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From the Desk of the Chairperson

By Christopher P. Yates

The State of Michigan’s
Business Courts

Michigan’s business courts have fol-
lowed a popular trend in commercial
litigation. The business-court experi-
ment in Michigan began with pilot
projects in 2011, which were replaced
with a statutory scheme enacted in
2012 that mandated specialized business dockets across
the state in circuit courts with three or more circuit judg-
es beginning on January 1, 2013. Now, after a decade
of experience with business courts in Michigan, we can
take stock of the experiment’s successes and challenges.

Without question, business courts have enabled
judges to focus more effectively on the large commer-
cial cases filed in Michigan’s state-court system. The
circuits with business-court judges have seen dramatic
improvements in the time and expenses required to re-
solve complex commercial disputes. In addition, those
commercial dockets have allowed judges to deal with
emergency matters, such as motions for temporary re-
straining orders and preliminary injunctions, with alac-
rity.

But business-court judges who also handle dockets
that include criminal matters or noncommercial civil lit-
igation have often been forced to put commercial cases
on the back burner in order to address higher-priority
demands in their noncommercial cases. In addition,
judges in business courts initially received substantial
training, but the training programs for business-court
judges in Michigan have waned in recent years even
though new business-court judges recently have been
appointed in many circuits.

Business courts exist in a competitive environment,
where sophisticated commercial litigators can choose
federal courts, arbitration, or other dispute-resolution
mechanisms instead of Michigan business courts. Ac-
cordingly, our state and our Section have an obligation
to make business courts as efficient and effective as pos-
sible in order maintain their viability. Thanks in large
part to the tireless work of Doug Toering, our Section is
developing a comprehensive plan to assist the business
courts in their efforts.

The Section’s Business Courts Committee is working
on proposed amendments to the statutory jurisdiction
of the Michigan business courts to ensure that commer-
cial litigation appropriate for business courts winds up
in front of business-court judges, while litigation that
does not fit the business-court model is kept out of the
business courts. Jurisdictional changes were made by
our Legislature in 2017 at the behest of our Section, and
we are confident that the Legislature will look favorably
upon the modest changes that we intend to propose
soon.

Beyond that, the Business Courts Committee is
working closely with business-court judges to design
and present more training programs, eventually host-
ing quarterly conferences aimed at providing business-
court judges with the training that they need to handle
their dockets in the most efficient and effective manner.
Additionally, at the request of business-court judges,
the Business Courts Committee had begun the process
of setting up a Listserv for all Michigan business-court
judges through the State Bar of Michigan.

Finally, the Business Courts Committee has started
discussing how best to ensure that business-court judg-
es can devote the time and attention necessary to handle
emergency matters in commercial litigation as quickly
as the emergencies require. Although we recognize
that each trial court must decide for itself how best to
allocate its judicial resources, we hope to convince the
trial courts with busy commercial dockets to free up
their business-court judges to work on their commercial
dockets without undue interference from noncommer-
cial cases.

I am proud to have spent more than a decade pilot-
ing and then running the specialized business docket in
the Kent County Circuit Court. Now, as a member of
the Michigan Court of Appeals, I am simply an observ-
er and a supporter of Michigan’s business courts, but I
remain committed to the business-court experiment in
Michigan. I hope that you will enthusiastically join me
and the members of our Section’s Business Courts Com-
mittee in offering our assistance whenever and wherev-
er possible to Michigan’s business courts. The business
courts have become a valuable resource for businesses
and commercial litigators alike. Let’s do all that we can
to make sure this experiment succeeds.
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TAKING CARE OF BUSINESS [iIgNESRnes

New Corporations Division System Coming Soon

The Corporations, Securities & Com-
mercial Licensing Bureau’s Corpo-
rations Division is gearing up for
an exciting launch in the summer of
2024. This eagerly awaited launch
introduces the MiBusiness Registry
Portal, a cutting-edge software pro-
gram and online filing system. The
new system is poised to significantly
enhance the Corporations Division’s
filing procedures while introducing
a host of online functionalities, all
designed to better serve the needs of
the business community.

The selection of this system was
based on its proven success in other
states, making it a great fit that brings
a multitude of benefits and broadens
the spectrum of services accessible
to the public. Developed by Tecuity,
this advanced system has recently
been successfully implemented in
California and Pennsylvania, further
underscoring its reliability and effec-
tiveness.

The portal represents a significant
advancement for businesses, enabling
them to seamlessly submit a broader
range of documents and annual fil-
ings online, facilitate electronic pay-
ment of filing fees, and conveniently
order certificates and certified copies
through online channels. This expan-
sion in online submission capabilities
promises to substantially diminish
the volume of paperwork and manu-
al check processing traditionally han-
dled by the Division. Consequently,
this streamlining of processes will
lead to faster results for both business
entities and valued customers.

The new portal introduces en-
hanced security measures. To access
the system for the first time, users are
required to create an account when
submitting a document or placing an
order. Once an account is established
and users connect themselves to an
entity, subsequent logins grant them
access to view and take actions for
any of the entities they are affiliated
with, which streamlines their interac-
tions within the system.

The upcoming system will intro-
duce a convenient feature that en-

ables users to attach documents to
online forms. In the existing system,
if you wish to include specific provi-
sions in the Articles of Organization
while completing them online, you
must type or manually copy and paste
the required language into the online
form. However, with the forthcoming
system, users will have the capability
to directly attach a document contain-
ing the necessary language, simplify-
ing and streamlining the process.

The new system will usher in a
modern era for the Corporations Di-
vision, enhancing its core functions
and elevating its capabilities, ulti-
mately resulting in improved cus-
tomer service.

Alexis Lupo is the
Corporations Division
Director; Michigan
Department of Licens-
ing & Regulatory
Affairs; Corporations,

: Securities & Commer-
cial Licensing Bureau. As Corpo-
rations Division Director with the
State of Michigan, Ms. Lupo over-
sees the review and filing of busi-
ness entity documents for the for-
mation, continuation, and growth
of corporations, limited liability
companies, limited partnerships,
limited liability partnerships, and
trademarks.



TaAx MATTERS By Eric M. Nemeth

Criminal Tax Offenders See Potential Sentencing Relief and Multi-Year
Tax Planning — Who Will Make the Decisions?

For most tax practitioners, the concept
of a criminal tax conviction and sen-
tencing is alien. However, we have
all likely had the experience where
a client, or regrettably a colleague or
friend, has run afoul of the criminal
justice system and has been convicted
by either a guilty plea or jury/judge
conviction of a tax or other “white-
collar” criminal offense. The initial
shock subsides, and then the question
turns to incarceration, and of course,
for how long?

The IRS Criminal Investigation
division and the Department of Jus-
tice Criminal Tax Division issue new
releases and publish statistics about
indictments, convictions, and sen-
tences. It is not uncommon for sen-
tences to span years and sometimes
decades. Yes, it is serious business.
Yet, the factual underpinning of each
case matters greatly, and the eventual
sentence can indeed span decades or
months of incarceration, home con-
finement, or supervised release. Most
sentences combine incarceration, su-
pervision, financial penalties such as
fines and restitution, as well as relat-
ed civil consequences such as loss of
certain rights.

For purposes of this column, I
am writing about the first of major
changes in the scoring system or sen-
tencing guideline system that is used
to compute the sentencing guideline
or starting point for the sentencing
judge to consider. The sentencing
guideline is the nonbinding recom-
mended range of incarceration. It is
presumed reasonable. Like golf, the
lower the score the better. In tax of-
fenses, the amount of tax loss drives
the sentencing guideline. Other fac-
tors can aggravate or increase the
guideline, and a few can mitigate or
lower the guideline.

One of the most important fac-
tors in the calculation is the offenders
“criminal history.” Offenders with an
extensive criminal history will score a
higher sentence than a first-time of-
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fender. Now, a new change effective
November 2023, provides a two-level
reduction with “zero points.” In my
experience, most tax offenders have
zero criminal history points. This
change can reduce a typical sentenc-
ing guideline from 37-46 months to
30-37 months. A potential change of
16 months. In addition, this change
can reduce the applicable “Zone”
wherein the sentencing judge has
more flexibility (perceived or other-
wise) and opts for home confinement
instead of a prison facility.

It will take time to see the over-
all impact of this change on sentence
length and composition. The sentenc-
ing guideline table is but one factor in
fashioning a sentence. However, this
change will be a welcome tool in de-
fending white collar offenses.

Multi-Year Tax Planning

Recently, I was a speaker at a Michi-
gan Association of Certified Public
Accountants (MICPA) conference.
It was a nice event, and the attend-
ees were interactive and responsive.
My topic was my humble effort to
“demystify” multi-year tax planning.
That topic got me thinking about the
current tax landscape and who will
be making the decisions. First, it is
important to recognize that the tax
cuts and other important changes,
such as the state and local tax cap
expire at the end of 2025 because the
underlying legislation was enacted
under the reconciliation rules—the
end-around the filibuster. So, the
legislation expires after ten years.
Do you remember when there was
no estate tax? That was the result of
the end of the ten-year enactment of
the enabling statute. Thus, strange
things can happen.

In 2024, there is a presidential race,
33 U.S. Senate seats and all voting
U.S. House seats are up for election.
At present, presidency and senate
are under Democratic control and the
House under Republican control. As

such, we have a divided government.
However, three “Independents” cau-
cus with the Democrats in the Senate
providing a slim 51-49 majority. The
Republicans have only a seven-seat
majority in the House and are a di-
vided caucus.

There are presently several law-
suits proceeding regarding the con-
gressional maps. Alabama is chief
amongst those cases with the U.S. Su-
preme Court tossing out Alabama’s
proposed congressional maps. Ala-
bama’s second attempt at redrawing
the districts has recently been reject-
ed by a three-seat panel. The battle
could flip one seat in Alabama.

In the Senate, there are several
open seats including Michigan as
Senator Stabenow is not seeking re-
election. The majority of the 33 seats
currently up for election are held by
Democrats. The election outcome
concerning control of the Senate is
uncertain at best.

The presidential race speaks for
itself. Will there be a rematch, an in-
cumbent, or perhaps two other candi-
dates?

The reality is that without know-
ing the decision makers, the current
political landscape makes predicting
and planning for tax policy beyond
2025 impossible. Pay close attention
because, in this situation, doing noth-
ing is doing something.

IRS Goes Public with Their
Battleplan

On September 8, IRS Commissioner
Werfel announced aggressive exami-
nation, collection, and criminal inves-
tigation plans of the IRS. The use
of artificial intelligence (AI) figures
prominently in the IRS strategy. The
plans include:

e Auditing the 75 largest part-
nerships in the United States.
Reportedly, each of the part-
nerships has at least $10 bil-
lion in assets.

e 500 other

large partner-
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ships received “compliance
alerts.”

e Undisclosed foreign bank
accounts of the wealthy.

e Aggressive collection action
against the wealthy with
unpaid tax liabilities.

Stay tuned for more details. None-
theless, a proactive discussion with
some clients seems in order.

The IRS is under political pressure
to focus more enforcement resources
on the wealthy and taxpayers making
over $400,000 per year. At the same
time, it has been well-documented
that the IRS lacks resources to au-
dit, investigate, and litigate against
the most complex tax planning and
wealthiest taxpayers. Strategic in-
vestments in Al may be a way to thin
the proverbial herd and find the high-
value targets. As such, the next audit
letter may not be so random.

Employee Retention Credit
Program Moratorium

On September 14, 2023, the IRS
announced the Employee Retention
Credit claims will not be processed
through at least the end of 2023 to
address concerns about dubious
and/or improper claims.

The COVID-era relief program
has been the subject of relentless me-
dia campaigns, featuring celebrity
spokespersons touting a program
that can pay up to $26,000 per em-
ployee. Often, large fees are charged
to prepare the forms.

The IRS reports a virtual ava-
lanche of claims numbering in the
hundreds of thousands for virtual
mills. Many times, the taxpayer’s ac-
countant has informed the taxpayer
that they don’t qualify for the credit,
but the promoter contradicts the ac-
countant and creates a fear of missing
out.

The IRS is developing a program
wherein a taxpayer can seek to with-
draw an ERC claim. Both the civil
and criminal divisions are ramping
up enforcement of the claims. The IRS
Criminal Investigation division re-
cently announced that it had opened
over 250 active criminal investiga-
tions addressing nearly $3 billion of

ERC claims. There have already been
some convictions and prison sentenc-
es imposed.

Anyone concerned about an ERC
claim that was filed should consult
experienced criminal tax counsel to
assess their options. As I have writ-
ten about in previous columns, going
to the IRS before they come to you
can be an effective strategy under the
right circumstances.

Eric M. Nemeth of
Varnum LLP in Noui,
= Michigan, practices in
€ the areas of civil and
criminal tax contro-
‘ versies, litigating mat-
ters in the various fed-
eral courts and administratively.
Before joining Varnum, he served
as a senior trial attorney for the
Office of Chief Counsel of the Inter-
nal Revenue Service and as a spe-
cial assistant U.S. attorney for the
U.S. Department of Justice, as well
as a judge advocate general for
the U.S. Army Reserve.
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Privacy Risk Mitigation — Enforcement Beyond the Cyberattack

When someone says data privacy,
different images arise. Some imme-
diately jump to the image of a data
breach at a hospital and think about
the HIPAA implications involved.
Others contemplate the information
they keep private or the possibility
of something shared on social media
platforms being hacked.

But it isn’t just the hacker’s key-
strokes that create potential risk. It's
the pen of the drafter of policies and
the inking of the contracts that has be-
come of great interest to both regula-
tors and class action counsel. Indeed,
according to the Pew Research Center,
in a 2019 study —28% of people think
privacy is about organizations not be-
ing able to access individuals” posses-
sions or their private life. It’s this area
of privacy that has been at the fore-
front of the media and on consumers’
minds in recent months and, therefore,
should be on ours.

In the News: California
Challenges and Settles with
Google

On September 14, 2023, the California
Attorney General announced a $93
million settlement with Google based
on allegations that the company vio-
lated California consumer privacy
laws. In addition to the $93 million,
Google agreed to certain injunctive
relief, which, in part, would require
the company to provide additional
information to consumers. In a notable
twist, it wasn’t a data breach that trig-
gered this action; it was Google’s use
of data and the information provided
to consumers when the data was col-
lected.

Google, according to the AG’s
claims, deceived users as it collected,
used, and stored location data for
profiling and advertising without
user consent. In its complaint, the AG
focused on the collection of location-
based advertising that allows adver-
tisers to precisely target users based
on their physical location. This infor-
mation can then be used to build a be-
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havioral profile of each individual to
further provide more targeted ads. As
an example, the complaint discussed
the Google Maps popup that allows
a user to “[e]nhance [their] Google
Maps experience.” By accepting and
enabling this feature, a user turns on
location history, which allows Google
to collect and store location even when
not using the Google Maps app. At a
high level, the allegations claim that
Google failed to provide sufficient in-
formation and transparency to allow
consumers to make informed deci-
sions on their privacy through their
policies and data collection.

In the settlement, Google did not
admit to wrongdoing, but it agreed
(1) to show additional information to
users when enabling location-based
settings, (2) to provide more transpar-
ency about their location tracking, and
(3) to disclose that location data can be
used to build ad targeting profiles and
personalization. This settlement high-
lights the need to both understand
what data is being used for by com-
panies and the approach to disclosing
those uses, as well as any related con-
tracts involved in those transactions.

A Classic Example in the
Heart of the Automotive
Industry

But it isn’t just high-tech companies or
the communications industry that are
under scrutiny. On September 6, 2023,
Mozilla’s *Privacy Not Included initia-
tive made its thoughts about the auto-
motive industry’s approach to privacy
abundantly clear in its article titled,
“It’s Official: Cars Are the Worst Prod-
uct Category We Have Ever Reviewed
for Privacy.”

Mozilla assessed 25 car brands in
its study and had several unique find-
ings along with recommendations. In
one of the more interesting parts of
the study, Mozilla pointed out what
they called “not-so-fun facts.” One
original equipment manufacturer was
“dinged” for untrustworthy Al that
may have beem related to multiple

crashes. Two were directly implicated
with collecting information on one’s
“sex life.” Finally, six manufacturers
note in their privacy policy that they
are allowed to collect your genetic in-
formation or characteristics.

After noting these flashy “not-so-
fun facts,” Mozilla spelled out con-
cerns of collection, use, and inability to
control data within the industry. The
key findings included:

e Cars “collect too much personal
data.” One key concept in data
protection circles is minimiza-
tion. This principle provides
that a company should col-
lect the minimum amount
of personal data required to
deliver services involved in
the transaction. Mozilla dis-
covered that vehicles collect-
ed information on how driv-
ers interacted with the car, the
connected services used, and
locations drivers have been.
Automakers then wuse the
information to derive infer-
ences —including driver’s
abilities and interests.

o Most car companies sell or
share data. The Mozilla study
determined that 84% of car
brands share a driver’s per-
sonal information with either
service providers, other busi-
nesses, or even data brokers.
Seventy-six percent (76%) of
brands note that a driver’s
personal data can be sold.

e Drivers have “little to no con-
trol” over their personal data. In
Mozilla’s study, only Dacia
and Renault provided drivers
the right to have their person-
al data deleted, leaving 92%
of drivers without an ability
to manifest one of the tradi-
tional measures of control.
And control implicates more
than just the right to delete
data. Several data protection
rights relate to having control
over one’s data, including the
right to opt out of data collec-



TECHNOLOGY CORNER

tion and the right to limit the
use of collected data.

More than Cars and
Platforms: Enter the FTC

From a regulatory standpoint, the
Federal Trade Commission (FTC)
has been the principal federal agency
working on privacy policy enforce-
ment efforts. Operating in privacy
enforcement since 1971, the FTC
brings legal actions against organiza-
tions that have violated consumers’
privacy rights, or misled them by
failing to maintain security for sensi-
tive consumer information, or caused
substantial consumer injury. Many of
these cases are charged under section
5 of the FTC Act, which bars unfair
and deceptive acts and practice in
or affecting commerce. Recent cases
brought by the FTC dealing with pri-
vacy policies and downstream con-
tracts include:

e 1Health.io Inc. The FTC set-
tled a matter where it alleged
that 1Health.io deceived con-
sumers about the ability to
get data deleted and changed
its privacy policy retroac-
tively without notifying and
obtaining consent from the
consumers who already had
provided their data.

o BetterHelp. Inc. The FTC
issued an order to settle
charges that the online coun-
seling service BetterHelp
revealed consumer sensi-
tive data to other compa-
nies including platforms
like Facebook and Snapchat
for advertising after it made
promises to keep this data
private.

e Facebook, Inc. The FTC alleged
that Facebook violated its
privacy promises to consum-
ers in its privacy policy.

It’s All About the Contracts

The Google, automotive, and FTC
compliance examples all relate to the
collection, transfer, and control of
data that links directly back to key
contractual relationships between
a consumer and the company and,

secondarily, between the company
and whomever they may sell or share
information. These contracts, includ-
ing terms of use and privacy policies,
are facing increased scrutiny from
consumer groups and regulatory
authorities around the country. Many
of the outcomes of these matters not
only turn on the drafted documents
but also turn on the actual use and
tech systems employed by a prospec-
tive client. Therefore, when helping
clients, it is important to be thorough
with these contracts. But these agree-
ments cannot be drafted with a lim-
ited knowledge of a client’s opera-
tion, they require more analysis and
assessment of privacy law in mul-
tiple jurisdictions based on the actual
uses a client intends. At a minimum,
these contracts and policies should
be drafted based on information
obtained by adhering to the follow-
ing basic process:

1. Create a client data map or
data inventory that includes
all types of data collected.

2. Assess the client data across
the entire lifecycle including
collection, use, transfer, re-
tention, and destruction.

3. Identify what client data is
the most and least valuable,
what subject matter it covers,
and other factors regarding
its quality and context.

4. Perform a privacy assess-
ment that evaluates a client’s
organizational ~ education,
awareness, incident respons-
es, remediation plans, and
audits.

5. Analyze existing contracts to
assure that risks to your data
are cascaded through your
client's supply chain and
vendors.

6. Assess data vendors (e.g.,
storage, collection) for their
ability to meet client organi-
zational standards including
reviewing reputation, verifi-
cation of insurance coverage,
and assessment of security
controls.

Closing Thoughts

Without question, data privacy and
cybersecurity are here to stay. They
will long influence our practice and
how we interface with clients. To
successfully provide service, there
will be times that we will need to go
beyond worrying about the breach
and instead strategize with the “data
map” in mind. The universe of pos-
sible data privacy and cybersecurity
incursions is expanding rapidly, so
a thorough, ongoing understand-
ing of clients” relationship with data
remains increasingly critical.

Jennifer A. Dukarski
is a Shareholder in
the Ann Arbor office
of Butzel, practicing
IP, Media, and Tech-
nology. She focuses
her practice at the
intersection of technology and
communications with an emphasis
on emerging and disruptive inno-
vation: digital media and content;
connected, autonomous, electrified
and shared mobility; and data pro-
tection and security.



ToURING THE BUSINESS COURTS By Douglas L. Toering and Nicole B. Lockhart

SCAQ, Trial Courts, and Delaware

For this issue, we interview the
Administrator of the State Court
Administrative  Office (“SCAQ”)
Honorable Thomas P. Boyd, Berrien
County Business Court Judge Donna
B. Howard, and former Delaware
Vice Chancellor Joseph R. Slights III.

SCAO Administrator
Honorable Thomas P. Boyd

Background

Before becoming SCAO Administra-
tor, Judge Boyd served as an Assis-
tant Attorney General beginning in
1995. He was appointed to the 55th
District Court bench (Ingham Coun-
ty) in July 2005 and was elected to
continued service in 2006, 2008, and
2014. Judge Boyd became SCAO’s
Administrator on March 23, 2020 —
the day Governor Whitmer issued
the pandemic-related stay-in-place
order. Judge Boyd served as the chair
of the Michigan Trial Court Funding
Commission, which was responsible
for reviewing and recommending
funding methods for Michigan’s trial
courts. He received the 2019 Judicial
Excellence Award from the Michigan
District Judges Association, the 2020
State Bar of Michigan Champion of
Justice Award, and the 2021 Advocate
of the Year honoree by the National
Alliance on Mental Illness-Michigan.
We submitted a list of written ques-
tions, which Judge Boyd graciously
answered.

SCAO Generally

The Michigan Constitution, Article 6,
section 3, establishes the State Court
Administrator position. The relevant
portion provides: “The supreme
court shall appoint an administrator
of the courts and other assistants of
the supreme court as may be neces-
sary to aid in the administration of
the courts of this state. The adminis-
trator shall perform administrative
duties assigned by the court.”

Asked about his role with busi-
ness courts at SCAO, Judge Boyd
explained that while trial courts op-
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erate autonomously under their chief
judge, SCAO offers support and
resources for the administration of
each state court. SCAO’s work with
trial courts is divided into six regions.
Each region has an administrator.
These administrators are each trial
court’s contact (liaison) with SCAO
and the Michigan Supreme Court.
The Regional Administrator works
to support compliance with statutes,
court rules, and the Supreme Court’s
administrative orders. Additionally,
the Regional Administrator solves
problems for the courts and solicits
advice and feedback from judges and
court staff for the betterment of the
judiciary. Further, Judge Boyd noted,
the SCAO Regional Administrator is
also responsible for appropriate fol-
low-up on all concerns or complaints.
Follow-up on a public concern often
includes a conversation with court
administration and, when appropri-
ate, the judge and/ or chief judge.

SCAO Resources for Business Courts

The SCAO website is a trove of infor-
mation. This includes a summary of
the business court statute, the busi-
ness court statute itself, and local
administrative orders. It also contains
published business court opinions,'
organized by the particular busi-
ness court and subject matter. The
opinions are keyword-searchable
and organized by county (individu-
al courts might also post their own
opinions on their own websites).?
Beyond this, the Michigan Su-
preme Court and SCAO have his-
torically facilitated meetings of the
business court judges. These meet-
ings included 2-3 hours of substan-
tive training. Although these sessions
were suspended during the pandem-
ic, they are expected to return in 2024.

Selection of Business Court Judges
and SCAO

The State Court Administrative Office
is tasked with assuring an open and
fair application process for selecting
business court judges. SCAO also

summarizes applicants for business
court judges for the Supreme Court’s
review. SCAO may make a recom-
mendation if more than one judge
applies. Ultimately, the Supreme
Court discusses and decides which
judge will be appointed, of course.

Asked if the Supreme Court or
SCAO would like recommendations
for business court judges, Judge Boyd
said, “selection of a business court
judge is not a popularity contest, and
it is important to take steps to assure
that it does not become one.” That be-
ing said, the Supreme Court may in-
struct SCAO to solicit feedback.

If an attorney has a concern about
a business court judge, what should
that attorney do? Decisions of judges
are, of course, subject to appeal. But
concerns about the administration
of the court or a courtroom may be
directed to that court’s chief judge.
Concerns that are not successfully re-
solved with the administration of the
court may be directed to the Regional
Administrator.?

Berrien County Business
Court Judge Donna B.
Howard

Background

Judge Howard has an interesting
background. An undergraduate eco-
nomics major at the University of
Michigan, she was always good at
math and science, but not as much
at tax or accounting. So, that real-
ization steered her from business
school toward law school. She says
that today, it’s “ironic that I became
a business court judge where I now
review ledgers.” But her approach to
business cases comes from that ana-
lytical background. In private prac-
tice from 1997 to 2010, she handled
large property insurance subroga-
tion, insurance defense, municipal
law, and other property matters, and
later became Berrien County Corpo-
rate Counsel until 2014.



TOURING THE BUSINESS COURTS

11

Experience on the Bench

Judge Howard was elected to the 5%
District Court in 2014 and appointed
to the 2" Circuit Court and the Busi-
ness Court at the same time in 2018,
after the retirement of Judge John
Donahue. She has retained her circuit
seat by elections in 2020 and 2022.
Her current term on the Business
Court expires in 2025. Judge Howard
spent her first four years on the bench
in the Criminal Division. The Berrien
County Trial Court is a concurrent
jurisdictional court so although Judge
Howard was initially a district judge,
she has handled both district and cir-
cuit matters simultaneously through-
out her tenure. For example, in the
Civil Division she may cover motions
on a complex multi-party circuit case
one day, and the next day cover 30
to 40 landlord-tenant proceedings
in district court. In addition to being
Presiding Judge of the Civil Division
and Business Court, she also presides
over the Adult Drug Treatment Court
and Adult Mental Health Court for
Berrien County. Judge Howard spoke
at the annual Business Law Institute
on October 6, 2023.

Experience with the Business Court

Judge Howard'’s general approach to
business cases is, “time is money. You
can say that about every case. But in
business cases, it is ideal to get these
resolved. It supports the community
if business disputes can be resolved.”
To that end, Judge Howard provides
“extra attention to the business court
cases. The legislature and the Michi-
gan Supreme Court have intended
that business court cases be treated
differently.”

Early Scheduling Conferences

In business court cases, Judge How-
ard’s court sets an early scheduling
conference after the answer is filed.
She addresses whether initial dis-
closures have been exchanged, the
status of efforts to resolve the case,
and how much discovery is needed
to position the case for alternative
dispute resolution. The scheduling
conference also helps her understand
what the dispute really is. For exam-

ple, Judge Howard wants to under-
stand the parties’ circumstances,
such as whether the case involves a
family-owned business. If the parties
want to proceed with litigation, “we
will focus on getting this resolved as
efficiently as possible and discuss the
issues needed to accomplish this.” In
some cases, particularly those involv-
ing family businesses, the case may
have an emotional component that
needs to be considered.

Motions

As is true in many business courts,
Judge Howard frequently sees mo-
tions for a temporary restraining or-
der and a preliminary injunction. A
temporary restraining order, Judge
Howard observes, is “extraordinary
relief. To those involved in the busi-
ness, it may seem that the claim needs
a TRO. But they may be missing the
fact that the claim boils down to mon-
ey. If you can be made whole through
damages and interest, then this is
not suitable for a TRO.” Indeed, she
notes, “I get a lot of TRO motions that
boil down to money.” For a TRO, the
matter “had better be an emergency,
such as a factory shutting down.”
With that, the attorneys need to re-
member that the reviewing judge is
“coming in blind. The attorneys may
have had days or weeks of conversa-
tions with their clients about this.”
The reviewing judge has not. So,
Judge Howard reminds counsel that
in filing for a TRO, remember that
this is an ex parte request for relief,
the judge is only hearing from one
side, and therefore, it is important to
present evidence of the four factors*
in the motion, especially irreparable
harm. Show that irreparable harm is
not speculative.

Still, Judge Howard understands
the urgency of a TRO and prelimi-
nary injunction at the early stages
of litigation. Whether the TRO is
granted or denied, she schedules an
expedited injunction hearing to give
the parties an opportunity to flesh out
the immediacy of issues.

Another frequent issue is summa-
ry disposition motions under MCR
2.116(C)(8). “I don’t mind (C)(8) mo-

tions in lieu of an answer.” She pre-
fers if the (C)(8) motion is filed early,
rather than later with a (C)(10) mo-
tion. If a (C)(8) motion is pending,
Judge Howard generally does not
permit discovery except for initial
disclosures. This is especially true be-
cause the plaintiff will likely amend
the complaint anyway if the (C)(8)
motion is successful. Nevertheless, if
there is specific discovery that might
facilitate resolution in the future, she
is open to permitting that.

Discovery Motions

Judge Howard generally handles dis-
covery motions herself. She has not
yet had to appoint a discovery medi-
ator. (In some cases, a receiver was
appointed who also handled docu-
ment production.) She is nevertheless
open to appointing a discovery medi-
ator, particularly where a discovery
mediation could lead to discussions
that resolve the entire case.

Early Mediation

At the early scheduling conference,
Judge Howard will discuss how
much discovery is needed for alterna-
tive dispute resolution. She requires
the parties to participate in some
kind of ADR. She believes media-
tion helps the parties focus the issues
in the litigation. So, Judge Howard
encourages early mediation or pre-
suit mediation. If the parties do go to
a pre-suit mediation, she usually will
not order another mediation during
the case. Instead, she will set a settle-
ment conference a few weeks before
trial. Along those same lines, if the
parties go to early mediation but the
case does not settle, she will grant
additional time for discovery and
motions.

Regarding case evaluation, Judge
Howard no longer specifically or-
ders case evaluation, and she rarely
sees anyone requesting case evalua-
tion now, given that there are no case
evaluation sanctions.

Advice for Litigators

Judge Howard provides simple but
wise advice: “Make the case make
sense. I will ‘Nancy Drew’ the case.”
Judge Howard continues: “There
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are elements to every claim; the evi-
dence has to support this —regardless
of whether this is a (C)(10) motion
or a trial. The evidence and caselaw
must support what you are saying.”
Judge Howard cautions, “sometimes
counsel will cite a court rule but not a
case that is like their case. Provide an
example of how a case supports your
case.” Further to that point, Judge
Howard observes that “under Wilson
v Taylor,” it is not up to the court to
find the facts or law to support your
argument. Do not simply give me
documents and expect me to figure
this out.”

Summarizing, Judge Howard
states: “If you cover all your bases in
your brief and make it make sense,
then this is a great brief. This makes
the court’s job much simpler.” In oth-
er words, “make the case make sense
to someone who is not familiar with
the case and show how the evidence
supports what you say it does.” Ask
yourself: “Can someone who does
not know the case understand the
motion?”

Former Delaware Vice
Chancellor Joseph R.
Slights Il

Background

Now a partner with Wilson Sonsini
Goodrich & Rosati, Judge Slights
formerly served as a judge on the
Delaware Superior Court and later
as a Vice Chancellor in the Dela-
ware Court of Chancery. Here, Judge
Slights explains the roles of the vari-
ous Delaware courts. Given Dela-
ware’s influence in corporate gover-
nance, this is helpful for all business
lawyers to know.

Structure of Delaware Courts

The structure of Delaware’s court
system is “very unusual.” There are
two constitutionally designated trial
courts. The Court of Chancery’s juris-
diction was originally only equity.
The Superior Court, by contrast, is
a court of general jurisdiction. That
court hears matters at law, both civil
and criminal. The two courts are sep-
arate, although the Chancery Court

has concurrent jurisdiction with the
Superior Court in certain instances as
designated by statute.

The Court of Chancery is nearly
240 years old; it traces its history back
to England. Chancery’s jurisdiction
has expanded by statute. Chancery
may now hear legal claims regard-
ing breach of contract, such as breach
of an asset or stock purchase agree-
ment. For many years, Chancery was
the only business court in Delaware.
Then in the 2000s, the bar and judi-
ciary in Delaware understood that
the Superior Court needed to offer
a Commercial Division, so the Com-
plex Commercial Litigation Division
(CCLD) was created. The judges
there have both civil and criminal
cases on their dockets. Judge Slights
was heavily involved in creating the
CCLD.

Today, if a case has both equita-
ble and legal claims, only Chancery
may hear the case. Indeed, under the
“cleanup doctrine,” if there is a legal
claim along with a bona fide claim
in equity, then Chancery may hear
the entire case. The purpose is, of
course, to avoid having to litigate re-
lated claims in two separate courts. A
simple breach of contract case (with
no equitable claims) goes to the Supe-
rior Court, except in cases involving
transactional contracts, which again,
by statute, may be heard in Chancery
as well. Although there is a right to a
jury trial under the Delaware consti-
tution, there are no jury trials in the
Chancery Court.

More on the Complex Commercial
Litigation Division; Expedited Cases
in the Court of Chancery
At one point, the CCLD began to see
more insurance cases such as dis-
putes involving directors’ and offi-
cers’ insurance. The litigants viewed
the CCLD’s dedication to these cases
as providing a forum to litigate dis-
putes that would not be venued in
Chancery. So CCLD developed a
unique expertise in insurance cases.
In 2022, approximately 37% of
Chancery’s cases were expedited. Ex-
pedited cases are “highly intense and
challenging,” but at times disruptive.®

As Judge Slights recalls, “You're
working on writing an opinion, then
you get an expedited case (an ‘expe-
dited hand grenade’) with an expe-
dited hearing on an injunction.” In
the expedited cases, there are “armies
of sophisticated lawyers on each side
with businesses that expect and need
decisions quickly.”(Despite that, the
Chancery Court has only seven judg-
es.) All of which illustrates the motto
that Chancery has had for decades:
The Court of Chancery “moves at the
speed of business.”

Judge Slights illustrates some of
the statutory summary proceedings
that must be adjudicated on an expe-
dited basis:

1. Stockholder demands for
books and records (these
have increased dramatically
in recent years);

2. Challenge to an election of
directors (who are the right-
ful directors?); and

3. Requests to compel a timely
annual meeting, when such
a meeting (for whatever rea-
son) was not held.

In addition, the Chancery Court
will provide expedited scheduling
in cases with a “drop dead date.” In
these disputes, if a decision is not ren-
dered by a certain date, the decision
won’t matter. In such cases, the par-
ties often need a decision in weeks or
months.

Further to this issue, Judge Slights
observes that sometimes cases are ad-
judicated in Chancery in four weeks
that would take 18 months in an or-
dinary case. So, for example, 30 de-
positions are taken and millions of
documents are produced, all in four
weeks. The judges and law clerks
are available around the clock. Once
the discovery is complete, the case is
tried, and the judge writes an opinion
of, say, 60-100 pages, perhaps within
days after the trial concludes.

Derivative Cases in the Court of
Chancery

A derivative case essentially takes
authority from the board and gives
it to the shareholder. Chancery takes
this seriously, and Chancery has
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developed a body of law to deal with
derivative cases.

Derivative cases are increasing. In
the last five years or so, the Delaware
Supreme Court has given more life to
“oversight” or “Caremark” claims—
claims against the board or officers
for failing to oversee corporate opera-
tions. See, e.g., In Re: Caremark Int’l Inc
Derivative Litigation, 698 A2d 959 (Del
Ch 1996) and Marchand v Barnhill, 212
A3d 805 (Del. 2019). See also Gerard
V. Mantese, Corporate Law Issues from
a National Perspective: An Essay on a
Director’s Duty of Ouversight — Care-
mark and Marchand, 43 MI Bus L] 36
(Fall 2023).

According to Judge Slights, the
oversight claims have increased the
derivative demands and (not surpris-
ingly) increased shareholder docu-
ment demands. As to the latter, Judge
Slights observes that “if you want to
displace the board by a derivative
claim, you must use the tools at hand
to develop your case before you bring
the case.” One of these tools is the
stockholder’s right to demand books
and records.

Also, according to Judge Slights,
other kinds of Caremark cases include
data breaches and ESG. Regarding
the latter, Delaware law is clear that
the board’s function is to maximize
shareholder value. As Judge Slights
notes, Delaware has adopted the
shareholder primacy doctrine. Dela-
ware is “not a multi-constituency ju-
risdiction.” Even so, in a case where
the board’s failure to account for ESG
issues causes corporate trauma, there
may be exposure to board members
under a failure-of-oversight theory.
The bounds of this theory have yet to
be drawn by Delaware courts.

Advice about Practice in the Court
of Chancery

Judge Slights provides helpful advice
for litigators who don’t customarily
practice in the Chancery Court. First,
as mentioned, there is no right to a
jury. Second, the judges all have high
levels of expertise in business litiga-
tion. “There is no need for a tutorial”
for the judge to understand the issues
in your case. Assume that the judge

has a “level of knowledge that allows
you to get to the heart of your case
without spending a lot of time that
can be distracting and that is not nec-
essary.”

Further, Judge Slights observes,
the rules of evidence “hover.” By that,
he means that the judges are more
flexible on admitting evidence than
in a jury trial. Motions in limine are
generally unnecessary. The same is
true for objections, except where ad-
mitting the proffered evidence would
be an egregious departure from the
rules (which would rarely happen in
Chancery). For example, a judge will
typically allow hearsay evidence for
the weight, if any, that the judge de-
cides to give it.

In other words, a trial in Chancery
is a “get-to-the-point process that is
either very satisfying to trial lawyers
or very frustrating to trial lawyers.”
Judge Slights continues: “Some law-
yers who are masters of the rules of
evidence are very frustrated when
they come to Chancery.” For in-
stance, exhibits are presented before
trial and introduced en masse at trial.
There is no need to introduce exhibits
through a witness. If there is an objec-
tion to an exhibit, argue this in your
closing brief.

Finally, Judge Slights observes
with great satisfaction, “there is an
expectation of civility.” The court
“has a very low tolerance for lawyers
who won’t grant extensions or who
make silly objections in discovery
or who make motions to compel for
the sake of ratcheting up the costs.
There is no bandwidth for dealing
with nonsense.” Chancery “will come
down hard” on an attorney who will
not grant a reasonable extension.
Reflecting further, he mentions that
“lawyers of a certain age say after try-
ing a case, ‘This is the way it used to
be. We fought the good fight, shook
hands, and congratulated each other
on a good effort”” “This mentality is
helpful and necessary, especially in a
court where 35-40% of the cases are
handled in an expedited manner.” To

1

all that, the authors say, “hear! hear

NOTES

1. See MCL 600.8039(3) (“All written opin-
ions in business court cases shall be made
available on an indexed website.”)

2. Another resource is the interactive court
data dashboard. https://www.courts.michi-
gan.gov/publications/statistics-and-reports/
interactive-court-data-dashboard/. This allows
usets to view a myriad of data about Michi-
gan courts, including the business courts.

This includes the number of “CB — Business
Claims” filed since 2013 and the courts where
such claims were filed, the counties in which
business court judges are appointed, case dis-
positions, and cases pending at year-end. This
tool provides a helpful way to view important
Michigan business court statistics. Users are
recommended to watch the brief videos post-
ed below the dashboard on the website to help
understand how to effectively use this resource.

3. https:/ /www.courts.michigan.gov/
administration/trial-court/.

4. See Detroit Fire Fighters Ass'n, LAFF Local
344 v City of Detroit, 482 Mich 18, 34, 753
NW2d 579 (2008) (irreparable harm; movant’s
harm outweighs harm to non-movant; likely to
prevail on the merits; and harm to public inter-
est)

5. Wilson v Taylor, 457 Mich 232, 577
NW2d 100 (1998).

6. Expedited cases are not on a sepa-
rate docket. The Chancellor assigns cases as
they come in and determines whether they are
expedited cases.
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Drafting and Negotiating Price
Adjustment Mechanisms

in M&A Deals

By Joseph J. DeVito and Lillian Belanger-Katzman

Preserving Enterprise Value

During the initial meeting with a new client
who is contemplating a sale transaction pro-
cess, with all of their advisors present, the
business owner turns to the deal attorney and
says, “I know the investment bankers run the
process and once they get me the right price,
do you just draft the agreements?”

While many attorneys may simply re-
spond “yes, that is correct,” the savvy deal
attorney may say, “In part, but my main job
is to bar the barn doors so that the money
these bankers get for you on the front side
of the deal doesn’t go out the back door at
or after closing.” The savvy attorney then
proceeds to explain that the stated price in
the Letter of Intent (the “Initial Price”) is not
the price you will receive at closing, in fact, it
may be materially less, unless we negotiate
and draft pro-seller price adjustment provi-
sions into the definitive purchase agreement.
These considerations are paramount to the
deal attorney as, according to the SRS Acqui-
om 2022 M&A Claims Insights Report, more
than 90% of deals included a purchase price
adjustment (PPA) mechanism, 88% of which
resulted in an adjustment; 48% of deals had
buyer-favorable claims; and 40% had seller-
favorable surpluses. The client is now laser
focused and asks the attorney what types of
price adjustment mechanisms are in a sale or
business transaction? How does an attorney
safeguard against erosion of the enterprise
value created and the resulting price negoti-
ated by the investment bankers? The savvy
deal attorney may then explain something
similar to the following:

Deal Pricing Assumptions

Deal pricing is based upon certain assump-
tions that must be verified or stipulated to in
order to finally determine and/or adjust the
Initial Price.

Earnings Before Interest, Taxes,
Depreciation and Amortization (EBITDA)

For example, an indication of interest may
state the Initial Price of $100 million is based
upon a multiple of five (5) times reported
EBITDA of $20 million. The savvy deal attor-
ney will require that the definitive agreement
stipulate a fixed amount of $100 million and
reject any closing or post-closing adjustments
to the price based on a reexamination of the
EBITDA calculation, which should always be
confirmed during due diligence before exe-
cution of the definitive agreement. Further,
with respect to any earnout, the definition of
EBITDA in the definitive agreement should
match the methodology and accounting prin-
ciples utilized in calculating the Initial Price.
This ensures, for example, that one-time non-
recurring expenses incurred during the calcu-
lation period are added back to EBITDA for
the purpose of calculating the earnout level
and attainment of the target as they were in
determining the Initial Price. EBITDA defi-
nitions can become very long and involved,
and deal lawyers should work closely with
the investment bankers and financial execu-
tives of the business to understand and draft
such protective intricacies into the definition.

Net Working Capital

Following the enterprise valuation method-
ology, the most commonly occurring adjust-
ment to price is the assumption that, at clos-
ing, the target company’s balance sheet will
include adequate net working capital assets
to enable the company to continue to pro-
duce the same EBITDA upon which the price
is based without requiring the purchaser to
infuse additional capital into the company
immediately (short term) following the
closing. This does not necessarily mean the
company has to have cash on the balance
sheet, rather net current “financeable” assets
(Accounts Receivable (AR) and Inventory)
such that a lender would advance enough
cash to operate in the ordinary course for the
short term. This allows the company to con-



DRAFTING AND NEGOTIATING PRICE ADMUSTMENT MECHANISMS IN M&A DEALS

15

vert current assets to cash for operations and
generate additional current assets (AR and
Inventory) which would likewise be convert-
ed to cash without the need for additional
paid in capital.

It is sometimes analogized that the seller
must have enough gas in the tank (or charge
in the battery) to get to the next gas station
(charging station). The “target” amount of
net working capital that must be present at
closing is a matter of debate and negotiation
and can be based upon industry and some-
times company-specific factors. The deal
attorney should work closely with the in-
vestment bankers to understand clearly the
methodology agreed upon and utilized in
setting the net working capital closing target
amount. Once agreed upon, the exact same
methodology should be recited in the defini-
tive agreement (usually in a schedule) along
with a sample calculation based upon a his-
torical snapshot from the company’s finan-
cial statements. These drafting techniques
largely eliminate ambiguity in the final cal-
culation of net working capital as to the tar-
get and the resulting positive or negative
adjustment to the purchase price. It is impor-
tant to note here that some buyers will resist
an upward adjustment to the price, reason-
ing that the mechanism is only intended to
protect buyers from having to inject capital
at closing. However, the savvy deal attorney
will negotiate for the possibility of a positive
adjustment should the net working capi-
tal exceed the target, reasoning in turn that
transactions of this type are also based on a
cash free/debt free balance sheet. The savvy
attorney will further note that if there is ex-
cess net working capital at closing the seller
must have either expended cash or incurred
indebtedness, either of which likely results in
a benefit or windfall to the buyer absent an
upward price adjustment. This brings us to
the final adjustment mechanism most com-
monly seen in a definitive transaction docu-
ment, the net cash/debt adjustment.

Net Cash/Debt

The net cash/debt adjustment mechanism is
generally very straightforward and simple in
concept. The seller gets to keep or receive an
upward adjustment for all “cash” left in the
company at closing and must pay off with or
deduct from closing proceeds any “indebt-
edness” remaining with the company at clos-

ing.

Where things become less apparent and
are subject to interpretation and negotiation
are certain debt-like or cash-like items, which
can be included in the definition of “cash”
and “indebtedness.” In a transaction, cash
is not always cash, and debt is not always
debt. More specifically, transaction counsel
must work with the financial team to iden-
tify items, which, under applicable or agreed
upon accounting principles, should be in-
cluded in the respective definitions of “cash”
and “indebtedness.” Some prime examples
may be capital leases, aged payables, and ob-
ligations owing under or accrued for pension
plans. But despite these more obvious items,
there is room to negotiate them out of the def-
inition if the right arguments can be made.
Take for example newly leased equipment,
the entire useful life of which will inure to the
benefit of the buyer; accounts payable that,
while aged, are supported by ample accounts
receivable and therefore should remain a part
of the net working capital true-up; and that
the contingent and variable nature of pen-
sion obligations are so uncertain, especially
in a raising rate environment, that they may
be reduced to zero or even turn positive. As
to cash, the concept of restricted cash should
be addressed and perhaps excluded from the
definition of cash for purposes of adjusting
the price because, although it is on the bal-
ance sheet, it is otherwise spoken for. Con-
versely, certain prepayments on expenses
and deposits made by the company should
be included in the definition of cash as they
reduce a buyer’s future cash requirements.

Specialized Adjustment
Mechanisms

More and more frequently transaction coun-
sel are encountering price adjustment mecha-
nisms that are intended to address the special
or specific attributes of a particular industry,
company, or circumstance involved in the
subject transaction. Examples include (a)
adjusting the price to make a seller “whole”
for additional taxes resulting from the buy-
er’s preferred transaction structure; (b) price
adjustments based on the level of the original
cost of equipment held for sale or lease by the
target company; (c) sharing of certain risks to
resolve negotiations over contingent indem-
nification items identified in due diligence
such as unresolved tax audits where the par-
ties stipulate to a reduction in the price based
upon a CPA’s estimate of exposure; and (d)
sharing of transaction expenses over a cer-
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tain negotiated threshold, such as the price
for representation and warranty insurance
premiums or escrow fees.

In practice, the Initial Price may be subject
to the more customary adjustment mecha-
nisms, but transaction counsel must be aware
of and open to an almost limitless amount
of deal specific assumptions upon which
the Initial Price is based and therefore sub-
ject to adjustment either prior to, at, or after
the closing depending upon the timing and
availability of financial information neces-
sary to make such adjustments.
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Preparing for the Corporate

Transparency Act

By Mark R. High and Alexis Lupo

The Corporate Transparency Act (the “CTA”)
was passed by Congress on January 1, 2021,
as part of the National Defense Authoriza-
tion Act for Fiscal Year 2021, Pub L No. 116-
283,134 Stat 338 (2021). The CTA requires the
U.S. Department of the Treasury to create a
national database to collect beneficial owner-
ship information for many business entities.'

This general idea has been around for
many years, certainly dating back to a bill
championed by the late Senator Carl Levin
in 2008, entitled the Incorporation Transpar-
ency and Law Enforcement Assistance Act.
The CTA heralds an era of beneficial owner-
ship reporting, joining many other countries
around the world with similar reporting re-
quirements.

The CTA, as detailed as it is, contemplat-
ed that the U.S. Department of the Treasury
would flesh out many details in a set of regu-
lations. On December 8, 2021, the department
released a Notice of Proposed Rulemaking,
and the public comment period for that end-
ed on February 7, 2022.> On September 30,
2022, the Financial Crimes Enforcement Net-
work (“FinCEN”), which is part of the U.S.
Department of the Treasury, issued a final
rule regarding beneficial ownership informa-
tion reporting requirements.’ The reporting
requirements are set to take effect on Janu-
ary 1, 2024. It is imperative that the business
bar becomes familiar with the act, so it will
be ready to comply with the requirements.

Background

The CTA is intended to protect U.S. national
security, provide information to law enforce-
ment, and promote financial transparency.
With the CTA, Congress is trying to address
the U.S. deficiencies in beneficial ownership
information reporting as noted by the Finan-
cial Action Task Force (FATF), established in
1989 at the G7 Summit. The FATF developed
measures to combat money laundering and
issued a report containing 40 recommenda-
tions, which were initially adopted in 1990
and have been revised several times since
then. Recommendations 24 and 25 address
beneficial ownership reporting and indicate

that governments should take measures to
prevent the misuse of legal persons, such as
business entities and trusts, for money laun-
dering or financing terrorism.

Internationally, the beneficial owner defi-
nition and beneficial ownership reporting
threshold percentage vary from country to
country. In the United Kingdom, it is 25%
and includes “persons of significant control,”
which is a bit subjective (but mirrored in the
CTA). The information is publicly available
through the Companies House public reg-
istry, and you can even find out the date of
a reporting shareholder’s birthday. In Hong
Kong and the Cayman Islands, the report-
ing threshold is only 10%. In the Caymans,
directors” lists are publicly available, but
shareholders are only available to compe-
tent authorities and must be filed with the
registered agent. In Brazil, all shareholders
are defined as beneficial owners, and thus
need to report, regardless of their ownership
percentage. Some Canadian provinces are
implementing their own reporting require-
ments, but the federal government has not
yet settled on its approach.

Key Definitions
The CTA requires companies to collect and
report the personal identifying information
of a nonexempt company’s current “benefi-
cial owners,” as well as the personal identi-
fying information of the person who was
responsible for filing the company’s forma-
tion documents (an “applicant”). This infor-
mation must be reported to FInCEN. The
information will be maintained in a secure
database by FInCEN and made available to
financial institutions and law enforcement.*
In brief, a “reporting company” is a com-
pany that is either formed under the laws
of a state by filing with a secretary of state
or other equivalent state agency (“SoS”), or
Indian tribe, or is a foreign company that is
registered to do business in the United States
through having filed a registration notice
with an SoS. This would include corpora-
tions, LLCs, limited partnerships, limited li-
ability partnerships, and business trusts. This
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also includes professional corporations and
professional limited liability companies. De-
pending on applicable state law, this would
not include sole proprietorships and general
partnerships.®

“Beneficial owners” are natural persons
who, directly or indirectly, own 25% or more
of the reporting company’s equity interests or
exercise “substantial control” over the report-
ing company.® The emphasis is on obtaining
information regarding individual owners.
The CTA’s purpose is to tie each company to
controlling individuals and not permit them
to hide behind what the CTA considers are
potential “shell companies.” The CTA is try-
ing to identify natural persons who are the
ultimate sources of funds invested into the
entity. That information will be available to
law enforcement and financial institutions
that can then restrict the individuals” finan-
cial activities or it can even aid in prosecuting
bad actors, whether foreign or domestic.

Under the final rule, “substantial control”
covers a company’s senior officers, persons
with the authority to appoint or remove any
senior officer or a majority of Board mem-
bers, and persons otherwise having the abil-
ity to provide direction or substantial influ-
ence on the company’s major decisions.” The
final rule defines “senior officer” as “any in-
dividual holding the position or exercising
the authority of a president, chief financial
officer, general counsel, chief executive offi-
cer, chief operating officer, or any other of-
ficer, regardless of official title, who performs
a similar function.”®

A “company applicant” is any natural
person who files the paperwork to form or
register a reporting company under U.S. law.
The regulations make clear that both the ac-
tual filer and the person who directed the fil-
ing are company applicants.’ It appears that
not more than two people are to be identified
as company applicants in a reporting compa-
ny’s filing. Only reporting companies formed
or registered on or after January 1, 2024, need
to report their applicants.

The “personal identifying information”
that would need to be provided consists of
the following: the individual’s name; birth
date; current residential address, unless it is
a company applicant who forms or registers
entities in the course of the company appli-
cant’s business; a unique identifying number
from an accepted document, such as a state
driver’s license or a U.S. or foreign passport;
and, a copy of the driver’s license, passport,

or other document from which the unique
identifying number was obtained."

While the information required for each
individual seems simple enough, the task of
gathering this information from all covered
individuals could prove to be challenging.

Exempt Entities

Since the CTA is targeting “shell companies,”
the act contains a number of exceptions for
certain types of businesses, including those
which are in regulated industries or are con-
sidered “large operating companies.” There
are 23 specific exemptions to the reporting
company definition."! These will need to be
examined closely to see whether a reporting
obligation exists. Among the specific exempt
businesses are the following:

e Publicly traded securities issuers;

e Domestic or tribal (but not interna-
tional) governmental entities;

e Banks, domestic credit unions, and
depository institution holding com-
panies;

e Money-transmitting businesses;

e Securities brokers and dealers;

e Securities exchange or clearing agen-
cies;

e Entities governed by the Securities
Exchange Act of 1934 or registered
under the Commodity Exchange
Act;

e Registered investment companies
and advisors;

e Venture capital fund advisors;

e Insurance companies and state-
licensed insurance producers;

e Accounting firms registered under

the Sarbanes-Oxley Act;

Public utilities;

Financial market utilities;

Pooled investment vehicles;
Tax-exempt entities (including non-
profits and trusts) and entities assist-
ing tax-exempt entities;

e Large operating companies;

e Subsidiaries of certain exempt enti-
ties; and

e Inactive entities."

“Large operating companies” are those
over certain operational thresholds for per-
sonnel and sales, and having a physical of-
fice presence in the U.S. They need to employ
more than 20 individuals on a full-time ba-
sis in the U.S., report more than $5 million
in gross receipts or aggregate sales (either
independently or consolidated with subsid-
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iaries or other related operating entities), and
maintain physical office space within the U.S.
that is exclusively owned or leased by the en-
tity or its affiliates.”

That “large operating companies” defini-
tion contains a number of terms that would
benefit from some closer review. The regula-
tions clarify, for example, that they will count
a company’s full-time employees in the same
manner as defined by the Internal Revenue
Service." This may still raise concerns for
companies with, for example, a large number
of seasonal workers, or that rely on tempo-
rary workers or even independent contrac-
tors. Also, the final rule does not permit com-
panies to consolidate the employee count
across affiliated entities.

The $5 million in revenues standard
also deserves a closer look. The regulations
clarify that this number is calculated as ei-
ther gross receipts or aggregate sales of the
company within the U.S,, as reported on the
company’s federal tax return for the prior
year. This indicates that newly formed inde-
pendent companies will not be eligible for
this “large operating companies” exemption,
since they will not have filed a tax return yet.
(Newly formed subsidiaries of companies
that meet one of the other exempt categories
might avoid filing under the subsidiary ex-
emption.)

The $5 million number is based on a
company’s revenues either as a stand-alone
entity or on a consolidated basis with its af-
filiated entities, as reported on the group’s
consolidated return.’® Unlike in several other
areas (most notably, the Hart-Scott-Rodino
Anti-Trust Improvements Act), the $5 mil-
lion number does not seem to be indexed
for inflation, which means that the number
of companies that can take advantage of
this “large operating companies” exemption
should grow over time.

Finally, to meet the “large operating com-
panies” exemption, the entity must maintain
a physical office space within the U.S. that is
exclusively owned or leased by the entity or
its affiliates for business purposes.'® It cannot
be a shared space (except if it is being shared
with affiliated entities). This would seem to
leave out companies that rely on co-working
spaces, or have some other decentralized
working arrangement.

Another exemption applies to inactive en-
tities. An inactive entity is one that (1) existed
on or before January 1, 2020, (2) is not en-
gaged in active business, (3) is not owned, di-

rectly or indirectly, wholly or partially, by a
foreign person, (4) has not had any change in
ownership in the preceding twelve months,
(5) has not sent or received funds exceeding
$1000 in the preceding twelve months, and
(6) does not hold any assets, including any
ownership interest in another entity.

FinCEN projects that the exemptions will
not apply to very many entities. In the regu-
latory impact analysis included with the final
rule, FInCEN estimated only 11% of entities
will be exempt."”

Reporting Requirements—New
Entities

When the CTA’s reporting requirement
becomes effective, most companies formed
after the effective date will be required to
report at least initially. New reporting com-
panies will not be able to meet the “large
operating companies” exemption because it
requires “more than $5 million in revenue”
from the prior year’s tax return. Thus, until
the entity has filed a tax return, it cannot meet
at least one of the elements for that exemp-
tion. If an entity later meets the requirements
of an exemption, then the entity is to file an
updated report with FinCEN within 30 cal-
endar days after meeting the exemption cri-
teria to report this change.'

Reporting Requirements—
Beneficial Owners

A “beneficial owner” is an individual who,
directly or indirectly, owns or controls 25%
or more of a reporting entity, or exercises
substantial control over the entity. The intent
here is to identify the ultimate individual
owner or owners of each reporting company,
so that FINCEN can collect the required per-
sonally identifiable information from each
individual and thereby be able to enforce
anti-money laundering rules, or at least, and
probably more practically, discouraging bad
actors from even investing funds with shady
provenance in U.S.-based entities.
Reviewing the “beneficial owner” defi-
nition, the 25% ownership rule might seem,
at first blush, to provide a bright-line test.
Digging a bit deeper, that line might prove
illusory in many instances. One can quickly
think of situations where a preferred share-
holder, for example, might have voting rights
in a corporation but only in limited circum-
stances. Or an LLC with multiple classes of
members who, again, have voting rights but
only in certain circumstances. Or a company
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with a “waterfall” distribution, where some-
one might be entitled to 100% of a company’s
assets upon dissolution, but only after pref-
erence payments have been made to three
more senior membership classes.

The regulations attempt to provide some
guidance here. First, they specify that owner-
ship interests should be calculated by includ-
ing any options or similar interests as if they
had been exercised. Then, for companies that
issue capital or profits interests (essentially,
entities taxed as partnerships), the individu-
al’s ownership interests are the individual’s
capital and profit interests in the entity, cal-
culated as a percentage of the total outstand-
ing capital and profit interests of the entity.
For corporations, the applicable percentage
shall be the greater of (1) the total combined
voting power of all classes of ownership in-
terests of the individual as a percentage of
total outstanding voting power of all classes
of ownership interests entitled to vote, and
(2) the total combined value of the ownership
interests of the individual as a percentage of
the total outstanding value of all classes of
ownership interests. If neither of these “capi-
tal or profits” or “voting or value” approach-
es provides an accurate number with “rea-
sonable certainty,” then any individual who
owns or controls 25% or more of any class
or type of ownership interest of a reporting
company shall be deemed to own or control
25% or more of the ownership interests of the
reporting company."

The concept of substantial control could
be even harder to pin down. In addition to
the situations listed above, which might be
viewed as providing substantial control even
if they do not trigger the 25% test, it could
be difficult to determine when a relationship
might amount to “control.” The CTA specifi-
cally provides that control can be had directly
or indirectly through any contract, arrange-
ment, understanding, relationship, or other-
wise. The regulations do say that a compa-
ny’s senior officers, and persons with the au-
thority to appoint or remove senior officers
or a majority of the board members, are each
considered to have substantial control for the
purpose of determining who is a “beneficial
owner” who must report their personal in-
formation. The regulations further target any
other role where a person provides direction
or substantial influence on a reporting com-
pany’s major decisions, including by acting
as a trustee of a trust or by controlling one or

more intermediate entities that collectively
exercise substantial control.?’

Interestingly, the rules do not identify
corporate directors or LLC managers as se-
nior officers. That suggests we need to re-
view them under the substantial control
standards. It seems that managers of man-
ager-managed LLCs would generally meet
that test, as they often have authority to take
significant actions on the company’s behalf.
Directors, on the other hand, do not have in-
dividual authority but only act as part of a
board. That indicates that most board mem-
bers who are not otherwise beneficial owners
or senior officers should not be included in a
reporting company’s filing solely because of
their board position.

The CTA does identify a number of indi-
viduals who are excluded from the beneficial
owner definition. These include the follow-
ing:

¢ Employees whose ownership or con-
trol derive solely from their status as
employees;

e Individuals acting as a nominee,
custodian, or agent;

e Minors (although the parent or
guardian may have a reporting obli-
gation);

e Individuals with only a right of
inheritance; and

e Creditors, unless they otherwise
meet the beneficial ownership
requirements.”!

Reporting Requirements—
Personally Identifiable Information

The CTA requires filing with FInCEN per-
sonally identifiable information for each
beneficial owner of a reporting company
and each applicant with respect to that
reporting company. The specific informa-
tion includes the individual’s full legal name,
date of birth, current residence address (or
business address of applicants that formed
the entity in the course of their business),
and the unique identifying number from an
acceptable identification document or Fin-
CEN identifier. An acceptable identification
document is defined in the act—for example,
a nonexpired driver’s license or passport. A
copy of the identification document must
also be submitted. As an alternative to a
driver’s license or passport number, an indi-
vidual may register with FinCEN to obtain a
FinCEN identifier number under procedures
still being finalized.”? This could be useful
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for individuals involved with a number of
reporting companies.

Reporting Requirements—
Applicants

In addition to beneficial owners, “company
applicants” of newly formed or registered
reporting companies must also file their
personal identifying information. The CTA
defines an “applicant” as a natural person
who files the paperwork to form a report-
ing company under U.S. law or to register a
foreign company to do business in the U.S.
The final regulations clarify that there are no
more than two applicants who need to be
identified — both the actual filer, and the per-
son who directed the filing.?

This is a substantial change from the pro-
posed regulations, which seemed to require
that applicants be identified and reported for
all reporting companies, not just for those
formed after the act’s effectiveness. This
lessens the burden substantially for existing
companies (and eliminates what could have
been some tough issues for attorneys and
others who may have formed many compa-
nies during their careers).

Reporting Requirements—Filing
The next question is to determine who has
the filing obligation. The CTA identifies the
reporting company as the one responsible
for reporting its beneficial owners, but there
is some indication in the statute that appli-
cants may also have reporting requirements.
Perhaps the regulations adopting the final
reporting form will indicate whether an
applicant can even submit a filing.

Reporting Requirements—Timing,
Updates, Penalties

The deadline for new entities to file the report
is very soon after formation. Newly formed
domestic reporting companies and foreign
reporting companies newly registered to do
business within the U.S. on or after January
1, 2024, must file the initial beneficial owner-
ship report with FinCEN within 30 days after
receiving notice of their formation or regis-
tration.* Thus, this date may vary between
jurisdictions, depending on their administra-
tive filing procedures. FINCEN has recently
proposed to extend this initial filing deadline
to 90 days after formation or registration, but
only during 2024. This proposal had not been
finalized at the time we submitted this article.

Existing entities formed before January 1,
2024, will have to make their initial filing be-
fore the end of 2024.

Entities will have 30 days to report chang-
es, corrections, or updates in their organiza-
tional information or their beneficial owner-
ship information.”” Entities formed before
their ownership and management structures
are finalized will need to observe the 30-day-
update requirements during the whole set-
up stage.

Entities that become exempt after making
a filing will need to make an updated filing
to show that they are no longer a reporting
company.®

The CTA provides for civil and criminal
penalties for any person willfully violating
the reporting obligation either by providing
false or fraudulent beneficial ownership in-
formation or willfully failing to report or up-
date beneficial ownership information. Such
person shall be liable for a civil penalty of
up to $500 for each day a violation continues
or has not been remedied and may be fined
up to $10,000 and imprisoned for up to two
years, or both, for a criminal violation.” It ap-
pears that the persons subject to these penal-
ties are those who cause the failure to report
or update (including perhaps a noncoopera-
tive beneficial owner), and the senior offi-
cers of the reporting company (including its
president, CEO, COO, CFO, general counsel,
and any other individuals exercising similar
functions).®

Information Disclosures

A beneficial owner’s reported informa-
tion is not to be disclosed except to certain
governmental and financial entities under
procedures described in the act. The CTA
established penalties if FinCEN were to dis-
close the beneficial ownership information
improperly. FInCEN may only disclose the
information upon a request following the
appropriate protocols from a federal agency
engaged in national security, intelligence, or
law enforcement activity, or a request from a
state, local, or tribal law enforcement agency
after a court of competent jurisdiction autho-
rizes the agency to seek the information in a
criminal or civil investigation. The CTA also
allows disclosure to a federal agency follow-
ing a request from law enforcement of anoth-
er country; a financial institution subject to
customer due diligence requirements, with
the consent of the reporting company; and a
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federal regulator complying with additional
requirements.

Implementation Timeline

FInCEN has acknowledged that they are
behind on the implementation timeline.
Final regulations have been issued regarding
the reporting requirements, and they call for
reporting to start at the beginning of 2024 as
reported above. Final regulations have not
been issued, however, regarding the report-
ing form or the procedures for obtaining a
FinCEN identifier number. Members of Con-
gress have noted these delays, and just the
general task of educating the public regard-
ing the CTA’s requirements, so it is possible
that implementation gets pushed out further,
but the 2024 target date remains as of this
writing.?

Special Challenges for Private
Practitioners

As indicated above, the CTA raises a number
of practical, as well as ethical, issues for attor-
neys with respect to their clients. Perhaps
chief among them relates to an attorney’s
status as an applicant. If an applicant has
reporting obligations with respect to a newly
formed reporting company, first, is an attor-
ney breaching attorney-client confidentiality
requirements if it submits beneficial owner
reports for a reporting company that itself
has not honored its obligations? Of course,
an attorney helping to form an entity may
not ordinarily have direct access to benefi-
cial owner information and so may want to
obligate the client to provide these materials
as part of an engagement letter, as detailed
below. If applicants are subject to monetary
penalties and worse for failing to report,
they will have strong incentives to make any
required filings themselves.

State Filing Office Obligations

State filing offices will be required to inform
applicants for incorporation or organization
of their obligations under the CTA and pro-
vide links to the reporting forms and instruc-
tions. Notification activities are required
around annual report and annual statement
filings as well.*® State filing offices must also
cooperate with and provide the information
requested by FinCEN for purposes of main-
taining an accurate, complete, and highly
useful database for beneficial ownership
information.”

Actions to Take Now

With the final reporting regulations released,
the CTA’s registration requirements are
poised to take effect at the beginning of 2024
for newly formed companies. Existing enti-
ties will need to file before the end of 2024.
Enforcement against noncomplying entities
may quickly follow. Especially given that
“applicants” are likely to be easy targets for
enforcement, it is essential that lawyers and
their law firms become familiar with the
reporting requirements and begin imple-
menting strategies that will give them a
fighting chance at prompting compliance by
their clients.

A first step is the general good advice to
tighten your new client intake procedures. It
will be essential to know where your new cli-
ents have come from, what their background
is, and how they found you. The saying “An
ounce of prevention is worth a pound of
cure” might have been designed just for this
circumstance.

We suggest that lawyers should start by
adding a provision to engagement letters,
committing a new client to observe all CTA
filing requirements. Given that the law firm
may have its own filing requirements related
to entities that it helps form, this should go
a step further, committing the new client to
provide all information required for CTA
compliance. If the anticipated owners of the
entity can be added to the engagement letter,
obtaining their individual commitments to
providing necessary information, that would
be even better. It could be useful to include
a provision that acknowledges that personal
identifying information is not confidential,
or waiving its confidentiality, when used in
complying with the CTA. Specifying that
CTA compliance, if undertaken by the law
firm, is nonetheless for the client’s benefit
and at the client’s cost would further protect
a law firm and its revenues.

Actually gathering the required personal
identifying information at the outset would
seem to be reasonable. We can foresee law-
yers adopting the “Know Your Customer”
procedures that banks have been developing
for a number of years now. Larger firms may
want to designate a CTA compliance special-
ist to coordinate this process. Keeping up
with newly formed entities during the first
year of enforcement will be challenging but
achievable. Evaluating and contacting all ex-
isting clients before that first anniversary of
effectiveness, and then doing the follow-up
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required to keep the filings current, will be
an on-going challenge.

Substantively, we recommend that CTA
compliance provisions, and beneficial own-
ership information commitments, be includ-
ed in every agreement between a potential
reporting company and its beneficial owners
(remembering that the definition includes
not just direct equity owners, but also indi-
rect owners, option holders, and those who
meet the definition of “substantial control,”
such as officers and other management per-
sonnel). Formation documents, bylaws, op-
erating agreements, shareholder agreements,
subscription agreements, and employment
agreements are all good places to include
commitments to provide necessary informa-
tion. Again, it would be prudent to collect the
required information at the earliest possible
opportunity, recognizing that anyone collect-
ing that information needs to have a secure
way to keep it confidential and updated.

Big Picture Issues

Thinking further afield, will these beneficial
owner information filings become the sub-
ject of discovery requests in litigation, be
requested by state or local regulators (and
the news organizations that cover them), or
even become a due diligence topic in com-
pany transactions? Given that each filing will
be certified as true and accurate when made,
it seems logical that they will be attractive
targets for all sorts of outsiders. The CTA
strictly limits who can access the informa-
tion filed with FiInCEN, but that information,
once collected, might just naturally escape
its boundaries. Traditionally, equity own-
ers have been shielded from liability and at
least some aspects of disclosure by layering
holding companies in between operating
companies and their actual owners. That has,
of course, allowed abuses to happen, but the
resulting “cure” may catch some people and
their planners by surprise.

Perhaps this doom and gloom can be
somewhat tempered by keeping in mind that
nonexempt reporting companies will pri-
marily be those that do not meet the “large
operating companies” exemption. Although
there are several aspects to that definition,
and failing to meet any of those aspects
might cause a filing to be required, many cli-
ents of large law firms may not ultimately be
subject to CTA reporting. On the other hand,
those that will, or might be, would generally
be smaller companies, less familiar with a

national regulatory regime and with fewer
resources available to devote to compliance.
Think about the dry cleaners, pizza parlors,
convenience stores, real estate agencies, auto
repair shops, rental property owners, and
so on, that might not meet the $5 million in
revenues or 20 full-time employee tests—
the proverbial mom-and-pop stores that, by
FinCEN'’s estimate, make up almost 90% of
the business entities in this country. That is
where the real compliance battleground may
be.

Conclusion

The CTA establishes a monumental change
in the reporting requirements for many busi-
nesses. The sheer volume of information
required to be collected and filed is hard to
imagine. The Business Law Section will con-
tinue to follow this process as it evolves. We
provided updates at the Business Law Insti-
tute this past October, and we will probably
again at least in 2024 when we will have
some experience with this. Fortunately, we
are all navigating this new change together.
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Traps for the Unwary: Latent Tax
I[ssues in Mergers and Acquisitions

By Erin Haney, Jay Long, and Wayne Roberts

Merger and acquisition transactions require
counsel to review and negotiate matters
ranging from real estate and intellectual
property to labor and tax. For many business
attorneys, it is easy to overlook tax issues that
are not traditional federal income tax mat-
ters. This article is intended to highlight cer-
tain areas in which tax matters may surprise
practitioners and clients, and to offer sugges-
tions for addressing these types of issues.

Federal Employer Identification
Numbers (“EINs”)

Retention of an existing EIN can be a signifi-
cant consideration in the context of a merger
or acquisition. This is particularly true with
respect to entities that receive payments
from government sources such as Medicare
or Medicaid. Changes to an entity’s EIN can
also introduce additional complexity to more
commonplace activities like payroll adminis-
tration and banking. In IRS Publication 1635,
Understanding Your EIN, the IRS provides
the following general guidance with respect
to instances in which an entity will need to
obtain a new EIN.

Corporations

You will need a new EIN if any of the follow-
ing are true:

e Youare asubsidiary of a corporation
and currently use the parent’s corpo-
rate EIN.

¢ You become a subsidiary of a corpo-
ration.

e The corporation becomes a partner-
ship or a sole proprietorship.

e You create a new corporation after a
statutory merger.

® You receive a new corporate charter.

You will not need a new EIN if any of the
following are true:

e You are a division of a corporation.

e After a corporate merger, the surviv-
ing corporation uses its existing EIN.

e A corporation declares bankruptcy.
However, if a liquidating trust is
established for a corporation that is
in bankruptcy, an EIN for that trust

is required. See Treas. Reg. 301.7701-
4(d).

Your business name changes.

You change your location or add
locations (stores, plants, enterprises
or branches).

¢ You elect to be taxed as an S Corpo-
ration by filing Form 2553.

e After a corporate reorganization,
you only change identity, form, or
place of organization.

e The corporation is sold and the
assets, liabilities, and charters are
obtained by the buyer.

Partnerships

You will need a new EIN if any of the follow-
ing are true:

e You incorporate.

¢ One partner takes over and operates
as a sole proprietorship.

e The partnership is terminated (no
part of any business, financial opera-
tion, or venture of the partnership
continues to be carried on by any of
its partners in a partnership) and a
new partnership is begun.

You do not need a new EIN if any of the
following are true:

e The partnership declares bankrupt-
cy.

e The partnership name changes.

e The location of the partnership
changes or new locations are added.

e The partnership terminates under
IRC 708(b)(1)(B). A partnership shall
be considered terminated if within
a 12-month period there is a sale
or exchange of at least 50% of the
total interest in partnership capital
and profits to another partner. If the
purchaser and remaining partners
immediately contribute the proper-
ties to a new partnership, they can
retain the old partnership EIN.2

Changes in Entity Type

The IRS website states that “[g]enerally, busi-
nesses need a new EIN when their owner-
ship or structure has changed,”* and section

25
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21.7.13.4.3.1 of the Internal Revenue Manual*
confirms that a new EIN is generally required
when an entity changes entity type (e.g., a
partnership becomes a sole proprietorship
or a sole proprietorship incorporates). How-
ever, the IRS has also indicated that a new
EIN is not required upon “[c]onversion at the
state level with business structure remaining
unchanged.”” In addition, changes to entity
classification effectuated by filing a Form
8832-classification election do not require a
new EIN.

These policies may provide additional
flexibility for an “eligible entity” in merger
and acquisition transactions. Although the
general guidance provided in Publication
1635 suggests that a corporation becoming
a partnership or sole proprietorship will re-
quire a new EIN, it may be possible to pre-
vent this result. For example, one potential
alternative is to form a new LLC (“New
LLC”) that files Form 8832 electing to be an
association taxed as a corporation. Merging
the old corporation (“Old Co.”) into New
LLC in an F-reorganization would result in
New LLC as the surviving entity, but New
LLC would be using Old Co.’s EIN under
Revenue Ruling 73-526.” Because New LLC’s
election to be treated as a corporation was an
election by a “newly formed eligible entity,”
New LLC would be eligible to make another
“check-the-box” election on Form 8832 to
elect partnership status while retaining the
EIN from Old Co.?

A similar solution may exist when transi-
tioning from a partnership to a corporation
or a single-owner structure. As described in
Revenue Ruling 95-37, the conversion of a
partnership into an LLC taxed as a partner-
ship does not require the new LLC to obtain
a new EIN.° The resulting LLC may subse-
quently file Form 8832 to elect treatment
as an association taxable as a corporation
(and maintain its EIN based on Treas. Reg.
301.6109-1(h)(1)). If the LLC taxed as a corpo-
ration then undergoes a corporate conversion
under state law, there would be no change to
its taxable status and the IRS could process
this change as a name change. Alternatively,
the LLC could reduce its membership to a
single member, which would automatically
result in classification as a disregarded enti-
ty. A disregarded entity that has an EIN may
continue to use its own EIN for employment
tax purposes, but the parent entity’s EIN
must be used for other tax purposes.”” There
are many variations in EIN questions, and

each situation should be analyzed based on
the specific facts. In cases in which maintain-
ing an entity’s EIN is important, this analysis
should be undertaken early in the process.

Sales and Use Taxes

The sales and use tax implications of an asset
sale present another area of frequent confu-
sion for attorneys in connection with mergers
and acquisitions. Despite the popular mis-
conception that an asset sale involving the
transfer of a business is exempt from sales
and use taxes under some type of gener-
ally applicable “bulk sale” rule, a number of
states, including Michigan, do not have blan-
ket exemptions for “bulk sales.” In fact, the
term “bulk sale” is typically not used in state
sales and use tax exemption provisions. State
tax statutes in each state should be carefully
analyzed to evaluate the available exemp-
tions and the extent to which each exemption
applies. In Michigan, there are applicable
exemption provisions relevant to corporate
transactions, which are summarized below.

Sale for Resale Exemption

The Michigan Sales Tax Act provides a sales
tax exemption for a sale of tangible person-
al property that is not a “retail sale” under
applicable law (i.e., generally a sale of prop-
erty that is not going to be used or consumed
by the purchaser)." The Use Tax Act exempts
tangible personal property that will be resold
by the purchaser.”” The practical result of
these exemptions is to allow an acquirer to
buy a target’s finished goods inventory with-
out paying sales or use taxes. However, it is
important to note that property that is ulti-
mately removed from finished goods inven-
tory and used or consumed by the purchaser
will generally require the purchaser to self-
assess and remit use tax to the Michigan
Department of Treasury.’

Industrial Processing Exemption

The Michigan General Sales Tax Act and the
Use Tax Act include corresponding exemp-
tions for “industrial processing” as well."
Identifying “industrial processing” is a high-
ly fact-specific inquiry, but generally these
exemptions will be applicable in industries
such as manufacturing, food processing,
and recycling.’® In the context of mergers
and acquisitions, the industrial processing
exemptions often allow for the transfer of
machinery and equipment used in a manu-
facturing process without generating a sales
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tax obligation to the seller or a use tax obliga-
tion to the purchaser.

Isolated or Occasional Sales

Sales Made Outside the Ordinary Course of
Seller’s Business

MCL 205.54d(i) provides a sales tax exemp-
tion for transactions that are outside the ordi-
nary course of the seller’s business. Note,
however, that a transaction that is not part
of a taxpayer’s primary line of business could
be treated by an auditor as being conducted
in the “ordinary course” of the seller’s busi-
ness.’® There is no corresponding use tax
exemption for a buyer based on the seller’s
course of business, and the transaction may
generate a use tax obligation to a buyer in
limited instances in which the transaction is
not covered by the definition of a “purchase
or transfer of a business” described infra.
Although the legal incidence of the use tax is
on the consumer or purchaser, some buyers
may attempt to shift the liability for this tax
to the seller by drafting a blanket tax cove-
nant stating that all taxes are the responsibil-
ity of the seller."”

Isolated Sale by a Person Not Required to
Have a Sales Tax License

MCL 205.54d(j) provides a sales tax exemp-
tion for transactions in which tangible per-
sonal property is sold in an isolated trans-
action by the property owner when the
property owner does not have a sales tax
license (and is not required to have a sales
tax license). Like the sales tax exemption
available for sales made outside the ordi-
nary course of the seller’s business, this sales
tax exemption does not have a correspond-
ing use tax exemption, and an unsuspecting
buyer may need to evaluate applicable use
tax exemptions or be prepared to self-assess
and remit the necessary tax.

Purchase or Transfer of Business

MCL 205.94g provides an exemption from
Michigan use tax for property purchased as
“part of the purchase or transfer of a busi-
ness.”™ This is the principal use tax exemp-
tion for purchasers in Michigan in merger
and acquisition transactions. The term “pur-
chase or transfer of a business” is specifically
defined by the statute as being one or more
of the following:
a) The purchaser or transferee has ac-
quired and intends to use the seller’s
or transferor’s trade name or good

will.

b) The purchaser or transferee intends
to continue all or part of the business
of the seller or transferor at the same
location or at another location.

¢) The purchaser or transferee acquired
at least 75% of the seller’s or trans-
feror’s tangible personal property at
one or more of the seller’s or trans-
feror’s business locations."

This use tax exemption does not apply to
the purchase or transfer of inventory items or
to a purchase or transfer of a motor vehicle,
ORYV, mobile home, aircraft, snowmobile, or
watercraft. Generally, inventory will be ex-
empt from sales and use tax in an asset ac-
quisition under the exemptions available for
inventory purchased for resale if a properly
completed and signed resale exemption cer-
tificate is obtained by the seller. See discus-
sion supra. A vehicle, ORV, manufactured
housing, aircraft, snowmobile, or watercraft
that has been subject to Michigan sales or use
tax once may be exempt from sales and use
taxes if it is transferred in connection with
the “organization, reorganization, dissolu-
tion, or partial liquidation” of a business and
the beneficial ownership of the item is not
changed.” However, in many cases, a merger
or acquisition will involve a change in ben-
eficial ownership. Therefore, the facts of a
business transfer must be closely examined
when determining the taxability of vehicle
transfers in connection with the transaction.

Transfers Involving Real Property

When assessing the tax implications of merg-
ers and acquisitions, it is crucial for attor-
neys to carefully review the assets held by
the transferring entity. Entities that hold real
property pose an additional layer of com-
plexity in merger and acquisition transac-
tions. Performing due diligence to identify
areas of potential tax exposure early in the
transaction will better position attorneys to
make informed decisions and plan for poten-
tial tax liabilities. In Michigan, the following
are often relevant in the course of the sale
of equity interest in an entity that owns real

property.

State Real Estate Transfer Tax

The State Real Estate Transfer Tax (“SRETT”)
is imposed on certain written instruments
involving the sale or exchange of real prop-
erty when such instrument is recorded.” The
rate of tax is generally $3.75 for each $500 of
the total value of the transferred property.?
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Although the parties may agree to shift this
burden to the buyer in the purchase agree-
ment, the statute provides that the seller is
liable for paying the tax to the county trea-
surer in the county in which the real prop-
erty is located.” The SRETT was amended in
2009 to apply to contracts for the transfer of
a controlling interest in an entity (e.g., part-
nership, association, limited liability compa-
ny, trust, etc.) if the real property owned by
that entity comprises 90% or more of the fair
market value of the assets of the entity.* A
transfer of a controlling interest in an entity
occurs when more than 80% of the value or
interest in that entity is transferred.” Unless
a tax exemption applies, SRETT must be paid
not later than 15 days after the transfer of a
controlling interest in an entity that satisfies
the requirements of the statute.?

Property Tax Uncapping

Real property located in Michigan, unless
exempt, is subject to property taxes.” The
amount of property tax due is calculated
based on the property’s taxable value and
the local tax millage rate. Although the tax-
able value of real property is subject to
annual increases or decreases, any increase
in a property’s taxable value is generally
“capped” and cannot be more than the
increase in the consumer price index or 5%,
whichever is less.® When there is a change in
ownership in the real property, however, the
property’s taxable value is reassessed at its
current true cash value (which is generally
equal to fair market value).” In other words,
the property’s taxable value, and therefore
tax base, is uncapped and adjusted based on
fair market value.*® A change in “ownership”
for purposes of real property uncapping can
occur if there is a conveyance of more than
50% of the interest in a legal entity that owns
real property.®’! Because the amount of own-
ership interest conveyed is cumulative from
the date of the last transfer of ownership,
property tax uncapping cannot be avoided
by transferring multiple equity interests of
less than 50% of the same entity in separate
tranches.* For entities that own real property
that has not been transferred in many years,
the property’s taxable value can be signifi-
cantly less than its current true cash value.
This can lead to a large (and often unexpect-
ed) prospective tax burden on the buyer.

S-Corporation Considerations

In the course of conducting due diligence,
negotiating, preparing and filing documents,

arranging financing, and the other tasks that
accompany a merger or acquisition, it can
be easy to overlook compliance with the
requirements necessary to make or maintain
a valid S-election. Issues with S-corporation
eligibility can arise from both the seller’s
perspective and the buyer’s perspective.
A seller may be surprised when the buyer
questions the validity of a prior S-election,
while a buyer may be concerned with mak-
ing or continuing a proper S-election. The
consequences of an invalid or inadvertently
terminated S-election can be numerous. An
invalid or terminated S-election by an entity
that would otherwise be treated as a sub-
chapter C corporation will require tax to
be paid at the entity level (and again at the
shareholder level if dividends are issued).
In addition, after termination, a corporation
is generally not permitted to reelect S-status
until the fifth taxable year after the termi-
nation.® If the identity of shareholders has
changed (e.g., due to estate planning or the
death of a prior shareholder), there is a risk
that a new shareholder does not qualify as
a valid S-corporation shareholder. This may
become problematic for grantor trusts when
grantor trust status terminates after the death
of the grantor. In such a case, an election to
be treated as an electing small business trust
(an “ESBT”) or a qualified subchapter S trust
(a “QSST”) must generally be made within
two years of the grantor’s death in order to
maintain the S-election made by the entity.*

There are late-election provisions avail-
able with respect to S-corporations in specific
instances. For example, Revenue Procedure
2004-35 provides a process to obtain auto-
matic relief for late shareholder consents
for spouses of S-corporation shareholders in
community property states. Revenue Proce-
dure 2013-30 provides the methods by which
taxpayers request relief with respect to late
S-elections, late qualified subchapter S sub-
sidiary elections, late ESBT elections, and late
QSST elections. Most recently, the IRS issued
Revenue Procedure 2022-19, which provides
guidance regarding issues that the IRS gen-
erally will not view as having invalidated
or terminated an S-corporation election, as
well as a procedure to provide retroactive
relief for “non-identical governing provi-
sions” that would otherwise result in an S-
corporation having more than one class of
stock. Although these revenue procedures
are valuable when elections have not been
properly or timely made, they are generally
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labor-intensive and it is more efficient to ad-
dress the necessary elections at the beginning
of a transaction.

F-Reorganization Timing

Timing considerations in F-reorganizations
are closely related to (and may overlap with)
concerns about the validity of S-elections.
In recent years, reorganizations under IRC
368(a)(1)(F)  (“F-reorganizations”)  have
become widely used in transactions in which
a closely held business taxed as an S-corpo-
ration is acquired by a private-equity buyer.
This type of transaction structure is often
advantageous for buyers and sellers because
it allows the buyer to take a stepped-up basis
in the target entity’s assets while also facili-
tating a tax-deferred rollover for the sellers
(the sellers can exchange their equity in the
target entity for interests in the buyer entity
as a means of continuing their investment in
the business).” Although these transactions
often occur on an accelerated timetable, it is
important that the steps necessary to com-
plete an F-reorganization occur in the cor-
rect sequence.’*® An error in sequencing the
transactions can trigger significant tax con-
sequences and other unexpected complica-
tions. Generally, the acquisition of a target
entity (“Target”) begins with the formation
of a new entity (“NewCo”) as a holding com-
pany. The Target shareholders contribute
their shares of Target to NewCo in exchange
for shares of NewCo in a transaction that
qualifies as a tax-deferred reorganization
under IRC 368(a)(1)(F). In connection with
this contribution, Target becomes a wholly
owned subsidiary of NewCo and NewCo
elects to treat Target as a qualified subchapter
S subsidiary (“QSub”) by filing Form 8869. In
many cases, the QSub election, which com-
pletes the F-reorganization, is followed by a
conversion of the QSub to a limited liability
company under a state conversion statute.
PLR 201724013 illustrates one key timing
issue that may arise in such transactions.” In
that case, Target's QSub election was made
after Target had been converted to an LLC.
As a result, Target was not a “domestic cor-
poration” at the time the election was made,
and the IRS determined that it was not an eli-
gible entity for purposes of making the QSub
election.® This fact would have rendered
the F-reorganization technically invalid.
Despite this technical problem, the taxpay-
er in this case was granted relief under IRC
1362(f) (Target’s QSub election was accepted

as valid) because the taxpayer successfully
established that the circumstances resulting
in the ineffective election were inadvertent.
Although relief was obtained for the taxpay-
er at issue, this ruling highlights the nuances
and risks involved in structuring an F-reor-
ganization. In practice, it is prudent to ensure
that a QSub election is made in a manner that
leaves a reasonable time before there is an
entity conversion. In every F-reorganization,
careful documentation and retention of cer-
tified mailing receipts and similar items are
advisable risk-mitigation strategies.

Potential IRC 83(b) Election
Requirements

Generally, under IRC 83(a), an individual
receiving property in exchange for services
must include the fair market value of the
property in gross income for the year in
which the recipient’s rights to the property
“are transferable or are not subject to a sub-
stantial risk of forfeiture.”* With respect to
grants of stock options and other types of
compensation that vest over time, the recipi-
ent will recognize the income as the benefits
vest. However, IRC 83(b) allows the recipi-
ent to elect to recognize all income in the
year of the transfer, regardless of the risk of
forfeiture.®” This may be an attractive option
in cases in which the property received is
expected to increase in value over time. In
connection with a section 83(b) election, the
transferor generally recognizes the entire
compensation expense deduction in the year
of the transfer. In a merger or acquisition
transaction involving a compensatory agree-
ment under which a selling member, partner,
or shareholder is required to provide future
services to the buyer and a “substantial risk
of forfeiture” exists, there may be IRC 83(b)
election issues. Many instances in which
these issues arise unexpectedly are due to
future service requirements imposed on sell-
ers. If the buyer of the entity ultimately resells
the acquired entity, this future sale may also
be affected by current elections regarding
IRC 83(b) as a future buyer may investigate
contingent compensation agreements and
review whether IRC 83(b) elections have
been properly made.

Taxation of Interest Earned on
Escrow Funds

Escrow accounts are common in merger and
acquisition transactions, and they provide
important financial protections for both par-
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ties during the post-closing period. Many
escrow accounts earn interest, but treatment
of this interest can lead to disagreements
between buyer and seller. Generally, a Form
1099-INT is issued to the buyer (thereby obli-
gating the buyer to report interest income
on its tax return), but the interest is actually
paid to the seller when the escrow funds are
released. Because of this imbalance, a buyer
may ask a seller to agree to pay the related
tax or include a provision in the agreement
requiring the seller to pay the tax. How-
ever, when the buyer takes a deduction for
the amount paid to the seller, the deductible
amount will typically include the interest.
This can create a buyer windfall in which the
buyer receives the double benefit of a deduc-
tion as well as a “reimbursement” for taxes.
If this issue is identified early in negotiations,
buyers and sellers can resolve it early in the
process. One approach that has been used to
avoid the problem is the use of a noninter-
est bearing escrow account, which often is an
agreeable option.

The foregoing discussion, while not
exhaustive, provides an overview of some
of the tax-related issues that Michigan busi-
ness law practitioners should consider when
navigating a merger or acquisition transac-
tion. Although experienced tax counsel is
always recommended in transactions, a basic
understanding and awareness of the types of
issues discussed above is helpful to any prac-
titioner, and may promote efficient issue-
spotting and resolution in many situations.
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Board Duties and Derivative
Actions in Michigan after

Murphy v Inman

By Justin G. Klimko

Owners of corporations and LLCs frequently
become embroiled in disputes that end up in
court. A threshold question often presented
is whether particular claims may be brought
individually or must instead be brought in a
derivative action. The answer may determine
whether a claim can survive a motion to dis-
miss.

Until recently, Michigan’s law regarding
the derivative/direct distinction started with
the presumption that a claim was derivative,
and then it examined whether the claim fit
a recognized exception to the presumption.
That changed with the Michigan Supreme
Court’s 2022 opinion in Murphy v Inman.?
The question is now evaluated under a much
simpler two-part analysis borrowed from
Delaware caselaw that should bring greater
clarity and understanding.

Nature of the Claim in Murphy

Murphy v Inman involved a claim by a former
shareholder of Covisint Corporation against
the board in connection with a cash-out merg-
er in which OpenText Corporation acquired
Covisint. In the merger, the Covisint share-
holders were forced to surrender their shares
in exchange for cash and ceased to have any
continuing interest in Covisint. Although the
merger was approved by a shareholder vote,
the plaintiff claimed that the shares were
sold on the cheap, asserting that the directors
violated their duty to procure the best avail-
able price for the shares.

The defendants sought dismissal on vari-
ous grounds, including that the case was de-
rivative in nature and that the shareholder
had failed to comply with the demand and
other procedural requirements applicable to
derivative claims, as discussed below. The
trial court granted dismissal on this ground
and the Court of Appeals affirmed.?

A unanimous Supreme Court reversed
and remanded the case to the trial court for
further proceedings. In a far-reaching opin-
ion with major implications for shareholder
litigation, the Supreme Court held that (i)

directors have common law duties to share-
holders that were not abrogated by the adop-
tion of the Michigan Business Corporation
Act, (ii) directors have a fiduciary duty to
maximize shareholder value in the context of
a cash-out merger, (iii) in determining wheth-
er an action is direct or derivative, Michigan
courts must apply a test adopted from Dela-
ware caselaw, and (iv) a shareholder claim
that directors breached their duties in a cash-
out merger by negotiating an inadequate and
unfair price may be brought directly.

Derivative Actions

In the corporation context, a derivative
action is one brought by a shareholder to
enforce corporate rights. The Michigan
Business Corporation Act (“BCA”) defines
it as “a civil suit in the right of a domestic
corporation or a foreign corporation that is
authorized to or does transact business in
this state.”* The Murphy court noted that
“...[A] suit to enforce corporate rights or to
redress injury to the corporation is a deriva-
tive suit; although it may be brought by the
shareholder, the action itself belongs to the
corporation.”®> Generally speaking, a suit to
enforce corporate rights “must be brought in
the name of the corporation and not that of a
stockholder, officer, or employee.”®

The BCA imposes certain requirements
on shareholders wishing to commence deriv-
ative actions. Most notable is the requirement
thata demand be served on the corporation to
take suitable action to address the claim.” The
shareholder must wait 90 days after serving
the demand prior to proceeding with the ac-
tion.® There are other requirements intended
to insure that the plaintiff is a proper repre-
sentative to pursue the corporate claim,’ and
provisions enabling the corporation to seek
dismissal of a derivative proceeding as not
in the best interests of the corporation.® All
of these provisions recognize that the claim
belongs to the corporation, that any recovery
will go to the corporation, and that the cor-
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poration generally has the right to assume ask (1) who suffered the alleged harm,
control of the claim. and (2) who would receive the benefit

Lo L . of any remedy recovered. The second
Distinguishing Actions question logically follows from the
If a claim may be brought directly, the pro- first. If the answer to both questions is
cedural and other requirements applicable to the corporation, the action is deriva-
derivative proceedings will not apply. Prior tive. If the shareholder suffers the
to Murphy, Michigan law treated all claims harm independent of the corporation
based on corporate behavior as derivative and receives the remedy rather than
unless they satisfied one of two exceptions. the corporation, the action is direct.™
As explained by the Murphy court: This greatly simplifies the approach to

Our Courts, in distinguishing between determining whether claims are direct or de-

a direct and derivative shareholder rivative. In applying the new test, the court

suit, have recognized two exceptions stated that the threshold inquiry is whether

to this general rule where (1) the indi- the plaintiff has demonstrated an ability to

vidual “has sustained a loss separate prevail without showing injury to the corpo-

and distinct from that of other stock- ration; if the answer is yes, then the answer

holders generally,” [citation omitted], to the second question logically follows be-

or where (2) the individual shows a cause the plaintiff will receive the benefit of  The BCA

“violation of a duty owed directly to the recovery.” In those cases, the action may .

the individual that is independent of be brought directly. 1IMPOSES

the corporation,” [citation omitted]." . certain

The Murphy court found fault with this Application in Cash-Out Merger . t
approach, because it started with a presump- ~ Context requirements
tion not justified analytically: Applying the newly articulated rule, the Ol

Therein lies the problem with the gen- court found that Murphy’s claim could be shareholders

eral rule-exception framework that brought directly and was not required to be ishi

Michigan courts have applied to dis- asserted in a derivative action. It found that ~ W1SIUIE to

tinguish direct and derivative actions the nature of the claim invoked the separate =~ COININENCE

brought by §hareholders. By assuming inte'rests of the shareho?ders, notigg that  dJerivative

that the claim belongs to the corpora- paying an inadequate price to acquire cor- ]

tion and then looking to whether an actions.

exception exists to permit the claim to
be brought directly, our courts over-
look the fundamental inquiry at the
heart of the distinction between direct
and derivative shareholder actions:
the nature of the wrong alleged by the
complaining shareholder.?

In other words, permitting a claim to
proceed directly only if it satisfies an excep-
tion to derivative treatment fails to consider
whether the claim is derivative in the first
place. If the claim is not a derivative claim, no
exception is needed. The prior Michigan ap-
proach failed to consider this threshold issue.

The Murphy Court instead looked to the
Delaware Supreme Court’s analysis in the
case of Tooley v Donaldson, Lufkin & Jenrette,
Inc.® Adopting the Tooley approach, the court
established a new rule in Michigan for ana-
lyzing whether shareholder claims may be
brought directly or only derivatively:

In sum, we hold that in order to dis-

tinguish between direct and derivative

actions brought by shareholders of a

corporation in Michigan, courts must

porate shares implicates no interests of the
corporation and that “the shareholders of the
target corporation suffer the harm directly
and exclusively.”'® The court also noted that
any remedy for an inadequate price would
have to go to the shareholders rather than
the corporation. Otherwise, OpenText would
receive a windfall, having paid too little to
acquire the corporation and then receiving
the damage award (presumably from insur-
ance), a result the court said “defies logic.”"”

Common Law Fiduciary Duties

The Murphy case involved fiduciary duties
owed by directors to shareholders, and
the court addressed the nature and source
of those duties. Plaintiff argued that the
Covisint directors owed him duties both
under the BCA and at common law. Defen-
dants countered that the BCA is the sole
source of any duties owed by directors, and
that any common law duties that may have
existed were abrogated by adoption of the
BCA."® The court determined that fiduciary
duties existed at common law and that direc-
tors owed those duties directly to sharehold-
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ers, in addition to duties owed to the corpo-
ration.”” Addressing the claim of abrogation,
the court stated “the mere existence of a stat-
ute does not necessarily mean that the Legis-
lature has exercised” its authority to replace
the common law and that “the overriding
question is whether the Legislature intended
to abrogate the common law.”* Analyzing
the Michigan General Corporation Act, in
existence prior to adoption of the BCA, and
the language of the BCA itself, the court con-
cluded that the statutes had never created
a right to a direct shareholder action and
so could not be deemed, by adoption of the
BCA, to have eliminated such a right by stat-
ute, and that the legislature had not other-
wise indicated an intent to abrogate common
law duties.* The court stated that while the
BCA “discusses the standard by which cor-
porate directors are to discharge their man-
agerial duties owed to the corporation .... It
does not inform us about the fiduciary duties
that directors owe to the shareholders....”” The
BCA simply does not address duties owed to
shareholders, and “[b]ecause the Legislature
is presumed to know that such duties exist
at common law, we will not infer whole-
sale abrogation of all common law fiduciary
duties from this silence.”?

Adoption of the Revion Standard

The Murphy case dealt with claims related
to a cash-out merger. The court recognized
that such transactions involve sale of control
of the corporation and in that context, the
duties of directors change. When consider-
ing such a transaction, “directors of the tar-
get corporation no longer perform purely
managerial duties on behalf of the corpora-
tion” but rather “are charged with negotiat-
ing the share price that the target corpora-
tion’s shareholders will receive as cash.”*
Where change of control is inevitable, there
is no longer any corporate strategy to pro-
tect or defend, and instead the directors are
charged with procuring the best price rea-
sonably available. The seminal case in this
regard is the 1986 Delaware Supreme Court
case of Revlon, Inc v MacAndrews & Forbes
Holdings, Inc,” which articulated the rule that
in this context, directors “must focus on one
primary objective —to secure the transaction
offering the best value reasonably available
for the stockholders.”?

Federal cases decided under Michigan
law have applied the Revlon standard,” but
Michigan courts have not previously done

so. The Murphy court specifically applied the
Revlon standard, stating:
In the context of a cash-out merger
transaction in which the decision to sell
the target corporation has been made,
directors of the target corporation must
disclose all material facts to sharehold-
ers regarding the merger and must
exercise their fiduciary duties with one
goal in mind: maximizing shareholder
value by securing the highest value
share price reasonably available.?®
This language specifically recognized that
common law fiduciary duties include a duty
of disclosure when shareholders are asked to
take action. This state law duty is in addition
to any duties of disclosure imposed under
federal securities laws and would apply even
to privately held companies without regis-
tered or tradable shares.

Conclusion

Murphy v Inman has ushered in new rules in
Michigan for determining whether an action
is derivative or direct. The new test abolishes
previous presumptions and asks two sim-
ple questions in analyzing the issue—who
was harmed, and who will benefit from any
relief? In the context of a cash-out merger,
the court recognized that a corporation has
no interest in who owns shares or how much
owners paid to acquire them; any breach
of duty in arriving at the price injures the
selling shareholders directly. Murphy also
explicitly applies the Revlon rule to contests
for change in control. This continues the line
of cases tracing back to Dodge v Ford Motor
Co?® that held a corporation is to be operated
primarily for its shareholders” benefit.

Though Murphy dealt with a cash-out
merger of a publicly held corporation, its
holdings have implications for privately held
companies and for noncorporate business
entities. There is no reason the two-part test
it adopted for classifying claims should not
be applied to actions involving other types
of entities, such as LLCs. Additionally, the
Supreme Court’s holding that common law
duties to shareholders were not abrogated by
adoption of the BCA also affects the relations
of directors and shareholders in privately
held corporations.
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Corporate Law Issues from a
National Perspective: An Essay on
a Director’s Duty of Oversight —
Caremark and Marchand*

By Gerard V. Mantese

“I Assure You, I am Spiritually and Emo-
tionally and Ethically and Morally in Favor
of Whoever Wins.”-- Stewie, Director of the
Waystar Royco Board of Directors, express-
ing his philosophy on conflicting positions of
directors in the television series, Succession.

Succession, the award-winning television
series, has riveted millions of viewers as
it depicts the intrigue and conflict among
the board of directors, the founder, and his
extended family members over the fate of the
company. Intergenerational disputes among
shareholders or LLC members often involve
bruising conflict over entity control, fortunes,
fame, and long-simmering emotions. This
conflict frequently places great stress on the
decision making of directors.

In fact, the U.S. is about to witness the
greatest transfer of wealth in its history, as
older generations are expected to transfer $61
trillion to their heirs between 2018 and 2042."
Part of this wealth transfer will undoubtedly
include interests in profitable, closely held
companies. This transition of power may, in
turn, create conflict among the shareholders
and differing views at the board level on the
direction and management of the company.
Will new owners, many of whom will elect
themselves as directors and officers, under-
stand their duties as directors and officers?
But whether a director is newly elected or
has served for decades, the director must un-
derstand these duties.

Directors are the architects of corporate
policy. They set goals, determine direction of
the company, hire and fire officers, and ulti-
mately control the fate of the company. They
wield great power in corporations. This ar-
ticle generally explores the specific duty of a
director under Delaware caselaw to conduct
oversight of the company’s executives, the

proper workings of the company, and the
company’s compliance with the law.

Fiduciary Duties of Directors

MCL 450.1541a
The fiduciary duties of directors in Michigan
are set forth both in statutes and by case-
law. While interestingly not using the words
“fiduciary duties,” MCL 450.1541a, in perti-
nent part, sets forth fiduciary duties of direc-
tors and officers as follows:
(1) A director or officer shall discharge
his or her duties as a director or officer
including his or her duties as a mem-
ber of a committee in the following
manner:
(a) In good faith.
(b) With the care an ordinarily prudent
person in a like position would exer-
cise under similar circumstances.
(c) In a manner he or she reasonably
believes to be in the best interests of the
corporation.?

Caselaw

Just last year, the Michigan Supreme Court
held that the Legislature “did not abrogate
directors’ common-law fiduciary duties owed
to the shareholders of a corporation” when
the Legislature codified directors” duties to
the corporation in MCL 450.1541a. Murphy
v Inman, 509 Mich 132, 157, 983 NW2d 354
(2022). Under the common-law, directors of
a corporation have fiduciary duties of good
faith, loyalty, transparency, and due care to
the shareholders. See, e.g., Murphy, 509 Mich
at 147 (citing Thomas v Satfield Co, 363 Mich
111, 118, 108 NW2d 907 (1961)); Murphy, 509
Mich at 148 (citing Reed v Pitkin, 231 Mich
621, 204 NW 750 (1925)); and Lumber Vil-
lage, Inc v Siegler, 135 Mich App 685, 695, 355
NW2d 654 (1984).2

*The author would like to thank Gregory A. Markel, Esq., Chair of the New York Litigation group and co-chair of the National
Commercial and Securities Litigation practice of Seyfarth Shaw LLP, for his peer review of this article.
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Directors also have a duty to manage the
corporation so “as to produce to each stock-
holder the best possible return for his invest-
ment.” Thompson v Walker, 253 Mich 126, 134-
35,234 NW 144 (1931).

Like many other states, Michigan often
looks to Delaware for guidance on matters of
corporate and LLC law. See, e.g., Murphy, 509
Mich at 149, fn 33 (“Delaware is commonly
understood to be the leading state on matters
of corporate law ...”). Therefore, this article
examines Delaware law* on an interesting
and still-developing issue of corporate law
dealing with the oversight duties of a direc-
tor to monitor the operations of a company.
This duty of oversight may be considered a
component of the duty of due care.

A “Caremark” Claim Premised on
a Duty of Oversight

In re Caremark Int’l Inc v Derivative Litig, 698
A2d 959 (Del Ch 1996), is a leading case deal-
ing with corporate governance. Caremark
involved a derivative suit against the direc-
tors alleging they breached fiduciary duties
by failing to exercise the duty to oversee the
actions of executives. Caremark Internation-
al was indicted for, and pled guilty to, mail
fraud arising out of, among other things,
improper referral payments made to physi-
cians and others to induce them to distribute
drugs that Caremark marketed. Caremark
paid fines and reimbursements of more than
$250 million.

The plaintiffs in Caremark filed a deriva-
tive action against the board, alleging that it
failed to have in place an information and re-
porting system that was “in concept and de-
sign adequate to assure the board that appro-
priate information will come to its attention
in a timely manner as a matter of ordinary
operations,” as to the possibly illegal refer-
ral relationships with physicians and others
who might recommend their medications.
Caremark, 698 A2d at 970.

The court stated that “such a test of li-
ability —lack of good faith as evidenced by
sustained or systematic failure of a director
to exercise reasonable oversight—is quite
high.” Id. at 971. Although the court found
that the case against Caremark’s board of
directors for failure to monitor was weak, it
approved the settlement as fair because the
board agreed to make modest but systemic
changes to its monitoring mechanisms. Care-
mark came to be known as a leading case in

this area. Yet, it has never been applied in
any reported Michigan appellate decision.

Marchand v Barnhill

More recently, a Caremark claim was
addressed in Marchand v Barnhill, 212 A3d
805 (Del 2019). In Marchand, the Delaware
Supreme Court permitted litigation to pro-
ceed against the directors of an ice cream
manufacturer on a theory of failure of over-
sight. In 2015, a widespread listeria out-
break occurred in which three people died.
The outbreak led the company to recall all
of its products, shut down production at its
plants, and lay off one-third of its workforce.
The company’s shareholders suffered major
losses and the company suffered a liquidity
crisis, which required it to accept a dilutive
private equity investment.

In assessing the duty of oversight, the Del-
aware Supreme Court noted that as the com-
pany made only a single product, ice cream,
it could only thrive if its products were safe to
eat. Yet, the complaint alleged that there was
no evidence of any system of information
flow to the board about either the hygiene of
its plants or correction of the issues that arose
with listeria and that the board did not have
a protocol or board meetings established
specifically devoted to food safety compli-
ance. The court held that bad faith is estab-
lished under Caremark, when “the directors
completely fail to implement ... or having
implemented such a system or controls, con-
sciously fail to monitor or oversee its opera-
tions thus disabling themselves from being
informed of risks or problems requiring their
attention.” Marchand, 212 A3d at 821. The
court concluded, “under Caremark, a director
may be held liable if she acts in bad faith in
the sense that she made no good faith effort
to ensure that the company had in place any
‘system of controls.”” Id. at 822. There, the
court stated: “As to the Caremark claim, we
hold that the complaint alleges particular-
ized facts that support a reasonable inference
that the Blue Bell board failed to implement
any system to monitor Blue Bell’s food safety
performance or compliance.” Id. at 809.

Under Marchand, then, boards are not
required to know everything, nor are they
required to prevent all misfortune from be-
falling the company. But they are required to
exercise reasonable diligence and good faith
in putting in place a system whereby they
receive a reasonable amount of information
about company operations, including wheth-
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er the company is complying with the law
and observing reasonable safety protocols.

Michigan Law

No Michigan state court appellate deci-
sion has yet applied Caremark or Marchand.
Whether Michigan will follow this line of
cases to enunciate a duty of oversight on the
part of directors remains to be seen. One can
argue, however, that such a duty is already
implicit in the fiduciary duty of due care and
good faith, which directors already have.

In any event, to the extent that a company
is engaged in illegal conduct, Michigan’s op-
pression statutes may also offer an avenue for
redress. For example, MCL 450.1489 provides
a shareholder with a cause of action against
directors, or those in control of the corpora-
tion, for conduct that is “illegal, fraudulent,
or willfully unfair and oppressive to the cor-
poration or to the shareholder.” See also MCL
450.4515, for analogous language applicable
to LLCs.?

Conclusion

The contours of the duty of oversight, as
stated by Caremark and Marchand, are not yet
crystallized. While Michigan has yet to spe-
cifically deal with these concepts, they may
be understood as related to directors” duties
of due care and good faith. Although the law
in Michigan regarding the duty to monitor
or investigate is not yet clarified, directors
would be well advised to act as if it is.®* With
this in mind, I leave you with this haiku.

Ignorance is bliss.
But for directors, not this.
Can be dangerous.

NOTES

1. The Wall Street Journal, July 2, 2021.

2. The balance of this statute sets forth safe har-
bors for directors and officers in exercising their fidu-
ciary duties.

3. See also Gerard V. Mantese, The Fiduciary Duty —
Et Tu, Brute? Mich B J 52 (Sept 2020). (https://mantese-
law.com/wp-content/uploads/2021/03/The-Fiduciaty-
Duty-Gerard-Mantese-MI-Bar-Journal-September-2020.
pdf).

4. It should be noted that New York also recog-
nizes a duty of oversight. See, e.g., Kravitz v Tavlarios, No
20-2579-cv (2nd Cir Nov 18, 2021).

5. Aleading case on MCL 450.1489 is Franks v
Franks, No 13-809-CBB (St Joseph County 2023), with
G. Mantese and 1. Williamson as co-lead counsel for
plaintiffs. After an 11-day Zoom bench trial, the cir-

cuit court found that “the management team and Board
acted in bad faith to withhold payment of dividends.”
The court ordered four of the individual defendants and
the company to pay damages to plaintiffs in the form of
a dividend totaling $2.1 million, including interest. The
court also ordered the appointment of an independent
outside director to the board. Prior to trial, the case gen-
erated Franks v Franks, 330 Mich App 69, 944 NW2d 388
(2019), where the Court of Appeals held that oppression
requires a showing of intentional conduct and that the
board of ditectors may not avail themselves of the busi-
ness judgment rule defense where oppression is shown.

6. Note that such claims might be covered by direc-
tors” and officers’ insurance. See MCIL 450.1561, discuss-
ing when a corporation may indemnify directors and
officers.
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Michigan Supreme Court Ruling
Greatly Limits Usury Savings
Clauses — What Soaring Pine
Means for the Future of Lending in

Michigan

By Shanika A. Owens, Joseph M. Kuzmiak, Laura E. Johnson and

Justin G. Klimko

A recent Michigan Supreme Court case has
greatly limited the effectiveness of so-called
“usury savings clauses” in loan agreements
and, in doing so, has not only increased lend-
ers’ risks regarding interest rates in loan or
credit agreements but also raised some ques-
tions for legal practitioners as to other topics
such as choice of law provisions and opinion
letters relating to loan arrangements.
Michigan, like most states, has usury stat-
utes that limit the interest lenders may charge
in lending transactions. Usury savings claus-
es are common to virtually all commercial
loan or credit agreements and are designed
to avoid violation of usury laws. They typi-
cally state that the parties do not intend to
charge interest above the legal limit and that
any amounts determined to exceed the legal
limit will instead be applied to principal or
will be refunded to the borrower. These types
of clauses may be triggered not because of a
blatant violation of usury laws by the setting
of a high interest rate but rather as a result
of other charges and fees being characterized
as “interest” and thus resulting in an overall
interest rate that is above the limit. Courts
have made clear that they will not be bound
by the labels that parties place on charges
and payments and may determine that items
labeled as something else (e.g., fees, equity
riders, reimbursements, etc.) should instead
be treated as interest. This reclassification,
along with changes in an external index on
which a floating interest rate is based, can
lead to violation of usury limits although un-
intended by the lending party. Usury savings
clauses are inserted in loan or credit agree-
ments to avoid this result. Historically, usury
savings clauses have been enforceable under
Michigan law. However, the recent Michigan

Supreme Court case of Soaring Pine Capital v
Park Street' changes this approach.

Soaring Pine involved a loan from a non-
bank lender to a company that used the
proceeds to “flip” houses in Detroit that
were subject to tax foreclosure—buy them,
renovate them, and sell them. The borrow-
er paid interest on the loan for a while but
then stopped paying, and the lender sued to
enforce the loan note. The note had a stated
interest rate of 20%, which was already very
high. In addition, there was a $50,000 “up-
front” fee, a $1000 per house “success fee,”
and other fees and charges. The borrower
alleged that the fees and charges constituted
disguised interest and, when added to the
stated interest rate of the loan, caused inter-
est on the loan to exceed 36%. The trial court
agreed and held that the fees and charges
constituted disguised interest, pushing the
effective interest rate above the 25% crimi-
nal usury limit specified in MCL 438.41. The
lender pointed to the usury savings clause in
the loan documentation, arguing that if re-
characterization of certain charges resulted
in a usurious interest rate, the clause should
be invoked to apply the excess interest to
payment on the principal.

The trial court agreed with the borrower
that the additional amounts caused the loan
to exceed usury limits but held that based on
the plain language of the contract, the usury
savings clause was enforceable, so the note
was not facially usurious. The trial judge
found that the lender had in fact violated the
criminal usury statute by collecting interest in
excess of the statutory limit, but that the note
did not on its face charge usurious interest be-
cause of the savings clause. As a result, the
trial court barred the lender from collecting
interest on the loan but did not bar collection
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of the principal amount of the loan. The par-
ties appealed and the Michigan Court of Ap-
peals affirmed. Both parties appealed to the
Michigan Supreme Court.

On appeal, the Michigan Supreme Court
addressed two issues under Michigan usury
law. The first is whether a court can enforce
a “usury savings clause,” and the second is
whether a lender commits a crime if it seeks
to collect an unlawful interest rate by suing
to enforce an agreement.

With respect to the first issue, the Su-
preme Court reversed the lower court and
the Court of Appeals and held that the usu-
ry savings clause was not enforceable. “[A]
usury savings clause is ineffective if the loan
agreement otherwise requires a borrower to
pay an illegal interest rate ... even if some of
the interest is labeled something else, such as
a’fee’ or ‘charge.””? Much of the court’s anal-
ysis on this issue focused on public policy
concerns, with the court ultimately finding
that enforcement of the usury savings clause
would be contrary to public policy, noting
“[e]nforcing a usury savings clause in this
circumstance would undermine Michigan’s
usury laws because it would nullify the stat-
utory remedies for usury, thereby relieving
lenders of the obligation to ensure their loans
have a legal interest rate. In short, a lender
cannot avoid the consequences of contracting
for a usurious interest rate simply by includ-
ing a savings clause in the contract.”® The
court emphasized the risk that a rate will be
found usurious (because, for example, charg-
es or fees are recharacterized as interest) falls
on the lender, which the court found “consis-
tent with longstanding Michigan public poli-
cy that protects borrowers from excessive in-
terest rates by placing the primary burden on
the lender to know and comply with the law
when imposing interest, fees, and charges on
aloan.”

The court also rejected defendant’s con-
tention that the usury limits should not be
applied in the case of sophisticated transac-
tion parties. The court found no basis in the
statutes or in applicable caselaw for such a
distinction. Again, the court relied on public
policy in protecting borrowers from unlaw-
ful interest rates.

Although the court was not willing to
give effect to the usury savings clause at is-
sue in Soaring Pine, it did recognize that sav-
ings clauses may be given effect when events
outside of the parties’ control cause interest
rates to increase. The court found applica-

tion under these limited circumstances to be
consistent with public policy to permit the
lender to recover at the maximum legal rate.
This exception might apply, for example,
when interest rates are tied to outside indices
such as SOFR, independent prime rates, or
Federal Reserve rates.

With respect to the second issue, the court
held that suing to recover an illegally high in-
terest rate is not, by itself, a violation of the
criminal usury statute. The court stood on
the principle of “free access to the courts”
and aimed to avoid chilling effects on plain-
tiffs seeking to recover in collection suits. The
court preferred that lenders use judicial pro-
ceedings, where courts presumably would
protect borrowers from overreach, to self-
help remedies.

The Michigan Supreme Court declined to
rule on whether the fees and charges in the
case at hand were in fact usurious and re-
manded the case to the trial court to deter-
mine whether the note was usurious on its
face

A Historical Look at Michigan
Usury Law

Like most states, Michigan has usury statutes
that have been in place for many years and
reflect public policy concerns. The statutes
protect necessitous borrowers by prohibiting
lenders from charging or collecting interest
rates above prescribed rates.

Included among the suite of usury provi-
sions in Michigan law is Michigan’s crimi-
nal usury statute, MCL 438.41, under which
a lender is guilty of criminal usury when it
knowingly charges or collects interest at a
rate exceeding 25%. A lender found guilty of
criminal usury may face imprisonment of up
to five years in addition to $10,000 in fines.
MCL 438.32 bars lenders who impose a usu-
rious interest rate from recovering any inter-
est, fees, delinquency or collection charges,
attorneys’ fees, or court costs from the bor-
rower. The borrower who was subjected to
the usurious interest rate is entitled to re-
cover attorney’s fees and court costs from
the lender. Additionally, if a lender is found
to have knowingly charged a usurious inter-
est rate, application of the wrongful-conduct
rule may lead to the inability to recover prin-
cipal as well as interest. For these and oth-
er reasons, parties to a loan, and especially
lenders, strove to comply with usury laws
in setting the terms of the loan and structur-
ing the transaction. However, usury savings
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clauses provided a level of protection in the
event that other fees or charges were reclas-
sified or extraneous events occurred increas-
ing the interest rate.

Prior to the Michigan Supreme Court’s
ruling in Soaring Pine, courts interpreting
Michigan’s usury statutes have generally
held usury savings clauses to be effective
in preventing loan agreements from being
facially usurious. The Bankruptcy Court of
the Eastern District of Michigan held that a
usury savings clause in a promissory note,
which provided that the interest charged
could not exceed the maximin rate per Michi-
gan’s usury statutes, prevented the loan from
being facially usurious.® The Michigan Court
of Appeals arrived at a similar conclusion in
reviewing a usury savings clause in a prom-
issory note that was charging an effective in-
terest rate of 27.5%. In finding that the note
was not usurious on its face, the court said its
conclusion was supported by the plain lan-
guage of the note as “contracts must be con-
strued so as to give effect to every word or
phrase as far as practicable.”® The court add-
ed that “[t]o find the promissory note to be
usurious on its face, we would have to ignore
the qualification regarding the interest rate.””

Michigan law has long recognized the
principle of freedom of contract and enforce-
ment of contracts as written. “If the contrac-
tual language is unambiguous, courts must
interpret and enforce the contract as written,
because an unambiguous contract reflects
the parties” intent as a matter of law.”® The
Michigan Supreme Court in Rory v Continen-
tal Ins Co® held that:

Unless a contract provision violates law

or one of the traditional defenses to the

enforceability of a contract applies, a

court must construe and apply unam-

biguous contract provisions as written.

We reiterate that the judiciary is with-

out authority to modify unambiguous

contracts or rebalance the contractual
equities struck by the contracting par-
ties because fundamental principles

of contract law preclude such subjec-

tive post hoc judicial determinations

of “reasonableness” as a basis upon

which courts may refuse to enforce

unambiguous contractual provisions.

However, the Michigan Supreme Court’s
ruling in Soaring Pine demonstrates that con-
tractual provisions that violate public policy
will not be enforced.

Take Away—Caution to Lenders

The Soaring Pine opinion means that the risk-
mitigating effects of usury savings clauses,
on which lending parties previously relied,
have been significantly compromised. This
may be particularly true in debt tranches
below senior bank debt (such as mezzanine
debt or debt provided by nonbank lenders),
which often carry higher rates of interest.
Lenders will want to check loan details and
may need to restructure current contracts to
ensure the documents are not facially usuri-
ous. Lenders already had the burden to draft
agreements that would not violate usury
laws, and as a result of the holding in Soar-
ing Pine and the additional burden placed on
lenders, the volume of lending in Michigan
may be affected.

For lenders subject to Michigan law, a
violation of usury laws may result in signifi-
cant criminal and civil penalties. Criminal
penalties include imprisonment of up to five
years and fines of up to $10,000. Civil usury
penalties include the waiving of interest and
the borrower’s recovery of attorneys’ fees. In
addition, application of the wrongful-con-
duct rule may lead to the inability to recover
principal as well as interest.

Potential Effect on Legal Opinion
Letters

It has long been customary, in connection
with commercial loan transactions, for bor-
rower’s counsel to deliver to the lender a
legal opinion addressing various matters.
The opinion letter addresses the recipient’s
concerns on certain legal matters affecting
the borrower and the transaction itself, while
the borrower’s own representations and war-
ranties in the loan agreement provide com-
fort on factual matters.”® Opinion prepar-
ers should not deliver an opinion that may
mislead the opinion recipient regarding any
matter the opinion addresses."

One of the key elements of such an opin-
ion letter is the so-called “enforceability”
opinion in which the opinion giver opines,
subject to certain assumptions and qualifica-
tions, that the loan documents are enforce-
able in accordance with their terms. Over
the last several decades, a significant body of
literature has developed regarding the mean-
ing and interpretation of legal opinions in
business transactions. National groups such
as the TriBar Opinion Committee and the
ABA Business Law Section Legal Opinions
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Committee, as well as various state organiza-
tions," have issued reports.®

The literature notes that as a matter of
customary practice an enforceability opinion
is understood to cover the enforceability of
each and every provision of a loan agree-
ment" (subject to any stated exceptions).
This includes the provisions relating to inter-
est. Opining attorneys often take exceptions
for usury provisions because of the uncer-
tainty over which items, in addition to stated
interest, a court would determine to consti-
tute interest covered by usury statutes. Such
an exception, however, typically only relates
to whether the interest charged will be en-
forceable under existing usury laws. It does
not speak to the enforceability of the usury
savings clause, which is an independent con-
tractual provision. Put differently, the typical
exception says, colloquially, “we don’t opine
on whether the interest you receive will ex-
ceed the permissible limits under applicable
usury laws.” It does not say “we don’t opine
on whether a court will apply the usury sav-
ings clause to avoid violation of usury laws.”
Given the Soaring Pine opinion, in various
loan transactions, opinion givers may wish
to consider both a traditional usury excep-
tion and an exception for enforcement of the
savings clause.

The Use of Choice-of-Law
Provisions in Conjunction with
Usury Savings Clauses

The rules governing which state’s law will
apply to a dispute can be complex. Contract
parties will often include a choice-of-law
provision in their agreement to specify which
jurisdiction’s laws will govern interpretation
of the agreement. The typical commercial
loan agreement specifies the governing law
of the lender’s home jurisdiction. Can such
a provision be effective to avoid the applica-
tion of the Soaring Pine decision and preserve
the validity of a usury savings clause?
Michigan generally follows the Restate-
ment 2d Conflict of Laws (the “Restate-
ment”) regarding choice of law." Section
187 of the Restatement says generally that a
court will respect the parties’ choice of law,
unless (i) the chosen state has no substantial
relationship to the parties or the transaction
and there is no other reasonable basis for the
choice, or (ii) application of the law of the
chosen state would be contrary to a funda-
mental policy of a state which has a materi-
ally greater interest than the chosen state in

the determination of the particular issue and
which would be the state of the applicable
law in the absence of an effective choice of
law by the parties. Federal courts constru-
ing Michigan law have noted that “Michigan
choice-of-law rules and general equitable
choice-of-law policies support enforcing par-
ties” agreed-upon choice-of-law clauses ab-
sent any strong public policy concerns to the
contrary.”'® Furthermore, there is a balanc-
ing act between the parties” expectations and
the states” public policy concerns. “Michigan
[choice-of-law] rules ... require a court to bal-
ance the expectations of the parties to a con-
tract with the interests of the states involved
to determine which state’s law to apply.”"
Some courts have upheld a choice-of-law
provision even when it was evident that the
party was evading usury laws.’®

The Sixth Circuit has explained that, in
choice-of-law disputes,

[t]he fact ... that a different result might

be achieved if the law of the chosen

forum is applied does not suffice to

show that the foreign law is repugnant

to a fundamental policy of the forum

state. If the situation were otherwise,

and foreign law could automatically be
ignored whenever it differed from the
law of the forum state, then the entire
body of law relating to conflicts would

be rendered meaningless.”

Nonetheless, the Restatement recognizes
that public policy considerations may lead to
disregarding a choice-of-law provision and
applying a different law. Due to the public
policy issues cited by the Michigan Supreme
Court in Soaring Pine, there is a strong pos-
sibility that a lender attempting to enforce a
usury savings clause against a Michigan bor-
rower in a Michigan court would be unable
to rely on a choice of law provision specify-
ing another state’s law as governing (for ex-
ample, New York law). Borrowers can be ex-
pected to argue that application of a choice-
of-law clause that would result in enforce-
ment of a savings clause that would violate a
fundamental public policy of Michigan law.?
The Michigan Supreme Court noted in Soar-
ing Pine that “courts have a duty to refuse to
enforce a contract that is contrary to public
policy.”*

A key factor in such a case may be venue.
New York has a law* providing that a choice
of law provision in an agreement designating
New York law is valid, even if the agreement
has no reasonable relation to the state, pro-
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vided that the transaction is valued at a mini-
mum of $250,000.2 A New York court would
enforce the choice-of-law provision in a loan
agreement that meets that threshold.

Applicability to Corporate
Borrowers

Another question raised by Soaring Pine is
whether the holding of the court with respect
to usury savings clauses would similarly
apply in a case where the borrower is a cor-
poration (the borrower in Soaring Pine was a
limited liability company). In its decision, the
court noted that section 212 of the Michigan
Limited Liability Company Act* provides
that a domestic or foreign limited liability
company may agree in writing to pay any rate
of interest so long as not in excess of the crimi-
nal usury limit. This language supported the
Supreme Court’s argument that regardless
of sophistication of the parties involved in
a transaction, the defendant limited liability
company cannot agree to interest rates above
the criminal usury rate. The analogous pro-
vision of the Michigan Business Corporation
Act does not contain this same qualification.
Rather, it provides that a domestic or foreign
corporation may, by agreement in writing,
agree to pay a rate of interest in excess of the
legal rate, and the defense of usury is pro-
hibited.” The statute does not include any
caveat or condition that the agreed rate may
not exceed the criminal usury limit. It is pos-
sible that a corporation borrower would be
unable to assert usury as a defense to pay-
ment in a similar case. However, it should be
noted that Michigan’s criminal usury statute
prohibits charging or taking interest exceed-
ing 25%, so a lender could commit a criminal
violation of the statute even if the borrower
could not assert usury as a defense. Given
the court’s emphasis in Soaring Pine on pub-
lic policy and the dismissal of any distinction
between sophisticated and “unsophisticat-
ed” parties to a transaction, it seems unlikely
that the structure of a borrower (corporation
vs. limited liability company) would enable
a lender to avoid violating the statute by vir-
tue of a savings clause, regardless of the bor-
rower’s defenses.
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Case Digests

Prepared by *Tala Dahbour

MSSC, Inc v Airboss Flexible Prods Co, No
163523, _  Mich__,  NW2d __ (July
11, 2023)

MSSC, Inc., a Tier-1 automotive supplier, alleged anticipa-
tory breach of contract against its supplier Airboss Flexible
Products Co, a Tier-2 automotive supplier. Airboss moved
for summary disposition and argued that the purchase
order (PO) failed to satisfy the Uniform Commercial Codes’
statute of frauds, MCL 440.2201(1), and therefore, was not
an enforceable contract under the statute. The trial court
granted summary disposition in favor of MSSC, holding
that the PO was a “blanket” order containing a “quantity
term,” satisfying MCL 440.2201(1). The court of appeals
affirmed. On appeal to the Michigan Supreme Court, the
court reversed and remanded the court of appeals deci-
sion, holding that a “blanket” order alone does not satisfy
MCL 440.2201(1) and that Great Northern Packaging, Inc v
General Tire & Rubber Co, 154 Mich App 777,399 NW2d 408
(1987) is overruled to the extent that it held to the contrary.

MCL 440.2201(1) provides for the enforcement of con-
tracts for the sale of goods worth $1,000 or more where
the contract is in writing and a quantity of goods is also
included in the writing. A requirements contract between
a supplier and manufacturer outlines that the seller agrees
to supply all of the goods purchaser requires. However,
a requirements contracts must include a quantity term
which is set in good faith and is not disproportionate to
any provided estimate. MCL 440.2306(1). Alternatively,
a release-by-release contract provides the seller with the
opportunity to reject orders when releases are issued and
not accepted. In other words, the contract expires with the
refusal of a new release.

The contract at issue did not include a quantity term
and instead stated that MSSC would issue releases. Be-
cause the PO did not include any specifics as to the quan-
tity term, parol evidence could not be used to discern one.
Therefore, the trial court erroneously relied on Cadillac
Rubber & Plastics, Inc v Tubular Metal Sys, LLC, 331 Mich
App 416, 952 NW2d 576 (2020). Further, the requirement
of “good faith and fair dealing,” and the 2015 “value add
provision” did not create a requirements contract where
there was no specified quantity term. The case is vacated
and remanded to the Court of Appeals and Great Northern
Packaging, Inc is overruled to the extent that it holds that
“blanket” qualifies as a quantity term.

Davis v BetMGM, LLC, No 363116, ___ Mich
App__, ___NW2d ___ (Sept 28, 2023)
Plaintiff won approximately three million dollars play-
ing defendant’s online game, Luck O" the Roulette. After
Plaintiff withdrew $100,000 of her winnings, defendant

*Tala Dahbour is a staff attorney at the Institute of
Continuing Legal Education.

determined that plaintiff’s win was caused by an error in
the game and refused to issue plaintiff further winnings.
Plaintiff then filed suit, alleging claims of fraud, conver-
sion, and breach of contract. One month after filing suit,
plaintiff filed a patron dispute with the Michigan Gam-
ing Control Board (MGCB). Subsequently, defendant filed
a motion for summary disposition under MCR 2.116(C)
(4), arguing that the MGCB had primary jurisdiction over
plaintiff’s claims, and that plaintiff had failed to exhaust
her administrative remedies as outlined under the Law-
ful Internet Gaming Act (LIGA), MCL 432.301 et seq. The
MGCB issued a letter to plaintiff's attorney stating that
an investigation would be conducted by the board and, if
necessary, an appropriate remedy under the Administra-
tive Procedures Act would apply. The note also clarified
that, “MGCB investigations are not intended to deter-
mine the merits of any outstanding dispute or litigation,”
prompting plaintiff to argue that the letter indicated that
the MGCB lacked jurisdiction over her claims. The circuit
court disagreed, granting defendant’s motion for sum-
mary disposition and holding that LIGA preempted plain-
tiff’s claims. Plaintiff then filed a motion for reconsidera-
tion and provided the court with a letter from the MGCB
addressed to the defendant, finding violations of MGCB
rules, but stopping short of enforcing any disciplinary
action against the defendant. The circuit court denied the
motion for reconsideration and the plaintiff appealed.

The Court of Appeals set out to determine whether
the legislature intended that LIGA provide the exclusive
remedy for plaintiff’s claims. With a lack of case law in-
terpreting LIGA, the court looked to cases interpreting the
Michigan Gaming Control and Revenue Act (MGCRA) for
guidance. In Kraft v Detroit Entm’t, LLC, 261 Mich App 534,
540, 683 NW2d 200 (2004), the court found that language
under MGCRA stating, ““[a]ny other law that is incon-
sistent with this act does not apply to casino gaming as
provided for by this act,” precluded inconsistent common-
law actions. Kraft, 261 Mich App at 546. LIGA contains a
similar provision under MCL 432.304(3), “[a] law that is
inconsistent with this act does not apply to internet gam-
ing as provided for this act.” Further, like MGCRA, LIGA
“prescribes in detail a course of conduct to pursue and the
parties and things affected, and designates specific limita-
tions and exceptions.” Kraft, 261 Mich App at 545. There-
fore, applying the reasoning in Kraft, the court of appeals
held that, despite the unfavorable outcome for plaintiff,
plaintiff’s claims contradicted MGCB’s authority under
LIGA to regulate all aspects of internet gaming. The deci-
sion of the circuit court is affirmed.

Department of Agric & Rural Dev v Zante,
Inc,No 363515,  MichApp __, Nw22d
____(Sept 21, 2023)

Despite a November 2020 Michigan Department of Health
and Human Services (MDHHS) order prohibiting indoor
dining, defendant continued operating her restaurant in
the midst of the COVID-19 pandemic. After a warning, the
Michigan Department of Agriculture and Rural Develop-
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ment (MDARD) suspended defendant’s food license pur-
suant to MCL 289.4125(4). The suspension was continued
in a February 2021 order by an administrative law judge.
MDARD then filed for injunctive action in circuit court to
stop defendant from continuing to operate her business
without a license. The circuit court, after issuing a tempo-
rary restraining order, proceeded to issue a preliminary
injunction, both of which did not stop defendant from
operating her business. As a result, the circuit court had
entered two contempt judgements against defendant and
issued a permanent injunction against defendant.

Defendant filed an action to set aside the contempt
judgements and request for a refund of damages, costs,
and fees incurred as a result. The circuit court denied
defendant’s motion and the court of appeals affirmed.
MDARD then sought summary disposition in circuit court
and defendant moved for declaratory judgement to dis-
miss, vacate, void, and set aside the case and award dam-
ages. The circuit court entered judgment for MDARD and
denied defendant’s motion.

Defendant appealed, citing the unconstitutionality of
the November 2020 MDHHS order. The court of appeals
reasoned that because defendant did not appeal the ad-
ministrative order suspending her food license, the court
lacked subject matter jurisdiction. Consistent with Johnson
v White, 261 Mich App 332, 346, 682 NW2d 505 (2004), the
court held that a when a constitutional issue is intermin-
gled with issues properly before an administrative agency,
all administrative remedies must be exhausted. However,
defendant failed to challenge the validity of the order dur-
ing administrative proceedings, thereby foreclosing on the
circuit court’s review of constitutionality of an agency’s ac-
tions. The decision of the circuit court is affirmed.

Vectren Infrastructure Servs Corp v
Department of Treasury, No 163742,
Mich ___,  Nwa2d __ (July 31, 2023)

Minnesota Limited, Inc (ML), a company retained to assist
in a Kalamazoo oil spill in 2010, sold its assets to Vectren
Infrastructure Services Corporation in March 2011, treat-
ing the sale as a sale of its assets under the federal tax code.
Pursuant to an audit, the Department of Treasury (DoT)
found that ML had improperly included its gain from the
sale of its assets in the sales-factor denominator under MCL
208.1303, thereby overstating the company’s total sales
and limiting tax liability under the Michigan Business Tax
Act (MBTA). DoT’s audit resulted in a sales factor increase
from 14.9860% to 69.9761%, denying ML’s request for an
alternative apportionment for the short year. Vectren sued
the DoT, alleging that the DoT improperly assessed a tax
deficiency against the company and raising claims under
the Equal Protection, Due Process, and Commerce Clauses
of the Constitution.

The Court of Claims granted summary disposition in
favor of the DoT, holding that the sale constituted “busi-
ness income” as defined under the MBTA. The Court of
Appeals reversed, finding that ML was entitled to an al-

ternative apportionment. The Supreme Court vacated
the Court of Appeals decision and remanded the case to
the Court of Appeals on the question of whether the DoT
properly calculated and applied the apportionment for-
mula. The case was remanded to the Court of Claims as
to whether Vectren's inclusion of the sale of the business’s
tangible and intangible assets in the denominator of the
sales factor was proper. The Court of Claims found it to
be improper. Vectren, once again, appealed to the Court of
Appeals, which once again held that Vectren was entitled
to an alternative apportionment formula, citing an abuse
of Michigan’s taxing powers.

On appeal, the Supreme Court held that the DoT prop-
erly included income from an asset sale in the tax base
apportionment formula under MCL 208.1201(2). It was
inappropriate to include the asset sale in either the sales-
factor numerator or denominator as the income does not
qualify as “sales” pursuant to the definition under MCL
208.1115(1). Furthermore, the company’s intangible in-
come was properly taxed because the record showed ad-
equate connections between Michigan and the company
both before and after the sale. Therefore, absent clear and
cogent evidence to the contrary, the DoT properly applied
the tax base apportionment formula under the MBTA.
Further, the DoT’s determination did not offend the state’s
taxing power, the due process clause, or the commerce
clause of the constitution because the MBTA apportion-
ment formula is both internally and externally consistent
and ML failed to show that the business activity attributed
to Michigan was out of proportion to the business trans-
acted in the state. The judgement of the Court of Appeals
is vacated and the case is remanded to the Court of Claims.
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