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From the Desk of the Chairperson
By  James L. Carey
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Endings…and New 
Beginnings
With a title like that, you have proba-
bly already guessed where this note is 
starting, and where it is likely to end. 
That’s right: “Every new beginning 
comes from some other beginning’s 
end.” This quote is from Semisonic’s 

1998 hit song “Closing Time.” But it is more historically 
attributed to Seneca the Elder, a Roman rhetorician and 
writer born about 54 B.C. Or sometimes attributed to his 
son, Seneca the Younger, a Roman philosopher, states-
man, and dramatist. Seneca the Younger was forced to 
commit suicide for his alleged complicity in the Piso-
nian conspiracy to assassinate Nero, even though many 
historians consider him innocent of that crime.

And even though the beginning may be obvious, 
and where we may end likely seems transparent, it is 
the journey that makes it worth it. For we know in the 
action adventure movie, the hero will win, just as we ex-
pect in the romantic comedy that the star-crossed lovers 
will be together. But we love our movies not because of 
where they end, but because of how they get there.

I recall a young person who ran afoul of the law. 
Nothing as serious as Seneca the Younger’s murky in-
volvement in a plot to assassinate his head of state, but 
a serious violation arising out of too much fun and too 
little concern for consequences—or, as I said before, 
youth.

Now this young man decided to work hard to get 
his life more firmly on the good path. But these types of 
battles are very rarely won alone. He, and we, need the 
help of others. 

The road ahead for him is hard. And that brings me 
to my point. My strong advice to this young person 
would be to surround himself with the type of people he 
would like to become. And to leave behind the people 
who are likely to cause him to stray.

Jim Rohn, the motivational speaker, has said, “You 
are the average of the five people you spend the most 
time with.” W. Clement Stone, American businessman 
and philanthropist who passed away in 2002, tells us, 
“You are a product of your environment. So choose the 
environment that will best develop you toward your ob-
jective. Analyze your life in terms of its environment. 
Are the things around you helping you toward suc-
cess—or are they holding you back?” And then there is 
Ben Franklin’s wisdom from Poor Richard’s Almanac, “If 
you lie down with dogs, you get up with fleas.” The Lat-
in (what good lawyer article doesn’t have some Latin?) 
for Franklin’s advice is “qui cum canibus concumbunt cum 
pulicibus surgent.” And this has also been attributed to 
Seneca (not clear whether it is the Younger, the Elder, 
or neither, but ancient sayings are sometimes tricky like 

that). Good advice stands the test of time and comes in 
many forms. And good people stand the test of time.

And this is a big part of the reason why my year as 
Chair of your Business Law Section has been so reward-
ing. In the Business Law Section, I am surrounded by 
the types of lawyers I want to be. I am living out my ad-
vice to my young mentee as he struggles to find his path 
in life. I am surrounding myself with the right people.

And you are too. You don’t need to be an officer of 
the Section or a Council member to enjoy the benefits of 
this outstanding group of fine business attorneys. There 
are fantastic learning opportunities, like our Business 
Law Institute coming up in September. There are quar-
terly Council meetings open to all. There are substantive 
legal committees devoted to improving the law. There 
are amicus brief writing opportunities to aid the courts. 
There are social events to rub elbows with peers or to 
mentor law students. There are articles to be read, and 
to be written, for your Michigan Business Law Journal.
Whatever your commitment level and location, there 
are fantastic things your Business Law Section can of-
fer—and that you can offer to your Business Law Sec-
tion.

To those who have been active in running the Busi-
ness Law Section this last year, I say THANK YOU. 
Many years ago I looked into the Business Law Section 
out of curiosity. I got involved because of the people. 
And I served as your Chair out of a deep respect for all 
that we do together.

When you receive your next issue of the Michigan
Business Law Journal, you will have a new Chair. I only 
hope that my brief service has been consistent with the 
outstanding leadership of the past. As Chair, I am cer-
tainly responsible for any problems we have had. But 
I want to acknowledge the outstanding efforts of our 
Section’s Officers, Administrator, Committee Chairs, 
Directors, past Chairs, State Bar liaisons, and everyone 
else who worked to keep this Section going. Your efforts 
have been outstanding, your successes have been con-
siderable, and my gratitude runs deep. God has blessed 
this section with your good works and I certainly appre-
ciate your dedication.

So as my year ends, a new beginning will emerge. I 
commend to you Douglas Toering, our Vice-Chair, who 
in our system is to prepare to be the next Chair (good 
Lord willing and the creek don’t rise). I expect that you 
will be pleased with Doug as Chair, just as I have been 
blessed to have him serve with me. And to Doug I say, 
if I may paraphrase Charles Wesley (English leader of 
the Methodist movement): you have a charge to keep, to 
serve the present age—a calling to fulfill; and may it all 
your powers engage, to do our Master’s will!

Enjoy the articles of this issue, and continue to sur-
round yourself with great people during all of your end-
ings and new beginnings.
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Organizational Change
At the beginning of 2015, Department 
of Licensing and Regulatory Affairs 
(LARA) Director Mike Zimmer 
announced continued efforts to rein-
vent the state’s regulatory environ-
ment through a departmental restruc-
turing to unify LARA’s licensing sys-
tems. The restructuring will focus on 
the functional commonality among 
licensing platforms and licensed pro-
fessions currently housed in various 
bureaus. The department oversees 
the licensing and regulation of more 
than 1.2 million individuals and enti-
ties in Michigan on an annual basis. 
The improved licensing structure will 
make the delivery of services more 
efficient for Michigan consumers 
and businesses. The reorganization 
of LARA’s licensing resources is not 
expected to affect overall department 
staffing levels for the next fiscal year.

Further, under Governor Snyder’s 
Executive Order 2015-4, the Office of 
Child and Adult licensing (OCAL) 
joined LARA April 10, 2015. The 
governor’s executive order transfers 
OCAL and the Adult Foster Care 
Licensing Advisory Council from 
the Department of Human Services 
to LARA. OCAL ensures the protec-
tion of children and vulnerable adults 
who are receiving care from licensed 
agencies and facilities by enforcing 
rules and laws such as the Child Care 
Organizations Act and the Adult Fos-
ter Care Facility Licensing Act. OCAL 
conducts onsite inspections to deter-
mine compliance with state law and 
licensing rules, provides technical as-
sistance and consultation to improve 
the quality of service, and investi-
gates complaints alleging violations 
of licensing rules or law. 

The first of the structural changes 
is the division of the regulatory re-
sponsibilities and staff of the cur-
rent Bureau of Health Care Services 
(BHCS) amongst two new bureaus 
and the subsequent elimination of 
BHCS. The new bureaus are: the Bu-
reau of Professional Licensing and 
the Bureau of Community and Health 
Systems.

The second of the structural 
changes is the removal of all occupa-

tional licenses from the Corporations, 
Securities and Commercial Licensing 
Bureau.

Bureau of Professional 
Licensing
Kim Gaedeke has been named bureau 
director for the new Bureau of Profes-
sional Licensing (BPL). In addition to 
her time serving as the acting direc-
tor for the Bureau of Health Care Ser-
vices, Ms. Gaedeke has also served as 
the interim director of the Division of 
Nursing Home Monitoring (NHM). 
As a LARA assistant deputy direc-
tor, she helped implement the new 
Autism Coverage Reimbursement 
Fund and coordinated with the for-
mer Bureau of Health Systems and 
Bureau of Health Professionals on 
legislative issues. Ms. Gaedeke also 
served as a gubernatorial appointee 
on the Autism Council. She is a grad-
uate of Western Michigan University.

The new BPL will be responsible 
for the licensing and regulatory com-
pliance of occupational and health 
care professions. All health profes-
sional licenses currently housed in 
BHCS will move to BPL. Also, as men-
tioned above, all of the individual oc-
cupational licenses currently housed 
in the Corporations, Securities and 
Commercial Licensing (CSCL) Bu-
reau will move to BPL. The offices of 
BPL will be located on the 3rd floor 
of the Ottawa Building in downtown 
Lansing.

BPL: 
•	 Licensing Division
•	 MAPS/Pharmacy Section
•	 Legal Affairs
•	 Allegations/Complaints
•	 Regulatory and Compliance 

Division
•	 Michigan Medical Marihua-

na Registry Program

Bureau of Community and 
Health Systems
Larry Horvath has been named 
bureau director for the new Bureau 
of Community and Health Systems 
(BCHS). Mr. Horvath has more than 
25 years of government service, 
including 10 years with local county 
government and the last 15 years with 

the State of Michigan. He has man-
aged a county communicable disease 
clinic, worked in the policy unit at the 
Michigan Department of Community 
Health and managed the Michigan 
Certificate of Need program. He is a 
graduate of the University of Michi-
gan.

BCHS will be responsible for the 
regulation of facilities currently regu-
lated by BHCS. In addition, the Office 
of Child and Adult Licensing (OCAL) 
will be housed in the new BCHS. The 
offices of BCHS will be located on the 
west side of the 1st floor of the Ot-
tawa Building in downtown Lansing.

BCHS:
•	 Office of Child and Adult Li-

censing
•	 Non-Long Term Care Licens-

ing
•	 Long Term Care Licensing

Corporations, Securities, 
and Commercial Licensing 
Bureau 
Al Schefke remains the bureau direc-
tor for the Corporations, Securities 
and Commercial Licensing (CSCL) 
Bureau. Aside from the transfer of the 
individual occupational licenses, all 
of CSCL’s other regulatory systems 
will remain intact at the Woodlake 
Circle location in Okemos.

CSCL:
•	 Corporations Division
•	 Securities Licensing, Inves-

tigations, Product Registra-
tion, Living Care & Examina-
tions

•	 Audit & Examination Divi-
sion

•	 Ski & Amusement Inspection 
Program

•	 Schools & Non-Occupational 
Unit (Unarmed Combat, Pro-
fessional Employer Orga-
nizations, Security Guards, 
etc.)

Timeline and Tentative Office 
Moves
The leadership teams for the new 
bureaus will be confirmed by June 
and the two new bureaus will then 
be finalized. Again, once the organi-
zation of BPL and BCHS is complete, 

TAKING CARE OF BUSINESS By Julia Dale
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all of the regulatory responsibilities 
of the Bureau of Health Care Ser-
vices (BHCS) will be divided among 
the two new bureaus and BHCS will 
be eliminated. These organizational 
changes will make for a stronger and 
more efficient regulatory system.

There are a number of office 
moves impacting different bureaus 
within LARA; some are addressed 
in the details related to the reorga-
nization and others are in conjunc-
tion with plans to consolidate and 
improve state building occupancy in 
the greater Lansing area. The Depart-
ment of Technology, Management 
and Budget (DTMB) has provided a 
move schedule as outlined below:
•	 BHCS Licensing Division 

from Ottawa Building 1st 
floor to Ottawa Building 3rd 
floor – July 24, 2015 to be-
come BPL.

•	 CSCL Occupational Licens-
ing Staff from Woodlake 
Circle to Ottawa Building 
3rd floor – July 24, 2015 to 
become BPL.

•	 Bureau of Construction 
Codes from Woodlake Circle 
to Ottawa Building 1st floor 
– July 31, 2015.

•	 CSCL Securities Staff from 
Jolly Road location to Wood-
lake Circle – August 10, 2015.

•	 MIOSHA from the General 
Office Building 2nd floor 
to the Mason Building, 2nd 
floor – September 28, 2015.

•	 Workers’ Compensation 
Agency from the General 
Office Building 1st floor to 
Woodlake Circle 1st floor – 
TBD.

•	 Funds Administration from 
the General Office Building 
1st floor to Woodlake Circle 
1st Floor – TBD.

As LARA works through these or-
ganizational changes to make a stron-
ger and more efficient regulatory sys-
tem, we cannot thank the public and 
business community enough for their 
patience. If you have any questions 
about the reorganization, you may 
contact me directly at (517) 241-6463.

Julia Dale is the Dep-
uty Bureau Director 
of the Corporations, 
Securities & Commer-
cial Licensing Bureau 
within the Depart-
ment of Licensing and 

Regulatory Affairs. She has previ-
ously served as the Director of the 
Corporations Division for the State 
of Michigan. Julia is a member of 
the State Bar of Michigan; and 
serves on the Business Law Sec-
tion Council. She is also a member 
of the International Association of 
Commercial Administrators where 
she serves as the Chair of the 
Business Organization Section.
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By Eric M. N emeth

It Was the Best of Times, It Was the Worst of Times
This memorable line from Charles 
Dickens’ A Tale of Two Cities, pub-
lished in 1859, could possibly describe 
the seemingly current state of affairs 
regarding U.S. citizenship. The gov-
ernment estimates that there are as 
many as 11 million undocumented 
immigrants in the United States and 
millions more in the process of apply-
ing for Green Cards, citizenship, 
or visas. At the same time, a record 
number, albeit small in comparison, 
are surrendering their U.S. citizen-
ship. In 2014, 3,415 people gave up 
their U.S. citizenship and in the first 
quarter of 2015, 1,335. The cause of 
most of this action seems to be the 
U.S. tax system.

Unlike any other country in the 
Organization for Economic Coopera-
tion and Development, the U.S. taxes 
its citizens and Green Card holders 
on their worldwide income in addi-
tion to strict financial information 
reporting laws (FBAR and related 
forms). Now, it also appears the For-
eign Account Tax Compliance Act 
(FATCA) has discouraged some for-
eign institutions from wanting to do 
basic banking and investment activi-
ties with U.S. taxpayers. The result 
is that millions of Americans living 
overseas, including dual citizens, face 
onerous and expensive tax and infor-
mational filing fees each year even if 
they have minimal income.

The stated goals of the vari-
ous informational reporting laws 
are worthwhile...to trace and catch 
money launderers, terrorists, and tax 
evaders. Not unlike a spam filter, the 
tighter the filter, the more unintended 
legitimate e-mail gets quarantined. 
Tax reporting and enforcement is no 
different.

You may have clients that have 
asked about surrendering their U.S. 
citizenship. At first blush, this seems 
like a shocking question. In the Cold 
War, the U.S. was (and perhaps still 
is) the last refuge of safety. Indeed, 
we are a country built on massive 
immigration of either our ancestors 

or ourselves from every part of the 
globe. Surrender such a citizenship?

For some folks, such an option 
may make sense. A classic example 
is what I refer to as the “accidental 
American.” Perhaps a person was 
born here while his or her parents 
were students in the U.S and then re-
turned to their “home” country. After 
being raised and educated abroad, 
this person may have had little or no 
contact with the U.S. but may find 
himself or herself subject to signifi-
cant taxes and compliance fees due 
solely to birth. Presuming this per-
son lives in a stable and safe country 
such as Canada, Australia, Japan, or 
Western Europe, he or she may be a 
candidate for such a discussion. Here 
in Michigan, we know there are thou-
sands of dual U.S. Canadian citizens 
because their parents had different 
citizenships. Can they really afford 
two citizenships with the reporting 
requirements? Additionally, since the 
U.S. taxes worldwide income, a per-
son may be in perfect tax compliance 
in their home country only to find 
that they owe significant U.S. taxes. 
Foreign tax credits, if available, must 
be evaluated by the applicable coun-
try treaty resulting in more profes-
sional fees.

Additionally, U.S. citizenship for 
someone with family overseas or 
overseas holdings means having to 
ask those relatives if they have put 
their name on investment property or 
financial accounts as you have report-
ing requirements. An awkward con-
versation to say the least.

Surrendering U.S. citizenship is a 
serious matter. A person surrender-
ing citizenship may face an exit tax. 
This tax is calculated on worldwide 
property valued over $2 million uti-
lizing a hypothetical sale with tax cal-
culated above the exemption amount. 
The certification test, as a precursor, 
requires five years of tax compliance 
under all U.S. tax laws. Therefore, 
citizenship planning requires U.S. tax 
and full information compliance.

Additionally, clients with dual cit-
izenships and foreign property hold-
ings face very difficult estate plan-
ning issues. The rules on inheritance 
can, and do, vary significantly from 
one country to the next.

Lastly, a person surrendering citi-
zenship runs the risk of being denied 
entry when planning to visit the Unit-
ed States. Does the person maintain 
significant U.S. family or business 
connections? If so, the possibility of 
denied entry must be considered.

We live in an amazingly compli-
cated time as our world gets smaller. 
As Americans with our large and 
somewhat historically isolated coun-
try that is separated by two great 
oceans, dual citizenships, foreign ac-
counts, and overseas jobs at one time 
seemed exotic and glamorous to so 
many. Globalization has changed 
that picture forever. Look at one of 
the dozens of international airports 
in the United States on any day of the 
week. Folks are on the move in record 
numbers. Further, having parents of 
varied and multiple citizenship is no 
longer so rare. It seems our “paper-
work” has yet to catch-up. For some 
clients there is much to think about, 
beginning with the seemingly simple 
question of citizenship.

Hot off the presses. The Surface 
Transportation and Veterans Care 
Choice Improvement Act of 2015 (Pub 
L No 114-41, 129 Stat 443) contained 
important practical tax reporting 
changes. Starting next year, the due 
dates for partnership, corporation, 
FBAR, FinCEN 114, and the annual 
return to report transactions with for-
eign trusts and receipt of certain for-
eign gifts have changed dramatically. 
Apropos of this column, the FBAR is 
now due April 15 rather than June 30, 
however, a six-month extension to 
file is now available. More to follow 
in my next column.

TAX MATTERS



Eric M. Nemeth of 
Varnum LLP in Novi, 
Michigan practices 
in the areas of civil 
and criminal tax con-
troversies, litigating 
matters in the vari-

ous federal courts and administra-
tively. Before joining Varnum, he 
served as a senior trial attorney 
for the Office of Chief Counsel of 
the Internal Revenue Service and 
as a special assistant U.S. attor-
ney for the U.S. Department of Jus-
tice, as well as a judge advocate 
general for the U.S. Army Reserve.
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Business software systems such as 
financial and manufacturing enter-
prise applications can be complex 
for a business to implement. There 
will typically be transitions from 
older systems, conversions of data, 
planning for a roll-out, and special 
development activities that must take 
place. Most software vendors have 
“preferred” implementation partners 
who are sometimes resellers of the 
software but will usually be the ser-
vice providers for implementation of 
the business systems. This column 
addresses some issues in this process 
and the risks to consider.

Quality
Despite the fact that a service pro-
vider may be “recommended” or 
“certified” to install complex busi-
ness software systems, make sure 
your client understands that this is 
not an endorsement of quality by the 
software vendor. For software ven-
dors such as Microsoft, there are hun-
dreds of software vendors for differ-
ent types of applications. For others 
there may be thousands. You should 
not neglect due diligence in selecting 
a vendor. 

Proposals vs. Reality
From the time of the initial discussion 
through the signing of the agreement 
for services, the service provider 
often has its “A” team of profession-
als. When it comes time to actually do 
the work, however, relatively inex-
perienced resources are sometimes 
deployed. This is a common problem 
that should be addressed as part of 
the contract negotiations. If you are 
relying on a specific set of resources, 
get commitments from the vendor 
about specific people. 

Resource commitments need to be 
in addition to the quality representa-
tions regarding the skills and experi-
ence of the resources being deployed. 
No amount of comfort with a team 
will serve the client when things start 
to go wrong. 

There Will Be Problems
Similar to my admonitions about data 
security (the question is not if you will 
be breached, but when), there is no 
such thing as a software implemen-
tation that does not have problems. 
The manner in which the client and 
the service provider address ongo-
ing problems may be the difference 
between a successful implementation 
or a lawsuit near the end of the pro-
cess. Plan for this inevitable event.

“We Will Take Care of This”
Once the company and service ven-
dor start the process to plan for and 
begin implementation of the new 
business software system, it is diffi-
cult to stop. Business units expect to 
have updated systems according to 
promised timelines. Project manage-
ment personnel within the company 
are all working toward a specific 
goal, and the service provider should 
be the trusted partner in this process.

So what happens when you start 
seeing problems with the service pro-
vider? The typical approach is for the 
business to raise issues and concerns 
during project management and sta-
tus meetings. The service provider 
will invariably make promises to fix 
those problems. Everybody has a 
vested interest in making this hap-
pen. This is where the danger lies.

Depending on how the contract 
is structured, the business may have 
limited time periods in order to eval-
uate and accept or reject deliverables 
from the service provider. If there 
are problems, these typically get put 
off instead of being addressed.  The 
longer problems are put off, the more 
likely they will build. Many of us 
have seen situations where we are 
not called until a problem is so acute 
that threats of service cessation or ter-
mination for breach are being thrown 
about. At that point, it is a no-win 
situation for everyone. 

What Can You Do?
While every situation is different, 
here are some suggestions:

•	 If there are problems with 
services, document them 
early and often. These prob-
lems should be addressed 
at project meetings, and the 
responses of the service pro-
vider should be specifically 
documented as well.

•	 Constantly follow up on 
promises made, quality is-
sues, and resource commit-
ments.

•	 Evaluate your own staffing. 
Are some problems internal? 
Do you need an independent 
evaluation?

•	 Don’t pay the vendor in full 
until the project is complete. 
If the vendor has been paid, 
how are you going to justify 
later that the services were 
deficient in quality? Instead, 
you need to address an alter-
native right away, whether 
through holdbacks, deferred 
billings, or some other solu-
tion that can give you lever-
age.

•	 Don’t box yourself into a cor-
ner. This is much easier said 
than done. If your service 
provider is the only source 
of services and getting rid 
of the provider jeopardizes 
your business, your choices 
are limited. Always consider 
options.

•	 Sometimes you just have to 
cut your losses. As difficult 
and disruptive as it may be, 
if a service provider can-
not perform, don’t be opti-
mistic about their ability to 
improve. Generally, things 
don’t get better. Sometimes 
you just have to terminate 
the service agreement for 
breach (assuming you have 
that right in the agreement) 
and work toward a transi-
tion.

While software systems gener-
ally improve over time, the process 
of implementation has yet to become 
ubiquitous or straightforward. Evalu-

TECHNOLOGY CORNER By Michael S. K houry

IT Project Management: The Danger of Optimism



ating your options and being realistic 
about what is happening is an impor-
tant aspect of oversight.

Michael S. Khoury of 
Jaffe Raitt Heuer & 
Weiss, PC, Ann Arbor 
and Southfield, prac-
tices in the areas of 
information technol-
ogy, electronic com-

merce, intellectual property, and 
commercial and corporate law.
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Have you ever wondered what it 
would be like to transition from the 
public sector to an in-house counsel 
role or vice versa? Florence Affatato 
recently shared just such a journey 
with me and provided some valuable 
insights. Currently, she is the com-
pliance manager and legal counsel 
at Portfolio Solutions, LLC (PSLLC), 
located in Troy, MI. Portfolio Solu-
tions is one of the largest investment 
management firms in the country. 

Before joining the private sector, 
she worked for 20 years at a large 
U.S.-government agency where her 
day-to-day duties and responsibili-
ties focused on everything from up-
holding the law to protecting U.S. 
citizens. Today, Affatato is on the op-
posite end of the spectrum. Her job 
is to ensure her firm follows govern-
ment rules and regulations, yet isn’t 
impeded by the law from meeting its 
business objectives. She found that 
transitioning from the public sector to 
the private sector comes with a steep 
learning curve. However, certain 
skills she developed in the public sec-
tor helped make the switch a success. 

Before deciding to transfer from a 
government agency to a private com-
pany, she took inventory of her skills. 

Interrogation, research, and anal-
ysis were all skills applicable to her 
new role. As the sole attorney for 
PSLLC, she is responsible for man-
aging the firm’s regulatory and legal 
matters. She executes the firm’s regu-
latory compliance program, ensuring 
that all laws, rules, and regulations 
are followed. Additionally, she serves 
as the in-house legal counsel where 
she focuses on contract matters.

As the in-house counsel of any 
business, one of the most important 
elements is thoroughly understand-
ing the company and its industry, 
and then assessing exactly how you 
can assist the company in achieving 
its goals. For Affatato, continuously 
learning the business of investment 
management is vital to her role. 

The most efficient way of doing 
this, according to Affatato, is to spend 
time within each department of the 

company to get a sense of its particu-
lar priorities and challenges. 

At PSLLC, this process helped her 
understand how to apply securities 
regulations; how agreements need 
to be drafted; what can and cannot 
be negotiated; and the goals of each 
agreement or project.

She found that strong research 
skills to collect and analyze data and 
to synthesize complex information 
were essential. Knowledge of legal 
issues and, to some extent, political 
forces were also important.

Communication is another es-
sential skill. One cannot successfully 
work with a government organiza-
tion without understanding what 
they expect. Fortunately, Affatato’s 
experience in a federal agency has 
helped her translate the requirements 
of many state and federal regulations 
into relatable policies and procedures 
that can be easily understood and in-
corporated into the daily activities of 
all of her colleagues. 

As a federal investigator, due 
diligence was essential in collecting 
important facts. Affatato also found 
that good negotiation skills are es-
sential when one negotiates complex 
service contracts. Combined with 
her risk management experience, she 
strives to help the firm identify areas 
of greatest concern and uses her legal 
triage skills to help the firm advance 
its business objectives by mitigating 
these risks.

Even with many applicable skills, 
Affatato found that an in-house posi-
tion brought new challenges and op-
portunities for growth. The pace in 
the private sector is fast, with dead-
lines and demands popping up each 
day. Market forces impact PSLLC, 
and in its mission to improve existing 
services to maintain a competitive 
edge, each client’s needs and con-
cerns are important. This is different 
from public sector work, which typi-
cally focuses on providing large-scale 
benefits to the entire public.

Still, there are similarities between 
the two sectors. Affatato found that 
serving the best interests of the pub-

lic was also a goal shared by PSLLC. 
PSLLC is a fiduciary, which makes it 
legally obligated to look out for its cli-
ents’ best interests. Working for such 
an organization has shown Affatato 
that being responsive, fair, ethical, 
and diligent as well as being a solid 
team member and having a strong 
work ethic all transfer from the public 
sector to the private sector.

Additionally, customer satisfac-
tion is the top priority of both. And, 
in a customer-focused business, Af-
fatato found that a proactive, service-
oriented attitude was necessary to 
succeed.

Ultimately, Affatato believes that 
public and private sectors share fun-
damental principles that allow work-
ers who have the right skills to suc-
ceed in both. 

Affatato finds her private work 
both satisfying and challenging. 
While her day-to-day job duties do 
not contribute to the large-scale ef-
forts of the U.S. government’s pro-
tection of U.S. citizens, her work at 
PSLLC contributes to the company’s 
outstanding job of putting its client’s 
interests first and working to protect 
their financial futures. 

In addition to working at PSLLC, 
Affatato still contributes to the public 
sector. She has volunteered for Chris-
tian Legal Aid of Southwest Michigan 
and enjoyed serving as a Co-Chair of 
the In-House Counsel Committee of 
the Business Law Section. Finally, Af-
fatato cannot overestimate the value 
of networking when transitioning to 
a new work environment. She found 
the support from the Business Law 
Section was invaluable in helping her 
achieve this goal. 

If you are an in-house counsel that 
would like to get involved with the 
In-House Counsel Committee and 
meet attorneys like Affatato, join our 
LinkedIn group, “Michigan In-House 
Counsel Network,” or visit http://
connect.michbar.org/businesslaw/
events/activities.

          By Florence Affatato and K im Yapchai

Leveraging Public Sector Skills
IN-HOUSE INSIGHT
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Introduction
Effective January 15, 2015, Governor Snyder 
signed Senate Bill 623 into law as 2014 PA 
557, making significant amendments to the 
Michigan Nonprofit Corporation Act.1 Sen-
ate Bill 623 had two overall objectives. One 
was to bring the Nonprofit Corporation Act 
up to date by incorporating many of the 
changes that have been made to the Business 
Corporation Act2 since the Nonprofit Corpo-
ration Act was first enacted in 1982. The sec-
ond goal was to add provisions specifically 
authorizing existing practices of nonprofit 
corporations and to facilitate their opera-
tions.

The Nonprofit Corporation Act and 
the Business Corporation Act
The Nonprofit Corporation Act was the first 
comprehensive statute governing nonprof-
it corporations ever adopted in Michigan. 
Before 1982, some nonprofit corporations 
were created under short statutes appli-
cable only to organizations created for very 
specific purposes, such as the operation of 
churches of a single denomination. Most 
nonprofit corporations, however, were gov-
erned by sections of the general corporation 
laws covering broader classes of nonprofit 
corporations, such as membership organiza-
tions and cooperatives, and also by portions 
of those laws applicable to business corpora-
tions. Many of these statutes still exist, either 
wholly or in part.

The Nonprofit Corporation Act is mod-
eled directly on the Business Corporation 
Act, both in its structure and in much of its 
language. There are advantages in having 
uniformity between the two statutes. Many 
subjects, such as indemnification of officers 
and directors, involve issues in which the 
needs and concerns of business corporations 
and nonprofit corporations are similar. Also, 
there are many Michigan lawyers who have 
a good working knowledge of the Business 
Corporation Act but who advise nonprofit 
corporations only intermittently or as part 

of their voluntary service to community or-
ganizations. Finally, despite the fact that 
more than 30 years have elapsed since the 
Nonprofit Corporation Act was adopted, 
there have been very few appellate decisions 
interpreting its provisions. Having similar 
language in the two statutes makes decisions 
under the Business Corporation Act more 
reliable for those advising nonprofit corpora-
tions.

Since 1982, there have been both ma-
jor and minor amendments to the Business 
Corporation Act. While there have also been 
amendments to the Nonprofit Corporation 
Act, there had not been, until recently, com-
prehensive revisions incorporating changes 
made in the Business Corporation Act. 

Characteristics of Nonprofit 
Corporations
The variety of nonprofit organizations pres-
ents special challenges in developing appro-
priate corporation laws. While many non-
profit corporations are being administered 
on kitchen tables, nonprofit hospitals are 
among the largest employers in many Michi-
gan communities, are highly regulated, and 
are often financed by publicly traded debt 
securities. As a result, it cannot be assumed 
that nonprofit corporations are always “sim-
pler” or less “businesslike” than corpora-
tions for profit.

Purposes
Michigan nonprofit corporations exist for a 
wide range of corporate purposes. Charities, 
such as schools, hospitals, churches, and cul-
tural institutions, make up the largest group, 
but nonprofit organizations also include 
trade and professional associations serving 
the common business interests of their mem-
bers, political and advocacy groups, social 
clubs, condominium associations, agricul-
tural organizations, and even public utilities.

Amendments to the Nonprofit 
Corporation Act—What Nonprofits 
Need to Know
By Jane Forbes and Eric Klein



Member and Shareholder “Equity”
Individuals controlling and managing tax-
exempt charities are strictly prohibited from 
receiving dividends or any other distribu-
tions of corporate property under federal tax 
laws and under state laws governing chari-
table assets. On the other hand, members of 
social clubs and cooperatives are allowed to 
receive distributions on dissolution and can 
be viewed as having significant proprietary 
interests in the assets and activities of the 
corporation. Also, even in the case of chari-
ties, distributions to parent organizations 
and affiliates with similar purposes are often 
appropriate.

Corporate Structure
Nonprofit corporations also vary in their 
organizational structures. In addition to 
stock corporations, the Nonprofit Corpora-
tion Act currently allows for membership 
corporations and directorship corporations 
(without any members or shareholders), a 
fact that accounts for many of the differences 
between that statute and the Business Cor-
poration Act. Some nonprofit corporations 
have large memberships that may include 
individuals living in other states or outside 
the United States. On the other hand, con-
trol of some private foundations is limited to 
members of a single family, who may wish 
to transfer those rights to succeeding genera-
tions in much the same way as owners of a 
family business.

Health systems, religious bodies, and 
other nonprofit organizations may also be 
operated through parent organizations with 
multiple layers of nonprofit or for-profit sub-
sidiaries. The allocation of decision-making 
powers, the control of property, and other 
relationships among those organizations can 
be complex. Many health care organizations 
also participate in joint ventures for the oper-
ation of facilities and specialized equipment. 
Even in cases in which all the joint venture 
owners and the venture itself are tax-exempt 
charities, the parties may have concerns 
about capitalization, control, management, 
and their ability to realize a return on their 
investment that may not be greatly different 
from those of investors in a private business 
venture.

Changes to the Nonprofit 
Corporation Act
While many of the amendments to the Non-
profit Corporation Act can be characterized 

as editorial or technical changes, there are a 
number that are more substantive. The fol-
lowing changes address issues unique to 
nonprofit organizations.

Membership Voting
Some nonprofit corporations have large mem-
berships that are geographically dispersed or 
that, for other reasons, are unlikely to attend 
formal membership meetings held at a single 
place and time. For this reason, some of these 
organizations elect board members and con-
duct other business through ballots mailed 
to members or stockholders. Other organiza-
tions, especially clubs, set up polling places 
at which members can cast ballots during 
specified periods.

Voting electronically, by mail, or at polls 
may be a sensible method to secure wide-
spread participation by members or stock-
holders, but these procedures were not spe-
cifically authorized by the Nonprofit Corpo-
ration Act. While it was possible to comply 
fully with the Nonprofit Corporation Act 
by characterizing the ballots as proxies or as 
written consent resolutions, many organi-
zations may not have observed all the tech-
nicalities necessary to be in full compliance 
with the statute. The newly added Sections 
408 and 409 of the Nonprofit Corporation 
Act allow nonprofit corporations to estab-
lish procedures in their articles or bylaws 
permitting members or shareholders to elect 
directors and to take other actions by written 
ballot sent in electronically or by mail.3 The 
amendments also address related practical 
issues, such as procedures for placing items 
on the ballots, record dates, and deadlines for 
receiving ballots.

Board Liability
The questions of individual liability on the 
part of board members, officers, and volun-
teers is a major concern of those serving non-
profit corporations. The Nonprofit Corpora-
tion Act previously allowed corporations to 
limit liability of directors to the corporation 
and its members or shareholders for neg-
ligence in carrying out their duties. Such 
limitations on liability provided narrower 
protections for those serving on the boards of 
nonprofit corporations than those available 
to directors of business corporations. This 
was because protection under the Nonprofit 
Corporation Act was limited to “volunteer 
directors” and because there was an excep-
tion requiring that liability continue for acts 
constituting “gross negligence.” The amend-
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ments to the Nonprofit Corporation Act con-
form the language in Section 209 to that in the 
Business Corporation Act, eliminating both 
the requirement that directors be volunteers 
and the gross negligence exception.4 Officers 
will, however, still need to be volunteers to 
be protected under the amended statute. 

Nonprofit corporations that currently 
have language in their articles of incorpora-
tion eliminating the liability of a volunteer 
director or volunteer officer filed before 
January 15, 2015, will not need to amend 
their articles of incorporation to adopt these 
changes.5 It should also be noted that the 
parts of the Nonprofit Corporation Act gov-
erning assumption of the liabilities of board 
members and officers to third parties would 
continue to be available only to “volunteers.” 

Corporate Practice of Medicine and Other 
Professions
In the past, there had been active debate 
about the question of whether nonprofit 
corporations were empowered to employ 
members of the “learned professions,” par-
ticularly physicians. This debate stemmed, in 
part, from substantive issues of health care 
policy and, in part, from technical readings 
of the Nonprofit Corporation Act. The Michi-
gan Attorney General issued a ruling in 1993 
finding that nonprofit corporations have this 
right under existing law.6 The amendments 
to the Nonprofit Corporation Act explicitly 
provide that nonprofit corporations are now 
permitted to provide services “in a learned 
profession” and to employ and enter into 
arrangements with duly licensed individu-
als to furnish those services on behalf of the 
corporation.7 Any person who renders such 
services on behalf of a nonprofit corporation 
will retain liability for negligent or wrong-
ful acts committed by him or her or by any 
individual under his or her direct supervi-
sion and control.8 Nonetheless, the nonprofit 
corporation that employs a duly licensed or 
authorized individual may indemnify him or 
her for any resulting liabilities and expenses.9

“Master Indenture” Financings
Health systems often finance their activities 
through tax-exempt or taxable bonds issued 
under “master trust indentures” or similar 
arrangements that obligate all participating 
entities in the corporate group to pay all obli-
gations issued under the master indenture. 
These arrangements may require a Michigan 
nonprofit corporation to discharge indebted-

ness issued on behalf of an organization in 
another state (from which it has received no 
direct benefit). The amendments to Section 
261(1)(i) add language that empowers Michi-
gan nonprofit corporations to enter joint 
indebtedness and give such guarantees.10

The amendments are intended to recognize 
the importance of these types of transactions 
and to assist attorneys providing opinions 
regarding the legality of such transactions.

Stock Corporations and Membership Voting 
Rights
Unlike many states, Michigan has histori-
cally permitted nonprofit corporations to 
issue stock. While stock corporations appear 
to be more “proprietary” than member-
ship corporations, the principal difference 
between nonprofit corporations formed on 
a stock basis and membership corporations 
under the Nonprofit Corporation Act previ-
ously was that shareholders ordinarily had 
one vote for every share held, while mem-
bers usually had no more than one vote each. 
However, the amended Nonprofit Corpora-
tion Act permits membership corporations to 
include provisions in their articles of incorpo-
ration or bylaws allowing a member to cast 
more than one vote, reducing the differences 
between stock and membership corporations 
even more.11 By facilitating variations in vot-
ing rights without requiring a nonprofit cor-
poration be organized on a stock basis, the 
amendment will likely reduce the number of 
situations in which stock corporations will be 
needed.

Access to Corporate Information
Participation in nonprofit corporations can 
involve rights of free association and pri-
vacy that are not usually applicable to own-
ership of stock in business corporations. In 
some cases, restriction on member or share-
holder access to corporate information may 
be appropriate to protect those interests. For 
example, it is possible to become a member 
of some nonprofit corporations by making a 
relatively small donation. If members have 
access to corporate information, individu-
als who may be hostile to the goals of the 
organization could find out the identity and 
addresses of other members and use such 
information in a manner detrimental to the 
purposes of the organization. The amended 
Nonprofit Corporation Act allows a nonprof-
it corporation to limit member and share-
holder access to the corporation’s stock led-
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ger, list of shareholders or members, lists of 
donors or donations, or its other books and 
records.12 Nonetheless, a corporation that 
limits shareholder or member access to the 
information above must still provide a rea-
sonable way for shareholders or members to 
communicate with all other shareholders or 
members concerning the election of directors 
and other affairs of the corporation.13

This was the only portion of the amended 
Nonprofit Corporation Act that was actively 
debated in the Michigan legislature. The pri-
mary concern was that the limitations placed 
on access to corporate information would bar 
access to information regarding donations to 
Section 501(c)(4) and other political organiza-
tions. Nonetheless, the amended Nonprofit 
Corporation Act is unlikely to affect many 
political organizations either because they 
are directorship corporations without mem-
bers or because their members include only 
directors or other corporate insiders.

Damages in Derivative Actions
The diversity of nonprofit corporations cre-
ates difficulties in devising appropriate 
remedies for derivative actions. On the one 
hand, tax-exempt corporations organized 
for charitable purposes are prohibited under 
state and federal law from distributing their 
assets to shareholders and members, both as 
dividends and on dissolution. Therefore, the 
payment of monetary damages to members 
or shareholders of charitable corporations 
(other than as reimbursement for costs) is 
ordinarily inappropriate. On the other hand, 
members or shareholders of other kinds 
of nonprofit organizations, such as social 
clubs or cooperatives, are usually entitled to 
receive a pro-rata share of the assets of the 
corporation upon dissolution. This means 
that they may have substantial proprietary 
interests in their memberships or shares. 

While the Nonprofit Corporation Act pre-
viously provided for derivative suits, it did 
not specify the remedies available in such 
actions or clearly indicate whether or not a 
member or shareholder bringing such an ac-
tion may ever receive monetary damages. 
The amended Nonprofit Corporation Act in-
cludes provisions similar to Section 489 of the 
Business Corporation Act14 that allow a court 
to order the purchase of shares or member-
ships or to award damages.15 The amended 
language provides, however, that any prop-
erty held by the corporation for charitable 
purposes or property that would not be dis-

tributable to members or shareholders upon 
dissolution is not to be considered in estab-
lishing the value of shares or memberships.

Executive and Non-Executive Committees
The Nonprofit Corporation Act previous-
ly required that all members of “commit-
tees” be directors. This requirement had 
been a source of confusion and concern for 
nonprofit corporations, as many have com-
mittees that function as part of the corpora-
tion’s day-to-day operations but that did not 
go so far as acting in place of the board of 
directors. The amended Nonprofit Corpora-
tion Act identifies committees composed of 
directors that exercise powers of the board 
as “executive committees,” while adding a 
new provision authorizing “non-executive” 
committees acting under the direction of the 
board that may have members who are not 
directors, officers, members, or shareholders 
of the corporation.16 A “non-executive” com-
mittee may not, however, execute the power 
or authority of the board in the management 
of the business and affairs of the corporation. 

Churches and Fraternal Organizations
The amended Nonprofit Corporation Act 
permits a nonprofit organization that can 
be incorporated under another statute to be 
formed under the Nonprofit Corporation Act 
provided that the other statute does not pro-
hibit doing so.17 This change has significant 
practical consequences given that Michigan 
has many older statutes permitting incor-
poration of specific types of nonprofit cor-
porations, including churches of particular 
denominations and fraternal organizations. 
Some of these statutes include limitations 
that may not be appropriate in all situations. 
For example, “ecclesiastical corporations” 
formed under unrepealed portions of the 
1931 General Corporation Act are automati-
cally membership corporations. While some 
churches are controlled by their congrega-
tions, other churches are often controlled by 
other individuals or entities, either wholly or 
in part. By allowing churches to incorporate 
directly under the Nonprofit Corporation 
Act, Michigan will no longer be in a position 
of dictating a particular form of organization, 
and churches will have greater flexibility in 
their structure. 

Foreign Corporations
The amended Nonprofit Corporation Act 
adds a new subsection to Section 1012 pro-
viding that a foreign corporation having its 
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principal office outside Michigan may solicit 
donations in Michigan without having to 
obtain authority to do business in Michi-
gan.18 It should be noted, however, that this 
provision does not exempt foreign corpora-
tions from other applicable laws, such as 
those regulating charitable solicitations. 

Mergers and Dissolutions
Consolidations. Most of the new language 
in the amended Nonprofit Corporation Act 
dealing with mergers and dissolutions is 
similar to revisions previously made to the 
Business Corporation Act, including the 
deletion of “consolidations” as a distinct 
type of transaction. Nonprofit corporations 
previously used consolidations, transactions 
in which two or more corporations merge 
to form a new corporation, in situations in 
which it was important that neither organiza-
tion be perceived as “taking over” the other. 
Nonetheless, nonprofit corporations will still 
be able to enter into a transaction similar to a 
consolidation by creating a new corporation 
and merging the participating corporations 
into the new corporation. 

Conversion to Limited Liability Compa-
ny and Other Forms of Business Organiza-
tions. The Nonprofit Corporation Act previ-
ously did not permit a nonprofit corporation 
to convert directly to certain forms of busi-
ness organizations, including limited liability 
companies. Instead, a two-step process was 
required whereby, for example, the nonprofit 
corporation converted into a business corpo-
ration, which then converted into a limited 
liability company. The amended Nonprofit 
Corporation Act now permits nonprofit cor-
porations to directly convert to limited liabil-
ity companies and other forms of business 
organizations.19 In addition, limited liability 
companies and other forms of business or-
ganizations can now directly convert to non-
profit corporations. The amendments do not, 
however, grant members or shareholders of 
a converting nonprofit corporation a right of 
dissent or an automatic right to receive the 
fair market value of their membership or 
shares. Based on recent amendments to the 
Dissolution of Charitable Purpose Corpora-
tions Act, as discussed below, a charity’s fil-
ing of a certificate of conversion under the 
amended Nonprofit Corporation Act will or-
dinarily require the approval of the Michigan 
Attorney General. 

Mergers with LLCs and Other Business 
Entities. The amended Nonprofit Corpora-

tion Act adds a new section to the statute 
permitting nonprofit corporations to merge 
with limited liability companies and other 
business entities that are not corporations.20

This is an important development because it 
is not unusual for Michigan nonprofit corpo-
rations to be the sole members of limited li-
ability companies that hold title to property 
or engage in other activities on behalf of the 
nonprofit corporations. In addition, non-
profit corporations acquire interests in lim-
ited liability companies in connection with 
the purchase of property or other business 
interests. Thus, it is important that nonprofit 
corporations be able to enter into mergers 
with limited liability companies and similar 
entities in order to “merge out” unneeded 
subsidiary organizations and to participate 
in other transactions. 

Voting on Mergers, Dissolution, etc.
The Nonprofit Corporation Act previously 
required approval of mergers, sales of all or 
substantially all assets, and dissolution by a 
vote of a majority of the total shares or mem-
bers entitled to vote. For some nonprofit cor-
porations with large memberships, that vot-
ing requirement effectively prevented those 
transactions from taking place. The amend-
ments to the Nonprofit Corporation Act con-
tain language in Sections 703a, 753, and 804 
allowing organizations that have more than 
20 shareholders or members entitled to vote 
at a meeting to approve mergers, assets sales, 
and dissolutions by a majority of the mem-
bers or shares actually voting at the meet-
ing.21

Distributions in Connection with Merg-
ers. Unlike shareholders of Michigan busi-
ness corporations, members and sharehold-
ers of nonprofit corporations did not previ-
ously have the automatic right to dissent 
from mergers and other transactions and to 
receive payment for the value of their inter-
ests. In fact, there was no explicit reference at 
all in the previous version of the Nonprofit 
Corporation Act to payments to members 
or shareholders in connection with mergers. 
While the amended Nonprofit Corporation 
Act does not provide for automatic dissent-
ers’ rights, it does permit payments in con-
nection with mergers, in situations in which 
those payments are consistent with the gen-
eral statutory limitations on distributions by 
nonprofit corporations and are in conformity 
with any limitations in the articles of the ac-
quired corporation.
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Related Legislation

Dissolution of Charitable Purpose 
Corporations Act
Effective January 15, 2015, Governor Snyder 
also signed Senate Bill 624 into law as 2014 
PA 558, amending the Dissolution of Chari-
table Purpose Corporations Act22 to provide 
the Michigan Attorney General with author-
ity to oversee the dissolution, merger, or con-
version of nonprofit corporations. This is an 
expansion of the previous version of the act, 
which only explicitly covered the dissolution 
of nonprofit corporations. 

As amended, a nonprofit corporation 
may not do any of the following, unless it 
is organized for religious purposes, with-
out giving prior written notice to the Attor-
ney General: (1) merge with another entity, 
whether nonprofit or for-profit; (2) amend 
or restate its articles of incorporation to be-
come a for-profit corporation governed by 
the Business Corporation Act; (3) convert a 
nonprofit corporation into another form of 
business organization; or (4) dissolve.23 Once 
notified, the Attorney General may request 
that the nonprofit corporation first submit an 
accounting of the corporation’s assets.24 The 
amended statute gives the Attorney Gen-
eral the authority to require the dissolution 
of a nonprofit corporation be accomplished 
through a proceeding in a Michigan circuit 
court.25

Senate Bill 624 also amends the Dissolu-
tion of Charitable Purpose Corporations Act 
to prohibit the Department of Licensing and 
Regulatory Affairs from accepting a filing 
that would effectuate one of the foregoing 
actions (including an amendment to the ar-
ticles of incorporation that would change the 
corporation’s term of existence to a specific 
date) unless it is accompanied by an order 
of a circuit court dissolving the corporation, 
the written consent of the Attorney General, 
or an affidavit stating that the Attorney Gen-
eral failed to respond to a request for consent 
within 120 days of providing notice.26 Given 
the Attorney General’s additional oversight 
authority, nonprofit corporations will need 
to allow for additional time to obtain the req-
uisite approval before they are able to final-
ize these corporate actions. 

Limited Liability Company Act
Effective January 15, 2015, Governor Snyder 
also signed Senate Bill 929 into law as 2014 
PA 559, amending the Michigan Limited Lia-

bility Company Act27 to specifically autho-
rize limited liability companies to participate 
in mergers with and conversions to nonprofit 
corporations.28

Conclusion
In light of the numerous changes made to 
the Nonprofit Corporation Act and related 
legislation, nonprofit corporations and their 
counsel should now take the time to review 
their governing documents and operations to 
determine whether changes are necessary or 
simply beneficial. 
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Nonprofits are very important to the econom-
ic and social fabric in Michigan. According 
to the Economic Benefits of Michigan’s Non-
profit Sector report (May 2014), nonprofits in 
Michigan number more than 42,000, employ 
directly more than 438,000 people, pay their 
employees over $4.9 billion per quarter, hold 
assets of nearly $217 billion, receive more 
than $69 billion in revenue, and spend more 
than $80 billion each year.1

Clearly nonprofits play an important role 
in providing stability to allow communities 
to weather setbacks and then foster economic 
growth. The formation of the nonprofit can 
affect the success of the nonprofit in reaching 
its objectives. An attorney advising a poten-
tial nonprofit group plays an important role 
in the nonprofit’s success. 

To properly advise a client on the forma-
tion of a non-profit, one has to start with a 
thorough understanding of the intentions 
of the client regarding the mission, goals, fi-
nancial plans, and administration of the non-
profit. One must understand the Federal IRS 
tax forms of nonprofits and also state legisla-
tion affecting nonprofits. Not all IRS 501(c)s 
are created equal. Most clients are familiar 
with the concept of a 501(c)(3) charitable non-
profit but are not aware of the other forms 
of 501(c)s. There are twenty-nine variations 
of 501(c)s, plus six 501s(d,e,f,k,n,q), a 521(a), 
and also 527 nonprofit organizations.

Sorting out the 501(c)s:
501(c)s can be divided into two main branch-
es: Noncharitable Organizations and Charita-
ble Organizations. Charitable Organizations 
in turn fall into either the Public Charity cate-
gory or the Private Foundation category. For 
purposes of this article, the discussion will 
focus on the attributes of 501(c)(3-6) and 527 
nonprofits. Charitable and religious organi-
zations are covered by 501(c)(3)s; social wel-
fare organizations fall into 501(c)(4), labor, 
agricultural, and horticultural organizations 

are in the 501(c)(5) category, business leagues 
are covered by 501(c)(6), and political organi-
zations are formed as 527 entities.3

The majority of nonprofit organizations 
in Michigan are formed as 501(c)(3)s. An or-
ganization may qualify for this status under 
the IRS code if it is organized and operated 
exclusively for one or more of the follow-
ing purposes: religious, charitable, scientific, 
testing for public safety, literary, educational, 
fostering national or international amateur 
sports competition (with some exceptions), 
or the prevention of cruelty to children or 
animals. To qualify, the organization must 
be a corporation, community chest, fund, ar-
ticles of association, or foundation. A trust is 
a fund or foundation and will qualify.4 Char-
itable contributions to a 501(c)(3) are tax-
deductible. Contributions or fees given to a 
501(c)(3) may also be deducted as a business 
expense. For a 501(c)(3), substantially related 
income and, in limited situations, investment 
income are exempt from federal income tax.5

Nonprofit 501(c)(3) organizations are 
prohibited from directly or indirectly 
participating in, or intervening in, any 
political campaign on behalf (or in opposition 
to) any candidate for elective public office. 
Violating this prohibition may result in denial 
or revocation of tax-exempt status and the 
imposition of certain excise taxes. However, 
501(c)(3) organizations may initiate and 
promote non-partisan educational activities 
such as voter registration, voter education 
guides, and presenting public forums, 
provided there is no evidence of bias that 
(a) would favor one candidate over another; 
(b) oppose a candidate in some manner; or 
(c) have the effect of favoring a candidate 
or group of candidates.6 In general, a 501(c)
(3) organization may not engage in activities 
attempting to influence legislation if this 
forms a substantial part of its activities. An 
organization will be regarded as attempting 
to influence legislation if it contacts, or urges 
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Number of Tax-Exempt Organizations, Nonexempt Charitable Trusts, 
and Nonexempt Split-Interest Trusts, Fiscal-Year 2014.2 

Type Number % of Total 
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[1] Includes private foundations. Not all organizations described in section 501(c)(3) must apply for recognition of tax-exempt status, 
including churches, interchurch organizations of local units of a church, integrated auxiliaries of a church, conventions or associations of 
churches, and organizations (other than private foundations as described in section 509(a)) that have normal gross receipts in each taxable 
year of not more than $5,000. In addition, organizations may be recognized as tax exempt under section 501(c)(3) without filing an 
application if they are included in a group exemption letter given to an affiliated parent organization. 

[2] Includes teachers’ retirement funds (section 501(c)(11)); corporations to finance crop operations (section 501(c)(16)); employee-funded
pension trusts (section 501(c)(18)); black lung trusts (section 501(c)(21)); veterans’ associations founded prior to 1880 (section 501(c)(23)); 
trusts described in section 4049 of the Employee Retirement Income Security Act of 1974 (ERISA) (section 501(c)(24)); State-sponsored high-
risk health insurance organizations (section 501(c)(26)); State-sponsored workers’ compensation reinsurance organizations (section
501(c)(27)); the National Railroad Retirement Investment Trust (section 501(c)(28)); and qualified health insurance issuers (section 501(c)(29)). 
Tax-exempt status for legal services organizations (section 501(c)(20)) was revoked effective June 20, 1992. 
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the public to contact, members or employees 
of a legislative body for the purpose 
of proposing, supporting, or opposing 
legislation, or if the organization advocates 
for the adoption or rejection of legislation. 
Organizations may conduct educational 
meetings, prepare and distribute educational 
materials, or otherwise consider public policy 
issues in an educational manner.7

A 501(c)(4) nonprofit is reserved for civic 
leagues and social welfare organizations. If 
the organization is not organized for profit 
and will be operated primarily to promote 
social welfare to benefit the community then 
forming a 501(c)(4) organization is an op-
tion.8 Members of a labor, agricultural, or 
horticultural organization may apply to be 
recognized as a 501(c)(5) organization.9 As-
sociations formed as a nonprofit business 
league, a chamber of commerce, a real estate 
board, or board of trade may apply to be rec-
ognized as a 501(c)(6) tax exempt organiza-
tion.10

Charitable contributions to a 501(c)(4,5, 
or 6) organization are not tax-deductible, but 
contributions or fees given to a 501(c)(4,5,or 
6) may be deducted as a business expense.11

For 501(c)(4,5, or 6) organizations, substan-
tially related income and investment income 
are exempt from federal income tax. Un-
like the 501(c)(3), organizations formed as a 
501(c)(4,5, or 6) organizational entity may en-

gage in legislative advocacy and public ad-
vocacy and to a limited extent in political 
election advocacy.12

Another form of a federally recognized 
nonprofit entity is a 527 political organiza-
tion. According to the IRS, a political orga-
nization is a party, committee, association, 
fund, or other organization (whether or not 
incorporated) organized and operated for 
the purpose of directly or indirectly accept-
ing contributions or making expenditures, or 
both, for a recognized exempt function under 
the IRS Code.13 Exempt functions of political 
organizations include influencing or attempt-
ing to influence the selection, nomination, 
election, or appointment of an individual to 
a federal, state, or local public office or office 
in a political organization. This includes the 
election of presidential or vice-presidential 
electors. Activities that directly or indirectly 
relate to or support exempt functions are rec-
ognized as exempt.14

The following chart is a quick summary 
of the activities allowed for 501(c)s and 527 
organizations discussed above:

501(c)(3) 501(c)(4) 501(c)(5) 501(c)(6) 527 

Receive tax-deductible 
charitable contributions 

YES NO NO NO NO 

Receive contributions or 
fees deductible as a 
business expense YES YES YES  YES  NO

Substantially related 
income exempt from 
federal income tax YES YES YES  YES  YES

Investment income 
exempt from federal 
income tax Limited YES YES  YES  NO

Engage in legislative 
advocacy 

Limited YES YES  YES  Limited

Engage in candidate 
election advocacy 

NO Limited Limited Limited YES

Engage in public 
advocacy not related to 
legislation or election of 
candidates 

YES YES YES  YES  YES
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State Law Concerns
Obtaining the status of a nonprofit orga-
nization under the federal tax code does 
not automatically mean the organization 
is tax-exempt under state law. Litigation in 
Michigan courts involving nonprofit orga-
nizations has arisen over disputes with local 
taxing authorities. The cases have dealt with 
the interpretation of the General Property 
Tax Act (GPTA)16 and its application of the 
exemption given for charitable institutions.17

The leading case on this issue is Wexford
Med Group v City of Cadillac.18 There was no 
dispute that Wexford Medical Group was a 
nonprofit 501(c)(3) organization. However, 
under the GPTA, the organization needed to 
be a “charitable institution” to qualify for ad 
valorem tax exemption. The Supreme Court 
of Michigan was faced with a lack of statuto-
ry definition of what constituted a charitable 
institution. After reviewing prior Michigan 
decisions, the court retained the definition of 
charitable institution it had set forth in Retire-
ment Homes of the Detroit Annual Conference 
of the United Methodist Church, Inc, v Sylvan 
Township,19 namely:

[Charity]…[is] a gift, to be applied 
consistently with existing laws, for 
the benefit of an indefinite number of 
persons, either by bringing their minds 
or hearts under the influence of edu-
cation or religion, by relieving their 
bodies from disease, suffering or con-
straint, by assisting them to establish 
themselves for life, or by erecting or 
maintaining public buildings or works 
or otherwise lessoning the burdens of 
government.

Based on the above definition, the court then 
set out six factors to be used when determin-
ing whether an organization is a “charitable 
institution” under MCL 211.7o:
1. It must be a nonprofit institution. 
2. It must be organized chiefly, if not 

solely, for charity.
3. It does not offer its charity on a dis-

criminatory basis by choosing who, 
among the group it purports to 
serve, deserves the services. Rather 
it serves any person who needs the 
particular type of charity being of-
fered.

4. It brings people’s minds or hearts un-
der the influence of education or re-
ligion; relieves people’s bodies from 
disease, suffering, or constraint; as-
sists people to establish themselves 

for life; erects or maintains public 
buildings or works, or otherwise les-
sons the burden of government.

5. It may charge for its services as long 
as the charges are not more than 
what is needed for successful main-
tenance.

6. It need not meet any monetary 
threshold of charity to merit the 
charitable institution exemption; 
rather, if the overall nature of the in-
stitution is charitable, it is a “chari-
table institution” regardless of how 
much money it devotes to charitable 
activities in a particular year.20

McLaren Reg’l Med Ctr v City of Owosso21

was a companion case with Wexford and 
upon entering the decision in Wexford, the 
case was remanded for reconsideration to 
the Michigan Court of Appeals. The appeals 
court had to consider whether McLaren 
Medical Management (MMM) met the three 
basic elements to qualify for tax exemption 
under MCL 211.7o:
1. The real estate must be owned and 

occupied by the exemption claimant; 
2. The exemption claimant must be a       

nonprofit charitable institution; and
3. The exemption exists only when the

buildings and other property thereon 
are occupied by the claimant solely 
for the purposes for which it was in-
corporated.

After applying the six factor test from 
Wexford, the court held that both MMM and 
McLaren Regional Medical Center (MRMC) 
qualified as charitable institutions and met 
the second criteria listed above. The prop-
erty in question was purchased by MRMC 
and, although there was a memorandum of 
understanding purporting to transfer owner-
ship to MMM, no transfer took place. How-
ever, the exemption in MCL 211.7o applies 
if both the owner and the lessee are both 
charitable institutions. Although MMM did 
not own the disputed property, it still quali-
fied for tax exemption under MCL 211.7o(3). 
There was no dispute as to the occupancy of 
the buildings under the third criteria above, 
and the tax exemption was granted.

Subsequent to the Wexford and McLar-
en opinions, there have been several other 
cases involving taxation issues. The follow-
ing three cases are unpublished opinions, 
but the nature of the arguments in the cases 
are germane to the issues presented in de-
termining nonprofit charitable institution 
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tax exemptions. In Mercy Servs for the Aging 
v City of Rochester Hills,22 the trial court held 
that the annual service fees charged to Mercy 
Services in lieu of a tax were illegal. Mercy 
had been paying the illegal fees since the 
late 1980s. Mercy sought reimbursement for 
fees paid between 2002 and 2007 based on an 
unjust enrichment claim (the statute of limi-
tations for unjust enrichment claims is six 
years).23 The court found in favor of Mercy 
and remanded and ordered the trial court to 
award the disputed fees plus costs. 

In Camp Retreats Found, Inc v Township of 
Marathon,24 the issue was whether Camp Re-
treats was a recreational facility or a chari-
table institution. Camp Retreats, a 501(c)
(2) nonprofit is a wholly-owned subsidiary 
of Tawheed Institute, a 501(c)(3) nonprofit. 
Camp Retreats purchased the property in 
question with funds supplied by the Ta-
wheed Institute. The Michigan Court of Ap-
peals reviewed the requirement under MCL 
211.7o that the property must be owned and 
occupied by the exemption claimant and not-
ed that the presence of a full-time caretaker 
on the property “minimally” satisfied the oc-
cupancy requirement. The Tax Tribunal had 
ruled that the nature of Camp Retreats was 
“recreational” rather than charitable. Part 
of the Tax Tribunal’s argument was that the 
property was not made open to the public. 
However, Camp Retreats programs were 
open to anyone who chose to attend, and, 
at times, the facilities were rented to other 
outside groups. The court held that the Tax 
Tribunal misinterpreted the law by requiring 
that in order to qualify for the tax exemp-
tion as a charity, the property had to remain 
open to the public including trespassers. The 
case was reversed and remanded in favor of 
Camp Retreats. 

The primary focus in Telluride Ass’n, Inc, 
v City of Ann Arbor25 was the third Wexford 
factor—the nonprofit charitable institution 
“does not offer its charity on a discriminatory 
basis by choosing who, among the group it 
purports to serve, deserves the services.” Tel-
luride is a nonprofit corporation organized 
under New York law with a branch operat-
ing on the University of Michigan campus. 
The Michigan branch of Telluride (MBTA) 
operates a self-governing scholarship house 
in Ann Arbor. Scholarship recipients are giv-
en free room and board in the house for up 
to five years. The MBTA is a project-driven 
organization and places a special emphasis 
on public service. The process for being a 

scholarship recipient is through a highly se-
lective application process. The court noted 
that although Telluride does not discrimi-
nate on the basis of any protected class, it 
does discriminate by choosing who, among 
the groups it purports to serve, will receive 
its charity. The case was affirmed in favor of 
the City of Ann Arbor.

Conclusion
In summary, when representing a nonprofit 
entity, it is important to be aware of the vari-
ous forms of federal nonprofit organizations, 
the requirements for income exemption, and 
at the state level, the requirements for tax 
exemption for personal and real property. 
Although, the reading of IRS Publication 557 
is not the most thrilling of things to do, it is 
highly advisable that one do so if one repre-
sents nonprofit organizations. In addition, a 
wealth of information pertinent to nonprof-
its in Michigan can be found at the Michigan 
Nonprofit Association’s website: www.mna-
online.org.
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Scene from the annual board meeting of a 
nonprofit:

CEO: Next on the agenda is our vice 
president who is in charge of human 
resources, purchasing, and informa-
tion technology.

Director 1: Before you get to your 
report, can I ask a question?

VP: Of course.

Director 1: I keep hearing all of this 
stuff about Internet attacks. Are we 
secure?

Director 2: Yeah, I just got a letter 
saying that my personal and financial 
information is now for sale in Russia or 
something.

Director 1: Do we have anything to 
worry about?

VP: You don’t have to worry about 
anything. We are in a great position 
and are well protected.

This scenario is not farfetched. Most non-
profits have directors who are volunteers or 
are affiliated with the cause promoted by 
their organization. These organizations do 
not have large budgets for staffing, secu-
rity consultants, or other protections. In the 
above scenario, are the directors protected in 
their role as directors? Not really.

D&O Responsibilities
Everyone understands that the directors and 
officers of an organization have the responsi-
bility of oversight. Operation of the organi-
zation should always be consistent with the 
charter, bylaws, or other foundational docu-
ments. Directors also have the obligation to 
assess, reduce, or mitigate risks to the orga-
nization. On the employment side, employee 
manuals, confidentiality agreements, and 

other tools are used to ensure that the risks 
related to employment are addressed. Finan-
cial controls are in place to protect against 
improper spending, embezzlement, or mis-
use of funds. What about information tech-
nology and data security?

It is not atypical from the director’s stand-
point that information technology is only ad-
dressed as a line item in the organization’s 
budget. The amount is always bigger than 
anyone in the organization would like, even 
though it is probably substantially less than 
that proposed by the manager in charge. 
Oversight often occurs by a person wearing 
many hats. Faced with limited resources, 
managers usually focus on operational sta-
bility first because that is needed for comple-
tion of the work. Information governance 
and cybersecurity have been taking a back 
seat, but the issues are now coming to a head. 

Compliance, in general, and information 
security in particular, are not responsibili-
ties that can be delegated (or relegated) to 
the IT department. Senior management and 
directors are responsible for assessing and 
overseeing what is being done and to ensure 
compliance and security. Information secu-
rity is becoming one of the highest risk areas 
in any organization, and directors should not 
be lulled into a false sense of security because 
they either consider the organization below 
the radar of the bad guys, or they have been 
given general assurances that everything is 
fine.

Any organization that believes it to be 
completely secure resides in the state of de-
lusion. Every organization, network, and 
computer provides an opportunity for direct 
or automated attacks from anywhere in the 
world. A firewall and anti-virus software are 
crucial elements but alone are insufficient 
to protect the organization. Below are some 
suggestions and tips.

Physical Security
Not all compromises of information come 
through the Internet. The physical security 
of the organization is an important place 
to start. Are doors locked? Are computers 

Director’s and Officer’s 
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secured? Do people with access to sensitive 
information leave their computers logged in 
and turned on at night? Consider those who 
work remotely. Do they have access to sensi-
tive information and take it out of the office? 
Are processes in place to address the physi-
cal security of these assets that are external to 
your organization? 

Information Governance
This phrase gets used a lot, but the concept 
can be very easy to understand. Where is 
information in your organization stored? 
Who has access to this information? For sen-
sitive information (donors, recipients, finan-
cial records, etc.), is access limited to those 
that have a need to know? 

Once that is addressed, you should con-
sider how the data is stored. Is the most sensi-
tive information encrypted on your servers? 
If you are using cloud providers, how is se-
curity within that organization maintained? 
Has your organization even addressed secu-
rity of the cloud provider?

Basic Security Practices
While network and anti-virus software 
applications cannot be the answer to your 
concerns alone, they are critical elements. 
One important issue is what is known as 
“patch management.” These are those regu-
lar (sometimes annoying) updates to your 
software systems. They often contain critical 
security fixes needed to protect your envi-
ronment, and failure to install these fixes can 
put your organization at risk. “Known secu-
rity issues” means the issues are very well 
known and not just by those working for 
the software vendor. Security issues are well 
known throughout the hacker community 
and by those who develop that software to 
penetrate your network.

Do not neglect the risks that exist from 
insider threats. These can be the curious em-
ployee who has to click on a tempting link 
in a phishing e-mail or the employee who 
ignores policies and leaves your systems vul-
nerable. The more dangerous threat may be 
from insiders who purposely seek to hurt the 
organization. Your internal security and in-
formation governance practices may be your 
first and perhaps only line of defense.

If the directors of your organization work 
in industry or large organizations, they are 
already familiar with protocols and policies 
that seek to limit or discourage employees 
from clicking on links or opening documents 
from unknown persons. This is how mal-

ware gets into the larger organizations, and 
it is no different within the nonprofit. Train-
ing of personnel is critical irrespective of the 
size of the organization.

Cyber-Risk Program
Once the directors and officers understand 
that a strong cyber-risk program is necessary 
to protect the organization and its assets, it 
must become a normal part of doing business 
for any size of organization. It is also impor-
tant to remember that the directors and offi-
cers cannot outsource compliance and their 
fiduciary responsibility. Third parties can be 
contracted to provide services, but it is ulti-
mately the responsibility of the directors and 
officers to ensure that risk management prac-
tices are in place.

As part of that strategy, there must be a 
layering of protections, starting with physi-
cal and logical security, information gover-
nance, firewalls and anti-virus protection, 
patch management, and ultimately proactive 
reviews of the organization’s effectiveness. 
The secondary piece is an incident response 
plan that can be implemented if there is a 
compromise of information. Who has re-
sponsibility for what? Who needs to be no-
tified? How do you assess the problem and 
minimize damage after the fact?

Assessment
Even assuming that you have good security 
practices and tools in place, understanding 
whether your controls and protections will 
actually discourage attacks is an important 
element, especially for larger organizations. 
Remember we are saying “discourage” 
because you cannot prevent attacks, and 
there is no such thing as a completely secure 
environment.

A great example of the problems faced 
by organizations was brought to our atten-
tion by Thomas J. DeMayo, who is a direc-
tor of the IT Audit and Consulting practice at 
O’Connor Davies, LLP. DeMayo recounted a 
situation in which his firm performed a cy-
bersecurity review of a billion dollar founda-
tion. They found that the foundation lacked 
numerous basic security controls. Within 
minutes the assessment team was able to 
take over the phone system and had full ac-
cess to the surveillance system in the home of 
the chairman of the board of directors. He re-
ports that this was the result of poor network 
design and the failure to change default ven-
dor passwords. 
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Similar problems can exist when organi-
zations use websites or cloud providers. If an 
organization allows access to its sensitive in-
formation (think donors, grant management, 
orpersonnel), security at all levels is impor-
tant. Inquiry into these issues and oversight 
are all responsibilities of the officers and di-
rectors of the organization.

Conclusion
Every organization needs to understand the 
risks of weak cybersecurity practices. While 
attacks certainly occur more often at larger 
organizations or entities (statistics often track 
attacks in the millions per month), every 
organization has vulnerability, and the direc-
tors and officers have the responsibility to 
assess and minimize risks.
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In virtually all arenas of the social sector, one 
can see the gap between the need for funding 
and the philanthropic resources available. 
The buzzwords of “social enterprise” and 
“impact investing” and the relatively recent 
surge in popularity of the sector they rep-
resent are seen by many as a way to bridge 
the gap between the billions of philanthropic 
dollars available worldwide and the trillions 
of dollars of social need by using a portion 
of the trillions of dollars of investable assets 
to make investments intentionally aimed at 
creating social impact as well as a financial 
return.1

This article will introduce the topic of so-
cial enterprise and discuss the various choic-
es to be made in structuring social enterprise 
activities in public charities. Attorneys are 
often the ones who get the call from a client 
who has heard about a new “hybrid” busi-
ness entity type or who wants to know how 
to structure a business that contains aspects 
of aiming to make a profit together with an 
intent to create social good, and the attor-
neys’ unique role on the front lines of this 
communication calls them to be appropri-
ately knowledgeable about this arena.

The field has not agreed upon one defi-
nition of social enterprise. In fact, Salesforce.
com, named Forbes’ Most Innovative Com-
pany of 2011, began using the term “social 
enterprise” to describe “how social and 
mobile cloud technologies are empowering 
companies to connect with customers, part-
ners, and employees in entirely new ways,” 
standing in contrast to the well-developed 
notion of social enterprise as a form of doing 
business that pursues a social mission at the 
same time as financial gain.2

In the United Kingdom, it is well accepted 
that, “a social enterprise may not make dis-
tributions of profits to individuals but rather 
all assets must be maintained in community 
trust for the benefit of the community.” In 
Canada, it is widely accepted that a social en-
terprise is “owned at least in part by a non-
profit organization.”3 A thread that is com-
mon to the most popular definitions used in 
the United States, not surprisingly, tends to 

be more capitalistic. According to Social En-
terprise Alliance (“SEA”), a national charity 
whose mission is to aid the field of social en-
terprise to reach its full potential as a force for 
positive social change in service to the com-
mon good, “Social enterprises are business-
es whose primary purpose is the common 
good. They use the methods and disciplines 
of business and the power of the marketplace 
to advance their social, environmental and 
human justice agendas.” This definition goes 
on to define three characteristics that distin-
guish a social enterprise from other types of 
businesses:
•	 A social enterprise directly addresses 

an intractable social need and serves 
the common good, either through its 
products and services or through the 
number of disadvantaged people it 
employs;

•	 The commercial activity of a social 
enterprise is a strong revenue driver, 
whether a significant earned income 
stream within a nonprofit’s mixed 
revenue portfolio, or a for-profit en-
terprise; and 

•	 The common good is the primary 
purpose of a social enterprise, liter-
ally “baked into” the organization’s 
DNA, and trumping all others.4

The authors note that some commenta-
tors in the U.S. further distinguish types of 
social enterprises to include those in which 
financial gain may trump social mission, al-
though social mission must be integral to the 
business concept, not just an unintended by-
product.5

Attorney Marc J. Lane, in his book Social
Enterprise: Empowering Mission-Driven Entre-
preneurs, summed it up well: “Without re-
gard to the way in which a social enterprise 
is defined…one common thread that runs 
through all the definitions presented—a sig-
nificant commitment to better the lives of 
others…’social enterprise’ will refer to any 
business model that, to a significant degree, 
has a mission-driven motive.”6

The following are examples of enterprises 
that define themselves as social enterprises. 

Social Enterprise Structures in Tax-
Exempt Public Charities
By Jennifer Miller Oertel and Daniel Soleimani
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First, a janitorial cleaning company operated 
by a public charity agency serving those with 
developmental disabilities that trains and 
employs its clients to work as janitors. While 
the service itself is not aimed at solving a 
social issue (any more than that of a purely 
commercial janitorial company), the business 
practice of training and employing people 
with barriers to employment does serve such 
a purpose. Another example is a medical de-
vice company aimed at creating affordable 
technologies in the developing world, given 
that according to some estimates, only 10 
percent of all medical research is devoted to 
conditions that account for 90 percent of the 
global disease burdens (given the much less 
lucrative nature of such activities).7

There is some debate about whether 
any commercial activity run by a charity is 
deemed a social enterprise. While the profits 
go back to support the mission of the non-
profit (or “for-impact”)8 organization, this 
type of activity does not necessarily fit within 
some experts’ definition of social enterprise 
unless the very core of the business is aimed 
at solving a social or environmental ill. In its 
early days, the social enterprise movement 
was identified mainly with charities that 
used business models and earned income 
strategies to create sustainable revenues in 
order to support their charitable mission. 
Today, it is widely accepted in the United 
States9 that social enterprise also encompass-
es for-profits whose driving purpose is to 
create social and/or environmental impact. 
The social mission of social enterprises is a 
primary and fundamental driver, while or-
ganizational form, whether for-profit or for-
impact, as will be discussed later in this ar-
ticle, is a strategic question of what will best 
advance that mission. 

Despite the definition to which one as-
cribes, social enterprise is emerging as the 
“missing middle” sector between the tra-
ditional worlds of government, nonprofits, 
and business. According to Michael Tidwell, 
Dean of the College of Business at Eastern 
Michigan University and founder of the uni-
versity’s Center for Advancing Social Enter-
prise, “The nation’s ‘social sector’ has expe-
rienced explosive growth since the 1990’s. 
With over $3 trillion in assets and $1 trillion 
in revenue, social enterprises play an im-
portant economic development role because 
they account for almost 10% of the nation’s 
wages and salaries.” Readers may have heard 
of social enterprise and its corollary, “ im-

pact investing” in relation to activities such 
as pay-for-success (”PFS”) models, social 
impact bonds (“SIBs”), program related in-
vestments (“PRIs”), and the myriad of social 
enterprise business plan contests. According 
to SEA, “As social needs continue to spike in 
light of shrinking government budgets, em-
ployment rolls, and social safety nets, social 
enterprise is emerging as a self-sustaining, 
market-based, business-like and highly effec-
tive method of meeting social needs.”10

However, there are notable critics of the 
field. Phil Buchanan, President of the Center 
for Effective Philanthropy, is one such out-
spoken detractor. In his posting for Harvard
Business Review, “What Capitalism Can’t 
Fix,” he stated, “My view is that pretending 
companies and markets hold all the answers 
actually puts at risk our ability to deal with 
our most pressing societal problems—and 
to help our most vulnerable citizens.”11 Mr. 
Buchanan’s concern relates to the dispar-
agement of the nonprofit sector that has 
sometimes been correlated with touting the 
benefits of social enterprise and goes on to 
cite research indicating a decline in quality 
when non-profit hospitals converted to for-
profit structures.12 Another anonymous de-
tractor has stated, “You can’t cure the social 
ills caused by capitalism by throwing more 
capitalism at those ills.” Some of these de-
tractors are concerned that proponents of 
social enterprise and impact investing want 
to do away with the philanthropic sector al-
together, yet the overwhelming sentiment of 
those in the field is that social enterprise and 
impact investing are just one more tool—
together with philanthropic grants, chari-
table agencies, and government support—to 
bridge the widening gap between available 
resources and the tremendous amount of so-
cial and environmental need that exists. 

There are also those, skeptical of the busi-
ness community, who fear that commercial 
activities will take a charity’s focus off mis-
sion, despite arguments that charities may 
better execute their missions with the addi-
tional funds produced (and which may be se-
cured more easily than traditional fundrais-
ing methods). According to Susan Gordon, 
Managing Director of Advisory Services of 
Mission Throttle, a Michigan-based advi-
sory practice founded by Phillip Wm. Fisher 
that empowers organizations that provide 
key social or environmental services or so-
lutions with the necessary business acumen 
to achieve financial stability and, therefore, 

There is some 
debate about 
whether any 
commercial
activity run 
by a charity 

is deemed 
a social 

enterprise.



deliver greater community impact, “Gov-
ernment funding and philanthropic dona-
tions are critical, but unsustainable methods 
to fund the services provided by non-profit 
organizations. Impact investing provides the 
option to accelerate positive change by tap-
ping into a much larger pool of capital cur-
rently invested in conventional portfolios. 
Devoting just a fraction of those investable 
assets to social enterprise has the potential to 
make a marked difference in our community 
and to propel social change.” 

No matter what one’s definition of social 
enterprise, nor one’s opinion as to whether 
it is positive or negative, there is growing 
consumer sentiment to support businesses 
that aim to have a positive impact on societal 
ills or the environment.13 Edelman looked at 
how consumers around the world interact 
with brands that promote a social purpose 
and found that in 2012 consumers consider-
ably redoubled their focus on buying from 
societally engaged brands. “Between 2008 
and 2010, approximately 42% of Internet us-
ers said that when quality and price were 
the same, brands that had a social purpose 
were more likely to trigger a purchase. In 
2012, that figure bumped up 11 percent-
age points to 53%.”14 Additionally, a recent 
poll conducted by Good.Must.grow of 1,015 
Americans, showed that “nearly 30% of con-
sumers said they plan to increase the amount 
of goods and/or services they buy from 
socially responsible companies in the com-
ing year. This is up from 18% who reported 
buying more from such companies in 2012 
compared to 2011.”15 It is apparent that this 
trend will remain on an upswing as Millen-
nial consumers—the generation expected to 
inherit as much as $41 trillion from the Baby 
Boomers16—are looking to support brands 
that make them feel like part of a solution 
rather than part of a problem.17

Because the overwhelming amount of so-
cial enterprise activities to-date are affiliated, 
at least in part, with charities, the remainder 
of this article will address the issues to con-
sider when structuring commercial activities 
in public charities.

Among the non-legal issues to consider 
when charities are discussing whether to 
pursue commercial activities are the chari-
ty’s brand and how the commercial activities 
will be viewed by the charity’s clients and 
funders. Do the commercial activities align 
(or at least, not clash) with the charity’s mis-

sion? Can the charity get its board of direc-
tors to back the idea? 

Further, in the charitable sector, there 
is somewhat of a mistrust of commercial 
activities. Some deem them “beneath” the 
lofty goals of charity. Commercial competi-
tors complain that charities are not on a level 
playing field because they do not pay taxes—
a common misconception since, as will be ex-
plored shortly, charities do pay taxes on their 
commercial activities. Other competitors 
may worry, and perhaps rightly so, that con-
sumers would prefer to purchase products 
and services from a business that will utilize 
at least a portion of its profits to create posi-
tive social or environmental change.

Another consideration is with whom the 
commercial activities may be competitive. 
Certainly a charity would want to think long 
and hard before conducting commercial ac-
tivities that would be competitive with the 
business of a major funder or supporter of 
the charity. 

Headline risk is another concern. If repu-
tation is everything, then charities must con-
sider the headline risks associated with their 
commercial activities—if they fail to comply 
with a deadline, if they are somehow neg-
ligent and damages are caused to vendors 
or consumers. What if the products or ser-
vices wind up being used for, or identified 
with, a purpose that the public would deem 
unworthy of a charity? In all cases, the first 
and foremost concern must be with protect-
ing the charity, its mission, client population 
served, brand, and donor base. 

Charities should also assure that they 
have execution of their charitable mission, 
operations, and internal controls down pat 
before venturing into the social enterprise 
territory. Henry Ford said, “Failure is sim-
ply the opportunity to begin again, this time 
more intelligently,” but that is rarely much 
balm to the ego of those who have tried and 
failed—or to their board members or major 
donors in the rather risk averse philanthropic 
sector. Commercial activities require a dif-
ferent mindset and skillset than traditional 
charitable activities, with attendant legal ex-
posure, risks, and capacity needs. 

The two main legal issues to consider 
when assessing the optimal structure for 
commercial activities of charities are the 
desirability of isolating the charity from the 
legal risk involved in the activities and tax 
matters.
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Setting aside tax aspects for the moment, 
one must consider whether the commercial 
activities are something that could be fully 
covered by insurance or whether they are 
risky enough that the charity should be iso-
lated from the potential liability—not only 
from tort and employment risks but also 
from creditors. 

Tax considerations are critical to structur-
ing commercial activities in charities. Public 
charities must be organized and operated 
exclusively for the exempt purposes set forth 
in IRC 501(c)(3). These exempt purposes are 
charitable, religious, educational, scientific, 
literary, testing for public safety, fostering 
national or international amateur sports 
competition, and preventing cruelty to chil-
dren or animals.18 The term “charitable” is 
used in its generally accepted legal sense and 
includes relief of the poor, the distressed, or 
the underprivileged; advancement of reli-
gion; advancement of education or science; 
erecting or maintaining public buildings, 
monuments, or works; lessening the burdens 
of government; lessening neighborhood ten-
sions; eliminating prejudice and discrimi-
nation; defending human and civil rights 
secured by law; and combating community 
deterioration and juvenile delinquency.19

“Exclusively” has been interpreted to 
mean “primarily.”20 Therefore, while an in-
substantial amount of commercial activities 
of a charity will not risk the charity’s tax-ex-
empt status, too much will cause the charity 
to fail the test of being organized substan-
tially for exempt purposes. While the IRS 
does not give us a bright line test by which to 
gauge whether such activities are more than 
insubstantial, common opinion is that rev-
enues from a charity’s commercial activities 
(those that generate UBTI, defined below) 
should not exceed 25 percent of their total 
gross revenues. 

Activity that is carried on and is not re-
lated to the charity’s purposes may produce 
unrelated business taxable income (“UBTI”). 
For an activity to generate UBTI, it must meet 
all of the following: 
1. The income is from a trade or 

business. This means that it is carried 
on for the production of income from 
the sale of goods or the performance 
of services;

2. The trade or business is regularly 
carried on. This depends upon the 
frequency, continuity, and manner 
in which the activity is carried on, 

comparable to commercial activities; 
and

3. The trade or business is not 
substantially related to furthering 
the exempt purposes of the 
organization.

Therefore, while the provision of foster 
care services generates income in satisfaction 
of parts 1 and 2 of the test, it is substantially 
related to the charity’s mission, fails part 3 of 
the test, and does not, in and of itself, gen-
erate UBTI. The IRS’ most basic illustration 
of the difference between UBTI-generating 
activities and activities related to charitable 
purposes is that of a farmer growing crops to 
support those in need. In the first example, 
the farmer sells the crops at market and con-
tributes all of the profits to feeding those in 
need. This generates UBTI because the farm-
er competes with other commercial growers 
in selling the produce at market, even though 
the farmer’s use of the profits is for charitable 
purposes. The second example has the farm-
er giving all of the produce directly to those 
in need (or charities that feed those in need). 
Because the farmer is not conducting any 
commercial activity, the IRS views this activ-
ity as charitable, despite that the end result of 
both activities vis a vis serving those in need 
is roughly identical. 

UBTI is an extremely complicated subject, 
the details of which are beyond the scope of 
this article, and there are a myriad of excep-
tions to UBTI contained in the Internal Rev-
enue Code and its attendant regulations, as 
well as a number of surprising tax court deci-
sions and IRS administrative rulings on the 
subject. It is important to note that certain 
activities, such as management (even charter 
school management) and consulting activi-
ties (even consulting other nonprofits), are 
especially scrutinized by the IRS. Also, while 
it may seem at face value that any commer-
cial activity used for training people with 
barriers to employment must be charitable in 
nature, the IRS limits such programs only to 
what is necessary for training purposes—ac-
tivities beyond that generate UBTI. 

For purposes of this article, the reader 
should take away that the second consid-
eration in structuring revenue generating 
activities in charities (after assessing risk 
of liability exposure) is a determination of 
whether UBTI is generated, and that a spe-
cialist in tax-exempt law should be consulted 
with respect to that part of the analysis. 
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Charities have four main choices in en-
tity structure for their commercial activities: 
either conduct the activities as a program of 
the charity, or to form a nonprofit subsid-
iary, pass-through subsidiary, or corporate 
subsidiary. There are various hybrid entity 
choices that fit within each of the corporate 
entity forms. 

As previously noted, if the activities do 
not generate a significant amount of UBTI 
nor legal exposure, then they may be con-
ducted within the charity itself (if acceptable 
to the charity’s board of directors). The char-
ity will pay tax at the corporate rate on only 
those activities that are deemed by the IRS to 
generate UBTI. 

If liability exposure is a concern, then the 
charity may form a pass-through subsid-
iary, such as a limited liability company or 
a low-profit limited liability company (L3C) 
through which to conduct the activities. In 
a pass-through structure such as this, the 
activities of the LLC (or L3C) will be attrib-
uted to the charity. The IRS finally made the 
pronouncement of what many practitioners 
believed for years, in that a charitable con-
tribution to an LLC that is a wholly owned 
subsidiary of a charity is tax-deductible as 
a contribution directly to the charity.21 In 
this pass-through structure, if the amount 
of UBTI rises to a level of concern, then the 
charity may take advantage of the “check the 
box” rules under the Internal Revenue Code 
and choose to treat the LLC (or L3C) as a cor-
poration, thus isolating the charity from the 
UBTI generated. 

If desired, a nonprofit subsidiary may be 
formed through which to conduct the activi-
ties. This may be chosen if the activities vary 
significantly from the parent charity’s mis-
sion, or if the parent charity’s board is not 
comfortable conducting the activities within 
the parent, but the activities are not expect-
ed to generate more than an insubstantial 
amount of UBTI. To be tax-exempt, however, 
the entity must secure its own IRS Determi-
nation Letter of tax-exempt status by filing 
of a Form 1023 (or 1023EZ), Application for 
Tax Exemption. Simply forming a nonprofit 
organization at the state level will create a 
taxable nonprofit entity. One downside of 
structuring social enterprise activities within 
the charity or a nonprofit subsidiary is that 
one may not accept equity investments into a 
charity, although loans may be sought from 
impact investors, and the field is develop-
ing other investment types, such as royalty-

based financing, by which “investors” may 
receive a portion of the income or revenue 
stream created by their investment. In any 
case, however, the overall restrictions appli-
cable to charities must be kept in mind. 

For simplicity, and to avoid the chance 
that more than an insubstantial amount of 
UBTI is generated without someone within 
the charity being alerted to “check the box,” 
many charities create a wholly owned C-
corporation subsidiary. If the subsidiary is 
formed as a C-corporation (or a benefit cor-
poration, flexible purpose corporation, or 
one of the other rather new hybrid corporate 
entity forms designed to combine profit-mo-
tive with social enterprise), the activities of 
the corporate subsidiary are not imputed to 
the parent. The subsidiary conducts commer-
cial activities, pays taxes on the net income 
generated by those activities at the corpo-
rate rate, and then it may pay dividends to 
the charitable parent. While the dividends 
are not tax-deductible to the for-profit sub-
sidiary, they do not (in most cases) generate 
UBTI for the charitable parent. 

Some cautions to be aware of in this struc-
ture include the IRS’ rules on consolidating 
controlled subsidiaries.22 To avoid that the 
IRS treats the charity parent and its subsid-
iary as one entity, the following safeguards 
are recommended:
•	 Less than 50 percent of the subsid-

iary’s board should overlap with 
that of the nonprofit parent;

•	 Transactions between the subsidiary 
and the charity parent must be arm’s 
length (what would be typical be-
tween two unrelated parties); 

•	 The subsidiary should be managed 
by a person independent of the char-
ity parent; and 

•	 The subsidiary must have an inde-
pendent business purpose.

It is also useful to note that while in most 
cases rent, royalties, and interest paid to a 
charity do not generate UBTI (with some ex-
ceptions), those payments from a more than 
50 percent-owned subsidiary become UBTI 
to the charity parent. In many scenarios, 
however, these situations can be structured 
such that UBTI is minimized or avoided al-
together.

It is also important to consider the fact 
that rather detailed information about con-
trolled subsidiaries (including salaries paid 
to certain employees) must be disclosed on 
the charity parent’s publicly available Form 
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990 tax return. Thus, even though the con-
trolled subsidiary is a tax-paying entity, 
much more information is reported about it 
than is reported about for-profit businesses 
that are not controlled by charities—and that 
information is made publicly available due 
to the public disclosure requirements appli-
cable to public charities. 

In conclusion, more than ever, charities 
are exploring ways by which to generate rev-
enue streams that will go above and beyond 
charitable contributions in helping to ensure 
sustainability and greater achievement of 
mission. Whether one is a proponent or 
detractor of the notion of charities perform-
ing commercial activities, it cannot be disput-
ed that most charities are being asked to do 
more with less, and social enterprise is one 
way by which to attempt to close that gap. 
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A New Breed of Corporate Decision-
Making
By Francine Cullari

Introduction
Many states have adopted corporate social 
responsibility “constituency” and “benefit 
corporation” statutes. This article defines 
and describes constituency and benefit leg-
islation, which typically takes the form of 
amendments to a state’s corporation act and 
presents the proposed advantages and criti-
cisms of the adoption and enforcement of 
such laws.

Constituency Statutes

History
The first constituency law was passed in 
Pennsylvania in 1983. Since that time, 41 
states have adopted similar acts.1 The stat-
utes were passed in response to the takeover 
wave of the 1980s and to a Delaware case, 
Revlon v MacAndrews,2 which established 
what became known as the “Revlon duties.” 
In Revlon, which involved a hostile tender 
to Revlon by Pantry Pride, the Delaware 
Supreme Court held that Revlon’s direc-
tors had breached their fiduciary duty to the 
company’s shareholders. Revlon directors 
stopped the tender by adopting a “poison 
pill” that provided that the offer for their 
own shares would be in exchange for debt. 
When Pantry Pride increased its offer price, 
Revlon approached and negotiated a lever-
aged buyout by Forstmann Little. The deriv-
ative suit arose when the Revlon directors 
sold to Forstmann after Pantry Pride publicly 
announced it would top any bid.3

Although Delaware had a longstanding 
caselaw principle that directors could con-
sider the interests of other groups as long as 
“there are rationally related benefits accruing 
to the stockholders,” the court stated that the 
principle does not apply in a takeover situa-
tion. A company must sell to the highest bid-
der as “concern for nonstockholder interests 
is inappropriate” when a company is being 
sold, now referred to as the Revlon duties.4

Provisions
The thrust of the constituency laws that fol-
lowed Revlon is that corporate directors and 

officers are permitted to take into account 
any or all stakeholders of the corporation. In 
fulfilling fiduciary duties, the managers will 
not run afoul of the business judgment rule 
under a constituency statute. Both primary 
and secondary stakeholders may be consid-
ered when managers take corporate action.5

The states have some differing provisions 
regarding the definition of stakeholders, opt-
out clauses, permissive versus mandatory 
provisions, and other matters. No statute dic-
tates the importance of one stakeholder over 
another, although a few do prohibit any one 
stakeholder from being paramount in the 
consideration of managers. All the statutes 
include employees and customers as stake-
holders while some add suppliers, the com-
munity, and the state and federal economies. 
Most of the laws allow the corporation to 
consider the long-term interests of the com-
pany in addressing various stakeholder is-
sues. In a few states the statutes apply only in 
the context of a potential change in control.6

Benefit Corporation Statutes

History
The District of Columbia and 30 states have 
adopted benefit corporation (B-corp) legisla-
tion and another nine are considering enact-
ment.7 The impetus for benefit corporations 
was likely the lack of enthusiasm for constit-
uency statutes and the recent popularity of 
the for-profit social entrepreneur, a “person 
who uses business to solve social issues.”8

Over 200 for-profit businesses have convert-
ed to benefit corporations in recent years. In 
2012, one of the most notable was clothing 
manufacturer Patagonia, the first to convert 
under California law.9

Legislation was proposed in 2011 (SB 359, 
360, HB 4615, and 4616) and 2013 (HB 4526, 
4527) in Michigan, but it did not progress to 
enactment. The Michigan proposals would 
have amended 1972 PA 284, the Business 
Corporation Act10 by adding chapter 9A. The 
bills contain virtually all of the provisions of 
the model legislation.



Provisions
Benefit corporation statutes vary somewhat 
from state-to-state depending on each state’s 
business entity statutory scheme, legislative 
concerns, attorneys, the business communi-
ty, and stakeholders. The basic provisions for 
each state are consistent across jurisdictions. 
A benefit corporation is legally required to:
•	 have a corporate purpose to create a 

material positive impact on society 
and the environment,

•	 redefine fiduciary duty to require 
consideration of the interests of 
workers, the community, and the 
environment, and 

•	 publicly report annually on its over-
all social and environmental perfor-
mance using a comprehensive, cred-
ible, independent, and transparent 
third-party standard.11

Model legislation from the Benefit Corp 
Information Center makes it clear that benefit 
corporation statutory language adds to exist-
ing corporate laws, and both statutes apply 
simultaneously to traditional corporations 
which opt to become benefit corporations. 
The more specific benefit language governs 
over the traditional language in the event of 
a conflict.12

The model provides a mandatory public 
purpose of “creating general public benefit.” 
In addition, the law allows specific purposes 
such as:
•	 provide low-income or underserved 

individuals or communities with 
beneficial products or services,

•	 promote economic opportunity for 
individuals or communities beyond 
the creation of jobs in the ordinary 
course of business,

•	 preserve the environment,
•	 improve human health,
•	 promote the arts, sciences, or ad-

vancement of knowledge,
•	 increase the flow of capital to entities 

with a public benefit purpose,
•	 accomplish any other particular ben-

efit for society or the environment.13

To exercise an election to become a ben-
efit corporation, or to revert to non-benefit 
status, a corporation must have a provision 
to that effect into its articles of incorpora-
tion14 were adopted by the “minimum status 
vote.” The minimum status vote requires a 
two-thirds (2/3) vote of shareholders of ev-
ery class or series regardless of a limitation 
stated in the articles of incorporation or by-

laws on the voting rights of any class or se-
ries.15 There are special rules in the case of 
corporate mergers.16 

In a special annual report, a designated 
“benefit director” must advise shareholders 
whether the benefit corporation acted in ac-
cordance with its general public benefit pur-
pose and any specific public benefit purpose 
in all material respects during the period 
covered by the report; whether the directors 
and officers considered shareholders; em-
ployees of the corporation, subsidiaries, and 
suppliers; customers; communities where 
the corporation, subsidiaries and suppliers 
are located; societal factors; the environment; 
the long and short-term interests of the cor-
poration; and the ability of the corporation to 
accomplish its benefit purposes. If the benefit 
director determines that the corporation or 
its directors or officers failed to act in accor-
dance with the purposes and stakeholders, 
he or she must describe the failures.17

The traditional “business judgment rule” 
is incorporated into the model legislation, 
protecting directors who make a business 
judgment in good faith if the director (1) is 
not interested in the subject of the business 
judgment, (2) is informed with respect to the 
subject of the business judgment to the extent 
the director reasonably believes to be appro-
priate under the circumstances, and (3) ra-
tionally believes that the business judgment 
is in the best interests of the benefit corpora-
tion.18

Standing to sue is typically specified in 
the statutes. One criticism (see next section) 
of benefit corporation statutes is that stake-
holders other than shareholders do not have 
standing to sue the corporation for its failures 
to benefit them. The model legislation allows 
legal actions brought by the corporation it-
self (against directors and officers), a deriva-
tive lawsuit by (1) shareholders who held at 
least two percent of the outstanding shares 
in a particular class or series at the time of 
the unlawful act, (2) a director, (3) a person 
or persons that owned at least five percent of 
the outstanding equity interests in an entity 
of which the benefit corporation was a sub-
sidiary at the time of the unlawful act, or (4) 
by other persons identified in the articles or 
bylaws.19

Constituency and Benefit Corporation 
Statutes: Issues
Issue 1: Standing. While constituency statutes 
appear to give some comfort to stakeholders 
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other than shareholders, a potential problem 
is that those named and unnamed stakehold-
ers are not given standing to file lawsuits 
against the corporation or managers if the 
stakeholders’ concerns are not given ade-
quate consideration. Arguably, shareholders 
themselves could bring derivative actions 
to protect other stakeholders, but it would 
likely be at the expense of their own return 
on investment.  Perhaps because the laws are 
not clear, provide no effective enforcement 
capability, and many other corporate anti-
takeover devices are now used,20 the caselaw 
on point is non-existent. The benefit statutes 
seek to correct the problem by listing those 
with standing (see above paragraph) but 
those with standing are quite limited, unless 
the corporation itself expands the list of those 
who can bring legal action.

Issue 2: Shareholder Protection. Opponents 
of benefit-corporation laws say they are un-
necessary because investors can already 
spend their personal earnings on good 
causes, and they will have more of those 
earnings if the company sticks to maximiz-
ing profits.21 They argue that corporations 
have the sole goal of maximizing return on 
investment.

Since 1919, following a Michigan case, 
Dodge v Ford Motor Co,22 courts and scholars 
have generally accepted the view that the 
responsibility of corporate managers is to 
maximize profit for owners. After five years 
of multi-million dollar annual dividends, 
Henry Ford announced that the Ford Motor 
Co. would retain profits to pay for the new 
River Rouge plant to expand its production 
capacity, to double employee salaries, and to 
reduce product prices. The Dodge brothers, 
who owned a ten percent share in Ford, sued 
to force dividend distribution and stop the 
Rouge River construction project. The court 
found that the plan did not call for and was 
not intended to produce a more profitable 
business immediately, but a less profitable 
one, and that the apparent immediate effect 
would be to diminish the value of shares and 
the returns to shareholders. In granting a 
dividend, but denying the requested injunc-
tion, the Michigan Supreme Court held that:

A business corporation is organized 
and carried on primarily for the profit 
of the stockholders. The powers of the 
directors are to be employed for that 
end. The discretion of directors is to 
be exercised in the choice of means to 
attain that end, and does not extend to 

a change in the end itself, to the reduc-
tion of profits, or to the non-distribu-
tion of profits among stockholders in 
order to devote them to other purpos-
es.
Some scholars maintain that there is no 

need for constituency or benefit corporation 
statutes, arguing that the above language is 
dicta.23 Nevertheless, for almost 100 years, it 
has been taught as the law and cited in cases 
as recently as a Delaware case, eBay Domestic 
Holdings, Inc v Newmark.24 In this case, eBay 
sued the owner of craigslist for shareholder 
oppression, after acquiring a 28.4 percent 
ownership share of the company. In its de-
tailed analysis, the Chancery Court held that:

When director decisions are reviewed 
under the business judgment rule, 
this Court will not question rational 
judgments about how promoting non-
stockholder interests—be it through 
making a charitable contribution, pay-
ing employees higher salaries and 
benefits, or more general norms like 
promoting like promoting a particular 
corporate culture—ultimately promote 
stockholder value…(h)aving chosen a 
for-profit corporate form, the craigslist 
directors are bound by the fiduciary 
duties and standards that accompany 
that form (emphasis added). Those stan-
dards include acting to promote the value 
of the corporation for the benefit of its 
stockholders (emphasis added). The “Inc.” 
after the company name has to mean 
at least that.

Thus, proponents of codifying consider-
ation of non-shareholder interests accept that 
shareholder prominence is the law, unless 
there is some intervention by the legislature.

Issue 3: Employee Protection. Employees 
argue they need more statutory protection 
than they have under labor and employment 
laws. Corporate decisions may affect them 
even more than shareholders. While many 
direct concerns about terms and conditions 
of employment are addressed by the Na-
tional Labor Relations Act (Wagner Act) of 
1935,25 many other corporate decisions may 
affect the very existence of their jobs.

Issue 4: Accountability. If managers owe 
a duty to many stakeholders, the fiduciary 
duty to any one and all groups is diluted. 
The new business forms may strip away 
some corporate accountability to sharehold-
ers. Courts will have a hard time aggregating 
conflicting interests and, hence, will go along 
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with the managers’ defense.26 Further, some 
statutes do not have a requirement for an in-
dependent director to monitor the achieve-
ment of goals. 

Issue 5: Public Perception. Companies that 
opt in to a constituency or benefit corpora-
tion statute might use their status as a mar-
keting device to project an image of greedi-
ness onto competitors who opt-out. A com-
pany not under one of the statutes might be 
deemed a company that does not care about 
the community, even if it contributes gen-
erously to community projects. Companies 
may be pressured to reorganize when do-
ing so may not be suited to their business. 
Conversion may be accomplished for reputa-
tional purposes when the goals of improving 
climate change, water scarcity, poverty, and 
other pressing problems need sustainable, 
responsible business as the norm.

Issue 6: Audits. Another concern arises 
from a third-party certification from a group 
known as B Corporation that would audit 
how socially or environmentally benefi-
cial a company’s business practices are and 
charge them an annual fee of $500–$25,000 
(depending on annual sales) for the certifica-
tion. Some see this recognition as a conflict of 
interest since a fee is paid. Further, a benefit 
director selected by the corporation may also 
be seen as having a conflict, as the director 
is selected by the very directors and officers 
whom he or she will have to evaluate.

Alternative Business Forms to 
Meet Benefit Objectives 
The discussion above touches on whether 
the traditional form of corporation legally 
allows for a dual mission: consideration of 
shareholders and stakeholders other than 
shareholders. As for other common forms of 
organization, limited liability company law 
appears flexible enough to allow adoption 
of both profit and social purposes. Partner-
ship statutes requiring a “business purpose” 
may create barriers to social enterprises in 
that form.27 But even if the legal obstacles are 
lower for other forms of organization, other 
problems arise. A for-profit enterprise wants 
to draw market-rate investors, where its dual 
mission will be squarely put at risk.28 First, a 
sufficient pool of investors with preferences 
aligning to the founders’ will may not exist. 

Consensus favoring a dual mission 
can easily break down and market-
rate investors may refuse to invest or 
quickly or detrimentally sell off their 

ownership stakes. Rather than fearing 
litigation, the founder of a for-profit 
social enterprise may instead worry 
about locking in a dual mission legacy, 
about sufficient access to capital, or 
both. Although dual-class stock struc-
tures, partnership agreements, share-
holder agreements in closely held cor-
porations, and operating agreements 
in LLCs can all be used to limit own-
ers’ ability to “undo” a dual mission, 
investors initially committed to the 
dual mission might change their minds 
if the entity becomes sufficiently suc-
cessful and amend the “undo” provi-
sions.29

Conclusion
Constituency states appear to be under-

utilized, vague, and ineffective. By contrast, 
benefit corporation statutes are being used 
by over 200 corporations to date. The socially 
conscious businessperson and many young 
entrepreneurs will be looking for clear pro-
tections as they consider more than finan-
cial return on investment for their corporate 
efforts.
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Introduction
For the past several years, there has been a 
substantial increase in shareholder lawsuits 
challenging significant transactions involv-
ing public companies. Indeed, virtually 
every major transaction by a public company 
is met with a shareholder suit that frequently 
has questionable merit and settles for virtu-
ally no real value for shareholders. Instead, 
these lawsuits seemingly benefit only the 
lawyers who file the actions. Various corpo-
rations have sought methods to address this 
development. One such approach has been 
director-approved bylaws that seek to pro-
cedurally shape claims brought against the 
corporation or its directors by its current or 
former shareholders. Courts from various 
states have approveded director-approved 
bylaws that (a) require that claims against 
the corporation or its directors be brought in 
a particular state or federal court, (b) provide 
that shareholder plaintiffs bear all expenses 
of any action, including the corporation’s 
costs and reasonable attorney fees in the 
event the shareholders do not prevail, and (c) 
mandate that shareholder claims be resolved 
in arbitration.

Recent Delaware state court decisions 
have upheld bylaws that provide for exclu-
sive forum selection and, with respect to 
non-stock corporations, fee-shifting. In reac-
tion to these decisions, however, Delaware 
amended its corporate laws to prohibit by-
laws that impose fee-shifting on sharehold-
ers who do not prevail in connection with an 
intra-corporate claim. The enactment further 
authorizes bylaws that require that all intra-
corporate claims be brought exclusively in 
Delaware courts or that may select the courts 
of other states provided that the bylaw does 
not prohibit bringing claims in Delaware 
courts. Additionally, other courts have en-
forced director approved bylaws requiring 
arbitration of shareholder claims against the 
corporation or its directors. 

To date, no Michigan court has deter-
mined the validity of director approved by-

laws that impose fee-shifting, require exclu-
sive forum selection, or mandate arbitration 
of shareholder claims. However, Michigan 
courts seem likely to uphold such bylaws 
given the operative provisions of the Michi-
gan Business Corporation Act, various ex-
isting Michigan precedents, and Michigan’s 
tendency to follow Delaware law.

The Proliferation of Shareholder 
Suits
Much has been written about the dramatic 
increase of shareholders suits, brought either 
derivatively or as a class action, challenging 
significant corporate transactions. Of par-
ticular concern to commentators and board-
rooms are claims challenging a merger or a 
similar corporate transaction. Those lawsuits 
typically accuse the corporation and its direc-
tors of breach of fiduciary duties by alleging 
that the directors agreed to an unsatisfac-
tory price or issued purported inadequate 
disclosures in the proxy materials for the 
shareholder vote to approve the transaction.1

Shareholder actions challenging a merger 
have become “pervasive,” with “multiple 
teams of plaintiffs fil[ing] lawsuits challeng-
ing virtually every public company merg-
er.”2 However, it is not simply the frequency 
of these lawsuits that is alarming, but the fact 
that the vast majority of these actions result 
in little or no value to shareholders.

Available statistics indicate that in recent 
years more than 90 percent of public com-
pany mergers attract at least one shareholder 
suit and that many attract several lawsuits 
in multiple jurisdictions.3 Indeed, in 2012, 93 
percent of the announced transactions over 
$100 million and 96 percent of deals over 
$500 million were challenged by shareholder 
lawsuits.4 In 2013, 97.5 percent of the trans-
actions over $100 million were the subject 
of such suits, which included an average 
of seven separate lawsuits for each transac-
tion.5 Cornerstone Research reports that in 
2014, shareholders challenged 93 percent of 
the merger transactions valued at more than 
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$100 million.6 Virtually all of these lawsuits 
were filed by lawyers retained on a contin-
gent fee and who represented one or more 
of the shareholders who sought to bring the 
claim as a class action or derivatively.7 In-
deed, studies of current patterns in deriva-
tive litigation indicate that those actions are 
often filed by repeat plaintiff law firms on be-
half of shareholders with insignificant own-
ership.8 Given the representative nature of 
these lawsuits, they are typically controlled 
by the plaintiffs’ lawyers and not the named 
plaintiffs.9 Moreover, the plaintiffs’ lawyers 
nearly always have a much greater economic 
interest in the outcome of the action due to 
the contingent fee arrangement, creating a 
situation “where the attorney conducts (and 
concludes) the litigation in ways that may 
depart from [the] plaintiff[‘s] interests.”10

Typically, these shareholder lawsuits are 
commenced shortly after the announcement 
of a board’s approval of a transaction and 
are settled before the closing of the transac-
tion.11 Such actions have a tendency to settle 
for non-pecuniary relief.12 In fact, less than 2 
percent result in a meaningful financial ben-
efit for shareholders, while the vast majority 
of these cases are resolved in settlements in 
which the shareholders as a class or deriva-
tively provide broad releases to the corpora-
tion and its directors in exchange for a minor 
change to corporate governance or supple-
mental disclosure for a shareholder vote.13

Supplemental disclosures are by far the most 
common remedy obtained by shareholders 
in these cases.14 Studies have found, howev-
er, that these supplemental disclosures are of 
little or no benefit to shareholders.15 On the 
other hand, plaintiffs’ counsel is entitled to, 
and frequently is awarded, substantial attor-
ney fees. Under Delaware and many other 
state corporate laws, courts order that the 
defendant corporation pay the attorney fees 
of the plaintiff shareholder either under the 
“corporate benefit” doctrine or under class 
action procedures.16

This pattern of shareholder lawsuits and 
their resolutions has been termed by various 
commenters as a “crisis in shareholder litiga-
tion.”17 The negative practical consequences 
of this “crisis” include (a) the development 
of a “tax” on corporate transactions in the 
form of paying plaintiffs’ lawyers,18 and (b) 
the obtainment by corporations and direc-
tors of broad releases that can insulate them 
from meaningful claims, while shareholders 
do not receive any significant benefit. Re-

alistically, courts frequently are awarding 
plaintiffs’ lawyers fees for an illusory cor-
porate benefit.19 Under current conditions, 
there appears to be a “proliferation of low 
value settlements” that result in “overpay-
ment” to plaintiffs’ lawyers and “systematic 
under compensation” to shareholders.20 As 
one commentator observed, “deterrence of 
potential corporate wrongdoers [can hardly 
be] served by a system that thrives on a high 
volume of low value settlements.”21 Simply, 
“bad actors are not plausibly deterred by a 
litigation system that exposes the corpora-
tion to little more than payment of attorneys’ 
fees.”22 Thus, the problem being addressed 
by the director approved bylaws that are the 
subject of this article is not that corporations 
simply want to minimize risk; corporations 
seemingly have that mechanism now as they 
can obtain broad releases in exchange for not 
much more than paying for the fees of share-
holder counsel. Instead, by adopting these 
bylaws, directors are seeking some kind of 
modification of the current unsatisfactory 
circumstance of intra-corporation claim liti-
gation.

Director-Approved Bylaws 
Addressing Shareholder Lawsuit 
Proceedings
As stated above, in response to the perceived 
difficulties of the current environment for 
shareholder lawsuits, the boards of vari-
ous corporations have approved different 
bylaws intended to procedurally shape law-
suits brought by shareholders against the 
corporation or its directors. Three such pro-
visions are prominent and have been upheld 
by courts. 

First, in reaction to the practice of filing 
shareholder suits in multiple locations or 
courts other than the courts where the cor-
poration is headquartered or incorporated,23

various corporations adopted bylaws that 
require shareholder suits against the corpo-
ration or its directors to be brought in the 
courts of designated states. The prominent 
rationale for these forum selection bylaws is 
to avoid the cost of defending similar claims 
in multiple courts and the potential for in-
consistent outcomes. For example, various 
corporations that are incorporated in Dela-
ware have adopted bylaws mandating the 
Court of Chancery for the State of Delaware 
to be the sole and exclusive forum for all 
shareholder lawsuits that are (i) derivative 
actions; (ii) asserting a claim of breach of a 
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fiduciary duty by a director, officer or em-
ployee of the corporation; (iii) alleging a 
claim arising pursuant to any provision of 
the Delaware General Corporation Law, the 
certificate of incorporation or the bylaws of 
the corporation; or (iv) asserting a claim gov-
erned by the internal affairs doctrine.24 Many 
of these bylaws, however, permit the corpo-
ration to consent in writing to an alternative 
forum or recognize that the forum selected is 
not applicable should the selected court not 
have personal jurisdiction over an indispens-
able party named as a defendant.25 Courts 
have repeatedly affirmed the validity of such 
bylaws,26 including bylaws that limit the per-
missible forum to only the state in which the 
corporation is headquartered.27

For the stated purpose of discouraging 
frivolous shareholder lawsuits, some corpo-
rations have adopted more aggressive by-
laws that shift to a plaintiff shareholder the 
fees and costs a corporation incurs in defend-
ing an action should the shareholder not pre-
vail.28  Many of these bylaws have provided 
that in the event the plaintiff shareholder 
“does not obtain a judgment on the merits 
that substantially achieves in substance and 
amount, the full recovery sought,” the share-
holders “shall be obligated jointly and sever-
ally to reimburse” the corporation or director 
“the greatest amount permitted by law of all 
fees, costs and expenses of every kind and 
description (including but not limited to, all 
reasonable attorney’s fees and other litiga-
tion expenses).”29 Note that these provisions, 
unlike the fee-shifting provisions of the fed-
eral securities laws,30 do not require that the 
shareholder claim be clearly meritless or friv-
olous, but rather that the shareholder simply 
does not achieve in substance and amount 
“the full recovery sought.” Fee-shifting by-
laws also have been upheld as a permissible 
exercise of corporate governance by directors 
of non-stock corporations.31

Finally, based on the rationale of avoid-
ing (a) the trend of shareholder lawsuits that 
mainly benefit plaintiffs’ lawyers and (b) de-
fending similar claims in multiple jurisdic-
tions, some corporations have adopted by-
laws that mandate arbitration of shareholder 
claims against the corporation or its direc-
tors.32 Corresponding with United States Su-
preme Court precedent,33 these bylaws addi-
tionally prohibit the bringing of class claims 
in either court or arbitration. As of the date of 
publication of this article in Summer 2015, no 
Delaware or Michigan court has ruled on the 

validity of such bylaws. However, applying 
reasoning similar to courts that have upheld 
exclusive forum selection and fee shifting 
bylaws, two Maryland courts and a federal 
court located in Massachusetts that applied 
Maryland law have upheld the validity of 
bylaws for real estate investment trusts (RE-
ITs) that require arbitration of claims.34

As discussed below, corporations may be 
reluctant to attempt to adopt the fee-shifting 
or arbitration provisions given regulatory 
and shareholder opposition. When adopted, 
however, these bylaws have been upheld 
by courts largely based upon the reasoning 
of Delaware courts. The pertinent Delaware 
decisions are examined in the next section of 
this article.

Delaware Decisions Upholding 
Director-Approved Bylaws
Various decisions issued by Delaware state 
courts have upheld director-approved 
bylaws that have selected exclusive forums 
for shareholder actions and required fee 
shifting for unsuccessful litigants. These 
decisions have been influential to other state 
courts that have considered the appropriate-
ness of similar director approved bylaws. 
The core premise of the Delaware decisions 
is that bylaws are part of a greater contrac-
tual relationship between corporations and 
their shareholders and that shareholders are 
bound by the unilateral adoption of bylaws 
by directors, so long as director-adopted 
bylaws are permitted by the corporation’s 
certificate. Given that Michigan courts often 
look to Delaware authority in absence of 
clear Michigan law concerning public cor-
porations,35 Michigan courts seem likely to 
follow these Delaware decisions just as other 
state courts have done. Accordingly, those 
decisions deserve examination. 

The seminal Delaware case is Boilermak-
ers Local 154 Retirement Fund v Chevron Corp.36

Chevron concerned director approved by-
laws of Chevron, Inc. and Federal Express, 
Inc., requiring that the Delaware Chancery 
Court be the exclusive forum for shareholder 
claims concerning those corporations’ in-
ternal affairs. In determining the validity of 
those bylaws, Chevron considered Section 
109(b) of the Delaware General Corpora-
tion Law (“DGCL”),37 which provides that 
bylaws “may contain any provision, not in-
consistent with law or with the certificate of 
incorporation, relating to the business of the 
corporation, the conduct of its affairs, and its 

[C]orporations
may be 

reluctant to 
attempt to 
adopt the  

fee-shifting
or arbitration 

provisions
given

regulatory
and

shareholder
opposition.



rights or powers or the right or powers of its 
stockholders, directors, officers or employ-
ees.”38 The Chevron court first noted that the 
forum selection bylaws address the “rights” 
of shareholders concerning the internal af-
fairs of the corporations and “easily meets” 
the requirements of Section 109(b).39 Specifi-
cally, the court stated that “because the fo-
rum selection bylaws address internal affairs 
claims, the subject matter of the actions the 
bylaws govern relates quintessentially to 
‘the corporation’s business, the conduct of 
its affairs, and the rights of its stockholders 
(qua stockholders).’”40 The court rejected the 
shareholder plaintiffs’ argument that the by-
laws were improper because they concerned 
a subject matter not traditionally addressed 
by bylaws. According to Chervon, the Dela-
ware Supreme Court has “long ago rejected 
the position that board action should be in-
validated…because it involves a novel use 
of statutory authority.”41 Moreover, Chevron
noted that Delaware law respects and enforc-
es forum selection provisions, so the bylaws 
are not inconsistent with the law pursuant to 
Section 109(b).42

Chevron further rejected the shareholder 
plaintiffs’ challenge that the bylaws were 
unenforceable because they were adopted 
unilaterally by the boards of the corporations 
and not specifically consented to by share-
holders.43 The court found that Delaware 
law had long held that “bylaws constitute a 
binding part of the contract between a Dela-
ware corporation and its stockholders.”44

According to the court, shareholders are on 
notice that Delaware law permits a board to 
“unilaterally” adopt bylaws addressing sub-
jects authorized under Section 109(b) and 
that shareholders “buy into” and, therefore 
assent to, a “statutory and contractual re-
gime…[that] explicitly allows the board” to 
modify bylaws.45 The Chevron court noted 
that the unilateral authority of the directors 
to adopted bylaws is limited by the require-
ments of Section 109(b), the corporation’s 
certificate, shareholders’ right to adopt and 
amend bylaws, and shareholders’ right to 
elect directors.46 The court formulated this 
relationship as follows:

Thus, a corporation’s bylaws are 
part of an inherently flexible contract 
between the stockholders and the cor-
poration under which the stockholders 
have powerful rights they can use to 
protect themselves if they do not want 
board-adopted forum selection bylaws 

to be part of the contract between 
themselves and the corporation.47

Because bylaws are part of a larger contract 
between the corporation and its sharehold-
ers, Chevron found that bylaws “are inter-
preted using contractual principles.”48 Those 
principles favor the enforcement of forum 
selection provisions because they are pre-
sumed enforceable under Delaware law.49

Chevron noted, however, that forum section 
bylaws can be “situationally” unenforce-
able depending on the circumstances of their 
adoption.50

Following Chevron, in City of Providence v 
First Citizens Bancshares, Inc,51 the Chancery 
Court affirmed a director-approved forum 
selection bylaw that was adopted in conjunc-
tion with the announcement of the directors’ 
approval of a merger. The bylaw selected 
North Carolina, where the corporation was 
located, as the exclusive forum for share-
holders to bring actions against the corpora-
tion or its directors for derivative claims, for 
breach of fiduciary duty claims, for viola-
tions of the DGCL, or for claims concerning 
the corporation’s internal affairs. Quoting 
Chevron, the court began its analysis by indi-
cating that the DGCL provided for a statu-
tory framework that considers the “bylaws 
of a Delaware corporation [to] constitute part 
of a binding broader contract among direc-
tors, officers, and stockholders.”52 Relying on 
Chevron, the court noted that when a corpo-
ration’s charter permits directors to amend 
the bylaws, shareholders are on notice that 
the board can unilaterally amend them.53 The 
City of Providence Court found that under the 
circumstances, the board of a Delaware cor-
poration may designate an exclusive forum 
for the resolution of intra-corporate disputes 
other than Delaware, such as the state of cor-
poration’s headquarters.54

Relying in part on the reasoning in Chev-
ron, the Delaware Supreme Court upheld a 
fee-shifting bylaw of a non-stock corporation 
in ATP Tour, Inc v Deutscher Tennis Bund.55

The bylaw had been unilaterally adopted 
by ATP’s directors and shifted attorney fees 
and costs to unsuccessful plaintiffs in intra-
corporate litigation. The case came before 
the Delaware Supreme Court on certification 
from the federal court, seeking clarification 
of Delaware law. As the Chancery Court in 
Chevron, the Delaware Supreme Court be-
gan its assessment of the permissibility of 
fee-shifting bylaws under Delaware law by 
examining Section 109(b) of the DGCL.56 The 
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ATP court found that fee-shifting provisions 
are facially valid under Delaware contract 
law.57 The court reasoned that because by-
laws are “contracts among a corporation’s 
shareholders, a fee-shifting provision con-
tained in a nonstock corporation’s validly-
enacted bylaw would fall within the con-
tractual exception to the American Rule [that 
each party bears their own costs].”58 The Del-
aware Supreme Court did warn that whether 
a specific fee shifting provision is enforceable 
depended upon the manner and circum-
stances in which it was adopted.59 However, 
the court rejected the argument that the in-
tention to deter litigation would be an im-
proper purpose causing the invalidation of a 
fee shifting bylaw because those provisions, 
“by their nature, deter litigation.”60 Finally, 
the Delaware Supreme Court held that the 
bylaw provision was applicable to members 
who joined the entity prior to the adoption of 
the bylaw provided the entities charter con-
fers upon directors the authority to adopt by-
laws.61 Quoting from Chevron, the court held 
that under such circumstances, “stockhold-
ers will be bound by bylaws adopted unilat-
erally by their boards.”62

The Delaware Chancery Court, in Strougo
v Hollander,63 held that a fee-shifting pro-
vision that was adopted after the plaintiff 
shares had been cashed out of the stock-issu-
ing corporation was not enforceable against 
that plaintiff. The court found that changes 
in bylaws made when the plaintiff is no lon-
ger a shareholder of the corporation are not 
binding on the plaintiff “for the same reason 
that a non-party to a contract is not bound 
by the terms of a contract.”64 Additionally, 
according to the court, Section 109(b) of the 
DGCL “does not authorize the adoption of 
bylaws to regulate the rights or powers of 
former stockholders whose interest in the 
corporation already have been eliminated.”65

Quoting other Delaware decisions, Strou-
go asserted that “[c]orporate charters and 
bylaws are contracts among a corporation’s 
shareholders [and that the] rules that gov-
ern the interpretation of statutes, contracts, 
and other written instruments apply to the 
interpretation of corporate charters and by-
laws.”66 The court noted that while bylaws 
are an “inherently flexible contract,” a “fun-
damental principle of Delaware contract law 
is that only parties to a contract are bound 
by that contract.”67 Strougo found that the fee-
shifting bylaw could not be applicable to for-
mer shareholders whose equity interest was 

eliminated in a cash-out transaction because 
they were not a party to that “flexible con-
tract” when the bylaw was adopted.68 While 
the Chancery Court in Strougo did not reach 
the issue of whether such bylaws are permis-
sible for corporations that issue shares, there 
is a prevailing view that the ATP decision
would apply to such corporations.69

Michigan Law Likely to Follow 
Delaware Decisions
Michigan courts have long looked to Dela-
ware precedent when Michigan law con-
cerning public corporations is unsettled.70

Given the similarities of the Michigan Busi-
ness Corporation Act to the DGCL and the 
absence of Michigan authority addressing 
this issue, Michigan courts seem likely to fol-
low Delaware decisions and uphold director 
approved bylaws of Michigan corporations 
that seek to procedurally shape shareholder 
claims, provided the circumstances of adop-
tion of the bylaws do not cause them to be 
unreasonable or overbearing.

There are five basic elements of the Dela-
ware decisions upholding forum selection 
and fee-shifting bylaws. The first question 
is whether the corporation’s charter permits 
directors to adopt bylaws and whether the 
bylaw is otherwise consistent with the char-
ter.71 The second issue is whether the bylaw 
satisfies the requirement of Section 109(b) of 
the DGCL that the bylaw “relates to the busi-
ness of the corporation, the conduct of its af-
fairs, and its right of powers or the rights or 
powers of shareholders, directors, officers or 
employees.”72 Next, the Delaware courts con-
sider the requirement of Section 109(b) that 
the bylaw is “not inconsistent with law.”73

Fourth, the Delaware decisions require that 
the bylaw apply to shareholders who were 
shareholders at the time the bylaw was ad-
opted or became shareholders after it was 
adopted.74 Finally, the Delaware courts de-
termine whether the bylaw is “situationally” 
unenforceable – i.e., that facially valid bylaws 
“are not used in an unreasonable manner in 
particular circumstances.”75

Michigan law should be consistent with 
each of these elements with respect to the 
adoption of such bylaws as forum selection, 
fee-shifting, or mandatory arbitration. First, 
just as the Delaware counterpart, the section 
of the Michigan Corporation Act concerning 
adoption of bylaws, Section 231,76 authorizes 
directors to amend, repeal, or adopt new by-
laws unless the articles of incorporation re-
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serve those powers to the shareholders. Fur-
ther, as Delaware’s Section 109(b), Section 
231 requires bylaws to not be “inconsistent” 
with the articles.77

The second element, the permissible scope 
of the bylaw, also should be viewed in the 
same manner under Delaware and Michigan 
law, but the respective statutes are not identi-
cal. Section 109(b) states that bylaws should 
relate “to the business of the corporation, the 
conduct of its affairs, and its right of powers 
or rights or powers of shareholders.”78 Sec-
tion 231 of the Michigan Corporation Act 
provides that bylaws “may contain any pro-
vision for the regulation and management of 
the affairs of the corporation.”79 Arguably, 
Delaware’s Section 109(b) seemingly affords 
a greater scope of permissible matters for by-
laws as it specifically references the authority 
to affect the “powers or rights” of sharehold-
ers. Indeed, there is language in Chevron sup-
porting the position that such a particular-
ized reference is the critical authorization for 
bylaws that procedurally affect shareholder 
claims.80 However, ultimately, Chevron relies 
upon the same “management of the affairs 
of the corporation” language that is in both 
the Delaware and Michigan statutes. Chevron
held:

They [the forum selection provisions] 
also plainly relate to the conduct of 
the corporation by channeling inter-
nal affairs cases into the court of the 
state of incorporation, providing for 
the opportunity to have internal affairs 
cases resolved authoritatively by our 
Supreme Court if any party wishes 
to appeal. That is, because the forum 
selection bylaws address internal 
affairs claims, the subject matter of 
the actions the bylaws govern relates 
quintessentially to “the corporation’s 
business, the conduct of its affairs, and 
the rights of its stockholders.”81

Moreover, the language of the Michigan stat-
ute is practically understood to authorize 
bylaws that affect the rights and duties of 
shareholders.82 Accordingly, it would appear 
that as long as the bylaw relates to a claim 
arising out of the internal affairs of the cor-
poration, it is authorized under Section 231 
of the Michigan Act.

The third consideration of the Delaware 
decisions is whether the bylaw is “not in-
consistent with law” as required by Section 
109(b) of the DGCL. Michigan’s Section 231 
has the same requirement. In upholding the 

forum selection and fee-shifting bylaws, the 
Delaware decisions looked to whether Dela-
ware law recognized the validity of forum 
selection and fee-shifting provisions in con-
tracts and other commercial arrangements.83

Under Michigan law, courts favor enforcing 
contractual forum selection clauses.84 Indeed, 
by statute, Michigan courts are required 
to entertain an action if the parties agree in 
writing that the controversy shall be brought 
in a Michigan court.85 Similarly, Michigan 
courts have recognized the validity of fee-
shifting provisions in contracts.86 Thus, a 
bylaw providing for fee-shifting would not 
be “inconsistent” with Michigan law per se. 
Finally, arbitration provisions also are fa-
vored and enforceable under Michigan law.87

Consequently, a bylaw requiring arbitration 
of disputes is not unenforceable because 
Michigan courts refuse to enforce agree-
ments requiring arbitration. In other words, 
a bylaw requiring arbitration of shareholder 
intra-corporate claims should not be viewed 
as “inconsistent” with Michigan law.

The fourth element of the Delaware deci-
sions is the holding that director-approved 
bylaws are enforceable against shareholders 
who are shareholders at the time the bylaw is 
adopted or who become shareholders there-
after.88 The basis for that determination is the 
longstanding view that bylaws constitute a 
flexible contract between the shareholders, 
the corporation, and the directors.89 Under 
Michigan law, bylaws also are considered in 
the contracts between a corporation and its 
shareholders.90 Accordingly, the reasoning of 
the Delaware courts should be persuasive in 
interpreting Michigan law and result in di-
rector-adopted bylaws being held applicable 
to shareholders who either were sharehold-
ers at the time that the bylaws were adopted 
or who became shareholders thereafter.

Finally, Delaware courts examine wheth-
er the circumstances under which such by-
laws are enacted make their enforcement in-
equitable or unreasonable.91 Similarly, Mich-
igan courts also have struck down bylaws 
that they found to be unreasonably adopted 
under the circumstances.92

Consequently, based on the likelihood 
that Michigan courts will uphold bylaw pro-
visions as the Delaware courts have so ruled, 
directors of Michigan public corporations 
can be somewhat confident about adopting 
forum selection and fee-shifting bylaws con-
cerning shareholder claims against the corpo-
ration or its director that concern the internal 
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affairs of the corporation.93 Additionally, as 
other courts have found, the reasoning of the 
Delaware courts also supports the validity of 
bylaws mandating arbitration of such claims 
provided the provisions contain appropriate 
procedural safeguards.94

Delaware Statutory Amendments 
to Prohibit Bylaws That Require 
Fee Shifting and Have As 
Exclusive Forums States Other 
Than Delaware
Delaware recently amended the DGCL to 
prohibit corporations from having a fee-
shifting provision in their certificate of incor-
poration or bylaws. The legislation also per-
mits certificates of incorporation and bylaws 
to restrict shareholder litigation against the 
corporation exclusively to the courts of Dela-
ware; such provisions, however, may not 
prohibit such claims from being brought in 
Delaware courts. These amendments obvi-
ously address the Delaware decisions in 
APT, Chevron, and City of Providence. One
of the stated reasons for this legislation is 
to protect the important role of the courts in 
developing and enforcing necessary director 
and officer fiduciary duties. However, the 
amendments also can be criticized as pro-
tectionist acts designed to avoid significant 
decrease of litigation in Delaware. There 
appears to be merit in both positions. 

Prohibiting Fee Shifting
Section 102 of Title 8 of the Delaware Code 
was amended to add a new subsection, Sec-
tion 102(f), that would prohibit certificates of 
incorporation from containing “any provi-
sion that would impose liability on a stock-
holder for the attorneys’ fees or expenses of 
the corporation or any other party in connec-
tion with an intra-corporate claim.”95 The leg-
islation additionally amends Section 109(b) 
of Title 8 to insert the same prohibition with 
respect to the permissible contents of bylaws. 
Under the proposed amendments, “intracor-
porate claims” are defined as claims, “includ-
ing claims in the right of the corporation, (i) 
that are based upon a violation of a duty by a 
current or former director or officer or stock-
holder in such capacity, or (ii) as to which 
this title confers jurisdiction upon the Court 
of Chancery.”96

The stated purpose of these sections is to 
overturn the holding in ATP.97 ATP has re-
ceived considerable criticism as a draconian 
measure that would not simply discourage 

frivolous shareholder litigation, but virtually 
all shareholder actions.98 The Delaware State 
Bar Corporate Law Council (the “Council”), 
who sponsored the amendments, shared this 
concern because fee-shifting has the practi-
cal effect of saddling shareholders with the 
risk of having to pay for the defendants’ en-
tire costs of litigation, while only being able 
to recover their proportional share of any 
potential recovery.99 The Council found this 
particularly troubling because they viewed 
class and derivative actions “as important 
protections for stockholders and critical to 
reducing investment risk and the cost of cap-
ital.”100 The Council feared that if ATP-type
fee provisions became widespread, “the ef-
fects on stockholder litigation would be se-
vere.”101 The curtailment of such litigation, 
according to the Council, would cause an 
acute decline in the development of corpo-
rate common law, particularly fiduciary duty 
law, and the critical function of the Delaware 
courts of “[g]ap filling through judicial deci-
sions.”102 Further, the Council asserted that 
the absence of shareholder litigation would 
eliminate the “only method for policing 
misconduct.”103 Thus, while the Delaware 
legislators recognized that fee-shifting by-
laws were adopted to discourage meritless 
and costly shareholder litigation, in passing 
the amendments, they concluded that such 
provisions went too far and would cause the 
suppression of justified shareholder claims 
and encourage corporate misconduct.104

Permitting Forum Selection Bylaws
The new legislation also amends Title 8 of the 
Delaware Code by adding a new section, Sec-
tion 115, which permits certificates of incor-
poration and bylaws to require, “consistent 
with applicable jurisdictional requirements, 
that any or all intracorporate claims shall be 
brought solely and exclusively in any or all 
of the courts in this State.”105 This amend-
ment was unnecessary given the holdings in 
Chevron and City of Providence, which upheld 
exclusive forum selection bylaws. However, 
the legislation also provides that “no provi-
sion of the certificate of incorporation or the 
bylaws may prohibit bringing such claims 
in the courts of this State.” That provision, 
which appears to be the motivation behind 
legislation addressing forum selection, over-
turns the holding in City of Providence by pro-
hibiting a Delaware corporation that is not 
located in Delaware from selecting the courts 
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of the state of its headquarters as the exclu-
sive forum.

According to the proponents of this pro-
vision, the proposal enhances the means to 
avoid the cost and uncertainty of a “multi-
forum litigation problem.”106 With respect to 
prohibiting excluding Delaware courts as a 
selected forum, the Council’s stated justifica-
tion is that “if a Delaware corporation wants 
to specify a venue for intracorporate actions, 
the choice of Delaware incorporation and re-
sulting implicit choice of Delaware corpora-
tion law should result in a preference for Del-
aware courts to resolve disputes.”107 While it 
is true that various corporations may have 
a preference for Delaware courts, the legisla-
tion, however, mandates that Delaware courts 
be either the exclusive court or among the 
selected courts, even if another appropriate 
jurisdiction would be more cost effective for 
the corporation. This provision can be char-
acterized as a protectionist measure to ensure 
Delaware courts and Delaware law firms are 
not excluded from intra-corporate litigation. 
Indeed, that a meaningful justification is lack-
ing is evidence by the comments of Delaware 
Supreme Court Chief Justice Leo E. Strine Jr., 
who rationalized the mandate of Delaware 
court selection by indicating that the “con-
cern is that if you let corporate management 
select a forum like their state of headquarters, 
political and other considerations could be a 
driving factor in the litigation.”108 According 
to Chief Justice Strine, such a situation could 
be adverse to the cost-benefit ratio of litiga-
tion because meritorious lawsuits, where 
management should be held accountable, 
will not be brought because of the perceived 
hostile forum.109 Does the Chief Justice really 
mean to assert that the courts of other states 
are so corrupt that meritorious shareholder 
litigation to remedy corporate abuses are 
so frequently brushed aside that it actually 
would discourage litigation? And does this 
seemingly unverifiable presumption of Chief 
Justice Strine really justify prohibiting cor-
porations from avoiding the cost of having 
to defend litigation in courts far from where 
they are headquartered and where all mate-
rial events that are the likely subject matter of 
intra-corporate litigation occurred?110

Another serious concern of the prohibi-
tion from excluding Delaware courts from 
forum selection bylaws is that it may be pre-
empted by the Federal Arbitration Act (the 
“FAA”).111 As set forth in Section IV, supra,
Delaware courts have long held that bylaws 

constitute a “binding contract” between the 
corporation and its shareholders.112 Accord-
ingly, bylaws likely will be (and should be 
viewed) as a contract under the FAA.113

Based upon federal pre-emption, the United 
States Supreme Court repeatedly has struck 
down state laws that interfere with an agree-
ment to arbitrate or treat an arbitration 
agreement differently than other contractual 
provisions. As articulated by the Supreme 
Court, this prohibition applies to state laws 
that dictate the forum for resolving disputes 
so as to invalidate contractual provisions 
requiring arbitration of claims.114 Therefore, 
the requirement of the Delaware statute that 
forum selection bylaws cannot exclude Dela-
ware courts is subject to a serious challenge 
under the FAA because it prohibits contracts 
to resolve disputes exclusively in arbitration. 

Conclusion
Michigan corporations, especially those with 
publicly traded securities, should consider 
adopting bylaws that shape proceedings for 
shareholders lawsuits concerning intra-cor-
porate affairs as those measures can result 
in corporate cost and resource savings. Cer-
tainly, bylaw provisions designating Michi-
gan courts or, if located in another state, 
the courts of the state where the corpora-
tion headquarters is located as the exclusive 
forum to resolve such claims will avoid the 
predicament of multiple shareholder law-
suits filed in different states concerning the 
same corporate action. Other bylaws, such as 
fee-shifting and exclusive arbitration, while 
somewhat effective in curtailing abusive 
shareholder lawsuits, may face considerable 
shareholder disapproval and adverse prac-
tical consequences, such as the SEC policy 
against accelerating registration statements 
for corporations that have adopted arbitra-
tion provisions in their charter or bylaws.115

Ultimately, the courts have the most effective 
methods for reducing abusive shareholder 
lawsuits by modifying the corporate benefit 
doctrine to require that shareholders receive 
meaningful relief and otherwise controlling 
fees.116 Additionally, Michigan arguably is a 
more favorable state of incorporation than 
Delaware because Michigan law should 
permit a corporation, through its charter or 
bylaws, to (a) select the courts of the state of 
its headquarters as the exclusive forum for 
resolving inter-corporate claims, (b) provide 
for reasonable fee-shifting, and (c) require 
arbitration of intra-corporate claims.
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result in intra-corporate claims being transferred to the 
court where the corporation is headquartered given that 
the events that are the subject matter of  the lawsuit nor-
mally would have taken place there and the majority of  
the material witnesses likely will be located there. See 28 
USC 1404; 1 Mich Pl & Pr § 2.49 (2d ed.).

111. 9 USC 1 et seq.
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112. E.g., Strougo v Hollander, 111 A3d 590, 597 (Del 
Ch 2015) ( “Corporate charters and bylaws are contracts 
among a corporation’s shareholders [and the] rules that 
govern the interpretation of  statutes, contracts, and 
other written instruments apply to the interpretation 
of  corporate charters and bylaws.”); City of  Providence v 
First Citizens BancShares, Inc, 99 A3d 229, 233–34 (Del 
Ch 2014) (“Bylaws of  a Delaware corporation constitute 
part of  a binding broader contract among directors, 
officers, and stockholders.”); Boilermakers Local 154 Retire-
ment Fund v Chevron Corp, 73 A3d 934, 957 (Del Ch 2013) 
(“Bylaws constitute a binding part of  the contract be-
tween a Delaware corporation and its stockholders.”); see 
also Lawrence A. Hamermesh, Consent in Corporate Law,
Bus L, Winter 2014/2015, at 161, 163 (“For a hundred 
years or more, courts in Delaware and elsewhere have 
indicated that when you buy stock, you are entering into 
a contract, to which you, the corporation, and the other 
stockholders are parties.”).

113. Allen, supra note 32 at 773–75. While beyond 
the scope of  this article, it should be noted that some 
commentators (wrongly) disagree with the premise that 
bylaws should be considered contracts for the purposes 
of  the FAA. See Ann M. Lipton, Manufactured Consent: 
The Problem of  Arbitration Clauses in Corporate Charters and 
Bylaws, (forthcoming 104 Geo L J) (2015). However, the 
argument against the application of  the FAA ignores the 
clear language of  Delaware courts and United States Su-
preme Court precedent and would require some kind of  
heighten consent to arbitration, which is squarely con-
trary to the prevailing law. Indeed, that argument cannot 
co-exist with even the Delaware decisions upholding 
forum selection and fee-shifting bylaws. 

114. See e.g., AT&T Mobility LLC v Concepcion,
__US__, 131 S Ct 1740, 1745–46, 1749 (2011); Preston 
v Ferrer, __US__, 128 S Ct 978, 981 (2008) (invalidat-
ing under the FAA a state statute requiring that certain 
claims first be determined in state administrative pro-
ceedings).

115. Allen, supra note 32, at 779–81, 788–94.
116. For example, commentators have suggested 

that the Delaware legislature should consider reforming 
the corporate benefit rule for awarding attorney fees to 
shareholders’ counsel or eliminate breach of  fiduciary 
duty claims based upon disclosures in deference to 
federal and state securities laws that regulate the same 
matters. See Griffith, supra note 1, at 1; Fisch, Griffith & 
Solomon, supra note 2, at 557. Indeed, after the submis-
sion of  this article, but before its publication, Delaware 
Chancery Court Judge Travis Laster in Acevedo v Aeroflex 
Holding Corp, No 7930-VCL (July 8, 2015 bench opinion) 
refused to approve a settlement of  a derivative action 
and the award of  attorneys fees to plaintiff ’s counsel 
because (1) the only benefit to shareholders was supple-
mental disclosures and (2) plaintiff  essentially admitted 
that the defendants acted appropriately.
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Using Unique Registered Numbers 
to Facilitate Business Transactions: 
A Perspective From How Business 
Licenses Operate In China
By Fang Liu

Introduction
In China, once a company is legally estab-
lished, the registration authority issues a 
business license to the company. The busi-
ness license is a one-page printed instrument 
and lists a company’s basic information: 
the company’s registered number,1 name,2

legal representative,3 domicile,4 registered 
capital,5 actual paid-up capital,6 type of com-
pany,7 business scope,8 establishment date,9

and duration of operation.10 In addition, the 
business license is affixed with the registra-
tion authority’s seal and indicates the issu-
ance date. When an item listed on the busi-
ness license changes, a company needs to go 
through the required filing process, and the 

registration authority will issue a new busi-
ness license to replace the old one.11

Generally, a company is issued two cop-
ies of its business license: the original copy
and the duplicate copy.12 The duplicate copy 
contains the items listed on the original copy 
and has the same effect as the original copy.13

Additionally, the duplicate copy also shows 
“whether the company passed the annual 
examination of government agencies, which 
indicates to some extent whether the com-
pany is in good standing.”14 In practice, the 
original copy is prominently displayed in 
the company’s place of business,15 while the 
duplicate copy operates like a company’s ID 
and is widely used in business activities.16

 

The Original Copy of the Business License for a Company17

(Sample)
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From a regulatory perspective, business 
licenses can help governments supervise 
companies and regulate the market. From 
the market’s perspective, business licenses 
provide market participants readily accessi-
ble information about a company and reduce 
transaction costs from the start. Because the 
information listed on a business license sum-
marizes what is in the company’s filing with 
the registration authority,18 businesspersons 
often look at a company’s business license 
and ask for a photocopy before they enter 
into a negotiation or transaction.19

This article will focus on the “unique reg-
istered number” listed on a business license 
and explain why the “unique registered 
number” should be used in the United States 
to minimize business transaction costs.

The Unique Registered Number System in 
China
In China, the State Administration for Indus-
try & Commerce (SAIC) governs company 
registration for the entire country.20 The 
SAIC began requiring the unique registered 
number in 1989.21 In April 2007, it issued the 
current Coding Rules of Registration Number 
of Administration for Industry and Commerce
(hereinafter “Coding Rules”).22 According 
to the Coding Rules, every business entity 
obtains a registered number when it is estab-
lished, and the number is unique in the coun-
try.23 Also, the registered number remains 

the same throughout a business entity’s 
duration, even if the business entity changes 
its name, domicile, business scope, etc.24 And 
it will not be re-issued to any newly estab-
lished entity even if the original entity has 
ceased to exist.25

According to the Coding Rules, a regis-
tered number is composed of fifteen digits.26

The first six digits indicate the registration 
authority,27 and these digits correspond to 
The Administrative Division Code of China.28

The next eight digits are the numbers allo-
cated to business entities established under 
that particular registration authority.29 The 
last digit is the check digit,30 which is used 
for error detection.31

For example, if a company’s registered 
number is “110105 18765432 6,” the “110105” 
corresponds to the administrative code of 
the ChaoYang District of Beijing. It indicates 
that the Beijing registration authority—the 
ChaoYang District Branch—has issued the 
company’s initial business license. The num-
ber “18765432” is the number assigned to this 
particular company. The number “6” is the 
check digit. According to the Coding Rules, 
no other business entity will ever have the 
same registered number.32

The registered number under the Cod-
ing Rules can provide further information. If 
the first number of the eight-digit part is “0,” 
“1,” “2,” or “3,” the business entity is a do-
mestically funded enterprise.33 If it is “4” or 
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“5,” the business entity is a foreign-invested 
enterprise.34 And if it is “6,” “7,” “8,” or “9,” 
the business entity is an individual industrial 
and commercial household.35

Since the Coding Rules were issued in 
April 2007, they have been implemented 
throughout mainland China.36 According to 
the statistics issued by the SAIC on January 
5, 2011,37 there were 10,820,865 domestically 
funded enterprises and 9,087,728 (83.98%) 
of them had been issued business licenses 
with fifteen-digit registered numbers (either 
at establishment or at annual inspection). 
In Shanghai, all 789,983 of the domestically 
funded enterprises (100%) have been issued 
business licenses with fifteen-digit registered 
numbers. In Beijing, 559,490 enterprises out 
of 643,381 (86.96%) have obtained business 
licenses with fifteen-digit registered num-
bers.38

Why the Unique Registered Number System 
Should be Adopted in the United States 
In the United States, a company’s name does 
not contain the name of a state where it is 
incorporated.39 Companies coming from dif-
ferent states are likely to have the same or 
similar names. In addition, a company may 
experience many changes in its duration. A 
unique registered number can help market 
participants identify a company and track its 
changes. A good example can be found in the 
field of secured transactions.40

Article 9 of the Uniform Commercial 
Code (UCC) is a vehicle to inform interest-
ed parties that a debtor might have granted 
a security interest in certain property.41 To 
create an effective security interest, the UCC 
Article 9 requires parties to file a sufficient 
financing statement in the filing office.42 A 
sufficient financing statement must include 
(1) the name of the debtor, (2) the name of 
the creditor, and (3) a description of the col-
lateral.43 However, any error in the debtor’s 
name will be presumed seriously mislead-
ing and may cause an ineffective filing.44 For 
example, in In re Tyringham Holdings, Inc,45 a 
financing statement involved $310,925 worth 
of property.46 Because the creditor incorrectly 
listed the debtor’s name as “Tyringham Hold-
ing” rather than “Tyringham Holdings, Inc.,”
the court held that the filing was ineffective 
because an official search under the debtor’s 
name could not reveal the creditor’s financ-
ing statement.47

Even if the debtor’s name is correctly 
stated in a financing statement, a change of 

the debtor’s name after the initial filing can 
still mislead subsequent creditors.48 Under 
UCC 9-507(c), if the search under the debtor’s 
current name cannot disclose the financing 
statement, the financing statement becomes 
“not effective to perfect a security interest in 
collateral acquired by the debtor more than 
four months” after the change of the name.49

The four-month grace period under the UCC 
9-507(c) requires the creditor who has a secu-
rity interest in the debtor’s after-acquired col-
lateral50 to track the debtor’s change of name 
and to make an amended filing.51 In addition, 
within the four-month grace period, a subse-
quent creditor could be tricked into lending 
money to the debtor because a search under 
the debtor’s current name would not discov-
er the financing statement under the debtor’s 
old name. 

A company may change its name, domi-
cile, business scope, etc., but the unique reg-
istered number will remain the same.52 The 
unique registered number clarifies a com-
pany’s identity.53 It reduces the confusion 
caused by a company’s changing its name, 
a company’s name being incorrectly spelled, 
or companies from different places having 
the same or similar names. A unique number 
also provides a way to search a company’s 
public filing.54 If a debtor had a unique reg-
istered number throughout the country, and 
if the Article 9 filing office could provide a 
search index by using unique registered 
numbers, it would be much easier for credi-
tors to pinpoint a debtor, and subsequent 
creditors could easily find a financing state-
ment filed under either the debtor’s old name 
or its current name.55

Implementing the unique registered num-
ber would probably require a federal regula-
tory program. However, in the United States, 
the “federal government may not compel the 
States to enact or administer a federal regula-
tory program.”56 With this background, there 
are several ways to reach this goal: the feder-
al government could exercise its tax power to 
adopt the unique number system, or to use its 
spending power to encourage states to adopt 
such a system.57 Alternatively, each state 
could require that the companies registered 
within its jurisdiction use a unique registered 
number, and if that number is connected to 
the state’s abbreviation (e.g., DE 5678 or NY 
9012), the unique registered number can still 
be recognized throughout the country.
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Conclusion
A unique registered number can clarify 

a company’s identity and avoid confusion 
caused by similar names or when a company 
changes its name. In particular, a unique reg-
istered number system can simplify a UCC 
Article 9 filing and help creditors to track a 
debtor and discover financing statements 
filed under both the debtor’s old name and 
new name. If the unique registered number 
can be adopted as a search index in Article 
9 filings, then subsequent filing due to debt-
or’s name changes will become unnecessary 
and thus significantly reduce creditors’ time 
and costs on keeping track of debtor’s name 
change. If the unique registered number 
system can help reduce the transaction cost, 
then why does the United States not make 
use of if? 
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Introduction
Noncompetition agreements continue to be 
permissible under Michigan law. However, 
two recent Michigan Court of Appeals cases, 
Huron Technology Corp v Sparling1 and Asker
v Nasir2 provide some insight into how nar-
rowly a court can interpret a noncompetition 
agreement.

The starting point for construing a non-
competition agreement under Michigan law 
is MCL 445.774a(1), the statute (in effect since 
1985) that authorizes noncompetition agree-
ments:

An employer may obtain from an 
employee an agreement or covenant 
which protects an employer’s reason-
able competitive business interests 
and expressly prohibits an employee 
from engaging in employment or 
a line of business after termination 
of employment if the agreement or 
covenant is reasonable as to its dura-
tion, geographical area, and the type 
of employment or line of business. 
To the extent any such agreement or 
covenant is found to be unreasonable 
in any respect, a court may limit the 
agreement to render it reasonable in 
light of the circumstances in which it 
was made and specifically enforce the 
agreement as limited.
The two cases discussed below focus on 

different portions of this statutory language; 
the first case addresses the meaning or scope 
of “line of business,” and the second case 
deals with “reasonable competitive business 
interest.”

Line of Business
In Huron Technology Corp, the Michigan 
Court of Appeals clearly indicated that for 
a noncompetition agreement to be enforce-
able, it may only protect the employer’s rea-
sonable competitive business interests and
must be reasonable in duration, geographi-
cal scope, and line of business. The court of 
appeals reviewed the caselaw explaining the 
meaning of the phrase “reasonable competi-
tive business interest” and then focused on 

the facts and trial court rulings of the case 
before it. 

The trial court ruled that while the dura-
tion and geographical scope elements were 
reasonable, the language referencing “any 
products or service competitive with a prod-
uct or service offered by the Company” was 
an unreasonably broad prohibition on the 
line of business.3 The trial court also ruled 
that the noncompetition agreement did not 
protect the former employer’s reasonable 
competitive business interests. However, the 
court of appeals did not explicitly address 
this ruling. 

The court of appeals upheld the trial 
court’s dismissal, explaining that a former 
employee may be prohibited from working 
for a business that, considered in its entirety, 
was in competition with the new employer. 
“But in this case, the non-compete agree-
ment “prohibits defendant (former employ-
ee) from working for a business that offers 
a single product or service that is “competi-
tive” with any products or services offered 
by plaintiff (former employer), regardless of 
whether the business (of new employer) is 
in actual competition with plaintiff.  …The 
non-compete agreement therefore prohibits 
defendant from working for any business 
that is in remote competition with plaintiff, 
which is unreasonably restrictive.”4

After upholding the trial court’s ruling 
that the line of business restriction was un-
reasonable, the court of appeals pointed out 
that the trial court erred in failing to impose 
a reasonable line of business restriction, but 
that this error was harmless because the trial 
court also ruled that plaintiff’s former em-
ployer and defendant’s new employer were 
not competitors. Any reasonable restriction 
could only restrict defendant from working 
with a competitor in plaintiff’s line of busi-
ness, so even a reasonable line of business re-
striction would not prevent defendant from 
working for the new employer.

An unanswered issue from the Huron
Technology case is how much of a product (or 
service) overlap must there be to find that 
two entities are in competition with each 
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other. In the Huron Technology case, the plain-
tiff’s former employer’s business was charac-
terized as “highly modified conveyors that 
create dangerous conditions for operators” 
or “custom conveyors,” while the business 
of the new employer “manufactures more 
standardized conveyors and refuses to get 
involved in high risk projects” or “standard 
conveyors.”5 Without knowing very much 
about the conveyor industry, one could plau-
sibly see that any given customer might pick 
either plaintiff’s or new employer’s prod-
ucts but not both for a given project, so that 
even though the products offered are not the 
same, clearly there is competition going on 
in terms of securing orders from customers.  
The similarity of products offered only inten-
sifies what is arguably already a very com-
petitive scenario. If a customer has to select 
one  vendor over another for a given project, 
then the level or degree of product similarly 
between the vendors is not nearly as impor-
tant as the fact that both vendors call on the 
same market segments. Apparently the trial 
court in Huron Technology was satisfied that 
the former employer and new employer 
called on separate market segments and con-
cluded that they were not competitors. One 
can only speculate as to why the court of zp-
peals dealt at length with finding the line of 
business restriction was unreasonable only 
to indicate that a reasonable line of business 
restriction would have no impact; if the new 
employer is not a competitor of the former 
employer, then presumably any noncompeti-
tion agreement does not come into play, re-
gardless of whether it is or is not reasonable. 
It is worth noting that the court of appeals 
did not rely on the small number of overlap-
ping products in upholding the trial court’s 
finding that the former employer and new 
employer were not competitors; the court of 
appeals ruled only that the trial court’s find-
ing was not clearly erroneous, and then used 
that ruling as basis to find harmless error by 
the trial court for not revising the line of busi-
ness restriction to be reasonable. 

Further complicating the Huron Technol-
ogy case is the fact that the former employee, 
before working for the plaintiff, worked for 
an affiliate of the plaintiff , and it appeared 
that this affiliate was in fact engaged in the 
same line of business as the new employer, to 
wit, specialized or custom conveyor projects. 
The court of appeals opinion indicated that 
the defendant worked for this affiliate from 
1986 to December 2008 or January 2009 (and 

then went to work for plaintiff until June 
2012). The fact that plaintiff and its affiliate 
are separate entities may help rationalize that 
plaintiff’s line of business was genuinely dis-
tinct and different from that of the new em-
ployer, but one can understand why plaintiff 
filed suit against a former employee with ap-
proximately 26 years’ experience who went 
to work for a third party that appeared to be 
in the same line of business as the company 
for which the former employee worked from 
1986 through 2008. 

Reasonable Competitive Business 
Interest
The second recent case to shed light on non-
competition agreements is Asmi v Nasir.  This 
consolidated case involved a number of 
commercial disputes between three doctors 
and their related professional corporations. 
Included among the issues was the enforce-
ability of a noncompetition agreement 
against one of the doctors that prohibited the 
doctor (Dr. Raza) from practicing medicine 
within ten miles for two years following his 
employment by a professional corporation. 
There was no dispute that these restrictions 
were reasonable (at least in the abstract) and 
that Dr. Raza violated both the duration and 
geographic scope restrictions. Apparently 
there was no issue regarding the line of busi-
ness, e.g. practice of medicine. The trial court 
dismissed the claim against Dr. Raza because 
the former employer did not have a “rea-
sonable competitive business interest.” The 
former employer argued that it had a reason-
able competitive business interest in continu-
ing to solicit and obtain referrals to its office 
from primary care doctors. The Michigan 
Court of Appeals ruled the former employ-
er’s restrictions did not protect the stated 
reasonable competitive business interest 
because the restrictions bore no relevance to 
soliciting/obtaining referrals from primary 
care doctors. The former employer’s actions 
of replacing Dr. Raza and seeking new refer-
rals would (or could) take place regardless 
of what Dr. Raza did post-departure. Stated 
differently, Dr. Raza’s practicing medicine 
within ten miles and two years of leaving the 
former employer did not impact it because 
the former employer relied on referrals for 
business, and Dr. Raza’s actions did not pre-
vent or restrict the former employer from 
pursuit of such referrals. The court of appeals 
opinion does not mention existing patient 
files because apparently the former employ-
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er did not rely on patient files as a rationale 
for its reasonable competitive business inter-
est; it appears that referring primary care 
doctors, not patients, were the “customers” 
under the facts of this case. The facts in Asmi
may infer that the departing doctor did not 
take any patient files to his new employer, 
thus leaving the former employer with a 
relatively weak rationale regarding its rea-
sonable competitive business interest, but if 
the departing doctor did not in fact take any 
patient files to his new employer, the former 
employer had arguably already achieved the 
intended result of the noncompetition agree-
ment. Perhaps the former employer should 
have sought restrictions that prevented for-
mer employees from seeking referrals from 
the pool or source of primary care doctors 
accessed by the former employer. In any 
event, the lesson to be gleaned is that a court 
will separately examine the requirement 
of a reasonable competitive business inter-
est apart from the reasonableness analysis 
of duration, geographical scope, and line of 
business in reviewing the enforceability of a 
noncompetition agreement. In many cases, 
the reasonable competitive business interest 
will be apparent, but in all events, you must 
be sure to separately address it whenever 
you are dealing with noncompetition agree-
ments.

NOTES
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Case Digests

Sales Contract for Automobile—Recovery of 
Down Payment

Jay Chevrolet, Inc v Dedvukaj, No 319187, 2015 Mich App 
LEXIS 1143 (June 6, 2015)
A car dealer had standing to seek payment of a down pay-
ment that allegedly had not been made by the purchaser. 
While the retail installment sales contract (RISC) for the 
vehicle was assigned to a third-party entity, the language 
of the contract indicated that the RISC related only to the 
payment of the amount financed and not the down pay-
ment. The court of appeals affirmed the lower courts’ 
findings and judgment that there was an oral contract for 
payment of the down payment and that defendant had 
breached that agreement. Although the RISC did contain 
a clause providing for the award of attorney fees in certain 
circumstances, the promise to pay the down payment was 
a contract separate from the RISC and there was no indica-
tion that this contract contained an attorney fee provision. 
The court held that the general rule barring attorney fees 
applied in the absence of an agreement to pay them.

Summer Resort Association—Recovery of 
Attorney Fees

Great Lakes Shores, Inc v Bartley, No 320913, 2015 Mich 
App LEXIS 987 (July 2, 2015)
In an action by a nonprofit corporation that administered 
a summer resort to recover unpaid dues and assessments, 
the corporation was entitled by its bylaws to recover attor-
ney fees in addition to the dues and assessments.

Uniform Securities Act—Registration as 
Broker-Dealer, Agent, or Investment Advisor

Pransky v Falcon Group, Inc, No 319266, 319613, 2015 
Mich App LEXIS 1292 (June 18, 2015)
In an action concerning the validity of a consulting agree-
ment for the development of a spa, the court of appeals 
affirmed the determination that defendant could perform 
its obligations under the consulting agreement without 
having to be registered as a broker-dealer, agent, or invest-
ment advisor under the Uniform Securities Act. The trial 
court also did not err when it held that the consulting 
agreement required defendant to perform services as a 
finder and that finders do not have to be registered under 
the Uniform Securities Act. Because defendant could per-
form its obligations under the consulting agreement with-
out being registered, the consulting agreement was not 
on its face illegal, and the trial court properly dismissed 
plaintiff’s claims based on the illegality of the consulting 
agreement.
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