other event. These rights are usually
specified in the license. The user can
use the code to develop, maintain,
and create derivative works within
the scope of the original license. For
example, the license agreement may
provide:

In the event Licensor with-
draws generally from the
maintenance of any of the
licensed products and has
not provided for continua-
tion of such maintenance by
a third party whose terms,
conditions, and  pricing
are substantially similar to
those provided by Licensor,
and the licensed products
have been under continu-
ous maintenance, Customer
shall have the right to obtain
a license to a single copy of
the then current version of
the source code of the object
code version of the affected
licensed products supplied
under this Agreement (the
“Source Code”). This license
is restricted to use of Source
Code solely for Customer’s
own internal use to maintain
copies of the affected Prod-
ucts. Customer acknowl-
edges that the Source Code
shall remain Licensor’s sole
and exclusive property and
trade secret, and that Cus-
tomer shall acquire neither
title nor ownership rights in
the Source Code. Customer
shall protect and maintain
the Source Code in confi-
dence and shall not copy, sell,
assign, or otherwise disclose
the same directly or indirect-
ly to any third party. Licen-
sor’s obligations under this
paragraph shall not apply to
source code for any portion
of the products as to which
Licensor does not have own-
ership rights.
This gives the customer the contractu-
al right to obtain a copy of the source
code if the specified events happen,
identifies the scope of the right of the
customer to use the source code, and
protects the confidentiality and intel-
lectual property rights of the vendor.
The third and most common ap-
proach is to have the source code
placed in escrow with a trusted third
party. The parties will either establish
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a one-of-three party agreement be-
tween the vendor, customer, and es-
crow agent, or the vendor and the es-
crow agent will establish a two-party
master agreement so that the cus-
tomer can be added as a beneficiary.
In each case, the escrow agreement
will specify circumstances in which
the source code can be released to the
customer. A typical release provision
in an escrow agreement (in this case,
the Escrow Associates Agreementz),
may provide:

Release Conditions

The Deposit Materials, including any
copies thereof, will be released to Ben-
eficiary after the receipt of the written
request for release only in the event
that the release procedure set forth in
Section 7 is followed and:

i.  Depositornotifies Escrow

Associates in writing to effect

such release; or

ii. Beneficiary makes writ-

ten request to Escrow Associ-

ates; and

a. Beneficiary asserts that

Depositor has failed in a

material respect under the

License Agreement; or

b. Beneficiary asserts that

Depositor has ceased all

business operations without

a successor or assign; or

c. Beneficiary asserts that

Depositor has filed for bank-

ruptcy protection; and

d. Beneficiary includes a

written statement that the

Deposit Materials will be

used in accordance with the

terms of the License Agree-

ment; and

e. Beneficiary includes

specific instructions for the

delivery of the Deposit Mate-

rials.

What Happens in a
Bankruptcy?

Consider the contract right to the
source code and release provision
above. The escrow agreement or the
contractual obligation says that a
release event is the bankruptcy of the
licensor. That agreement can be con-

strued as an unenforceable provision
by the debtor/licensor because of
the ipso facto clause!® Right? Wrong?
Until 1988 that was a great concern.
After the passage of §365(n), howev-
er, users do have protection.

When passed, §365(n) was the
only absolute exception to the auto-
matic stay. The pertinent provisions
related to source code matters are in
§365(n)(1)(B) and (4), which protect
the licensee’s rights under the terms
of the license “or any agreement supple-
mentary to such contract.” Subsection
(4) protects the rights of the licensee
prior to rejection by requiring the
trustee to comply with the terms of
the escrow or availability provision.
Subsection (1)(B) protects the rights
of the licensee after rejection, if the li-
censee elects to maintain the license,
by preserving the same rights against
the trustee.

Other Issues to Consider

The escrow agreement may contain
audit rights so that the licensee can
periodically audit the deposits to
ensure that any updates, enhance-
ments, or new versions are being
deposited on a timely basis. Do not
assume that the licensee has an audit
right unless a three-party agreement
has been signed between the licensor,
licensee, and escrow holder specifi-
cally providing this. Additionally, if
the vendor is supplying custom mod-
ifications that are not being furnished
to the licensee in source code form,
do not assume that the modifications
will be deposited into escrow unless
you have signed an agreement that
specifically provides for it.

Finally, if the licensee lacks trained
personnel to maintain the software,
the source code may be of little use.
Deal with reputable, established ven-
dors, check the vendor’s financial
status, and contact the vendor’s ref-
erences for that product before un-
dertaking an important license and
services agreement. Even established
consulting organizations may part-
ner with lesser-known or untested
software or services providers, so un-
derstand who will really be supply-
ing the software and services. Do not

assume that your prime contractor’s
representations and warranties will
be flowed down to subcontractors,
or that the subcontractors will pro-
vide warranties that flow up to you.
If dealing with a less-established
vendor or an untested or new prod-
uct, retain trained personnel with
the ability to fix the software should
the vendor become unable to do so,
at least until the product becomes
stable. Additionally, if the software
is highly customized for your organi-
zation, ensure that trained personnel
are retained.

Conclusion

While there are challenges to imple-
menting an escrow arrangement, as
well as questionable benefit in the
event that the escrowed materials
are released, an escrow provides an
important protection for a customer
who believes a vendor will fail to sup-
port the application. This situation
can arise in mission-critical applica-
tions as well as situations where the
vendor has questionable prospects
but offers a compelling solution. In
the final analysis, it is a balancing
between the extra effort a company
wants to undertake to protect its busi-
ness operations and the extra costs
involved against the relative benefits
of the arrangement.

NOTES

1. Denson, “The Source Code Escrow: A
Worthwhile or Worthless Investment,” 1 Rutgers
Bankr L] 3 (2003).

2. Escrow Associates, LLC (www.escrowas-
socites.com).

3.11 USC 365(b)(2).
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The Dodd-Frank Wall Street Reform
and Consumer Protection Act and
the Consumer Financial Protection

Bureau

By Rodney D. Martin and Dean H. Zarafonetis

Introduction

The Dodd-Frank Wall Street Reform and
Consumer Protection Act (“Dodd-Frank
Act” or “Act”)' creates a new federal frame-
work for regulating consumer financial prod-
ucts and services. Title X of the Act, known
as the “Consumer Financial Protection Act
of 2010” (“CFP Act”) creates a Consumer
Financial Protection Bureau (“CFPB”) with
wide ranging powers to regulate, supervise,
and enforce federal consumer financial pro-
tection statutes. Although this article is not
intended to provide a comprehensive review
of the CFP Act, it provides a summary of
some of the major provisions that will affect
those other than “too big to fail” banks.
Although much of the Dodd-Frank Act
focuses on the practices of large financial
institutions, the Act applies to entities of all
sizes that offer or provide financial products
or services to consumers. The consumer pro-
tection provisions reach beyond banks and
apply as well to many nondepository entities
including, most significantly, mortgage bro-
kers, payday lenders, and certain merchants.
The Dodd-Frank Act will usher in a new
era of heightened consumer regulation and
protection and signals a shift in scope for
consumer financial regulation. The CFP Act
gives the government a more direct role in
regulating the terms of credit and other fi-
nancial products. With the creation of the
CFPB, the Act establishes an independent
federal agency devoted exclusively to pro-
tecting consumers in financial transactions.

The Bureau of Consumer
Financial Protection

Creation of the Bureau of Consumer
Financial Protection

The CFPB is charged with ensuring that all
consumers have access to markets for con-
sumer financial products and services and

that these markets are fair, transparent, and
competitive.? The CFPB has exclusive author-
ity to issue regulations, orders, and guidance
implementing the CFP Act, in addition to the
Truth in Lending Act, the Truth in Savings
Act, the Real Estate Settlement Procedures
Act, the Equal Credit Opportunity Act, the
Fair Credit Reporting Act, and numerous
other consumer statutes.’ The CFP Act refers
to the statutes within the scope of the CFPB’s
authority as “Federal Consumer Financial
Law.”*

The CFP Act defines consumer financial
products and services to include a financial
product or service offered or provided for
use by consumers primarily for personal,
family, or household purposes.” The term
“financial product or service” includes ex-
tending credit and servicing loans, extending
or brokering leases of personal or real prop-
erty that are the functional equivalent of a
purchasing finance arrangement, providing
real estate settlement services, engaging in
deposit-taking activities, selling, providing,
or issuing stored value or payment instru-
ments, providing payment or other financial
data processing products or services to a con-
sumer by any technological means, provid-
ing financial advisory services, collecting, an-
alyzing, maintaining, or providing consumer
report information or other account informa-
tion, collecting debt related to any consumer
financial product or services, and any other
product or service that the CFPB may define
as a consumer financial product or service by
regulation.®

Goals of the CFPB

The CFPB’s charge is to implement and
enforce Federal Consumer Financial Law
consistently to ensure that all consumers
have access to markets for consumer finan-
cial products and services and that the mar-
kets for consumer financial products and ser-

13
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Although
the CFPB
has been
established,
it may yet
take several
months to
appoint a
director,
and to put
in place the
agency’s
staffing and
funding.

vices are fair, transparent, and competitive.”
The CFPB is further authorized to exercise
its authority under the Federal Consumer
Financial Law for the purposes of ensur-
ing that, with respect to consumer financial
products and services:

e Consumers are provided with timely
and understandable information to
make responsible decisions about finan-
cial transactions.

e Consumers are protected from unfair,
deceptive, or abusive acts or practices.

e Consumers are protected from discrimi-
nation.

e Qutdated, unnecessary, or unduly bur-
densome regulations are regularly iden-
tified and addressed to reduce unwar-
ranted regulatory burdens.

e Federal Consumer Financial Law is
enforced consistently, without regard
to the status of a person as a depository
institution, to promote fair competition.

e Markets for consumer financial prod-
ucts and services operate transparently
and efficiently to facilitate access and
innovation.®

Organization of the CFPB

The CFPB is established within the Federal
Reserve System, but the CFP Act makes clear
that the bureau is to be independent of the
Federal Reserve’s authority.” The CFP Act
contains safeguards to prevent the Federal
Reserve from interfering with the CFPB's
rulemaking, examination, and enforcement
actions. The Federal Reserve Board may not
intervene in any matter or proceeding before
the director of the CFPB. Nor may it appoint,
direct, or remove any officer or employee of
the CFPB or merge or consolidate the CFPB or
any of its functions or responsibilities.'” Addi-
tionally, the Federal Reserve has no authority
to review or approve any rule or order of the
CFPB, and the Federal Reserve Board cannot
delay or prevent the issuance of any CFPB
rule or order." The Federal Reserve is, how-
ever, permitted to delegate its authority to
examine whether certain persons are in com-
pliance with the Federal Consumer Financial
Laws to the CFPB."

Supervisory authority over Federal Con-
sumer Financial Law will pass to the CFPB
on the “Designated Transfer Date.”* The
Designated Transfer Date will be defined by
the Secretary of the Treasury, and is at least
180 days, but not more than 12 months after

the date the President signed the bill into
law, July 21, 2010." The Secretary may extend
the deadline by making a submission to Con-
gress, but the Designated Transfer Date must
occur within 18 months after enactment.”

The creation of the CFPB focuses the
attention of one federal agency on consumer
financial issues and regulation. Although the
CFPB has been established, it may yet take
several months to appoint a director, and to
put in place the agency’s staffing and fund-
ing. The agency will then need to begin the
tedious process of drafting regulations and
organizing its supervisory functions. Many
people had anticipated that President Obama
would appoint Elizabeth Warren as director
of the CFPB. Warren is an attorney and Har-
vard University law professor who also led
the Congressional Oversight Panel created to
investigate the Troubled Assets Relief Pro-
gram. She has supported having a consumer
financial protection agency for several years.
Many feared that Warren’'s appointment
would lead to a contentious and lengthy con-
firmation process in Congress that would
delay the creation of the CFPB. President
Obama, however, seems to have avoided
that by appointing Warren to serve as a Spe-
cial Advisor to the Secretary of the Treasury
on the CFPB and to “take on the job to get
the new CFPB started —right now.”'* Warren
will proceed to organize the CFPB while the
President and the Senate go through the pro-
cess of selecting a director.

Functions of the CFPB
The primary functions of the CFPB are to:
e Conduct financial education programs.

e Collect, investigate, and respond to con-
sumer complaints.

e Collect, research, monitor, and publish
information relevant to the function-
ing of markets for consumer financial
products and services to identify risks
to consumers and the proper function-
ing of such markets.

e Supervise covered persons for compli-
ance with Federal Consumer Financial
Law, and take appropriate enforcement
action to address violations of Federal
Consumer Financial Law.

e Issuerules, orders, and guidance imple-
menting Federal Consumer Financial
Law.

e Perform support activities that are nec-
essary or useful to facilitate the other
functions of the CFPB."
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The CFPB is required to prepare and sub-
mit a report to the President, the Committee
on Banking, Housing and Urban Affairs of
the Senate, and the Committee on Financial
Services and the Committee on Energy and
Commerce of the House of Representatives,
beginning with the session after the Desig-
nated Transfer Date.’* The report must in-
clude: (i) discussion of the significant prob-
lems faced by consumers in shopping for
or obtaining consumer financial products
or services; (ii) justification of the budget
requests in the preceding year; (iii) a list of
significant rules and orders adopted by the
CFPB, as well as the CFPB’s significant initia-
tives; (iv) analysis of complaints about con-
sumer financial products or services that the
CFPB has received and collected in its central
database on complaints; (v) a list, with a brief
statement of the issues, of the CFPB’s public
supervisory and enforcement actions; (vi) the
CFPB’s actions taken regarding rules, orders
and supervisory and enforcement actions;
(vil) an assessment of significant actions by
state regulators; (viii) an analysis of the CF-
PB’s efforts to fulfill its fair lending mission;
and (ix) an analysis of the CFPB’s efforts to
increase workforce and contracting diver-
sity.”

The CFPB’s Rulemaking Authority

The CFPB is given the authority to admin-
ister, enforce, and otherwise implement the
Federal Consumer Financial Law through
rulemaking, orders, and other guidance.” To
support its rulemaking authority and other
functions, the CFPB must monitor the risks
of consumer financial products and services
to consumers, including developments in
markets for such products or services.” The
CFP Act contains a laundry list of factors
that the CFPB should consider, although the
list is not exclusive.? The Bureau must also
publish significant findings of its monitoring
activities each calendar year, beginning with
the second year after the Designated Transfer
Date.”

The CFPB is required to take a cost-benefit
approach in its rulemaking. The CFPB must
consider the potential benefits and costs of the
regulations to consumers and those subject
to the CFPB’s authority. It must also consider
the impact of the proposed rules on smaller
depository institutions* and on consumers in
rural areas.”” The CFPB may exempt certain
classes of persons from any rule, pursuant to
enumerated factors in the statute.® Although

the CFPB has exclusive authority to prescribe
rules regarding the Federal Consumer Finan-
cial Law, the CFPB is required to consult with
the relevant prudential regulators” and other
federal agencies during the comment process
to ensure consistency with prudential, mar-
ket or systematic objectives administered by
such agencies.” Moreover, the CFPB may is-
sue rules with respect to registration require-
ments for certain persons other than deposi-
tory institutions, insured credit unions, or
related persons.”

The Act requires the CFPB to review its
own regulations periodically.* The CFPB is
required to conduct an assessment of each
significant rule or order adopted by the CFPB
under the Federal Consumer Financial Law
within five years after the rule or order is is-
sued.” In doing so, the CFPB must address,
among other things, the effectiveness of the
rule or order.”> Before publishing a report
with respect to its assessment, the CFPB is
required to invite public comment on rec-
ommendations for modifying, expanding,
or eliminating the newly adopted rule or or-
der.”

Although the CFPB is insulated from
the Federal Reserve, the Financial Stabil-
ity Oversight Council, established in Title I
of the Dodd-Frank Act (the “Council”), has
the authority to override CFPB rules under
extraordinary circumstances.* Any agency
represented by a member of the Council may
petition the Council, in writing, to stay the
effectiveness of, or set aside, a CFPB regula-
tion if: (i) it has in good faith attempted to
work with the CFPB to resolve concerns re-
garding the effect of the rule on the safety
and soundness of the U.S. banking system
or the stability of the financial system of the
United States; or (ii) it files the petition with
the Council within ten days after the date on
which the regulation was published in the
Federal Register.”” Upon petition, the Council
may set aside a final regulation prescribed by
the CFPB, if the Council determines that the
regulation or provision would put the safety
and soundness of the United States banking
system or the stability of the financial system
of the United States at risk.*

Authority to Prohibit Unfair, Deceptive,
and Abusive Practices

In addition to its rulemaking authority under
Federal Consumer Financial Law, the CFPB
is authorized to issue rules and take enforce-
ment actions to prohibit unfair, deceptive, or
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abusive acts or practices in connection with
the offering of a consumer financial prod-
uct.” The CFPB may only issue such rules if
it has a reasonable basis to conclude that an
act or practice causes, or is likely to cause,
substantial injury to consumers that can-
not reasonably be avoided and the substan-
tial injury to consumers is not outweighed
by countervailing benefits to consumers or
to competition.® In determining whether a
practice is unfair, the CFPB must engage in
a cost-benefit analysis, weighing the injury to
consumers whom the regulation is aimed at
protecting against the benefit of the practice
to consumers or competition.®

The authority of the CFPB over unfair and
deceptive practices is not unlike the author-
ity of the Federal Trade Commission. The
CFP Act, however, broadens this authority
to include abusive acts. “ Abusive” is defined
to include, among other things, taking unrea-
sonable advantage of the reasonable reliance
by the consumer that a provider of consumer
financial products or services will act in the
interests of the consumer.” The CFPB may
not declare a practice abusive unless the
practice: (i) materially interferes with the
ability of a consumer to understand a term
or condition of a consumer financial product
or services or (ii) takes unreasonable advan-
tage of a consumer’s lack of understanding
of the material risks, costs, or conditions of a
product or service, the consumer’s inability
to protect his or her interests in selecting or
using a consumer financial product or ser-
vice, or the consumer’s reasonable reliance
upon the provider of the consumer financial
product or service to act in the interests of
the consumer.” Additionally, in prescribing
rules regarding unfair, deceptive, or abusive
practices, the CFPB must consult with the
prudential regulators and other federal agen-
cies as appropriate to ensure the proposed
rules are consistent with prudential, market
or systemic objectives administered by such
agencies.” The effective date of this provision
is the Designated Transfer Date.®

Model Forms for Federal Consumer
Financial Laws

The Act authorizes the CFPB to prepare
model forms for the disclosures required
under Federal Consumer Financial Law.%
Before finalizing model forms, the CFPB
must validate them through consumer test-
ing.® Implementing new disclosures will, at
least initially, result in increased compliance

costs to regulated entities. The Act creates
a safe harbor for those who use the model
forms.#

For years, the Federal Reserve Board
and the Department of Housing and Urban
Development (“HUD”) have been trying to
agree on a set of combined disclosures under
the Federal Truth in Lending Act and the Real
Estate Settlement Procedures Act. Perhaps
out of frustration with their inability to do so,
Congress has now assigned that task to the
CFPB.” The CFPB is required to accomplish
this within one year of the Designated Trans-
fer Date.®® If, however, the Federal Reserve
Board and HUD complete or form an agree-
ment upon a combined disclosure before the
CFPB finalizes one, the CFPB will not need to
complete its form.?

Authority to Investigate Violations and
Enforce Federal Consumer Financial Law

The CFP Act provides that it is unlawful for
a person subject to the CFPB’s authority to
act in contravention of the Federal Consumer
Financial Law or to engage in unfair, decep-
tive, or abusive acts or practices.”® The Act
gives the CFPB broad powers to investigate
violations of Federal Consumer Financial
Law by depository institutions with assets
over $10 billion and nondepository institu-
tions that are subject to the CFP Act.>' These
include the power to issue subpoenas to
compel testimony, to require the production
of documents, and to issue cease and desist
orders.”> The CFPB may also initiate civil
lawsuits to enforce Federal Consumer Finan-
cial Law.”

Among the remedies available to the
CFPB is the power to require the rescission or
reformation of contracts, the refund of mon-
eys or return of real property, the payment
of damages, and the payment of civil money
penalties from $5,000 to $1,000,000 per day.*
The CFPB does not have the authority to file
criminal charges, but may make referrals to
the Department of Justice.” In addition, the
CFPB is required to make referrals to the In-
ternal Revenue Service of potential violations
of tax laws.* The effective date of these pro-
visions is the Designated Transfer Date.”

Consumer Complaint Unit

The Act requires the CFPB to establish a unit
to receive consumer complaints and to pro-
vide a timely written response to each com-
plaint.® The CFPB must establish a single
toll-free telephone number, a Web site, and
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a database to collect, monitor, and respond
to consumer complaints.” Although this is
effective as of the Designated Transfer Date,®
implementation of these activities will take
time.

Protection for Whistleblowers

The CFP Act protects employees against
retaliation for providing information to any
local, state, or federal authority regarding
violations of any law within the jurisdic-
tion of the CFPB.®' The Act also protects an
employee who testifies against a regulated
entity or refuses to engage in activity the
employee reasonably believes would violate
any law within the jurisdiction of the CFPB.*
Whistleblower complaints are investigated
by the Secretary of Labor.® In light of the new
whistleblower protections, a company may
wish to examine its policies and procedures
to ensure that employees have an effective
means of bringing violations of law to the
attention of management. This is effective on
the Designated Transfer Date.*

Limitations on Federal Preemption

The Act limits federal preemption of state
law to circumstances where the state law is
inconsistent with federal law.® A state law
that is more protective of the consumer is not
inconsistent and therefore is not preempt-
ed.® The Act allows states to have laws that
are more protective than Federal Consumer
Financial Law.” The effective date is on the
Designated Transfer Date.®

Who is Regulated by the CFPB?

Overview

The CFP Act applies, subject to a number of
exceptions, to any person who engages in
offering or providing a consumer financial
product or service and any affiliate that pro-
vides a service to such a person.® As such,
it covers a broad array of entities from large
money center banks to community banks,
credit unions, and, in certain circumstances,
retailers. The authority of the CFPB to regu-
late a covered person will vary depending
the size and type of business. This section
will review that authority.

Very Large Depository Institutions

The CFPB has exclusive authority to super-
vise compliance with Federal Consumer
Financial Law by insured depository insti-
tutions and insured credit unions with total
assets of more than $10 billion (“Very Large

Depository Institutions”).” The CFPB has
the primary, but not the exclusive, authority
to enforce Federal Consumer Financial Law
against Very Large Depository Institutions.
Other federal agencies may recommend to
the CFPB in writing that the CFPB initiate an
enforcement procedure against a Very Large
Depository Institution.” If the CFPB does
not act within 120 days after it receives an
enforcement recommendation, the referring
agency may initiate its own enforcement pro-
ceeding.”? The CFPB may also require reports
and conduct examinations with respect to
Very Large Depository Institutions; howev-
er, the CFPB must coordinate its supervisory
activities with those conducted by the appli-
cable prudential regulators and the state
bank regulatory authorities.”

The CFP Act requires the CFPB and the
prudential regulator of each Very Large De-
pository Institution to cooperate with each
other by:

* Coordinating the scheduling of exami-
nations.

* Conducting simultaneous examinations
of each Very Large Depository Institu-
tion.

* Sharing each draft report of examina-
tion with the other agency and permit-
ting the other agency's comment on the
draft before the final report.

* Considering the concerns raised by the
other agency before issuing the final
report or taking supervisory action.”™

The CFP Act further requires that the CFPB
report to the IRS any report of examination or
related information identifying possible tax
law noncompliance.” These provisions are
effective on the Designated Transfer Date.”

Smaller Depository Institutions

The CFPB has limited supervisory author-
ity over insured depository institutions and
credit unions with total assets of $10 billion
or less (“Smaller Depository Institutions”)”
and their service providers.” The CFPB may
require each Smaller Depository Institution
to submit reports that support the CFPB'’s
role in implementing Federal Consumer
Financial Law, to support its examination
activities, and to enable it to assess and detect
risks to consumers and consumer financial
markets.”

The CFPB’s authority to examine Smaller
Depository Institutions is significantly lim-
ited. The CFPB may include examiners, on
a “sampling basis” only, in the examina-
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tions performed by the prudential regula-
tor to assess Smaller Depository Institutions’
compliance with the requirements of Fed-
eral Consumer Financial Law.** Where the
CFPB does include examiners, however, the
prudential regulator must: (i) provide all re-
ports, records, and documentation related to
the examination process for any institution
included in the sample; (ii) involve any CFPB
examiner in the entire examination process
for such Smaller Depository Institution; and
(iii) consider input from the CFPB concerning
the scope of the examination, conduct of the
examination, the contents of the examination
report, the designation of matters requiring
attention, and examination ratings.®

The CFPB’s authority to enforce Federal
Consumer Financial Law against Smaller
Depository Institutions is also extremely lim-
ited. The CFPB may only enforce its report-
ing requirements. The prudential regulators
retain their authority to enforce the require-
ments of Federal Consumer Financial Laws
with respect to Smaller Depository Institu-
tions.® Although the CFPB is required to no-
tify the prudential regulator where the CFPB
has reason to believe a Smaller Depository
Institution has materially violated the Fed-
eral Consumer Financial Laws, the Act does
not require the prudential regulator to take
action. Upon receipt of such notice, the pru-
dential regulator only need respond in writ-
ing within sixty days of receipt. No other ac-
tion is required.®

Nondepository Institutions

The CFP Act gives the CFPB the authority
to supervise and enforce Federal Consumer
Financial Laws against certain nondeposi-
tory persons who offer or provide consumer
financial products or services. This authority
extends to any person who:

e Offers or provides origination, broker-
age or servicing of residential mortgag-
es, or residential mortgage modification
or foreclosure relief services;

e The CFPB has reasonable cause to
determine, by order, is engaging or
has engaged in conduct that poses risk
to consumers with regard to the offer-
ing or provision of consumer financial
products or services;

e Offers or provides a private education
loan; or

e Offers or provides to a consumer a pay-
day loan.®

In addition, the CFP Act permits the CFPB
to extend its supervisory and enforcement
authority over any person that it determines,
by regulation, is a larger participant in a mar-
ket for other consumer financial products or
services. The CFPB must consult with the
FTC before it issues such a regulation. The
CFP Act requires the CFPB to issue such a
regulation within one year after the Desig-
nated Transfer Date.® A service provider to
a nondepository person within the CFPB'’s
supervisory authority is also subject to the
CFPB’s authority.*

The CFPB’s authority with respect to
these nondepository persons is exclusive, ex-
cept where shared with the FTC.*” The CFP
Act also expressly reserves the authority of
the Farm Credit Administration, providing
that the Act does not modify, limit, or other-
wise affect the Farm Credit Administration’s
authority.®* Although the CFPB has exclusive
authority to enforce the Federal Consumer
Financial Law with respect to these nonde-
pository persons, any federal agency autho-
rized to enforce Federal Consumer Financial
Law may recommend to the CFPB in writing
that the CFPB initiate an enforcement pro-
ceeding.®

The CFPB must require reports and con-
duct examinations of a nondepository person
under its supervision on a periodic basis to
assess its compliance with the requirements
of the Federal Consumer Financial Law, to
obtain information about the activities and
compliance systems or procedures of such
person, and to detect and assess risks to con-
sumers and to markets for consumer finan-
cial products and services.” The CFPB’s as-
sessment must be based on the risks posed to
consumers in the relevant product markets
and geographic markets, taking into consid-
eration a list of enumerated factors, includ-
ing the asset size of the covered person, the
risk posed to consumers, and state regula-
tion.”’ The CFPB is required to coordinate its
supervisory activities with those conducted
by prudential regulators and the state bank
regulatory authorities, and must use existing
reports and publicly reported information to
the fullest extent possible.”? The CFPB is again
required to provide the IRS with each report
of examination or related information identi-
fying possible tax law noncompliance.”

The CFPB and the FTC must negotiate an
agreement for coordinating enforcement ac-
tions by each agency regarding the offering
or provision of consumer financial products
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or services by any covered nondepository
person. This agreement must be completed
within six months after the Designated Trans-
fer Date.” The agreement must include pro-
cedures for notice to the other agency, where
feasible, before initiating a civil action to en-
force Federal Consumer Financial Law.” Al-
though the CFPB and FTC cannot file a rival
enforcement action after the other has initi-
ated an action, the non-initiating agency may
intervene as a party in the existing action.”

Limitations on Authority of the CFPB;
Preservation of Authority

The CFP Act provides a laundry list of
activities that are exempted from the CFPB’s
authority entirely or in part.” The exemptions
apply to the activities, not to the entities that
perform those activities.” An entity engaged
primarily in activities that are not subject to
the CFPB’s authority may also be engaged
in activities that subject it to the authority of
CFPB.”

A merchant that sells nonfinancial goods
or services is exempt from the coverage of the
CFP Act except to the extent it offers or pro-
vides a consumer financial product or service
or is otherwise subject to other consumer
laws.’® A merchant is not subject to the CF-
PB’s supervisory and enforcement authority
if it engages in any of the following activities
that would otherwise be considered to be a
financial good or service:

e Extending credit directly to a consumer
exclusively for the purpose of engaging
the consumer to purchase a nonfinancial
product or service from the merchant,
so long as the merchant does not sell the
paper (unless the buyer is in default of
the credit obligation);

e Collecting its own consumer -credit
receivables;

e Selling a merchant’s consumer credit
receivables that are delinquent or other-
wise in default.

However, if the CFPB deems a merchant to
be “engaged significantly” in offering or pro-
viding consumer financial products or ser-
vices, this exclusion from coverage will not
apply if the merchant sells consumer debt
that is not in default, extends credit in an
amount significantly greater than the value
of the nonfinancial goods or services sold,
or regularly extends credit that is subject to
a finance charge.'” The CFP Act creates an
exception from coverage for a small business
that extends credit to customers who pur-

chase nonfinancial goods or services, even
if the merchant charges a finance charge, so
long as the merchant does not extend credit
for other purposes, retains the credit for its
own accounts (although it can sell debts that
are delinquent or in default), and is a small
business under section 3'? of the Small Busi-
ness Act.'”

The CFP Act gives special treatment to
one type of merchant, motor vehicle deal-
ers. The Act broadly defines “motor vehicle”
to include: (i) any self-propelled vehicle de-
signed for transporting persons or property
on a street, highway or other road; (ii) rec-
reational boats and marine equipment; (iii)
motorcycles; (iv) motor homes, recreational
vehicle trailers, and slide-in campers; and (v)
other vehicles." A motor vehicle dealer is
generally exempted from the Act if it is pre-
dominantly engaged in the sale and servicing
of motor vehicles, the leasing and servicing
of motor vehicles, or both." This exception
will not apply, however, if a motor vehicle
dealer: (i) provides financial services related
to residential or commercial mortgages; (ii)
operates a line of business that involves the
extension of retail motor vehicle credit or
leases, provided directly to consumers and
pursuant to a contract that it does not rou-
tinely assign to an unaffiliated third party; or
(iii) offers or provides a consumer financial
product or services unrelated to motor ve-
hicles.!

In addition to the exception for merchants,
the CFP Act excludes a number of other in-
dustries and activities from the CFPB’s au-
thority, including;

e Licensed or registered real estate bro-
kers and real estate agents.

e Manufactured home retailers and mod-
ular home retailers.

e Accountants and tax preparers.

e Attorneys engaged in the practice of
law.

e Persons regulated by state insurance
regulators.

e Employee benefit and compensation
plans and certain other arrangements
under the Internal Revenue Code.

e Persons regulated by the Securities and
Exchange Commission or a state securi-
ties commission.

e Persons regulated by the Commodity
Futures Trading Commission.

e Persons regulated by the Farm Credit
Administration.

e Activities related to the making of vol-
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untary charitable contributions to tax-
exempt organizations.

e Persons engaging in the business of
insurance.'”

The powers of the Federal Trade Com-
mission and Federal Reserve Board remain
unchanged by the CFP Act, and both are di-
rected to coordinate with the Office of Ser-
vice Member Affairs to ensure that (i) service
members and their families are educated and
empowered to make better informed decision
with respect to consumer financial products
and services offered by motor vehicle deal-
ers, and (ii) complaints are effectively moni-
tored and responded to."*®

Although the CFPB may not exercise its
rulemaking, supervisory, or enforcement
authority with respect to any exempted per-
sons under these exemptions, the CFP Act
expressly reserves the CFPB’s authority to
request information from a large number of
exempted persons.'® These provisions are ef-
fective on the Designated Transfer Date, ex-
cept for the provision regarding the CFPB'’s
rulemaking authority, authority with respect
to covered persons, and the provisions re-
garding simultaneous and coordinated su-
pervisory actions with respect to Very Large
Depository Institutions, which all became ef-
fective on the enactment date.!

Implementation of the
Dodd-Frank Act

The consumer financial protection provi-
sions in Title X of the Dodd-Frank Act signal
a significant and unprecedented increase in
consumer regulation and protection. The Act
creates the CFPB for the purpose of protect-
ing consumers in financial transactions and
gives it broad rulemaking and supervisory
authority. Although many of the provisions
of the Act are already effective or will be
effective on the Designated Transfer Date,
implementation will not happen overnight.
But over the next two years, we can antici-
pate a sweeping reform of the regulation of
the consumer financial services industry.
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Troubled Banks Mean Trouble for

Bank Directors

By Michael A. Kus and Marsha J. Greco*

Introduction

Historically, it has been considered a great
honor to be a member of the board of direc-
tors of a bank. With the ever increasing num-
ber of banks designated as being in a “trou-
bled condition,” the role of bank director has
become a much more challenging job, fraught
with risks of increasing scope and severity.

According to an article on CNNMoney.
com dated May 20, 2010, the number of banks
on the FDIC’s list of troubled banks climbed
to 775 during the first quarter of 2010.! While
the economy in Michigan has been in reces-
sion for a longer period of time than experi-
enced in most of the rest of the United States,
relatively few Michigan banks have been
closed and placed in receivership.

However, as the economic correction
continues, banks, even those who are not in
a “troubled condition,” are faced with esca-
lating challenges, and those entrusted with
the responsibility to steer the banks through
those challenges are under increased pres-
sure.

Standard of Care for Directors’
Duties

Under the Michigan Banking Code of 1999, a
director of a bank:
[S]hall discharge the duties of his or
her position in good faith and with
that degree of diligence, care, and
skill that an ordinarily prudent per-
son would exercise under similar
circumstances in a like position. In
discharging his or her duties, a direc-
tor or an officer, when acting in good
faith, may rely upon the opinion of
legal counsel for the bank, upon the
report of an independent appraiser
selected with reasonable care by the
board or by an officer of the bank, or
upon financial statements of the bank
certified to him or her to be correct by
an officer of the bank, or as stated in
a written report by an independent
public or certified public accountant

or firm of accountants to reflect fairly
the financial condition of the bank.?
Under the federal Financial Institutions
Reform, Recovery, and Enforcement Act of
1989 (“FIRREA”), a director or officers of an
insured depository institution may be held
liable to the FDIC for money damages for
“gross negligence, including any similar con-
duct that demonstrates a greater disregard
for a duty of care (than gross negligence) in-
cluding intentional tortuous conduct, as such
terms are defined and determined under ap-
plicable State law.”? In Atherton v FDIC, 519
US 213 (1997), the United States Supreme
Court construed FIRREA’s requirements
and held that state law sets the standard of
conduct to which bank directors are held “as
long as the state standard (such as simple
negligence) is stricter than that of the federal
statute.”* Thus, in Michigan, bank directors
are held to the standards enumerated in the
Michigan statute quoted above.
A director’s responsibilities include:
1. The duty of loyalty and good faith to
avoid putting personal interest ahead of
the interests of the bank;

2. The duty of care and prudence by ensur-
ing the bank is operating according to
safety and soundness guidelines of state
and federal banking regulators;

3. The duty to remain informed by moni-
toring and taking an active role to ensure
appropriate management and operation
in the affairs of the bank; and

4. The duty of inquiry, which requires a
bank director to stay informed about
activities of the bank.

Potential for Liability

Possibly the greatest area of concern for
director liability is the need to ensure that
the bank complies with all of the safety and
soundness regulations and regulatory guide-
lines. The subject matter that is encompassed
in the term “safety and soundness” is expan-
sive.

Section 39 of the Federal Deposit Insur-
ance Act requires each federal banking agen-

*This article was written in collaboration with Donald P. Mann, banking consultant and former Michigan
banking commissioner.
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cy (collectively, the “agencies”) to establish
certain safety and soundness standards by
regulation or by guidelines for all insured
depository institutions. Under section 39, the
agencies must establish three types of stan-
dards: (1) operational and managerial stan-
dards; (2) compensation standards; and (3)
such standards relating to asset quality, earn-
ings, and stock valuation as they determine
to be appropriate.’

Appendix A to Part 364 of the Federal
Deposit Insurance Corporation (“FDIC”)
regulations identifies the areas that the fed-
eral banking agencies consider to be within
the scope of safety and soundness: 1) internal
controls and information systems; 2) internal
audit system; 3) loan documentation; 4) cred-
it underwriting; 5) interest rate exposure; 6)
asset growth and asset quality; 7) earnings;
and 8) compensation, fees, and benefits. As
with most things regulatory, while the list
appears straightforward, the devil is in the
details, and it is those details that can fell a
bank—and its directors and officers along
with it.

Both federal and state banking regulators
have the power to remove “institution affili-
ated parties”* from office, impose civil money
penalties for certain actions (or failures to act
in some instances), and even to have criminal
charges brought against a director.” If a bank
fails and the FDIC is appointed receiver, for-
mer directors are almost always the subject
of formal investigations by the FDIC and are
frequently the target of civil litigation by the
FDIC in an attempt to recover losses. Share-
holders are also increasingly filing civil suits
against former directors of failed institu-
tions.®
Minimizing Liability
The potential for liability for a bank director
most frequently arises from accusations that
the directors or former directors failed to ful-
fill their duty to operate the bank in a safe
and sound manner. There are a number of
ways that directors can minimize the poten-
tial for personal liability for bank losses or
the failure of a bank: 1) implement and moni-
tor appropriate policies to clearly guide the
operations of the bank; 2) be aware of “red
flags” in management actions and in reports
provided to monitor the bank’s operations;
and 3) obtain and understand the bank’s
Director’s and Officer’s Liability Insurance
policy coverage.

Policy Implementation

To ensure the bank is operated in a safe and
sound manner, directors must develop and
adopt policies to guide the activities of the
bank. The board is obligated to monitor the
implementation and ongoing compliance
with the policies once adopted. Directors are
required to ensure that all significant activi-
ties of the bank are covered by clearly com-
municated written policies that can be readi-
ly understood by all employees to ensure the
bank is operated in a safe and sound man-
ner.’

Specific board policies should at a mini-
mum cover: loans, including internal loan re-
view procedures; investments; asset-liability
and funds management; profit planning and
budget; capital planning; internal controls;
compliance activities; audit program; com-
pensation; conflicts of interest; and code of
ethics.

Policy Monitoring

All policies should be monitored by the board
to ensure that they conform to changes in
laws and regulations, economic conditions,
and the institution’s circumstances. Monitor-
ing is accomplished largely by reports pre-
pared by bank management and presented to
the board. Management reports to the board
should include, at a minimum: income and
expenses of the bank; the bank’s capital posi-
tion; lending and investments; past due and
non-accrual loans; problem loans and work-
out strategies; allowances for loan and lease
losses; concentrations of credit; liquidity/
funding risk management; and interest rate
risk management." All such reports should
include an analysis of the bank’s current and
historic performance compared to peer insti-
tutions.

In addition, the board must be extremely
vigilant when considering insider transac-
tions, compliance programs, compensation
programs, and any extraordinary situation
that may impact the reputation, safety, or
soundness of the bank."

It is the board’s responsibility to ensure
that bank management is operating the bank
in a safe and sound manner. Directors must
insist on receiving management reports from
those high level managers within the bank
on whose area of responsibility the report is
being made. If senior management appears
to be attempting to control the board’s ac-
cess to officers of the bank, the board must
inquire and demand that those officers who
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A bank’s board
of directors
needs concise,
accurate

and timely
management
information
reports

to help it
perform its
fiduciary
responsibilities.

are responsible for a particular area be pres-
ent at board meetings where relevant reports
are presented and discussed."

Be Aware of Red Flags

Red flags are signals that the bank is headed
for, or perhaps is already in, a troubled con-
dition. A bank’s board of directors needs con-
cise, accurate and timely management infor-
mation reports to help it perform its fiducia-
ry responsibilities. Directors must review the
management information reports critically
and with an eye toward “red flags,” which
may signal existing or potential problems.
Some “red flags” for directors, may include:
e Bank net worth ratios that are less than
“well capitalized,” and how such ratios
compare with those of its peers.

e Significant concentrations of credit and
inconsistent business lending practices,
including a significant and increased
number of loans granted on an excep-
tion basis.

e Significant upward or downward
trends in the percentage of Allowances
for Loan and Lease Losses (“ALLL") to
total loans and leases, and ALLL aver-
ages and percentages significantly dif-
ferent from the peer group’s.

e Downward trends in risk ratings and/
or increases in special mention or classi-
fied assets.

e Any planned or anticipated growth that
is inconsistent with the bank’s budget,
strategic plan, or with the bank’s ability
to properly manage, as well as growth
that is significantly greater than that of
peer banks, even if the growth is pro-
jected in the bank’s budget or strategic
plan.

e Introduction of new products or activi-
ties in which the bank has little or no
expertise or for which there are inad-
equate risk management controls.

e Failure to revise risk management poli-
cies as changes in applicable laws and
regulations occur.

Some of the most serious red flags that
require immediate action from the board of
directors include:

e Signs of significant deviation by man-
agement or staff from policy or opera-
tional standards.

e Any indication that management is try-
ing to control or inhibit communica-
tions from certain senior management

or internal audit staff to the board of
directors, including unexplained or
unexpected changes in external audi-
tors or the audit program.

e Inability of management to provide
timely and accurate financial, opera-
tional, and regulatory reports.

e Information in management reports
that is inconsistent, or reports that are
untimely, incomplete, or inaccurate.

The Office of the Comptroller of the Cur-
rency has published a guide “Detecting Red
Flags in Board Reports — A Guide for Direc-
tors” that contains greater details about red
flags of which directors should be aware and
should be prepared to take proactive steps to
address.

If there is any doubt about how critical it
is for directors to be aware of these red flags,
a quick reading of a Material Loss Review,
commissioned by the FDIC Office of Inspec-
tor General after a bank failure, is very in-
structive in how the FDIC views action or in-
action by boards of directors as contributing
factors to bank failures. The content of a Ma-
terial Loss Review purports to show the pro-
gression of the decline of a bank and what a
bank’s senior management and board did, or
did not do, to correct the course of the bank.
Material Loss Reviews are published by the
FDIC and are available online at: www.fdicig.
gov.

Directors’ Liability Insurance

If red flags appear that are not being
addressed by bank management despite the
efforts of the board, or if a director has any
reason to believe that the bank is or soon will
be in a troubled condition, a director should
request and retain a copy of the bank’s Direc-
tor and Officer Liability Insurance policy
(“D&O policies.”) It is critical for a director to
understand what type of insurance coverage
is available should claims be made against
the bank losses.

A disturbing trend is for D&O policies to
contain something known as a “regulatory
exclusion” that precludes coverage for ac-
tions brought by the FDIC, state regulators,
and other regulatory agencies. Once a bank
becomes “troubled,” it is more difficult to ob-
tain D&O coverage that does not contain the
regulatory exclusion.”

Even if the bank’s D&O policy does not
contain a regulatory exclusion, some insur-
ers will attempt to deny coverage for claims
brought by the FDIC as receiver under some-
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thing called the “insured-versus-insured”
exclusion. This exclusion basically “bars cov-
erage for claims by one insured entity (i.e.,
the FDIC, which steps into the bank’s shoes
upon being appointed receiver) against an-
other (i.e., the officers and directors).”'s

Worst Case Scenario

If, despite the board’s best efforts, the bank
is closed and the FDIC is appointed receiver,
former bank directors need to be prepared
to receive a demand letter from the FDIC
informing them that they may be subject to
possible civil charges or that they may be the
target of formal investigations via a “Notice
of Investigation.” This process could result in
subpoenas of personal financial records and
other documents."”

There is concern that the FDIC is target-
ing individual former directors of failed in-
stitutions whom the FDIC believes have the
financial means for recovery, rather than
focusing on those persons whom the FDIC
thinks are actually responsible for a failure.
However, the FDIC maintains it is “looking
at whether we have a meritorious and cost-
effective claim.... How far we go will depend
on the facts and circumstances in each case,”
according to Richard Osterman, Deputy Gen-
eral Counsel at the FDIC.”

Potential for Civil Suit by the FDIC

In its Financial Institutions Letter 87-92, the
FDIC issued a statement of policy concern-
ing the Responsibilities of Bank Directors
and Officers. The statement also includes a
discussion of the procedures followed by the
FDIC to institute civil lawsuits against for-
mer directors and officers and describes the
nature of suits filed. Inside directors are at a
higher risk of being sued by the FDIC than
outside directors.”

According to the policy statement, the
FDIC will only institute a lawsuit against a
former director after a review of factual cir-
cumstances surrounding the bank’s failure
by senior FDIC supervisory and legal staff,
and final approval is given by the FDIC
Board of Directors or its designee. The factu-
al circumstances are developed in part based
on information provided by the former direc-
tor in response to a Notice of Investigation
and subpoena(s). In most cases, the FDIC
attempts to alert proposed defendants in ad-
vance to allow them to respond to proposed
charges informally and discuss possible set-
tlement.*

Cases most often result when a former
director engaged in dishonest conduct or
approved or condoned abusive transactions
with insiders, or where a director failed to en-
sure the bank adhered to applicable laws and
regulations, its own policies or an agreement
with a supervisory authority, or otherwise
engaged in an unsafe or unsound practice.”
By far, the majority of cases involve allega-
tions that former directors failed to establish
proper loan underwriting policies and moni-
tor adherence to those policies, approved
loans they knew or had reason to know were
improperly underwritten, or failed to heed
warnings from regulators or professional ad-
visors about the situation.» Perhaps the most
troubling aspect of the current FDIC pursuit
of former directors is that many allegations
against former directors do not relate to ac-
tivities that are unique to a particular bank.
For example, the FDIC will take the position
that generally poor economic conditions in
a particular geographic area that contribute
to a bank’s decline are somehow attributable
to actions, or inactions, of a bank’s directors.
Thus, it seems likely that some version of
“guilt by association” (e.g., that a bank hap-
pens to be located in a geographic area that
is economically stressed—a condition for
which an individual director cannot person-
ally be responsible) may cause even the most
diligent bank directors to find themselves
defending against claims by both regulators
and shareholders.*

As an example, the Material Loss Re-
view of Citizens State Bank, New Baltimore,
Michigan states: “[t]he bank’s financial dete-
rioration was exacerbated by the depressed
economic conditions, deteriorating auto-
mobile industry, and high unemployment
rates prevalent in the Detroit metropolitan
area.”” While seemingly aware of the role
extraordinary economic conditions played in
the bank’s failure, conditions that are clear-
ly beyond the control of a bank’s directors,
the MLR nevertheless placed the cause of
the bank’s failure squarely on the board and
management of the bank.*

Defenses to Civil Suits; Business Judgment
Rule

In the face of a formidable opponent such
as the FDIC, what defenses are available to
directors who find themselves under investi-
gation or a defendant in a civil suit brought
by the FDIC? The “business judgment rule”
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is the first and foremost legal argument as a
defense to such a suit.

A former director who is being targeted
by the FDIC is entitled to rely on the “busi-
ness judgment rule” to protect himself or
herself from personal liability, assuming the
director acted prudently and impartially un-
der the circumstances.”

The United States District Court for the
Western District of Michigan had the occa-
sion to review the current state of the busi-
ness judgment rule in the 2008 unreported
case, Virginia M Damon Trust v Mackinaw Fin
Corp. In its discussion of the business judg-
ment rule, the court noted that:

The business judgment rule “is a pre-
sumption that in making a business
decision the directors of a corpora-
tion acted on an informed basis and
in the honest belief that the action
was taken in the best interests of the
company.” Walt Disney Co. Deriva-
tive Litig., 907 A.2d 693, 747 (Del. Ch.
2005) (internal ellipses and quota-
tions omitted). Where, however, the
directors” “methodologies and pro-
cedures are restricted in scope, so
shallow in execution, or otherwise so
pro forma or halfthearted as to consti-
tute a pretext or a sham, then inquiry
into their acts is not shielded by the
business judgment rule.” Resolution
Trust Co. v. Rahn, 854 F.Supp. 480,
489 (W.D. Mich. 1994). Moreover,
“[glood faith alone will not excuse
[directors] when there is a lack of the
proper care, attention, and circum-
spection in the affairs of the corpo-
ration, which is exacted of them as
trustees.” City of Grand Rapids v. F &
M Foods, Inc., No. 271773, 2007 Mich.
App. LEXIS 926, 2007 WL 914667, at
*4 (Mich. App. Mar. 27, 2007).%

If a bank director stays informed and acts
under a good-faith belief that the decision is
in the best interests of the bank, the business
judgment rule may provide a substantial ba-
sis of a defense to claims of negligence.

The Best Defense is A Good Offense

As strong a defense as the business judgment
rule is, the best defense is a good offense. Tak-
ing certain actions at the first sign of red flags
is the best way a director can protect him-
self or herself from personal liability. Direc-
tors should consider consulting competent
counsel of their own when red flags begin to
appear. While the bank may have competent

counsel who gives sound legal advice to the
bank and the board of directors during dif-
ficult times and prior to a bank failure, it is
important for directors to be sure they take
appropriate steps to protect themselves from
liability in the event the bank fails. Directors
need to know the scope and coverage of the
D&O policy. Directors also need to orga-
nize business records with an eye toward
establishing a defense to potential litigation.
Directors should also understand what the
requirements are for the particular D&O pol-
icy applicable to their role as a bank director.
Failure to follow the required notice proce-
dures and other directives contained in the
D&O policy may result in a director being
denied coverage.

Copies of the board minutes, loan com-
mittee minutes, board reports, resolutions, or
corrective action plans are extremely useful
as evidence that a director acted according to
the required standard of care. It is critical to
obtain the advice of counsel in the organizing
of business records because these documents
are highly sensitive and subject to confiden-
tial or restricted treatment under federal and
state law. Extreme care must be taken when
dealing with such records so as to avoid any
allegation thata director improperly removed
official bank records from bank property.

Conclusion

Implementing appropriate policies, monitor-
ing adherence to those policies, being aware
of red flags, and taking appropriate action
to address those red flags are all important
steps to minimizing director liability. Under-
standing the type and extent of any insurance
coverage for actions taken as a director is also
an important element in managing director
liability.

For current and former bank directors, the
risk of personal liability for losses incurred
by a failed bank is very real. While there is
no way to eliminate the risk of being targeted
by regulators or shareholders for such losses,
there are several effective steps directors can
take to minimize that risk.
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Reclassification of Property by the
State Tax Commission Threatens
Loss of Tax Incentives

By Kasturi Bagchi and Michael K. Hauser

Owners of industrial property and their
advisers need to be aware of a current cam-
paign by the state of Michigan to reclassify
parcels of real property. In June 2010, approx-
imately 10,000 owners of “industrial” real
property or “industrial” personal property
received a notice from the State Tax Com-
mission (“STC”) to reclassify real property
and/or personal property from “industrial”
to “commercial” status for property tax pur-
poses.! The notices typically state that, if the
property owner chooses to object to the new
classification, the owner can submit written
information within a limited time period to
support an “industrial” classification.

Many real property owners have been
caught off guard by the notices, having no
idea whether they will be negatively im-
pacted by the loss of “industrial” status, and
whether they should file an objection. Inter-
estingly, a classification change for real prop-
erty tax purposes will not ostensibly have a
negative effect—in fact, both industrial and
commercial real properties are taxed at the
same tax rate, and the valuation of both types
of properties is determined by the “true cash
value” (which should not change based
merely on a reclassification).? Professionals
have speculated on whether assessors may
change their determination of true cash value
based on the classification of real property as
commercial or industrial, but there does not
appear to be a clear basis for doing so.?

The question, then, is why is the state of
Michigan attempting to change the classifica-
tion of real property for property tax purpos-
es? The answer appears to be that the state is
taking an indirect approach to “take a bite”
out of certain tax benefits provided to pay-
ers of personal property tax, rather than real
property tax. As background, during 2007,
the Michigan Legislature passed three new
laws intended to confer significant tax ben-
efits to owners of industrial personal prop-
erty.

e First, personal property taxes levied on
industrial personal property entitle the

owner to a 35 percent tax credit against
the owner’s Michigan Business Tax
(“MBT”).* This benefit does not apply to
commercial personal property.

e Second, industrial personal property is
exempted from up to 18 mills of person-
al property tax levied by a local school
district (commercial personal property
is exempted from only 12 mills of per-
sonal property).’

e Third, industrial personal property is
exempted from 6 mills of state educa-
tion tax (commercial personal property
does not qualify for this exemption).¢

Clearly, the state of Michigan has a pecuni-
ary interest in preventing owners of personal
property from receiving an “industrial” clas-
sification.

But then why is the state sending no-
tices to real property owners? The STC's
own viewpoint is that the determination of
whether personal property should be classi-
fied as industrial or commercial does not de-
pend on how the real property is classified.
In a February 18, 2010 memorandum, the
STC clearly stated that personal property can
be classified as industrial even though the
real property on which the personal property
is located has been classified as commercial.
As the STC points out, if the classification of
personal property is dictated by the classifi-
cation of the real property that it is on, then
such “classification of personal property can
be changed at the will of the taxpayer, simply
by moving it onto a parcel of real property
that is classified as industrial.... This...sim-
ply allows manipulation of the credit and ex-
emption.” Thus, the STC has officially agreed
that even if real property owners succumb
to a commercial classification status for real
property purposes, the owner of the personal
property situated thereon can still qualify for
the industrial personal property classifica-
tion and the related tax benefits.” However,
the STC is concerned that the classification
of real property on the assessment rolls will
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of personal property located thereon, there-  al parcels” means real property parcels that
by paving the way for owners of personal  are classified as industrial; however, the State
property to qualify more easily for industrial =~ Tax Commission has rejected this interpreta-
status. This explains the statement by the  tion.” Instead, the STC takes the position that
State Tax Commission that it has “weeded personal property is located on an industrial
out what it determined to be commercial, parcel if industrial activity is conducted on
residential or other parcels that do not house ~ the parcel, which it primarily defines as fol-
any industrial activities.”s “We want people ~ lows:
who are entitled to the tax credit to get it,” For purposes of MCL 211.34c, indus-
stated Kelli Sobel, the executive director of trial activity is the manufacturing of
the STC.? parts, components and subassem-

The link between real property classifi- blies used to make finished goods;
cation and personal property classification or mal.lufacturing of finished.ggods,
is a legitimate concern for the STC because: including the assembly. of finished
(a) the statutory definition of industrial per- goods and th? processing of food,
sonal property refers to the property being when the activity produces goods
located on “industrial parcels”” and argu- for sale to those engaged on whole-
ably the classification of the real property ::iiaishre;:cll tl;;jvee;loogrrfgrllltdu:cttisf The link
as industrial automatically requires the per- ) )
sonal property located the}ll‘eon to be deemed ity...by the tax_PaY,er for the pur- between real
industrial, although the STC has rejected this po.se.of deve.lopmg 1mprciver.nents to property
viewpoint;" and (b) even if a classification of Zzlssitlrrf dg?gg:éror iec;]lfctofmngv Elecvﬁ classification
the real property as industrial does not au- willgbenrﬁanufactlfred b t.}.1.at tax- and personal
tomatically lead to a personal property clas- aver or its affiliate: orye traction
sification as industrial, nevertheless the STC pay . r X property

. of raw materials and minerals from . .

has acknowledged that the classification of classification

real property as industrial may be one factor
favoring industrial classification of the per-
sonal property.'

So what property is deemed to be “indus-
trial”? MCL 211.34c(2)(d) defines industrial
real property as:

(i) Platted or unplatted parcels used for
manufacturing and processing purpos-
es, with or without buildings.

(ii )Parcels used for utilities sites for gener-
ating plants, pumping stations, switch-
es, substations, compressing stations,
warehouses, rights-of-way, flowage
land and storage areas.

(iii)Parcels used for removal or processing
of gravel, stone, or mineral ores, wheth-
er valued by the local assessor or by the
state geologist.

(iv)For taxes levied after December 31,
2002, buildings on leased land used for
industrial purposes.”

MCL 211.34¢(3)(c) defines industrial personal
property as:

(i) All machinery and equipment, furni-
ture and fixtures, and dies on industrial
parcels, and inventories exempt by law.

(ii) Personal property of mining compa-
nies. "

the ground; or processing or refine-
ment of substances to be used as raw
materials in later industrial or com-
mercial processes or for the sale to
those engaged in wholesale or retail
trade of such substances; or genera-
tion of electricity for the taxpayer’s
own use in engaging in industrial
activity or for sale to the public or to
public utilities...'
Conversely, the following are not industrial
activities in the STC’s view:

the breakdown of larger shipments
or lots into customer orders;...
wholesale or retail trade; or...the
measurement, cutting, fitting, mix-
ing, combination or assembly of
ingredients, materials or other com-
modities that are manufactured or
extracted elsewhere, to the specific
order and/ or specifications or needs
of an end-user...;or...the produc-
tion of a[n] artistic or graphic design
applied to a commercial product...;
or...research and development, engi-
neering or testing that is performed
by an independent contractor, or as a
speculative research that is not asso-
ciated with product development by
a manufacturer; or...the repair or

is a legitimate
concern for
the STC.
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rebuilding of existing personal prop-

erty, even if significant replacement

parts are installed; or...construction

of real property structures...or ...

public or private infrastructure.”
If there are both industrial and commercial
components to a taxpayer’s personal prop-
erty, then the classification of personal prop-
erty at a given location follows the activity
and usage of such property, “which provides
the largest net revenue.”*

Depending on the procedural back-
ground of the case, an objection to an at-
tempted reclassification could either be filed
directly to the STC, or to the local board of
review (with appeals going to the STC). No-
tably, the classification decision is made on
an annual basis—and thus, even if a protest
is not made (or is not made successfully) in
one year, the owner could make a protest the
following year (to the board of review and
the STC). Finally, it should be noted that dis-
putes over classification could also involve
a number of related issues, for example, the
issue of whether property should be consid-
ered real property or personal property (for
example, “fixtures” that are attached to real
estate may be classified as real property or
personal property, which could be important
in that tax benefits could arise from the own-
ership of industrial personal property). Simi-
larly, the issue of whether personal property
is leased or owned by a manufacturer may
be of critical importance, as the STC regards
leased personal property as generally ineli-
gible for industrial status:

[1]f the property is being [leased]...by
a tenant engaged in industrial activ-
ity, the landlord is implicitly renting
the equipment to the tenant rather
than engaging an industrial activity
itself...The Landlord is not engaged
in manufacturing at a location sim-
ply arising from the fact that the
location is being used by someone
for industrial activities, or from the
fact that landlord’s personal proper-
ty is being used by someone to carry
on industrial activities....The land-
lord is not bearing the risk associated
with conducting an industrial activi-
ty. Instead, the risk it bears is that the
tenant will not pay it’s [sic] rent or
will cause damage to the property, a
commercial activity risk."
While the foregoing passage was lifted out of
a memorandum written by the STC for the
purpose of providing guidelines in the classi-

fication of personal property, it could be used
by assessors to conclude that the mere leas-
ing of real property to a tenant for an indus-
trial operation is also a commercial activity.
Moreoever, the recommendations of the STC
as to leased personal property conflict with
the plain statutory language of MCL 211.34c:
[The statute] provides that real prop-
erty “used for manufacturing and
processing purposes” is industrial
real property and that industrial per-
sonal property includes “all machin-
ery and equipment, furniture and
fixtures, and dies on industrial par-
cels.” Thus, if a manufacturer buys
some machines and leases some oth-
ers and uses all of them in its indus-
trial real property to manufacture
products, they would all appear to be
equally entitled to the credit, because
they would all be equal machinery
used on a parcel used for manufac-
turing. The State Tax Commission
[disagrees]...and has advised that
all leased property should be clas-
sified as commercial.... Thus, ...two
identical forklifts or machines used
identically in a factory to make prod-
ucts will be taxed differently if one is
owned and the other is leased.”

To conclude: for real property owners that
use the property to conduct a manufacturing
business, it appears wise for such owners to
object to a classification of the real property
as commercial because being passive could
make it easier for the state to disallow the
owner’s personal property from being clas-
sified as industrial (causing the owner a di-
rect, negative tax impact). However, for real
property owners that are landlords, the tax
benefits of the industrial property classifi-
cation would only be felt by the tenant, not
the landlord. Still, the landlord will likely
have an interest in seeing a tenant succeed
and ensuring a tenant (or potential tenant)
will not abandon the premises to obtain bet-
ter tax treatment elsewhere. Therefore, even
though a landlord may have no direct benefit
to securing industrial classification of its real
property, it may be indirectly in the landlord’s
interest to appeal the real property classifica-
tion, as a means of satisfying and/or attract-
ing tenants. Still, as noted above, arguing
about the real property classification may be
a moot point as the personal property located
thereon could attain industrial status in any
event.
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Should Short Selling Be Regulated
as a Consequence of Wall Street’s

Failures? Exploring the New
Alternative Uptick Rule

By Helena Stigmark

Introduction

Short selling has always been a topic of
debate. It is especially controversial today
because of the ongoing financial crisis. This
is largely because short sellers are viewed as
speculators with the ability to drive the price
of stocks down below their fundamental
value.

The sharp rise in volatility in 2007, emerg-
ing almost simultaneously with the repeal of
the “uptick” rule,' certainly made short sellers
an easy target for public blame. Some people
have blamed short sellers for contributing
to, or even causing, the current financial cri-
sis. The chief executives of Wall Street firms
complained that short sellers were spreading
false rumors and driving down the price of
their shares.? They begged the United States
Congress for help, thereby deflecting atten-
tion from their own poor management deci-
sions. The U.S. market’s watchdog, the Se-
curities and Exchange Commission (“SEC”),
acted at the populist will and attacked short
sellers with additional regulations.’

Now, as the financial markets are trying
to recover and the panic has subsided, it is
time to go back to the basic problem and ask
the fundamental question: how should short
selling be regulated in the U.S. equity mar-
ket?

The SEC has alleged that short selling was
not the root, nor even contributed to, the cur-
rent financial crisis.* Despite this conclusion,
the SEC recently decided to restrict market
participants’ ability to engage in short selling
by adopting an alternative uptick rule, which
employs a circuit breaker feature.’

This article discusses the new SEC alter-
native uptick rule and advances the argu-
ment that a price restriction rule is not justi-
fied because it is likely to do more harm than
good.

What is Short Selling?

The SEC defines a short sale as “any sale of
a security which the seller does not own, or
any sale that is consummated by the delivery
of a security borrowed by, or for the account
of, the seller.”s Simply put, the short seller
will sell a security it does not own, borrows
the security from a broker to make the deliv-
ery to the purchaser, and later purchases an
equivalent security on the market to return to
the lender.” This practice is known as covered
short selling,® which is a legal market tool in
the U.S., provided it is not used to manipu-
late the price of stock.

Short selling allows traders to profit in
falling markets.” A short seller’s profit is lim-
ited: the return can never be greater than 100
percent minus fees, which only happens in
the event that the market price falls to zero."
The potential loss, however, can be infinite
should the assets gain."" Short sellers are
exposed to great risks because theoretically
the market price of the security or asset sold
short can rise without limit.'?

Market Participants

There are three main categories of market
participants who employ short selling. Each
type uses short selling for different reasons.

The first category consists of market mak-
ers,”” dealers that buy or sell stock consis-
tently to ensure that there is always a buyer
or seller for a particular stock." They need to
sell securities short to maintain customer li-
quidity and price stability.

The second category consists of traders
that take short positions to hedge the risk of
a long position in the same security or in an-
other related security.'® Short selling is a fa-
vored hedging strategy; many hedge funds
would find it too risky to invest in a long
position were they not allowed to simultane-
ously short another security.!”
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The last category consists of speculators
that deem a specific stock or market index
overvalued and want to profit directly from
the decline in stock price.'

Speculation activity is often criticized
and generates most attention in the media
and in the regulatory debate.”” A common
assumption is that short sellers only want to
profit directly from price decline in stock. To
a certain extent this is true. However, short
selling as part of legitimate market making
activities and hedging strategies do not an-
ticipate future price declines.” Instead they
try to profit from relative price changes and
facilitate trading transactions that otherwise
may not be completed.”” It is worth noting
that the overwhelming majority of short sell-
ing activity today is market neutral, and has
no speculative purpose.?

The Impact of Short Selling

In General

Even though the SEC recognizes that short
sellers play an important role in the market,*
the actions taken in response to the finan-
cial crisis demonstrate that the SEC does not
appreciate the magnitude and unique nature
of short selling. To provide a sense of scale, it
is worth noting that short sales represented
31 percent of share volume for NASDAQ-
listed stock and 24 percent of share volume
for NYSE-listed stock in 2005.# Thus, in the
U.S,, short sellers represent a relatively high
level of market participation in the equity
market. Therefore understanding the effects
of regulating short selling is very important.
The pros and cons are summarized below.

Pros

The main arguments in favor of allowing
short selling are that short selling contrib-
utes to efficient price discovery by disclos-
ing information of over-valued securities,
enhances market liquidity thereby making
trades more likely to be materialized, and
facilitates hedging and risk management
activities.”

Cons

While allowing short selling offers substan-
tial benefits, short selling is also associated
with a number of potential risks. There are
three main regulatory concerns.

Recognizing that short selling facilitates
efficient price discovery, regulators are con-
cerned that the process of decline may be
disorderly due to the extent and speed of the

price correction mechanism, e.g. intensifying
market anxiety about a security can cause po-
tential buyers to step back.? Also, this may
cause an “overshoot.”?” Thus, the first regu-
latory concern is market disorder.”® Most
empirical studies, however, support the no-
tion that short selling contributes to efficient
share prices.”

A second concern is that short selling may
be used to illegally manipulate stock prices
downwards.* A typical manipulative activi-
ty is to sell the shares of a company short and
simultaneously spread false rumors to en-
courage others to sell.* After the 1929 market
crash, the SEC was concerned about so-called
“bear raids.”*? It was argued that a group of
traders colluded and sold short in an effort to
drive down the price of securities by creating
a sell-side interest.”

The third alleged con arises from the con-
cern that short selling can cause settlement
disruption, i.e. that the seller fails to deliver
within the settlement period.** This concern
is especially prominent if the seller has not
arranged to borrow the asset, which is the
case with illegal naked short selling.*

It is important to note that none of the
risks mentioned above are specific to short
selling. During the financial crisis much fo-
cus was on the downside of short selling*
while the benefits were often ignored.

The Former Uptick Rule

The SEC has the authority to regulate short
selling of securities registered on a national
securities exchange under Section 10(a) of the
Securities Exchange Act of 1934 (“Exchange
Act”).”” Historically, short selling has been
restricted by the former Rule 10a-1 under
the Exchange Act, commonly known as the
“uptick” rule. The uptick rule provided that
a seller could only short sell a listed security
at a price higher than the price of the sale pro-
ceeding the last sale price, known as a plus
tick; or a seller could short sell a security at
the last sale price, provided that it was higher
than the last different price of the security,
known as a zero plus tick.* In other words,
before a stock could be shorted the price
had to rise, indicating that there were active
buyers in the market. The uptick rule was
implemented in 1938 by the SEC to restrict
short selling in a declining market.* In brief,
the SEC described the purpose of the uptick
rule as the prevention of manipulative sales
of a security for the purpose of accelerating a
decline in the price of such security.®

Even though
the SEC
recognizes
that short
sellers play
an important
role in the
market, the
actions taken
in response to
the financial
crisis
demonstrate
that the SEC
does not
appreciate the
magnitude
and unique
nature of
short selling.
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To assess
whether

short selling
needs further
regulation, it
is necessary
to have an
understanding
of the short
selling activity
during

Wall Street’s
recent panic.

For almost seventy years, the central pro-
visions of the former uptick rule remained
largely unchanged.” Nevertheless, its de-
sirability and effectiveness was frequently
questioned. Over the years and in response
to changes in the securities market and trad-
ing strategies, the SEC added exceptions
and granted relief from the uptick rule’s re-
strictions.” One change that occurred in the
market was the conversion to the decimal
pricing increments, which means that stocks
began trading in penny increments instead of
one eighth dollar increments.* This change
made it much easier to get around the uptick
rule.#A bearish trader could, in practice, just
push a stock a penny higher and then come
back with a big short sale.* Moreover, in
1938 there was no electronic trading of stocks
as trades took place on the exchanges and at
a slower pace, whereas, in today’s market the
stock prices change more rapidly.*

In 2004, the SEC created a pilot program
that temporarily suspended the uptick rule
for short sales of certain securities to study
the effectiveness of a short sale price test."
In sum, the pilot study found that the uptick
rule did not have a significant impact on dai-
ly volatility, limited evidence existed that the
restrictions altered a security’s price, and re-
moval of the price restriction did not affect li-
quidity.* It also concluded that removing the
uptick rule resulted in an increase of short
selling volume and price tests indeed oper-
ated as a constraint on short selling activity.®
Overall, it found little empirical justification
for sustaining the uptick rule.*

After a careful and deliberate process in-
cluding numerous studies, a pilot program
and many opportunities for public comments,
the SEC concluded that the uptick rule did
not effectively serve its purpose but instead
imposed costs to the market.®' The SEC con-
tinues to stand by this and has reiterated that
“none of the empirical studies...have given
us reason to question the rigor or validity of
the Pilot results.”*

The SEC eliminated all price restrictions
on short selling, effective July 3, 2007. In ad-
dition to removing the uptick rule, the SEC
added a rule to forbid any self-regulatory or-
ganizations (“SROs”) from creating its own
price test with respect to short sales.”

Then the financial panic descended. The
removal of the uptick rule has been criticized
in light of the turbulent market conditions as-
sociated with the financial crisis that started
in the middle of 2007.

The Short Game and the Recent
Panic

Was the fact that the market crashed after the
SEC eliminated the uptick rule just a coin-
cidence or is regulation needed? To assess
whether short selling needs further regula-
tion, it is necessary to have an understand-
ing of the short selling activity during Wall
Street’s recent panic.

Even though a detailed discussion about
the causes of the financial crisis is outside the
scope of this article, a few general points must
be made as to the origins. One root of the fi-
nancial chaos was the subprime mortgage
crisis of 2007, which was caused by excessive
borrowing and lending practices, particu-
larly in the United States.** The banks made
“teaser” loans to people with no proof that
the borrower could repay it.* The loans were
then sold to big Wall Street investment firms.*
They, in turn, repackaged them into complex
mortgage securities, such as synthetic collat-
eralized debt obligations (“CDOs”) and sold
them to investors throughout the world who
often had no understanding of the underly-
ing assets.”” When the housing market col-
lapsed, the banks were forced to write down
the underlying assets, and the complex mort-
gage securities were downgraded.® When
the banks could no longer sell the leveraged
loans, the crisis was evident.®® Therefore, the
financial institutions” excessive leverage and
risk taking in collateralized debt instruments
was a major cause of the recent financial cri-
sis.®

There were a handful of investors who
foresaw the collapse and had the nerve to bet
on their vision.® They made early and large
bets against the U.S. home mortgage mar-
ket.2 To bet against the subprime mortgage
bonds, they used derivative instruments
such as a credit default swap (“CDS”), which
essentially is an insurance contract that cov-
ers losses in the event of counterparty de-
fault.® When the housing market crashed, a
few hedge funds managers made a fortune
while the majority were decimated.*

The repeal of the uptick rule could not
have caused the financial crisis. The reason
is fairly simple: short sellers were primarily
active on the bond market. Thus, neither the
uptick rule nor any other regulation on the
equity market would have prevented their
bearish bets.

The SEC itself has confirmed that there is
no causation between short selling and the
recent financial crisis.®® This was based on
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the fact that the SEC found no empirical evi-
dence that the elimination of price tests had
contributed to the increased volatility and
the steep decline in the stock market.”

It is also worth mentioning that SEC econ-
omists conducted a study of the selling pres-
sure in September 2008, before the emergen-
cy order implemented a temporary short sale
ban. It suggests that the volume of short sell-
ing was a small percentage of overall trading
and that the price pressure on financial stocks
mainly came from long sellers.®® Generally,
short sellers tend to be contrarians, i.e. active
in a rising, rather than a declining, market.®

The Alternative Uptick Rule

In General

On February 24, 2010, in a three-to-two vote,
the SEC adopted the alternative uptick rule
(Rule 201), which became effective in May
2010, with a compliance date of Novem-
ber 10, 2010. Under the alternative uptick
rule, a circuit breaker will be triggered if the
stock has declined at least ten percent dur-
ing a day’s session.” After that, short selling
will be permitted in that security only if the
price is above the current national best bid.”
Once the circuit breaker is triggered, the rule
would apply to short sale orders in that secu-
rity for the remainder of the day and the fol-
lowing trading day.” The alternative uptick
rule applies to all equity securities that are
listed on a national securities exchange or in
the over-the-counter market.™

In a speech, SEC Chairman Mary Schapiro
explained that the rule is designed to restore
investor’s confidence and promote market
efficiency.” She declared that the rule makes
sense because it recognizes that short selling
can have both beneficial and harmful impact
on the markets, and her belief was that the
alternative uptick rule “strikes the right bal-
ance.”7

However, there are several reasons why
the SEC should not have reinstated a price
test restriction rule. Generally, the argument
centers around two related themes.

First and foremost, a price test restriction
rule should not be adopted because the mar-
ket has changed considerably. Regulation
could be justified if the SEC provided evi-
dence that short selling caused, or contribut-
ed to, the current financial crisis. This was a
fundamental question that the SEC answered
in the negative.” As described above, short
selling was not the root of, nor did it contrib-

ute to, the financial crisis because short sell-
ers were chiefly active on the bond market.

Second, the vast majority of research sug-
gests that a price test restriction is ineffective,
and/or has a harmful effect on the market,
and the SEC has not provided any new evi-
dence to the contrary.” As stated above, the
pilot study found little empirical justification
for sustaining the uptick rule, and the SEC
has confirmed that the pilot study still is
valid.” Nevertheless, by adopting an alterna-
tive uptick rule, the SEC seems to ignore the
prevailing evidence and economic data that
would argue against its adoption.

The Goals

A few additional points need to be made
regarding the objectives of an alternative
uptick rule with a circuit breaker. What is the
SEC trying to accomplish and are the goals
attainable?

The SEC stated that a goal is to “prevent
short selling from being used as a tool to ex-
acerbate a declining market in a security.”®
Apparently, the SEC wants to limit poten-
tially manipulative or abusive short selling
from further driving down the price. Thus,
the goal seems to be the same as the former
uptick rule. A circuit breaker, if successful,
seems to achieve the goal of stopping abusive
short selling in declining markets, but not
hindering the price discovery process under
normal circumstances. However, the alterna-
tive uptick rule also effectively constraints le-
gitimate short selling, which does not benefit
from the limited exceptions.®! Moreover, it is
questionable whether the circuit breaker of a
ten percent decline reflects a situation of se-
vere deterioration.*?

Critics argue that there can be manipula-
tion with short selling. This is true. However,
short selling per se is not manipulative. Any
market manipulation—either upward or
downward —is prohibited by federal secu-
rities law, such as Rule 10b-5.% The existing
market abuse rules of securities laws should
be sufficient, if strictly enforced. Further, the
alternative uptick rule provides no protec-
tion against upward stock manipulation.

A potential advantage with a circuit break-
er, also stated by the SEC, is that it gives mar-
ket participants some time to reassess the cir-
cumstances and react to volatility.* But there
is no evidence that this will actually occur,
as the academic research on circuit breakers
effectiveness is divergent.*

Apparently,
the SEC
wants to limit
potentially
manipulative
or abusive
short selling
from further
driving down
the price.
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Relying

on the
alternative
uptick rule
to effectively
curb abusive
short selling
and boost
investor’s
confidence
is a
questionable
strategy.

In addition, the SEC has cited increasing
investor confidence as an objective.*® The
overall argument seems to be that since the
alternative uptick rule would allow long sell-
ers to sell first, it would signal to the market
that the security’s price decline is due to long
sellers and thus it would boost investors” con-
fidence.?” Indeed, investors’ confidence in the
financial market is crucial. However, the SEC
fails to provide any evidence to support this
notion. The goal to restore investors” confi-
dence is speculative because there is no ob-
jective way to prove effectiveness. As the dis-
senters note, it might have the exact opposite
effect, i.e. hampering investors confidence in
the market.®® Providing information to the
market—not removing it—is more likely to
boost investor confidence.

In short, it is doubtful whether the SEC’s
goals are achievable by regulating short sell-
ing. Many have requested reimplementa-
tion of a price restriction rule, but the broad
evidence does not support regulatory action.
Relying on the alternative uptick rule to ef-
fectively curb abusive short selling and boost
investor’s confidence is a questionable strat-

egy.

The Costs

As summarized below, the alternative uptick
rule is likely to impose substantial costs to
the financial market.

First, to the extent the circuit breaker is
triggered and prevents short selling for a cer-
tain time period, this will have a potentially
negative impact on market quality. There is
considerable risk that the alternative uptick
rule will impede price discovery, reduce li-
quidity, and hedging activity. If investors
find it more costly to hedge the risk, they
might be forced to pull out of their long posi-
tions, which can frustrate capital formation.
The SEC seems to downplay the negative im-
pact with reference to the pilot study of the
uptick rule.® The drawbacks may be smaller
than an uptick rule because it restricts short
selling only when a specific stock has expe-
rienced a certain decline, but the potential
risks are nonetheless significant.

As outlined above, short sales that are
used to facilitate market making and hedg-
ing activities do not anticipate price decline.
Notably, the SEC has not provided any ex-
emption for market makers.” At the very
minimum, the SEC should have provided a
market-maker exception and a more expan-
sive hedging exception.

Another concern that has been raised is
that it could create unintended consequences
such as a “magnet effect.””’ A “magnet ef-
fect” can result in short sellers driving down
the price of an equity security in a rush to
sell when they realize that the trigger level
is imminent, which would prevent trading.*”
However, academic research has not found
any evidence of a magnet effect, and the SEC
dismissed the concern.”

Besides the potential negative impact on
the market, what seems clear is that the alter-
native uptick will be expensive to implement
and monitor.** The trading centers, among
other things, need to establish written poli-
cies and procedures and carry out ongoing
monitoring.” The SEC estimates that the ini-
tial cost will be nearly $29 million, and $50.6
million every year thereafter, to comply with
the regulation.”

Finally, the alternative uptick rule does
not apply to derivative securities.” This
could undermine some of the goals of the
alternative uptick rule and create additional
incentives to structure transactions by the
use of derivatives.”® As highlighted already,
the short positions, before the financial crisis
hit Wall Street and the rest of the world, were
primarily taken on the bond market through
the use of derivative products.

Misguided Rule

Indeed, the alternative uptick rule with a cir-
cuit break feature is a less radical restriction
on short selling than an uptick rule since the
application is contingent and limited to par-
ticular market conditions in specific stocks.
However, just because the circuit breaker
approach mitigates the negative effects does
not make it more desirable. To adopt the
alternative uptick rule, the benefits should
justify the costs. For all the reasons outlined
above, in this author’s view, it is apparent
that the alternative uptick rule is misguided
and will likely do more harm than good.

Conclusion

Short sellers did not cause the demise of banks
or the current financial crisis. As explained
above, it appears that the stock prices of
important financial institutions plummeted
largely because of long sellers. More fun-
damentally, the financial panic was due to
broader problems in the banking sector.

The SEC’s main regulatory concern seems
to be that speculators might use short selling
toillegally manipulate stock downwards. But
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existing antifraud rules should be sufficient,
provided they are strictly enforced.

Most importantly, the SEC must be aware
of the new short game. Short positions can
today be accomplished in many different
forms, such as options, swaps, and other de-
rivatives, which likely will undermine most
attempts to regulate short selling on the eq-
uity market.

Furthermore, there is empirical evidence
to support the conclusion that short selling
is essential for efficient markets. Apart from
price efficiency, short selling contributes
positively to liquidity and facilitates buying
by allowing investors going long to hedge
their risk. Any regulation that limits short
selling will reduce those benefits, and there
is a considerable risk that market quality will
deteriorate. The focus of the SEC should be
on rulemaking that furthers efficient order-
ly markets and promotes capital formation.
However, the alternative uptick rule runs to
the contrary and may hinder investor’s con-
fidence.
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The Enforceability of International
Forum Selection Clauses

By Ryan S. Bewersdorf and Chao (Charley) Meng

Introduction

In today’s proverbial global economy, it is
quite probable that parties to a contract, for
example for goods or services or for the sale
of assets or shares, will be from different
countries. Often in the sale of goods context,
a company based in the United States trans-
acts business with a foreign entity, or initially
negotiates with another U.S. company, but
the actual contract party turns out to be the
company’s foreign subsidiary. The forum
selection clause is an often overlooked issue,
but this material contractual term may have
great importance when a dispute between
contracting parties arises. The forum selec-
tion clause may be the first item litigated as
it sets the stage for where the litigation will
take place. This article addresses specifical-
ly the enforceability of international forum
selection clauses.

In many cases, the parties’ contract will
set forth the exclusive forum to bring a law-
suit in the event a dispute arises. Frequently,
the forum will not be in the United States, but
in a foreign country. For example, if the buy-
er is a foreign subsidiary of a U.S. corpora-
tion, the forum selection clause may express-
ly state that all lawsuits must be brought in
the foreign jurisdiction. The forum selection
clause may also be less specific, but no less
vague, such as describing the forum as the
place of the “buyer’s headquarters.” Again,
if the buyer is a foreign subsidiary, then the
buyer’s headquarters in the foreign country
would be the appropriate forum. The forum
selection clause should be read in conjunc-
tion with other defined terms in the contract.

This article sets forth the law, both Michi-
gan state law and federal law, regarding in-
ternational forum selection clauses. In short,
international forum selection clauses are en-
forceable, and contracting parties must be
prepared to be bound by any international
forum selection clause in their contract, even
if it requires that suit be brought or defended
in a foreign country. If a company first files a
lawsuit in the United States and the contract
contains an international forum selection
clause, the filing party should be prepared to

respond to a motion to dismiss filed by the
opposing party, seeking dismissal based on
the agreement to litigate in another forum.

Essentials of Forum Selection
Clauses

A forum selection clause is a contract clause
that designates, by agreement, a specific
forum for litigation. Generally, this is accom-
plished by providing a particular location
and a particular court in that location. A typi-
cal forum selection clause may read:

Venue for all disputes arising out of

any Purchase Order between Buyer

and Seller or in connection with any
other contractual relationship of

Buyer and Seller shall be the Courts

competent at Buyer’s respective

headquarters.

In M/S Bremen v Zapata Off-Shore Co,’ a
seminal case that marks the beginning of
the enforceability of international forum se-
lection clauses, the United States Supreme
Court held that a “forum [selection] clause
should control absent a strong showing that
it should be set aside.”?> The Supreme Court
reasoned, “We cannot have trade and com-
merce in world markets and international
waters exclusively on our terms, governed
by our laws and resolved in our courts.”

In enforcing international forum selec-
tion clauses, courts usually will differenti-
ate between permissive forum clauses and
mandatory forum clauses.* A permissive fo-
rum clause merely confers jurisdiction in the
specified forum and does not deny a party
the right to litigate in another appropriate
forum.” However, mandatory forum clauses,
such as that in Bremen, specify where all of the
disputes must be brought. In addition to the
type of clause, courts may also look at con-
tract terms designating which specific courts
may hear a claim and the types of claims that
may be heard.

Michigan State Law

Lawsuits regarding international forum
selection clauses may be properly brought
before state courts. In Michigan, circuit
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courts have jurisdiction to determine wheth-
er a forum selection clause is enforceable.
MCL 600.605 provides the circuit courts with
original jurisdiction over “all civil claims and
remedies” except where some specific statu-
tory or constitutional provision states other-
wise. Furthermore, “a valid forum-selection
clause does not divest the Michigan courts
of personal jurisdiction over the parties.”® In
Michigan, forum selection clauses, including
those specifying an international forum, are
enforceable under MCL 600.745(3), unless
one of the enumerated statutory exceptions
apply. MCL 600.745(3), provides as follows:

If the parties agreed in writing that

an action or controversy shall be

brought only in another state and it

is brought in a court of this state, the

court shall dismiss or stay the action,

as appropriate, unless any of the fol-

lowing occur:

(a) The court is required by statute to
entertain the action.

(b) The plaintiff cannot secure effec-
tive relief in the other state for rea-
sons other than delay in bringing the
action.

(c) The other state would be a sub-
stantially less convenient place for
the trial of the action than this state.

(d) The agreement as to the place of
the action is obtained by misrepre-
sentation, duress, the abuse of eco-
nomic power, or other unconscio-
nable means.

(e) It would for some other reason be
unfair or unreasonable to enforce the
agreement.

Under this statute, “state” is defined as
“any foreign nation, and any state, district,
commonwealth, territory, or insular posses-
sion of the United States.”” Following this
statute, Michigan courts have determined
that “Michigan’s public policy favors the
enforcement of contractual forum-selection
clauses and choice-of-law provisions.”® Inter-
estingly, although it would appear relatively
easy for a party seeking to avoid a contrac-
tual forum-selection clause to qualify under
subparagraph (c), Michigan courts have re-
stricted its application in Michigan cases.’ In
Hansen Family Trust v FGH Indus, LLC, the
court noted the mere fact that plaintiff had
no presence in the jurisdiction designated by
the forum selection clause did not make such
jurisdiction “substantially less convenient”

than Michigan, so as to avoid enforcement of
the forum selection clause.’ Inconvenience,
insofar as it is within the contemplation of
the parties at the time of contracting, does not
render a forum selection clause unenforce-
able." “Where the inconvenience of litigating
in another forum is apparent at the time of
contracting, that inconvenience is part of the
bargain negotiated by the parties.”"> Thus, a
party seeking to avoid a contractual forum-se-
lection clause bears a heavy burden of show-
ing that the clause should not be enforced;
accordingly, the party seeking to avoid the
forum-selection clause must prove that one of
the statutory exceptions to enforceability ap-
plies under MCL 600.745(3)."* Procedurally, a
motion to dismiss a complaint on the basis
of a valid forum selection clause is properly
brought pursuant to MCR 2.116(C)(8), on the
grounds that the complaint fails to state a
claim on which relief can be granted.

Federal Law

When contracting parties satisfy the require-
ments for federal jurisdiction, such as in the
case of diversity jurisdiction, disputes regard-
ing international forum selection clauses will
most often be litigated in federal court. There,
one party will probably move for dismissal
pursuant to either or both of Fed R Civ P
12(b)(3) for “improper venue” and Fed R Civ
P 12(b)(6) for “failure to state a claim upon
which relief can be granted.”” In deciding
whether to grant the motion for dismissal,
the court will need to determine whether the
forum selection clause is enforceable.

The federal precedent regarding the en-
forceability of international forum selection
clauses is well settled. A forum selection
clause in an international agreement “should
control absent a strong showing that it should
be set aside.”' “The correct approach [is] to
enforce the forum clause specifically unless”
plaintiff “[can] clearly show that enforcement
would be unreasonable and unjust, or that the
clause was invalid for such reasons as fraud
or overreaching.”” The presumptive valid-
ity of the forum selection clause may also be
set aside if plaintiff can show “enforcement
would contravene a strong public policy of
the forum in which suit is brought.”'s

In GE v G Siempelkamp GmbH & Co,” the
Sixth Circuit Court enforced a forum selec-
tion clause requiring resolution of disputes
be brought in Germany. In that case, a Ger-
man supplier of machinery was sued in the
U.S. by the buyer. The parties” contract con-
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tained a forum selection clause that stated:
“Place of jurisdiction for all disputes arising
in connection with the contract shall be at the
principal place of business of the supplier.”*
Because the clause stated that “all” disputes
“shall” be at the suppliers principal place of
business, the Sixth Circuit held that German
jurisdiction was exclusive and mandatory.?!

Likewise, in Interamerican Trade Corp v
Companhia Fabricadora de Pecas,? the Sixth
Circuit enforced a forum selection clause re-
quiring resolution of disputes be brought in
Brazil and affirmed the trial court’s decision
to dismiss the plaintiff’s complaint. In that
case, a Brazilian automotive parts supplier
was sued by a company that acted as the
defendant’s exclusive sales representative in
the United States. The parties’ contract con-
tained a Brazilian forum selection clause.”
Plaintiff brought suit in state court and the
action was removed to federal court. The dis-
trict court dismissed the plaintiff’'s complaint
holding that because of the forum selection
clause, the lawsuit could only be brought in
Brazil >

On appeal, the Sixth Circuit first dis-
cussed whether federal or state law applies
regarding the enforceability of forum selec-
tion clauses where a federal court is sitting
in diversity jurisdiction. The Sixth Circuit de-
cided this issue relying on federal precedent
that applies a similar test as, for example, the
Michigan statute. However, the court left
open the option for a federal court sitting in
diversity to also apply state law. Ultimately,
the Sixth Circuit affirmed the district court’s
decision.” In short, the precedent is clear that
exclusive contractual international forum se-
lection clauses will be enforced despite the
uncertainty over whether federal courts rely
on federal or state law.

Consistent with Sixth Circuit precedent,
Michigan federal district courts have re-
cently granted motions to dismiss based on
international forum selection clauses. Ebers-
paecher North America, Inc v CAMI Auto, Inc,
involved a dispute regarding an automotive
parts supply contract where the plaintiff,
seller, was based in the United States, and
the defendant, buyer, was based in Canada.*
The court granted the motion and dismissed
the case.”” In Global Link, LLC v Karamtech Co,
Ltd,*® another international forum selection
case, the court granted the motion to dismiss
the plaintiff’s complaint where the parties’
contractual forum selection clause required
resolution of disputes be brought in Korea.

Quoting the Tenth Circuit in another case,
the Global Link court reasoned that there was
“no particular reason, at least in the interna-
tional context, why a forum-selection clause,
among the multitude of provisions in a con-
tract, should be singled out as a provision not
to be interpreted in accordance with the law
chosen by the contracting parties.””

Conclusion

The U.S. economy has seen a tremendous
transformation in the last few decades, pri-
marily in the form of globalization. Now,
more than ever, there is a likelihood that par-
ties to a contract will be from different coun-
tries. Often, these contracts involving inter-
national entities will contain a forum selec-
tion clause that designates a specific location,
or court in the event that a dispute arises. A
forum selection clause is likely enforceable
absent a strong showing that it should be set
aside. Given the track record of federal courts
and Michigan state courts upholding inter-
national forum selection clauses, contracting
parties must be ready to be bound by such
clauses in their contracts. It is important that
attorneys and their clients not overlook such
forum selection clauses when entering into
contracts because these clauses will have an
impact once a dispute arises. When drafting
such clauses, it is also important to take into
account whether the intent is to draft a forum
selection clause that is mandatory or merely
permissive. For some companies, the costs of
prosecuting or defending a case in an inter-
national location will have an impact on their
litigation strategy.
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Case Digests

Employment—Venue under Michigan Civil
Rights Act

Brightwell v Fifth Third Bank, No 138920, 138921, 2010 Mich
LEXIS 1652 (July 30, 2010). Plaintiffs worked for the defen-
dant at banking centers in Wayne County. In May 2007,
defendant terminated their employment for alleged mis-
conduct. One plaintiff learned of her dismissal through
a telephone call from the defendant’s office in Oakland
County to her home in Wayne County, while the parties
disputed where the other plaintiff received notice of his
dismissal. Plaintiffs filed suits in Wayne County, alleging
that the defendant terminated their employment in viola-
tion of the Michigan Civil Rights Act. The court of appeals
concluded that venue was proper only in Oakland County,
where defendant made the decisions to terminate plain-
tiffs’ employment, and reversed the trial courts” orders
denying defendant’s motions to change venue to Oakland
County.

Under MCL 37.2801(2), a violation of the Civil Rights
Act occurs when the alleged discriminatory decision is
made and the allegedly adverse employment actions are
implemented. The discriminatory violation in a case al-
leging discharge from employment is the severance of
the employment relationship. The decisions and actions
constituting that violation are implemented, and therefore
occur, when the employee is no longer entitled to enter
the workplace and perform the responsibilities of employ-
ment. Venue does not depend solely on where the em-
ployer made its decision, and “it defies common sense to
conclude that the county in which the employee actually
worked for the employer would be an inconvenient forum
for either party.” In the cases involved in this appeal, each
plaintiff’s employment relationship with the defendant
was based and severed in Wayne County. Thus, the defen-
dant’s alleged violations occurred in Wayne County, and
the court remanded these cases to the Wayne Circuit Court
for further proceedings on plaintiffs” claims.

Employee Right to Know Act—Exclusion of
Grievance Records from Disclosure

Wright v Kellogg Co, No 290130, 2010 Mich App LEXIS 1138
(June 22, 2010). Plaintiff was an employee with defendant
for 35 years before retiring in 2005. In November 2002,
plaintiff received a disciplinary action that included a
34-day suspension. After the suspension, plaintiff filed a
grievance concerning the disciplinary action. On March 21,
2007, plaintiff’s then-attorney wrote a letter, requesting his
employment file. Counsel for the employer responded in
an e-mail dated March 28, 2007, stating that the employer
previously sent the plaintiff’s personnel record to another
attorney and that a follow-up request asked for notes from
grievance meetings or other notes that management kept.
According to the employer’s counsel, the Employee Right
to Know Act does not require such notes to be included

with the personnel record and, therefore, the employer
did not release them. Plaintiff then filed an action claim-
ing that the employer’s refusal to release those notes with
his personnel record was a violation of the act. The court
of appeals disagreed, holding that notes from a grievance
investigation of a disciplinary action are not part of the
personnel record and fall within an exclusion from disclo-
sure under MCL 423.501(2)(c)(vi).

Single Business Tax—Industrial Personal
Property Classification

Walter Toebe Constr Co v Department of Treasury, No 291764,
2010 Mich App LEXIS 1455 (July 27, 2010). Petitioner is a
Michigan corporation engaged in the construction busi-
ness. The local tax assessor classified a portion of peti-
tioner’s property as commercial personal property for
tax year 2006, which the parties agreed should have been
classified as industrial personal property. In filing its 2006
single business tax return, petitioner claimed a tax credit
of $17,810 for $118,731 it claimed to have paid on indus-
trial personal property. The Department of Treasury sent a
notice of adjustment, informing petitioner that it was disal-
lowing the credit because petitioner had not attached any
statement that the taxes had been levied and paid, or that
the property was classified as industrial personal proper-
ty. Petitioner responded that it had paid property taxes on
the property at issue, and that the property fit the defini-
tion of industrial personal property found in the General
Property Tax Act (GPTA). Because the property fit the def-
inition in the GPTA, the referee recommended allowing
the credit, despite the assessor’s classification. The Depart-
ment rejected the hearing referee’s recommendation, argu-
ing that the definition in the GPTA was inapplicable, and
that the appropriate definition was that found in the Single
Business Tax Act (SBTA). Regarding petitioner’s argument
that the SBTA definition had simply imported the GPTA
definition, the Department noted that the SBTA definition
requires the property to be “classified industrial personal
property” under the GPTA. Because the property in ques-
tion had never been classified industrial personal proper-
ty, it did not meet the SBTA definition, and the petitioner
was ineligible for the credit. The Department petitioned
the Tax Tribunal for a redetermination of the decision. The
Tax Tribunal agreed with the Department’s argument and
affirmed its decision.

The court of appeals affirmed. Because it is clear that
the legislature’s intent in the former Single Business Tax
Act was to make the definition of industrial personal
property dependent on the assessor’s classification, and
because the property at issue in this case was never clas-
sified as industrial personal property by the assessor, the
Tax Tribunal properly disallowed the taxpayer’s tax credit
for the commercial personal property in question.

Use Tax—Exemption; Retroactive
Amendment

GMC v Department of Treasury, No 291947, 2020 Mich App
LEXIS 2050 (Oct 28, 2010). Although GMC alleged that
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the use of program vehicles by its employees was exempt
from taxation because the vehicles were “purchased for
resale, demonstration purposes” under MCL 205.94(1)(c),
as interpreted by Betten Auto Center, Inc v Dept of Treasury,
272 Mich App 14, 723 NW2d 914 (2006), aff'd in part and
vacated in part, 478 Mich 864, 731 NW2d 424 (2007), the
court of appeals held that 2007 PA 103, which amended
the Use Tax Act to obviate the earlier holding, was not
improperly enacted “special” legislation and, if applied
retroactively, did not violate GMC’s constitutional right to
due process. The court further rejected GMC’s contention
that its employees’ use of program vehicles was exempt
from taxation under the Use Tax Act, even as amended,
as well as GMC’s arguments that retroactive application
of the 2007 amendment violated the takings clause or the
state constitution’s title-object clause.
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