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From the Desk of the Chairperson
By Jennifer E. Consiglio

This issue of the Michigan Business Law
Journal is the first of the new fiscal year
for the Business Law Section of the
State Bar of Michigan. I am honored to
be the Section’s newly elected Chair. It
is humbling to lead one of the largest
elective Sections of the State Bar that
has served business lawyers and the
business community of the State of Michigan with such
distinction for over 54 years. The Section has flourished
through the years due to the tremendous participation
of many thoughtful leaders dedicated to excellence in
the practice of business law, fostering an attractive business climate in Michigan, and collaborating and knowledge sharing with and among business lawyers at every
stage.
I would like to thank and acknowledge the contributions of our immediate past Chair, Kevin Block, who has
served the Section with diligence and dedication during
his year as Chair and for many years prior. It has been
my pleasure to work with Kevin, and I am personally
grateful for his guidance during each annual transition
through the executive council. Appreciation also goes to
Julia Dale (immediate past Treasurer and newly elected
Vice Chair) and John Schuring (immediate past Secretary and newly elected Treasurer) with whom I look forward to serving again during the upcoming year along
with Mark Kellogg (newly elected Secretary). Much of
the hard work of the Section is shouldered by various
members of the council, including several ex officio
members, and the Section’s standing and ad hoc committees and directorships. Their extraordinary commitment sustains and elevates the Section and to you we
owe a debt of gratitude. Finally, I would like to recognize Eric Lark who was the recipient of the Stephen H.
Schulman Outstanding Business Lawyer Award at the
Section’s Annual Meeting on October 4, 2019. Eric is a
past Chair of the Section, and we are fortunate to benefit
from his continued involvement, particularly with the
Programs Directorship on the educational front. Congratulations, Eric, on an incredibly well-deserved honor.
Of the core services it provides, the Section excels
at providing a forum for collaborative learning and
networking opportunities among attorneys engaged
in substantive business law issues, including transactional and business litigation, members of the judiciary,
and the business community. The 31st Annual Business
Law Institute (BLI) was held recently in Grand Rapids
in conjunction with the Section’s Annual Meeting. The
Section, led by the Programs Directorship, provided
BLI participants with updates on the latest business
legislation and caselaw, expert substantive programs
covering topics ranging from securities laws basics to
restrictive covenants to blockchain technology, updates
and insights from the Business Court Bench, and vari-

ous social activities. Biennially, the Section hosts the
oft-modeled Business Boot Camp to provide practical
training for newer lawyers in fundamental business
law topics. The next sessions are scheduled for November 4 and 5, 2019 at the Amway Grand Plaza in Grand
Rapids, and on January 30 and 31, 2020 at the Inn at St.
John’s in Plymouth. Throughout each year, the Section’s
various committees also host a range of educational and
networking seminars and programs covering timely
topics in specific areas of business law, and the Section,
led by the Publication Directorship and with the invaluable contributions of a variety of authors, publishes this
Michigan Business Bar Journal which is a tremendous resource for helping to keep our members current on new
legal developments and substantive matters.
Traditionally, the Section has been actively involved
in advocating for changes to laws and regulations, and
providing comments and technical guidance on draft
legislation, that impact business in Michigan. It has done
so in recent years with respect to the creation of Business Courts and implementation of the Business Court
legislation, amendments to the Michigan Business Corporation Act and the Limited Liability Company Act,
and the new administrative rules under the Michigan
Uniform Securities Act.
Incoming Chairs often propose initiatives for the
forthcoming year. Recent initiatives have addressed Section governance and administration, including amending and restating the Section’s bylaws, and updating the
Section’s Strategic Plan and Directives, and outreach including to newer attorneys, in-house counsel, members
of the judiciary, other State Bar sections, law schools
and law students, etc. Most immediately, the Section
has succeeded in strengthening connections with, and
encouraging Section participation by, law students in
Michigan’s law schools by partnering with their Business Law Associations, participating in students’ transactional law competitions, and speaking at panel discussions and in other forums. I intend for the Section to stay
on mission, true to our Strategic Plan, by continuing to
focus on what we do best – providing the highest quality substantive resources for our members, and promoting a legislative and regulatory environment good for
business and society—and on the expansion of Section
participation and leadership. We will, of course, stand
poised to nimbly address the unknown challenges, developments and opportunities that are sure to arise this
coming year.
I invite and encourage you to join us and become an
engaged member of the Section. We would be thrilled
to see you at our next meeting or event. In the meantime, please feel free to contact me with any questions,
concerns or suggestions at (248) 593-3023 or consiglio@
butzel.com. Have a terrific year.
1

2019-2020 Officers and Council Members
Business Law Section
Chairperson:
		
Vice-Chairperson:
		
Treasurer:
		
Secretary:
		

Jennifer E. Consiglio, Butzel Long PC
41000 Woodward Ave., Bloomfield Hills, MI 48304 (248)593-3023
Julia Ann Dale, LARA, Corporation Securities & Commerical Licensing Bureau
PO Box 30054, Lansing, MI 48909 (517)241-6463
John T. Schuring, Dickinson Wright, PLLC
200 Ottawa Ave. NW, Ste. 1000, Grand Rapids, MI 49503 (616)336-1023
Mark E. Kellogg, Fraser Trebilcock PC
124 W. Allegan St., Ste. 1000, Lansing, MI 48933 (517)482-5800

TERM EXPIRES 2020:
Brendan J. Cahill—39577 Woodward Ave., Ste. 300, Bloomfield Hills, 48304
Jennifer E. Consiglio—41000 Woodward Ave.,
Bloomfield Hills, 48304
Bruce W. Haffey—101 W Big Beaver Rd., Ste. 1000, Troy,
48084
Shane B. Hansen— 111 Lyon St. NW, Ste. 900, Grand Rapids,
49503
J. Scott Timmer— 281 Seminole Rd. Fl. 2, Norton Shores,
49444
TERM EXPIRES 2021:
Julie Ann Dale—PO Box 30054, Lansing, 48909
Carrie Leahy—201 S. Division St., Ste. 400, Ann Arbor, 48104
Michael K. Molitor—111 Commerce Ave., SW,
Grand Rapids, 49503
John T. Schuring—200 Ottawa Ave. NW, Ste. 1000, Grand
Rapids, 49503
James R. Waggoner—151 S Old Woodward, Ste. 200,
		 Birmingham, 48009
TERM EXPIRES 2022:
Patrick J. Haddad—500 Woodward Ave., Ste. 2500, Detroit,
48226
Mark E. Kellogg—124 W. Allegan, Ste. 1000, Lansing, 48933
Ian M. Williamson—1361 E. Big Beaver Rd., Troy, 48083
Hon. Christopher P. Yates—180 Ottawa Ave., NW, Ste.
10200B, Grand Rapids, 49503
Eric A. Zacks— 471 W. Palmer St., Detroit, 48202
EX-OFFICIO:
Diane L. Akers—1901 St. Antoine St., 6th Fl., Detroit, 48226
Jeffrey S. Ammon—250 Monroe NW, Ste. 800, Grand Rapids,
49503-2250
G. Ann Baker—P.O. Box 30054, Lansing, 48909-7554
Harvey W. Berman—201 S. Division St., Ann Arbor, 48104
Bruce D. Birgbauer—150 W. Jefferson, Ste. 2500, Detroit,
48226
Kevin T. Block—500 Woodward Ave., Ste. 2500, Detroit,
48226
James C. Bruno—150 W. Jefferson, Ste. 900, Detroit, 48226
Judy B. Calton—660 Woodward Ave., Ste. 2290, Detroit,
48226
James R. Cambridge—500 Woodward Ave., Ste. 2500, Detroit,
48226
Thomas D. Carney—820 Angelica Circle, Cary, NC, 27518
James L. Carey—23781 Point o’ Woods Ct., South Lyon,
48178

2

Timothy R. Damschroder—201 S. Division St., Ann Arbor,
48104
Alex J. DeYonker—850 76th St., Grand Rapids, 49518
Marguerite M. Donahue, 2000 Town Center, Ste. 1500
Southfield, 48075
Lee B. Durham, Jr.—1021 Dawson Ct., Greensboro, GA 30642
David Foltyn—660 Woodward Ave, Ste. 2290, Detroit, 48226
Richard B. Foster, Jr.—4990 Country Dr., Okemos, 48864
Tania E. Fuller—300 Ottawa NW, Ste. 220, Okemos, 49503
Connie R. Gale—P.O. Box 327, Addison, 49220
Mark R. High—500 Woodward Ave., Ste. 4000, Detroit,
48226
Michael S. Khoury—6632 Telegraph Rd., Ste. 240, Bloomfield Hills, 48301
Justin G. Klimko—150 W. Jefferson, Ste. 900, Detroit, 48226
Eric I. Lark—500 Woodward Ave., Ste. 2500, Detroit, 48226
Tracy T. Larsen—171 Monroe Ave., NW, Ste. 1000,
Grand Rapids, 49503
Edwin J. Lukas—1901 St. Antoine St., Ste. 2500, Detroit, 48226
Hugh H. Makens—111 Lyon St. NW, Ste. 900, Grand Rapids,
49503
Charles E. McCallum—111 Lyon St. NW, Ste. 900, Grand
Rapids, 49503
Daniel H. Minkus—151 S. Old Woodward Ave., Ste. 200,
Birmingham, 48009
Aleksandra A. Miziolek—39550 Orchard Hill Place Dr.,
		 Novi, 48375
Cyril Moscow—660 Woodward Ave., Ste. 2290, Detroit,
48226
Ronald R. Pentecost—124 W. Allegan St., Ste. 1000, Lansing,
48933
Mark W. Peters—201 W. Big Beaver, Ste. 500, Troy, 48084
Donald F. Ryman—313 W. Front St., Buchanan, 49107
Robert E. W. Schnoor—6062 Parview Dr. SE, Grand Rapids,
49546
Laurence S. Schultz—2600 W. Big Beaver Rd., Ste. 550, Troy,
48084
Lawrence K. Snider—410 S. Michigan Ave., Ste. 712,
Chicago, IL 60605
Douglas L. Toering—1361 E. Big Beaver Rd.,
Troy, MI 48083
John R. Trentacosta—500 Woodward Ave., Ste. 2700,
Detroit, 48226
Jeffrey J. Van Winkle—200 Ottawa Ave. NW, Ste. 500,
Grand Rapids, 49503
Robert T. Wilson—41000 Woodward Ave., Bloomfield Hills,
48304
COMMISSIONER LIAISON:
Gregory L. Ulrich— 770 Pear Tree Ln., Grosse Pointe
Woods, 48236

2019-2020 Committees and Directorships
Business Law Section
Committees
Business Courts
Chairperson: Douglas L. Toering
Mantese Hongiman, PC
1361 E. Big Beaver Rd.
Troy, MI 48083
Phone: (248) 457-9200
E-mail: dtoering@manteselaw.com

Co-Vice Chair: Shanna M. Kaminski
Varnum LLP
160 W. Fort St., 5th Fl.
Detroit, MI 48226
Phone: (313) 481-7332
E-mail: smkaminski@varnumlaw.
com

Commercial Litigation
Chairperson: Douglas L. Toering
Mantese Hongiman, PC
1361 E. Big Beaver Rd.
Troy, MI 48083
Phone: (248) 457-9200
E-mail: dtoering@manteselaw.com

Financial Institutions
Chairperson: David W. Barton
Bodman PLC
229 Court St.
Cheboygan, MI 49721
Phone: (231) 627-8007
E-mail: dbarton@bodmanlaw.com

Corporate Laws
Co-Chair: Justin G. Klimko
Butzel Long
150 W. Jefferson, Ste. 900
Detroit, MI 48226-4430
Phone: (313) 225-7037
E-mail: klimkojg@butzel.com

In-House Counsel
Co-Chair: Priya Marwah
Axiom
50920 Belmont Park Ct.
Northville, MI 48167
E-mail: priya.marwah2001@gmail.
com

Co-Chair: Michael K. Molitor
Thomas Cooley Law School
111 Commerce Ave., SW
Grand Rapids, MI 49503
Phone: (616) 301-6800
E-mail: molitorm@cooley.edu

Co-Chair: Jordan Segal
Eig14t Development
3221 W. Big Beaver Rd., Ste. 111
Troy, MI 48084
E-mail: jordan@814cre.com

Debtor/Creditor Rights
Co-Chair: Judith Greenstone Miller
Jaffe Raitt Heuer & Weiss, PC
27777 Franklin Rd., Ste. 2500
Southfield, MI 48034-8214
Phone (248) 727-1429
E-mail: jmiller@jaffelaw.com
Co-Chair: Marc Swanson
Miller Canfield
150 W. Jefferson Ave., Ste. 2500
Detroit, MI 48226-4415
Phone (313) 496-7591
E-mail: swansonm@millercanfield.
com
Co-Vice Chair: Paul Hage
Jaffe Raitt Heuer & Weiss, PC
27777 Franklin Rd., Ste. 2500
Southfield, MI 48034-8214
Phone: (248) 351-3000
E-mail: phage@jaffelaw.com

Law Schools
Chairperson: Mark E. Kellogg
Fraser Trebilcock Davis & Dunlap
PC
124 W. Allegan St., Ste. 1000
Lansing, MI 48933
Phone: (517) 482-5800
E-mail: mkellogg@fraserlaw.com
LLC & Partnership
Co-Chair: Donald A. DeLong
Marshall & Melhorn PLLC
300 Galleria Officentre, Ste. 318
Southfield, MI 48034
Phone: (248) 357-3400
E-mail: delong@marshall-melhorn.
com
Co-Chair: Loukas P. Kalliantasis
Clark Hill PLC
151 S. Old Woodward Ave., Ste. 200
Birmingham, MI 48009

Phone: (248) 988-5859
E-mail: lkalliantasis@clarkhill.com
Nonprofit Corporations
Co-Chair: Celeste E. Arduino
Bodman PLC
1901 St. Antoine St., Fl. 6
Detroit, MI 48226
Phone: (313) 393-7593
E-mail: carduino@bodmanlaw.com
Co-Chair: Jennifer M. Oertel
Jaffe Raitt Heuer & Weiss, PC
27777 Franklin Rd., Ste. 2500
Southfield, MI 48034
Phone: (248) 727-1626
E-mail: joertel@jaffelaw.com
Regulation of Securities
Chairperson: Patrick J. Haddad
Kerr, Russell and Weber, PLC
500 Woodward Ave., Ste. 2500
Detroit, MI 48226
Phone: (313) 961-0200
E-mail: phaddad@kerr-russell.com
Small Business Forum
Co-Chair: Bruce W. Haffey
Giarmarco Mullins & Horton, PC
101 W. Big Beaver Rd., Fl. 10
Troy, MI 48084
Phone: (248) 457-7140
E-mail: bhaffey@gmhlaw.com
Co-Chair: Mark C. Rossman
Rossman Saxe, PC
2145 Crooks Rd., Ste. 220
Troy, MI 48084
Phone: (248) 385-5481
E-mail: mark@rossmansaxe.com
Uniform Commercial Code
Chairperson: Darrell W. Pierce
Dykema Gossett, PLLC
2723 S State St, Ste 400
Ann Arbor, MI 48104
Phone: (734) 214-7634
E-mail: dpierce@dykema.com

3

Directorships
Communication and Development
Kevin T. Block
Kerr, Russell and Weber, PLC
500 Woodward Ave., Ste. 2500
Detroit, MI 48226
(313) 961-0200
ktb@krwlaw.com
Jennifer E. Consiglio
Butzel Long PC
41000 Woodward Ave.,
Stoneridge West
Bloomfield Hills, MI 48304
(248) 593-3023
consiglio@butzel.com
Julia A. Dale
LARA Corporations, Securities &
Commercial Licensing Bureau
PO Box 30054
Lansing, MI 48909
(517) 241-6463
dalej@michigan.gov
Mark R. High
Dickinson Wright, PLLC
500 Woodward Ave., Ste. 4000
Detroit, MI 48226-5403
(313) 223-3500
mhigh@dickinsonwright.com
Michael S. Khoury
FisherBroyles LLP
31350 Telegraph Rd., Ste. 201
Bingham Farms, MI 48025
(248) 590-2910
michael.khoury@fisherbroyles.com
John T. Schuring
Dickinson Wright, PLLC
200 Ottawa Ave. NW, Ste. 1000
Grand Rapids, MI 49503
(616) 336-1023
jschuring@dickinsonwright.com
Diversity & Inclusion
Amber D. Beebe
City of Grand Rapids Department
of Law
200 Monroe Ave. NW
Grand Rapids, MI 49503-2206
(616) 456-3496
abeebe@grand-rapids.mi.us

4

Mark W. Peters
Bodman PLC
201 W. Big Beaver Rd., Ste. 500
Troy, MI 48084
(248) 743-6043
mpeters@bodmanlaw.com

John T. Schuring
Dickinson Wright, PLLC
200 Ottawa Ave. NW, Ste. 1000
Grand Rapids, MI 49503
(616) 336-1023
jschuring@dickinsonwright.com

Legislative Review
Eric I. Lark
Kerr, Russell and Weber, PLC
500 Woodward Ave., Ste. 2500
Detroit, MI 48226-5499
(313) 961-0200
eil@krwlaw.com

Sarah Williams
Bodman PLC
201 S Division St., Ste. 400
Ann Arbor, MI 48104
(734) 930-2485
swilliams@bodmanlaw.com

Nominating
Tania E. (Dee Dee) Fuller
Fuller Law & Counseling, PC
300 Ottawa NW, Ste. 220
Grand Rapids, MI 49503
(616) 454-0022
fullerd@fullerlaw.biz
Programs
Catherine Ferguson
Wayne State University Law School
471 W. Palmer Ave.
Detroit, MI 48202
Tania E. (Dee Dee) Fuller
Fuller Law & Counseling, PC
300 Ottawa NW, Ste. 220
Grand Rapids, MI 49503
(616) 454-0022
fullerd@fullerlaw.biz
Eric I. Lark
Kerr, Russell and Weber, PLC
500 Woodward Ave., Ste. 2500
Detroit, MI 48226-5499
(313) 961-0200
eil@krwlaw.com
Daniel H. Minkus
Clark Hill, PLC
151 S. Old Woodward, Ste. 200
Birmingham, MI 48009
(248) 988-5849
dminkus@clarkhill.com
Mark W. Peters
Bodman PLC
201 W. Big Beaver Rd., Ste. 500
Troy, MI 48084
(248) 743-6043
mpeters@bodmanlaw.com

Publications
Brendan J. Cahill
Dykema
39577 Woodward Ave., Ste. 300
Bloomfield Hills, MI 48304
(248) 203-0721
bcahill@dykema.com
Liaisons
ICLE Liaison
Marguerite M. Donahue
Seyburn Kahn Ginn Bess & Serlin PC
2000 Town Center, Ste. 1500
Southfield, MI 48075
(248) 351-3567
mdonahue@seyburn.com
Probate & Estate Planning Section
Liaison
John R. Dresser
Chalgian & Tripp Law Offices
2127 Spring Arbor Rd.
Jackson, MI 49203
dresser57@mielderlaw.com
Young Lawyers Section Liaison
James R. Waggoner
Clark Hill PLC
151 S. Old Woodward Ave., Ste. 200
Birmingham, MI 48009
jwaggoner@clarkhill.com

Tax Matters

By Eric M. Nemeth

IRS Provides Long-Awaited
Cryptocurrency Guidance
On October 9, 2019, the IRS issued
new guidance on tax treatment of
crypto or virtual currency transactions and some “friendly” reminders concerning reporting obligations.
Specifically, the new guidance is contained in Ruling 2019-24 and (FAQs);
as well as, a News Release (IR-2019167). To make sure there was little
doubt of the intent of the IRS concerning the new guidance, IRS Commissioner Chuck Rettig, was quoted as
follows: “The new guidance will help
taxpayers better understand how
longstanding tax principals apply in
this rapidly changing environment.
We want to help taxpayers understand the reporting requirements;
as well as, the steps to ensure fair
enforcement of the tax laws for those
that don’t follow the rules.” In other
words: Pay close attention!
Earlier IRS guidance published
in 2014 held that any gain or loss
from the sale or exchange of cryptocurrency should be reported in the
same manner as gain or loss of any
other property. My previous column
discussed letters the IRS sent out to
cryptocurrency holders about potential non-compliance in the reporting
of those transactions. Now we have
significant new guidance.
So, what does the new guidance
actually say? First, we have 43 FAQs
to address everything from the definition of virtual currency and cryptocurrency. The FAQs specifically
address basis calculation rules and
requirements; as well as, record keeping requirements. One area of difficulty that many clients have had over
the years is basic record retention. I
expect this asset to be no different,
particularly, given the potential rapid
pace of transactions. Of particular
note, is the fact that paying someone
with a virtual currency could result in
a gain or loss depending upon the basis of that particular virtual currency.
To the recipient, though it is ordinary
income, if the payment is for services,
it is also subject to self-employment

taxes. As such, careful recordkeeping
to establish value is essential.
For the technically minded folks
there are some other determinations.
If your cryptocurrency splits into a
“hard fork” or a protocol change, but
you receive no new currency, there is
no taxable income. See FAQ 21. However, if your hard fork was followed
by an “airdrop” and the person received new cryptocurrency, there is
taxable income. See FAQ 22.
For estate planning and other tax
planning purposes, there are several
FAQs addressing gift requirements
including charitable donations. See
FAQs 30-34. The guidance was longcoming and intended to be wideranging. Expect specific questions
from IRS agents in the future and ever
stricter enforcement of the guidance.
The IRS issued a Revenue Ruling, so
this is the legal position of the IRS.
Field agents are bound by the terms.

Cannabis Tax Relief?

Speaking of the new age economy,
we have all heard about the cannabis
business. Most lawyers know that clients in the cannabis space have particular challenges, regardless of state
law, because cannabis is a controlled
substance under federal law. That
makes it impossible to do conventional banking, amongst other things.
IRC 280(e) prohibits and limits the
deductibility of what would otherwise be deductible business expenses. Some relief may be in sight under
the Secure and Fair Enforcement
Banking Act of 2019. The legislation,
which passed the House 321-103,
thus enjoying bi-partisan support,
would provide a safe harbor to allow
banks to provide services for cannabis businesses located in states where
cannabis sales are legal. Proponents
see the legislation as a way of moving the underground economy above
ground.

Restitution

For those convicted of a criminal tax
offense, the accompanying restitution
order can be a tremendous burden. A
restitution order is non-dischargeable

in bankruptcy, cannot be compromised by the IRS, and non-payment
can result in further sanctions. As
such, many times the real issue at a
sentencing is the restitution. Restitution or “tax loss” also directly impacts
the relevant sentencing guideline calculation. A recent Eleventh Circuit
case provided a bit of relief to a return
preparer convicted and sentenced to
37 months for filing fraudulent tax
returns that illegally claimed education credits. The court rejected the
government’s calculated loss stating
that while estimates are appropriate
at times, when a more accurate method is available, that method must be
utilized.

Sentencing

The IRS Criminal Investigation has
teamed-up with other federal agencies in increasing numbers adding fiscal teeth to investigations and enhancing sentences. In a recent sentencing
for Medicaid and tax fraud, a Missouri women received 57 months in
a federal prison. Recent statistics are
showing a steady increase in the average length of prison sentences for tax
crime convictions. In addition, recent
changes in DOJ Tax Division policy
have sought to demand a greater
inter-play to criminal plea deals with
civil tax consequences. This includes
civil fraud penalties and unshackling
the IRS collection division even when
there is a court ordered restitution
payment amount. The government
seeks the figure to be a floor and not
a ceiling.

Microcaptive Insurance—
Cases—IRS Settlement Offer

The IRS has had microcaptive insurance companies on their radar for
several years. In fact, the IRS annual
list of “Dirty Dozen” tax scams has
featured microcaptives since 2014.
Microcaptive insurance companies
can elect under IRC 831(b) to be
taxed only on investment income and
exclude premiums from income so
long as the premiums are under $2.2
million annually. Meanwhile, the
5
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parent company claims a tax deduction for the premium.
The IRS successfully litigated a
trio of cases in the U.S. Tax Court,
and they found many “pre-packaged” companies were not legitimate
insurers and were abusive transactions. The IRS settlement proposed
will allow settlements for cases presently under examination to participate. The precise terms and conditions are somewhat fact dependent.
Any taxpayer with a microcaptive
insurance program should seek independent advice, i.e., not the promoter
or administrator of the microcaptive
for advice.
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Eric M. Nemeth of
Varnum LLP in Novi,
Michigan practices in
the areas of civil and
criminal tax controversies, litigating matters in the various federal courts and administratively.
Before joining Varnum, he served
as a senior trial attorney for the
Office of Chief Counsel of the Internal Revenue Service and as a special assistant U.S. attorney for the
U.S. Department of Justice, as well
as a judge advocate general for
the U.S. Army Reserve.

Technology Corner

By Michael S. Khoury, Sara Manteuffel, and Mark Lock

Spotlight on the California Consumer Privacy Act
Michigan
businesses
sometimes
seemed unconcerned about privacy
regulations sweeping the globe, but
the next wave will require prompt
attention from any business that deals
with commerce across the United
States. Starting with the California legislation that is discussed in this article,
many states have given up on any
potential national privacy framework
and are following the lead of California in enacting state data privacy laws.
Our clients should expect that privacy
compliance that seemed like a problem in the European Union or elsewhere will become a required focus
now that we approach the end of 2019.
The California Consumer Privacy
Act (CCPA)1 is undoubtedly one of
the most sweeping privacy laws enacted in U.S. history and is only a few
weeks away from its effective date on
January 1, 2020. Many businesses nationwide are (or should be) focused
on compliance preparation in order
to beat the clock. This feels like deja
vu to many businesses that were recently taking similar steps in order
to prepare for Europe’s General Data
Protection Regulation (GDPR).2 Those
that did will find that the GDPR efforts will help them greatly with the
CCPA. This article provides a highlevel overview of some of the key
CCPA requirements and practical tips
related to how businesses should approach compliance.
One problem with CCPA compliance is that the legislation is a work in
progress. At the time of the writing of
this article, several amendments have
made their way through the California
legislature and to the governor’s desk.

Who Is Protected?

The CCPA protects any California
resident with respect to their personal
information (PI) regardless of whether
they are a current customer or consumer prospect. It is important to note,
that a recent amendment (A.B. 25) will
exempt PI of job applicants, employees, contractors, owners, directors,
officers, or medical staff from a majority of the CCPA requirements until

January 1, 2021, when the exemption
expires.

percent or more of its annual revenue
from selling consumer PI.

What is PI in this Context?

Key Requirements and
Rights of Consumers

Not surprisingly, the scope of what
constitutes PI for the CCPA is different than both the various state data
breach laws in effect in the U.S. and
the use of the term under the GDPR. It
is key to note that “PI” is defined very
broadly under CCPA. The amendment A.B. 1355, which was one of the
amendments signed into law, defines
PI as “any information that identifies,
relates to, describes, references, is reasonably capable of being associated
with, or could reasonably be linked,
directly or indirectly, with a particular consumer or household… .” The
list of what is included is pretty broad,
such as IP addresses, purchasing histories, biometric data, browsing/
search history data, geolocation data,
audio, electronic, visual, thermal, and
olfactory information. The list goes
on. Amendment A.B. 1355 exempts
de-identified and aggregated PI from
CCPA’s scope, but businesses should
be very cautious when using this
exception since the test for determining whether PI is de-identified under
CCPA is very stringent.
Closer to home, there will be many
questions about whether vehicle data
may be subject to the CCPA, especially
as it relates to the rights of the owners
of the vehicles.

Who Must Comply?

The CCPA applies to any for-profit
business worldwide that collects the
information of any California residents. This includes information gathered on websites, social media, electronic commerce, or through direct
means. Businesses that meet any one
of the following three thresholds are
subject to the CCPA: 1) has annual
gross revenues in excess of $25 million; 2) annually buys, receives for its
commercial purposes, sells or shares
for commercial purposes PI related
to 50,000 or more consumers, households, or devices; or 3) derives 50

Consumer rights of Californians have
been significantly expanded under the
CCPA. Businesses will be required to
provide consumers more access and
choice related to the collection and
processing of their PI, delete consumer PI upon request, and honor consumer requests to not sell their PI. The
specific provisions of the CCPA give
consumers very powerful rights based
on the authentication of a consumer’s
identity as part of a “verifiable consumer request” to the business.3 Specifically, consumers will have the right
to know in the twelve months preceding the request:
• The categories and specific
items of PI that the business
has collected.
• The categories of sources
from which the business has
collected the PI.
• The business or commercial
purposes for collecting or selling the PI.
• The categories of third parties with whom the PI is being
sold or disclosed.
Upon receipt of a verifiable request, consumers will have the right
to request that their PI be deleted and
businesses must also direct any service providers to delete that PI. This
right to deletion is subject to several
exceptions such as:
• legal obligation,
• complete a transaction,
• provide a good or service or
to perform a contract,
• prevent fraud
• free speech
• conduct research in the public
interest, and
• solely internal uses that are
reasonably aligned with the
expectations of the consumer
based on the consumer’s relationship with the business.
Consumers also have the right to
opt-out of the “sale” of their PI, and
7
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businesses must provide an opt-out
link on their website. This “sale” optout right is much broader than a marketing opt-out right because “sale” is
defined more broadly under CCPA
as “disclosing PI to another business
or third party for monetary or other
valuable consideration.” Initially, businesses may think that they do not sell
personal information, but data sharing activities should be scrutinized
closely given the broad definition of
“sale” and since all contracts functionally include some form of consideration.
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•

•

Response Time Periods

Businesses must provide consumers
their requested information free of
charge within 45 days of a verifiable
request, which can be extended once
for an additional 45 days if reasonably necessary. The business must
provide notice of that to the consumer within the first 45 days. Businesses
are also required to maintain two
designated methods for consumers to
submit their requests including, at a
minimum, a toll-free number. However, amendment A.B. 1564 gives an
exception to businesses that operate
exclusively online and maintain a
direct relationship with the California
residents whose PI they collect. Those
businesses are only required to maintain an e-mail address for receiving
CCPA requests.

Practical Tips

Not unlike the initial responses to
the GDPR, businesses have begun
to realize that there is much work to
do and not a lot of time (even if they
have previously implemented GDPR
compliance processes). That said, the
following are some key high-level
tasks that affected businesses should
be doing:
• Identify a compliance “A
team” of cross-functional
experts that will get the job
done.
• Conduct an “AS IS” analysis
to determine what processes,
systems, and service providers etc. can be leveraged and
repurposed.
• Complete end-to-end PI

•
•

data mapping and inventory across the enterprise to
determine data types, sources, use cases, destinations,
and whether the business is
currently “selling” data.
Create and update both
front-end consumer facing and back-end processes
(including a verification process) that enable data subject
requests for access, deletion,
and opt out of PI data sale.
Reach out to third parties
that collect and provide PI
and update contracts where
necessary to align with
CCPA.
Train staff and prioritize
training for those tasked with
handling consumer inquires.
Edit privacy policies to
include CCPA-required disclosures and update privacy
policies every 12 months.

Penalties & Enforcement

The CCPA includes a limited private
right of action with statutory damages of $100-$750 per consumer per
incident that is limited to security
breaches of non-encrypted or nonredacted PI where the definition of
PI is much narrower. The California
AG can also enforce civil penalties of
$2,500-$7,500 for each violation of the
broader scope of CCPA requirements
if a business does not cure within 30
days of notice.

Look Ahead

The CCPA regulations have just (at
the time that this column was written) been proposed by the California AG.4 These regulations should
help establish procedures to facilitate consumers’ rights and provide
compliance guidance. Affected businesses should be “all-hands-on-deck”
working with their legal counsel and
cross-functional teams to make the
required changes align with all applicable CCPA requirements before
January 1, 2020. Businesses should
continue to monitor and prepare for
other state legislation with similarities to California, such as Nevada’s
recent amendment to its online priva-

cy law that went into effect October
1, 2019.5

NOTES
1. See https://leginfo.legislature.
ca.gov/faces/billTextClient.xhtml?bill_
id=201720180AB375 Note that changes are
pending for the bill as well.
2. The General Data Protection Regulation
became effective in 2018 and can be found at
https://gdpr-info.eu/.
3. Note that the business has to be able to
reasonably verify the identity of the consumer. This is based on regulations adopted by the
Attorney General pursuant to paragraph (7) of
subdivision (a) of Section 1798.185. The business must comply if the consumer is a person
about whom the business has collected personal information. A business is not obligated
to provide information to the consumer pursuant to Sections 1798.110 and 1798.115 if the
business cannot verify, pursuant this subdivision and regulations adopted by the Attorney
General pursuant to paragraph (7) of subdivision (a) of Section 1798.185, that the request is
from that consumer.
4. https://oag.ca.gov/sites/all/files/
agweb/pdfs/privacy/ccpa-proposed-regs.
pdf ?mkt_tok=eyJpIjoiTnpCaE1UWXdOV00zT1RjNCIsInQiOiJiU040MTR0T0dDekdCQ1BYZVNKTWRDRWJHbGlmRnhadUJP
RWlpRDRaWmdkOUpzMUxDUVVmMEV
HMHNzeEZwMkpTVTBvdUZyZ1VMeDVlZWpxNkFRWkN2M2UxN2Y0bkY3MVNcL2dlMkdRQVF0ZFQrVWFPOWJIUllqaUdQUGp3bTZ6TnYifQ%3D%3D.
5. https://www.leg.state.nv.us/App/
NELIS/REL/80th2019/Bill/6365/Overview.
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TDouring
Courts
By G. Ann
Baker
id You Kthe
nowB
? usiness
While many of the previous “Touring the Business Courts” columns
have focused on Southeast Michigan, this column looks westward by
interviewing Judges Joyce Draganchuk (Ingham County), Alexander C.
Lipsey (Kalamazoo County), and Jon
A. Van Allsburg (Ottawa County).
During these separate interviews, the
judges shared their thoughts on the
role that early scheduling conferences and early mediation play in their
flexible case management strategy, as
well as advice for the bar practicing in
their courtrooms.

Business Court Protocols
Status Conferences
The judges unanimously agreed that
early judicial involvement is crucial to
resolve the case efficiently. As Judge
Van Allsburg stated, “I get involved
quickly after an answer is filed; I
generally hold a status conference
within four weeks after the answer
is filed.” Judges Draganchuk and
Lipsey also schedule early status conferences. Judge Draganchuk said that
she particularly enjoys these early
meetings: “this is my opportunity to
get to know the issues and personalities involved in the case, to figure
out what this particular case might
need, and to become acquainted with
counsel.” Judge Lipsey concurred,
adding “the initial status conference
is critical. This could be the first time
that counsel have met to discuss the
case, and the discussions at the status
conference really set the tone for the
remainder of the litigation.”
The judges cover the same topics
at the initial status conference, but
their approaches at the conference
slightly vary. Before the conference,
Judge Van Allsburg puts together a
draft scheduling order that serves as
an initial “guidepost” for discussing
the case. But, he stressed that he is
flexible with the parties: “I like having a draft product in front of me so
that we can have something on paper
and hit all the points; I have—and often do—deviate from this initial draft
to adapt to the particular needs of the
case.” In contrast, Judge Draganchuk
10
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does not walk into the room with
a draft scheduling order. “I do not
walk in with a draft order because I
want to get a feel for the case first and
let the timeline arise organically as
counsel and I discuss the case and its
particular needs. Sometimes, a month
or so of discovery is necessary; at other times, the parties are ready to go
straight to mediation.”
Judge Lipsey does not have a particular practice in terms of preparing a scheduling order in advance;
rather, he emphasizes that, “the most
important part of the process is that
the scheduling order is tailored to the
needs of the case. The business court
statute charges us with handing these
cases efficiently, and a thorough, productive initial status conference that
results in a narrowly tailored scheduling order is one of the best ways to
achieve this goal.”
When asked about whether the
judges consider speedy disposition to
be synonymous with efficiency, each
judge indicated that speed is a piece
of the puzzle, but it is not the ultimate goal unto itself. As Judge Draganchuk stated, “the business court
statute encourages us to handle cases
efficiently, not as fast as possible. I
do not operate a “rocket docket.” Instead, my mission is to get the parties
to resolve the case as early as practicable within the contours of the facts
of that particular case. If the parties
can mediate right after the status conference, that is amazing; if the parties
need discovery first, that is fine too if
that’s what the case requires.”
Mediation
In addition to holding early status
conferences, Judges Lipsey, Draganchuk, and Van Allsburg regularly
use mediation as a tool to efficiently
resolve their cases. “In my experience,
mediation has been a very effective
tool in business cases; the question is
usually when to utilize it,” said Judge
Lipsey. But, he added, “it’s important
that mediation be used in a strategic
manner that is tailored to the needs
of the case.” To do this, the judges
include the possibility of mediation
as part of their early scheduling con-

ference, giving the parties the opportunity to discuss possible resolutions
early on. In regard to whether there
is any particular timeline for early
mediation, Judge Draganchuk said
that she preferred to have the parties
engage in mediation before depositions are taken. “Once depositions
are taken, investment in the litigation
begins to rise, and the parties tend
to entrench and become angry at the
other parties’ testimony.”
The judges unanimously agreed
that they prefer mediation to case
evaluation. Judge Lipsey elaborated,
“case evaluation just isn’t well suited
to the complexity and economic realities of business litigation.” But that
is not to say it is never appropriate;
each judge utilizes case evaluation to
some extent. Judge Van Allsburg estimates that he has used case evaluation in less than 10 percent of his
cases; meanwhile, Judge Draganchuk
mainly reserves case evaluation for
when the parties agree to it. Judge
Lipsey said that he certainly prefers
mediation to case evaluation, but he
also said he would use case evaluation if he felt it would lead to a more
efficient disposition of the case.
Discovery
The judges also apply a flexible
approach to discovery. “Business
court cases can be incredibly complex
with a lot of moving parts, requiring a lot of discovery; other times, a
business case is a relatively simply
contract dispute requiring little to no
discovery. Discovery should proceed
according to the needs of that particular case, not based on a generic template,” said Judge Van Allsburg. The
judges also indicated that they have
no issue deciding discovery motions,
but the parties need to make a good
faith effort to resolve the issues and
handle the “low-hanging fruit”
beforehand. Judge Van Allsburg
noted his willingness to resolve some
discovery disputes by conference call.
As Judge Lipsey stated, “Especially
in the business court, I have found
that attorneys are collegial and can
generally work through most discovery issues. This is precisely what
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I expect them to do. So, when the
parties come to me for a decision, it’s
usually because a legitimate dispute
exists that I need to resolve.” Judge
Draganchuk’s approach and expectations are similar to those of Judge
Van Allsburg and Judge Lipsey, but
she did want to reiterate that counsel
should focus their motion papers on
the specific discovery issues they cannot resolve. “I want counsel to know
that discovery motions do not have to
be painful. Keep it simple. Be specific
about the issues you would like me to
resolve and limit the motion to those
issues; this is not the time to tell the
court about all the reasons one party
does not like opposing counsel or his
or her client. In short, be clear, be concise, and be professional.”

Advice from the Bench

Judge Draganchuk wished to emphasize two points to the bar. First, make
sure briefing is thorough and wellorganized. “Please include a table
of contents and an index of authorities. Doing so makes it easier for me
to track and verify your arguments.
The more I have to search your brief
to understand and find support for
your arguments, the more distracted
I am from the points you want me
to focus on.” Second, Judge Draganchuk emphasized that counsel should
write the best brief they can because
it has a substantial impact on the outcome of the case. “I thoroughly prepare for oral argument and like to
rule from the bench. As a result, I rely
heavily on the parties’ briefing. The
attorneys should not save their best
articulated arguments for oral argument.” Judge Draganchuk wanted
to clarify, however, that oral argument is still important: “though I rely
heavily on the parties’ briefing and I
have some idea of how I will rule, the
parties’ arguments can and often do
change my mind.”
Judge Lipsey wanted to convey
how important it is to let him (and
any judge) know about esoteric or
highly specialized issues early on.
Judge Lipsey elaborated, “this is important because it gives me time to
think carefully about the issue and
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come to a well-reasoned, thoughtful
conclusion.” Judge Lipsey also had
some advice for transactional attorneys: “I see a lot of non-compete and
confidentiality cases and some of the
biggest sticking points in these cases
are whether the legitimate business
interests are adequately identified
in the contract. To encourage an efficient, consistent resolution of these
cases, the parties should state very
clearly what interests they are trying
to protect and update the rationale
over time if it changes. What may
have been a protected interest years
ago may not be one now.”
Finally, Judge Van Allsburg emphasized the importance of professionalism and civility. “Although
this is rarely an issue in the business
courts, sometimes the attorneys in
the case cast aspersions and engage
in unproductive name calling. This
does nothing for your case, and usually harms it.” Judge Draganchuk
agreed, saying “it is incredibly distracting to the court when attorneys
are not civil with each other. It leaves
a bad taste in the court’s mouth and
does a disservice to the client.”
However, Judges Draganchuk,
Lipsey, and Van Allsburg all recognize and appreciate the civility and
professionalism that is generally exhibited by the business court bar,
with rare exceptions. They all agreed
that when they have a business case
with counsel who act professionally,
the case moves more smoothly, is
generally resolved faster, and is more
interesting all around.

Conclusion

As a whole, Judges Lipsey, Van Allsburg, and Draganchuk have been
impressed with the quality of the
business bar. Further, each judge
agreed that the flexibility of the
business court model allows them
to narrowly tailor their approach to
the unique circumstances of each
case. As Judge Lipsey summarized,
“no two business cases are quite the
same: even when you deal with very
similar legal issues, the personalities
differ, and the underlying economic
reality can vary widely. Because the

business courts can be flexible, each
of these cases can be resolved more
quickly and efficiently than they
might have been otherwise.”
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Public Welfare Investments: The
Unlikely Intersection of Bank
Regulation and Private Equity
By David W. Barton
The regulatory scheme that governs the
safety and soundness of state and nationally
chartered banks and savings associations
and federally registered bank and savings
association holding companies (collectively
“Banking Entities”) generally restricts investments made by Banking Entities for their
own account to low risk (low return) marketable securities, shares of stock of Banking Entities, and shares of non-bank entities
whose business is incidental to or closely
related to banking. These investment restrictions evolved in part from the hard lessons
of past banking crises, to limit the amount of
risk carried in Banking Entity balance sheets.
This article will provide an overview of the
generally applicable investment restrictions,
discuss the arguably under-utilized public
welfare investment exception, which permits
Banking Entities to make equity investments
entirely unrelated to the business of banking,
earning a return on investment often higher
than that available from traditional bankingrelated investments, and note the role for private equity and venture capital funds in facilitating such investments by Banking Entities.

General Investment Authority
(Federal Law)
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National Banks
The statutory powers of national banks are set
forth in section 24 of the National Bank Act.1
This statute and related regulations generally restrict national bank investments made
for the bank’s own account to marketable
investment securities, obligations of federal
and state government entities, various government sponsored entities, shares of stock
of Banking Entities, and shares of non-bank
entities engaged in business deemed incidental to the business of banking.2 However, the
National Bank Act also allows national banks
to make investments, directly or indirectly,
that are primarily designed to promote the
public welfare.3 This public welfare authority allows national banks to make invest-

ments in non-bank related entities if those
investments primarily benefit low- and moderate-income individuals, low- and moderate-income areas or other areas targeted by
a government entity for redevelopment, or if
the investments would receive consideration
as a “qualified investment” under the Community Reinvestment Act (“CRA”).4
A national bank’s aggregate outstanding
public welfare investments may not exceed
five percent of its capital and surplus, unless
the bank obtains prior written approval of its
prudential regulator, the Office of the Comptroller of the Currency (“OCC”), to exceed the
five percent limit.5 In addition, public welfare
investments made pursuant to section 24
may not be made in a form that exposes the
national bank to unlimited liability.6
State Member Banks
State-chartered banks that are members of
the Federal Reserve System are subject to
the investment limitations set forth in the
Federal Reserve Act and Federal Reserve
Board Regulation H.7 The Federal Reserve
Act incorporates by reference the same general investment limitations contained in the
National Bank Act.8 Like the National Bank
Act, the Federal Reserve Act also allows state
member banks to make investments, directly
or indirectly, that are primarily designed to
promote the public welfare.9 A state member
bank’s aggregate outstanding public welfare
investments are limited to 5 percent of its
capital and surplus, unless the bank obtains
prior written approval of the Federal Reserve
to exceed the 5 percent limit.10
State Nonmember Banks
State-chartered banks that are not members of the Federal Reserve System are subject to the investment limitations set forth
in the Federal Deposit Insurance Act and
related Federal Deposit Insurance Corporation (“FDIC) regulations. Under the Federal
Deposit Insurance Act, a state nonmember
bank is prohibited from engaging, directly
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or indirectly, in any equity investment that
is not permissible for a national bank.11 FDIC
regulations further provide that “activity
permissible for a national bank” means any
activity authorized for national banks under
any statute including the National Bank Act,
as well as activities recognized as permissible
for a national bank in regulations and written guidance issued by the OCC.12 Based on
the foregoing, public welfare investments are
permissible for a state nonmember bank to
the same extent and subject to the same limits
as permissible for a national bank.

General Investment Authority
(Michigan Law)

A Michigan state-chartered bank will also
generally be subject to restrictions under the
Michigan Banking Code of 1999 (the “MBC”)
regarding the types of investments that are
permissible. The MBC generally provides
that a Michigan state-chartered bank shall
not engage in a transaction with respect to the
shares of the capital stock of an entity unless
specifically authorized under the MBC.13 Not
unlike the federal banking statutes, the equity investments authorized under the MBC
are generally limited to federal and state
government entities, various governmentsponsored or related entities, and shares of
stock of Banking Entities. However, a Michigan state-chartered bank is also expressly
authorized to invest in the following:
Stock, bonds, or other obligations of
community and economic development entities, community development projects, and other public welfare investments that are considered
under federal law, federal regulation,
or a written interpretation by a federal bank regulatory agency to be a
qualified investment for purposes of
the community reinvestment act of
1977, 12 USC 2901 to 2908, utilizing
the investment test described in 12
CFR 25.23, 12 CFR 228.23, or 12 USC
345.23.14
This authority allows a Michigan state-chartered bank to make investments that primarily benefit low- and moderate-income individuals, low- and moderate-income areas or
other areas targeted by a government entity
for redevelopment, if the investments would
receive consideration as a “qualified investment” under the Community Reinvestment
Act.15
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Bank Holding Company Act and
Regulation Y

Bank holding companies are governed by
the Bank Holding Company Act (“BHCA”)
and related Federal Reserve Board Regulation Y. Under the BHCA and Regulation Y,
an investment made by a bank that is a subsidiary of a bank holding company is considered to be an investment made indirectly by
the bank holding company. Thus, such an
investment must also be permissible under
the BHCA and Regulation Y. The BHCA and
Regulation Y permit bank holding companies to make any investment permissible for
national banks under 12 USC 24.16 Based on
this authority, public welfare investments
are permissible under the BHCA and Regulation Y to the same extent discussed herein
for national banks.

Volcker Rule

Enacted as part of the Dodd-Frank Wall
Street Reform and Consumer Protection
Act in reaction to the last banking crisis, the
Volcker Rule imposed a general prohibition
against banking entities investing in hedge
funds and private equity funds. As amended
by the Economic Growth, Regulatory Relief
and Consumer Protection Act of 2018, the
Volcker Rule currently applies to Banking
Entities having more than $10 billion in total
consolidated assets.17
The terms “hedge fund” and “private
equity fund” are collectively referred to as
“covered funds” under the Volcker Rule’s
implementing regulation. This definition includes certain issuers whose primary activity
is investing in other companies or entities.
However, there are express exclusions from
the definition of “covered fund” including,
without limitation, an exclusion for public
welfare investment funds.18 Specifically, the
Volcker Rule’s implementing regulation excludes from the definition of “covered fund”
an issuer “… the business of which is to make
investments that are … designed primarily to
promote the public welfare, of the type permitted under 12 USC 24 (Eleventh), including the welfare of low- and moderate-income
communities or families (such as providing
housing, services or jobs) … .”19

Scope of the Public Welfare
Investment Authority

The public welfare investment authority
conferred by 12 USC 24 (Eleventh) applies
directly to national banks regulated by the

The MBC
generally
provides that
a Michigan
statechartered
bank shall
not engage in
a transaction
with respect
to the shares
of the capital
stock of an
entity unless
specifically
authorized
under the
MBC.
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All of the
foregoing
types of
public welfare
investments
may be made
directly by
a Banking
Entity in the
public welfare
eligible
project or
business, or
may be made
indirectly
through the
Banking
Entity’s
investment
in a private
equity
fund that
makes such
investments.
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OCC. As noted above, the laws and regulations applicable to member banks and bank
holding companies regulated by the Federal
Reserve, and state-chartered banks regulated
by the FDIC, incorporate the public welfare
authority of 12 USC 24 (Eleventh). While all
three of the federal bank regulatory agencies have guidelines on the scope of eligible
public welfare investments, because all are
based upon the authority of 12 USC 24 (Eleventh) and the OCC’s guidance is detailed and
extensive, this discussion will focus on 12
USC 24 (Eleventh) and the OCC’s regulations
and guidance on public welfare investments.
12 USC 24 (Eleventh) provides in part:
To make investments directly or indirectly, each of which is designed primarily to promote the public welfare,
including the welfare of low- and
moderate-income communities or
families (such as by providing housing, services, or jobs). An association
shall not make any such investment
if the investment would expose the
association to unlimited liability. The
Comptroller of the Currency shall limit
an association’s investments in any 1
project and an association’s aggregate
investments under this paragraph. An
association’s aggregate investments
under this paragraph shall not exceed
an amount equal to the sum of 5 percent of the association’s capital stock
actually paid in and unimpaired and
5 percent of the association’s unimpaired surplus fund, unless the Comptroller determines by order that the
higher amount will pose no significant
risk to the affected deposit insurance
fund, and the association is adequately
capitalized. In no case shall an association’s aggregate investments under
this paragraph exceed an amount equal
to the sum of 15 percent of the association’s capital stock actually paid in and
unimpaired and 15 percent of the association’s unimpaired surplus fund.
OCC regulations at 12 CFR 24 implement
12 USC 24. 12 CFR 24.3 reads as follows:
A national bank or national bank
subsidiary may make an investment
directly or indirectly under this part
if the investment primarily benefits
low- and moderate- income individuals, low- and moderate-income areas,
or other areas targeted by a governmental entity for redevelopment, or

the investment would receive consideration under 12 CFR 25.23 as a “qualified investment.”
As used throughout 12 CFR 24, the term
“low- and moderate-income” has the same
meanings as “low-income” and “moderateincome” in the OCC’s Community Reinvestment Act regulation at 12 CFR 25.12(m).
Under 12 CFR 25.12(m), (1) “low-income”
means an individual income that is less than
50 percent of the area median income, or a
median family income that is less than 50
percent, in the case of a geography; and (2)
“moderate-income” means an individual income that is at least 50 percent and less than
80 percent of the area median income, or a
median family income that is at least 50 percent and less than 80 percent, in the case of a
geography.
Low- and moderate-income areas in each
state are identified on the Online Census
Data System maintained on the website of
the Federal Financial Institutions Examination Council (“FFEIC”) at http://www.ffiec.
gov/Census/default.aspx. Data on this site
identifies low- and moderate-income areas
by census tracts within metropolitan statistical areas or counties. Hundreds of census
tracts across the state of Michigan, including
tracts in most metropolitan and industrialized areas, qualify as low- or moderate-income areas, making many projects and businesses located across the state eligible for investments that will qualify as public welfare
investments.
12 CFR 24.6 provides that investments
that primarily support the following types of
activities are examples of qualifying public
welfare investments:
(a) affordable housing activities …;
(b) Economic development and job creation investments, including:
(1) Investments that finance small
businesses20 (including equity or
debt financing and investments in an
entity that provides loan guarantees)
that are located in low- and moderate-income areas or other targeted
redevelopment areas or that produce
or retain permanent jobs, the majority of which are held by low- and
moderate-income individuals;
(2) Investments that finance small
businesses or small farms, including minority- and women-owned
small businesses or small farms,
that, although not located in low-
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and moderate-income areas or targeted redevelopment areas, create
a significant number of permanent
jobs for low- and moderate-income
individuals;
(3) Investments in an entity that
acquires, develops, rehabilitates,
manages, sells, or rents commercial
or industrial property that is located
in a low- and moderate-income area
or targeted redevelopment area and
occupied primarily by small businesses, or that is occupied primarily
by small businesses that produce or
retain permanent jobs, the majority
of which are held by low- and moderate-income individuals; and
(4) Investments in low- and moderate-income areas or targeted redevelopment areas that produce or
retain permanent jobs, the majority
of which are held by low- and moderate-income individuals;
(c) Investments in CEDEs [Community
Economic Development Entities] … .
12 CFR 24.2 defines a “CEDE” as “an entity
that makes investments or conducts activities that primarily benefit low- and moderate-income individuals, low- and moderateincome areas, or other areas targeted by a
governmental entity for redevelopment, or
would receive consideration as ‘qualified
investments’ under 12 CFR 25.23.”
As the broad range of examples identified in 12 CFR 24.6 demonstrate, a qualifying
public welfare investment could include anything from an investment in a low-income
housing project to an investment in a developer rehabilitating a blighted commercial
district in a low- or moderate-income area,
to an investment in a widget manufacturer
located in a low- or moderate-income area, to
an investment in a service company located
outside a low- or moderate-income area but
resulting in the creation or retention of jobs
for low- and moderate-income individuals.
All of the foregoing types of public welfare
investments may be made directly by a Banking Entity in the public welfare eligible project or business, or may be made indirectly
through the Banking Entity’s investment in
a private equity or venture capital fund that
makes such investments. By making public
welfare investments through a fund, Banking
Entities can avail themselves of the professional expertise of fund managers and their
staff in identifying, underwriting, and ad-
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ministering the investments. In addition, by
investing indirectly through a fund, Banking
Entities can diversify their investment over
various qualifying businesses or projects in
which the fund invests, thereby reducing the
risk of investment loss to any single business
or project or any single industry or region.
OCC guidance provides that in the case
of bank investments that are non-controlling
minority interests in CEDEs, the CEDEs activities, in the aggregate, as opposed to each
project, must meet the public welfare investment qualifying criteria. As a result, for a
private equity fund qualifying as a CEDE,
only its investments in the aggregate (as opposed to each of its investments) must satisfy
the public welfare qualifying criteria under
12 CFR 24.3.21 This guidance allows Banking Entities to invest in funds whose investments include businesses or projects that are
not public welfare eligible, provided at least
a majority of the fund’s investments are eligible.

Community Reinvestment Act

Under the CRA, banks have an obligation to
help meet the credit needs of all segments
of their communities including low- and
moderate-income neighborhoods and individuals.22 Bank regulatory agencies assess
and rate the record of each of the banks they
regulate in fulfilling this obligation, and
they consider the rating in evaluating and
approving applications for mergers, acquisitions, new branches, and other expansionary activities. Banks are evaluated with
respect to their lending, investment activities, and retail banking services. Regarding
investment activities, banks are judged on
the amount of “qualified investments” they
make and on other factors associated with
such qualified investments.
Pursuant to the OCC’s regulations at 12
CFR 25, the OCC evaluates investments by
national banks to determine whether they
qualify for credit under the CRA. The Federal Reserve and the FDIC and have nearly
identical CRA regulations for state member
and nonmember banks, at 12 CFR 228 and
12 CFR 345, respectively. “Qualifying Investment” for CRA purposes is defined as “a lawful investment, deposit, membership share,
or grant that has as its primary purpose,
community development.”23 “Community
development” is defined to include, among
other things, activities that promote economic development by financing businesses
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that meet the size eligibility standards of the
Small Business Administration’s Development Company or Small Business Investment Company programs (13 CFR 211.301)
or have gross annual revenues of $1 million
or less.24 Many public welfare investments
by Banking Entities may have the added the
benefit of being eligible for CRA credit.

Conclusion

Public welfare investment regulations provide Banking Entities an arguably underutilized opportunity to diversify their investment portfolios, earn more attractive rates of
return than are typically available in other
permissible banking investments, and potentially earn CRA credit. Private equity and
venture capital fund managers, recognizing
that Banking Entities are a largely untapped
source of funding, are tailoring funds to
qualify for the public welfare exception. The
collaboration of Banking Entities with private equity and venture capital funds made
possible by the generous scope of public
welfare investment regulations can provide
much needed private funding to support the
development and improvement of low- and
moderate-income communities and provide
employment opportunities to low- and moderate-income families. If done well, public
welfare investment is a rare win-win in the
world of bank regulation.

NOTES
1. 12 USC 24.
2. 12 USC 24 (Seventh); 12 CFR 5.36(e).
3. 12 USC 24 (Eleventh).
4. 12 CFR 24.3.
5. 12 CFR 24.4(a).
6. 12 CFR 24.4(b). A national bank is required to
provide the OCC with either an after-the-fact notice of
a public welfare investment or an application for prior
approval. National banks that are “well capitalized” (per
regulatory capital guidelines), have a composite rating
of “1” or “2”, have a Community Reinvestment Act
(CRA) rating of “Outstanding” or “Satisfactory”, and
are not subject to any kind of regulatory enforcement
proceedings, will be eligible for the after-the-fact notice
with respect to public welfare investments. A significant majority of national banks are likely to be eligible
for the after-the-fact notice. All other national banks will
be required to obtain prior approval of the OCC. The
after-the-fact notice is required to be submitted within
ten (10) working days after the bank makes the investment.
7. 12 USC 335 et seq. and 12 CFR 208.1 et seq.
8. 12 USC 335.
9. 12 USC 338a.

10. 12 USC 338a. Regulation H provides that
a member bank may make an eligible public welfare investment without prior approval of the Federal
Reserve if (i) the investment is in a corporation, limited
partnership or other entity, (ii) the investment is permitted by applicable state law, (iii) the investment will not
expose the member bank to liability beyond the amount
of the investment, (iv) the aggregate of all such investments does not exceed 5% of capital and surplus, (v) the
member bank is “well capitalized” or “adequately capitalized” (under applicable regulatory capital guidelines),
(vi) the member bank has a composite rating of “1”
or “2” and a compliance rating of “1” or “2”, and (vii)
the member bank is not subject to any kind of regulatory enforcement proceedings. 12 CFR 208.22(b). Member banks meeting the foregoing criteria will be eligible
for an after-the-fact notice process, pursuant to which
notice of the investment amount and the identity of the
entity in which the investment is made must be disclosed
to the Federal Reserve within 30 days after making the
investment. Investments by banks not meeting the criteria must receive prior approval of the Federal Reserve.
11. 12 USC 1831a(c).
12. 12 CFR 362.1(a). While a notice filing or application is required by a national bank, FDIC guidance indicates that a state nonmember bank is not required to file
a notice or application with the FDIC when relying on
12 USC 1831a and 12 CFR 362. FDIC FIL (Financial
Institution Letter) 54-2014. However, a state nonmember bank relying upon the authority of 12 USC 1831a
and 12 CFR 362 in making equity investments is expected to the maintain documentation in its files substantiating its determination that the proposed investment is
permissible for a national bank. FIL 54-2014.
13. MCL 487.14304(1).
14. MCL 487.14304(6)(d).
15. Investments made by a Michigan state-chartered bank under the authority of MCL 487.14304(6)(d),
along with certain other types of non-banking related
investments, may not have an aggregate purchase price
in excess of ten percent (10%) of the bank’s capital and
surplus. MCL 487.14304(5); MCL 487.14304(6)(d).
16. 12 USC 1843(c)(5); 12 CFR 225.22(d)(4).
17. 12 USC 1851(h)(1).
18. 12 USC 1851(d)(1)(E).
19. 12 CFR 248.10(c)(11).
20. The term “small business” for purposes of the
OCC’s public welfare investment regulation means a
business, including a small farm or minority-owned business, that meets the qualifications for Small Business
Administration Development Company or Small Business Investment Company loan programs in 13 CFR
121.301. 12 CFR 24.2(h). The program qualifications
under 13 CFR 121.301 (b) and (c) include companies
(together with affiliates) with a tangible net worth not
in excess of $19.5 million and average net income after
federal income taxes for the preceding two fiscal years
not in excess of $6.5 million. Additional detail on the
methodology for net worth and net income calculations
is provided in 13 CFR 121.301.
21. OCC Community Development Fact Sheet, Feb.
2016.
22. 12 USC 2901.
23. 12 CFR 25.12(t).
24. 12 CFR 25.12(g).
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Advising the Fintech Client—
Identifying Regulatory Issues
By Catherine Kavanagh Kokotovich and Katherine Razdolsky Rothstein
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Financial technology or “Fintech” is a term
used to describe technology that facilitates
access to and the use of financial services.
Financial technology is not a new concept.
From pneumatic tubes and capsules to mobile
payments, the financial services industry has
constantly evolved to develop or adapt technologies to better meet customer needs.
Evolution has been constant, but with
near universal access to the Internet and
smartphones, the expectations and demands
of customers have accelerated. Businesses
are looking for increased transaction speed
and ways to leverage data with artificial intelligence to streamline their reporting, payments, and treasury management functions.
Consumers want technology that lets them
pay bills, view their overall financial health,
get a loan, make a loan, donate to charity,
manage their investments, and make payments to friends all from their smartphones
with the touch of a button (and perhaps with
an appropriate emoji posted to their social
network).
Traditionally, banks and large financial
firms or big technology companies have
dominated the Fintech space, but increasingly Fintech startups are bringing innovations
to the market whether directly, or through
partnerships with traditional financial firms.
Fintech incubators are springing up around
the country and around the world to provide
mentorship and to play match-maker between the technologically adept developers
and potential investors and customers.
Here in Michigan, FinTech Consortium,
a Fintech incubator with offices in Bahrain,
Singapore, New York, and Silicon Valley recently opened an office in Detroit. This summer FinTech Consortium and other regional
business incubators teamed up to host the
Detroit Fintech Challenge.1 In competitions
such as the Detroit Fintech Challenge, competitors develop Fintech solutions based on
“challenge statements” provided by companies in the financial service industry and in
exchange receive expert mentoring, networking opportunities, and the chance to win cash
prizes as well as legal services and continued
mentoring opportunities.

There is a lot of excitement about Fintech,
and financial regulation is struggling to keep
up with the speed of innovation. The regulators have to balance the competing goals of
promoting innovation, encouraging competition, and improving access to banking services, on the one hand, with protecting consumers and their data and the general safety
and soundness of the banking system on the
other.

A Complicated Web of Federal
and State Laws and Regulations
Governs the Financial Services
Industry in the United States

There are many agencies that have a hand
in regulating the financial services industry.
For example, the Consumer Financial Protection Bureau (CFPB) has broad jurisdiction over the provision of financial services
to consumers; the Office of the Comptroller
of the Currency (OCC) supervises national
banks; the Board of Governors of the Federal
Reserve System (the Fed) regulates certain
aspects of the payment system and supervises bank holding companies and non-bank
subsidiaries, and state-chartered Federal
Reserve member banks; the Federal Deposit
Insurance Corporation (FDIC) administers
the deposit insurance fund and supervises
state-chartered banks that are not members
of the Federal Reserve; the Securities and
Exchange Commission (SEC) regulates the
securities industry; the Commodity Futures
Trading Commission (CFTC) regulates the
derivatives and commodities markets; and
the Treasury Department’s Financial Crimes
Enforcement Network (FinCen) oversees U.S.
anti-money laundering (AML) and counterterrorism financing laws, including the Bank
Secrecy Act2 and the USA Patriot Act.3
In addition to federal regulation, a Fintech company’s business will also be impacted by the laws of states where it operates or
has customers. Multistate Fintech firms will
of course need to be aware of and comply
with the general “doing business” laws of
the states in which they operate or interact
with customers. Fintech companies also need
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to understand how state banking laws, securities laws, and laws regulating the provision
of financial services by non-bank entities will
apply to their business.
Depending on the nature of the financial services being provided by the Fintech
company, any number of state and federal
regulators and the laws and regulations they
enact may need to be considered when advising a Fintech client or a financial services
company transacting with a Fintech supplier.
Fintech frequently involves handling customer data or information in some manner,
requiring consideration of data protection
and privacy law issues. Where data is stored
or otherwise transferred overseas or where
customers are located outside of the United
States, the analysis must also include consideration of applicable foreign laws and regulations.
The regulatory landscape for data protection and privacy in the United States is also
complex and is regulated at both the state
and federal level. At the federal level for instance, the Federal Trade Commission Act4
empowers the Federal Trade Commission
(FTC) to protect consumers against unfair or
deceptive practices and to enforce federal privacy and data protection regulations. In the
United States, unlike some foreign jurisdictions such as the European Union, which has
enacted the GDPR,5 there is no overarching
federal law that regulates the collection and
use of personal data. Rather, there are sector
or industry specific laws that address these
issues. The Gramm Leach Bliley Act (GLBA)6
addresses the protection of nonpublic personal information by “financial institutions.”
The term “financial institutions” is construed
broadly and includes non-bank entities providing financial services. The GLBA and the
regulations enacted pursuant to it, impose
data protection requirements, initial and
ongoing disclosures regarding data sharing
policies, and notification requirements when
nonpublic personal information is improperly shared.7
States also have various privacy and data
protection laws that apply to customer information including requirements for notifying
state residents of data breaches. In Michigan,
data breach notification requirements and
certain other data protective provisions are
set forth in the Identity Theft Protection Act.8
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Begin to Identify Potential
Regulatory Issues By Mapping
and Following the Flows of Money
and Data

Given the morass of state and federal regulations, it is particularly important for attorneys
advising Fintech clients or financial institutions contracting with Fintech companies to
have a clear understanding of the business
model, including the proposed transaction
flows. A helpful exercise is to work through
a flow chart that shows the flow of funds
and/or data and the identity and role of
each of the entities or individuals that will be
involved with the funds or data at each step
in the transaction. Some key questions to ask
up front include:
• Who will be the customers? Will
they be consumers, banks, or businesses?
• In addition to the customers and
Fintech company, what other parties
will be involved in the transaction?
• How will the company make money?
• Will payments be made on behalf of
customers?
• Will payments be received on behalf
of customers?
• In whose account(s) will funds be
held?
• What data will be received, stored,
or transmitted? By and to whom?
• How and where will the data be
stored?
• How will the data be used?
• Where will customers be located?
Once these initial questions are answered
and funds and data flows are mapped, the legal teams can start to identify relevant regulatory issues and requirements and ensure
that appropriate contractual relationships
are established among the parties to address
compliance (and the risk of non-compliance)
with those requirements.
Particularly in the case of consumer facing Fintech, there will be a veritable alphabet
soup of applicable statutes and regulations
that will need to be considered, and a comprehensive listing of potentially applicable
laws and regulations is beyond the scope of
this article. Below, for purposes of illustration, we examine two hypothetical Fintech
companies and highlight a few areas of regulation that may apply given their business
model.
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Case Studies: Two Hypothetical
Fintech Companies
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Company A has developed an artificial intelligence solution that will leverage alternative data to develop predictive technologies
to assist lenders in making credit decisions
with respect to consumers with little or no
traditional credit history. A compliance analysis for Company A will start with a careful
examination of the Equal Credit Opportunity
Act (ECOA),9 Regulation B,10 the Fair Credit
Reporting Act (FCRA),11 and Regulation V.12
The ECOA and Regulation B prohibit certain
types of discrimination in credit transactions.
Counsel will need to understand the type of
data being used and the ranking or prioritizing of that data in the algorithm that Company A has developed to determine whether
it might be discriminatory in a way that violates the ECOA or the fair lending laws of
the states where Company A or its customers will be located. The FCRA regulates the
collection of consumers’ credit information
and access to credit reports, it also requires
certain disclosures in the event of a negative
credit determination based on those reports.
If the information that Company A produces with its models constitutes a consumer
report under the FCRA and Regulation V,
Company A will need to address compliance
with applicable disclosure requirements and
other compliance requirements.13
Company B has developed a payment
platform that provides consumers with a
unique and user-friendly interface accessible
from their phone or computer that allows
the consumer to pay bills or send payments
to friends and track expenditures by specific
budget categories. In the case of Company
B, depending on how the platform is structured, a key issue is that the company may
be a Money Service Business for purposes of
FinCen regulations which gives rise to federal licensing, anti-money laundering, and
transaction reporting requirements.14 Company B could also be subject to state regulation as a money transmitter. State money
transmitter laws must be complied with in
addition to federal requirements. The types
of activity that give rise to a licensure requirement, whether there are any exceptions,
and the license fee and supervisory requirements for money transmitters vary by state.
In addition to state and federal laws and
regulations, payment association or industry rules such as those of Visa, MasterCard,
American Express, the National Automated

Clearing House Association (NACHA), the
Electronic Check Clearing House Organization (ECCHO) and the Payment Card Industry Data Security Standard may be applicable
to Company B’s business model.
For both Company A and Company B
state and federal data privacy laws, mentioned above, will likely be applicable.

Fintech Companies That Supply
Products and Services to
Regulated Financial Institutions
Need to be Aware of Relevant
Third-party Risk Management
Requirements

Fintech companies must also be aware of the
regulations that are applicable to the financial institutions with whom the Fintech companies may want to do business. Regulators
of financial institutions including the FDIC,
OCC, and the Fed require that their respective regulated institutions conduct robust
due diligence in selecting third-party service
providers, and that they perform ongoing
risk assessment and oversight of those providers.15
A regulated financial institution’s use of
third parties to perform services does not
diminish the responsibility of its board of
directors and senior management to ensure
that the activity is performed in a safe and
sound manner in compliance with applicable
laws.16 As such, Fintech companies will be
subject to various contractual provisions and
vendor management processes and requirements. Addressing these requirements may
take considerable time and resources during
the initial due diligence and contract negotiations and could result in ongoing compliance
costs during the term of the agreement. Fintech companies and their counsel should familiarize themselves with the requirements
applicable to the entity they are contracting
with up front to avoid delays in onboarding
or unwelcome surprises down the road.

The Product or Service May
Not Fit Precisely into Existing
Regulatory Schemes and It May
Be Subject to Differing Regulatory
Requirements

In analyzing the statutes and regulations as
they relate to the Fintech’s business model,
attorneys may find that the new product or
service does not fit squarely within the existing statutes and regulations, or they may find
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that the business is regulated one way at the
federal level and in a number of other ways in
the states in which the Fintech entity intends
to do business. Recognizing this issue, state
and federal regulators have announced initiatives to partner with Fintech firms to coordinate regulation and approval of new technologies. However, as between the federal
regulators and the state regulators, they do
not always agree as how best to do this.
In June 2018, the Treasury Department issued a financial reform report with over 80
recommendations for enhancing and promoting non-bank financial institutions, Fintech and innovation.17 Efforts by the OCC to
facilitate innovation and lessen the regulatory burden on Fintech companies include
the establishment of an Office of Innovation18
and adoption of procedures for the issuance
of a special purpose national bank charter
for Fintech entities (“Fintech Charter”) in the
form of a supplement to the OCC’s Licensing
Manual (“OCC Supplement”).19 The OCC
Supplement applies to the OCC’s chartering
of special purpose national banks that would
engage in one or more of the core banking
activities of paying checks or lending money,
but would not take deposits and would not
be insured by the FDIC.20
The Fintech Charter is controversial.
While the OCC views the charter initiative
as a way to promote innovation and access
to financial services by providing a uniform
regulatory regime for non-bank entities, state
regulators see the Fintech Charter as an infringement on their right to regulate the activities of non-bank entities operating in their
jurisdictions and to protect consumers. Both
the New York Department of Financial Services (NYDFS)21 and the Conference of State
Bank Supervisors (CSBS)22 have filed suits
challenging the Fintech Charter. The challenges by the CSBS were both dismissed,
the first in 2017 and the most recent on September 8, 2019 on the grounds that the CSBS
lacked standing and its claim remained unripe because the OCC has not yet issued a
charter.23 The first challenge by the NYDFS
was dismissed in 2017, but on October 23,
2019, a final judgment was entered in favor of
the plaintiff NYDFS, setting aside the OCC’s
regulation with respect to all applicants seeking a national bank charter that do not accept
deposits.24 The OCC is expected to appeal.
This will certainly be a case to watch.
The CFPB, for its part, announced three
new policies on September 10, 2019, aimed at

promoting innovation and facilitating compliance: the No-action Letter (NAL) Policy,25
Trial Disclosure Program (TDP) Policy,26 and
Compliance Assistance Sandbox (CAS) Policy.27
The NAL Policy is an update to an existing 2016 policy that is aimed at increasing
the number of entities that apply for no-action letters by streamlining the application
process, and removing the requirement that
the product provide “substantial” consumer
benefit and that a “substantial” regulatory
uncertainty exist. CFPB no-action letters,
similar to those issued by other regulatory
agencies, are formal letters issued by the
CFPB to a requestor that state that the CFPB
will not bring a supervisory or enforcement
action against a company for providing a
product or service under certain facts and
circumstances as outlined in the applicant’s
request for the letter. No-action letters can be
important tools for Fintech innovators where
a new product or service does not fit precisely within the existing rules or guidance.
The process allows the company to explain
the proposed product or service, its potential
benefit and risk to consumers, the statutory
and/or regulatory provisions that it views as
uncertain or ambiguous when applied to the
proposed product or service, and to receive
assurances from the CFPB that it will not take
enforcement action with respect to the new
product or service for the period outlined in
the letter so long as the product or service
meets the requirements in the letter.
To date, the CFPB has issued just two noaction letters. The first was issued on September 14, 2017 to Upstart Network, Inc., a
company that, much like Company A in our
example above, uses alternative data and
modeling techniques in lending decisionmaking. The letter states that the CFPB has
no present intention to recommend initiation
of an enforcement action with regard to the
application of the Equal Credit Opportunity
Act and its implementing regulation, Regulation B, to Upstart’s automated model for
underwriting applicants for unsecured nonrevolving credit.28 The second CFPB no-action letter was issued on September 10, 2019,
under the updated NAL Policy, to the United
States Department of Housing and Urban Development (HUD) with respect to the funding of housing counseling agreements and
CFPB’s authority to bring enforcement action
to prevent unfair, deceptive, or abusive acts
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or practices, and the applicability of the Real
Estate Settlement Procedures Act (RESPA).29
The TDP Policy, which updates the policy
initially adopted in October 2013, allows entities to apply for waivers of federal disclosure requirements on a case by case basis to
conduct a trial program that is limited in time
and scope, subject to specified standards and
procedures, for the purpose of providing trial disclosures to consumers.
The CAS Policy provides the framework
for the CFPB’s “regulatory sandbox.” Regulatory sandboxes are a popular tool for regulators to help propel innovation in a controlled
environment, they set up parameters for testing of financial products and services where
there is regulatory uncertainty. The applicant
and the regulator agree on the specific terms
of the limited approval and protection from
liability under specific laws where there is
regulatory uncertainty. The CFPB CAS Policy will provide protection from liability under the Truth in Lending Act, the Electronic
Funds Transfer Act, or the Equal Credit Opportunity Act.
The CFPB, however, cannot grant waivers
of the applicability of state laws to the product or service, and so coordination with state
regulators is key. In September of 2019, the
CFPB and several state regulators launched
the American Consumer Financial Innovation Network (ACFIN) to enhance coordination among federal and state regulators to
facilitate financial innovation.30 The initial
members of ACFIN are the attorneys general of Alabama, Arizona, Georgia, Indiana,
South Carolina, Tennessee, and Utah.31
At the state level, Arizona, Wyoming,
and Utah have established their own Fintech
regulatory sandboxes.32 The Conference on
State Bank Supervisors (CSBS) has launched
several initiatives to help encourage innovation and improve regulation of Fintech firms
by state regulators including the CSBS Fintech Industry Advisory Panel and CSBS Vision 2020, which aims to create an integrated
50-state system of licensing and supervision
for Fintech companies and other non-depository institutions.33 In an effort to streamline
the patchwork of state requirements applicable to non-bank money transmission activities, the National Conference of Commissioners on Uniform Laws promulgated the
Uniform Money Services Act (UMSA).34 To
date, just ten states, the U.S. Virgin Islands,
and Puerto Rico have adopted the model rule
as of the date of this publication.35

Recent Regulatory Activity in
Michigan

Michigan has not adopted the UMSA but
recently amended its Money Transmission
Services Act effective March 28, 2019.36 The
amendment provides an exemption from
the licensing requirements for a person that
issues, sells, or distributes a closed-loop prepaid access device or vehicle if the funds
associated with that device or vehicle do not
exceed $2000-maximum value on any day.37
The addition of the closed-loop prepaid
access device or vehicle exemption is consistent with FinCen’s money service businesses
rules.38
The amendment to the Michigan act also
adds an exemption to the money transmitter
licensing requirement for an “Agent of a Payee.” Under the amended act, Agent of Payee
is defined as a person appointed by a payee to
collect and process payments as the bona fide
agent of the Payee.39 Payee is defined as the
provider of goods or services, not including
money transmission services, that is owed
payment of money or other monetary value
from the person that is paying for the goods
or services.40 The Agent of the Payee must
demonstrate by providing documentation to
the Michigan Department of Insurance and
Financial Services that the following criteria are met: there is a written agreement between the agent and the payee directing the
agent to collect and process payments on the
payee’s behalf, that the payee holds the agent
out to the public as accepting payments on
the payee’s behalf, and when the agent receives the payment, the payment is treated
as received by the payee.41 With this amendment, Michigan joins more than twenty other
states in adopting a version of an “agent of
payee” exemption.42

Conclusion

It is an exciting time to be working with Fintech to expand access to financial services
and to bring innovative products and services to the market. However, it is important
to become familiar with the regulatory landscape and to follow changes closely as regulators strive to keep up with innovation and
stake their claim to the right to regulate nonbank entities. While state and federal efforts
to foster innovation and coordinate regulation have begun, the current state Fintech
regulation requires careful consideration of
federal laws and regulations and the laws
of the various states where a Fintech entity
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may be doing business or interacting with
customers.
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Banking Considerations of
Marijuana Businesses
By Melissa K. Bridges
There is much confusion in the play between
federal and Michigan law as it relates to marijuana or marihuana, as it is called in Michigan. In order to properly advise clients on
the banking of marijuana (“MB”) and marijuana-related businesses (“MRB”), you must
understand both the federal and Michigan
implications.1

Federal Law

The Controlled Substances Act (“Federal
Act”) regulates controlled substances, including marijuana. The Federal Act regulates the
manufacturing, importation, possession, use,
and distribution of “controlled substances.”2
A “controlled substance” is defined as “a
drug or other substance, or immediate precursor, included in schedule I, II, III, IV, or
V of part B of this subchapter.”3 Schedule I
includes “marijuana.”4 Thus, marijuana is
a controlled substance under federal law.
Regardless of Michigan’s position, the use,
possession, production, and sale is illegal at
a federal level.
The penalty under federal law can be
steep if someone is found to manufacture,
import, possess, use, or distribute marijuana.
Someone found guilty can be subject to jail
time and all property purchased from any proceeds, either directly or indirectly, are subject to
forfeiture.5 There is no exception if the person is acting lawfully under state or local
law. This was reiterated in the U.S. Supreme
Court case of Gonzales v Raich.6 There, the
court ruled that even if the person is properly
possessing, using, or distributing marijuana
under state law, the individuals are still in
violation of federal law and could be subject
to federal penalties. In other words, a person
is still subject to federal prosecution even in
cases where all activity occurred within a
state that permits possession, use, or distribution of marijuana.
There is numerous guidance from the
federal government regarding providing
services to state compliant MRBs. The first is
the memoranda from United States Deputy
Attorney General David Ogden to all United
States attorneys dated October 19, 2009, en-

titled “Investigations and Prosecutions in
States Authorizing the Medical Use of Marijuana” (the “Ogden Memo”). The Ogden
Memo memorializes that states are not permitted to authorize violations of federal law.
However, even though states are not permitted to legalize use, possession, or sale, the
Department of Justice (“DOJ”) is not anticipating bringing action against state-licensed
marijuana manufacturers, producers, distributors, or users. It will bring action if the state
law license is a cover for illegal activities.
In 2011, then Deputy Attorney General
James M. Cole issued an interpretation on the
Ogden Memo with the subject line “Guidance
Regarding the Ogden Memo in Jurisdictions
Seeking to Authorize Marijuana for Medical
Use,” providing that the federal government
may, in its discretion, prosecute those whose
actions are legal under state law, but remain
in violation of federal law.
The next guidance is from the DOJ dated
August 29, 2013, is entitled “Guidance Regarding Marijuana Related Financial Crimes”
(the “Cole Memo”). The Cole Memo, presumably the most important, sets forth the
following enforcement priorities:
• Preventing the distribution of marijuana to minors;
• Preventing revenue from the sale of
marijuana from going to criminal
enterprises, gangs, and cartels;
• Preventing the diversion of marijuana from states where it is legal
under state law in some form to
other states;
• Preventing state-authorized marijuana activity from being used as a
cover or pretext for the trafficking
of other illegal drugs or other illegal
activity;
• Preventing violence and the use of
firearms in the cultivation and distribution or marijuana;
• Preventing drugged driving and the
exacerbation of other adverse public
health consequences associated with
marijuana use;
• Preventing the growing of marijua-
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na on public lands and the attendant
public safety and environmental
dangers posed by marijuana production on public lands; and
• Preventing marijuana possession or
use on federal property.
The Cole Memo provides that the DOJ
will focus on these goals in deciding what
and who to prosecute. Further, it provides
that states that have “strong and effective
regulatory and enforcement systems to control the cultivation, distribution, sale, and
possession of marijuana, conduct in compliance with those laws and regulations is less
likely to threaten the federal priorities set
forth above.”7 Thus, states whose laws regarding marijuana are written in a way to
prevent these actions are not likely to draw
the ire of the DOJ. The Cole Memo was retracted by former U.S. Attorney General Jeff
Sessions in January 2018. However, the Cole
Memo is still available for review and is informally relied upon by regulators.
The next guidance is FIN-2014-G001 dated
February 14, 2014 entitled “BSA Expectations
Regarding Marijuana-Related Businesses”
(which relies on the Cole Memo) (“BSA Expectations Memo”). This document provides
guidance on how financial institutions can
provide services to MBs or MRBs consistent
with BSA obligations.8 If you are advising
MBs and MRBs, this document should be
reviewed to allow the MB and MRB to understand any obligations it has with regard
to financial institutions who choose to bank
marijuana. Specifically, the BSA Expectations
Memo provides that Suspicious Activities
Reports (“SAR”) must be filed upon opening an account and throughout the banking
relationship as a “Marijuana Limited” SAR
filing. The financial institution must provide
details regarding the amount of deposits,
withdrawals, and transfers into the account.
If the financial institution believes that one of
the Cole Memo priorities are violated, they
must file a “Marijuana Priority” SAR. A Marijuana Priority SAR details the activity that
triggers the financial institution to believe
that a Cole Memo priority has been violated,
including dates, amounts, and other relevant
details. Finally, a “Marijuana Termination”
SAR must be filed when the business relationship is closed.
Under the BSA Expectations Memo, the
financial institution must also have a procedure in place to identify red-flags. Red flags,

as outlined in the BSA Expectations Memo,
include:
• The MB or MRB appears to be a front
to launder money derived from other
criminal activity (not marijuanarelated criminal activity) or derived
from marijuana-related activity not
permitted under state law. Triggers
of this could be amount of revenue
generated, whether that income is
greater than competitors, cash that
does not align with income reported
for tax purposes, the deposits appear
to be made in a way that avoid CTR
filing;9
• The business is unable to produce
licensing documentation;
• The business is unable to show a
legitimate source for outside investments;
• If the name does not clearly reflect
the nature of its business;
• If business owners, managers, or
other related parties, are shown to
have a criminal record involving the
illegal purchase or sale of drugs, violence, or other connections to illicit
activity;10
• The MB or MRB are engaging in
international or interstate activity;
• If it is found that the product is
grown on federal land; or
• The MB or MRB is purporting to be a
“non-profit” engaged in activity that
is inconsistent with its non-profit
classification.11
Additionally, FIL-5-2015 entitled “Statement on Providing Banking Services” was
issued by the FDIC and dated January 28,
2015 (which also relies on the Cole Memo).
This short FIL from the FDIC states that it is
encouraging depository institutions to bank
MBs and MRBs on a risk-based approach
rather than declining to provide services to
the entire industry. If the financial institution
can establish and follow risk-based guidelines, it should be in compliance with federal law. However, this guidance does not
provide specific procedures that financial institutions should follow. Without more concrete guidance on what is deemed reasonable
procedures, most financial institutions have
decided not to bank these types of industries.12
Finally, there is the DOJ memo dated
January 4, 2018, from Attorney General Jeff
Sessions with the subject “Marijuana En-
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forcement” (the “Sessions Memo”). In the
Sessions Memo, Sessions rescinded previous
guidance, including the Cole Memo. He stated that the Federal Act “reflects Congress’s
determination that marijuana is a dangerous
drug and that marijuana activity is a serious
crime.” Further, prosecutors should follow
well-established principles that govern all
federal prosecutions. The Sessions Memo
leaves it up to federal prosecutors around the
country to decide how to prioritize resources
to enforce marijuana laws. At this point, we
have no idea how federal prosecutors are going to enforce federal marijuana laws. However, we have seen an uptick in MBs and
MRBs since the Sessions Memo without action from the DOJ. Jeff Sessions later stated at
a federalist society meeting that “small-time”
marijuana cases would not be prosecuted.
He went on to say that prosecution would
continue to focus on drug gangs and larger
conspiracies.
Also of note, Congress voted to extend a
spending provision known as the Rohrabacher-Blumenauer amendment. This amendment blocks the DOJ from using federal
funds to impede the implementation of state
medical marijuana laws. In informal discussions, DOJ officials have said that they will
not do anything contrary to the amendment.
Since Colorado blazed the trail on legalizing marijuana for recreational purposes,
there has been a federal storm brewing over
marijuana. Specifically, states want the ability to regulate (and tax) marijuana, while
many United States senators and congressmen are fighting against any kind of legalization. The basis for their reluctance is the belief
that marijuana may be a “gate-way” to more
hard-core drugs. There have been numerous
calls by the U.S. Surgeon General and politicians to remove marijuana as a Schedule 1
drug at the very least.
In light of this movement, and as many of
you may be aware, the U.S. House of Representatives (“House”) passed the Secure and
Fair Enforcement Banking Act (“SAFE Banking Act”). Under this act, financial institutions would specifically be allowed to bank
and provide other financial services to MBs
and MRBs. Specifically, it provides that a
financial regulator may not terminate insurance, penalize, discourage, recommend or incentivize a financial institution from offering
financial services, and prohibits any adverse
or corrective supervisory action on loans
made to MBs and MRBs. However, the provi-
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sion of products and services would have to
be done in accordance with the Cole and BSA
Expectations Memos, along with other BSA
guidance.13 There is concern whether this
bill will pass the Republican held Senate. A
companion bill to the SAFE Banking Act has
been introduced in the Senate, but has yet to
be voted on. Further, Senate Majority Leader
Mitch McConnell and Senator Mike Crapo
(chair of the Banking Committee) do not
support the federal legalization of marijuana
and believe that it should remain a Schedule
1 drug.14 Without their support, this bill may
never be voted on, or if a vote is held, it could
be on a bill that looks significantly different
than the bill passed by the House.15

State Law

The use of marijuana in Michigan is generally governed by two acts, the Michigan
Medicinal Marihuana Act (“Medical Act”)
and the Regulation and Taxation of Marihuana Act (“Recreational Act”). The Medical Act provides immunity from prosecution
for registered persons who use marijuana for
medical purposes. Under MCL 333.26426, a
“patient who has been issued and possesses a registry identification card shall not be
subject to arrest, prosecution, or penalty in
any manner . . . for the medical use of marihuana in accordance with the Medical Act.”
The Recreational Act provides that anyone
taking an action set forth in MCL 333.27955
(use, possessing, purchasing, transporting or
processing at most 2.5 ounces of marijuana
or 15 grams of concentrate) shall not be subject to seizure or forfeiture of property, nor
can the actions be the grounds for arrest,
prosecution, or penalty in any manner, nor
the basis for search or inspection. However,
what is most misunderstood is that the possession, use, sale, delivery, or manufacture of
marijuana is still illegal. It just cannot be the
basis for search, seizure, or arrest. The state
of Michigan will turn a blind eye if a person
is using marijuana in a way that conforms
with state law, because a state, technically,
cannot make an activity legal that is illegal at
a federal level.
Michigan separately offered guidance to
those acting or wanting to act as a dispensary. In late 2016, Michigan passed the Medical
Marihuana Facility Licensing Act (“Dispensary Act”). Prior to this, dispensaries were
unlawful.16 The Dispensary Act provides a
framework for growing, processing, transporting, testing, and dispensing medical
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marijuana. The Dispensary Act allows dispensaries to operate in Michigan if licensed
by the Medical Marihuana Board and imposes a 3 percent tax on certain participants in
addition to the 6 percent sales tax. It also creates a tracking system from a “seed-to-sale”
perspective, and it permits the manufacture
and use of edibles. The framework is similar
to that for alcohol under the Michigan Liquor Control Code and for gaming under the
Michigan Gaming Control and Revenue Act.
There are separate licenses required for each
aspect of the commercial medical marijuana
delivery system and for each location. There
are also restrictions on the number of facilities in locations subject to local ordinances.
There are five types of licenses: 1) three levels of grower licenses based on amount of
production (cultivate, dry, trim, or cure and
package marijuana for sale to processor or
provisioning center); 2) processor (licensed
commercial facility that purchases marijuana
from a grower and extracts resin or creates
an infused product for sale and transfer to
a provisioning center); 3) provisioning center (the retail seller or dispensary); 4) secure
transporter (licensed commercial entity that
stores, transfers, and transports marijuana
between separate marijuana facilities for a
fee); and 5) a safety compliance center (a licensed entity that receives marijuana from
a marijuana facility or registered primary
caregiver, and tests it for contaminants and
for tetrahydrocannabinol and other cannabinoids).
The Dispensary Act also provides some
protections for those dealing with dispensaries. One important guidance is that landlords who have no knowledge of a violation
of the person’s licensure will be protected
from state or local laws regulating marijuana, state or local civil or criminal prosecution,
searches, inspections, seizures, or sanctions
by the state. There are also protections for
purchasers from dispensaries and municipalities. However, no guidance has been offered for entities acting as lenders or as depository institutions.
The Recreational Act is still in its infancy.
The Michigan Marijuana Regulatory Agency
(the “Agency”) is currently in the process of
implementing the framework of the Recreational Act. It is believed that the regulations
will be similar to the Medical Act program
requirements. There are emergency rules in
place that will remain in effect until January
3, 2020. These emergency rules can be found

in MCL 333.27951 et seq. The Agency must
begin accepting applications under the Recreational Act beginning December 6, 2019.17
Cities and townships had the ability to ban
the use of marijuana, including recreational
production facilities, until November 1, 2019.
We do know that it will be easier for recreational marijuana parties to be licensed under the Recreational Act than the Medical
Act. There is, however, a limitation on how
many large grow licenses a business can
hold—five. That means that the maximum
number of plants that a commercial grower can grow is 10,000 plants. If a grower is
growing for medical and recreational, there
is an excess grow license for growers to grow
more than 10,000 plants.
Under the emergency rules, if the Agency
has reason to believe that there has been a
violation of the licensing rules, the Agency
may place an administrative hold on the
product and order that no sales occur.18 This
could drastically affect the solvency of an MB
or MRB.
If a party violates the emergency rules, it
and the principals could be subject to prosecution, fines in the greater amount of up to
$10,000 or the equivalent of the entities daily
gross receipts, and revocation of license.

Practical Concerns

Financial institutions characterize MB and
MRBs into multiple tiers based on risk. The
tiering method is determined by each financial institution. Generally, the tiers are as follows:
Tier 1—Marijuana Businesses—These
entities are the riskiest as they are
directly involved in the manufacture,
sale, or dispensing of marijuana. Tier 1
entities also include any entity that has
a controlling interest in another Tier 1
business.
Tier 2—Marijuana-Related Businesses—This middle risk tier involves entities who provide product and services
to Tier 1 businesses and the marijuana
industry. For example, a lawyer who
focuses on advising MBs and MRBs
and advertises themselves as such,
would be considered Tier 2. Other
examples of Tier 2 businesses would
be suppliers, security firms, licensing
consultants, etc.
Tier 3—Marijuana-Related Businesses—The entities that fall into this lowest tier are not marijuana businesses,
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but they are incidental to the overall
business or revenue. Even though
they are not manufacturing, selling,
dispensing, or specifically providing products and services to MBs and
MRBs, they could still be considered
to have “aided and abetted” other persons or entities. Usually, this would be
law firms (other than those who specifically hold themselves out as experts),
accounting firms, registered agents,
and landlords.
Each financial institution must decide
whether it will bank MBs or MRB. If it is willing to bank, it must decide which tier or tiers
it is willing to bank. We know of only one
financial institution in the state that has decided to bank and lend to all tiers. Most will
bank Tier 3, not because they are comfortable
with the risk, but because they likely are not
aware of their provision of services to Tier 1
entities. For example, when establishing an
account, a bank may ask what business the
entity is engaged in. The customer responds
with “accounting.” The bank does not generally ask if they provide accounting services
to any MB or MRB.
Many believe that because Michigan has
legalized the use, possession, growing, and
sale of marijuana that it is now legal. It is actually not legal under either state or federal
law. As mentioned before, Michigan has just
decided to look the other way with regard
to certain marijuana infractions. Thus, if a financial institution decides to bank or lend to
MBs and/or MRBs, it faces the potential that
all deposits and all property acting as collateral can be seized by the federal government.
In addition, personal residences and other
property purchased with funds derived from
the sale or growth of marijuana could also be
seized. Because of the risk of seizure, financial institutions considering banking MBs
and MRBs may decide to place a limit on the
amount of funds on deposit that are derived
from marijuana activity. This ensures that if
funds are seized that 1) their risk of loss is
on checks in process, and 2) it will not find
itself in non-compliance with loan-to-deposit
ratios or other safety and soundness requirements. As for lending, financial institutions
may impose short maturity dates with high
interest rates to ensure that any principal lent
is recouped early.
Also, financial institutions that do bank
MBs and MRBs may charge high monthly
fees for permitting the account relationship.

This stems from BSA requirements and other
federal guidance that says that the financial
institution must have sufficient staff to monitor and report activity. This typically requires
a part-time employee initially that is devoted
fully to BSA concerns with MBs and MRBs,
and transitioning into a full-time employee.
This expense has to be recouped with fees
charged on these types of accounts.

NOTES
1. Although guidance refers to any business
involved in the marijuana business, I prefer to use the
term MB for those that are directly involved in the
growing, processing, or sale of marijuana. The term
MRB is reserved for entities or people that deal with
MBs.
2. 21 USC 801.
3. 21 USC 802.
4. 21 USC 812.
5. 21 USC 853.
6. 545 US 1 (2005).
7. U.S. Dept. of Justice, Office of the Deputy Attorney General, Memorandum, p. 3 (Aug 29,
2013) https://www.justice.gov/iso/opa/resources/3052013829132756857467.pdf.
8. The Bank Secrecy Act (“BSA”) is legislation that
requires United States financial institutions to engage in
certain activities to detect money laundering and fraud.
Specifically, the BSA requires financial institutions to
know its customers, including type, activity, etc. Financial institutions must perform certain “due diligence”
procedures at the time of account opening to understand the amount and nature of transactions occurring
on the account. Further, it requires financial institutions
to review activity to ensure that actual activity is in line
with anticipated activity.
9. Currency Transaction Reports (“CTRs”) are
reports to be filed that detail any deposits, withdrawal,
or exchange involving currency in excess of $10,000.
CTRs are filed on MB and MRBs the same as any other
entity.
10. One specific priority of the Cole Memo is to
ensure that marijuana is not diverted to states in which
marijuana is not legal. Further, borders are subject to
federal jurisdiction. Thus, they do not receive any of the
tolerance that marijuana does at a state level.
11. U.S. Dept. of the Treasury, FIN-2014-G001,
p. 6-7 (Feb 14, 2014) https://www.fincen.gov/sites/
default/files/shared/FIN-2014-G001.pdf.
12. Based on discussions with our clients, some have
been told by the Federal Reserve that it will not accept
for deposit funds that have been derived from any marijuana industry. This means that funds from marijuana
deposits must be kept in the branch; an action that most
financial institutions do not want to do because of the
cash intensive nature of MBs.
13. The SAFE Act also addresses hemp. However,
we have not addressed any hemp regulation in this article.
14. With the passage of law that makes hemp illegal,
there are questions by conservative senators whether or
not marijuana laws should be passed. It is believed that
hemp products have all the same medicinal purposes,
but without the THC that provides the “high” of marijuana.
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15. In 2017, a substantially similar legislation was
proposed (including the name). It was introduced and
never voted on. See S.1152 – SAFE Banking Act. There
was also the First Step Act last year that would address
the threat of prosecution by the federal government
by people that are operating legal businesses under
state law. It was blocked by the Judiciary Committee
and McConnell. There was also the STATES Act, a bill
cosponsored by Elizabeth Warren. The STATES Act
would allow states and tribal governments to determine
how to regulate marijuana. The bill was introduced and
never voted on.
16. State v McQueen, 293 Mich App 644, 811 NW2d
513 (2011); OAG No 7259 (June 28, 2011).
17. Based on comments from the Agency, the actual
acceptance could come as early as November.
18. Michigan Marijuana Regulatory Agency, Rule
18. https://www.michigan.gov/documents/lara/Adult_
Use_Marihuana_Establishments_659804_7.pdf.

Melissa K. Bridges is a
Member at Bodman in Cheboygan, Michigan. She represents banks and other
financial institutions in a
broad range of operational,
regulatory compliance, and
lending matters. Melissa’s clients include
national, regional, and community banks,
credit unions, and mortgage companies,
including more than 50 institutions that
are members of the Financial Institutions
Compliance Cooperative (FICC).

Confidential Supervisory
Information: What Business
Attorneys Should Know
By Corinne N. Sprague and Benjamin P. Nimphie
Introduction

The relationship between banking regulators
and supervised financial institutions presents an ever-evolving dynamic, and communication between all parties is an essential
component to the safety and soundness of
financial institutions. Supervised financial
institutions exchange and discuss “confidential supervisory information” (“CSI”) with
regulators, legal counsel, and/or auditors in
the course of conducting their business and
maintaining regulatory compliance. Understanding what constitutes CSI and when and
to whom it may be disclosed can be challenging. Further, if CSI is misused, the penalties
can be significant, ranging from civil monetary penalties to criminal penalties.
The Board of Governors of the Federal
Reserve System (the “Federal Reserve”) proposed several changes to its regulations governing CSI in a Notice of Proposed Rulemaking issued on June 24, 2019 (the “Proposed
Amendment”).1 The Proposed Amendment
attempts to clarify the Federal Reserve’s definition of CSI, and it both relaxes and modernizes many of the Federal Reserve’s CSI
disclosure rules. However, the Proposed
Amendment fails to offer guidance regarding
disclosure in M&A and other transactional
contexts, and the CSI disclosure regulations
continue to provide strict rules regarding the
disclosure and storage of CSI that may not be
intuitive to business practitioners.
Business attorneys who represent banks
and other supervised financial institutions
must thoroughly understand CSI limitations
on its use and disclosure. Whether acting as
corporate counsel to a supervised financial
institution, litigating a matter involving such
an institution, or performing due diligence in
an M&A context, a confident grasp on how,
when, and to whom CSI may be disclosed
is essential to avoiding significant legal and
reputational penalties. This article focuses
on the Federal Reserve’s current regime regarding CSI, highlights potential pitfalls, and
summarizes important changes that may be

implemented if the Proposed Amendment is
adopted.

Why CSI Rules Matter: Severe
Penalties for Unauthorized Use
and Disclosure

The penalties for inappropriate disclosure
of CSI may be severe, and they may include
civil monetary penalties and even criminal
penalties in some instances.2 Additionally,
supervised institutions may suffer significant reputational damage if CSI is misused.
Two recent cases highlight the seriousness of
improper disclosure.
In 2016, the Federal Reserve fined Goldman Sachs $36.3 million for its “unauthorized use and disclosure of [CSI].”3 According
to a press release, the Federal Reserve found
that Goldman’s employees “improperly
used [CSI] in presentations to its clients and
prospective clients in an effort to solicit business for the firm.”4 In addition to its $36.3
million fine, Goldman was required to implement new internal protocols to “ensure the
proper use of [CSI],” and the Federal Reserve
specifically barred the organization from hiring or consulting with individuals involved
in the improper disclosures.5 In other words,
not only was Goldman fined and required to
revamp its internal safeguards, the company
was forbidden from rehiring or even consulting with anyone involved in the misuse of
CSI. Further, the Federal Reserve’s enforcement action was not limited to the organization. The Federal Reserve also brought individual proceedings against a former Goldman Sachs managing director who improperly disclosed CSI in client “pitch” materials,
alleging that the managing director knew of
the restrictions on CSI disclosure but nonetheless misused the information for several
years.6
In another recent case, the Federal Reserve issued a cease and desist order against
a former Goldman Sachs employee for misusing CSI.7 According to the order, the employee sent CSI to his personal e-mail ad-
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dress and kept copies of it at his personal
residence.8 The Federal Reserve pursued this
action and issued its cease and desist order
even though there was no indication that the
former employee removed the CSI from his
workplace premises with malicious intent,
demonstrating the high priority the Federal
Reserve places on compliance with its rules
and disclosure restrictions governing CSI.
Without a firm understanding of CSI and the
rules surrounding its use and disclosure, an
unwary employee or attorney could remove
CSI from the supervised institution’s premises, putting themselves and the institution
at risk.

Business
attorneys who
represent
banks
and other
supervised
financial
institutions
must
thoroughly
understand
CSI
limitations on
its use and
disclosure.

What is Confidential Supervisory
Information?

Federal Reserve regulations broadly define
CSI as “information prepared for, by or on
behalf of, or for the use of a bank’s supervisors.”9 This definition includes reports generated in the course of the Federal Reserve’s
supervisory activity (for example, reports of
examination, inspection, visitation, and confidential operating and condition reports),
as well as information gathered by the Federal Reserve Board during the course of an
investigation, suspicious activity report, or
regulatory order or action.10 CSI also includes
any supervisory communications between
a bank and its regulator, and even internal
bank documents that discuss a supervisory
or non-public enforcement action.11 Under
current regulations, CSI “does not include
documents prepared by a supervised financial institution for its own business purposes
and that are in its possession.”12 This “business purposes” exception is relatively narrow, and it can be difficult to interpret. Board
minutes, presentations, or internal memoranda that specifically discuss the contents of
a Federal Reserve supervisory report would
be deemed to be CSI even if they were prepared for a bank’s internal purposes due to
their specific discussion of CSI. In light of the
Federal Reserve’s broad definition of CSI,
business attorneys must take care in advising
their clients how to properly discuss, document, and store CSI.
This article focuses on the Federal Reserve’s definition and application of CSI and
its proposed changes, but each federal regulatory body supervising the financial services
industry (including the Federal Reserve, the
Office of the Comptroller of the Currency,
the Federal Deposit Insurance Corporation,

and the Consumer Financial Protection Bureau) has its own definition of CSI and regulations restricting the use and disclosure of
CSI. State regulators of financial institutions
also maintain their own definitions and regulations. Most definitions and disclosure rules
are similar to those of the Federal Reserve,
but there are subtle differences among various regulatory bodies. Therefore, as a business attorney, it is essential to be familiar
with CSI as it is defined and regulated by
your client’s federal and state regulators.

When, How, and to Whom Can CSI
Be Disclosed?

A regulated financial institution does not
own CSI. Instead, CSI is considered property of the institution’s regulator, even if the
information at issue is in the lawful possession of the financial institution.13 Since CSI
is the property of the regulator, supervised
financial institutions must obtain permission
from their banking regulator before disclosing CSI, subject to only a few exceptions.
There are significant risks involving unauthorized disclosure of CSI. Whether CSI
can be disclosed depends upon whether the
recipient of the information is within or outside the organization. Significant sanctions,
up to and including criminal penalties, may
result from the unauthorized disclosure of
CSI.14
Disclosure Within an Organization
If the Federal Reserve makes CSI available
to a supervised institution, that institution
may disclose the CSI “to its directors, officers, and employees” and to its parent bank
holding company (“BHC”) or its parent savings and loan holding company (as applicable).15 Importantly, this regulation allows a
supervised financial institution to share CSI
with its BHC (or other parent), but it does
not allow a financial institution to share CSI
laterally between other affiliated organizations under the same parental umbrella.
Supervised financial institutions and their
employees must tread carefully with respect
to storage of and access to CSI within their
organizations.
Disclosure Outside an Organization
Disclosing CSI to persons outside a supervised financial institution is heavily restricted. With only very narrow exceptions, a
supervised institution must obtain the Federal Reserve’s approval before disclosing CSI
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to any third party.16 For example, Federal
Reserve approval is required if a supervised
institution wishes to disclose CSI to another
regulatory agency (federal or state) or to any
outside consultant.17
Supervised institutions may disclose
CSI to their outside legal counsel and accountants without prior approval from the
Federal Reserve, but only if the disclosure
is made on the premises of the supervised
institution and the recipient of the information does not make or retain any copies of the
information.18 Prior approval from the Federal Reserve is necessary for any person with
access to CSI to copy the information or remove it from the institution’s premises.19 The
on-premises requirements can be a trap for
the unwary, particularly when e-mail is the
primary form of communication between attorneys and clients. An outside attorney may
be permitted to review CSI on a bank’s premises but cannot lawfully possess the same information when it is transmitted via e-mail
unless the Federal Reserve has authorized
electronic disclosure and transmission of the
CSI in advance.

Practical Implications for
Business Lawyers: Applying the
CSI Rules
Litigation Involving Banks, BHCs, and
Other Regulated Financial Institutions
In litigation matters involving regulated
financial institutions, CSI is not easily discoverable and typically will not be disclosed
absent a protective order. A person requesting CSI during discovery, or a financial institution seeking to use its own CSI in litigation,
must first file a detailed written request with
the Federal Reserve’s General Counsel, who
may deny the request or impose conditions
or limitations on disclosure of the information.20 If a financial institution receives a discovery request that includes a request for CSI,
it must seek the Federal Reserve’s approval
before providing the requested information. In some cases, the Federal Reserve will
require a protective order and redaction of
certain information before CSI may be disclosed in litigation. The Federal Reserve’s
policy states that CSI is privileged, and thus
CSI will not be disclosed to the public unless
the individual requesting disclosure is able
to show a substantial need that “outweighs
the need to maintain confidentiality.”21

While beyond the scope of this article, it is
important to note that the CSI rules overlap,
conceptually and in practice, with specific
provisions of the Freedom of Information
Act (“FOIA”) particularly in the context of
discovery. In addition to the CSI rules, FOIA
“Exemption 8,” which exempts matters related to the examination or condition reports
prepared by financial regulators from disclosure to the public by the federal government,
also impacts discoverability of CSI during
litigation.22 FOIA’s language exempting examination or condition reports “underpins
the common law ‘bank examiner privilege,’
which may be asserted by the agencies to
shield disclosure of CSI as an evidentiary
matter in the context of litigation.”23 Business litigators working on a matter involving a supervised financial institution should
be aware of this overlap, and they should be
prepared to encounter significant difficulty
in procuring CSI through discovery and using CSI in litigation as a result of these intersecting rules.
M&A Due Diligence and Transaction
Documents
In the context of M&A due diligence, the
limitations on CSI disclosure can be problematic. Ordinarily, a potential acquirer in a
regulated industry would request extensive
information relating to a potential target’s
relationship with its regulators and compliance history in order to evaluate the potential
risks related to the transaction and determine
an appropriate deal value. Similarly, the target may conduct due diligence regarding its
potential acquirer’s regulatory standing and
compliance history in the course of evaluating whether a potential transaction is in its
shareholders’ best interests, particularly if
any portion of the transaction consideration
will be paid in the form of equity in the acquirer. When financial institutions are involved,
this evaluation is significantly limited by CSI
disclosure rules. Because the definition of
CSI includes “reports of examination, inspection and visitation . . . and any information
derived from, related to, or contained in such
reports,” supervised institutions must walk a
fine line when determining if and how regulatory matters can be disclosed.24 Approval
of regulatory authorities is required in connection with mergers or acquisitions involving financial institutions, and regulators who
suspect unauthorized disclosure of CSI during due diligence may investigate further.

33

A regulated
financial
institution
does not
own CSI.
Instead, CSI
is considered
property
of the
institution’s
regulator,
even if the
information
at issue is
in the lawful
possession of
the financial
institution.

34

THE MICHIGAN BUSINESS LAW JOURNAL — FALL 2019

In litigation
matters
involving
regulated
financial
institutions,
CSI is
not easily
discoverable
and typically
will not be
disclosed
absent a
protective
order.

We are aware of more than one transaction in
which regulators, in the process of evaluating an application seeking their approval of
the transaction, expressly inquired whether
any CSI was disclosed or reviewed during
the due diligence process.
As officers and directors of a financial institution prepare for negotiations and planning meetings in connection with a potential
merger or acquisition, counsel for the institution should ensure that the persons who
will be interacting with a potential target or
acquirer understand the CSI rules that apply
to their activities. Forthright directors and
executives who lack an understanding of
CSI rules may inadvertently disclose CSI in a
well-intentioned effort to be transparent with
the opposing party. Any written materials
provided to the other party should have CSI
redacted or removed, and the institution’s
directors and officers “should be informed
of these limitations in advance, so that CSI is
not inadvertently disclosed” in written communications and meetings during the negotiation and diligence process.25
Restrictions on disclosure of CSI also impact the transaction documents for financial
institution mergers and acquisitions. Each
party wants assurance of the other’s regulatory compliance in order to ensure that the
transaction is in the best interests of the financial institution and its shareholders, so a
typical transaction document would include
representations and warranties addressing
regulatory compliance and requiring disclosure of material compliance issues. Counsel
for financial institutions in M&A transactions need to exercise caution to avoid inadvertently drafting a transaction document
that forces an institution to choose between
breaching the agreement and unauthorized
disclosure of CSI. As a best practice, merger
agreements and similar transaction documents should expressly “contain a qualification that none of the [financial institution’s]
representations or warranties will be deemed
to be breached, inadequate, or incomplete
because of the nondisclosure of CSI.”26
Corporate Counsel for Financial
Institutions
Counsel for supervised financial institutions need to possess a strong understanding of the CSI definition, rules, and regulations promulgated by the institution’s state
and federal regulators. Most of these rules
predate modern electronic communication

and are not written in a manner that aligns
to the way attorneys and their clients interact
in 2019. Particularly when electronic storage
or transmission of information is involved,
counsel should be attuned to the risk of
inadvertent failure to comply with CSI disclosure limitations. Here, we have outlined
two common situations in which CSI could
be inadvertently disclosed in contravention
of current regulations, and how counsel can
protect themselves and their clients from violation of disclosure rules.
First, counsel should advise financial institutions regarding the manner in which
regulatory information is shared with directors. A typical meeting of bank directors may
include thousands of pages of information,
most or all of which is uploaded to electronic
board portals or e-mailed to directors in advance to facilitate informed discussion at
the meeting. Examination reports (and even
summaries or memoranda that address the
substance of these reports) should never be
uploaded to board portals or attached to electronic communications with directors. Agenda items should be labeled with caution, as
any detail concerning the contents of supervisory information could, itself, be deemed
to be CSI. Additionally, if a board meeting is
off-premises, corporate counsel and directors
should be careful with CSI, as outside counsel may not view CSI off-premises under the
Federal Reserve’s current regulations.27
Second, because the Federal Reserve’s
definition of CSI includes “any information
derived from, related to, or contained in”
examination or condition reports, counsel to
financial institutions should exercise caution
with regard to the contents and storage of
minutes of board and board committee meetings.28 Under most circumstances, board discussions relating to the substance of examination or condition reports need not be recorded in detail in the financial institution’s
board meeting minutes. If there is a need to
include any discussion of regulatory matters
in minutes of a board meeting, that information should be recorded in an appendix that
is stored on-premises and is not transmitted
electronically. This will reduce the risk of inadvertent disclosure in the ordinary course
(for example, outside counsel reviewing and
commenting upon minutes outside the institution’s premises) and will make redaction
easier in the event that board minutes need
to be provided to outside counsel or third
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parties in context of M&A due diligence or
litigation.

Proposed Regulations from the
Federal Reserve—What May
Change

The Proposed Amendment, issued in June,
would clarify aspects of the definition of CSI
and would change the rules governing disclosure to (a) officers, directors and employees of a financial institution’s affiliates, (b)
other state and federal supervisory agencies,
(c) outside legal counsel and accountants,
and (d) “other service providers” (including, for example, technology consultants).
The period for comment on the Proposed
Amendment closed in August. The American
Bankers’ Association and others submitted
comments calling on the Federal Reserve to
further modify the Proposed Rule to reduce
the burden of compliance for regulated
financial institutions.29 The Federal Reserve
has not issued a final rule, and it has not indicated the extent to which it may modify the
Proposed Rule in response to comments that
were submitted.
CSI Definition
The Proposed Amendment would expressly clarify that nonpublic information that
is exempt from disclosure under FOIA’s
Exemption 8 falls within the scope of the
Federal Reserve’s definition of CSI.30 Additionally, the Proposed Amendment specifically states that CSI includes “other supervisory communications” and “any portions of
internal documents of a supervised financial
institution that contain, refer to, or would
reveal confidential supervisory information.”31 While these specific references seem
to expand the categories of information that
constitute CSI, the Federal Reserve has indicated that the updated definition is merely
for clarification purposes and does not alter
the information encompassed by the definition of CSI.32
Expansion of Permissible Disclosure of CSI
Although it does not purport to change the
definition of CSI, the Proposed Amendment
changes the rules regarding CSI disclosure in
several important ways. First, the amended
regulation would allow supervised institutions to disclose CSI to the directors, officers,
and employees of its affiliates, rather than
only to its parent or holding company, “to
the extent such individuals have a need for

the information in performance of their official duties.”33 This amendment substantially
broadens the ability of subsidiary companies
to share CSI across the corporate structure.
Second, the Proposed Amendment
streamlines the process for supervised institutions to share Federal Reserve CSI with
the FDIC, OCC, CFPB, and state supervisory
agencies.34 Rather than make a request to the
Director of Banking Supervision and Regulation, the amended regulation would allow
supervised institutions to disclose CSI “with
the concurrence of the institution’s central point of contact at the Reserve Bank or
equivalent supervisory team leader (CPC).”35
While the modified approach should, theoretically, make sharing CSI across various
federal and state regulators simpler, the Proposed Amendment does not indicate how
a supervised institution’s CPC will decide
whether or not information will be shared.
Therefore, it is difficult to predict how this
approach will play out in practice.
Third, the Proposed Amendment would
permit outside legal counsel and accountants
to access CSI outside the institution’s premises and to make copies of CSI without the
Federal Reserve’s prior consent, but only
if there is a written agreement between the
supervised financial institution and outside
counsel or accountants that meets several
specific requirements.36 The agreement must
state the legal counsel or auditor “will not
use [CSI] for any purpose other than in connection with the particular engagement with
the supervised financial institution,” and
that the counsel or auditor will “strictly limit
disclosure” of CSI to those on its staff who
have a need to know the CSI “for the purposes of the engagement and who are bound
by written agreement to keep the information confidential.”37 Additionally, the written agreement must require the legal counsel or outside auditor to return, destroy, or
certify destruction of any CSI at the end of
the engagement.38 These changes will likely
improve the ability of business attorneys to
work with CSI during an engagement, and
the removal of the antiquated on-premises
provision would reduce the risk of CSI disclosure between business attorneys and their
bank clients. That said, outside counsel must
ensure that it has in place appropriate document retention and destruction procedures
to ensure that it complies with the agreement
with respect to both physical and electronic
records.
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Finally, the Proposed Amendment would
allow a supervised financial institution to
disclose CSI to “other service providers,”
such as consultants or technology providers, provided the institution files a written
request with its CPC.39 However, the written
request must identify the particular documents sought to be disclosed to the service
provider. If the CPC chooses to grant the
request, the supervised financial institution
and “other service provider” would be required to adhere to the same written agreement requirements as outside legal counsel
or accountants (as outlined above).40 Again,
although requesting approval from a CPC
appears to be a simpler process than the
current regime, which requires the written
approval of the Federal Reserve’s General
Counsel,41 the Proposed Amendment fails
to outline any criteria by which the CPC will
evaluate a supervised financial institution’s
request. Therefore, while it appears the burden of obtaining consent to disclose CSI to
“other service providers” has been reduced,
the practical application of this change remains to be seen.

Conclusion

Misuse and improper disclosure of CSI present significant challenges and risks to supervised financial institutions. The Federal
Reserve and other banking regulators place
a high priority on the security and confidentiality of CSI and impose severe penalties for
violations of their regulations. Particularly
given the evolution of electronic communication since the CSI definition and rules were
written, it is critical for business attorneys
to assist their financial institution clients in
understanding how these regulations impact
their operations and reduce the risk of inadvertent disclosure.
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The New Small Business
Bankruptcy Law: What You Need to
Know
By Judith Greenstone Miller and Paul R. Hage
Most business bankruptcy cases filed in the
United States involve small- and mediumsized businesses.1 Among new businesses,
approximately 50 percent fail within the first
five years of operating, and approximately 70
percent fail before their tenth anniversary.2
However, the substantial cost, risk and delay
associated with a small or middle-sized company attempting to reorganize under title 11
of the United States Code (the “Bankruptcy
Code”) have generally not made chapter 11
a viable option for restructuring these businesses. Rather, at best, such companies are
forced to sell their assets in a sale pursuant
to section 363 of the Bankruptcy Code3 or liquidate.4
In order to provide meaningful options
for such businesses to reorganize under the
Bankruptcy Code, Senator Chuck Grassley
(D-IA) introduced S.1109, in the Senate on
April 9, 2019. Representative Ben Cline (RVA) introduced a companion bill, H.R. 3311,
in the House of Representatives on June 18,
2019. The Small Business Reorganization Act
of 2019 (the “SBRA”) was enacted into law
on August 23, 2019 and becomes effective on
February 19, 2020.5

Background
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Congress initially attempted to address the
problems encountered by small businesses’
inability to successfully reorganize in 1994
when it introduced the small business election provision in chapter 11 of the Bankruptcy Code. A “small business” was defined
under the 1994 amendments as “a person
engaged in commercial or business activities
(but does not include a person whose primary activity is the business of owning or operating real property and activities incidental
thereto) whose aggregate noncontingent liquidated and secured and unsecured debts
as of the date of the petition do not exceed
$2,000,000.”6 These amendments allowed a
qualified small business, who elected to be
treated as such, to participate in a fast-track
chapter 11 process whereby, among other

things, its disclosure statement could be conditionally approved with final approval to
be determined at the confirmation hearing.
Additionally, the 1994 amendments permitted the bankruptcy court to order that a committee of unsecured creditors not be appointed in a “small business” case.
Congress further amended the small business provisions of chapter 11 in 2005 by (i) establishing presumptive plan filing and plan
confirmation deadlines in section 1125(f) of
the Bankruptcy Code;7 (ii) adding additional
postpetition document and reporting requirements;8 and (iii) establishing strict timelines for filing a plan and the burden of proof
for seeking an extension of the timelines under section 1121(e) of the Bankruptcy Code.9
In addition, the 2005 legislation amended the
definition of a “small business” and removed
the election, thereby making all small businesses subject to the small business provisions of the Bankruptcy Code.
Notwithstanding these congressional
amendments to the Bankruptcy Code geared
towards enhancing the ability, and reducing the time and cost, for small businesses
to reorganize under chapter 11, the prevailing view is that chapter 11 increasingly does
not work for such entities. The American
Bankruptcy Institute formed a Commission
to Study the Reform of Chapter 11 in 2012.
The ABI commission recommended, among
other things, that chapter 11 be amended to
streamline the chapter 11 process for small
businesses.10 The SBRA is largely the result
of the efforts of the ABI Commission, as well
as many other practitioners, professors, and
bankruptcy law related organizations.
The stated purpose of the SBRA is to provide small businesses with an opportunity to
reorganize through a streamlined, faster, and
more cost-effective chapter 11 process. Generally, the SBRA creates a new subchapter
of chapter 11 of the Bankruptcy Code (Subchapter V—Small Business Debtor Reorganization), which includes new sections 1181
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through 1195 of the Bankruptcy Code, which
are discussed below.

Eligibility

New section 1182 of the Bankruptcy Code
provides that this new subchapter would
apply to a “small business debtor,” which
is defined under section 101(51D). A “small
business debtor” is any person (defined to
include individuals and business entities)
who is engaged in commercial or business
activities where not less than 50 percent of
its debt is derived from such commercial or
business activities. One notable exception to
this general definition is that single asset real
estate debtors, as in the past, are not eligible
to be a “small business debtor.” In addition,
only a person with less than $2,725,625 in
aggregate noncontingent, liquidated secured
and unsecured debt may be treated as a
“small business debtor.”11 In calculating the
debt limit, debts owed to an affiliate or an
insider of the debtor are excluded.

Administration of a Small
Business Reorganization

The SBRA provides for the appointment of a
standing trustee whose authority and duties
are similar to those of a chapter 13 trustee.12
The trustee serves until the plan has been
substantially consummated. However, new
section 1183(c)(1) also provides that the United States trustee may reappoint a trustee, as
needed, to address proposed modifications
of a plan after confirmation.13
The duties of the trustee include (i) being accountable for all the property received;
(ii) if a purpose would be served, examining
proofs of claim and objection to the allowance of any claim that is improper; (iii) if advisable, opposing the discharge of the debtor; (iv) unless the court orders otherwise,
furnishing such information concerning the
estate and the estate’s administration as is requested by a party in interest; and (v) making
a final report and filing a final account of the
administration of the estate with the court
and with the United States trustee.14 Additionally, if the court so orders, the trustee is
required to investigate and report on, among
other things, the acts, conduct, assets, liabilities and financial condition of the debtor, the
operation of the debtor’s business and the
desirability of the continuance of such business, and any other matter relevant to the
case.15 A trustee may also appear and participate at most status conferences and hearings

in a small business case.16 Finally, the trustee
is required to facilitate the development of
a plan of reorganization and ensure that the
debtor commences making timely payments
under such plan.17
Under the SBRA, creditors’ committees
will not be appointed in “small business”
cases absent a showing of cause and an order
of the court.18
New section 1186 expands the definition
of “property of the estate” to include not
just property specified under section 541 of
the Bankruptcy Code but also all property
or earnings that the debtor acquires after
the commencement of the case but before
the case is closed, dismissed, or converted,
whichever occurs first.19 The debtor remains
in possession of all property of the estate except to the extent the debtor is removed or
as otherwise provided in a confirmed plan.20
Reporting duties and requirements of a
small business debtor are set forth in new
section 1187 of the Bankruptcy Code. This
new section, in essence, incorporates the prior reporting requirements contained in section 1116.21
New section 1188 requires that the court
conduct a status conference not later than 60
days after the entry of the order for relief in
order “to further the expeditious and economical resolution of a case under this subchapter.”22 The court may extend the time period for holding the status conference if the
need to do so “is attributable to circumstances for which the debtor should not justly be
held accountable.”23 Finally, not later than 14
days before the date of the status conference,
the debtor is required to file with the court
and serve on the trustee and all parties in
interest “a report that details the efforts the
debtor has undertaken and will undertake to
attain a consensual plan of reorganization.”24
New section 1195 amends the requirements for retention of a professional to represent the debtor. It provides that a person
is not disqualified “solely because the person
holds a claim of less than $10,000 that arose
prior to the commencement of the case.”25
That means that an attorney or other professional, who represented the debtor prior to
the commencement of the case, may represent the debtor in the case even though the
attorney is a creditor of the debtor so long
as the amount owed the professional is less
than $10,000. Because small business debtors
are not precluded from retaining the professionals that they used pre-petition notwith-
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standing the fact that such professionals are
creditors, this change may make it easier
for such debtors to obtain representation in
chapter 11.
Small business chapter 11 debtors are not
required to pay quarterly fees to the United
States trustee.

The Plan Process
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A significant change under the SBRA is that
small business debtors do not have to solicit
votes to confirm a plan. Thus, no disclosure
statement is required unless the court for
cause orders otherwise.26 If the court requires
a disclosure statement, the existing disclosure requirements for small business cases in
section 1125 apply.27
Only a debtor may propose a plan.28 The
debtor must file a plan not later than 90 days
after the order for relief.29 The court may extend the period if the “need for the extension
is attributable to circumstances for which
the debtor should not justly be held accountable.”30
The plan must contain a brief history of
the business operations of the debtor, a liquidation analysis and projections with respect to the ability of the debtor to make the
monthly payments contemplated therein.31
Similar to cases under chapter 13 of the Bankruptcy Code, a plan is confirmable as long as
it provides that all projected disposable income will be applied to payments under the
plan over a three- to five-year period, regardless of whether unsecured creditors are paid
in full.32 Disposable income is all income of
the debtor that is not reasonably necessary
for the payment of expenditures necessary
for the continuation, preservation, operation
of the business of the debtor, or the maintenance or support of the debtor or a dependent of the debtor.
Perhaps the most significant change under the SBRA is that it eliminates the absolute priority rule in such cases so that small
business owners may retain equity without
paying creditors in full or providing new
value.33 For plan confirmation, then, the
SBRA requires only that the debtor commit
its disposable income over the life of the
plan, that the plan not discriminate unfairly
and that it be fair and equitable to creditors.
Finally, the SBRA removes the requirement
that a debtor pay administrative expenses in
full on the effective date of the plan. A small
business debtor may now stretch payment of
administrative expenses out over the term of

the plan.34 Similar to chapter 13, a discharge
is granted only after completion of all payments due under the plan.35
Generally, the debtor may modify a plan
at any time before confirmation.36 After a
plan is confirmed, a debtor may modify the
plan prior to substantial consummation of
the plan so long as it meets the requirements
of sections 1122 and 1123 of the Bankruptcy
Code.37 If a plan has been confirmed and
substantially consummated, the debtor may
modify it at any time within three years or
such longer period not to exceed five years
if the court determines, after notice and a
hearing, that “circumstances warrant such
modification” so long as the plan, as modified, meets the requirements of section 1191
of the Bankruptcy Code.38
The trustee is required to collect funds
and distribute payments to creditors pursuant to the confirmed plan.39 If the plan is not
confirmed, the trustee must return any payments or funds received prior to confirmation
to the debtor, after deducting for any unpaid
allowed administrative expenses, adequate
protection payments to holders of secured
claims, and any fee owing to the trustee.40

Preference Amendments Under
the SBRA

The SBRA also contains a provision that
amends how preferences are to be treated
under the Bankruptcy Code. These amendments apply in all bankruptcy cases, not just
small business bankruptcy cases. First, section 3 of the SBRA inserts language into section 547(b) of the Bankruptcy Code that provides that a trustee may, “based on reasonable
due diligence in the circumstances of the case and
taking into account a party’s known or reasonably knowable affirmative defenses under subsection (c),” avoid transfers of property of the
debtor. This change appears to place a prefiling due diligence requirement on a trustee
to review and examine a defendant’s affirmative defenses and may even require the trustee to plead that “reasonable due diligence”
has been undertaken prior to the filing of
the complaint. The SBRA, however, does not
define what “reasonable due diligence” is “in
the circumstances of the case” or what affirmative defenses are “reasonably knowable,”
thereby leaving these terms open for interpretation by the courts. It should be noted,
however, that section 547(g) is unchanged,
and the burden of proof for all section 547(c)

THE NEW SMALL BUSINESS BANKRUPTCY LAW: WHAT YOU NEED TO KNOW
preference defenses still remains with the
defendant.41
Section 1409(b) of title 28 was also amended as part of the SBRA by increasing the socalled small dollar venue threshold from
$10,000 (currently $13,650 when adjusted for
inflation) to $25,000 for those matters “arising in” or “related to” the underlying bankruptcy case. Pursuant to section 1409(b), such
matters must be commenced in the venue in
which the defendant is located.42 Despite a
general consensus amongst bankruptcy professionals that the intent of section 1409(b),
as amended, was to impact preference litigation in bankruptcy cases, absent a technical amendment, the increase in dollar limits
is not likely to have a significant impact on
preference litigation. This is true because
most bankruptcy courts, including the United States Bankruptcy Court for the Western
District of Michigan, have held that this provision has no impact on venue for preference actions as such matters are generally
acknowledged to be “arising under” matters,
not “arising in” or “related to” matters that
fall within the scope of the statute.43

Conclusion

The SBRA becomes effective on February 19,
2020. It remains to be seen what impact the
legislation will have. It does appear, however, that the SBRA will provide a greater
opportunity for small businesses to quickly,
efficiently and inexpensively reorganize in
chapter 11.
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Requirements Contracts Under
Michigan UCC Law: Can a Buyer
Significantly Reduce Its Orders in
Response to Its Own Customer’s
Reduced Demands Without
Liability?
By Thomas S. Bishoff and Andrew M. Gonyea
In a recent circuit court case, plaintiff, a Tier
2 automotive supplier, alleged that defendant, a Tier 1 supplier, breached the parties’ requirements contract by substantially
reducing its orders to the Tier 2 for the subject parts. The Tier 1 had estimated it would
purchase 400,000 such parts per year from
the Tier 2 for the life of the underlying vehicle program. However, when the vehicle did
not sell as expected, demand for the Tier 1’s
assemblies plummeted and so too did the
Tier 1’s demands for the Tier 2’s parts.
The Tier 1 moved for summary disposition on the pleadings, arguing that under
Article 2 of the Uniform Commercial Code
(UCC), it was permitted as a matter of law to
reduce order volumes in “good faith” based
on the reduced demands of its own customer,
the original equipment manufacturer (OEM).
The motion raised an issue of statutory construction and what turned out to be an issue
of first impression under published Michigan caselaw: Whether UCC Article 2, Section 306(1) permits a requirements buyer to
reduce order volumes so long as it does so in
“good faith,” or alternatively, whether it precludes a requirements buyer from reducing
orders to the point they are “unreasonably
disproportionate to any stated estimate,” regardless of the buyer’s good faith.1
While the circuit court acknowledged
that the vast majority of jurisdictions have
adopted the former “good faith” interpretation, it was compelled to follow the statute’s
“unreasonably disproportionate” language
based on the oft-recited mandate of statutory construction that statutes must be interpreted and applied according to their plain
language.2 The court denied summary disposition and dismissal of the Tier 2’s breach of

requirements contract claim, and the parties
later settled the action without an appeal.
To date, no Michigan published appellate
opinion has addressed how MCL 440.2306(1)
applies in this particular context, and the
binding decision on this issue will have a
significant impact on allocation of risk in the
automotive supply chain. Under the majority, “good faith” reductions approach, it is
the supplier who assumes the business risk
of potentially significant fluctuations in demand for its parts, in exchange for a longterm and exclusive contract for the particular
part or assembly. Under the minority, “unreasonably disproportionate to any stated
estimate” approach, buyers are effectively
placed in the position of being guarantors of
minimum order volumes, even though such
volumes are tied to consumer demand for
the subject vehicle and are therefore outside
of the buyer’s control.
This article seeks to provide practitioners
with an understanding of the different interpretations of UCC Article 2, Section 306(1)
(Section 2-306) as to substantially reduced
order volumes by a requirements buyer, and
to equip practitioners with the arguments
needed to litigate this open issue. In the first
part of this article, we briefly examine the
function and operation of requirements contracts in the automotive supply chain. In the
second part, we examine and explain the majority and minority interpretations of Section
2-306 as it applies to substantially reduced
order volumes by a requirements buyer. Finally, we examine the “good faith” reasons
why a requirements buyer might substantially reduce its order volumes to its supplier
without incurring liability.
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Requirements Contracts in the
Automotive Industry

The just-intime delivery
system
implemented
by the various
OEMs has
enabled
significant
efficiency
gains in the
automotive
supply chain.

The just-in-time delivery system implemented by the various OEMs has enabled significant efficiency gains in the automotive supply chain. In the span of a few days or weeks,
raw material is manufactured into a part,
integrated into a sub-assembly, and installed
in a vehicle. Indeed, inventories have been
reduced to the point that they are often measured in hours.
The just-in-time delivery system requires
flexibility to adjust to consumer demand,
and accordingly, OEMs structure their contracts with Tier 1 suppliers as requirements
contracts. Unlike a fixed-quantity contract,
[A] Requirements contract allows production flexibility by enabling buyer to
shift to seller the risk of demand fluctuations in the market for buyer’s final
product. Buyer may adjust its orders
for the contract good to reflect variations in demand for the final product.
When demand is high, buyer places
large orders with seller; when demand
is low, buyer places small orders with
seller. … If the market for buyer’s final
product is uncertain … a requirements
contract offers flexibility not found in a
fixed quantity contract.3
OEMs frequently select the supplier of a part
or assembly through a competitive bidding
process. The chosen supplier commits to
supplying the OEM’s requirements for the
subject part for the duration of the vehicle
program, a period that can last four to eight
years. The supplier is ordinarily required to
make a significant capital investment in R&D
and production assets. OEMs also typically
secure in all supply contracts the right to unilaterally terminate orders, on short notice,
with or without cause. Upon termination, an
OEM may pay the supplier only for finished
parts, work in progress, and raw materials.
Importantly, the structure and terms of
supply contracts between OEMs and Tier 1
suppliers are necessarily replicated downstream, as Tier 1 companies, when acting as
buyers, cannot afford to give their Tier 2 suppliers better terms than they themselves can
negotiate with the OEMs.4 As a consequence,
in the automotive supply chain, it is the
downstream supplier—not the buyer—who
bears the inherent risk that poor sales of a vehicle will reduce or even terminate demand
for the vehicle’s component parts.5 Suppliers accept this risk, and, in exchange, they

receive long-term and exclusive contracts for
the particular part or assembly.6
Tier 1, 2, and other suppliers make business decisions to invest in the success of a vehicle program, and sometimes, those investments prove to be unprofitable. In the previously mentioned circuit court case, the OEM
terminated production of the subject vehicles
well in advance of projected termination
dates due to low consumer demand, and as a
direct consequence of the program’s failure,
the Tier 1 was forced to lay off hundreds of
workers and close two of its plants. As for
the Tier 2, by the end of the parties’ supply
agreement, it was selling a mere fraction of
the anticipated order volumes, after having
invested millions to develop the necessary
program capacity. Thus, the policy issue underlying Section 2-306 is how to allocate risks
and costs of dried-up end-user demand between requirements buyers and suppliers.

The Majority and Minority
Interpretations of UCC 2-306(1)
as to a Buyer’s Substantially
Reduced Order Volumes

The relevant UCC section provides as follows:
Sec. 2306. (1) Output, requirements. A
term which measures the quantity by
the output of the seller or the requirements of the buyer means such actual
output or requirements as may occur in
good faith, except that no quantity unreasonably disproportionate to any stated estimate or in the absence of a stated estimate to any normal or otherwise comparable prior output or requirements
may be tendered or demanded.7
On its face, it is the second, “unreasonably
disproportionate” clause that defines the
extent to which a requirements buyer may
increase or reduce its order volumes under
the contract, with the same standard applying to both substantial increases and substantial decreases. Essentially, reasonable deviations from estimated or reasonably anticipated order volumes are permitted, and unreasonably disproportionate deviations are not.
Yet, despite this apparently clear language,
the vast majority of courts have concluded
that only substantially increased demands are
subject to the “unreasonably disproportionate” standard of Section 2-306. Substantially
decreased demands, by contrast, are subject to
the more lenient “good faith” standard.
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Judge Richard Posner’s opinion in Empire Gas Corp v American Bakeries Co, 840 F2d
1333 (7th Cir 1988), serves as an intellectual
foundation for the majority interpretation of
Section 2-306. In that case, the seller, Empire
Gas (“Empire”), agreed to supply the buyer,
American Bakeries (“American”), with its
requirements for propane and converters
that would allow American’s motor vehicle
fleet to run on propane rather than gasoline.
American estimated it would purchase 3000
converters over the four-year contract period. Within days of signing the contract, however, American reneged and decided against
the fleet conversion plan, and it ordered no
equipment or propane from Empire. Empire
sued for breach of the parties’ requirements
contract and ultimately won a $3 million jury
verdict for estimated lost profits.8
American appealed, arguing that the jury
had been improperly instructed on the application of Section 2-306. Specifically, over
American’s objection, the trial court judge
had read the statute to the jury verbatim,
and without explaining the purportedly governing “good faith” standard. Judge Posner
found that the trial court had erred by its
instruction, but that the error was harmless
because of American’s obvious bad faith in
essentially repudiating the parties’ contract.9
As to the proper statutory interpretation,
Judge Posner stated that the fundamental
question before the court was whether Section 2-306’s “proviso” dealing with “quantity
unreasonably disproportionate to any stated
estimate” “…should be read literally when the
buyer is demanding less rather than more
than the stated estimate.”10 The court found
that “[t]he proviso does not distinguish between the buyer who demands more than the
stated estimate and the buyer who demands
less, and therefore if read literally it would
forbid a buyer to take (much) less than the
stated estimate.”11 The court found further
support for the minority, “symmetrical” interpretation in Official Comment 3, which
unambiguously provides that
If an estimate of output or requirements is included in the agreement, no
quantity unreasonably disproportionate to it may be tendered or demanded.
Any minimum or maximum set by the
agreement shows a clear limit on the
intended elasticity. In similar fashion,
the agreed estimate is to be regarded
as a center around which the parties
intend the variation to occur.12

Ultimately, however, Judge Posner found
more compelling reasons for interpreting
Section 2-306 as providing separate and distinct standards for substantially increased
and substantially decreased demands, with
“good faith” being the standard governing the later. As an initial matter, the court
observed that this was the common law approach and the dominant approach among
the admittedly “sparse” jurisdictions where
the issue had been decided.13 Per the cited
common law rule, “the seller assumes the
risk of all good faith variations in the buyer’s
requirements even to the extent of a determination to liquidate or discontinue the business.”14 Official Comment 2, in recognized
conflict with Comment 3, also advocates the
common law approach, stating
Reasonable elasticity in the requirements is expressly envisaged by this
section and good faith variations from
prior requirements are permitted even
when the variation may be such as to
result in discontinuance. A shut-down
by a requirements buyer for lack of
orders might be permissible when a
shut-down merely to curtail losses
would not. The essential test is whether the party is acting in good faith.15
Relevant to Michigan law, Judge Posner
also found support for the majority “good
faith” standard in the statutory language itself. First, the court noted the drafters’ choice
of the word “demanded” at the conclusion
of the statute’s second clause (“no quantity
unreasonably disproportionate to any stated
estimate ... may be ... demanded”), which it
felt was “more naturally read as applying to
the case where the buyer is demanding more
than when he is reducing his demand below
the usual or estimated level.”16
Second, and more importantly, the court
found a reasonable alternative construction
of the statute’s language, based on the redundancy between its main and second clauses.
In the court’s view, the second clause’s proviso against demands for quantities that are
“unreasonably disproportionate to any stated estimate” may be read as seeking to define
or explain what constitutes “good faith” in a
particular context, rather than as establishing
an independent legal standard:
More important than this verbal skirmishing is the fact that the entire proviso is in a sense redundant given the
words “good faith” in the main clause
of the statute. The proviso thus seems
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to have been designed to explicate the
term “good faith” rather than to establish an independent legal standard.17
Based on this construction, Judge Posner
concluded that the second clause was intended to serve a specific purpose: to prevent
a requirements buyer from exploiting an
increase in the market price for the subject
good, by demanding substantially increased
quantities at the lower contractual price and
then reselling the goods at a profit. As the
court explained:
[T]he aspect of good faith that required
explication had only to do with disproportionately large demands. If the
buyer saw an opportunity to increase
his profits by reselling the seller’s
goods because the market price had
risen above the contract price, the
exploitation of that opportunity might
not clearly spell bad faith; the proviso
was added to close off the opportunity.
There is no indication that the draftsmen were equally, if at all, concerned
about the case where the buyer takes
less than his estimated requirements,
provided, of course, that he does not
buy from anyone else.18
For these reasons, Judge Posner concluded
that Illinois courts construe Section 2-306 as
allowing a requirements buyer to reduce or
even eliminate its requirements so long as
the buyer does so in “good faith,” regardless
of the reduced volume’s “proportionality” to
contractually forecasted requirements.19
As to bad faith, the court found it sufficient that American had refused to provide
any reason for not ordering parts or equipment from Empire, because a contrary ruling would effectively convert the parties’ requirement contract to an option contract. As
the court explained:
If no reason at all need be given for
scaling back one’s requirements even
to zero, then a requirements contract
is from the buyer’s standpoint just an
option to purchase up to (or slightly
beyond, i.e., within the limits of reasonable proportionality) the stated
estimate on the terms specified in the
contract, except that the buyer cannot
refuse to exercise the option because
someone offers him better terms. This
is not an unreasonable position, but it
is not the law.20
Regarding what constitutes good or bad
faith, the court went on to state that

The essential ingredient of good faith in the
case of the buyer’s reducing his estimated
requirements is that he not merely have
had second thoughts about the terms of the
contract and want to get out of it … . Once
it is decided (as we have) that a buyer
cannot arbitrarily declare his requirements to be zero, this becomes an easy
case, because American Bakeries has
never given any reason for its change
of heart.21
The court also noted that a buyer does not
act in bad faith if it reduces its requirements
for “a business reason … independent of the
terms of the contract or any other aspect of its
relationship with [the seller].”22
While no published Michigan opinions
address the differing standards in Section
2-306, MCL 440.1103(1)(c) does direct Michigan courts to construe and apply Section
2-306 to promote uniformity of law among
UCC jurisdictions,23 and the federal courts of
appeals uniformly agree that Section 2-306
permits a requirements buyer to reduce order volumes in response to its own customer’s significantly reduced demands without
regard to proportionality to forecasted requirements.24
Moreover, the majority interpretation of
Section 2-306 finds support in decisions by
the Sixth Circuit Court of Appeals and federal courts applying Michigan law. In Wiseco,
Inc v Johnson Controls, Inc, 155 Fed Appx 815
(6th Cir 2005) (applying Kentucky law), the
court recognized that Empire Gas “appears
to be the most frequently consulted case in
analyzing the good faith component of a
requirements contract under the U.C.C.[,]”
and that “the majority of authorities have
construed [Section 2-306] as permitting good
faith reductions in requirements, as opposed
to increases, even though the reductions
may be highly disproportionate to stated
estimates.”25 The court found that the seller
Wiseco had failed to rebut Johnson Controls’
evidence of legitimate business reasons for
significantly reducing its requirements for
Wiseco’s part, including evidence showing
that the reduction was attributable to the
reduced requirements of Johnson Controls’
own OEM customer. Accordingly, Wiseco
failed to establish that Johnson Controls had
reduced its order volumes in bad faith.26
Additionally, in Tigg Corp v Dow Corning Corp, 962 F2d 1119 (3d Cir 1992) (applying MCL 440.2306), an opinion authored by
then Judge (now Justice) Samuel Alito, the
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court expressly acknowledged that “under
the [Michigan] U.C.C., a requirements buyer
may have a good faith reason for demanding no goods from the seller. In such a case,
the buyer does not breach by ordering no
goods.”27 This case primarily involved allocation of the burden of proof, and the court
ultimately found that buyer Dow Corning
had acted in bad faith and breached the parties’ requirements contract by abandoning it
on the false pretext that seller Tigg’s device
was defective, when in fact Dow’s decision
was based on other, non-excusing factors.28
With respect to the minority interpretation of Section 2-306, the Alabama Supreme
Court’s opinion in Simcala, Inc v American
Coal Trade, Inc, 821 So 2d 197 (Ala 2001), is
frequently cited in arguments advocating the
plain reading interpretation of Section 2-306:
that it contains a single standard for increased
and decreased order volumes, and that such
volumes may not unreasonably deviate from
forecasted requirements, regardless of the
buyer’s good faith. Simcala provided the basis for the Michigan circuit court opinion in
Wellington Indus, Inc v Faurecia Interior Sys,
Inc, discussed above.29
In Simcala, American Coal Trade (ACT)
agreed to supply Simcala’s 1998 requirements for coal, with Simcala estimating it
would purchase 17,500 tons from American
Coal that year at a price of $78.50 per ton. By
the end of 1998, however, Simcala had only
purchased 7,200 tons from ACT, representing 41 percent of its anticipated requirement.
Simcala’s reduced orders were attributable
to problems with its furnace. The trial court
found no evidence that Simcala had reduced
its order volumes in bad faith, but based on
its plain reading of Section 2-306, the trial
court determined that Simcala’s substantially
reduced order volumes were “unreasonably
disproportionate” to Simcala’s forecasted requirements and therefore breached the parties’ requirements contract. ACT recovered
over $100,000 from Simcala in lost profits
damages.30
On appeal, the Alabama Supreme Court
found that the application of Section 2-306 as
to substantially reduced order volumes was
an issue of first impression under Alabama
law, and the court affirmed judgment for
ACT under its plain reading interpretation of
the statute.31 In relevant part, the court found
that Comments 2 and 3 to Section 2-306 are
not in conflict, because unlike Comment 2,
Comment 3 specifically addresses contracts

that include an estimate of the buyer’s requirements. Accordingly, the Simcala court
found that the more specific Comment 3 reveals the drafters’ intent as to how the statute should be applied in contracts containing
an estimate of the buyer’s requirements. Per
Comment 3, “the agreed estimate is to be regarded as a center around which the parties
intend the variation to occur[,]” and according to the court, “[t]he use of the word ‘center’
clearly indicates that the drafters intended to
prohibit both unreasonably disproportionate
increases and decreases from the estimates in
a requirements contract.”32
The Simcala court expressly acknowledged that the majority of UCC jurisdictions
had adopted the “good faith” interpretation
of Section 2-306 as to substantially reduced
requirements—that “unreasonably disproportionate decreases are permissible so long
as the buyer has acted in good faith[.]”33
However, the court found that those decisions were admittedly based on “concerns
over market impact that would flow from
following the plain meaning of the statute[,]”
rather than on the plain language of the statute itself.34 Like the Michigan circuit court
in the previously mentioned case, the Alabama Supreme Court found that its role in
interpreting and applying Section 2-306 was
to “say what the law is, not what it should
be[,]” and that “[i]f adverse effects on market conditions warrant a different result, it is
for the Legislature, not this Court, to amend
the statute.”35 Because Simcala did not challenge the finding that its actual purchases
from ACT were unreasonably disproportionate to its estimate, the court held that further
discussion of Simcala’s good or bad faith was
unnecessary to its affirmance of the lower
court judgment.36

“Good Faith” in the Context of
Reduced Order Volumes

Because the vast majority of UCC jurisdictions have concluded that the “good faith”
standard applies to a requirements buyer’s
reduced order volumes, we conclude by
briefly examining what constitutes “good
faith” in this context.
Perhaps unsurprisingly, “good faith” under Section 2-306 has not been consistently
defined (and for that reason, could be the
subject of its own article). That said, one
commentator aptly summarized the concept
as follows:
(1) the buyer’s actual requirements
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must be based upon a good faith operation of its business, and (2) the buyer
must, in good faith, make an accurate
communication of such actual requirements to the contractual seller. Accordingly, under the language of the Code,
it would seem that a buyer may not
represent fewer requirements to its
seller than it actually has, nor may a
buyer manipulate its actual operations
in order to avoid making purchases
from its contractual seller.37
In other words, a buyer “may not simply ‘choose’ the requirements it wishes to
demand[,]” but a buyer “may respond to its
business needs and the business environment.”38
This explanation is consistent with the
limited statutory guidance on what constitutes “good faith” versus “bad faith” that
appears in Official Comment 2 to Section
2-306: “A shut-down by a requirements buyer for lack of orders might be permissible[,]”
whereas “a shut-down merely to curtail losses
would not.”39 It is also consistent with Empire
Gas’s holding that “[t]he essential ingredient
of good faith [is] that [the buyer] not merely
have had second thoughts about the terms
of the contract and want to get out of it[,]”
and that a buyer does not act in bad faith if it
reduced its requirements for “a business reason … independent of the terms of the contract or any other aspect of its relationship
with [the seller].”40
Thus, as a general rule, when a buyer’s
reduction in requirements is attributable to
a legitimate business reason or decision not
involving the seller or the price terms of the
contract—e.g., reduced demands of the buyer’s own customer, or the buyer’s insolvency—the court will find the requisite “good
faith.”41 The burden of establishing bad faith
is on the seller, and the seller is usually unsuccessful.42

Conclusion

The issues analyzed herein will at some
point be decided by the Michigan Supreme
Court, and as we have summarized, there are
valid text-based arguments that support the
majority and minority interpretations of Section 2-306 as to a requirements buyer’s ability to substantially reduce order volumes.
For counsel representing a defendant buyer
in an order volume dispute, emphasis should
be placed on the UCC’s mandate to promote
uniformity of law among the UCC jurisdic-

tions, and on the fact that the minority rule
or standard would risk jeopardizing the tremendous efficiency gains made possible by
the automotive supply chain’s just-in-time
delivery system. For counsel representing a
plaintiff seller, the apparently unambiguous
text of MCL 440.2306(1) provides the strongest argument for adoption of the minority
approach in Michigan.
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Case Digests
Franks v Franks, No 343290, ___ Mich App
___, ___ NW2d ___ (Sept 24, 2019)

The late Newell Franks founded Burr Oaks, a company that
manufactures and sells machine tools. Newell Franks was
the father of defendant Lawrence Franks, former plaintiff
Richard Franks, and the deceased Tom Franks. The other
defendants are Lawrence Franks’ children: Newell Franks
II, David Franks, and LeAnn McConell and her husband
Brian McConnell. The defendants own Class A voting
shares of Burr Oaks and have voting power. Plaintiffs
each own Class B or C shares in the corporation, which are
nonvoting shares. Class B shares do not get dividends, but
Class B shares can be converted into Class C shares, which
do get dividends.
In 2012, defendant Newell Franks II asked for a valuation of Burr Oak in anticipation of a stock buyback. The
report indicated that the company was valued at approximately $598 per share for the 77,043 shares of outstanding stock. Six months later, defendants had Burr Oak offer
to purchase defendant’s shares for $62 per share. In September 2013, plaintiffs sued defendants. They alleged the
defendants used their voting power and control of Burr
Oaks to benefit themselves at the expense of the minority shareholders. The complaint alleged that their misconduct amounted to illegal, fraudulent, willfully unfair,
and shareholder oppressive conduct in violation of MCL
450.1389. They also alleged: breach of fiduciary duties,
accounting, fraud, constructive fraud, breach of contract,
and aiding and abetting the scheme to deprive plaintiffs of
their interests as shareholders.
Defendants moved for summary disposition of plaintiffs’ claims under MCR 2.116(C )(8) and (C)(10) in June of
2014. They argued that the failure to purchase stock was
not by itself oppressive and an offer to purchase stock at
a certain price was also not oppressive. Lastly, they maintained that Burr Oak elected not to issue dividends as of
2007 due to legitimate business reasons, and therefore it
was protected under the business judgment rule. Plaintiffs
also moved for partial summary disposition on their claim
of shareholder oppression. Plaintiffs alleged that the evidence established that defendants tried to implement an
unfair stock redemption plan and withheld payment of
dividends for the purpose of forcing the nonvoting stock
holders out of the company.
The trial court heard all the motions and denied defendants’ motion for summary disposition. The trial court
granted plaintiffs’ motion for partial summary disposition
and determined that the appropriate remedy was to compel the company to buy the nonvoting members’ shares
at a price to be determined after an evidentiary hearing.
The trial court, after taking testimony, determined that
plaintiffs’ shares were worth $712 per share. It also signed
an order requiring Burr Oak to purchase plaintiffs’ shared
within two years. Defendants filed an appeal as of right
50

the trial court’s decision to enter its grant of summary disposition in favor of plaintiffs. They also challenged the order compelling Burr Oaks to purchase plaintiffs’ shares.
The court of appeals found that the business judgment
rule did not prohibit the court from evaluating defendants’ business decisions, including their dividend policy,
to determine whether the evidence showed that their policy was made in bad faith and was part of a plan to commit acts amounting to shareholder oppression under MCL
450.1489(1). Additionally, plaintiffs failed to establish that
defendants’ acts amounted to a ‘continuing course of conduct or a significant action or a series of actions’ that substantially interfered with their interests as shareholders
and those acts were taken with the intent to interfere with
their interests as shareholders. MCL 450.1489(3). The trial
court’s order dismissing the action with prejudice is reversed and the order granting plaintiffs’ motion for summary disposition is vacated.

Ditech Fin LLC v Randazzo, No 344713 (Mich
Ct App Sept 17, 2019) (unpublished)

Plaintiff alleged that it loaned defendant $55,285 on January of 1998 and defendant agreed to a payment plan with
monthly installments. Defendant also granted plaintiff a
security interest on a mobile home for collateral. On June
19, 2017, plaintiff filed a claim-and-delivery action against
defendant, seeking recovery of the collateral mobile home.
Defendant filed a motion for summary disposition under
MCR 2.116(C )(5) and (7). Defendant first claimed that the
mobile home contract falls within the four-year statute of
limitations under the Uniform Commercial Code (UCC).
He also argued that filing for Chapter 7 Bankruptcy constituted a breach of contract for that sale of the mobile home
and the plaintiff had waited too long, five years since the
bankruptcy had concluded. Therefore, the plaintiff was
barred by the expiration of the four-year limitations period.
The trial court granted defendant’s motion for summary disposition. It found that the four-year statute of limitations under MCL 400.2725 applied to plaintiff’s claim and
the claim-and-delivery action was time barred at the time
plaintiff filed the complaint. Plaintiff first filed a motion
for reconsideration and it was denied. Then, plaintiff appealed the trial court’s order, arguing that the incorrect
statute of limitations period was applied and even if it was
correct, the time period has not yet run.
Plaintiff argued that as defendant continued to make
payments on the installment payment, the statute of limitations clocks was revived with each payment and its cause
of action did not begin to accrue until defendant’s last payment in 2016. Unfortunately, as plaintiff did not raise this
argument during the motion for reconsideration, the arguments are considered unpreserved. Therefore, the court of
appeals are unable to address and consider the claims of
error. The court of appeals affirmed the trial court’s order.

CASE DIGESTS

Nicholl v Torgow, No 344000 (Mich Ct App
Oct 17, 2019) (unpublished)

Plaintiffs are shareholders of Talmer Bancorp, Inc. and
defendants are members of Talmer’s board of directors.
In 2015, the board of directors contemplated entering into
a merger or acquisition transaction with another regional
banking institution (Chemical Financial Corporation).
Talmer asked defendant to represent them in negotiations for the possible merger. In 2016, the Talmer board
approved the merger. Within the deal, Chemical paid
the Talmer shareholders with consideration of 90 percent
stock and 10 percent cash. Chemical also offered 25 percent cash for outstanding stock options. Chemical also
provided positions to the defendants.
In 2016, plaintiffs Regina Lee and the city of Livonia
Employees Retirement System (CLERS) initiated separate actions against the defendants for breach of fiduciary
duty. They requested to consolidate the separate actions
and it was denied. In May of 2018, the trial court dismissed
Lee and CLERS as plaintiffs pursuant to MCR 2.116(C )(6)
on the ground that they were already engaged in litigation
arising from the same transaction. Plaintiffs appeal as of
right to the court of appeals on various issues.
Plaintiff argued that the board’s negotiations over the
terms of the merger were tainted from the time that the
defendants began to bargain for their own financial benefits. Plaintiffs also argue that the board and shareholders’ approval of the merger was not validated under MCL
450.1545a(1) because the members used the transaction to
obtain financial benefits not shared by shareholders. The
court of appeals disagreed with plaintiffs and affirmed the
trial court’s order granting defendants’ summary disposition.
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Michigan Municipal Law
Edited by Gerald A. Fisher and Clyde J. Robinson
The best source of expert guidance on municipal law in Michigan. Find a clear path through the
myriad of Michigan municipal statutes and get all the practical advice you need. Michigan experts
share their years of knowledge on the issues facing cities, villages, townships, counties, and other
public bodies.
Print Book: $149.00
Online Book/5-29 Lawyers: $299.00

Online Book/0-4 Lawyers: $189.00
Product #: 2012552401

The University of
Michigan Law School
Wayne State University Law School
Western Michigan
University Cooley Law
School

Michigan Contract Law, Second Edition
Edited by John R. Trentacosta

This book is the most authoritative source on Michigan contract principles. Whether you are a
transactional lawyer, a commercial litigator, or only occasionally need to answer a contract question, this book allows you to respond confidently to client questions about negotiations or disputes,
respond to nonperformance with an effective demand letter, weigh all the options for recovery in
disputes, and quickly retrieve black letter statements of Michgan contract law with citations.
Print Book: $149.00
Online Book/5-29 Lawyers: $299.00

The State Bar
of Michigan

University of Detroit
Mercy School of Law
Michigan State University College of Law

Online Book/0-4 Lawyers: $189.00
Product #: 2013551152
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Wind Down a Closely Held Business
Presented by Salam F. Elia, Melissa Demorest LeDuc, and Maximillian H. Matthies
Cosponsored by the Business Law Section of the State Bar of Michigan. Get tips on dealing with
different licenses and what to do with business names and DBAs. Go beyond boilerplate language
for representations and warranty clauses and customize to your clients’ business. Watch so you
can handle tax clearances and tax successor issues, send out a WARN notice if the business has
employees, discuss postclosing issues with clients, and handle final distributions or repayment of
capital contributions.

On-Demand Seminar		
General fee: $95
Section Members: $85
ICLE Partners: Free

Now Available!

Seminar #: 2019CT1188

New Lawyers: $45

Tax Issues Related to Cannabis

Cosponsored by the Taxation Section of the State Bar of Michigan. Watch so you can unpack the
salient definitions in IRC 280E, get an overview on how the tax court is applying IRC 280E, consider implications of choice of entity, and explore the use of opportunity zones.
General fee: $95
Section Members: $85
ICLE Partners: Free

Now Available!
New Lawyers: $45

1020 Greene Street
Ann Arbor, MI
48109-1444
Phone
Toll-Free (877) 229-4350
or (734) 764-0533
Fax
Toll-Free (877) 229-4351
or (734) 763-2412

Presented by James H. Combs, Julie Rhoades, and Emily Murphy

On-Demand Seminar		

The education
provider of the
State Bar of
Michigan

Seminar #: 2019CT7423

www.icle.org
(877) 229-4350
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