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From the Desk of the Chairperson
By  Jennifer E. Consiglio
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Shortly after I wrote my column for the 
Spring 2020 edition of the Business Law 
Journal, the World Health Organiza-
tion declared the outbreak of corona-
virus disease 2019 (COVID-19) a pan-
demic. Soon thereafter, the Governor 
of the State of Michigan announced 
the first case of COVID-19 in the state, 
and declared a state of emergency and 

a state of disaster. Over the next several weeks, Gover-
nor Whitmer ordered Michiganders to “shelter in place” 
and issued in excess of 100 executive orders. Business 
and social activity worldwide came to a screeching halt. 
The scale of the crisis and its impact on every facet of 
life, including the practice of law, is beyond anything 
we have ever experienced. 

As I write this column, in Michigan alone, the pan-
demic has claimed over 5,500 lives, shuttered business-
es and court houses, required employees to work from 
home, and caused millions of others to file for unem-
ployment. Michiganders remain subject to some version 
of a “stay home and stay safe” executive order as well 
as social distancing guidelines. We’ve been challenged, 
as legal practitioners, to adapt and serve our clients and 
the public under dramatically different and ever-shift-
ing conditions. As we continue to navigate these un-
chartered waters, there is still much uncertainty ahead.

The Council of the Business Law Section has not had 
the opportunity to meet in person since early December 
2019. Various other Section meetings and events have 
moved online or been rescheduled. It remains unclear 
when large groups of people will be allowed, or even 
comfortable, to assemble again in person. Nevertheless, 
the Business Law Section has remained active and en-
gaged.

Representatives of the Section have participated in 
various multi-section task forces convened by the State 
Bar. Among other things, those efforts produced spe-
cific recommendations, presented to the Office of the 
Governor, to enable attorneys to competently and ef-
fectively represent clients, and to otherwise meet ethical 
obligations mandated by the Michigan Rules of Profes-
sional Conduct during the pandemic. Section members 
have collaborated with the Institute of Continuing Legal 
Education (ICLE) and others to create webcasts address-
ing the practice of business law, in its various forms, 
during COVID-19. They have volunteered to staff le-
gal helplines and otherwise serve as legal resources to 
underserved Michiganders during the pandemic. And, 
they have continued to provide traditional resources on 
established and emerging business law topics for trans-
actional attorneys, business litigators, and members of 
the judiciary. 

The Section’s Committees and Directorships, which 
cover a wide range of practice areas–such as corporate 
laws, limited liability companies and partnerships, 
commercial litigation, nonprofit corporations, debtor/
creditor rights, securities regulation, the Uniform Com-
mercial Code, financial institutions, and in-house coun-
sel–have been meeting, formally and informally. Their 
members have shared ideas and resources, among 
themselves and with other Section members, to address 

critical issues, develop best practices for lawyers and 
their clients, and provide guidance on evolving legal 
uncertainties created by the COVID-19 pandemic. The 
Section’s applicable Committees and Directorships have 
evaluated requests for the submission of briefs amicus 
curiae, provided comments and technical guidance on 
draft legislation, and otherwise continued to work dili-
gently to provide the core services historically offered 
by the Section.

The Section’s Publications Directorship, partnering 
with ICLE, has coordinated the publication of this edi-
tion of the Business Law Journal containing articles pre-
sented by—and for—practicing attorneys in Michigan. 
For the convenience of Section members, the Journal is 
searchable online at https://connect.michbar.org/busi-
nesslaw/newsletter. Past issues of the Journal likely con-
tain an article to educate and guide you with respect to 
nearly any business law issue with which you may be 
confronted.

The Section’s Programs Directorship, also in part-
nership with ICLE, has been planning the substantive 
and social programming for the 32nd Annual Business 
Law Institute (BLI), which is currently scheduled to take 
place at the JW Marriott Hotel in Grand Rapids on Octo-
ber 2, 2020. The Section’s Annual Meeting is also sched-
uled for October 2, 2020 during the lunch break for the 
BLI. Given the current uncertainty regarding live events 
involving large groups, it is possible that the BLI and 
Annual Meeting will held virtually or presented in an 
alternative format. In any event, the Business Law Insti-
tute will undoubtedly present an excellent opportunity 
to learn more about current legal issues in the practice of 
business law, and, hopefully, to network with business 
law colleagues. 

On behalf of the Section, I thank all of the Commit-
tee and Directorship Chairs and members for the exten-
sive time and effort they contribute to Section activities. 
As we emerge from quarantine and beyond, if you are 
looking to make the most of your Section membership 
and to help enhance the practice of law in Michigan, I 
highly recommend joining and actively participating 
in one or more of the Section’s Committees or Direc-
torships. You can help make Michigan a relevant and 
hospitable place to do business and to practice business 
law. A list of these Committees are Directorships, and 
contact information for their respective leadership, can 
be found on the Section’s website at https://connect.mich-
bar.org/businesslaw.

This is my last column as Chair of the Business Law 
Section. During my tenure, I received invaluable assis-
tance in many ways from other lawyers in our Section, 
including fellow Council members as well as many of 
the Chairs who preceded me. I thank you for the wise 
counsel. I’d also especially like to thank my fellow offi-
cers, Julia Dale (Vice Chair), John Schuring (Treasurer), 
and Mark Kellogg (Secretary), and our Section Admin-
istrator, Terri Shoop, for their diligence and dedication 
in helping to navigate the issues before our Section, and 
to adapt (often on the fly) plans and activities when con-
fronted by a pandemic. Finally, thank you, members of 
the Business Law Section, for the honor and privilege of 
serving you.
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Corporations Division 
Update
The landscape outside of the Cor-
porations Division is the same—the 
hosta plants have sprouted, and the 
trees are in full bloom. Yet, at the 
same time, the flag is flying at half-
staff to honor and mourn the lives 
that have been lost due to coronavi-
rus (COVID-19). 

Since Monday, March 16, 2020, the 
Corporations, Securities & Commer-
cial Licensing Bureau has been closed 
to public visitors and walk-in custom-
ers until further notice. The Corpora-
tions Division quickly transitioned to 
new processes and procedures while 
continuing to serve businesses, the 
public, and stakeholders so as not to 
disrupt the services and support pro-
vided by our team. As such, we ask 
for your understanding during this 
state of emergency, and we strongly 
encourage you to conduct business 
with us online through our Corpo-
rations Online Filing System (COFS) 
at www.michigan.gov/corpfileon-
line, instead of by U.S. mail, FedEx, 
or UPS. 

Documents that cannot be sub-
mitted online may be submitted by 
email to LARA-CSCL-CorpsEFile@
michigan.gov. After the document is 
submitted by email, you will be pro-
vided with a link to pay the filing fee 
by credit card. 

The Corporations Division is 
meeting statutory requirements and 
reviewing documents within ten 
business days, perhaps even sooner, 
but it is not guaranteed. If you would 
like to request expedited service, 
please complete and include the Ex-
pedited Service Request Form CSCL/
CD-272 with your submission. When 
submitting a document online, a level 
of expedited service may be selected, 
or otherwise standard service will ap-
ply.

Virtual Meetings and 
Electronic Voting 
Due to the coronavirus pandemic 
resulting in federal, state, and local 
restrictions, many nonprofit corpora-

tions will undoubtedly seek to hold 
meetings through remote communi-
cation, such as a teleconference call 
or video conferencing. The Michi-
gan Nonprofit Corporation Act (the 
“Act”) allows members or directors 
to participate in meetings by con-
ference telephone or remote com-
munication if all of the individuals 
participating can communicate with 
the other attendees.1 However, the 
corporation has authority to restrict 
participation in meetings by remote 
communication in its articles of incor-
poration or bylaws. It is important to 
review those governing documents 
along with sections 405 and 521 of the 
Act so that the specific, procedural 
requirements are followed if a remote 
meeting is planned. Also, there are 
many resources available to provide 
ideas and best practices for nonprofit 
corporations. For example, Board-
Source has compiled articles and fre-
quently asked questions to assist non-
profits, which are available through 
its website at www.boardsource.org.2

Electronic voting without a meet-
ing is more complicated. Michigan 
nonprofits should carefully review 
the legal requirements so that action 
taken by an electronic vote is autho-
rized and enforceable. For directors—
unless prohibited by the articles of 
incorporation or bylaws—action can 
be taken without a meeting if all of 
the directors then in office consent to 
the action in writing or by electronic 
transmission. The written consents 
must be filed with the minutes of 
the proceedings of the board.3 Since 
all of the directors in the office must 
consent, the vote must be unanimous. 
Proxy voting is limited for directors 
(unless prohibited by the articles or 
bylaws) to the election of directors.4 

There are more options available 
for members (or shareholders of a 
stock-based nonprofit5) to take ac-
tion without a meeting. However, 
in nearly all instances, the articles of 
incorporation or bylaws must allow 
these methods to be used. The only 
exception is action taken by writ-
ten consent. Action may be taken by 

unanimous written consent of the 
members, and the written consent 
can be transmitted electronically.6 
The written consent may be less than 
unanimous if this is provided for in 
the articles of incorporation.7 If per-
mitted by the articles or bylaws, ballot 
voting and voting by proxy are other 
physically-distant methods available 
for members to take action without a 
meeting.8 

Additional information and a 
thorough explanation of the require-
ments is provided in “Taking Action 
Without a Meeting: Electronic Voting 
and Other Options for Members and 
Directors of a Michigan Nonprofit 
Corporation” from the Summer 2018 
issue of The Michigan Business Law 
Journal.9

Good Standing
When applying for a loan, grant, or 
other program it may be required for 
the nonprofit corporation or other 
business entity to be in good standing. 
If the entity needs to demonstrate that 
it is in good standing, a Certificate of 
Good Standing can be ordered online 
from the Corporations Division at 
www.michigan.gov/corporderform. 
The fee is $10.00. When placing the 
order, you will choose whether the 
certificate will be returned by email 
or through the mail. If email is select-
ed, then the certificate will be emailed 
to the requestor’s designated email 
address within minutes. The seal of 
the Corporations, Securities & Com-
mercial Licensing Bureau will appear 
on the certificate in black and white. 
If the certificate is returned by mail, 
then it will be printed on certificate 
paper which contains a gold seal and 
a blue watermark in the shape of the 
State of Michigan. The certificates are 
legally equivalent and both formats 
are admissible in a court of law.10

Also, it is important for an entity 
to be mindful of its annual filing re-
quirement in order to remain in good 
standing on the records of the Corpo-
rations Division. The annual report 
for nonprofit corporations is due by 
October 1 of each year. The annual 
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report is available to be filed online 
beginning on June 15. The annual re-
port for profit and professional cor-
porations is due by May 15 of each 
year. The annual report is available to 
be filed online beginning on January 
15. The annual statement for limited 
liability companies and the annual 
report and annual statement for pro-
fessional limited liability companies 
is due by February 15 of each year, 
and it is available to be filed online 
beginning on October 15 of the previ-
ous year. 

Dissolution
If a nonprofit corporation faces a situ-
ation in which it needs to dissolve or 
withdraw its authority to conduct 
affairs in Michigan, the corporation 
may dissolve or withdraw by using 
one of the following methods:
1. Filing a Certificate of Dis-

solution (form CSCL/CD-
530 or CSCL/CD-531) for 
domestic corporations or an 
Application for Certificate 
of Withdrawal (form CSCL/
CD-561) for foreign corpora-
tions.

Please note, the Certificate of Dis-
solution form CSCD/CL-530 may 
only be used if the corporation meets 
all of the following conditions and 
the dissolution is approved by a ma-
jority of incorporators or directors: 

1) Has not commenced 
business

2) Has not issued any shares 
and has no members 
entitled to vote on 
dissolution

3) Has no debts or other 
liabilities

4) Has received no payments 
on subscriptions for its 
shares or memberships, 
contributions or other 
funds from members 
or third parties, or, if it 
has received payments, 
has returned them to 
those entitled to them, 
subtracting any part 
disbursed for expenses

2. Filing a Certificate of Amend-
ment (form CSCL/CD-515) 

is an option for domestic cor-
porations only. A Certificate 
of Amendment can be used 
to change the corporation’s 
term of existence to a specific 
date for dissolution. To allow 
for processing of the Certifi-
cate of Amendment by the 
Corporations Division, the 
date for dissolution should 
be at least 15 days in the fu-
ture. 

Also, while it is not an active ap-
proach, section 922 of the Nonprofit 
Corporation Act,11 indicates that if an 
annual report is not filed within two 
years of the annual report due date, 
a domestic corporation is automati-
cally dissolved.  Foreign corporations 
have one year before automatic revo-
cation occurs.

All nonprofit corporations, un-
less organized for religious purposes, 
must obtain consent to the dissolu-
tion, withdrawal, or amendment 
changing its term to a specific date, 
or a written statement that consent is 
not required, from the Michigan At-
torney General’s Office and submit 
the approval to the Corporations Di-
vision with the document.12 To obtain 
this approval, contact the Michigan 
Department of Attorney General, 
Charitable Trust Section, PO Box 
30214, Lansing, MI 48909 or by call-
ing (517) 373-1152. Additional infor-
mation is available on its website at 
www.michigan.gov/agcharity. The 
documents listed above cannot be 
filed unless it is accompanied by ei-
ther the written consent of the Attor-
ney General or an affidavit attesting 
to the submission of a written request 
to the Attorney General for consent 
to the filing and the failure of the At-
torney General to respond within 120 
days.

Each of the domestic entity forms 
listed above can be completed online 
at www.michigan.gov/corpfileon-
line. A Visa, MasterCard, or Discover 
credit card may be used to pay the 
filing fees. The Certificate of Dissolu-
tion online forms include the ability 
to upload the approval letter from the 
Attorney General’s Office.

Conclusion
In closing, as we are all adapting to 
the challenges of a changing land-
scape, many nonprofit corporations 
are also responding to critical needs. 
The Corporations Division and the 
Department of Licensing and Regu-
latory Affairs remain committed to 
helping and serving nonprofit corpo-
rations and the business community 
by focusing on our mission to pro-
tect people and promote business in 
Michigan through transparent and 
accessible regulatory solutions. 

NOTES

1. MCL 450.2405 and 450.2521.
2. BoardSource, How Nonprofits and 

Board Members Can Respond to COVID-19, 
available at: https://boardsource.org/resourc-
es/nonprofit-board-member-respond-cov-
id-19.

3. MCL 450.2525.
4. MCL 450.2421.
5. The requirements for action by share-

holders are generally the same as action by 
members. Since only a small minority of  Mich-
igan nonprofit corporations are stock-based, 
this column focuses on action by members.

6. MCL 450.2407(3)-(4).
7. MCL 450.2407(1).
8. MCL 450.2408 and 450.2421.
9. Celeste E. Arduino & Nicholas Q. Tay-

lor, Taking Action Without a Meeting: Elec-
tronic Voting and Other Options for Members 
and Directors of  a Michigan Nonprofit Corpo-
ration, 38 MI Bus LJ 21 (Summer 2018).

10. 8.3n, R.S. 1846 and MCL 24.406.
11. MCL 450.2922.
12. Dissolution of  Charitable Purpose 

Corporations Act, 1965 PA 169.
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By Eric M. Nemeth

Tax Compliance Practice 
During Covid-19
The Covid-19 pandemic and the 
resultant impact upon tax practice 
and compliance cannot be overstat-
ed. Seemingly, every day for several 
weeks, new legislation and/or agen-
cy announcements and other admin-
istrative or executive pronounce-
ments changed filing dates, payment 
dates, contribution rules and the like. 
The IRS effectively suspended most 
examination and collection work 
except in limited circumstances. Mil-
lions of tax returns piled-up as did 
countless correspondence. In over 30 
years of practice, I have never expe-
rienced anything as wide-ranging, or 
as profound, to our work as tax prac-
titioners.

Now, as government and the pri-
vate-sector resume activities in the 
new “normal,” the IRS and Michigan 
Treasury are expected to resume their 
enforcement functions in examina-
tion, collection, and criminal inves-
tigation and enforcement. Recently, 
there have been some developments 
that should be an interest to business 
lawyers.

IRS Enhances Fraud 
Enforcement
Following up on enhanced enforce-
ment efforts, the IRS announced the 
selection of a veteran in offshore 
compliance as legal advisor to the 
newly formed fraud enforcement 
office. Carolyn Schenck will serve 
as national fraud counsel. The fraud 
enforcement program will be part of 
the Small Business/Self-Employed 
Division of the IRS and IRS Chief 
Counsel. It is not a coincidence that 
the IRS is looking at the small busi-
ness and self-employed sectors, as 
studies have shown a significant tax 
gap in this sector of the economy. 
Given the program’s emphasis on 
fraud, IRS examinations in particular 
should be approached carefully as 
patterns of understated income and/
or overstated expenses could quickly 
devolve into a criminal investigation 
or at least the serious consideration 

of the civil fraud penalty which is 75 
percent of the understated tax.

Self-Employed Draw 
Attention
In keeping with the theme of self-
employed workers, or “Gig Work-
ers,” in a rare bi-partisan approach, 
both the House and Senate tax-writ-
ing committees are reviewing pro-
posals to tighten the requirements for 
the issuance of Form 1099-K or 1099-
MISC. One proposal would impose a 
five percent tax withholding require-
ment for certain self-employed work-
ers, thus blurring the line between 
employees and independent contrac-
tors. A significant part of the tax gap is 
the underreporting of income and the 
corresponding tax obligations of self-
employed workers. On the flip-side, 
the increased reporting of income 
would open the door for more benefit 
eligibility for such workers.

Virtual Trials
The United States Tax Court 
announced that the fall trial calen-
dar will be conducted using remote 
procedures. The Tax Court had can-
celled trials since March because of 
Covid-19. The virtual court sessions 
have also ushered in changes to cer-
tain trial deadlines; such as, the sub-
mission of trial memos being submit-
ted 21 days before trial instead of 14. 
Please consult the Tax Court website 
for the latest announcements.

Lawyers and City Taxes
On May 18, 2020, the Michigan 
Supreme Court released its opin-
ion in Honigman Miller Schwartz and 
Cohn LLP v City of Detroit, Docket No. 
157522. Oral arguments in this case 
occurred on October 2, 2019, and the 
court’s decision has been anticipated 
with great interest by taxpayers, tax 
professionals, and municipalities.

The key issue in this case was the 
proper calculation of the revenue fac-
tor for purposes of allocating the peti-
tioner’s income to the city of Detroit. 
Pursuant to the Uniform City Income 
Tax Ordinance (UCITO), the numera-
tor of the revenue factor must include 

“services rendered in the city.” Peti-
tioner, a law firm, derived a signifi-
cant amount of income from legal 
services performed by its attorneys 
within the city of Detroit but deliv-
ered to clients located outside Detroit. 
Revenue derived from such activity, 
argued Petitioner, was not generated 
by “services rendered in the city” and 
thus was not includible in the numer-
ator of the revenue factor. The city 
disagreed and assessed more than $1 
million in additional tax based on its 
position that “services rendered in 
the city” refers to the location where 
the services are performed, not where 
they are delivered.

The Michigan Tax Tribunal grant-
ed summary disposition to the city, 
finding that the statute was ambigu-
ous but that “services rendered in the 
city” required calculating the revenue 
factor based upon where services 
were performed, not where they were 
delivered. The Michigan Court of Ap-
peals reversed and remanded, con-
cluding that the term “rendered” is 
different than the term “performed,” 
which is used elsewhere in the UCI-
TO statute. The Court of Appeals 
reasoned that the legislature’s use of 
these two different terms indicated 
that they had two separate mean-
ings, and that the calculation of the 
revenue factor should be based upon 
where the service is delivered to the 
client, not where it is performed by 
Petitioner.

Upon review of Michigan’s statu-
tory history with respect to sourcing 
income from the sale of services and 
an examination of the use of the term 
“render” in the context of the UCITO 
specifically, the Michigan Supreme 
Court determined that “services ren-
dered” focuses upon where services 
are done, not where they are deliv-
ered. In its analysis, the court particu-
larly highlighted the contrast between 
the computation of the payroll factor 
(based upon total compensation paid 
to employees for work done or ser-
vices performed within the city) and 
the revenue factor (calculated based 
upon the gross revenue of the tax-
payer derived from sales made and 

Tax MaTTers
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services rendered in the city), noting 
that “render” is used when referring 
to a taxpayer’s revenue derived from 
doing services for a customer or cli-
ent, while “perform” is used in the 
context of an employee’s work for his 
or her employer.

In its conclusion, the court’s opin-
ion noted that the Michigan legisla-
ture has adopted an origin test for 
the calculation of the revenue factor 
with respect to revenue derived from 
services. This is in contrast to the des-
tination or market-based test that is 
customarily used to allocate revenue 
from the sale of goods. Based on this 
finding, the court reversed the Court 
of Appeals and remanded the case 
back to the Michigan Tax Tribunal.

Thank you to, Erin Haney, for as-
sisting in drafting this column. The 
City of Detroit Income Tax article can 
be found at www.varnumlaw.com.

Eric M. Nemeth of 
Varnum LLP in Novi, 
Michigan practices in 
the areas of civil and 
criminal tax contro-
versies, litigating mat-
ters in the various fed-

eral courts and administratively. 
Before joining Varnum, he served 
as a senior trial attorney for the 
Office of Chief Counsel of the Inter-
nal Revenue Service and as a spe-
cial assistant U.S. attorney for the 
U.S. Department of Justice, as well 
as a judge advocate general for 
the U.S. Army Reserve.



9

Technology corner

Michigan Adopts Insurance Cybersecurity Law
My co-author Paul Doyle read one of 
my earlier columns where I described 
cybersecurity and related compliance 
initiatives as a “mosaic” of laws and 
regulations. The lack of a robust, uni-
form regimen for data privacy and 
security has led to industry specific 
legislation and state laws that require 
our clients to address important issues 
of privacy and data security on an ad 
hoc basis or sometimes with industry 
guidance. We have seen this with the 
financial industry (Graham Leach Bli-
ley1) and the health sector (HIPAA and 
HITECH2) as well as the state laws that 
have been discussed in prior columns 
such as the California Consumer Pri-
vacy Act. The most recent of these is 
based on the Insurance Data Security 
Model Law proposed by the National 
Association of Insurance Commission-
ers (NAIC) in 2017. Michigan was the 
second state to adopt a variation of the 
law, which takes effect on January 1, 
2021.

Background
A series of high-profile breaches of 
personal information in the health 
care and governmental sectors led the 
NAIC to study the issue, offer guid-
ance, and then model a law for the 
insurance industry. Interestingly, the 
state of South Carolina played a key 
role in this process, propelled by its 
own breach in 2012 of Department of 
Revenue data. The NAIC convened 
a task force to address cybersecurity 
issues and a key participant in the 
South Carolina investigation became 
the leader of that task force. Over sev-
eral years, the NAIC published a num-
ber of work products, including a set 
of guiding principles recommended to 
be followed as well as the model law.

2015 Principles for Effective 
Cybersecurity: Insurance 
Regulatory Guidance
The first set of guidance was pub-
lished by the NAIC in 2015 and offered 
twelve guiding “principles” for state 
regulators to follow.3 Some of the key 
points were:

•	 State insurance regulators 
should ensure that person-
ally identifiable consumer 
information held by insur-
ers, producers, and other 
regulated entities is protected 
from cybersecurity risks and 
should mandate that notifica-
tion protocols are in place to 
alert consumers in the event 
of a cybersecurity breach.

•	 Confidential and/or person-
ally identifiable information 
that is collected, stored, and 
transferred should be appro-
priately safeguarded, and 
state insurance regulators 
have a responsibility to pro-
tect information that they col-
lect, store, and transfer.

•	 Guidance and oversight for 
the industry should be flex-
ible, scalable, practical, and 
consistent with national 
efforts such as the NIST frame-
work.4 Regulatory guidance 
must be risk-based and must 
consider the resources of the 
regulated entities.

•	 Incidence response planning 
is an essential component 
to an effective cybersecurity 
program.

•	 Regulated entities and state 
insurance regulators should 
take appropriate steps to 
ensure that third parties and 
service providers have con-
trols in place to protect per-
sonally identifiable informa-
tion and incorporate cyberse-
curity as part of the entity’s 
enterprise risk management 
process, making it clear that 
cybersecurity is not just 
an information technology 
department issue.

•	 Information, threat assess-
ments, audit findings, and 
analysis should be shared 
to prepare organizations for 
emerging threats and vulner-
abilities.

•	 Training and testing are 
essential.

The Insurance Data Security 
Model Law 
Another prong of the NAIC efforts 
was to draft a model law for states 
to adopt. This was released in 2017.5 
In the press release announcing the 
model law, the NAIC said:

The model law . . . creates 
rules for insurers, agents and 
other licensed entities cover-
ing data security, investigation 
and notification of breach. This 
includes maintaining an infor-
mation security program based 
on ongoing risk assessment, 
overseeing third-party service 
providers, investigating data 
breaches and notifying regula-
tors of a cybersecurity event.6 
South Carolina was the first to 

adopt the law, and Michigan’s version 
was more recent. Interestingly, the 
federal government was also looking 
at the issue of cybersecurity in the in-
surance industry. As NAIC wrapped 
up and ratified the model law, the U.S. 
Department of Treasury, through the 
Federal Insurance Office, was com-
pleting its own report on the state of 
the insurance industry. The treasury 
report commended NAIC on their 
creation of the model law and encour-
aged all states to adopt it. Treasury 
said that if the states did not adopt 
the model law, then within a five-year 
time frame, it would ask Congress to 
preempt the states.7

The key elements of the model law 
can be summarized as follows:
•	 Insurers and other entities 

licensed by a state department 
of insurance must develop, 
implement, and maintain an 
information security program 
based on its risk assessment, 
with a designated employee 
or third-party in charge of 
the information security pro-
gram. 

•	 Compliance can be phased 
in, especially for oversight of 
third-party service providers.

•	 Licensees must determine the 

By Michael S. Khoury and Paul F. Doyle
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appropriate security mea-
sures to implement based on 
careful, ongoing risk assess-
ment for internal and exter-
nal threats. 

•	 Each cybersecurity event 
must be investigated, and 
the state insurance commis-
sioner notified of a cyberse-
curity event.

•	 Insurance commissioners 
have the power to examine 
and investigate licensees to 
determine compliance with 
the law and to require reme-
diation of data security defi-
ciencies.

•	 The model exempts smaller 
licensees and those subject 
to existing regulatory over-
sight.

•	 The model does not create a 
private cause of action, nor 
does it limit an already- exist-
ing private right of action.

Michigan’s version of the In-
surance Data Security Law8 varies 
from the model law by exempting 
additional smaller companies (less 
than 25 employees) and requiring 
notification to the regulator of the 
breach within 10 days from the date 
the breach is determined to have oc-
curred (as compared to 72 hours as 
specified in the model law). Michi-
gan’s version also includes specific 
notification requirements to affected 
consumers and credit reporting agen-
cies with fines if notice is not given.

Conclusions
Michigan entities in the insurance 
industry have until the end of 2020 
to get compliant with the new law. 
As this industry touches so many 
others, the new law may also result 
in the need to tightened compliance 
by those that rely on the insurance 
industry and business in general. 
This risk management analysis may 
result in other industries seeing the 
benefit in good cybersecurity practic-
es that can be put into place without 
the need for legislative or regulatory 
impetus. 

NOTES
1. Gramm–Leach–Bliley Act (GLBA), also 

known as the Financial Services Modernization 
Act of  1999, (Pub.L. 106–102, 113 Stat. 1338, 
enacted November 12, 1999).

2. See Michael S. Khoury and Amy K. 
Fehn, Changes to HIPAA Privacy and Security 
Resulting from the HITECH Act, Michigan Busi-
ness Law Journal (Summer 2009).

3. See the NAIC “Principles for Effective 
Cybersecurity: Insurance Regulatory Guid-
ance” available at https://www.naic.org/docu-
ments/committees_ex_cybersecurity_tf_final_
principles_for_cybersecurity_guidance.pdf. 

4. See, generally, https://www.nist.gov/
cyberframework. 

5. See the NAIC Model law at https://
www.naic.org/store/free/MDL-668.pdf.

6. http://live-naic-static.pantheonsite.io/
Releases/2017_docs/naic_passes_data_securi-
ty_model_law.htm.

7. https://www.naic.org/documents/
cmte_legislative_liaison_brief_data_security_
model_law.pdf.

8. Michigan H.B. 6491 (MCL 500.550, 
et seq., enacted on December 28, 2018. See 
also the legislative analysis of  the law avail-
able at http://www.legislature.mi.gov/doc-
uments/2017-2018/billanalysis/House/
htm/2017-HLA-6406-37F5A2DD.htm.
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DiD You Know? By G. Ann BakerTouring The Business courTs By Douglas L. Toering and Ryan A. Hansen

Introduction
Traditionally, litigation has been 
handled in person, with attorneys 
physically present for status confer-
ences, motion hearings, depositions, 
mediations, settlement conferences, 
arbitrations, and trials. Over the past 
several years, various courts have 
begun to conduct status conferenc-
es by telephone, as well as motion 
hearings by telephone or occasion-
ally by videoconference. Thus, prior 
to the COVID-19 pandemic, courts 
were moving to greater electronic 
access. The pandemic accelerated 
these efforts almost overnight. The 
Michigan Business Court Judges we 
interviewed were unanimous on this 
point: Court proceedings by video-
conferencing are here to stay. This 
then promises time and cost savings 
for the parties and counsel along with 
greater efficiency for the courts. 

These technological changes are 
consistent with the purposes of the 
business court statute and the Michi-
gan Court Rules. The statute encour-
ages efficient resolution of business 
disputes with the “expertise, tech-
nology, and efficiency required by 
the information age economy.” MCL 
600.8033(3). Likewise, MCR 1.105 
states, “These rules are to be con-
strued, administered, and employed 
by the parties and the court to secure 
the just, speedy, and economical de-
termination of every action and to 
avoid the consequences of error that 
does not affect the substantial rights 
of the parties.”

Today, business litigation is regu-
larly conducted via Zoom, WebEx, or 
other video technologies. Michigan 
courts are holding hearings through 
Zoom and status conferences via tele-
phone or Zoom.1

At least one judge has tried a 
bench trial using Zoom, and other 
judges expect to do so in the near 
future. Mediations and arbitrations 
are also being conducted by Zoom 
or WebEx, and depositions are being 
scheduled in the same fashion. 

Michigan Supreme Court 
Orders
When the COVID-19 pandemic hit, 
court access became severely limited 
for public health reasons. To allow 
justice to proceed, the business courts 
had to react quickly. To facilitate this, 
the Michigan Supreme Court issued 
various Administrative Orders and 
provided every judge in Michigan 
a private Zoom room with its own 
unique password. As a result, video-
conferencing in the business courts 
(and other courts) has rapidly become 
commonplace. 

Issued on March 15, 2020, Admin-
istrative Order 2020-1 provides that, 
“In civil cases, trial courts should 
maximize the use of technology to 
enable and/or require parties to par-
ticipate remotely.”2 

Then, on April 7, 2020, the court 
issued Administrative Order 2020-6.3 
This authorized and required a good 
faith effort of judicial officers to con-
duct proceedings remotely (whether 
physically present in the courtroom 
or elsewhere), using two-way inter-
active videoconferencing technology 
or other remote participation tools, 
wherever possible.

Virtual and remote proceedings 
have resulted in their own set of pro-
cedures and issues. The State Court 
Administrative Office released the 
Michigan Trial Courts Virtual Court-
room Standards and Guidelines on 
April 7, 2020 (revised April 17, 2020).4 
This resource contains various stan-
dards and best practices. These in-
clude the following. 

Official Records
“Proceedings conducted via video-
conferencing technology must be 
recorded by the court, except for 
those hearings that are not required 
to be recorded.”5 The recording 
must be “sufficient to produce a 
verbatim written transcript as if the 
hearing were held in person in the 
courtroom.”6 

Attorney/Client Communications
The court “must provide a method 
to enable confidential communica-
tion between a party and the party’s 

counsel.”7 Specifically, in Zoom, 
courts can allow attorneys to meet 
with their client in a breakout room.8 

Public and Press Access
“Access to proceedings must be pro-
vided to the public either during the 
proceeding or immediately after via 
access to a video recording of the 
proceeding, unless the proceeding is 
closed or access would otherwise be 
limited by statute or rule.”9 There is 
also a guideline that courts should 
create a YouTube live stream chan-
nel.10 This is in furtherance of the 
ideal of open and transparent courts 
accessible to the public. 

How Courts Are Using 
Remote Technology

Kalamazoo County Business Court
Judge Alexander C. Lipsey presides 
over the Kalamazoo County Business 
Court. (Like most other business court 
judges, he also has a mix of other civil 
and criminal cases.) Judge Lipsey has 
been conducting conferences and 
motion hearings (including a pre-
liminary injunction hearing without 
witnesses) via Zoom. He also uses 
Zoom to conduct settlement confer-
ences. Overall, Judge Lipsey is “very 
satisfied” with conducting settlement 
conferences via Zoom except for an 
occasional technical issue (probably 
unrelated to Zoom’s platform). 

Kent County Business Court
Judge Christopher P. Yates and Judge 
T.J. Ackert have continued to conduct 
routine case conferences by Zoom as 
well as conference calls. In addition, 
both Judge Ackert and Judge Yates 
have maintained busy motion dock-
ets using Zoom and conference calls, 
so only trials and complex eviden-
tiary hearings have been significantly 
delayed by the pandemic. Signifi-
cantly, both judges have had ample 
time to write opinions, so the Kent 
County Specialized Business Docket 
website contains a whole host of new 
opinions, and the backlog of motions 
under advisement has been reduced 
to almost zero. Judge Yates notes that 
virtual motion hearings are more 



12 THE MICHIGAN BUSINESS LAW JOURNAL — SUMMER 2020

structured and tend to be shorter. 
He observed that the pandemic has 
“forced us to think about things in a 
new way.” He states that court pro-
ceedings by videoconferencing “will 
make the practice of law much more 
efficient.” 

Finally, the Kent County Special-
ized Business Docket intends to re-
sume in-person bench trials in July 
2020. 

Macomb County Business Court
Judge Richard L. Caretti and Judge 
Kathryn A. Viviano report that their 
courts run largely the same as pre-
COVID, but virtually. No trials have 
occurred via videoconferencing yet, 
but all motions and hearings are on 
the record through Zoom and are 
livestreamed on YouTube for pub-
lic access. Judge Viviano and Judge 
Caretti each have specific COVID-
19 protocols. The Macomb County 
Circuit Court conducts case evalua-
tions telephonically but may move to 
Zoom in the future. 

Oakland County Business Court
Like many other courts, Oakland 
County Circuit Court is conducting 
almost everything by Zoom, includ-
ing bench trials. In fact, Judge Martha 
D. Anderson recently concluded a 
bench trial by Zoom. She noted that 
it was particularly helpful to have all 
the exhibits in advance. Judge Ander-
son mentioned that during the bench 
trial, one person’s screen occasionally 
froze, but everyone was able to work 
around this. Judge James M. Alex-
ander noted that virtual trials pose 
many unanswered problems, from 
constitutional issues (generally, in 
criminal cases) to sharing exhibits, to 
prompting witnesses off-screen. With 
respect to virtual technology in gen-
eral, Judge Alexander reflected that 
“in 90 days, we have come a million 
miles.” He expects using technology 
in the courtroom to continue as the 
new normal. Judge Alexander also 
observed that this “saves lawyers 
time and clients money and is more 
efficient for the court.” The Oakland 
County Circuit Court uses Zoom to 
conduct case evaluations. 

Saginaw County Business Court
Judge M. Randall Jurrens has “tried 
to accommodate some business court 
matters during these extraordinary 
times. Particularly, things like case 
management conferences, status 
conferences, and motions (i.e. non-
evidentiary hearings) can be success-
fully held by Zoom.”

Wayne County Business Court
Judge David J. Allen, Judge Edward 
Ewell Jr., Judge Muriel D. Hughes, 
Judge Lita M. Popke, and Judge 
Brian R. Sullivan believe that court 
proceedings by videoconferencing 
are here to stay. They each conduct 
settlement conferences and motion 
hearings using videoconferencing. 
Wayne County Circuit Court also 
uses videoconferencing to conduct 
case evaluations.

Issues with videoconferencing, 
according to Judge Ewell, include 
an occasional bad connection, poor 
lighting, or improper attire. These 
are the exceptions, however. As to 
the last, Judge Hughes recommends 
that parties and counsel dress for me-
diation the same way as they would 
dress for court. Furthermore, Judge 
Popke reminds counsel that “when 
the oral arguments are on YouTube, 
we are presenting to the public the 
judicial system, and it should appear 
as such.” 

Judge Sullivan noted that certain 
hearings by videoconferencing work 
well, while others, especially those 
with witnesses, may not. He believes 
that there is no substitute for in-per-
son interactions. However, as Judge 
Sullivan noted, to provide service 
and to be effective, courts will need 
to continue to allow remote access. 
Judge Sullivan added that the pre-
COVID-19 trend to decide motions 
on the briefs is continuing. 

Like Judge Sullivan, Judge 
Hughes decides many of her motions 
on the briefs, although she sets hear-
ing dates for more complex motions 
or motions seeking an injunction. 
Emphasizing that “time is money,”11 
Judge Hughes observed that virtual 
hearings save time and money. Judge 
Popke stated, “I have conducted nu-

merous business court status confer-
ences by Zoom and have found them 
to be efficient. Attorneys and the 
court are always prompt and general-
ly conclude the matters in less than 30 
minutes, with the exception of com-
plex cases.” Moreover, with hearings 
by videoconferencing, attorneys can 
be in multiple courts (Wayne County 
then Kent County, for example) on 
the same morning. In general, she re-
ports, judges and attorneys like hear-
ings by videoconferencing. 

As for scheduling, Judge Ewell 
notes that courts will experience a 
backlog on trials. He thus encourages 
settlement conferences, mediation, 
and arbitration to resolve cases ear-
lier. Judge Hughes agrees. She added 
that bench trials are another option. 
Judge Allen concurs with and sup-
ports the observations of his Wayne 
County colleagues. 

Overall
A number of judges observed that 
hearings by videoconferencing were 
shorter. The judges generally like 
the efficiency of videoconferencing 
for the parties and counsel (result-
ing in saving considerable time and 
expense by avoiding travel) and for 
the courts themselves. 

At a recent meeting of the Michi-
gan Business Court Judges, the judg-
es indicated they were conducting 
virtual (Zoom) pretrial conferences, 
status conferences, and evidentiary 
hearings and are planning to hold 
virtual bench trials. 

Virtual ADR
Overall, the consensus seems to be 
that ADR has hardly skipped a beat 
due to COVID-19. (All Community 
Dispute Resolution Programs pro-
vide mediation via Zoom.) Generally, 
mediators and arbitrators report that 
they continue to provide mediation 
and arbitration services by videocon-
ferencing. 

In his article, “Thoughts About 
My First Zoom Arbitration,”12 Jona-
than Frank observed that virtual ar-
bitration is efficient because nobody 
has to travel. However, there are 
differences. Frank noted that emo-
tion from parties was generally lost, 
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which can be both good and bad. Ob-
jections are hard to manage, as there 
is a slight delay in the transmission 
of the live stream. Frank suggested 
using a “visual stop sign” to make 
objections easier. He also noted that 
it was much harder to communicate 
with his client because they were 
not sitting next to each other in the 
same room; text messaging was an 
imperfect solution. Attorney Ian M. 
Williamson13 also recently handled 
an arbitration hearing via Zoom and 
found that while live testimony may 
often be preferable, witness examina-
tions were more effective than he had 
anticipated. However, Williamson 
found the format more tiring than in-
person proceedings due to the need 
to remain seated and focused on a 
screen for extended periods. He also 
experienced occasional issues with 
screens of witnesses or opposing 
counsel freezing up. 

Regarding mediation by vid-
eoconferencing, the results appear 
mixed. Judge Alexander has heard 
that some attorneys like it, but others 
do not. There are benefits to in-per-
son mediation, of course. Indeed, it 
is easier to get to “yes” when every-
one is in the same room (or in nearby 
rooms). Conversely, it is easier for a 
party who is alone to say “no.” (This 
is presumably why judges have often 
required that parties with settlement 
authority personally attend settle-
ment conferences.) In other cases, 
sometimes people just want to be 
heard. This may favor in-person me-
diation. But Judge Sullivan noted that 
in his experience, most parties have 
not found virtual mediation to be 
significantly different such that they 
would forego mediation if it were 
conducted by videoconferencing. 
Still, he believes the preference is for 
in-person mediation, if possible. 

Retired Wayne County Business 
Court Judge Daniel P. Ryan has suc-
cessfully used WebEx for years in 
mediations with people who live 
out of state or internationally. That 
said, Judge Ryan also noted some 
problems with videoconferencing, 
including web connection/camera 
problems, the fact that it is easier for 

parties to say “no,” and lack of for-
mality in how parties dress and con-
duct themselves (which may lead to 
a view that the proceedings are not 
as serious as they would be for an in-
person mediation.) Judge Ryan also 
spoke to another COVID-19-related 
issue on settlements. As a result of 
COVID-19-related delays, some par-
ties are delaying settlements (to allow 
them to delay payment); other parties 
use the uncertainty of COVID-19 as a 
negotiating tool (“Settle now, or your 
case will be delayed due to COVID”).

Going Forward
COVID-19 has moved the legal world 
to integrate today’s technology into 
all aspects of business litigation, 
with the possible exception of jury 
trials. Video technology will still be 
used to conduct status conferences, 
motion hearings, evidentiary hear-
ings, and bench trials after the pan-
demic is over. This will not be true 
in every case, of course. But it may 
well be that virtual court proceedings 
will become the rule rather than the 
exception post-COVID-19. Indeed, 
Michigan Supreme Court Chief Jus-
tice Bridget M. McCormack recently 
testified virtually to a United States 
House Judiciary Subcommittee. She 
observed that “this pandemic was 
not the disruption that any of us 
wanted, but it may be the disruption 
we needed to transform our judiciary 
into a more accessibl[e], transpar-
ent, efficient, and customer-friendly 
branch of government.”14

In general, virtual court proceed-
ings are going very well. Whether 
jury trials can be conducted virtu-
ally remains to be seen; many judges 
are skeptical. Virtual ADR is here to 
stay as well, although time will tell 
whether mediation is more success-
ful in person than by video. ADR in 
general will be high in demand, as 
trials are backlogged due to COVID-
19-related delays. 

Judge Jurrens summed it up, “As 
to the future, I fully anticipate that 
while some matters will eventually 
return to the courthouse proper (par-
ticularly [jury] trials), the pandemic 
has afforded us an opportunity to 

experience and appreciate the utility 
and efficiency of virtual meetings; so 
I feel confident this new way of con-
ducting some court proceedings is 
here to stay.” 

The use of technology, albeit 
accelerated by COVID-19, helps ful-
fill the mandate in the business court 
statute to resolve business disputes 
efficiently with technology. (As many 
judges observed, the jury is out on 
whether jury trials can be effectively 
conducted by videoconferencing.) 
Regardless of what the future holds, 
technology such as videoconferenc-
ing in the courtroom (as well as in 
mediation and arbitration in certain 
circumstances) will be the new nor-
mal. Making litigation more efficient 
and inexpensive is a good thing. 

NOTES

1. This column is not an endorsement of  
Zoom over any other technology or a critique 
of  Zoom or any other technology. The empha-
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As COVID-19 continues to upend 
business as usual, nonprofit organi-
zations must recognize and cope with 
the ongoing impact the disease has 
had on their mission. Self-isolation, 
social distancing, event cancellation 
and a decrease in funding are all on 
the minds of nonprofit leaders. Non-
profit directors must now begin ask-
ing questions about how the disease 
will affect their beneficiaries, employ-
ees and volunteers, management, 
work cultures, programs, fundrais-
ing, events, investments, and opera-
tions. As nonprofit directors address 
these issues, they will inevitably turn 
to their counsel for guidance on what 
their legal obligations are to weigh 
COVID-19’s impact against the need 
to advance the nonprofit’s mission.1 
Counsel for nonprofits should be pre-
pared to address three separate types 
of issues, (1) director’s duties during 
the crisis, (2) issues related to the non-
profit’s charitable mission, and (3) 
employee and other human resources 
issues. 

Directors, Management, and 
Decision-Making Issues
Under the Michigan Nonprofit Cor-
poration Act, nonprofit directors owe 
the organization the same essential 
fiduciary duties (among other things) 
as for-profit boards of directors, 
including the duty of care.2 Thus, 
much like the board of directors of 
a for-profit corporation, a board of 
directors for a nonprofit is respon-
sible for implementing plans, poli-
cies, budgets, specific directives, and 
responsible leadership that upholds 
the mission, vision and value of the 
organization. Thus, as for a for-profit, 
the nonprofit duty of care requires 
that a director acts in a reason-
able and informed manner under 
the given circumstances. The duty 
requires the same standard of care 
as a for-profit corporation, namely 
the director must act in a manner in 
which “an ordinarily prudent person 
in a like position would use under 
similar circumstances.”3 

However, COVID-19 has consid-
erably changed the circumstances 
from just a few weeks ago, and di-
rectors must now consider how that 
changes the care and attention an 
ordinarily prudent director would 
provide to the organization. While 
director liability for breach of fidu-
ciary duty may be rare at least in the 
nonprofit context (but not unheard 
of),4 the risk may be significant if, for 
example, directors ignore decision 
making limits and respond to the cri-
sis without regard to proper chains of 
authority.5 Review bylaws and cur-
rent policies before making policy 
decisions so that leadership is prop-
erly making decisions and the chain 
of command remains clear. 

Event Cancellations and 
Mission-Related Issues
While the full effect of COVID-19 
will not be known for some time, it 
is clear that the business world has 
slowed considerably. Fundraising 
(or other) events, which may have 
been crucial to a nonprofit’s budget, 
must be postponed or outright can-
celed. Counsel’s task here will likely 
be to identify the impacts of cancelled 
events or meetings and take swift 
action to minimize or recover unex-
pected costs. Thus, Counsel should 
pro-actively review event contracts to 
determine if deposits are refundable 
or other fees are avoidable. Counsel 
may be required to evaluate contrac-
tual obligations and any defense the 
organization may have for not per-
forming under an existing contract, 
negotiations with other parties to a 
contract, and whether the organiza-
tion is entitled to cancellation insur-
ance benefits.6 

Hopefully event contracts con-
tain a force majeure clause under 
which performance is excused and 
deposits returned. However, in the 
absence of a force majeure clause, the 
doctrine of frustration-of-purpose 
doctrine may similarly provide an 
excuse for nonperformance of a con-
tractual obligation.7 Generally, the 

doctrine may be “asserted where ‘a 
change in circumstances makes one 
party’s performance virtually worth-
less to the other, frustrating his pur-
pose in making the contract.’”8 More 
formally, frustration-of-purpose may 
be applied where: “(1) the contract 
must be at least partially executory; 
(2) the frustrated party’s purpose in 
making the contract must have been 
known to both parties when the con-
tract was made; (3) this purpose must 
have been basically frustrated by an 
event not reasonably foreseeable at 
the time the contract was made, the 
occurrence of which has not been due 
to the fault of the frustrated party and 
the risk of which was not assumed by 
him.”9 Thus, it may be possible to ar-
gue that stay-at-home orders frustrate 
the purpose of an event, warranting a 
full refund of a deposit. Again, care-
ful reading of the contract is required. 

Employees and Human 
Resources
Finally, while not a specific legal obli-
gation, nonprofits, like all companies, 
and indeed, all Michiganders, should 
do their part to slow the spread of 
COVID-19 by adhering to the general 
health policies and advice of experts. 
Nonprofits are, after all, employers 
and like all other employers, they 
should comply with COVID-19 guid-
ance provided by the Department of 
Labor (OSHA) and the Department of 
Health and Human Services and their 
state analogs. If possible, directors 
should also provide flexible opportu-
nities for employees and volunteers 
to work from home and offer sick 
leave or encourage employees who 
are sick to stay home.10 

To effectively preserve the mission 
and principles of the organization, 
nonprofit leaders should address 
mitigation strategies with counsel 
and take initiatives to stay informed 
of ever-changing guidance and poli-
cies from agencies charged with CO-
VID-19 tasks. 

in-House insigHT By Jordan B. Segal and Maria Toma

Legal Best Practices for Nonprofits in the COVID-19 Era 
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Charitable organizations and private foun-
dations are often the first community stake-
holders to step in to assist victims of natu-
ral disaster such as floods, hurricanes, and 
tornadoes as well as hardships on a more 
individual level, such as a fire devastating a 
local employer or a local family. So long as 
the class of potential recipients of the relief 
is large enough to be deemed an indefinite 
class of charitable individuals, and pay-
ments are structured appropriately, the relief 
will be deemed charitable—in other words, 
a proper activity for a 501(c)(3) organiza-
tion and not taxable as income to the recipi-
ent under the federal tax laws. In addition, 
under changes to the federal tax code after 
the terrorist attacks of September 11, 2001, 
employers are permitted to establish funds 
to relieve employees in the event of a feder-
ally declared disaster or employee hardship 
that would otherwise be deemed income 
subject to income and employment taxes. 
However, in all cases of charitable payments 
to individuals—even in the event of a feder-
ally declared disaster or hardship relief—the 
rules requiring an indefinite class of chari-
table recipients and those against impermis-
sible private benefit and private foundation 
self-dealing still apply. 

Indefinite Charitable Class
Pursuant to the Treasury Regulations,1 the eli-
gible class of charitable beneficiaries must be 
so large as to be indefinite—so that it is not as 
if donors are earmarking their contributions 
to particular individuals. A charitable class 
must be large enough or sufficiently indefi-
nite that the community as a whole, rather 
than a pre-selected group of people, benefits 
when a charity provides assistance. When 
the group of eligible beneficiaries is limited 
to a smaller group, such as the employees of 
a particular employer, the group of persons 
eligible for assistance must be open-ended 
and include employees affected by the cur-
rent disaster and those who may be affected 
by a future disaster. However, it may be the 
case that the group of eligible employees is so 
large as to warrant its own charitable class. 
As with many things in this area of the law, it 

is a facts and circumstances test that requires 
careful consideration.

The seminal case in the nature of what is 
an indefinite charitable class is Wendy L Park-
er Rehab Found Inc v Commissioner, 52 TCM. 51 
(1986). Although the Parker family created a 
purported charity to aid a seemingly open-
ended class of “victims of coma,” the organi-
zation intended to spend at least 30 percent 
of its income for the benefit of Wendy Parker, 
the daughter of the organization’s founders. 
The Internal Revenue Service (IRS) noted 
that significant contributions were made by 
the Parker family (thus attempting to secure 
charitable deductions for expenditures that 
may not otherwise have been deductible). 
The IRS denied tax-exempt status, finding 
that the benefits of the organization did not 
flow primarily to the public but rather to the 
Parker family, which decision was upheld by 
the tax court.

Needy or Distressed Individuals
Any charitable payments to individuals must 
target those financially or otherwise in need. 
Charitable funds cannot be distributed to 
individuals merely because they are victims 
of a disaster, and an organization’s decision 
about how its charitable funds will be dis-
tributed must be based on an objective eval-
uation of the victims’ needs at the time the 
grant is made. One exception is that in the 
immediate aftermath of a disaster, the IRS 
realizes that no matter what an individual’s 
financial resources, they may be equally in 
need of assistance. By way of IRS example, “A 
charity may provide crisis counseling, rescue 
services, or emergency aid such as blankets 
or hot meals in the immediate aftermath of a 
disaster without a showing of financial need. 
Providing such services to the distressed in 
the immediate aftermath of a disaster serves a 
charitable purpose regardless of the financial 
condition of the recipients. However, as time 
goes on and people are able to call upon their 
individual resources, it may become increas-
ingly appropriate for charities to conduct 
individual financial needs assessments.”2

It is important to note that the analysis 
discussed in this article is whether the activ-
ity in question is charitable. It is common for 

Disaster Relief Philanthropy
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a community to rally support through do-
nations for particular community members 
in need, such has when someone suffers a 
house fire or severe illness. While these activ-
ities are not charitable, they are not prohib-
ited. Instead, the contributions are analyzed 
pursuant to gift tax doctrine (not taxable to 
the donor if falling within applicable limits) 
and are typically not taxable to the recipient.3 
However, the provision of aid to a particular 
individual or family is not charitable in the 
view of the IRS. 

Support to Local Business
Disaster relief to local businesses is scruti-
nized, just as it is for any purported charita-
ble contribution to a for-profit entity. The IRS 
has become increasingly hostile to economic 
development as a charitable activity over the 
years and has taken the position in a pleth-
ora of rulings that simple job creation is not 
charitable—there must be something more.4 
In Publication 3833, the IRS stated that disas-
ter assistance may be provided to businesses 
to aid individual business owners who are 
financially needy or otherwise distressed, 
to combat community deterioration, and, to 
lessen the burdens of government. However, 
that is the same analysis that applies to any 
charitable activity, not just in a time of disas-
ter. The IRS further stated that disaster relief 
payments to local business are only chari-
table if the assistance is a reasonable means 
of accomplishing a charitable purpose, and 
any benefit to a private interest is inciden-
tal to the accomplishment of a charitable 
purpose.5 This standard is often contrary to 
the common understanding of citizens and 
charities of what is important to the health 
of their communities and which they believe 
“should” be charitable. 

The IRS offers the following rather ex-
treme example of permitted disaster relief of 
a business: 

As a result of a tornado, the central 
business district of a community is 
severely damaged. Because of the dev-
astation, the area has become blighted. 
No single business wants to begin res-
toration efforts until it can be assured 
that the whole business district will be 
restored. A charity may provide funds 
to begin rebuilding the infrastructure 
of the district, such as roads, side-
walks, parks, sewers and power lines. 
This type of assistance would accom-
plish a charitable purpose by combat-

ing community deterioration. Any 
benefit to the business is incidental to 
the public purpose accomplished by 
the charity’s program of assistance to 
the community.6 
Many organizations provide significant-

ly greater assistance to local business than 
demonstrated by the IRS’ example. Clearly, 
charities providing aid to a business should 
first scrutinize their proposed programs to 
ensure that they would meet the IRS’ defini-
tion of a charitable activity. If they pass that 
test, then they need to establish objective and 
nondiscriminatory selection criteria to deter-
mine when aid should be offered and when 
it should be discontinued. If a purported ac-
tivity does not meet the IRS’ requirements, 
then a charitable entity may consider provid-
ing relief to a business (such as low-interest, 
patient capital loans) as a mission-related 
investment, utilizing a prudent portion of its 
investment portfolio.7

Employer Sponsored Disaster 
Relief
Since the adoption of IRC 139, as amended 
(the IRC), employers may provide tax advan-
taged assistance to their employees through 
several different avenues, the most flexible of 
which is through an independent, charitable 
entity.8 (This is the only option for employers 
to provide relief to employees for individual 
employee hardship that is not a federally 
declared disaster (a “Qualified Disaster”), 
as defined below.) As a result of President 
Trump’s declaration of a national emergen-
cy that warrants assistance by the federal 
Government under the Robert T. Stafford 
Disaster Relief and Emergency Assistance 
Act,9 the COVID-19 pandemic is treated as 
a Qualified Disaster for purposes of “quali-
fied disaster relief payments” under IRC 139. 
More typically, a “disaster area” is declared 
by the President upon the request of the gov-
ernor of a state in which a natural disaster 
has occurred, and qualified relief may be 
provided within a designated area affected 
by the natural disaster, but the COVID-19 
pandemic applies nationwide. Invocation of 
IRC 139 requires a Qualified Disaster, not a 
disaster declared by a state or local authority, 
and state and local tax laws may not provide 
favorable tax treatment even in the event of a 
Qualified Disaster.

In a Qualified Disaster, payments that 
comply with the IRC will not result in tax-
able income to the recipient, are not subject 
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to employment taxes and withholding, and 
benefit from certain other exceptions to the 
federal tax rules. 

Under IRC 139(c), a Qualified Disaster is 
defined as: 

1) a disaster which results from a 
terroristic or military action (as 
defined in section 692(c)(2));

2) a federally declared disaster (as 
defined by section 165(i)(5)(A));

3) a disaster which results from an 
accident involving a common 
carrier, or from any other event, 
which is determined by the 
Secretary to be of a catastrophic 
nature; or

4) with respect to qualified disasters 
that an applicable Federal, State, 
or local authority (as determined 
by the Secretary) deems to warrant 
assistance from the Federal, State, 
or local government or agency or 
instrumentality thereof.

Under IRC 139, Qualified Disaster relief 
payments include the following types of pay-
ments:

1) to reimburse or pay reasonable and 
necessary personal, family, living, 
or funeral expenses incurred as a 
result of a Qualified Disaster; 

2) to reimburse or pay reasonable and 
necessary expenses incurred for the 
repair or rehabilitation of a personal 
residence or repair or replacement 
of its contents to the extent that the 
need for such repair, rehabilitation, 
or replacement is attributable to a 
Qualified Disaster; 

3) by a person engaged in the furnish-
ing or sale of transportation as a 
common carrier by reason of the 
death or personal physical injuries 
incurred as a result of a Qualified 
Disaster; or 

4) amounts by a Federal, State, or local 
government, or agency or instru-
mentality thereof, in connection 
with a Qualified Disaster, in order 
to promote the general welfare. 

However, in all cases, the payments only 
qualify to the extent any expense compensat-
ed by such payment is not otherwise reim-
bursed by insurance or otherwise.

Qualified disaster relief payments do not 
include income replacement payments, such 
as payments of lost wages, lost business in-
come, or unemployment compensation. Pay-

ments for things that would otherwise be the 
legal responsibility of an employer (includ-
ing under a collective bargaining agreement) 
would also not qualify. Also, as noted above, 
a payment will not be qualified to the extent 
it covers an otherwise qualified expense for 
which the victim has already been compen-
sated, such as through insurance or other 
relief payments (like government payments 
under the CARES Act). In addition, in or-
der for any disaster or hardship relief to be 
deemed to be a charitable activity of the em-
ployer, the relief must be provided to an in-
definite charitable class consisting of needy 
or distressed individuals, as previously dis-
cussed.

Corporate Foundation
Because of the IRS’ concern over private 
foundations aiding their related corpora-
tions in recruiting and retaining employees 
(which amounts to prohibited self-dealing 
under the private foundation rules),10 cer-
tain safeguards were enacted in an attempt 
to ensure that such assistance is serving 
charitable purposes rather than the business 
purposes of the related corporation. The IRS 
will presume that payments in response to a 
Qualified Disaster made by a private foun-
dation to employees (or family members of 
employees) of an employer that is a disquali-
fied person11 to the foundation (such as the 
related corporation) are consistent with the 
foundation’s charitable purposes if all of the 
following are satisfied: (i) the class of ben-
eficiaries is large or indefinite (a “charitable 
class”), (ii) the recipients are selected based 
on an objective determination of need, and 
(iii) the selection is made using either an 
independent selection committee or ade-
quate substitute procedures to ensure that 
any benefit to the employer is incidental and 
tenuous. In other words, at least a majority of 
the selection committee must not be in a posi-
tion to exercise substantial influence over the 
affairs of the related corporation. Also, the 
related corporation should not promote the 
relief program as a means by which to attract 
employees. 

Although IRC 139 provides significantly 
more leeway given that it clarifies that pay-
ments that meet the above-noted criteria 
are not deemed to be self-dealing merely 
because the recipient is an employee of the 
related corporation, that presumption does 
not apply to payments that would otherwise 
constitute self-dealing. For example, the pre-
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sumption does not apply to payments made 
to (or for the benefit of) individuals who are 
directors, officers, or trustees of the private 
foundation or members of the private foun-
dation’s selection committee. Nor would 
they apply to payments that relieve the 
corporation of a legal obligation (such as to 
make particular payments that are employer 
obligations). In all cases, procedures must be 
instituted so that any benefit to the corpora-
tion is incidental and tenuous to the chari-
table purposes served. 

Employer-Sponsored Donor 
Advised Funds (DAFs)
Typically, DAFs12 cannot make grants to indi-
viduals. However, there is an exception from 
the definition of DAF for certain employer-
related funds established to benefit employ-
ees and their family members who are vic-
tims of a Qualified Disaster. A DAF may 
make grants to employees and their family 
members in the following circumstances: (i) 
the fund serves the single identified purpose 
of providing relief from one or more Quali-
fied Disasters; (ii) the fund serves a charita-
ble class; (iii) grants are selected based upon 
an objective determination of need; (iv) the 
selection of recipients of grants is made using 
either an independent selection committee 
or adequate substitute procedures to ensure 
that any benefit to the employer is inciden-
tal and tenuous (meaning that a majority of 
its members must consist of persons who 
are not in a position to exercise substantial 
influence over the employer’s affairs); (v) no 
payment is made from the fund to or for the 
benefit of any director, officer, or trustee of 
the sponsoring organization or any member 
of the selection committee; and (vi) the fund 
maintains adequate records to demonstrate 
the recipients’ need for the disaster assis-
tance provided. 

Employer-Sponsored Charities
Sometimes, employers sponsor the establish-
ment of a separate public charity that is not 
subject to the same restrictive rules of private 
foundations and DAFs. For example, these 
charities may provide relief in the event of 
any type of disaster or qualified employee 
emergency hardship, so long as the related 
employer does not exert excessive control 
over the organization. In order to meet the 
public support test, these charities are typi-
cally funded by a large employee base, and 
those employees also serve on the charity’s 

board of directors. To ensure the program 
is not impermissibly serving the related 
employer, the same three requirements must 
be met as for employer-controlled private 
foundations: (i) the potential pool of recipi-
ents must consist of an indefinite charitable 
class; (ii) the recipients must be selected 
based on an objective determination of need; 
and (iii) the recipients must be selected by 
an independent selection committee, or ade-
quate substitute procedures must be in place 
to ensure that any benefit to the employer is 
incidental and tenuous. The charity’s selec-
tion committee is independent if a majority 
of the members of the committee consists of 
persons who are not in a position to exercise 
substantial influence over the affairs of the 
employer. If these requirements are met, the 
public charity’s payments to the employer-
sponsor’s employees and their family mem-
bers in response to a disaster or emergency 
hardship are presumed (1) to be made for 
charitable purposes and (2) not to result 
in taxable compensation to the employee 
recipients. Employers may also contract 
with a local community foundation or one 
of the national charities that regularly offers 
employer-sponsored assistance programs 
tailored to the employer’s needs, within the 
boundaries of the tax regulations. 

Direct Payments to Employees
Employers may also choose to make pay-
ments directly to employees, as opposed to 
indirectly through a tax-exempt entity. IRC 
139 provides for special tax treatment of 
disaster relief payments made to victims of 
a Qualified Disaster, regardless of the source. 
Therefore, such relief payments will not be 
included in the income of recipients to the 
extent that any expenses covered by these 
payments are not otherwise compensated by 
insurance or other reimbursements. Qualify-
ing payments are also not subject to income 
tax, self-employment tax, or employment 
taxes even though the payments are made 
directly from the employer, so long as they 
otherwise meet the eligibility criteria. 

Employer Sponsored Donation of 
PTO/Leave/Vacation Time
Another way by which employers may sup-
port employees is by facilitating the donation 
of paid time off (including leave or vacation 
time) for use by other employees adversely 
affected by a Qualified Disaster. The plan may 
allow employees to donate accrued paid time 
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off to an employer-sponsored leave bank for 
use by other employees adversely affected by 
a Qualified Disaster. The donated leave is not 
taxable to the donor, although it is deemed 
income to the recipient. An employee is con-
sidered “adversely affected” by a Qualified 
Disaster if it has caused severe hardship 
to the employee or a family member of the 
employee that requires the employee to be 
absent from work.

In order for such a program to be exempt 
from taxation as income to the donating em-
ployee, the plan must be formalized in writ-
ing by the employer and must meet the fol-
lowing requirements:13

•	 The plan does not allow a leave do-
nor to donate leave to a specific leave 
recipient.

•	 The amount of leave that a leave do-
nor may donate in any year gener-
ally may not exceed the maximum 
amount of leave that he or she nor-
mally accrues during the year.

•	 A leave recipient may receive paid 
leave (at his or her normal rate of 
compensation) from the donated 
leave bank. Each leave recipient 
must use this leave for purposes re-
lated to the major disaster.

•	 The plan adopts a reasonable limit, 
based on the severity of the disaster, 
on the period of time after the major 
disaster occurs during which a leave 
donor may donate, and a leave re-
cipient must use, the donated leave.

•	 A leave recipient may not convert 
leave received under the plan into 
cash in lieu of using the leave.

However, a leave recipient may use leave 
received under the plan to eliminate a nega-
tive leave balance that arose from leave ad-
vanced to the leave recipient because of the 
effects of the major disaster. A leave recipient 
also may substitute leave received under the 
plan for leave without pay used because of 
the major disaster.
•	 The employer must make a reason-

able determination, based on need, 
as to how much leave each approved 
leave recipient may receive under 
the plan.

•	 Leave donated due to one Qualified 
Disaster be used only for employees 
affected by that disaster.

Except for an amount so small as to make 
accounting for it unreasonable or adminis-
tratively impracticable, any leave donated 

under a major disaster leave-sharing plan 
not used by leave recipients by the end of the 
period specified in the plan must be returned 
within a reasonable period of time to the 
leave donors (or, at the employer’s option, to 
those leave donors still employed by the em-
ployer) so the donor can use the leave. 

The IRS also created particular exceptions 
for employees to provide leave-based dona-
tions of cash to charitable organizations in 
past Qualified Disasters such as Hurricane 
Harvey, Hurricane Irma, and the Ebola vi-
rus.14 At the time of this writing, it is antici-
pated that similar relief would be granted for 
the COVID-19 pandemic, although that has 
not yet been enacted. 

Books and Records
While charitable organizations are not the 
guarantors of how their charitable assets are 
used, they do have to take reasonable precau-
tions to ensure that the grants they make are 
used for charitable purposes. As previously 
discussed, grants to individuals or for-profit 
business are especially scrutinized. An orga-
nization must maintain adequate records to 
show that the organization’s payments fur-
ther the organization’s charitable purposes 
and that the recipients of grants are members 
of an indefinite charitable class that are needy 
or distressed. Records should demonstrate 
that the organization has made distribu-
tions to individuals after making appropriate 
needs assessments based on the recipients’ 
financial resources and their physical, men-
tal, and emotional well-being. According to 
the IRS,15 generally, documentation should 
include: a complete description of the assis-
tance provided; costs associated with pro-
viding the assistance; the purpose for which 
the aid was given; the charity’s objective 
criteria for disbursing assistance under each 
program; how the recipients were selected; 
the name, address, and amount distributed 
to each recipient; any relationship between 
a recipient and officers, directors, or key 
employees of, or substantial contributors to, 
the charitable organization; and, the compo-
sition of the selection committee approving 
the assistance. In the event that a charitable 
organization is distributing short-term emer-
gency assistance, the records to be main-
tained may be less detailed, such as the type 
of assistance provided; criteria for disburs-
ing assistance; date, place, estimated number 
of victims assisted (individual names and 
addresses are not required); charitable pur-
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pose intended to be accomplished, and the 
cost of the aid. Examples of such short-term 
emergency aid would include the distribu-
tion of blankets, hot meals, heaters, electric 
fans, or coats, hats and gloves. The IRS rec-
ommends that an organization that is distrib-
uting longer-term aid should keep the more-
detailed type of records described above.

Conclusion
IRC 139 makes it possible for employers 
to provide tax-advantaged assistance to 
employees in the event of a Qualified Disas-
ter or in some cases of employee hardship 
that would otherwise be deemed income to 
the employee and subject to employment 
taxes. However, whether the assistance is 
employer-provided or provided by an inde-
pendent charitable organization, the general 
IRC requirements as to the charitableness of 
an organization’s activities still apply even in 
the case of a Qualified Disaster.

NOTES

1.  Treas. Reg. 1.501(c)(3)-1(d)(ii).
2.  IRS Publication 3833, Disaster Relief: Providing 

Assistance Through Charitable Organizations.
3.  Internal Revenue Code of  1986, as amended, 

IRC 2503.
4.  See, for example, TAM 934002 (investment 

in hotel to aid unemployment in local economy not 
deemed charitable); and Priv Ltr Rul 7742062 (2007) 
(purchase of  small business investment company to cre-
ate jobs and alleviate unemployment not deemed chari-
table). 

5.  IRS Publication 3833.
6.  Id. 
7.  What is Mission Investing? https://web.cof.

org/2013fall/docs/resources/Impact-Investing-Basics.
pdf.

8.  IRC 139 provides federal income and employ-
ment tax exemption; state and local tax laws may dif-
fer. All references in this article to tax treatment refer to 
federal income and employment taxes unless otherwise 
noted. 

9.  The Robert T. Stafford Disaster Relief  and 
Emergency Assistance Act (Pub L No 100-707), signed 
into law on November 23, 1988, amended the Disas-
ter Relief  Act of  1974 (Pub L No 93-288). The Stafford 
Act constitutes the statutory authority for most Federal 
disaster response activities especially as they pertain to 
the Federal Emergency Management Agency (FEMA) 
and FEMA programs.

10. See IRC 4941(d)(2)(B) and Treas. Reg. 
53.4941(d)-2(c)(2).

11. IRC 4946. 
12. Under the Pension Protection Act of  2006, the 

definition of  Donor Advised Fund was added to the 
IRC as section 4966. 

13. IRS Notice 2006-59; See also, Priv Ltr Rul 
200720017 (May 18, 2007). 

14. See IRS Notice 2017-48 (Hurricane Harvey); IRS 
Notice 2017-52 (Hurricane Irma); and IRS Notice 2014-
65 (Ebola Virus). 

15. IRS Publication 3833. 
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Managing Endowment Funds 
During an Economic Downturn
By Celeste E. Arduino

During an economic downturn, many chari-
ties may consider invading the principal of 
their endowments. Others may consider 
borrowing from endowments, or pledg-
ing endowments as collateral for loans 
obtained by the charity. While endowments 
are intended to support a charity and even 
provide stability during uncertain economic 
times, a charity’s use of an endowment may 
be restricted by donor intent, contractual 
terms, and the law.1

Identifying “True” Endowments
The Michigan Uniform Prudent Manage-
ment of Institutional Funds Act (“UPMIFA”)2 
defines an “endowment fund” as a fund that, 
under the terms of a gift instrument, is not 
wholly expendable by the charity on a current 
basis. This means that a true endowment for 
legal purposes is one that has been restricted 
by a donor. A “gift instrument” is defined 
broadly under the law to include not only a 
written gift or donation agreement between 
the charity and a donor, but also solicitations 
and other records relating to the gift. Thus, 
a donation to a charity that is designated by 
the donor for endowment purposes, or made 
in response to a charity’s request for endow-
ment funds, would be considered an endow-
ment for legal purposes. Board-designated 
endowments (i.e., a board’s own designation 
of otherwise unrestricted funds as an endow-
ment for its own use) are not endowments 
for legal purposes.

Expenditures of Income and 
Principal
Subject to the intent of the donor as expressed 
in a gift instrument, UPMIFA permits a 
charity to spend or accumulate as much of 
the endowment as the charity determines 
is prudent for the uses, benefits, purposes, 
and duration for which the endowment is 
established. In making such a determina-
tion, the charity must consider the following 
factors: the duration and preservation of the 
endowment fund; the purposes of the char-
ity and the endowment fund; general eco-
nomic conditions; the possible effect of infla-

tion or deflation; the expected total return 
from income and the appreciation of invest-
ments; the charity’s other resources; and 
the charity’s investment policy. It is gener-
ally assumed, under UPMIFA, that charities 
should preserve principal by maintaining the 
purchasing power of amounts contributed 
and should spend income by making a dis-
tribution each year using a reasonable spend-
ing rate. 

A charity must always consider donor in-
tent in managing and using its endowment 
funds. UPMIFA imposes a couple rules of 
construction relating to the gift instruments 
creating an endowment. A gift instrument 
that simply designates a gift as an “endow-
ment,” or that contains a direction or autho-
rization to use only “income,” “interest,” 
“dividends,” “rents, issues, or profits,” or “to 
preserve the principal intact,” or uses words 
of similar import, does both of the following: 
(1) creates an endowment fund of permanent 
duration unless other language in the gift 
instrument limits the duration or purpose 
of the fund; and (2) does not otherwise limit 
the charity’s authority to spend or accumu-
late as much of the endowment as the char-
ity determines is prudent. Thus, if a donor 
wishes to impose any specific restrictions or 
requirements on a charity’s spending (such 
as requiring all income to be spent each year 
or restricting a charity from making any ex-
penditures if the endowment is underwater), 
then the donor should include an explicit 
provision in a written gift agreement with 
the charity.

Underwater Endowments
Before UPMIFA was enacted in 2009, chari-
ties were generally prohibited from spending 
endowments if the value of the endowment 
had fallen below its original gift value. This 
meant many charities, during the 2008 reces-
sion, were unable to utilize their endow-
ments. Although UPMIFA (unlike the prede-
cessor law) allows spending from underwa-
ter endowment funds, the charity must still 
determine that such spending is prudent, 



A charity 
must always 

consider 
donor intent 
in managing 
and using its 

endowment 
funds.

24 THE MICHIGAN BUSINESS LAW JOURNAL — SUMMER 2020

taking into consideration the factors set forth 
above. 

Borrowing from Endowments
Particularly during an economic downturn, 
charities may be tempted to “borrow” from 
their endowments, by using the endowment 
funds for a different charitable purpose or 
spending more than is prudent, with the 
intent to repay or replenish the endowment 
when donations pick back up or the econo-
my rebounds. Unless specifically authorized 
by the terms of a gift instrument, borrowing 
from an endowment is not permitted unless 
the amount to be borrowed and the purpose 
for which the borrowed funds will be used 
would otherwise be a permissible expendi-
ture from the endowment fund if spent by 
the charity, taking into consideration the fac-
tors set forth above. 

Pledge of Endowment Assets
Charities may also seek to pledge assets in 
an endowment fund as security for a loan 
obtained by the charity. The Michigan Non-
profit Corporation Act generally permits 
charities to pledge or create a security inter-
est in any of its property. However, unless 
specifically permitted by a gift instrument, 
UPMIFA and donor intent restrict the pledge 
of endowment assets unless the use of such 
assets to satisfy the debt would be a permis-
sible expenditure from the endowment fund. 
In other words, a pledge of endowment 
assets is subject to the same analysis as bor-
rowing from an endowment. 

Release or Modification of 
Restrictions
A charity that wishes to use an endowment 
fund for a different purpose, or take an action 
with respect to an endowment fund that is 
contrary to the terms of the gift instrument 
or UPMIFA, may always seek the donor’s (or 
donors’ if multiple donors have contributed 
to the endowment fund) written consent to 
a release or modification of the restrictions. 
A donor may give prior consent, in a gift 
instrument, to the charity’s release or modi-
fication of a restriction or stated charitable 
purpose of an endowment. UPMIFA also 
provides a mechanism for a charity to seek 
court approval of a release or modification if 
certain requirements are met. Of course, any 
release or modification must be consistent 
with the charity’s charitable purposes and 
501(c)(3) requirements. 

Variance Power
Although UPMIFA sets forth the meth-
ods for releasing or modifying the restric-
tions imposed upon endowment funds, it 
is not intended to affect the right of a char-
ity’s board to exercise any power to modify 
restrictions contained in a gift instrument as 
conferred by the charity’s governing instru-
ments or by a gift instrument. Such a power 
is often referred to as the charity’s “variance 
power” and may be reserved by any char-
ity, including community foundations which 
may be required to retain a variance power 
to qualify to be treated as a single charita-
ble organization, despite holding multiple 
funds. Thus, a variance power that exists in 
a charity’s articles of incorporation (which is 
a public document) at the time a gift is made, 
should control unless a donor includes a spe-
cific restriction on the variance power in a gift 
instrument. Query, though, how a variance 
power aligns with donor intent if the donor 
was unaware the variance power existed. 

Conclusion
Spending and borrowing from endow-
ment funds is subject to both donor intent 
and applicable law. The emphasis on donor 
intent underscores the importance of a char-
ity maintaining detailed records relating to 
its endowment funds and gift instruments. 
Care should also be taken when soliciting 
donations as the words used by a charity in 
its solicitation materials can impose restric-
tions on its use of the donated funds for 
many years to come. 

NOTES

1. This article addresses only certain legal consid-
erations of  managing endowment funds and does not 
address the application of  accounting standards to the 
use and management of  endowments. A certified public 
accountant should be consulted to determine the appli-
cability of  accounting standards. 

2. UPMIFA generally applies to charities organized 
as nonprofit corporations. Charities organized as trusts 
are governed by the relevant terms of  the Michigan 
Estates and Protected Individuals Code. 
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Program-Related Investments: Are 
They Too Risky?
By Jay Long

Impact Investing
Organizations are moving towards placing 
their investment assets into what they deem 
socially impactful investments.1 “Impact 
investments are investments made with the 
intention to generate positive, measurable 
social and environmental impact alongside 
a financial return.”2 There are many forms 
of these investment strategies that consider 
non-financial factors such as program-relat-
ed investments (“PRIs”); mission related 
investments (“MRIs”); socially responsible 
investments (“SRIs”); sustainable invest-
ments, investments that consider environ-
mental, social and governance (“ESG”) fac-
tors; and economically targeted investments 
(“ETIs”).3 This article focuses on the response 
of the Internal Revenue Service (“IRS”) to 
program-related investments, specifically, 
when these investments are deemed invalid; 
thus subject to the excise tax on “jeopardiz-
ing investments.” 

The practice of impact investing is inhibit-
ed by fear that foundations will face IRS scru-
tiny for failure of a PRI, yet a scan of federal 
caselaw and IRS private letter rulings found 
only six cases (excluding for failure to meet 
expenditure responsibility) in which founda-
tions were penalized for failure to meet the 
PRI requirements, examples of which are dis-
cussed herein.

Section 4944 (Jeopardizing 
Investments)
Section 49444 provides for an excise tax on 
any private foundation investments that 
jeopardize the performance of exempt pur-
poses of the foundation. Although section 
4944 does not describe jeopardizing trans-
actions, the regulations, with certain excep-
tions, provide:

an investment shall be considered 
to jeopardize the carrying out of the 
exempt purposes of a private founda-
tion if it is determined that the founda-
tion managers, in making such invest-
ment, have failed to exercise ordinary 
business care and prudence, under 
the facts and circumstances prevailing 

at the time of making the investment, 
in providing for the long- and short-
term financial needs of the foundation 
to carry out its exempt purposes. In 
the exercise of the requisite standard 
of care and prudence the founda-
tion managers may take into account 
the expected return (including both 
income and appreciation of capital), 
the risks of rising and falling price 
levels, and the need for diversifica-
tion within the investment portfolio 
(for example, with respect to type of 
security, type of industry, maturity of 
company, degree of risk and potential 
for return). The determination whether 
the investment of a particular amount 
jeopardizes the carrying out of the 
exempt purposes of a foundation shall 
be made on an investment by invest-
ment basis, in each case taking into 
account the foundation’s portfolio as a 
whole.5

Although the regulations do not list a 
category of investments that are per se vio-
lations of section 4944, the U.S. Department 
of Treasury goes on to provide examples of 
investments that are closely scrutinized: (1) 
trading in securities on margin, (2) trading 
in commodity futures, (3) investments in 
working interests in oil and gas wells, (4) the 
purchase of “puts,” “calls,” and “straddles,” 
and (5) the purchase of warrants, and selling 
short.6 

If it is determined that a private founda-
tion made a jeopardizing investment, the IRS 
imposes a two-tier excise tax. The first tier of 
tax is 10 percent of the amount so invested 
for each year or part thereof in the taxable 
period;7 followed by a second tax of 10 per-
cent of the amount invested on the participa-
tion of any foundation manager in the mak-
ing of the investment.8 The second tier tax is 
25 percent of the investment by the private 
foundation and 5 percent of the investment 
by the foundation manager if the jeopardiz-
ing investment is not removed from jeopardy 
within the specified period.9
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Program-Related Investments—
An Exception to Jeopardizing 
Investments
Under section 4944(c), program-related 
investments are excluded from the defini-
tion of jeopardizing investments. Treasury 
Regulations § 53.4944-3(a) state that PRIs are 
investments that meet the following tests:

Primary Purpose Test—The primary 
purpose of the investment is to accom-
plish one or more of the purposes 
described in section 170(c)(2)(B). “An 
investment shall be considered as 
made primarily to accomplish one 
or more of the purposes described in 
section 170(c)(2)(B) if it significantly 
furthers the accomplishment of the 
private foundation’s exempt activi-
ties and if the investment would not 
have been made but for such relation-
ship between the investment and the 
accomplishment of the foundation’s 
exempt activities.” This requirement is 
illustrated in the regulations, including 
Example 11 (primary purpose is fur-
thering scientific research), and Exam-
ple 12 (primary purpose is combatting 
environmental deterioration).
No Significant Investment Purpose Test—
No significant purpose of the invest-
ment is the production of income or 
the appreciation of property. “In deter-
mining whether a significant purpose 
of an investment is the production of 
income or the appreciation of proper-
ty, it shall be relevant whether inves-
tors solely engaged in the investment 
for profit would be likely to make the 
investment on the same terms as the 
private foundation. However, the fact 
that an investment produces signifi-
cant income or capital appreciation 
shall not, in the absence of other fac-
tors, be conclusive evidence of a sig-
nificant purpose involving the produc-
tion of income or the appreciation of 
property.”10

No Political or Legislative Purpose Test—
The purpose of the investment must 
not be to accomplish the purpose of 
attempting to influence legislation or to 
attempt to participate in, or intervene 
in, any political campaign on behalf of 
any candidate for public office.11 
The regulations provide many examples 

of investments that qualify as program-relat-
ed under section 4944.12 

Program-Related Investments 
Held Invalid 
This section summarizes cases and rulings 
that have declared a PRI invalid. As shown 
below, PRIs have been declared invalid in 
only limited circumstances. Many of these 
circumstances surround when a foundation 
asserts economic development as the prima-
ry purpose of the PRI, for which the IRS has 
become increasingly hostile. 

Failure to Satisfy the Primary Purpose Test
As stated above, for an investment to be a 
PRI it must significantly further the accom-
plishment of the private foundation’s exempt 
activities. Only five cases/rulings where 
a PRI was deemed to be invalid due to the 
foundation’s failure to meet the primary pur-
pose test were found, those examples are dis-
cussed below. 
TAM 20021803813

•	 Facts—L is a private foundation 
and is exempt from federal income 
tax under section 501(c)(3). M is a 
public charity and is exempt from 
federal income tax under section 
501(c)(3). M’s charitable program 
is to provide entrepreneurship 
training and mentoring to at-risk 
youths. N was established by M to 
create an endowment fund for M. N 
is the general partner of O, a limited 
partnership, which was established 
to provide funding to M. O trades 
in commodities and futures.

•	 Investment—L invested in O, a lim-
ited partnership.

•	 Analysis/Ruling—The IRS found 
that L’s investments in the futures 
and commodities markets were 
solely a way to produce investment 
returns to be used by L in accom-
plishing its exempt purposes. The 
IRS compared the facts to Example 
7 of Treasury Regulations § 53.4944-
3(b) where there was no relation-
ship between the investments per 
se and the accomplishment of ex-
empt purposes except for produc-
ing a return. Although the founda-
tion’s investment did not qualify 
for the program-related investment 
exception, the IRS ultimately ruled 
that the investment was not a jeop-
ardizing investment.

PLR 20101706614

•	 Facts—A section 501(c)(3) corpora-
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tion was organized and operated 
to promote the reduction of green-
house gases and carbon emissions 
by encouraging homebuilding that 
utilized energy efficient technolo-
gies, renewable fuels, and reduced 
consumption of raw materials and 
energy.

•	 Investment—The corporation plan- 
ned to provide down payment as-
sistance to low- and moderate-in-
come individuals and families to 
enable them to purchase LEED-cer-
tified “green housing.”

•	 Analysis/Ruling—The IRS did not 
rule specifically on the validity of 
a PRI. However, the IRS concluded 
that the down payment assistance 
program failed to show that it was 
organized and operated exclusively 
for an exempt purpose because the 
organization was designed to ben-
efit any individual thus furthering 
a nonexempt purpose. The IRS also 
found that the environmental ben-
efits of the down payment program 
were non-specific and indirect. As 
such, the organization was not ex-
empt under section 501(c)(3).

TAM 934000215

•	 Facts—The private foundation is 
exempt from federal income tax un-
der section 501(c)(3). Its stated pur-
poses include, among other things, 
to preserve, create, and/or promote 
the architectural heritage of the 
town and to aid in the continuing 
improvements of the county for the 
betterment of its citizens via direct 
or indirect assistance and financial 
aid to any agencies of local govern-
ment or to any community project 
that has such aims and such pur-
poses.

•	 Investment—To stimulate tourism, 
aid the economy in general, and 
relieve unemployment, the founda-
tion purchased 100 percent stock of 
a for-profit corporation. This corpo-
ration had been created to construct 
and operate a hotel. 

•	 Analysis/Ruling—The foundation’s 
argument that the hotel stimulated 
the economy via employment op-
portunities did not change the fact 
that the ownership of the hotel was 
not in furtherance of an exempt 

purpose. Thus, the IRS ruled that 
the purchase of the hotel is not a 
program-related investment.

PLR 820105016 
•	 Facts—X is a charitable foundation 

that carries out charitable activities 
relating to the promotion of the arts, 
theatre, culture, and education.

•	 Investment—X is the residuary ben-
eficiary of the assets of the Y estate, 
which assets include nearly all of 
the outstanding shares of stock en-
titled to vote on Z and A, corpora-
tions which operate pari-mutuel 
horse racing facilities (a racetrack 
and associated facilities), year-
round.

•	 Analysis/Ruling—The IRS found 
that all the charitable endeavors 
of X were located in other states 
and no current or past activity of 
X involved the operation of horse 
racing, breeding, or stabling facili-
ties. The IRS found that fostering 
horse racing and the “equine arts” 
was not similar to X’s sponsorship 
of programs in the arts, humani-
ties, and public media because the 
organizations currently benefited 
by X were in public television sta-
tions, drama and dance companies, 
and also symphony and chamber 
orchestras (not horse racing, which 
were commercial endeavors). The 
IRS found that investing in the 
horse racing was not a PRI although 
the foundation argued that the clos-
ing of the track would lead to the 
loss of state revenue and jobs.

PLR 774206217

•	 Facts—The private foundation is 
exempt from federal income tax 
under section 501(c)(3).

•	 Investment—The private founda-
tion proposed to purchase $100,000 
of nonvoting stock in a small busi-
ness investment company.

•	 Analysis/Ruling—The IRS found 
that the private foundation’s pur-
chase of the nonvoting stock was 
not a PRI, despite the foundation’s 
claim that the purchase would cre-
ate employment opportunities. 

No Significant Investment Purpose Test
TAM 802300518 
•	 Facts—Y is not classified as a pri-
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vate foundation and is exempt from 
federal income tax under section 
501(c)(3). Y was formed by court or-
der to provide effective, communi-
ty based alternatives to institution-
alization for emotionally disturbed 
youth. Y removes such youngsters 
from their environment to wilder-
ness camps and other substitute 
homes to receive intensive counsel-
ling from trained professionals. X 
is a private operating foundation 
and exempt from federal income 
tax under section 501(c)(3). X con-
ducted research in alternative ways 
to help emotionally disturbed and 
delinquent youths.

•	 Investment—X acquired real prop-
erties, which were adapted to the 
needs of Y’s treatment programs. X 
then began to lease property to Y at 
full market rental value.

•	 Analysis/Ruling—The IRS found 
that the rental arrangement was 
not a program-related investment 
because the public charity paid 
commercial-rate rent to the founda-
tion. The IRS noted that X yielded a 
very healthy return on investment. 
This together with the fact that no 
disadvantaged group is benefitted 
from the arrangement evidenced 
that a significant purpose of this 
expenditure involved the produc-
tion of income and the apprecia-
tion of property. The IRS concluded 
that because rents are at fair market 
value and no property titles were 
transferred during the period in 
question, Y received no benefit 
from this arrangement.

Failure to Exercise Expenditure 
Responsibility 
Although a private foundation can avoid 
excise taxes on impact investments by mak-
ing program-related investments, the foun-
dation is still required to exercise expenditure 
responsibility to avoid the PRI being treated 
as a taxable expenditure under section 4945 
if the recipient of the PRI is not a U.S. public 
charity. Two cases were found where a PRI 
failed to meet expenditure responsibility, 
one of which is summarized herein.

Hans S. Mannheimer Charitable Trust v 
Commissioner19

•	 Facts—The Hans S. Mannheimer 
Charitable Trust (the “Trust”) is 
a private foundation. The Trust 
was created to advance Hans S. 
Mannheimer’s interests in the care 
and study of animals, especially 
primates.

•	 Investments—The private founda-
tion made grants to two other pri-
vate foundations. All three had 
been established by the same per-
son and had offices and trustees in 
common.

•	 Analysis/Ruling—Although the 
funds were spent for proper pur-
poses, the Tax Court highlighted 
Congress’s intent to impose strict 
requirements on private founda-
tions to eliminate abuses. The Tax 
Court concluded that the grantor 
failed to exercise expenditure re-
sponsibility requirements under 
section 4945(h) where the grantor 
failed to (i) obtain written commit-
ments from the grantees, (ii) obtain 
full and complete reports from the 
grantees, and (iii) make full and de-
tailed reports to the IRS on its Form 
990-PF.

Conclusion
As demonstrated above, the IRS and Tax 
Court have primarily found PRIs invalid in a 
limited set of circumstances. The majority of 
times that the IRS found the PRI to be invalid 
is when the foundation failed the Primary 
Purpose Test, such as the following: 

i. Investment in a limited part-
nership, small business invest-
ment company, and horse racing 
companies where there was no 
relationship between the invest-
ments and the accomplishment of 
exempt purposes;

ii. A down payment assistance pro-
gram where the foundation failed 
to show how the program provid-
ed relief to a charitable class or fur-
thered a charitable purpose; and

iii. The operation of a for-profit hotel.
Private foundations are increasingly looking 
at PRIs as a means by which to make their 
philanthropic capital stretch further. A hin-
drance to that adoption has been fear that 
PRIs carry significant risk of running afoul 
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of the federal tax laws governing private 
foundations. However, as demonstrated by 
a scan of IRS private letter rulings and tax 
court cases spanning over 50 years (since 
enactment of the private foundation rules 
in the Internal Revenue Code of 1969), there 
have been few occurrences of such issues, 
and they could have been remedied by com-
pliance with the expenditure responsibility 
rules and assurance of the charitable nature 
of the activity being funded. 
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Community Foundations and 
Variance Power: A View from the 
Inside
By Brett Hunkins

In May 2018, two significant things happened 
to me. First, I joined the Community Founda-
tion of Greater Flint and became aware of the 
concept of variance power. Second, I had a 
mild heart attack. 

In the two years since, my understand-
ing of the heart and how to care for it has ex-
panded in ways I could not have imagined, 
and now I have great clarity about how the 
steps I take contribute to or detract from my 
health.

In parallel, my understanding of variance 
power has expanded in ways I could not 
have imagined, but with less clarity about 
how the steps we take organizationally con-
tribute to or detract from our effective use of 
variance power.

Something seems amiss in that picture.
I can report that there is good news for 

anyone attempting to find greater clarity 
about what variance power is, what it re-
quires, what it allows, and how community 
foundations apply it—there are many defi-
nitions and legal principles available to sort 
through. 

The not so good news is that those defi-
nitions exist in multiple individual spheres, 
and it is unclear how, or whether, those 
spheres intersect in the operating decisions 
of a community foundation.

Furthermore, to the extent those spheres 
are deemed to intersect, it raises important 
questions about a community foundation’s 
ability to maximize its effectiveness in its 
area of influence while operating within 
confines of legal parameters that were not 
designed for other purposes. This can be 
especially true in times of greatest need for 
charitable resources, as illustrated through 
the COVID-19 pandemic.

Background and Review
The Community Foundation of Greater Flint 
operates as a single entity not-for-profit cor-
poration with authority vested in a board of 
trustees, rather than as a holder of accumu-
lated component funds. Accordingly, the dis-

cussion of variance power and how it applies 
will bypass the review of treasury regula-
tions that often is used as a frame.

The governing body of any community 
foundation organized similarly must have 
the power: 

(1) To modify any restriction or con-
dition on the distribution of funds 
for any specified charitable purposes 
or to specified organizations if in the 
sole judgment of the governing body 
(without the necessity of the approval 
of any participating trustee, custodian, 
or agent), such restriction or condition 
becomes, in effect, unnecessary, inca-
pable of fulfillment, or inconsistent 
with the charitable needs of the com-
munity or area served;
(2) To replace any participating trust-
ee, custodian, or agent for breach of 
fiduciary duty under State law; and 
(3) To replace any participating trust-
ee, custodian, or agent for failure to 
produce a reasonable (as determined 
by the governing body) return of net 
income (within the meaning of para-
graph (f)(11)(v)(F) of this section) over 
a reasonable period of time (as deter-
mined by the governing body).”1

The ability for the community founda-
tion to modify restrictions as described in (1) 
above is referred to as its variance power.2 
Beyond merely having the variance power, 
however, the governing body must “commit 
itself by resolution or otherwise to exercise 
that power.”3

In carrying out the powers it is committed 
to exercise, the governing board must also 
operate within parameters imposed by state 
law. Treasury regulations provide a frame-
work for resolving potential inconsistencies 
between any actions the governing body 
may take under (1)-(3) and applicable state 
law, as follows:

If a power described in such a provi-
sion is inconsistent with State law…
the community trust will be treated 
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as meeting the requirements of such a 
provision if it meets such requirements 
to the fullest extent possible consistent 
with State law.4

In order to provide further guidance, an 
example is provided with reference to the 
power to modify under paragraph (1) above:

If the power to modify is inconsistent 
with State law, but the power to insti-
tute proceedings to modify would be 
consistent with State law, the commu-
nity trust will be treated as meeting 
such requirements to the fullest extent 
possible if the governing body has the 
power (in the governing instrument or 
otherwise) to institute proceedings to 
modify a condition or restriction. On 
the other hand, if in such a case the 
community trust has only the power 
to cause proceedings to be instituted 
to modify a condition or restriction, 
it will not be treated as meeting such 
requirements to the fullest extent pos-
sible.5

Evidently not content with simply raising 
the potential for confusion by having offered 
an example, the drafters doubled down by 
offering another:

In addition…if the power to modify 
and the power to institute proceedings 
to modify a condition or restriction is 
inconsistent with State law, but the 
power to cause such proceedings to 
be instituted would be consistent with 
State law, if it were expressly granted 
in the governing instrument and if the 
approval of the State Attorney General 
were obtained, then the community 
trust will be treated as meeting such 
requirements to the fullest extent pos-
sible if it has the power (in the govern-
ing instrument or otherwise) to cause 
such proceedings t be instituted, even 
if such proceedings can be instituted 
only with the approval of the State 
Attorney General.6

In Michigan, the Uniform Prudent Man-
agement of Institutional Funds Act (UPMI-
FA) provides that a donor can give consent 
through a gift instrument accompanying the 
gift for a community foundation to exercise 
its variance power at points in the future.7 
If such a modification is made by the com-
munity foundation, the funds modified must 
still be used for a charitable purpose.8

Discussion
There seems to be little doubt that part of 
what makes a community foundation a pow-
erful channel for philanthropy is its ability to 
be knitted into the fabric of the community 
it serves. One way it achieves this connec-
tion is by being responsive to the needs that 
emerge while continuing to address those 
that already exist.

Treasury regulations provide the flex-
ibility for that responsiveness by requiring a 
transfer of control in order to create a com-
pleted gift to the community foundation.9 
That is, in order for the donor’s gift to qualify 
for a full deduction, the donor must cede 
control of the gift in the first place. It is also 
worth remembering that the “full deduction” 
available to the donor was “fuller” than the 
donor could receive by10 making a gift to a 
private foundation because the treasury reg-
ulations recognized that a community foun-
dation’s unique philanthropic niche created 
a clear charitable outcome for any gifts it 
would receive under the regulation.

In summary, in exchange for the en-
hanced deductibility of a donor’s gift to a 
community oundation, the donor cedes con-
trol of the use of the gift, at which point the 
community foundation also gains variance 
power over the gift.

It is worth pausing a moment here to ac-
knowledge a pragmatic peculiarity to the 
transaction insofar as the donor’s gift, if ac-
companied by the relinquishment of control, 
is to be administered by the community foun-
dation in pursuit of its charitable purposes; 
this at least logically raises the question of 
what created a more specific charitable pur-
pose that might raise the possibility of future 
modification.

The answer seems to come from trust law 
principles related to the doctrine of cy pres, 
though there is not a great deal of clarity 
about the extent to which a community foun-
dation operating as a single entity amelio-
rates, or obviates, the type of mischief cy pres 
sought to foreclose. Namely, a community 
foundation operating under the direction of a 
governing board naturally adds a dimension 
of charitable assurance that a single trustee 
may not. 

Indeed, the legal compendium for com-
munity foundations seems to leave this ques-
tion to a degree of interpretation11 Moreover, 
revisiting Treas. Reg. 1.170A-9(f)(11)(v)(B) 
provides the reminder that the community 
foundation “governing body must be able to 
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modify the restriction without obtaining the 
approval of any participating trustee, cus-
todian, or agent of the community founda-
tion.” It is notable that the donor is not listed 
as a party from whom approval might need 
to be sought.12

There is an additional nuance to be mined 
relative to how a governing body might ac-
tually modify a charitable purpose, presum-
ing for now that it has determined that such 
purpose is “inconsistent with the charitable 
needs of the community or area served.”13 

The legal compendium notes that the 
hallmark of community foundations is “the 
ability of the governing body to exercise the 
function of cy pres without having to first 
obtain court approval.”14 The compendium 
continues:

Under cy pres, a court will change the 
purpose of a charitable trust to the near-
est similar purpose when the trustor’s 
purpose cannot be achieved because it 
is impossible, impracticable or illegal. 
The standards which the regulations 
set forth for when a governing body 
should exercise the variance power 
are slightly broader than the standards 
that a court would use when exercising 
the doctrine of cy pres. An advantage 
of allowing a community foundation 
to make the changes is that it, unlike a 
probate judge, is a charitable specialist 
and it is better able to identify the best 
charitable use of the funds for the com-
munity.15

Given the community foundation’s op-
eration as a single entity, the application of 
trust law makes for a somewhat murky pic-
ture. It at least allows for ambiguity in evalu-
ating the question of what the law allows as 
compared to what the law requires. 

In effect, the introduction of cy pres could 
be construed to impose a limit, or at least a 
kind of conditioning of the governing body, 
on the very gift treasury regulations required 
to be received free of material conditions. 
This creates a pattern where the donor relin-
quishes control in exchange for the original 
tax deduction, then seems to receive some 
of it back through the attachment of donor 
intent.

A similar conflict arises with the intro-
duction of Michigan law, which also creates 
a standard of donor intent at a higher level 
than treasury regulations may have intend-
ed. In addition to the overarching conflict, 
there is also inconsistency in practical ap-

plication given the circumstances to justify a 
possible change of purpose.

The Michigan UPMIFA statute provides 
for modifications to an alternative charitable 
purpose where:
•	 the restriction has become impracti-

cable or wasteful; 
•	 the restriction impairs the manage-

ment or investment of the fund; or 
•	 modification will further the pur-

poses of the fund due to circum-
stances not anticipated by the do-
nor.16

An additional consideration exists be-
cause any modification must be made in 
accordance with the donor’s probable inten-
tion.17

These modifications seem to run paral-
lel with the treasury approach of “unnec-
essary” and “incapable of fulfillment,” but 
they do not provide the broader opportunity 
for modification through a finding that a 
purpose is “inconsistent with the charitable 
needs of the community or area served.”

This difference then requires an evalu-
ation of the community foundation’s com-
pliance with state law “to the fullest extent 
possible” in order to be found to be following 
the treasury regulations under the guidance 
those regulations establish.18 

The Michigan UPMIFA statute enabling a 
donor to, in effect, pre-approve a future mod-
ification of purpose through the community 
foundation’s variance power seems intended 
to provide the mechanism that would enable 
the governing body to modify based on a 
finding of inconsistency with charitable need 
while avoiding the court approval required 
by most state statutes to exercise such vari-
ance power.19

The fact that the legal landscape contains 
these conflicts muddies the water for a com-
munity foundation’s governing body who, 
by virtue of the treasury regulations, must be 
committed to exercising the powers.20

So to recap, I had the heart attack before I 
learned all of this, it was not caused by learn-
ing it.

Practical Implications

Purpose and Complexity
In navigating the legal framework pertinent 
to understanding and interpreting a com-
munity foundation’s variance power, it is at 
times hard not to wonder if there is not a sim-
pler version that could be achieved.
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At a minimum, the treasury regulations 
regarding transfer of control free of mate-
rial condition works clumsily in conjunction 
with the insertion of donor intent principles 
from trust law. The more overt potential con-
flict between treasury regulations and state 
law also can make for a confusing picture. 
There is further potential for a blurred line 
within trust and state law given that Michi-
gan UMPIFA notes that it can be superseded 
by donor intent.

This confusing legal landscape also cre-
ates operational tension because of its over-
lap with the tendency toward donor defer-
ence that exists in community foundations, 
as it does in many charitable organizations. 
As a consequence, there can be misunder-
standings of whether, or when, interactions 
with donors are raising legal considerations 
and when they are more about donor stew-
ardship.

There is another point of complexity aris-
ing from treasury regulations relative to the 
requirement that the governing body must 
commit itself to exercising the variance pow-
er.21 It can be interpreted that part of the value 
of the community foundation in the commu-
nity is its ability to recognize the emerging 
needs and how best to connect its resources 
to addressing them. 

Cast in that light, the conflict between 
variance power and stewarding donor in-
tent becomes easier to appreciate. A com-
munity foundation’s unique ability to adjust 
to changing needs in the community is the 
baseline for an enhanced deductibility of 
original gifts in exchange for a donor’s relin-
quishing control of that gift.22 But the attach-
ment of donor intent and the legal structure 
that accompanies it, which is often exacer-
bated by donor deference, creates at least an 
operational challenge and at most a direct sti-
fling of the community foundation’s unique 
ability.

In practice, especially for longer estab-
lished community foundations, this has the 
potential to be, or become, a homemade Scyl-
la and Charybdis.

Stewardship and Responsiveness
Because a community foundation stands at 
the intersection between its donor base and 
the community it serves, it must achieve 
consistent and thoughtful stewardship of its 
donor base while constantly evaluating the 
ongoing, evolving, and emerging needs of 
the community.

There is operational texture that adds 
complexity given that a community founda-
tion’s donor base includes living and non-
living donors. The process of stewarding liv-
ing donors can create a comfortable space for 
conversations about how the evolving needs 
of a community create opportunities for ei-
ther new giving or modification to original 
intentions.

The weight of the potential legal consid-
erations bears particularly heavy with the 
stewardship of gifts from non-living donors, 
however. And while reasonable minds can 
differ about the point at which stewardship 
and donor deference becomes a legal consid-
eration, it is certainly a cloudier matter when 
there is not a donor to have a conversation 
with.

The notion of variance power can then 
almost become the center of a tug-of-war 
between stewarding a donor base and being 
responsive to community need. And where 
the starting point is the gift of a valued, be-
loved donor, modifying intention can carry 
intellectual and emotional weight; wrapping 
that inside a complicated legal frame can cre-
ate a sense that stewardship is best achieved 
through maintenance of status quo.

Equally, there are times when a commu-
nity foundation may find itself overwhelmed 
by the size and scope of a community need. 
The ongoing COVID-19 pandemic stands as 
a perfect example. The recent horrific flood-
ing in Midland County, another. Commu-
nity foundations are called on in times of 
such crises to provide not only community 
leadership, but dollars to support interven-
tions. In these moments, the scope of need is 
so great that it reframes the variance power 
question because of the reality that even 
were the organization to seek to modify past 
charitable purposes and thereby harness all 
of its spendable dollars to address the need, 
it would still fall short.

These examples from the farthest opposite 
ends of the donor and community steward-
ship continuum provide points of reference 
that help to animate the balance a commu-
nity foundation aims to achieve in conduct-
ing its work. As illustrated, there is plenty of 
complexity in doing so. A clearer legal land-
scape would allow a community foundation 
to focus on that complexity without having 
to wonder whether its decisions fit it.



Concluding Thoughts
From a purely pragmatic standpoint, a com-
munity foundation can achieve needed clar-
ity about its variance power through shep-
herding new donors and the gift agreement 
that memorializes the transactions.

It is also true that a community founda-
tion’s choice to operate toward the donor 
deference end of its stewardship continuum 
cannot all be blamed on a complicated legal 
environment. 

However, a clearer and less fraught legal 
environment would enable the community 
foundation greater operational certainty in 
determining how it can best provide leader-
ship and financial resources within the com-
munity it serves. Attorneys advising clients 
about charitable giving and estate planning 
can also be a great resource to lessen the sur-
rounding legal and relational complexity 
by helping them understand the benefits of 
placing reliance on the philanthropic experts 
within a community foundation. 
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the consent of  the advisory committee before changing 
the charitable purpose of  a fund, while commenting that 
the restriction may have been moot since “outer <sic> 
provisions of  the agreement may have granted the gov-
erning body of  the community foundation the authority 
to override any act of  the advisory committee.

12. There is a parallel consideration raised as to how 
the application of  a Trust standard to a governing body’s 
variance power influences the less stringent “business 
judgment” kind of  standard it might otherwise be held 
to, and the relative public policy questions that could 
emerge from such a consideration.

13. Treas. Reg. 1.170A-9(f)(11)(v)(B).
14. Hoyt, Legal Compendium for Community Foun-

dations, Chapter 1.

15. Id., including citation to 15 Am Jur 2d Charities 
Sections 133, 137 and 142; Restatement of  Trusts 2d 
Section 399.

16. S.B. 411, 6(2).
17. Id.
18. Treas. Reg. 1.170A-9-(f)(11)(v)(D).
19. Pause for author’s commentary that this point 

is uncomfortably close to circular reasoning given that 
the additional finding of  “inconsistent with charitable 
purpose” is arguably at odds with Michigan law given 
that there is not a clear requirement in Treasury regula-
tions that a modification would need to be to a similar 
purpose. It would again raise the matter of  the donor 
releasing control in exchange for a deduction, but then 
regaining some manner of  it by application of  State law.

20. Treas. Reg. 1.170A-9(e)(11)(v)(E).
21. Id.
22. This is another example of  the legal frame seem-

ing to make sense within one sphere but not in anoth-
er. The CF’s ability to exercise variance power is an out-
come, or the rationale, of  the enhanced deductibility 
over what a private foundation would achieve, but argu-
ably any charitable organization could achieve a simi-
lar power through drafting it into a gift agreement. As a 
result, there seems to be a fair bit of  wrangling, particu-
larly when mixed with donor deference, to almost pre-
emptively avoid a negative outcome that in another set-
ting would not be thought of  as negative.
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Senior Secured Bank v. MCA: A 
Recurrent Financial Feud and How 
to Better Control the Damage Done
By Stephen J. Brown

In the last ten years, hundreds of entrepre-
neurial financiers calling themselves Mer-
chant Cash Advancers or “MCAs” have 
entered the middle and small cap credit 
markets. MCAs are aggressive competitors. 
Traditional regulated financial service pro-
viders, banks especially, tend to look down 
on MCAs. MCAs can often advance financ-
ing within a few days or weeks of meeting 
their potential new clients, they do so with 
minimal underwriting or handwringing, and 
they are none-too-shy about doing business 
with entities that already have fully collat-
eralized loans with a bank. These disruptive 
tactics have allowed MCAs to gain signifi-
cant market share at the expense of more tra-
ditional competitors. MCAs claim that this is 
what capitalism is all about.

Much of the demand for MCA financial 
products comes from entities that are already 
near insolvency either because they are frag-
ile startups or because they are in turnaround 
situations. Many of these entities do not sur-
vive. This means that insolvency and turn-
around specialists will be dealing with MCA 
products for years to come. MCA products 
and MCAs themselves are already appearing 
regularly in published bankruptcy and state 
court insolvency cases. We discuss certain sa-
lient cases below. 

Traditional financial service providers are 
inclined to think that MCAs are unprofes-
sional “corporate loan sharks” whose very 
business model is an invitation to litigation. 
That invitation has often been accepted. 
MCAs, of course, give as much criticism as 
they get, and accuse the banks of (among 
other things) failing to serve wide sectors 
of the economy. The author takes no side in 
the matter—his particular clients, whether 
banks, factors, or MCAs, being entirely inno-
cent and always in the right—and has friends 
and clients on both sides of the dispute.

Article 9 of the Uniform Commercial 
Code (“UCC”) has become the usual legal 
battleground in these fights between MCAs 
and more senior financial service providers, 

including banks and factors. Factors, like 
MCAs, claim to buy their clients’ accounts 
receivable rather than make loans. Factors 
differ from MCAs in that they are older and 
more familiar organizations, and in that they 
buy existing accounts, whereas MCAs claim 
to buy percentage interests of all future ac-
counts. Critically, both factors and MCAs in-
sist that they do not lend money to anyone. 
However, Section 109 of UCC-91 provides 
that UCC-9 applies to the purchase of ac-
counts receivable. This means that UCC-9 
applies both to a classical asset-based loan 
provided by a bank, and the more purchase-
based financing provided by factors and 
MCAs. 

The central thesis of this article is that, 
at first glimpse anyway, there appears to be 
an irreconcilable conflict between two of the 
most important legal concepts in the UCC-9. 
One such concept favors traditional secured 
lenders due to the first-in-time UCC-1 filings 
that they make, while the second concept 
shields MCAs from attacks so long as the 
MCAs tap cash from a client’s checking ac-
count. Litigation is similar to poker in that a 
good player must try to predict how long op-
ponents will accept risk and stay in a fight. If 
two competing poker players each believes 
that he or she holds a winning hand and that 
the other guy is bluffing, then escalation be-
comes the name of the game. This creates 
outcomes that are dangerous for everyone. 

This conflict found in the UCC makes 
litigation between banks and MCAs2 par-
ticularly expensive, surprisingly emotional, 
and highly destructive of value for all par-
ties concerned. The risk inherent in litigation 
is compounded because some judges at the 
trial court level may not be familiar with the 
more complex provisions of the UCC, which 
is no doubt a dense and challenging legal 
read. Personalities, biases, and pure luck can 
unduly influence a lawsuit and make pre-
dicting outcomes all the more difficult in this 
charged environment. The author has con-
siderable experience with this litigation on 
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both sides, and with the factoring, MCA and 
secured lending sectors generally.

This article first describes the legal issues 
and then offers a legal conclusion of which of 
the two conflicting concepts should prevail 
all else being equal, which of course it never is. 
The article ends with a few suggestions for 
making these conflicts less destructive and 
fraught with risk for all parties concerned.

The Confusing Conflict Between 
Two Powerful UCC-9 Positions
By way of background, MCAs generally 
make a single initial lump sum advance 
of cash to their clients. MCAs then make a 
contractually enumerated series of identical 
daily ACH cash withdrawals from the cli-
ent’s checking account. It is therefore a tell-
tale indication that a company has contracted 
with an MCA when one sees, for example, 25 
consecutive daily withdrawals of the same 
inexplicably precise amount—say $2,117.52 
—made by an entity whose name indicates 
that it is a financing company of some sort. 

MCAs often start doing business with 
a client only after the client has already ex-
hausted its credit lines with an existing se-
cured lender and some cash flow emergency 
has arisen. While actual documentation var-
ies widely, the client’s existing bank loan 
documentation may prohibit the client from 
doing an MCA transaction, but the client, 
desperate for cash, proceeds with the MCA 
transaction. This fact pattern is called “stack-
ing” because the client-borrower has stacked 
one lender’s position upon another in order 
to effectively double finance the same assets. 
“Stacking” scenarios likely occur thousands 
of times each year in the United States, and 
they put the interests of MCAs and other 
secured lenders on a direct collision course, 
especially if the shared client-borrower, in 
other words the stacker, then fails. 

The two UCC-9 positions colliding with 
each other are (1) the rule generally awarding 
a first priority position to first-in-time UCC-
1 filers on all collateral and proceeds thereof 
and (2) the rule that cash is special and must 
be particularly well guarded by secured 
lenders. A second set of related rules protects 
those who take cash or other cash-like assets, 
such as purchasers of checks, holders in due 
course, and (most relevant here) transferees 
from checking accounts.

The Typical Position of a Hypothetical 
Senior Secured Bank
The UCC-9 establishes a clear order of pri-
ority of rights in the assets of a borrower 
among competing secured lenders. The 
UCC-9 achieves this goal using a publicly 
searchable filing system that allows a lend-
er to announce that it has taken a lien on a 
borrower’s assets, much like a child might 
publicly call “dibs” on an attractive toy that 
other children would like to play with. Sec-
tion 9-322(a) gives first priority to any party 
that files its claim (called a UCC-1 financing 
statement) before anybody else files or oth-
erwise perfects their own liens. The “first 
to file” rule leaves no room for ambiguity, 
and any person seeking to know who has a 
first lien on a given borrower’s assets need 
only conduct a public search to see whose 
UCC-1 financing statement is “first in time.” 
The UCC affords a party filing first the right 
to prime a competing lender who claims to 
have lent first. By making the UCC-1 filing 
date a trump card, the UCC avoids messy 
disputes about who lent money first, which 
would lead to a slew of other definitional 
issues and likely require resort to evidence. 
Instead, the matter is kept objectively verifi-
able and simple. First to lend does not win, 
first to file a UCC-1 does.

Sections 9-315(c), 9-315(d), and 9-322(b) 
also provide that a secured party holding a 
first-priority lien on collateral also enjoys a 
first-priority lien on the “identifiable” cash 
proceeds of such collateral. It is therefore 
relatively easy for a bank or secured lender 
holding the oldest UCC-1, which often per-
fects a “blanket” security interest on “all 
assets,” to create a strong argument that it 
holds a first position on all proceeds of such 
assets, which would include all cash paid by 
a borrower’s customers to pay off accounts 
receivable. Once an entity holds a first-lien 
on everything, every new dollar that a bor-
rower earns looks like “proceeds.” For those 
instances where cash is not traceable back to 
the bank’s original collateral, the so-called 
21-day rule applies, which requires the bank 
to have taken alternative or additional mea-
sures to ensure continuing priority and per-
fection over its collateral as that collateral 
changed forms from accounts receivable to 
cash. See ection 9-315(d). 

Bankers have been (incorrectly) taught 
from the beginning of their careers that they 
hold a first place lien on all borrower assets 
once they hold the oldest UCC-1 then in ef-
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fect. They get angry when they learn that 
long after the bank made a loan to Company 
XYZ and filed the earliest UCC-1, an MCA 
has been withdrawing cash from Company 
XYZ’s checking account. And if that bor-
rower later fails and the bankers are already 
looking around for creative ways of recover-
ing losses, bankers tend to think of MCAs as 
relatively deep-pocketed targets who have 
stolen the bank’s collateral and need to give 
it back. For banks and other more tradition-
al secured lenders, collateral is sacred and 
something that they will fight to defend.

The Typical MCA Position
MCAs live in a world in which collateral is 
important but not a primary concern. For 
them, cash flow is king. MCA transactions 
typically last only a few months, although 
they are often extended or rolled over. MCAs 
therefore do not dwell like banks do on the 
long term viability of their clients in decid-
ing to do a deal. As described above, MCAs 
recover their investments in a client with 
daily ACH withdrawals of cash from a cli-
ent’s corporate checking account. They there-
fore focus on short term cash flow in their 
underwriting. A common corporate check-
ing or operating account is called a “deposit” 
account in the language of the UCC-9. See 
definition found at Section 9-102(29). This 
“deposit account,” it turns out, is often the 
point of the banks’ greatest weakness.

What bankers often fail to remember is 
that a UCC-1 financing statement cannot 
perfect a lien against absolutely all forms of 
collateral. Under Section 9-312, the UCC-1 fi-
nancing statement is powerless to perfect a 
lien against a “deposit” account, which hap-
pens to be the receptacle where most of a 
borrower’s free cash is held. Rather, the only 
way to perfect a lien on a deposit account is 
through “control.” Section 9-312(b). More-
over, and this is critical, perfection of a lien 
by effect of “control” lasts only “while the se-
cured party retains control.” Section 9-314(b). 
Control and the exercise of control require 
would-be senior secured lenders to do more 
than simply make a filing. They must instead 
normally enter into three-way control agree-
ments, called deposit account control agree-
ments (DACA), with their borrower and 
with the bank that acts as the depository for 
the borrower’s corporate checking account. 

DACAs, in turn, normally require certain 
actions to be taken before the control theoret-
ically provided for in their terms can be ex-

ercised. Daily monitoring of the borrower’s 
checking account is required to do this job 
right, so that any offending payments that 
a borrower might otherwise want to make 
(such as to an MCA) can be prevented by a 
senior lender using payment veto rights cre-
ated by a DACA. Banks very often fail to pay 
proper attention to their DACAs. After mak-
ing the shocking discovery that somebody 
else has been siphoning off their borrowers’ 
cash, their most precious collateral, bankers 
demand repayment from MCAs or threaten 
litigation. By that time, their borrowers have 
long ago signed an MCA agreement and 
have been allowing daily withdrawals by an 
MCA to go on for weeks, months, or years. 

The MCA response to a banker’s accusa-
tion is typically aggressive: If you controlled 
your borrower’s cash, then how come we 
have it? To the MCAs anyway, the fact that 
MCAs withdrew the cash from a client’s 
checking account is, ipso facto, dispositive 
evidence that the bank did not continually 
“retain” control over its borrower’s checking 
accounts and accordingly did not hold a per-
fected lien on cash under Section 9-314(b). 

At this point, the debate tends to devolve 
into a now-familiar and somewhat futile ex-
change of prefabricated talking points. With 
money, careers, and reputations on the line, 
nobody volunteers to be persuaded by the 
other side’s arguments. Bankers argue that 
they are not in a position to monitor where 
every last cent of their borrower’s cash is 
sent, and, moreover, they would be pre-
cluded from vetoing cash disbursements due 
to lender liability concerns. Bankers accuse 
MCAs of teaching borrowers how to violate 
their contracts with banks, control of cash or 
no control of cash. Bankers also argue that 
Section 9-312(b) creates an exception to the 
general rule that a lien against cash can only 
be perfected through control, an exception 
that allows liens on cash that is the “proceeds” 
of the bank’s collateral. MCAs respond that it 
is not clear that any given dollar is truly the 
“identifiable” proceeds of the bank’s collat-
eral, which is a condition to qualify for the 
clearest exception to Section 9-312(b). See Sec-
tion 9-315(d). MCAs ask banks why they did 
not better tend to their clients’ capital needs, 
such that the clients had to come to MCAs to 
begin with.

It is normally at this point in the exchange 
of fire that MCAs roll out their heaviest can-
non: Section 9-332(b). This section — much 
like the holder-in-due-course rule, the good 
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faith purchaser rule, and a slew of similar le-
gal doctrines—is intended to protect the free 
flow of assets and money in the American 
economy. It would be difficult or impossible 
to conduct business having to wonder what 
hidden liens might be attached to every dol-
lar one receives from a counterparty. For this 
reason, many lawyers believe that Section 
9-332(b) strips the liens off of every dollar 
leaving a borrower’s checking account. The 
language of Section 9-332(b) is short and di-
rect by UCC standards:

A transferee of funds from a deposit 
account takes the funds free of a secu-
rity interest in the deposit account 
unless the transferee acts in collusion 
with the debtor in violating the rights 
of the secured party. 
At first glance, the language might ap-

pear to offer some hope to a jilted bank that 
thought it has first priority in everything, 
including borrower cash. Was not the trans-
action between the MCA and the borrower, 
which converted the bank’s collateral, a form 
of “collusion”? The answer is likely not. Ar-
ticle 9 of the UCC borrows the word “collu-
sion” from Article 8, which makes clear that 
“collusion” requires a lot of wrongdoing and 
requires active “complicity” in tort-like be-
havior. Indeed, the official comments to ar-
ticle 8 make clear that knowing that a given 
action is wrongful is not enough to satisfy the 
collusion test. See official comment 5 to Sec-
tion 8-115 of the UCC. For an unpublished 
opinion analyzing the issue of whether collu-
sion exists, see Small Bus Fin Sols, LLC v Pearl 
Beta Funding, LLC, No 411478-V (Md Cir Ct 
Sept 29, 2017). MCAs who might suspect or 
know that a client who signs an MCA con-
tract is violating its already existing obliga-
tions to its bank are not necessarily “collud-
ing” with the client. The issue depends very 
much on the facts, which makes summary 
judgment on this issue difficult.

The Author’s Experiences in 
Litigation
Most courts have viewed Section 9-332(b) as 
a game-winner, with the Fifth Circuit Court 
of Appeals being a notable exception. Section 
9-332(b) leaves little room for maneuver to a 
bank claiming that the funds that an MCA 
took from a borrower’s deposit account 
came with a bank lien still attached. MCAs 
are without question “transferees” of funds 
from their clients’ deposit accounts. While 
traditional secured lenders are able to show 

that they once had a lien under Section 9-315 
on funds if those funds are identifiable pro-
ceeds of their collateral, most caselaw holds 
that the lien on funds is stripped away when 
the funds are transferred from a checking 
account into the possession of the MCAs. 

This leaves the banks with no lien-based 
theory of recovery against MCAs, which 
could otherwise be their most direct route 
to a recovery. They can still resort, and often 
do, to standard tort theories such as “tortious 
interference with a contract.” These tort the-
ories, however, are weak because the banks 
were in a position to prevent their losses 
from happening in the first place if they had 
just paid attention to their borrowers’ de-
posit accounts. Banks are frequently viewed 
by courts as sophisticated actors who “should 
have known better” and apparently preferred 
not to expend the resources necessary to take 
control over their borrowers’ cash. At times, 
the very bank claiming to have been cheated 
was also the depository institution where the 
borrower maintained its checking account, 
making the bank’s constructive knowledge 
of what was happening easy to prove. Even 
when the checking account is maintained at 
a third-party bank, at times it appears banks 
were aware of their borrowers’ dealings with 
MCAs and allowed those financings to hap-
pen because the extra money kept their bor-
rowers from operational collapse. 

If a client’s music stops at the wrong mo-
ment from the MCAs’ point of view, they 
can also demonstrate in litigation that they 
put more money into a company than they 
took out. This leaves banks with challenges 
in proving damages. Sometimes banks allege 
that the MCA “ruined” their client, thereby 
indirectly causing financial losses. Proving 
that complex causal argument at trial is dif-
ficult. MCAs can answer bank lawsuits with 
general denials and a slew of affirmative 
defenses such as estoppel, waiver, failure to 
mitigate, and the like. A bank’s tort-based 
attacks on MCAs can easily become bogged 
down in a hilly and swampy factual terrain 
favoring the defense. 

Salient Caselaw
The UCC-based debate generally described 
above has dominated the discussions found 
in various fairly recent cases concerning Sec-
tion 9-332(b). Section 9-332(b) is a relatively 
recent addition to the UCC and replaces an 
older but similar provision once given the 
number 9-306. Accordingly, there is still not 
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a wide body of established law concern-
ing Section 9-332(b) and lawyers cannot yet 
definitively label a position as the “majority” 
position, although the small body of national 
caselaw on Section 9-332(b) decidedly leans 
in a direction friendly to a party taking funds 
from a checking account. Some of the more 
interesting or prominent cases include the 
following:
•	 In Stierwalt v Associated Third Party 

Adm’rs, No 16-mc-80059, 2016 US 
Dist LEXIS 68744 (ND Cal May 25, 
2016), a judgment creditor receiv-
ing funds out of a checking account 
by effect of a writ of execution 
trumped the claims of an earlier 
existing creditor who claimed that 
the money in the checking account 
was “proceeds” of its collateral. Id. 
at **15-25. The court rejected the 
argument that a party taking funds 
from an account through a writ of 
execution was not a “transferee” for 
purposes of 9-332(b). Id. at *23.

•	 In In re Delano Retail Partners, No 
11-37711-B-7, 2017 Bankr LEXIS 
2397 (Bankr ED Cal Aug 14, 2017), 
a previously existing secured credi-
tor claimed that a Chapter 7 bank-
ruptcy trustee had no right to take 
funds held in a debtor’s checking 
account that were subject to a lien 
as the proceeds of the creditor’s 
collateral. Notably, the trustee had 
taken the funds using Bankruptcy 
Code Section 544 strong-arm pow-
ers, because no creditor had exer-
cised prepetition control over the 
checking account, and accordingly 
no lien had been perfected. Id. at 
*24. The court ruled that Section 
9-332(b) stripped any proceeds-
based lien from the funds held in 
the checking account. Id. at **25-
29. The ruling in Delano is at direct 
odds with the Garner decision from 
the Fifth Circuit, discussed in de-
tail below, because the Delano court 
ruled that all liens, not just liens 
focusing on deposit accounts them-
selves, were stripped by Section 
9-332(b). Id. at *20. This included 
the funds held in a deposit account 
on which a third party had claimed 
a proceeds lien. Id.

•	 In re Charleston Assocs, LLC, No 
13-10449-MKN, 2017 Bankr LEXIS 

4581 (Bankr D Nev Dec 12, 2017), 
a senior secured bank (U.S. Bank) 
obtained an agreement from a de-
pository bank that supposedly 
gave it control over an account’s 
contents. Actual “control,” how-
ever, apparently was not exercised 
because funds still left the account 
in question and were transferred 
to City Bank. The Charleston Assocs 
court ruled that Section 9-332 pro-
tected City Bank (the recipient of 
the funds), trumping U.S. Bank’s 
security interest. Id. at **12-15. 

•	 In Orix Fin Servs, Inc v Kovacs, 167 
Cal App 4th 242 (2008), the court 
considered the terms of current Sec-
tion 9-332 and compared it to a sim-
ilar (and less stringent) analogue 
that previously existed as Section 
9-306. That court determined that 
Section 9-332(b) was intentionally 
written to impose an even higher 
burden on secured parties attempt-
ing to disgorge cash from any third 
party who receives cash from a 
debtor’s checking account. Id. at 
249.

•	 In VendorPass, Inc v Texo Sols, LLC, 
No A-4015-14T2, 2017 NJ Unpub 
LEXIS 256 (NJ Super Ct Feb 2, 
2017), a court ruled that the receipt 
by a creditor of funds from an ac-
count served as an effective affir-
mative defense to the claims of a 
competing creditor, even though 
the plaintiff admitted that it held no 
lien whatsoever on the funds or de-
posit account in question. Id. at *14. 
Section 9-332(b) would clearly seem 
irrelevant to this case, given the ab-
sence of any lien in the fact pattern, 
and yet the court notably used it to 
shield the funds in question from 
competing “claims” by the transfer-
ee/defendant. The case is therefore 
strange and an arguable misuse of 
Section 9-332(b) in that it was used 
here to clear away claims and not 
liens, an expansion on its text.

•	 In Heartland Bank & Trust Co v Leit-
er Grp, 2014 IL App (3d) 130498, a 
usurping junior creditor took cer-
tain checks from the debtor’s clients 
that were already subject to a senior 
bank’s lien, and then deposited 
those checks into its own checking 
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account. The usurping junior credi-
tor then argued, somewhat cheek-
ily perhaps, that Section 9-322(b) 
applied to all funds leaving its 
own account. This argument was 
summarily rejected, with the court 
correctly ruling that the “deposit 
account” referred to by Section 
9-332(b) is the “debtor’s deposit ac-
count.” Id. at ¶ 29. 

•	 In Yaddehige v Xpert Techs, Inc, No 
341035, 2019 Mich App LEXIS 1136 
(Mich Ct  App Apr 18, 2019), a 
Michigan Court of Appeals directly 
rejected the argument to the effect 
that Section 9-332(b) applies only 
to liens on deposit accounts. Id. at 
*3. Yaddehige otherwise involved 
a typical fact pattern in which an 
older creditor who claimed a first-
priority lien discovered that an-
other creditor had subsequently 
taken a large sum of cash from the 
borrower’s checking account. Id. at 
*1-2. The court found the transfer 
to be entirely shielded by Section 
9-332(b). Id. at *4-5. Interestingly, 
the court appeared to rule that both 
Sections 9-332(a) and 9-332(b) could 
simultaneously apply to the same 
transfer, and appeared to reason 
that the “funds” mentioned in Sec-
tion 9-332(b) is also the “money” 
discussed in Section 9-332(a). While 
the result is correct, this reasoning 
is dubious, as the UCC normally 
does not create two rules covering 
the same subject matter.

•	 In Marathon Petroleum Co, LLC v 
Cohen (In re Delco Oil, Inc), 599 F3d 
1255 (11th Cir 2010), the Eleventh 
Circuit Court of Appeals upheld a 
bankruptcy trustee’s right to dis-
gorge funds transferred from the 
bankruptcy estate without autho-
rization after the start of the pro-
ceedings. Id. at 1260-61. The court 
rejected the transferee’s arguments 
that Section 9-332(b) shielded such 
transfers by stripping the lien from 
the funds. The court did not dis-
pute that the lien was stripped, 
but found that the existence of a 
lien “has no bearing” on whether 
the bankruptcy trustee could still 
rely on Bankruptcy Code Section 
549 to recover the funds. Id. While 

the Court did not discuss preemp-
tion of a state statute (i.e., the UCC) 
by a federal one (the bankruptcy 
code), the case shows how preemp-
tion arguments could be raised in 
other cases. As a general matter, the 
9-332(b) cases do not appear to af-
fect the duties or powers of federal 
bankruptcy trustees.

•	 At least two national cases have 
held that a depository bank’s tradi-
tional rights of setoff against funds 
held in a checking account (main-
tained at the depository bank) are 
not prejudiced by Section 9-332(b). 
These cases hold that depository 
banks are not “transferees” and ac-
cordingly cannot be accused of col-
lusion with their customers if these 
banks setoff against funds held in 
an account that have been pledged 
to a third party. See, e.g., First Da-
kota Nat’l Bank v First Nat’l Bank of 
Plainview, No 08-4167, 2011 US Dist 
LEXIS 106102, at *31 (DSD Sept 19, 
2011); see also, Kentucky Highlands 
Inv Corp v Bank of Corbin, Inc, 217 
SW3d 851, 857 (Ky App 2006). First 
Dakota, however, appeared to rely 
partially on the fact that the third 
party pledgee had not exercised 
“control” of the deposit account 
in question, which opens a door 
for arguments that are dangerous 
for banks under other facts. First 
Dakota, at *31. Banks would have 
preferred a blanket ruling that their 
rights of setoff are always para-
mount, without regard to the “con-
trol” exercised by third parties.

Some of the cases discussed above cite to 
Stierwalt, Charleston, and Orix, suggesting, all 
else being equal, a budding national consen-
sus that Section 9-332 is indeed an effective 
shield for parties taking funds from check-
ing accounts. However, even under the older 
and milder prior Section 9-306 language that 
Section 9-332 later replaced in 2001, courts 
stressed the importance of not interrupting 
the free flow of funds in the American econo-
my. Then federal circuit court Judge Stephen 
Breyer wrote about the policy foundations of 
old 9-306 as follows:

[I]f Courts too readily impose liability 
upon those who receive funds from the 
debtor’s ordinary checking account[,] 
then ordinary suppliers, sellers of gas, 
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electricity, tables, chairs, etc. might 
find themselves called upon to return 
ordinary payments (from a commin-
gled account) to a debtor’s secured 
creditor….
Harley-Davidson Motor Co v Bank of New 
England, 897 F2d 611, 622 (1st Cir 1990).

The Garner Case
One powerful federal court has taken a posi-
tion contrary to the cases above. See Garner v 
Knoll, Inc (In re Tusa-Expo Holdings, Inc), 811 
F3d 786 (5th Cir 2016). In Garner, the Fifth Cir-
cuit Court of Appeals confronted a bankrupt-
cy preference action in which a key supplier 
and creditor of a bankrupt furniture retailer 
was accused of receiving a multi-million dol-
lar preference by a bankruptcy trustee. Id. 
at 790. Preference defendant Knoll was the 
actual maker of the furniture and found itself 
exposed to a potential multi-million dollar 
loss through no real fault of its own, a fact 
which the author believes heavily influenced 
the court. The question of whether Knoll had 
received a preference turned on whether the 
cash Knoll had received from the debtor was 
Knoll’s own collateral anyway. 

The appellate court in Garner ruled that 
the money that Knoll had received was 
the proceeds of Knoll’s collateral, and that 
Knoll’s cash collateral that was still the sub-
ject of Knoll’s own perfected lien even when 
Knoll received it from the debtor’s deposit ac-
count. Accordingly, Knoll received no prefer-
ence despite receiving funds from a deposit 
account, the language of Section 9-332(b) not-
withstanding. For Knoll anyway, the humble 
furniture maker whose labor made the debt-
or’s business possible, this result seems intui-
tively fair, albeit at odds with the text of the 
UCC. The court’s decision in Garner rescued 
the furniture maker from a $4.5 million pref-
erence action.

To arrive at this conclusion, the court 
took a decidedly narrow textualist approach 
that drew a distinction between (A) a lien 
on funds held in a deposit account and (B) 
a lien on the deposit account itself. The court 
ruled that under the plain meaning of Section 
9-332(b), only liens on the deposit account were 
stripped by Section 9-332(b), and thus a lend-
er’s Section 9-315(c) lien would continue to 
attach to the funds as they exited the account. 
The court found that closely comparing the 
language of Sections 9-332(b) with 9-332(a), 
which applies to paper “money” as opposed 

to “funds,” compelled this result. Id. at 795-
96. 

To the author, at least, the Garner deci-
sion appears incorrect and in open conflict 
with other provisions of the UCC. The word 
“funds” is not defined by the UCC, nor does 
any provision of the UCC speak of how to 
perfect a security interest in “funds.” It there-
fore seems strange that the Garner court as-
sumed that the security interest in funds, 
which is nowhere directly contemplated by 
the UCC, was distinct and separate from the 
security interest in the deposit account where 
these funds reside. 

It is also unclear why the UCC would 
create different rules for “funds” and for 
“money,” as the Fifth Circuit insists must 
exist. Id. at 796. It is equally unclear why a 
person wanting to take a lien on a deposit 
account must exercise control at all times or 
lose the lien under Section 9-314(b), and yet a 
different creditor holding a lien on cash “pro-
ceeds” can apparently take no care whatso-
ever as it concerns “funds” and still be safe, 
even though these funds are often held in 
a deposit account. It is the very essence of 
accounts receivable, after all, that they usu-
ally change in form and become cash when 
account debtors pay their bills. Creditors or 
buyers taking a lien in accounts receivable 
know that the collateral will eventually con-
vert to cash. No gentler standard of care as it 
pertains to cash need apply to them.

To the author, at least, the UCC has in-
tended “funds” to simply mean non-paper 
money, electronically held money, that can 
really only exist or be transferred so long as 
it is credited to and held within a deposit ac-
count or some other similar abstract and of-
ten electronic receptacle. There is, therefore, 
no meaningful distinction between “funds 
“and “funds held in a deposit account,” 
which is why the author believes that the 
language of Sections 9-332(a) and 9-332(b) 
differ as they do without intending or com-
manding the result in Garner. To the author, 
the phrase “held in a deposit account” was 
placed in Section 9-332(b) merely to add 
more information as to what the otherwise 
undefined “funds” might be, not to redirect 
Section 9-332(b) so that it no longer removed 
liens from “funds.” Indeed, the official com-
ment 2 to Section 9-315 expressly contem-
plates that Section 9-332 would strip a lien 
from “funds,” which also contradicts Garner. 
The Fifth Circuit’s rigid textualist approach, 
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in other words, finds and heeds a distinction 
that does not exist. 

Regardless of the legal merits, Garner 
would allow money to enter the stream of 
American commerce with invisible liens at-
tached to every dollar, which is contrary to 
the policy so aptly described above by now 
Supreme Court Justice Breyer. Those liens, 
in turn, could arguably still exist when the 
money passes still further downstream in 
commerce to subsequent transferees. “Argu-
ably” is an apt word, because somebody will 
eventually make this troubling argument, 
once money is on the line. (See generally Sec-
tions 9-201(a) and 9-315(a), which provide 
for lien survival upon transfers of collateral, 
subject to various exceptions and defenses.) 

The best ruling concerning Section 
9-332(b), albeit one that will at times lead 
to harsh results for incompetent creditors, 
would demand that holders of liens on funds 
in deposit accounts take all steps to ensure 
continuing liens on these funds using con-
trol and monitoring. These chronic fights 
between MCAs and other lenders would be 
prevented if the exit of cash from the relevant 
accounts was itself prevented through bank 
control. Section 9-332(b) should be given the 
broadest reading possible for the benefit of 
all parties concerned. This would give banks 
and other secured lenders that do their jobs 
as secured lenders properly a decided com-
petitive advantage, and it would allow them 
to prevent MCA usurpation of their positions 
without anybody having to litigate. This 
same clear rule also helps MCAs tremen-
dously, who will no longer be sued or treated 
as retroactive guarantors or insurers for bank 
loans that go bad. Clarity helps everyone.

Some Suggestions for 
Improvement (or Can’t We All Get 
Along?)
Both sides would be considerably aided by 
a better understanding of the law. MCAs 
appear at times oblivious to the fact that, if 
a potential client already has a UCC-1 filing 
against all of its assets, then a third party con-
siders accounts receivable to be spoken for. 
It makes no difference if the MCA is a true 
sale buyer, since the UCC effectively does 
not recognize a difference between buying a 
receivable and lending against it. See Section 
9-109. It also makes no difference if the MCA 
is only buying interest in future accounts, 
since any previously existing lender can still 
claim future or “after-acquired” collateral as 

its own. See Section 9-204. Thus, choosing to 
do business with a company whose assets are 
already covered by a third party’s UCC-1 fil-
ing is asking for trouble, even if there are col-
orable legal justifications for doing so.

Senior secured lenders appear at times to 
be equally oblivious to the amount of moni-
toring and administration that is required 
to truly have a watertight security interest 
on cash. As discussed above, they often fail 
to take steps to control cash, and as a result, 
they lose their most important and liquid col-
lateral. That first loss, in turn, compels them 
to the often unwise decision to take a second 
loss in the form of protracted and cost-inef-
fective litigation. 

If MCAs were to contact senior lenders 
and seek to make arrangements with them 
prior to advancing funds, this would greatly 
reduce the tension. Banks are indeed helped 
when third parties help to keep their more 
fragile borrowers alive. The two sides could 
then negotiate a suitable intercreditor agree-
ment that would provide stability and pre-
dictability for both sides. 

Even when a full conflict is inevitable, 
both sides would be well served by dial-
ing down the institutional contempt they 
claim to have for the other. MCAs are here 
to stay, and they provide valuable survival 
money to hundreds of companies every year. 
Many MCA managers are ex-bankers. Yes, 
MCA money can be more expensive than 
most bank loans, but bank loans are not al-
ways available to startups and turnarounds. 
Startups and turnarounds employ millions 
of Americans and provide this society with 
valuable products, and they do it with the 
help of MCAs. MCA clients are not fools and 
should not be patronized. If signing the MCA 
contracts did not make sophisticated corpo-
rate clients better off, they presumably would 
not sign. These facts alone demonstrate that 
society needs MCAs, and any would-be cor-
porate client that feels the money is simply 
too high-priced need not take the deal. On 
the other side, the value provided by banks 
to this society should be apparent to all. 
There is room for mutual respect here.

Even when a fight over limited resources 
is inevitable, the costs of litigation could be 
further limited by at least allowing MCAs the 
chance to take back from a company the pure 
cash that they put into it, regardless of lien 
priorities. Instead, banks ignore the money 
that MCAs have invested in the banks’ own 
clients and then sue the MCAs for every dol-

SENIOR SECURED BANK V. MCA 43



44 THE MICHIGAN BUSINESS LAW JOURNAL — SUMMER 2020

lar that they ever received. This tactic argu-
ably seeks a windfall and ensures a long le-
gal fi ght. As the UCC already recognizes in 
its provisions pertaining to purchase money 
security interests, senior lenders are not ma-
terially harmed when junior creditors inject 
new capital into a company. This approach 
would leave the litigants fi ghting only about 
the excess money that the MCAs took from a 
borrower, rather than every last dollar that 
left the borrower’s account in route to an 
MCA. 

In sum, this pattern of ignoring realities 
on the front end and then fi ghting to the 
death on the back end is not working for any-
body.3

NOTES 

1. UCC section citations are commonly referred 
to with the applicable UCC Article number preceding 
them, such that Section 109 of  Article 9 of  the UCC 
is called “Section 9-109.” Due to slight variations and 
modifi cations made to the generic UCC enacted by each 
state, this article will specifi cally refer to the UCC in 
effect in Illinois.

2. While this article describes litigation between 
banks and MCAs, which is indeed the classic scenar-
io, any fi nancial service provider with a “fi rst in time” 
UCC-1 fi ling is apt to fi le a lawsuit if  it feels its position 
has been wrongfully usurped by a competitor and there 
are losses to be mitigated in so doing. Substantively iden-
tical litigation can take place between MCAs, between 
banks, or between factors and MCAs.

3. The author thanks senior associate Matthew 
Schmidt for his research assistance in writing this article. 
The author also thanks his partner Bevin Brennan for 
her edits and comments.
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Case Digests

Comerica, Inc, v Department of Treasury, No 
344754, ___ Mich App ___, ___ NW2d ___ 
(Apr 16, 2020)
This case arose from the Department of Treasury’s cal-
culation of the franchise tax for a unitary business group 
(UBG) under the Michigan Business Tax Act (MBTA) and 
the forwarding of tax credits under the Single Business 
Tax Act when two UBG entities merge into one. Origi-
nally, petitioner was a bank holding corporation called 
“Comerica-Michigan” that eventually converted itself into 
a Texas banking association. First, petitioner created Com-
erica-Texas in October 8, 2007. Then, on October 31, 2017, 
Comerica-Michigan merged into Comerica Texas. With 
this merger, Comerica-Michigan ceased to exist. Earlier 
in 2013, respondent audited petitioner’s 2008-2011 MBT 
returns and reduced petitioner’s refund. This adjustment 
was because of respondent’s calculation of petitioner’s 
net capital and claimed tax credits. Specifically, respon-
dent treated petitioner’s two entities as separate entities 
with their own net capital because the MBTA required an 
accounting for the years before the merger. Respondent 
argued that the tax credits earned by Comerica-Michigan 
could not be reassigned to Comerica-Texas because these 
tax credits were assigned by a limited liability company in 
2005 and that these credits could not be reassigned more 
than once under the SBTA. 

Petitioner disputed the refund reduction before the 
Michigan Tax Tribunal. Petitioner argued that respondent 
both double counted petitioner’s net capital and wrongful-
ly disallowed the tax credits because the tax credits were 
not assigned, but rather transferred by operation of law 
because of the merger. The tax tribunal agreed that respon-
dent improperly calculated petitioner’s net capital, but af-
firm respondent’s disallowance of the tax credits “because 
the merger was not unintentional or involuntary” and was 
therefore not a transfer by operation of law. 

Both sides appealed to the Michigan Court of Appeals. 
The court held that respondent erred in its interpretation 
of petitioner’s base tax. However, the court reversed the 
tribunals holding that the tax credits could not be trans-
ferred. The fundamental dispute between the parties was 
whether the SBTA permitted the credits to transfer by a 
means other than an assignment. The SBTA specifically 
limited the number of times that tax credits could be as-
signed to a single assignment. However, because the tax 
credits here were not assigned, but rather transferred ac-
cording to the merger, they were not subject to the single-
assignment limitation. The Court of Appeals determined 
that the term assignment was not synonymous to a trans-
fer of the tax credits under a merger. In light of this, the 
Michigan Court of Appeals reversed the tax tribunal in 
part. 

Goodman v JP Morgan Inv Mgmt, Inc, 954 
F3d 852 (6th Cir 2020)
This case began as a result of allegations that J.P. Morgan 
Investment Management Company (JPMIM) breached its 
fiduciary duty under the Investment Company Act (ICA). 
Nancy Goodman and the Campbell Family Trust, plain-
tiffs, were shareholders in mutual funds (the Funds). J.P. 
Morgan provided certain investment advisory services in 
managing the funds. Plaintiffs sued J.P. Morgan as share-
holders arguing that JPMIM charged excessive fees for 
these services under section 36(b) of the ICA.

In order to impose liability under section 36(b), a share-
holder must show that the challenged fees were dispro-
portionately high considering all relevant factors. The 
district court considered these factors and determined that 
they favored JPMIM. The plaintiffs argued that the district 
court should compare the fees JPMIM charged to other 
funds for its different role as a subadvisor to the fees it 
charged to the funds as an advisor, and that the difference 
in these charges supported its argument that JPMIM was 
charging excessive fees. The district court declined to do 
this and granted summary disposition toward defendants. 
Plaintiff then appealed to the Sixth Circuit.

Plaintiff’s argument on appeals was identical: “that the 
comparative fee structures and services provided to the 
Funds can be aptly compared to the Subadvised Funds.” 
This, plaintiff’s argued, created a genuine issue of fact re-
garding whether JPMIM’s disproportionally large advi-
sory fee could be explained by arm’s-length bargaining. 
JPMIM countered that the funds and subadvised funds 
were not comparable. The Sixth Circuit agreed and held 
that “the Funds are not comparable to the Subadvsed 
Funds but are comparable to certain other mutual funds 
that realized similar performance.” The difference in fees 
between the funds and subadvised funds was sufficiently 
explained by a number of factors that made the subad-
vised funds both riskier and more complex. Moreover, the 
balance of factors in this case caused the Sixth Circuit to 
conclude that the other factors under the Gartenberg test 
supported the district court’s ruling. Because the district 
court did not clearly err, the Sixth Circuit affirmed.
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