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From the Desk of the Chairperson
By Diane L. Akers

As incoming Chair of the Business 
Law Section, I have received a great 
deal of information about who makes 
up our Section, what kind of law and 
where they practice and how the law-
yers in our Section compare with oth-
ers in the State Bar of Michigan (SBM). 
This is derived from the SBM’s recent 

survey.
There are currently about 37,500 active members of 

the SBM, which is divided into thirty-five sections. With 
almost 3,500 members, our Section is the second largest, 
behind Probate and Estate Planning, which has almost 
5,200 members, and comparable to the Real Property 
Law Section, which has about 3,350 members. The next 
largest section is Family Law, with about 2,500 members, 
and there are several sections with over 2,000 members.

Geographically, almost 59% of our Section’s mem-
bers practice in southeast Michigan, including Wayne, 
Oakland, and Macomb Counties. About 11% practice 
in the Grand Rapids area, including Kent and Ottawa 
Counties, with about 12% in Ingham and the surround-
ing counties. 

Many members of our Section belong to other sec-
tions as well. Almost 36% of our members report that 
they are also members of the Real Property Law Section, 
which is by far the greatest area of overlap. Twenty-
four percent belong to the Probate and Estate Planning 
Law Section; 17% belong to the Taxation Section; 13% 
are also in the Litigation Section; and about 9% to 10% 
belong to the General Practice, Labor and Employment, 
International and Health Care Law Sections.

About 65% of Section members are in private prac-
tice. Of those who responded to the SBM’s survey, al-
most 47% identify themselves as coming from large law 
firms with 7.6% from medium firms, 26% from small 
firms and 19% in solo practice. Eighteen percent of the 
lawyers in our Section are corporate counsel, and just 
under 2% work in fields unrelated to the law.

Our Section members span four generations. Tra-
ditionalists (those born before 1944) make up 11.1% of 
the Section, with Baby Boomers (born between 1944 and 
1960) at 48.8%. Gen Xers (born between 1961 and 1980) 
are 39.3% of the Section with Millennials currently mak-
ing up less than 1% of the Section. This is roughly com-
parable to the makeup of the SBM as a whole.

Approximately 67% of Section members responded 
to the question regarding race/ethnicity, and almost 
90% report a European background. About 3.6% of our 
members are of African heritage, with 1% of our mem-
bers reporting Asian-Pacific Islander, Hispanic-Latino, 
Multi-Racial and Arabic backgrounds. This is somewhat 
different from the SBM as a whole, where about 85.5% 
report having a European background with 5.9% having 
an African ethnic background.

When it comes to gender, there is more of a dispar-
ity between our Section and the SBM as a whole. Cur-
rently, 82.1% of the members of our Section are male, 
with 17.9% female. The SBM reports that 69.4% of its 
members are male and 30.6% are female. The survey 
provides statistics only, not explanations, and there may 
be a number of factors contributing to this result.

For a number of years, leadership of our Section has 
focused on reaching out —in the broadest sense of the 
term —to expand opportunities for everyone in the area 
of business law, to cooperate with other sections of the 
SBM to enhance the services we all provide to our mem-
bers and to the public and to prepare business lawyers 
and the business community to meet the challenges we 
all face in an increasingly complex and unpredictable 
future. The SBM survey results show that our Section 
is a large and active group with much overlap in areas 
outside of business law.  I believe we owe a debt of grat-
itude to those who have led our group in this direction. 

As new Chair of the Section, part of my task is to 
continue that tradition of reaching out. If you are a Sec-
tion member but have not been involved in Section ac-
tivities, please consider attending a meeting or program 
or joining a committee. If you have ideas for how we 
can bring more diversity to our Section, please let me or 
anyone on the Council know. If you see avenues for co-
operation with other organizations, whether bar-related 
or not, your suggestions would be most welcome. 

I believe our Section is already on the right path and, 
with the talent and energy of our membership, will con-
tinue to provide an exceptionally high quality of lead-
ership for business lawyers and the business and legal 
community.
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Assumed Names of LLCs
At the Michigan Association of 
County Clerks summer conference 
in August, several county clerks 
reported that limited liability compa-
nies have filed assumed names with 
the counties. Filing with the county 
clerk is inconsistent with the Michi-
gan Limited Liability Company Act 
(“LLC act”). It is unclear how a lim-
ited liability company or its members 
will be treated for contract or liabil-
ity purposes if it transacts business 
under a name other than the name 
of the LLC and has no certificate of 
assumed name filed with the Corpo-
ration Division, but it has filed one 
with the county clerk.

Section 206 of the LLC act, MCL 
450.4206, provides, “A domestic or 
foreign limited liability company 
may transact business under an as-
sumed name or names other than its 
name as set forth in its articles of or-
ganization or certificate of authority, 
if not precluded from use of the as-
sumed name or names under section 
204(2), by filing a certificate stating 
the true name of the company and 
the assumed name or names under 
which business is to be transacted.” 
Section 206(5) specifically provides 
that the same name may be assumed 
by two or more entities participat-
ing together in a partnership or joint 
venture and requires each limited li-
ability company to file a certificate of 
assumed name under the LLC act. 

Public Act 101 of 1907, MCL 445.1-
445.5, provides for filing of a certifi-
cate of assumed name with the coun-
ty clerk if a person owns, conducts, 
or transacts business under a name 
other than the real name of the person 
owning, conducting, or transacting 
the business. An individual conduct-
ing business under an assumed name 
would file a certificate of assumed 
name with the county clerk in each 
county in which the person conducts 
business. Section 4 of the act, MCL 
445.4, provides the act “shall in no 
way affect or apply to any corpora-
tion or limited partnership organized 
under the laws of this state, or to any 
corporation or limited partnership or-
ganized under the laws of any other 

state and lawfully doing business in 
the state…”

Public Act 164 of 1913, MCL 
449.101-449.106, provides for the fil-
ing of certificates of co-partnership 
with the county clerks when two or 
more persons are engaged in “carry-
ing on any business as copartners…” 
Section 1, MCL 449.101, provides 
that “any copartnership that has filed 
the certificate required by Act 101 of 
the Public Acts of 1907, shall not be 
required to file the certificate herein 
provided for.” 

MCL 445.2 and MCL 449.104 both 
provide that the county clerks may 
reject any assumed name, “which is 
likely to mislead the public, or any 
assumed name already filed in the 
county or so nearly similar thereto 
as to lead to confusion or deception.” 
Section 204 of the LLC act, MCL 
450.4204, provides that the name of a 
limited liability company, including 
an assumed name, must be distin-
guishable on the records of the ad-
ministrator from names of corpora-
tion, limited liability companies, and 
limited partnerships as listed in sec-
tion 204. The name standard followed 
by the county clerks only applies to 
names filed with the county, and the 
name standard followed by the Cor-
poration Division only applies to 
names filed with the agency.

If a limited liability company in-
tends to conduct business under an 
assumed name but fails to file the 
certificate of assumed name required 
by section 206 of the LLC act, it could 
raise questions about whether the 
LLC or a partnership conducted the 
business. If an individual is the sole 
member of the LLC, it fails to file a 
certificate required by section 206, 
and the person files a “dba” certifi-
cate with the county clerk, it could 
raise questions about whether the 
person was conducting business as a 
sole proprietor or as an LLC. Unless 
the Certificate of Assumed Name is 
filed with the Corporation Division, 
the public record for the LLC will 
not reflect the assumed name. These 
issues can be completely avoided by 
ensuring that any LLC transacting 
business under an assumed name has 

the required Certificate of Assumed 
Name filed with the Corporation Di-
vision.

The Certificate of Assumed Name 
is filed with the Bureau of Commer-
cial Services and is effective for five 
full calendar years. The agency mails 
a notice to the company of the im-
pending expiration of the certificate of 
assumed name at least 90 days before 
the expiration of the five-year period 
along with a Certificate of Renewal of 
Assumed Name, which is due by De-
cember 31.

Nonprofit Corporation Act
In September, the Corporation Divi-
sion sent notices to Michigan non-
profit corporations to advise them 
of the passage of Public Act 222 of 
2008, effective July 16, 2008. PA 222 
amended the Nonprofit Corporation 
Act to increase the minimum size of 
the board of directors and added new 
requirements for charitable purpose 
corporations. 

Section 505 of the act was amend-
ed to increase the minimum size of 
the board from one to three direc-
tors. Beginning January 16, 2009, the 
boards of corporations in existence on 
the effective date of the act must con-
sist of three or more directors. Annual 
reports for 2008 and prior years may 
be filed with less than three directors, 
but three or more directors will be 
required on the 2009 annual reports 
due by October 1, 2009. 

A definition of charitable purpose 
corporation was added in section 
106(1). “Charitable purpose corpora-
tion” is defined as a nonprofit corpo-
ration that is a) exempt or qualifies for 
exemption under 501(c)(3); b) whose 
purposes, structure, or activities are 
exclusively those that are described 
in section 501(c)(3); or c) a corporation 
organized or held out to be organized 
exclusively for one or more charitable 
purposes. 

Sections 548 and 922 include new 
requirements for charitable purpose 
corporations. Section 548(4) provides, 
“If a corporation is a charitable pur-
pose corporation, the corporation 
shall not provide loans to or guaran-
tee an obligation of an officer or direc-
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tor of the corporation or a subsidiary, 
unless the officer or director is also a 
client of the corporation and the loan 
or guaranty is necessary to carry out 
the corporation’s charitable purpos-
es.” Section 922 requires a “charitable 
purpose corporation” to notify the At-
torney General within sixty days if it 
is automatically dissolved under sec-
tion 922(1) for failure to file an annual 
report. In addition, the corporation is 
prohibited from disposing of “any of 
its assets without written approval of 
the Attorney General.” 

Annual Reports
Preprinted annual reports and any 
notices from the Corporation Divi-
sion are mailed to the corporation 
addressed to the resident agent at the 
registered office. If the current year 
report is not submitted, a delinquen-
cy notice is sent within ninety days 
after the October 1 due date.  If a cor-
poration does not submit the annual 
report within the two years of its due 
date, a notice of impending dissolu-
tion is sent to the corporation. If a cor-
poration fails to maintain a resident 
agent and registered office, the corpo-
ration may not know if it has become 
automatically dissolved, triggering 
the obligation to notify the Attorney 
General of the dissolution.

Policy Statement C-67, issued May 
10, 2007, provides that statutory late 
penalty fees will be assessed for profit 
corporation annual reports received 
after the May 15, 2008. The number 
of profit corporations submitting 
annual reports late significantly in-
creased between 1997 and 2007. Steps 
taken in 2003 to reduce the number of 
corporations more than five months 
delinquent on their annual reports 
were insufficient, and over 25 percent 
of corporations did not timely file re-
ports. The number of delinquent prof-
it corporations in August declined by 
nearly 10,000 corporations from 2007 
and is the first significant decline in 
delinquent corporations since 1996.

Business Entity Search
Business Entity Search (www.michi-
gan.gov/entitysearch) may be used to 
determine a corporation’s current sta-
tus, how many directors the nonprof-

it corporation has reported, and the 
resident agent and registered office 
address. The corporation’s bylaws 
should be reviewed to determine 
the size of the board of directors and 
whether the bylaws must be amended 
to comply with section 505. A domes-
tic nonprofit corporation may use File-
Online (http://www.michigan.gov/
fileonline) to determine if any reports 
need to be filed and to file online. If a 
nonprofit corporation has been auto-
matically dissolved, it may renew its 
existence by filing the reports for the 
last five years or any lesser number 
of years and paying the required fees 
for all the years for which they were 
not filed, together with the penalty of 
$5.00 for each report. To request the 
preprinted reports required to renew 
corporate existence, send an email 
to corprenew@michigan.gov and 
include the corporation name, six-
digit file number assigned by the Cor-
poration Division, and email address, 
fax number, or mailing address to 
which the forms should be sent. The 
customer may also call the Business 
Services section at (517)241-6470 to 
request the reports.

Electronic Filing
To improve service, procedures for 
obtaining a MICH-ELF filer account 
number have been changed. A sepa-
rate fax number has been established 
only for applications for a filer account 
number or to update an existing filer 
account. All filer account applica-
tions or changes should be faxed to 
(517)241-6445.

FileOnline is being modified to 
permit some foreign profit corpora-
tions to file annual reports online. 
Online filing for annual reports of 
foreign profit corporations in good 
standing with less than 60,000 shares 
in their home state or with 100 per-
cent of authorized shares attributable 
to Michigan should be available in 
fall 2008. These corporations would 
be able to file the most current report 
and most recent prior year report 
online. Eligible foreign corporations 
will receive information about online 
filing with their 2009 profit annu-
al report. Additional changes are 
planned which should permit all cor-

porations to file their reports online 
by the end of 2009.

G. Ann Baker is the director of 
the Corporation Division of the 
Michigan Bureau of Commer-
cial Services, Lansing. Ms. Baker 
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ment, legislature, and State Bar of 
Michigan’s Business Law Section 
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to 1984, she served as the Direc-
tor of the Office of Franchise and 
Agent Licensing, administering the 
Michigan Franchise Investment 
Law and the broker, dealer, agent, 
and investment adviser portion of 
the Michigan Uniform Securities 
Act. Ms. Baker is a member of the 
International Association of Com-
mercial Administrators, and of the 
State Bar’s Committee on Librar-
ies, Legal Research and Legal Pub-
lications. She is a past chairperson 
of the Business Law Section and 
a current member of the Section’s 
Corporate Laws Committee and 
the Unincorporated Enterprises 
Committee’s Subcommittee on the 
LLC Act. Ms. Baker has been a fre-
quent speaker at ICLE courses and 
is actively involved in programs to 
train officers and directors of non-
profit corporations.
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TAX MATTERS By Paul L.B. McKenney

You likely will be able to do your cli-
ents a large favor and afford them the 
opportunity to save significant sums 
of federal income tax late this year, if 
you can effectively arbitrage between 
the current tax rates (15 percent maxi-
mum on dividends and 35 percent on 
ordinary income) and steeper rates 
expected to be enacted in 2009. It has 
not been since World War I that the 
dividend rate was only 15 percent. 
Virtually the entire practicing tax bar 
at the national level expects the divi-
dend rate to rise in 2009, as well as 
the ordinary marginal brackets. For 
the balance of 2008, clients will have 
a historic window of opportunity to 
take pro-active steps and get their 
hands on money at what may seem to 
be cheap tax rates next year. 

President-elect Barack Obama 
and the new Congress confront a 
$482,000,000,000 deficit for the cur-
rent year and the highest national 
debt in the history of the country and 
the world. The dollar is weak because 
outside of the United States, the smart 
money does not perceive buying 
America’s IOUs (a more polite term 
would be the securities issued by the 
U.S. Treasury to finance and refinance 
the debt) as a sound investment. 

The new president and Congress 
will have to raise taxes. The only 
question is how much. Ignore cam-
paign rhetoric. Perhaps a more re-
alistic starting position will be the 
extensive overhaul of the tax system 
released last year by the chairman of 
the Committee on Ways and Means 
of the U.S. House of Representatives, 
Charles Rangel. See H.R. 3970.

What should clients do? Historic 
year-end tax advice is to a) accelerate 
deductions, and b) defer income. If 
rates are the same the following year, 
that is usually sound advice. Histori-
cally, when Congress increased ordi-
nary income rates, it did so either a) 
retroactively to January 1 of that year 
or b) with a blended, higher rate for 
the year of transition. Capital gain 
rate increases were effective as of a 

date a little before the legislation was 
enacted. Prospective effective dates 
were not used to avoid turmoil in 
capital markets.

Today, one has some idea of the 
magnitude of the tax increases. That 
might be a particularly good time to 
look at taking out sums of money that 
are available, such as retained earn-
ings in C corporations, at historically 
cheap dividend rates. To the extent 
there are liquidity issues in doing 
so, client companies with solid bal-
ance sheets and cash flow have gone 
to banks, borrowed large sums of 
money, and paid special dividends. 
A simple example illustrates this: In 
a 15 percent dividend tax rate, one 
has to pay a gross dividend of $1.18 
so that the shareholders, net of fed-
eral income tax, receive a $1.00. If the 
rate capital gain rate goes to 25 per-
cent, the company would have to pay 
a dividend of $1.33, or almost twice as 
much for tax effect, for the taxpayer 
to net one dollar. If the rate went to 
35 percent, then the company would 
have to pay a gross dividend of $1.56 
to net $1.00. 

Next year will also be interesting 
on the deduction side. Higher rates 
mean that a $1.00 deduction is more 
valuable. There are also strong leg-
islative proposals such as Chairman 
Rangel’s bill to repeal the individual 
alternative minimum tax, or AMT, in 
2009 and pay for that via higher regu-
lar tax rates. Thus, an individual de-
duction could be far more valuable in 
2009 than this year.

The 2008 stimulus legislation con-
tained one-time bonus depreciation 
for machinery and other qualifying 
equipment, including some software, 
placed into service by December 31, 
2008. Equipment must be new and 
have a 20-year or shorter depreciable 
life as well as meet other criteria. Cli-
ents purchasing a new computer sys-
tem or other qualifying property in 
the near future, if they act promptly 
and place it into service by Decem-
ber 31, 2008, can generally fare more 

favorably from a federal income tax 
perspective.

There will, no doubt, be numerous 
opportunities, particularly those with 
closely held businesses, to take advan-
tage of one last bite of the historically 
low tax rate apple. Stay tuned, it will 
be interesting. 

Paul L. B. McKenney 
of Varnum Riddering 
Schmidt & Howlett 
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in Federal taxation. 
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Section Council of the State Bar of 
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Tax Rates Will Rise in 2009 – What Should You Tell Clients in 2008?
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Insider Threats to Critical Infrastructures

8

We often hear about reports and rec-
ommendations issued by agencies 
and private groups analyzing issues 
of importance to business and gov-
ernment. Somewhat lost in this elec-
tion year was a report issued in April 
2008 by the National Infrastructure 
Advisory Council (NIAC), which pro-
vides the President and the Depart-
ment of Homeland Security (DHS) 
with “advice on the security of the 
critical infrastructure sectors and their 
information systems.”1 The NIAC 
includes members from manufactur-
ing and technology industries, utili-
ties, law enforcement, government, 
and academia. The critical infrastruc-
tures addressed by the NIAC support 
vital sectors of the economy including 
transportation, energy, finance, and 
manufacturing.

This topic is a natural follow-up to 
last issue’s discussion of business con-
tinuity planning. This article and the 
report it discusses address a number 
of issues that business and govern-
ment need to focus on in evaluating 
potential insider threats. 

The study was initiated in early 
2007 by DHS Secretary Michael Cher-
toff, assigning to the NIAC the task of 
defining the insider threats for both 
physical and virtual infrastructures. 
The special focus of this study was to 
address insider threats that exist in all 
organizations, including the potential 
for acts of sabotage, theft, or violence 
in the workplace. As part of the de-
tailed findings in this 55-page report, 
“the NAIC defined the insider threat 
to critical infrastructure as one or more 
individuals with the access and/or insider 
knowledge of a company, organization, or 
enterprise that would allow them to exploit 
the vulnerabilities of that entity’s security, 
systems, services, products, or facilities 
with the intent to cause harm.”2 

The report identified a series of 
problems involving employee screen-
ing, potential for economic sabotage, 
the reason that insiders may cause a 
threat to critical infrastructures, and 
the dynamics associated with technol-

ogy and globalization. In its letter to 
the President, the NIAC summarized 
its recommendations for actions by 
government and business as follows:

• Executive leadership awareness. 
Recommendations and a frame-
work approach for improving 
executive leadership awareness 
of the insider threat to critical 
infrastructures. The recommen-
dations include a request for 
White House leadership on exec-
utive awareness to coordinate 
government efforts and engage 
with critical infrastructure execu-
tive leadership on this important 
issue.

• Employee screening and risk 
assessments. Detailed find-
ings and recommendations to 
improve critical infrastructure 
operator employee screening and 
risk assessments. The NIAC’s 
recommendations concur with 
the recommendation in the 2006 
Attorney General’s Report on 
Criminal History Background 
Checks to expand private sector 
use of federal criminal history 
sheet records, while preserving 
existing privacy protections that 
flow from the Fair Credit Report-
ing Act for most current private-
sector background checks.

• Role for DHS and Sector Coor-
dinating Councils. The Depart-
ment of Homeland Security and 
the Sector Coordinating Councils 
(SCCs) should support critical 
infrastructure operators in devel-
oping insider threat risk assess-
ments, insider threat policies, 
and risk mitigations.

• Technology policy. Recommen-
dations for improved technology 
policy to help critical infrastruc-
ture operators address the emerg-
ing information technology (IT) 
dynamic to the insider threat.

• Information sharing. Recom-
mendations to improve insider 
threat risk assessments through 

information sharing, both among 
owners and operators in each 
sector and also with government 
on research and intelligence.

• Future research. The NIAC iden-
tified key focus areas for future 
research on challenges present-
ed by globalization, technology 
threats and solutions, and per-
sonnel risk assessments, where 
time, resources, and a current 
understanding of the insider 
threat limited specific policy rec-
ommendations.3

The findings and recommendations 
of this report should serve as a wake-
up call for business and government 
to address potential insider threats 
and be proactive to ensure that critical 
infrastructures in the United States are 
protected.
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The Many Faces of Corporate 
Governance
By Mark R. High and Francis N. Rodriguez

“We can write all the laws we want, but 
in the final analysis it’s going to be  

the human characteristic….”1

Introduction
The boardroom is no longer the holy grail of 
corporate governance. Corporate scandals 
at Enron, WorldCom, Rite Aid, and else-
where have heightened the need for better 
governance and have resulted in increas-
ing attempts to federalize corporate law. As 
a result, the governance of companies has 
moved into the spotlight of public discourse. 

This is not surprising. With trillions of 
dollars in capital sailing the globe in search 
of investments, shareholders are demand-
ing stronger corporate governance laws. 
Indeed, we are witnessing what some may 
call a corporate governance movement. The 
New York Stock Exchange’s (NYSE) recent 
proposals regulating director independence 
are one example of this phenomenon.2 An-
other example is the Sarbanes-Oxley Act of 
20023 (SOX). According to President George 
W. Bush, SOX enacted “the most far-reach-
ing reforms of American business practices 
since the time of Franklin Delano Roos-
evelt.”4 Through SOX, Congress for the first 
time directly addressed such matters as the 
composition, role, and function of the board 
of directors of public corporations. 

In the aftermath of the corporate gover-
nance horrors, a flood of articles, laws, and 
regulations have outlined new standards for 
directors. Meanwhile, many major corpora-
tions have adopted voluntary codes of best 
corporate practices. This article provides a 
brief overview of the tension between the 
various participants in corporate governance 
and highlights the current developments by 
focusing on (a) the consequences of SOX, (b) 
the composition of the board of directors, 
and (c) executive compensation.

Many Players, Many 
Developments

Consequences of SOX
In response to historic corporate bankruptcies 
and scandals involving several major U.S. 
companies, the major self-regulatory orga-
nizations (SROs) and Congress quickly came 
up with a solution: SOX. SOX has brought 
about, among many other things, extensive 
federal regulation that aims to protect inves-
tors by enhancing the accuracy, reliabil-
ity, and transparency of corporate financial 
reporting. It also increased the responsibility 
of senior management regarding corporate 
disclosures. The reaction of the many play-
ers in the corporate governance paradigm to 
SOX has been interesting. 

In its infancy, public company officials 
lightly criticized SOX, perhaps fearing that 
the Securities and Exchange Commission 
(SEC) was taking names.5 Others have praised 
the act as a valuable government invention, 
claiming SOX has helped to “improve the 
tone at the top” of U.S. public companies.6 
This improvement, however, came at a cost. 
In 2006, Fortune 100 companies paid an esti-
mated $6 billion to comply with SOX.7 Sever-
al critics have questioned strict enforcement 
of SOX, contending that it is costly beyond 
any conceivable benefits. Some even ques-
tion the benefits.8 Although corporate boards 
have taken positive steps to increase their 
oversight in the past few years, operating 
in a post-Enron world has created negative 
and unintended consequences for boards. 
Put simply, as directors have become “more 
hands-on in the area of compliance, they’ve 
become more hands-off in the area of long-
range planning, which exposes sharehold-
ers to another—potentially greater—kind of 
risk.”9

Despite the various effects of SOX, a com-
mon theme has recently emerged: acceptance 
of the corporate governance regime. Accord-
ing to a report by Institutional Shareholder 
Services (ISS), 71 percent of investors feel 
that corporate governance is an important 
issue, and 37 percent of investors are con-



vinced that the most significant advantage 
of corporate governance is that it will lead to 
better returns.10

Perhaps another unintended consequence 
of SOX is an upswing in shareholder litiga-
tion. A recent study suggested that corpo-
rate America was expecting a robust year 
for securities class action filings in 2008.11 In 
response, companies are diligently adopt-
ing whistleblower procedures, establishing 
audit committees, restricting executive com-
pensation, writing ethical codes, and adding 
independent directors to their boards. As 
discussed below, regulations regarding the 
composition of the board of directors have 
become one of the more interesting develop-
ments in corporate law.

Composition of the Board of Directors

Director Independence
Corporate boards now play an increasingly 
active role in corporate governance, particu-
larly where the board contains independent 
directors. Between 1950 and 2005, the com-
position of large public company boards 
dramatically shifted towards independent 
directors, from approximately 20 percent 
independents to 75 percent independents.12 
Undeniably, the move to independent direc-
tors has almost become a mandatory element 
of corporate law. Current laws and regula-
tions often require it, and shareholders and 
the public have come to expect it.

The shift in board composition toward in-
dependent directors is due to many factors, 
including the increased activism of large in-
stitutional investors, the passage of SOX, and 
the higher governance standards adopted by 
the SROs.13 Some critics argue that adopting 
laws or regulations that include detailed def-
initions of independence or financial exper-
tise seems misguided.14 Strict adherence to 
the present definition of a “financial expert” 
would actually prevent both Alan Greenspan 
and Warren Buffett from chairing an audit 
committee.15 Nevertheless, several interested 
parties, including the American Bar Asso-
ciation, have recommended that companies 
adopt governance principles that establish 
and preserve the independence and objectiv-
ity of the board of directors.16 

There are several upsides to this change. 
Effective directors are supposed to maintain 
an attitude of constructive skepticism. They 
are to ask incisive, probing questions and re-
quire accurate, honest answers. They must 
act with integrity and demonstrate a com-

mitment to the corporation, its business plan, 
and long-term stockholder value. Yet, the 
high-profile collapses of a number of large 
U.S. firms suggest that strong CEOs appear to 
have exerted a dominant influence over their 
boards.17 Naturally, this interferes with the 
central oversight role required of directors to 
ensure a healthy system of corporate gover-
nance. Independent directors, however, have 
a comparative advantage for this task. 

Although an “independent” director is 
not uniformly defined, the term generally 
means a director whose only relationship or 
connection to the corporation is his or her 
directorship.18 Accordingly, independent di-
rectors are presumed to be less wedded to 
management and its visions. Moreover, they 
look to external assessments of their perfor-
mance as directors and are less devoted to in-
side accounts of the corporation’s prospects. 
In these ways, and many more, independent 
directors are an essential part of the modern 
corporate governance standard. On the other 
hand, in addressing the National Association 
of Corporate Directors Annual Meeting, for-
mer Delaware Chancellor William T. Allen 
made the following remarks with respect to 
director independence:

Director independence does not 
assure that a director will make a 
better contribution on the board than 
an insider might make. Independent 
directors may have less information 
about the firm and may, in fact, tend 
to make less brilliant decisions over 
time than those with a close financial 
interest in the firm.19 

It remains to be seen whether corporations 
will find it difficult to recruit independent di-
rectors in light of the increased public scru-
tiny of, and potential exposure to liability for, 
board actions. It is clear, however, that inde-
pendence is accepted as offering to investors 
some assurance that the governance process 
has integrity. 

Size of the Board
State law has little to say about the size of 
a board of directors. The majority of states 
allow the size of the board to be set in the 
certificate of incorporation or the corpora-
tion’s bylaws. Some jurisdictions require the 
board to have at least three members. Many, 
including Delaware, do not, and a corpora-
tion could be run by a one-person board.20 
The Business Roundtable estimates that most 
large, publicly held companies maintain 
boards that range in size from eight to sixteen 
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individuals. In 2003, the average board size 
in the S&P 500 was 10.9 directors.21 Although 
the optimal size of any board depends 
upon the nature of the company’s business, 
smaller boards are often more cohesive and 
work more efficiently than larger boards.22 
Hence, we see a movement across the coun-
try toward smaller boards, often having only 
seven or nine directors.23 

Majority Voting
Majority voting is another powerful trend 
that threatens to change the composition of 
the board. Majority threshold voting propos-
als typically ask boards to require directors 
to receive a majority of votes cast “for” and 
“against” to win election. These proposals are 
being filed at dozens of companies, includ-
ing many larger firms that have yet to adopt 
the reform. For example, the United Brother-
hood of Carpenters and Joiners of America, 
which initiated majority voting proposals in 
2004, intends to submit nearly 100 such reso-
lutions in 2008. Moreover, ISS reports that 44 
percent of S&P 500 companies have already 
implemented a true majority vote election 
standard, with many more having in place 
resignation policies that call on directors to 
step down if they receive a majority of “with-
hold” votes.24 Without a doubt, directors are 
now “running scared of withhold campaigns, 
and increasingly ready to make the bargains 
necessary to avoid being targeted.”25 As 
the markets decline in the face of recession, 
directors are also being targeted over execu-
tive compensation.

Executive Compensation

Show Them the Money
The directors of corporations have always 
been expected to oversee the conduct of senior 
executive officers. Arguably, “[t]he selec-
tion, compensation and evaluation of a well 
qualified and ethical CEO is the single most 
important function of the board.”26 However, 
CEO compensation has exploded in the Unit-
ed States. Over the past decade, CEO pay 
increased 45 percent, during a period when 
the average salary for an American worker 
rose just 7 percent. CEOs at 386 of the Fortune 
500 companies earned at least $10.8 million 
in total compensation in 2006, more than 364 
times what the average worker earned that 
same year.27 The Corporate Library reports, 
perhaps not surprisingly, that excessive CEO 
compensation is the principal indicator of 
governance risk in predicting securities class 
action lawsuits.28 Even though this has long 

been a controversial issue, a sensible remedy 
has not been proposed. 

“Say on Pay” will continue to be one of 
the most controversial proposals during the 
upcoming proxy season. This is especially 
true in cases where the CEO’s performance 
has been mediocre, or the company has ex-
perienced a sudden collapse. “Say on Pay” is 
the catchy nickname for a board policy giv-
ing shareholders a nonbinding up-or-down 
vote on the future pay packages of senior ex-
ecutives. In November 2007, Verizon adopt-
ed “Say on Pay,” becoming only the second 
U.S. public company to do so after Aflac.29 All 
indications are that these proposals will be 
more pervasive this coming year, as a share-
holder advisory “Say on Pay” vote is likely to 
be quickly addressed by the new administra-
tion, no matter which party wins. 

Another solution is to create “an index-
ing system where pay would adjust based on 
the company’s performance in relation to its 
peers.”30 Performance-based compensation 
tied to specific goals can be a powerful and 
effective tool to advance the business inter-
ests of the corporation. That is why an in-
creasing number of companies are opting for 
pay-for-performance arrangements for CEOs 
and other top executives. According to a Hay 
Group survey released in April 2008, this is 
the first time performance-based plans over-
took stock options as the most popular form 
of long-term incentive compensation.31 This 
has also led to the SEC issuing a sweeping set 
of reforms designed to shed more light on ex-
ecutive compensation.32 Despite this progress, 
there is still a widespread public perception 
of unfairness associated with the perceived 
ability of executives to cash in stock even as 
their companies and the retirement savings 
of their employees have collapsed. 

This still happens today. Watching a 
trio of high-profile CEOs defend their mas-
sive pay packages to Congress, even as their 
companies and shareholders lost billions of 
dollars as a result of the ongoing financial 
mess, seems to have become routine. Some-
how, collecting around $161 million is justi-
fied when a company reports an $8 billion 
loss and fails to perform.33 Executives argue 
that their compensation is tied directly to 
the performance of the company, via stock 
and options,34 and is determined through an 
independent assessment process. (Yes, it is 
true—someone else actually approves these 
lofty pay packages.)

THE MANY FACES OF CORPORATE GOVERNANCE 11

As the  
markets 
decline  
in the face 
of recession, 
directors are 
also being 
targeted over 
executive 
compensation.



Virtually all boards have committees, 
such as compensation committees, with cer-
tain powers and responsibilities. Again, no 
particular committee structure is mandated 
by state law. In contrast, companies listed on 
the NYSE are required to have three commit-
tees, including a compensation committee 
composed entirely of independent directors.35 
The standard of review regarding most, if 
not all, of the compensation committee’s de-
cisions will be the business judgment rule. 

There is no bright-line test as to what com-
pensation committees may award CEOs, but 
there are broad guidelines. Courts review-
ing these kinds of director decisions do not 
concentrate on dollar amounts in isolation. 
Rather, they focus on process,36 and process 
is about due care, loyalty, and good faith. As 
the In re Disney Co Derivative Litigation case 
makes clear, good faith business judgments 
should not result in the imposition of direc-
tor liability, even if those judgments result in 
spectacular failure.37 

Evolving Duty of Good Faith?
Good faith is a related, yet unresolved cor-
porate governance concept. While state law 
remains far from clear regarding whether 
there is a separate fiduciary duty of good 
faith, it is apparent that there can be no excul-
pation for good faith violations.38 Therefore, 
although they ultimately prevailed, the def-
erence that the Disney directors showed to its 
chairman should not be emulated. Given the 
drastic increases in CEO pay relative to the 
pay of ordinary workers, such deference may 
seem misplaced today. 

To be sure, directors have wide discretion 
to make decisions on executive compensa-
tion.39 Yet, as Saxe v Brady40 warns, there is an 
outer limit to that discretion, where execu-
tive compensation is so disproportionately 
large as to be unconscionable and constitutes 
waste. While it is inevitable that the main 
information source for the board is the com-
pany’s management, directors need to main-
tain an independent and assertive posture to 
perform their duties in good faith, and not 
just with respect to compensation issues. The 
board must continually monitor the big pic-
ture, always asking whether it is involved 
in the important issues facing the company, 
and making sure it has access to the informa-
tion and resources required to review those 
issues. In doing so, the governance of com-
panies may one day revert back to the board-
room. More importantly, directors will fulfill 

their central obligation by helping their com-
panies continue to grow and prosper.

Conclusion
The events of the last several years have 
resulted in significant reforms in our system 
of corporate governance. While important 
issues will continue to surface and evolve 
in a number of areas, we have already wit-
nessed change in the composition of corpo-
rate boards, as well as the approach to execu-
tive compensation. The effectiveness of these 
measures will take time to measure. Let’s 
keep in mind that the most important quali-
fications of successful directors have not 
changed—integrity, professionalism, and 
commitment.
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Opportunity Knocks: Proposed 
Legislative Reform of the Corporate 
Opportunity Doctrine in Michigan
By Edwin J. Lukas

Introduction
Directors and officers of Michigan corpora-
tions are required to act in the best interests 
of the corporation and its shareholders.1 Fre-
quently, individuals serving a corporation 
in a fiduciary capacity acquire information 
regarding a corporate opportunity—includ-
ing potential acquisitions, business combina-
tions and prospective agreements, licenses or 
other relationships with third parties—that 
may be beneficial to the corporation and in 
which the corporation has a legitimate inter-
est. Directors and officers who pursue such 
an opportunity for private gain or the benefit 
of another, without having first presented it 
to the corporation, are said to have “appro-
priated” or “usurped” an opportunity to 
which the corporation is entitled. Moreover, 
individuals who are required to discharge 
fiduciary duties to more than one entity may 
be confronted with an irresolvable conflict 
when numerous entities may lay claim to the 
same corporate opportunity. 

Directors and officers must make difficult 
decisions when confronting corporate op-
portunities. Determining whether a specific 
business opportunity constitutes a “corporate 
opportunity” for purposes of the doctrine, as 
well as identifying the specific actions that 
must be taken to avoid significant potential 
liability to the corporation and its sharehold-
ers, are tasks that require careful analysis and 
thoughtful execution. 

Recognizing the complexity of the analy-
sis and the need to empower corporations to 
govern themselves effectively in this regard, 
several states have enacted statutory provi-
sions permitting corporations to renounce, 
in advance, certain specified opportunities 
or classes of opportunities to which the cor-
poration would otherwise be entitled. Al-
though the Michigan Business Corporation 
Act (the “MBCA”)2 currently authorizes cor-
porations to disclaim corporate opportunities 
under certain circumstances, the statutory 
provisions are inadequate in some important 
ways. This article proposes that the Michigan 

Legislature amend the MBCA by authoriz-
ing Michigan corporations to adopt advance 
renunciation provisions in their articles of in-
corporation or by board action. The MBCA, 
as so amended, would eliminate time-con-
suming processes that currently must be 
followed by corporations, afford directors 
and officers greater protection from poten-
tial liability, and encourage Michigan-based 
business enterprises that frequently appoint 
persons to multiple board positions to select 
Michigan as their jurisdiction of incorpora-
tion.

Factual Scenarios
Consider the following hypothetical exam-
ples that illustrate the dilemma that must be 
resolved by directors and officers of a cor-
poration when presented with a corporate 
opportunity.

Joint Venture 
Mackenzie is an executive officer of Electric 
Vehicle Co. (EVC), a corporation that manu-
factures and distributes technologies for bat-
tery electric vehicles. EVC holds a majority 
interest in HybridTech, Inc. (HTI), a joint ven-
ture that develops technologies for vehicles 
combining the internal combustion engine of 
a conventional vehicle with the battery and 
electric components of an electric vehicle. 
Mackenzie, who was previously appointed 
to serve on the board of HTI, is approached 
by an officer of New Cars, LLC (“New 
Cars”), an original equipment manufacturer 
that produces and exports passenger vehicles 
incorporating green technology. New Cars is 
seeking a long-term supply agreement for 
clean engines as part of a new vehicle plat-
form, and both EVC and HTI are suitable 
suppliers. Mackenzie, however, believes 
that the agreement may be better suited for 
HTI, and she is perplexed over whether she 
may direct the opportunity to HTI without 
breaching her fiduciary duties to EVC.



Venture Capital Fund
DeAnn is the managing director of Savvy 
Ventures, LLC (SV), a venture capital fund 
focused on biotechnology, medical devices, 
and related technologies. DeAnn is also a 
director of one of SV’s portfolio companies, 
Spinal Fusion Corp. (SFC), which devel-
ops and distributes prosthetic spinal disc 
devices. While attending a venture capital 
symposium, DeAnn learns about Precise 
Surgery, Inc. (PSI), a corporation developing 
alternative, minimally invasive surgical tech-
nologies. Although PSI is seeking follow-on 
financing, its founding shareholders are will-
ing to consider a sale of the company. Not-
withstanding her conclusion that SFC would 
benefit from acquiring PSI’s assets or stock, 
DeAnn determines that the opportunity may 
be best suited for direct acquisition by SV, 
much to the dismay of certain shareholders 
of SFC.

Spin-Off and IPO
Spencer is the majority shareholder and 
chairman of the board of Global Toys Co. 
(“Global”), a manufacturer and distributor of 
games, books, and educational toys. Global 
recently completed the spin-off of Sleepy 
Time, Inc. (“Sleepy”), a former subsidiary 
of Global that specializes in the publication 
of e-books and related online content that 
are suitable for children. Following Glob-
al’s distribution to its shareholders of all 
the outstanding shares of Sleepy’s common 
stock and Spencer’s appointment to Sleepy’s 
board, Sleepy raises capital by engaging in 
an initial public offering of common stock. 
Following the IPO, Spencer is approached 
by an executive from a major Hollywood 
studio regarding the development and dis-
tribution of toys, books, and Internet content 
featuring characters from a recent hit movie. 
Spencer refers the opportunity to Global but 
subsequently realizes that the opportunity 
is squarely within the scope of prospective 
business recently highlighted to Sleepy’s 
board during a strategic review. 

The foregoing examples illustrate the un-
tenable position of a director or officer facing 
what is frequently an irresolvable conflict of 
interest, and one could reasonably foresee an 
action being brought by or in the right of a 
corporation under each of the circumstances 
described above. A director or officer who is 
found to have breached the duty of loyalty to 
the corporation by appropriating a corporate 
opportunity is subject to a host of potential 

sanctions, including monetary damages and 
equitable relief.3

Development of the Doctrine
Directors and officers of a Michigan corpora-
tion owe fiduciary duties to the corporation 
and its shareholders.4 One of the essential 
duties is the duty of loyalty, which prohibits 
directors and officers from using their posi-
tions of trust to further their private inter-
ests to the detriment of the corporation.5 The 
MBCA also establishes a statutory standard 
of conduct in Section 541a, which requires 
directors and officers to discharge the duties 
of his or her position in good faith, with the 
care that an ordinarily prudent person in a 
like position would exercise under similar 
circumstances, and in a manner that he or she 
believes to be in the best interest of the cor-
poration.6 Individuals who are vested with 
fiduciary duties, however, are not required 
to conduct all of their personal business mat-
ters in their capacity as a director or officer of 
the corporation.7 Nevertheless, they cannot 
disregard their obligations to the corporation 
and its shareholders by appropriating busi-
ness opportunities that properly belong to 
the corporation.8 For this reason, there exists 
a tension between a director and officer’s 
responsibility to the corporation and their 
right to conduct their own private affairs.

The corporate opportunity doctrine devel-
oped through the common law in an effort to 
address the conflict that must be resolved by 
a director or officer evaluating an opportu-
nity that may belong to the corporation.9 The 
common law has produced numerous itera-
tions of the corporate opportunity doctrine, 
most of which find their basis in the seminal 
Delaware case of Guth v Loft, Inc.10 Generally, 
the doctrine provides that when a corporate 
opportunity is presented to a director or of-
ficer, he or she may not pursue the opportu-
nity for personal benefit or the benefit of an-
other to which the corporate official similarly 
owes a fiduciary duty, if (a) the corporation 
is financially able to undertake the opportu-
nity, (b) the opportunity is within the corpo-
ration’s line of business, (c) the corporation 
has an interest or reasonable expectancy in 
the opportunity, and (d) by taking the op-
portunity, the interest of the fiduciary will 
conflict with the interests of the corporation.11 
Further, the court in Guth also established the 
basis for a corollary rule providing that a di-
rector or officer may take a corporate oppor-
tunity if (a) the opportunity is presented to 
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the director or officer in his or her individual 
capacity, (b) the opportunity is not essential 
to the corporation, (c) the corporation holds 
no interest or expectancy in the opportunity, 
and (d) the director or officer has not wrong-
fully employed the resources of the corpora-
tion in pursuing or exploiting the opportuni-
ty.12 Although a few Michigan cases have fol-
lowed the principles annunciated in Guth,13 
the case law in Michigan is not particularly 
well developed with respect to the doctrine.

Michigan Statutory Considerations
Certain provisions in the MBCA implicitly 
authorize Michigan corporations to renounce 
corporate opportunities and permit directors 
or officers to pursue them independently. 
For example, Section 488 of the MBCA allows 
shareholders to formalize an agreement gov-
erning the exercise of corporate powers, 
management of the corporation’s affairs, or 
the relationships among the shareholders, 
directors, and the corporation, provided the 
agreement is not contrary to public policy.14 
Section 488 requires that such an agree-
ment be set forth in the corporation’s char-
ter or bylaws or in a document signed by the 
shareholders.15 Thus, Section 488 certainly 
provides a basis for a corporation to adopt 
charter or bylaw provisions governing cor-
porate opportunities, provided the corpora-
tion is able to satisfy the remaining statutory 
requirements. 

Assuming that an agreement adopted 
pursuant to Section 488 and related to cor-
porate opportunities would survive a public 
policy challenge, certain provisions in the 
statute should cause practitioners to be cau-
tious when relying on its terms. For example, 
Section 488(2)(a) requires that an agreement 
related to the matters set forth in the statute 
be approved by all of the shareholders at 
the time of the agreement.16 Section 488(10), 
however, states that the failure to satisfy 
the unanimity requirement of Section 488(2) 
does not invalidate an agreement that would 
otherwise be considered valid.17 Presumably, 
the latter provision prevails and, absent un-
related charter or bylaws provisions requir-
ing a greater degree of shareholder approval, 
a charter amendment or bylaw provision ap-
proved by a majority of the shares entitled to 
vote would be considered valid. Neverthe-
less, the ambiguity presented by Section 488 
warrants careful consideration when share-
holder unanimity may not be achieved. 

More importantly, an advance renuncia-
tion provision adopted pursuant to Section 
488 ceases to be effective when the corpora-
tion’s shares become publicly traded.18 Thus, 
directors and officers of a corporation that 
has adopted charter or bylaw provisions re-
lated to corporate opportunities, but that is 
contemplating or has completed an initial 
public offering, lose the benefit of the statu-
tory provisions upon completion of the IPO. 

Another statutory resource for practi-
tioners addressing corporate opportunities 
is Section 545a of the MBCA. This statute 
governs interested director and officer trans-
actions and prohibits injunctive relief and 
sanctions from being imposed as a result of 
the transaction. Pursuant to Section 545a, a 
transaction in which a director or officer is 
determined to have an interest may not be 
the subject of injunctive relief or an award of 
damages in a lawsuit by a shareholder or by 
or in the right of the corporation, as long as 
the director or officer establishes the transac-
tion was either (a) fair to the corporation at 
the time entered into or (b) approved by a 
majority of disinterested directors or share-
holders.19 In connection with seeking board 
or shareholder approval, the director or of-
ficer must disclose all material facts related 
to the transaction and the director or officer’s 
interest in the same.20

In the context of Section 545a, the question 
that arises is whether a prospective business 
opportunity in which both the corporation 
and the director or officer may have an inter-
est constitutes a “transaction” that is subject 
to the statutory procedures and protection. 
Stated differently, it is unclear whether a di-
rector or officer who refrains from pursuing 
an opportunity and discloses it to the board 
or shareholders for approval has, in fact, dis-
closed an interested “transaction” thereby 
entitling the director and officer to the pro-
tection afforded by Section 545a. The term 
“transaction” suggests that the subject event 
or condition has occurred and the parties to 
or participants in the same have been estab-
lished. A business opportunity, on the other 
hand, may be properly characterized as a set 
of favorable circumstances that may lead to 
a transaction between parties that are yet to 
have been clearly identified.   

Leading commentators have also noted 
that Section 545a is not designed to “vali-
date” an interested transaction.21 While the 
statute assures that, as long as the conditions 
set forth in the statute are met, an interested 
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director or officer transaction cannot be en-
joined because of the interest, other grounds 
for a challenge may remain available.22 As 
such, the statute does not provide directors 
or officers with an absolute safe harbor from 
potential liability. Assuming that a corporate 
opportunity constitutes a “transaction” for 
purposes of Section 545a, directors and offi-
cers may nevertheless have fiduciary duties 
to more than one legal entity, and obligations 
related to confidentiality may prohibit such 
a person from disclosing the opportunity to 
more than one company and obtaining the 
statutory protection with respect to the latter 
organization. 

Regardless whether a director or officer’s 
disclosure of corporate opportunities to the 
board or shareholders fits squarely within 
the confines of Section 545a, corporate poli-
cies and procedures requiring case-by-case 
disclosure have their limitations. On receipt 
of such a disclosure, the board or sharehold-
ers must undertake fact-intensive inquiries 
of each opportunity that is presented to them 
and determine whether the opportunity is 
a “corporate opportunity” that it wishes to 
pursue. The corporation, of course, is not re-
quired to disclaim or renounce its interest in 
the opportunity. Following consideration of 
the material facts presented in the disclosure 
of the prospective opportunity, the corpora-
tion may (a) disclaim its interest in the op-
portunity, (b) decline to disclaim its interest, 
(c) delay a decision with respect to the re-
quest for disclaimer pending receipt from the 
director or officer of additional information 
(or for any other valid reason), or (d) attach 
conditions to the disclaimer granted.23 

As a result, requiring directors and of-
ficers to seek disclaimers for each corporate 
opportunity on a case-by-case basis can be a 
time-consuming process, and the outcome is 
often unpredictable for all of the parties in-
volved. Even in those instances in which a 
corporate official discloses an opportunity to 
the corporation and it is disclaimed, the di-
rector or officer cannot be absolutely certain 
that retention of the opportunity for personal 
gain will not be subject to later challenge by 
or on behalf of the corporation. 

Proposed Statutory Response
In Siegman v TriStar Pictures Inc,24 the Dela-
ware Court of Chancery cast doubt on 
whether a Delaware corporation could define 
in its certificate of incorporation the scope of 
those opportunities that belonged to the cor-

poration.25 Recognizing the uncertainty cre-
ated in large part by TriStar, the Delaware 
Legislature amended the Delaware General 
Corporation Law (the “DGCL”) in 2000. As 
a result of the amendments to Section 122 
of the DGCL, which enumerates the general 
powers of Delaware corporations, the DGCL 
conclusively established that a corporation 
has the power to renounce, in advance, in its 
certificate of incorporation or by action of its 
board of directors, “any interest or expectan-
cy of the corporation in, or in being offered 
an opportunity to participate in, specified 
business opportunities or specified classes 
or categories of business opportunities that 
are presented to the corporation or 1 or more 
of its officers, directors or stockholders.”26 
To the extent there existed any ambiguity 
under Delaware law regarding a Delaware 
corporation’s power to regulate potential 
conflicts that arose in the context of corporate 
opportunities, that ambiguity was resolved 
by Section 122(17). Several states, including 
Kansas, Missouri, Nevada, Oklahoma, and 
Texas, have subsequently adopted statutory 
amendments that are substantially similar to 
the Delaware provisions.27 

Section 261 of the MBCA enumerates the 
powers of Michigan corporations. This stat-
ute should be amended to authorize corpo-
rations to make an advance renunciation of 
any interest or expectancy in specified busi-
ness opportunities or classes or categories of 
opportunities. The proposed amendments to 
Section 261 are italicized in the following:

450.1261 Corporate powers.
Sec. 261

A corporation, subject to any limita-
tion provided in this act, in any other 
statute of this state, or in its articles 
of incorporation, shall have power in 
furtherance of its corporate purposes 
to do all of the following:

***
(s) To renounce, in its articles of incor-
poration or by action of its board of 
directors, any interest or expectancy of 
the corporation in, or in being offered an 
opportunity to participate in, specified 
business opportunities or classes or cat-
egories of business opportunities that are 
or may be in the future presented to the 
corporation, one or more of its officers, 
directors or shareholders.
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Numerous benefits may be derived from 
the proposed amendments. The imperfec-
tions and ambiguities presented by Section 
488 and Section 545a of the MBCA in the 
context of corporate opportunities would 
be remedied. Corporations would be au-
thorized to define, specifically or generally, 
the scope of the corporate opportunities to 
which they are entitled. Requiring directors 
and officers to present each potential oppor-
tunity to the board or shareholders, and wait 
for the board or shareholders to consider and 
disclaim each opportunity, is not practical or 
desirable. Corporate opportunities frequent-
ly require swift and decisive action.

As explained above, in those circum-
stances in which a director or officer owes 
concomitant duties to more than one entity, a 
case-by-case disclaimer does not necessarily 
insulate the director or officer from related 
challenges. Charter provisions that define the 
class or categories of opportunities that are 
suitable for the corporation, while renounc-
ing or disclaiming those in which it has no in-
terest, would foster a director or officer’s abil-
ity to serve more than one company without 
violating his or her duties to any of them. The 
revised statute would also facilitate the adop-
tion of allocation agreements and other con-
tractual commitments among the interested 
parties, resulting in more clearly defined op-
portunities to which each party is entitled. 

Moreover, business enterprises that invest 
in a host of affiliates, such as venture capital 
funds and real estate companies, frequently 
appoint individuals to serve on the boards 
of numerous related entities. The proposed 
statutory amendments would potentially 
encourage fund managers and others with 
Michigan-based investments to select Michi-
gan as the jurisdiction of incorporation for 
their business interests.  

Conclusion 
Adopting the proposed amendments to the 
MBCA would eradicate the uncertainty fac-
ing directors and officers of Michigan corpo-
rations in the context of the corporate oppor-
tunity doctrine. These provisions would 
assist Michigan corporations in governing 
themselves efficiently and, as long as direc-
tors and officers adhere to the scope of the 
renunciation or disclaimer adopted by their 
corporations, the prospect of potential liabil-
ity for violating the corporate opportunity 
doctrine would be diminished appreciably 
for them.
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Towing the Line: An Analysis 
of Drag-Along Rights Under the 
Michigan Business Corporation Act
By Kevin T. Block and Jonathan S. Berg*

Introduction
Agreements between shareholders1 are com-
monly used to define the relationship between 
shareholders, pre-determine the outcome 
when disputes arise, restrict a shareholder’s 
ability to transfer his or her stock, determine 
the value of shares on transfer, and attempt 
to avoid problems that may arise in closely 
held corporations. Operating agreements 
and other agreements among members of a 
limited liability company typically address 
these same issues. It has become increasingly 
common for such agreements to incorpo-
rate “drag-along” rights and/or “tag-along” 
rights provisions, especially when one or 
more of the shareholders are private equity 
investors. These provisions are frequently 
referred to as “co-sale” rights. Co-sale rights 
give a shareholder the right to join in the sale 
of shares (“tag-along”) or provide a share-
holder, typically the majority shareholder or 
a shareholder owning the largest percentage 
of shares outstanding, in either case for pur-
poses of this article the “Controlling Share-
holder,” the right to require other sharehold-
ers to vote in favor of a transaction and join 
in the sale of such shareholder’s stock (“drag-
along”).

This article briefly discusses drag-along 
rights and essential issues that should be 
considered when drafting drag-along provi-
sions. This article also discusses the validity 
of drag-along provisions in light of appli-
cable Michigan Business Corporation Act 
(MBCA) provisions that govern shareholder 
agreements, voting agreements, and dissent-
ers’ rights.

Drag-Along Rights

What Are They?
Drag-along rights provisions typically pro-
vide that if a controlling shareholder desires 
to effectuate the sale of all the outstanding 
shares of the corporation, a merger, or sale 
of substantially all of the corporation’s assets, 

the Controlling Shareholder has the right 
to require the other shareholders to vote in 
favor of the transaction and, in the case of a 
stock sale, sell their shares.2 The Controlling 
Shareholder must typically give the minority 
shareholder the same price, terms, and con-
ditions as those negotiated by the Control-
ling Shareholder.3

Use of drag-along rights should be con-
sidered when forming corporations and 
other entities. A drag-along provision en-
ables a controlling shareholder who wants 
to sell its shares to a third party to force all 
other shareholders of the company to sell 
all of their shares to that same purchaser on 
similar terms and conditions. This assures 
that the Controlling Shareholder will con-
trol any transaction involving the entity, the 
prospective purchaser will acquire complete 
control of the company, and the selling mi-
nority shareholders will not receive a price 
discounted for lack of marketability.4 Drag-
along provisions also give the controlling 
shareholder the ability to maintain greater li-
quidity of the shareholder’s investment.5 By 
forcing the other shareholders to sell as well, 
the Controlling Shareholder is more likely to 
find a purchaser for the shares because it can 
guarantee the purchaser 100 percent owner-
ship of the company.

Drag-along provisions provide a Con-
trolling Shareholder the ability to effectuate 
a transaction even when it owns less than 
a majority of the shares by requiring other 
shareholders to vote in favor of the transac-
tion. Shareholders owning a majority of the 
stock (or such higher percentage as may be 
required by supermajority voting provisions 
in the articles, bylaws, or voting agreement) 
have the power under the MBCA to approve 
a merger, sale of all or substantially all of the 
assets, or a statutory share exchange trans-
action.6 Each of these forms of acquisition 
transactions will create dissenters’ rights for 
dissenting shareholders, unless a generally 
applicable exemption is available.7 One of 
the purposes of a drag-along provision is to 
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provide a Controlling Shareholder with the 
right to effect a disposition of a corporation’s 
shares without triggering dissenters’ rights.

Drafting Considerations 
The exercise of a drag-along right raises issues 
regarding the terms on which a shareholder 
may require a dragged-along shareholder to 
participate in the sale.8 A drag-along right 
may have little value absent a shareholder’s 
ability to require the other shareholders to do 
more than just vote in favor of the proposed 
transaction.9 A dragged-along shareholder 
may not be willing to make representations 
and warranties, indemnify the buyer, or 
make post-closing covenants.10 The drafter 
of such provisions, therefore, should address 
the extent to which the minority shareholder 
who is being dragged-along will be required 
to participate in the sale. Although a drag-
along provision can be deceptively brief, one 
should consider the following issues when 
drafting a drag-along provision:11

• Stating when the drag-along right may 
be triggered. For example, include a 
timing limitation, a guaranteed return 
or business performance threshold, or a 
timing plus performance trigger.

• Identifying all types of transactions 
(merger, share exchange, or sale or 
exchange of all or substantially all assets 
of corporation) that might trigger the 
drag-along right. 

• Defining and/or limiting the repre-
sentations, warranties, or covenants, 
including non-competition covenants, 
which the dragged-along shareholders 
must make to a future purchaser. 

• Identifying any requirements of the 
dragged-along shareholder for indem-
nification to the buyer or the other sell-
ers (contribution obligations) and any 
escrow or holdback of payments to 
which the dragged-along shareholder 
consents.

• Consenting to equitable relief and irrep-
arable harm if litigation becomes neces-
sary to enforce the drag-along rights.

• Specifying whether the pro-rata price 
per share should be no less than a 
defined amount, i.e., the higher of (i) the 
shareholders’ equity investment, or (ii) 
book value, fair market value, specified 
formula, etc.

• Requiring the dragged-along sharehold-
er to take such actions as reasonably 

required by the seller, such as: (i) voting 
shares in favor of the drag-along sale (or 
consent), (ii) executing any purchase, 
merger, or other agreement entered 
into with the purchaser, (iii) requiring a 
director nominated by the shareholder 
or a shareholder who is also a director 
to vote in favor of the transaction,12 and 
(iv) refraining from exercising any dis-
senters’ or similar appraisal rights to 
such transaction.

• Providing for an irrevocable proxy 
to vote shares in accordance with the 
agreement if the shareholders do not 
vote or refuse to vote in favor of the 
sale.

• Requiring that consideration be limited 
to cash (or a certain percentage of the 
consideration be in cash).

• Requiring a fairness opinion from an 
independent investment bank.13

Additional or alternative conditions to 
the exercise of drag-along rights may be ne-
gotiated. 

Applicable MBCA Provisions

In General
When drafting drag-along provisions involv-
ing shares of a corporation, the drafter should 
consider the impact of the MBCA on the 
enforceability of such provisions. MBCA pro-
visions to consider include dissenters’ rights 
provisions, voting agreement provisions, 
and the Section 488 shareholders agreement 
provisions.

Dissenters’ Rights
A drag-along provision may be challenged on 
the grounds that a shareholder cannot waive 
statutory dissenters’ rights. Indeed, there 
has been some question as to whether “drag-
along” rights are enforceable.14 The exercise 
of drag-along rights may be rendered less 
effective if dragged-along shareholders pre-
served their dissenters’ rights under Michi-
gan law.15

Dissenters’ rights provide shareholders 
with a mechanism to require a corporation to 
repurchase the dissenters’ shares when the 
corporation takes an action that fundamen-
tally alters the character of the shareholders’ 
investment. The rationale behind dissenters’ 
rights statutes is linked to the elimination of 
the common-law requirement of unanimous 
shareholder approval for certain fundamen-
tal corporate actions.16 In Michigan, share-
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holders voting against a corporate action 
have the right to dissent under Section 762 
of the MBCA.17 Holders of adversely af-
fected shares who do not vote for or consent 
to a proposed corporate action, may dissent 
and receive payment for their shares.18 The 
MBCA affords dissenters’ rights in connec-
tion with corporate actions that make funda-
mental changes.19 

Dissenters’ rights may not be exercised if 
the shareholder votes in favor of or consents 
to the corporate transaction.20 This raises the 
question of whether a shareholder who enters 
into an agreement with a drag-along provi-
sion agreeing to vote in favor of a transaction 
may, nonetheless, assert dissenters’ rights. 

While it appears that no Michigan court 
has considered the enforceability of an ad-
vance waiver of dissenters’ rights in a report-
ed decision, the language of the applicable 
provisions of the MBCA support the notion 
that a shareholder would not be entitled to 
pursue dissenters’ rights following a transac-
tion accomplished through the enforcement 
of drag-along rights, as such shareholder 
would be deemed to have voted in favor of 
the transaction. By requiring the sharehold-
ers to agree to take such actions necessary to 
effect a transaction (i.e., vote in favor of it) 
in a drag-along provision, the right to dis-
sent is in effect being taken out of the hands 
of the shareholders. In theory, a drag-along 
provision should not create dissenters’ rights 
because agreement to a drag-along provision 
will constitute “consent” to, or an agreement 
to vote for the proposed action, and a share-
holder cannot assert dissenters’ rights after 
consenting to or voting for a transaction. 

Likely challenges to whether a drag-along 
provision constitutes a waiver of dissenters’ 
rights would be on the grounds of pubic pol-
icy regarding waiver of statutory rights and 
general contract requirements for an effec-
tive waiver.21 To counteract these potential 
challenges, drafters of drag-along provisions 
should consider the provisions of the MBCA 
covering voting agreements and shareholder 
agreements, and should include a provision 
that the shareholders are knowingly waiving 
statutory dissenters’ rights.

Voting Agreements and Section 488 
Shareholder Agreements
To increase the likelihood of enforcement of 
a drag-along rights provision and the likeli-
hood that the drag-along rights provision 
would be viewed as an effective waiver of 

statutory dissenters’ rights one should con-
sider the MBCA’s provisions dealing with 
voting and shareholder agreements.

The MBCA expressly authorizes voting 
agreements among two or more sharehold-
ers.22 Voting agreements may provide that 
the shares are to be voted in accordance with 
the agreement or as the parties may other-
wise agree.23 The only formal requirements 
of a voting agreement are that the agreement 
be in writing and signed by all the participat-
ing shareholders.24 The MBCA does not limit 
the term of such agreements and the agree-
ment need not appear in the corporation’s 
articles or bylaws.25 

The MBCA provides that voting agree-
ments are specifically enforceable.26 When 
drafting a drag-along provision, the drafter 
should consider including language that the 
shareholder agreement constitutes a voting 
agreement under Section 461 of the MBCA. 
As with MBCA provisions dealing with ar-
ticles of incorporation and bylaws, voting 
agreements must generally be consistent with 
the provisions of the MBCA.27 Thus, where 
the terms of a voting agreement are contrary 
to the MBCA, they may be held invalid. 

The drafter should also be careful to 
specifically detail non-voting shareholder 
obligations under drag-along provisions be-
cause the controlling shareholder may need 
the non-voting shareholders to participate in 
the sale based on Section 615 of the MBCA 
and will need the non-voting shareholders to 
participate in the case of a stock sale. Section 
615 of the MBCA provides non-voting share-
holders the right to vote and exercise dissent-
ers’ rights in the event of a proposed amend-
ment to the articles of incorporation if (i) “the 
amendment would increase or decrease the 
aggregate number of authorized shares of 
the class,” or (ii) “alter or change the pow-
ers, preferences or special rights of the shares 
of the class…so as to affect the class adverse-
ly.”28 Because of the potential for non-voting 
shareholders to have the right to vote under 
Section 615 of the MBCA, it is necessary in 
transactions that may trigger a Section 615 
voting right that practitioners ensure that 
non-voting shareholders sign a voting agree-
ment or shareholder agreement with a drag-
along provision even though they may not 
have a right to vote their shares generally. 
Furthermore, as discussed below, in order 
to have an effective Section 488 agreement,  
all shareholders must sign the agreement or 
the terms of the agreement must be set forth 
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in the articles of incorporation or bylaws ad-
opted by the shareholders.29

Even if a drag-along provision is ineffec-
tive as a voting agreement on the grounds 
it is inconsistent with the MBCA, the agree-
ment containing the drag-along provision 
may be upheld under Section 488 of the 
MBCA. Section 488 expressly validates virtu-
ally all types of shareholder agreements and 
allows shareholders in closely held corpora-
tions to contract among themselves without 
restrictions.30 Section 488 validates various 
types of agreements among shareholders de-
termining their rights and obligations to each 
other and to the corporation, even when the 
agreements are inconsistent with the statu-
tory provisions contained in the MBCA.31 
Thus, an agreement authorized by Section 
488 is not “inconsistent with” the MBCA.

Section 488(1)(h) provides that an agree-
ment among the shareholders of a corpora-
tion may otherwise govern “the exercise of 
the corporate powers or the management of 
the business and affairs of the corporation 
or the relationship among the shareholders, 
the directors, and the corporation, or among 
any of the shareholders or directors….”32 
Section 488(1)(h) is the so-called “catch-all” 
provision, which adds flexibility to the stat-
ute by allowing a shareholder to enter into 
shareholder agreements addressing matters 
not otherwise specifically enumerated.33 The 
only express limitation on agreements under 
the “catch-all” is that they cannot be “con-
trary to public policy.”34

A drag-along provision governs the exer-
cise of voting power by the shareholders and, 
while not expressly permitted by Section 488, 
is similar to the variations permitted by Sec-
tion 488. As no Michigan court has addressed 
the issue in a reported decision, there still re-
mains a question as to whether a sharehold-
er’s statutory dissenters’ rights can be over-
ridden by a Section 488 shareholder agree-
ment or a Section 461 voting agreement.35

To the authors’ knowledge, no reported 
decision to date has specifically addressed 
whether a shareholder who enters into a 
voting agreement or shareholder agreement 
with a drag-along provision requiring a 
shareholder to vote his or her shares a par-
ticular way still has the statutory right to dis-
sent. At least one court has enforced a drag-
along provision. In Minnesota Invco of RSA 
#7, Inc v Midwest Wireless Holdings LLC,36 the 
Delaware Court of Chancery was required 
to interpret complex agreements between 

the members of a Delaware limited liability 
company and held that the defendant hold-
ing company had the right to “drag-along” 
holders of a minority interest in an operating 
subsidiary of the holding company in connec-
tion with the sale of the holding company.37 
Minnesota Invco, however, involved a limited 
liability company and not a corporation.

In another Delaware case, In re Appraisal 
of Ford Holdings, Inc,38 the Court of Chan-
cery held that, insofar as preferred stock is 
concerned, Delaware’s statutory dissent-
ers’ rights may be modified by provisions 
of a certificate of designation for preferred 
stock.39 In a dissenter’s rights challenge to a 
pre-determined payout on preferred stock on 
the occurrence of a sale transaction, the court 
stated that:

[P]roperly expressed terms of a Cer-
tificate of Designation of preferred 
stock may establish the consideration 
to which holders of the stock will 
be entitled in the event of a merger 
and, when the documents creating 
the security do so, that the amount 
so fixed or determined constitutes 
the “fair value” of the stock for the 
purposes of dissenters’ rights under 
Section 262 of the Delaware General 
Corporation Law.40

As a matter of policy in Delaware, there 
appears to be no per se rule against waiv-
ing statutory dissenters’ rights. The typical 
drag-along provision will not, however, pro-
vide for a predetermined price in the event 
of stock sale, but rather permit the dragged 
along shareholder to participate pro-rata in 
the proceeds of the sale and, therefore, the 
holding in In re Appraisal of Ford Holdings, Inc 
may be distinguishable on those grounds.

Conclusion
Although ultimately it may be an issue for 
the courts to determine, a drag-along provi-
sion should be upheld under the MBCA as a 
voting or shareholders agreement and should 
likewise act as a valid waiver of any statuto-
ry dissenters’ rights because such provisions 
are the equivalent of a shareholder’s consent 
to a transaction. In light of the uncertainty 
concerning this issue, however, one should 
consider all types of transactions that are 
covered by the drag-along provision, since 
a transaction that is not contemplated by 
the drag-along provisions of the agreement 
will likely be viewed as an ineffective waiver 
of dissenters’ rights.41 Although some have 
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argued that a shareholder cannot waive the 
express statutory right to dissent on public 
policy grounds, one should remember that 
the MBCA expressly permits voting agree-
ments and provides a high degree of latitude 
to shareholders entering into shareholder 
agreements under Section 488. 
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Incorporation by Professional 
Service Providers: The Curious Case 
of Miller v Allstate
By Justin G. Klimko

Introduction
In the multiple proceedings in Miller v Allstate 
Ins Co,1 Michigan courts recently considered 
whether a corporation providing profession-
al services must incorporate only under the 
Michigan Professional Services Corporation 
Act (PSCA)2 or may also incorporate under 
the Michigan Business Corporation Act 
(BCA).3 In a case that, as Alice remarked in 
Wonderland, got “curiouser and curioser,”4 
the outcome resulted in absolutely no resolu-
tion of the question, but managed to sow a 
fair amount of confusion over the issue.

The Corporate Law Issue 
Presented
In Miller, Allstate sought to avoid payment 
of a claim for physical therapy services on 
the grounds that PT Works, Inc., the cor-
poration that provided the services, was 
improperly incorporated. The original plain-
tiff, Miller, had been injured in two different 
automobile accidents and diagnosed with 
whiplash. His physician prescribed therapy 
and referred him to PT Works. Allstate later 
denied PT Works’ claim for reimbursement 
on the grounds that Allstate was obligated 
by statute5 to pay only for services “lawful-
ly” rendered. Allstate asserted that because 
PT Works provided professional services, it 
was permitted to incorporate only under the 
PSCA. Since it had in fact been incorporated 
under the BCA, Allstate contended that PT 
Works was not lawfully incorporated, and 
therefore, its services were not lawfully ren-
dered.

Historical Practice
The long-standing practice of the state’s Cor-
poration Division (now a part of the Depart-
ment of Labor and Economic Growth) has 
been to require only those corporations pro-
viding services in the “learned professions” 
(law, medicine, and divinity) to incorporate 
under the PSCA, but otherwise to allow cor-
porations rendering “professional services” 
to choose between the BCA and the PSCA. 

This position has been based on practice and 
interpretation that predate both the BCA and 
PSCA, on earlier Attorney General opinions 
and on a careful reading of the statutory lan-
guage. However, the statutory language is 
not without ambiguity.

Case History
The trial court rejected Allstate’s claim, 
finding that PT Works was not required to 
be incorporated under the PSCA.6 Allstate 
appealed to the Michigan Court of Appeals, 
which found the question of incorporation to 
be irrelevant. The parties had conceded that 
the services in question had been rendered by 
licensed physical therapists, and the Court of 
Appeals found this to be sufficient to consti-
tute the lawful rendering of services, whether 
or not PT Works was lawfully incorporated.7

Allstate appealed to the Michigan Su-
preme Court. That court vacated the Court of 
Appeals’ ruling and remanded the case, in-
structing the Court of Appeals “to determine 
whether PT Works may properly be incorpo-
rated solely under the Business Corporations 
[sic] Act and not the Professional Services 
Corporations [sic] Act, and, once that deter-
mination is made, to reconsider (if necessary) 
whether physical therapy provided by PT 
Works was ‘lawfully rendered’ under MCL 
500.3157.”8

On remand, the Court of Appeals held 
that PT Works was not lawfully incorporated 
because a corporation that renders any “pro-
fessional service” may be incorporated only 
under the PSCA and may not incorporate un-
der the BCA. However, because the services 
had been rendered by licensed therapists, the 
Court of Appeals again rejected Allstate’s 
claim that the physical therapy services had 
not been lawfully rendered.9

The ruling resulted in a conundrum for PT 
Works, some of whose shareholders were not 
licensed professionals. The PSCA provides 
that a corporation organized under that act 
may not issue stock to “anyone other than an 
individual who is duly licensed or otherwise 
legally authorized to render the same specific 



professional services as those for which the 
corporation was incorporated.”10 The Court 
of Appeals’ decision would have required PT 
Works to incorporate under the PSCA, but 
such incorporation would not have been pos-
sible under that statute because of PT Works’ 
ownership structure.

Both parties appealed this ruling to the 
Supreme Court. Because of the potential im-
pact of the Court of Appeals’ ruling on other 
corporations providing professional services, 
the case attracted considerable attention from 
the corporate law bar and from various pro-
fessional organizations. In its order granting 
leave to appeal, the Supreme Court invited 
a number of groups and organizations to 
submit amicus briefs, including the Business 
Law Section of the State Bar of Michigan. 
Eight separate amicus briefs were ultimately 
submitted.11

The Supreme Court’s Ruling
The Michigan Supreme Court issued its 
opinion on July 2, 2008.12 The Supreme Court 
upheld the decision of the Court of Appeals 
on remand but vacated its rationale.13 Despite 
requesting briefing on the question of wheth-
er PT Works was required to be incorporated 
under the PSCA, the Supreme Court did not 
address that question. Rather, it held that only 
the Michigan Attorney General had standing 
to challenge the incorporation of a corpora-
tion whose articles had been accepted for fil-
ing, and therefore, the question of incorpora-
tion was not properly before the lower courts. 
The court held that Section 221 of the BCA14 
“prevents any person—other than the Attor-
ney General—from bringing any challenge 
to corporate status under the BCA: every 
such challenge would be doomed to failure, 
because the mere filing of articles of incorpo-
ration constitutes ‘conclusive evidence’ of the 
corporation’s legality. Because the Legislature 
has expressly forbidden Allstate from raising 
the affirmative defense asserted in this litiga-
tion, Allstate lacks statutory standing to chal-
lenge the corporate status of PT Works…the 
lower courts should not have considered the 
merits of Allstate’s claim.”15

This result was somewhat surprising, 
since in vacating the Court of Appeals’ origi-
nal ruling the Supreme Court remanded with 
specific instructions to consider the incorpo-
ration claim and its impact on the case. The 
Supreme Court could have reached its con-
clusion on standing at that time, although it is 
probable that the issue had not been briefed.

As a result of the Supreme Court’s opin-
ion, the question of proper incorporation re-
mains unresolved, but the Corporations Di-
vision appears free to continue its prior prac-
tice of permitting incorporation under either 
the BCA or the PSCA for all professional cor-
porations except those providing services in 
a “learned profession,” which are limited to 
incorporation under the PSCA. 

However, persons forming professional 
corporations who elect to form under the BCA 
will still face uncertainty. While the Court of 
Appeals’ ruling on proper incorporation was 
vacated, it was not reversed on the merits. 
Incorporators thus may be permitted to file 
articles under the BCA but will be aware that 
a court that considered the question ruled 
that such formation was not proper, though 
that ruling is not in force. The consequences 
of improper incorporation could be signifi-
cant; these might include personal liability 
for shareholders, violation of bank loan cov-
enants, and invalidation of corporate action 
and agreements, among others.

Possible Resolutions
Proposed Amendments. A package of pro-

posed statutory amendments was devel-
oped by the Corporate Laws Committee of 
the State Bar Business Law Section and in-
troduced in the Michigan House of Repre-
sentatives in the fall of 2007. In response to 
the Court of Appeals’ opinion on remand of 
Miller, a portion of these amendments was 
specifically designed to address the issues 
arising from that case. The package included 
proposed amendments to the BCA, PSCA, 
and the Michigan Limited Liability Company 
Act. These were divided into three bills: HB 
5356, for the BCA Amendments; HB 5357, for 
the PSCA amendments; and HB 5358, for the 
LLC Act amendment. 

The amendments were passed by the 
House in December 2007 and referred to 
the Senate Committee on Economic Devel-
opment and Regulatory Reform. Prior to 
adoption by the House, certain changes were 
made to the Miller-related amendments at 
the urging of insurance industry interests, 
which generated some dispute. The amend-
ments have languished in the Senate, appar-
ently in anticipation of the Supreme Court’s 
holding in Miller. It is not clear whether these 
portions of the amendments will survive if 
reconsidered by the legislature.

The Miller-related amendments would 
follow the model of the Michigan Limited Li-
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ability Company Act (LLCA)16 by expressly 
allowing corporations providing profes-
sional services to choose to incorporate un-
der either the BCA or the PSCA, except that 
corporations providing services in a learned 
profession would be permitted to incorporate 
only under the PSCA. “Services in a learned 
profession” were originally defined in the 
amendments to encompass the services of 
a dentist, an osteopathic physician, a physi-
cian, a surgeon, a doctor of divinity or other 
clergy, or an attorney-at-law. As a result of 
the insurance industry revisions referred to 
above, this definition was expanded to in-
clude chiropractors, physical therapists, and 
optometrists. If this version were adopted, 
the definition of this term would differ from 
that in the LLCA, which does not include 
these last three groups.

Incorporation into BCA. A preferred resolu-
tion, in the opinion of this author, would be 
to imitate the model of the LLCA more fully 
by repealing the PSCA as a separate statute 
and adding provisions for professional cor-
porations to the BCA.17 This would elimi-
nate several difficulties related to the current 
structure. First, it would obviate the need to 
consult two different statutes to determine 
the rules governing professional corpora-
tions.18 Second, it would solve the “updat-
ing” problem inherent in the PSCA. The 
PSCA incorporates by reference certain pro-
visions of the BCA to regulate corporations 
incorporated under the PSCA.19 In a 1989 
opinion,20 the Michigan Attorney General 
opined that “the Professional Service Corpo-
ration Act adopted the Business Corporation 
Act as it existed on July 18, 1980, the effective 
date of the last amendment to Sec. 13 of the 
Professional Service Corporation Act mak-
ing specific reference to the Business Corpo-
ration Act.” In reaching this conclusion, the 
Attorney General relied on earlier case prec-
edent for the proposition that when a statute 
adopts by reference another statute, it incor-
porates only the other statute as it existed 
at the time of adoption of the incorporating 
statute, and not (absent a clear expression to 
the contrary ) subsequent additions or modi-
fications.21 This interpretation has meant that 
amendments to the BCA made after July 18, 
1980 did not apply to corporations formed 
under the PSCA except when the PSCA was 
subsequently amended and Section 13 was 
restated. This has proved to be a continu-
ing problem, because the PSCA has not been 
amended each time the BCA was amended, 

resulting in lack of coordination of the stat-
utes.22 Consolidating the PSCA into the BCA 
would eliminate this problem. It would also 
standardize the treatment of corporations and 
limited liability companies that provide pro-
fessional services, by harmonizing the treat-
ment under the BCA and LLCA. It makes lit-
tle sense to have different rules apply based 
on the type of business organization chosen 
or to have this issue drive the determination 
of choice of entity.
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Venture Capital Directors—The 
Heightened Risk of Serving More 
Than One Master
By Jin-Kyu Koh and Theresa G. Carroll*

pIntroduction
The world of venture capital and private 
equity was once considered relatively free 
from litigation. However, common busi-
ness practices of venture capital and private 
equity funds are under increasing attack in 
the post-Enron and Sarbanes-Oxley era. This 
new landscape has forced directors of both 
private and public companies to reexamine 
their fiduciary duties and corporate gover-
nance practices in an era of increased liability 
exposure.1 Venture capital and private equity 
fund managers serving as directors of port-
folio companies are not immune from liabil-
ity exposure and have unique conflict issues 
that may increase such exposure under cer-
tain circumstances. These conflict of interest 
issues arise as the venture capital director 
has fiduciary duties to the limited partners 
of his or her fund, as well as fiduciary duties 
to all shareholders of the portfolio company, 
among others. These conflict issues are fur-
ther exacerbated when the venture capital 
appointed director serves as a director of 
multiple portfolio companies in the same 
industry. Situations that can raise these con-
flicts include financing transactions (espe-
cially “down” rounds), mergers and sale 
transactions, insolvency situations, executive 
compensation, and conflicting interests of 
multiple portfolio companies.

This article provides a general discussion 
of a director’s fiduciary duties, lists poten-
tial conflict of interest situations for venture 
capital designated directors, and provides 
certain recommendations for venture capital 
and private equity fund managers serving as 
directors of portfolio companies.

Fiduciary Duties of Directors

In General
Delaware corporate law2 imposes two pri-
mary duties on directors of corporations: 
(i) a duty of care and (ii) a duty of loyalty.3 
The duty of care generally requires a direc-
tor to use the amount of care that an ordi-

narily careful and prudent person would 
use in similar circumstances.4 This duty has 
sometimes been described as requiring the 
requisite level of “process” (i.e., diligently 
keeping oneself sufficiently informed of 
material information and seeking the advice 
of experts to the extent necessary to make 
an informed decision). Any deficiencies in a 
director’s process generally are only action-
able on a showing of gross negligence or 
“reckless indifference.”5 The duty of loyalty 
generally requires a director to exercise his 
or her powers in the best interest of the cor-
poration and not for personal benefit or gain 
or for the benefit or gain of another person or 
organization.6 Although the duty of loyalty 
does not prohibit related party transactions,7 
because venture capital appointed directors 
often may face divided loyalties, such direc-
tors must be aware of their responsibilities, 
particularly in light of the heightened liabil-
ity risk.

Directors may be held personally liable for 
breaches of these fiduciary duties. Although 
a corporation’s governing documents usu-
ally provide indemnification protection for 
such directors or otherwise eliminate or limit 
the director’s liability to the corporation or 
its shareholders, the Delaware corporate law 
expressly limits the ability of the corporation 
to indemnify a director or limit a director’s li-
ability in certain circumstances.8 No director 
should assume that the indemnification pro-
visions of a corporation’s governing docu-
ments and the corporation’s director and of-
ficer insurance policy will sufficiently cover 
this risk.

Business Judgment Rule and Entire Fairness 
Test
In assessing whether a director has complied 
with his or her fiduciary duties, Delaware 
courts generally apply the business judgment 
rule in disinterested transactions. Under this 
rule, Delaware courts resist substituting their 
own judgment for that of the directors. Rath-
er, Delaware courts presume that “in mak-

*Mr. Koh and Ms. Carroll would like to acknowledge the invaluable assistance of Obisesan Abimbola, a 2008 summer associate 
at Dykema Gossett PLLC.



ing business decisions, the directors…acted 
in good faith and in the honest belief that 
the action taken was in the best interests of 
the company.”9 The business judgment rule 
places the burden of proving that a director 
violated his or her fiduciary duties on the 
plaintiff.10

However, if a transaction involves an 
“interested” transaction (i.e., the director 
stands on both sides of the transaction, com-
mits fraud, or personally benefits), Delaware 
courts will employ a heightened level of 
scrutiny referred to as the entire fairness test. 
Under this test, in assessing a director’s com-
pliance with his or her fiduciary duties, the 
director has the burden of proving fair deal-
ing and fair price of the transaction.11

Conflicts of Interest and Other 
Risks
Venture capital firms often require that rep-
resentatives of such firms be appointed to the 
board of directors of the portfolio company 
to provide, among other things, expertise 
and to monitor the investment. However, 
such directors must be aware that the fidu-
ciary duty obligations applicable to direc-
tors are equally applicable to venture capi-
tal appointed directors.12 Compliance with 
such fiduciary duties may raise concerns for 
venture capital appointed directors because 
of unique conflict of interest scenarios and 
divided loyalties, and it may require venture 
capitalists to reconsider previously accepted 
business practices. The following are certain 
conflict of interest situations facing venture 
capital appointed directors.

Confidentiality of Portfolio Company 
Information 
Often a venture capital appointed director is 
expected to report confidential information 
of the portfolio company to the venture capi-
tal firm. At the same time the venture capi-
tal appointed director owes fiduciary duties 
to the portfolio company, and it is often 
inferred that the duty of care or the duty of 
loyalty, or both, require such director to keep 
such information confidential.13 This issue 
becomes particularly acute when the venture 
capital firm has investments in multiple port-
folio companies in the same industry.14

Follow-on Financing Transactions. 
Typically new investors owe no fiduciary 
duties to the portfolio companies. Howev-
er, a venture capital firm that is already an 

investor in the portfolio company and is pro-
viding subsequent rounds of equity or debt 
financing must be aware of the fiduciary 
duties of the venture capital appointed direc-
tor to the portfolio company and all of its 
shareholders and cannot just focus only on 
the protection of the initial venture capital 
investment.

Acquisition Transactions 
In a transaction in which the portfolio com-
pany acquires another portfolio company of 
the venture capital firm, the venture capital 
appointed director may find himself or her-
self on both sides of the transaction.

Merger, Sale, or other Exit Transaction
In connection with any sale or disposition of 
all or a portion of the portfolio company, a 
venture capital appointed director must be 
comfortable that the transaction is in the best 
interest of the portfolio company and all of 
its shareholders and not solely to protect the 
venture capital investment in the portfolio 
company and/or to solely provide an exit for 
the venture capital firm.

Insolvency Situations
When a company is insolvent, a director’s 
fiduciary duties may require taking into 
account the interests of creditors, in addition 
to the company and its shareholders. Navi-
gating this issue (including when a corpo-
ration is insolvent) becomes more complex 
when the venture capital firm itself is a pri-
mary and/or secured creditor. Also, there is 
some risk that a venture capital funded loan 
may be “equitably subordinated” to other 
debt of the company.

Aiding and Abetting Risks
A venture capital firm must be careful not to 
subject itself to potential liability for breach of 
fiduciary duty claims. Such a claim has been 
asserted directly against the venture capital 
firm, as well as the venture capital appointed 
director, where the plaintiff alleged that the 
venture capital appointed director was over-
ly controlled by the venture capital firm.15

Executive Compensation
Although executive compensation transac-
tions do not necessarily present conflict of 
interest issues, venture capital appointed 
directors should be mindful that such trans-
actions have seen a significant increase in liti-
gation.
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There has been recent litigation involving 
all of the circumstances described above.

Recommendations
Because of the unique conflict of interest situ-
ations and the heightened liability risk that 
may face venture capital directors in the post-
Enron environment, a venture capital direc-
tor should consider the following recommen-
dations to minimize the risk of liability.

Consider Board Observer Rights
In response to the inherent conflict of interest 
issues and the increased liability exposure, 
some venture capital and other private equi-
ty firms have opted to forego board seats. 
Instead, such firms have required board 
observation rights, which provide the right 
to attend and otherwise participate in all 
board meetings and receive all board pack-
age materials. However, board observers do 
not have the right to vote. Board observers 
should require a portfolio company to cover 
them under the company’s director and offi-
cer insurance policy.

Understand Your Duties
A venture capital and private equity director 
who also is a director of a portfolio company 
must always be aware of which hat he or 
she is wearing—venture capital hat whereby 
fiduciary duties are owed to the venture cap-
ital firm and its limited partners, or portfolio 
company hat whereby fiduciary duties are 
owed to the portfolio company and all of the 
shareholders of the portfolio company.

Review/Modify Governing Documents of 
Portfolio Company
A venture capital and private equity direc-
tor should review the portfolio company’s 
governing documents to ensure that these 
documents provide the maximum protec-
tion available under applicable state law. 
The director should also review the govern-
ing documents to ensure that advances on 
expenses are available to directors. Finally, 
the director should consider whether these 
governing documents (or the investment doc-
uments) also contain provisions whereby the 
portfolio company acknowledges and agrees 
that the director and the venture capital/pri-
vate equity fund may also invest in and sit on 
the board’s of competing companies and dis-
close confidential information regarding the 
portfolio company to the venture capital firm 
and its other management team members.16

Review/Modify Fund Formation Documents
The venture capital fund formation docu-
ments should expressly include provisions 
addressing conflict of interest situations 
involving venture capital appointed direc-
tors. For example, the fund formation docu-
ments could provide that a fund manager is 
permitted to comply with his or her fiduciary 
duties to the portfolio company, even if exer-
cising such duties would conflict with his or 
her fiduciary duties to the fund.

Enter into a Separate Indemnification 
Agreement
A director should require a separate indem-
nification agreement before agreeing to 
serve on the portfolio company’s board. 
These indemnification agreements typi-
cally provide broad-based indemnification 
protection, as well as provisions related 
to advancements of expenses. Although a 
separate indemnification agreement may be 
duplicative of the governing documents, it 
would provide the individual director with 
a separate contractual right for advancement 
of expenses. The value of such a contractual 
right is even greater now given a recent deci-
sion of the Delaware Chancery Court, which 
upheld amendments made to a company’s 
bylaws eliminating the right to advancement 
of expenses for a former director facing liti-
gation.17

Obtain and Review D&O Insurance
Venture capital funds generally will require 
portfolio companies to obtain and maintain 
D&O insurance. A portfolio company will 
often argue that the cost of such insurance is 
not worth the benefit, particularly if the port-
folio company is at a relatively infant stage. 
In this situation, the venture capital fund 
should consider board observer rights (see 
above) in lieu of a full board seat. Also, the 
director should review the D&O policy as to 
scope and amount of coverage, limitations, 
“tail” coverage, director choice of counsel, 
and whether such coverage includes a duty 
to defend as opposed to a duty to reimburse.

Where Appropriate, Adhere to Corporate 
Governance “Best Practices”
A venture capital appointed director’s 
actions and inactions will likely be judged 
against today’s corporate governance “best 
practices” and “norms.” A director comply-
ing with such practices and norms would, 
among other things (i) devote adequate time 
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and effort to discharge duties, (ii) comply 
with corporate governance rules, (iii) review 
and document compliance with fiduciary 
duties (e.g., the minutes should reflect care-
ful consideration and due deliberation), (iv) 
seek independent third-party advice where 
appropriate (e.g., valuations or fairness opin-
ions), (v) document alternatives explored, 
(vi) obtain disinterested board and share-
holder approval where appropriate, and (vii) 
recuse himself or herself from board discus-
sions where appropriate.

Summary
A venture capital appointed director cannot 
eliminate all liability exposure for serving on 
the board of portfolio companies. However, 
a venture capital fund and its designated 
directors should be sensitive to the changing 
landscape and re-examine previously accept-
ed corporate governance practices in light of 
heightened liability risk in the current envi-
ronment.
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New Focus on Immigration and Tax 
Criminal Prosecution: Employer I-9 
Compliance More Imperative  
Than Ever
By Elise S. Levasseur
Introduction
The business climate for U.S. employers is 
undeniably difficult in the current economic 
downturn and globally competitive econo-
my. Added to employers’ other concerns is a 
political environment in which they now find 
themselves targeted by the U.S. government 
and others seeking increased enforcement of 
the nation’s immigration and tax laws. Since 
2006, there has been a substantial increase in 
the number of news announcements or list-
ings on various U.S. government Web sites 
of agency enforcement activities against 
employers.  These announcements and list-
ings reflect successes in securing millions of 
dollars in fines, the expedited deportation of 
undocumented workers, and a significantly 
higher rate of prosecutions and convictions.1 
Almost daily, there is a fresh news report, 
complete with photographs, of hundreds of 
illegal workers being led away in handcuffs, 
of raids on a U.S. businesses, and/or criminal 
indictments of employers, including many 
mid-level managers and supervisors.2

Employers are not only being pursued 
under a panoply of federal government en-
forcement tools but are also being tested in 
Racketeer Influenced and Corrupt Organiza-
tions Act (RICO)3 civil suits. In addition, they 
must be increasingly aware of a growing 
number of states that have enacted their own 
legislation requiring compliance with U.S. 
immigration laws and that may provide for 
an additional layer of fines, or the denial of 
state-issued licenses or benefits.4

Employers must also be aware of situa-
tions in which knowledge of the employment 
of undocumented workers may be found to 
exist because of the use of separate contrac-
tors. Under the Immigration Reform and 
Control Act of 1986 (IRCA),5 an employer 
is not required to complete a Form I-9, Em-
ployment Verification Form, for employees 
contracted to work at the employer’s site by 
another employer; however, business enti-

ties should have in place proper procedures 
to determine whether contractors are in com-
pliance with I-9 verification requirements. 
An employer cannot avoid liability under 
the IRCA by employing foreign nationals 
through an employee contractor arrange-
ment while knowing that the workers of the 
contractor are unlawful workers.6

In the past, employers may have received 
letters from the Social Security Administra-
tion (SSA) stating that the Social Security 
Number (SSN) reported by the employer 
does not match the name it provided, or there 
is no such social security number in existence 
with few guidelines on how to use the infor-
mation. Under new final regulations issued 
by the U.S. Department of Homeland Secu-
rity (DHS) on August 15, 2007, an employer 
may be deemed to have constructive knowl-
edge of its employment of undocumented 
aliens where the employer has received a 
“no-match” letter from the SSA. Where an 
employer receives a “no-match” letter and 
does not follow guidance given by the Im-
migration Control and Enforcement (ICE) 
branch of the U.S. Department of Homeland 
Security on how to achieve a “safe-harbor” 
against prosecution, an employer may be 
found to have constructive knowledge of the 
employment or ongoing employment of an 
undocumented worker who first had em-
ployment authorization but has later fallen 
out of status.7 

Not surprisingly, employers have increas-
ingly sought counsel on how best to avoid 
government and civil actions, and on how 
to mitigate their exposure to liability after 
a raid, government audit, or other govern-
ment action. Employers may also have ques-
tions about whether to enroll in various U.S. 
government programs (such as E-Verify8 or 
IMAGE9) that purportedly designed to as-
sist U.S. employers in their compliance with 
U.S. law, but which may pose significant 
risks if they do participate. Risks associated 



with E-Verify or IMAGE include discrimi-
nating against U.S. workers who, through 
some glitch in government databases, are 
not able to verify their citizenship or immi-
grant status, and providing evidence to the 
U.S. that the employer has violated U.S. law, 
which could be used against the employer in 
a criminal action. 

Examples of Government 
Enforcement Efforts Through ICE 
Raids
Since April 2006, there have been numerous 
examples of raids on U.S. businesses and 
arrests, which include the following: 

• El Pollo Rico Restaurant — On July 
24, 2008, the co-owner of El Pollo Rico 
Restaurant in Wheaton, Maryland, 
Francisco C. Solano, pleaded guilty to 
conspiracy to harbor aliens, conspira-
cy to commit money laundering, and 
structuring bank transactions to evade 
reporting requirements in connection 
with the operation of the restaurant. 
His wife also pleaded guilty to conspir-
acy to commit money laundering. Both 
defendants face a maximum of 20 years 
in prison for the money laundering 
charge. In addition, Francisco Solano 
faces a maximum sentence of 10 years 
in prison for the harboring conspiracy 
and five years in prison for structuring 
transactions to evade reporting require-
ments. 

• Action Rags USA — The owner of 
Houston-based Action Rags USA and 
two managers were indicted July 31, 
2008, on various charges of violating 
federal immigration laws. All defen-
dants were charged with conspiracy to 
harbor illegal aliens and to induce ille-
gal aliens to come to the United States. 
The defendants were also charged with 
inducing aliens to enter the United 
States for commercial advantage and 
ICE agents administratively arrested 
more than 150 illegal aliens, most from 
Mexico, who were discovered working 
at the plant. 

• Agriprocessors, Inc. — ICE agents 
executed criminal and administra-
tive search warrants on May 12, 2008 
in Postville, Iowa, arresting 389 illegal 
aliens. According to the ICE, this was 
the largest number of illegal aliens 
ever arrested in a single-site worksite 
enforcement operation . Ultimately, 305 

of those arrested were also convicted 
of criminal offenses including iden-
tity theft, false use of a Social Security 
number, illegal re-entry into the United 
States. Two Agriprocessors supervisors 
were arrested July 3, 2008 and charged 
with crimes that included aiding and 
abetting aggravated identity theft and 
encouraging aliens to reside illegally 
in the United States. In August 2008, 
one of those supervisors pleaded guilty 
to charges of conspiracy to hire illegal 
aliens and one count of aiding and abet-
ting the hiring of illegal aliens. 

• Swift & Company — On Dec. 12, 2006, 
1,297 illegal aliens were arrested at six 
Swift meat-processing facilities in six 
states. A 10-month investigation into 
work-related identity theft culminated in 
search warrants executed at Swift facili-
ties in Greeley, Colorado; Grand Island, 
Nebraska; Cactus, Texas; Hyrum, Utah; 
Marshalltown, Iowa; and Worthington, 
Minnesota. All 1,297 undocumented 
workers were charged as immigration 
status violators; 274 were also charged 
with criminal offenses. On July 10, 2007, 
ICE arrested an additional 20 employ-
ees upon executing federal and state 
warrants in six states. Those arrests 
included United Food and Commercial 
Workers (UFCW) union official Braulio 
Pereyra-Gabino, who was convicted by 
jury May 8, 2008 of harboring illegal 
aliens and sentenced to a year in fed-
eral prison. A Swift human resources 
employee has also pleaded guilty to 
illegal alien harboring. 

• Rosenbaum-Cunningham Interna-
tional (RCI) — On March 3, 2008, three 
former top executives of RCI, a Flori-
da-based janitorial services contractor, 
were given prison sentences ranging 
from 30 to 120 months for their roles 
in defrauding the United States and 
harboring illegal aliens. Each was also 
required to pay more than $15 million 
in restitution to the U.S. Department 
of the Treasury. The three operated a 
cleaning and grounds-maintenance 
service that was staffed predominantly 
with illegal aliens. The three contracted 
with theme restaurant chains and hos-
pitality venues throughout the United 
States. By failing to collect and pay 
federal income, Social Security, Medi-
care and federal employment taxes on 
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wages it paid, according to ICE, RCI 
was able to evade paying millions of 
dollars in employment taxes. RCI clients 
included House of Blues, Planet Holly-
wood, Hard Rock Café, Dave and Bust-
ers, Yardhouse, ESPN Zone, and China 
Grill. As part of the investigation, ICE 
agents also arrested 196 illegal aliens at 
more than 64 locations in 18 states and 
the District of Columbia. 

• Robert and Angelita Farrell — The mar-
ried owners of a Comfort Inn & Suites 
hotel in Oacoma, South Dakota were 
sentenced February 22, 2008, to several 
years in prison each after a federal jury 
found them guilty of peonage (involun-
tary servitude), visa fraud, making false 
statements, and conspiracy. 

• Quality Service Integrity, Inc. (QSI) — 
Sixty-three illegal aliens were arrested in 
April of 2007 at a Cargill pork process-
ing plant in Beardstown, Ilinois. They 
were employed by QSI, which provides 
cleaning and sanitation services for Car-
gill. Sixteen of those arrested, includ-
ing two supervisors, were convicted in 
federal court of visa fraud and received 
prison sentences. In addition, the QSI 
plant manager, Gerardo Dominguez-
Chacon, was convicted of harboring 
illegal aliens and aggravated identity 
theft and was sentenced to 38 months in 
federal prison. QSI’s human resources 
manager, Maria del Pilar Marroquin de 
Ramirez, was also convicted of illegal 
alien harboring and sentenced to ten 
months in prison. All 63 of those arrest-
ed either have been placed in removal 
proceedings or will be after serving 
their sentences. 

• Tarrasco Steel — Seventy-seven ille-
gal aliens working on “critical infra-
structure” construction projects in four 
southern states were arrested March 
29, 2007, following a five-month ICE 
investigation. Many of those arrested 
worked for Greenville, Mississippi 
based Tarrasco Steel, owned by Jose S. 
Gonzalez. Gonzalez allegedly falsified 
and altered information on I-9 Employ-
ment Eligibility Verification forms. 

• Michael Bianco, Inc. (MBI) — On March 
6, 2007, New Bedford, Massachusetts tex-
tile product company owner Francesco 
Insolia and three other managers were 
arrested and charged with conspiring 
to encourage or induce illegal aliens to 

reside in the United States and conspir-
ing to hire illegal aliens. Another person 
was charged with transferring fraudu-
lent identification documents. Approxi-
mately 320 illegal workers were arrest-
ed on administrative charges as part of 
the operation, representing more than 
half of the company’s workforce. Insolia 
and other MBI employees working on 
his behalf allegedly hired illegal aliens 
to fill an expanding workforce. The 
company’s customers included the U.S. 
Department of Defense. The company 
allegedly was aware that many employ-
ees used fraudulent “green cards” and 
Social Security cards to obtain employ-
ment. MBI management also allegedly 
told prospective employees how to 
obtain fraudulent documents. 

• IFCO Systems North America — ICE 
agents arrested 1,187 illegal alien 
employees of Houston-based IFCO Sys-
tems North America at more than 40 
locations nationwide on April 19, 2006. 
Seven IFCO managers were also crimi-
nally charged with crimes including, 
knowingly hiring illegal aliens, trans-
porting and harboring illegal aliens, and 
conspiring to transport illegal aliens. 
All seven have pleaded guilty and are 
awaiting sentencing. Five additional 
IFCO managers were indicted in Feb-
ruary of 2008 for similar crimes and are 
awaiting trial.10

Government Enforcement Tool 
Box
The key enforcement tool in the government’s 
arsenal has been the Immigration Reform 
and Control Act of 1986 (IRCA),11 which 
was enacted by Congress in 1986 to attempt 
to stop the flow of illegal immigrants to the 
U.S. by removing the incentive for illegal 
entries, that is employment in the U.S. Under 
IRCA, U.S. employers are prohibited from 
knowingly hiring12 or continuing to employ 
an unauthorized alien,13 and they carry the 
burden of immigration law enforcement to 
screen their employees to ensure that only 
those with work authorization are employed 
in the U.S.14 The Illegal Immigration Reform 
and Immigrant Responsibility Act of 1996 
(IIRIRA) amended some provisions of IRCA 
by providing employees with some “good 
faith” defenses against technical paperwork 
violations, reducing some of the acceptable 
documents for completion of Form I-9 and 
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by providing some protection for certain 
employers who are part of multi-employer 
associations. It should also be noted that INA 
274A(b)(6) does not provide an employer 
with a good faith defense where the employ-
er has engaged in a pattern of violation of 
U.S. law.15

Because IRCA has had limited success 
since its enactment, and because the Bush 
Administration has worked to push for-
ward its agenda for a “Guest Worker” pro-
gram while at the same time understanding 
the current anti-immigration sentiment in 
the U.S.,16 the Administration authorized in 
2005 the criminal prosecution of employers 
through a panoply of enforcement tools pri-
marily used by the Immigration Control and 
Enforcement (ICE) Branch of the Department 
of Homeland Security (DHS) In 2005, DHS 
authorized ICE to implement the Secure Bor-
der Initiative (SBI), and to work cooperative-
ly with the Internal Revenue Service (IRS) to 
bring criminal tax prosecutions.17

As stated, the DHS has since April 2006 
increased its enforcement efforts by focusing 
on criminal prosecution of employers who vi-
olate IRCA rather than on the civil and mone-
tary penalties utilized from 1986 to 2006, and 
the IRS has initiated similar criminal actions 
against employers for money laundering as 
well as for failure to withhold and pay tax-
es. Until 2006, the U.S. government focused 
on the use of civil penalties, which ranged 
from $110.00 to $1,000 per employee for so-
called “paperwork” violations.18 Under some 
previous and current government practices, 
maximum fines assessed for knowingly hiring 
an unauthorized worker in the U.S. reached 
$16,000 per worker, and there is a potential 
danger of receiving up to six months in jail 
where the government could/can establish a 
“pattern or practice” of knowingly employ-
ing or continuing to employ unauthorized 
workers.”19 

Violations that may give rise to U.S. Gov-
ernment enforcement actions include: 

• Harboring Illegal Aliens: a felony 
offense with sentencing potential of 5 
years imprisonment (8 USC § 1324).

• Money laundering: a felony with a sen-
tencing potential of 20 years imprison-
ment (18 USC § 1956).

• Unlawful Employment of Aliens: a felo-
ny offense with sentencing potential of 6 
months imprisonment (8 USC § 132(a)).

• False Statement: a felony offense with 
sentencing potential of 5 years impris-
onment (8 USC § 1001).

• Identification Document Fraud: a felony 
offense with sentencing potential of 15 
years imprisonment (8 USC § 1028).

• Aggravated Identity Theft: a felony 
offense with sentencing potential of 15 
years imprisonment (8 USC § 1028(a)).

• False Social Security Number: a felony 
offense with sentencing potential of 5 
years imprisonment (42 USC § 408).

Primary Basis of Prosecution: 
Knowingly Hiring or Continuing to 
Employ an Unauthorized Worker
It is very important to understand that under 
IRCA an employer may not need to have actu-
al knowledge that it is knowingly employing 
or continuing to employ an undocumented 
worker for the government to prosecute. 
Key in the government prosecutorial strate-
gies has been to find that the employer had 
“constructive” knowledge of the unlawful 
employment of undocumented workers. 

Constructive knowledge is defined under 
the United States Citizenship and Immigra-
tion Services (USCIS) regulations as knowl-
edge that may fairly be inferred through 
notice of certain facts and circumstances that 
would lead a person, through the exercise 
of reasonable care, to know about a certain 
condition,20 and it imposes on employers an 
obligation to complete, maintain, and update 
a Form I-9 Employment Verification Form.21 
Under the Immigration and Nationality Act, 
(INA), as amended, there is a rebuttable pre-
sumption of constructive knowledge if the 
employer 1) fails to complete or improperly 
completes the Form I-9; 2) fails to take rea-
sonable steps after receiving information that 
the worker is not authorized to work; 3) acts 
with reckless or wanton disregard for the 
legal consequences of permitting another in-
dividual to introduce an unauthorized alien 
into its workforce or to act in its behalf; or 
4) fails to take reasonable steps after receiv-
ing information indicating that the employee 
may be an alien who is not employment au-
thorized such as, a) the employee requests 
that the employer file a labor certification or 
employment based visa petition on behalf of 
the employee, b) written notice to the em-
ployer from the SSA reporting earnings on a 
W-2 that employee’s name and correspond-
ing SSN fails to match SSA records, c) writ-
ten notice from the DHS that immigration 
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documents presented by the employee in 
completing Form I-9 are assigned to anoth-
er person or there is no agency record that 
the documents have been assigned to any 
person.22 Examples of situations where con-
structive knowledge has been found include 
INS vs China Wok Restaurant23 (constructive 
knowledge can include situations where an 
employer has completed an I-9 that reveals 
information that the foreign national is out-
of-status but the employer fails to reverify 
employment authorization) and United States 
v Carter24 (constructive knowledge can also 
arise from allowing poorly trained employ-
ees to complete I-9 forms).

A review of the activities of ICE and other 
government agencies demonstrates that ICE 
has primarily focused on the most egregious 
employer violations, which are the harboring 
and smuggling of unlawful workers. Under 
U.S. law, employers are subject to prosecu-
tion for transporting an undocumented alien 
to further his or her unlawful presence; for 
concealing, harboring, or shielding an un-
documented alien; or for inducing or encour-
aging an undocumented alien to illegally en-
ter the United States.25 Under United States v 
King,26 harboring a foreign national may be 
found where the employer has engaged in 
additional acts other than mere employment 
that help an undocumented alien to further 
his or her unlawful employment, such as pro-
curing false documents, providing a warning 
about a future inspection, and/or providing 
housing to the undocumented alien. 

If there is no harboring involved, an 
employer who knowingly hires at least ten 
workers, and who has actual knowledge of 
unlawful employment can be fined and im-
prisoned up to five years.27 Where the har-
boring is done for the purpose of commer-
cial gain or private financial advantage, the 
maximum prison term increases from five to 
ten years.28

Employer Requirements Under 
IRCA
A review of an employer’s requirements 
under IRCA is helpful for understanding 
potential employer liability and illustrating 
the primary means by which the employer 
can avoid liability and criminal prosecution. 
IRCA requires that all employers complete a 
Form I-9 if the employee was hired on or after 
November 6, 1986,29 and that in doing so, that 
the employer cannot discriminate against 
U.S. workers on the basis of national origin or 

citizenship.30 Proper and non-discriminatory 
completion of an I-9 is critical for the reason 
that an employer who properly completed I-
9 records can use affirmative defenses avail-
able to employers under IRCA.31

A Form I-9 has three sections. Section 1 
of an I-9 must be completed and signed by 
the hiree on the date of hire and requires as-
sertion by the hiree of his or her legal status 
in the United States. That is, the hiree must 
indicate that he or she is a U.S. citizen, lawful 
permanent resident, or nonimmigrant alien 
with work authorization.32 Although it is the 
employee who makes the assertion about his 
or her immigration or citizenship status, it is 
the employer who is responsible for assuring 
that Section 1 is completed by the employee 
on the first day of hire.

Section 2 is completed by the employer 
and requires that the employer attest that it 
has examined original documents presented 
by the hiree, which are from a list of accept-
able documents (listed on the reverse side of 
Form I-9) that demonstrate identity and the 
right to work in the United States.33 Exami-
nation of the employees’ original documents 
must be completed within three days of hire.

Section 3 of Form I-9 is completed only 
when information provided by the employee 
indicates that there will be a need to re-verify 
his or her employment authorization. There 
are three circumstances under which an em-
ployer must re-verify employment authoriza-
tion: a) when an employee presents a receipt 
for a document that must be reverified with-
in 90 days; b) when the employee’s employ-
ment authorization document expires; or c) 
when the employer receives a letter from a 
U.S. government agency informing the em-
ployer that the employee is not authorized to 
work in the United States.34

E-Verify and IMAGE Not 
Necessarily a Safe Harbor for 
Employers
Unlike the proposed DHS regulations con-
cerning “no-match” letters from the SSA that 
provide for a “safe-harbor” for employers 
who follow a complex set of protocols for 
following up on the “no-match” letter, new 
government programs such as E-Verify and 
IMAGE do not provide a “safe-harbor” for 
those employers who participate. Informa-
tion that the employer provides to the govern-
ment concerning its past and current hiring 
practices may be used against the employer 
in criminal or civil prosecution.
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What is the benefit of participating in the 
new programs? According to ICE, by volun-
tarily participating in the IMAGE programs, 
companies can reduce unauthorized employ-
ment as well as the use of fraudulent identity 
documents. As part of IMAGE, ICE and the 
USCIS will provide education and training 
on proper hiring procedures, fraudulent doc-
ument detection, use of the E-Verify employ-
ment eligibility verification program and 
anti-discrimination procedures.35 To partici-
pate in IMAGE, employers must agree to the 
following:

1) Complete a self-assessment ques-
tionnaire;
2)  Enroll in E-Verify;
3) Enroll in Social Security Number 
Verification Service;
4) Adhere to IMAGE Best Employ-
ment Practices;
5) Undergo an I-9 audit conducted by 
ICE; and,
6) Review and sign an official IMAGE 
partnership agreement with ICE. 
After enrollment and commitment to 

DHS’s best hiring practices, program par-
ticipants will be deemed “IMAGE Certified,” 
which ICE believes will become an industry 
standard.36 This author believes that the best 
time to advise an employer to enroll in IM-
AGE is after the employer has been audited 
or raided by ICE so that the employer ac-
quires no new liability by its participation in 
IMAGE.

Implementation or Reexamination 
of Employer I-9 Compliance 
Program
Because ICE has made it clear that all 
employers are at risk regardless of their size 
or their particular industry, it has become 
imperative that all employers have in place 
a comprehensive I-9 compliance program to 
avoid criminal prosecutions for employing 
undocumented workers.37 In this author’s 
opinion, currently the most effective and saf-
est defense against prosecution and civil suits 
under RICO is ensuring that the employer has 
a written compliance program for employ-
ment verification and that its I-9 forms are 
completed correctly and on a timely basis.  A 
written compliance program is also critical in 
helping employers avoid possible national 
origin and citizenship discrimination from 
engaging in unfair immigration hiring relat-
ed practices.

The following is a list of suggested em-
ployer practices:

A. Every employer should have a 
written policy explicitly prohibiting 
discrimination against U.S. workers 
and explicitly prohibiting the hiring 
of illegal workers. The policy should 
be reviewed with every person who 
has hiring authority and every person 
in the employer’s human resources 
department who is responsible for 
asking employees to complete an I-
9 Form. The presence of an overall 
corporate compliance policy tends 
to demonstrate an employer’s good 
faith and may mitigate any penalties 
assessed by either ICE or the Office of 
Special Counsel for unfair Immigra-
tion related hiring practices.
B. Every employer should promi-
nently display notices to its employees 
that it explicitly prohibits discrimina-
tion against U.S. workers and explic-
itly prohibits the hiring of workers 
not authorized to work in the United 
States.
C. Every employer should conduct 
an audit of its Forms I-9 on an annual 
basis to assure that it is in compliance 
with U.S. law.
D. Every employer should designate a 
key individual who is responsible for 
the business entity’s overall employ-
ment eligibility verification program 
and who will explain the policy to per-
sonnel handling the daily obligations 
of completing I-9s on a timely basis, 
as well as those who will be involved 
in the annual internal audit. The indi-
vidual responsible for the overall pro-
gram must ensure that key personnel 
receive adequate training on how to 
properly complete I-9s, how to con-
duct an audit, and how to legally cor-
rect and replace missing I-9s without 
engaging in unfair immigration relat-
ed hiring practices.
E. Every employer should ensure that 
employees fully and properly com-
plete Section 1 of the form on or before 
the date of hire.
F. Every employer should examine 
only original documents presented by 
each employee at the time employment 
begins to ensure that they appear to be 
genuine and related to the person pre-
senting them and that the documents 
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are either from List A or List B and List 
C of the reverse side of the Form I-9.
G. Every employer should fully and 
properly complete Section 2 of the 
I-9 and attest that the employer has 
inspected the documents and, to 
the best of his or her knowledge, the 
employee is authorized to work in the 
United States. 
H. Every employer should establish a 
tickler system to reverify the employ-
ment authorization document if the 
employee indicates that employment 
authorization will expire in the future.
I. Every employer must take reason-
able steps to resolve social security 
“no match” letters. With the looming 
implementation of the DHS’s social 
security no match regulations, employ-
ers must take care not to acquire con-
structive knowledge of continuing to 
employ an undocumented alien.
J. Every employer should separate 
Forms I-9 from other personnel files, 
which will permit easy and quick 
access for internal audit or govern-
ment audit purposes.
K. Every employer should understand 
the retention requirements for I-9 
forms and should establish a system for 
disposing of I-9 forms for employees 
who have been terminated. Employ-
ers should retain I-9s for every current 
employee. For terminated employees, 
I-9s must be retained for three years 
from the date of hire or one year from 
the date of termination, whichever is 
longer. 
L. Every employer using contract 
employees must establish written 
procedures to assure that contractors 
are in compliance with I-9 employ-
ment verification provisions. Con-
tracts between employers and contrac-
tors should contain language that I-9 
compliance is the responsibility of the 
contractor. Contracts should contain 
indemnification against liability for 
improperly completed I-9s. 

Common Errors Found When 
Auditing Forms I-9
The following are common mistakes found 
when conducting an internal I-9 audit that 
must be corrected for an employer to dem-
onstrate that it has acted in good faith in its 

continuing obligation to remain in compli-
ance with IRCA.

In Section 1 the Employee:
• Did not complete the I-9 on the date of 

hire;
• Did not sign and/or date the form;
• Did not attest to his or her status in one 

of the three boxes provided: U.S. citizen, 
lawful permanent resident or nonimmi-
grant with work authorization which 
expires;

• Did not indicate a date on which 
employment authorization expires if the 
employee indicates a date of employ-
ment authorization expiration and 
either an alien registration or admission 
number;

• If a lawful permanent resident, did not 
indicate an alien registration number;

• Did not indicate a maiden name or stat-
ed “none” or "N/A."

In Section 2 the Employer:
• Did not sign and/or date the I-9;
• Did not indicate the date of hire;
• Did not examine original documents 

within 3 days of hire;
• Accepted documents that were not on 

either List A or from List B or C;
• Over-documented the I-9 with docu-

ments from List A and from List B or C;
• Did not provide the name and address 

of the company;
• Did not provide the employee’s job 

title;
• Photocopied the documents but did not 

complete the I-9;
• Did not provide the name of the docu-

ment issuing authority;
• Did not provide the expiration date of 

the document, if applicable;
• Accepted expired documents where not 

permitted;
• Did not follow up on documents for 

which the employee provided a receipt 
within 90 days;

In Section 3 the Employer:
• Did not reverify employment authori-

zation or document where a receipt for 
a document was provided; or the U.S. 
government notified the employer that 
the information provided by either the 
employer or the employee is inaccu-
rate;
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• Information concerning the document 
was not provided, including the expira-
tion date of the new document, if appli-
cable;

• Did not sign Section 3.

Best Practices for Correcting 
Errors on Forms I-9 Discovered 
During Internal Company Audit

• Obtain a complete list of all employees 
listed on Employer’s payroll;

• Determine if there is an I-9 for each cur-
rent employee;

• Determine whether there are employees 
who are no longer with the company for 
whom an I-9 should have been complet-
ed and that the employer should have 
retained subject to the USCIS retention 
schedule (one year from the date of hire 
or three years from the date of termina-
tion, whichever is longer);

• Determine whether all boxes on the 
form have been completed;

• Complete or have the employee com-
plete missing information on the form, 
but be sure that the information is not 
back-dated when corrected; initial and 
date the corrections made as of the date 
of the correction;

• Consider using a different color ink to 
make the corrections;

• Have employer corrections made by the 
individual at the company who origi-
nally completed Section 2 or Section 3, 
if available;

• Use caution when approaching employ-
ees to provide documentation not origi-
nally provided. Do not specify which 
document the employee can provide if 
a document is missing;

• Do not destroy an existing I-9 if it is 
required under the law. Annotate, 
initial, and date the form or consider 
attaching a new I-9 form to the existing 
I-9 form, but do not destroy an existing 
I-9 for a current employee.

• Separate I-9s from other employee 
records;

• Separate I-9s from terminated employ-
ees and indicate the date the I-9 can be 
destroyed according to USCIS retention 
schedule. 

Conclusion
At this writing, it is likely that the activity by 
ICE enforcing U.S. immigration laws against 
employers will continue for the next several 
years. The best defense is to return to the fun-
damentals of compliance with nondiscrimi-
natory I-9 compliance and to put into place 
written compliance policies that confirm the 
employer’s adherence to the law, its prohibi-
tion against discrimination, and its commit-
ment to ongoing internal audits of its records 
and policies. Further, the use of E-Verify 
and IMAGE should be considered going for-
ward to assure that the employer is engaged 
in using best practices in compliance with 
IRCA. 
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Alternatives to Bankruptcy: A 
Primer on Composition Agreements 
By Thomas Lindahl

In the current economic climate, business 
attorneys are increasingly faced with situa-
tions where a client or an opposing party is 
either insolvent or suffering from financial 
distress. It is axiomatic that the business of a 
debtor will be paralyzed if its bank accounts 
are frozen by a garnishment or the assets of a 
company are seized in an execution. 

The most recognized course of action for 
such a debtor is filing for bankruptcy under 
chapter 11 of the Bankruptcy Code to reorga-
nize (or under chapter 7 of the Bankruptcy 
Code simply to cease operations and liqui-
date). A Chapter 11 proceeding is a remedy 
of last resort and requires substantial capital 
to fund various professional fees, intense ad-
versarial legal contests over interests, priori-
ties, rights, courses of action, and filing and 
reporting requirements. The time it takes to 
reorganize a debtor and the low success rate 
for companies that have attempted to reorga-
nize under chapter 11 are factors that weigh 
against a chapter 11 strategy. Based on an 
analysis of the level of distress of the busi-
ness and its viability with restructured debt, 
there are some forms of relief that in limited 
circumstances should be considered as an 
alternative.  This article discusses measures 
that, if successful, can offer viability to a busi-
ness in financial distress.

The reference to an “out of court” reorgani-
zation or “informal” reorganization refers to 
a process where creditors consensually agree 
to a plan of reorganization. It is not binding 
unless the creditors agree to be bound by it. It 
bears many similarities to a chapter 11 plan, 
but in many respects is quite different. In its 
basic form, the “out of court” reorganization 
has as its legal basis a composition agreement. 
A composition with creditors is defined gen-
erally as an agreement between an insolvent 
or embarrassed debtor and two or more of 
his or her creditors whereby the creditors, 
for some consideration, such as an immedi-
ate payment, agree to the discharge of their 
respective claims on the receipt of payment 
that is in a lesser amount than the amount 
actually owing on the claim.1 Another defini-
tion of a composition agreement is a contract 
made by an insolvent or financially pressed 

debtor with two or more creditors in which 
the creditors agree to accept some specific 
partial payment of the total amount of their 
claims, which is to be divided pro rata among 
them in full satisfaction of their claims.2 In its 
fundamental form, the essential elements are: 
an agreement between two or more parties; 
and a forebearance, compromise, or adjust-
ment of debt. When used in a business setting 
to address the unsecured creditors, a forbear-
ance and the inducement are key elements of 
a successful composition agreement.  

If indeed a creditor is about to garnish the 
bank account, the sheriff is going to seize the 
assets of the company, or the bank is going 
to exercise remedies such as collection of the 
accounts receivable, seizure of inventory, or 
exercise of its rights against the machinery 
and equipment, a debtor has to look toward 
a chapter 11 proceeding if it is to have any 
continued viability.  Section 362 of the Bank-
ruptcy Code3 providing for an automatic stay 
of any action to enforce any rights (subject to 
exceptions), is a powerful legal tool to ob-
tain relief and have “breathing room” to re-
structure debt. Section 363 of the Bankruptcy 
Code4 even allows the debtor to use its col-
lection of accounts receivable and cash over 
the objection of the lender if the debtor can 
provide “adequate protection” (assurance) 
that the debtor’s use will not result in the de-
crease in value of a creditor’s interest in the 
property. There are numerous other protec-
tions offered by the Code even without the 
creditor’s consent. 

If the debtor’s financial distress has not 
deteriorated to the point of paralysis, and the 
debtor has the capability of offering its credi-
tors a more attractive alternative than forcing 
the debtor into bankruptcy, it is an appropri-
ate time to consider and propose a composi-
tion agreement.  

The composition agreement is similar in 
some respects but different in others from 
a chapter 11 proceeding. A chapter 11 pro-
ceeding has a disclosure statement and a 
plan. The offering in the plan is based on a 
liquidation analysis in which the sums of-
fered to the creditors in the class are greater 
than what the creditor would realize in a liq-



uidation. Under 11 USC 1126 (d), the plan is 
accepted by the class if two-thirds of the al-
lowed claims in the class accept. If the plan 
is confirmed, any dissenters in the class are 
bound by the plan. Moreover, the court may 
confirm a plan that “crams down” or binds 
the creditor to the treatment under the plan 
even though the class of creditors did not ac-
cept the plan. See 11 USC 1129. 

In contrast, a composition agreement has 
a contract as its basis.  Under Michigan law, 
the essential elements of a valid contract are 
(i) parties competent to contract, (ii) proper 
subject matter, (iii) legal consideration, (iv) 
mutuality of agreement, and (v) mutuality of 
obligation.5 The legal question arises whether 
an agreement to compromise a lawful debt is 
enforceable since it lacks consideration. 

A Michigan statute provides that an 
agreement in writing and signed by the party 
against whom it seeks to enforce the change 
or modification is not invalid because of the 
absence of consideration.6 Since a composi-
tion agreement can only bind those who sign 
the agreement, the requirement that the com-
position agreement is effective only on the 
acceptance of a high rate in dollar amount of 
the creditor class is dictated by the economic 
reality of the situation. In other words, a sub-
stantial portion of the creditor class must be 
bound, or the composition agreement does 
not provide the relief or viability needed by 
the debtor. For example, assume a distressed 
company owes a total of $1 million in unse-
cured account payables that is immediately  
due and payable. It only has resources to pay 
$200,000 of this debt. If only 50 percent of the 
creditors by dollar amount agree to accept a 
20 percent payment in full satisfaction, the 
company would be in a position where it is 
paying $100,000 to the accepting creditors 
and the company would still owe $500,000 in 
immediately due payables. The out of court 
relief of a composition agreement would not 
alleviate the company’s distress. Therefore, 
the company has to require a high degree 
of acceptance from the creditors by dollar 
amount as a condition precedent to an effec-
tive composition agreement.

A provision of the Michigan Business Cor-
poration Act allows a debtor to take an ar-
rangement or compromise to the state court 
to sanction and bind the dissenters.7 This 
language generally appears as standard lan-
guage in articles of incorporation.  However, 
court decisions have severely limited the ap-

plication of this section under the doctrine of 
preemption.8

So the question becomes, why would a 
creditor agree to sign a composition agree-
ment agreeing to forbear from legal action, 
compromising its debt, and possibly term-
ing out debt that is due and owing?   Simply 
stated, the inducement comes from the eco-
nomic reality of the situation. The prime doc-
uments to present to the creditors are quite 
similar to bankruptcy law. These include a 
full disclosure of the financial condition of 
the company, including assets and liabilities, 
income, and projections, as well as a liquida-
tion analysis showing the likely distribution 
to the creditor if the business is liquidated. If 
the economic reality is that there is no practi-
cal likelihood that the creditor will get repaid 
if it does not participate, the creditor has an 
inducement to enter into the composition 
agreement.  

Lastly, the composition agreement has 
greater flexibility than a Chapter 11 proceed-
ing since it does not have court-mandated 
oversight and regulatory requirements. 
The creditors may wish to have indepen-
dent counsel or a restructuring professional 
review and investigate the books and records 
of the company, as well as the facts and cir-
cumstances of the debtor’s condition before 
they make a decision. However, most estab-
lished businesses in the current economic 
climate have prior experience with custom-
ers filing for bankruptcy protection and have 
often seen little or no return. The out of court 
process is more expeditious and economical 
than a formal bankruptcy. The debtor will 
save substantial money and resources and be 
at less risk of losing its position in the market 
place if it can persuade its creditors to enter 
into a composition agreement. 
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Sample Composition Agreement
ABC Company , a [jurisdiction of incorporation] corporation (sometimes referred to as 

“Company” or “Debtor”), pursuant to the powers vested in the corporation, proposes this ar-
rangement in the form of a Composition Agreement between ABC Company and the Creditor 
identified below. 

Recitals
A. Debtor is unable to pay its Creditors’ (defined below) claims in full and desires to pay 

the Creditors in accordance with the terms set forth in this Composition Agreement, in full 
and final satisfaction of the Creditors’ claims, in exchange for a release by the Creditors of any 
claims, demand, suits, or actions by the Creditors relating to the Creditors’ claims. 

B. Debtor and Creditors believe that it is in their best interests to enter into this Agreement 
and to satisfy and discharge the Creditor’s claims in accordance with this Agreement. 

For valuable consideration, the receipt and adequacy of which are acknowledged, and in-
tending to be legally bound, the parties agree as follows: 

I. Definitions
1.1 “Allowed Claim” means the claim of a Creditor less any Disputed Amount, until the Dis-
puted Amount has been resolved. 
1.2 “Disputed Amount” means the amount that the Creditor’s Estimate, shown on the Accep-
tance Form, exceeds the Debtor’s Estimate, until the difference or discrepancy is resolved pur-
suant to Section V(a)(iii) of this Agreement. 
1.3 “Resolved Claims” means any Disputed Claims that have been resolved in accordance with 
Section V(a)(iii) of this Agreement. 
1.4 “Event of Default” means the failure by Debtor to make any payment set forth in this Agree-
ment as required and such payment default is not cured within ten (10) business days after 
delivery to Debtor of written notice of such breach.

II. Class of Creditors
The class of creditors shall consist of those creditors (“Creditors”) that are unsecured, exclu-

sive of creditors who are entitled to priority treatment under the Bankruptcy Code including 
utilities, taxes, benefits, and current insurers who have outstanding amounts owed from peri-
ods prior to [date] (the “Determination Date”) . 

III. Terms of Repayment
This class of Creditors shall be repaid a total of fifty percent (50%) of their Allowed Claim 

in full settlement and satisfaction (“Compromise”) of the Allowed Claim, as follows: twenty five 
percent (25%) of the Allowed Claim shall be paid on the Effective Date, and twenty five per-
cent (25%) of their Allowed Claim shall be paid in twenty-four (24) equal consecutive monthly 
installments commencing on the first day of the month following the Effective Date, and then 
on the first day of each month thereafter.  No interest will accrue or be paid relating to the Al-
lowed Claims. For administrative convenience and cost savings purposes, the Debtor may, in 
its sole discretion, make a greater percentage and quicker distribution on any Allowed Claim 
totaling less than $1,000.00. 

IV. Effective Date
This Composition Agreement shall be effective, binding, and enforceable according to its 

terms, on the date that is seven (7) business days after the earlier to occur of : (i) acceptance 
of the Composition Agreement by Creditors holding at least eighty-five percent (85%) in the 
aggregate of the amounts outstanding on the Determination Date, or (ii) the sanction of this 
Composition Agreement by a court of competent jurisdiction, if fifty percent (50%) in number 
and three quarters (3/4) in value of the creditors enter into the Composition Agreement (the 
“Effective Date”). 
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V. Allowed Claim/Disputed Amount
 a. For purposes of determining the amount of your Allowed Claim for payment 
purposes:

 (i) By entering into an Acceptance of this Composition Agreement without inserting 
an amount other than the amount set forth in the Debtor Estimate, you are agreeing that Debt-
or’s Estimate is correct and constitutes the amount of your Allowed Claim.

 (ii) If you disagree with Debtor’s Estimate and you wish to accept the Composition 
Agreement and assert a different claim, you should insert into the Acceptance Form the amount 
which you believe to be the appropriate amount of your Claim against Debtor as of the Deter-
mination Date, less any appropriate credits (“Creditor’s Estimate”). 

 (iii) If you and Debtor are unable to amicably resolve the Disputed Amount, Creditor 
agrees that its sole and exclusive remedy is the right to have the dispute arbitrated with one (1) 
arbitrator, in an expedited proceeding in accordance with the rules of the American Arbitra-
tion Association. The arbitration will be conducted in Southfield, Michigan. and the decision 
of the arbitrator shall be final and binding on all parties, with no right of appeal; provided, how-
ever, the award, including costs, shall be judicially enforceable consistent with this Agreement. 
Requests for arbitration must be filed within 30 days of the Effective Date of this Agreement. If 
the Creditor does not make a timely request for arbitration, the Claim of such Creditor shall be 
allowed in the amount of the Creditor’s Estimate. 

b. Any Resolved Claim shall be paid in accordance with the distribution percentage set 
forth in Section III above for the payment of Allowed Clams in twenty-four (24) equal consecu-
tive monthly installments with the first payment to be made at the time of the Debtor’s next 
scheduled payment on the Allowed Claims. 

VI. Moratorium
Each Creditor agrees that (i) unless it receives a notification by the Debtor that the requisite 
acceptances and the sanction of the Composition Agreement by the Court have not been 
obtained, it will not take any action against the Debtor (or its property) to enforce, collect, or 
commence or continue any proceedings with respect to its Claim and (ii) after the Effective 
Date and prior to an Event of Default, it will not take any action against the Debtor (or its prop-
erty) to enforce, collect, or commence or continue any proceedings with respect to its Claim, 
and will dismiss any pending actions with respect to such Claims.

VII. Release
In consideration for the Debtor’s commitment to make the payments in accordance with this 
Agreement and other good and valuable consideration, except for the obligations created by 
this Agreement or acknowledged as continuing in force, each Creditor, for itself, its respective 
predecessors, successors, parents, subsidiaries, and all other persons or entities claiming by 
or through it (collectively, the “Releasors”), releases, acquits, absolves, and forever discharges 
Debtor and each of its respective predecessors, successors, parents, agents, employees, repre-
sentatives, partners, officers, directors, shareholders, attorneys, and insurers (collectively the 
“Releasees”) of and from any and all manner of actions, causes of action, in law or in equity, 
debts, contracts, claims, suits, damages, losses, costs, judgments, or expenses, of any nature 
whatsoever, known or unknown, fixed or contingent, direct or derivative, subrogated or 
assigned, suspected or unsuspected, which the Releasors have or may have against any of the 
Releasees by reason of any matter, cause, act, omission, or thing whatsoever to the date of this 
Agreement, including without limitation, any and all causes of action, claims, demands, costs, 
expenses, losses, and damages arising out of or in any way relating to their respective Allowed 
Claim.  

VIII. Enforceability
This Composition Agreement shall be governed and construed according to the laws of the 

State of Michigan. If Debtor receives an acceptance of fifty percent (50%) in number and three-
quarters (3/4) in dollar amount, Debtor reserves the right to file an action in a court of compe-
tent jurisdiction in the State of Michigan seeking, pursuant to MCL 450.1204, to obtain an order 
to sanction the compromise arrangement and bind the dissenting creditors to the terms of the 
composition Agreement.   
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IX. Miscellaneous

a. Entire Agreement. This Agreement constitutes the entire agreement and the complete and 
conclusive understanding between the parties with regard to the subject matter of this Agree-
ment. There are no oral or other agreements or understanding affecting this Agreement. This 
Agreement supersedes and cancels all previous discussions, negotiations, agreements, and 
commitments, oral and written, relating to the subject matter of this Agreement.  This Agree-
ment may not be amended, waived, or discharged except by an instrument in writing signed 
by the party against whom enforcement is sought. 

b. Notices. Any notices required or permitted under this Agreement shall be in writing and may 
be delivered personally, transmitted by facsimile, e-mailed, or mailed by first class mail, to the 
parties at the addresses and facsimile numbers listed on the Acceptance Form or to such other 
address or facsimile as any party may designate by notice to the other parties. 

c. Counterparts; etc. This Agreement may be executed in any number of counterparts with the 
same effect as if all parties had signed the same documents. Each counterpart shall be deemed 
to be an original copy of this Agreement and all counterparts shall be construed together and 
be deemed to constitute a single document. Any party’s signature to this Agreement or on the 
Acceptance Form delivered by facsimile or other electronic transmission shall be deemed to be 
an original signature page to this Agreement and shall be given the same force and effect as an 
original signature to this agreement for all purposes. 

If you decide to accept this proposal to enter into this Composition Agreement, please fill 
out, sign, and return the acceptance below. 

       ABC Company 

       BY:  

       ITS:  

DATED:     
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Acceptance Form

 The undersigned creditor of Debtor in the amount of $_______________, accepts the 
terms of the Composition Agreement set forth above.  

       “CREDITOR” 

       __________________________
       Creditor’s Name

       By:________________________ 
       Its:_________________________

       ____________________________
       Authorized Signature
       
       Dated:__________________
       

PLEASE FORWARD THIS EXECUTED 
COMPOSITION AGREEMENT TO:

       SEND DISTRIBUTION TO:
       ______________________________
       ______________________________
       ______________________________
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NOTES

1. Am. Jur. 2d, Composition with Creditors § 1.
2. West’s Encyclopedia of American Law, (2d ed.).
3. 11 USC 362.
4. 11 USC 363.
5. See Thomas v Leja, 187 Mich App 418 (1991).
6. MCL 566.1.
7. MCL 450.1204, which provides in pertinent part:

Sec. 204. The articles of incorporation may contain the 
following provision or the substance thereof: When a 
compromise or arrangement or a plan of reorganization 
of this corporation is proposed between this corpora-
tion and its shareholders or any class of them, a court 
of equity jurisdiction within the state, on application of 
this corporation or of a creditor or shareholder thereof, 
or on application of a receiver appointed for the corpo-
ration, may order a meeting of the creditors or class of 
creditors or of the shareholders or class of creditors or 
of the shareholders or class of shareholder to be affected 
by the proposed compromise or arrangement or reorga-
nization, to be summoned in such manner as the court 
directs. If a majority in number representing ¾ in value 
of the creditors or class of creditors, or of the sharehold-
ers or class of shareholders to be affected by the proposed 
compromise or arrangement or a reorganization, agree 
to a compromise or arrangement or a reorganization of 
this corporation as a consequence of the compromise or 
arrangement, the compromise or arrangement and the 
reorganization, if sanctioned by the court to which the 
application has been made, shall be binding on all the 
creditors or class of creditors, or on all the shareholders 
or class of shareholder and also on this corporation. 

8. Statutory provisions that authorize court-
approved reorganization plans binding on corporate 
creditors confl icted directly with and were preempted by 
ERISA as allowing corporate employers unilaterally to 
alter their ERISA plan obligations, subjecting plan con-
tributions to fi nancial conditions of reorganized corpora-
tions, and substantially affecting administrative ability 
of plans to calculate benefi t levels, make disbursements, 
and monitor availability of funds for benefi t payments 
(29 USC 1132(g)). In re Michigan Carpenters Council 
Health & Welfare Fund, 933 F2d 376 (6th Cir 1991), cert 
den (1991) 502 US 982. Language in an order approv-
ing a compromise arrangement between a corporation in 
receivership and its creditors over the objections of one 
of the creditors is invalid where the practical effect of the 
language is to discharge the corporation’s obligations to 
the objecting creditor; the trial court has no authority to 
make such an order because the Federal bankruptcy act 
has preempted the fi eld (11 USCA 1 et seq.; CL 1948, 
450.4[3]).See Coburn Leasing Co; Jerry Davidson, Inc v 
Michigan Nat’l Bank, 54 Mich App 228, 220 NW2d 
714 (1974).
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Investor Claims Against Securities 
Brokers Under Michigan Law
By Raymond W. Henney and Michael P. Hindelang

Introduction 
Thirty years ago Judge John Feikens of the 
Federal District Court for the Eastern Dis-
trict of Michigan decided Leib v Merrill Lynch, 
Pierce, Fenner & Smith.1 Throughout the 
nation, Leib has long been considered to be a 
leading case on the common law duties and 
liability of securities brokers to their custom-
ers.2 Approximately ten years after Leib, arbi-
tration became nearly the exclusive forum for 
the resolution of investor claims against their 
stockbrokers.3 Arbitration has lead to a scar-
city of judicial precedent and the significant 
absence of a uniform application of the law. 
Fundamental principles set forth in statutes 
and case law for assessing responsibility in 
the uncertain world of the securities markets 
are often misapplied or ignored in favor of 
nebulous standards for liability that result in 
a second-guessing of investment approach-
es.  

On the thirty-year anniversary of Leib, 
we endeavor to set forth the legal standards 
under Michigan law for claims commonly 
asserted against securities brokers and their 
firms. This “getting back to basics” effort 
concerns liability for such claims as negli-
gence, breach of fiduciary duty, suitability, 
breach of contract, churning, and misrepre-
sentation.

Negligence, Fiduciary Duties, and 
Suitability 

In General
The most prominent and profound casualty of 
the paucity of judicial guidance over the past 
several years is the application of law claims 
based on common law duties owed by secu-
rities brokers to investors. Whether couched 
as negligence, malfeasance, or breach of fidu-
ciary duty, in arbitration these claims inevita-
bly are reduced to a contest of suitability, or 
whether the investment in question was suit-
able under the rules of the National Associa-
tion of Securities Dealers (NASD) or the New 
York Stock Exchange (NYSE).4 The question 
of broker liability becomes a debate as to 
what, in hindsight, is an appropriate invest-

ment in light of the customer’s financial situ-
ation, experience, and investment objectives. 
All too often, this debate becomes a competi-
tion among investment approaches in which 
experts duel over what should have been the 
proper “objective” investment strategy for 
the customer. As recognized by some com-
mentators, the shift from court to arbitration 
“has eased meaningfully the customer’s path 
to recovery.”5 

Under well-established Michigan law, 
however, such suitability considerations are 
paramount for determining liability only in 
the relatively rare situation where the broker 
has discretion in making investment deci-
sions for the customer. In the vast majority of 
cases where prior customer authorization is 
required for each transaction, the touchstone 
for common law liability is improper disclo-
sure, not the “suitability” of an investment.

The Suitability Rules and Suitability 
Actions
The concept of suitability derives from rules 
of the NASD and NYSE. As self-regulatory 
organizations, the NASD and NYSE, which 
recently merged and are now called “FINRA,” 
promulgate rules to govern the conduct of 
member firms, brokers, and other persons 
associated with member firms. Indeed, under 
the Securities Exchange Act, such self-regula-
tory organizations are required to promulgate 
rules “designed to prevent fraudulent and 
manipulative acts and practices, to promote 
just and equitable principles of trade…[and] 
to protect investors and the public interest.”6 

The NASD “suitability” rule is set forth in 
NASD Rule 2310.7 Subsection (a) provides:

In recommending to a customer the 
purchase, sale or exchange of any 
security, a member shall have rea-
sonable grounds for believing that 
the recommendation is suitable for 
such customer upon the basis of 
facts, if any, disclosed by such cus-
tomer as to his other security hold-
ings and as to his financial situation 
and needs.



Before making a recommendation, subsec-
tion (b) requires the broker to inquire of 
the “facts” referred to in subsection (a) by 
“mak[ing] reasonable efforts to obtain infor-
mation” concerning the customer’s financial 
status, tax status, and investment objectives. 
Accordingly, as informed by the NASD 
rule, suitability commonly is understood to 
require that, when a broker makes a recom-
mendation to purchase or sell an investment, 
the broker has reasonable grounds to believe 
that the transaction is suitable for the cus-
tomer’s financial situation and investment 
objectives.

The NYSE does not have a similar rule. 
Instead, the Exchange has a “know your cus-
tomer” rule, Rule 405.8 Originally designed 
to protect brokerage firms financially, the 
Rule has been used to imply an amorphous 
suitability standard.9 Rule 405 requires a bro-
ker to learn the “essential facts” concerning a 
customer and the nature of the account prior 
to opening it. Counsel for investors frequent-
ly argue that the rule requires the broker to 
ensure that the investments in the account 
are appropriate based on the essential facts. 
Interestingly, NYSE enforcement actions for 
“unsuitable investments” have not relied 
upon Rule 405.10

The NASD and NYSE rules are promul-
gated to regulate the conduct of member 
firms and those associated with member 
firms.11 They may form the basis of disciplin-
ary action, but are not alone a basis for civil 
liability or a formula for the proper awarding 
of damages to a customer. Indeed, Michigan 
courts have long held that there is no civil 
cause of action for the violation of a self-reg-
ulatory rule.12 To do so would, among other 
reasons, discourage meaningful self-regula-
tion.13

Nonetheless, customer arbitrations con-
ducted in Michigan routinely assert some kind 
of suitability claim. Arbitration has brought a 
shift in the focus of broker liability from Sec-
tion 10(b) of the Securities Exchange Act and 
Rule 10b-5 to the unsuitability rules of the 
NASD and NYSE, which, as one commen-
tator has noted, embody “a comparatively 
nebulous, quasi-legal, quasi-ethical standard 
of due care and fair dealing between brokers 
and customers.”14 “Unsuitability claims” are 
the “most common yet most ambiguous of 
all client accusations.”15 Indeed, “[w]hat con-
stitutes a viable unsuitability claim is open 
to debate.”16 Adding to the confusion is the 
citation by parties in arbitration to regulatory 

enforcement action decisions concerning vio-
lations of the suitability rules as precedent 
for establishing civil liability.

As self-regulatory organizations, the 
NASD and NYSE had enforcement divisions 
that were authorized to bring actions against 
member firms and those associated with them 
for violations of the rules of the organizations 
or securities laws.17 Such actions are brought 
pursuant to special rules of those regulatory 
organizations for enforcement proceedings.18 
Both the NASD and the NYSE have appeal 
processes.19 Once those appeals have been 
exhausted, an appeal of the enforcement de-
cision can be taken to the Securities and Ex-
change Commission (SEC).20 The SEC also 
is authorized to bring enforcement actions 
against brokerage firms and individuals asso-
ciated with them for violations of the federal 
securities laws.21 The Commission can bring 
such enforcement actions in federal court or 
as administrative actions pursuant to its own 
rules. 

Determinations in NASD or NYSE en-
forcement actions, in the administrative en-
forcement actions of the SEC, and in appeals 
to the SEC are issued in written form similar 
to court opinions. Advocates in arbitration 
regularly submit such determinations to ar-
bitration panels as precedent concerning 
the suitability standard as though they were 
court decisions determining civil liability. But 
these determinations are far different from 
court decisions. First, they lack consistency 
and rarely define principles that can be ap-
plied to other cases.22 Second, the focus of the 
disciplinary action is not determining civil li-
ability in a dispute between two parties, but 
only evaluating the conduct of the broker. In-
deed, NASD disciplinary panels have recog-
nized the significantly different purposes of 
an enforcement action and a civil action for 
damages: an enforcement proceeding simply 
concerns the broker’s conduct and the insti-
tution’s internal rules and it does not concern 
administering justice between parties and 
basic principles of personal responsibility.23 

Interestingly, the Michigan Uniform Se-
curities Act contains a “suitability”-type 
provision. Section 204(a)(1)(M) provides that 
the administrator may “deny, suspend, or re-
voke any registration, or censure a registrant, 
if it finds” that the broker “recommended” 
an investment “without reasonable grounds 
to believe that the recommendation is suit-
able for the customer on the basis of infor-
mation furnished by the customer after rea-
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sonable inquiry…concerning the customer’s 
investment objectives, financial situation and 
needs.”24 Section 204(h), however, specifi-
cally states that a violation of that provision 
“shall not subject a registrant to civil liabil-
ity to a customer.”25 Indeed, the Michigan 
Court of Appeals has found a cause of action 
based on the “suitability” standard of Section 
204(a)(1)(M) to be “frivolous.”26

Liability Based on Disclosure and 
“Suitability”
Although there have been few decisions con-
cerning common law actions against securi-
ties brokers under Michigan law, Leib27 has 
been the seminal decision enumerating the 
grounds for civil liability.28 Leib defines bro-
ker duties and liability based on who is mak-
ing the investment decision. A broker has a 
suitability-type duty only when the broker 
is unilaterally making the investment deci-
sion. When the customer must authorize 
each transaction in advance, broker liability 
is based on the adequacy of disclosure, not 
suitability. In the former or discretionary 
account circumstance, the claim against the 
broker is for breach of fiduciary duties. In the 
latter situation, the claim is in the nature of 
negligence or malfeasance.

In Leib, the plaintiff alleged that the de-
fendant broker “churned” plaintiff’s securi-
ties account (i.e., engaged in excessive trad-
ing to generate commissions) and “breached 
his fiduciary duty by allowing [the plaintiff] 
to pursue a course of heavy trading which 
could not possibly have resulted in a prof-
it.”29 In evaluating the plaintiff’s breach of 
fiduciary duty claim, the court analyzed the 
general duties owed by a broker to his cus-
tomers. The court found that brokers become 
fiduciaries when making the investment deci-
sion in a discretionary account—where prior 
customer authorization is not required—but 
are not fiduciaries for non-discretionary ac-
counts.30 This holding is consistent with the 
regulatory scheme of the federal securities 
laws. The Investment Advisors Act of 1940 
creates fiduciary duties for advisors manag-
ing discretionary accounts or funds.31

The Leib court recognized that a bro-
ker managing a discretionary account must 
“manage the account in a manner directly 
comporting with the needs and objectives of 
the customer.”32 In addition to this “suitabili-
ty”-type duty, the broker also has an ongoing 
duty of monitoring the account and disclo-

sure to the customer of events that impact the 
investment strategy of the accounts.33

The vast majority of accounts, however, 
are non-discretionary accounts in which prior 
customer authorization is required for trans-
actions in the account. For such accounts, Leib 
predicates broker liability on limited duties 
with respect to each individual transaction. 
Regarding investment advice, those duties 
are to “recommend a stock only after study-
ing it sufficiently to become informed as to its 
nature [and] price,” “to inform the customer 
of the risks involved in purchasing or selling 
a particular security,” to refrain from self-
dealing or to disclose a personal interest in a 
transaction, and “not to misrepresent any fact 
material to the transaction.”34 Consequently, 
there is not a suitability standard, but a dis-
closure duty. Indeed, the Leib court stated:

 Remarkably absent from the 
above list is the duty, on the part of 
the broker, to engage in a particular 
course of trading. So long as a bro-
ker performs the transactional duties 
outlined above, he and his customer 
may embark upon a course of heavy 
trading in speculative stocks or in-
out trading as well as upon a course 
of conservative investment in blue 
chip securities.35

Thus, Leib specifically rejects liability based 
upon any prescribed or “objective” suitabil-
ity standard, but imposes liability for inad-
equate disclosure. As one federal court sum-
marized the predicates for liability set forth 
in Leib:

 The limited duties that attach 
to brokers handling non-discretion-
ary accounts do not require a bro-
ker to engage in a particular course 
of trading. As long as the customer 
so directs, the broker may embark 
upon a course of speculative trad-
ing without violating any duty to the 
customer….The only duties imposed 
upon the broker in this context are 
the minimal duty to inform the cus-
tomer of the risks involved in pur-
chasing or selling a particular secu-
rity or investment and the duty to 
not misrepresent any material facts 
regarding a transaction.36

Leib reflects an approach to civil liability 
that accounts for personal responsibility and 
the uncertainty in the market. A customer 
who has been adequately apprised of the 
risks of an investment and decides to go for-
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ward with the investment should not be able 
to recover against the broker because the in-
vestment did not work out. Leib is contrary to 
the paternal approach of the suitability rule 
as frequently advocated in arbitration, which 
only evaluates the broker’s conduct with re-
spect to some kind of “objective” standard 
as to what constitutes an appropriate in-
vestment. Instead, Leib recognizes that it is 
the customer’s money and the customer has 
the right and obligation to make informed 
choices in how to invest that money.  Leib 
held that the broker has no duty to restrain 
the customer from “trading heavily.”37 As 
long as the customer controls the account, 
the pattern of trading is the customer’s re-
sponsibility.38 This approach stresses per-
sonal responsibility for informed choices and 
does not permit recovery against the broker 
for the consequences of those choices. In 
making disclosure the keystone for broker li-
ability, Leib is consistent with the approach of 
the federal securities laws in regulating the 
issuance and trading of securities. Both the 
Securities Act of 1933 and the Securities Ex-
change Act of 1934 impose a “philosophy of 
full disclosure.”39 

Recognizing the possibility of abuse, Leib 
also addresses the issues of meaningful con-
sent and broker manipulation. Leib measures 
the adequacy of the disclosure based on the 
customer’s particular situation.40 The bro-
ker’s disclosure duties will vary depending 
on the intelligence and personality of the cus-
tomer.41 “Uneducated” or “unsophisticated” 
customers will require careful and cautious 
disclosure.42 Moreover, the broker is required 
to disclose self-dealing or personal interest.43 
Additionally, Leib also sets forth an analysis 
for accessing customer control.44 

A broker can usurp control of a non-dis-
cretionary account and assume the fiduciary 
duties of a discretionary account under cer-
tain circumstances. According to Leib, the 
court is to weigh several factors in assessing 
whether the broker assumed control. Those 
factors include (1) the age, education, intelli-
gence and prior investment experience of the 
customer, (2) the nature of the customer-bro-
ker relationship—in other words, do the facts 
show an arms-length relationship or a per-
sonal relationship of trust and confidence, (3) 
the broker placing transactions without prior 
customer approval, and (4) the frequency of 
communications between the customer and 
broker.45

The broker will not be deemed to control 
an account, however, solely because all the 
trades in the account were the result of the 
broker’s recommendation or because the cus-
tomer always follows the broker’s advice.46 
Leib recognizes that a “customer normally 
depends upon his broker to supply informa-
tion, advice and recommendations.”47 Many 
courts have recognized that control is not a 
matter of broker recommendation, but the 
client’s capacity to “exercise the final right to 
say ‘yes’ or ‘no’.”48 

Although the basis for liability in non-dis-
cretionary accounts under the Leib approach 
is significantly different from that under the 
suitability rule, many of the proofs will be 
the same with respect to meaningful consent 
and broker control. Thus, issues pertaining 
to suitability such as the customer’s educa-
tion, prior investment experience, and the 
complexity of the investment also will be rel-
evant to the Leib analysis. The Leib standard, 
however, does not invite the battle of the ex-
perts concerning “appropriate” investment 
strategies, typically driven by hindsight and 
advocacy. Rather than this less than mean-
ingful debate, the Leib standard focuses only 
on knowing consent.49 

Breach of Contract 
Investors frequently join a breach of contract 
claim with other claims such as negligence 
and breach of fiduciary duty. Although 
there are reported decisions of Michigan 
courts and federal courts applying Michigan 
law indicating that plaintiff investors have 
alleged a breach of contract claim,50 there is 
no such reported decision that sets forth the 
elements of a breach of contract claim against 
a securities broker. Consequently, the scope 
of a breach of contract claim under Michigan 
law is not firmly established.

Breach of a term of a written agreement 
between the investor and brokerage firm or 
a specific oral agreement is sound basis for a 
claim of breach of contract.51 The difficulty is 
when a claimant investor attempts to allege 
suitability-type duties as a contractual obli-
gation. For example, the investor in The Ohio 
Co v Nemecek,52 asserted a breach of contract 
claim for “unsuitable” investments that the 
brokerage firm allegedly induced the inves-
tor to make “without proper disclosure of the 
characteristics and risks of ownership” and 
“made misrepresentations to them concern-
ing their investments.”53 While the Nemecek 
court was not asked to rule on the viability 
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of such a claim, courts in other jurisdictions 
have recognized breach of contract claims for 
excessive trading and suitability-type allega-
tions as the basis for an action for failure to 
exercise due care and not for breach of con-
tract.54 Courts also have recognized a breach 
of contract action for the mismanagement of 
an account premised on a supposed “implied 
agreement” that the account would be han-
dled properly.55 These implied contractual 
claims generally concern the same allegations 
and proofs as common law negligence, mal-
feasance, or breach of fiduciary duty claims.56 
The investor generally is attempting to “con-
tractualize” a purported duty or obligation 
as an implied contract right, perhaps to avoid 
a statute of limitation or other defense.57

Michigan courts have a longstanding his-
tory of rejecting breach of contract claims 
based on the breach of an implied contrac-
tual term that essentially is to act with due 
care. For example, in legal malpractice cases, 
Michigan courts look beyond the breach of 
contract label the plaintiff has given a claim 
and analyze the “gravamen of the action.”58 
A breach of contract claim cannot be main-
tained where the “‘contractual’ duties al-
legedly breached by defendant are indistin-
guishable from the duty to render legal ser-
vices in accordance with the applicable stan-
dard of care.”59 A viable breach of contract 
claim requires a “special contract” between 
the client and attorney in which the attorney 
promises a specific action.60

Analytically, breach of contract claims by 
investors against securities brokers should be 
treated in the same manner as claims against 
lawyers. Both are professional service rela-
tionships and both have certain duties of care 
imposed by law.  Further, the interests of 
avoiding duplicity of claims cited by courts 
in the legal malpractice cases61 fully apply to 
securities brokers.

Churning
Not every claim by an investor concerns alle-
gations of problems with the particular secu-
rities purchased by their broker. Another 
frequent claim is that the broker improperly 
engaged in too many transactions for the pur-
pose of generating commissions. While a cer-
tain level of trading is necessary to conduct 
business, investors frequently make claims 
that the trading was excessive. This is most 
commonly known as a claim for “churning.”

Churning is defined as fraudulent over-
trading to inflate commissions.62 Important-

ly, it is not defined simply as having large 
commissions, or having too many trades, 
but rather requires the causal link of over-
trading that is intended to inflate commis-
sions.63 Because of that link, a churning claim 
is analogous to a fraud claim and is treated 
similarly.64 A claimant must be able to estab-
lish three separate elements to succeed on a 
churning claim.65 First, there must have been 
trading that was excessive in light of the cus-
tomer’s investment objectives.66 Second, the 
trading must have taken place in an account 
controlled by the broker—not the customer.67 
Finally, the broker must have acted with ei-
ther an intent to defraud the investor or with 
reckless disregard for the customer’s inter-
est.68

The difference between arbitration and 
traditional litigation in court is particularly 
relevant here. Because churning is treated 
as a type of fraud claim, the three elements 
of the claim would have to be pled with par-
ticularity if the claim was brought in court.69 
If brought in arbitration, however, a claimant 
need only plead the relevant facts and relief 
requested.70 This significantly lower pleading 
standard permits investors to bring churning 
claims in arbitration that they may not be 
able to maintain in court.

Excessive trading in light of investment 
objectives can be demonstrated by several 
different factors, including the turnover ra-
tio of the account, the ratio of account value 
to commissions, in and out trading, and the 
number and frequency of trades.71 No one of 
these factors is determinative of trading, but 
collectively, the factors provide for a “mea-
sure of objectivity”72 that helps parties deter-
mine whether trading was, in fact, churning.

The turnover ratio of an account73 is com-
monly viewed as the principal indicator of 
churning. Various courts and industry com-
mentators have agreed that trading is gen-
erally excessive where the turnover ratio is 
greater than six.74 However, lesser turnover 
amounts have also been found to be exces-
sive. The number and frequency of trades is 
a related factor, which can arise where there 
are numerous smaller trades, but the total 
turnover ratio remains low. Further, the ratio 
of account value to commissions can also in-
dicate churning, but only where the commis-
sions themselves are shown to be excessive.75 
Also, “in and out” trading can be a charac-
teristic of churning when there is a pattern of 
selling securities, investing the proceeds in a 
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new security, then quickly selling that new 
investment.76 

Even where these factors are present, 
however, a claimant must establish that the 
broker controlled the account. Control, for 
purposes of churning, is much like the con-
trol discussed above regarding fiduciary du-
ties and suitability. The primary test is where 
the final decision to trade lies—is it with the 
customer or with the broker?77 A broker does 
not exercise control over an account by mak-
ing the trades received from the customer,78 
but he or she may do so by disregarding in-
structions, converting accounts to margin, or 
engaging in unauthorized trades.79 

Finally, an investor must show that the 
broker acted with either an intent to defraud 
or with reckless disregard of the investor’s in-
terests.80 However, this element can be broad-
ly construed to include the misappropriation 
of client funds, inappropriate use of margin, 
providing a customer with misleading infor-
mation, or conducting unauthorized transac-
tions.81 

Misrepresentation
Many of the common securities claims dis-
cussed in this article involve some aspect of 
fraud or misrepresentation, which can con-
stitute a separate claim under both Michigan 
and federal law.82 Under Michigan statutory 
law, Michigan common law, and federal law, 
there is a prohibition against using misrep-
resentations in connection with the sale of a 
security. Each of these three bases for a fraud 
claim requires similar proofs, but has differ-
ent elements.

Under Michigan common law, a fraud 
claim requires the proof of six elements:

(1) the defendant made a material 
representation; (2) the representation 
was false; (3) when the defendant 
made the representation, the defen-
dant knew that it was false, or made 
it recklessly, without knowledge of 
its truth as a positive assertion; (4) 
the defendant made the representa-
tion with the intention that the plain-
tiff would act upon it; (5) the plaintiff 
acted in reliance upon it; and (6) the 
plaintiff suffered damage.83

The most common federal misrepresentation 
claim asserted against securities brokers is the 
implied cause of action under Section 10(b) of 
the Securities Exchange Act of 193484 and SEC 
Rule 10b-5.85 The federal claim is similar to 
common law fraud in its elements:

To establish a violation of §10(b) of 
the 1934 Act, the plaintiff has the bur-
den of establishing that the alleged 
misrepresentation or omission was 
(1) one of material fact, (2) made with 
scienter, (3) on which plaintiff reason-
ably relied, and (4) which proximate-
ly caused the plaintiff’s damages.86

The touchstone of liability for fraud claims 
is a material misrepresentation. Not all mis-
statements are considered material. To the 
contrary, a misstatement is material only if 
it “would have likely influenced a reason-
able investor to change his mind, given the 
‘total mix’ of information available to him in 
the individual case.”87 The standard is objec-
tive and is not dependent on the particular 
perspective of the investor claimant. Thus, 
while a momentum trader88 would believe it 
is significant that a company missed revenue 
forecasts by one cent, courts have found such 
factors to be immaterial as a matter of law.89 
Similarly, adequate disclosure does not de-
pend on providing a specific interpretation 
of the facts that might assist in the investor 
having a better understanding.90 All that is re-
quired is clearly stating the facts.

While Section 410(a)(e) of the Michigan 
Uniform Securities Act91 also provides a cause 
of action based upon an “untrue statement of 
a material fact,” the express language of the 
statute does not require the investor claimant 
to show reliance on the alleged misrepresenta-
tion or the intent to defraud, which is known 
as a “scienter” in the federal case law for an 
implied claim under Section 10(b) of the Secu-
rities and Exchange Act.92 The claimant need 
only show that a material misrepresentation 
was made in the offer or sale of a security and 
the claimant “did not know, and in the exer-
cise of reasonable care could not have known, 
of the untruth or omission.”93 Similar to mate-
riality, whether an investor should have been 
on notice that a statement is untrue is mea-
sured by an objective standard—i.e., did the 
investor exercise reasonable care.
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1. Leib v Merrill Lynch, Pierce, Fenner & Smith, 461 
F Supp. 951 (ED Mich 1978).

2. See, e.g., De Kwiatkowski v Bear, Stearns & Co, 
306 F3d 1293, 1302 (2d Cir 2002); Gochnauer v AG 
Edwards & Sons, Inc, 810 F2d 1042, 1049-50 (11th 
Cir 1987); Burns v Prudential Sec, Inc, 167 Ohio App 
3d 809, 857 NE2d 621, 635-36 (Ohio Ct App 2006); 
Davis v Keyes, 859 F Supp 290, 294 (ED Mich 1994); 
First of Michigan Corp v Swick, 894 F Supp 298, 300 
(ED Mich 1995); R. Haft & P. Fass, Tax-Advantaged 
Securities: ILPs, Pass-Throughs and Other Vehicles, 4 Tax-
Advantaged Sec. 2.05[7][b] (2000) (“Leib has become 
the leading case with respect to [common law] duties”).
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Case Digests
Tax Exemption for Pollution Control 
Equipment
DaimlerChrysler Corp v State Tax Comm’n, 482 Mich 220, 753 
NW2d 605 (2008). Before issuing a certificate allowing for 
sales of new vehicles, federal law requires the Environ-
mental Protection Agency (EPA) to “test or require to be 
tested” new motor vehicles or new motor vehicle engines 
to ensure compliance with emission standards that the 
EPA promulgates. The EPA has created a testing regime 
that requires vehicle manufacturers to submit an applica-
tion with a large amount of supporting data. Petitioners 
installed test cells that are large buildings that can repli-
cate many temperature conditions and house equipment 
that allows for many different types of tests and data col-
lection. The test cells are used in the manufacturing pro-
cess to ensure compliance with the regulations. In addi-
tion to its test cell, one petitioner installed a new engine 
production line to meet federal emissions regulations. 
All the petitioners sought tax exemptions from the State 
Tax Commission (STC) under the Natural Resources and 
Environmental Protection Act (NREPA) for their test cells 
and the new engine line. NREPA provides real and per-
sonal property tax exemptions, as well as sales and use tax 
exemptions, for certain air pollution control facilities and 
requires that the STC refer applications to the Department 
of Environmental Quality (DEQ). The DEQ concluded that 
none of petitioners’ equipment qualified for an exemption 
under NREPA because their primary purpose was not to 
reduce pollution, but to test products for compliance with 
federal emissions standards and to manufacture engines 
that comply with those standards. The DEQ also found 
that all the equipment actually generated some pollution 
during the testing or manufacturing processes, instead of 
physically disposing of air pollution or controlling it as the 
law requires. The STC agreed and denied all the exemp-
tions. 

The supreme court held that, for the equipment to be 
exempt under the plain language of the statute, it must be 
installed or acquired for the primary purpose of regulating 
or curbing the spread of pollution in Michigan. Moreover, 
the equipment must actually and physically limit pollu-
tion. None of the equipment that is the subject of this ap-
peal met these tests. Therefore, the court of appeals erred 
by partially overturning the decision of the DEQ and the 
STC to that effect, by holding that the petitioners’ test cells 
qualified for the exemption. Thus, the supreme court re-
versed the court of appeals in part and restored the DEQ 
and STC decisions, concluding that none of the equipment 
qualified for the tax exemption.

Contracts—Non-retroactive Indemnity 
Provision
DaimlerChrysler Corp v Wesco Distrib, No 276174, 2008 Mich 
App LEXIS 1882 (Oct. 2, 2008). The defendant distributor 
has a business relationship with an electrical engineering 
services company, which provides service and support to 

users of the latter’s products and supports factories with 
warranties and other equipment needs. The electrical 
engineering company uses distributors like the defendant 
as intermediaries when performing electrical work for 
industrial and manufacturing customers. In general, the 
electrical engineering company prepares a quotation for 
the work to be performed and submits it to a distributor, 
which applies a markup and supplies the quotation to a 
customer. If the distributor and the electrical engineering 
company are awarded the job, the distributor then receives 
a purchase order from the customer and sends it to the elec-
trical engineering company, which performs the work. On 
July 23, 2002, the plaintiff called the electrical engineering 
company to look at damaged electrical equipment and to 
prepare a quotation for repair work. In the course of exam-
ining the equipment, a testing device exploded, injuring 
an employee of the electrical engineering company. That 
employee’s notes were lost or destroyed as a result of the 
explosion, and a quotation was prepared in early August 
2002 that may have used photographs the injured employ-
ee had taken before the incident. On August 8, 2002, the 
plaintiff issued a purchase order to the distributor to pay 
for repairs that was in the exact amount of the quotation; 
the purchase order included an indemnification provi-
sion that provided that the distributor must indemnify 
the plaintiff against all loss arising out of or related to the 
performance of any work in connection with the contract. 
On September 26, 2002, the distributor issued an invoice 
for the repairs to the plaintiff, which it paid without objec-
tion on October 30, 2002. The injured employee later sued 
the plaintiff for his injuries, and it sought indemnification 
from the distributor.

The distributor’s quote of August 2, 2002, and the plain-
tiff’s purchase order made it clear that a service—repair of 
the electrical equipment—was the primary purpose of the 
parties’ contract, and the provision of necessary materials 
was incidental to the repairs. Therefore, this contract dis-
pute was governed by the common law, rather than the 
UCC. Applying the common law, the trial court correctly 
held that the August 8, 2002 purchase order constituted a 
counteroffer, which the distributor accepted by its perfor-
mance. However, the trial court erred in ruling that the 
terms of the indemnity clause of that contract applied to an 
act and injury occurring before August 8, 2002. In general, 
a contract cannot be construed to operate retrospectively 
unless the parties expressly provide that it does in their 
agreement. The plain and unambiguous language of the 
contract in this case made clear that indemnification ap-
plied only to any loss that was related to work performed 
in connection with the August 8, 2002 contract. That con-
tract required labor and material to be supplied for repair 
of the capacitor bank, and all of which was started and 
completed after August 8, 2002. Obviously, the injury oc-
curred well before the contract was formed (indeed, even 
before an offer was even made) and was not related to the 
work performed on the capacitor bank. Consequently, this 
injury was not covered by the indemnity clause.



Income Tax—Payment of Uncontested Taxes 
as Prerequisite for Appeal to Tax Tribunal
Toaz v Department of Treasury, No 275784, 2008 Mich App 
LEXIS 1750 (approved for publication August 26, 2008). 
On March 14, 2006, the Department of Treasury issued 
a final assessment to petitioner of $13,536 for income tax 
owed for tax year 2001. Subsequent penalty and interest 
charges increased the amount due to $ 17,881.60. The peti-
tioner disputed that amount but also acknowledged that 
she failed to report $36,080 of gambling income on her 
2001 federal income tax return, which affected her Michi-
gan income tax liability. Based on the admitted figure from 
gambling income, the Department determined the undis-
puted portion of tax that the petitioner was required to pay 
was $1,515.36. The petitioner claimed that she was unable 
to pay the entire uncontested amount and instead paid 
$500 towards the tax liability when she filed her petition 
for review of the final assessment with the Tax Tribunal. 
The petitioner also proposed to make five installment pay-
ments to pay the remainder of the uncontested amount. 
The Department moved for summary disposition, arguing 
that the Tax Tribunal lacked jurisdiction over the matter 
because the petitioner failed to pay the undisputed por-
tion of the tax under MCL 205.22. The Tax Tribunal agreed 
with the Department and entered an order granting sum-
mary disposition for the Department.

The court of appeals ruled that the Tax Tribunal prop-
erly determined that it lacked jurisdiction to consider the 
petitioner’s income tax assessment challenge because she 
failed to pay the uncontested portion of the assessment as 
required by MCL 205.22. An aggrieved taxpayer must ac-
tually discharge the uncontested tax debt, by full payment, 
before appealing the contested portion of the tax assess-
ment. The aggrieved taxpayer must pay the uncontested 
debt and file the written petition required in MCL 205.735 
within 35 days to invoke the Tax Tribunal’s jurisdiction. 
A partial payment does not satisfy the statute, even when 
coupled with an allegation in the petition that the taxpayer 
lacks the financial resources to pay the full debt. A promise 
to pay the uncontested balance after the expiration of the 
35 days is insufficient to satisfy the statute, and the Tax 
Tribunal does not have authority to grant a delayed ap-
peal.

Use Tax—Exemption for Rolling Stock Used 
in Interstate Commerce
Alvan Motor Freight v. Dep’t of Treasury, No 276511, 276736, 
2008 Mich App LEXIS 1870 (2008). In a consolidated appeal, 
the Tax Tribunal upheld the position of the Department of 
Treasury that Alvan Motor Freight (AMF) was not entitled 
to an exemption from taxation under § 4k of the Use Tax 
Act, MCL 205.91 et seq., because the AMF trucks operated 
wholly within Michigan were not “used in interstate com-
merce” within the meaning of the exemption even though 
carrying freight originating from or destined to locations 
outside the state. MCL 205.94k(4). In the related appeal, 
the Department appealed an order of the Court of Claims 
granting summary disposition to United Parcel Service, 

Inc. (UPS) on its claim for a refund of use taxes paid for 
the years 1998 through 2000 on brown delivery vans pur-
chased outside Michigan but used wholly within the state 
to carry packages from or destined to other states. Based 
on United States Supreme Court precedent, the Court of 
Claims rejected the Department’s position that UPS was 
not entitled to the exemption because its brown delivery 
vans did not cross state lines.

The common issue in these consolidated appeals was 
whether the “rolling stock” of AMF and UPS that never 
leave the state of Michigan but do carry freight originat-
ing from or destined to locations outside the state is “used 
in interstate commerce” so as to qualify for tax exempt 
status under MCL 205.94k. The court of appeals held that 
the only reasonable reading of the words “interstate com-
merce” as used in 1996 PA 477, as amended, is that the 
Legislature intended them to have the “peculiar and ap-
propriate meaning in the law” that those words have ac-
quired in over a century of judicial decisions applying the 
Commerce Clause of the United States Constitution. The 
court ruled that both UPS and AMF qualified for the use 
tax exemption because their rolling stock, despite not leav-
ing the state, is used in the trade of goods between differ-
ent states: both the UPS brown vans and the AMF delivery 
trucks transport freight originating from or destined to lo-
cations outside Michigan.

Use Tax—Personal Property In Michigan
Ameritech Publ’g, Inc v Department of Treasury, No 276374, 
2008 Mich App LEXIS 1874 (Aug 7, 2008). The plaintiff 
company published and distributed telephone directories 
to residential and business customers in Michigan. The 
plaintiff developed the content and sent it in electronic for-
mat to a company in Illinois, which printed, bound, and 
cut the directories at its Illinois printing facility. A contract 
carrier transported the finished directories from Illinois 
to distribution centers located throughout Michigan, and 
another company distributed the directories to local busi-
nesses and residences. The plaintiff argued that, because 
it exercised no rights or powers over the directories while 
the directories were in the distribution channel, it did not 
“use” the directories in Michigan. Second, it argued that, 
even if the distribution of the directories was subject to 
the use tax, neither the cost of the paper nor the cost of 
the printing services could be included in determining the 
“price” of the directories. Third, the plaintiff claimed that, 
because the directories are a “tie-in” item to the telecom-
munication services provided by its affiliated companies, 
the result of allowing defendant to tax its costs of produc-
ing the directories would be double taxation.

The court of appeals concluded that a distribution of 
tangible personal property is a “use” subject to the Use Tax 
Act because the plaintiff exercised a power over the per-
sonal property while it was in Michigan. The court further 
concluded that the Department of Treasury correctly in-
cluded the costs of paper and printing services in the price 
of the directories and that plaintiff’s costs in producing the 
directories were not subject to double taxation.
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