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From the Desk of the Chairperson
By Robert T. Wilson 

Welcome to the Spring 2011 issue of 
the Michigan Business Law Journal. In 
1999, I first became involved with the 
Business Law Section by taking on the 
task of turning what was then a fledg-
ling publication, produced by often 
haphazard methods, into a more pro-
fessional, regularly published periodi-

cal. At that time, the Journal was something of a labor of 
love by a small group of attorneys with the assistance of 
a legal secretary who copyedited and handled the pro-
duction at home on her kitchen table. In any given year 
it was not clear how many issues would be published or 
when they would appear. With the assistance of ICLE, 
however, the Journal gradually evolved into our signa-
ture publication and one of the products of the Section 
most valued by our members. The quality and variety 
of our articles and columns have grown steadily, and 
we continue to add new features on a regular basis. 
Over the years, these have included features such as an 
index, columns on recurring topics, and key informa-
tion about the Section. In addition, the content of our 
articles has evolved from focusing almost exclusively on 
Michigan laws to topics involving federal, multi-juris-
dictional and even international law of key interest to 
Michigan business practitioners. I’m proud of the Jour-
nal and know that our publication has been praised and 
imitated by other Sections of the State Bar. That said, 
we are always looking for ways to improve or expand 
the content and format of the Journal, electronically and 
otherwise, to maximize its value to our members. We 
are keenly interested in any ideas you may have. Please 
contact our current Publications Director, Rick McDon-
ald (drmcdonald@dykema.com), or ICLE Senior Publi-
cations Attorney Dan Kopka (dan@icle.org) with your 
suggestions. Better yet, write an article yourself. It’s an 
outstanding opportunity to serve our profession while 
gaining peer recognition.

As you peruse the columns and articles in this latest 
issue of the Journal, you will note that this issue is no ex-
ception to our tradition of quality and innovation. Let’s 
start with our regular columns. By virtue of her many 
years of service in state government and her current role 
as Deputy Director of the Bureau of Commercial Ser-
vices in the Department of Energy, Labor and Economic 
Growth, Ann Baker is in a unique position to be “in the 
know” when it comes to the practical implications of 
recent changes in legislation and administrative proce-
dures. For this issue her regular “Did You Know?” col-
umn focuses on, among other things, a variety of impor-
tant procedural matters relating to entity conversions. 

Changes in federal tax laws often have far-reaching 
consequences for our clients and their businesses. In this 
issue’s “Tax Matters” column, Paul McKenney offers a 
number of suggestions for steps that should be taken as 

a result of the passage of the December 2010 Tax Relief 
Act. 

Finally, there are few areas of the law that are evolv-
ing as fast and often in unpredictable ways, as those that 
involve high technology. In his “Technology Corner” 
column Michael Khoury focuses on recent amendments 
to Michigan Identify Theft Protection Act, including 
some practical advice for victims of this form of crime. 

Each issue of the Journal is designed to focus in part 
on a particular substantive area of the law. For the Spring 
2011 issue, that area is securities regulation. By way of 
introduction to the topic, Deputy Commissioner of the 
Securities Division Diane Bissell presents an insider’s 
perspective in her “Brief Overview of Michigan Securi-
ties Regulation,” outlining the history of securities regu-
lation in Michigan as well as the regulatory challenges 
presented by recent state and federal legislation. For ex-
perienced securities lawyers and those with clients sub-
ject to the Investment Advisers Act of 1940 and related 
state regulations, Michael Coakley and Matt Allen offer 
a range of illuminating commentary and advice relating 
to changes to Part 2 of SEC Form ADV. Our selection of 
articles on securities law is rounded out by Jim Vlasic’s 
cogent survey of limitations on transfer of limited li-
ability company interests. One of the principal themes 
of the article is that in various ways “LLC membership 
interests more closely resemble limited partnership in-
terests than corporate stock.”  For even seasoned corpo-
rate lawyers, this area may represent unfamiliar ground 
and this article is a welcome addition to the literature for 
Michigan lawyers. 

Outside the realm of securities regulation, we have 
two articles that provide both informative explanations 
and timely advice for general business practitioners in 
Michigan. In “Lien on Me: Relief from the Shortcoming 
of the Michigan Judgment Lien Statute,” Rick Haber-
man explores a possible remedy for a shortcoming of 
the MJLS. In their article on reducing the risks of sell-
ing goods and services to the U.S. government, George 
Ash and Erin Toomey describe methods of mitigating 
the downside of entering into the daunting but poten-
tially lucrative world of the “government contract mar-
ketplace.” Happy reading.

If the Journal is our signature publication, our signa-
ture event is the annual Business Law Institute, to be 
held this year at the Inn at St. John’s in Plymouth on 
May 6-7. This is an outstanding opportunity for Michi-
gan business lawyers to gather in a collegial environ-
ment while learning about the latest developments in 
business law. Please join us there if you can.
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Entity Conversions 
Recent amendments to the Michi-
gan Limited Liability Company Act1 
make conversion of a domestic lim-
ited liability company to a business 
organization and conversion of a 
business organization to a domestic 
limited liability company possible. 
The Business Corporation Act was 
previously amended in 2008 to per-
mit conversions.2 In general, a conver-
sion is possible when both the statute 
under which the entity is formed and 
the statute that will govern the inter-
nal affairs of the entity after conver-
sion permit the conversion. Prior to 
the recent amendment, the Michigan 
Limited Liability Company Act did 
not permit conversions other than 
conversion of a partnership to an LLC 
or PLLC.3 

Sections 745 and 746 of the Busi-
ness Corporation Act4 permit a do-
mestic corporation to convert to a 
business organization and a business 
organization to convert to a domes-
tic corporation. “Business organiza-
tion” is defined in section 736(1)(a) of 
the Business Corporation Act5 as “a 
domestic or foreign limited liability 
company, limited partnership, gen-
eral partnership, or any other type of 
domestic or foreign business enter-
prise, incorporated or unincorporat-
ed, except a domestic corporation.” 

Sections 708 and 709 of the Michi-
gan Limited Liability Company Act6 
permit a domestic limited liability 
company to convert into a business 
organization and a business organiza-
tion to convert into a domestic limited 
liability company. Section 705a(1)(a) 
of the Michigan Limited Liability 
Company Act7 defines “business or-
ganization” as “a domestic or foreign 
corporation, limited partnership, gen-
eral partnership, or any other type of 
domestic or foreign business enter-
prise, incorporated or unincorporat-
ed, except a domestic limited liability 
company.” 

The existing Certificate of Conver-
sion form number BCS/CD 753 can 
be used for all types of conversions. 
In addition, the Corporation Divi-
sion, Bureau of Commercial Services, 
is drafting a new Certificate of Con-

version form. It should be available 
in March on the Web site as a form 
that can be downloaded, filled out, 
and submitted by fax, mail, or in per-
son. When a domestic corporation or 
domestic LLC is the resulting entity 
of the conversion, articles for the con-
verted entity must accompany the 
Certificate of Conversion. If the re-
sulting entity is a foreign corporation 
or foreign LLC that will be transact-
ing business in Michigan the resulting 
entity will need to apply for a certifi-
cate of authority and comply with the 
provisions of the applicable statute. 
Procedures for general partnership 
and limited partnership conversions 
to LLCs remain the same.

For a domestic profit corporation 
or qualified foreign corporation con-
verting to a domestic limited liability 
company, all annual reports due pri-
or to the conversion will be required 
to be submitted with the Certificate of 
Conversion. For a domestic or quali-
fied foreign LLC converting to a do-
mestic profit corporation or a foreign 
corporation, all annual statements, or 
statements and reports if a PLLC, due 
prior to conversion will be required 
to be submitted with the Certificate 
of Conversion. The resulting corpora-
tion will be required to report officers 
and directors on the first annual re-
port it files as a corporation. Informa-
tion will be added to the Corporation 
Division’s record of the resulting LLC 
or corporation to ensure only one an-
nual statement or report is required 
in the year of conversion. 

A Certificate of Conversion is ef-
fective when endorsed “filed” by the 
Corporation Division, unless a future 
effective date within 90 days is set 
forth in the articles. 

At the time the document is 
“filed,” the Corporation Division will 
update the record of converting en-
tity to reflect the change and retain in 
the record for the converting entity all 
history records, assumed names, and 
images. A Business Entity Search will 
display the converting entity’s status 
as conversion and all documents filed 
prior to conversion will be viewable 
from that record. A new record will 
be created, with a new file number, 

for the resulting entity reflecting the 
information required for the con-
verted entity. All documents filed for 
a converted entity under its previous 
file number will be added to the re-
cord of the resulting entity and view-
able from that record. All documents 
filed for the resulting entity after the 
conversion will be added only to the 
new record created at the time of 
conversion. Assignment of a new file 
number is necessary to ensure that 
the entity receives the appropriate 
notices and forms for filing corpora-
tion annual reports or limited liabil-
ity company annual statements and 
reports.

A profit corporation formed by 
conversion prior to January 1, 2011, 
is liable for a 2011 profit corporation 
annual report. The 2011 profit cor-
poration annual reports were mailed 
to resident agents in February and 
March. A delinquency notice will be 
sent in August 2011 to all profit cor-
porations formed or qualified prior to 
January 1, 2011 that do not file a 2011 
annual report.

For limited liability companies 
formed by conversion on or after 
December 16, 2010, and prior to Oc-
tober 1, 2011, their first LLC annual 
statement will be due by February 15, 
2012. The 2012 annual statements will 
be mailed to resident agents in No-
vember 2011. In subsequent years, if 
the conversion date is prior to Octo-
ber 1 of year immediately preceding 
the current year, the LLC is liable for 
an annual statement for the current 
year.

The Corporation Division will send 
a Notice of Delinquency to limited li-
ability companies created by conver-
sion if, based on the conversion date, 
the limited liability company was 
liable for an annual statement or re-
port, or if prior to the conversion the 
corporation was liable for an annual 
report for the year in question, and it 
was not filed for the year in question. 
A Notice of Delinquency will be sent 
to all active limited liability compa-
nies liable for an annual statement or 
report that did not file the statement 
or report within two years of the due 
date. The annual statement or report 

DID YOU KNOW? By G. Ann Baker



accompanying the notice will be the 
annual statement or report that was 
required and not filed. 

The Corporation Division will 
send a Notice of Impending Dissolu-
tion to profit corporations created by 
conversion that, based on the original 
formation date, were liable for an an-
nual statement or report two years 
prior to the notice of impending dis-
solution, and the report was not filed 
at or before time of conversion.

Uncertified copies of documents 
for converted entities are available 
without charge from the Business En-
tity Search. New certificates of good 
standing for corporations created by 
conversion from LLC or PLLC and 
for limited liability companies and 
professional limited liability com-
panies created by conversion from a 
corporation or a professional corpo-
ration will be created. The existing 
certificate of good standing used for 
a limited liability company formed 
by conversion from a partnership or 
a limited partnership will continue 
to be used. Certificates of fact attest-
ing to a conversion and certificates of 
continuous existence may be ordered 
and will be prepared manually by the 
Corporation Division. Certified cop-
ies of filed documents for converted 
entities can be ordered in the same 
manner as other certified copies. The 
MICH-ELF endorsement page and 
certificates of authority will be modi-
fied as needed to accommodate con-
versions and simultaneous qualifica-
tions at time of conversion. 

Corporate Charter Granted 
by Legislature
The December 31, 2010, Ingham 
County Circuit Court decision of 
Honorable James R. Giddings in Erie 
and Kalamazoo Railroad Co v State of 
Michigan, Nos 07.543.CZ, 06.1462.
AA, reviews the history of the Erie & 
Kalamazoo Railroad and concludes 
that any rights the corporation “may 
have possessed in the past, long ago 
expired.” The case arose out of the 
Corporation Division’s refusal to file 
an appointment of resident agent for 
the Erie and Kalamazoo Railroad 

Company over 100 years after repeal 
of the corporate charter.

The Territory of Michigan grant-
ed a special charter for the Erie &  
Kalamazoo Railroad on April 22, 
1833. The railroad agreed to amend-
ment of its charter as part of the 
resolution of a quo warranto action 
in 1846. The amendment, Act 158 of 
1846, reserved to the state the right 
to alter, amend, or repeal the charter. 
The Michigan Supreme Court twice 
recognized the validity of the amend-
ments to the charter.

In October 1900, Governor Hazen 
S. Pingree called a special session of 
the legislature for the purpose of in-
cluding an amendment to the state’s 
constitution on the November 6, 
1900, ballot and to repeal the special 
charters of railroads. His message 
included the Report of Special Char-
ter Commission created to negotiate 
with the railroad corporations oper-
ating in Michigan under special char-
ters for the surrender of those spe-
cial charters. The report referred to 
the “desirability and justice of plac-
ing the specially chartered railroads 
upon the same footing as the other 
railroads of the State” and recom-
mended repeal of the special charters 
of all railroad companies operating 
under such charters in Michigan. The 
commission further recommended 
that the question of damages should 
be referred to the courts. Public Act 
3 of 1900 repealed the special act that 
incorporated the Erie & Kalamazoo 
Railroad Company.

The December 31, 2010, decision 
grants summary disposition to the 
state. Judge Giddings “adopted in 
their entirety the arguments and con-
clusions offered by Respondent” and 
stated the “repeal was self-executing 
and ended the corporation’s existence 
without the necessity of further action 
by the State of Michigan.” 

 

 

NOTES
1. 2010 PA 290, effective December 16, 

2010.
2. 2008 PA 402, effective January 6, 2009. 
3. MCL 450.4707.
4. MCL 450.1745 and MCL 450.1746.
5. MCL 450.1736(1)(a).
6. MCL 450.4708 and MCL 450.4709.
7. MCL 450.4705a(1)(a).

G. Ann Baker is Deputy Director 
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Services, Department of Energy, 
Labor & Economic Growth. Ms. 
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department, legislature, and State 
Bar of Michigan’s Business Law 
Section to review legislation. She 
is a past chair of Business Law 
Section and is the 2008 recipient 
of the Stephen H. Schulman 
Outstanding Business Lawyer 
Award. She is also a member 
of the State Bar Committee on 
Libraries, Legal Research and 
Legal Publications. 
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TAX MATTERS By Paul L.B. McKenney

Estate Planning after the December 2010 Tax Act—Fact, Fiction & How 
to Help Your Clients
The bipartisan tax bill1 (the “Tax 
Act”) signed by President Obama on 
December 17, 2010, made important 
and, to tax practitioners, somewhat 
astounding, structural changes to the 
estate tax, gift tax, and generation 
skipping tax (GST) statutes. These 
changes particularly impact owners 
of closely held businesses as well as 
senior executives. The most promi-
nent revisions include:

• Absent legislation, the estate 
and gift tax as well as GST 
exemption amounts would have 
become $1 million on January 1, 
2011. Under the Tax Act they all 
were instead increased to $5 mil-
lion. 

• The maximum transfer rate was 
reduced from would have been 
55 percent (plus a 5 percent sur-
charge in certain situations) on 
New Year's Day, 2011 to only 35 
percent.2

• Gift and estate tax exemptions 
and rates are now again unified, 
but at the $5 million exemption 
level and a mere 35 percent rate. 

• "Portability" regarding the estate 
tax exemption equivalent was 
introduced between spouses. If 
the first spouse to die does not 
use his or her entire $5 million 
tax exemption amount, then the 
balance is transferred to the sur-
viving spouse.3 For example, if 
the husband dies first with only 
$2 million that passes to a cred-
it shelter type trust, when the 
widow dies then her estate can 
utilize the previously unused $3 
million in addition to her own 
$5 million exemption for exemp-
tions totaling $8 million. This can 
in certain circumstances increase 
the surviving spouse’s exemp-
tion to as much as $10 million.

• The step-up in income tax basis 
at death rules of IRC 1014 again 
apply. 

Kicking the Can Down the 
Road
As planners, we all applaud these 
changes. They come with a large cave-
at. They are not permanent, but rath-
er, they only apply for 2011 and 2012 
transfers and deaths. Absent future 
congressional intervention, these 
taxes revert to $1 million exemptions 
and 55 percent rates in 2013. Congress 
simply kicked the can down the road 
two years. The expectation is that 
there will be a generous exemption 
equivalent. Many would like the $5 
million made permanent. The rate is 
more important than the exemption 
amount to treasury receipts. Politics 
will determine whether these rates 
and exemptions endure. Recent his-
tory has shown that predicting con-
gressional actions regarding obvi-
ously needed permanent stability in 
transfer taxes is perilous. 

What Should You Do?
First, review the marital deduction 
language and other provisions of your 
current documents to ascertain that 
they will allow clients passing away 
this year and next to reap the benefits 
of the enhanced exemption amounts. 
Second, it is important to determine 
who would inherit what under the 
current documents if the client died 
today. Depending on how the mari-
tal deduction is worded, with the 
enhanced $5 million exemption there 
may not be much, or anything at all, 
passing onto the marital trust, and it 
will all pass under the credit shelter 
trust, or vice versa. A given result 
under the Tax Act may not be what 
the client intends, and these prob-
lems are particularly troublesome in 
second marriage situations. Another 
common example is a client who 
had a common GST trust for grand-
children specifying that it would 
be funded with the maximum GST 
exemption amount when that was 
only $1 million. If there is a $6 mil-
lion gross estate, does that client now 

want 5/6th going to the GST trust for 
the grandchildren and the balance, 
less taxes, to his or her children? 
Also, instruments with references to 
the credit shelter equivalents drafted 
in the $1 million exemption days pro-
duce drastically different results for 
many estates when that devise has 
now swelled to $5 million. Probate 
courts will no doubt be busy in the 
next few years with claims of ben-
eficiaries that the deceased certainly 
did not intend that the dispositive 
scheme keyed to tax terms is what the 
literal reading of the post-Tax Act law 
would mandate 

Today, one should examine docu-
ments to ascertain who would inherit 
what, and if the results are consis-
tent with client wishes. To determine 
if the results under the Tax Act are 
what a given client would desire to-
day, inform him or her of the statu-
tory changes and that they often se-
verely impact who would ultimately 
receive what, meet to go over the new 
rules and their impact upon the testa-
mentary scheme, and ascertain if they 
wish to make any changes to reflect 
their current testamentary intent. 

Gifting—A Whole New World
The amount that can be gifted tax-free 
has just increased by 500 percent, and 
this opens a very high and wide win-
dow of opportunity for many clients. 
Please note that for larger potential 
estates, the gifts are frequently lever-
aged by GRATs and other planning 
devices. Also, remember rule num-
ber one of gifts. While gifting makes 
eminent theoretical tax sense, clients 
should never, ever gift away property 
if they think they may need the asset 
and/or the income it produces during 
their lifetimes. With the very low rate 
of return on debt instruments today 
and the “lost decade” in the equity 
markets, clients need more capital 
today to ensure with a high level of 
certainty that they will not outlive 
their assets. This was not the case in 
the past. 
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The introduction of estate tax por-
tability of the exemption between 
spouses theoretically no longer re-
quires “balancing assets,” or at least 
making sure in higher net worth situ-
ations that each spouse owns at least 
the exemption equivalent in their own 
name. Here theory and practice likely 
diverge. Both spouses would need to 
die prior to 2013 for this technique to 
be effective under the Tax Act. Also, 
there are complications if the surviv-
ing spouse remarries. As before, it ap-
pears prudent to do some balancing 
of assets between the two spouses to 
insure that they each utilize their full 
exemption.

Tax Bullets Dodged
In addition to the very favorable pro-
visions in the Tax Act, one must men-
tion serious and long-standing con-
gressional and administration pro-
posals not included in the legislation. 
Proposed legislation to severely limit 
GRATS, a common high net worth 
gifting device, and to ban valuation 
discounts for all transfer tax purpos-
es were not included in the Tax Act. 
Thus, large gifts will still be leveraged 
through GRATS and certain other 
planning devices. Lack of marketabil-
ity and lack of control discounts are 
still permitted to the extent that they 
reflect fair market value. These are 
quite important in everyday practice.

2010 Deaths
The Tax Act introduced special rules 
applicable only to 2010 deaths. Estates 
can choose either:

1) Pre-Tax Act rules of no 
estate tax or GST, but the 
modified income tax car-
ryover basis rules of IRC 
1022 will apply. Many of the 
larger estates will choose this 
option, often in connection 
with disclaimers;

– or –
2) Post-Tax Act rules apply 
with estate and GST taxes at 
$5 million exemptions and 
a 35 percent rate, but a full 
step-up in income tax basis. 
The historic IRC 1014 step-up 
at death regime would apply. 

This is the default choice 
under the Tax Act.

The details of the Tax Act myriad 
provisions and resultant nuances 
vastly exceed the limited length of 
this article. However, it is a new 
transfer tax world. There has been a 
true paradigm shift, and we have a 
wonderful opportunity to assist our 
clients in seizing the resultant oppor-
tunities. 

NOTES
1. Formally known as the Tax Relief, 

Unemployment Insurance Reauthorization, 
and Jobs Creation Act of 2010, Pub L No 111-
312, 124 Stat 3296 (2010).

2. When I started practicing law the maxi-
mum rate was 70%, and throughout most of 
my career it was 55%, with a 5% surcharge 
over certain asset ranges.

3. This becomes complicated with multiple 
marriages and the Tax Act attempts to address 
those situations.

Paul L.B. McKenney 
of Varnum Riddering 
Schmidt & Howlett 
LLP, Novi, special-
izes in federal taxa-
tion. He is chair of 
the Sales, Exchanges 

and Basis Committee of the Taxa-
tion Section of the American Bar 
Association, and he is a member 
of the Taxation Section of the State 
Bar of Michigan.
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TECHNOLOGY CORNER By Michael S. Khoury 

Michigan Identity Theft Protection Act Amendments
Michigan has had protections related 
to identity theft and electronic infor-
mation, but the law was expanded in 
the last legislative session.1 To under-
stand the significance of the current 
amendments, a brief summary is in 
order.

The Michigan Identity Theft Pro-
tection Act2 was originally enacted 
in 2004 and addressed situations 
in which personal information was 
stolen or otherwise obtained for il-
licit purposes. It also imposed new re-
quirements on financial institutions.

In 2006, the legislation was up-
dated to address various types of 
internet scams and telephone frauds 
designed to lure consumers into giv-
ing out personal information. It also 
allowed consumers to bring actions 
for theft of their personal information 
(in addition to remedies available to 
governmental agencies) by making 
identity theft an actionable item un-
der the Michigan Consumer Protec-
tion Act.3

Identity thieves have used more 
sophisticated tools as time has pro-
gressed, and the use of “phishing” 
e-mails and false Web sites to obtain 
personal information has become 
commonplace. Phishing typically in-
volves the use of electronic mail and 
other communications targeting in-
dividuals and usually purporting to 
be from financial institutions, social 
Web sites, auction sites, and other 
trusted entities that appear to be 
valid. A consumer who clicks on the 
link is often taken to a fake Web site 
in an attempt to have the consumer 
disclose personal, financial, or other 
sensitive information (such as user-
names and passwords). It is a tech-
nique used to fool users, exposing the 
ease of anonymity on the Internet and 
relatively weak Web security technol-
ogies. These are often e-mails caught 
in your spam folder or filter.

2010 Amendments
New amendments to the Michigan 
Identity Theft Protection Act accom-
plish a few important changes that 
give individuals and law enforcement 

greater flexibility to combat phish-
ing and similar actions and punish 
wrongdoers. The key provisions in 
the statute prohibit specific actions 
that induce or solicit an individual to 
provide personal identifying infor-
mation for the purpose of identity 
theft or another crime:

• Use of “electronic mail or other 
communication under false pre-
tenses purporting to be by or 
on behalf of a business, without 
the authority or approval of the 
business.”4 

• The creation or operations of “a 
web page that represents itself as 
belonging to or associated with a 
business, without the authority 
or approval of that business.”5 

• Any action to “alter a setting 
on a user’s computer or similar 
device or software program” 
in order to get the user to view 
a message designed to result in 
identity theft.6 

In summary, this legislation pro-
vides clearer definitions by which 
prohibitive conduct can be identified 
and prosecuted. The statute also clari-
fies some definitions and gives Inter-
net service providers immunity for 
cooperating with law enforcement by 
removing content or sites that violate 
the statute. 

This new legislation also protects 
Michigan residents by imposing 
criminal and civil penalties for dam-
ages incurred resulting from a viola-
tion of the Act. It is a welcome addi-
tion to Michigan law.

Other Tools for the 
Consumer
Protection of consumers has also 
become a big business. For a fee, many 
services will monitor your informa-
tion or help you protect your credit. 
If a person is a victim of identity theft 
or just wants to know more, though, 
there are great resources available. 
My recommended first step is to visit 
the Federal Trade Commission Web 
site. It has a dedicated area7 that pro-
vides the consumer with step by step 

instructions and recommendations 
on the protection of information and 
what to do if there is a problem.

NOTES
1. Senate Bill 149 (2010 PA 318), effective 

April 1, 2011.
2. 2004 PA452, as amended.
3. MCL 445.9203(jj).
4. MCL 445.67(a).
5. MCL 445.67(b).
6. MCL 445.67 (c).
7. http://www.ftc.gov/bcp/edu/microsites/

idtheft/.
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A Brief Overview of Michigan 
Securities Regulation
By Diane L. Bissell1

Introduction and Background
In the early part of the twentieth century, 
regulation of the securities industry in the 
United States was initiated predominantly 
at the state level.2 Historians have debated 
whether state securities regulation resulted 
from the public outcry against fraudulent 
securities sales practices or whether spe-
cial interest groups drove such regulation.3 
Regardless, between 1911 and 1933,4 every 
state but Nevada enacted a securities regula-
tion statute.

In 1913, Michigan enacted Public Act 143, 
which was Michigan’s first comprehensive 
securities statute. This statute was commonly 
referred to as the Michigan “Blue Sky Law.” 
By its title it purported to:

[D]efine and provide for the regula-
tion and supervision of foreign and 
domestic investment companies, 
their agents and other persons, cor-
porations and associations, selling 
the stock, bonds or other securities 
issued by such investment compa-
nies; to protect the purchasers of 
the stock, bonds or other securities 
issued by such investment com-
panies; and to prevent fraud in the 
sale thereof; to create a commission 
to administer the provisions of this 
law; and to provide penalties for the 
violation thereof.

The Michigan Blue Sky Law created the 
Michigan Securities Commission to license 
or prohibit the sale of stocks, bonds, and 
other securities. It empowered the Michigan 
Securities Commission to determine if a par-
ticular security offering was meritorious:

The State Banking Commissioner, 
the State Treasurer, and the Attor-
ney General are constituted a “Secu-
rities Commission.” No investment 
company shall offer to sell any of its 
securities until more than 30 days 
after it has filed with the Commis-
sion full data regarding itself and 
its securities, and paid to the Com-
mission one-tenth of 1 per cent (with 
a maximum of $100) upon the face 

value of the securities for the sale 
of which permission is sought. The 
Commission shall examine the data 
filed with it, and may require such 
further information as it desires. If 
the Commission find [sic] that the 
investment company is not solvent, 
or that its organization or plan of 
business is not fair, or that its pro-
posed contract or other securities are 
fraudulent or of such a nature that 
their sale would, in all probability, 
work a fraud upon the purchaser or 
finds that such securities are of such 
a nature and character as would, in 
all probability, result in loss to the 
purchaser, then the sale thereof is to 
be permanently prohibited. 

The ink had barely dried on 1913 PA 143, 
when it came under attack in five separate 
lawsuits, perhaps reflecting the disdain the 
business community harbored toward this 
new regulatory scheme. These five cases 
were ultimately consolidated for the pur-
pose of ruling on a motion for preliminary 
injunction brought by the Alabama & New 
Orleans Transportation Company, the Con-
tinental & Commercial Trust Savings Bank, 
N.W. Halsey & Co., H.L. Higginson and oth-
ers, and A.B. Leach and others (collectively 
the “plaintiffs”). The plaintiffs sought to re-
strain the application of 1913 PA 143 to their 
sale and/or purchase of securities. The pre-
liminary injunction motion was filed against 
Edward H. Doyle and others, members of the 
newly created Michigan Securities Commis-
sion. The plaintiffs argued that the Blue Sky 
Law: (1) deprived them of their property in 
violation of the Fourteenth Amendment to 
the United States Constitution; (2) deprived 
the plaintiffs of the equal protection of the 
laws under the Fourteenth Amendment; (3) 
directly burdened interstate commerce; and 
(4) delegated to the Commission legislative 
power and judicial power in derogation of 
the Michigan Constitution. Lastly, the plain-
tiffs argued that the “title” of the Act was not 
confined to one object and did not express 
that object in violation of the Michigan Con-



stitution.5 Despite the Michigan Attorney 
General’s attempt to characterize the Blue 
Sky Law as a law designed “to stop the sale 
of stock in fly-by-night concerns, visionary 
oil wells, distant gold mines, and other like 
fraudulent exploitations,” the District Court 
granted the plaintiffs’ motion for a prelimi-
nary injunction.

Undeterred by the court’s action, the 
Michigan legislature went back to the draw-
ing board and, at its session of 1915, enacted 
Public Act 46, which expressly repealed 1913 
PA 143, and again created a Michigan Securi-
ties Commission. In NW Halsey & Co v Mer-
rick, 228 F 805, 806 (DC Mich 1915),6 the fed-
eral district court struck down the 1915 PA 
46 and held:

The only question now open is 
whether the differences between the 
laws of 1913 and 1915 justify any dif-
ferent result as to the latter. We think 
not, because we find no substantial 
changes in those respects, which 
were held to be fatal. Some minor 
details have been corrected, but the 
new law, like the old, impresses 
upon interstate commerce a burden 
which is direct and which is beyond 
the limits of the police power.

The federal district court enjoined enforce-
ment of 1915 PA 46. However, its day of reck-
oning was at hand. The Michigan Securities 
Commission appealed the ruling of the fed-
eral district and, in Merrick v NW Halsey & Co, 
242 US 568 (1917), the United States Supreme 
Court upheld 1915 PA 46. 

The 1915 Act was replaced with a more 
comprehensive securities law in 1923—a law 
that remained largely unchanged until 1964. 
Public Act 220 of 1923 eliminated the three-
person commission in favor of one, full-time 
commissioner. Twelve years later, in the 
wake of the promulgation of the Securities 
Act of 19337 and the Securities Exchange Act 
of 1934,8 Michigan’s Executive Branch was 
reorganized and the Michigan Corporation 
and Securities Commission (“MCSC”) was 
established.9 The MCSC effectively replaced 
the Michigan Securities Commissioner. A 
deputy commissioner was appointed to 
oversee the MCSC, along with the Michigan 
State Bar Committee on Corporations and 
Securities.10

In the early 1950s, the National Confer-
ence of Commissioners on Uniform State 
Laws (NCCUSL) convened to discuss securi-
ties law uniformity among the states. In 1956, 

NCCUSL adopted the Uniform Securities 
Act of 1956, which was, in essence, a com-
pilation of the various state securities laws 
then in effect. The Uniform Act’s overreach-
ing goal was to bring consistency to state 
securities regulation to harmonize state and 
federal laws from a procedural securities reg-
istration standpoint. Ultimately, thirty-seven 
states adopted the 1956 Model Act, albeit 
with varying modifications.

After eight years of negotiations and 
modifications resulting in enhanced coordi-
nation between state and federal regulations, 
the Michigan legislature adopted the Uni-
form Securities Act in 1964. Shortly thereaf-
ter, the MCSC was reorganized into the Cor-
porations, Securities and Land Development 
Bureau (CSB). Its function was transferred to 
the Department of Commerce in 1965.11 

In 1996, Executive Order 1996-2 trans-
ferred the regulatory authority of the Uni-
form Securities Act to the Department of 
Consumer and Industry Services.12 Over 
the last few years of the twentieth century, 
the CSB remained relatively stable and un-
touched from an organizational standpoint 
and the twentieth century came to a close. 
However, a new era in securities organiza-
tion and regulation was looming on the ho-
rizon of the twenty-first century.

Securities Regulation under the 
Model Uniform Securities Act 2002

Additional Reorganization: Gramm-Leach-
Bliley 
Two major legislative changes, one federal 
and one state, have significantly impacted 
the regulation of securities in Michigan dur-
ing the first decade of the twenty-first cen-
tury. On November 12, 1999, Congress enact-
ed the Gramm-Leach-Bliley Act (Financial 
Modernization Act) (GLB).13 By its title the 
act purported “[t]o enhance competition in 
the financial services industry by providing 
a prudential framework for the affiliation of 
banks, securities firms, insurance companies, 
and other financial service providers, and for 
other purposes.” The GLB allowed financial 
institutions, securities firms, and insurance 
companies to merge, creating the risk that 
an individual’s personal information would 
be readily available and accessible to these 
financial providers. To combat this risk, the 
GLB imposed requirements on the storage, 
use, and dissemination of personal consumer 
information.
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GLB had an immediate impact on the 
regulation of financial service providers 
and effectively placed Michigan, as the state 
regulator, at the regulatory and enforcement 
forefront to ensure that state-regulated enti-
ties were in compliance with GLB. In an ef-
fort to effectively implement the regulatory 
responsibilities created by GLB, Governor 
Engler issued Executive Order No. 2000-4, 
and Michigan became the first state in the 
country to coordinate the regulation of finan-
cial institutions, insurance, and the securities 
industries.14 

Effective April 3, 2000, Executive Order 
2000-4 created the Office of Financial and In-
surance Services (OFIS), which consolidated 
three separate state of Michigan agencies: 
the Insurance Bureau, the Financial Institu-
tions Bureau, and the Securities Division of 
the Corporation, Securities and Land Devel-
opment Bureau. The Executive Order trans-
ferred all authority of the Securities Admin-
istrator to the Commissioner of OFIS. OFIS 
was renamed the Office of Financial and In-
surance Regulation (OFIR) by Executive Or-
der 2008-2, the name it retains today. 

Adoption of the Uniform Securities Act 
(2002)
In 2002, following years of meetings and 
deliberations, NCCUSL adopted an updat-
ed and modernized Uniform Securities Act 
(USA 2002). The Michigan legislature enacted 
the Michigan Uniform Securities Act (2002), 
2008 PA 551, MCL 451.2101 et seq. (with some 
modifications) at the end of 2008, with an 
effective date of October 1, 2009. 2008 PA 551 
designated the commissioner of OFIR as the 
administrator of the act. 

2008 PA 551 presented some immediate 
regulatory challenges, not the least of which 
was the requirement that investment adviser 
representatives (IARs) secure registration in 
Michigan in order to conduct business.15 The 
OFIR securities staff estimated that as many 
as 10,000 IARs would seek registration under 
2008 PA 551. In addition, the act included 
new security and transaction registration/
exemption requirements. For example, un-
like the predecessor Uniform Securities Act, 
section 201(g)16 exempts all non-profit/chari-
table offerings of securities from the act’s 
registration requirements. Additionally, lim-
ited liability companies and professional ser-
vice corporations that issue securities are not 
exempt from the act’s registration require-
ments. Under the predecessor act, limited 

liability companies and professional service 
corporations had enjoyed a statutory exemp-
tion (or had been exempted by order/bul-
letin). Lastly, 2008 PA 551 also established a 
separate fund comprised of fines, civil pen-
alties, and administrative costs dedicated to 
investor education and investor protection. 
The administrator is responsible for utilizing 
this statutory fund to further investor pro-
tection and education initiatives by creating 
programs that meet the statutory objective. 

Implementation of the Michigan 
Uniform Securities Act (2002)

Rules versus Orders
Implementation of a new statute presents a 
myriad of regulatory challenges, and 2008 
PA 551 has proved to be the rule and not an 
exception. Often, a new act affords its admin-
istrator some leeway in its implementation, 
usually by allowing the administrator the 
ability to issue orders or to promulgate rules 
to ensure that the purpose and the intent 
of the act is being honored. 2008 PA 551 is 
replete with language allowing the adminis-
trator to act by rule or order. Because orders 
are not subject to the highly technical and 
complex administrative rules procedures, it 
is generally more expedient and efficient to 
act by order if necessary (and permitted) to 
ensure the seamless implementation of a new 
act. Thus, when expediency is necessary, and 
2008 PA 551 allows, orders can be issued to 
facilitate the administration of the act.

Unlike orders, the rule-making process 
involves preparation of various documents, 
including a Request for Rulemaking, a Policy 
Analysis, a Regulatory Impact Statement, and 
submission of the proposed rules, which must 
be drafted in accordance with the Legislative 
Service Bureau (LSB) format. The process is 
intended to ensure that, if adopted, the rules 
comply with the statute they are designed to 
implement and that they further the statute’s 
legislative intent. LSB created this complex 
process to ensure that state agencies do not 
engage in arbitrary decision-making.17 

Establishing Regulatory Priorities
In General
To determine how 2008 PA 551 should be 
implemented, the Securities Division (for-
merly the Securities Section) utilized the 
expertise of attorneys in OFIR’s Office of 
General Counsel and solicited input from 
industry and from the Securities Sub-Com-
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mittee of the Business Law Section of the 
Michigan State Bar. Together, they created a 
transitional crosswalk and identified statu-
tory provisions of 2008 PA 551 that would 
require implementation by order or rule. 
The Securities Section recognized early in the 
process that it would not be possible to draft 
a comprehensive rule set as allowed by the 
act’s effective date of October 1, 2009. Thus, 
the securities staff identified administrative 
priorities based on its own experience and 
the input of industry leaders and representa-
tives.
Registration of Investment Adviser Repre-
sentatives
The first priority the Securities Division 
identified was registration of a new, virtu-
ally unknown population of IARs. The secu-
rities staff researched how other states had 
incorporated such a vast number of people 
into their regulatory regimes, focusing in 
particular on those states that had adopted 
the 2002 Model Uniform Securities Act. On 
September 1, 2009, the administrator issued 
Transition Order No. 09-049-M (the “First 
Transition Order”), which set forth registra-
tion requirements for the IAR applicants. In 
response to industry requests and comments, 
the First Transition Order was corrected 
and supplemented by the Third Transition 
Order, 09-070-M, dated December 18, 2009 
(the “Third Transition Order”), and further 
modified by the Fourth Transition Order, 
10-026-M, dated March 11, 2010 (the “Fourth 
Transition Order”).18 

As part of the registration process, the 
securities staff established educational re-
quirements for IARs to ensure applicants 
had a basic knowledge of their responsibili-
ties under 2008 PA 551 and understood the 
fiduciary obligations they had to their Michi-
gan clients. Unless exempt as set forth in the 
First, Third, or Fourth Transition Orders, 
applicants seeking registration as an IAR 
must have successfully passed, within the 
two-year period immediately preceding the 
date of the application, either: (a) the Uni-
form Investment Adviser State Law Exami-
nation (S65) or (b) the Uniform Combined 
State Law Examination (S66), and the Gen-
eral Securities Representative Examination 
(S7). In response to concerns raised by the 
industry with respect to the IAR examina-
tion requirement, the Fourth Transition Or-
der established a process whereby qualified 
IAR applicants could submit a certification 
form to the administrator evidencing that 

the applicant had successfully completed the 
Series 65 or Series 66 and Series 7 and had 
been continuously employed as an IAR with 
a registered investment adviser since passing 
the examination without a two or more year 
break in service. Approximately 500 certifi-
cations were received and processed by the 
administrator. 

To facilitate the registration process, the 
securities staff worked with the Financial 
Industry Regulatory Authority (“FINRA”), 
which allows IAR applicants to electroni-
cally submit their application for Michigan 
registration through FINRA’s Web CRD/ 
IARD system. To date, the administrator has 
received approximately just over 10,000 ap-
plications of which approximately 9,500 have 
been approved. 

Additional Transition Issues
Non-Profit/Charitable Offerings
Other issues surfaced as the administrator 
evaluated 2008 PA 551, and, not surpris-
ingly, issues continued to surface after the 
act took effect on October 1, 2009. One such 
issue was related to the security offering by 
a non-profit/charitable organization pursu-
ant to Section 201(g).19 Under the 1964 Uni-
form Securities Act, a non-profit/charitable 
issuer of securities having an aggregate sales 
price of $250,000 or less did not have to regis-
ter under that act. 2008 PA 551 exempted all 
non-profit/charitable offerings and autho-
rizes the administrator to establish registra-
tion/filing requirements for these issuers by 
order or rule.20 The Fifth Transition Order 
No. 10-097-M, dated November 1, 2010 (the 
“Fifth Transition Order”), clarified that non-
profit/charitable issuers of securities hav-
ing an aggregate sales price under $500,000 
continued to be exempt from the registration 
requirements of the Michigan USA; howev-
er, non-profit/charitable issuers of securities 
having an aggregate sales price of or above 
$500,000 would have to file notice with the 
administrator and pay a fee of $250.21

Sale of Capital Stock by a Professional Cor-
poration; Sale of Membership Interests by 
an LLC; Intra-Industry Oil, Gas, Mining 
Exemption
2008 PA 551 presented additional challenges 
for the securities staff in that certain exemp-
tions, which had either been embedded in the 
former Uniform Securities Act, or promul-
gated by rule issued thereunder, were not 
included within the new act. For example, 
under the predecessor act, the sale of capital 
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stock issued by a professional service cor-
poration was a transaction exempted from 
the act’s registration requirements.22 Sales of 
membership interests in LLCs were exempt 
from registration by a March 24, 1994, Gen-
eral Exemption Order promulgated under 
the former securities act. To provide continu-
ity, the Third Transition Order exempts these 
transactions from 2008 PA 551’s registration 
requirements. Likewise, the Third Transition 
Order continues Michigan’s regulatory prac-
tice of exempting intra-industry sales of gas, 
oil, and mining rights from registration.
Dodd-Frank Consumer Protection and Wall 
Street Reform Act
In between identifying issues that require 
resolution through the issuance of an order 
and drafting rules,23 the securities staff has 
also had to address issues that surfaced 
with the passage of the Dodd-Frank Con-
sumer Protection and Wall Street Reform 
Act (“Dodd-Frank”).24 The Securities Staff 
is preparing procedures to ensure seamless 
implementation of Dodd-Frank, which at 
a minimum will result in the addition of at 
least 100 or more investment adviser firms to 
the Securities Division’s regulatory regime. 
In November, the securities staff conducted 
seminars to assist investment adviser firms 
with Michigan’s registration process.

Under Dodd-Frank, investment advisers 
that do not have assets under management 
in excess of $100,000 will cease to be feder-
ally registered and will be required to regis-
ter in their home states. The Securities Divi-
sion anticipates that in excess of 100 feder-
ally registered investment advisers will seek 
registration in Michigan. This will increase 
by at least one-third the number of applica-
tions for investment adviser registration that 
the Securities Divisions will be responsible 
for processing during Michigan’s fiscal year 
2010-2011.

This new population of investment advis-
ers and private funds presents legal/policy 
challenges for the Securities Division. First, 
many, if not all, of the transitioning federal 
investment advisers have been allowed by 
federal law to maintain custody of their cli-
ents funds and securities. In Michigan, the 
First Transition Order prohibits an invest-
ment adviser firm from having custody of 
their clients’ funds.

The registration of the federally registered 
investment advisers will impact the Securi-
ties Division in another important respect: 
most, if not all, of these investment advisers 

are compensated through a performance-
based fee arrangement. “Performance-based 
compensation” (also referred to as “per-
formance-based fees”) is a method of com-
pensating an investment adviser based on 
its sharing in the capital gains upon, or the 
capital appreciation of, the funds or any por-
tion of the funds of a client. Under Section 
205(a) (1) of the Investment Advisers Secu-
rities Act of 1940,25 investment advisers are 
not permitted to charge performance-based 
fees, unless certain enumerated criteria are 
met. Rule 205-326 of the Investment Adviser 
Securities Act of 1940 (Rule 205-3) provides 
an exemption from the Advisers Securities 
Act’s performance fee prohibition. A reg-
istered investment adviser is permitted to 
enter into a performance fee arrangement 
with certain sophisticated clients, (defined as 
“qualified clients”), who have the capacity to 
bear the additional risk of this arrangement. 
Many hedge funds and investment partner-
ships have incentive fee arrangements with 
their investment advisers.

Custody and performance-based fees 
are examples of just two of the significant 
policy and regulatory issues that the Secu-
rities Division must address in the coming 
year. The Division continues to work closely 
with industry on these issues. Additionally, 
the Securities Division is active in the North 
American Securities Administrators Asso-
ciation (“NASAA”)27 and is participating in 
committees that are addressing these issues 
in the hopes of achieving uniformity among 
the states as they implement Dodd-Frank.28

Investor Education
Section 601 of 2008 PA 55129 created the 
“Securities Investor Education and Training 
Fund,” which is housed in the state treasury. 
All civil fines, costs of investigations, and 
other administrative assessments received 
under 2008 PA 551 are credited to this fund. 
Any monies remaining in the fund in excess 
of $1 million at the close of the fiscal year are 
credited to the state’s general fund. The pur-
pose of the fund is to allow the Administra-
tor to develop investor education programs 
to educate Michigan citizens with respect to 
legitimate and illegitimate investment oppor-
tunities. 

Michigan is also able to apply for grants 
from the Investor Protection Trust (IPT) 
Global Settlement Funds for programs that 
provide non-commercial investor education 
or research. The IPT funds came from settle-
ments against large Wall Street firms that 
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former New York Attorney General Elliott 
Spitzer targeted for wrongdoing. 

Over the last six years, the Securities Di-
vision has been dedicated to building and 
developing its Investor Education program. 
For fiscal year 2010-2011, educational pro-
grams are scheduled well into the spring 
and throughout the fall. The Division is also 
participating in the Elder Investment Fraud 
& Financial Exploitation Program, which is 
funded through IPT. The program was cre-
ated by Baylor College of Medicine. It uses 
continuing medical education training to 
teach medical professionals, who routinely 
see older Americans as part of their practice, 
about elder investment fraud—how to recog-
nize it in their patients and to whom to report 
suspected fraud.

Conclusion
For almost a hundred years, Michigan has 
been dedicated to regulation of the securities 
industry, attempting to balance the drive and 
desire for capital formation with the need to 
protect Michigan citizens from unworthy and 
fraudulent investment schemes. The adop-
tion of 2008 PA 551 presents unique regulato-
ry challenges. Coupled with federal financial 
reform and the passage of the Dodd-Frank 
Act, additional policy issues have been and 
will need to be addressed from a regulatory 
standpoint. The Securities Division is ready 
to meet these challenges and is dedicated to 
working with the industry and its representa-
tives, as well as Michigan investors to ensure 
that capital formation and sound investment 
practices are the foundation for Michigan’s 
securities industry.
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The New Form ADV Part 2 and the 
“Plain English” Movement of the 
SEC, FINRA, and Michigan’s OFIR
By Michael P. Coakley and Matthew P. Allen

Introduction 
This Article examines the changes to Part 2 of 
the Form ADV by the United States Securities 
& Exchange Commission (“SEC”). The SEC 
requires all investment advisers (“RIAs” or 
“advisers”) registered with the SEC to com-
plete and file a Form ADV with the SEC and 
deliver Part 2 of that form to each adviser cus-
tomer or prospective customer. The Securities 
Division of the Michigan Office of Financial 
and Insurance Regulation (“OFIR”), respon-
sible for implementing the state adviser rules 
and regulations under the Michigan Uniform 
Securities Act, requires advisers in Michigan 
to file the same Form ADV and deliver Part 
2 to their customers.1 The Financial Industry 
Regulatory Authority (“FINRA”), the private 
regulatory body for broker-dealers, indicates 
it too wants a disclosure document for bro-
ker dealers similar in form and content to 
the Form ADV Part 2. The SEC, FINRA, and 
OFIR seek disclosures to financial customers 
that are written in “plain English.” By exam-
ining the details of the new Form ADV Part 
2 designed by the SEC, this article provides 
some practical definition to what the SEC 
means by “plain English,” and an outline of 
the new Form ADV Part 2 requirements for 
advisers and their lawyers.

Relevant Background

The Form ADV is the Heart of an Adviser’s 
Fiduciary Duty
The securities laws in the United States are 
not based on regulating the financial merits 
of securities or securities products—for the 
most part neither the government nor the 
SEC will tell the securities industry which 
securities they can and cannot sell.2 Rather, 
the U.S. securities regulatory regime is pre-
mised on disclosure of material facts relating 
to securities. In other words, U.S. securities 
laws seek to ensure that the people or entities 
selling securities adequately disclose “the 
appropriate facts and terms of the product 
being sold.”3 

When the Investment Advisers Act of 
1940 was passed, investment advisers, unlike 

broker-dealers, were viewed as fiduciaries 
to their clients because, according to Con-
gress in 1940, advisers provided “investment 
advice and counsel to what were perceived 
as largely less knowledgeable retail custom-
ers.”4 Broker-dealers, on the other hand, are 
viewed by Congress in the 1934 Exchange 
Act as “effect[ing] transactions in securities 
for the accounts of others” or buying and 
selling securities for their own accounts.5 
Thus, broker dealers were viewed in 1934 as 
order-takers engaging in arm’s-length busi-
ness transactions with customers, not as fidu-
ciaries. And any investment advice provided 
by a broker dealer was considered “inciden-
tal” to its brokerage function.6

The Obama Administration takes the po-
sition that broker dealers should be governed 
by the same fiduciary duties and rules cur-
rently governing advisers because “there is 
no longer a meaningful difference between 
the broker-dealer that provides ‘incidental 
advice’ on securities, and the investment ad-
viser who provides ‘primary advice,’ as ex-
isted in the 30’s and 40’s.”7 

Consistent with the theme of U.S. securi-
ties regulation, the heart of the SEC’s fidu-
ciary standard for advisers has been a “dis-
closure-based” regime, rather than a “mer-
its-based” one. In other words, the SEC for 
the most part will not tell advisers which 
products and services they can sell, only that 
the advisers must “make full disclosure of 
all material conflicts of interest between [the 
adviser] and [its] clients that could affect the 
advisory relationship.”8 

Inadequate disclosures are annually one 
of the most frequent deficiencies found in 
SEC adviser exams.9 This is one of the most 
important items the SEC examines because it 
goes to the heart of the SEC’s priority list—
preserving the adviser’s fiduciary duty10 and 
avoiding conflicts of interest. 

The central disclosure document for ad-
visers is the Form ADV.11 The SEC examina-
tions of RIAs involve a thorough review the 
adviser’s Form ADV, and then a comparison 
of the RIA’s actual business and compliance 
practices discovered during the examination 



with how those practices are disclosed and 
described in the adviser’s Form ADV.12 

What is a Form ADV?
The Form ADV is a requirement of the 
Investment Advisers Act of 1940 and its 
implementing SEC regulations.13 The Form 
ADV has two Parts. Part 1 provides basic 
information about the RIA, such as its legal 
name, its principal place of business, number 
of employees, assets under management, etc. 
Part 2 provides more detail about the RIA’s 
business and must be delivered to each client 
or prospective client.14 Part 2 is sometimes 
called the RIA’s “brochure.” It is Part 2 of 
the Form ADV that is the subject of the SEC’s 
recent overhaul, which the SEC has dubbed 
“the brochure rule.” 

SEC Staff Study to Congress Recommends 
Disclosure Document for Broker Dealers 
“Analogous to Form ADV Part 2”
Congress, in Section 913 of the Dodd-Frank 
Wall Street Reform and Consumer Protec-
tion Act (“Dodd Frank Act”), requires the 
SEC to complete a study that will determine 
whether broker dealers should be governed 
under the same fiduciary standard that gov-
erns investment advisers.15 Section 914 of 
the Dodd-Frank Act also requires the SEC to 
study “enhancing investment adviser exami-
nations.”16 The SEC Staff completed the stud-
ies in January 2011, and recommended in the 
Section 913 Study that the SEC adopt a “uni-
form fiduciary standard of conduct for bro-
ker dealers and investment advisers when 
providing personalized investment advice 
about securities to retail customers.”17 The 
SEC Staff analyzed in detail the new Form 
ADV Part 2 disclosure requirements and rec-
ommends that broker-dealers be required to 
complete a document “analogous to Form 
ADV Part 2.”18  

FINRA Moving Toward Form ADV-Type 
“Plain English” Disclosure Document for 
Broker Dealers
Reflecting congressional policy as expressed 
in Dodd-Frank, and the position of the SEC 
Staff and some SEC commissioners who 
want to treat broker dealers more like invest-
ment advisers, the Financial Industry Regu-
latory Authority (“FINRA”) is seeking com-
ment on its concept proposal to create a dis-
closure document for broker dealers “similar 
in purpose to [the] Form ADV.”19 Currently, 
FINRA is a self-regulatory organization for 
registered broker-dealers. Similar to the new 
SEC Form ADV, FINRA proposes a disclo-

sure document for broker dealers “that sets 
forth in plain English a firm’s accounts and 
services, its associated conflicts of interest 
and any limitations on duties owed to the 
customer.”20

FINRA has also recommended to the SEC 
to “establish one or more self regulatory or-
ganizations (SROs) for investment advisers” 
in order to “augment the government’s ef-
forts in overseeing advisers….”21 FINRA cites 
the small percentage of advisory examina-
tions completed by the SEC, the lack of SEC 
resources, and the benefits of SRO oversight 
as reasons supporting FINRA’s position.22 
However, many advisers think that the SEC 
is better suited than an SRO to regulate advis-
ers because SRO examiners lack the benefit 
of the SEC’s internal knowledge and experi-
ence, and the SEC (unlike an SRO) is “direct-
ly accountable to Congress and the public.”23 
The Investment Adviser Association objects 
to SRO oversight of advisers, cautioning the 
SEC not to equate more frequent SRO exami-
nations with quality of oversight.24 

The SEC Staff recommends in its January 
2011 study, completed pursuant to Section 
914 of the Dodd Frank Act, that Congress 
consider three approaches to the SEC’s RIA 
examination program: “(1) Authorize the 
Commission to impose user fees on SEC-reg-
istered investment advisers to fund their ex-
aminations by [the SEC Office of Compliance 
Inspections and Examinations]; (2) Autho-
rize one or more SROs to examine, subject to 
SEC oversight, all SEC-registered investment 
advisers; or (3) Authorize FINRA to examine 
dual registrants for compliance with the Ad-
visers Act.”25   

Michigan Adopts the New Form ADV Part 2 
and the “Plain English” Movement
The Michigan Office of Financial and Insur-
ance Regulation is charged with issuing 
and administering rules to implement the 
Michigan Uniform Securities Act of 2002 
(“MUSA”), which was adopted effective 
October 1, 2009.26 To that end, OFIR has issued 
a series of transition orders that include vari-
ous rules and regulations for investment 
advisers under MUSA.27 In December 2009, 
pursuant to its authority under section 411(7) 
of MUSA, OFIR issued a transition order 
requiring advisers registered with OFIR to 
deliver to clients and prospective clients “a 
copy of Part II of the investment adviser’s 
Form ADV or a written document contain-
ing at least the information required by Part 
II of the Form ADV.”28 After the SEC issued 
its new requirements for the Form ADV Part 

20 THE MICHIGAN BUSINESS LAW JOURNAL — SPRING 2011

U.S. 
securities 

laws seek to 
ensure that 
the people 
or entities 

selling 
securities 

adequately 
disclose “the 
appropriate 

facts and 
terms of the 

product being 
sold.”



2, OFIR adopted the SEC rule with specific 
dates for Michigan advisers to comply with 
the new SEC requirements.29 OFIR notes that 
the new Form ADV Part 2 narrative disclo-
sures should be “written in plain English.”30 

The New Form ADV Part 2

In General
The new Form ADV Part 2 is a whole new 
ball game. Prior to the SEC amendment, 
Form ADV Part 2 was essentially a “check-
the-box” form, with the option of providing 
any necessary supplementary narrative in a 
“Continuation Sheet” at “Schedule F.” The 
prior Form ADV Part 2 contained fourteen 
specific items in a “check-the-box” format. 

Recognizing that the Form ADV Part 2 
had become outdated, the SEC has worked 
over the last decade to propose changes to 
it. This effort has culminated in an SEC Final 
Rule amending the Form ADV Part 2.

The SEC’s goal was to make the Form 
ADV Part 2 more understandable to adviser 
customers and better enable them to com-
pare the costs, risks, and services of different 
advisers. Thus, the new Form ADV Part 2 is 
entirely narrative—the SEC has discarded 
the “check-the-box” form. The SEC directs 
RIAs to provide narrative disclosures in 18 
specified subject headings, which must be 
“written in plain English,” a newly defined 
term by the SEC.31

Timing of the Amendments
RIAs currently registered with the SEC, and 
whose fiscal year ends on or after December 
31, 2010, must file a Form ADV Part 2 that 
conforms to the new amendments on or 
before March 31, 2011. The SEC has extended 
the delivery date of the brochure supple-
ment to new and prospective clients to July 
31, 2011, and existing clients to September 
30, 2011.32 The RIA must also deliver to exist-
ing clients the revised Form ADV Part 2, or 
a firm brochure that meets the new SEC dis-
closure requirements, within 60 days of filing 
the amended Part 2 with the SEC. RIAs must 
“begin to deliver” the new Part 2 brochure to 
clients and prospective clients “after the ini-
tial filing with the SEC,” or the RIA will not 
“satisfy its obligations” under the new bro-
chure rule.33 In other words, they will be out 
of compliance. Advisers in Michigan must 
file the new Form ADV application materials 
with OFIR on or before January 1, 2011, and 
have the revised Form ADV submitted on or 
before April 1, 2011.34 

Summary of Significant Changes
18 Narrative Disclosure Items
Part 2A contains “18 disclosure items about 
the advisory firm that must be included in 
the adviser’s brochure.”35 Each of these new 
disclosure items is summarized below in the 
section entitled “Summary of Material Terms 
of the New Disclosure Items and Require-
ments.” Although narrative, each category 
is standardized to allow customers to more 
readily compare the costs and services of dif-
ferent advisers. 
Brochure Supplement Disclosing Individual 
Advisory Personnel
Part 2B is a “brochure supplement” that must 
contain certain information about “advisory 
personnel on whom clients rely for invest-
ment advice.”36 The brochure supplement 
is also a narrative format and includes six 
required disclosure categories: cover page, 
educational background and business expe-
rience, disciplinary information, other busi-
ness activities, additional compensation, 
and supervision.37 The brochure supplement 
disclosure must be provided for each super-
vised person who:

• “formulates investment advice for a cli-
ent and has direct client contact,” or

• “has discretionary authority over a cli-
ent’s assets, even if the supervised per-
son has no direct client contact.”38

Plain English Narrative Disclosures
The SEC requires RIAs to draft the new bro-
chure and brochure supplement item narra-
tives in “plain English.”39 The term is defined 
in the General Instructions for Part 2 as fol-
lows:

Plain English. The items in Part 2 of 
Form ADV are designed to promote 
effective communication between 
you and your clients. Write your 
brochure and supplements in plain 
English, taking into consideration 
your clients’ level of financial sophis-
tication. Your brochure should be 
concise and direct. In drafting your 
brochure and brochure supplements, 
you should: (i) use short sentences; 
(ii) use definite, concrete, everyday 
words; (iii) use active voice; (iv) 
use tables or bullet lists for complex 
material, whenever possible; (v) 
avoid legal jargon or highly technical 
business terms unless you explain 
them or you believe that your clients 
will understand them; and (vi) avoid 
multiple negatives. Consider provid-
ing examples to illustrate a descrip-
tion of your practices or policies. The 
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brochure should discuss only con-
flicts the adviser has or is reasonably 
likely to have, and practices in which 
it engages or is reasonably likely 
to engage. If a conflict arises or the 
adviser decides to engage in a prac-
tice that it has not disclosed, supple-
mental disclosure must be provided 
to clients to obtain their consent. If 
you have a conflict or engage in a 
practice with respect to some (but 
not all) types of classes of clients, 
advice, or transactions, indicate as 
such rather than disclosing that you 
“may” have the conflict or engage in 
the practice.40

Immediately after this definition, the SEC 
references its August 1998 publication enti-
tled: “A Plain English Handbook: How to 
Create Clear SEC Disclosure Documents.”41 
Though tailored more towards corporate 
SEC financial statements and prospectuses, 
the SEC’s publication provides some excel-
lent examples of how to craft “plain English” 
disclosures, with specific “before and after” 
examples of some particularly complex dis-
closures.
Disclosure of Disciplinary History to Cus-
tomers and Prospective Customers
Item 9 of the new Form ADV Part 2 requires 
disclosure of certain disciplinary informa-
tion about the adviser, its personnel, or its 
affiliates. However, the SEC has determined 
that arbitration awards can be presumptively 
excluded from the adviser’s disciplinary his-
tory, unless the award “reflects on the integ-
rity of the adviser and should be disclosed in 
the brochure or by other means.”42 Historical-
ly, advisers only needed to disclose their dis-
ciplinary history on Part 1 of the ADV, which 
was not required to be disclosed to custom-
ers. Item 9 rescinds Rule 206(4)-4, which his-
torically contained disciplinary disclosure 
requirements for advisers. So Item 9 marks a 
significant change for advisers.

Summary of Material Terms of 
the New Disclosure Items and 
Requirements  

Introduction
This Section discusses changes to the three 
main sections of the Form ADV Part 2: Bro-
chure Items (Part 2A); Wrap Free Program 
Brochure (Part 2A, Appendix 1); and Bro-
chure Supplement Items (Part 2B).

Part 2A: Brochure Items
Cover Page
An adviser must include basic identify-
ing information about the firm—business 
address, contact information, phone num-
ber, Web address, etc. At the request of 
larger firms, the SEC did not require listing 
the name and phone number of the specific 
individual or service center responsible for 
the client’s account for questions about the 
brochure because this would prove “cumber-
some.” RIAs must note that the brochure has 
not been approved by the SEC or any state 
securities authority. And if the RIA describes 
itself as a “registered investment adviser” in 
the cover page, “it also must include a dis-
claimer that registration does not imply a 
certain level of skill or training.”43

Material Changes
RIAs must include in the cover page or as a 
separate document a list and discussion of 
the “material changes” since the RIA’s last 
annual update. “This item is designed to 
make clients aware of information that has 
changed since the prior year’s brochure and 
that may be important to them.”44

The SEC defines “material changes” in 
accordance with the definition of that term 
as developed by the courts—whether there 
is a substantial likelihood that a reason-
able customer would consider the informa-
tion important in the “total mix of informa-
tion” available.45 The SEC cautions advisers 
to “broadly discuss” material changes and 
not include a “lengthy discussion that rep-
licates the brochure itself.”46 The SEC notes 
the material change summary “need contain 
no more than necessary to inform clients of 
the substance of the changes to the adviser’s 
policies, practices or conflicts of interests so 
that they can determine whether to review 
the brochure in its entirely or to contact the 
adviser with questions about the changes.”47

Table of Contents
Item 3 requires RIAs to include a uniform 
table of contents detailed enough to permit 
customers to locate the 18 item descriptions 
easily. The SEC thinks this “will facilitate 
investors’ comparison of multiple advis-
ers.”48

Advisory Business
“Item 4 requires each adviser to describe its 
advisory business, including the types of 
advisory services offered, whether it holds 
itself out as specializing in a particular type 
of advisory service, and the amount of client 
assets that it manages.”49 RIAs can use the 
“assets under management” (AUM) formula 
provided by the SEC or another formula as 
long as the RIA keeps appropriate documen-
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tation. RIAs must update their AUM annual-
ly, or on an interim basis, if there are “mate-
rial changes” to an RIA’s AUM.50 

The SEC believes clients want to know 
whether an RIA has a specialized advisory 
service in considering whether to hire an 
RIA, and requires that it be listed.51

Fees and Compensation
RIAs must disclose the following related to 
their fees and compensation:

• how it’s compensated for providing 
advisory services

• its fee schedule
• whether the fees are negotiable
• whether the RIA bills clients or deducts 

fees directly from their accounts, and 
how often clients are billed or charged

• other costs such as brokerage, custody, 
or fund expenses

• if the RIA charges fees in advance, it 
“must explain how it calculates and 
refunds prepaid fees when a client con-
tract terminates”

• if the RIA is paid fees attributable to 
the sale of a certain product (brokerage 
commissions, etc.), then the RIA must 
disclose this practice, the conflict it cre-
ates, how the adviser addresses the con-
flict, and that the product is available 
from a broker that is not affiliated with 
the RIA.52 

However, RIAs do not have to make these 
standard fee disclosures to “qualified pur-
chasers” as defined under section 2(a)(51)(A) 
of the Investment Company Act—“natural 
persons who own $5 million or more in in-
vestments and persons who manage $25 mil-
lion or more in investments for their own 
account or other accounts of other qualified 
purchasers.”53 The SEC provides the “quali-
fied purchaser” exception because it believes 
larger institutional or more sophisticated in-
vestors are in a position to negotiate different 
fee arrangements and for whom standard fee 
tables would have “little utility.”54 
Performance-Based Fees and Side-by-Side 
Management
RIAs must disclose if they charge “perfor-
mance-based” fees—compensation based on 
the performance of an account or investment 
strategy, rather than simply an asset-based 
fee. If the RIA simultaneously manages both 
performance and nonperformance-based 
accounts, it must disclose this fact and gener-
ally describe how it addresses these conflicts. 
According to the SEC, because an RIA has 
the potential for greater fees from accounts 
with a performance-based structure, RIAs 
have an incentive to “direct the best invest-

ment ideas” or most favorable “sequence 
of trades” in a performance-based account 
and must disclose this conflict. The SEC lists 
various enforcement actions it has brought 
against RIAs that fail to disclose this con-
flict.55 
Types of Clients
“Item 7 requires that the brochure describe 
the types of advisory clients the firm gener-
ally has [e.g., individuals, trusts, pension 
plans, etc.], as well as the firm’s requirements 
for opening or maintaining an account, such 
as minimum account size.”56

Methods of Analysis, Investment Strategies 
and Risk of Loss
Item 8 requires an adviser to describe its 
“methods of analysis and investment strat-
egies,” “significant or unusual risks” of loss 
with those strategies, and if the RIA’s strate-
gy involves “frequent trading,” how that can 
affect investment performance.57 

An adviser must describe its investment 
strategies “for each significant investment 
strategy,” rather than only those primarily 
used by the RIA. 

The SEC defines “significant or unusual 
risks” as follows: the “significant risks as-
sociated with using a particular investment 
strategy or recommending a particular type 
of security that otherwise would not be ap-
parent to the client from reading the advis-
er’s brochure.”58

The SEC defines “frequent trading strate-
gies” as those that “involve frequent trading 
of securities that a reasonable client would 
otherwise not expect in light of the other dis-
closures contained in the brochure.”59 
Disciplinary Information
As discussed above, Item 9 rescinds SEC Rule 
206(4)-4, the previous rule governing adviser 
disciplinary information.60 Item 9 requires 
disclosure of “material facts about any legal 
or disciplinary event that is material to a 
client’s (or prospective client’s) evaluation 
of the integrity of the adviser or its manage-
ment personnel.”61 Disclosing disciplinary 
information in Part 2, which is provided to 
customers and prospective customers, is a 
significant change from the prior practice of 
only including it in Part 1.

Items 9A-C provide a nonexhaustive list 
of disciplinary events that are presumptive-
ly material, which include “convictions for 
theft, fraud, bribery, perjury, forgery, coun-
terfeiting, extortion and violations of securi-
ties laws by the adviser or one of its execu-
tives.”62

RIAs may rebut the presumption that the 
disciplinary events listed in Item 9 should 
be disclosed, in which case the disclosure is 
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not required. “An adviser rebutting this pre-
sumption must document its determination 
in a memorandum and retain that record 
to enable [the SEC] staff to monitor compli-
ance with this important disclosure require-
ment.”63

Because arbitration claims are relatively 
easy to make, and because arbitration awards 
may not contain findings of wrongdoing, the 
SEC does not require RIAs to disclose arbitra-
tion awards in Item 9. But the SEC does not 
provide this exception without a warning: 
“Advisers should, however, carefully con-
sider whether particular arbitration awards 
or settlements do, in fact, involve or impli-
cate wrongdoing and/or reflect on the integ-
rity of the adviser, and should be disclosed 
to clients in the brochure or through other 
means.”64 Moreover, Item 18 requires disclo-
sure of any arbitration award “sufficiently 
large that payment of it would” create a fi-
nancial condition that would be “reasonably 
likely to impair the adviser’s ability to meet 
contractual commitments to clients….”65 
Item 19 requires an adviser registered with 
any state securities authority to disclose an 
arbitration award alleging damages in excess 
of $2,500 and which involves certain invest-
ment-related activity, fraud, theft, bribery, or 
dishonest practices.66 
Other Financial Industry Activities and 
Affiliations
Item 10 requires RIAs to disclose any “mate-
rial relationships or arrangements” it or its 
management persons have with “related 
financial industry participants” (broker deal-
ers, investment companies, banks, accoun-
tants or lawyers, pension consultants, etc.), 
any “material” conflicts these relationships 
or arrangements create, and how the RIA 
addresses the conflicts. RIAs must disclose 
if they are paid compensation for recom-
mending or referring other advisers, the con-
flicts this practice creates, and how the RIA 
addresses those conflicts.67

The SEC is under intense scrutiny as a re-
sult of Bernard Madoff’s inappropriate use of 
adviser and broker-dealer affiliates and other 
unregistered entities to conceal sources, cus-
tody, and flow of investor assets—what the 
SEC has dubbed “affinity frauds.” Therefore, 
the SEC is targeting for examination advis-
ers that are also registered as broker-dealers, 
advisers that use affiliates to provide broker-
age and advisory services, or where there is 
a flow of funds between or among registered 
and unregistered entities.68 The SEC Director 
of Compliance Inspections and Examinations 
has also indicated that the SEC will refer ex-
aminations to the Enforcement Division if the 

examiners cannot determine or understand 
the relationship or flow of funds among the 
various entities:

[W]e recently expanded exams of 
joint or dual registrants to assure that 
we have ‘eyes on’ all activities, par-
ticularly advisers that use an affili-
ated broker-dealer for custody of 
advisory clients’ assets. Firms should 
also expect to be asked about any overlap 
between registered and unregistered enti-
ties, particularly where we see the flow 
of funds between registered and unregis-
tered entities, and any indication that 
the firm is seeking to conceal fraudu-
lent activity in an unregistered enti-
ty. In situations where examiners can’t 
get comfortable with what they see and 
don’t see and there are any indicators of 
possible fraud, we will make a referral to 
enforcement staff so that the matter can 
be investigated.69

Code of Ethics, Participation or Interest in 
Client Transactions and Personal Trading
Item 11 is similar to the disclosures required 
by Item 9 of the previous Part 2. 

Code of Ethics: Item 11.A requires advisers 
to provide a “brief, concise summary of the 
code of ethics” for prospective clients who 
may not want to request or read the entire 
code of ethics, or may help them determine 
if they should.70

Participation or Interest in Client Transac-
tions: Item 11.B requires advisers to disclose 
when they or a related person have a “ma-
terial financial interest” in securities the ad-
viser recommends or buys and sells for a 
client’s account. The adviser must disclose 
these conflicts, explain their nature, and how 
the adviser will address them.71 

Personal trading: Item 11.C requires RIAs 
to disclose whether they or a related per-
son invests or is permitted to invest in the 
same or related securities as those the RIA 
is recommending to the client. In addition, 
the RIA must describe how it addresses this 
conflict. Item 11.D requires RIAs to disclose 
when they or related persons make trades in 
the same securities as the client at or about 
the same time. Thus, Item 11.C discusses the 
RIA’s personal trading of securities similar to 
those of the client, and Item 11.D discusses 
the timing of that trading. Item 11 only re-
quires disclosure of “reportable securities” 
under Rule 204A-1(e)-10.72

Brokerage Practices
RIAs must describe how they select brokers 
for transactions and determine the reason-
ableness of the brokers’ compensation, as 
defined in four categories.
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Soft Dollar Practices: Generally, a soft 
dollar arrangement is one where an adviser 
pays a broker a commission or fee for one or 
a bundle of brokerage services, such as re-
search, execution, etc. Directing client trans-
actions to brokers in exchange for these soft 
dollar benefits creates incentives (and thus 
conflicts) for RIAs to direct brokerage trans-
actions to that broker. Thus, RIAs must spe-
cifically describe these arrangements in Item 
12.A.1.73 

Congress created a “safe-harbor,” ex-
empting advisers from liability for breach 
of fiduciary duty under the Adviser’s Act 
as long as certain soft-dollar fee-setting and 
disclosure requirements are met.74 RIAs must 
make more detailed disclosures for products 
or services that do not qualify for safe harbor 
than for those that do.75

Client Referrals: “If an adviser uses client 
brokerage to compensate or otherwise re-
ward brokers for client referrals, it must dis-
close this practice, the conflicts it creates, and 
any procedures the adviser used to direct 
client brokerage to referring brokers during 
the last fiscal year (i.e., the system of controls 
used by the adviser when allocating broker-
age).”76

Directed Brokerage: If an RIA permits cli-
ents to direct brokerage in their own ac-
counts, Item 12.A.3 requires the RIA to dis-
close that it may not be able to obtain best 
execution or the best prices for the customer. 
But the RIA need not make this disclosure if 
directed brokerage arrangements “are only 
conducted subject to the adviser’s ability to 
obtain best execution.”77

Trade Aggregation: Item 12.B requires an 
adviser to describe when and how it “aggre-
gates trades to obtain volume discounts on 
execution costs.” The adviser must also dis-
close when it does not aggregate trades when 
it has the opportunity to do so, and that this 
practice may cause clients to pay higher bro-
kerage costs.78

Review of Accounts
“Item 13 requires that an adviser disclose 
whether, and how often, it reviews clients’ 
accounts or financial plans, and identify who 
conducts the review. An adviser that reviews 
accounts other than regularly must explain 
what circumstances trigger an account 
review.”79

Client Referrals and Other Compensation
An adviser must disclose all arrangements 
where it or a related person compensates 
a third party (lawyer, accountant, etc.) for 
client referrals. Rule 206(4)-3 (“solicitation 
rule”) only requires disclosure of referral fees 
(as opposed to non-cash benefits), and only 

requires disclosure by the solicitor and not 
the adviser. So Item 14 goes a step beyond 
Rule 206(4)-3.80 

RIAs must also disclose any economic 
benefit they receive (fees, sales awards, priz-
es) for providing advisory services to clients 
from “a person who is not a client.”81

Custody
An adviser with custody of client funds or 
securities is required to explain that the cli-
ent will receive monthly or quarterly account 
statements from the custodian bank, broker 
dealer, etc., and that the client should care-
fully review these statements. If the RIA 
provides its own account statements to the 
customer, the RIA must include a statement 
“urging” clients to compare the account state-
ments from the custodian with those from the 
adviser to determine whether account trans-
actions, fees, or deductions are proper.82

The SEC has issued detailed rules address-
ing an adviser’s duties regarding custody of 
client funds, whether the adviser or another 
entity acts as custodian over those funds.83 
The Madoff debacle has put pressure on the 
SEC to ensure advisers are closely monitor-
ing the custodians of customer funds. Thus, 
SEC examiners are focusing on reviewing 
an adviser’s controls over custody. “The ul-
timate goal is to attain a high level of confi-
dence that the transactions and portfolio po-
sitions reported to clients by the adviser fully 
and fairly reflect the actual investments and 
transactions made by the adviser.”84 

The SEC Director of Compliance Inspec-
tions and Examinations has outlined sug-
gested steps advisers can take to ensure com-
pliance with the SEC’s custody rules:

• Obtain custodian statements from the 
custodian.

• Compare custodian statements to advi-
sory records.

• Review the adviser’s reconciliation pro-
cess—comparing the transactions and 
portfolio positions on the custodian 
statements with the adviser’s books and 
records for consistency.

• Periodically review client account state-
ments sent by the adviser to ensure the 
transactions and positions reported and 
the names and addresses of the clients 
are consistent with the reports of the 
custodian.85

Investment Discretion
An adviser must disclose if it has discretion-
ary authority over client accounts, and any 
limitations clients may place on the adviser’s 
discretionary authority. If the RIA discloses 
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this information in Item 4’s description of the 
advisory business, the RIA in Item 16 may 
simply refer to its response in Item 4.86

Voting Client Securities
This item parallels Rule 206(4)-6.87 The RIA 
must disclose whether it accepts authority to 
vote client securities and, if so, describe the 
voting policies and conflicts attendant to the 
adviser’s proxy authority. If the RIA does 
not accept a client’s proxy authority, the RIA 
must disclose this and disclose how clients 
can receive their proxies and other solicita-
tions.88 
Financial Information
Under Item 18.A, if an RIA requires clients to 
prepay more than $1,200 in fees six months 
or more in advance, the RIA must provide 
clients with an audited balance sheet, in 
accordance with GAAP, that shows “the 
adviser’s assets and liabilities at the end of its 
most recent fiscal year.”89 

Under Item 18.B, if an RIA has discretion-
ary authority or custody of client funds or se-
curities, or the RIA requires clients to prepay 
more than $1,200 in fees six months or more 
in advance, the RIA must disclose “any fi-
nancial condition that is reasonably likely to 
impair your ability to meet contractual com-
mitments to clients.” As an example, the SEC 
indicates that disclosure may be required of 
any arbitration award “sufficiently large that 
payment of it would create such a financial 
condition.”90

Item 18.C requires disclosure of any bank-
ruptcy petition by the RIA during the past 
ten years.91

The SEC ends with a cautionary state-
ment to advisers that “their fiduciary duty of 
full and fair disclosure may require them to 
continue to disclose any precarious financial 
condition promptly to all clients, even clients 
to whom they may not be required to deliver 
a brochure or amended brochure.”92

Part 2A, Appx. 1: The Wrap Fee Program 
Brochure
A “wrap fee program” is an instance when 
an RIA provides a suite of services for a 
specific fee that is “not based directly upon 
transactions in a client’s account for invest-
ment advisory services…and execution of 
client transactions.”93 The services provided 
in wrap fee programs include, among others, 
“portfolio management or advice concerning 
the selection of other investment advisers.”94

RIAs that sponsor wrap fee programs 
will continue to be required to prepare and 
deliver to wrap fee clients a separate “wrap 
fee program brochure” in lieu of the RIA’s 
standard brochure. Although the required 

disclosures in the wrap fee brochure are sub-
stantially similar to the previous disclosures 
required by Schedule H in the previous Part 
2, the requirements of Schedule H have been 
modified to incorporate many of the amend-
ments contained in the new Form ADV Part 
2. So, the wrap fee brochure, similar to the 
standard brochure, contains the following re-
quired disclose items:

• Cover Page
• Material Changes
• Table of Contents
• Services, Fees and Compensation
• Account Requirements and Types of 

Clients
• Portfolio Manager Selection and Evalu-

ation
• Client Information Provided to Portfo-

lio Managers
• Client Contacts with Portfolio Manag-

ers
• Additional Information95

But the SEC is including one additional 
disclosure requirement for RIAs offering 
wrap fee programs that “requires an adviser 
to identify whether any of its related persons 
is a portfolio manager in the wrap fee pro-
gram and, if so, to describe the associated 
conflicts.”96 The SEC says RIAs have incen-
tives to select one of their related persons to 
serve as the portfolio manager for the wrap 
fee program because of that person’s af-
filiation with the RIA “rather than based on 
expertise or performance.” So the new rule 
requires RIAs to disclose “whether related 
person portfolio managers are subject to the 
same selection and review criteria as the oth-
er portfolio managers who participate in the 
wrap fee program and, if they are not, how 
they are selected and reviewed.”97

The SEC will permit a wrap fee pro-
gram sponsor to deliver the RIA’s wrap fee 
brochures to customers and maintain those 
records provided the sponsor is able to 
“promptly” produce the wrap fee records to 
the SEC staff at the office of either the spon-
sor or the RIA. Moreover, the SEC is clear 
that the legal obligation to deliver the wrap 
fee brochure remains with the RIA, and thus 
the RIA should confirm that the delivery task 
has been delegated appropriately.98

Part 2B: Brochure Supplement Items
The brochure supplement will provide 
information on all supervisory persons who 
provide advisory services to the client, as 
opposed to only listing senior management 
or executives.99 
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The brochure supplement disclosure 
must be provided for each supervised per-
son who:

• “formulates investment advice for a cli-
ent and has direct client contact,” or

• “has discretionary authority over a cli-
ent’s assets, even if the supervised per-
son has no direct client contact.”100

A supplement is not required if a super-
vised person has no direct client contact “and 
has discretionary authority over a client’s as-
sets only as part of a team.”101 And if the team 
providing discretionary advice to clients is 
comprised of more than five supervised per-
sons, the supplement need only provide in-
formation about “the five supervised persons 
with the most significant responsibility for the 
day-to-day discretionary advice provided to the 
client.”102

The brochure supplement must include 
information in six categories about each su-
pervised person covered by the Rule:

1. Cover Page. The cover page must include 
“information identifying the supervised per-
son (or persons) covered by the supplement 
as well as the advisory firm.”103

2. Educational Background and Business Ex-
perience. Item 2 requires the following infor-
mation on each supervised person:

• Formal education
• Business background for the last five 

years, which must include specific posi-
tions at prior employers and not simply 
a list of prior employers

• A disclosure that the supervised person 
does not have either: 1) a high school 
education; 2) no formal education after 
high school; or 3) no business back-
ground.104

The SEC does not require a supervised 
person to list any professional designations 
because the SEC does not want to be seen as 
endorsing them. But if a supervised person 
does list his or her professional designations, 
the supplement must also include “a suffi-
cient explanation of the minimum qualifica-
tions required for the designation to allow 
clients and potential clients to understand 
the value of the designation.”105

3. Disciplinary Information. Item 3 requires 
disclosure of any legal or disciplinary event 
“that is material to a client’s evaluation of 
the supervised person’s integrity.”106 This 
item lists certain legal or disciplinary events 
that are presumed material, which parallel 
the list contained in Item 9 of Part 2A of the 
brochure. Supervised persons may include 
in the supplement brochure a hyperlink to 
a disciplinary disclosure contained on either 

FINRA’s BrokerCheck107 or the SEC’s Invest-
ment Adviser Public Disclosure (“IAPD”)108 
Web site. If the link is provided, the brochure 
must note that the supervised person does 
have a disciplinary history that can be found 
at the site and a hyperlink with an explana-
tion of how the client can access the disciplin-
ary history.109

4. Other Business Activities. The super-
vised person must disclose the following ac-
tivities:

• Any investment related business and 
“any material conflicts of interest such 
participation may create;”110

• Any cash and non-cash compensation 
the supervised person receives for sell-
ing any investment or securities prod-
uct, and an explanation of the invectives 
this compensation scheme creates to sell 
these products;

• Any business activity or occupation 
that involves a “substantial amount of 
time or pay.” The SEC does not define 
substantial because it is subject to the 
specific facts and circumstances of the 
supervised person and the RIA. But the 
SEC does note that an activity or com-
pensation is presumed not substantial 
if its represents “less than 10 percent 
of the supervised person’s time and 
income.”111

5. Additional Compensation. “This item re-
quires that the supplement describe arrange-
ments in which someone other than the cli-
ent gives the supervised person an economic 
benefit (such as a sales award or other prize) 
for providing advisory services.”112

6. Supervision. An adviser must describe 
in the supplement how it “monitors the ad-
vice provided by the supervised person ad-
dressed in the brochure supplement.” Item 6 
also requires that the RIA provide customers 
with “the name, title, and telephone number 
of the person responsible for supervising the 
advisory activities of the supervised per-
son.”113

Delivery and Updating 
Requirements

Delivery to Clients
In General
The SEC has amended Rule 204-3114 to require 
an RIA to deliver a current brochure “before 
or at the time it enters into an advisory con-
tract with the client.”115 RIAs are not required 
to deliver a brochure to clients receiving only 
“impersonal advisory services” as defined 
under Rule 204-3(g)(1), clients who are invest-
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ment companies registered under the Invest-
ment Company Act of 1940, or clients who 
are business development companies subject 
to section 15(c) of the Investment Company 
Act.116 OFIR “strongly encourages” Michigan 
advisers to follow the “amended require-
ments for preparing, delivering, and offer-
ing the new Form ADV Part 2” as set forth 
in the SEC instructions for the new form, 
including electronic filing using FINRA’s 
Investment Adviser Registration Depository 
(“IARD”).117

Annual Delivery
Each year, within 120 days after the end of the 
RIA’s fiscal year, the RIA must deliver to each 
client either: 1) a current and updated copy 
of the brochure and a summary of material 
changes; or 2) a summary of material chang-
es “that includes an offer to provide a copy 
of the current brochure.”118 An adviser may 
offer to provide its brochure or summary of 
material changes electronically pursuant to 
the SEC’s electronic delivery guidelines.119 
This delivery requirement seeks to avoid cli-
ents relying on “stale” brochures.120

Interim Delivery
Whenever an RIA amends its brochure to 
add a disciplinary event, or changes mate-
rial information previously disclosed, RIAs 
must “promptly” deliver to clients an updat-
ed brochure or a document “describing the 
material facts relating to the amended disci-
plinary event.”121

Updating Part 2A Brochure
Consistent with current rules, RIAs must 
update their Form ADV Part 2A at least 
annually, and promptly, if any information 
becomes materially inaccurate. But material 
changes to assets under management and the 
summary of material changes need only be 
filed annually, even if they become materi-
ally inaccurate in the interim, unless the RIA 
is amending Part 2A for a separate reason 
between annual amendments and the RIA’s 
assets under management has become mate-
rially inaccurate.122

RIAs need not file or deliver an annual 
amendment or a summary of material chang-
es if it has not filed any interim amendment 
since the brochure’s last annual update, and 
“the brochure continues to be accurate in all 
material respects.”123

RIAs will make annual and interim up-
dates to their brochures on their own com-
puter systems and then submit the revised 
brochure through the SEC’s IARD. Only the 
most recent version of the RIA’s brochure 
will be available to the public through the 

IARD system, although previously filed ver-
sions of the RIA’s brochure will remain on 
the IARD system.

Updating Part 2B Supplement
Updated supplements are not required to 
be delivered annually. Instead, RIAs must 
“promptly” deliver an amended supple-
ment to clients “only when there is a new 
disclosure of a disciplinary event, or a mate-
rial change to the disciplinary information 
already disclosed in response to Item 3 of 
Part 2B.”124 Like brochures, supplements can 
be delivered electronically.125 

Special Problems for Fund 
Managers Under the New Form 
ADV Rule
Dodd-Frank requires various hedge and 
private equity fund managers to register as 
investment advisers and file the new Form 
ADV Part 2. Fund managers have as cli-
ents the investment funds into which inves-
tors invest, not the investors themselves. 
Commentators argue that the Form ADV is 
geared toward advisers that contract directly 
with client investors, and thus its require-
ments are not well-suited to the fund busi-
ness model.126 

One example of this incongruity is the dis-
closure requirements related to client refer-
rals. Sometimes a fund adviser compensates 
someone for referring investors to the invest-
ment fund. But because the fund investors 
are not “clients” of the adviser (the fund is), 
it is unclear whether the fund adviser must 
disclose these referrals as “client referrals” 
called for by Item 14 of Part 2A.127 

Another example of the incongruity of the 
brochure rules as applied to fund advisers 
are the custody rules. Commentators argue 
that the custody rules and disclosures in Part 
2A and under the Advisers Act do not di-
rectly address certain fund custody arrange-
ments, such as where the fund adviser relies 
on third-party audits of its fund customers to 
address asset custody issues.128

Conclusion
The Form ADV Part 2 is arguably the most 
critical disclosure document for investment 
advisers; and it may soon be for broker-deal-
ers. It will be interesting to watch the dis-
closure rules and issues develop as advisers 
begin complying with the new brochure and 
brochure supplement rules, and brokers nav-
igate into the advisory sphere.
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Introduction 
Michigan limited liability companies are 
entities created by statute to provide to their 
owners the advantage of avoiding personal 
liability for the obligations of the company 
while enjoying flow-through federal income 
tax attributes and the benefits of operat-
ing under a partnership-like organizational 
structure. Transfer of membership in a Mich-
igan Limited Liability Company (“LLC”) is 
limited by statute, unless expanded by agree-
ment of all LLC members. In this way, LLC 
membership interests more closely resemble 
limited partnership interests than corporate 
stock. These limitations under Michigan 
law are generally consistent with limitations 
under the Uniform Limited Liability Compa-
ny Act, and with those found in several other 
states. Limited transferability of membership 
interests meaningfully impacts both LLC 
governance and membership share value. 

Treatment of Transfers of 
Membership Interests under LLC 
Statutes

Michigan
A person may become a member of a mul-
tiple member Michigan LLC only in one of 
the following ways: (1) upon formation of the 
LLC by signing the initial operating agree-
ment complying with its requirements,1 in 
accordance with a written agreement of the 
members in connection with formation of the 
LLC,2 and (2) after formation of the LLC by 
unanimous vote of the members entitled to 
vote, through an assignment of a member’s 
membership interest in compliance with the 
terms of the operating agreement allowing 
full membership, or as the result of a merger 
or conversion.3 In conditioning membership 
in an LLC after its initial organization on the 
unanimous vote of existing members, absent 
operating agreement provisions to the con-
trary, the Michigan statute, MCL 450.4501, 

makes LLCs similar to partnerships and lim-
ited partnerships,4 and dissimilar to corpora-
tions.5 This limitation is reinforced by MCL 
450.4505(2), which provides that:

An assignment of a membership 
interest does not of itself entitle the 
assignee to participate in the man-
agement and affairs of the company 
or to become or exercise any rights 
of a member. An assignment entitles 
the assignee to receive, to the extent 
assigned, only the distributions to 
which the assignor would be enti-
tled.

The purpose of conditioning admission to 
membership in an LLC on existing member 
consent has been described, referencing a 
similar LLC statute, as intended “to protect 
other members of an LLC from having to 
involuntarily share governance responsibili-
ties with someone they did not choose.”6 The 
Michigan Court of Appeals in the unpub-
lished opinion of Gibbs v Gibbs,7 found LLC 
operating agreement provisions that tracked 
MCL 450.4502(2) to be valid and enforceable, 
insofar as they provided that a transferee of 
an LLC membership interest who did not 
receive unanimous approval to become a full 
member could only receive distributions to 
which the transferor member would have 
been entitled, but could not participate in 
management.

A judgment creditor of an LLC member 
can obtain a court order charging the mem-
bership interest of the member with payment 
of the unsatisfied amount of the judgment, 
with interest. The charging order is a lien on 
the membership interest of the debtor mem-
ber, but the lien may not be foreclosed, nor 
does it result in an assignment of the mem-
ber’s entire interest such that the member 
ceases to be a member.8

Limitations on Transfer of Limited 
Liability Company Membership 
Interests
By James J. Vlasic*

*The author would like to thank Timothy Damschroder and Robert Diehl for their editorial comments.



The Uniform Limited Liability Company 
Act of 2006
The Uniform Limited Liability Company Act 
of 2006 (ULLCA) takes a somewhat differ-
ent approach from the Michigan statute, but 
similarly protects LLC members from the 
admission of unwanted persons into mem-
bership in an LLC. The ULLCA bifurcates a 
member’s interest9 into (a) economic rights, 
called a “transferable interest” and (b) gover-
nance rights, such as voting on management 
and receiving information. The transferable 
interest is personal property10 that can be 
transferred and owned by a transferee with-
out that transferee ever becoming a member 

of the LLC.11 The transferable interest can be 
subject to the lien of a charging order and 
can be sold on foreclosure of that lien.12 The 
transferable interest entitles the transferee to 
distributions to which the transferor would 
otherwise be entitled, and to an accounting 
upon dissolution. Admission to membership 
requires unanimous consent of the mem-
bers.13 

The member transferring the transferable 
interest retains the rights of a member other 
than the interest in distributions transferred, 
except that a transfer of all of a member’s 
transferable interest allows the member to be 
expelled as such upon unanimous consent of 
all other members.14 

Assignee has 
interest only in 
distributions 

Assignee has 
interest in 
profits and 

losses

Unanimous 
vote required 

to make 
assignee
member

Majority vote 
required to 

make assignee 
member

Member 
rights divided 
by statutory 

definition

AK X  X   

CA    X X 

CO  X X   

CT X   X  

DE  X X   

FL X  X   

IL X  X  X 

IN X  X  X 

LA  X X   

MI X  X   

NC  X X   

NY X   X  

OH  X X   

TX  X X   

ULLCA X  X  X 
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Other State Statutes
As there is almost no Michigan appellate case 
law interpreting the Michigan Limited Lia-
bility Company Act, it is instructive to look 
at similar limited liability company acts in 
other states and the cases interpreting them. 
The treatment of assignee interests by select-
ed other state statutes is summarized on the 
chart on the previous page.

Arkansas
The Eighth Circuit Court of Appeals, inter-
preting Arkansas law in Ault v Brady,15 
enforced an LLC operating agreement pro-
vision limiting the transfer of a membership 
interest without the written consent of the 
other members to the transfer of the right 
to receive distributions made with respect 
to the transferred interest. This restriction 
was enforced, even though the transferee 
was already a member of the LLC before 
the transfer. He was left with only distribu-
tion rights on the transferred interest, even 
though he had full membership rights as 
to his previously owned interest. The court 
observed that this result was also mandated 
by the Arkansas Limited Liability Company 
statute, which entitled the assignee to receive 
only the distributions to which the assignor 
would be entitled. Admission to member-
ship requires unanimous consent of the 
members.16 

California
The California Code divides limited liability 
company ownership interests into member-
ship interests and economic interests and 
provides that a membership interest cannot 
be assigned without consent of a majority in 
interest of the non-assigning members.17 An 
assignment of an economic interest entitles 
the assignee to receive distributions, as well 
as allocation of income, gains, losses, deduc-
tions, and credits to the extent assigned, but 
it carries with it no right to participate in 
management or to exercise any rights of a 
member.18 While Michigan law19 requires the 
unanimous consent of existing LLC members 
to admit an assignee to membership, unless 
the operating agreement provides otherwise, 
the California statute requires only the vote 
of a majority in interest of the other members 
for admission to membership.20 

Colorado
The Colorado LLC statutes are as restrictive 
as those of Michigan, providing that after fil-
ing of the original articles of organization, 
additional members may be admitted to 

an LLC only on consent of all members.21 A 
transferee of a membership interest who is 
not admitted as a member is entitled only 
to receive the share of income and profits, 
and any return of contributions, to which 
the transferor would have been entitled, but 
obtains no right to participate in manage-
ment of the LLC.22 

Connecticut
Under the Connecticut Limited Liability 
Company Act, an assignee of a membership 
interest becomes entitled to receive only the 
distributions to which the assignor would 
be entitled.23 As in Michigan, the assignee 
acquires no right to participate in the man-
agement of the LLC, to become a member, 
or exercise any other rights of a member. 
Admission to membership requires approval 
of the majority of members, other than the 
assignor.24 

Delaware
The Delaware LLC Act contains many of the 
same restrictions found in MCL 450.4504, 
including that an assignee has no right to 
participate in management of the LLC or to 
become or exercise any rights of a member.25 
An assignment only entitles the assignee to 
share in such profits and losses and to receive 
such distributions and allocations of income 
to which the assignee was entitled, to the 
extent assigned. Admission to membership 
requires unanimous consent of the mem-
bers. Delaware differs from Michigan in this 
regard by permitting the assignee to share in 
profits and losses, rather than only in actual 
distributions.26 In Delaware, as in Michigan, 
no creditor of a member or of a member’s 
assignee has any right to obtain possession 
of or to otherwise exercise legal or equitable 
remedies with respect to the property of the 
limited liability company.27

The Delaware courts have been protective 
of the policy behind members’ statutory right 
to exclude unwelcome members thrust upon 
them. In the unpublished case of Lusk v El-
liott,28 the Delaware Chancery Court required 
unanimous written consent of the members 
to assign a membership interest, absent a 
provision in the LLC operating agreement 
permitting such assignment as an exception 
to the statutory limitation of assignments 
to only economic interests. The Delaware 
Chancery Court, in Eureka VIII, LLC v Niagara 
Falls Holdings LLC,29 fashioned a remedy for a 
member’s breach of an operating agreement 
provision requiring that the member remain 
controlled by a designated person by treating 
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the member, under the control of a new par-
ty, as an assignee, depriving it of its right to 
participate in management, while preserving 
its economic interest in the LLC. The court 
reasoned that in this way the other member 
would be protected from having an unwel-
come member forced upon it, without caus-
ing a forfeiture of the breaching member’s 
economic stake in the LLC.30

Florida
In Florida, a “membership interest” includes 
all of a member’s rights to profits, losses, and 
distributions, as well as voting and manage-
ment rights.31 Although these rights are freely 
assignable, the assignee receives no right to 
participate in management of the LLC except 
on approval of all members other than the 
transferring member, or on compliance with 
procedures provided for as in the LLC articles 
or operating agreement.32 Unless the articles 
or operating agreement provide otherwise, 
the assignee is not entitled to exercise any 
rights of a member but is entitled to receive 
distributions, income, gain, and losses, to the 
extent assigned.33 An assignee may become a 
member only if all members, other than the 
member assigning the interest, consent. This 
limitation has been found to have no applica-
tion to a single-member LLC.34

Illinois
The Illinois Limited Liability Company Act 
follows the 1996 edition of the Uniform Lim-
ited Liability Company Act, dividing LLC 
interests into distributional interests and 
membership interests. The distributional 
interests are personal property that may be 
transferred in whole or in part but that con-
fer on the transferee only the right to receive 
distributions to which the transferor would 
be entitled.35 A transferee of a distributional 
interest may only become a member of the 
LLC in accordance with the provisions of the 
LLC operating agreement, or by unanimous 
consent of the members.36 A transferee who 
does not become a member is not entitled 
to participate in management or to demand 
access to information concerning LLC trans-
actions.37 

Indiana
The Indiana Business Flexibility Act defines 
an “interest” to be an LLC member’s econom-
ic rights only, including the member’s share 
of profits and losses and right to receive dis-
tributions from the LLC.38 Unless provided 
otherwise in the LLC operating agreement, 
this interest is assignable, but an assignment 

entitles the assignee to receive, to the extent 
assigned, only the distributions to which the 
assignor would be entitled.39 An assignee of 
an interest may become a member only if the 
other members unanimously consent.40 

Louisiana
The rights of an assignee of an LLC mem-
ber’s interest in Louisiana are similar to the 
assignee’s rights in Delaware. The transferee 
is entitled not only to receive distributions to 
which the transferor would be entitled, but 
also “to share in such profits and losses, and 
to receive such allocation of income, gain, 
loss, deduction, credit, or similar item to 
which the assignor was entitled to the extent 
assigned.”41 The assignment does not entitle 
the assignee to become a member or to exer-
cise any rights of a member until the assignee 
is admitted as a member by the unanimous 
written consent of the existing members. 
Although an assignee is not entitled to act as 
a member of an LLC, the assignee is entitled 
to receive whatever profits, losses, income, 
losses and distributions the assignor-mem-
ber was entitled to receive.42

North Carolina
In North Carolina, an assignment of a mem-
bership interest entitles the assignee to 
receive only, to the extent assigned, distribu-
tions and allocations to which the assignor 
would be entitled, but for the assignment. 
The assignee is not entitled to become a mem-
ber, or to exercise any of the rights of a mem-
ber.43 Admission to membership requires 
unanimous consent of all existing members, 
unless the articles or operating agreement of 
the LLC provide otherwise.44 

New York
Under New York law, the only effect of the 
assignment of a membership interest is to 
entitle the assignee to receive, to the extent 
assigned, the distributions and allocations 
of profits and losses to which the assignor 
would be entitled. The assignee receives 
no right to participate in management or to 
become a member of the LLC.45 An affirma-
tive vote of the majority in interest of mem-
bers is required to elevate an assignee to 
membership.46 

Ohio
Assignees of Ohio LLC membership interests 
receive, to the extent assigned, distributions 
of cash and property, as well as allocations 
of profits, losses, income, gains, deductions, 
and credits to which the assignor would 
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have been entitled. The assignee is not enti-
tled to become a member or to exercise any 
rights of a member. Admission to member-
ship requires written consent of all members, 
unless the LLC operating agreement pro-
vides otherwise.47 

Texas
Under Texas law, a membership interest in 
an LLC is assignable, but assignment does 
not entitle the assignee to participate in man-
agement of the LLC or to exercise any rights 
of a member.48 The assignment does entitle 
the assignee to receive any distributions the 
assignor is entitled to receive; to be allocated 
income, gain, loss, deductions, and credits 
to the extent assigned; and to make reason-
able inspection of LLC books and records 
or request a reasonable accounting of LLC 
transactions.49 A court may charge the mem-
bership interest of an LLC member with pay-
ment of the unsatisfied amount of a judg-
ment, but the judgment creditor has only the 
right to receive any distribution to which the 
judgment debtor would otherwise be enti-
tled in respect of the membership interest.50 
An assignee can become a member of an LLC 
only if all other members consent.51 

Rights of Creditors of an LLC 
Member

In General
A creditor of an LLC member can acquire 
the rights of an assignee of an LLC member’s 
interest in three ways. First, a creditor can 
acquire a consensual security interest in the 
membership interest of an LLC member, 
which security interest can be foreclosed, 
with the buyer at the foreclosure sale becom-
ing an assignee of the member’s interest in 
the LLC. Second, a judgment creditor can 
cause a judicial charging lien to be attached 
to the judgment debtor’s membership inter-
est in the LLC. Lastly, the bankruptcy estate 
of a member may assume the member’s LLC 
interests owned at the time that the bank-
ruptcy petition is filed, to the extent that the 
bankruptcy code allows.

Security Interest
A creditor can obtain a security interest in 
an LLC member’s membership interest as 
a general intangible, or as a security, if it is 
registered as such on the LLC’s books. This 
interest is perfected by filing a financing 
statement, or, if a registered security, by reg-
istration, or control of a certificated security.52 
When the interest is foreclosed, the purchaser 

at the foreclosure sale is treated as the assign-
ee of the membership interest. In Michigan, a 
membership interest is assignable by means 
of a security agreement, “except as provided 
in an operating agreement” that it is not. The 
assignment itself does not entitle the assign-
ee to participate in management of the LLC 
or otherwise exercise the rights of a member, 
but rather only to receive distributions to 
which the assignor member would be enti-
tled, to the extent assigned.53 The Michigan 
Court of Appeals in the Gibbs case54 enforced 
this limitation, recited in an operating agree-
ment, as to the assignment of a membership 
interest received in settlement of litigation. 
The statutes governing assignments in other 
states, discussed above, apply to assignments 
for the purpose of security.

Charging Liens
In Michigan, MCL 450.4507, as amended on 
December 16, 2010, provides that a court may 
charge the membership interest of a member 
with payment of the unsatisfied amount of 
a judgment, with interest. This entitles the 
judgment creditor to receive any distribu-
tions with respect to the member’s member-
ship interest to which the judgment creditor is 
entitled under its judgment. While the charg-
ing order constitutes a lien upon the mem-
ber’s interest, that lien cannot be foreclosed, 
and does not cause the member to cease to 
be a member. The creditor’s remedy is essen-
tially limited to a receipt of distributions that 
the member would otherwise recieve.55 

In Connecticut,56 Delaware,57 Indiana,58 
Louisiana,59 North Carolina,60 and Ohio,61 the 
court is expressly authorized by statute to 
charge the membership interest of a member 
with payment of the unsatisfied amount of 
a judgment against that member. Judgment 
creditors, however, have only the rights of an 
assignee to receive distributions that would 
have been paid to the member-assignor. 
These other state statutes do not provide 
that the changing lien cannot be foreclosed 
and the membership interest sold. The North 
Carolina Court of Appeals has held that this 
charging interest right to receive distribu-
tions does not include the right to force a sale 
of the member’s interest, stating that “be-
cause the forced sale of a membership inter-
est in a limited liability company to satisfy 
a debt would necessarily entail the transfer 
of a member’s ownership interest to anoth-
er, thus permitting the purchaser to become 
a member, forced sales…are prohibited.”62 
This rule, however, has been found not to 
apply to single member LLCs. The Florida 
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Supreme Court, in Olmstead v Federal Trade 
Comm’n,63 has held that the provision in Sec-
tion 608.433(4) of Florida’s LLC Act, pro-
viding that a judgment creditor obtaining a 
charging lien as a membership interest “has 
only the rights of an assignee of such inter-
est,” did not operate to prohibit a judgment 
creditor of the member of a single member 
LLC from subjecting the member’s entire in-
terest to levy and sale on execution. The court 
reasoned that Section 608.432(1)(a), allowing 
an assignee of a member’s interest to become 
a member only if all members other than 
the member assigning the interest consent, 
was inapplicable because there are no other 
members in a single member LLC, other than 
the member whose interest is subject to ex-
ecution. “Accordingly, an assignee of the 
membership interest of the sole member in a 
single-member LLC becomes a member―and 
takes the full right, title, and interest of the 
transferor―without the consent of anyone 
other than the transferor.”64 

Under the Uniform Limited Liability 
Company Act (2006), if the judgment will not 
be paid by distributions under a changing or-
der within a reasonable time, “the court may 
foreclose the lien and order the sale of the 
transferable interest.” The transferable inter-
est carries with it, however, only the right to 
receive distributions, and no right to partici-
pate in management.65 The statutes in Cali-
fornia,66 Colorado,67 and Illinois68 also pro-
vide that charging liens in those states can be 
foreclosed by court order. The purchaser at 
the foreclosure sale in California and Illinois 
acquires the rights of an assignee. In Colora-
do, the membership interest may be sold, but 
consent to the sale of all members whose in-
terests are not being sold is required to avoid 
having the sale of the interest to a non-mem-
ber cause a dissolution of the company.69 

Bankruptcy 
Bankruptcy court decisions concerning the 
status of the bankruptcy trustee as successor 
to the pre-filing debtor’s membership inter-
est run the gamut from the trustee receiving 
all of the membership rights that the debtor 
had prior to bankruptcy to the trustee being 
treated as an assignee of economic interests 
only. 

One bankruptcy court has held that a 
trustee in an LLC member’s bankruptcy 
is not merely treated as an assignee of the 
member’s interest, but instead acquires all 
rights of the LLC member. The bankruptcy 
court for the District of Arizona, in the case of 
Movitz v Fiesta Invs, LLC (In re Ehmann),70 first 

found that the LLC operating agreement was 
not an executory contract as to a non-man-
ager member of the LLC of whom no per-
formance was required. Consequently, the 
trustee’s rights were only controlled by the 
general provisions of 11 USC 541, and not by 
11 USC 365. The court then held that, “Code 
section 541(c)(1) expressly provides that an 
interest of the debtor becomes property of 
the estate notwithstanding any agreement or 
applicable law that would otherwise restrict 
or condition transfer of such interest by the 
debtor.” The limitations of Arizona law and 
of the operating agreement restricting as-
signee rights to a share of member distribu-
tions having been disposed of by section 541, 
the court held that the trustee “has all of the 
rights and powers with respect to Fiesta that 
the Debtor held as of the commencement of 
the case.”71 

The bankruptcy court for the District of 
Colorado, in the case of In re Albright,72 when 
faced with a debtor who was the sole mem-
ber and manager of an LLC, had no problem 
holding that, based on 11 USC 541(a), the 
bankruptcy trustee became the sole member 
of the LLC and that, based on the Colorado 
LLC statute, the trustee had the power to 
elect and change managers. The court was re-
luctant, however, to go so far as to hold that, 
in a multiple member LLC, 11 USC 541(c)(1) 
would place the trustee into the debtor-mem-
ber’s shoes.

 The harder question would 
involve an LLC where one member 
effectively controls and dominates 
the membership and management 
of an LLC that also involves a pas-
sive member with a minimal inter-
est. If the dominant member files 
bankruptcy, would a trustee obtain 
the right to govern the LLC? Pursu-
ant to Colo. Rev. Stat. § 7-80-702, if the 
non-debtor member did not consent, 
even if she held only an infinitesi-
mal interest, the answer would be 
no. The Trustee would only be enti-
tled to a share of distributions, and 
would have no role in the voting or 
the governance of the company.73  

The court stated that the trustee instead can 
employ 11 USC 544(b) and 548(a) to attack 
fraudulent transfers, if necessary.74 The bank-
ruptcy court for the District of Maryland 
reached the same conclusion, applying the 
Delaware LLC Act, in the case of In re Modan-
lo,75 The debtor, who was the sole member of 
an LLC, which owned 63 percent the stock in 
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a corporation, argued that his trustee in bank-
ruptcy obtained only an assignee’s economic 
interest in profits, losses, and distributions of 
the LLC, but not the governance right to vote 
the shares that the LLC owned in the corpo-
ration. The bankruptcy court found that sec-
tions 18-702 and 18-704 of the Delaware Act, 
requiring approval “of all of the members of 
the limited liability company other than the 
member assigning the limited liability com-
pany interest” for the assignee to become a 
member and participate in management of 
the LLC, did not apply to an assignee of the 
single member’s interest because there were 
no other members. The court held that the 
bankruptcy trustee succeeded to both the 
economic and governance rights of the debt-
or-member in the single member LLC. The 
Maryland bankruptcy court did, however, 
appear prepared to respect “decisional law 
interpreting LLC acts that divest bankruptcy 
trustees of an LLC member’s management 
rights” in the context of a multi-member 
LLC.76

In In re Garrison-Ashburn, LLC,77 the court 
held that, on filing bankruptcy, both the 
debtor’s “membership interest,” including 
his share of profits, losses, and distributions, 
as well as his non-economic rights and privi-
leges as a member, became property of the 
bankruptcy estate. The court held, however, 
that the debtor-members rights and privi-
leges prior to filing were burdened with all 
of the duties and obligations that came with 
them, and that consequently Va. Code § 13.1-
1040.1 “disassociated” the member from the 
LLC on the filing of his bankruptcy petition 
leaving the bankruptcy estate with only the 
“membership interest” rights of an assignee 
under Va. Code § 13.1-1039, because the lim-
ited liability company operating agreement 
was not an executory contract. The court 
found that debtor-member’s economic inter-
ests remained in the estate and were avail-
able for the benefit of creditors, but that the 
inability of the trustee as an assignee to par-
ticipate in the management of the company 
also remained. This result may have been 
attributable to the fact that under Va. Code 
§ 13.1-1002, a “membership interest” is the 
“member’s share of profits and losses in the 
limited liability company and the right to 
receive distributions,” which is what other 
courts have described as the members “eco-
nomic interest,” without the right to partici-
pate in management.

In the case of Northrop Grumman Tech 
Servs v Shaw Group Inc (In re The IT Group, 
Inc),78 the debtor, which owned a member-

ship interest in The Space Gateway Support, 
LLC, tried to transfer its membership interest 
after filing bankruptcy. The court interpreted 
6 Del. Code § 18-702(b)(2) as permitting the 
members of an LLC to assign only their bare 
economic interests to another entity, con-
cluding that the state statute defined what 
was assignable by the debtor. Because appli-
cable law did not excuse the other members 
from sharing profits, losses, and distributions 
with the assignee, the court concluded that 
the economic interests of the debtor-member 
were assignable, subject to a right of first re-
fusal in the other members provided for in 
the operating agreement. This is not a case 
determining the membership rights of the 
debtor-in-possession or trustee, but rather 
determining what the debtor may assign. 
It holds that the transferable interest of the 
debtor-in-possession is limited by the state 
statute to the member-debtor’s economic in-
terest in the LLC.

The Delaware Court of Chancery in Mil-
ford Power Co v PDC Milford Power, LLC,79 
held that an ipso facto clause in the LLC op-
erating agreement requiring a member filing 
bankruptcy to assign its membership interest 
to the other members without consideration 
was preempted to the extent that it deprived 
the debtor member of its economic rights on 
its membership interest, but not to the extent 
that it deprived it of its rights to participate in 
management. The court, relying on the rea-
soning of the U.S. District Court in In re IT 
Group, essentially treated the bankruptcy fil-
ing as causing an assignment governed by 6 
Del. Code § 18-702(b)(2). The Delaware court 
relied on 6 Del. Code § 18-702(b)(2), which 
provides that the members of an LLC are per-
mitted to assign their bare economic interests 
to another entity that is “entitled to share in 
such a profits and losses, to receive such dis-
tribution or distributions, and to receive such 
allocation of income, gain, loss, deduction or 
credit or similar item to which the [debtor] 
was entitled.” The court held that Del. Code 
§ 18-304, stating that a person ceases to be a 
member of the limited liability company on 
the filing of a voluntary bankruptcy petition, 
remained applicable, but that the debtor, on 
ceasing to be a member, became an assignee 
with the economic rights specified in Del. 
Code § 18-702(b). Although the finding of the 
Delaware Court of Chancery does not bind 
a bankruptcy court, it offers persuasive au-
thority in support of the decision in In re The 
IT Group, interpreting the Delaware statutes 
in a manner that leaves sufficient economic 
interest in the debtor so as not to eradicate 
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the value of the debtor’s membership inter-
est.

Federal Income Taxation of 
Assigned Interests 
An assignee of an LLC membership interest 
under the laws of Michigan, Arkansas, Con-
necticut, Florida, Illinois, Indiana, and New 
York acquires only the right to the distribu-
tions to which the assignor would be enti-
tled, to the extent assigned. An assignee of 
an LLC membership interest under the laws 
of Colorado, Delaware, Louisiana, North 
Carolina, and Ohio acquires an interest in 
the profits and losses of the LLC. In no state 
can the assignee participate in management 
of the LLC or exercise other rights of a mem-
ber without being admitted to membership, 
either by vote of the existing members or 
according to the terms of the LLC operating 
agreement. Consequently, it can be said that 
an assignee who does not become a member 
of the LLC does not become vested with suf-
ficient dominion and control of the assignor’s 
membership interest to be treated as a part-
ner in an LLC taxed as a partnership.80 See 
TIFD III-E Inc v United States,81 discussing fac-
tors to consider in finding a shift in dominion 
and control.82 

A finding of no partnership interest may 
be reversed by the assignor’s contracting to 
exercise his or her residual membership rights 
only for the benefit of the assignee.83 In Evans 
v Commissioner,84 the taxpayer transferred his 
entire interest in a partnership to a corpora-
tion in which he was sole stockholder. The 
applicable Wisconsin partnership statute pro-
vided that an assignee was entitled to receive 
the profits and distributions to which the as-
signing partner would be entitled, including 
at dissolution of the partnership. The court 
found that the corporation had obtained for 
federal income tax purposes a capital inter-
est in a partnership under Treas. Reg. 1.704-
1(e)(1)(v), which describes a capital interest 
as an interest in partnership assets that is 
distributable to its owner on his withdrawal 
or liquidation of the partnership. In response 
to the Commissioner’s argument that the as-
signor had retained incidents of ownership, 
the court held that, as president of the cor-
poration, he was bound to act as its agent to 
pursue the corporation’s best interests and, 
because he had a fiduciary duty to exercise 
his power in favor of the corporation, the fact 
that the corporation had not been admitted 
as a partner would not be decisive of the tax 
status of the corporate assignee.85 The Evans 

court distinguished the case of Poggetto v 
United States,86 as one involving a partnership 
where capital was not a material income-pro-
ducing factor, so that income from personal 
services remained attributable to the person 
rendering those services, rather than the as-
signee of a partnership interest acquired in 
exchange for a capital contribution and a 
guaranty.87

Effect of Transfer Limitation on 
Membership Share Value
In the analogous partnership context, the 
Fifth Circuit Court of Appeals has focused 
on the effect that a statutory limitation on 
assignment has on the value of a transferred 
interest for tax purposes. In Estate of McLen-
don v Commissioner,88 an unpublished opin-
ion, the decedent, a resident of Texas, had 
signed annuity agreements purporting to 
transfer outright to his children remainder 
interests in a partnership and a limited part-
nership. Both the partnership agreement and 
the limited partnership agreement prohib-
ited admission of new partners without the 
consent of all partners, which consent was 
not forthcoming as to either transfer. Texas 
law provided that no person could become a 
member of a partnership without consent of 
all partners, and that a conveyance by a part-
ner of his interest does not entitle the assignee 
to participate in partnership management but 
only to receive profits to which the assigning 
partner would be entitled, together with the 
right to reasonable inspection of partnership 
books. Nonetheless, the U.S. Tax Court held 
that, for purposes of estate tax valuation, the 
decedent had “transferred partnership inter-
ests, not mere assignee interests or monetary 
interests in the partnership interests.”89 The 
Fifth Circuit disagreed, holding:

First, neither partnership agreement 
permitted sale or transfer of partner-
ship interests without consent of the 
partners. No person could demand 
admission to the partnership unless 
consent was granted by all the part-
ners, in the case of Tri-State, § 7.04 of 
the partnership agreement, or by the 
partners of the McLendon Company, 
§ 6. Texas law reinforced this right 
of exclusivity, born of the intimate 
nature of the partnership relation-
ship and the apparent authority of 
each partner to conduct partnership 
business. Thomas v. American Nat’l. 
Bank, 704 S.W.2d, 321, 323 (Tex.1986). 
The Commissioner agrees that if, 
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under Texas law, a partner attempts 
to transfer a general partnership 
interest without the other partners’ 
consent, the transferred interest is an 
assignee interest, limited to the non-
control right to receive distributions 
from the partnership. IRS Brief at 17, 
n. 16, and 29-30 citing Thomas, supra; 
Tex.Rev.Civ. Stat. Ann. Art 6132b § 
27(1); Art. 6132a § 20(c).90

The Fifth Circuit concluded that the dece-
dent had transferred no more than assignee 
interests in the two partnerships, and that the 
interests transferred must be valued accord-
ingly. This reasoning should apply equally to 
valuation of membership interests in limited 
liability companies, which are treated as part-
nerships for federal income tax purposes.91

The Fifth Circuit Court again, in Adams 
v United States,92 held that under Texas law 
there is no clear right of an assignee of a part-
nership interest to liquidation rights. As a 
consequence the court directed the U.S. Dis-
trict Court to determine the applicability of 
lack of marketability and lack of control dis-
counts to the assignee’s interest in that light. 
The District Court, on remand, removed any 
uncertainty surrounding the assignee’s rights 
to liquidate its assigned interest by assuming 
the assignee would not have that right, and 
then discounting the value of the assignee’s 
interest accordingly.93

Effect of Transfer Limitation on 
Gifts of Present Interest
In Hackl v Commissioner,94 the U.S. Tax Court, 
and the Seventh Circuit Court of Appeals 
held that a transfer restriction in an LLC 
operating agreement contributed to the 
denial of a substantial economic benefit to a 
transferee of membership shares, such that a 
gift of those shares was not a gift of a pres-
ent interest under IRC 2503(b). The operating 
agreement of the subject LLC, formed under 
Indiana law, provided that no member could 
transfer the member’s interest without prior 
written consent of the manager. If the manag-
er consented, the transferee would be admit-
ted as a substitute member in the LLC. If not 
“the transferee would be afforded no oppor-
tunity to participate in the business affairs of 
the entity or to become a member; rather, he 
or she would only be entitled to receive the 
share of profits or distributions which other-
wise would have incurred to the transfer.”95 
The manager was also a member of the LLC, 
so this limitation in the operating agreement 
was consistent with Ind. Code. Ann. § 23-8-

6-4.1(b), in providing that an assignee of an 
interest in an LLC can become a member 
only if the other members unanimously con-
sent, as well as with Ind. Code. Ann. § 23-
18-6-3.1(b), providing that an assignment 
entitles the assignee to receive, to the extent 
assigned, only the distributions to which 
the assignor would be entitled. The Seventh 
Circuit acknowledged that “[i]f a member 
transferred his or her shares without con-
sent, the transferee would receive the shares’ 
economic rights but not any membership or 
voting rights.”96 The court held that, “as the 
Tax Court found, the possibility that a share-
holder might violate the operating agreement 
and sell his or her shares to a transferee who 
would then not have any membership or vot-
ing rights can hardly be called a substantial 
economic benefit.”97 The court’s decision that 
gifts of membership shares that the member/
manager had approved (and actually made) 
did not represent “[a]n unrestricted right to 
the immediate use, possession or engagement 
of property or the income from property…”98 
was undoubtedly influenced by the fact that 
the LLC had never reported a profit or made 
a distribution. Nonetheless, it decided that 
membership shares actually transferred in 
an LLC with substantial net assets conferred 
no substantial economic benefits. Arguably, 
giving the new members a right to sell shares 
having the value of the annual exclusion back 
to the LLC for a limited period of time would 
avoid this result.

Conclusion 
A survey of limitations on transfer of lim-
ited liability company membership interests 
in Michigan and several other states reveals 
that the statutory limitations protect existing 
LLC members from forced association with 
prospective new members. This protection 
increases existing members’ control, with the 
collateral result of reducing the market value 
of membership shares.
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Selling Goods and Services to the 
Federal Government with Reduced 
Risk through Commercial Item 
Contracting
By George W. Ash and Erin L. Toomey

Introduction
In the current economic climate, while most 
businesses are cutting back, one customer 
continues to spend money—the United States 
government. Entering into business with the 
U.S. government offers the opportunity to 
expand your business base, with tremen-
dous potential. In fact, federal procurement 
spending on goods and services increased 
from approximately $200 billion in 2000 to 
approximately $540 billion in 2009, and these 
numbers do not include the increase in feder-
al spending that continued throughout 2010 
in response to the nation’s economic crisis. 
Moreover, the U.S. government procures a 
wide variety of goods and services from con-
tractors, ranging from “typical” government 
purchases such as weapons and aircraft, to 
what may be considered “atypical” purchas-
es, such as advertising, consulting, and con-
struction services as well as mundane goods, 
such as office supplies, clothing, and food.

If you are wary of entering into the gov-
ernment contract marketplace, however, 
your concerns are well-founded. Govern-
ment-unique auditing and accounting re-
quirements, specifications, standards, and 
other requirements have dissuaded many 
commercial contractors from selling their 
goods and services to the federal govern-
ment. What many commercial contractors do 
not realize, however, is that due to acquisi-
tion reform in the 1990s, the government can 
procure commercial supplies and services 
from contractors on terms and conditions 
that are very similar to commercial contracts, 
and the government’s definition of a com-
mercial item is enormously broad. Whether 
you are currently doing business with the 
federal government or are interested in be-
coming a government contractor or subcon-
tractor, this article will explain the concept 
known as “commercial item” contracting, its 

benefits, and how contractors can exploit this 
aspect of procurement reform.

The Need for Change
Before passage of the Federal Acquisition 
Streamlining Act of 1994 (“FASA”),1 many 
commercial contractors refused to sell goods 
and services to the federal government based 
on the significant additional costs and risks 
associated with government-unique speci-
fications, auditing requirements, and other 
terms and conditions.2 In October 1994, the 
government enacted FASA, which dramati-
cally changed the government’s procure-
ment philosophy. A key provision in FASA is 
the government’s stated preference for the use 
of commercial item contracting procedures, 
when applicable, because the purchase of 
proven commercial item products can elimi-
nate the need for research and development, 
minimize acquisition lead-time, and reduce 
the need for detailed design specifications 
or expensive product testing.3 FASA further 
encouraged agencies to ensure, to the maxi-
mum extent practicable, that requirements 
are defined so that commercial items may 
be procured to fulfill the agency’s require-
ments.4 

In 1995, the Federal Acquisition Regula-
tion (“FAR”)5 council implemented FASA by 
adding a revised Part 12 to the FAR, which 
sets forth policies and procedures unique 
to commercial items, establishes acquisition 
policies that more closely resemble the com-
mercial marketplace, and identifies the laws 
and regulations from which commercial item 
prime contractors and subcontractors are ex-
empt. The FAR requires agencies to conduct 
market research to determine if commercial 
items are available to satisfy the agency’s re-
quirements and buy commercial items when 
they are available.6 It also requires prime 
contractors and subcontractors at all tiers to 
incorporate, “to the maximum extent practi-



cable,” commercial items as components of 
items supplied to the government.7

What Qualifies as a Commercial 
Item?
The definition of a commercial item in FAR 
2.101 addresses goods and services differ-
ently. Although the definition is lengthy, in 
sum, a commercial item good8 is anything 
other than real property (land) that is of a 
type customarily used for nongovernmental 
purposes and has been (a) sold, leased, or 
licensed to the general public; or (b) offered 
for sale, lease, or license to the general pub-
lic.9 A commercial item service is a service “of 
a type offered and sold competitively in sub-
stantial quantities in the commercial market-
place based on established catalog or market 
prices for specific tasks performed or specific 
tasks to be achieved and under standard com-
mercial terms and conditions.”10 While goods 
can qualify as a commercial item without 
regard to how they are priced, services must 
have established catalog or market prices to 
qualify as commercial items. 

It is significant that for both goods and ser-
vices, to qualify as a commercial item, a con-
tractor need only demonstrate that the goods 
or services it is offering to the government is 
“of a type” of good or service currently be-
ing offered or sold to the general public. This 
does not require a contractor to show that the 
identical item is offered or sold to the general 
public, or that the contractor itself offers or 
sells the item to the general public. The FAR 
does not, however, clearly define the point at 
which the differences between the commer-
cial product and the product offered to the 
government are so significant to breach the 
“of a type” standard. 

The FAR requires commercial item con-
tracts to be either firm fixed price or fixed 
price with an economic price adjustment (i.e., 
adjustments based on established prices, ac-
tual costs of labor or material, or cost indexes 
of labor or material) to get FAR Part 12 pref-
erential treatment.11 In limited circumstances, 
a contractor may receive a time-and-materi-
als or a labor-hour commercial item contract, 
but various higher level government approv-
als are required for such awards.12 For both 
commercial item goods and services, prior to 
issuing a commercial item prime contract or 
subcontract, the government or higher-tiered 
contractor must make a determination that 
the contractor’s price is fair and reasonable 
through a “price analysis,” which does not in-

volve an examination of the contractor’s sep-
arate cost elements or proposed profit used 
to develop the firm-fixed price.13 

Contract Clauses that Apply to 
Commercial Item Prime Contracts 
and Subcontracts
Commercial item prime contractors and 
subcontractors are only required to accept 
a small set of FAR and agency supplement 
clauses in their contracts.14 FAR Subpart 12.5 
provides a laundry list of laws that: (a) are 
not applicable to prime contracts for the 
acquisition of commercial items; (b) are not 
applicable to subcontracts, at any tier, for the 
acquisition of commercial items; and (c) have 
been amended to eliminate or modify their 
applicability to either prime contracts or sub-
contracts for the acquisition of commercial 
items.15

There are only four primary FAR claus-
es required to be incorporated into federal 
government commercial item prime solicita-
tions and contracts. The first, FAR 52.212-1, 
“Instructions to Offers—Commercial Items,” 
“provides a single, streamlined set of in-
structions to be used when soliciting offers 
for commercial items…”16 The second, FAR 
52.212-3, “Offeror Representations and Cer-
tifications—Commercial Items,” “provides 
a single, consolidated list of representations 
and certifications for the acquisition of com-
mercial items…”17 

The third, FAR 52.212-4, “Contract Terms 
and Conditions—Commercial Items,” “in-
cludes terms and conditions which are, to 
the maximum extent practicable, consistent 
with customary commercial practices…”18 
Contractors may request to have some of the 
terms and conditions in FAR 52.212-4 “tai-
lored” to adapt to the market conditions for a 
particular acquisition19 and can even suggest 
additional terms that are consistent with that 
particular industry.20 Of the 19 paragraphs 
in FAR 52.212-4, six implement statutory 
requirements and therefore cannot be tai-
lored, including the paragraphs on assign-
ments, disputes, payment, invoice, and two 
paragraphs on legally mandated compliance 
matters.21 The clauses that can be tailored in-
clude, for example, the warranty, risk of loss, 
and termination clauses.

Finally, FAR 52.212-5, “Contract Terms 
and Conditions Required to Implement 
Statutes or Executive Orders—Commercial 
Items,” “incorporates by reference only those 
clauses required to implement provisions of 
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law or Executive orders applicable to the ac-
quisition of commercial items.”22 FAR 52.212-
5 has a “check-the-box” format. Contracting 
officers are required to check off only those 
clauses that apply to the prime contract and 
contractors are only required to comply with 
the clauses that have been checked off. 

The required clauses for commercial item 
subcontracts issued under commercial item 
prime contracts are listed in FAR 52.212-5(e). 
Even if a higher-tiered contractor has a non-
commercial item prime contract, the higher-
tiered contractor can, and is in fact encour-
aged to, issue commercial item subcontracts 
to the “maximum extent practicable.”23 The 
required clauses for commercial item sub-
contracts issued under noncommercial item 
prime contracts are listed in FAR 52.244-
6(c). The lists of clauses in FAR 52.212-5(e) 
and 52.244-6(c) are significantly shorter than 
those required for noncommercial item con-
tracts.24 

Unique Government Contracting 
Requirements That Still Apply 
to Commercial Item Prime 
Contractors and Subcontractors
Even commercial item contractors must 
comply with a limited number of govern-
ment-unique requirements. For example, 
government contracts require contractors to 
promote equal opportunity through required 
Equal Employment Opportunity (“EEO”) 
contract clauses if the contractor receives 
more than $10,000 per year in such awards. 
The EEO contract clauses implement Execu-
tive Order 11246, the Vietnam Era Veter-
ans’ Readjustment Assistance Act of 1974, 
and Section 503 of the Rehabilitation Act of 
1973. The United States Department of Labor 
is the agency charged with monitoring and 
enforcing contractors’ compliance with these 
contract clauses and performs this function 
through the Office of Federal Contract Com-
pliance Programs (“OFCCP”). These contract 
clauses impose obligations on government 
contractors that deviate from the practices of 
an ordinary commercial contractor, includ-
ing, but not limited to, requiring contractors 
to create an Affirmative Action Program25 
and file annual compliance reports, permit-
ting the OFCCP to audit the contractor’s per-
sonnel records, as well as regulating how a 
contractor posts employment opportunities. 

In addition to the EEO contract clauses, 
commercial item contractors will also need 
to comply with all applicable import and 

export restrictions, restrictions on recruiting 
and hiring former government employees, 
the Anti-Kickback Act, lobbying restrictions, 
and, in some instances, laws that impose a 
preference on the use of domestic sources 
or materials. Some commercial item contrac-
tors will also need to develop a written code 
of business ethics and conduct, which, even 
if not required, is clearly a best practice for 
a government contractor.26 Furthermore, a 
new regulation requires prime contractors 
that receive 80 percent or more of annual 
gross revenues from federal contracts, sub-
contracts, loans, grants, subgrants, and coop-
erative agreements and $25 million or more 
in annual gross revenues from federal con-
tracts, subcontracts, loans, grants, subgrants, 
and cooperative agreements, to report the 
names and total compensation of each of the 
five most highly compensated executives for 
the contractor’s preceding fiscal year, pro-
vided the public does not already have ac-
cess to this information through SEC or IRS 
reports.27 If a first-tier subcontractor satisfies 
the same criteria, then the first-tier subcon-
tractor must provide this information to its 
prime contractor for reporting as well. Com-
mercial item contractors are not exempt from 
these requirements.

Moreover, all government contractors 
are subject to the government’s procurement 
fraud enforcement mechanisms, which come 
in a variety of forms. There are several impor-
tant criminal statutes under which the gov-
ernment prosecutes “procurement fraud.” 
The statute the government uses most fre-
quently to address all categories of procure-
ment fraud is the False Statements Statute.28 
This statute prohibits lying to the govern-
ment, i.e., knowingly and willfully making 
a false statement.29 A “statement” under the 
False Statements Statute may be oral or writ-
ten, and either sworn or unsworn. 

Additionally, under the Civil False Claims 
Act, the United States may recover treble 
damages and penalties (generally up to an ad-
ditional $11,000 per claim or voucher) for the 
submission of false claims by either a prime 
contractor or subcontractor to any federal 
agency or entity using federal funds to pay 
such claims.30 The Civil False Claims Act con-
tains a “qui tam” provision authorizing pri-
vate citizens with evidence of fraud against 
the government to file lawsuits in their own 
names (on behalf of themselves and the gov-
ernment) and to then keep a significant share 
of the government’s recovery.31 In addition, 
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the False Claims Act protects employee “re-
lators” or whistleblowers from retaliation by 
their employers. Qui tam actions are often 
brought by disgruntled current or former 
employees who are aware of the company’s 
business practices in performing its govern-
ment contracts. Relators often are “reward-
ed” with 15-25 percent of the total recovery 
from the company.32

All of these unique requirements can be 
addressed with an effective compliance pro-
gram. The implementation of new policies 
and procedures to comply with these require-
ments (if done properly) will have a minimal 
impact on the contractor’s commercial busi-
ness practices compared to the efforts that 
are required to comply with traditional gov-
ernment contract requirements. 

How Commercial Item 
Contracts Differ from Traditional 
Government Contracts

In General
Even though commercial item contractors 
need to comply with certain government-
unique requirements, commercial item con-
tractors are exempt from many regulatory 
requirements that increase administrative 
costs and risk, such as the Truth in Negotia-
tions Act (“TINA”)33 and the Cost Account-
ing Standards (“CAS”),34 and audits related 
thereto. Moreover, as discussed in further 
detail below, traditional government terms 
and conditions pertaining to intellectual 
property and changes clauses do not apply to 
commercial item contractors. That said, com-
mercial item contractors (both prime con-
tractors and subcontractors) can agree to be 
bound by these requirements through their 
contracts and must be vigilant in negotiating 
their agreements to confirm that they do not 
include such requirements. 

Intellectual Property Rights
The FAR greatly reduces the intellectual 
property rights the government obtains from 
a commercial item contract or subcontract, 
allowing the contractor to more easily retain 
all rights. For noncommercial item contracts 
and subcontracts, the government receives 
rights in technical data and software deliv-
ered to the government that were developed 
using government funds.35 In noncommercial 
item contracts, to limit the rights the gov-
ernment receives in technical data and/or 
software, the contractor bears the burden of 

demonstrating that the technical data or soft-
ware was developed exclusively at private 
expense.36 Further, the noncommercial item 
FAR technical data and software clauses 
require contractors to properly mark with 
restrictive legends the technical data and 
software in which the contractor wants to 
limit the government’s rights.37 The contrac-
tor’s failure to properly mark the technical 
data or software delivered to the govern-
ment can lead to the government’s receipt 
of an unlimited rights license in such data 
or software, which permits the government 
to share such data or software with the con-
tractor’s competitors.38 The FAR recognizes 
that strict compliance with these provisions 
would discourage commercial item contrac-
tors from government procurement and con-
tains provisions that significantly reduce the 
administrative burden.

Under FAR Part 12, for commercial items, 
the government acquires technical data and 
the rights in that data “customarily provided 
to the public with a commercial item or pro-
cess.”39 Accordingly, the contractor is only 
obligated to grant the government its stan-
dard commercial license. Further, for com-
mercial items, there is a presumption that 
technical data delivered under a contract for 
commercial items was developed exclusively 
at private expense.40 

With respect to computer software, the 
government acquires commercial computer 
software or commercial computer software 
documentation under “licenses customar-
ily provided to the public to the extent such 
licenses are consistent with Federal law and 
otherwise satisfy the Government’s needs.”41 
The contractor is not required to provide 
the government with any other rights in the 
software or software documentation unless 
such additional rights are mutually agreed 
upon between the contractor and the govern-
ment.42 For both technical data and software 
that receive commercial item treatment, the 
marking requirement to retain rights is elimi-
nated.

Changes
Another traditional government require-
ment is the government’s ability to unilater-
ally direct changes to the contract in speci-
fied areas, within the general scope of the 
contract.43 If the government makes such a 
change, the contractor must continue per-
forming the contract as changed. If, as a result 
of the change, the contractor experiences an 
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increase in the cost of performance and/or a 
delay in the schedule, the contractor is per-
mitted to seek an equitable adjustment to the 
contract price, schedule, or both. As part of 
the request for an equitable adjustment, the 
contractor will need to submit the necessary 
documentation to justify the contractor’s 
entitlement to an increase in the price or an 
extension to the schedule. The contractor and 
the government would then need to negotiate 
and execute a contract modification memo-
rializing such changes. If the parties cannot 
agree on the amount or scope of the equi-
table adjustment, the contractor will need 
to seek administrative relief under the Dis-
putes clause, FAR 52.233-1, which is often a 
lengthy and burdensome process. However, 
under FAR Part 12 for commercial items, all 
contract changes must be mutually agreed on 
between the contractor and the government. 
Before accepting the change, the contractor 
can negotiate with the government regard-
ing the impact of the change on the contract 
in the price, schedule, or both, and execute a 
bilateral contract modification accordingly.

How to Start
There are a variety of ways in which you can 
receive a solicitation from a U.S. government 
agency. For example, you can find opportu-
nities on the Federal Business Opportunities 
Web site at www.fedbizopps.gov. This Web 
site enables you to search for solicitations 
and contract awards using a variety of identi-
fying features, such as by agency, item code, 
or keyword. This Web site also separately 
advertises opportunities available under the 
American Recovery and Reinvestment Act 
of 2009 (“ARRA”).44 You can also search for 
federal grant opportunities at www.grants.
gov. You can network with U.S. govern-
ment officials to understand your custom-
ers’ requirements and help shape their future 
needs. Further, you can work with lobbyists 
and government officials to advocate on your 
behalf.

Keep in mind that as a contractor enters 
the government contracts marketplace, there 
are a variety of different types of contracts 
it can enter into with the U.S. government. 
If you buy or sell commercial items, it is im-
portant to make sure that the solicitation to 
which you respond contemplates the award 
of a FAR Part 12, commercial item, firm fixed 
price contract, or subcontract. If a solicitation 
is too restrictive, prior to the deadline to sub-
mit proposals, a prime contractor can file a 

bid protest with the agency, the U.S. Govern-
ment Accountability Office (“GAO”), or the 
Court of Federal Claims, and seek the re-so-
licitation of the goods and/or services on a 
commercial item basis.45

Moreover, before you can submit propos-
als in response to government solicitations, 
there are a few administrative requirements 
you must fulfill. These include register-
ing in the Central Contractor Registration 
(“CCR”) at www.ccr.gov and filling out rep-
resentations and certifications in the Online 
Representations and Certifications Applica-
tion (“ORCA”) at http://orca.bpn.gov. Links 
to these Web sites, and other helpful sources 
for prospective and current government con-
tractors and subcontractors, can all be found 
at www.acquisition.gov. 

Conclusion
From a practical standpoint, taking advan-
tage of FAR Part 12 makes sense for the gov-
ernment, prime contractors, and subcontrac-
tors. Prime contractors will have a larger pool 
of suppliers willing to accept government 
subcontracts if they are more like commercial 
sales, and, with fewer requirements, the costs 
are lower. Subcontractors benefit by having 
less onerous government clauses, reduced 
compliance risks, and the ability to contract 
on normal commercial terms. The govern-
ment, prime contractors, and subcontractors 
all benefit in that there are fewer compliance-
related requirements, thus reducing admin-
istrative costs and resulting in lower prices. 

That is not to say, however, that becom-
ing a commercial item government contrac-
tor will not create additional risks associated 
with doing business with the government. 
All government contractors have to develop 
an effective compliance program to avoid 
liability under the False Claims Act or vio-
lations of the False Statements Statute. A 
contractor has to take appropriate corrective 
action when it discovers a real or potential 
violation. By limiting the type of contracts a 
contractor enters into with the government 
to commercial item contracts, however, a 
contractor will significantly reduce its risk 
exposure.
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DOD Regulatory Cost Premium: A Quantitative Assess-
ment, Coopers & Lybrand/TASC, Inc., Dec. 1994. 

3. Pub. L. No. 103-355, 108 Stat. 3243 (1994); see 
also S. Rep. No. 103-258, at 5 (1994), reprinted in 1994 
U.S.C.C.A.N. 2561, 2566. 

4. Id.
5. The FAR is codified at title 48 of the Code of 

Federal Regulations (12 CFR 12.000 et seq).
6. FAR 12.101(a) and (b).
7. FAR 12.101(c); 44.402.
8. Note that in some ways the FAR treats Com-

mercially Available Off-the-Shelf (“COTS”) items differ-
ently from commercial items. The FAR defines a COTS 
item as “any item of supply (including construction 
material) that is: (1) a commercial item . . . ; (2) sold in 
substantial quantities in the commercial marketplace; 
and (3) offered to the Government, under a contract 
or subcontract at any tier, without modification, in the 
same form in which it is sold in the commercial mar-
ketplace.” FAR 2.101. Accordingly, although a COTS 
item is a commercial item, an item does not need to be 
COTS to be considered a commercial item. 

9. FAR 2.101, Commercial Item, ¶ (1). Paragraph 
(2) of the commercial item definition provides that an 
item is still a commercial item if it has evolved from an 
item in paragraph (1) through advances in technology or 
performance and is not yet available in the commercial 
marketplace, but will be so available in time to satisfy 
the delivery requirements under a government contract. 
Id. at ¶ (2). Paragraph (3) provides that if an item would 
satisfy the definition of a commercial item in paragraph 
(1) but for modifications of a type customarily available 
in the commercial marketplace or minor modifications 
not customarily available in the commercial marketplace 
made to meet federal government requirements, the item 
would still be considered a commercial item. Id. at ¶ (3). 
Paragraph (4) provides that a commercial item includes 
any combination of commercial item goods or services 
that are of a type customarily combined and sold in 
combination to the general public. Id. at ¶ (4).

10. Id. at ¶ (6). Paragraph (5) of the commercial 
item definition provides that installation services, main-
tenance services, repair services, training services, and 
other services are also considered commercial item ser-
vices if they are procured for the support of a commer-
cial item good and the source of the services “provides 
similar services contemporaneously to the general public 
under terms and conditions similar to those offered to 
the Federal Government.” Id. at ¶ (5).

11. FAR 12.207(a).
12. FAR 12.207(b).
13. FAR 15.403-3(c). In a price analysis, the govern-

ment is required to compare the contractor’s proposed 
price to other information available to the government, 
such as: (i) other offers submitted in response to a 
solicitation; (ii) previously proposed prices; (iii) previ-
ously awarded commercial contracts for similar items; 
(iv) published price lists; (v) independent government 
cost estimates; and (vi) prices obtained through market 
research. FAR 15.404-1(b).

14. Most federal agencies have their own FAR sup-
plements. For example, the Department of Defense FAR 
Supplement (DFARS) applies to sales to the Depart-
ment of Defense and is codified at title 48 of the Code 
of Federal Regulations.

15. FAR 12.500, 12.503-12.505.
16. FAR 12.301(b)(1).
17. FAR 12.301(b)(2).

18. FAR 12.301(b)(3).
19. FAR 12.302(a).
20. FAR 12.302(c).
21. FAR 12.302(b).
22. FAR 12.301(b)(4).
23. FAR 44.402(a); FAR 52.244-6(b).
24. Note that both FAR 52.212-5(e) and 52.244-

6(c) permit the prime contractor to include in commer-
cial item subcontracts “a minimal number of additional 
clauses necessary to satisfy its contractual obligations.” 
Such clauses may include a changes clause, a stop work 
order clause, a termination for convenience clause, etc.

25. An affirmative action program is required for 
each contractor with fifty or more employees and a 
contract or subcontract of $50,000 or more (or bills of 
lading that can be expected to total $50,000 or more in 
a twelve month period). 41 CFR 60.2.

26. FAR 52.203-13, “Contractor Code of Business 
Ethics and Conduct,” requires all government prime 
contractors and subcontractors with a contract in excess 
of $5 million and a period of performance longer than 
120 days, to have a written code of business ethics and 
conduct. Additionally, non-commercial item contractors 
receiving an award of this size and duration must imple-
ment an employee business ethics and compliance train-
ing program as well as internal control systems.

27. FAR Subpart 4.14; FAR 52.204-10.
28. 18 USC 1001.
29. Id.
30. 31 USC 3729–3733.
31. 31 USC 3730.
32. Id.
33. When it applies, the Truth in Negotiations Act 

(“TINA”), 10 USC 2306a, 41 USC 254b, requires a 
contractor to disclose to the government all of its cost 
or pricing data as of the date of the price agreement 
and certify that its disclosure is current, accurate, and 
complete. “Cost or pricing data” is defined broadly in 
FAR 2.101 as “all facts that, as of the date of price agree-
ment . . . prudent buyers and sellers would reasonably 
expect to affect price negotiations significantly.” If the 
government later determines that the cost or pricing data 
disclosed were not current, accurate and complete, i.e., 
they were “defective,” the government is entitled to a 
price adjustment (reduction) to exclude the amount by 
which the price was increased because of the defective 
data, plus interest. There is also the possibility of double 
recovery by the government if the contractor “know-
ingly” submitted defective data or omitted data, and in 
extreme cases, the contractor could face possible False 
Claims Act liability or criminal false statement allega-
tions, for a fraudulent or false certification. Commercial 
item prime contracts and subcontracts are exempt from 
TINA. FAR 15.403-1(c)(3).

34. The federal government’s Cost Accounting Stan-
dards (“CAS”) govern the measurement, timing, and 
allocation of costs charged to certain negotiated govern-
ment contracts. The CAS rules and regulations impose 
major accounting requirements on contractors having 
contracts subject to them and requires the negotiation of 
impacts of changes to the contractor’s cost accounting 
practices. Violations of these accounting principles or 
the contractor’s disclosed cost accounting practices can 
result in the repricing of contracts, civil False Claims Act 
liability, or criminal charges. Firm fixed price and fixed 
price with economic price adjustment contracts and 
subcontracts for the acquisition of commercial items are 
exempt from CAS. 48 CFR 9903.201-1(b)(6). 

35. See FAR 52.227-14.
36. Id.
37. Id. 
38. See Bell Helicopter Textron, ASBCA No. 21192, 

85-2 BCA ¶ 18415 (1985).
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39. FAR 12.211.
40. Id. Note there is a DFARS proposed rule cur-

rently pending under which the presumption of develop-
ment at private expense would not apply to DoD acqui-
sitions of major systems or subsystems or components 
thereof. 75 Fed Reg 25161. Although, as proposed, this 
rule would also apply to commercial item prime con-
tracts and subcontracts, it would not apply to COTS 
items. Id.

41. FAR 12.212.
42. Id.
43. See FAR 52.243.1, “Changes – Fixed-Price”; 

FAR 52.243-2, “Changes – Cost-Reimbursement”; FAR 
52.243-3, “Changes – Time-and-Materials or Labor-
Hours”; FAR 52.243-4, “Changes” (applies to construc-
tion contracts).

44. P.L. 111-5, 123 Stat. 115 (Feb. 17, 2009). The 
ARRA was signed into law by the President on February 
17, 2009, and it provides approximately $60 billion in 
direct funding for federal contract awards and $300 bil-
lion for federal assistance awards in the form of grants, 
loans, and cooperative agreements to non-federal agen-
cies, including states, local governments, and other types 
of entities. The ARRA has its own Web site, http://
www.recovery.gov, which provides additional informa-
tion on the use of funds. According to this Web site, in 
2009 alone, the government awarded 24,592 contracts 
and 142,780 grants cumulatively valued in excess of 
$180 billion under the ARRA. 

45. See FAR Subpart 33.1.
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Lien on Me: Relief from the 
Shortcoming of the Michigan 
Judgment Lien Statute
By Rick A. Haberman
Introduction
“Get your judgment and get in line.” 
Words to that effect have become common-
place in the practices of many creditors’ 
attorneys. A lackluster economy combined 
with the hangover from a period of lax credit 
standards has created a very challenging 
environment for attorneys trying to collect a 
debt. 

Even when armed with a judgment, 
creditor-side attorneys are finding it in-
creasingly difficult to recover funds owed to 
their clients. Many attorneys seeking to en-
force a judgment have turned to Michigan’s 
Judgment Lien statute, MCL 600.2801 et seq. 
(“MJLS”), which allows a judgment creditor 
to file a lien against real property in which a 
judgment debtor has an interest. In the un-
published opinion of Thomas v Dutkavich1 
issued in October 2010, the Michigan Court 
of Appeals clarified the scope of relief avail-
able under the MJLS, and left open the pos-
sibility that the primary shortcoming of the 
MJLS—the inability to foreclose on the lien 
it creates—may have a remedy. This article 
will begin with an overview of the MJLS and 
then discuss the decision in Thomas. 

The Michigan Judgment Lien 
Statute
Enacted in 2004, the MJLS allows a judgment 
creditor to file a lien against the judgment 
debtor’s interest in real property, without the 
burdensome procedures of a typical execu-
tion and levy. The chief strength of the MJLS 
is that it creates a recorded encumbrance on 
real property that must be satisfied when the 
property is sold, refinanced, or otherwise 
conveyed.2 

The MJLS is not without its weaknesses, 
however. A judgment lien cannot be filed 
against property owned as tenants by the en-
tirety (as is common in the case of residences 
occupied by a husband and wife), and, from 
the standpoint of a creditor, the lien’s prior-
ity is far from impressive.3 Perhaps the most 
glaring shortcoming of a judgment lien as a 

collection tool is the fact that the MJLS ex-
plicitly states that a judgment lien cannot be 
foreclosed on.4 Thus, while the statute states 
that a judgment creditor who sells, refinanc-
es, or conveys land subject to a judgment lien 
“shall pay the amount due”5 to a creditor 
from the proceeds of the sale, there appears 
to be no method of enforcing this legislative 
directive. In other words, the statute leaves 
open the question of what happens to a judg-
ment lien when property is conveyed, but the 
judgment debtor makes no effort to satisfy 
the judgment in whole or in part. This ques-
tion, the forecloseability of the judgment lien 
and the extent of the exemption for proper-
ties held in the entirety were all recently ad-
dressed in Thomas.

Thomas v Dutkavich
Any creditors’ attorney will tell you that a 
nonforeclosable lien is as useful as an empty 
slingshot when trying to collect a judgment. 
This was precisely the experience of the 
creditors in Thomas. In that case, the appel-
lants, Laverne and Marilyn Dutkavich, had 
obtained a judgment against Steven Pelle-
tier (“Pelletier”) in the amount of $29,183.6 
The Dutkaviches then filed a judgment lien 
against a condominium owned by Pelletier, 
which he occupied with his wife.7 A few 
months later, the Pelletiers conveyed the 
property via warranty deed to Robert A. 
Thomas (“Thomas”). Prior to the closing, the 
Pelletiers’ mortgage was discharged. Based 
on the closing statement, it appeared the Pel-
letiers netted over $51,000. No money was 
distributed to the Dutkaviches to satisfy their 
judgment despite their recorded lien.8 

Having been effectively cut out from the 
proceeds of the sale, the Dutkaviches ob-
tained an order to seize property from Ste-
ven Pelletier. When no suitable property was 
located, the Dutkaviches attempted to levy 
against the real estate covered by their judg-
ment lien, which was now in the possession 
of Thomas. 

In an effort to protect the newly pur-
chased property, Thomas filed a lawsuit to 



quiet title. Thomas also asked the court to de-
clare the notice of levy and the judgment lien 
null and void and to declare his warranty 
deed superior to the judgment lien filed by 
the Duktaviches.9 

In response, the Dutkaviches filed a coun-
terclaim based on Thomas’ failure to direct 
payments to the Dutkaviches and thus satis-
fy their lien.10 On cross motions for summary 
disposition, the trial court found that Thom-
as (the purchaser of the home from the Pel-
letiers) had no duty under the MJLS to direct 
monies to the Dutkaviches. The court further 
ordered that the Dutkaviches’ judgment lien 
be discharged.11 This result left the Dutka-
viches with nothing, Thomas with an unen-
cumbered condominium, and the judgment 
debtor (Pelletier) with a $51,000 windfall. 

As might be expected, the Dutkaviches 
appealed, arguing that payment of the un-
derlying debt was a prerequisite to discharge 
of the lien and that Thomas had failed in his 
duty to satisfy the lien despite having con-
structive notice that the property was en-
cumbered. They argued that MCL 600.6018 
(which is not part of the MJLS) allowed them 
to foreclose on the lien despite the MJLS’ 
prohibition on foreclosure. The Dutkaviches 
also claimed that equity demanded that they 
be paid the amount of the outstanding judg-
ment.12 

Thomas responded that he had no duty 
under the MJLS despite his constructive no-
tice of the lien because the statute was only 
enforceable against the judgment debtor and 
not a purchaser like himself. Thomas also as-
serted that the judgment lien never attached 
to the property because Mrs. Pelletier’s dow-
er interest in the property created a tenancy 
by the entirety and was therefore within the 
protection of MCL 600.2807(1). He further ar-
gued that MCL 600.2018 was not applicable 
because the Dutkaviches’ levy was recorded 
after he bought the property.13

Thus, four issues were brought before 
the Michigan Court of Appeals: 1) whether 
a dower interest in property is sufficient to 
create a tenancy by the entirety and thus bar 
attachment of a judgment lien; 2) whether a 
buyer of property subject to a judgment lien 
has any duty to direct satisfaction of the lien 
from proceeds of the sale; 3) whether a judg-
ment lien simply disappears when a judg-
ment debtor alienates the property without 
making any attempt to extinguish the indebt-
edness; and 4) whether MCL 600.2018 allows 

foreclosure on a judgment lien despite the 
explicit prohibition in the MJLS. 

On the first issue, the court of appeals not-
ed that because the land was originally con-
veyed only to Steve Pelletier, and was never 
re-deeded to both Pelletiers, no tenancy by 
the entirety was ever created. The fact that 
Mrs. Pelletier participated in the property’s 
later sale did not create a tenancy by the en-
tirety after the fact. Furthermore, the court 
noted that the Michigan Legislature referred 
only to “tenants by the entirety” and made 
no mention of dower rights. Thus, the court 
reasoned that protection of the dower inter-
est sought by Thomas would be “improperly 
reading language into a statute that simply 
does not exist.”14

On the second issue, the court once again 
looked to the plain language of the statute 
and held that under the MJLS, “the obliga-
tion or duty to pay the judgment creditor…
rests solely with the judgment debtor.”15 Ac-
cordingly, as a purchaser of the encumbered 
property Thomas could not be held liable un-
der the statute, and was under no duty to di-
rect payment of the Dutkaviches’ judgment. 

On the last two issues, the court recog-
nized that the statute did not explicitly speak 
to “the failure of a judgment debtor to make 
the required payment, although capable of 
doing so, … let alone the resulting status 
of the judgment lien upon the failure.”16 To 
fill this void in statutory language, the court 
turned to other parts of the MJLS for guid-
ance. Specifically, the court looked to MCL 
600.2807(3), .2811, and .2813(3), all of which 
allow for the partial discharge of a judgment 
lien if the required payment is insufficient to 
pay the underlying debt. According to the 
court, the language of these sections contem-
plates:

…continued attachment of a judg-
ment lien on property despite new 
ownership where the lien was not 
fully discharged. The necessary cor-
ollary is that, where no payment 
whatsoever was made to the judg-
ment creditor from available real 
estate sales proceeds…the judgment 
lien remains attached to the prop-
erty….17

Thus, Pelletier (the judgment debtor) kept his 
proceeds, Thomas (the purchaser) was left 
with a property encumbered by a judgment 
lien which he had no duty to satisfy,18 and the 
Dutkaviches (the judgment creditors) were 
left with an unsatisfied judgment and a non-
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forecloseable lien on a condominium. This is 
hardly a satisfactory result from a creditor’s 
perspective.

Fortunately for the Dutkaviches, the 
court’s analysis did not end here. The Dutka-
viches had not only pressed their case under 
the MJLS, but they had also argued that inso-
far as Pelletier had tried to convey his prop-
erty “in fraud of” the judgment creditors, 
MCL 600.6018 allowed them to levy on their 
judgment lien. That statute states: 

All the real estate of any judgment 
debtor, including but not limited to, 
interests acquired by parties to con-
tracts for the sale of land, whether in 
possession, reversion or remainder, 
lands conveyed in fraud of creditors, 
equities and rights of redemption, 
leasehold interests, …and all undi-
vided interests whatever are subject 
to execution, levy and sale except as 
otherwise provided by law.19 

The trial court had never considered this 
argument, a decision the court of appeals 
found to be in error. Thus, the court of ap-
peals ordered a remand for “a more detailed 
examination of the statutory scheme and 
proof of a fraudulent transfer.”20 

Application of MCLA 600.6018
There is no caselaw indicating how MCL 
600.6018 fits within the MJLS.21 Can a credi-
tor simply execute on a judgment lien with-
out abiding by the procedures applicable to 
an ordinary execution and levy? Do the other 
protections applicable to execution and levy 
under MCL 600.6018—such as the require-
ment to seize personalty first and the home-
stead exemption—apply to a judgment lien? 
Also on remand, Thomas may well raise the 
argument that allowing the Dutkaviches to 
levy against his condominium constitutes an 
end run around the MJLS’s explicit prohibi-
tion on foreclosure.

Michigan caselaw does not offer a ready 
answer. The only case arguably offering any 
guidance on this issue is the unpublished de-
cision in Kleinheksel v Delta Props, Inc.22 That 
case seems to suggest that a creditor can 
execute on the real property of a debtor, re-
gardless of the anti-foreclosure provision of 
the MJLS. However, that case arose before  
enactment of the MJLS and key passages re-
garding the MJLS reside in dicta. Thus, the 
case is of minimal utility. Commentary to the 
MJLS seems to suggest a legislative intent to 
supplement and not replace the traditional 

remedy of levy and execution found in MCL 
600.6018 by providing a simple and stream-
lined way to place a lien on property without 
the necessity of execution and levy.23 

Similarly, the court will also have to de-
termine whether to allow a levy against the 
property after its conveyance to Thomas. 
Such an act would seem to undermine the 
scheme set up by the MJLS that places the 
entire burden on the judgment debtor, not 
the purchaser of the encumbered property; 
however it would seem consistent with the 
plain language of MCL 600.6018, which fore-
sees the possibility of levy after property has 
been transferred.

 In addition to these statutory questions, 
on remand the trial court will have to deter-
mine the proofs necessary to show a convey-
ance “in fraud of” a creditor. In this regard, 
the closest statutory analogue would seem to 
be Michigan’s Fraudulent Conveyance Act. 
MCL 566.34(1)(a) provides that transfer by a 
debtor is fraudulent if the debtor made the 
transfer “with actual intent to hinder, delay 
or defraud any creditor.” While the statute 
then provides numerous factors for consider-
ation, none of them seem readily applicable 
to the judgment debtor who simply alienates 
encumbered property without servicing the 
lien.24 Perhaps the most probative evidence 
of fraud may be the existence of the judgment 
lien itself combined with both parties’ failure 
to act on it. The Duktavichs have a strong ar-
gument that the MJLS places an affirmative 
duty on the seller of an encumbered property 
to disclose the sale to the lien holder. By fail-
ing to do so, a fraud was perpetrated on the 
Duktavichs. Whether this evidence is suffi-
cient evidence of fraud under MCL 600.6018 
is a determination that will have to be made 
on remand. 

Conclusion
While the ultimate outcome of Duktavich v 
Thomas is not known (and it would seem to 
be a candidate for settlement) the case points 
out the shortcoming of the MJLS. Should a 
lienholder under the MJLS have to pursue 
the course of litigation pursued by the Dut-
kaviches? Should the MJLS include a provi-
sion mandating that a seller of encumbered 
property notify the lienholder of the sale? 
Can this requirement be interpreted as part 
of the existing statute? Should the statute 
require a buyer of encumbered property to 
direct proceeds of the sale to the lienholder? 
(After all, the buyer may well be buying at 
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a discount due to the lien.) While these are 
questions for the legislature or a future court, 
Thomas makes a few things clear:

• The MJLS places no duty on a buyer of 
encumbered property and the buyer 
cannot be held liable. 

• A dower interest does not prevent 
attachment of a lien under the MJLS. 

• Absent discharge, a judgment lien 
remains attached to the property despite 
sale or transfer.

• A seller who alienates encumbered 
property may be exposed to liability for 
fraud should he or she simply ignore 
the judgment lien pursuant to MCL 
600.6018.

The MJLS remains an imperfect rem-
edy. Under the Thomas decision, the credi-
tors would be left with a completely unen-
forceable lien absent an action under MCL 
600.6018. While this gap is perhaps best 
addressed by the legislature, for the moment, 
creditors’ side practitioners are best coun-
seled to combine their judgment lien with an 
action under MCL 600.6018. 
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Title VII—Retaliation
Thompson v North American Stainless, LP, __ US __, 131 S 
Ct 863 (2011). Because Title VII’s antiretaliation provision 
covers a broad range of employer conduct, an employer is 
subject to a retaliation claim for firing the fiancé of another 
employee who filed a sex discrimination claim against that 
employer. The court declined to state a categorical rule 
concerning third-party retaliation but noted that firing a 
plaintiff’s close family member would almost always be 
considered retaliation, while inflicting lesser retaliation on 
a mere acquaintance would almost never satisfy the stan-
dard.

Contracts—Limited Guaranty and Notice
Comerica Bank v Cohen, No 293327, 2010 Mich App LEXIS 
2015 (Oct 21, 2010). Plaintiff bank filed a complaint on 
February 3, 2009, alleging default on a loan. Plaintiff had 
demanded payment in a letter dated December 31, 2008, 
but payment was not forthcoming. Plaintiff asserted that, 
pursuant to a guaranty in the loan documents, defendant 
was required to pay a portion of outstanding indebtedness. 
Defendant filed an answer on March 24, 2009, asserting, 
first, that plaintiff failed to mitigate its alleged damages by 
not approving a proposed sale of property. Second, plain-
tiff failed to give proper notice of default to defendant’s 
attorney under the terms of the loan agreement and note, 
and, therefore, neither the debtor nor the guarantor was 
in default. Third, since defendant’s guaranty was limited 
to a portion of the debt, defendant’s obligation would be 
satisfied by the sale and proceeds from a proposed sale of 
the real estate collateral. 

On June 2, 2009, the trial court entered an opinion and 
order granting plaintiff’s motion for summary disposition. 
The court stated that the terms of the guaranty were clear 
and unambiguous, and therefore, the court found no merit 
in the contention that the obligation under the guaranty 
would be satisfied by partial payment by the borrower 
pursuant to a prospective sale of the condominium project 
securing the note.

The court of appeals stated that the guarantor uncon-
ditionally and absolutely agreed to pay 30 percent of the 
indebtedness, and plaintiff was not required to foreclose 
on the real estate or proceed against other collateral be-
fore seeking payment from defendant. Furthermore, even 
if plaintiff did collect money through foreclosure, plain-
tiff would not be required to offset these funds against 
the money due from defendant unless the payment by 
defendant would result in recovery of more than 100 per-
cent of the indebtedness. The trial court also did not err in 
granting summary disposition to plaintiff because of any 
alleged lack of notice. Defendant personally received no-
tice of default and did not claim that he suffered damages 
from the alleged lack of notice; thus, his obligation under 
the guaranty was not discharged. 

Corporations—Appointment of Receiver
Shouneyia v Shouneyia, No 297007, 2011 Mich App LEXIS 78 
(Jan 18, 2011). Defendant owed money to his former spouse 
for a property settlement and attorney fees contained in a 
judgment of divorce. Plaintiff moved for the appointment 
of a receiver over assets or income possessed by defendant 
in Shouneyia Brothers Corporation, an entity co-owned 
by defendant and his brother. The circuit court appointed 
a receiver over the corporation without joining the com-
pany as a party to the proceeding, prompting defendant 
and Shouneyia Brothers to seek leave to appeal, which the 
court of appeals granted. 

The court of appeals ruled that the trial court erred in 
appointing a receiver over a corporation co-owned by de-
fendant without first making the corporation a party to the 
case. However, the court also ruled that once the corpora-
tion was added as a party on remand, the trial court has the 
authority to appoint a receiver over the corporation where 
the allegations and evidence strongly suggested that de-
fendant concealed income in the corporation that could be 
used to satisfy a divorce judgment debt to plaintiff. The 
court of appeals concluded that in light of (1) defendant’s 
poor past performance in making any payments due plain-
tiff under the judgment of divorce, despite the court’s em-
ployment of methods less drastic than receivership, and 
(2) plaintiff’s showing that defendant exercised control 
over the corporation and had not accounted for regular, 
large deposits into the corporation’s bank accounts, the 
circuit court acted within its discretion by appointing a re-
ceiver to preserve funds and property that could satisfy 
defendant’s judgment debt to plaintiff.

Molder’s Lien Act—Requirements for 
Attachment of Lien
CG Automation & Fixture, Inc v Autoform, Inc, No 286361, 
2011 Mich App LEXIS 89 (Jan 20, 2011). This case involv-
ing production molds for automobile parts suppliers pre-
sented a question of first impression arising under the 
Michigan ownership rights in dies, molds and forms act, 
MCL 445.611 et seq., also known as the molder’s lien act. 
The question before the court was whether an enforceable 
molder’s lien attaches absent some form of permanently 
recorded information on the mold, die, or tool identifying 
the name of the moldbuilder, its street address, city, and 
state. 

The court of appeals noted that the legislature clearly 
and unambiguously requires that molders seeking an en-
forceable lien undertake two actions: “a moldbuilder shall 
permanently record” specified identifying information on 
every die, mold, or form, and a moldbuilder “shall file a 
financing statement” under the UCC. MCL 445.619(1), (2). 
The record evidence in this case showed that the mold-
builder permanently affixed its identifying information 
to metal risers that could be separated from the dies and 
transferred for use with other tools. An engineer testified 
that the risers “are just steel spacers that if you needed 
to adjust heights for some reason, but they would not be 
necessarily specific to a specific die.” The circuit court’s 

Case Digests



determination that a moldbuilder could comply with the 
statutory mandate by permanently affixing its information 
to an object readily removable from the die contravened 
the plain meaning of MCL 445.619(1). The court of appeals 
held that an enforceable lien requires the presence of per-
manently affixed identifying details on the mold, die or 
tool, and that the dies at issue in this case lacked this es-
sential record.

Secured Transactions—Interplay of 
UCC Article 9 with Estate and Protected 
Individuals Code
Lundy v First Fed Bank of the Midwest (In re Estate of Lundy), 
No 292930 , 2011 Mich App LEXIS 90 (Jan 20, 2011). A dis-
pute arose over the funds in a certificate of deposit (“CD”) 
account that belonged to the decedent. At issue was the 
interplay between the Estate and Protected Individuals 
Code (“EPIC”), MCL 700.1101 et seq., Article 9 of the Uni-
form Commercial Code (“UCC”), MCL 440.9101 et seq., 
and the terms of an “Assignment of Deposit Account” (the 
“assignment agreement”) between the bank and the dece-
dent, in determining whether a bank, as the holder of a 
perfected security interest in a CD account that a decedent 
pledged as collateral to secure a mortgage, was entitled 
on default to retain the funds in the account even though 
there were insufficient funds in the estate to pay the prior-
ity claims and allowances set forth in MCL 700.3805. Peti-
tioner began the action with the filing of a “Petition for 
Return of Estate Funds” on January 9, 2009, asserting that 
under MCL 700.3805, the bank’s security interest in the CD 
account was of lower priority than the surviving spouse’s 
claim for reimbursement of reasonable funeral expenses, 
homestead allowance, family allowance, and exempt prop-
erty. In response, the bank asserted that, because it had 
properly perfected its security interest in the CD account, 
the bank had an interest superior to any and all claims to 
the same collateral. Thus, the bank contended that it prop-
erly applied the balance of the CD account to the obligation 
secured by the account pursuant to MCL 440.9607(1)(d).

The court of appeals noted that EPIC treats secured 
creditors differently from other potential claimants, in-
cluding other creditors, and that no provision requires a 
secured creditor that is otherwise entitled to exhaust a se-
curity to first bring a claim against the estate. Thus, the 
court held that a bank that has a perfected security interest 
in a CD account that a decedent pledged as collateral to 
secure a mortgage is entitled on default of the mortgage 
to retain the funds in the account, even though there are 
insufficient funds in the estate to pay the priority claims 
and allowances set forth in EPIC (MCL 700.3805).

Taxation—Timeliness of Motion for Review
Grimm v Department of Treasury, No 293457, 2010 Mich App 
LEXIS 2437 (Dec 16, 2010). Petitioner was a corporate offi-
cer of an insurance agency. On July 1, 2008, the Michigan 
Department of Treasury assessed petitioner over a million 
dollars in unpaid corporate taxes from certain tax periods 

in 2006 and 2007. These taxes were assessed against peti-
tioner individually under MCL 205.27a(5), which permits 
such an assessment against a corporate officer who has 
“control or supervision of, or responsibility for” paying the 
corporation’s taxes. On August 1, 2008, petitioner’s coun-
sel received notice of the final assessment from the depart-
ment in a letter dated July 22, 2008. On August 5, 2008, 
petitioner’s counsel delivered the petition contesting the 
final assessment to Federal Express (FedEx) for overnight 
delivery. The Tax Tribunal received the petition the next 
day. Petitioner alleged that he was not individually liable 
for the withheld taxes because he did not have control of 
the corporation’s financial decisions. On December 16, 
2008, the Tax Tribunal issued an order placing petitioner in 
default because proof of service to the opposing party was 
lacking, as were the assessment numbers being appealed. 
On December 31, 2008, petitioner’s counsel provided the 
required proof of service. However, petitioner did not 
provide the Tax Tribunal with the assessment numbers 
being appealed, despite efforts to obtain the assessments 
from respondent. Thus, the Tax Tribunal entered an order 
of dismissal against petitioner on January 8, 2009, reason-
ing that petitioner had failed to cure the default. The Tax 
Tribunal also determined that the original petition was 
untimely filed and that it lacked authority to consider the 
petition. It ordered that the January 8, 2009, order be cor-
rected to indicate that the untimely filing of the petition 
resulted in the dismissal of the case. Petitioner moved for 
a rehearing, but the Tax Tribunal denied this motion.

August 5, 2008, was the last day of the 35-day period 
that petitioner had to file his petition for review with the 
Tax Tribunal. Because petitioner gave the petition to a des-
ignated delivery service on August 5, 2008, the petition 
was timely filed under MCL 205.735a(7)(c), even though 
the Tax Tribunal received it the next day after the expira-
tion of the filing deadline. Accordingly, the Tax Tribunal’s 
order of dismissal on the basis that the petition was un-
timely filed was erroneous. The Tax Tribunal also abused 
its discretion by dismissing the petition based on a fail-
ure to provide assessment numbers within 21 days where 
nothing in the record indicated that petitioner’s failure to 
produce the assessments was willful, that petitioner had a 
history of deliberately delaying the proceedings or refus-
ing to abide by court orders, or that respondent was preju-
diced by petitioner’s failure to timely cure this defect.
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