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From the Desk of the Chairperson
By  Marguerite M. Donahue
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Debtor-creditor issues are the focus 
of this excellent issue of the Michigan 
Business Law Journal. The Michigan 
legislature recently adopted signifi-
cant amendments to the Michigan 
Uniform Commercial Code that will 
be effective July 1, 2013. Joseph McGill 
explains important amendments to the 

Code that set forth new requirements for the proper way 
to identify individual debtors in UCC financing state-
ments. These amendments provide needed simplicity 
and predictability for both filers and searchers.

Brian Phillips and Scott Eisenberg discuss the psy-
chology, motivation, and methods of bank fraud perpe-
trators in several case studies, and the three elements 
that fraud experts agree are present in most cases of 
bank fraud. Messrs. Phillips and Eisenberg also high-
light five techniques to reduce bank fraud that will be 
useful to you and your lender clients.

The other articles in this issue address bankruptcy 
law issues. Judy Calton and Daniel Linna discuss the un-
certainty created by the United States Supreme Court’s 
Stern v Marshall decision, in which the court decided a 
bankruptcy court lacked authority to finally determine 
certain core proceeding counterclaims against the es-
tate. Ms. Calton and Mr. Linna provide valuable tips 
to practitioners in how to draft pleadings, shape pro-
ceedings, and interact with opposing counsel in light of 
the Stern decision. Lisa Mullen and Heather McGivern 
explain what bankruptcy counsel to consumer debtors 
need to know about Revised Federal Bankruptcy Rule 
3001 and new Federal Bankruptcy Rule 3002.1. In their 
article discussing In re TOUSA, Paul Hage and Richard 
Kruger warn that upstream guarantees given by a sub-
sidiary to support a parent entity’s obligations may not 
be enforceable, especially when given within two years 
before a bankruptcy filing. This article explores reason-
ably equivalent value through indirect benefits as a de-
fense to upstream guarantee challenges in Michigan and 
the Sixth Circuit. Daniel Morley and Megan VerMerris 
suggest the law and theories under which a building 
contractor who violates the Michigan Building Trust 
Fund Act may be unable to discharge in bankruptcy the 
amounts owing to its unpaid laborers, subcontractors, 
and materialmen.

In addition to enjoying these informative articles, 
please mark your calendars for the Section’s 25th Annual 
Business Law Institute to be held on Friday, June 7 at the 
JW Marriott Hotel in Grand Rapids. To celebrate the 25th 
anniversary of the Institute, a panel comprised of pre-
eminent Michigan business lawyers will reflect on sig-
nificant developments that have shaped the landscape 
of business law practice and provide expert advice and 
perspective on what is next for Michigan businesses.

The Institute will also feature a multi-segment case 
study on advising successful entrepreneurial clients. 
The case study will include the following topics:
•	 Handling Shareholder Disputes. With increased 

success often comes an increase in disputes 
among shareholders. Prepare to handle share-
holder disputes if and when they arise. Explore 
issues such as minority shareholder oppres-
sion, inspection rights and available remedies.

•	 Intellectual Property Issues. For many clients, 
intellectual property is among the company’s 
most important assets. Gain a better under-
standing of who actually owns IP and how IP 
assets are valued.

•	 Implications of the JOBS Act. Raising capital is an 
important issue for the growing business. The 
JOBS Act affects private offering exemptions, 
crowdfunding and IPOs. Obtain an overview of 
this important legislation and understand how 
it will affect your clients who need to raise capi-
tal.

•	 Negotiating the Venture Capital Term Sheet. Rep-
resenting a growing business may entail nego-
tiating a venture capital term sheet. Review the 
terms contained in venture capital term sheets 
in the current marketplace, including voting 
rights, dividends, and indemnification.

As in years past, the popular business legislation and 
caselaw updates will also be presented at this year’s In-
stitute. As always, the Institute will offer the opportu-
nity to spend time with seminar faculty, Section council 
members, fellow registrants, and friends at the recep-
tion and annual Section dinner following the program. I 
look forward to seeing you there!
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Corporation, Securities, 
and Commercial Licensing 
Bureau
The Bureau of Commercial Services 
(BCS) is being renamed as the Cor-
porations, Securities and Commercial 
Licensing Bureau effective February 
1, 2013. In September 2012, Gover-
nor Rick Snyder issued Executive 
Order 2012-13 transferring the Secu-
rities Division from the Office of 
Financial and Insurance Regulation 
to the Department of Licensing and 
Regulatory Affairs (LARA).1  This 
change, effective on November 5, 
2012, afforded LARA the adminis-
trative ability to assign the Securities 
Division to another agency within the 
department.

The Securities Division adminis-
ters the Michigan Uniform Securities 
Act and the Living Care Disclosure 
Act, regulating securities offerings, 
broker-dealers, securities agents, in-
vestment advisers, investment ad-
viser representatives, and living care 
facilities. The Division is committed 
to educating and protecting Michi-
gan investors and consumers while 
promoting capital formation. 

LARA assigned the Securities Di-
vision to the BCS to foster efficiencies 
in both the Securities Division and 
the other areas of BCS and to capital-
ize on the common regulation and 
licensing responsibilities located in 
BCS. BCS is committed to ensuring 
that the Securities Division maintains 
efficient, effective, and fair regulation 
of individuals and entities in the se-
curities industry. To integrate the Se-
curities Division into the Bureau, BCS 
is being reorganized. 

Two administrative law special-
ists have been added to the Bureau’s 
administrative area and will primar-
ily work on securities related issues. 
The Securities Division will be reor-
ganized and the Licensing & Produc-
tion Section will be renamed Securi-
ties Division with Diane Bissell as 
the Securities Division director. The 
Investigation and Examination Sec-
tions will become part of the Bureau’s 
Enforcement Division and Audit Sec-
tion, respectively. Barrington Carr 

is the Enforcement Division direc-
tor and Timothy Teague is the audit 
manager. 

The Securities Division is cur-
rently located in Constitution Hall 
in downtown Lansing. The Depart-
ment of Technology, Management 
and Budget (DTMB) will be requiring 
the Securities Division to vacate Con-
stitution Hall to begin the re-stacking 
process of state-owned buildings. 
In conjunction with the Bureau’s re-
organization and vacating Consti-
tution Hall, the Securities Division 
will move to 2501 Woodlake Circle, 
Okemos, and the Bureau’s Enforce-
ment Division and Audit/Examina-
tion Division will move from 2501 
Woodlake Circle to auxiliary space. 
All indications are that the physical 
location changes should occur in late 
winter or early spring 2013.  

The Bureau will be revising forms, 
certificates, and web page to reflect 
the new Bureau name. Current forms 
will, however, continue to be accept-
ed. A new form will be developed for 
securities complaints and posted on 
the website as soon as it is available. 
Updated contact information for the 
Bureau and the various Divisions and 
Sections will be posted on the website 
as the changes occur. 

The repealed “Uniform Securi-
ties Act,” 1964 PA 265, MCL 451.501-
.818, continues to apply in several 
instances. All effective registrations, 
administrative orders related to reg-
istrations, statements of policy, in-
terpretative opinions, declaratory 
rulings, no action determinations, 
and conditions imposed on registra-
tions under the prior act remain in 
effect for the same time period as if 
2008 PA 551 had not been enacted.  In 
addition, section 31 of the Adminis-
trative Procedures Act, MCL 24.231, 
provides that when a law authorizing 
or directing an agency to promulgate 
rules is repealed and substantially the 
same rule-making power or duty is 
vested in agency by a new provision 
of law, the existing rules continue in 
effect until amended or rescinded. 
Rule making authority in section 605 
of the Uniform Securities Act (2002), 
MCL 451.2605, provides substantially 

the same rule making power as under 
the predecessor act. Review of the 
existing rules, transition orders, and 
rules previously drafted under 2008 
PA 551 is being conducted and op-
tions are being considered regarding 
adoption of rules to carry out duties 
under Uniform Securities Act (2002). 

Professional Service 
Corporations and 
Amendments to Business 
Corporation Act
Senate Bill 1320, Public Act 569 of 2012 
effective December 31, 2012, repeals 
the Professional Service Corporation 
Act and amends the Business Corpo-
ration Act (BCA) to add chapter 2A, 
which permits the formation of a pro-
fessional service corporation under 
the BCA. A definition added to sec-
tion 109 defines “services in a learned 
profession” as “services provided to 
the public by a dentist, an osteopathic 
physician, a physician, a surgeon, a 
doctor of divinity or other clergy, or 
an attorney-at-law.” Sections 201(3) 
and 281(1) clarify that a corporation 
providing professional services that 
are not services in a learned profes-
sion may elect to organize as a pro-
fessional corporation and be subject 
to requirements applicable to pro-
fessional corporations or may incor-
porate as a corporation that is not 
required to comply with Chapter 2A. 
Provisions in Chapter 2A generally 
include the same provisions as were 
in the Professional Service Corpora-
tion Act, albeit with some revisions.

A professional corporation must 
include names and addresses of 
shareholders on its annual report 
and certify that each shareholder is 
a licensed person in one or more of 
the professional services provided by 
the professional corporation and that 
the corporation meets the require-
ments of Chapter 2A. “Licensed per-
son” is defined in section 282, MCL 
450.1282, as “an individual who is 
duly licensed or otherwise legally 
authorized to practice a professional 
service by a court, department, board, 
commission, or agency of this state 
or another jurisdiction. The term in-

DiD You Know? By G. Ann Baker
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cludes an entity if all of its owners are 
licensed persons.”

2012 PA 569 also includes amend-
ments to the BCA eliminating the 
requirement that names of all par-
ticipants in shareholder meeting 
be divulged to all participants if a 
shareholder participates by remote 
communication, allows shareholder 
agreement for assessable shares, al-
lows a matter to be submitted to a 
vote of shareholders even if the board 
of directors initially approved the 
matter and no longer recommends 
the matter or the board recommend-
ed against shareholder approval, and 
includes conversion in the definition 
of business combination in Chapter 
7A.

Fraud-on-the-Market 
Doctrine
On December 13, 2012, Oregon 
became the first state to adopt the 
“fraud-on-the-market” doctrine as 
a way for a plaintiff to demonstrate 
reliance on a material misrepresen-
tation or omission. Oregon v Marsh 
& McLennan Cos Inc.2  The “fraud-
on-the-market” doctrine refers to a 
rebuttable presumption establishing 
reliance as an element in securities 
fraud cases accepted by the United 
States Supreme Court in Basic Inc v 
Levinson, 485 US 224 (1988). The basis 
of the doctrine is that the price of a 
security traded on the open market is 
based on publicly available informa-
tion and that material misrepresen-
tations therefore artificially distort a 
security’s price.

The state of Oregon asserted 
claims against Marsh & McLennan 
companies, Inc. and Marsh, Inc. (col-
lectively “Marsh”) alleging that false 
and misleading statements by Marsh 
caused the state to lose approximately 
$10 million on investments in Marsh 
stock. The state alleged that they pur-
chased more than $15 million of com-
mon stock in MMC in the open mar-
ket on the New York Stock Exchange 
in 2003 and 2004.  The state argued 
that the price of the shares was arti-
ficially inflated because of misrepre-
sentations made by Marsh.  Marsh 
asserted that the state’s claims must 

fail because the state failed to estab-
lish direct reliance by state actors on 
action by Marsh and asserted that the 
state could not establish reliance on 
a presumption of reliance based on 
the “fraud-on-the-market” doctrine. 
The Oregon Supreme Court held that 
“ORS 59.137 requires a stock pur-
chaser to establish reliance, but that a 
stock purchaser who purchases stock 
on an efficient, open market may 
establish reliance by means of the 
‘fraud-on-the-market’ presumption.”

North American Securities Ad-
ministrators Association (NASSA) 
filed briefs in Oregon v Marsh & 
McLennan Cos Inc arguing that 1) an-
tifraud claims under Blue Sky stat-
utes prohibiting misrepresentations 
and omission do not require reliance, 
or, alternatively, 2) reliance can be 
presumed under the fraud-on-the-
market theory.3 NASAA expressed 
concern that the Oregon Court of 
Appeals decision in the case would 
weaken investor protection laws 
and concern with the adverse conse-
quences for investors and regulators 
that would flow from the Oregon 
Court of Appeals decision. 

The Oregon Supreme Court 
reversed the Court of Appeals and 
remanded the case to the Court of 
Appeals for further proceedings.

Notes
1. http://www.michigan.gov/documents/

snyder/EO_2012-13_397215_7.pdf.
2. http://www.publications.ojd.state.or.us/

docs/S059386.pdf.
3. http://www.nasaa.org/wp-con-

tent/uploads/2011/08/1-Amicus_OR.pdf  
and http://www.nasaa.org/wp-content/
uploads/2011/08/Brief_OR_Letter.pdf.
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ment, legislature, and State Bar 
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tion to review legislation. She is 
a past chair of the Business Law 
Section and is the 2008 recipient 
of the Stephen H. Schulman Out-
standing Business Lawyer Award.
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Tax MaTTers
By Paul L.B. McKenney 

The Year End Tax Act Passed, Now What?  
Some Practical, Proactive Observations
As you are all aware, year-end tax 
legislation, the American Taxpayer 
Relief Act of 20121 (the “2012 Act”), 
is now law. For the first time in over 
a decade, we now can plan with the 
luxury of “permanent” tax rates and 
structures, or at least as permanent 
as that may describe tax legislation. 
While a discussion of the intricacies 
of this 159-page bill is well beyond 
the space allocated to this column, 
this short summary offers you infor-
mation for the benefit of your high 
income individual and business 
owner clients as well as practical pro-
active steps.

The 2012 Act generally reaffirms 
the Bush tax cuts with certain signifi-
cant exceptions for higher income tax-
payers. As you will note, the triggers 
for these rules are different income 
thresholds and non-uniform measur-
ing definitions, such as taxable in-
come versus modified adjusted gross 
income. Thus, the specifics for each 
must be addressed. First, those with 
taxable income above the “applicable 
threshold” ($450,000 for joint filers 
and $400,000 for single filers in 2013) 
will be in a 39.6 percent marginal 
bracket rather than 35 percent.2 The 
lower rates are unchanged. Second, 
the top rate for individual capital 
gains and qualifying dividends will 
rise from 15 percent to 20 percent for 
taxpayers with taxable incomes ex-
ceeding $450,000 for joint filers and 
$400,000 for single filers.3 Third, un-
der the 2010 Patient Protection and 
Affordable Care Act (PPACA), two 
new health care funding surtaxes 
took effect on January 1, 2013. These 
are in addition to income tax increas-
es. An additional 3.8 percent Medi-
care surtax applies to “net investment 
income” over the threshold amount 
(i.e. $250,000 modified adjusted tax-
able income, or AGI, for married fil-
ing joint and $200,000 modified AGI 
for single individuals, trusts, and 
estates).4 Net investment income is 
defined to include gross income from 

interest, dividends, annuities, royal-
ties, rents, and investment gains. Also 
in addition to the past surtaxes on 
wages and self-employment income 
totaling 2.9 percent, an additional .9 
percent surtax applies to such com-
pensation-based income in 2013.5 The 
same thresholds apply as with the net 
investment income surtax. 

A fourth major change is that the 
so-called Pease limit on itemized 
deductions is reinstated effective in 
2013. It was temporarily suspended 
under the Bush tax acts. Individual 
taxpayers with income over the “ap-
plicable amount” (i.e., $300,000 AGI 
for joint returns and $250,000 AGI for 
individuals) lose 3 percent of their de-
ductions over the applicable amount.6 
In any event they can retain at least 
20 percent of otherwise allowable de-
ductions. There are myriad other de-
tails in the 2012 Act.

Thus, the highest effective federal 
income tax rate is 39.6 percent income 
tax plus 3.8 percent surtax, or 43.4 
percent, and then up to 80 percent of 
otherwise valid deductions are lost, 
which in turn raises the true federal 
effective tax rate.

Owners of S Corporations 
and LLCs
The operational results of S corpora-
tions and many LLCs are ultimately 
reported on individual Form 1040s. 
The higher rates and surtaxes on 
upper incomes obviously impact 
thousands of Michigan taxpayers, 
particularly select professionals and 
those who own successful enter-
prises. There are also a number of 
business provisions in the 2012 Act, 
including numerous “extenders” of 
expiring tax breaks. One of particu-
lar interest that has been continued is 
the so-called bonus depreciation that 
allows, in addition to regular depre-
ciation deductions, an additional first 
year deduction equal to 50 percent of 
the adjusted basis of qualified prop-
erty.7 Thus, in the year an asset is 

placed into service the depreciation 
deduction would be equal to sum of 
a) the 50 percent bonus depreciation, 
plus, b) depreciation claimed under 
traditional depreciation regimes and 
elections on the other 50 percent. Tax-
payers can elect out of bonus depreci-
ation. The practical impact of several 
years of various bonus depreciation 
regimes since 9/11 is that assets were 
very quickly written off for tax pur-
poses, and taxable income was arti-
ficially suppressed in the short-term. 
The rationale behind bonus deprecia-
tion was to use the tax system to arti-
ficially spawn businesses acquiring 
new equipment and other assets and 
resultant, hoped-for job creation. The 
detriment to business owners is that 
several years later while the asset still 
has quite viable economic life, there 
is no, or virtually no, depreciation 
deduction. In plain English, it kicked 
the tax can down the road. Taxable 
income is then artificially raised. 
There are now some resultant per-
verse tax scenarios for your capital-
intensive business owner clients.

Additionally the 2012 Act raises 
other issues for higher income indi-
viduals. 

1) Continuation of a 
preferential rate for “qualified 
dividend income.” While the 
rate increased from 15 percent 
to 20 percent, it is far less than 
the 39.6 percent marginal 
bracket for ordinary income.8 
This encourages investing in 
dividend paying stock as well 
as closely held C corporations 
paying out dividends. 
2) While the calendar year 
2012 has passed, the return 
preparation process is barely 
starting. The 2012 business 
returns present unique filing 
season decisions. A well-
advised business owner must 
evaluate and make informed 
decisions on numerous 
expensing and depreciation 
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elections of when to claim 
deductions, capitalizing 
versus deducting certain 
expenses, electing out of 
bonus depreciation, etc. These 
raise the question of when, 
including factoring in the time 
value of money, is the most 
advantageous year to claim a 
deduction. For example, the 
owner of an S corporation or 
LLC purchased a million dollars 
of equipment that would, with 
bonus depreciation, result in 
a $700,000 2012 deduction.  
Should it all be claimed that 
year? Instead, should they 
elect out of bonus depreciation 
and be eligible for a $200,000 
depreciation deduction that 
year but more in later years 
against otherwise higher 
income? Would your answer 
vary if the extra $500,000 
bonus depreciation the first 
year was again low marginal 
brackets and/or zero? The 
wise answer depends on what 
the deductions are worth 
considering all of the other 
income, deduction, and credit 
items on a given return. The 
answers will not be “one-
size-fits all.” In addition to 
bonus depreciation, one must 
include alternative minimum 
tax computations, depreciation 
systems, and slower declining 
balance or straight-line 
methods in lieu of accelerated 
methods, expensing certain 
intangibles, etc. 
Early in 2013, high-income tax-

payers and taxpayers with flow-
through business items need to have 
serious sit-downs with their tax pre-
parers and tax teams and decide what 
elections, regardless of what was 
done in past “normal years,” should 
be made given the new higher in-
come tax landscape. This includes the 
increasing tax rates, which in theory 
make deductions more valuable, and 
is countered by the Pease limitations 
on deductions. The answer will vary 
among clients. Experience teaches 

that there is simply no substitute for 
running the numbers.

Estate Planning 
Considerations 
We now know that the credit equiva-
lent to a $5 million indexed for infla-
tion (actually $5,250,000 in 2013) 
combined life-time gift and estate tax 
exemption is permanent.9 The same 
number applies for GST purposes. 
The rate for gifts and taxable estates 
over the exemption equivalents was 
increased from 35 percent to 40 per-
cent. Also because of inflation index-
ing, the gift tax annual exclusion 
per donee increased from $13,000 to 
$14,000.

Is there any rush for clients to do 
anything now? The answer for many 
is “yes” for two separate reasons. 
First, for the first time in 12 years 
we know the permanent (at least as 
permanent as anything is in tax) ex-
emption amounts and rates and can 
do long-term planning with more 
certainty of the tax regime. Unlike 
income tax planning, estate planning 
and lifetime transfers have a far lon-
ger horizon. There is, under tradi-
tional planning, benefit to removing 
an asset from a taxpayer’s name now 
so that future appreciation goes to the 
children/trust for grandchildren. The 
$5 million plus inflation gift tax ex-
emption per donor creates opportu-
nities for many higher net worth tax-
payers to do something meaningful.

A second reason to act is to use, 
while still available, valuation dis-
counts to value transferred interests 
for gift tax purposes. As discussed 
in the Fall 2012 issue of this column, 
most sophisticated taxpayers do 
not simply make a gift by transfer-
ring cash, securities, or real estate. 
Instead, for valuation discount pur-
poses, they use interests in limited 
liability companies or other close-
ly held business interests coupled 
with grantor-retained annuity trusts 
(“GRATs”) or intentionally defective 
trusts (IDITs). There is some concern 
in the estate planning community be-
cause the corner stone of all large gift-
ing is valuation discounts for minori-
ty interests and non-publically traded 

closely held business interests. If, for 
example, combined lack of control 
and lack of marketability discounts of 
30 percent apply, is not the effective 
rate against underlying assets only 
(70 percent post-discount x 40 per-
cent bracket) 28 percent? Congress 
just raised the rate from 35 percent 
to 40 percent, yet many will actually 
pay only 28 percent. The newly inau-
gurated administration and many in 
Congress would like to prospectively 
repeal those valuation discounts for 
gift and estate tax purposes.

There is obvious benefit to tax-
payers making transfers now rather 
than after the next tax bill. From the 
government’s perspective, valuation 
discounts represent large tax expen-
ditures and impact less than 1 percent 
of the voters. In plain English, they 
are low-hanging fruit in Washington 
when seeking deficit reduction.

Conclusions
For the first time in many years there 
is some “permanence” in income tax 
as well as transfer tax regimes. There 
are also some transitional issues par-
ticularly on the 2012 income tax and 
elections on return perspectives. 
Now is an opportune time for you to 
educate clients and then sit down and 
ask them simple questions: Given the 
new regime, what proactive steps 
should you be taking in your own 
best interests and your family’s best 
interests?

Notes
1. 112 Pub L No 240, 126 Stat 2313.
2. IRC 1(a)(2).
3. IRC 1(h)(1)(D).
4. IRC 1411(a)(1).
5. IRC 1401(b)(2) and 3101(b)(2).
6. IRC 68(b)(1).
7. IRC 168(k). 
8. IRC 1(h)(11).
9. IRC 2010(c).
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TechnologY corner By Michael S. Khoury and Andrew T. Hayner

Michigan’s Internet Privacy Protection Act
The tempest in the teapot for 2012 
was generated when applicants at 
educational institutions and those 
searching for employment were com-
pelled to turn over their user names 
and passwords for social media and 
other accounts. According to an April 
2012 report by the Council of State 
Governments, “State Leaders Work to 
Protect the Privacy of Employees’ and 
Students’ Social Media Accounts,”1 
the issue became significant in Michi-
gan when a teacher’s aide was fired 
for refusing to provide login creden-
tials to her social media account.

This issue generated substantial 
media coverage and discussions in 
the legal and human resources com-
munities, and many commentators 
were suggesting that compelling po-
tential students or employees to dis-
close their information could very 
well result in significant liability. 
Advice given to employers was often 
that the hassle and potential liability 
associated with this practice could 
offset any potential value.

Late in the 2012 legislative session, 
Michigan became the sixth state in 
the United States to enact legislation 
addressing the privacy of individual 
accounts and prohibiting employers 
and educational institutions from tak-
ing actions related to these accounts. 
The act, known as the Internet Pri-
vacy Protection Act (the “Act”), was 
signed into law by Governor Snyder 
on December 28, 2012.2 The legisla-
tion took effect immediately, and is 
the current law in Michigan.

Scope of Michigan 
Legislation
This Act was drafted to address prac-
tices of employers and educational 
institutions. Employers include all 
private and public employers and 
their representatives.3 Educational 
institutions include almost every 
conceivable private or public educa-
tional establishment, including acad-
emies, schools, districts, professional 
training and testing services, or their 
agents. The term educational institu-

tion “shall be construed broadly to 
include public and private institu-
tions of higher education to the great-
est extent consistent with constitu-
tional limits.”4

The legislation focuses on internet 
accounts of individuals that are pro-
tected with access credentials such as 
user name and password. The types 
of social media and internet accounts 
covered under the legislation include 
Facebook, Twitter, Instagram, and 
Tumblr, as well as personal e-mail ac-
counts of the prospective student or 
employee.

Prohibited Practices
This Act is broken down into two sec-
tions. Employers are prohibited from 
requesting that an employee or appli-
cant grant access to their personal 
internet account or disclose informa-
tion that allows access to the account 
by the employer. It also prohibits the 
employer from discharging, disci-
plining, or failing to hire or otherwise 
penalizing an employee or applicant 
for failing or refusing to grant access 
to their account.5 

Educational institutions are simi-
larly prohibited from requesting a 
student or prospective student to 
grant access to their accounts and 
may not expel, discipline, fail to ad-
mit, or penalize the student for refus-
ing to provide this information.

Among the interesting features of 
the Act is a safe harbor clarification 
that an employer or educational insti-
tution does not have a duty to search 
or monitor the activity of a personal 
internet account6 and is not liable to 
request any information.7 The Act 
provides for criminal penalties and 
gives an individual who is the subject 
of a violation the private right of ac-
tion against the offending party. In 
both cases, the maximum exposure 
is a fine or damage award of $1,000, 
but employers and educational insti-
tutions should be wary of the provi-
sion that allows a claimant to obtain 
reasonable attorney fees and court 

costs, which will likely exceed the 
damages.8

Exceptions
There are important exceptions to the 
Act that are helpful and practical. Sec-
tion 5 makes clear that an employer 
is not prohibited from gaining access 
to devices or accounts provided or 
maintained by the employer or taking 
action if the employee compromises 
or transfers the employer’s propri-
etary or confidential information or 
financial data to his or her personal 
internet account.9

Similarly, the employer is not pro-
hibited from conducting an investiga-
tion about activity on an employee’s 
personal account for the purposes of 
ensuring compliance with applicable 
laws and regulations. The Act makes 
clear that the employer may restrict 
access to websites from employer-
supplied devices without violating 
the Act.

Educational institutions have sim-
ilar exceptions for devices or accounts 
maintained by the institution or from 
reviewing publicly available informa-
tion about the student or applicant.10

Important Items to Note
There are some interesting aspects to 
the Act that individuals and employ-
ers should consider. Many educa-
tional institutions provide students 
(and even alumni who never heard 
of e-mail) with e-mail accounts 
for which the educational institu-
tion maintains the service. From the 
standpoint of the student, access to 
the account by the institution for any 
reason appears to be an exception to 
the Act. This is consistent with the 
“no expectation of privacy” rule that 
employees have within their employ-
ment relationship. What the Act does 
not address is whether the education-
al institution has the right to access an 
internet account used by an alumni.

It is also important to note that 
employers are given special protec-
tion to conduct the necessary internal 
investigations to protect the organi-
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zation, and, in this regard, the Michi-
gan Legislature has at least thought 
through this aspect of the issue.

Whether this entire topic contin-
ues to become an important issue or 
will disappear into the ether will be 
seen in time, but employers and edu-
cational institutions should be aware 
of and conform their internal and 
external policies to the legislation.

Notes
1. http://knowledgecenter.csg.org/dru-

pal/content/state-leaders-work-protect-pri-
vacy-employees-and-students-social-media-
accounts#3.

2. Public Act 478, Public Acts of  2012 
(HB 5523).

3. Section 2(c) of  the Act.
4. Section 2(b) of  the Act.
5. Section 3 of  the Act.
6. Section 7(1) of  the Act.
7. Section 7(2) of  the Act.
8. Section 8 of  the Act.
9. Section 5(1) of  the Act.
10. Section 6 of  the Act. 
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Introduction
On June 23, 2011, the United States Supreme 
Court decided Stern v Marshall,1 holding 
unconstitutional a certain congressional del-
egation of authority to bankruptcy courts and 
sending shockwaves throughout the bank-
ruptcy world as to the extent of bankruptcy 
courts’ authority.2 Courts have split over the 
scope of Stern’s impact.3 Although significant 
issues on bankruptcy court authority remain 
unsettled and will take years to resolve fully, 
lawyers need to practice in the bankruptcy 
court before the issues are settled. This arti-
cle contains an analysis of Stern’s impact and 
recommendations for steps to take until post-
Stern law is settled.

Bankruptcy Court Jurisdiction: 
The Statutory Scheme
The Constitution gives Congress the power to 
establish uniform laws on bankruptcy.4 Con-
gress’s statutory bankruptcy scheme vests 
bankruptcy jurisdiction in the district courts, 
which are Article III courts,5 and allows the 
district courts to refer certain matters to 
the bankruptcy courts, which are Article I 
courts.6 The district courts are given origi-
nal and exclusive jurisdiction over all cases 
under title 11 of the U.S. Code.7 The district 
courts have original, but not exclusive, juris-
diction over proceedings that arise under 
title 11 of the U.S. Code, arise in bankruptcy 
cases, or are related to bankruptcy cases.8

Congress authorizes the district courts to 
refer bankruptcy cases and bankruptcy pro-
ceedings within their original jurisdiction to 
the bankruptcy courts.9 Virtually every dis-
trict court has a standing order or local rule 
referring to the bankruptcy court all bank-
ruptcy cases and bankruptcy proceedings 
over which the district court has original ju-
risdiction.10

Under the statutory scheme, the bank-
ruptcy courts can hear and finally determine 
bankruptcy cases and “core proceedings,” 
subject to appellate review under 28 USC 
158.11 There is a nonexclusive statutory list 

of “core proceedings” integral to the admin-
istration of a bankruptcy case.12 Among the 
statutory core proceedings are “counter-
claims by the estate against persons filing 
claims against the estate.”13 If a proceeding is 
related to the bankruptcy case, but not core, 
the bankruptcy judge must submit proposed 
findings of fact and conclusions of law to the 
district court. The district judge then reviews 
the proposed findings and conclusions of 
law and any timely objections and enters the 
final order or judgment.14 If the parties con-
sent in noncore proceedings, however, the 
bankruptcy judge can hear, determine, and 
enter final orders and judgments.15 There is 
no provision for the district court to review 
proposed findings of fact and conclusions of 
law in core proceedings. 

The district court has jurisdiction over ap-
peals from bankruptcy court orders.16 Where 
bankruptcy appellate panels are established 
and authorized, the bankruptcy appellate 
panel, consisting of three bankruptcy judges, 
also has jurisdiction over appeals from bank-
ruptcy court orders.17 Appeals may be taken 
from district courts and bankruptcy appel-
late panels to the United States Court of Ap-
peals.

As discussed below, the Stern opinion up-
set this statutory scheme of bankruptcy court 
jurisdiction, holding some of it unconstitu-
tional.

The Stern Case

Procedural History
The Stern dispute began in 1995 and reached 
the United States Supreme Court (“the 
Court”) twice. Chief Justice Roberts aptly 
compared the Stern litigation to the seem-
ingly never-ending fictional case of Jarndyce 
v Jarndyce in Charles Dickens’ Bleak House.18 
The Stern in the case is Howard K. Stern, 
Executor of the estate of Vickie Lynn Mar-
shall, better known as former Playmate of 
the Year, dancer, and model, Anna Nicole 
Smith (“Smith”). Smith married J. Howard 
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*The authors acknowledge the editorial assistance of Richard F. Fellrath with this article.
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Marshall II (“J. Howard”), believed to have 
been one of the richest men in Texas, when 
she was 26 and he was 89. He died in August 
1995, roughly a year after the wedding, leav-
ing Smith nothing in his will or trust.19 The 
Marshall in the case is Elaine T. Marshall, 
Executrix of Pierce Marshall (“Pierce”), son 
of J. Howard.20

Smith contended in Texas Probate Court 
that J. Howard’s son, Pierce, had tortiously 
interfered with her expectations to receive 
property from J. Howard on his death. The 
Texas Probate Court determined that J. How-
ard’s estate plan was valid despite Smith’s 
contentions.

In January 1996, Smith filed a voluntary 
Chapter 11 bankruptcy case in the Central 
District of California (the “Smith Bankruptcy 
Case”). Pierce filed a proof of claim for defa-
mation and commenced an adversary pro-
ceeding in the Smith Bankruptcy Case seek-
ing non-discharge of his defamation claim. 
Smith filed a counterclaim to Pierce’s proof 
of claim, based on her tortious interference 
claim. Smith won her tortious interference 
counterclaim on the merits after a trial in 
the bankruptcy court. The bankruptcy court, 
finding that Smith’s counterclaim was a core 
proceeding, entered a final judgment for 
Smith against Pierce. 

Pierce sought review of the bankruptcy 
court’s judgment, asserting, among other ar-
guments, that the bankruptcy court lacked 
subject matter jurisdiction. The district court 
treated the bankruptcy court’s final order as 
proposed findings of fact and conclusions of 
law, and adopted them as modified.21 The 
United States Court of Appeals for the Ninth 
Circuit held that the bankruptcy court lacked 
subject matter jurisdiction because the Texas 
Probate Court had exclusive jurisdiction un-
der Texas law over probate matters under 
what is known as the “probate exception” to 
bankruptcy court jurisdiction. The Supreme 
Court granted certiorari and reversed, hold-
ing that the probate exception did not apply 
and state legislation cannot deprive a federal 
court of jurisdiction. The Court remanded the 
case to the Ninth Circuit to address whether 
Smith’s counterclaim was a core proceeding 
and the applicability of claim and issue pre-
clusion.22

On remand, the Ninth Circuit held that 
Smith’s counterclaim was a non-core pro-
ceeding for which the bankruptcy court 
could issue proposed finding of facts and 
conclusion of law. The court treated the dis-

trict court’s decision as a review of proposed 
findings of fact and conclusions of law, and 
held that the Texas Probate Court’s finding 
in favor of Pierce was entitled to preclusive 
effect.23

The stern Holding
On its second grant of certiorari, the Court 
affirmed, on alternative grounds. Chief Jus-
tice Roberts, writing for a 5-4 majority, found 
that Smith’s counterclaim against Pierce was 
a core proceeding within the meaning of 28 
USC 157(b)(2)(C).24 The Court held, how-
ever, that the broad grant of authority in 28 
USC 157(b)(2)(C) to the bankruptcy court to 
determine finally counterclaims by the estate 
against claimants is an unconstitutional dele-
gation of authority to the bankruptcy court.25 
Because Pierce’s counterclaim against Smith 
was a tort claim at common law, its final 
determination must be by an Article III court. 
The Court held that “[t]he Bankruptcy Court 
below lacked the constitutional authority to 
enter a final judgment on a state law coun-
terclaim that is not resolved in the process of 
ruling on a creditor’s proof of claim.”26

The Court found that Pierce’s filing of a 
proof of claim did not result in him consent-
ing to the bankruptcy court’s final determi-
nation of Smith’s counterclaim. Pierce’s con-
sent was to final determination of his proof 
of claim.27 The Court held that “the notion of 
‘consent’ does not apply in bankruptcy pro-
ceedings as it might in other contexts.”28 

The Court rejected the theory that the 
bankruptcy court could enter a final judg-
ment on Smith’s counterclaim as an “adjunct” 
of the district court. The Court reasoned that 
the bankruptcy court was exercising the es-
sential attributes of judicial power, as op-
posed to serving as the functional equivalent 
of an administrative officer of the district 
court.”29

The Court stated that its decision was a 
“narrow” one, which would not “meaning-
fully change[] the division of labor” between 
the district court and bankruptcy court, or 
“change all that much.”30 

Questions Not Answered By Stern
The Court’s ruling in Stern raised many ques-
tions it left unanswered, which bankruptcy 
courts and practitioners will have to deal 
with until they are settled by higher courts, 
including the following:
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The delegation of authority to the 
bankruptcy court to determine 
counterclaims not related to a proof 
of claim is unconstitutional. Are other 
delegations of authority over core 
proceedings to the bankruptcy court also 
unconstitutional?
Although the only delegation to the bank-
ruptcy court of final determination of core 
proceeding held unconstitutional in Stern 
was counterclaims against claimants not 
related to their proofs of claim, it is question-
able to what extent Congress may withdraw 
from Article III courts “any matter which, 
from its nature, is the subject of a suit at the 
common law, or in equity, or admiralty.”31 
Most of the attention to date on this question 
has focused on the delegation to the bank-
ruptcy court of authority to enter final judg-
ments in “proceedings to determine, avoid, 
or recover fraudulent conveyances.”32 Bank-
ruptcy trustees are authorized to use state 
law to avoid fraudulent transfers.33 Post-
Stern, there has been a split as to whether 
that delegation is constitutional.34 The courts 
holding that the bankruptcy court has such 
authority are described as having a “narrow” 
interpretation of Stern, and those holding the 
bankruptcy court is without such authority 
are described as having a “broad” interpreta-
tion.35

The first circuit court of appeals to ad-
dress the fraudulent-transfer authority issue 
was the Sixth Circuit.36 The Sixth Circuit in-
terpreted Stern narrowly, holding that where 
the transferee had filed a proof of claim, the 
bankruptcy court had constitutional author-
ity to adjudicate whether there was a fraudu-
lent transfer because the determination was 
necessary to rule on the proof of claim.37 The 
Sixth Circuit also held that the bankruptcy 
court had authority to determine the trans-
feree’s state law affirmative defenses.38

In another case, the Sixth Circuit subse-
quently held that the bankruptcy court has 
authority to disallow a secured claim against 
the estate even though no proof of claim was 
filed. The bankruptcy court, however, could 
not determine the debtor’s fraud causes of 
action against the creditor to recover dam-
ages based in part on the same conduct that 
justified disallowance of the claim.39 The case 
was remanded for the bankruptcy court to 
recast its judgment on the debtor’s affirma-
tive claims as proposed findings of fact and 
conclusions of law.40

Is the stern holding jurisdictional?
Stern held that the bankruptcy court lacked 
“constitutional authority” to enter a final 
judgment. There is a split as to whether this 
lack of constitutional authority is a lack of 
subject matter jurisdiction.41 Without subject 
matter jurisdiction, a bankruptcy court can-
not even enter proposed findings of fact and 
conclusions of law.

Is there a gap where the bankruptcy court 
has neither the constitutional authority 
to make a final determination nor to issue 
proposed findings of fact or conclusions of 
law?
By statute, the authority of the bankruptcy 
court to issue proposed findings of fact and 
conclusions of law for de novo review by 
the district court is limited to noncore pro-
ceedings.42 In core proceedings, the bank-
ruptcy court is to enter final orders subject 
to appellate review by the district court.43 
The Stern Court created a new category of 
proceedings—core by statute but not within 
the bankruptcy court’s authority. There is 
no statutory provision that authorizes the 
bankruptcy court to issue proposed findings 
of fact and conclusions of law in core pro-
ceedings. “If the bankruptcy court lacks con-
stitutional power to issue a final judgment 
[in the gap] does it have statutory or other 
authority to submit proposed findings of fact 
or conclusions of law?”44 Without an answer 
to this question, and when the parties do not 
expressly consent to final determination by 
the bankruptcy court, it has become com-
mon for the district court to withdraw the 
reference from the bankruptcy court before 
trial in core proceedings for which the bank-
ruptcy court has questionable constitutional 
authority.45

What is the future of Bankruptcy Appellate 
Panels?
Bankruptcy appellate panels consist of three 
bankruptcy judges appointed to review 
appeals from the bankruptcy court.46 Where 
a bankruptcy appellate panel is authorized, 
appeals from the bankruptcy court are 
directed to the bankruptcy appellate panel 
by default, unless a party elects to have the 
appeal heard by the district court.47 The 
bankruptcy appellate panel is not an Article 
III court.

Given the questionable constitutional au-
thority or jurisdiction of Article I judges, it is 
expected that more parties will elect to have 
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appeals heard by district courts, to avoid the 
risk of the bankruptcy appellate panel being 
determined to lack authority or jurisdiction.

What constitutes consent to have the 
bankruptcy court determine a core 
proceeding not within its authority?
By statute, parties may consent to the bank-
ruptcy court’s entry of final judgments in 
non-core proceedings.48 Consent in non-core 
proceedings is determined by the plead-
ings. The Federal Rules of Bankruptcy Pro-
cedures require an allegation in a complaint 
that the proceeding is core or non-core, and 
that the allegation be admitted or denied in 
the answer. If the allegation is denied, the 
respondent must state whether it consents 
to entry of final orders and judgments by the 
bankruptcy court.49

There are no similar rules requiring an ex-
press statement in core proceedings of con-
sent or nonconsent to entry of final orders 
by bankruptcy courts because, before Stern, 
it was accepted that bankruptcy courts could 
enter final orders in core proceedings.

Stern is not particularly helpful regard-
ing what conduct may be deemed consent to 
the bankruptcy court’s final determination 
of core but unconstitutional proceedings. As 
discussed above, Pierce consented to bank-
ruptcy court determination of his proof of 
claim against Smith by expressly so telling 
the bankruptcy court.50 Pierce’s express con-
sent forfeited any right later to contest bank-
ruptcy court authority.51 In contrast, Smith’s 
counterclaim against Pierce was commenced 
on June 14, 1996,52 and Pierce objected to the 
bankruptcy court’s exercise of jurisdiction 
over the counterclaim in July 1996.53 While 
Pierce’s objection was held to preserve his 
lack of consent, it is unclear what behavior, 
if any, other than express written consent 
or oral consent on the record in open court, 
would be deemed to waive objections to the 
bankruptcy court finally determining a core 
action.54

The Rulemaking Response to 
Stern
On August 15, 2012, the Judicial Conference 
of the United States’ Advisory Committee 
submitted proposed rules in response to 
Stern, as well as addressing other issues, for 
public comment through February 15, 2013. 
The proposed amendments would become 
effective on December 1, 2014 if they are 
approved, with or without revision, by the 

relevant advisory committee, the Committee 
on Rules of Practice and Procedure, the Judi-
cial Conference, and the Supreme Court, and 
if Congress does not act to defer, modify, or 
reject them.55

The proposed amendments remove the 
terms core and non-core from current Bank-
ruptcy Rules 7008 (general rules of pleading), 
7012 (responding to a pleading), 9027 (proce-
dure after removal) and 7033 (review of pro-
posed findings of fact and conclusions of law 
in non-core proceedings).56 Also, Bankruptcy 
Rule 7016 (pretrial proceedings) would di-
rect bankruptcy courts to decide the proper 
jurisdictional treatment of a pleading in a 
pretrial conference. The proposed rules focus 
on consent instead of core and non-core.57

Bankruptcy judges have reacted to Stern 
by establishing their own procedures, such 
as requiring the parties early in the litigation 
to expressly state in writing whether they 
consent to the bankruptcy court entering fi-
nal orders.58 Some bankruptcy courts are also 
adopting local rules requiring parties in core 
proceedings to state whether they consent to 
the bankruptcy court entering final orders.59 

District courts around the country have 
also amended their standing orders of refer-
ence of bankruptcy cases and proceedings to 
the bankruptcy court to mirror the one ad-
opted by the Southern District of New York 
on January 31, 2012. That order provides for 
submission of proposed findings of fact and 
conclusions of law in core proceedings and 
allows purported final bankruptcy court or-
ders to be treated as proposed findings of 
fact and conclusions of law if the proceeding 
turns out to have been outside the bankrupt-
cy court’s constitutional authority. Southern 
District of New York Miscellaneous Order 12 
Misc 00032 Standing Order of Reference pro-
vides a preference for the bankruptcy court 
to handle proceedings over which they do 
not have authority up until trial and a fail-
safe retroactive treatment of purported final 
orders as proposed findings:

If a bankruptcy judge or district judge 
determines that entry of a final order 
or judgment by a bankruptcy judge 
would not be consistent with Article 
III of the United States Constitution 
in a particular proceeding referred 
under this order and determined to 
be a core matter, the bankruptcy judge 
shall, unless otherwise ordered by 
the district court, hear the proceeding 
and submit proposed findings of fact 
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and conclusions of law to the district 
court. The district court may treat any 
order of the bankruptcy court as pro-
posed findings of fact and conclusions 
of law in the event the district court 
concludes that the bankruptcy judge 
could not have entered a final order 
or judgment consistent with Article 
III of the United States Constitution.

This rule discourages motions to withdraw 
the reference in non-jury proceedings.60

Tips For Practitioners
Practitioners should evaluate at the begin-
ning of the proceeding whether the client 
prefers final determination by the bankrupt-
cy court or the district court.

If the bankruptcy court is the preferred 
forum:

1. Shape the proceeding as much as 
possible to concern federal claims 
and claims arising under Title 11, 
as opposed to common law state 
claims.

2. Expressly state in the earliest possi-
ble pleadings and filings and in open 
court that the client consents to en-
try of final orders by the bankruptcy 
court.

3. If the adverse party will not consent, 
pressing for the adversary to state its 
position would not be helpful. If the 
adverse party does not object, it is 
possible that its later conduct could 
be deemed consent.61

If the district court is the preferred forum:
1. Evaluate closely whether the client 

should file a proof of claim, due to 
the risk that filing the claim could be 
interpreted as consent to bankruptcy 
court authority to enter final orders 
in litigation related to the claim.62

2. Object to entry of final orders by 
the bankruptcy court in the earliest 
pleadings and filings, and orally in 
open court at the earliest opportu-
nity.

3. Review local rules on filing motions 
for withdrawal of reference. While 
there is no deadline in the Bank-
ruptcy Rules for filing a motion for 
withdrawal of the reference,63 the lo-
cal rules in some courts set deadlines 
that the motion must be filed concur-
rently with the pleading providing 
the basis for withdrawal.64 

Until there is final resolution of the ques-
tions raised by Stern, practitioners have to 
take steps at the beginning of the proceeding 
to address the constitutional authority of the 
bankruptcy court to determine the proceed-
ing or risk re-litigating the proceeding.
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Introduction
There are several reasons why a consumer 
debtor chooses to file a Chapter 13 bankrupt-
cy case. One common reason is to attempt to 
cure a default on a mortgage that is secured 
by the debtor’s principal residence. During 
the pendency of a Chapter 13 bankruptcy 
case, a debtor is able to cure a default on a 
mortgage that secures his or her principal 
residence while maintaining ongoing pay-
ments with the mortgage lender. If the debtor 
successfully completes all payments required 
under the Chapter 13 plan of reorganization, 
he or she should exit bankruptcy current on 
the mortgage obligation. Unfortunately, this 
has not always been the case. Historically, 
some debtors have exited bankruptcy only to 
discover that their mortgage obligation is not 
current and that they are facing foreclosure 
on the very obligation they sought to cure in 
their bankruptcy case.1 This typically stems 
from post-petition changes in the monthly 
payment amount on the mortgage obligation 
that were not revealed to the Chapter 13 trust-
ee or filed with the bankruptcy court. Such 
payment changes usually occur because of a 
change in the interest rate on the obligation, 
a change in the amount held in escrow by 
the lender, the lender adding forced placed 
insurance on a non-escrowed loan, or post-
petition advances for property taxes. 

To address these issues, the Judicial Con-
ference, Congress, and the United States Su-
preme Court drafted and adopted Federal 
Rule of Bankruptcy Procedure 3002.1 (“Rule 
3002.1”), revised Federal Rule of Bankruptcy 
Procedure 3001 (“Rule 3001”), and created 
new official bankruptcy forms required for 
claims secured by the debtor’ s principal resi-
dence. These important changes to the Bank-
ruptcy Rules and forms became effective De-
cember 1, 2011. This article discusses these 
important changes to the Bankruptcy Rules 
and forms and provides practice tips for 

complying with Rule 3002.1 and the amend-
ments to Rule 3001. 

The “New” Federal Rule and 
Amendments to the Federal Rules

Federal Rule of Bankruptcy Procedure 3001
Rule 3001 identifies what a proof of claim is, 
who may file it, and what is required to be 
attached to the proof of claim. If the claim 
is based on a writing, the writing must be 
attached to the proof of claim, or, if the writ-
ing is lost, a statement of the circumstances 
of the loss or destruction must be filed with 
the claim.2 The only exception to the writ-
ing requirement is where the proof of claim 
is based on an open-end or revolving con-
sumer credit agreement.3 In that instance, 
the writing is not required to be attached but 
instead must be provided to a party in inter-
est within thirty days of a written request 
sent to the creditor.4 Generally, however, 
where the debtor is an individual, the docu-
ment and information requirements have 
been expanded with the passage of revised 
Rule 3001. 

The intent of the expanded requirements 
appears to be to standardize the types of re-
quired documentation believed necessary for 
a review of the claim. The amount of disclo-
sure required by the claim holder increases 
in a waterfall fashion based on the type of 
claim being filed. For example, claims such 
as credit card claims that include interest, 
fees, charges, or expenses, in addition to the 
principal amount, must include an itemized 
statement attached to the proof of claim de-
tailing the amounts owed. On its face, this 
subsection of Rule 3001, as revised, will ap-
ply to most if not all claims being filed in 
bankruptcy cases, as most obligations in-
clude some type of charge in addition to the 
principal amount. There is no official form 
required to be attached to the proof of claim 
to detail this information.

*The authors would like to thank Shanna M. Kaminski of Kilpatrick & Associates, P.C. for editing this article.
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If the claim is secured by a security in-
terest in property, other than the debtor’s 
principal residence, the claim must include 
a breakdown detailing the amount necessary 
to cure the default as of the date of the filing 
of the petition.5 To date, the Judicial Confer-
ence has not created nor approved an official 
form for the claim holder to provide these re-
quired disclosures.

If the claim is secured by the debtor’s 
principal residence, Rule 3001 requires the 
mortgage holder to file an itemized break-
down of any amounts due and owing on 
the obligation securing the mortgage at the 
time of the filing of the bankruptcy case. The 
holder is required to disclose the informa-
tion using Official Form-B 10 Attachment 
A (“Attachment A”).6 Further, if the holder 
maintains an escrow account for payment of 
future real property taxes or insurance, an es-
crow account statement showing the account 
balance and any amount owed as of the peti-
tion date must also be attached to the claim.7

A common “theme” of the rules amend-
ments that took effect on December 1, 2011, 
was the inclusion of a sanctions provision. 
Sanctions provisions were included not only 
in the amendments to Rule 3001, but also in 
new Rule 3002.1. Subdivision (D) of Rule 3001 
sets forth the sanctions that the court may 
impose when the creditor fails to provide the 
required information under subsection (c). 
If the holder of the claim fails to provide an 
itemized statement of other charges (subdivi-
sion A) or fails to provide a statement regard-
ing the amount needed to cure (subdivision 
B) or fails to utilize Attachment A (subdivi-
sion C), a party may seek sanctions against 
the claim holder for noncompliance under 
subdivision (D). 

If a party seeks sanctions against a claim 
holder pursuant to Federal Rule 3001(c)(2)
(D), the court has an either/or choice in de-
termining whether sanctions are appropriate. 
The standard the court will apply is whether 
the failure was “substantially justified or is 
harmless.”8 Rule 3001 gives the court great 
discretion in applying the standard and im-
posing sanctions. The court may allow the 
information to be supplied (and any amend-
ment to the proof of claim), or the court may 
preclude the claim holder from presenting 
the omitted information.9 Rule 3001 also 
leaves the door open for the court to impose 
a sanction that goes beyond the failure to al-
low the evidence or amendment to the proof 
of claim.

Practice Tips:
•	 For claims that include interest, 

fees, expenses, or other pre-petition 
charges in addition to the principal 
amount, it is mandatory that an item-
ized statement of these charges be 
filed with the proof of claim. There 
is no official form for this required 
itemized statement. 

•	 For claims that assert a security 
interest in the debtor’s property, it 
is mandatory that a statement be 
filed with the proof of claim stating 
the amount necessary to cure any 
default as of the petition date. There 
is no official form for this required 
statement.

•	 For claims that assert a security 
interest in the debtor’s principal res-
idence, it is mandatory that Official 
Form B 10-Attachment A be filed as 
an attachment to the proof of claim. 
Further, for escrowed loans, it is 
mandatory that an escrow account 
statement prepared as of the peti-
tion date be attached to the proof of 
claim. Attachment A may be used 
for all claims secured by real prop-
erty, even if the real property is not 
the debtor’s principal residence, 
however the filing of Attachment A 
is not mandatory for non residential 
properties. 

•	 In addition to the new mortgage 
proof of claim disclosures, all 
other required documents must be 
attached to the mortgage proof of 
claim including the endorsed note, 
the recorded mortgage, and all 
recorded assignments. Documents 
attached to proofs of claim must 
redact all personal indentifying 
information including loan num-
bers, social security numbers, etc.

•	 When filing Attachment A with the 
proof of claim, include the property 
address and the post-petition mort-
gage payment amount. Although 
Official Form-B 10 Attachment A 
does not have any sections desig-
nated for this important informa-
tion, it is necessary for the Chapter 
13 trustee to properly administer 
the claim. Additionally, if there is 
an escrow account and the escrow 
analysis prepared as of the date of 
filing results in a payment change, 
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make certain that the new payment 
amount, as well as the effective date 
of the payment change, are included 
on Official Form-B 10 Attachment A.

•	 Although there is a designated sec-
tion on Attachment A for the escrow 
advance in the arrearage breakdown 
section, it should not be used for 
escrowed loans as it will lead to over-
collection of the escrow account. This 
problem with Attachment A will 
require careful hand calculation of 
both the arrearage and total debt cal-
culation of the claim when carrying 
over the information to the proof of 
claim form. The figures that appear 
on Attachment A are frequently dif-
ferent than what will appear on the 
proof of claim form as the total due 
on the obligation.

Federal Rule of Bankruptcy 
Procedure 3002.1

In General
Rule 3002.1 applies to claims that are secured 
by a security interest in the debtor’s principal 
residence and are provided for in the debtor’s 
plan pursuant to 11 USC 1322(b)(5).10 Rule 
3002.1 requires the holder of a claim, with a 
security interest in the debtor’s principal resi-
dence, to file notices regarding changes in the 
monthly payment amount on the obligation, 
provide a process for disclosing fees, expens-
es, and charges that accrue post-petition, and 
provide a process for determining whether a 
debtor’s mortgage obligation is current after 
completion of all payments required under 
the Chapter 13 plan of reorganization. The 
rule applies regardless of whether the Chap-
ter 13 plan provides for the debtor to make 
payments directly to the claim holder or via 
the chapter 13 trustee.11

The motivation behind Rule 3002.1 was to 
provide the debtor with the necessary infor-
mation to determine the exact amount need-
ed to cure any prepetition arrearages.12 The 
rule was also intended to provide a process 
to inform the debtor of any changes in the 
debtor’s post petition mortgage payments 
whether due to escrow account adjustments, 
changing interest rates, or the assessment of 
any fees, expenses or other charges.13 To ac-
complish these goals, new official forms were 
approved to facilitate the transmittal of the 
information required in Rule 3002.1.

Notices of Payment Changes—Rule 
3002.1(b)
Pursuant to Rule 3002.1, the holder of a claim 
secured by the debtor’s principal residence 
is required to “file and serve on the debtor, 
debtor’s counsel, and the Trustee a notice of 
any change in the mortgage payment amount, 
including any change that results from an 
interest rate or escrow account adjustment, 
no later than 21 days before a payment in 
the new amount is due.”14 To provide the 
required notice, the creditor must use new 
Official Form B10- Supplement 1 (”Supple-
ment 1”).15 

Supplement 1
Supplement 1 is titled “Notice of Mortgage 
Payment Change” and implements Rule 
3002.1(b). There are four (4) parts to the form:
•	 Escrow Account Payment Adjust-

ment;
•	 Mortgage Payment Adjustment.
•	 Other Payment Change;
•	 Signature box.

The form requires the holder of the claim 
to indicate the basis for the new payment 
amount and the date the new payment 
amount will take effect. Part 1 of the form 
requires the holder to attach a copy of the 
escrow account statement in a form consis-
tent with applicable nonbankruptcy law if 
there will be a change in the debtor’s escrow 
account payment.16 

In the event of a change in the debtor’s 
principal and interest payment due to an 
adjustment to the interest rate, Part 2 of the 
form requires the holder to attach a copy of 
the rate change notice and state a basis for the 
change.17 Part 3 is a “catch-all” provision for 
any other payment changes including repay-
ment plan or loan modification agreements.18

Part 4 of the form requires filers of the 
form to indicate whether they are (1) the cred-
itor or (2) the creditor’s authorized agent.19 
The form does not provide an option to state 
that the filer of the form is the attorney for the 
creditor, which is the typical relationship be-
tween the party filing the form and the credi-
tor. Not checking either box and stating that 
the filer is the attorney has not yet resulted 
in a challenge to a filed Notice of Payment 
Change; however, the issue is not settled. 
Counsel filing a Notice of Payment Change 
should review the form as well as their reten-
tion agreement to determine the best way to 
complete that portion of the form. 
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The signature of the filer on the form also 
certifies the accuracy of the information con-
tained in the proof of claim and acts as a cer-
tification that the standards under FR Bankr 
P 9011(b) have been met.20 It is important to 
note that the Notice of Payment Change must 
be filed as a supplement to the proof of claim and 
must be served on the debtor, debtor’s coun-
sel, and the trustee.21 Since the notice must be 
filed as a supplement to the proof of claim, it 
is important that the claim holder file a claim 
early in the case so that the claim holder can 
relate the notice back to the original claim 
when the notice is filed. After filing the No-
tice of Payment Change, the notice will ap-
pear either on the PACER docket, the Claim’s 
Register, or both, depending on the jurisdic-
tion in which you are filing the notice.

It should be noted that Federal Rule 
3002.1 does not provide a process for ob-
jecting to payment change notices. In some 
jurisdictions, local bankruptcy rules have 
filled that gap providing a process for debt-
ors and trustees to object to payment change 
notices filed under Rule 3002.1(b).22 Local 
Bankruptcy Rule 3001-2 (EDM), as revised, 
provides a process and deadline to object 
to any payment change notice filed under 
Federal Rule 3002.1(b) or Local Rule 3001-2 
(EDM). An objection to the notice of pay-
ment change must be filed no later than 21 
days after service of the notice. Although the 
Federal Rule does not specifically state when 
the payment change is to become effective, 
Local Rule 3001-2 (EDM) provides that the 
proposed payment change will become ef-
fective 21 days after service of the notice, un-
less the court orders otherwise. In the West-
ern District of Michigan, the current Local 
Bankruptcy Rules do not have any specific 
provisions dealing with mortgage payment 
change notices.

Notice of Fees, Expenses and Charges—Rule 
3002.1(c)
Rule 3002.1(c) requires the claim holder to 
file and serve an itemized notice of any post-
petition fees, expenses, or other charges (i.e., 
inspection fees, late charges, attorney fees, 
etc.) that were incurred in connection with 
the claim after the case was filed and that 
the claim holder asserts are recoverable from 
the debtor or against the debtor’s princi-
pal residence. The claim holder must serve 
the notice within 180 days after the date on 
which the fees, expenses, or other charges 
were incurred (“the 180 day notice”).23 A new 

Official Form-B 10 Supplement 2 (“Supple-
ment 2”) was approved to be used to recover 
such fees, expenses, and charges incurred 
post-petition.24

Supplement 2
Supplement 2 is titled “Notice of Post-Peti-
tion Mortgage Fees, Expenses and Charges” 
and implements Rule 3002.1(c). The form is 
required to be filed as a supplement to the 
proof of claim and must be served on the 
debtor, debtor’s counsel, and the trustee.25 
The language in the rule referencing “supple-
ment to the proof of claim” is not specifically 
defined. However, it has been construed to 
mean that the document should be filed as 
a stand-alone document and linked to the 
original proof of claim. 

The form requires the claim holder to 
indicate whether the current notice supple-
ments a prior notice for post-petition fees, 
expenses, or charges and state the date of 
the prior notice.26 The form further requires 
the holder to itemize any fee, expense, cost, 
or charge included in the notice and puts the 
filer on notice that the debtor or trustee may 
challenge whether the fees, expenses, and 
charges listed are required to be paid.27

Practice Tips:
•	 Claims secured by a security inter-

est in the debtor’s principal resi-
dence should be filed early in the 
case since Supplement 2 must be 
filed “as a supplement to your proof of 
claim.”(emphasis added) The filing 
of the original proof of claim will 
ensure that the claim holder may 
recover post-petition fees, expenses, 
and charges in connection with the 
claim.

•	 Supplement 2 should be filed as 
a stand-alone document—not 
attached to the original proof of 
claim form.

•	 Post-petition and pre-confirmation 
attorney fees may be recovered by 
filing Supplement 2. Post-petition 
and pre-confirmation attorney fees 
may not be included in the original 
proof of claim form. This is a change 
from the standard practice prior to 
the rule changes. 

•	 Make sure the notice is filed timely, 
i.e., within 180 days of the date upon 
which the fees, expenses, or charges 
were incurred. If the notice is not 
filed timely, the claim holder runs 
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the risk that the fees will be disal-
lowed if challenged pursuant to 
Rule 3002.1(e).

•	 Debtor’s counsel should review Sup-
plement 2 to determine if the fees, 
expenses, and charges are reason-
able, permitted under the underly-
ing mortgage, and are timely filed. 

Determination of Fees, Expenses, or 
Charges—Rule 3002.1(e)
After the creditor files Supplement 2 (the 180-
day notice of fees, expenses, or other charg-
es), the debtor or trustee may file a motion 
contesting the validity of the fees, expenses, 
or charges. The motion, not an objection, 
must be filed within one year after service of the 
notice.28 Practically speaking, motions tak-
ing issue with the fees requested should be 
filed as soon as is practicable after the notice 
is filed since the trustee may commence dis-
bursements on the fees, expenses, or charges 
requested in the notice with the disbursement 
following the filing of the notice. On the fil-
ing of the motion by the debtor or trustee, the 
court will schedule a hearing to determine 
whether the payment of the fees, expenses, 
or other charges are required pursuant to the 
underlying agreement and applicable non-
bankruptcy law to cure the default on the 
claim or maintain payments in accordance 
with 11 USC 1322(b)(5).29 

Notice of Final Cure Payment—Rule 
3002.1(f)
Another component of Rule 3002.1 deals 
with the duties of the chapter 13 trustee at 
the end of the debtor’s case. Rule 3002.1(f) 
requires the trustee to serve a notice “within 
30 days after the debtor completes all pay-
ments under the plan” on the holder of a 
claim secured by the debtor’s principal resi-
dence. The notice must include (1) a state-
ment that the debtor has paid in full the 
amount required to cure any default on the 
claim and (2) inform the creditor of its obliga-
tion to file a response.30 The rule also allows 
the debtor to file the notice if the trustee does 
not timely file and serve the notice and the 
debtor believes that the final cure payment 
has been made and all plan payments have 
been completed.31 

To comply with this requirement, the 
chapter 13 trustee will review the case to de-
termine if the debtor has met all obligations 
to complete the plan, including the remit-
tance of all plan payments and tax refunds 

and an amount necessary to pay the claims as 
required by the confirmed plan to make the 
debtor eligible for a discharge. If the chap-
ter 13 trustee’s review demonstrates that the 
debtor has met these requirements, the notice 
will be filed with the court and served on all 
parties to the case.32

Response to Notice of Final Cure 
Payment—Rule 3002.1(g)
Within 21 days after the chapter 13 trustee 
files the Notice of Final Cure Payment, the 
claim holder is required to file and serve on 
the debtor, debtor’s counsel, and the trustee 
a statement indicating whether it agrees or 
disagrees that the debtor has paid in full the 
amount required to cure the default on the 
claim and whether the debtor is otherwise 
current on all payments consistent with 11 
USC 1322(b)(5).33 If the creditor disagrees that 
the debtor is current, the creditor must file 
an itemized statement detailing the amount 
required to cure the default or the post-peti-
tion amounts, if any, that the holder contends 
remain unpaid as of the date of the state-
ment.34 Failure to file a response agreeing or 
disagreeing with the trustee’s Notice of Final 
Cure Payment may subject the claim holder 
to sanctions as set forth in Rule 3002.1(i) as 
the filing of the response is mandatory.35 

In the Eastern District of Michigan, if a 
claim holder files a response disagreeing 
with the chapter 13 trustee’s Notice of Fi-
nal Cure Payment, the court automatically 
schedules a hearing. The claim holder must 
appear and defend their “disagree” response 
at the hearing.36 

One of the major issues claim holders 
have with the requirements of Rule 3002.1(g) 
is that the rule requires a response be filed to 
the Notice of Final Cure Payment even if the 
property was surrendered or the automatic 
stay was lifted at any point after confirmation 
of the debtor’s chapter 13 plan. Compliance 
with the requirements of Rule 3002.1 proves 
difficult when the mortgage or note has been 
assigned, or the servicing of the mortgage or 
note is transferred, as the notice filed by the 
chapter 13 trustee may never reach the cur-
rent servicer or note holder. Sometimes the 
lien on the property has been foreclosed on, 
the mortgage extinguished, and the property 
sold months or years before plan completion. 
Rule 3002.1 makes no exceptions for these sit-
uations. Some courts are attempting to rem-
edy these issues by creating exceptions to the 



response requirements.37 However, absent a 
rule amendment, the issue will remain. 

Practice Tips:
•	 After receipt of the chapter 13 trust-

ee’s notice of final cure payment, 
debtor’s counsel should review 
the case 21 days after service of the 
notice to determine if the claim hold-
er has filed a response. If a response 
is filed indicating that the debtor is 
not current, debtor’s counsel should 
determine where the discrepancy 
lies. This determination includes 
analyzing whether the claim hold-
er is claiming a default based on 
missed payments by the debtor after 
completion of the payments by the 
chapter 13 trustee to the creditor, or 
payments made during the case. If 
the claim holder contends that pay-
ments were missed during the case, 
debtor’s counsel should determine 
whether the payment changes filed 
with the court are consistent with the 
chapter 13 trustee disbursements. If 
the debtor disagrees with the claim 
holder’s notice, debtor’s counsel 
should contact the claim holder to 
discuss the discrepancy in payments 
and/or file a motion for determina-
tion within 21 days after service of 
the claim holder’s statement.

•	 Creditors with claims secured by the 
debtor’s principal residence should 
be aware that Rule 3002.1(g) requires 
a statement to be filed in response to 
the trustee’s notice even when the 
claim holder agrees the account is 
current. Failure to file the response 
may subject the claim holder to sanc-
tions.38

Determination of Final Cure and Payment—
Rule 3002.1(h)
After the claim holder files the required 
response to the trustee’s Notice of Final Cure 
Payment, the debtor or the chapter 13 trustee 
may file a motion challenging the informa-
tion in the response within 21 days after ser-
vice of the claim holder’s response.39 After 
notice and hearing, the court will make a 
determination regarding whether the debt-
or has cured the default and has paid the 
required post petition amounts.40 

Failure to Notify—Rule 3002.1(i)
Rule 3002.1(i) contains a sanctions provi-
sion identical to the new provisions of Rule 
3001(c)(2)(D). Rule 3002.1(i) provides that if 
the claim holder fails to provide any infor-
mation required by subdivision (b) (notice of 
payment change), subdivision (c) (notice of 
fees, expenses, and charges), or subdivision 
(g) (response to notice of final cure payment), 
the court may impose sanctions, includ-
ing the preclusion of information and/or 
expenses or attorney fees caused by the fail-
ure to comply.41 The “substantially justified 
or is harmless” standard also applies when 
the court is determining whether to sanction 
a party for failing to comply with the require-
ments of Rule 3002.1.42 Like the sanctions 
provision in Rule 3001, the court has sole 
discretion to determine what the appropriate 
remedy is for violating Rule 3002.1. Given the 
fact that the sanctions provision is present in 
both revised Rule 3001 and Rule 3002.1, there 
appears to be a message being sent that there 
may be detrimental consequences in the 
event of noncompliance with these rules.

Conclusion
The amendments to Rule 3001 and new Rule 
3002.1 made considerable changes to current 
practices and procedures regarding claim 
requirements, the dissemination of informa-
tion on mortgage claims, and end of case 
issues. Compliance with the new and revised 
rules is essential as non-compliance may lead 
to the imposition of sanctions. The changes 
to the Federal Rules of Bankruptcy Proce-
dure and the Official Bankruptcy Forms 
were implemented to aid in the payment of 
mortgage claims in chapter 13 cases and are 
intended to provide more certainty in the 
debtor’s financial condition at the comple-
tion of the debtor’s case. With the passage of 
time, it will become apparent whether these 
changes are sufficient to accomplish the 
intended goals. 
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Introduction
The United States Bankruptcy Code, at 11 
USC 523(a)(4), provides that debts incurred 
from fraud or defalcation by the debtor in 
a fiduciary capacity are excepted from dis-
charge in bankruptcy.1 A debt is nondis-
chargeable as the result of defalcation when 
a preponderance of the evidence establishes 
(1) a pre-existing fiduciary relationship, (2) a 
breach of that relationship, and (3) a resulting 
loss.2 It has long been recognized that debts 
incurred by a debtor in violation of the Mich-
igan Building Contract Fund Act, commonly 
referred to as the Michigan Builders Trust 
Fund Act (“MBTFA”), are nondischargeable 
in bankruptcy under 11 USC 523(a)(4).3 

Due to the availability of treble damages 
in cases of conversion, nondischargabilty un-
der a conversion theory coupled with a claim 
of “willful and malicious injury” under 11 
USC 523(a)(6) may be an additional, valuable 
remedy for victims of a debtor’s violation of 
the MBTFA. This article discusses the MB-
TFA and violations incurred under its pro-
visions, whether such violations constitute 
conversion, and why it may be advantageous 
to a creditor to assert that such violations are 
nondischargeable as conversion under 11 
USC 523(a)(6). 

Background 

The MBTFA
Under the MBTFA, a building contractor is 
prohibited from retaining or using construc-
tion payments from a particular project until 
all laborers, subcontractors, and materialmen 
who worked on the project have been paid.4 
It is a remedial state statute that is designed 
to prevent fraud in the construction indus-
try.5 Section 1 of the MBTFA provides that a 
building contract amount paid by any person 
to a contractor, or by such person or contrac-
tor to a subcontractor, is a “trust fund” for 
the benefit of the person who makes the pay-
ment, contractors, laborers, subcontractors, 
and materialmen.6 The trust is established 

when the owner makes payment to the gen-
eral contractor. Those funds are then held in 
trust by the general contractor for payment 
to subcontractors, laborers, and materialmen 
who provided labor or material for the proj-
ect.7 

The MBTFA provides that the contractor 
must first use money from the “trust” to pay 
subcontractors, laborers, and materialmen 
who have provided labor or services on the 
specific construction project.8 Any other al-
location of funds before the subcontractors, 
laborers, and materialmen have been paid is 
deemed a violation of the Act and evidence 
of intent to defraud.9

On its face, the MBTFA is a criminal stat-
ute.10 A violation of the act is a felony that can 
be punished by up to three years imprison-
ment and a fine up to $5,000.11 The act is silent 
as to whether it provides a civil remedy. For 
the first 35 years of the MBTFA’s existence, 
no civil remedy was recognized.12 In 1966, 
however, the Michigan Supreme Court held 
that the MBTFA also provides a civil remedy 
for its intended beneficiaries.13

To establish a civil cause of action under 
the MBTFA, a plaintiff must establish that (1) 
the defendant is a contractor or subcontractor 
that is engaged in the building construction 
industry; (2) a person paid the contractor or 
subcontractor for labor or materials that were 
provided on a construction project; and (3) 
the defendant retained or used those funds, 
or any part of those funds, for any purpose 
other than to first pay laborers, subcontrac-
tors, and materialmen, who were engaged 
by the defendant to provide labor or material 
for that specific project.14 

The MBTFA and Nondischargeability Under 
11 USC 523(a)(4)
The MBTFA can be particularly useful to a 
creditor when a contractor who has received 
money from an owner, thus establishing a 
trust relationship, seeks to discharge any 
remaining debt that it owes to a subcon-
tractor, laborer, or materialman.15 As noted 
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previously, under 11 USC 523(a)(4), debts 
incurred from fraud or defalcation while one 
acts in a fiduciary capacity are excepted from 
discharge in bankruptcy.16 Courts have regu-
larly held that a debt that is owed to subcon-
tractors, laborers, and materialmen under the 
MBTFA is nondischargeable under 11 USC 
523(a)(4).17

A debt is nondischargeable as the result 
of defalcation when a preponderance of the 
evidence establishes a pre-existing fiduciary 
relationship, a breach of that relationship, 
and a resulting loss.18 The plaintiff carries 
the initial burden to prove the existence of a 
trust relationship.19 To satisfy this initial bur-
den of proof, the plaintiff must establish the 
existence of a fiduciary duty. In the context 
of the MBTFA, the plaintiff must show that 
the defendant received funds and that those 
funds were impressed with a trust, by virtue 
of the MBTFA, for the plaintiff’s benefit.20

The fiduciary relationship established 
by the MBTFA arises at the time any mon-
ies are paid to the contractor or subcontrac-
tor whether or not there are any identifiable 
beneficiaries of the trust relationship at that 
time, and it continues until all the trust bene-
ficiaries have been paid.21 The Sixth Circuit in 
In re Patel determined that a contractor owed 
a subcontractor a fiduciary duty under sec-
tion 523(a)(4) by virtue of the language and 
application of the MBTFA, and that “defalca-
tion in the MBTFA context occurs when evi-
dence supports ‘the objective fact that mon-
ies paid into the building contract fund were 
used for purposes other than to pay laborers, 
subcontractors or materialmen first…so long 
as the use was not the result of mere negli-
gence or a mistake of fact.’”22 

The effect of this statute is to impose a 
trust relationship, with the contractor serv-
ing as the trustee, of the funds paid by any 
person in connection with a building con-
tract.23 From purely a legal standpoint, a vio-
lation of the MBTFA can be equated to that of 
an act of defalcation while acting in a fiducia-
ry capacity as applied to section 523(a)(4).24 
Thus, under the Sixth Circuit’s holding in In 
re Patel, not only is a contractor-corporation 
liable under the MBTFA, but an individual is 
also liable for misconduct under the MBTFA 
if that person is a corporate officer who “par-
ticipated” in the defalcation, such as by being 
the contractor’s day-to-day administrator.25

Non-Dischargeability for Willful 
and Malicious Injury

In General
11 USC 523(a)(6) provides that individual 
debtors may not be discharged from debts 
“for willful and malicious injury by the 
debtor to another entity or to the property of 
another entity.”26 To meet the requirements 
of 11 USC 523(a)(6), the injury must be both 
willful and malicious. The first component, 
that the injury be willful, requires “a delib-
erate or intentional injury, not merely…a 
deliberate or intentional act that leads to 
injury.”27 In other words, “unless ‘the actor 
desires to cause the consequences of his act, 
or…believes that the consequences are sub-
stantially certain to result from it,’ he has not 
committed a ‘willful and malicious’ injury 
as defined under § 523(a)(6).”28 The second 
component of section 523(a)(6), that the inju-
ry be malicious, “means in conscious disre-
gard of one’s duties or without just cause or 
excuse.”29 

Though not limited to specific transgres-
sions, it has been generally recognized that 
debts that arise out of specific types of mis-
conduct may satisfy the willful and mali-
cious injury standard, including: intentional 
infliction of emotional distress, malicious 
prosecution, conversion, assault, false arrest, 
intentional libel, and deliberately vandaliz-
ing the creditor’s premises.30 However, not 
every act of conversion necessarily meets the 
willful and malicious injury standard.31 For 
example, a negligent or reckless conversion 
would not satisfy the wilful and malicious 
injury requirement, and thus it would not be 
nondischargeable under section 523(a)(6).32

The Tort of Conversion 
The tort of conversion is defined as “any 
distinct act of domain wrongfully exerted 
over another’s personal property in denial 
of or inconsistent with the rights therein.”33 
Conversion is an intentional tort in that the 
defendant’s action must be willful, but one 
can commit the tort unwittingly if unaware 
of the plaintiff’s outstanding property inter-
est.34 Statutory conversion consists of “[a]
nother person’s stealing or embezzling prop-
erty or converting property to the other per-
son’s use.”35

Money is considered personal property. 
Therefore, if one wrongfully exerts domain 
over another individual’s money, the act of 
conversion is committed. Under Michigan 
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law, to support an action for conversion of 
money, the defendant must have an obliga-
tion to return the specific money entrusted to 
his care.36 Further, 

It is clear that when the dispute is over 
moneys owed, conversion is only appli-
cable in cases involving money that 
is the property of one party but held 
by another party (e.g., bank accounts, 
trusts, etc.) which is then wrongfully 
taken. See Trail Clinic, PC v. Bloch, 114 
Mich. App. 700, 319 N.W.2d 638 (1982) 
(allowing a conversion claim when 
one party appropriated checks pay-
able to another party); Rennie v. Penta-
gon Refining Co., 280 Mich. 1, 273 N.W. 
325 (1937) (conversion found where 
one party appropriated funds from 
another party’s brokerage account).37 
To prove a case of conversion, however, it 

need not be shown that the defendant has an 
obligation to return the entire sum of money 
held by the defendant in trust or otherwise. 
Michigan courts have held that a plaintiff 
may maintain an action for conversion where 
the defendant cashes a check as the plaintiff’s 
agent, or bailor, and retains an amount to 
which he was not entitled.38 For example, in 
Citizens Ins Co v Delcamp Truck Ctr, Inc, Citi-
zens Insurance issued a check to both Del-
camp Truck Center and to Cook Sanitation in 
the amount of $33,846.08, after Cook Sanita-
tion’s garbage truck was involved in an ac-
cident and Delcamp performed repair work 
on the truck.39 However, Citizens did not 
list Bell Equipment Company on the check, 
the company that had performed the major-
ity of the repair work on the garbage truck.40 
Delcamp, who had only performed around 
$5,000 worth of repairs, cashed the entire 
check and gave Cook Sanitation a credit 
balance.41 Despite being contacted multiple 
times by Citizens about the overpayment, 
Delcamp never returned the overpayment to 
Citizens.42 

The Michigan Court of Appeals affirmed 
the trial court’s finding that an action for 
conversion lies where an individual cashes 
a check and retains the full amount of the 
check when that individual was entitled to 
only a portion of the full amount.43 Thus, 
even if an individual is entitled to a portion 
of the funds, an action for conversion is prop-
er when that individual improperly converts 
the remaining funds. This is significant in the 
construction of an argument that defalcation 
under the MBTFA may constitute conver-

sion. It stands for the principle that an undi-
vided interest in intangible funds can be the 
subject of a conversion, and it is necessary 
for a court to accept that principle in order 
to find that trust funds under the MBTFA, 
which, in legal terms, are the property of the 
contractor, can be converted.

Treble Damages, Attorney Fees, and Costs
MCL 600.2919a was amended in 2005 to 
provide that a person damaged as a result 
of another person’s stealing or embezzling 
property or converting property to the other 
person’s own use may recover three times the 
amount of actual damages sustained, plus 
costs and reasonable attorney fees.  Before 
this amendment, the statute only allowed the 
victim of a theft or embezzlement to bring a 
civil action against the “fence” or person who 
bought, received, or concealed the stolen 
property. The statute’s provisions did not, 
however, specifically mention that an action 
could be brought against the person who 
committed the original theft.44 The amend-
ment in 2005 clarified that the victim of a 
conversion could bring a civil action against 
both the original perpetrator and the “fence” 
for treble damages.

Though Michigan courts have not ex-
pressly held that a violation of the MBTFA 
results in conversion and resultant treble 
damages, at least one Michigan case has 
suggested that such a result is a reasonable 
conclusion.45 In Structural Eng’g Solutions, 
LLC v Vision Dev Props & Rentals, LLC, the 
plaintiff alleged that the defendant violated 
the MBTFA, and, as a result, the defendant 
should owe the plaintiff treble damages for 
violation of MCL 600.2919a. The court found 
that a violation of the MBTFA had not been 
proven, and so it did not address the nexus 
between the MBTFA and a statutory conver-
sion claim.46 However, the court did observe 
that “[a]bsent a violation of the MBTFA, 
plaintiff is not entitled to treble damages.”47 
Thus, it appears that the court would have 
considered the connection between the MB-
TFA and statutory conversion if a violation 
of the MBTFA had occurred.

Finally, the U.S. Bankruptcy Court for the 
Eastern District of Michigan has found that 
treble damages in a conversion action are 
nondischargeable under section 523(a)(6). 
Following trial in In re Hamama,48 the bank-
ruptcy judge found a defendant-employer 
liable for conversion under Michigan law 
where he wrongfully withdrew money from 
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his employee’s bank account.49 Moreover, the 
judge allowed recovery of treble damages for 
this conversion based on MCL 600.2919a.50 
And, further the court found that the treble 
damages were nondischargeable under sec-
tion 523(a)(6):

The Court previously found that the 
liability of Hamama to Masters for the 
wage claim and conversion is nondis-
chargeable under § 523(a)(6). Generally, 
all liabilities resulting from the willful 
and malicious act are non-discharge-
able. Coen v Zick, 458 F.2d 326, 329 (9th 
Cir. 1972) (“The statutory exception 
which measures non-dischargeability 
is ‘for liabilities…for willful or mali-
cious injuries to the person or property 
of another...[now contained in § 523(a)
(6)].’ The exception is measured by the 
nature of the act, i.e., whether it was 
one which caused willful and mali-
cious injuries. All liabilities resulting 
therefrom are non-dischargeable.”); 
Stokes v Ferris, 150 B.R 388, 393 (W.D. 
Tex 1992) (under § 523(a)(6), all debts, 
including statutory damages, which 
flow from the debtor’s willful and 
malicious conduct are nondischarge-
able). Accordingly, the double damag-
es awarded on the wage claim and the 
treble damages awarded on the con-
version claim are nondischargeable.51

The MBTFA and Nondischargeability as 
Conversion
The statutory framework of the MBTFA 
suggests the basis for a claim of conversion 
of money. The MBTFA imposes an obliga-
tion on a contractor to recognize a beneficial 
interest in building-contract funds on the 
part of suppliers of material and labor. Thus, 
the failure to respect that beneficial interest 
is a violation of the MBTFA. Logically, con-
version occurs when a building contractor 
retains or uses construction payments from 
a particular project before all laborers, sub-
contractors, and materialmen who worked 
on the project have been paid. By failing to 
pay the intended beneficiaries, a contractor 
wrongfully exerts dominion over another’s 
personal property.

Similar to the cases in which a defendant 
is liable for conversion, even if the defendant 
was entitled to a portion of the money that 
he or she converted, a contractor under the 
MBTFA may be entitled to a portion of the 
funds held in trust. However, retaining the 

contractor’s own portion of the funds be-
fore paying what is owed to subcontractors, 
laborers, and materialmen who worked on 
the project results in a conversion. If such a 
conversion occurs, the beneficiaries would 
be entitled, under MCL 600.2919a, to treble 
damages of the amount actually sustained, 
plus costs and reasonable attorney fees. 

If the contractor declares bankruptcy, an 
affected subcontractor, laborer, or supplier of 
materials who does not agree that the debt 
should be discharged is required to file a 
complaint to seek a determination that the 
debt owed by the debtor is not discharge-
able. In addition to a claim that the debt re-
sults from a “defalcation by a trustee,” which 
renders the debt nondischargeable under 
section 523(a)(4) (and possibly a claim that 
the debt results from fraud which is nondis-
chargeable under section 523(a)(2)), a credi-
tor with an MBTFA claim should consider 
seeking a determination that the debt is non-
dischargeable under section 523(a)(6) as con-
version. Debts that arise out of conversion 
are generally held to satisfy the requirements 
of section 523(a)(6), i.e. the willful-and-mali-
cious-injury standard, and a contractor’s vio-
lation of the MBTFA is arguably also an act 
of conversion. However, as discussed above, 
not every act of conversion is necessarily 
nondischargeable as a willful and malicious 
injury, and, therefore, an analysis of the act 
of conversion under the MBTFA must be per-
formed to determine if the willful and mali-
cious injury standard can be met.

A violation of the MBTFA arguably meets 
the definition of a willful and malicious inju-
ry under section 523(a)(6). Proving whether 
an injury is “willful” is a bit of a challenge. 
For a debt to be nondischargeable under sec-
tion 523(a)(6), the defendant must have de-
liberately or intentionally caused the injury, 
not simply deliberately acted, which act then 
resulted in injury. The argument in favor of 
an MBTFA violation being a willful injury is 
that when one holds a specific, identifiable 
amount of money and chooses to pay either 
himself or his or her own personal debts over 
those who are entitled to be paid from those 
funds, that individual possesses knowledge 
that the consequences of this action will be to 
deprive another who is entitled to payment. 
A contractor who violates the MBTFA would 
likely argue that no injury was intended be-
cause he or she simply paid certain debts 
before paying the remaining debts and had 
no way to know that there would not be suf-
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ficient funds. Restated, the contractor may 
have acted deliberately, but he or she did not 
act to intentionally injure suppliers, laborers, 
or materialmen. Whether or not a violation 
of the MBTFA will be considered a “willful” 
injury may very well depend on the facts of 
each case, the severity of the injury, and the 
contractor’s knowledge at the time of the 
misappropriation.

A violation of the MBTFA may also, in 
many circumstances, meet the requirement 
of being “malicious.” If a contractor has vio-
lated the MBTFA, it is because the contrac-
tor acted in conscious disregard of his or her 
statutory duties, or at least because he or she 
has acted without just cause or excuse. Any 
other allocation of the funds held in trust be-
fore the subcontractors, laborers, and mate-
rialmen have been paid is a violation of the 
MBTFA and evidence of intent to defraud. 
Thus, in many cases the proofs should dem-
onstrate that the injury was “malicious.” 

If the bankruptcy court accepts that the 
MBTFA violation was a conversion, and the 
willful and malicious injury standard is met, 
the affected subcontractors, laborers, and 
materialmen would be entitled to treble dam-
ages. More importantly, the treble damages 
associated with the conversion would also 
be nondischargeable under section 523(a)(6). 
Thus, by simply reframing the MBTFA viola-
tion as a conversion, the affected parties may 
be in a position to claim and recover triple 
damages from a contractor who seeks the 
protection of an order of discharge in bank-
ruptcy.

Conclusion
There is a strong argument that a violation 
of the MBTFA is also an act of conversion, 
which entitles the harmed individual to tre-
ble damages. In the context of bankruptcy, a 
judge may find that since the MBTFA viola-
tion is also a conversion, the treble damages 
are nondischargeable under section 523(a)
(6). However, the determination of whether 
the injury should be nondischargeable under 
section 523(a)(6) as conversion, which meets 
the willful and malicious standard, will likely 
be an issue of fact, based in part on the sever-
ity of the injury and whether the contractor 
should have known that an injury was sub-
stantially likely to result. 
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Introduction
Over the past five years, it has become almost 
commonplace in Michigan and elsewhere to 
read about bankruptcy filings by troubled 
residential homebuilders both in legal pub-
lications and in the news generally. Insol-
vency attorneys, in particular, have become 
accustomed to reviewing corporate structure 
charts for these homebuilders, each of which 
shows the troubled parent at the top and a 
web of single-asset, limited liability com-
pany subsidiaries below. Each subsidiary 
represents a different development project, 
and, like any large organization consisting 
of various affiliated entities, it is not unusual 
for some of the affiliated entities to guarantee 
the obligations of other entities, or even the 
parent company itself. Such guarantees on 
behalf of a parent are sometimes referred to 
as “upstream guarantees.”

It is important for all attorneys, not just 
insolvency attorneys, to understand that 
such upstream guarantees may not be en-
forceable, particularly when the upstream 
guarantee is given within two years before a 
bankruptcy filing. In these cases, the analysis 
typically hinges on whether the subsidiary 
received “reasonably equivalent value” in 
exchange for the granting of the guarantee 
or, alternatively, whether the guarantee from 
the subsidiary can be avoided as a construc-
tive fraudulent transfer. 

A handful of opinions in the bankruptcy 
case of TOUSA, Inc. (“TOUSA”), once one of 
the largest homebuilders in the country, have 
addressed the issue of whether, and to what 
extent, indirect benefits provided by a parent 
(i.e. corporate synergy, the ability to avoid or 
delay a bankruptcy filing) can be considered 
for purposes of determining whether “rea-
sonably equivalent value” was received by 
a subsidiary in exchange for the subsidiary’s 
guarantee of the parent’s liabilities. Most re-
cently, the Eleventh Circuit Court of Appeals 
reversed a district court ruling and affirmed 

the decision of the bankruptcy court finding 
that liens granted by TOUSA’s subsidiar-
ies to secure its debt constituted fraudulent 
transfers under section 548(a)(1)(b) of title 11 
of the United States Code (the “Bankruptcy 
Code”).1 This article provides an overview of 
fraudulent transfer law, analyzes the TOUSA 
opinions, and then summarizes the current 
state of the law with respect to the indirect 
benefits defense to fraudulent transfer ac-
tions in Michigan and the Sixth Circuit.  

Overview of Constructive 
Fraudulent Transfers Under the 
Bankruptcy Code
Using either bankruptcy law or Michigan’s 
version of the Uniform Fraudulent Transfer 
Act (“UFTA”),2 a trustee in bankruptcy can 
avoid and recover for the benefit of creditors 
a transfer made or obligation incurred by a 
debtor where little or no value is received by 
the transferor in exchange for such transfer or 
obligation. More specifically, section 548(a)
(1)(B) of the Bankruptcy Code provides, in 
pertinent part, as follows:

(a)(1) The Trustee may avoid any 
transfer…of an interest of the debt-
or in property, or any obligation…
incurred by the debtor, that was made 
or incurred on or within 2 years before 
the date of the filing of the petition, if 
the debtor voluntarily or involuntarily  

* * *
(B) (i) received less than a reason-
ably equivalent value in exchange 
for such transfer or obligation; and
    (ii)(I) was insolvent on the date 

that such transfer was made or 
such obligation was incurred, or 
became insolvent as a result of 
such transfer or obligation….3

In short, to avoid a transfer or obligation 
incurred as a constructive fraudulent trans-
fer, the trustee in bankruptcy must prove 
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Equivalent Value in Fraudulent 
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that: (i) the transfer was made or obligation 
incurred for less than reasonably equivalent 
value, and (ii) the transfer was made when 
the transferor debtor was insolvent or, alter-
natively, that the transfer rendered the trans-
feror debtor insolvent. In constructive fraud-
ulent transfer actions, the transferor’s intent 
is not relevant.

This article focuses on the “reasonably 
equivalent value” element, which is a two-
step process. The first step is an analysis of 
whether the debtor received any value in 
exchange for the transfer or obligation in-
curred.4 The second step is an analysis of 
“whether the value of what was transferred 
was reasonably equivalent to what the debt-
or received.”5 Because neither the Bankrupt-
cy Code nor the UFTA defines the phrase 
“reasonably equivalent value,” courts have 
struggled to establish a method for deter-
mining whether “reasonably equivalent val-
ue” was provided in exchange for a transfer 
or obligation incurred. Section 548(d)(2)(A) 
helps somewhat in that it defines the term 
“value” as “property, or satisfaction or se-
curing of a present or antecedent debt of the 
debtor, but does not include an unperformed 
promise to furnish support to the debtor….”6 

Generally, courts consider the totality of 
the circumstances surrounding the transac-
tion in determining whether “reasonably 
equivalent value” was provided.7 The Sixth 
Circuit Court of Appeals has directed that 
courts should compare “the value of the 
property transferred with the value of what 
was received in exchange for the transfer.”8 
The Sixth Circuit has also stated that:

[T]he proper focus is on the net effect 
of the transfers on the debtor’s estate, 
the funds available to the unsecured 
creditors. As long as the unsecured 
creditors are no worse off because 
the debtor, and consequently the 
estate, has received an amount rea-
sonably equivalent to what it paid, 
no fraudulent transfer has occurred.9 

Michigan courts have noted that reasonably 
equivalent value “does not require absolute 
equivalence between the property the grant-
or gives up and what he receives in return; 
there is room for some inequality.”10 To the 
contrary, the statute seeks to “strike a bal-
ance between the need to permit transactors 
to make deals, some good and some not so 
good, and the need to fix a point beyond 
which courts will not permit grantors to enter 
into transactions that will too profoundly 

impair their ability to discharge obligations 
to creditors.”11

Once a constructive fraudulent trans-
fer is avoided under section 548(a)(1)(B) of 
the Bankruptcy Code, it can be recovered 
for the benefit of creditors by the trustee in 
bankruptcy pursuant to section 550(a) of the 
Bankruptcy Code from the initial transferee 
or, subject to certain statutory defenses, any 
subsequent transferees.12 

A Summary of the TOUSA 
Opinions

The Factual Background
TOUSA was a Florida-based company that 
specialized in designing, constructing, and 
marketing residential real estate through var-
ious subsidiaries. In June 2005, a fully owned 
subsidiary of TOUSA formed a joint venture 
to acquire certain real property located in 
Florida (the “Transeastern Joint Venture”). 
In order to finance the Transeastern Joint 
Venture, the company borrowed approxi-
mately $560 million from a group of lenders 
(the “Transeastern Lenders”). TOUSA guar-
anteed all of the Transeastern Joint Venture’s 
obligations under the loan.

The timing for the Transeastern Joint 
Venture could not have been worse. As the 
housing bubble began to burst first in places 
such as Florida and southeastern Michigan 
and, thereafter, throughout the country, the 
Transeastern Joint Venture failed, such that 
by the end of 2006 the Transeastern Lenders 
declared a default and commenced a lawsuit 
against both the Transeastern Joint Venture 
and TOUSA on its guaranty. The Transeast-
ern Lenders alleged $2 billion in damages. 
After substantial negotiations, the parties 
agreed to a settlement of the litigation in 
early 2007. The settlement included, amongst 
other consideration, a payment of $420 mil-
lion by TOUSA to the Transeastern Lenders.

To finance the settlement TOUSA entered 
into a new $500 million loan with a new group 
of lenders (the “New Lenders”). To obtain 
this financing, TOUSA granted a lien to the 
New Lenders on substantially all of its assets. 
However, because TOUSA was primarily a 
holding company, the New Lenders also re-
ceived guarantees and liens on substantially 
all of the assets of TOUSA’s subsidiaries (the 
“Conveying Subsidiaries”), each of which 
was insolvent by this point. Additionally, 
each of the Conveying Subsidiaries provided 
an upstream guarantee of TOUSA’s obliga-
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tions to the New Lenders. Importantly, none 
of the Conveying Subsidiaries were obligors 
or guarantors of the original debt owed to the 
Transeastern Lenders.  

The proceeds of the loan from the New 
Lenders were wired to a new subsidiary of 
TOUSA, Universal Land Title, which was not 
one of the Conveying Subsidiaries. Thereaf-
ter, consistent with the settlement agree-
ment, such funds were wired by Universal 
Land Title to the Transeastern Lenders in full 
settlement and satisfaction of the claims al-
leged by the Transeastern Lenders against 
the Transeastern Joint Venture and TOUSA. 

In January 2008, less than six months after 
the completion of the settlement transaction, 
TOUSA and each of the Conveying Subsid-
iaries filed petitions for relief under chapter 
11 of the Bankruptcy Code. The Official Com-
mittee of Unsecured Creditors appointed 
in the debtors’ bankruptcy cases thereafter 
brought an adversary proceeding to avoid, as 
constructive fraudulent transfers under sec-
tion 548(a)(1)(B): (i) the liens granted by the 
Conveying Subsidiaries to the New Lenders, 
and (ii) the $420 million in cash paid to the 
Transeastern Lenders. The New Lenders and 
the Transeastern Lenders claimed that the 
transfers were not fraudulent because the 
subsidiaries had received reasonably equiva-
lent value from the exchange. The value that 
the lenders claimed the Conveying Subsid-
iaries received included the economic ben-
efit of avoiding a default by TOUSA (which 
likely would have resulted in bankruptcy 
filings by both TOUSA and the Conveying 
Subsidiaries), the elimination of potentially 
expensive litigation, and certain tax benefits.  

The Bankruptcy Court Opinion
In Official Comm of Unsecured Creditors of 
TOUSA, Inc v Citicorp North America, Inc 
(In re TOUSA I),13 after a thirteen-day trial, 
the United States Bankruptcy Court for the 
Southern District of Florida issued a 182-
page opinion holding that: (i) the obligations 
incurred and the liens granted by the Con-
veying Subsidiaries to the New Lenders were 
fraudulent transfers that could be avoided, 
and (ii) the payment of the loan proceeds to 
the Transeastern Lenders also constituted 
fraudulent transfers that must be disgorged.

The court began its legal analysis by hold-
ing that the Conveying Subsidiaries were in-
solvent both before and after the transactions 
were made, relying on expert testimony.14 
Next, turning to the issue of whether “rea-

sonably equivalent value” was provided, 
the court held that the Committee proved 
that “none of the Conveying Subsidiaries 
received reasonably equivalent value in ex-
change for the obligations and transfers.”15 

While acknowledging that both direct 
and indirect benefits can be considered for 
purposes of determining whether “reason-
ably equivalent value” is provided, the court 
noted that indirect benefits must be both 
“tangible and concrete” and also quantifiable 
with “reasonable precision.”16 Regarding the 
burden of proof, the court stated:

To make out the elements of a fraudu-
lent conveyance claim, a plaintiff must 
prove that a debtor did not receive 
direct benefits reasonably equivalent to 
the value which it gave up. If the plain-
tiff meets that burden, the burden is 
then on defendants to produce (if they 
can) evidence that the debtors indirect-
ly received sufficient concrete value.17

After finding that the Conveying Sub-
sidiaries did not receive any direct benefits 
in exchange for the granting of the liens, the 
upstream guaranty and the payment of the 
loan proceeds, the court held that the lenders 
had failed to carry their burden of produc-
ing evidence of indirect benefits that were 
tangible, concrete, and quantifiable.18 In the 
court’s view, an indirect benefit is cognizable 
only if all three requirements are satisfied.19 
First, the benefit must be received, even if in-
directly, by the debtor (i.e. by an individual 
Conveying Subsidiary).20 The fact that value 
is received by a group of affiliated entities 
does not automatically result in a benefit be-
ing received by a particular debtor, even if 
both entities are engaged in a common busi-
ness enterprise.21 Second, the purported in-
direct benefits must be limited to cognizable 
“value” which, based on the definition of 
that term in section 548(d)(2)(A) of the Bank-
ruptcy Code, requires either: (i) satisfaction 
of an antecedent debt, or (ii) actual property 
received.22 Since this case did not involve the 
satisfaction of a debt owed by a Conveying 
Subsidiary, “property” received was the only 
relevant “value.”23 Third, the court found, the 
“property” received must be “in exchange 
for” the transfer at issue.24  

Applying these principles, the court held 
that many of the indirect benefits champi-
oned by the lenders were legally irrelevant.25 
Contrary to the lenders’ arguments, in the ab-
sence of substantive consolidation, the Bank-
ruptcy Code prohibited all of the TOUSA 
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entities from being lumped together for pur-
poses of determining reasonably equivalent 
value.26 Thus, the litigation-settlement value 
received by TOUSA was irrelevant for pur-
poses of determining whether the Convey-
ing Subsidiaries participated in a fraudulent 
transfer.27 The court found that avoidance of 
a bankruptcy filing by TOUSA did not con-
stitute reasonably equivalent value because 
the alleged corporate synergies (i.e. access 
to centralized cash management, payroll 
and purchasing systems) did not constitute 
value as they were not “property” and were 
not received “in exchange for” the transfers 
(indeed, they were enjoyed by the Convey-
ing Subsidiaries long before the transaction 
at issue).28 For the same reason, the ability of 
the Conveying Subsidiaries to avoid or delay 
their bankruptcy did not constitute value be-
cause such benefits are not “property” and, 
thus, are not cognizable as “value” under the 
statute.29 Finally, even if some or all of these 
alleged indirect benefits could be considered 
as value, the court stated: “It is clear…that 
the purported benefits, even if legally cogni-
zable, and whether considered individually 
or as a whole, have value (if any) that falls 
well short of ‘reasonably equivalent’ value.”30  

Accordingly, the court found that most 
of the $420 million paid to the Transeast-
ern Lenders was a fraudulent transfer and 
ordered that such funds be disgorged. The 
court also ordered that all of the liens granted 
by the Conveying Subsidiaries be avoided. 
Finally, the court ordered the lenders to pay 
the Committee’s attorneys’ fees and expenses 
associated with the pursuit of the litigation. 

The District Court Opinion
The Transeastern Lenders and the New Lend-
ers appealed. Due to the size and complexity 
of the cases, the appeals were assigned to 
two separate district court judges. On Febru-
ary 11, 2011, the district court judge handling 
the Transeastern Lenders’ appeal issued an 
opinion in 3V Master Fund Ltd v Official Comm 
of Unsecured Creditors of TOUSA, Inc (TOUSA 
II),31 wherein it thoroughly rejected the anal-
ysis of the bankruptcy court and quashed the 
bankruptcy court’s order as it related to the 
liability of the Transeastern Lenders. 

Initially, the district court took issue with 
the bankruptcy court’s conclusion that the 
defendants had “failed to carry their burden 
of producing evidence of indirect benefits 
that were tangible and concrete.”32 “In so 
ruling,” the district court stated, “the Bank-

ruptcy Court improperly shifted the burden 
of proof to the Senior Transeastern Lenders 
and other Defendants.”33 Under established 
caselaw, the court continued, “the burden of 
proving lack of ‘reasonably equivalent val-
ue’ under [section 548(a)(2)(A)] rests on the 
trustee challenging the transfer.”34

The district court also held that, as a mat-
ter of law, the bankruptcy court had too nar-
rowly defined “value.”35 The district court 
relied heavily on an opinion by the Third Cir-
cuit Court of Appeals wherein that court had 
held that “[t]he mere ‘opportunity’ to receive 
an economic benefit in the future constitutes 
‘value’ under the Code.”36 The district court 
also relied on a decision by the Eighth Cir-
cuit Court of Appeals that explained that the 
correct way to determine “value” was not to 
define it “only in terms of tangible property 
or marketable financial value,” but instead to 
“examine all aspects of the transaction and 
carefully measure the value of all benefits 
and burdens to the debtor, direct or indirect, 
including ‘indirect economic benefits.’”37 

Regarding indirect benefits, the district 
court concluded the non-tangible benefits, 
including “the opportunity to avoid default, 
facilitate the enterprise’s rehabilitation and 
to avoid bankruptcy, even if it proved to be 
short lived,” could constitute “value” for 
purposes of section 548(a) of the Bankruptcy 
Code.38 Moreover, benefits to the corporate 
enterprise generally (i.e. the entire TOUSA 
family) should also factor into reasonably 
equivalent value for purposes of the fraudu-
lent transfer analysis.39 In essence, the district 
court treated TOUSA and its subsidiaries as 
if they were one, substantively consolidated, 
entity.

As such, the district court determined 
that the bankruptcy court clearly erred when 
it found that the Conveying Subsidiaries had 
not received reasonably equivalent value 
from the transaction. To the contrary, the 
district court found that the transaction gave 
the Conveying Subsidiaries the opportunity 
to avoid bankruptcy, continue as going con-
cerns, and make further payments to their 
creditors.40 These benefits, the district court 
found, did not need to be quantified to es-
tablish reasonably equivalent value.41 “Inher-
ently, these benefits have immense economic 
value that ensure the debtor’s net worth has 
been preserved, and, based on the entirety 
of this record, were not disproportionate be-
tween what was given up and what was re-
ceived.”42
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The Eleventh Circuit Court of Appeals 
Opinion
The committee appealed the district court’s 
decision as to the reasonably equivalent 
value issue. In Senior Transeastern Lenders 
v Official Comm of Unsecured Creditors (In re 
TOUSA III),43 the Eleventh Circuit Court of 
Appeals held that “the bankruptcy court did 
not clearly err when it found that the Con-
veying Subsidiaries did not receive reason-
ably equivalent value in exchange for their 
liens.”44

The court noted that the bankruptcy court 
and district court disagreed as to the correct 
definition of “value” but opted not to decide 
which court employed the correct defini-
tion.45 Instead, the court gave “considerable 
latitude” to the bankruptcy court’s findings 
of fact and focused solely on whether the 
findings were clearly erroneous.46 The court 
examined the bankruptcy court’s findings 
and found that the record supported that 
“the almost certain costs of the transaction 
of July 31 far outweighed any perceived 
benefits.”47 Finding no clear error, they af-
firmed the bankruptcy court’s decision that 
the Conveying Subsidiaries did not receive 
reasonably equivalent value in exchange for 
the liens.48

The court next addressed the asserted 
potential benefit of the possible avoidance 
of bankruptcy. Initially, the court of appeals 
noted that the continued existence of a cor-
poration is not a presumed benefit.49 Instead, 
the court reiterated the bankruptcy court 
finding that “even assuming that all of the 
TOUSA entities would have spiraled im-
mediately into bankruptcy without the July 
31 Transaction, the Transaction was still the 
more harmful option.”50

The court next addressed the Transeast-
ern Lenders’ and the New Lenders’ argument 
that they were “held liable for failing to fore-
see the unforeseeable.”51 The Transeastern 
Lenders and the New Lenders complained 
that the bankruptcy court’s findings were 
driven by hindsight and did not account 
for the “unexpected downturn…described 
by Alan Greenspan as ‘a once in a century 
credit tsunami’ and by Warren Buffet as an 
‘economic Pearl Harbor.’”52 To the contrary, 
the court agreed with the bankruptcy court, 
which held that TOUSA’s failure was “more 
like a slow-moving category 5 hurricane than 
an unforeseen tsunami” and “as foreseeable 
as the bombing of Nagasaki after President 

Truman’s ultimatum” rather than as unfore-
seeable as Pearl Harbor.53

In summation, the court of appeals deter-
mined that the bankruptcy court made the 
correct inquiry, specifically, “based on the 
circumstances that existed at the time the in-
vestment was contemplated, whether there 
was any chance the investment would gener-
ate a positve return.”54 The court of appeals 
then held that the bankruptcy court did not 
err when the bankruptcy court answered the 
inquiry in the negative, especially consider-
ing that “there is no reason to treat bank-
ruptcy as a bogeyman, as a fate worse than 
death.”55

Accordingly, the court of appeals found 
that the funds paid to the Transeastern Lend-
ers and the liens conveyed to the New Lend-
ers constituted constructive fraudulent trans-
fers that could be avoided and recovered 
under sections 548(a)(1)(B) and 550(a) of the 
Bankruptcy Code.  

The Treatment of Indirect Benefits 
in Michigan and the Sixth Circuit
Where the right facts are present, a claim of 
reasonably equivalent value through indirect 
benefits is a viable defense to a constructive 
fraudulent transfer action in Michigan and 
the Sixth Circuit. 

For example, the Michigan Court of Ap-
peals recently stated in Zervos Group, Inc v 
Thompson Asphalt Prods, Inc: 

The phrase “reasonably equivalent 
value,” which was derived from [sec-
tion] 548 of the federal Bankruptcy 
Code, 11 USC 548, has also been 
construed to include indirect ben-
efits to the debtor from the transfer.56 

 Noting that an analysis of all facts and cir-
cumstances was required to decide whether 
a debtor received “reasonably equivalent 
value,” the court concluded that it was 
required to examine “all aspects of the sub-
ject transaction” and consider “the value of 
the benefits and burdens to the debtor, both 
direct and indirect.”57 

Similarly, the Sixth Circuit Court of Ap-
peals discussed the “indirect benefit rule” in 
In re Wilkinson, wherein it stated:

Value can be in the form of either a 
direct economic benefit or an indirect 
economic benefit. “It is well settled that 
‘reasonably equivalent value can come 
from one other than the recipient of the 
payments, a rule which has become 
known as the indirect benefits rule.’”58
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Citing to the Second Circuit Court of Appeals’ 
opinion in Rubin v Manufacturers Hanover 
Trust Co, the Sixth Circuit continued:

[A] debtor may sometimes receive 
“fair” consideration even though the 
consideration given for his property or 
obligation goes initially to a third per-
son.... [T]he transaction’s benefit to the 
debtor need not be direct; it may come 
indirectly through benefit to a third 
person.... If the consideration given to 
the third person has ultimately landed 
in the debtor’s hands, or if the giving 
of the consideration to the third per-
son otherwise confers an economic 
benefit upon the debtor, then the 
debtor’s net worth has been preserved, 
and [the statute] has been satisfied-
provided, of course, that the value 
of the benefit received by the debtor 
approximates the value of the prop-
erty or obligation he has given up.59

While allowing for consideration of indi-
rect benefits, the Sixth Circuit shifts the bur-
den of proof (as did the TOUSA courts) and 
requires the defendant to show concrete and 
quantifiable indirect benefits. The Sixth Cir-
cuit noted in In re Wilkinson:

Once a plaintiff has established that 
consideration for the transfer passes 
to a third-party, the burden of dem-
onstrating and quantifying reason-
ably equivalent value for the transfer 
shifts to the defendant…. The burden 
of showing that the benefit is con-
crete and quantifiable can be chal-
lenging in a case where the alleged 
benefit is goodwill, corporate syn-
ergy, a business opportunity, the con-
tinuation of a business relationship, 
or some other intangible benefit.60

Interpreting In re Wilkinson, a Michigan 
bankruptcy court recently ruled: “an indi-
rect benefit to the debtor from a transfer is 
not considered ‘value,’ and therefore cannot 
be ‘reasonably equivalent value,’ unless it is 
(1) an ‘economic’ benefit; (2) concrete; and (3) 
quantifiable.”61 A demonstration of concrete 
and quantifiable economic value is evident 
when a transfer or obligation does not nega-
tively impact the transferor’s net worth. “The 
focus,” the court reiterated, “should be on 
the overall effect on the debtor’s net worth 
after the transfer.”62

While the indirect benefit defense is vi-
able in Michigan and in the Sixth Circuit, the 
above-referenced caselaw suggests that it 

may be a difficult burden for any fraudulent 
transfer defendant to prove in the context of 
upstream guarantees due to the shifting of 
the burden and the requirement of a show-
ing of concrete and quantifiable economic 
benefits.

Conclusions
TOUSA is just one of several cases highlight-
ing the fact that there is significant room for 
disagreement regarding the concept of “rea-
sonably equivalent value,” particularly in the 
context of complex commercial transactions 
involving multiple affiliated corporate enti-
ties. What is a fair deal to a corporate family 
in one court’s mind may be viewed as a clas-
sic fraudulent transfer by another. 

While TOUSA is a case involving a dis-
tant bankrupt company, it serves as a warn-
ing to lenders and their counsel across the 
country. This is particularly true in Michigan 
given that the courts in this jurisdiction have 
adopted a burden-shifting analysis similar to 
that approved by the Eleventh Circuit Court 
of Appeals in In re TOUSA III. 

In any event, lenders and their counsel 
who are structuring a deal involving liens 
or upstream guarantees need to consider 
that those liens or guaranty obligations may 
subsequently be challenged as constructive 
fraudulent transfers if the conveying affili-
ates were rendered insolvent as a result of 
such transactions. Accordingly, additional 
due diligence may be appropriate to deter-
mine: (i) whether, and to what extent, the 
conveying affiliates will enjoy the proceeds 
of the loan, and (ii) whether such affiliates 
are solvent.   
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Introduction
Uncertainty arising from Article 9’s require-
ments for identification of individual debtors 
has plagued creditors in Michigan for years. 
In an effort to address this issue (and oth-
ers), significant amendments to the Michigan 
Uniform Commercial Code (“Code”) will be 
effective July 1, 2013.1

This article addresses amendments to 
the new naming requirements for financing 
statements filed against individual debtors. 
Two alternative approaches have been ana-
lyzed and debated by the UCC Article 9 Re-
view Committee of the National Conference 
of Commissioners on Uniform State Laws 
(“Joint Review Committee”). Statutory modi-
fications have been prepared to address this 
issue and multiple other provisions of the 
Uniform Commercial Code.2 

As has always been the case, individu-
als may be known by multiple names in-
cluding, but not limited to, birth certificate, 
state-issued identification, driver’s license, 
passport, or a commonly known nickname. 
Previously, the Code provided no guidance 
on which is the correct name of the debtor 
for entry on the financing statement. Unfor-
tunately, a financing statement that does not 
provide a correctly named debtor does not 
perfect the security interest.3 Such statements 
are deemed “seriously misleading” and fail 
to comply with the naming requirement of 
section 9503.

Two alternative approaches have been 
suggested by the Joint Review Committee. 
These alternatives are respectively referred 
to as the “Only If” rule or the “safe harbor.” 
Michigan has adopted the “Only If” rule in 
the amended version of MCL 440.9503(1)(d). 
Specifically, a financing statement complies 
with the Code and perfects a security inter-
est “only if” it provides the name of the in-
dividual debtor indicated on an unexpired 
state-issued driver’s license or personal iden-
tification card.4

The analysis below answers many ques-
tions secured parties may face in complying 
with the “Only If” rule.

“Seriously Misleading” and the 
Effect of Errors
The UCC provides little guidance with 
respect to appropriate identification of the 
debtor in a secured transaction. UCC 9-502 
merely states that:

A financing statement is sufficient 
only if it does all of the following:
(a) Provides the name of the debtor.5

The UCC provides no explanation of the 
meaning of the term “name of the debtor.” 
This becomes extremely significant if errors 
or omissions in the debtor’s name make the 
financing statement “seriously misleading.” 
Specifically, UCC 9-506 provides as follows:

  (1) A financing statement substan-
tially satisfying the requirements of 
this part is effective, even if it has 
minor errors or omissions, unless the 
errors or omissions make the financ-
ing statement seriously misleading.
  (2) Except as otherwise provided in 
subsection (3), a financing statement 
that fails sufficiently to provide the 
name of the debtor in accordance with 
section 9503(1) is seriously misleading.
  (3) If a search of the records of the filing 
office under the debtor’s correct name, 
using the filing office’s standard search 
logic, if any, would disclose a financing 
statement that fails sufficiently to pro-
vide the name of the debtor in accor-
dance with section 9503(1), the name 
provided does not make the financ-
ing statement seriously misleading.
  (4) For purposes of section 9508(2), 
the “debtor’s correct name” in 
subsection (3) means the cor-
rect name of the new debtor.6
As may be seen from subsection (2), fail-

ure to comply with UCC 9-503(1) regarding 
the name of the debtor will result in the fi-
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nancing statement being determined as “se-
riously misleading.” Subsection (3) provides 
some relief if the searcher is using the “filing 
office’s standard search logic.” The financing 
statement will not be rendered as seriously 
misleading if this logic would result in a dis-
closure of the name of the debtor on the fi-
nancing statement, even if it fails to comply 
with the “Only If” rule, the financing state-
ment will not be rendered as seriously mis-
leading. The amended UCC 9-503 does pro-
vide assistance from the inherent ambiguity 
created by the multiple vagaries resulting 
from the language in UCC 9-506(3) related to 
“standard search logic.”

Naming the Debtor: Amendment 
of MCL 440.9503
The amended UCC 9-503 also addresses 
naming requirements related to trusts and 
estates, the applicable language and changes 
concerning identification of individual debt-
ors is set forth below. Subsection (1)(d) con-
tains the “Only If” language, while subsec-
tion (e) provides the catch-all for individuals 
not holding a state-issued driver’s license or 
personal identification card. Newly added 
subsection (7) establishes the priority of 
state-issued identification where one or more 
driver’s license or personal identification 
card has been issued. Specifically, the lan-
guage reads as follows:

 (1) A financing statement suffi-
ciently provides the name of the 
debtor if it meets all of the fol-
lowing that apply to the debtor:

*  *  *
  (d) Subject to subsection (7), if the 
debtor is an individual to whom this 
state has issued a driver license or state 
personal identification card that has not 
expired, only if the financing statement 
provides the name of the individual 
which is indicated on the driver license 
or state personal identification card.
  (e) If the debtor is an individual 
to whom subdivision (d) does not 
apply, only if the financing state-
ment provides the individual name 
of the debtor or the surname and 
first personal name of the debtor.

*  *  *
  (7) If this state has issued to an indi-
vidual more than 1 driver license or 
state personal identification card of a 
kind described in subsection (1)(d), the 

one that was issued most recently is the 
one to which subsection (1)(d) refers.
The “Only If” alternative selected by the 

Michigan legislature distinguishes between 
two groups of individual debtors. For debt-
ors holding an unexpired driver’s license is-
sued in Michigan, the UCC will require that 
a financing statement provide the name indi-
cated on the license or state-issued personal 
identification card. When a debtor does not 
hold an unexpired driver’s license, the re-
quirement can be satisfied in either of two 
ways. 

A financing statement is sufficient if it 
provides the “individual name” of the debt-
or. Alternatively, a financing statement is 
sufficient if it provides the debtor’s surname 
(i.e., family name) and first personal name 
(i.e., first name other than the surname).7 A 
financing statement does not “provide the 
name of the individual which is indicated” 
on the debtor’s driver’s license unless the 
name it provides is the same as the name in-
dicated on the license. This is the case even if 
the name indicated on the debtor’s driver’s 
license contains an error.8

The following examples based on com-
ments drafted by the Joint Review Commit-
tee help to illustrate the point:

example 1: Debtor, an individual 
whose principal residence is in Michi-
gan, grants a security interest to SP 
in certain business equipment. SP 
files a financing statement with the 
Michigan filing office. The financ-
ing statement provides the name 
appearing on Debtor’s Illinois driv-
er’s license, “Joseph Allan Jones.” 
This filing would be sufficient under 
Code 9503(1)(d), even if Debtor’s cor-
rect middle name is Alan, not Allan.9

A filing against “Joseph A. Jones” or “Jo-
seph Jones” would not “provide the name 
of the individual which is indicated” on the 
debtor’s driver’s license. However, these fil-
ings might be sufficient if Jones has no cur-
rent (i.e., unexpired) Michigan driver’s li-
cense since it provides the surname and first 
name.10 Determining the name that should 
be provided on the financing statement must 
be done carefully, particularly when changes 
in a principal residence occurs.

Changes in Principal Residence
The “Only If” alternative refers to a license 
issued by “this state.” Ordinarily, perfection 
of a security interest by filing is determined 
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by the law of the jurisdiction in which the 
debtor is located.11 Usually, an individual 
debtor is located at the individual’s principal 
residence.12 Thus, Michigan’s amended UCC 
9-503 will apply during any period when 
the debtor’s principal residence is located in 
Michigan, even if during that time the debt-
or holds or acquires a driver’s license from 
another state. When a debtor’s principal 
residence changes, the location of the debtor 
under UCC 9-307 also changes, and perfec-
tion by filing generally will be governed by 
the law of the debtor’s new location. As a 
consequence of the application of UCC 9-316, 
a security interest that is perfected by filing 
under the law of the debtor’s former location 
will remain perfected for four months after 
the relocation and, thereafter, will remain 
perfected if the secured party perfects under 
the law of the debtor’s new location. Like-
wise, a financing statement filed in the for-
mer location may be effective to perfect a 
security interest that attaches after the debtor 
relocates.13

example 2: Debtor, an individual 
whose principal residence is in Michi-
gan, grants a security interest to SP in 
certain business equipment. SP files 
a financing statement in Michigan 
that provides the name indicated on 
Debtor’s Michigan driver’s license. 
On January 1, Debtor relocates to 
Indiana. Upon the relocation, the 
law governing perfection of the secu-
rity interest changes from the law 
of Michigan to the law of Indiana.14

Under Indiana’s UCC 9-316, however, a 
security interest perfected by the Michigan 
filing remains perfected, normally for four 
months. If SP does not file in Indiana before 
the four-month period expires, then the se-
curity interest will become unperfected and 
will be deemed never to have been perfected 
as against a purchaser of the collateral for 
value. In addition, under Indiana’s version of 
UCC 9-316, the Michigan financing statement 
normally would remain effective to perfect a 
security interest in collateral acquired by the 
debtor within the four months after the relo-
cation to Indiana.15

What Is the “Individual Name” of 
the Debtor?
Article 9 does not define the “individual 
name” of a debtor. Nor does it define which 
element or elements in a debtor’s name con-
stitute the surname. In some cases, determin-

ing the “individual name” of a debtor may be 
difficult since names can take many forms in 
the United States. In applying non-UCC law 
for purposes of determining the sufficiency 
of a debtor’s name on a financing statement, 
due regard should be given to the instruc-
tion in UCC 1-103(1)(a) that the UCC “must 
be liberally construed and applied to pro-
mote its underlying purposes and policies,” 
which includes simplifying and clarifying 
the law governing commercial transactions. 
Thus, determination of a debtor’s name in 
the context of the Article 9 filing system must 
take into account the needs of both filers and 
searchers. Filers need a simple and predict-
able system in which they can have a rea-
sonable degree of confidence that, without 
undue burden, they can determine a name 
that will be sufficient so as to permit their 
financing statements to be effective.16

Likewise, searchers need a simple and 
predictable system in which they can have a 
reasonable degree of confidence that, with-
out undue burden, they will discover all fi-
nancing statements pertaining to the debtor 
in question.17 The Code encourages courts 
to take into account the purpose of the UCC 
to make the law uniform among the various 
jurisdictions.18 Of course, once an individual 
debtor’s name has been determined to be suf-
ficient for purposes of amended UCC 9-503, 
a financing statement that provides a varia-
tion of that name, such as a “nickname” that 
does not constitute the debtor’s name, does 
not sufficiently provide the name of the debt-
or under this section. However, a financing 
statement that otherwise complies with the 
“Only If” rule is not rendered ineffective by 
also providing a debtor’s trade name.19

When in doubt about an individual 
debtor’s name, a creditor may choose to file 
multiple financing statements with multiple 
versions of the debtor’s name and search in a 
similar fashion. Keep in mind that even if the 
name provided in the financing statement is 
correct, the “filing office” will reject the fi-
nancing statement if it does not identify an 
individual debtor’s last name.20

UCC 9-506 and 9-503 balance the interests 
of filers and searchers.21 Searchers are not 
expected to ascertain every nickname, trade 
name, or “doing business as” the debtor may 
use. However, it is the secured party’s re-
sponsibility to provide the name of the debt-
or sufficiently in a filed financing statement.22 
UCC 9-506(3) sets forth the only situation in 
which a financing statement that fails suffi-
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ciently to provide the name of the debtor is 
not seriously misleading. 

As stated in UCC 9-506(2), if the name 
of the debtor provided on a financing state-
ment is insufficient and subsection (3) is not 
satisfied, the financing statement is seriously 
misleading. 

UCC 9-506(3) provides that “a financing 
statement that fails sufficiently to provide 
the name of the debtor in accordance with 
9503(1)” is “seriously misleading.” Such a 
financing statement is ineffective even if 
the debtor is known in some contexts by the 
name provided on the financing statement 
and even if searchers know or have reason to 
know that the name provided on the financ-
ing statement refers to the debtor.

Conclusion
It is of primary importance for a secured 
party to properly identify a debtor in a 
financing statement to secure perfection of 
the security interest. Unlike other legal enti-
ties such as corporations, LLCs, trusts, and/
or partnerships, identification of individual 
debtors provides additional complications 
arising from ascertaining the correct name 
of the individual. The July 1, 2013 amend-
ment to UCC 9-503 implicitly acknowledges 
these difficulties and adopts bright-line rules 
for which names are sufficient and which 
are not. Amended UCC 9-503 appears well-
designed to facilitate compliance with the 
naming requirement. As with all other statu-
tory enactments, factual circumstances and 
judicial interpretations are bound to provide 
further clarification of the new requirements. 
To protect perfection of security interests, 
parties to secured transactions must remain 
attentive to the requirements of the law and 
changes in factual circumstances that may 
impact the value of such interests.
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The Steep and Slippery Road to 
Fraud – A Hypothetical Example  
of “Why”
Ten years ago, things were good. Bob’s busi-
ness was profitable. Not gangbusters, but 
good nonetheless. Bob was working hard 
every day, making ends meet with a decent 
amount left over. He had just added some 
additional staff to handle some of the daily 
grind, and he was focusing more on the 
growth of the company.

Over the next five years, the business re-
ally started to expand. In fact, it expanded 
faster than Bob’s wildest dreams. His largest 
customer was calling him on an almost daily 
basis with new opportunities. Their business 
was doing well too, and Bob was reaping 
the benefits. New business was popping up 
all over the place and as a result, sales were 
booming. Handling all of the growth was 
a good problem. Bob needed more trucks, 
more people, and more credit from his sup-
pliers. And that’s what he got. Bob’s bank 
was only too happy to finance the new trucks 
he needed, and also nice new cars for Bob and 
his wife. The suppliers loved Bob, too. Some 
of them not only offered a higher credit line 
but also went so far as to extend Bob’s terms 
to allow for a longer pay period. The compa-
ny hired a full contingent of back office staff, 
doubled its capacity in the shop, and moved 
into a new building purchased by Bob’s new 
company, Bob’s Real Estate Holdings, LLC.

Then, slowly at first, it started to happen. 
Over the course of several years, Bob’s larg-
est customers began to stagnate. Bob’s sales 
stopped growing; then they started to drop. 
Employee health care costs increased. The 
price of raw and other direct materials went 
up significantly, and Bob’s contracts did not 
allow him to pass the higher costs through 
to his customers. All the new staff and 
equipment drove Bob’s cost of sales higher. 
Without the continuous increase in volume 

enjoyed in past years, profitability began to 
suffer.

As Bob’s profitability shrank, so did his 
cash. The company began to rely more and 
more on its vendors and bank lines of credit, 
which slowly and continuously edged closer 
and closer to their limits.

Finally, with cash at zero, payroll due on 
Friday, the company’s largest customer de-
manding a price cut, vendors holding ship-
ments and the bank line of credit nearly out of 
availability, Bob did it. In a desperate move, 
Bob and his controller opened an account at 
a new bank, deposited some of this week’s 
cash receipts into the new account (money 
that contractually should have gone to pay 
down the company’s line of credit), and paid 
the week’s payroll from there.

It was fraud, and Bob knew it was wrong. 
But he also knew that it was just a one-time 
thing. He did not have to report anything to 
the bank until month-end; he had been able 
to make up the difference within the next 
week, so everything would be ok again. And 
it was. 

But two months later it happened again. 
This time, Bob did not have to open the new 
bank account because it was already there for 
him to use.  It took a little longer to get the 
diverted funds paid back, but he still did it. 
Unfortunately, the timing of this diversion 
was such that it crossed over a month-end 
reporting period. Bob’s controller had to re-
port to the bank: balance sheet, income state-
ment, and borrowing base report for the line 
of credit. It would not do to show a separate 
bank account, and, without the receivable 
balance, the line of credit was actually at a 
negative availability and thus out of formula. 
However, again, it was only temporary, so 
Bob and his controller delayed the reporting. 
When they did file the required reports, they 
just backdated the corrections and reported 
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no problems as of monthend. In other words, 
they falsified the bank reporting.

It was fraud again, and Bob knew it. He 
also knew that it was just a one-time thing. 
Sure, he had reported falsely to the bank, but 
he fixed the balances within a week or two 
and been able to make payroll again. After 
all, if he could not make payroll, he would 
be forced to close down. Then, where would 
the bank be? They needed him to stay alive 
if they were going to get their money back 
at all. And that was all he was doing, staying 
alive. If the bank could not understand that, 
then too bad. They did not know his busi-
ness. Bob had to do what he had to do. What 
did the bank know about running a business?

Bob began to work with an investment 
banker to help him find a partner who could 
bring in some capital and ease his cash flow 
burden. In the meantime, the cash problem 
continued to get worse, and, eventually, Bob 
and his controller could not fix the cash flow 
problems with “temporary” fraudulent re-
porting. More money had to be diverted to 
the secret bank account to pay for payroll, 
vendors, and others. And when even that was 
not enough, more money had to be borrowed 
against the bank line of credit, which meant 
falsifying more bank reporting to show that 
funds were available for borrowing.

Over the course of the next 12-months, it 
got so bad the company actually ended up 
tracking two sets of books for their accounts 
receivable; one within the internal account-
ing system that tracked reality and one for 
the bank reporting. The bank was getting 
more and more suspicious. They began to 
require weekly borrowing base reports, and 
they were having trouble understanding 
how Bob’s accounts receivable kept going 
up, along with his borrowing, while his sales 
and profitability were dropping.

At this point, the bank scheduled a re-
view of Bob’s books and operations. They 
were bringing in a consultant and had the 
right to do so under the terms of the loan 
agreements. Not only did Bob have the line 
of credit outstanding, but he had all of the 
new equipment notes, a couple of mortgages, 
and the loans for the nice cars he and his wife 
drove. Knowing the bank would put him out 
of business if they found out about the secret 
bank account and all of the false reporting, 
and not wanting to lose his business that 

only a few years earlier had shown so much 
promise, Bob and his controller worked fe-
verishly. While delaying the consultant’s ac-
cess to the company as long as possible, they 
tried to shore up all of the false reporting by 
creating false backup documents, reconciling 
schedules, and the like. Bob’s descent into 
the world of fraud was complete. 

The Very Definition of Fraud
Bob (and his controller) were now fraudsters. 
Although he certainly had not intended to go 
there from the beginning, Bob undoubtedly 
got there in the end. Two sets of books, false 
bank reporting, a secret bank account, and 
diversion of bank collateral all adds up to a 
fairly typical bank fraud scenario. 

Dictionary.com defines fraud broadly as, 
“deceit, trickery, sharp practice, or breach of 
confidence, perpetrated for profit or to gain 
some unfair or dishonest advantage.” It dif-
fers from errors or simple omissions in that it 
involves intent—the intent of the perpetrator 
or perpetrators to deceive, even if the intent 
is only a “one-time deal.”

In financial terms, we tend to categorize 
fraud from the perspective of the direct vic-
tim or victims. Bank fraud, such as that per-
petrated by Bob in the above hypothetical 
example, victimizes the lender and its share-
holders. Oftentimes, it is perpetrated by a 
borrower of funds, such as Bob, and can in-
volve providing fraudulent reports, mislead-
ing or false information, and/or misappro-
priation or diversion of funds, generally with 
the purpose of hiding true financial position. 
In doing so, the perpetrator tends to gain 
greater access to funds than would otherwise 
be available (i.e., increased credit limits).

According to a global study issued bi-an-
nually by the Association of Certified Fraud 
Examiners (ACFE), banks and other financial 
service firms have the highest risk of any in-
dustry for being victims of fraud (See Chart 1). 
Almost 17 percent of all fraud cases reported 
worldwide involve some form of bank fraud. 
The median loss incurred by the victim bank 
or other financial services institution was 
$232,000 in 2012.1

The government and manufacturing sec-
tors followed in liklihood of victimization 
with approximately 10 percent of all cases 
reported each. No other industry made up 
more than 7 percent of cases. 
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Banking may be an especially vulnerable 
target for fraudsters like Bob because of their 
dealings with so many different customer in-
dustries, sizes, etc. 

Regardless of the industry in which a 
bank customer operates, anything affecting 
that industry also affects that bank customer, 
which in turn could affect the bank or lender. 
In other words, it is not necessarily the bank-
ing industry itself that makes such institu-
tions vulnerable to fraud, but rather all of the 
various industries to which the bank lends.

Fraud on the Rise

Worldwide Statistics
In terms of raw data, survey participants in 
the 2012 Report to the Nations estimated the 

typical organization loses 5 percent of its rev-
enues to fraud each year. This is unchanged 
from the previous survey conducted in 
2010, indicating that overall fraud losses are 
holding steady as a percentage of revenues. 
Applied to the 2011 Gross World Product, 
this figure translates to a potential projected 
annual fraud loss of more than $3.5 trillion 
(up from $2.9 trillion in 2010).  

Participants reported a median loss of 
$140,000 per incident. Interestingly, this is 
down from a median loss of $160,000 per 
incident in the 2010 report. Additionally, 
cases involving losses in excess of $1 million 
dropped from approximately 25 percent to 
20 percent between the two reports.

Taken altogether, the data point to a high-
er number of fraud incidents overall, up al-
most 40 percent during the two-year period.

 

Chart 1 – Industry of Fraud Victim Organizations (2012 Report to the Nations)
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This correlates with data from the Na-
tional White Collar Crime Center (NW3C), 
which shows a spike in arrests for fraud and 
embezzlement during and after the two pre-
vious recessions. Following the savings and 
loan crisis and the subsequent economic 
downturn in 1990, white collar fraud arrests 
jumped 52 percent over the next two years. 
Similarly, in the two years following the 2000 
burst of the dot-com Internet bubble, arrests 
jumped 25percent.2 

In the midst and aftermath of the “Great 
Recession,” we should expect nothing dif-
ferent. And as the U.S. economy struggles 
to come out the other side, we should expect 
that such instances will continue to be high 
for several years to come.

Closer to Home
In reviewing recent cases involving Amherst 
Partners, we have found that a number of 
financial advisory cases in the last two to 
three years (and nearly every case of signifi-
cant size) have involved some aspect of fraud 
or potential fraudulent activity.

In most cases, Amherst was not initially 
engaged to perform a fraud investigation. A 
thorough review process and an eye toward 
the way things “ought to look,” in conjunc-
tion with the engaged scope of the projects, 
identified abnormalities. Eventually fraudu-
lent actions were uncovered. In most cases, 
no special reviews were necessary in order to 
uncover and track the fraud. 

The Psychology of Fraud: Why 
Did They Do It?
Although there are certain aspects of most 
bank fraud schemes that recur, such as the 
falsification of reporting and the diversion of 
funds, most bank fraud schemes have a per-
sonality of their own and are developed to 
match the abilities and nuances of the indus-
try and specific company in which the fraud-
ster operates. 

The following Amherst case summaries 
provide some examples of recent bank fraud 
schemes, the review method that ultimately 
uncovered the fraud, and the basic psychol-
ogy of the individuals who ultimately perpe-
trated the fraud itself. 

Example 1 – Empty Pockets, Empty Boxes: 
Fraud Identification and Description—
Representing the debtor, a plastic 

injection molder, Amherst reviewed 
the balance sheet and performed a 
standard inventory analysis. This 
analysis indicated reported inventory 
balances were not moving through the 
system in tandem with corresponding 
production and shipments. Upon fur-
ther investigation, Amherst found the 
company had been placing packing 
stickers on empty boxes and stacking 
them in various places throughout the 
warehouse. These empty boxes were 
then counted as full of finished goods, 
inflating the company’s borrowing 
availability from its lender and pro-
viding false indication of the ability to 
ship to customers in a timely manner.
Detection—The lender in this case had 
performed standard audit procedures 
without catching the inflated inven-
tory. Why not? The answer is that 
standard collateral audit procedures 
are not designed sufficiently to catch 
most forms of fraud, and they gener-
ally leave out the best place to start. 
A simple common sense review of a 
snapshot of operations, not the tick 
and tie3 auditing most collateral audits 
provide. Amherst’s review of the bal-
ance sheet in this case generated one 
simple question, “For a company hav-
ing difficulty paying its vendors in 
a timely manner, why do they have 
so much inventory?” Following the 
trail to find the answer uncovered the 
empty box scheme.
Psychology of the Fraudster—The owner 
of the company had started this 
business 30 years ago, was nearing 
retirement and was working toward 
handing over the reins to his son 
when the “Great Recession” hit the 
automotive industry hard. As a result 
of the automotive downturn, the plas-
tics industry suffered tremendously, 
and the company was unable to make 
their loan payments or pay vendors 
on time. In the belief that the industry 
was going to return, and with the goal 
of providing the next generation with 
something that the owner had worked 
so hard on for so long, the owner of 
this company made the conscious 
decision to falsify bank reporting 
(“just until sales returned to normal”) 
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in order to gain more availability on 
his bank line of credit. 
Motivation—Love of one’s children 
and desire to not lose what was built 
over a lengthy period of time.

Example 2—The Accounting Puzzle: 
Fraud Identification and Description—A 
debtor engaged Amherst to develop 
a 13-week cash flow forecast for the 
company’s lender. One aspect often 
overlooked in the development of 
such a forecast is the establishment 
of a clean starting point. In reviewing 
the beginning accounts receivable bal-
ances, Amherst pulled the receivables 
aging from the company’s account-
ing system and compared it to the 
amounts reported to the lender. It was 
immediately clear the two reports 
were materially different. On further 
investigation, Amherst learned the 
company had been reporting a sepa-
rate amount to the lender for at least 
12 months, inflating its borrowing 
base by more than $2 million.
Detection—The lender had performed 
at least one standard collateral audit, 
and the company had undergone at 
least one annual financial audit dur-
ing this timeframe, neither of which 
identified the fraudulent reporting. 
Why not? In this case, the lender’s 
audit staff accepted Microsoft Excel 
files from the company as source 
documents and did not actually per-
form a receivables roll-forward or 
detailed reconciliation on any of the 
largest customers (presumably due 
to size and volume of the accounts). 
The financial audit team did not take 
the simple step to tie year-end finan-
cial information to bank reporting, 
although they did review the compa-
ny’s status relative to bank covenants 
based on the audit results themselves.
Amherst, in starting to create the 
13-week cash flow forecast, took the 
approach that the accounting “sys-
tems” of any entity are made up of 
pieces to a single puzzle. Each piece 
must fit with all of the others, or 
something is wrong. Once one piece is 
identified as not fitting, all other piec-
es become suspect as well. By accept-

ing spreadsheets as source documents, 
the lender opened the possibility of 
manipulation once the data was out-
side the accounting puzzle. Amherst’s 
insistence on using source documenta-
tion for the accounts receivable start-
ing point uncovered the false report-
ing scheme. 
Psychology of the Fraudster—Unlike 
Bob in our hypothetical example and 
the owner of the company in Example 
1, the business owner in Example 2 
set out to defraud the bank from day 
one. While the company itself was 
probably viable at a certain level, the 
owner felt that it was not big enough. 
He decided that the bigger the com-
pany, the more he could pay himself, 
his wife, his daughter, and the bigger 
and better things he could have. The 
owner of this small business bought 
new cars for the entire family, bought 
three nice homes throughout the 
country, took wonderful trips over-
seas, and generally lived the good 
life…until he was caught.
Motivation—Simple greed.

Example 3: Shipments to Nowhere
Fraud Identification and Description—
Assigned as receiver for a struggling 
plastics company, Amherst began an 
immediate overall review of corporate 
assets, including accounts receivable. 
In reviewing the outstanding balances 
due from several of the company’s 
largest customers, Amherst noted 
outlying invoice amounts that were 
inconsistent with the majority of all 
other invoices normally issued by the 
company. The invoice amounts were 
of an even dollar amount and up to 
20 times larger than typical invoices 
issued by this company. On further 
investigation, Amherst discovered 
the company had issued false ship-
ping documents and related invoices, 
which were supplied to the lender 
as source documentation support for 
daily/weekly sales and receivables 
balances.
Detection—In this case, the lender 
had not only performed periodic col-
lateral audits but had gone so far as 
to require source documentation to 
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back up periodic reporting by the 
company. Cash flow issues finally 
forced the company into receivership. 
In the meantime, unfortunately, the 
company’s upper management, a for-
mer CPA, was able to manipulate the 
internal accounting systems in such 
a way as to develop a complete set of 
false source documents to back up the 
false reporting made to increase lend-
ing and cover certain payments.
Amherst’s review of the receivable’s 
balance led to a sense of something 
being out of the ordinary. Perhaps the 
most important aspect of this detec-
tion, however, was the fact that a 
simple sense of something being out 
of the ordinary was followed through 
to understand the entire transaction, 
resulting in the fraud detection within 
just a few days of Amherst being on 
site.
Psychology of the Fraudster—The part-
owner and CFO of this company had 
previously been its outside CPA. He 
had bought into the company as an 
owner only recently and realized too 
late that it was not really doing as 
well as he had thought. Still believing 
that he could turn it around, however, 
and feeling a sense of responsibility 
and loyalty to the staff, he would do 
almost anything to avoid laying any-
body off. One false invoice to cover 
a cash shortfall led to another, and 
another, and another. Before he knew 
it, the fraud was too deep to simply 
climb out of it, and he ended up out of 
business. 
Motivation—Sense of responsibility 
and loyalty to staff.
As we can see from our hypothetical ex-

ample with Bob, as well as the real life exam-
ples above, many fraudsters do not set out to 
be that way. A set of circumstances, some of 
which are truly out of their control, lead the 
fraudster down a path to committing their 
particular crime. 

Three Elements Necessary to 
Commit Fraud
Fraud experts agree that the commission of 
fraud generally requires all three of the fol-
lowing elements to be present (“The Fraud 
Triangle”).

Pressure…causes a person to commit 
fraud. Pressure can come from a multitude 
of places but generally involves some sort of 
significant financial need or problem. Nor-
mally, the individual also feels as if the prob-
lem needs to be solved in secret; that either 
reasonable forms of help are non-existent or 
no longer available to them.

Opportunity…provides the ability to 
commit fraud. The belief that one will not 
be caught in the commission of a fraudulent 
act is created by weak internal controls, poor 
oversight or governance, and/or the consoli-
dation of authority within an organization. 
Opportunity is the element of fraud that 
organizations have most direct control and 
where risks can be most limited through ap-
propriate actions.

The design and implementation of in-
ternal control procedures and appropriate 
review processes can prevent the majority 
of opportunity to commit fraud. From a fi-
nancial perspective, this can include up-front 
analysis and periodic, thorough, lender re-
views by qualified financial analysis with 
appropriate forensic training. Tick and tie 
auditing generally will not provide sufficient 
oversight to prevent fraud if the other points 
of the triangle (pressure and rationalization) 
are sufficiently strong and internal controls 
are sufficiently weak.

Rationalization…involves how the per-
son committing fraud reconciles their behav-
ior with their own internal notions of hones-
ty and proper conduct. Individuals may ra-
tionalize their behavior in a number of ways. 
Common methods of rationalization include:

•	 A belief that, if not for their actions, 
the individual will lose everything 
(business, family, home, car, etc.).

•	 A belief that no help is available 
from the outside.

•	 A belief that the theft is merely 
a temporary “borrowing” and is 
fully intended to be repaid.
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•	 A belief that the bank or other insti-
tution has somehow wronged the 
individual or individual’s business 
and that something is “owed” to 
him/her for this digression.

•	 A lack of understanding as to the 
consequences of the fraudulent 
actions (“It’s no big deal.”).

An obvious question is: What can a lend-
er do to increase the likelihood it will detect 
fraudulent activity early as opposed to later 
in the process? The following section dis-
cusses five actions that can help increase the 
detection of fraud.

Five Lender Techniques to Help 
Reduce Bank Fraud
Financial institutions generally have a num-
ber of procedures and techniques available to 
help prevent fraud. The frequency of use of 
these procedures and techniques, however, 
is up to the individual. As a primer, we have 
listed below five items a lender can be aware 
of which may provide indicators that a deep-
er look may be necessary:

1)  Balance Sheet / Income Statement 
Relationships

Most analysts use simple ratios as 
one tool to help determine a com-
pany’s overall health. But whether 
it is a current ratio, a quick ratio, or 
other standards, these ratios don’t 
necessarily bridge the gap between 
operations and the balance sheet. 
To do so, ask questions that require 
both sides of the financial state-
ments to answer. How much 
inventory is on hand in comparison 
with monthly sales? How does the 
total accounts receivable balance 
or aging compare with monthly 
sales? What changes have taken 
place in fixed assets in comparison 
with the overall profitability of the 
company?

2)  Third Party Verifications
Consider verifying not only a few 
accounts receivable, but several 
accounts payable as well. There is 
no substitute for balance verifica-
tion with a customer or vendor. 
Reviewing total transactions by 
customer or vendor can uncover 
anomalies as well.

3)  Slow Moving Inventory

Slow moving inventory items are 
prime areas to hide false assets. 
Overstating the quantities on hand 
will not affect current production 
planning or be required for ship-
ment any time soon, so the fraud-
ster can get a maximum amount 
of benefit with a minimal amount 
of effort. Test counting the slow 
moving inventory can lead to any 
number of discoveries.

4)  Original Documentation
Always insist on original reports 
from a company’s internal account-
ing systems. By allowing a com-
pany to report in summary format 
using external software and with-
out any detailed original documen-
tation, the door is left open for easy 
manipulation.

5)  Kick the tires
Do not be afraid to walk around 
the plant, the shop floor, the show-
room, or the building itself and 
take note of anything out of the 
ordinary or that you simply do not 
understand. Ask questions until 
full understanding is gained. Sim-
ple questions like, “Why is that pile 
of steel in the corner of the plant?” 
or “Where do you store the extra 
inventory before it hits the show-
room floor?” can sometimes lead 
to much deeper discoveries. And if 
not, great! You simply learn more 
about the company and industry at 
hand.

Economic Impacts on the Fraud 
Triangle
As we see in each of the examples discussed 
above, the overall impact of poor economics, 
either globally or simply within the company 
itself increases the likelihood that fraud will 
be committed. Increases in fraud due to a 
down economy lie in the economy’s effects 
on all three points of the fraud triangle. 

Drops in the overall economy trickle 
down to every business, business owner, 
and individual in one way or another. For 
businesses, overall pressure is increased by 
falling sales, increasing losses, margin com-
pression, tightening credit lines, and general 
uncertainty in the market place. Individuals 
also feel pressure due to lost or potential of 
lost job status, reduced pay and/or opportu-
nity for economic betterment within an or-



ganization, and continual “bad news” in the 
media.

Similarly, the feeling that general changes 
in the economy are the fault of “those guys” 
(bank bail-outs, Wall Street greed, politician 
dishonesty, or other external factors) can lead 
an individual or business owner to rational-
ize actions that would otherwise not have 
been taken. The feeling that others “did this 
to me” increases the likelihood of individu-
als rationalizing fraudulent actions by shift-
ing their thought pattern to, “I’m only doing 
what I have to do.”

Finally, as a down economy takes its toll 
on businesses, opportunities for the com-
mitment of fraud increase. Staff reductions 
can change and deplete otherwise sufficient 
internal controls. Cash shortfalls, especially, 
can cause changes in daily operations away 
from approved or standard internal control 
procedures. For example, the need to “walk” 
a cash receipt from the mailbox directly to 
the bank to cover the day’s disbursements 
circumvents normal control procedures for 
cash receipts and opens the company up to 
additional potential fraud opportunities. 

Additional opportunities for fraud arise 
through concentration of authority within 
small businesses. While otherwise consid-
ered sufficient, the increases in pressure and 
rationalization may require outside interven-
tion to prevent increased opportunity in this 
area. Tighter outside monitoring and closer 
ongoing forensic analysis may be required 
in the case of small businesses to prevent 
the situation from presenting an irresistible 
opportunity for the owner/administrator 
under such tremendous pressure. The use 
of continual or periodic reviews and moni-
toring can not only limit opportunity for 
fraudulent actions, but it can also reduce the 
potential for rationalization by providing the 
individual with a sense that they are not out 
of options, on their own, etc. They can work 
with, not hide from, the lender.

Certainly, all of the above issues are pres-
ent in today’s economy. Although some 
economists believe we are now at or past the 
bottom of the economic trough, it is reason-
able to believe these upward trends in the oc-
currences of fraudulent actions will continue 
for at least another two to three years.

 

Notes
1. Association of  Certified Fraud Examiners 

(ACFE), Report to the Nations on Occupational Fraud and 
Abuse, 2012.

2. National White Collar Crime Center (NW3C), 
White Collar Crime Statistics, October 2009.

3. Tick and tie: standard terminology used by most 
auditors to describe the general process of  confirming 
the contents of  two or more independent sources of  
information.
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Motor Dealers Act—Dealer Agreement and 
Relevant Market Area
LaFontaine Saline, Inc v Chrysler Group LLC, No 307148, 
2012 Mich App LExIS 2378 (Nov 27, 2012). Plaintiff auto-
mobile dealer (located in Saline, Michigan) executed three 
separate sales and services agreements (SSAs) with defen-
dant manufacturer that granted plaintiff the non-exclusive 
right to purchase and resell Chrysler, Dodge, and Jeep 
vehicles at plaintiff’s dealership. The Motor Dealers Act 
(MDA) provides that before a manufacturer enters into a 
dealer agreement establishing a new dealer, it must give 
written notice to each new dealer of the same line in the 
“relevant market area.” When plaintiff executed its SSAs, 
the MDA defined the relevant market area as a radius of 
six miles of the intended site in a county with a popula-
tion of more than 25,000, but the definition was changed 
effective August 4, 2010, to nine miles in a county with a 
population of more than 150,000. Plaintiff is located in a 
county with a population of more than 150,000, and, on 
February 2, 2010, a second dealer entered into a Letter 
of Intent (LOI) agreement with defendant regarding the 
Dodge vehicle line. Sometime in 2010, plaintiff learned 
that defendant intended to award the Dodge vehicle line 
to the second dealer, and, on September 3, 2010, plaintiff 
sent a letter to defendant advising it that the other dealer 
was located within the new nine-mile relevant market area 
of plaintiff. Defendant responded via a letter to plaintiff 
advising that it “intend[ed] to approve the establishment 
of a Dodge car and truck vehicle line” at the second dealer. 

On December 9, 2010, plaintiff filed a complaint for 
declaratory relief requesting that the trial court enter an 
order precluding defendant from awarding the Dodge ve-
hicle line to the second dealer. Defendant and the second 
dealer filed motions for summary disposition pursuant to 
MCR 2.116(C)(8) and MCR 2.116(C)(10), arguing that the 
LOI constituted a dealer agreement that was effectuated 
before the 2010 statutory amendment such that the six-
mile relevant market area governed whether plaintiff had 
standing to challenge the new vehicle line. The defendants 
also argued that the amended nine-mile relevant market 
area did not have retroactive effect. 

The trial court entered an order granting defendants’ 
motions for summary disposition, concluding that the LOI 
constituted the operative dealer agreement, and given that 
the LOI was executed before the 2010 statutory amend-
ment, the pre-amendment six-mile relevant market area 
governed for purposes of standing. Because plaintiff fell 
outside the six-mile relevant market area, the trial court 
ruled that plaintiff lacked standing to challenge the new 
vehicle line under MCL 445.1576(3) and granted defen-
dants’ motions and dismissed plaintiff’s complaint.

The court of appeals reversed and remanded for fur-
ther proceedings. The court stated that the central issue 
was whether the LOI was a “dealer agreement” under the 
MDA. This definition was also amended in 2010, but the 

interpretation was governed in this case by the earlier defi-
nition. The court determined that the LOI did not qualify 
as a dealer agreement because it only concerned the facil-
ity and not the right to purchase and sell the Dodge vehicle 
line. Consequently, any future dealer agreement between 
the defendants would necessarily be executed after 2010 
PA 139 took effect; thus, plaintiff is located within the “rel-
evant market area,” and plaintiff could maintain an action 
under MCL 445.1576(3) to determine whether good cause 
exists to establish the proposed Dodge vehicle line at the 
second dealer. Whether good cause exists for the establish-
ment of the Dodge vehicle line at the second dealer is not 
contingent on future events that may not occur. Thus, the 
court stated that the case was ripe for adjudication and the 
trial court erred in concluding otherwise.

Single Business Tax—Capital Acquisition 
Deduction for Publishers
Random House, Inc v Department of Treasury, No 307035, 2012 
Mich App LExIS 2376 (Nov 27, 2012). Plaintiff is incorpo-
rated in the state of New York and is “primarily engaged 
in the publication and sale of books in interstate com-
merce.” From 1993 to 1996, plaintiff transacted business in 
Michigan and timely filed Michigan Single Business Tax 
(SBT) returns for those years. In March 1998, plaintiff filed 
an amended Michigan return requesting a refund from 
defendant for a capital acquisition deduction (CAD) “for 
costs incurred in its book publication activities.” In par-
ticular, plaintiff had expended funds purchasing original, 
or “master manuscripts” from authors. For the four years 
from 1993 through 1996, plaintiff requested refunds of 
$53,130, $75,235, $41,259, and $29,856. The Department of 
Treasury denied plaintiff’s requested refunds, and plain-
tiff filed suit in the Court of Claims contesting denial of 
the refunds. Although the case was held in abeyance for 
more than ten years, it was reinstated to the active docket 
at the request of the parties. Plaintiff moved the trial court 
for summary disposition, arguing that the “costs were of 
the same type that were capitalized and depreciated for 
federal tax purposes as required by federal auditors in a 
prior audit.” The Department of Treasury countered by 
arguing that plaintiff’s focus on a master manuscript was 
misleading and that plaintiff had purchased the rights to 
publish books and had acquired an intangible asset. The 
trial court granted plaintiff’s motion, concluded that plain-
tiff was entitled to claim a CAD for the tax years in issue, 
and ordered defendant to refund plaintiff $194,480 plus 
statutory interest.

The court of appeals stated that under the SBT’s CAD 
provision it had to determine whether plaintiff’s costs 
were for (1) tangible assets and (2) if so, whether those tan-
gible assets were eligible for depreciation, amortization, or 
accelerated capital cost recovery under the IRC. The focus 
was a determination of what exactly was being purchased 
by plaintiff. Plaintiff argued that the costs at issue were as-
sociated with purchasing physical “master manuscripts,” 
while the Department of Treasury asserted that the master 
manuscripts are merely ancillary to plaintiff’s actual pur-
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chases, which are intangible publication rights. As a result 
of an IRS audit in 1987 and 1988, plaintiff was required to 
capitalize and depreciate its costs associated with the pur-
chase of master manuscripts. Thus, these costs were not 
only eligible for depreciation under the IRC, but the IRS 
actually required plaintiff to depreciate these costs. The 
Department of Treasury characterized physical deprecia-
tion in the colloquial context, rather than in the applicable 
and appropriate accounting context as provided by the 
IRC. Plaintiff’s costs in this case were clearly “of a type that 
are, or under the internal revenue code will become, eli-
gible for depreciation, amortization, or accelerated capital 
cost recovery for federal income tax purposes” as required 
by the statute, MCL 208.23(c). Thus, the court of appeals 
affirmed the trial court’s order of a refund to plaintiff.
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Cosponsors: $315 
ICLE Partners: $295                 New Lawyers: $195                   Law Students: $97.50

Books 



notes
62 THE MICHIGAN BUSINESS LAW JOURNAL — SPRING 2013



notes
THE MICHIGAN BUSINESS LAW JOURNAL — SPRING 2013 63





SubScRIPTIoN INfoRMATIoN
Any member of the State Bar of Michigan may become a member of the Section and 
receive the Michigan Business Law Journal by sending a membership request and annual 
dues of $30 to the Business Law Section, State Bar of Michigan, 306 Townsend Street, 
Lansing, Michigan 48933-2012.

Any person who is not eligible to become a member of the State Bar of Michigan, and any 
institution, may obtain an annual subscription to the Michigan Business Law Journal by 
sending a request and a $30 annual fee to the Business Law Section, State Bar of Michigan, 
306 Townsend Street, Lansing, Michigan 48933-2012.

chANGING YouR ADDRESS?
Changes in address may be sent to:

Membership Services Department
State Bar of Michigan
306 Townsend Street

Lansing, Michigan 48933-2012

The State Bar maintains the mailing list for the Michigan Business Law Journal, all Section 
newsletters, as well as the Michigan Bar Journal. As soon as you inform the State Bar of 
your new address, Bar personnel will amend the mailing list, and you will continue to 
receive your copies of the Michigan Business Law Journal and all other State Bar publica-
tions and announcements without interruption.

cITATIoN foRM
The Michigan Business Law Journal should be cited as MI Bus LJ.

coNTRIbuToRS’ INfoRMATIoN
The Michigan Business Law Journal invites the submission of manuscripts (in duplicate) con-
cerning commercial and business law. Manuscripts cannot be returned except on receipt 
of proper postage and handling fees. Manuscripts should be submitted to Publications 
Director, D. Richard McDonald, the Michigan Business Law Journal, 39577 Woodward Ave., 
Ste. 300, Bloomfield Hills, Michigan 48304, (248) 203-0859, or to Daniel D. Kopka, Senior 
Publications Attorney, Institute of Continuing Legal Education, 1020 Greene Street, Ann 
Arbor, Michigan, 48109-1444, (734) 936-3432, dan@icle.org.

DISclAIMER
The opinions expressed herein are those of the authors and do not necessarily reflect those 
of the Business Law Section.
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Council Meetings 

DATE TIME LOCATION

June 8, 2013 9:00 a.m. JW Marriott, Grand Rapids

December 7, 2013 10:00 a.m. Honigman, Detroit

Seminars and Institutes

25th AnnuAl Business lAw institute

DATES:  June 7-8, 2013 LOCATION:  JW Marriott, Grand Rapids
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