
The Michigan

J O U R N A L

Volume 36
Issue 2

Summer 2016

Published by THE BUSINESS LAW SECTION, State Bar of Michigan

Business Law
C O N T E N T S
Section Matters
From the Desk of the Chairperson 1
Officers and Council Members 2
Committees and Directorships 3

Columns
Taking Care of Business: Exciting New Features Coming Soon with the New 

Corporations Online Filing System (COFS)
Julia Dale 5

Tax Matters 
Eric M. Nemeth  7

Technology Corner: Protecting IP and Combating Unfair Trade Through 
Section 337 Actions
Michael S. Khoury, Geoffrey M. Goodale, and Joseph Manak  9

In-House Insight: Are You Ready for a Material Change?
Jon M. Canty 12

Articles
Significant Changes Made to Partnership Tax Audit Procedures Will Require 

Modifications to Partnership Agreements and Operating Agreements
 Steven E. Grob and John A. Abbo 14
ADR Provisions in Business Agreements—So Many Choices—So Little Time
  Cynthia E. Brazzil 18
The Michigan Minority Shareholder Oppression Statute: Some Unfinished 

Business
 Edward J. Hood 25
How to Set Up a Wholly Foreign-Owned Enterprise in China: Procedures 

and Requirements
Fang Liu 34

New Ruling by U.S. Supreme Court on Standing to Pursue Litigation—
Alleging a "Mere Statutory Violation" Is Not Sufficient to Confer 
Article III Standing for a Federal Cause of Action
Judith Greenstone Miller and Jonathan Sriro 39

Dissolution Agreements: A Priority Topic for LLCs, Partnerships, and 
Closely Held Corporations During the Formation Process

 Thomas P. Corbin, Jr. 44



The editorial staff of the Michigan Business Law Journal welcomes suggested business law 
topics of general interest to the Section members, which may be the subject of future 
articles. Proposed business law topics may be submitted through the Publications Director, 
D. Richard McDonald, The Michigan Business Law Journal, 39577 Woodward Ave., Ste. 300, 
Bloomfield Hills, Michigan 48304, (248) 203-0859, drmcdonald@dykema.com, or through 
Stephanie L. Stenberg, ICLE, 1020 Greene Street, Ann Arbor, Michigan, 48109-1444, (734) 
763-1394, stenberg@icle.org. General guidelines for the preparation of articles for the 
Michigan Business Law Journal can be found on the Section's website at http://connect.
michbar.org/businesslaw/newsletter.

Each issue of the Michigan Business Law Journal has a different primary, legal theme focused 
on articles related to one of the standing committees of the Business Law Section, although 
we welcome articles concerning any business law related topic for any issue. The primary 
theme of upcoming issues of the Michigan Business Law Journal and the related deadlines for 
submitting articles are as follows:

ADVERTISING

All advertising is on a pre-paid basis and is subject to editorial approval. The rates for 
camera-ready digital files are $400 for full-page, $200 for half-page, and $100 for quarter 
page. Requested positions are dependent upon space availability and cannot be guar-
anteed. All communications relating to advertising should be directed to Publications 
Director, D. Richard McDonald, the Michigan Business Law Journal, 39577 Woodward Ave., 
Ste. 300, Bloomfield Hills, MI 48304, (248)203-0859.

MISSION STATEMENT

The mission of the Business Law Section is to foster the highest quality of professionalism and 
practice in business law and enhance the legislative and regulatory environment for conducting 
business in Michigan.

To fulfill this mission, the Section shall: (1) expand the resources of business lawyers by providing 
educational, networking, and mentoring opportunities; (2) review and promote improvements to 
Michigan's business legislation and regulations; and (3) provide a forum to facilitate service and 
commitment and to promote ethical conduct and collegiality within the practice.

The Michigan Business Law Journal (ISSN 0899-9651), is published three times per year by the 
Business Law Section, State Bar of Michigan, 306 Townsend St., Lansing, Michigan. 

Volume XXII, Issue 1, and subsequent issues of the Journal are also available online by accessing 
http://connect.michbar.org/businesslaw/newsletter

Issue Primary Theme/Committee Article Deadline 
Spring 2017 Regulation of Securities Committee November 30, 2016 

Summer 2017 In-House Counsel Committee March 31, 2017 
Fall 2017 Corporate Laws Committee July 31, 2017 



From the Desk of the Chairperson
By  Douglas L. Toering
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“The Business Law Section 
and You.”
This will be my last chairperson’s col-
umn. Where does time go? If I could 
answer that question… . 

Why should a business law attorney 
become involved in the Business Law 
Section (BLS)?  Although there are many 

reasons, I will suggest the top ten that you may want to con-
sider in becoming involved in the Business Law Section.  
1.  Content. To be sure, transactional attorneys and busi-
ness litigators have many opportunities to learn. Indeed, 
online programs, in-house continuing legal education, 
and other reputable resources are available to business 
lawyers. But the Michigan Business Law Journal, the an-
nual Business Law Institute (cosponsored with the In-
stitute of Continuing Legal Education), and the BLS 
seminars and webcasts are also excellent places to learn. 
These are presented by—and for—practicing attorneys 
in Michigan. For the convenience of the Michigan bar, 
the Michigan Business Law Journal is searchable online at 
http://connect.michbar.org/businesslaw/newsletter. 
There is a good chance that past issues of the Journal 
will provide guidance on virtually any business law is-
sue you are researching.  

2.  Contribution. The Business Law Section provides 
content because attorneys are willing to author articles 
or to speak at programs and seminars. The Business Law 
Journal is looking for authors to write on current topics 
of interest. What interests you? Might this also be of in-
terest to other business lawyers? If so, volunteer to write 
an article. Or perhaps you prefer speaking at seminars 
or webcasts. Chances are one of the BLS committees 
or directorships is considering a program or seminar 
where you might be helpful.   

3.  Camaraderie. Having been in-house and then at 
firms of various sizes, I know the benefit of associating 
with excellent, like-minded attorneys. There’s no better 
place for business lawyers to associate with other excel-
lent business lawyers than with the BLS. How can the 
BLS be more collegial and offer more resources to our 
members? Perhaps you have some ideas. 

4.  Communication. If you have a question on sub-
stantive law or procedure (or any other legal matter), 
you will probably consult with your partners first (if 
you have partners). Although this is a good practice, 
you may also on occasion want to consider obtaining 
outside advice. When you get involved in the BLS, you 
meet attorneys with virtually every conceivable area of 
expertise. Sometimes they can answer a question with 
just a quick telephone call. In my experience, I have 
found BLS leaders quite willing to help. 

5.  Client Development. Most of my referrals come 
from other attorneys, including those in the BLS. The 
same may be true of you. 

6.  Client Referrals. If my firm cannot handle a mat-
ter, I want to know who can. There again, the contacts I 
have in the BLS are helpful. 

7.  Credibility. Participating in the BLS—serving on 
committees, writing articles, presenting at seminars, 

serving on the BLS Council—gives one a measure of 
credibility (and visibility) that cannot be gained else-
where. It is also a very enjoyable and worthwhile expe-
rience. 

8.  Committees. Becoming involved in a committee 
and perhaps eventually serving as a committee chair 
provide additional opportunities to serve others and to 
learn from other outstanding business attorneys. The 
BLS has committees on business courts, commercial liti-
gation, corporate laws, debtor/creditor rights, financial 
institutions, in-house counsel, law schools, LLCs and 
partnerships, nonprofit corporations, regulation of se-
curities, small businesses, and the UCC. Beyond that, 
the BLS has directorships on communication and devel-
opment, legislative review, nominating, programs, and 
publications. The BLS also has liaisons to ICLE and the 
Probate and Estate Planning Section. How can you get 
involved? Simply call or e-mail the chairperson of that 
committee or someone on that directorship. 

9.  Courts. Since December 2013 alone, the BLS has 
authored two amicus briefs to the Michigan Supreme 
Court (Allard v Allard and Madugula v Taub) and one am-
icus to the Michigan Court of Appeals (Casa Bella Land-
scaping, LLC v Lee). The BLS was also instrumental in 
passing the business court legislation, amendments to 
the Michigan Non-Profit Corporation Act, and amend-
ments to MCR 2.622 on the appointment of receivers. 
Indeed, if proposed legislation or court rules may im-
pact business law in Michigan, the Business Law Section 
is typically asked to weigh in on those new laws. As I 
write, the BLS has proposed amendments to the Michi-
gan Business Corporation Act. In addition, the BLS con-
tinues to serve the business court judges by providing 
free BLS memberships to them and to bankruptcy judg-
es in Michigan. The BLS also has an excellent relation-
ship with LARA. 

10.  Combination. All of the above-listed items help 
make one a better attorney. Indeed, the BLS helps make 
one better equipped to serve one’s clients, the business 
community, and the public at large. 

Are you looking for a way to excel at your practice, 
to meet other excellent attorneys, and to enhance the 
practice of law in Michigan? Do you want to make a dif-
ference? If your answer is “yes,” becoming involved in 
the Business Law Section helps you accomplish those 
goals. You will not regret it. My only regret is that I did 
not get involved sooner.

With that, please allow me to thank my fellow of-
ficers, Judy Calton, Mark Peters, and Kevin Block; my 
predecessor, Jim Carey; the BLS Council; the Commit-
tee and Directorship Chairs; and the many former BLS 
Chairs who have given me such wise advice. You have 
been a pleasure to work with. Judy, I know you will do 
an outstanding job as Chair of the Business Law Sec-
tion. And to you, BLS members, you will be blessed 
to have Judy as the Chair of your Section. Welcome, 
Judy! Thank you, members of the Business Law Section, 
for allowing me the honor, privilege, responsibility of 
serving you. With your help, the Business Law Section 
can continue to extend its reach as you extend yours.  
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The Corporations Division is in the 
process of testing the new Corpora-
tions Online Filing System (COFS). 
COFS will provide many new servic-
es and features, which were designed 
to meet the unique needs of the Cor-
porations Division’s customers. The 
following describes many of these 
new features.

Online Document 
Submission
When it is first implemented, COFS 
will allow 38 of the Corporations 
Division’s forms to be completed and 
submitted online. Each form must be 
completed, paid for, and submitted 
separately. Fees may be paid by Visa, 
MasterCard, or Discover. Users may 
also establish an “Account on File,” 
which provides the ability to pay fees 
without repeatedly entering payment 
data. 

Shortly before COFS launches, the 
Corporations Division will be mail-
ing a notice to the registered office 
address or mailing address of each 
active business entity on record with 
the Division. The notice will provide 
a new identification number assigned 
to the entity, customer identification 
number (CID), and PIN. The CID and 
PIN are the credentials used to log-in 
to the online filing system in order to 
submit a document on behalf of the 
entity. 

The log-in screen for the online 
filing system will be at www.michi-
gan.gov/corpfileonline. The log-in 
screen also provides a link to the on-
line forms that are for use in forming 
a new entity or submitting a name 
reservation.

Certificates and Copies 
Order System
COFS will allow certificates and 
certified copies of documents to be 
requested by completing an online 
form and paying the applicable fee 
using the payment options men-
tioned above. Customers may choose 

to have certificates and certified cop-
ies returned to them by e-mail or 
mail. Orders for a Certificate of Good 
Standing will be automatically ful-
filled by COFS. This means that if 
customers order a Certificate of Good 
Standing to be returned via e-mail, 
then the Certificate of Good Standing 
will be delivered to their e-mail inbox 
a few minutes after paying for the 
order. In total, customers will be able 
to order more than 25 different types 
of certificates through COFS.

To order certificates or certified 
copies of documents, the customer 
may complete the online order form 
that will be available at www.michi-
gan.gov/corporderform if the cus-
tomer already knows the identifica-
tion number of the business entity 
or entities. Alternatively, customers 
may use the Business Entity Search, 
which will be available at www.
michign.gov/corpentitysearch, to lo-
cate the business entity. The search 
results page allows users to navigate 
to a specific entity and view a sum-
mary of the details regarding the en-
tity. From this page, customers may 
directly order certificates using the 
“Request Certificate” button in the 
top right corner of the screen. Also, 
customers may view images of filed 
documents for that particular entity 
from the “View Filings” button at the 
bottom of the entity summary screen. 
The View Filings page allows custom-
ers to directly order certified copies of 
the filed documents by check-mark-
ing the box to the left of the document 
and selecting the “Order Filings” but-
ton at the bottom of the screen.

Rejected Filings Search
If a document that was submitted to 
the Corporations Division cannot be 
filed, and it was submitted by mail or 
in-person at our Okemos office, then 
the submission will be returned via 
U.S. mail to the individual or entity 
that submitted the document. Corre-
spondence will accompany the docu-

ment indicating the corrections that 
need to be made. 

If a document that was submitted 
to the Corporation Division cannot 
be filed, and it was submitted online, 
then an e-mail will be sent to the in-
dividual or entity that submitted the 
document indicating the corrections 
that need to be made and the proce-
dure to correct the submission.

After COFS is implemented, the 
reason that the document could not 
be filed and the submitted document 
will be available at the Rejected Fil-
ings Search website at www.michi-
gan.gov/corprejectedsearch. 

Historic Card File Search
The Corporations Division estab-
lished its first electronic database in 
1979. Prior to 1979, the Corporations 
Division kept a manual record of cor-
porate activity on index cards. Filed 
documents for “Out” corporations 
(inactive, dissolved, withdrawn) 
were sent to the State Record Center, 
and the annual reports were trans-
ferred to the State Archives after 20 
years. 

In January 1979, the records for ac-
tive corporations were transferred to 
a computerized database. The activ-
ity records for inactive corporations 
were not captured in the database. In-
stead, the information was stored on 
index cards (“Out cards”) which were 
kept onsite at the Corporations Divi-
sion. The “Out cards” were recently 
scanned, and the name of the entity 
was indexed. The Card File Search 
should be used for reference pur-
poses only, as it represents the entity 
status as of 1979.

After COFS is implemented, the 
image of the scanned card will be 
available by searching the Card File 
Search with the name of the entity. 
The Card File Search website will be 
available at www.michigan.gov/cor-
pcardsearch. 

Taking Care of Business By Julia Dale*

Exciting New Features Coming Soon with the New Corporations Online 
Filing System (COFS)

*Special thanks to Alexis Chadderdon for her assistance in preparing this column.
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Marks & Insignia Search
The Marks & Insignia Search provides 
the ability to search the Corporations 
Division’s records of trademarks, ser-
vice marks, and insignias. There are 
four types of searches that you can 
perform: ID Number, Mark Descrip-
tion, Insignia, and Registrant. The 
system uses two search methods to 
return results: “contains anywhere,” 
which is similar to a keyword search 
and “begins with,” which means 
that the information entered must 
reflect the beginning of a word. If you 
would like to further restrict your 
search, you may search for marks and 
insignia that were registered during 
a specific date range, first used in 
Michigan during a certain date range, 
or limited to a specific class of goods 
or services, as established by MCL 
429.40.

The search results page allows 
you to navigate to a specific registra-
tion and view a summary of the de-
tails regarding the trademark, service 
mark, or insignia. From this page, you 
may view images of filed documents 
for that particular mark or insignia. 
Images of filed documents will be 
rendered in an Adobe Portable Docu-
ment Format (PDF), and images can 
be saved or printed from the website. 

E-mail Subscription Service
COFS provides an e-mail subscription 
service that allows you to subscribe 
to electronically receive notification 
of business entity record updates 
and official communications from the 
Corporations Division. Individuals 
may subscribe and set up their User 
Profile to receive an e-mail notifica-
tion that is automatically sent when-
ever the Corporations Division files a 
document for a specific business enti-
ty or entities. This option can be used 
as a tool to confirm that the Corpora-
tions Division has filed a document 
that was submitted, as well as a tool 
to protect against business identity 
theft. This setting can be managed on 
your User Profile Update Page.

Securities Rules Update
On April 27, 2016, the draft rules 
were approved by the Office of Reg-

ulatory Reinvention (ORR) and on 
June 14, 2016, the Regulatory Impact 
Statement was submitted to ORR. 
The Department of Licensing and 
Regulatory Affairs (LARA) will soon 
be setting a date for a public hear-
ing and providing a public hearing 
notice  The notice will be published 
in three newspapers, including one 
in the upper peninsula, not less than 
10 days but more than 60 days prior 
to the hearing. The public hearing 
notice and edited draft rules are also 
published in the Michigan Register 
by the ORR.

Julia Dale is the 
Director of the Cor-
porations, Securi-
ties & Commercial 
Licensing Bureau for 
the State of Michi-
gan; Department of 

Licensing and Regulatory Affairs. 
She is a member of the State Bar 
of Michigan and serves on the 
Business Law Section Council.
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By Eric M. Nemeth
 As of the writing of this column, we 

are bearing down on a U.S. presiden-
tial election that will usher in a new 
administration. This will likely mean 
a new Treasury Secretary, IRS Com-
missioner, Attorney General, and 
politically appointed subordinates in 
the areas of tax policy and tax enforce-
ment. The make-up of Congress 
further adds to the complexity and 
uncertainty of upcoming tax policy. 
As legal practitioners, we can gener-
ally advise clients concerning “good 
news” and “bad news,” but uncer-
tainty is another matter. Of course 
our tax law progresses through such 
political uncertainty regularly, but 
change is the one constant.

Regardless of the outcome of the 
election, various campaign propos-
als will be made and, ultimately, new 
legislation is introduced. A few areas 
to pay particular attention to if clients 
desire to make contingent plans are 
as follows:
•	 Marginal tax rates. Expect 

continued discussion and 
perhaps concrete propos-
als to raise or lower the top 
marginal income tax rates. 
The marginal tax rates may 
flatten, coupled with the 
phase-out or elimination of 
various tax deductions or 
rate credits. Those propos-
als may be pitched as tax 
simplification. Likely areas 
of focus will be further 
phase-outs or limitation of 
mortgage interest, property 
taxes, and even charitable 
contributions.

•	 Capital gain rates. The Tax 
Reform Act of 1986 elimi-
nated the spread between 
ordinary income and capital 
gain rates. Not long after-
ward, the spread returned 
and is now bigger than 
ever. Arguments of income 
inequality and deferral have 
fueled a lot of attention in 
this particular area of tax 
enforcement. Clients with 
heavy capital gain income 
should pay particular atten-
tion, as the entire gambit of 

proposals has been floated, 
from the elimination of cap-
ital gain taxes to harmoniza-
tion of the tax rates.

•	 Corporate tax relief. 
Although the “tax media” 
has consistently reported 
general bi-partisan agree-
ment to lower the U.S. cor-
porate tax rate, the U.S. tax 
rate is seen as generally 
anti-competitive on a global 
basis and as adding to over-
seas tax inversions.

•	 Affordable Care Act 
(“ACA”). One of the few 
areas of “agreement” 
between the political parties 
will be further amendment, 
tinkering, or perhaps over-
haul of the ACA.

Tax Scams Continue
The IRS released IR-2016-19, the 
“Dirty Dozen” List of Tax Scams for 
2016. These scams mostly operate at 
the street or retail level and can prey 
on any of us, including the author. 
I have fielded many panicked calls 
from practitioners, friends, and fam-
ily about calls from the “IRS.”

A few of the more salient scams:
•	 Phone scams. Phone calls 

from criminals imperson-
ating IRS agents threaten-
ing seizures and arrest. The 
solution is to HANG UP.

•	 Phishing. Official looking 
fake e-mails looking to steal 
personal information. Social 
media postings seem to pro-
vide information sources 
for scammers.

•	 Identity theft. A name and 
social security number 
could well lead to a false tax 
return under your name or 
a client’s name. Trust meCI 
know.

•	 Return Preparer Fraud. 
Help your client by ensur-
ing they have a reputable 
preparer. Again, if it sounds 
too good to be true... .

Inversions
There is new guidance in the efforts 
to curb corporate inversions. A cor-
porate inversion is a U.S. parent cor-
poration of a multinational group 
being replaced by a foreign corpo-
rate parent corporation. Recent new, 
temporary, final, and proposed regu-
lations impose further limits on cor-
porate inversion transactions. Tax 
inversions are seen in many circles as 
abusive or solely tax-motivated trans-
actions. Others see the transactions as 
good business and tax planning, rec-
ognizing the realities of global busi-
ness and trade. With the impending 
change of administrations it is likely 
that more changes are forthcom-
ing. 

Collection Standards
The IRS has updated the 2016 col-
lection financial standards. Some 
amounts are lower than 2015. The 
financial standards are used by the 
IRS to calculate what a delinquent 
taxpayer may be able to pay. The 
figures are a cornerstone for install-
ment agreements and offers in com-
promise. It is important to consult 
the IRS website when reviewing a 
possible submission. Many expense 
figures also vary by county and 
household size, as well as household 
income, and can dramatically impact 
the financial terms of a submission. 
Documentation is critical, as a tax-
payer is not presumed to be entitled 
to the maximum amount allowed in 
each category. Calculations involv-
ing a non-liable spouse become even 
more complex, as the non-liable 
spouse’s income is considered by the 
IRS when evaluating a payment pro-
posal or Offer in Compromise (OIC).

Life Insurance Policy 
Termination Results in 
Constructive Distribution
Sometimes seemingly harmless 
transactions can have unintended tax 
consequences. Recently the United 
States Tax Court in Mallory v Commis-
sioner, TC Memo 2016-110, held that 
the taxpayers received a constructive 
distribution from the termination of 

Tax MaTTers
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a life insurance policy. To the extent 
that the distribution exceeded their 
basis in the insurance contract, the 
taxpayers had taxable income. While 
the case has various unique facts, the 
essence is policy loans that exceed the 
policy’s cash value triggered a policy 
termination. The “gain” was calcu-
lated under IRC 72(e)(5) with the 
investment in the insurance contract 
as basis.

IRS Hiring Agents
The IRS announced plans to hire 
between 600-700 new enforcement 
agents. These hires are in addition to 
approximately 1000 new hires in the 
customer service area specifically ear-
marked by Congress. The hires essen-
tially backfill years or retirements of 
agents leaving government service. It 
is unclear if any new agents will be 
staffed in Michigan, but it is expected 
some agents will support Michigan 
area enforcement.

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.
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This column is addressing one of 
the interfaces between intellectual 
property (“IP”), international trade, 
and unfair trade practices. Many of 
you are familiar with the problem 
of counterfeit or “knock-off” prod-
ucts bearing the names of famous 
brands or other practices that violate 
the rights of the legitimate sellers of 
the branded products. Similar prob-
lems exist when a manufacturer that 
steals trade secrets or illegally cop-
ies patents attempts to import those 
products into the country. While the 
ability to protect against IP theft in 
other countries may be limited, there 
is something you can do to block the 
import of these goods at our borders. 
This article discusses one of the more 
powerful methods your clients may 
have.

The presumptive presidential 
nominees for the Democratic Party 
and the Republican Party, Hillary 
Clinton and Donald Trump, have 
both asserted that, if elected, they 
would take actions to fight unfair Chi-
nese trade practices that they say are 
harming U.S. companies and work-
ers. Fortunately, U.S. companies that 
are suffering from unfair trade do not 
need to wait for the next president to 
be elected, they currently have the 
ability to seek relief from such unfair 
trade by filing a complaint with the 
U.S. International Trade Commis-
sion (“ITC”) under Section 337 of the 
Tariff Act of 1930 (the “Act”).1 As dis-
cussed below, seeking relief from un-
fair trade practices under Section 337 
can be an appealing and effective way 
for companies with U.S. operations 
to protect their intellectual property 
(“IP”) from infringing imports. 

Actionable Kinds of Unfair 
Trade Practices 
The ITC has the power under Section 
337 of the Act to conduct investiga-
tions regarding allegations made that 
unfair trade practices have been used 
in the importation of goods into the 
United States. The investigation can 

be initiated by a complaint filed with 
the ITC, and various kinds of unfair 
trade practices can serve as the basis 
for a Section 337 complaint. One cate-
gory of unfair trade practices specified 
under Section 337 relates to infringe-
ment of statutory IP rights, including 
U.S. patents and federally registered 
copyrights, trademarks, semiconduc-
tor mask works, or boat hull designs 
(collectively, the “Statutory IP Rights-
Based Category”).2 The other catego-
ry pertains to all other kinds of unfair 
trade practices, including trade se-
cret misappropriation, common-law 
trademark infringement, passing off, 
false designation of origin of goods, 
and violations of the Lacey Act (ille-
gal trade in animals and plants), anti-
trust laws, or antidumping and coun-
tervailing duty laws (collectively, the 
“Non-Statutory IP Rights-Based Cat-
egory”).3 

It is possible for the ITC to conduct 
a Section 337 investigation based on 
a complaint in which various kinds 
of unfair trade practices are alleged. 
For example, on June 2, 2016, the 
ITC published a notice of institution 
of investigation based on a Section 
337 complaint submitted by United 
States Steel Corporation (“U.S. Steel”) 
in which U.S. Steel alleged violations 
of Section 337. U.S. Steel claimed 
that the importation into the United 
States of certain Chinese-origin car-
bon and alloy steel products involved 
(1) a conspiracy to fix prices and con-
trol output and export volumes; (2) 
misappropriation and use of trade 
secrets; and (3) false designation of 
origin or manufacturer in an effort to 
avoid antidumping and countervail-
ing duty orders imposed on certain 
Chinese-origin carbon and alloy steel 
products imposed by the U.S. Gov-
ernment. 4   

Key Elements of Section 337 
Violations
In order to prevail in a Section 337 
investigation, certain elements must 
be satisfied, which will vary depend-

ing on the specific kinds of unfair 
trade practices that are alleged in 
the Section 337 complaint. In cases 
involving the Statutory IP Rights-
Based Category of unfair trade prac-
tices (e.g., patent infringement), a 
complainant must show the impor-
tation of products that infringe the 
complainant’s IP rights and the exis-
tence of a domestic industry.5 In cases 
pertaining to the Non-Statutory IP 
Rights-Based Category of unfair trade 
practices (e.g., the misappropriation 
of trade secrets), all of these elements 
must be satisfied, and in addition, 
the complainant must show that the 
unfair trade practice causes injury to 
the domestic industry.6

Infringement
The infringement element relating to 
any kind of unfair trade practice in a 
Section 337 investigation can—and 
must—be satisfied in the same way 
that such infringement would be 
proven in a court action. For example, 
in a Section 337 investigation that is 
predicated on a patent infringement 
claim, the complainant must show 
that the imported products in ques-
tion infringe or are made through a 
process covered by a U.S. patent. 

Importation
The importation element can be sat-
isfied in any Section 337 investiga-
tion by providing evidence that the 
products in question were actually 
imported into the United States (i.e., 
brought within the jurisdictional lim-
its of the United States with the inten-
tion to unload and distribute them). 
In Section 337, investigations involv-
ing the Statutory IP Rights-Based Cat-
egory of unfair trade practices, the 
importation element also can be sat-
isfied by showing that the products 
in question were used in the sale of 
goods for importation into the Unit-
ed States and/or the sale of goods in 
the United States after importation.7 
Significantly, the “sale of goods for 
importation into the United States” 
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provision allows the statute to reach 
foreign manufacturers of infringing 
products even if they had no direct 
involvement in the importation of 
the products. The “sale of goods in 
the United States after importation” 
provision permits the ITC to find U.S. 
wholesalers and retailers of these 
products to be in violation of Section 
337 even if the wholesaler or retailer 
played no role in the importation of 
the subject products into the United 
States.

Domestic Industry
The domestic industry element can 
often prove to be the most difficult 
one to satisfy. In Section 337, inves-
tigations based on the Statutory IP 
Rights-Based Category of unfair 
trade practices, one must satisfy both 
an economic prong and a technical 
prong.8 The economic prong-related 
articles protected by the statutory IP 
right can be satisfied if there exists 
in the U.S. any of the following: (1) 
significant investment in plant or 
equipment; (2) significant employ-
ment of labor or capital; or (3) sub-
stantial investment in its exploitation, 
including engineering, research and 
development, or licensing.9 Estab-
lishing the technical prong requires 
a showing that the activities in the 
United States related to the domestic 
industry actually utilize the IP rights 
at issue. In cases involving patents, 
it is important to note that the pat-
ent claim used to satisfy the techni-
cal prong can be distinct from the 
patent claims that respondents are 
alleged to infringe and can be used 
in products that do not compete 
with the allegedly infringing prod-
ucts that are being imported into the 
United States.10 Significantly, there 
is no technical prong for the domes-
tic industry requirement for Section 
337 investigations based on the Non-
Statutory IP Rights-Based Category 
of unfair trade practices. In order to 
satisfy the domestic industry require-
ment in such cases, a complaint must 
also satisfy an injury requirement dis-
cussed next.

Injury
As noted above, the injury element 
must be satisfied in Section 337 
investigations involving the Non-
Statutory IP Rights-Based Category 
of unfair trade practices. A complain-
ant must show that a domestic indus-
try is being destroyed or substan-
tially injured or is being prevented 
from being established as a result of 
respondents’ unfair acts.11 In order to 
make such a showing, a complainant 
can provide evidence relating to such 
things as the volume of imports and 
their penetration, lost sales, under-
selling by respondents, reduction in 
complainant’s profits and employ-
ment levels, and declining produc-
tion, profitability, and sales. Signifi-
cantly, a complainant in a Section 337 
investigation concerning the Statuto-
ry IP Rights-Based Category of unfair 
trade practices does not have to show 
injury to a domestic industry.

Section 337 Investigation 
Schedule and Remedies 

The Administrative Process
The key milestones and typical time-
frames for a Section 337 investigation 
have similarities to other dispute res-
olution procedures.12 
•	 After a Section 337 investi-

gation is instituted by the 
ITC, an Administrative Law 
Judge (ALJ) will be assigned 
to the case. 

•	 The ALJ will provide 
“Ground Rules” to the 
parties that will set forth 
important guidelines for 
submissions and will issue 
a procedural schedule for 
the investigation. 

•	 The procedural sched-
ule will include dates for, 
among other things, expert 
witness identification, wit-
ness lists, discovery dead-
lines, settlement conferenc-
es, motions for summary 
determination, prehearing 
statements and briefs, the 
hearing, and post-hearing 
briefs. 

•	 After receiving and review-

ing the post-hearing briefs, 
the ALJ will issue an Initial 
Determination relating to 
the findings of fact and con-
clusions of law in the case.

•	 If applicable, the ALJ will 
promulgate a Recommend-
ed Determination concern-
ing the appropriate remedy 
should the ITC find a viola-
tion of Section 337 and the 
amount of the bond to be 
posted during the presiden-
tial review period. 

Commission and Presidential 
Review
The ITC’s Commissioners will review 
the Initial Determination and deter-
mine whether to accept, clarify, 
modify, vacate, or reverse the Initial 
Determination. Based on that review, 
the ITC will issue a Final Determi-
nation. In instances where the ITC 
has found a violation of Section 337 
and a determination has been made 
that the issuance of a remedial order 
would not be contrary to the public 
interest, the ITC will state in the Final 
Determination what remedies should 
be issued and what bond should 
have to be posted during the presi-
dential review period. Finally, when 
the ITC’s issues a Final Determina-
tion in which a finding of violation of 
Section 337 is found and a remedial 
order is issued, there is a 60-day pres-
idential review period in which the 
President, through the Office of the 
United States Trade Representative 
(“USTR”), can determine whether the 
ITC’s remedial order should not be 
enacted for policy reasons (although 
such action has rarely been taken by 
any President). If the President deter-
mines to take no action with respect 
the ITC’s recommended remedy, 
then the remedial order takes imme-
diate effect at the end of the 60-day 
review period.  Typically, it takes 
between 16-18 months from the time 
from when a Section 337 investiga-
tion is commenced to when the presi-
dential review period ends. 
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Remedies
The ITC can grant any one or more 
of the three following kinds of relief 
following the finding of a violation 
of Section 337: (1) a limited exclusion 
order (“LEO”); (2) a general exclusion 
order (“GEO”); and/or (3) a cease 
and desist order (“CDO”). The Lim-
ited Exclusion Order is the most com-
mon form of remedy that is issued 
by the ITC. That order will direct 
the U.S. Customs and Border Protec-
tion to bar infringing products that 
originate from a specific source (e.g., 
respondents named in the Section 
337 complaint). In instances where 
the complainant demonstrates that 
it is difficult to identify the source 
of infringing products, the ITC may 
issue a General Exclusion Order, 
which applies to all infringing goods 
regardless of source. The third kind 
of remedy is the cease and desist 
order by which the named domestic 
respondents can be prohibited from 
selling infringing products in their 
inventory and/or ordered to cease 
specific marketing practices or types 
of anticompetitive conduct.

You Can’t Get Damages and 
Attorneys’ Fees Are Rare
Section 337 does not allow the com-
plainant to seek or recover damages 
within the context of the ITC proceed-
ing, although a separate claim for 
damages may exist under applicable 
law that might be pursued after the 
Section 337 complaint is resolved. In 
general, attorneys’ fees also may not 
be recovered in Section 337 actions, 
however, pursuant to 19 CFR 210.4, 
the ITC may impose reasonable costs 
and attorneys’ fees as monetary sanc-
tions in appropriate cases (e.g., when 
a party has filed a frivolous motion or 
made a false statement).

Conclusion   
Section 337 can be an effective tool for 
seeking relief from unfair trade prac-
tices that result in infringing prod-
ucts being imported into the United 
States. If your clients feel that their IP 
is being infringed by imported prod-
ucts, they should consider contacting 
seasoned Section 337 practitioners 

who can assist them in evaluating 
whether it would be viable and ben-
eficial to file a Section 337 complaint 
with the ITC.  

NOTES
1. 19 USC 1337.
2. 19 USC 1337(a)(1)(B)-(E).
3. 19 USC 1337(a)(1)(A).
4. See Certain Carbon and Alloy Steel 

Products, Inv. No. 337-TA-1002, Notice of  
Institution of  Investigation, 81 Fed. Reg. 
35,381 (USITC June 2, 2016) based on the 
complaint dated April 26, 2016. 

5. 19 USC 1337(a).
6. 19 USC 1337(a)(1)(A).
7. 19 USC 1337(a)(1)(B)-(E).
8. 19 USC 1337(a)(3)(A)-(B).
9. 19 USC 1337(a)(3)(A)-(C).
10. See, e.g., Certain Semiconductor Chips 

with Minimized Chip Package Size and Prod-
ucts Containing Same, Inv. No. 337-TA-432, 
Initial Determination (Pub. Vers.) at 11-13 (Jan. 
24, 2001) (holding that complainant satisfied 
the technical prong of  the domestic industry 
requirement by virtue of  licensing Patent Nos. 
‘977 and ‘326 to licensees who used the pat-
ents to manufacture products different from 
the infringing products, even considering that 
licensees’ products did not practice the specific 
claims of  Patent Nos. ‘977 and ‘326 alleged to 
be the sources of  infringement asserted by the 
complainant in its Section 337 complaint).

11. 19 USC 1337(a)(1)(A).
12. See 19 CFR Part 210, §§ 210.1-

210.79 (ITC procedural rules for adjudication 
and enforcement of  investigations under 
Section 337 and related proceedings), and the 
Administrative Procedure Act, 5 USC Chapter 
5, §§ 500-596 (governing administrative proce-
dure).
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One of the more significant threats to 
a coveted in-house position is some-
thing you have no control overCa 
material change in control of your 
corporate employer. Have you ever 
considered what you would do if 
your company was part of an acquisi-
tion or divestiture and your position 
was eliminated? Do you have a plan 
to ensure a soft landing? Are you 
truly marketable?

During my eighteen years of prac-
tice (including nine in-house), I never 
worried too much about the dreaded 
material changeCuntil it happened 
to meYtwice. In both instances, my 
position was eliminated. I had op-
portunities to stay with the organiza-
tions but those opportunities did not 
work out or simply were not a good 
fit. Of course, there was a great deal 
of stress, hand-wringing, and second 
guessing as I hit the job market each 
time, but looking back, I now see that 
these experiences forced me to evalu-
ate my career and to define what it 
takes to be a marketable corporate at-
torney. 

There are no silver bullets, and the 
lessons I learned may be intuitive to 
some, but the obvious is often times 
obscured with all the noise in our 
lives. I am convinced that the follow-
ing rules not only made me a better 
in-house attorney, but that you can 
benefit from it if you find yourself in 
the midst of a material change.

Know the Business and the 
Industry 
Regardless of the industry in which 
your organization competes, the more 
you know about your company’s 
business and its industry, the more 
value you can provide. I certainly do 
not think an MBA is required, but 
my legal colleagues who understand 
a balance sheet and have a working 
knowledge of the competitive drivers 
of the business fare much better in the 
C-Suite and in the job market. There 
are a myriad of ways to implement 
this rule, but the easiest and most 
effective way is to make time to read 

and to understand the company’s 
annual report (or similar informa-
tion) and participate in industry trade 
groups that provide educational 
materials and publications. Spending 
fifteen minutes each morning review-
ing the latest news from a reputable 
trade group goes a long way.

Networking is Not a Cliché
You may not like to do it, but the abil-
ity to network is critical to your suc-
cess within your organization and 
more than likely will be the key to 
finding another position. I am sure 
you know the big time networking 
type who participates in the state 
and local bar events and has more 
than 500 contacts on LinkedIn. That 
is great if you can do it, but don’t be 
afraid to start small. A good start can 
be as simple as getting involved in 
your local church, participating in a 
local sports group, or committing to 
having lunch with a different person 
three times a week. In my experience, 
networking picks up steam if you 
give it a little push.

Avoid the Pigeon Hole
Whether you work in a large legal 
department or a small one, limiting 
your practice area to a small, well-
defined specialty is risky. If it works 
out for you, you become a sought out 
expert in a particular field that no one 
else knows much about. The risk is 
whether anyone has a need for that 
expertise. While I do not advocate 
trying to be all things to all people, it 
is important to take an active role in 
your professional development. Take 
time to understand what practice 
areas are marketable and interesting 
to you, and then work to develop a 
plan to gain exposure to those prac-
tice areas. It may not be easy, but if 
you do not take control of your pro-
fessional development, no one else 
will. 

Be a Business Partner
I have saved the most important 
advice for last. In every interview I 
have had after my material changes, 

being a good business partner has 
been the most consistent theme. But, 
what does it mean? It is easy to prattle 
off talking points, but I encourage you 
to consider what it really means to 
you and your organization. For me, it 
means two things. First, it means you 
need to develop strong relationships 
that enable you to have productive 
and frank conversations with your 
business partners. In-house lawyers 
like to describe the business people 
they work with as “customers” or 
“clients,” but I resist this temptation. 
Why? Because what always follows 
that label isthe “customer” is always 
right! The legal department will 
always be a cost-center and service 
provider, but if you are successful at 
building strong relationships within 
the organization, it is much easier to 
tell your business partner something 
they may not want to hear. 

Second, “No” is a 4-letter word. 
Even when I have done a good job 
of building strong relationships, the 
word “no” is not well received. Ob-
viously, if something is illegal or un-
ethical, you must say “no,” but oth-
erwise your business partners expect 
you to be a problem solver not simply 
a hurdle they must clear. If you know 
your business and have developed 
strong relationships, you can more 
effectively work with your business 
partners to identify action plans that 
mitigate enterprise risk while maxi-
mizing the organizational goals.

As an aside, many in-house attor-
neys believe they are good business 
partners and problem solvers, but I 
encourage you (and them) to speak 
with your business partners and ask 
for their honest feedback on whether 
they view you as a problem solver 
or an obstructionist. If it is the latter, 
there are a lot of resources on-line 
that can help you strengthen your 
problem solving skills.  

If none of my words of wisdom 
have resonated with you yet, I have 
one last point: when one door closes, 
there are four more that open.  We 
can control a lot of what we do in 
our professional lives. But, even if we 
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are great attorneys, we may find our-
selves caught by unexpected change. 
Being better prepared for that change 
helps you to develop for the next step 
in your career, whether it is at your 
current company or not. I hope that 
you benefit from my personal expe-
riences and encourage you to partici-
pate in the In-House Counsel Com-
mittee that is co-chaired by Dawn 
Reamer and MaryAnn Kanary. 

Jon M. Canty of NSK 
Americas, Inc. in 
Ann Arbor, Michigan 
serves as its Assis-
tant General Coun-
sel.
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Introduction
On November 2, 2015, President Obama 
signed the Bipartisan Budget Act of 2015 
(the “Act”),1 which significantly changed the 
procedures for tax audits of partnerships. 
The Act, which generally will be effective 
for tax years beginning after December 31, 
2017, will replace the audit rules under the 
Tax Equity and Fiscal Responsibility Act of 
1982 (“TEFRA”). The sweeping changes in 
the realm of partnership tax audits will likely 
require revisions to most partnership agree-
ments and operating agreements, and intro-
duce new considerations when entering or 
leaving a partnership.

Current Partnership Audit 
Procedures and Reasons for a 
Change
Currently, partnerships and limited liability 
companies (“LLCs”) taxed as partnerships 
(both are generally referred to as partner-
ships in this article) are subject to audit pro-
cedures adopted under TEFRA more than 
34 years ago. The primary procedures under 
TEFRA are:
•	 The IRS conducts a single examina-

tion of the tax treatment of partner-
ship items at the partnership level. 

•	 When the IRS makes an adjustment 
for a year under audit, the partners 
associated with the partnership for 
that audited year are separately 
responsible for paying any taxes 
due. 

•	 Each partnership must have a desig-
nated tax matters partner (“TMP”). 
The TMP must be a partner of the 
entity and will represent the part-
nership in dealings before the IRS, 
manage audit investigations, and 
provide tax information to other 

partners.
•	 Certain partners are designated as 

“notice partners.” Partners, who 
qualify as “notice partners” have 
the right to petition the Tax Court 
for an adjustment, receive notices of 
adjustments from the IRS, and begin 
proceedings if the TMP has not done 
so. 

In practice, the IRS found the TEFRA pro-
cedures to be cumbersome, and they were re-
garded as a disincentive to auditing partner-
ships. In particular, the IRS did not have the 
capability to efficiently audit large partner-
ships and multi-tiered partnerships because 
of the complexity of allocating adjustments 
to ultimate partners and assessing the tax. 
Because the new procedures are expected to 
result in more partnership audits and more 
effective audits, the Joint Committee on Tax-
ation has estimated that they will increase 
tax revenues by $9.324 billion over a 10-year 
period.

Partnership Audits Under New 
Procedures 
The new partnership audit procedures are 
contained in Internal Revenue Code (“IRC”) 
Sections 6221-6241 and generally become 
effective January 1, 2018 (a partnership 
can elect to apply them earlier to tax years 
beginning after November 2, 2015). These 
procedures will apply to all entities that are 
treated as partnerships for federal income tax 
purposes, primarily partnerships and LLCs. 
The IRS encouraged adoption of the new 
procedures with the intent that the rules will 
streamline audits of partnerships.

Some key features under the new audit 
regime are:
•	 The IRS will assess tax adjustments 

from audits at the partnership level 
rather than at the partner level. The 

Significant Changes Made to 
Partnership Tax Audit Procedures 
Will Require Modifications to 
Partnership Agreements and 
Operating Agreements
By Steven E. Grob and John A. Abbo
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new entity-level tax of the partner-
ship will have adverse consequences 
on persons who are partners in the 
year that the audit (or any judicial 
review) is completed (the “Adjust-
ment Year”). 

•	 The procedures provide for an alter-
native method under which the 
partnership can elect to impose the 
liability of the underpayment on the 
partners for the tax year to which the 
adjustment relates (the “Reviewed 
Year”). 

•	 The new procedures replace the 
TMP with a “partnership represen-
tative” who has different rights and 
responsibilities.

•	 Partnerships with 100 or fewer qual-
ifying partners may opt out of the 
new partnership procedures.

“Opt Out” Election
Under IRC 6221(b) of the new procedures, 
certain partnerships with 100 or fewer quali-
fying partners during a tax year can make an 
“opt out” election for that tax year. Gener-
ally, to be eligible to make this election the 
partnership must meet the following require-
ments:
•	 Each of the partners of the partner-

ship must be either an individual, 
a C corporation (or a foreign entity 
that would be treated as a C corpo-
ration were it domestic), an S cor-
poration, or an estate of a deceased 
person. It is unclear whether a part-
nership with a disregarded entity 
partner can elect out.

•	 No partner may be an entity taxed as 
a partnership.

•	 The partnership must furnish 100 or 
fewer Schedules K-1 with respect to 
its partners. 

If the partnership is eligible to “opt out” 
under the new procedures and makes the 
election on a timely filed tax return, the part-
nership and its partners will likely be audited 
under the general rules applicable to individ-
ual taxpayers. The “opt out” election applies 
only with respect to the tax year for which it 
is made and, therefore, must be made every 
year where desired. If the partnership can-
not or does not elect to “opt out” then one 
of the following partnership level assessment 
methods will apply. 

Partnership Level Assessment—Default 
Method

Under the default method, the IRS will 
assess and collect tax adjustments at the 
partnership level in the year that the audit 
is completed (the Adjustment Year). The de-
fault method will place the economic burden 
of the additional tax liability on the current 
partners in the partnership instead of on 
those persons who were partners for the year 
under audit (the Reviewed Year).

The IRS will determine the additional tax 
liability attributable to a partnership level 
adjustment by netting all adjustments and 
multiplying the net non-favorable adjust-
ments by the highest tax rate in effect for 
the Reviewed Year (currently 39.6 percent), 
regardless of the tax status of the partners. 
However, the partnership can provide infor-
mation to support a lower tax liability (for 
example, the presence of a tax-exempt part-
ner or individual partners subject to a lower 
capital gains tax rate). 

All partners are bound by the final resolu-
tion in the partnership level proceeding. Un-
like TEFRA, partners do not have the right 
to participate in the audit or receive notice of 
the proceedings from the IRS. However, the 
new partnership audit procedures retain the 
TEFRA provision that a partner has the right 
to file a notice of an inconsistent position. 
If the partner fails to file the notice, the IRS 
may treat any resulting underpayment as a 
mathematical error and thus may assess and 
collect the tax without issuing a deficiency 
notice. Furthermore, all penalties are deter-
mined at the partnership level. There are no 
partner level defenses to penalties. Only the 
partnership level statute of limitations ap-
plies. The statutes of limitation for individual 
partners (which could be shorter or longer) 
are irrelevant. For example, the IRC 6501(e) 
six-year statute of limitations for substan-
tive omissions of income is determined at the 
partnership level. 

Partner Level Assessment—Alternative 
Method 
As an alternative to the default method, the 
partnership may elect out of the partnership 
level assessment and shift the tax liability 
to the partners during the tax year to which 
the adjustment applies. This can be accom-
plished by issuing adjusted Schedules K-1 to 
the those persons who were partners during 
the Reviewed Year within 45 days after the 
IRS issues a notice of final judgment. Under 
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this method, each Reviewed Year partner 
would then take the adjustment into account 
in calculating its tax liability. A drawback to 
electing the alternative method is that inter-
est is determined at a rate that is 2 percent 
higher than the normal deficiency rate. Inter-
est will accrue from the due date of the tax 
return for the taxable year at issue. 

Partnership Representative Replaces the 
Tax Matters Partner
The new rules eliminate the designation of 
a TMP and instead require each partnership 
to select a partnership representative (“PR”). 
It is unclear when a partnership must desig-
nate a PR or how a partnership can change 
its PR. Unlike the TMP under TEFRA, the 
PR does not need to be a partner. The only 
prerequisite is that the PR has “a substantial 
presence in the United States.” An entity can 
be designated the PR, in which case a respon-
sible person (such as a corporate officer, part-
ner, or trustee), will act on behalf of the PR. 
If the partnership fails to select a PR, the IRS 
has the authority to do so. Furthermore, the 
new rules eliminate the concept of a “notice 
partner.” As a result, the PR’s actions will 
bind the partnership and all its partners. The 
PR’s exclusive right to resolve partnership 
audits and disputes may create serious ten-
sions if the PR’s rights are not specified in 
the partnership agreement. While the TMP 
under TEFRA is primarily an information 
source, the PR is granted significantly more 
authority to act on behalf of the partnership. 
The IRS will need to issue guidance on how 
to appoint a PR when there is no designation 
in the partnership agreement (under TEFRA, 
the default rule is the general partner with 
the largest profits interest).

Implications
Commentators believe that these new audit 
procedures will lead to an increase in the 
number of partnership audits. Existing 
and new partnership agreements should 
be reviewed and in most cases revised to 
address various aspects of the new rules. Key 
issues for current and new partners to con-
sider in amending a partnership agreement 
(or an LLC operating agreement) include the 
following: 
•	 Potential revisions to existing part-

nership agreements: 
o Designate a partnership representa-

tive and specify how the PR can be 
removed and replaced. 

o Specify the authority, duties, and li-
abilities of the partnership represen-
tative.

o Determine whether to “opt out” (if el-
igible) or elect the alternative method 
if the “opt out” election is not avail-
able.

o Include provisions that prevent part-
ners from assigning interests to any 
entity treated as a partnership for U.S. 
tax purposes.

o Partners may want to include rights 
similar to those they had under 
TEFRA, such as notice rights and 
rights to participate in proceedings. 

o Specify whether former partners are 
required to pay to the partnership 
their share of the audit liability. 

o Add special allocation provisions to 
equitably allocate audit adjustments 
absorbed at the partnership level 
among Adjustment Year partners, and 
comply with capital account mainte-
nance. 

•	 Considerations for potential acquir-
ers of partnership interests:

o Perform additional due diligence re-
garding the partnership’s prior tax 
returns in consideration of the shift 
of liability from former partners to 
current partners under the new audit 
regime. 

o Potentially request representations, 
indemnities and escrows from the 
seller of the interest with respect to 
any pre-closing taxes or penalties.  

Lender Reactions
Some lenders have become concerned that 
the tax audit liability, which previously was 
a partner responsibility, might now become 
a partnership liability thus impairing the 
value of the partnership assets they are rely-
ing on when making a loan to a partnership. 
Accordingly, such lenders are requiring that, 
where possible, a partnership borrower elect 
out of paying any audit deficiencies at the 
entity level.

IRS Seeks Input
The IRS is requesting comments to help it 
develop guidance regarding the implemen-
tation of the new partnership audit regime. 
Notice 2016-23 lists 12 issues in particular on 
which the U.S. Treasury Department and the 
IRS request comments, including the “opt 
out” election, the designation of the PR under 
IRC 6223, determination and modification of 



the imputed underpayment, and the effect of 
adjustments on the basis of the partners and 
the partnership.

Conclusion
The IRS has successfully persuaded Con-
gress to adopt radically different partner-
ship audit procedures to make its audits of 
entities taxed as partnerships much easier. 
These changes will not only increase the 
number of partnership and LLC audits, but 
will create new tensions among existing and 
former partners that will result in various 
new considerations in drafting partnership 
agreements and operating agreements, as 
well as documents regarding transfers of 
partnership and member interests. 
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When drafting business documents, the 
drafting attorney typically needs to address 
how a dispute will be resolved if a dispute 
arises during the term of the contract. In 
many cases, the drafter will use as a start-
ing point an agreement from the law firm’s 
or corporation’s formbank or one from the 
Institute of Continuing Legal Education or 
another publication. This form may contain 
provisions like governing law, jurisdiction, 
and venue such as:

Each party irrevocably (i) agrees that 
this Agreement shall be governed by 
the laws of the state of Michigan, (ii) 
consents to the exclusive jurisdiction of 
the state and federal courts located in 
Oakland County, Michigan, (iii) agrees 
that any action, suit or proceeding that 
relates to this Agreement or the trans-
actions contemplated by this Agree-
ment shall be brought exclusively in 
a court in Oakland County, Michigan, 
and (iv) waives any objection which 
he, she, or it may now or hereafter have 
to the choice of forum whether on per-
sonal jurisdiction, venue, forum non 
conveniens, or on any other ground.

Before the popularity of alternative dispute 
resolution (ADR), the goal of the drafting 
attorney would be to ensure that any litiga-
tion arising under the contract would be 
conducted in local courts and under local 
law. Since it may be difficult to negotiate 
and obtain a clause providing for reimburse-
ment of legal fees upon a breach, the drafting 
attorney would, at a minimum, try to contain 
costs by having the parties to a contract agree 
upon and select a local venue and forum. 

The governing law, jurisdiction, and ven-
ue type of provisions are typically contained 
in the last section of a contract under the label 
of “Miscellaneous Provisions.” This boiler-
plate section may also contain provisions on 
how to give notice under the contract, how to 
amend the contract, whether the contract is 
assignable, and similar provisions. The draft-
er of an agreement may spend very little time 

reviewing the Miscellaneous Provisions of a 
contract. 

In light of today’s competitive legal mar-
ket in which drafting attorneys are attempt-
ing to create contracts with speed and ef-
ficiency amid a plethora of available ADR 
provisions, this article discusses some of the 
developing trends in ADR and provides the 
language to utilize one or more of the ADR 
methods that would make the most sense in 
a particular drafting context. 

In Macomb County Bar Briefs, Chief Judge 
John Foster stated:

In many regards, alternative dispute 
resolution may be a misnomer…. Per-
haps ”appropriate” might be a substi-
tute for ”alternative” as the ADR field 
continues to grow. With this evolu-
tion in ADR, potential consumers of 
ADR would be well served by educa-
tion and training on the various forms 
of ”appropriate dispute resolution” 
mechanisms and new cutting edge, 
innovative and effective techniques 
that are available for consideration.1 
With crowded court dockets, expansive 

discovery demands, and legal fees that ac-
crue as the trial approaches, drafters of con-
tracts started to entertain ADR provisions. 
Thus, many contracts would require arbitra-
tion as an ostensibly less costly, more expedi-
tious, and efficient method for dispute reso-
lution. 

Arbitration as an alternative dispute reso-
lution choice has existed for a long time. Our 
first president, George Washington, had an 
arbitration clause in his Last Will and Tes-
tament to resolve disputes.2 Arbitration is a 
private, voluntary process that uses a neu-
tral third party (or a panel of three neutrals), 
who may or may not have specialized subject 
matter expertise in the issues in dispute. The 
arbitrator is selected by the parties to render 
a binding decision, and, depending on how 
the arbitration clause is drafted, the parties 
may be permitted to engage in discovery, file 
motions, and engage in activities associated 

ADR Provisions in Business 
Agreements—So Many Choices—
So Little Time
By Cynthia E. Brazzil 
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with litigation.3 The arbitration generally has 
a hearing during which both parties present 
their arguments. The decision of the arbitra-
tor is in a form of an “award,” which may 
or may not contain findings of fact or conclu-
sions of law but designates a “winner.”4

A sample arbitration provision typically 
resembles the following:

   Any dispute arising out of or relat-
ing to this Agreement will be finally 
settled by arbitration in accordance 
with the Commercial Arbitration Rules 
and the Supplementary Procedures for 
Large Complex Disputes of the Ameri-
can Arbitration Association (“AAA”), 
which arbitration shall be conducted 
by an arbitrator selected by the parties 
under the AAA’s Enhanced Neutral 
Selection Process. If the parties fail to 
agree upon and appoint an arbitrator 
within fifteen (15) business days there-
after, an arbitrator shall be appointed 
by the AAA. If the AAA cannot, or 
declines to, appoint an arbitrator with-
in fifteen (15) business days after it is 
requested to do so, then such arbitrator 
shall be appointed as promptly as pos-
sible by a court of competent jurisdic-
tion upon application to such court by 
any party.
   The parties shall bear equally all costs 
of the arbitration itself that are charged, 
imposed or otherwise required by the 
AAA and/or the arbitrator, and each 
of the parties shall be solely responsi-
ble for its, his or her own separate costs 
and expenses associated with or attrib-
utable to the arbitration process.
   Any arbitration provided for under 
this Agreement shall take place at a 
mutually convenient location in the 
Metropolitan Detroit area unless oth-
erwise agreed by the parties. If the 
parties cannot agree upon a mutually 
convenient location in the Metropoli-
tan Detroit area within five (5) busi-
ness days after the arbitrator shall have 
been selected or appointed, then the 
arbitration shall take place at a location 
in the Metropolitan Detroit area speci-
fied by the arbitrator so appointed.
   Discovery shall be limited to reason-
able procedures consistent with the 
contours of the dispute as determined 
by the arbitrator. The substantive and 
procedural law of the state of Michi-
gan shall apply to and control any 

such arbitration proceedings without 
regard to any choice of law rules under 
Michigan law. Equitable remedies 
shall be available in any arbitration. 
The arbitrator’s award shall be rea-
soned and in writing. Judgment upon 
any award rendered by any arbitrator 
may be entered by any court of compe-
tent jurisdiction upon the application 
of any party in whose favor any such 
award was made.

There is no magic to using the American Arbi-
tration Association as the dispute resolution 
body for arbitration. The language drafted 
for an arbitration provision should specify 
the rules and procedures to be used by the 
parties, but the drafter can choose whatever 
arbitration procedures may be favored by the 
drafter or his or her law firm or corporation.

Some commentators claim that arbitra-
tion can be as costly as litigation.5 Arbitration 
is frequently criticized as a method that may 
result in a bad decision (a fear of a “crazy” 
arbitrator is sometimes mentioned as a rea-
son not to arbitrate) and cannot be appealed. 
Depending on limits on the discovery in arbi-
tration, it can be a costly and lengthy process 
as well. It bears mentioning that if one of the 
parties to a contract is a business formed in 
Delaware, Delaware has adopted a Delaware 
Rapid Arbitration Act6 (DRAA). Under the 
DRAA, the dispute must be resolved within 
120 days of the arbitrator’s acceptance of ap-
pointment.7

On the other hand, mediation has become 
an increasingly popular ADR technique. 
Other than case evaluation, mediation may 
be the best known ADR process among the 
bench and bar.8

Mediation is a process by which a neu-
tral third party facilitates communication 
between the parties, assists in identifying is-
sues, and helps explore solutions to promote 
a mutually acceptable settlement. A mediator 
has no authoritative decision-making pow-
er.9 Mediators speak in terms of maximizing 
parties’ self-determination, in that the parties 
have maximum control over the outcome of 
the process. Court-ordered mediation com-
munications are confidential,10 which allows 
for frank and candid discussions among the 
mediator and the parties that may be helpful 
in generating creative solutions that may not 
come from a jury or an arbitrator’s decision.

The mediation process typically involves 
a joint session often followed by a series of 
private sessions (each called a “caucus”) with 
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separate parties in which settlement propos-
als are exchanged and a settlement agree-
ment may be prepared and signed by the 
parties. Even if a settlement is not reached, 
frequently the parties have been able to nar-
row issues, and this may ultimately lead to a 
post-mediation settlement.

A contract clause for mediation may look 
something like the following:

   If a dispute arises under this Agree-
ment, except when a party seeks tem-
porary or preliminary equitable relief 
or when delay will unduly prejudice a 
party, the parties agree to engage in a 
confidential and good faith mediation 
with a mediator mutually selected by 
the parties. Unless mutually agreed to 
the contrary, the parties will schedule 
the mediation to take place within 15 
days of the written notice of the dis-
pute required by this Agreement. In 
those instances where temporary or 
preliminary equitable relief is sought 
or delay will unduly prejudice a party, 
the parties will engage in the confiden-
tial mediation within 30 days of the 
filing of the lawsuit. The parties will 
comply with all confidentiality and 
other agreements reasonably required 
by the mediator. The parties also agree 
to confer on the voluntary exchange 
of information, documents, and other 
data that will assist the confidential 
mediation process.
Some parties may resist mediation be-

cause it may not result in a binding decision, 
while others complain about going through 
the process and not reaching a resolution of 
the dispute. 

Sometimes, even before the parties to a 
dispute consider whether to attempt to re-
solve the dispute with litigation, arbitration, 
or mediation, the contract may provide for a 
“meet and confer” obligation. Typically the 
parties are required to provide representa-
tives who have full authority to resolve the 
conflict, who meet and exchange informa-
tion and opinions in a “good faith” attempt 
to resolve the conflict, usually without coun-
sel present. Of course the parties could al-
ways agree to meet and confer regardless 
of whether there is language in a contract 
requiring this step. Whether it is contained 
in a contract or not, the “meet and confer” 
obligation should have ground rules that at a 
minimum should require confidentiality and 
that discussions are not subject to disclosure. 

A “meet and confer” obligation may look like 
the following:

   The parties will attempt in good faith 
to resolve any dispute arising out of or 
relating to this Agreement promptly 
by negotiations between executives 
who have authority to settle the con-
troversy. Any party may give the other 
party written notice of any dispute 
not resolved in the normal course of 
business. Within 15 days after deliv-
ery of the notice, executives of both 
parties will meet at a mutually accept-
able time and place and, thereafter as 
often as they reasonably deem neces-
sary, exchange relevant information 
and attempt to resolve the dispute. All 
negotiations pursuant to this clause 
are confidential and will be treated as 
compromise and settlement negotia-
tions for purposes of the Federal Rules 
of Evidence and the Michigan Rules of 
Evidence. If the matter has not been 
resolved within 60 days of the disput-
ing party’s notice or if the parties fail to 
meet within 20 days, either party may 
initiate litigation of the controversy or 
claim.
“Meet and confer” is most useful and ef-

fective when the parties have equal bargain-
ing positions and are relatively sophisticated 
and are knowledgeable about their legal 
rights. It seems like there may be nothing to 
lose to add an obligation for an attempt to 
“meet and confer” before mediation, arbitra-
tion, or litigation. At the same time, it may 
benefit the parties to have a “meet and con-
fer” but allow attorneys to come to the meet-
ing. While this increases the costs involved, it 
may assist in bringing equality between the 
parties and, as long as the attorneys are as-
sisting in reaching a resolution (rather than 
positioning for a lawsuit), there may still be a 
benefit in attempting a “meet and confer” be-
fore mediation or some other ADR process. 

Historically one could argue that litigation 
was always going to be more expensive, take 
longer, and be more acrimonious than any 
ADR method. With the advent and success of 
the business courts in Michigan, that may no 
longer be true. The business courts were cre-
ated to “enhance the accuracy, consistency, 
and predictability” of decisions in business 
disputes.11 As business cases are assigned 
to a specialized docket, business courts are 
encouraged to adopt “evidence-based prac-
tices” to reduce waste and inefficiencies. The 
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Michigan State Court Administrative Office 
(SCAO) has been instrumental in explor-
ing evidence-based practices to assist the 
business courts. In addition, the SCAO has 
published a Guide to ADR Processes,12 which 
is easily accessible online13 and is an invalu-
able tool to obtain information regarding the 
vast array of ADR processes. Since less than 
1.5 percent of civil cases in Michigan circuit 
courts are resolved through trial,14 business 
attorneys should be knowledgeable in ADR 
processes to effectively counsel their clients.

The experts suggest that the business 
courts be compared to the perceived advan-
tages of arbitration before a decision is made 
to use arbitration over litigation in the busi-
ness court.15 Business court cases, especially 
when combined with pre-litigation media-
tion, may produce a speedier settlement of 
the dispute.

Some experts suggest a progressive dis-
pute resolution process (mediation that is 
mandated before a party sues in the business 
courts or demands arbitration) is extremely 
effective.16 A contract may require pre-litiga-
tion mediation with the following language:

   As a condition precedent to the filing 
of a lawsuit, except when a party seeks 
temporary or preliminary equitable 
relief or when delay will unduly preju-
dice a party, the parties agree to engage 
in a confidential and good faith media-
tion with a mediator mutually selected 
by the parties. Unless mutually agreed 
to the contrary, the parties will sched-
ule the mediation to take place within 
15 days of the written notice of the 
dispute required by this Agreement. 
In those instances where temporary or 
preliminary equitable relief is sought 
or delay will unduly prejudice a party, 
the parties will engage in the confiden-
tial mediation within 30 days of the 
filing of the lawsuit. The parties will 
comply with all confidentiality and 
other agreements reasonably required 
by the mediator. The parties also agree 
to confer on the voluntary exchange 
of information, documents, and other 
data that will assist the confidential 
mediation process.
If the parties desire to have pre-arbitra-

tion mediation, the language could be virtu-
ally identical but only change the litigation 
references to arbitration as follows:

   As a condition precedent to the fil-
ing of demand for arbitration, except 

when a party seeks temporary or 
preliminary equitable relief or when 
delay will unduly prejudice a party, 
the parties agree to engage in a confi-
dential and good faith mediation with 
a mediator mutually selected by the 
parties. Unless mutually agreed to the 
contrary, the parties will schedule the 
mediation to take place within 15 days 
of the written notice of the dispute 
required by this Agreement. In those 
instances where temporary or prelimi-
nary equitable relief is sought or delay 
will unduly prejudice a party, the par-
ties will engage in the confidential 
mediation within 30 days of the filing 
of the demand for arbitration. The par-
ties will comply with all confidential-
ity and other agreements reasonably 
required by the mediator. The parties 
also agree to confer on the voluntary 
exchange of information, documents, 
and other data that will assist the con-
fidential mediation process.
A progressive combination of ADR pro-

cesses might require “meet and confer,” fol-
lowed by mediation and then by arbitration, 
such as:

   The parties will attempt in good faith 
to resolve any dispute arising out of 
or relating to this agreement promptly 
by negotiations between executives 
who have authority to settle the con-
troversy. Any party may give the other 
party written notice of any dispute 
not resolved in the normal course of 
business. Within 15 days after deliv-
ery of the notice, executives of both 
parties will meet at a mutually accept-
able time and place, and thereafter as 
often as they reasonably deem neces-
sary, exchange relevant information 
and attempt to resolve the dispute. All 
negotiations pursuant to this clause 
are confidential and will be treated as 
compromise and settlement negotia-
tions for purposes of the Federal Rules 
of Evidence and the Michigan Rules of 
Evidence. If the matter has not been 
resolved within 30 days of the disput-
ing party’s notice or if the parties fail to 
meet within 15 days (“Meet and Con-
fer Expiration Date”), either party may 
initiate mediation of the controversy or 
claim as provided below.
   If the dispute has not been resolved 
by negotiation as above, the parties 

ADR PROVISIONS IN BUSINESS AGREEMENTS 21



22 THE MICHIGAN BUSINESS LAW JOURNAL — SUMMER 2016

will endeavor to settle it by engag-
ing in a confidential and good faith 
mediation with a mediator mutually 
selected by the parties. Unless mutu-
ally agreed to the contrary, the parties 
will schedule the mediation to take 
place within 15 days following the 
Meet and Confer Expiration Date. In 
those instances where temporary or 
preliminary equitable relief is sought 
or delay will unduly prejudice a party, 
the parties will engage in the confiden-
tial mediation within 30 days of the 
filing of the lawsuit. The parties will 
comply with all confidentiality and 
other agreements reasonably required 
by the mediator. The parties also agree 
to confer on the voluntary exchange 
of information, documents, and other 
data that will assist the confidential 
mediation process.
   Any dispute arising out of or relat-
ing to this Agreement or its breach that 
has not been resolved by negotiation 
or mediation will be finally settled by 
arbitration conducted expeditiously 
in accordance in accordance with the 
Commercial Arbitration Rules and the 
Supplementary Procedures for Large 
Complex Disputes of the American 
Arbitration Association (“AAA”), 
which arbitration shall be conducted 
by an arbitrator selected by the parties 
under the AAA’s Enhanced Neutral 
Selection Process. If the parties fail to 
agree upon and appoint an arbitrator 
within fifteen (15) business days there-
after, an arbitrator shall be appointed 
by the AAA. If the AAA cannot, or 
declines to, appoint an arbitrator with-
in fifteen (15) business days after it is 
requested to do so, then such arbitrator 
shall be appointed as promptly as pos-
sible by a court of competent jurisdic-
tion upon application to such court by 
any party.
   The parties shall bear equally all costs 
of the arbitration itself that are charged, 
imposed or otherwise required by the 
AAA and/or the arbitrator, and each 
of the parties shall be solely respon-
sible for its, his, or her own separate 
costs and expenses associated with or 
attributable to the arbitration process.
   Any arbitration provided for under 
this Agreement shall take place at a 
mutually convenient location in the 

Metropolitan Detroit area unless oth-
erwise agreed by the parties. If the 
parties cannot agree upon a mutually 
convenient location in the Metropoli-
tan Detroit area within five (5) busi-
ness days after the arbitrator shall have 
been selected or appointed, then the 
arbitration shall take place at a location 
in the Metropolitan Detroit area speci-
fied by the arbitrator so appointed.
   Discovery shall be limited to reason-
able procedures consistent with the 
contours of the dispute as determined 
by the arbitrator. The substantive and 
procedural law of the state of Michi-
gan shall apply to and control any 
such arbitration proceedings without 
regard to any choice of law rules under 
Michigan law. Equitable remedies 
shall be available in any arbitration. 
The arbitrator’s award shall be rea-
soned and in writing. Judgment upon 
any award rendered by any arbitrator 
may be entered by any court of compe-
tent jurisdiction upon the application 
of any party in whose favor any such 
award was made.
   The procedures specified in this sec-
tion will be the sole and exclusive pro-
cedures for the resolution of disputes 
between the parties arising out of or 
relating to this Agreement; however, 
a party may seek a preliminary injunc-
tion or other provisional judicial relief 
if in its judgment such action is neces-
sary to avoid irreparable damage or to 
preserve the status quo. Despite such 
action the parties will continue to par-
ticipate in good faith in the procedures 
specified in this section.
In addition to a progressive choice of 

ADR solutions, there are hybrids available 
if a hybrid seems more appropriate for the 
parties.17 The arbitration-related practices 
are party driven and can be explored with or 
without a court’s involvement. A court can-
not order a mediation-arbitration hybrid pro-
cess (“med-arb”), and it must be stipulated 
by the parties. 

The med-arb process begins with tradi-
tional mediation but, if the parties reach im-
passe on some or all of the issues, the media-
tor becomes an arbitrator, conducts a hear-
ing on the unresolved issues, and renders an 
award on the open issues. The parties may 
choose to have a different mediator and arbi-
trator (med-arb different).18



Co-Med-Arb uses a different mediator 
and arbitrator but has them initially jointly 
conduct a fact finding hearing followed by 
mediation with just the mediator, and, if not 
settled, the arbitrator takes over and issues 
an award on unresolved issues.

Med-Arb Opt Out modifies the med-arb 
procedure in that it would allow the parties 
to meet after the mediation but before the 
arbitration and determine whether the same 
person should act in both capacities. While 
obviously delaying the process, it protects 
the parties if they want a different arbitrator.

Arb-Med reverses the process entirely, al-
though the arbitrator seals the award at the 
end of the arbitration and then becomes the 
mediator. A variation, called Arb-Med Dif-
ferent, can also be used and, as its name im-
plies, uses different people as arbitrator and 
mediator.

Med-Arb LO (Last Offer) is a variation of 
the mediation followed by arbitration pro-
cess except that if the parties do not settle in 
mediation, each party submits a final offer at 
the conclusion of the arbitration and the ar-
bitrator is required to select one of the two 
final offers.

Med-Arb Hi-Low offers a hybrid process 
in which during the mediation, the parties 
agree to a “high” and a “low” award of which 
the arbitrator is usually not aware, and, if the 
arbitration award is between the high and 
the low, the decision is binding. This may 
persuade parties to arbitrate since they can 
control the floor and ceiling of the outcome.

Mediation Windows in Arbitration is an 
arbitration that offers the opportunity to me-
diate on more than one occasion at any time 
during the arbitration process. This is prob-
ably most effective when the same neutral is 
used as mediator and arbitrator.

The choices of ADR provisions seem al-
most limitless, and whether or to what extent 
one or more of these methods will be suc-
cessful depends on the type of dispute and 
the parties involved in the dispute. In draft-
ing, a lawyer always finds it easier to raise 
issues among the parties at the beginning of 
a relationship (during the honeymoon phase) 
rather than waiting until a dispute arises. It 
may not be possible to predict what type of 
dispute may arise between the parties, and 
frequently, parties act differently during a 
dispute than during the pre-dispute phase. 

One thought is to evaluate the resourc-
es easily available like the Guide to ADR 
Processes or to obtain a copy of the entire 

Michigan Judges Guide to ADR Practice and 
Procedure. Another suggestion would be to 
address these issues within a law firm, par-
ticularly involving business lawyers and 
business litigators. In many firms, the litiga-
tor may not see the agreement drafted by the 
business lawyer until the dispute arises and 
action is needed. It would be interesting to 
know if there were significant differences in 
what these two groups thought was best for 
provisions in contracts.

The examples contained in this article can 
be used as a drafting starting point, and hope-
fully the description of the various choices 
will assist the drafter in selecting what para-
graphs to use in business agreements he or 
she prepares. As the SCAO continues to mea-
sure success in ADR processes, the “tried and 
true” techniques can become more common, 
but until we are persuaded to use a particu-
lar technique, drafters will have to use their 
own judgment based on the parties involved 
in the particular contract being drafted.
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Introduction
Michigan business courts were established 
with the laudable goal of resolving business 
disputes “efficiently, accurately, and predict-
ably.”1 This aim has been stymied in large 
part by one of the key statutes that creates 
a business-related cause of action: Section 
489 of the Michigan Business Corporation 
Act (“MBCA”), MCL 450.1489, commonly 
known as the “minority shareholder oppres-
sion statute.”2 Section 489 enables sharehold-
ers in closely-held corporations to bring suit 
in Michigan circuit courts against those in 
control of the corporation for conduct that 
is illegal, fraudulent, or willfully unfair and 
oppressive to the shareholder as a sharehold-
er. If the circuit court finds a violation, the 
court may award such relief “as it considers 
appropriate” including, but not limited to, 
six enumerated forms of relief.3 

Despite several legislative and judicial 
clarifications of the existence and scope of 
claims arising under Section 489, there re-
main significant unanswered questions that 
vex litigants and jurists alike, frequently 
making litigation of Section 489 claims inef-
ficient, imprecise, and unpredictable (and, 
hence, expensive). The goals of this article 
are to review the origin and evolution of the 
statute and to identify open questions that 
deserve attention by Michigan courts and/or 
the Legislature so that the desired benefits of 
Michigan business courts may be more fully 
realized. 

Section 489’s Precursor: Section 
825
The predecessor to Section 489 originally 
appeared in 1972 and was codified in Chap-
ter 8 (“Dissolution”) of the MBCA at MCL 
450.1825. Section 825 focused on dissolution, 
though it was not dedicated to that remedy. 
Specifically, Section 825 empowered a circuit 
court to order dissolution and liquidation of 
the corporation if a shareholder established 
“illegal, fraudulent or wilfully [sic] unfair 
and oppressive” conduct. Section 825(2) 

listed equitable forms of relief in lieu of dis-
solution but, like the current Section 489, 
provided that those forms of relief were not 
exclusive. 

In its circa-16-year history, Section 825 
was the subject of four published decisions.4 
Two of those decisions, each decided in 1978, 
have had especially enduring impacts on op-
pression jurisprudence. First, in Barnett v In-
ternational Tennis Corp5, the Michigan Court 
of Appeals articulated a rigorous standard 
for the remedy of dissolution. In that case, 
the trial court effectively declined all relief 
to a plaintiff who proved dissension, but 
not unequal treatment as a shareholder. The 
court of appeals affirmed the trial court’s or-
der granting summary judgment to the de-
fendants on plaintiff’s claim for dissolution 
of the corporation or a mandatory buyout of 
his shares. In its opinion, the court set a very 
high bar for the remedy of dissolution: 

   As dissolution is a very drastic mea-
sure, it is considered a last resort reme-
dy. It is necessary to prove exceptional 
circumstances before dissolution will 
be ordered. These include financial 
loss, corporate paralysis, mismanage-
ment and deterioration of property. 
The ultimate test is whether corporate 
ruin will inevitably follow continuance 
of present management.6 
Later that year, the defense-oriented Bar-

nett decision was balanced by Salvador v Con-
nor.7 In Salvador, the plaintiff proved that the 
defendants engaged in self-dealing, nepo-
tism, and mismanagement in connection 
with a restaurant business. The trial court or-
dered the dissolution of the corporation and 
an award of damages to the plaintiff. A split 
panel of the court of appeals affirmed. In 
an oft-quoted passage, the majority opinion 
enunciated duties owed by majority owners 
to minority shareholders:

[The] law requires the majority in con-
trol of the corporation the utmost good 
faith in its control and management as 
to the minority and it is the essence of 

The Michigan Minority Shareholder 
Oppression Statute: Some 
Unfinished Business
By Edward J. Hood 



26 THE MICHIGAN BUSINESS LAW JOURNAL — SUMMER 2016

Since its 
relocation to 

Chapter 4, 
Section 489 

has been 
periodically 
amended to 

refine the 
concept of 

“oppression,” 
the interests 
protected by 
the statute, 

and the relief 
available.

this trust that it must be so managed 
so as to produce to each shareholder, 
the best possible return upon his [sic] 
investment.8 

Relocation, Revision, and Judicial 
Refinement of the Minority 
Shareholder Oppression Statute 
In 1989, as part of an overhaul of the MBCA, 
Section 825 was relocated to the Chapter 4 
(entitled “Shareholders”) and codified at 
MCL 450.1489. In addition to stylistic chang-
es, the statute was amended to shift the focus 
away from dissolution by moving that rem-
edy to an array of listed, non-exclusive rem-
edies for conduct that is “illegal, fraudulent, 
or willfully unfair and oppressive.” To this 
non-exclusive list, the Legislature added 
the legal remedy of “[a]n award of damages 
to the corporation or a shareholder.” MCL 
450.1489(1)(f). As in the predecessor Section 
825, Section 489 prefaces the list of remedies 
with the phrase “as it considers appropriate,” 
thus implying a trial court’s broad discretion 
in prescribing a remedy. 

Since its relocation to Chapter 4, Section 
489 has been periodically amended to refine 
the concept of “oppression,” the interests 
protected by the statute, and the relief avail-
able. In addition, a handful of published 
opinions have provided further guidance on 
Section 489, culminating in the Michigan Su-
preme Court’s decision in Madugula v Taub.9 

In 2001, the Legislature amended Section 
489 in two significant respects. First, Subsec-
tion (1)(f) was changed to include a two-year 
period of limitations and a three-year period 
of repose for damages claims. Second, the 
Legislature added subsection (3): 

As used in this section, “willfully 
unfair and oppressive conduct” means 
a continuing course of conduct or a 
significant action or series of actions 
that substantially interferes with the 
interests of the shareholder as a share-
holder. The term does not include 
conduct or actions that are permitted 
by an agreement, the articles of incor-
poration, the bylaws, or a consistently 
applied written corporate policy or 
procedure.
While the 2001 amendment was cycling 

through the Legislature, a controversy was 
brewing in the courts over whether Section 
489 created a cause of action at all. This ques-
tion was resolved in Estes v Idea Eng’g & Fab-
ricating, Inc.10 In that case, commonly known 

as “Estes II,” a special panel of the Michigan 
Court of Appeals established that Section 489 
creates a cause of action. In so holding, the 
court of appeals resolved a conflict between 
Baks v Moroun11 and Estes v Idea Eng’g & Fab-
ricating, Inc (“Estes I”).12 

The main issue in Baks was whether the 
plaintiffs’ claims were timely-filed. The 
defendants argued that Section 489 does 
not create a cause of action, and, therefore, 
plaintiffs’ claims were governed by MCL 
450.1541a, including its two-year/three-year 
periods of limitations/repose. The plain-
tiffs maintained that Section 489 creates a 
separate cause of action to which the gen-
eral “catch all” six-year limitations period in 
MCL 600.5813 applied. 

In its 1998 decision, the majority in Baks 
agreed with the defendants and held that 
Section 489 does not create a cause of ac-
tion. The majority concluded that Section 489 
merely “identifies (1) persons with standing 
to initiate a derivative action (shareholders), 
(2) courts with jurisdiction over such actions 
(circuit court), and (3) proper venue in such 
actions (the county in which the principal 
place of business or registered office of the 
corporation is located).”13  

Dissenting Judge Hoekstra stated that 
Section 489 creates a new cause of action be-
cause (1) it provides for a standard of liability 
different than Section 541a; (2) the jurisdic-
tion and venue provisions in Section 489 sug-
gest that a new cause of action was intended; 
and (3) there are many differences between 
claims under each statute, e.g. unlike those 
arising under Section 541a, Section 489 
claims are designed to address the unique 
circumstances of a minority shareholder in 
a closely-held corporation, implicating “a 
higher standard of fiduciary responsibility, 
a standard more akin to partnership law.”14 
Moreover, Section 489 redresses harms to ei-
ther the corporation or the shareholder, while 
Section 541a claims focus on damage to the 
corporation. 

In Estes I, the panel affirmed summary 
disposition for the defendants on the basis 
of the statute of limitations, but observed 
that had it not been bound to follow Baks, it 
would have adopted the reasoning of Judge 
Hoekstra’s dissent. The special panel in Estes 
II did exactly that.15 

Though Estes II established that Section 
489 creates a cause of action, courts con-
tinued to grapple with the contours of that 
cause of action. In Franchino v Franchino,16 the 
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court interpreted Section 489 as protecting 
shareholder’s rights as a shareholder, but not 
in other capacities. In Franchino, the plaintiff 
was fired from his employment and removed 
as a director by the defendant. Plaintiff as-
serted a Section 489 claim based in large part 
on the termination of his employment and re-
moval as a director. The court of appeals af-
firmed the trial court’s dismissal of the claim, 
reasoning that Section 489 protects the inter-
ests of a shareholder only as a shareholder, 
and not as an employee, director, or officer. 
The court noted that, unlike other states, 
Michigan’s oppression statute mentions only 
rights as a shareholder and not as an em-
ployee, officer, or director. While acknowl-
edging that it is common for shareholders to 
serve as employees and directors in closely-
held corporations, “employment and board 
membership are not generally among rights 
that automatically accrue to shareholders. 
Shareholder’s rights are typically considered 
to include voting at shareholder’s meetings, 
electing directors, adopting bylaws, amend-
ing charters, examining the corporate books, 
and receiving corporate dividends.”17 

Franchino also decided whether Section 
489 claims should be based on the “reason-
able expectations” of the allegedly-oppressed 
shareholder. In his dissent in Baks, Judge 
Hoekstra noted that one potential difference 
between claims arising under Section 489 ver-
sus Section 541a is the application by courts 
in other states of an objective test, based on 
the “reasonable expectations of the share-
holder,” to determine whether the conduct 
of the majority was “willfully unfair and op-
pressive.”18 Franchino, however, rejected the 
“reasonable expectations” test. The plaintiff 
in Franchino argued that as a shareholder he 
had reasonable expectations of participating 
in management and of receiving a share of 
corporate dividends through salary.19 In par-
ticular, plaintiff argued he had expectations 
of lifetime employment, a seat on the board 
of directors, and a share of the profits.20 The 
court did not see it that way, reasoning that 
employment rights and board membership 
do not necessarily accrue to a shareholder. 
Nor is the “reasonable expectations” stan-
dard supported by the text of Section 489. 
Whereas a “reasonable expectations” stan-
dard would focus on the claimant, claims 
under Section 489 turn on the conduct of the 
majority or “those in control.”21 

In 2006, the Legislature amended Sec-
tion 489 to state that “[w]illfully unfair and 

oppressive conduct may include the ter-
mination of employment or limitations on 
employment benefits to the extent that the 
actions interfere with distributions or other 
shareholder interests disproportionately as 
to the affected shareholder.”22 This amend-
ment was perceived to be an enlargement of 
what constitutes oppression, as it overruled 
Franchino’s unqualified holding that termi-
nation of employment does not amount to 
oppression.23 Notwithstanding the legisla-
tive supersession of this aspect of Franchino, 
courts have recognized that Franchino re-
mains good law on matters of corporate gov-
ernance.24 

Another significant question involv-
ing Section 489 was whether such claims 
are tried to a court, a jury, or a combination 
thereof. Courts of appeals panels were split.25 
The Michigan Supreme Court resolved this 
issue in its first decision on Section 489 in 
Madugula v Taub.26 

In Madugula, the plaintiff’s oppression 
claim was tried to a jury, over the defen-
dant’s objection. The jury found oppression 
and awarded damages and a buyout of plain-
tiff’s stock. The court of appeals affirmed. 
The defendant appealed, asserting that the 
oppression claim should have been tried to 
the court, and not a jury. The defendant also 
asserted that the alleged violation of a share-
holder agreement that, inter alia, required 
supermajority shareholder vote for certain 
corporate actions, could not be tantamount 
to oppression. The court of appeals affirmed. 

The supreme court reversed and remand-
ed. The court concluded that there is no right 
to a jury trial of Section 489 claims. Turn-
ing first to the text of the statute, the court 
observed that while Section 489 contains an 
optional damages remedy, it contemplates 
an assortment of discretionary remedies that 
“the circuit court” may order for oppression. 
Further, the statute’s prescription of broad 
discretion of the court—as opposed to imple-
mentation of the findings of a jury—con-
vinced the court that Section 489 is a cause of 
action in equity for which there is no jury trial 
right. The plaintiff’s prayer for relief did not 
alter this conclusion, as “the court was free 
under the language of the statute to grant re-
lief as it considered appropriate, or none at 
all, even if he were to establish his claim of 
oppression” and “the remedies sought by a 
claimant do not bind a court of equity.”27 

In addition, the court concluded that the 
Michigan Constitution did not grandfather 
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a jury trial right for claims that predated its 
adoption. Reviewing several shareholder 
cases before the Constitution was adopted 
in 1963, the court observed that Section 489 
claims are similar to shareholder derivative 
claims and claims for dissolution, which 
were deemed equitable in nature when the 
Constitution was adopted.28 

Finally, the court held that breach of a 
shareholder agreement may constitute evi-
dence of oppression:

This Court has never exhaustively 
listed the interests or rights that share-
holders have as shareholders of a 
corporation. However, we have rec-
ognized that “[t]he relation between 
a corporation and its stockholders 
is contractual in its nature” and that  
“[t]he charter of a corporation is its 
constitution. It prescribes the duties 
of stockholders and directors within 
the limits of the charter in the exercise 
of the power conferred upon them.” 
Beyond a corporation’s articles of 
incorporation, we may also consider a 
corporation’s bylaws and the govern-
ing statutes to determine a sharehold-
er’s interests. (footnotes omitted).
Applying the facts before it, the court 

noted that the shareholder agreement was 
authorized by MBCA Section 48829 and that 
the agreement modified certain shareholder 
rights, such as the right to elect directors, 
supermajority voting requirements, and pre-
emptive rights. Because the agreement modi-
fied statutory rights of shareholders, the 
court concluded that a breach of those con-
tractual rights may be evidence of oppres-
sion.30 The court hastened to add, however, 
that a breach of such an agreement would 
not automatically constitute oppression, as 
a claimant must still prove willfully unfair 
and oppressive conduct as defined in Section 
489(3) including, but not limited to, substan-
tial interference with a shareholder’s rights 
as a shareholder.31 

Still More Work to Be Done
Although the Legislature and judiciary have 
provided much-needed clarity on Section 
489 claims, there remain several areas where 
guidance is needed for navigating Section 
489 claims. Five issues are discussed below, 
but, like the remedies mentioned in Section 
489, this is not an exclusive list.

Must a Claimant Under Section 489 Prove 
Scienter?
An action invoking Section 489 is often 
referred to as a “business divorce.” But that 
is only accurate in the loose sense. While the 
goal of such an action typically is to separate 
the parties in a formal way, the analogy to 
a domestic divorce is a poor fit with regard 
to proof. Whereas a domestic divorce is not 
predicated on the fault of any party,32 busi-
ness divorces are not “no fault;” there is no 
right to extricate oneself from a bad business 
marriage and force a property settlement. 

The statutory standard of “illegal, fraudu-
lent or willfully unfair and oppressive” con-
duct suggests that claims under Section 489 
are for intentional misconduct. “Illegal” acts 
generally include an element of mens rea. 
“Fraudulent” conduct generally presumes 
some level of fraudulent intent or, at the 
least, recklessness.33 Similarly, conduct that 
is “willfully unfair and oppressive” ostensi-
bly entails intent. In other contexts, Michigan 
courts have equated the term “willful” with 
“intentional.”34 Section 489 should be no ex-
ception. Indeed, that Section 489 has a differ-
ent standard of conduct than Section 541a’s 
negligence standard was one of the key rea-
sons cited by Judge Hoekstra in his dissent in 
Baks that Section 489 creates a distinct cause 
of action.35 The intent requirement is over-
looked occasionally by courts and (probably 
more frequently) by plaintiffs with summary 
disposition on their minds. 

In the same vein, clarification is needed 
with respect to applying an element of intent. 
For example, it is not enough that the defen-
dant consciously took the action complained 
of; rather, the defendant must have intended 
to cause harm to the plaintiff’s interests as a 
shareholder.36

Does a Shareholder Have the Right 
to “Participate in Management” of a 
Corporation? 
In Franchino, the court of appeals held that 
shareholder rights—and shareholder rights 
alone—are protected by Section 489; rights 
as an employee, director, or officer are not. 
“Typical” shareholder rights include voting 
at shareholder’s meetings, electing direc-
tors, adopting bylaws, amending charters, 
examining the corporate books, and receiv-
ing corporate dividends.”37 A general right to 
“participate in management” was not men-
tioned by the Franchino court. Similarly, in 
Madugula, the supreme court noted that it 
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had never catalogued shareholder rights, but 
distilled the sources of such rights to articles, 
bylaws, and governing statutes.38 None of 
those sources afford a generalized share-
holder right to “participate in management.” 

Nevertheless, some decisions have rec-
ognized a shareholder’s right to “participate 
in management,” with the implication that a 
marginalization of that “participation” can 
support a finding of oppression. The most 
notable of these decisions is Berger v Katz.39 
In Berger, the plaintiff was a one-third own-
er in a corporation that made environmen-
tally friendly cleaning products. The two 
defendants collectively owned the remain-
ing two-thirds of the corporation’s stock. In 
early years, the business was profitable and 
the shareholders received distributions from 
the business profits. The parties also received 
distributions from a related company that 
leased its facility to the corporation. The 
court noted that the shareholders “equally 
participated in decisions affecting the com-
pany,”40 though it is unclear in what precise 
capacity they so participated, i.e., as employ-
ees, directors or officers. 

The plaintiff subsequently moved to Cali-
fornia and was no longer involved in the 
day-to-day operations of the corporation. 
Disputes then arose. The defendants discon-
tinued distribution payments to the plaintiff 
and stopped consulting with him on busi-
ness decisions affecting the corporation. The 
parties negotiated an interim arrangement 
whereby the corporation paid the plaintiff 
monthly draws on profits of the corpora-
tion and of rental income from the related 
entity. These payments, however, “eventu-
ally stopped;” the defendants explained that 
the corporation was no longer profitable. In 
spite of that, the defendants increased their 
own salaries. The plaintiff alleged that these 
increases and other “tactics” caused the cor-
poration to be unprofitable, thus precluding 
payments to the plaintiff for his “fair share” 
of his investment. 

The trial court held that the defendants 
oppressed the plaintiff. The court of appeals 
affirmed. Reviewing the several bases of op-
pression, the court observed that the defen-
dants’ conduct “affected plaintiff’s rights…
as a shareholder to participate in decisions 
affecting the corporation.”41 

The court’s recognition of a right “to par-
ticipate in decisions affecting the corpora-
tion” is difficult to swallow, both on the facts 
of Berger and conceptually. On the facts, the 

court did not mention the plaintiff’s (ostensi-
bly) voluntary withdrawal from day-to-day 
management and relocation to California. 
More generally, according to Madugula a 
shareholder has no “right to participate in 
management decisions” if that right is not 
prescribed in the corporation’s articles, by-
laws, and governing statutes.42 Similarly, 
Franchino observed that while shareholders 
in a closely-held corporation are commonly 
employed by and have a management role 
in the company, that fact does not translate 
to a right to be employed, hold a board seat, 
or serve as an officer.43 Indeed, depending on 
the number of shareholders, it may not be 
practicable to have all shareholders “partici-
pate in management decisions.” According 
to the classic corporate governance model, 
officers run the day-to-day business, the di-
rectors set policy, and shareholders elect the 
directors. But there are no guarantees that a 
shareholder will hold a board seat, hold of-
fice, or even work for the company. 

What is more, a generalized shareholder 
“right to participate in management” is im-
possible to administer, let alone police. Does 
the “right” include presence at board meet-
ings, though one is not a director? Does it 
include a veto right over actions of officers? 
Or does it simply imply a right to give input, 
even if that input is routinely rejected? Jus-
tifiably, Michigan courts have expressed re-
luctance to insinuate themselves in the man-
agement of corporations absent extreme cir-
cumstances.44 Recognition of an amorphous 
shareholder right to participate in manage-
ment would drag courts down that forsworn 
path.45 

What Does the Exception in Section 489(3) 
Really Mean? 
Under Section 489(3), the term “willfully 
unfair and oppressive conduct” does not 
include “conduct or actions that are permit-
ted by an agreement, the articles of incorpo-
ration, the bylaws, or a consistently applied 
written corporate policy or procedure.” On 
its face, this exception would suggest that a 
defendant may defeat an oppression claim 
by demonstrating that the allegedly oppres-
sive acts were allowed by the corporation’s 
governance documents.46 

Not so fast, say some courts, most notably 
Berger. In an oft-quoted section of the opin-
ion, the court observed: 

Although the bylaws gave defendants 
the general authority to make business 
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decisions such as setting salaries, issu-
ing capital calls, or approving rental 
payments, that does not mean that 
defendants were permitted to act in a 
manner that was willfully unfair and 
oppressive to plaintiff, as a minority 
shareholder. The exception in MCL 
450.1489(3) cannot be read as permit-
ting willfully unfair and oppressive 
conduct under the guise of defendants’ 
general authority to run and manage 
[the corporation].47 
This passage has been cited in at least 

three business court decisions.48 Practitioners 
and jurists are, therefore, left with the hair-
splitting task of harmonizing (i) the statu-
tory language that expressly excludes from 
the definition of oppression “conduct or 
actions” permitted by the corporate gover-
nance documents, and (ii) Berger’s condem-
nation of “willfully unfair and oppressive 
conduct under the guise of defendants’ gen-
eral authority to run and manage” the cor-
poration. What Berger suggests is that, even 
though an action may be technically allowed 
by the corporate governance documents, if 
such actions are substantively prejudicial to 
the plaintiff-shareholder, they are not within 
the statutory exception. Must there be more, 
however? For instance, what if the major-
ity of directors approves a reduction in the 
annual distribution to shareholders, and a 
minority shareholder dissents because she 
is counting on the distribution—is that op-
pression? It is suggested that unless there is 
some discriminatory element in the “conduct 
or actions,” combined with an intent to harm 
the minority shareholder without the bounds 
of reasonable business judgment,49 there is no 
oppression. Absent such arbitrary discrimi-
nation, it would seem the court should leave 
the parties in the place they bargained for.50 
Clarification is needed on the scope of the ex-
ception in Section 489(3).

What is the Proper Measure of “Fair Value” 
Under Section 489(1)(e)? 
One of the potential remedies in Section 489 
is, “The purchase at fair value of the shares 
of a shareholder, either by the corporation or 
by the officers, directors, or other sharehold-
ers responsible for the wrongful acts.” Where 
does one find the standard for “fair value?” 
It is not to be found in Section 489 or, for that 
matter, in Chapter 4 of the MBCA. 

One unpublished court of appeals deci-
sion51 referenced the standard of “fair value” 

contained in MBCA Section 761, which de-
fines “fair value” as “with respect to a dis-
senter’s shares, . . . the value of the shares im-
mediately before the effectuation of the cor-
porate action to which the dissenter objects, 
excluding any appreciation or depreciation 
in anticipation of the corporate action unless 
exclusion would be inequitable.” 

The standard of “fair value” in Section 
761, however, is less than an elegant fit with 
the buyout remedy in Section 489(1)(e). Sec-
tion 761 appears in the “combinations and 
dispositions” chapter of the MBCA. There 
is no indication that the Legislature intend-
ed Section 761’s definition of “fair value” to 
apply to minority shareholder oppression 
claims under Section 489. Indeed, the text of 
the statute suggests otherwise, inasmuch as 
Section 761’s definition of “fair value” is lim-
ited to dissenter’s rights: “‘Fair value’ with 
respect to a dissenter’s shares, means….” (em-
phasis added). 

In addition, Section 761 at most defines 
valuation timing. As a result, in many op-
pression cases Section 761 may only add 
confusion to the already daunting task of de-
termining “fair value.” Unlike a dissenter/
appraisal situation arising under Chapter 7, 
there may be no clear “action to which the 
dissenter objects” in an oppression case. Un-
der Section 489 oppression may consist of a 
“series of actions” as well as a “significant 
action.” Where the oppression consists of a 
series of actions over an extended period of 
time, Section 761 is of little utility.

Section 761 is otherwise unhelpful for val-
uation in oppression cases. It prescribes no 
valuation methodology or standard. It says 
nothing regarding the propriety of discounts. 
It leaves to trial judges the unenviable task of 
reconciling expert valuation opinions, which 
can be substantially disparate because there 
are so many discretionary variables and el-
ements of judgment. Few trial judges—even 
business court judges—have demonstrated 
comfort with the task. As a result, there is 
a strong temptation for a business court to 
abdicate its chancellor function and leave 
it to the parties to decide value via an auc-
tion of the corporation.52 That is unfortunate, 
because in many respects an auction can be 
as traumatic as a dissolution and, in that re-
spect, should be decreed only as a “last re-
sort.”53 

Michigan courts and advocates need more 
guidance on the meaning of “fair value.” A 
legislative amendment to Section 489 would 
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ideally provide for the potential standards 
of value, or combinations thereof,54 to be em-
ployed to find “fair value.” In addition, the 
amendment would answer whether, and in 
what circumstances, a trial court may apply 
one or more discounts for minority interests, 
lack of marketability, and non-voting rights. 

Should Section 489 Be Amended to Require 
Proportionality of Remedy?
Under Section 489, trial courts are given sub-
stantial latitude to order a remedy that the 
court “considers appropriate.” In Madugula, 
the supreme court recognized that “through 
the use of the word ‘may,’ the phrase ‘as it 
considers appropriate,’ and the statement 
that the court is ‘without limitation’ with 
respect to determining the appropriate relief, 
the Legislature provided the circuit court 
wide discretion in deciding what relief, if 
any, should be awarded after shareholder 
oppression is established.”55

But is that the way it should be? Though 
the statutory language seems to give trial 
courts carte blanche to prescribe a remedy, 
courts of equity must still exercise discretion 
“in accordance with the fixed principles and 
precedents of equity jurisprudence, and in 
accordance with the evidence.”56 Even those 
parameters may not be enough, however.

One potential solution is to amend Section 
489 to state that the “circuit court may make 
an order or grant relief as it considers appro-
priate in light of the nature and severity of the 
misconduct . . . .” That change could narrow 
the range of potential outcomes and enhance 
the possibility that Section 489 claims will be 
more predictable and, hence, economical. As 
it stands, the broad language on remedies 
may have the unintended effect of encourag-
ing forum shopping; indeed, it is well-known 
that some businesses have included forum 
selection clauses in their form contracts that 
channel disputes to a specific business court, 
even if that court has little or no nexus to the 
parties or the dispute.

Conclusion
Despite several legislative amendments and 
judicial clarifications, Section 489 continues 
to be enigmatic. The statute gives too much 
discretion and too little guidance to trial 
courts, particularly with regard to remedy. 
Until the bench and bar are provided with 
such guidance, Section 489 will continue to 
be an obstacle to resolving business disputes 
“efficiently, accurately, and predictably.”
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Introduction
A wholly foreign-owned enterprise (WFOE) 
is a common investment vehicle for foreign 
enterprises that conduct business in main-
land China. Setting up a WFOE does not 
require the involvement of Chinse inves-
tors and is often a preferred choice for for-
eign investors. However, the procedure for 
setting up a WFOE in China is much more 
complicated than what we experience in 
the United States. This article provides legal 
practitioners with detailed information on 
how to set up a WFOE in China.

Overview of the Chinese Legal 
System
Under the Constitution of China,1 “the state 
hierarchy consists of the central, provincial, 
municipal, county, township, and village lev-
els.”2 At the central level, the National Peo-
ple’s Congress (NPC), the State Council, the 
Supreme People’s Courts, and the Supreme 
People’s Procuratorate possess the legisla-
tive power, the executive power, the judicial 
power, and the procuratorial power respec-
tively.3 At the local level, the governmental 
structures are similar to those at the central 
level.4 The relationship between the central 
and local authorities has been described as 
follows:

Under China’s system, all sovereign 
state power resides in the central level 
authorities (as elected by the people) 
and the power that is enjoyed by pro-
vincial level authorities and below is 
delegated power from the central level 
authorities. This should be contrasted 
with the U.S. federal system in which 
the fifty states are sovereign enti-
ties and exercise all sovereign power 
except those delegated to the federal 
government by the U.S. Constitution.5

As a civil-law country,6 the statutes, regu-
lations, and various stipulated rules consti-
tute China’s legal norms.7 Legal practitioners 
not only need to know the basic laws and 

the administrative regulations, but also the 
implementing rules, orders, measures, and 
circulars.8 

Corporate Law in China
In the field of corporate law in China, the 

leading statute is the Company Law, which 
became effective in 1994 and was revised 
in 1999, 2004, 2005, and 2013.9 In addition 
to various rules and regulations related to 
the general corporate law, there are special 
laws and regulations on foreign-invested 
enterprises, which include the equity joint 
ventures (EJVs),10 the cooperative joint ven-
tures (CJVs),11 and the wholly foreign-owned 
enterprises (WFOEs).12 These entities share 
the common rules of the general corporate 
law and are subject to their special rules and 
regulations at the same time.13

Setting up a WFOE in China
Several steps and governmental authori-
ties will be involved in setting up a WFOE 
in China. The first step is to obtain the 
advance name registration at the State or 
local Administration for Industry and Com-
merce (“SAIC” or “AIC”); the second step 
is to obtain an approval for setting up the 
WFOE at the local branch of the Ministry of 
Commerce (“MOFCOM”); the third step is 
to formally register the WFOE with the local 
AIC; and the follow-up step is to complete a 
series of post-registration procedures at vari-
ous relevant organizations to fully operate 
the business.

Step One: Obtain the Advance Name 
Registration for WFOE
Applying for a Chinese name with the regis-
tration authority is the preliminary process to 
establish a WFOE.14 As part of the registration 
process, and depending on whether or not 
the WFOE’s name includes the character of 
“China” and whether the registered capital15 
of the company will reach RMB 50,000,000 
(about USD $7.7 million), the SAIC or the 
AIC will have the authority to grant a name 
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to the company.16 Generally speaking, a com-
pany’s name is composed of the administra-
tive division, trade name, industry name, 
and the type of entity.17 In Shareholder Agree-
ments and Joint Ventures in China,18 the author 
provides a concise introduction about the 
Chinese enterprises’ names:

The names of Chinese enterprises 
reveal more information than do the 
names of Western companies. Only 
certain companies may use the word 
“national” in their name and, if a 
company has national, China, or simi-
lar characters in its name, its forma-
tion must have been approved by the 
Administration of Industry and Com-
merce at the Central Government level. 
Similarly, a name preceded by or con-
taining a provincial designation must 
be approved by the provincial admin-
istration of industry and commerce 
and, if the name contains a municipal-
ity’s name, it must be approved by the 
municipal administration of industry 
and commerce. The name of a Chinese 
enterprise therefore identifies the level 
of the Administration of Industry and 
Commerce to which it reports and 
by which it is periodically inspected. 
Together with the enterprise’s address, 
one can determine the specific office 
of the Administration of Industry and 
Commerce that will maintain records 
on the enterprise. The name of the 
enterprise should also reveal whether 
the company is incorporated under 
The Company Law and whether it is a 
joint stock company or a limited liabil-
ity company.19

From a company’s name, people can in-
stantly know where the company is regis-
tered, its business industry, and the type of 
entity. Assuming that a company has the 
name “Beijing Xinmei Zhuangshi Ltd.,” then 
“Beijing” is the place where the company 
is registered. “Xinmei” is the trade name, 
which means fresh and beautiful. “Zhuang-
shi” means decoration and is the industry 
name. “Ltd” indicates that the company is a 
limited liability company.20     

To apply for the advance name registra-
tion, the following documents are required: 
(1) an application form for the name registra-
tion; (2) power of attorney authorizing a spe-
cific person handling the registration mat-
ters on behalf of the company; and (3) other 
documents that may be required by the AIC 

(e.g, investor’s articles of incorporation, pho-
tocopy of the passport of the legal represen-
tative who signs the application form, etc.).21 
The application form for the name registra-
tion itself will contain the information of the 
new company’s proposed name, domicile, 
the amount of registered capital, type of en-
tity, business scope, and investor’s name and 
nationality.22 The AIC will either approve or 
disapprove the proposed name within one 
day of the application and will issue an Ap-
proval Notice of Advance Name Registration 
to the investor on approval.23

Step Two: Obtain an Approval from 
MOFCOM
Following the Advance Name Registration 
at the AIC, the next step is to apply with the 
local branch of MOFCOM for establishing the 
WFOE. At this step, the documents required 
include (1) an application letter that includes 
the information about the investor(s) and the 
legal representative of the WFOE; (2) a feasi-
bility study report that explains the business 
scope, business plan, and financial projection 
of the WFOE; (3) articles of association of the 
WFOE, which must include the business pur-
pose, investment scale, organizational frame-
work, and the powers and duties of the offi-
cers, foreign exchange, and labor manage-
ment; (4) a list of names of the WFOE’s legal 
representative, director(s), supervisor(s) and 
manager, coupled with their appointment 
letters and a copy of their ID card; (5) a nota-
rized and authenticated certificate of incor-
poration of the investor(s), a copy of a cred-
itability letter issued by a financial institute 
to the investor; (6) a written letter from the 
local government of county-level or above 
in which the WFOE will be established; (7) 
a list of items to be imported from foreign 
countries; and (8) other documents that may 
be required.24 On receiving all the necessary 
documents, the MOFCOM will have up to 90 
days to make a decision whether to approve 
the proposed establishment of the WFOE.25  

To better understand the documents re-
quired during the WFOE’s registration pro-
cess, it is necessary to understand the term 
“legal representative,” who is an individual 
who is authorized by the board of directors 
to act on behalf of the company.26 Only the 
chairman of the board, the executive direc-
tor, or the company’s general manager is 
qualified to be the legal representative of 
the company.27 “Although the legal repre-
sentative may entrust another person, e.g. a 
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deputy manager, with the power to act as his 
[or her] agent (i.e. not as a direct agent of the 
company), each company in China is only al-
lowed to have one legal representative.”28

As for the importance of a company’s le-
gal representative: 

“The legal representative” exercises 
considerable authority within a Chi-
nese enterprise and normally has the 
power to bind the entity. The legal rep-
resentative is of sufficient importance 
that his or her name must be registered 
with the [registration authority] along 
with a copy of his or her signature.29

The “legal representativeYis similar to an 
agent under U.S. law. [It] is the designated 
natural person that has authority to act on 
behalf of and to bind the company.”30 

[Chinese (PRC)] authorities wanted 
to ensure that questions concerning 
the legal effectiveness of the acts of a 
company did not arise and therefore 
required that every company have a 
legal representative whose acts clear-
ly bind the company. In addition, by 
exposing the legal representative to 
civil and criminal liability for the mis-
deeds of the corporation, PRC authori-
ties sought to dilute the principle of 
limited liability in order to discourage 
corporate misbehavior.31 
Besides the “legal representative,” an-

other term that it is essential to understand is 
the “articles of association,” which are very 
different from the articles of incorporation in 
the United States. A company established in 
China is required to file its articles of associa-
tion with a registration office; however, the 
articles of association are not a public docu-
ment.32 Because shareholders may specify any 
matters they deemed necessary in the articles 
of association,33 which often include detailed 
internal governance, the articles of associa-
tion in China turn out to be more like a com-
pany’s bylaws in the United States. Generally 
speaking, the articles of association include 
(i) the company’s name and domicile; (ii) the 
company’s business’s scope; (iii) the regis-
tered capital; (iv) the shareholders’ names; 
(v) the shareholders’ rights and obligations; 
(vi) the form and amount of shareholders’ 
capital contributions; (vii) the company’s or-
ganization and the methods of its formation, 
the organization’s functions and powers, and 
its procedural rules; (ix) the legal representa-
tive; and (x) other matters deemed necessary 
by the shareholders.34 Shareholders must af-

fix their signatures and seals to the compa-
ny’s articles of association.35

Step Three: Formal Registration of the WFOE 
with the AIC
Within 30 days of obtaining the approval from 
the MOFCOM, the investor(s) must file with 
the AIC for formal registration.36 Documents 
required at this step include (1) an applica-
tion for registration signed by the chairman 
of the board; (2) articles of association of the 
WFOE and the certificate of approval from 
the MOFCOM; (3) a feasibility study report; 
(4) a notarized and authenticated Certificate 
of Incorporation of the investor; (5) a cred-
itability letter issued by a financial institute 
to the investor; (6) the name list of the legal 
representative, director(s), supervisor(s), and 
manager(s) with their appointment letters 
and a copy of ID card; and (7) other docu-
ments that may be required by the AIC.37 In 
this step, many documents required by the 
AIC are the same as those submitted to the 
MOFECOM at the second step; therefore, 
duplicate originals are often required. The 
AIC will have 30 days to complete the veri-
fication of the registration application and 
issue the business license for the WFOE. 
The WFOE is legally established on the date 
when its business license is issued.38

Post-Registration Matters
Immediately after obtaining the business 
license from AIC, the WFOE must complete 
several post-registration matters, including 
making a set of seals (i.e., the corporate seal, 
the financial seal, and the legal representa-
tive’s signature seal) at the Public Security 
Bureau,39 applying for an Enterprise Orga-
nization Code with the Bureau of Quality 
and Technical Supervision,40 making a reg-
istration with the Administration of For-
eign Exchange to obtain a Certificate of For-
eign Exchange Registration,41 opening bank 
accounts (both a foreign exchange account 
and a RMB bank account),42 completing local 
and state tax registration,43 etc. The WFOE 
may hire employees and must enter into 
a written employment contract with each 
employee.44 The WFOE must also pay the 
social insurances for its employees, which 
include pension, medical and hospitaliza-
tion, and unemployment and housing fund.45

Conclusion
Foreign-invested enterprises in China 

(i.e., EJV, CJV, and WFOE) generally share 



the similar registration procedures and fol-
low registration steps that are similar to 
those described in this article. Because set-
ting up a WFOE does not require contract 
negotiations between foreign investors and 
Chinese investors, it usually takes less time 
to set up a WFOE than to set up an EJV or 
CJV. However, due to different government 
authorities and the amount of documents 
involved, it is quite typical for foreign inves-
tors to take three to six months to set up a 
WFOE in China. Therefore, it is advisable 
that foreign investors who plan to conduct 
business in China and set up a WFOE there  
start the preparation and process as early as 
possible. 
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New Ruling by U.S. Supreme Court 
on Standing to Pursue Litigation—
Alleging a “Mere Statutory 
Violation” Is Not Sufficient to 
Confer Article III Standing for a 
Federal Cause of Action 
By Judith Greenstone Miller and Jonathan Sriro

Consumer protection claims have been a 
source of significant financial drain for busi-
nesses. These claims typically provide for 
statutory damages in lieu of proving actual 
damages, thus making it easy for plaintiffs 
to initiate actions where no harm has been 
suffered. The United States Supreme Court 
has now severely limited plaintiffs’ ability 
to pursue these claims in federal courts on 
an individual or class basis. That decision, 
Spokeo, Inc. v Robins,1 specifically addresses 
causes of action based merely upon claims 
for statutory damages, and the implications 
are significant for both the plaintiffs’ bar and 
for businesses. 

The 6-2 decision in Spokeo was authored 
by Justice Alito and released on May 16, 2016. 
The Court held that the Court of Appeals for 
the Ninth Circuit had failed to determine 
whether a website operator’s alleged viola-
tions of the Fair Credit Reporting Act of 1970 
(“FCRA”), 15 USC 1681e(b) and 1681n(a), 
caused the kind of concrete injury required 
for Article III standing. Sections 1681e(b) and 
1681n(a) of the FCRA require consumer re-
porting agencies to follow reasonable proce-
dures to assure maximum accuracy of con-
sumer reports and imposed liability on any 
person who willfully fails to comply with 
any requirement of the Act with respect to 
any individual. The Court in Spokeo held that 
the consumer could not satisfy the injury-in-
fact demands of Article III standing by alleg-
ing a bare procedural violation of the FCRA. 
Justice Thomas filed a concurring opinion. 
Justice Ginsburg filed a dissenting opinion, 
in which Justice Sotomayor joined. The deci-
sion of the Ninth Circuit was vacated and the 
case was remanded to the Ninth Circuit for 

further consideration. While the Court held 
that Robins cannot satisfy the demands of 
Article III by alleging a bare procedural vio-
lation, the majority opinion expressly stated 
that it took no position on the ultimate ques-
tion of whether Robins had adequately al-
leged an injury in fact.2 

The Spokeo opinion creates significant 
hurdles for individual and class plaintiffs to 
pursue consumer claims based upon tech-
nical statutory violations that provide for 
statutory damages. Commercial litigators 
confronted with these issues should consider 
the following:
•	 Alleging a mere statutory violation, 

without more, is not going to be suf-
ficient to confer federal standing on 
a party seeking redress from such a 
violation.

•	 A plaintiff must allege with speci-
ficity the actual harm and “injury-
in-fact” that is particular to and has 
been suffered by the individual to 
establish constitutional Article III 
standing.

•	 A plaintiff must carefully assess and 
delineate the actual harm that has 
been suffered. The fact that the stat-
utory violation at issue may entitle 
the plaintiff to statutory damages for 
a violation does not mean that the 
party has suffered actual damages. 
Clearly, some actual harm must be 
shown, but the nature and extent of 
the actual harm necessary to confer 
standing was not clearly articulated 
by the Court. 

•	 Defense counsel must evaluate 
whether the plaintiff has plead both 
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“actual damages” and “injury-in-
fact” with sufficient specificity. 
Based on that evaluation, counsel 
should consider filing a motion to 
dismiss for lack of standing at the 
onset of the case. 

•	 From a practical perspective, this 
new ruling will certainly make it 
more difficult for plaintiffs to estab-
lish a basis to pursue businesses that 
encounter or are confronted with a 
statutory violation and, may even 
extend to data breaches because, 
absent demonstrable “actual harm,” 
the plaintiff will not be able to sat-
isfy the standard articulated by the 
Court.

Facts of the Case
Spokeo, Inc. (“Spokeo”) operates a “people 
search engine.” If someone visits the website 
and inputs a person’s name, a phone num-
ber, or an e-mail address, Spokeo conducts 
a computerized search in a wide variety of 
databases and provides information about 
the subject of the search. Spokeo performed 
such a search about Thomas Robins (“Rob-
ins”), and some of the information it gath-
ered and disseminated was incorrect. When 
Robins learned about the inaccuracies, he 
filed a complaint on his own behalf and on 
behalf of a class of similarly situated indi-
viduals. In particular, Robins alleged that 
Spokeo posted a picture purporting to be an 
image of Robins that was not in fact of him 
and incorrectly reported that Robins was in 
his 50’s, married, employed in a professional 
or technical field and had children. Robins 
also alleged that Spokeo’s profile of him con-
tinued to misrepresent that he had a gradu-
ate degree, and that his economic health and 
wealth level was in the top 10 percent. Robins 
alleged that he was out of work and actively 
seeking employment and, because of the 
misinformation, he had encountered immi-
nent and ongoing actual harm to his employ-
ment prospects. Moreover, he contended 
that Spokeo’s report made him appear (i) 
overqualified for jobs that he might have 
gained, (ii) expectant of a higher salary than 
employers would be willing to pay, and (iii) 
less mobile because of family responsibilities.

Rulings of Courts Below
The District Court dismissed the complaint 
for lack of standing. On appeal, a panel of the 
Ninth Circuit reversed and noted that Robins 
had alleged that “Spokeo violated his statuto-

ry rights, not just the statutory rights of other 
people.” Moreover, “Robins’ personal inter-
ests in the handling of his credit information 
were individualized rather than collective.” 
Based thereon, the Ninth Circuit held that 
Robins had adequately alleged injury-in-fact, 
a requirement for standing under Article III 
of the Constitution; thus, the alleged viola-
tions of his statutory rights were sufficient 
to satisfy the injury-in-fact requirement. 
Spokeo then sought review from the United 
States Supreme Court, which was granted 
last year.3

Note that the Ninth Circuit opinion high-
lighted a growing split among the circuits. 
The Second and Fourth Circuits have held 
that a mere statutory violation that does 
not result in actual harm does not provide 
standing for a plaintiff. Whereas, the Sixth 
and Seventh Circuits have found Article III 
standing based on violation of minor statu-
tory rights.4 

The Ruling of the U.S. Supreme 
Court
The Court began its analysis by acknowl-
edging that the Constitution confers limited 
authority on each branch of government and, 
in the case of the judicial branch, the power 
and authority only extends to “cases” and 
“controversies.” Accordingly, in order for a 
litigant to have Article III standing to bring a 
cause of action in the federal court, the plain-
tiff must show that (i) it suffered an injury-
in-fact, (ii) that is fairly traceable to the chal-
lenged conduct of the defendant, and (iii) 
that is likely to be redressed by a favorable 
judicial decision – the so-called “irreducible 
constitutional minimum.” The plaintiff, as 
the party invoking federal jurisdiction, bears 
the burden of establishing these elements. 
To satisfy the first elementCinjury-in-factCa 
plaintiff must show that he or she suffered 
“an invasion of a legally protected inter-
est” that is “concrete and particularized” 
and “actual or imminent, not conjectural or 
hypothetical.” For an injury to be “particular-
ized,” according to the Court, it “must affect 
the plaintiff in a personal and individual 
way”Ci.e., allege that he/she has personally 
suffered some actual or threatened injury. 
The Ninth Circuit concluded that this element 
had been satisfied by Robins in his complaint 
by alleging “concrete, de facto” injuries based 
on (i) the alleged violation of his statutory 
rights (as opposed to the rights of others) 
by Spokeo, and (ii) his personal interest in 
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the handling of his credit information being 
individualized (rather than collective), both 
of which, according to the Court, concerned 
particularization and not concreteness.

However, the Court noted that dem-
onstrating “particularization” alone, is not 
sufficient to confer Article III standing. The 
plaintiff must also show that the injury-in-
fact is “concrete,” something that the Ninth 
Circuit did not consider. According to the 
Court, “[a] “concrete” injury must be “de fac-
to;” that is, it must actually exist.” It must be 
“real” and not “abstract.” The injury alleged 
need not be tangible to meet “concreteness.” 
The Court then indicated that:

   Congress’ role in identifying and 
elevating intangible harms does not 
mean that a plaintiff automatically 
satisfies the injury-in-fact requirement 
whenever a statute grants a person a 
statutory right and purports to autho-
rize that person to sue to vindicate that 
right. Article III standing requires a 
concrete injury even in the context of 
a statutory violation. For that reason, 
Robins could not, for example, allege 
a bare procedural violation, divorced 
from any concrete harm, and satisfy 
the injury in fact requirement of Article 
III….5

Nevertheless, the Court also recognized 
that, if a party can demonstrate the risk of 
real harm, the requirement of concreteness 
can be satisfied. The Court also noted that 
not all violations or, in this case, the alleged 
inaccuracies, cause harm or present any ma-
terial risk of harm (such as publishing an in-
accurate zip code). Because the Ninth Circuit 
failed to fully appreciate the distinction be-
tween particularization and concreteness, its 
standing analysis, according to Justice Alito, 
was incomplete. On remand, the Ninth Cir-
cuit must address and consider whether the 
particular violations alleged in the complaint 
entail a degree of risk sufficient to meet the 
concreteness requirement.

Concurring Opinion by Justice 
Thomas
Justice Thomas filed a concurring opinion to 
explain how the injury-in fact requirement 
applies to different types of rights. Justice 
Thomas first reviewed the judicial power of 
the common law courts and, in the process, 
noted that standing and remedies for private-
right causes of actions are not contingent on a 
plaintiff’s allegation of damages beyond the 

violation of his private legal right (i.e., such 
as for trespass, infringement of intellectual 
property and unjust enrichment). However, 
when the injury relates to violations of “pub-
lic rights” – rights involving duties owed to 
the whole community – generally, only the 
government has the authority to vindicate a 
harm borne by the public at large, except in 
certain limited cases involving some extraor-
dinary or special damage (i.e., a nuisance). 
It is this difference that, according to Justice 
Thomas, underlies the modern “injury-in-
fact” standing doctrine. The requirement 
that a concrete injury for standing be demon-
strated safeguards and protects the separa-
tion of powers and precludes the impermis-
sible delegation of law enforcement author-
ity from the executive/legislative branch to 
the private individual. While recognizing 
that Congress can create new private causes 
of action and can authorize private parties to 
sue based on a violation of such rights, nev-
ertheless, absent showing that the violation 
of the public right has caused the individual 
a concrete, individual harm, distinct from the 
general population, the private party lacks 
constitutional standing to enforce such pub-
lic rights (i.e., statutory violations). 

Finally, Justice Thomas agreed with the 
majority opinion that remand was required 
“because one claim in Robins’ complaint rests 
on a statutory provision that could arguably 
establish a private cause of action to vindi-
cate the violations of a privately held right” 
– that is, the requirement in Section 1681e(b) 
to follow reasonable procedures to assure 
maximum possible accuracy of information 
concerning the individual about whom the report 
relates. According to Justice Thomas:

If Congress has created a private duty 
owed personally to Robins to protect 
his information, then the violation of 
the legal duty suffices for Article III 
injury in fact. If that, provision, how-
ever, vests any and all consumers with 
the power to police “reasonable pro-
cedures” of Spokeo, without more, 
then Robins has no standing to sue for 
its violation absent an allegation that 
he suffered individualized harm. On 
remand, the Court of Appeals can con-
sider the nature of this claim.6
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Dissenting Opinion by Justice 
Ginsburg, joined in by Justice 
Sotomayor
While the justices agreed with the majority 
opinion in so far as delineating the require-
ments for Article III standing, Justice Gins-
berg disagreed with the need to remand the 
case to the lower court to determine whether 
Robins’ particularized injury was concrete. 
Justice Ginsberg believed that Robins’ allega-
tions satisfied the minimum standing require-
ments to get him “over the threshold,” partic-
ularly at this early stage of the case in which 
the court, in the first instance, must assume 
the truth of Robins’ factual allegations. Justice 
Ginsberg then took issue with the majority’s 
focus on the distinction between the terms 
“concrete” and “particularized” as relates to 
establishing injury in fact to support Article 
III standing. After reviewing various cases 
relied on by the majority, Justice Ginsberg 
concluded that Robins had alleged sufficient 
injuries to grant him standing and, therefore, 
there was no utility in returning the case to 
the Ninth Circuit to address what the com-
plaint already allegedCi.e., that Spokeo’s 
misinformation caused Robins actual harm 
to his employment prospects, which the 
procedural requirements of the FCRA were 
meant to protect.

Potential Ramifications and More 
to Come… 
As is often the case, the Supreme Court’s 
answer to one question, rather than provid-
ing clarity, simply leads to more questions. 
On the one hand, the Court made clear that a 
mere statutory violation without more is not 
sufficient to establish constitutional Article 
III standing, thereby making the pursuit of 
class actions for statutory violations more 
difficult. On the other hand, the Court noted 
that in some instances the breach of a “proce-
dural right” may establish a “concrete injury” 
sufficient to confer standing on a plaintiff.  It 
is entirely unclear, however, what types of 
procedural violations will be sufficient to 
establish standing.7 Some actual harm must 
be shown, but the nature and extent of the 
actual harm remains an open issue. Note that 
there are many other federal and state stat-
utes that deal with privacy and data breaches 
that may present similar standing issues, and 
thus, the decision of the Supreme Court is 
likely to be far reaching beyond the FCRA. 

From a practical perspective, this new rul-
ing will certainly make it more difficult for 

plaintiffs to establish a basis to pursue busi-
nesses, on an individual or class basis, for 
statutory damages for violations of consumer 
protection laws in federal courts, but not nec-
essarily in state courts. Absent a showing of 
“actual harm,” the plaintiff will not be able to 
satisfy the standard articulated by the Court 
in Spokeo. What the Court will find sufficient 
to constitute “actual harm,” remains an open 
question. 

NOTES
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Cir 2009).
5. 136 S Ct at 1549.
6. 136 S Ct at 1553.
7. See e.g., Rogers v Capital One Bank (USA), NA, No 

1:15-CV-4016, 2016 US Dist LEXIS 73605 (ND Ga 
June 3, 2016). In Rogers, the Court went out of  its way 
to find a concrete injury to justify Article III standing, 
while attempting to harmonize its decision with Spokeo. 
Query after Spokeo whether a party can automatically 
satisfy the injury requirement for standing when a claim 
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damage amount, regardless of  the existence of  actual 
damages.
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Introduction
The beginning of any business entity is usual-
ly accompanied by the best of intentions and 
the belief that the entity will be wildly suc-
cessful. The truth is that most business enti-
ties fail, and there is a great potential that dis-
putes between the entities’ members, share-
holders, or partners will occur. This reality 
must be spelled out to clients considering the 
formation of business entities. Furthermore, 
it is important that an attorney should advise 
clients to consider a sunset clause in an enti-
ty’s organization documents to (1) minimize 
the interpersonal problems that may arise 
during the operation of the business entity 
and (2) allow minority members, sharehold-
ers, and partners to protect their interests 
and exit the entity in an orderly, timely, and 
beneficial manner if they choose to do so. 

The renewed emphasis on business eth-
ics and corporate governance calls for a 
clear effort to protect the rights of minority 
or foreign shareholders, and using sunset 
dates will give these parties protection on 
a defined date in the future. Although it is 
true that there are some legal protections for 
wronged shareholders and members, busi-
ness law practitioners should advise clients 
of all possible problems that may occur, as 
well as the protracted time and expense of 
litigation if a distinct date for review is not 
set down in the future. The courts generally 
view the failure to provide a designated date 
for wrap up or review to signify the intention 
to create a perpetually existing entity. This 
presumption is due to the reality that contin-
ued existence is a practical and useful reality 
for organizing and running business entities 
without worrying about the death, incapaci-
tation, or departure of the entities’ investors. 

Having said that, it is important for at-
torneys to counsel clients from the outset 
of the dangers that can occur in any busi-
ness activities, and that a sunset date in the 

future should be considered for inclusion in 
the organizational documents for voluntary 
dissolution, payment of debts, and distribu-
tion of assets. It is very likely that this advice 
will be met by the clients in the same fash-
ion as those who are advised to enter into 
a prenuptial agreement as anti-romantic 
and pessimistic. However, the reality is that 
many business entities1 will fail and face dis-
solution proceedings. As such, the ability of 
the business parties to deal with dissolution 
and winding up at a stage before a vote of 
the members, shareholders, or partners, or 
by entry of a judicial degree should be an 
important consideration at the entity’s plan-
ning or formation stage. However, a written 
agreement containing a date to review af-
fairs is something that the organizers may 
not have considered.2 Each of the Michigan 
business entity statutes provides for dissolu-
tion at a time that has been specified in the 
organization documents.3 Corporations and 
LLCs have perpetual existence, and this is 
often labeled as an advantage in choosing 
these business forms. The Business Corpora-
tion Act provides for voluntary dissolution 
by the shareholders holding a unanimous 
vote to initiate dissolution or by the board 
of directors putting forward a proposal at a 
shareholder meeting.4 If a minority or foreign 
shareholder is unable to gather the support 
for either of these two traditional methods of 
dissolution, the only potential remedy for an 
aggrieved shareholder is to file a derivative 
lawsuit that will consume time and resources 
and mandate a recovery that is corporation 
wide.5 

Thus, it is recommended that practic-
ing attorneys counseling clients during the 
formation process include a sunset date for 
general review and, if necessary, dissolution. 
This will help to avoid instances of minority 
members, shareholders, and partners from 
being treated unfairly for prolonged periods 
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of time. Consider the case of Colt v Mt Princ-
eton Trout Club,6 in which a shareholder in 
a derivative suit successfully petitioned the 
court for dissolution based on officer conduct 
that was considered illegal, oppressive, and 
fraudulent. In this case, the shareholder was 
able to successfully dissolve the corporation, 
but the 2003 decision, brought as a deriva-
tive claim, took three years to be decided. In 
Colt, the court recognized the ideal that “…
oppression should be deemed to arise only 
when the majority conduct substantially de-
feats expectations that, objectively viewed, 
were both reasonable under the circumstanc-
es and were central to the [plaintiff’s] deci-
sion to join the venture.”7 

The New York case of Giblin v Anesthesiol-
ogy Assoc8 points out “the general rule that 
partners may not sue each other at law on 
any matter relating to the partnership until 
there is an accounting.” As such, the desire 
to avoid problematic relationships in closely 
held businesses that might result in litigation 
is an important planning consideration. The 
caustic relationship that may lead to a claim 
of oppression may be avoided or minimized 
in time and cost by using the sunset clause 
for the entity with a pre-approved set of 
trustees, if the current board is not to serve as 
the responsible parties to wind-up the affairs 
of the entity. This equitable planning is both 
empowering and protective in nature.

Practice Perspective
Counseling business clients about sunset 
clauses presents them with a protection plan 
that they can rely on in the future.9 This is 
also useful in the organization and mainte-
nance of nonprofit entities, which always 
calls for strategic planning on the key point 
of the organization being able to function in 
the future.10 Sunset provisions are ideal for 
times where the business looks more like a 
classic management-labor partnership with 
one of the parties putting up the majority of 
the initial capital and the other party doing 
the bulk of the work. The following two 
examples show the usefulness of a sunset 
clause in actual practice. 

The first example is an infusion business 
where a medical doctor remotely sponsored a 
traveling technician who worked in the field. 
There were very disparate roles to be played 
by both partners, and the contracted counsel 
indicated that the sunset clause would have 
been beneficial to stop either party from ex-
ercising too much control over the other’s 

portion or participation in the business. The 
drafting attorney in this example summed 
up the scenario by pointing out that as long 
as an equal separation of duties are spelled 
out, the sunset clause is less important be-
cause neither party would effectively be 
working for the other. Had both parties in 
the infusion business been technicians or had 
comparative skills, then either could simply 
opt to dissolve without too much thought or 
effort. 

In the second example, the use of sunset 
planning in the organizing of a law practice 
was the ultimate point of consideration as 
two of the three potential partners thought it 
was unnecessary while the third party insist-
ed on its inclusion. The insistent partner indi-
cated that such a plan of action would firmly 
point out the roles of each of the partners 
and maintain the assurance that each part-
ner would fulfill those roles. In case the roles 
were not being fulfilled, the sunset clause 
would allow for each party to adequately 
reassess their position in the enterprise and 
quickly withdraw. The party who felt that he 
would be doing the most important and most 
substantial part of the work and supervision 
believed that the partnership would not 
work effectively without the sunset clause. 
The partner in question also believed that 
the likelihood of abuse by one or both of the 
other parties would most likely occur if there 
was no sunset clause. Furthermore, without 
this protection, the operation could become 
an unmitigated disaster.11 

Another key advantage of suggesting a 
sunset date concerns attorney-client confi-
dence or trust. Minimizing future disputes 
between business parties is a significant step 
towards helping to achieve success in every 
business enterprise.12 Attorneys who inform 
clients about the long-term as well as short-
term concerns of business ventures almost 
certainly build good will between the client 
and the attorney. 

If a practitioner suggests the use of a sun-
set date, the clients will need to remember 
(or be reminded) that the end date will occur. 
Failure to remember may lead to validity is-
sues later. Thus, practitioners must either ad-
dress dealing with the end date in such a way 
that allows for winding up or rolling over 
into another term as dictated by the language 
in the organization documents. Because this 
could become a malpractice issue, attorneys 
who suggest a sunset date need to be in a 
position to remind the clients that the sunset 
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date is approaching and needs their attention 
in either winding up proceedings, extension 
actions to allow for continued operations, or 
morphing the business entity into a new de-
sign.

Sunset dates are not for everyone or ev-
ery entity. In fact, many business planners, 
especially when putting together LLCs, de-
sire perpetuity of existence. In drafting LLC 
organization paperwork, it is unlikely that 
the suggestion for a sunset date would merit 
much use as the members who have invested 
in the entity generally share equally in the 
profits unless agreed otherwise by the par-
ties. And though the transferability of own-
ership freely is hindered somewhat, an ag-
grieved member of the LLC may have the 
ability to transfer or sell out their portion of 
the LLC and have recourse towards the re-
maining members under fiduciary breach 
theories. However, the comment after section 
502 of the Revised Uniform Limited Liability 
Company Act suggests that LLCs are based 
on the “pick your partner principle.”13 Under 
this principle, partners should also be able to 
dissociate as they please. Each circumstance 
is understandably unique. If potential LLC 
organizers feel that difficulties may arise in 
the future or if one of the parties expresses 
concerns to an attorney about potential per-
sonal or financial issues, this may warrant a 
conversation of a sunset date with the option 
to elect for automatically renewed terms into 
the future.

If the clients have an easy relationship 
where clear parameters are spelled out as 
to management and the work to be under-
taken, this is an area where a sunset clause is 
not likely to be useful. However, if there is a 
close social or familiar relationship between 
the parties, or if there is a probability that one 
of the parties will have a vastly superior or 
perhaps unconscionable level of control over 
the other parties, the sunset date should be 
broached with the parties as a way to protect 
minority owners. 

Another planning consideration is the 
belief that the entity will naturally grow and 
that the original investors will look to the fu-
ture as having new investors and sharehold-
ers. If this seems like a reasonable possibility, 
the sunset clause may make no sense at all.  

Conclusion
Some countries mandate sunset dates for 

partnerships and closed corporations. In oth-
ers, the law explicitly calls a partnership with 

an end date or sunset date a self-executing 
dissolution,14 and, in this instance, it would 
make practical sense for all the partners to 
be prepared to continue on if they so choose 
but also to provide for an adequate account-
ing in the case of one or more of the partners 
wishes to end the association. In corpora-
tions, dissolution usually occurs when there 
has been a unanimous vote to dissolve the 
entity by all eligible members.15 As such, a 
disgruntled shareholder is often likely to be 
unable to receive a remedy short of a share-
holder suit or by being bought out. A minor-
ity shareholder in this situation could use an 
extra layer of protection, knowing that a date 
in the future will allow for dissolution or a 
reviewing date that will allow for minority or 
foreign shareholders to find an equitable and 
clear exit from the business entity. 
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Case Digests

Gallagher v Persha, Nos 325471, 327840, 
2016 Mich App LEXIS 1116 (June 9, 2016)
In 2012, plaintiffs sued defendant corporation and its presi-
dent and sole shareholder in connection with the purchase 
of plaintiffs’ home. After judgment against the corporation 
was entered in favor of plaintiffs, the parties stipulated to 
dismissal without prejudice of plaintiffs’ remaining claims 
against defendant shareholder. In 2014, plaintiffs brought 
an action against the shareholder only, raising claims of 
fraud and misrepresentation, breach of fiduciary duty, 
and piercing the corporation’s liability shield based on the 
facts presented in the 2012 case. 

The court of appeals held that plaintiffs were entitled to 
bring a new action against a corporation’s sole shareholder 
in an attempt to enforce a prior unpaid judgment against 
the corporation. Piercing the corporate liability shield is 
a remedy to be applied in certain limited circumstances. 
Judgment creditors are not required to pursue piercing the 
corporate veil in their first lawsuit. When a judgment al-
ready exists against a corporate entity, an additional cause 
of action to support this type of equitable relief is not need-
ed to impose liability against a shareholder or officer if a 
court finds the necessary facts to pierce the corporate veil. 

A corporate veil is pierced not because the shareholder 
was liable in the cause of action that resulted in the judg-
ment against the corporation. Liability is imposed on the 
shareholder because the fact finder concluded that the 
shareholder’s misuse of the corporation made it unable to 
pay the outstanding judgment, and an injustice would oc-
cur if the corporate form was not ignored. 

Commonwealth Land Title Ins Co v Metro 
Title Corp, No 324914, 2016 Mich App LEXIS 
898 (May 3, 2016)
In an action to enforce a default judgment, plaintiff alleged 
that defendant had fraudulently transferred assets to 
another business with the same owner to avoid collec-
tion. The court of appeals held that the “mere continua-
tion” exception continues to exist as a traditional succes-
sor liability theory. The court allowed plaintiff to establish 
successor liability where defendant transferred its assets 
to another company in advance of bankruptcy.

Beck v Park W Galleries, Inc, 499 Mich 40, 
878 NW2d 804 (2016)
Under Michigan law, separate contracts must be treated 
separately. This case involved plaintiffs’ separate purchas-
es of unique pieces of art over a period of years, with sepa-
rate invoices for each transaction. Only the later invoices 
contained an arbitration clause. Because there was no 
evidence that the parties intended the arbitration clause 
to apply retroactively, it could not be applied to require 
arbitration of disputes arising from the earlier purchases.
48
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