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From the Desk of the Chairperson
By Mark R. High

JACK OF ALL TRADES, MASTER OF… 
This lawyering business is hard. By 
that, I don’t mean the hours, which 
certainly add up, or fi nding clients, 
which only applies to some of us, 
or even living through the lawyer 
jokes. I mean the actual practice of 
law. Except for the three percent who 
are just naturals, or the three percent 

who aren’t conscious enough to know what they don’t 
know, for the rest of us on this bell curve, it takes a lot of 
thought and hard effort to make it through a day.

Maybe some people can focus their practice to only 
work in a small, closely defi ned topic area. On Wall 
Street, I expect there is some poor Ivy League grad who 
spends her whole life concentrating on 15 U.S.C. Sec. 
2064(a). Eventually, she may branch out to consider the 
exemption at Sec. 2067(a). In our markets, however, we 
are more likely to encounter multiple topics each month, 
probably each week. I know that I can be working on 
an M&A deal one week, then get pulled into real estate 
fi nancing the next week. I could work with a start-up 
this week, and an in-house counsel at a Tier 1 supplier 
next week. In my outside general counsel role for pri-
vately held clients, I can get asked about employment, 
environmental, immigration, intellectual property, ben-
efi ts, and even litigation issues, sometimes all at the same 
time. And then there are the tax effects. I am very lucky 
in that I have 224 of the best colleagues in the world to 
turn to, but I still need at least a working knowledge of a 
lot of law, and that law is changing all the time.

Whether you are at a 500 person fi rm or working on 
your own, I expect you face the same issues. We have 
a duty to our clients to be competent at what we do. 
That is the word used in Rule 1.1 of the Michigan Rules 
of Professional Conduct—competent. I hope that we all 
aspire to be more than just competent, and I expect that 
our clients and colleagues are anticipating more than 
competence from us, probably they expect excellence. 
Can we provide that? I suggest there are at least two 
rules we should keep in mind in this effort.

First, don’t stretch too far. In the last couple years, I 
have been in transactions where a labor lawyer or a gen-
eral litigator represented the seller in a sale of business 
transaction. As a transactional lawyer, the labor lawyer 
was a great labor lawyer. Conversely, it is easy to imag-
ine how a business lawyer might muddle through an 
ERISA matter or other task outside the scope of their 
expertise.

What is wrong with trying something new? To start, 
being stuck in depositions for a week in the middle of 

negotiations doesn’t help anyone. Second, bringing lit-
igation skills, or techniques, or habits, into a business 
transaction is at least disruptive, if not outright poison-
ous. Poison is never an effective lubricant in a transac-
tion. Finally, every fi eld has its details and standard 
issues to address. In acquisitions, it is key to understand 
how the representations work, what they are intended 
to do, and how they tie into the indemnifi cation provi-
sions. To go into a transaction and try to lead a client 
through this process without understanding it yourself 
creates dangers all around. Caps, collars, baskets, dis-
closure schedules, knowledge qualifi ers, and survival 
periods are all critical provisions in this area—I have 
done deals, however, where the seller’s counsel never 
raises those issues.

Which leads me to my second thought, we all need 
to keep learning. We may not have mandatory CLE in 
this State (and I don’t propose to reopen that discussion 
here), but we are all required to maintain that “compe-
tent” standard. We need to constantly update ourselves 
in the fi elds we choose to work in. Relying on experi-
ence really means you are just learning from your mis-
takes—hardly a proactive strategy.

There are many places to learn. ICLE has many effec-
tive course offerings; we are very fortunate in this state 
to have such an active group. The commercial services 
help fi ll in the rare gaps in ICLE’s portfolio. ABA, PLI, 
ACC, there is an alphabet soup of options. Web-based 
offerings through ICLE and others make information 
available to all, but actual attendance is still the best way 
to learn in my book. Personally, my year is not complete 
if I haven’t hit both the LLC and Business Entity Update 
at the beginning of the year and our Section’s Business 
Law Institute in early summer. Certainly, many people 
take advantage of these and other offerings, but when I 
see 120 people at our Institute, and maybe 200 at the two 
Business Entity Update sessions held on either side of 
the State, it strikes me that this is a very small percent-
age of our over 3,500 Section members.

I know we are all busy, and it is hard to turn down a 
matter which a client may bring to you. We are part of 
a profession, however, one acting under special duties 
to our customers. We should each remember this every 
day, and act accordingly. I hope to see you at Boyne this 
June.
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Online Filing for Annual 
Statements and Reports
FileOnline is being expanded to 
include prior year annual reports and 
annual statements. In 2006, the Bureau 
of Commercial Services, Corporation 
Division, implemented online fi ling 
for current year limited liability com-
pany annual statements and domestic 
corporation annual reports. The pro-
gram has been expanded to include 
prior year annual statements and 
reports for entities in good standing. 
The ability to fi le annual reports for 
foreign corporations is being explored 
and may be available later in 2007. 

For limited liability companies 
and professional limited liabil-
ity companies in good standing and 
domestic corporations and profes-
sional service corporations that have 
not been dissolved, when the six-digit 
fi le number is entered, FileOnline will 
display a list of the three most recent 
reporting years and the status of the 
annual statement or report for each 
year. Customers click on the year of 
the statement or report they wish to 
fi le and then proceed to complete the 
document online, paying the fee with 
a credit card. Each statement or report 
is completed separately, and the fees 
for each statement or report are col-
lected separately. 

The FileOnline program will add 
a late penalty fee for profi t corpora-
tion annual reports being fi led after 
September 30 of the year in which the 
report is due. It will also add a late 
penalty for professional limited liabil-
ity company annual statements and 
reports being fi led after the February 
15 due date. If a report or statement 
was previously fi led for a particular 
year and the entity wishes to fi le an 
additional report or statement for 
that same year, the program will per-
mit the second report or statement to 
be fi led but will not add a late penalty 
to the second report or statement. 

If an annual report or annual 
statement contains incorrect informa-
tion and does not accurately present 
the action the entity intended to take 
or is erroneously executed, a Certifi -
cate of Correction, BCS/CD-518, may 

be fi led to correct an annual report or 
annual statement. The form is avail-
able online at http://www.dleg.state.
mi.us/bcsc/forms/corp/corp/518.
pdf. A Certifi cate of Correction, how-
ever, must be submitted via MICH-
ELF, email, or regular mail. 

Religious College 
Legislation
Michigan law establishes specifi c cri-
teria for postsecondary educational 
institutions, including educational 
corporations, unincorporated private 
educational institutions, and propri-
etary schools. Educational corpora-
tions form under section 170-177 of 
the General Corporation Act, MCL 
450.171-450.177. Public Act 142 of 
1964, MCL 390.771-390.772, estab-
lishes minimum requirements for 
unincorporated private institutions. 
Proprietary schools are regulated and 
licensed under 1943 PA 148, MCL 
395.101-395.103. Ecclesiastical cor-
porations are permitted to operate a 
licensed proprietary school to train 
individuals to become clergy or enter 
other vocations related to their par-
ticular faith.

Grace Baptist Church of Gaylord, 
an ecclesiastical corporation formed 
under the General Corporation Act, 
1931 PA 327, was operating as Grace 
Baptist College without a proprietary 
school license. Grace Baptist Church 
of Gaylord sought passage of HB 
6014-6016 to allow it to continue to 
operate Grace Baptist College, using 
“college” in the name, and to grant 
degrees without obtaining approval 
from the Offi ce of Postsecondary Ser-
vices, Bureau of Career Education, 
Department of Labor & Economic 
Growth. 

HB 6014 and HB 6016, signed by 
Governor Granholm on September 
29, 2006, became 2006 PA 420 and 
2006 PA 421. Public Act 420 amends 
the General Corporation Act to per-
mit an ecclesiastical corporation, 
under certain circumstances, to oper-
ate an educational institution for 
training individuals to become clergy 
or to enter other vocations related to 
its particular faith without obtain-

ing a proprietary school license or 
forming an educational corporation. 
Public Act 421 amends 1964 PA 142 
regarding unincorporated, privately 
operated institutions to add section 
1a, MCL 390.771a, which states, “This 
act does not apply to a religious col-
lege described in section 184a of 1931 
PA 327, MCL 450.185a.” 

Public Act 420 of 2006 added sec-
tion 184a to the General Corporation 
Act. Section 184a(7) provides, in part, 
that an ecclesiastical corporation that 
meets the criteria of section 184a “is 
not required to obtain the approval 
of or a license from the department of 
labor and economic growth to operate 
a religious college under this section 
in this state and the operation of the 
religious college and its educational 
programs are not subject to the super-
vision of the department.” In addi-
tion, section 184a(3)(a) provides that 
the ecclesiastical corporation may use 
the word “college” in the name of the 
religious college. If it uses “college” in 
the name of the religious college, the 
ecclesiastical corporation must pro-
vide the Bureau of Career Education, 
Department of Labor & Economic 
Growth with a copy of each fi led Cer-
tifi cate of Assumed Name.

Only a limited number of eccle-
siastical corporations, however, will 
be able to meet the criteria in section 
184a. It applies to ecclesiastical cor-
porations formed under the General 
Corporation Act but does not apply 
to ecclesiastical corporations includ-
ed in Chapter 458 of the Michigan 
Compiled Laws, MCL 458.1 et.seq. In 
addition, section 184a applies only to 
an ecclesiastical corporation incorpo-
rated under 1931 PA 327 prior to Jan-
uary 1, 2007 and located at the time 
of its organization in a county with a 
population of more than 17,500 and 
fewer than 23,500 residents on the 
most recent federal decennial census. 
Only fi ve counties had more than 
17,500 and fewer than 23,500 residents 
on the most recent decennial census: 
Antrim (23,110), Leelanau (21,119), 
Ogemaw (21,645), Osceola (23,197), 
and Otsego (23, 301).1 Section 184a(2) 
further limits the ecclesiastical corpo-
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rations to which the new provisions 
apply by requiring that the religious 
college must be operated as a divi-
sion of an ecclesiastical corporation, 
and it must have begun operating 
before January 1, 2007. 

An ecclesiastical corporation sub-
ject to section 184a may organize and 
operate a religious college to offer 
“postsecondary educational pro-
grams that are solely designed for, 
directed toward, and attended by 
students who seek to learn the par-
ticular religious faith or beliefs of 
the ecclesiastical corporation.” The 
program is limited to preparing stu-
dents for ordination or appointment 
as a member of the clergy of a church, 
denomination, or religious associa-
tion, order, or sect, or to enter into 
other vocations directly related to the 
particular faith of the ecclesiastical 
corporation. It may not offer “general 
or liberal arts educational programs 
or any other postsecondary edu-
cational programs.” Under section 
184a, a religious college may award 
degrees in biblical studies, religious 
studies, theology, and substantially 
similar degrees, but it may not grant a 
degree that includes the word “arts,” 
“science,” “business,” or “applied.”

Section 184a also includes spe-
cifi c requirements regarding printed 
material distributed by the religious 
college and requires disclosures to 
be made regarding the religious limi-
tation on the degrees offered and 
whether it does not accept state or fed-
eral assistance for its educational pro-
grams. The ecclesiastical corporation 
must annually provide the Depart-
ment of Labor & Economic Growth 
with a surety bond and submit to the 
department every two years a sworn 
affi davit that the religious college 
complies with the requirements of 
section 184a.

Foreign Corporations and 
Fees for Shares Attributable 
to Michigan
Public Act 21 of 2005, effective Janu-
ary 1, 2006, changed the fees foreign 
corporations pay for shares attribut-
able to Michigan and for increases 

in shares attributable to Michigan. 
Worksheets that accompany Amend-
ed Application for Certifi cate of 
Authority, BCS/CD 562, and foreign 
corporation annual reports have been 
revised. Prior worksheets will con-
tinue to be used to compute fees for 
increases in shares attributable, which 
occurred prior to January 1, 2006 but 
are reported after that date.

In fi scal year 2006, several foreign 
corporations completed and returned 
the worksheet with an additional fee 
when no fee was due, and the state 
processed refunds for the excess fees 
paid. In an effort to reduce confu-
sion about whether an additional fee 
is due, a procedure change is being 
made on the 2007 foreign profi t cor-
poration annual reports. Beginning 
in January 2007, no worksheet will be 
included if the corporation has 60,000 
or fewer shares or if the corporation 
has 100 percent of its shares attribut-
able to Michigan. 

Internal Procedure Changes 
In conjunction with the implemen-
tation of expedited services and the 
launch of online fi ling for annual 
reports and statements, the review 
and processing of corporation renew-
als of existence and limited liabil-
ity company Certifi cates of Restora-
tion have moved from Document 
Review to Business Services. Addi-
tional employees have been trained 
to review and process corporation 
annual reports, limited liability com-
pany annual statements, corpora-
tions’ renewals of existence, and 
Certifi cates of Restoration. In addi-
tion, when the missing reports or 
statements are submitted, they will 
be assigned to the person who wrote 
the letter advising the corporation or 
LLC what needed to be submitted.

The manager of Business Services 
is Robert Engle. Pat Perry supervises 
the individuals reviewing limited lia-
bility company annual statements and 
processing Certifi cates of Restoration. 
Susan Leach supervises the individu-
als reviewing corporation annual 
reports and reviewing requests to 
renew a corporation dissolved for 

failure to fi le reports or to renew 
a Certifi cate of Authority revoked 
for failure to fi le reports. Questions 
regarding automatic dissolutions 
and revocations of corporations or 
regarding limited liability companies 
not in good standing may be directed 
to annual report and statement exam-
iners at (517) 241-6470, mailed to PO 
Box 30054, Lansing MI 48909, or faxed 
to (517) 241-0538.

NOTES
1. Population information for Michigan is 

available online at http://www.michigan.gov/
documents/hal_lm_censis_schlueter_2004Pop-
Estimate-MI_122773_7.pdf.
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TAX MATTERS By Paul L.B. McKenney

Some Cash Rich & Less Taxing Ideas for C Corporations 
and Their Shareholders
In terms of tax planning, since the 
1986 Tax Act, C corporations have 
been the Rodney Dangerfi eld of enti-
ties. They get no respect. Nonethe-
less, there are billions of dollars of C 
corporation assets on which Michigan 
lawyers provide advice daily. With 
that enormous installed base, practi-
tioners need to think through some 
planning opportunities based on the 
temporary 15 percent rate on qualify-
ing dividends.

C Corporation with Excess 
Cash
Historically, a dividend distribution 
by a C corporation was a tax disaster. 
In the 50 percent bracket days, it took 
$2.00 of pre-tax income at the share-
holder level to net one dollar. With 
the advent of the 35 percent bracket, 
that declined to about $1.54. At the 
temporary 15 percent tax bracket, 
it takes about $1.18 of pre-tax divi-
dend income for the shareholder to 
net $1.00. The above numbers ignore 
Michigan tax. 

The result was that C corporations 
historically, for very good reasons, 
avoided making taxable distributions. 
However, today they should seri-
ously consider doing so. Part of the 
reason is that the 15 percent dividend 
rate is scheduled under current law 
to expire in 2010. The better question 
to ask might be, depending on who 
prevails in the elections in 2008, given 
the record structural federal defi cits, 
will the 15 percent dividend rate last 
until 2010? Many tax professionals do 
not think that it will. Raising the divi-
dend tax rate is the Joint Committee 
of Taxation and other congressional 
committees’ number one method to 
fund defi cit reduction and raise rev-
enues to fund AMT relief. 

A simple, effective planning tech-
nique for many taxpayers is to sim-
ply make a large one-time dividend 
distribution. There are also some 
variations on this idea. In the case 
of a mature C corporation where the 

senior generation does not want to 
sell, in some situations it even makes 
sense for the corporation to borrow 
money from a bank to fund all or a 
portion of a large, one-time distribu-
tion to shareholders. With substantial  
cash removed from the company, and 
quite possibly a liability to the bank, 
the stock is worth less, and that cer-
tainly has estate planning implica-
tions and may present opportunities. 
Another variant is a “part sale,” and 
a large 15 percent rate distribution to 
shareholders. This can be arranged if 
the senior generation wants (a) some 
cash, (b) to diversify their holdings, (c) 
to retain control and/or (d) pass the 
business down the generational lad-
der. Among other benefi ts, because of 
the reduced fair market value of the 
company, it reduces gift tax compli-
cations.

Another variant on the same 
theme is to effect a partial manage-
ment buy-out. The cash distribution 
again provides the owner with cash 
and a dividend asset base. It also 
makes the stock more affordable for 
the purchasers.

Another not uncommon situation 
is the C corporation with appreciated 
property, such as rental real estate, 
that did not elect S corporation status. 
The fear with electing generally far 
more favorable S corporation status is 
IRC 1362(d)(3)’s rule that if a C corpo-
ration converts to a S status and more 
than 25 percent of gross receipts  are 
from passive sources, then it loses its S 
status automatically after three years 
if, and only if, it also has C corpora-
tion earnings and profi ts. The plan-
ning opportunity is to make whatev-
er arrangements are needed to fund a 
one-time distribution to deplete the C 
corporation earnings and profi ts, and 
thus make the desired conversion to 
S corporation status feasible. There 
is a special election under Treas. 
Reg. 1.1368-1(f)(2) to treat distribu-
tions as fi rst coming from C corpora-
tion earnings and profi ts that may be 

made. This is a particularly valuable 
planning device for the not all that 
uncommon situation of either a C 
corporation owning primarily appre-
ciated real estate or a C corporation 
that sold its operating assets but now 
has marketable securities. 

Conclusion
In the view of most tax practitioners, 
the 15 percent dividend rate is on the 
congressionally endangered species 
list and will not last much longer.  
Readers are advised to review the 
particulars of C corporation clients’ 
factual settings and consider what 
planning might be appropriate to 
undertake at this time. 
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person of the Taxation Commit-
tee of the Detroit Bar Association, 
as chairperson of the Oakland 
County Bar Association’s Taxa-
tion Committee, and as a member 
of the State Bar of Michigan Taxa-
tion Section Council.
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The press has been fi lled with sto-
ries about stolen laptop computers 
containing personal information, 
lost computer hard drives or backup 
tapes, and situations where computer 
databases have been hacked.  Two 
such events ccurred in Michigan in 
2006.  One involved a stolen fl ash 
drive from an agency computer that 
contained the records of 4,000 Michi-
gan residents; the other involved a 
stolen laptop computer with over 
28,000 records. (For information 
about these and other events, look 
at the Identity Theft 911 Web site at 
www.identitytheft911.org.) In many 
of these cases, the potential for access 
to and the misuse of personal infor-
mation (such as social security num-
bers and credit card data) has led to 
initiatives to require notifi cation to 
potentially affected people.  The fed-
eral government has been slow to 
respond to these problems, forcing 
businesses to deal with potentially 
inconsistent state legislation.  

Without much fanfare, Michigan 
joined the growing list of states that 
have enacted legislation requiring 
companies or agencies to notify peo-
ple of possible disclosures of personal 
and confi dential information. Led by 
California, these states have enacted 
legislation that seeks to protect indi-
viduals whose personal information 
may have been accessed or compro-
mised.  The legislative initiatives are 
also providing guidance for business-
es and governmental agencies facing 
the situation.  

Michigan’s new law came into 
existence at the end of the last legis-
lative session without much publicity 
as Act No. 566, Public Acts of 2006.  
It amends the Identity Theft Protec-
tion Act  (“Act”)  and follows the pat-
tern established in a number of states 
by defi ning the nature of personal 
information and the type of poten-
tial breach that triggers a notifi cation 
requirement.   About the legislation, 
Governor Jennifer Granholm said the 
following:

Today’s technology has taken 
commerce and communication 
to new heights, but it also puts 
citizens at additional risk of 
identity theft as ever-increasing 
amounts of personal informa-
tion are stored and transmit-
ted electronically.  While I am 
pleased to sign legislation that 
provides critical information to 
consumers, we must do more 
to provide our citizens with the 
tools they need to truly protect 
themselves.1  

What Information Is 
Covered?
The new Michigan legislation2 defi nes 
“personal information” as data that 
links a person’s name to:
• Social Security number; 
• Driver’s license or identifi cation 

number; or
• Financial institution information.
A separate and much broader defi ni-
tion of “personal identifying infor-
mation”3 has a different application 
as discussed below.

What Triggers the 
Notifi cation Requirement?
The notifi cation requirement is trig-
gered by a “breach of the security of 
a database” or a “security breach,” 
which means unauthorized access 
and acquisition of personal informa-
tion data.4 The two primary situa-
tions that the law seeks to address are 
the unauthorized access of a database 
containing personal information, and 
the loss or theft of computer or other 
equipment that contains unencrypt-
ed personal information.  Notifi ca-
tion must occur unless the person or 
agency determines that the security 
breach has not or is not likely to cause 
substantial loss or injury to one or 
more residents of the state.5 (Would 
you want to give that opinion?)

What Notifi cation is 
Required and How Must It 
Be Done?
The legislation leaves some room 
for interpretation as to the form and 
manner of notifi cation.  One of the 
issues that a business must address 
is the timing of notifi cation.  Section 
12(4) of the legislation requires that 
the notifi cation to the person affected 
by the security breach must occur 
“without unreasonable delay.”6 The 
effect of this is to put the burden on 
the business or agency to decide how 
soon the disclosure and notifi cation 
must be made, which may be infl u-
enced by the severity of the breach.  
There is no safe harbor in the legis-
lation to address this obligation, but 
there are provisions that provide for 
delays in order to conduct appro-
priate investigations, restore secu-
rity and to notify the appropriate law 
enforcement agencies.7 

The form of notifi cation is also left 
to the affected business or agency and 
can include regular mail, facsimile, 
electronic mail, or telephonic notice 
in different situations.8 Mass media 
can be used for large scale breaches.9 
The pattern established by companies  
that have faced the issue is to publicly 
disclose the breach with a follow-up 
direct notifi cation to each affected 
person.

Are There Other Issues That 
a Business Must Address?
Businesses must also address the 
impact of the disclosure if the infor-
mation is covered by the Health 
Insurance Portability and Account-
ability Act (HIPAA) or the Graham-
Leach-Bliley Act (GLB). GLB relates 
to fi nancial information.10 Addition-
ally, to the extent that the personal 
information contained in the affected 
database includes information of 
persons outside of the state of Michi-
gan, the business must comply with 
other state laws.  The effect of this is 
to require a business to comply with 
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the most restrictive of the state laws, 
which is usually considered to be the 
California legislation.

At the end of the Act as amended 
is another interesting obligation that 
addresses the removal of unnecessary 
data from databases.  Unless the per-
son or agency maintaining the data-
base is subject to federal law that gov-
erns the disposal of records containing 
the personal identifying information, 
Section 12a of the Act requires that 
all data that contains personal infor-
mation must now be destroyed once 
the personal information is removed 
from the database.11 This presumably  
means that the business or agency 
has to go back to all archives, back-up 
tapes and discs, and similar media to 
destroy or overwrite the data.

Planning Considerations
To the extent that businesses have 
not focused on the importance of 
information security and digital asset 
management, the new Michigan leg-
islation gives them another reason 
to address the manner in which per-
sonal information is collected, stored, 
and protected.   The Act provides for 
civil fi nes of up to $250 for each fail-
ure to provide notice and each record 
not deleted.12 This is mitigated some-
what by  the fact that civil fi nes can-
not exceed $750,000 for multiple vio-
lations arising from the same security 
breach.13 Make sure you bring these 
potential liabilities to the attention of  
your company’s board of directors.

NOTES
1. Granholm, Jennifer, “2006 State of the 

State Address” (Lansing, MI, Jan. 25, 2006). 
2. MCL 445.63(p).
3. MCL 445.63(o).
4. MCL 445.63(b).
5. MCL 445.72(1).
6. MCL 445.72(4).
7. Id. 
8. MCL 445.72(5).
9. MCL 445.72((5)(d)(iii).
10. MCL 445.72(8)(b), (10).
11. MCL 445.72a.
12. MCL 445.72(12).
13. MCL 445.72(14).

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

merce, intellectual property, and 
commercial and corporate law. He 
is the vice-chairperson of the State 
Bar of Michigan Business Law Sec-
tion and past chairperson of the 
Computer Law Section. He is also a 
member of the American Bar Asso-
ciation Sections of Business Law, 
Science and Technology, and Intel-
lectual Property.

Holli Hart Targan is 
a member of Jaffe, 
Raitt, Heuer, & Weiss 
and counsels fi nan-
cial institutions and 
businesses on con-
tractual and regulato-

ry matters dealing with credit and 
debit cards, electronic fund trans-
fers, loyalty cards, and payment 
systems. As an advisor to compa-
nies in the credit card processing 
industry internationally, Holli coun-
sels companies on strategic issues, 
handles merchant portfolio and 
card processing industry mergers 
and acquisitions, and keeps busi-
nesses apprised of legal and regu-
latory developments, including rep-
resenting companies before Visa 
and MasterCard. She is a frequent 
author and speaker at industry 
forums and is a contributing author 
to The 1999 Guide to Smart Cards 
and Stored Value. Holli is a member 
of the Board of Directors of the Elec-
tronic Transactions Association

10 THE MICHIGAN BUSINESS LAW JOURNAL — SPRING 2007



11

Introduction
The oppression of a minority owner can 
occur in any business organization—a corpo-
ration, partnership, or limited liability com-
pany (LLC).  Those controlling the organiza-
tion may act in a manner that is unfair and 
oppressive to a minority owner.  This article 
discusses how the Michigan Limited Liabil-
ity Company Act (Michigan LLCA)1 protects 
members of a Michigan LLC  against the 
willfully unfair and oppressive acts of man-
agers and members of the Michigan LLC. 
Although the Michigan LLCA is still relative-
ly new, precedent interpreting similar provi-
sions in the Michigan Business Corporation 
Act (Michigan BCA)2 that protect minority 
shareholders provides guidance.

Under Michigan law, a member of an 
LLC does not have a statutory right to with-
draw from the LLC and may only withdraw 
as provided in the operating agreement.3  If 
the operating agreement does not permit 
withdrawal, there is no right for a member to 
withdraw, except in the rare circumstance of 
a merger from which the member dissents.4  
This, however, was not always the case.  

Before the Michigan LLCA was amended 
in 1997, a member had an unfettered right to 
withdraw from the LLC and to receive fair 
value for the member’s membership interest 
upon giving 90 days notice.5 If worst came 
to worst, an oppressed minority member 
could withdraw from the LLC and receive 
fair value under the former statutory provi-
sion.  This former provision could be used by 
a minority member to protect against oppres-
sive conduct.  However, it was found that the 
provision could also be used by a minority 
member to create leverage against the other 
members and LLC itself.  While this provision 
was intended, in part, to protect a minority 
member from oppressive conduct, it was not 
intended to give a minority member a means 
of gaining an unfair advantage over the 
other members and LLC. Consequently, the 
general statutory right of a member to with-
draw from an LLC was removed by the 1997 
amendment in favor of the current approach 
to minority member oppression.  The current 
Michigan LLCA protects minority members 
from oppressive acts of managers and mem-
bers who control the LLC by giving minority 

members the right to sue controlling manag-
ers and members to obtain judicial relief.  

The Right to Sue for Relief
The statutory right of a minority member to 
withdraw and receive fair value has been 
replaced by a right to sue managers and 
members guilty of oppressive conduct to seek 
relief, which may include the court order-
ing members or the LLC as an organization 
to purchase the minority member’s interest 
for fair value.  Section 515(1) of the Michigan 
LLCA provides in part:

A member of a limited liability com-
pany may bring an action in the cir-
cuit court of the county in which the 
limited liability company’s principal 
place of business or registered offi ce 
is located to establish that acts of the 
managers or members in control of 
the limited liability company are ille-
gal or fraudulent or constitute will-
fully unfair and oppressive conduct 
toward the limited liability com-
pany or the member.  If the member 
establishes grounds for relief, the 
circuit court may issue an order or 
grant relief as it considers appropri-
ate, including, but not limited to, an 
order providing for any of the fol-
lowing:  
(a)  The dissolution and liquidation 
of the assets and business of the lim-
ited liability company.  
(b)  The cancellation or alteration of 
a provision in the articles of organi-
zation or in an operating agreement.  
(c)  The direction, alteration, or pro-
hibition of an act of the limited liabil-
ity company, or of members, man-
agers, or other persons party to the 
action.  
(d)  The purchase at fair value of 
the member’s interest in the limited 
liability company, either by the com-
pany or by the managers or other 
members responsible for the wrong-
ful acts.  
(e) An award of damages to the lim-
ited liability company or to the mem-
ber.…6 

Minority Member Oppression
By James R. Cambridge



Section 515 is nearly identical to Sec-
tion 4897 of the Michigan BCA that protects 
minority shareholders of Michigan corpora-
tions.8 Although there are a few differences 
between the Michigan LLCA and Michigan 
BCA provisions, the similarity of the lan-
guage in Section 515 and Section 489 suggests 
that, in the absence of precedent interpreting 
Section 515, courts may look to precedent 
interpreting Section 489 for guidance.  

Standing
Under Section 515 of the Michigan LLCA, a 
member of an LLC has standing to bring an 
action to establish that the acts of the man-
agers or members in control of the LLC are 
unfair and oppressive.9  Similarly, under Sec-
tion 489 of the Michigan BCA, a shareholder 
has standing.10  Standing only exists for own-
ers (members of an LLC or shareholders of 
a corporation) and does not exist for man-
agers (managers of an LLC or directors and 
offi cers of a corporation) who lack an own-
ership interest, regardless of the extent of 
the oppression. The ownership interest that 
the plaintiff is asserting should be a current 
interest, rather than an interest due to former 
status as a member or shareholder. Action-
able conduct under the Michigan LLCA and 
BCA may be against the complaining mem-
ber or shareholder or against the LLC or cor-
poration.  

Member’s Interest Must be Affected
The conduct of controlling managers and 
members that affects the complaining mem-
ber’s interest as a member is actionable.  Sec-
tion 515 does not protect a member’s interest 
in the LLC in any other capacity (such as a 
creditor, party in contract with the LLC, and 
perhaps even as an employee).11  

In Franchino v Franchino,12 the Michigan 
Court of Appeals considered whether Sec-
tion 489 of the Michigan BCA created a cause 
of action for a shareholder who was removed 
from the corporation’s board of directors and 
had his employment with the corporation 
terminated.13 The court held that Section 489 
did not protect the shareholder against being 
removed from the board and did not guaran-
tee his employment with the corporation.14  
In coming to this conclusion, the court held 
that Section 489 only protects a shareholder’s 
interest as a shareholder. The court found 
that the defendant corporation’s decision 
to fi re the plaintiff shareholder and remove 
him from the board of directors did not affect 

the plaintiff’s interest as a shareholder under 
Section 489 of the Michigan BCA.15  

There may be situations in which a court 
may be responsive to arguments that an 
individual’s interest as a shareholder may 
be affected by actions that also impact his or 
her interest as a director or employee.  For 
example, in a closely-held corporation, the 
interests of a shareholder are often mani-
fested in his or her capacity as a shareholder, 
director, or employee. In a closely-held cor-
poration, the various capacities in which the 
individual serves the corporation are often 
intertwined. As a practical matter, an action 
that affects the individual as a director or 
employee can also affect the individual as a 
shareholder. Life in a closely-held corpora-
tion is not absolute, and neither should be 
the application of the principle of protecting 
a minority member’s interest.  

In recognition of the practical challenges 
related to shareholders with multiple roles, 
Section 489(3) of the Michigan BCA was 
amended in 2006 to expressly provide that 
willfully unfair and oppressive conduct 
“may include the termination of employ-
ment or limitations on employment benefi ts 
to the extent that the actions interfere with 
distributions or other shareholder interests 
disproportionately as to the affected share-
holder.”16 If the employment of a shareholder 
is terminated or if the employment benefi ts 
of a shareholder are limited so as to inter-
fere with distribution or other shareholder 
interests disproportionately as to the affected 
shareholder, as is often the case in closely-
held corporations, such actions may be con-
sidered “willfully unfair and oppressive.”17  
For example, if a majority shareholder causes 
the employment of a minority shareholder 
to be terminated, that minority shareholder 
may have standing under Section 489 of the 
Michigan BCA if the minority shareholder 
consequently receives less money than the 
other shareholders.  

The 2006 amendment to Section 489(3) 
refl ects the reality that the distribution of 
profi ts in a closely-held corporation takes 
many forms. For example, distributions may 
take the form of dividends or they may take 
the form of compensation and benefi ts. The 
termination of a shareholder’s employment 
in a closely-held corporation or limitation of 
a shareholder’s benefi ts may affect the share-
holder’s interest as a shareholder.  

While members of a closely-held LLC tend 
to fi ll multiple roles, much like shareholders 
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in a closely-held corporation, Section 515(2) 
of the Michigan LLCA does not currently 
include the language of the 2006 amendment 
to Section 489(3) of the Michigan BCA. The 
legislature soon will consider amending Sec-
tion 515(2) of the Michigan LLCA to include 
this language.  

Until Section 515(2) is amended, a court 
following Franchino would likely hold that 
the termination of a member as an employ-
ee of the LLC does not constitute “willfully 
unfair and oppressive conduct” under Sec-
tion 515(2). Nonetheless, Franchino provides 
important guidance on the question of what 
interests of LLC members must be affected 
to institute a cause of action for minority 
member oppression under Section 515 of the 
Michigan LLCA. A termination of employ-
ment or change in benefi ts that interferes 
with the member’s distribution and other 
rights disproportionately, arguably, should 
be actionable.  

In the absence of an amendment to Sec-
tion 515(2), an argument may be made that 
Franchino supports an interpretation that Sec-
tion 515 may protect a member’s interest as 
a manager when that interest is inextricably 
tied to his or her position as a member. In 
Franchino, the shareholder was removed as a 
director of the corporation, a business entity 
with centralized management.18 By analogy 
to Franchino, the removal of a member who 
also happens to serve as the manager in an 
LLC that has adopted centralized manage-
ment under Section 402 of the Michigan 
LLCA would not be actionable under Sec-
tion 515.  In contrast, where a member’s role 
as manager arises from being a member in a 
member-managed LLC under Section 401 of 
the Michigan LLCA, it may be argued that 
the manager role, vested in members of the 
LLC, should be protected as a member inter-
est. If the articles of organization or operating 
agreement of an LLC with centralized man-
agement require that managers be members, 
a case could also be made that a minority 
member who has been appointed manager 
is entitled to the protections of Section 515 
because the rights and responsibilities of the 
manager emanate from being a member.  

The 2006 amendment to Section 489(3) 
provides only that a change in employment 
may constitute willfully unfair and oppres-
sive conduct. The amendment was silent 
regarding removal of a minority shareholder 
from the board of directors. Consequently, 
a court following the holding of Franchino 

would likely conclude that the removal of a 
minority member from a board or as a man-
ager alone would not constitute “willfully 
unfair and oppressive” conduct. It is unlikely 
that amendments to Section 515(2) will add 
this provision, so the removal of a member 
as a manager alone will continue to not be 
actionable under Section 515 of the Michigan 
LLCA.  

Member Must be a Current Member
Not only must the person seeking protec-
tion from oppressive conduct under Section 
515 be a member whose interest as a mem-
ber is affected, but the person must also be 
a current member of the LLC.19 In McCarthy 
v Miller,20 the Michigan Court of Appeals 
held in an unpublished opinion that a share-
holder seeking relief under Section 489 of 
the Michigan BCA must be a current share-
holder rather than a former shareholder.21 In 
a published opinion, the Court of Appeals in 
Estes v Idea Engineering & Fabricating, Inc.,22 
in dicta, stated that “[p]laintiffs in a §489 suit 
may only be current shareholders.”23 The 
same will likely be true for LLCs. Members 
of an LLC who are plaintiffs in a Section 515 
suit should be current members of the LLC, 
not former members.  

Conduct Against Either the LLC or Member 
is Actionable
Under Section 515(1) of the Michigan LLCA, 
oppressive conduct against either the LLC 
or a member is actionable. The same is true 
under Section 489(1) of the Michigan BCA 
where conduct that is oppressive to either the 
corporation or shareholder is actionable. In 
citing Estes and Section 489’s clear language, 
the United States District Court for the East-
ern District of Michigan held in Bromley v 
Bromley24 that an action which resulted in 
harm either to the corporation or sharehold-
er is actionable under Section 489.25 In Brom-
ley, the plaintiffs complained of numerous 
instances of mismanagement of the corpora-
tion resulting in harm both to the corporation 
and to the interests of the shareholders there-
fore, as the Court held, satisfying the basic 
shareholder standing requirement of Section 
489.26 Applying the plain language of Section 
515 and the holding in Bromley, oppressive 
conduct toward the LLC or member will be 
enough to establish a member’s standing.  
The member need not show oppressive con-
duct toward the member. Oppressive con-
duct toward the LLC will suffi ce. 
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Public Companies
Despite the similarities between Section 515 
of the Michigan LLCA and Section 489 of 
the Michigan BCA, there are key differences.  
Section 489(2) provides that an action under 
Section 489 cannot be brought by a share-
holder in a public company.  The Estes court 
made note of the difference between closely-
held corporations and publicly-held corpora-
tions.27 In discussing the reality of a closely-
held corporation, the Baks v Moroun 28 dissent 
noted that “[t]he most obvious difference is 
that a shareholder who may pursue a suit 
under §489 is unable to escape an oppressive 
situation by dispensing with shares of own-
ership in the public arena.  Instead, the share-
holder seeking relief is required to seek a judi-
cial dissolution of the closely held corpora-
tion or another remedy within the statute.”29  
The dissent further stated that “[a] second 
obvious difference is that the shareholders 
in a closely held corporation participate in 
the management of the corporation, whereas 
the management of a publicly held corpora-
tion represents the shareholders,” indicating 
further that “the relationship among those in 
control of a closely held corporation requires 
a higher standard of fi duciary responsibility, 
a standard more akin to partnership law.”30  

While corporations frequently are pub-
lic companies, LLCs rarely are. In general, 
LLCs are closely-held, and the drafters of the 
Michigan LLCA did not believe that a similar 
exception for public LLCs was necessary.

Claim is Direct, Not Derivative
The most signifi cant case on minority oppres-
sion in recent years is Estes v Idea Engineering 
& Fabricating, Inc.31 In Estes, the Michigan 
Court of Appeals convened a special panel to 
resolve the confl ict between the fi rst decision 
in Estes v Idea Engineering & Fabricating, Inc,32 
and Baks v Moroun. In reversing Baks, the sec-
ond Estes court held that Section 489 of the 
Michigan BCA creates a separate, indepen-
dent cause of action for minority shareholder 
oppression in closely-held corporations and 
that the cause of action is not derivative and 
need not be brought in the name of the cor-
poration.33 The Estes court also held that a 
cause of action brought under Section 489 
of the Michigan BCA is governed by the 
six-year period of limitation provided by 
MCL 600.5813 and not the two year period 
of limitation in MCL 450.1541(4).34 The court 
came to this conclusion “on the basis of the 
plain reading of the statute [Section 489].”35  

The Estes court was also persuaded by the 
amicus curiae brief submitted by the Corpo-
rate Laws Committee of the Business Law 
Section of the State Bar of Michigan at the 
request of the court.36 The Estes court adopt-
ed Judge Hoekstra’s reasoned dissent in Baks 
where he noted, “fi rst, that the Legislature 
intended to provide shareholders of closely 
held corporations special relief from ongoing 
oppression, and second, that the Legislature 
did not simultaneously intend for such relief 
to be available only to those shareholders 
who could satisfy the burden of proof within 
a short period.”37 The Corporate Laws Com-
mittee’s amicus curiae brief supported the 
dissent in Baks as well as noting that “[b]ased 
on the history of Section 489, its language and 
place in the statutory scheme, the fundamen-
tal assumption made in the Baks’ decision is 
incorrect as is its reference to a derivative 
action … The claim under Section 489 is direct, 
not derivative.”38 

The language of the Michigan LLCA is 
just as clear. The cause of action under Sec-
tion 515(1) of the Michigan LLCA for oppres-
sion is direct, not derivative and is governed 
by the six-year period of limitation, not the 
two year period of limitation.39 This conclu-
sion is supported by the plain meaning of 
Section 515(1), which was based on Section 
489 of the Michigan BCA and the holding in 
Estes. 

Control is Key
An action alleging minority oppression may 
be commenced against the directors or those 
in control of the corporation or, in the case of 
an LLC, the managers or members in control.  
When comparing Section 489 of the Michigan 
BCA and Section 515 of the Michigan LLCA, 
the differences may seem noteworthy but 
probably are not signifi cant.  

Although the terms “directors,” “manag-
ers,” and “members” are used in the plural 
form, a single director, manager, or member 
who is also in control of either the corpora-
tion or LLC can be sued for the individual’s 
oppressive conduct.40 There should also be 
no doubt that offi cers of a corporation can 
also be sued under Section 489(1) for oppres-
sive conduct if the offi cers control of the 
corporation can also be established. While 
shareholders are not specifi cally mentioned 
in Section 489(1) as possible defendants, one 
or more directors, offi cers, or shareholders of 
a corporation can be sued if control can be 
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established.  Control is the key element in 
this context.  

There should also be no doubt that one or 
more managers or members may be sued for 
oppressive conduct provided control of the 
LLC is established.  In an LLC, as in a corpo-
ration, control is the key because only “man-
agers or members in control of the limited 
liability company” may be sued for willfully 
unfair and oppressive conduct. The key is 
not who allegedly committed the oppressive 
conduct.  The key is control.  

It is not necessary that the complaining 
shareholder of a corporation or member of 
an LLC be in the minority, if the oppressive 
conduct was performed by those in control.  
In Lozowski v Benedict,41 a recent unpublished 
decision of the Michigan Court of Appeals, 
the court stated that “the plain statutory lan-
guage does not require that the plaintiff be 
a minority shareholder, or show that each 
defendant individually is a majority share-
holder. Rather, subsection 489(1) requires 
only a showing that the defendants are ‘in 
control of the corporation.’”42 Similarly, Sec-
tion 515(1) of the Michigan LLCA requires 
only a showing that the managers or mem-
bers control the LLC.  If the person or persons 
control the corporation or LLC, the conduct 
is actionable. Without control, the conduct 
is not actionable regardless of how unfair 
or oppressive the conduct becomes. Conse-
quently, oppressive conduct by a sharehold-
er of a corporation or a member of an LLC 
who lacks control is not actionable under this 
statutory framework.  

In Lozowski, the Michigan Court of Appeals 
considered whether control of the subject cor-
poration existed under Section 489(1) of the 
Michigan BCA.43 The defendants collectively 
owned 60 percent of the corporation’s shares 
and comprised two-thirds of the board of 
directors.44 The court concluded that because 
the defendants collectively owned this much 
stock and held this many board seats, the 
defendants were in control of the corpora-
tion.45  

The Michigan Court of Appeals similarly 
held in the unpublished decision of Khalil v 
Khalil46 that a defendant’s ability to oppress 
the plaintiffs stemmed from the defendant’s 
majority control.  In Khalil, the defendant was 
able to elect himself the sole director, become 
sole offi cer, and run the company.  The Court 
held that this was suffi cient to constitute con-
trol.47

After Lozowski and Khalil, it is clear that 
having 60 percent of the stock and two-thirds 
of the board in a corporation  (and, presum-
ably, 60 percent of the voting membership 
interests and two-thirds of the managers in 
an LLC) will establish control.  Future courts 
could potentially fi nd control in less extreme 
cases.  Whether control exists is a question of 
fact that will vary from case to case. Michi-
gan courts will continue to examine the facts 
and circumstances of every case to determine 
whether the defendants in a minority oppres-
sion case are in control of the company.   

Willfully Unfair and Oppressive 
Conduct
Willfully unfair and oppressive conduct 
toward the LLC or member by the managers 
or members in control of the LLC is action-
able under Section 515 of the Michigan LLCA.  
Section 515(2) defi nes “willfully unfair and 
oppressive conduct” as follows:  

As used in this section, “willfully 
unfair and oppressive conduct” 
means a continuing course of con-
duct or a signifi cant action or series 
of actions that substantially interferes 
with the interest of the member as a 
member.  The term does not include 
conduct or actions that are permit-
ted by the articles of organization, 
an operating agreement, another 
agreement to which the member is a 
party, or a consistently applied writ-
ten company policy or procedure.48

No Michigan court has expressly deter-
mined what actions constitute “willfully 
unfair and oppressive conduct.” Unlike some 
courts, Michigan courts do not apply the rea-
sonable expectations test, a test that exam-
ines shareholder’s expectations. After fl irting 
with the prospect of reasonable expectations 
in Estes,49 the Michigan Court of Appeals 
expressly rejected the “reasonable expecta-
tions test” in Franchino.50  

The plaintiff in Franchino encouraged the 
court to adopt the reasonable expectations 
test and defi ne the term “oppression” as 
including “conduct that defeats the reason-
able expectations of a minority sharehold-
er.”51 Rejecting the test, the Franchino court 
noted that other jurisdictions generally refuse 
to adopt the reasonable expectations test for 
oppression if the applicable state statute 
defi nes oppression based upon the majority’s 
conduct rather than the effect of that conduct 
on the minority.  
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Section 489(3) of the Michigan BCA 
defi nes “willfully unfair and oppressive 
conduct” as meaning “a continuing course 
of conduct or a signifi cant action or series of 
actions that substantially interferes with the 
interests of the shareholder as a sharehold-
er.”52  In Franchino, the court recognized that 
the statute focuses upon the actions of those 
in control of the corporation.53 Accordingly, 
the court concluded that “there is no basis 
in current Michigan law for applying the 
reasonable expectations test for shareholder 
oppression.”54  

The language of Section 515(2) of the 
Michigan LLCA parallels the language of 
Section 489(3) of the Michigan BCA.  Section 
515(2) defi nes “willfully unfair and oppres-
sive conduct” as “a continuing course of con-
duct or a signifi cant action or series of actions 
that substantially interferes with the interests 
of the member as a member.”55 As the lan-
guage of the two statutory sections is almost 
identical, it is likely that a court, based upon 
the reasoning in Franchino, would also reject 
the application of the reasonable expectations 
test for oppression of members of an LLC.  
Under the plain language of the statute, the 
focus is upon the conduct of the managers or 
members of the LLC and not the expectations 
of members.  

The use of the words “signifi cant” and 
“substantially interferes” in Section 489(3) 
and Section 515(2) indicates that more than 
a simple isolated act is required in order 
to establish oppressive conduct. The Estes 
court cited the Baks dissent’s conclusion that 
the relationship among those in control of a 
closely-held corporation requires a higher 
standard of fi duciary responsibility:

The legislature highlighted this spe-
cial duty of care in the language of § 
489(1) when it chose the words “ille-
gal, fraudulent, or willfully unfair 
and oppressive” to describe the 
“acts” of the defendants.  This lan-
guage does not indicate that a share-
holder would be successful in a suit 
based on one instance of misconduct; 
rather, a shareholder who would be 
likely to prevail under this statute is 
one who presented an ongoing pat-
tern of oppressive conduct.56

Even though they owe a special duty of care, 
improper conduct by those in control, even a 
series of improper actions, will not be action-
able if consented to by the oppressed share-
holder or member.

Under both the Michigan BCA and the 
Michigan LLCA, previously authorized con-
duct cannot constitute “willfully unfair and 
oppressive conduct” under the statutes.  Sec-
tion 489(3) states that “willfully unfair and 
oppressive conduct” excludes “conduct or 
actions that are permitted by an agreement, 
the articles of incorporation, the bylaws or a 
consistently applied written corporate policy 
or procedure”57 of a corporation. Similarly, 
under Section 515(2), “willfully unfair and 
oppressive conduct” does not include “con-
duct or actions that are permitted by an 
operating agreement, another agreement to 
which the member is a party, or a consistent-
ly applied written company policy or proce-
dure” of an LLC.58  

In Kent Tillman, LLC v Tillman Construction 
Co,59 the Michigan Court of Appeals dealt 
with this issue in a recent unpublished opin-
ion.  The Tillman court held that although the 
plaintiff LLC member was not treated fairly 
by the principal defendant, the treatment 
was not inconsistent with the provisions of 
the operating agreement of the LLC, so the 
conduct of the defendant was not actionable 
under Section 515.60 Similarly, in Langrill v 
Diversifi ed Fabricators, Inc,61 the Michigan 
Court of Appeals held in an unpublished 
opinion that the plaintiff’s willful consent to 
the agreements he complained of disposed of 
his oppression claims.62

The importance of these holdings should 
not be lost on lawyers who regularly rep-
resent controlling managers or members 
of an LLC or those who represent minor-
ity members. A lawyer representing one or 
more managers or members who control an 
LLC should make sure that the operating 
agreement gives those in control of the LLC 
authority, both generally and specifi cally, to 
take certain actions. A lawyer representing a 
minority member should work to ensure that 
the operating agreement clearly delineates 
the limited actions that those in control of the 
LLC are authorized to perform and should 
evaluate whether to include specifi ed actions 
that are expressly not authorized. 

Authority of Court to Fashion 
Relief
Under both Section 515 of the Michigan LLCA 
and Section 489 of the Michigan BCA, if the 
required grounds for relief are established, 
“the circuit court may issue an order or grant 
such relief as it considers appropriate.”63 The 
authority granted to the court to fashion a 
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relief or a remedy is virtually unlimited.  The 
court may order the dissolution and liquida-
tion of the assets and business of the LLC; 
cancel or alter any provision in the articles of 
organization or operating agreement; direct, 
change, or prohibit any act of the LLC or of its 
members or managers; and require that the 
plaintiff’s interest in the LLC be purchased 
for fair value by either the LLC or its manag-
ers or members responsible for the wrongful 
conduct.64  In addition, the court may award 
damages to the LLC or aggrieved member if 
the action is brought within three years after 
the cause of action accrued or within two 
years after the member discovers or reason-
ably should have discovered the cause of 
action, whichever occurs fi rst.65  The court 
in Estes recognized that this period of limi-
tation related to an action seeking damages 
is different from the six-year period of limi-
tation under MCL 600.5813 for commencing 
a minority oppression action under Section 
489 of the Michigan BCA and, presumably, 
under Section 515 of the Michigan LLCA. 

Although the court has the power to order 
dissolution, it should be rarely granted.  In 
Meyer Jewelry Company v Meyer Holdings, 
Inc.,66 the United States District Court found 
that “[t]o justify dissolution of a corporation 
under Michigan law based on illegal, fraudu-
lent, willfully unfair or oppressive acts of cor-
porate offi cers or directors, a plaintiff must 
prove ‘exceptional circumstances, including 
fi nancial loss, corporate paralysis, misman-
agement and deterioration of property.’”67  In 
Khalil, the court seemed reluctant to consider 
dissolution when fairness could be achieved 
in that case by returning the 50-50 balance of 
share ownership and board membership.68

While Section 515(1)(c) authorizes the 
court to direct, change, or prohibit an act of 
the LLC or of the members, managers, or 
“other persons party to the action,” the lan-
guage related to “other persons party to the 
action” was not intended to allow persons 
other than controlling managers or members 
of an LLC to be sued under Section 515 of 
the Michigan LLCA.  The drafters based this 
provision upon Section 489(1)(d) of the Mich-
igan BCA where persons other than directors 
of the corporation, such as offi cers or other 
shareholders, may be made a party to the 
minority shareholder oppression action if 
they are in control of the corporation.  The 
Michigan LLCA does not allow persons other 
than members, managers, or the LLC to be a 
party to the action.69  The drafter’s reference 

to “other persons party to the action” was an 
inadvertent holdover from Section 489 of the 
Michigan BCA and will be reconsidered in 
the next round of amendments to the Michi-
gan LLCA.

Conclusion
The plain meaning of Section 515 of the Mich-
igan LLCA and the interpretation by Michi-
gan courts of Section 489 of the Michigan BCA 
provide a fairly clear view of how minority 
member oppression will be handled in Mich-
igan.  Only members of a Michigan LLC (and 
not managers who are not also members) 
have standing to sue under Section 515 of the 
Michigan LLCA. The cause of action is direct, 
not derivative, and is governed by a six-year 
period of limitation. Further, only the acts 
of the managers or members in control of 
the LLC are actionable. Control is the key.  
Regardless of how unfair and oppressive the 
conduct may be, if the conduct is not com-
mitted by managers or members in control of 
the LLC, the managers and members cannot 
be sued under Section 515. Willfully unfair 
and oppressive conduct, as long as it is com-
mitted by managers or members in control of 
the LLC, is actionable if the conduct is com-
mitted toward either the LLC or complaining 
member.

Section 515(2) defi nes “willfully unfair 
and oppressive conduct.” Something more 
than a simple isolated act is required.  To be 
actionable, the conduct must be a continuing 
course of conduct or a signifi cant action or 
series of actions that substantially interferes 
with the interests of the member as a mem-
ber rather than an interest arising from some 
other capacity. The removal of just a man-
ager of an LLC that has adopted centralized 
management is almost certainly not action-
able. However, the removal of a member as a 
manager in an LLC that is member-managed 
may be actionable if it can be established 
that the interests of the person as a manager 
are connected to the person’s interests as a 
member. Until Section 515(2) of the Michigan 
LLCA is amended to make the termination of 
a member’s employment or limitation of the 
member’s benefi ts as an employee actionable, 
such conduct will not be actionable. Conduct 
or actions that are authorized by the articles 
of organization, an operating agreement, 
another agreement to which the member is a 
party (for example, a separate buy-sell agree-
ment), or a consistently applied written com-
pany policy or procedure are also not action-
able.
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Fifteen to twenty years ago, the limited lia-
bility company (LLC) emerged as a viable 
new type of entity. It combined the corporate 
concept of limited liability with the partner-
ship concept of pass-through taxation. And it 
brought a new vocabulary of “members” and 
“managers” instead of offi cers, directors, and 
partners, and “articles of organization” (or 
“certifi cate of formation” in Delaware) and 
“operating agreement” (or “limited liability 
company agreement” in Delaware) in place 
of articles of incorporation, bylaws, and part-
nership certifi cates and agreements. Initially, 
as a practical matter lawyers hesitated to 
use LLCs for activities in states that had not 
adopted an LLC statute due to uncertainty 
about the treatment of LLCs in those states 
(particularly whether an LLC’s liability shield 
would be respected). Today, however, every 
state has adopted an LLC statute, and limited 
liability companies have become a common 
form of organization for business entities.

Delaware LLC Series as Super 
Division or Mini-LLC
Recently the “series limited liability compa-
ny” (series LLC) has appeared on the hori-
zon as an alternative to traditional LLCs. The 
natural inclination is to expect a series LLC 
to be analogous to corporate series of stock. 
So it is not surprising to see that the series 
LLC provision in the Delaware Limited Lia-
bility Company Act1 begins with the concept 
of classes of ownership similar to a class or 
series of stock:

A limited liability company agree-
ment may establish or provide for 
the establishment of 1 or more des-
ignated series of members, managers 
or limited liability company interests 
having separate rights, powers or 
duties with respect to specifi ed prop-
erty or obligations of the limited lia-
bility company or profi ts and losses 
associated with specifi ed property or 
obligations, and any such series may 
have a separate business purpose or 
investment objective.2

However, the series LLC as it has evolved 
in Delaware has been extended to include fea-
tures that are similar to the corporate concept 
of a division in that a series may be formed 
with respect to only a portion of the busi-
ness enterprise (e.g., “specifi ed property or 
obligations of the limited liability company”) 
but which go beyond the division concept in 
that the assets of a series established within 
the LLC may be protected from liabilities of 
other series and of the LLC itself (unlike a 
division, which has no status as a segregat-
ed entity within a corporation for purposes 
of creditors of the corporation, including its 
divisions):

Notwithstanding anything to the 
contrary set forth in this chapter or 
under other applicable law, in the 
event that a limited liability com-
pany agreement establishes or pro-
vides for the establishment of 1 or 
more series, and if separate and dis-
tinct records are maintained for any 
such series and the assets associated 
with any such series are held in such 
separate and distinct records (direct-
ly or indirectly, including through a 
nominee or otherwise) and account-
ed for in such separate and distinct 
records separately from the other 
assets of the limited liability compa-
ny, or any other series thereof, and if 
the limited liability company agree-
ment so provides, and if notice of the 
limitation on liabilities of a series as 
referenced in this subsection is set 
forth in the certifi cate of formation of 
the limited liability company, then 
the debts, liabilities, obligations and 
expenses incurred, contracted for or 
otherwise existing with respect to a 
particular series shall be enforceable 
against the assets of such series only, 
and not against the assets of the lim-
ited liability company generally or 
any other series thereof, and, unless 
otherwise provided in the limited 
liability company agreement, none of 
the debts, liabilities, obligations and 
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expenses incurred, contracted for or 
otherwise existing with respect to 
the limited liability company gener-
ally or any other series thereof shall 
be enforceable against the assets of 
such series.3

In other words, under the Delaware LLC Act 
it is possible to establish multiple “series” 
within a single limited liability company that 
function in virtually all respects as though 
they were separate LLCs.

Series LLC Legislation in Other 
States
Interest in the concept of an LLC series as a 
kind of super division or mini-LLC within 
the LLC is not limited to Delaware. States 
that have adopted this type of LLC series 
legislation include Illinois,4 Iowa,5 Nevada,6 
Oklahoma,7 Tennessee,8 and Utah.9 Although 
generally the statutes are very similar, Illinois 
includes variations that may become impor-
tant if the popularity of series LLCs contin-
ues to grow.

Under the Delaware LLC Act, the internal 
liability shield for a series is available only if 
notice of the limitation on liabilities of a series 
is included in the certifi cate of formation of 
the LLC. However, this requires only a gen-
eral notice, not notice of a specifi c series:

Notice in a certifi cate of formation of 
the limitation on liabilities of a series 
as referenced in this subsection shall 
be suffi cient for all purposes of this 
subsection whether or not the lim-
ited liability company has estab-
lished any series when such notice is 
included in the certifi cate of forma-
tion, and there shall be no require-
ment that any specifi c series of the 
limited liability company be refer-
enced in such notice. The fact that a 
certifi cate of formation that contains 
the foregoing notice of the limitation 
on liabilities of a series is on fi le in 
the offi ce of the Secretary of State 
shall constitute notice of such limita-
tion on liabilities of a series.10

In contrast, limitation on series liability 
is available in Illinois only “if the operating 
agreement so provides, and notice of the lim-
itation on liabilities of a series as referenced 
in this subsection is set forth in the articles 
of organization of the limited liability com-
pany and if the limited liability company has fi led 
a certifi cate of designation for each series which 
is to have limited liability under this Section.”11 

(Note that under the Illinois statute, a foreign 
LLC or series qualifying to do business in Illi-
nois must also fi le a certifi cate of designation 
for each series that is qualifying.)12

The Illinois statute also includes addi-
tional language that specifi cally addresses 
certain aspects of how a series functions and 
appears to limit the ability of a series to oper-
ate independently to those that have quali-
fi ed for limited liability:

The fact that the articles of organiza-
tion contain the foregoing notice of 
the limitation on liabilities of a series 
and a certifi cate of designation for 
a series is on fi le in the Offi ce of the 
Secretary of State shall constitute 
notice of such limitation on liabili-
ties of a series. A series with limited 
liability shall be treated as a separate 
entity to the extent set forth in the 
articles of organization. Each series 
with limited liability may, in its own 
name, contract, hold title to assets, 
grant security interests, sue and be 
sued and otherwise conduct business 
and exercise the powers of a limited 
liability company under this Act. 
The limited liability company and 
any of its series may elect to consoli-
date their operations as a single tax-
payer to the extent permitted under 
applicable law, elect to work coop-
eratively, elect to contract jointly or 
elect to be treated as a single busi-
ness for purposes of qualifi cation 
to do business in this or any other 
state. Such elections shall not affect 
the limitation of liability set forth in 
this Section except to the extent that 
the series have specifi cally accepted 
joint liability by contract.13 

Thus, to the extent that development of series 
LLCs diverges in Illinois, it will be important 
to keep in mind the variations in its underly-
ing statute.

Is a Series Always a Series?
Given the generally similar approach adopt-
ed in the statutes identifi ed above, one might 
expect to fi nd a general understanding of 
what is meant by a reference to a “series” in 
an LLC. However, the natural confusion that 
arises from using a term that has a different 
meaning in the context of corporations is 
exacerbated by the fact that some states have 
used the term “series” in their LLC acts so 
that it has the same meaning as in the corpo-
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ration context. In other words, a series may 
have special voting or distribution rights, but 
there is only a single business entity.

For example, the Minnesota14 and North 
Dakota15 LLC statutes have the following 
defi nitions of “class” and “series”:

“Class,” when used with reference 
to membership interests, means a 
category of membership interests 
which differs in one or more rights 
or preferences from another category 
of membership interests of the lim-
ited liability company.
…
“Series” means a category of mem-
bership interests, within a class of 
membership interests, that has some 
of the same rights and preferences as 
other membership interests within 
the same class, but that differ in one 
or more rights and preferences from 
another category of membership 
interests within that class.

Similarly, the Wisconsin LLC statute includes 
the following:

An operating agreement may estab-
lish, or provide for the establish-
ment of, designated series or classes 
of members, managers, or limited 
liability company interests that have 
separate or different preferences, 
limitations, rights, or duties, with 
respect to profi ts, losses, distribu-
tions, voting, property, or other inci-
dents associated with the limited 
liability company.16

Given this context, a passing reference to 
a “series” of interests in a state’s LLC statute 
should not be read to incorporate the evolv-
ing concept of a super division or mini-LLC 
as adopted in detailed provisions of the Dela-
ware, Illinois, and other state statutes. (Note 
that the Michigan Limited Liability Compa-
ny Act does not include any series LLC pro-
visions, nor does it include any reference to a 
series of interests.)

Rejection of Series LLCs by 
NCCUSL
Notwithstanding the signifi cant interest in 
series LLCs as evidenced by state legislative 
activity, many remain skeptical about the 
value of this structure. The issue was raised in 
connection with the Revised Uniform Limit-
ed Liability Company Act that was approved 
by the National Conference of Commission-
ers on Uniform State Laws in July 2006.

The drafting committee considered the 
issue, and the concept had strong support 
from some members, but ultimately it was 
rejected. The prefatory note to the Revised 
Uniform Limited Liability Company Act pro-
vides a good summary of concerns that have 
been expressed about use of series LLCs:

[A] number of diffi cult and substan-
tial questions remain unanswered, 
including:

• Conceptual – How can a series be    
– and expect to be treated as – a 
separate legal person for liability 
and other purposes if the series 
is defi ned as part of another legal 
person?
• Bankruptcy – Bankruptcy law 
has not recognized the series as 
a separate legal person. If a series 
becomes insolvent, will the entire 
LLC and the other series become 
part of the bankruptcy proceed-
ings? Will a bankruptcy court 
consolidate the assets and liabili-
ties of the separate series?
• Effi cacy of the internal shields in 
the courts of other states – Will the 
internal shields be respected in 
the courts of states whose LLC 
statutes do not recognize series? 
Most LLC statutes provide that 
“foreign law governs” the liabil-
ity of members of a foreign LLC. 
However, those provisions do 
not apply to the series question, 
because those provisions pertain 
to the liability of a member for 
the obligations of the LLC. For a 
series LLC, the pivotal question 
is entirely different – namely, 
whether some assets of an LLC 
should be immune from some of 
the creditors of the LLC.
• Tax treatment – Will the IRS and 
the states treat each series sepa-
rately? Will separate returns be 
fi led? May one series “check the 
box” for corporate tax classifi ca-
tion and the others not?
• Securities law – Given the pan-
oply of unanswered questions, 
what types of disclosures must be 
made when a membership inter-
est is subject to securities law?

…Given the availability of well-
established alternate structures (e.g., 
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multiple single member LLCs, an 
LLC “holding company” with LLC 
subsidiaries), it made no sense for 
the Act to endorse the complexities 
and risks of a series approach.17

Series LLC in Michigan (or Other 
States Without Statutory Series 
Provisions)?
To the extent that isolating the assets of a 
series from non-series liabilities is an impor-
tant goal, there is a signifi cant risk that a 
series LLC will not be effective to provide 
the desired liability shield in any state other 
than a state that expressly recognizes that 
concept.

The Michigan Limited Liability Company 
Act provides that “the laws of the jurisdiction 
under which a foreign limited liability com-
pany is organized shall govern its organiza-
tion and internal affairs.”18 However, the Act 
also provides that a foreign LLC holding a 
certifi cate of authority “has no greater rights 
or privileges than a domestic limited liability 
company.”19 This language, which is typical 
of language found in other LLC acts, suggests 
that it is likely that limitations on series liabil-
ity will be enforceable among managers and 
members of the LLC and each series, while 
it is questionable that the limitations will be 
binding on third-party creditors.

On the practical side, it will be diffi cult to 
qualify a foreign series LLC in Michigan so 
that the series status is offi cially recognized. 
A Delaware series LLC is formed by fi ling 
its certifi cate of formation with the Delaware 
Secretary of State. Although the certifi cate of 
formation must disclose the possibility that 
one or more series may be created with lim-
ited liabilities, no fi ling is required (or con-
templated) in connection with establishing a 
series.

Thus, although it is now possible to obtain 
a good standing certifi cate from Delaware 
that identifi es that an LLC is a series LLC (i.e., 
the certifi cate of formation includes a state-
ment about limitations on series liability), 
the good standing certifi cate is for the LLC 
entity itself and not for an individual series. 
Consequently, the application of a Delaware 
series LLC for a certifi cate of authority to do 
business in Michigan (which requires attach-
ment of a good standing certifi cate) will nec-
essarily relate to the LLC itself and not to any 
individual series.

One alternative may be to form the series 
LLC under the Illinois statute. As a result of 

the requirement that each series fi le a cer-
tifi cate of designation, the secretary of state 
maintains records regarding the status of 
each series as well as the LLC itself and will 
issue a good standing certifi cate for a spe-
cifi c series. (Examples of Illinois state forms 
of Articles of Organization for a series LLC 
(Form LLC-5.5(S)), Certifi cate of Designation 
for a series (Form LLC-27.40), and Applica-
tion for Admission to Transact Business for 
a foreign series LLC (Form LLC-45.5(S)) are 
available through the Illinois secretary of 
state’s Web site) at http://www.cyberdriveil-
linois.com/departments/business_services/
publications_and_forms/llc.html.20

Why a Series LLC?
There may be circumstances where a series 
LLC is useful. For example, for regulatory rea-
sons, a bank wanted to use an entity licensed 
by the U.S. Small Business Administration 
(SBA) as a small business investment com-
pany (SBIC) to make venture capital invest-
ments. The bank intended to do a series of 
$25 million funds to be invested by the man-
agement team, with incentive compensation 
tied to the performance of each $25 million 
fund. At the time the bank was evaluating its 
options, the SBA was typically taking at least 
nine months to issue an SBIC license.

Rather than form multiple entities, each 
of which was required to go through the 
entire licensing process, the SBA accepted the 
bank’s proposal and licensed a single series 
limited partnership21 with a single series LLC 
as the general partner, permitting the bank 
to create a separate series of the partnership 
and the general partner LLC for purposes of 
investing each $25 million fund. This solved 
the problem of a licensing delay and, as an 
added benefi t, simplifi ed documentation of 
the subsequent funds (since each fund was 
created by execution of a short supplement 
that identifi ed fund specifi c information, such 
as the identity of the managers, the members, 
and their capital commitments).

Series LLCs appear to have their origins 
in the world of investment funds, which 
maintain separate portfolios of investments 
under the umbrella of a single entity, and a 
Delaware series LLC provides a convenient 
legal structure designed to accommodate 
that result.

However, attempts to apply this template 
in other contexts must be tempered with a 
recognition of the practical and legal differ-
ences between an investment fund and other 
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circumstances. For example, a structure that 
is used in connection with operating assets 
(such as multiple commercial projects) is 
likely to require more robust liability limita-
tions than a fund holding equity securities. 
Similarly, use of a series LLC based on a 
desire to simplify documentation and reduce 
fi ling fees and taxes may be misplaced either 
because of the complexities inherent in a 
series LLC or because of unfavorable devel-
opments in the treatment of series LLCs as 
they become more prevalent.

It remains to be seen whether the series 
LLC will become the new entity of choice, or 
whether it will be the right alternative in only 
limited circumstances.
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Increased terrorist threats and catastrophic 
weather conditions across the country have 
created an incentive and need for legal pro-
fessionals to take a closer look at their cli-
ents’ insurance coverages. In particular, 
every company’s risk management portfolio 
should contain adequate business-income-
loss-coverage. Yet rarely does a small- to 
medium-sized business engage the special-
ized services of a Certifi ed Insurance Coun-
selor (CIC)1 or Licensed Insurance Counselor 
(LIC)2 when renewing its annual insurance 
policies to ensure that its coverage is ade-
quate. 

Both the CIC designation and the LIC 
designation confer additional authority and 
duties on an insurance agent. The CIC desig-
nation is granted by the Society of Certifi ed 
Insurance Counselors and indicates a higher 
degree of knowledge and sophistication on 
the part of the agent. An LIC indicates that 
the “insurance counselor” has obtained a 
license from the state of Michigan, which 
means that the state’s insurance commis-
sioner has reviewed the person’s reputation, 
interest, and qualifi cations before issuing the 
license. Michigan law also requires that any 
person providing services as an insurance 
counselor execute a written agreement with 
the insured, outlining the nature of the work 
to be performed by the counselor and his or 
her fee for the work.3 Individuals that main-
tain these designations are generally required 
to provide greater service and may be found 
through the Offi ce of Financial and Insur-
ance Services for the State of Michigan or the 
society that confers the insurance counselor 
designation.4

Rarely does a small- to medium-sized 
business actually read its insurance policy 
once it is received. Further complicating 
matters is the fact that many policies are not 
received by an insured for several weeks 
after issuance, creating a gap period between 
the effective date and receipt of the actual 
policy. If a loss occurs during this gap period, 
the insured may not have any idea what its 
policy provides. More likely, a business relies 
on its insurance agent or broker, who, absent 

a “special relationship,” does not maintain 
a legal obligation to advise or counsel its 
customer on the adequacy of its insurance 
coverage.5 As a result, a business may all too 
frequently realize that its insurance coverage 
is inadequate or even nonexistent only once 
they need it. Most commercial insurance 
packages sold to businesses include standard 
liability and property risk coverages that are 
common to commercial enterprises, includ-
ing business-income-loss coverage, which is 
discussed in this article.

What is Business-Income-Loss 
Coverage?
Business-income-loss or business-interrup-
tion coverage is generally part of a pack-
age or endorsement to a policy of property 
insurance and, according to the current ISO6 
endorsement, in the event of a covered loss, 
should replace lost business income. This 
term is generally defi ned as “a. Net Income 
(Net Profi t or Loss before income taxes) that 
would have been earned or incurred; and 
b. Continuing normal operating expenses 
incurred, including payroll.”7 This coverage 
is only paid if the operations of an insured 
business are interrupted as a result of a cov-
ered peril, which in turn is usually defi ned 
by the policy as “a direct physical loss of 
or damage to property at the premises.”8  

Assuming that the coverage is triggered, the 
insurer is obligated to pay the insured’s lost 
income during the period of time that it takes 
to restore the business to normal operating 
capacity. The insuring agreement of the cur-
rent business loss ISO endorsement reads:

We will pay for the actual loss of 
Business Income you sustain due to 
the necessary “suspension” of your 
“operations” during the “period 
of restoration”. The “suspension” 
must be caused by direct physi-
cal loss of or damage to property at 
premises which are described in the 
Declarations and for which a Busi-
ness Income Limit of Insurance is 
shown in the Declarations. The loss 
or damage must be caused by or 
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result from a Covered Cause of Loss. 
With respect to loss of or damage 
to personal property in the open or 
personal property in a vehicle, the 
described premises include the area 
within 100 feet of the site at which 
the described premises are located.9

Therefore, the basic elements of a cov-
ered business income-loss-claim can be sum-
marized as (1) a loss in business income, (2) 
during the period of restoration, (3) caused 
by a necessary suspension of the insured’s 
operations, (4) caused by direct physical loss 
or damage to property, and (5) as a result of 
a covered peril.

What to do When a Loss Occurs
Under normal circumstances, when a compa-
ny has proper coverage and incurs a covered 
loss, it will be reimbursed for loss of income 
until its business returns to normal operations. 
However, it is not unusual for unanticipated 
issues to arise that lead to an insurance com-
pany questioning or even declining coverage 
for lost income. In large claims, you can expect 
the insurer to diligently verify the cause of 
the loss and the extent of the damages. In this 
regard, it is essential that the insured coop-
erate with the insurance company in provid-
ing prompt notice of the loss and an oppor-
tunity for the insurer to inspect the damage. 
In Michigan, if an insured fails to give notice 
promptly, the insurer may decline cover-
age if it shows that actual prejudice resulted 
from the insured’s untimely notice.10 Absent 
prompt notice of the loss, the insurer is likely 
to claim that it was not given adequate time 
to investigate and evaluate the claim, which 
provides it with a basis to deny coverage. 
   Under Michigan law, the insured also has 
a continuing duty to cooperate with the 
insurance company or adjuster in providing 
access to its books and records and, if nec-
essary, providing testimony to the insurer 
under oath before legal proceedings are 
commenced by either party. The failure or 
refusal of an insured to cooperate, with a few 
exceptions, can be an additional ground for 
denial of coverage.11 The insured’s duties in 
the event of loss are extensive and, under the 
current ISO policy, include the following:

You must see that the following are 
done in the event of loss: (1) Notify 
the police if a law may have been 
broken. (2) Give us prompt notice of 
the direct physical loss or damage. 
Include a description of the prop-

erty involved. (3) As soon as pos-
sible, give us a description of how, 
when and where the direct physical 
loss or damage occurred. (4) Take all 
reasonable steps to protect the Cov-
ered Property from further damage, 
and keep a record of your expenses 
necessary to protect the Covered 
Property, for consideration in the 
settlement of the claim. This will 
not increase the Limit of Insurance. 
However, we will not pay for any 
subsequent loss or damage result-
ing from a cause of loss that is not 
a Covered Cause of Loss. Also, if 
feasible, set the damaged property 
aside and in the best possible order 
for examination. (5) As often as may 
be reasonably required, permit us to 
inspect the property proving the loss 
or damage and examine your books 
and records. Also permit us to take 
samples of damaged and undam-
aged property for inspection, testing 
and analysis, and permit us to make 
copies from your books and records. 
(6) Send us a signed, sworn proof of 
loss containing the information we 
request to investigate the claim. You 
must do this within 60 days after our 
request. We will supply you with 
the necessary forms. (7) Cooperate 
with us in the investigation or settle-
ment of the claim. (8) If you intend 
to continue your business, you must 
resume all or part of your “opera-
tions” as quickly as possible.12

To reduce the likelihood of a denial of the 
claim, the insured must focus on compliance 
with the policy requirements for notifi cation 
and cooperation.

In the event of large losses, the insurer 
will undoubtedly assign a representative to 
appear at the loss location for the purposes 
of conducting an inspection and making 
a determination on the cause of the loss. If 
the insurer has an expert present to inves-
tigate causation, the insured should retain 
its own expert, through outside counsel, to 
also make an expert determination on causa-
tion. By retaining the expert through outside 
counsel, the insured may be able to protect 
the report based on the attorney-client privi-
lege.13 Assuming causation is established, the 
insurer will look to understand the extent of 
the loss that must be indemnifi ed under the 
policy of insurance. Commonly, an agent of 
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the insurer will ask to review the insured’s 
books and records and, specifi cally, the 
detailed profi t and loss accounts for the prior 
two years. Where an insured is involved in a 
unique type of business, it may be prudent 
to hire a forensic accountant, who will spe-
cifi cally set forth the basis of the losses to 
the insurer. If the insurer denies coverage or 
admits coverage but disputes the amount of 
the loss, either party may fi le a declaratory 
action for submission of proofs to a court 
or jury. At trial, the courts allow an insured 
the opportunity to present creative proofs to 
prove its losses.

Michigan courts have adopted a rather 
liberal standard in permitting an insured to 
present evidence in support of losses at the 
time of trial. In WB Cenac Medical Service, PC 
v Michigan Physicians Mutual Liability Com-
pany, the Michigan Court of Appeals allowed 
a medical practice that suffered a fi re to sub-
mit its income loss claim to a jury despite the 
death of the practice’s primary income pro-
ducer shortly after the claim was submitted 
to the insurer. The insurer stopped paying 
the claim following the physician’s death, 
arguing that the loss of income was no longer 
due to the covered peril. The court rejected 
this argument, fi nding that the possibility, 
however remote, of hiring a replacement 
physician to treat the deceased’s patients 
could have sustained its business operations 
and generated income during the period of 
restoration. Therefore, the court found that 
the jury could hear evidence of this specula-
tive theory in support of coverage:

Plaintiff should not prematurely be 
deprived of an opportunity to con-
vince the trier of fact that, but for the 
fi re damage to the business premises, 
plaintiff could have hired a physician 
to replace Dr. Cenac after his death 
in May, 1986, and that the wages of 
such a replacement physician are 
suffi ciently determinable to justify 
their payment to plaintiff under the 
terms of the insurance policy’s busi-
ness-interruption and loss-of-earn-
ings clause.14

In another business income valuation 
dispute, the Sixth Circuit Court of Appeals, 
applying Michigan law, allowed an unprof-
itable insured considerable fl exibility in its 
ability to present evidence of its losses. In 
DRCDT, Inc v Integrity Insurance Co, a fi re 
completely destroyed the insured’s business, 
which led to the fi ling of a property-loss and 

business-income-loss claim with its insurer. 
During the claim investigation, the insurer 
denied coverage based, in part, on what it 
believed to be the insured’s fraudulent and 
false swearing in its proof of claim. The insur-
er’s denial was based primarily on the fact 
that the insured’s business was not profi table 
at the time of the fi re. Therefore, the insur-
er argued, there would not have been any 
income even if the loss had not occurred.

Not only did the court reject the insurer’s 
fraud claim, but it also found that the insured 
could present evidence of a loss despite its 
business operating at a loss before the fi re:

Integrity [the insurer] also 
sought to prove fraud by virtue 
of the fact that the plaintiffs fi led a 
claim for loss due to business inter-
ruption despite the fact that their 
business was operating at a loss at 
the time of the fi re. This, too, is insuf-
fi cient to show intent to defraud. 
Both of the expert witnesses who 
testifi ed with regard to the business 
interruption claim determined that 
recovery could be had under this 
provision; they disagreed only as to 
the amount that could be recovered. 
Furthermore, neither expert testifi ed 
that a business showing an annual 
loss is precluded from recovering 
under this provision. The business 
interruption provision of the policy 
does not provide that recovery will 
be allowed only when the business is 
profi table. A business losing money 
might well lose even more if its busi-
ness is interrupted, thus suffering a 
true loss from business interruption. 
Accordingly, a business that is los-
ing money may still legitimately fi le 
a business interruption claim.15

What is Direct Physical Loss?
Even assuming the insurer receives timely 
notice and the insured cooperates, a business-
income-loss claim will not be paid unless it 
is found to be caused by direct physical loss 
or damage to property. Typically, if there is 
property damage to the structure in which 
the insured conducts its business, there is 
no issue as to physical damage and the con-
sequential business-income loss. However, 
there are other circumstances where a loss 
may occur as a result of direct physical dam-
age to property other than on the insured 
premises. For example, after the 1967 riots 
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in Detroit, several businesses did not sustain 
direct physical damage but lost income due 
to the governor’s executive order, setting 
a curfew and closing all “places of amuse-
ment.” At the time, many insurance compa-
nies sought to decline coverage based on the 
fact that there was no actual physical damage 
to the insured premises and, therefore, no 
cause of business-income loss triggering the 
policy indemnity clause.16 The current ISO 
endorsement specifi cally addresses the civil 
authority risk in its policy language and sets 
forth the requirement that a “direct physical 
loss of or damage to property” actually takes 
place. However, this does not require that the 
loss takes place on the insured premises:

We will pay for the actual loss of 
Business Income you sustain and 
necessary Extra Expense caused by 
action of civil authority that prohib-
its access to the described premises 
due to direct physical loss of or dam-
age to property, other than at the 
described premises, caused by or 
resulting from any Covered Cause of 
Loss.17

Assisting the Insured When Its 
Insurer Denies a Claim
If a business complies with all aspects of its 
insurance policy by providing prompt notice 
to the insured, submitting an adequate and 
timely proof of loss, and providing access 
to its books and records, it has put itself in 
a good position if the insurer denies cover-
age. In any loss, whether large or small, the 
insured business must diligently document 
every aspect of its claim, including its cause 
and damages as well as the initial notice to 
the insurer. Any variation from the policy, 
particularly an extension of time to fi le a 
proof of loss, must be obtained in writing 
and confi rmed with the insurer or the insur-
er’s agent. By documenting all extensions 
granted by the insurer, there can be no dis-
pute that the policy was modifi ed based on 
a mutual agreement between the parties. In 
large losses, it is a good practice for outside 
counsel to retain experts on behalf of the 
insured at the outset to properly document 
the cause of the loss and, thereafter, to maxi-
mize the recovery for business-income losses 
during the period of restoration.

From an insurance coverage standpoint, 
it is wise to involve an insurance coverage 
fi rm to provide an early and detailed confi -
dential coverage analysis so that the insured 

may best position itself in the event of a 
denial of coverage by the insurer. While liti-
gation should be the absolute last resort for 
the insured to be indemnifi ed, it is, unfortu-
nately, sometimes the only remedy available. 
If a court determines that the insurance com-
pany failed to make payment on a claim not 
reasonably in dispute, the insured is entitled 
to an award of interest at 12 percent.18 Michi-
gan has also created an Offi ce of Financial 
and Insurance Services,19 which provides 
authority to the insurance commissioner to 
investigate a complaint fi led by an insured 
and conduct hearings to determine whether 
the insurance company’s conduct violates 
the Insurance Code. This separate avenue of 
relief can sometimes put additional pressure 
on an insurer to pay a valid claim on a timely 
basis.

Conclusion
Properly advising a business client on proper 
insurance coverage for the possible interrup-
tion of its business operations begins with 
ensuring that an adequate policy is in place, 
continues through as the cause and the loss 
are properly documented, and ends in help-
ing the company cooperate with its insurance 
company as it evaluates the loss and deter-
mines indemnity. By incorporating these 
principles when advising a business client, a 
legal practitioner may help withstand unan-
ticipated and catastrophic hits to a company’s 
income stream or cash fl ow.

NOTES
1. “A person shall not audit or abstract policies of 

insurance or annuities, provide advice, counsel, or opin-
ion with respect to benefi ts promised, coverage afforded, 
terms, value, effect, advantages, or disadvantages of a 
policy of insurance or annuity, nor advertise, solicit 
business, or hold himself or herself out to the public as 
an insurance counselor unless he or she is licensed as an 
insurance counselor.” MCL 500.1232. However, noth-
ing in MCL 500.1232 prohibits the use of the trade-
marked designation “certifi ed insurance counselor” if the 
designation is conferred upon a person by the society of 
certifi ed insurance counselors.

2. Pursuant to MCL 500.1234, the insurance com-
missioner for the state of Michigan may confer a license 
on an applicant that “possesses reasonable understanding 
of the provisions, terms, and conditions of the insurance 
concerning that the applicant will counsel, possesses rea-
sonable understanding of the insurance laws of this state, 
intends in good faith to act as an insurance counselor, 
possesses a good business reputation, and possesses good 
moral character to act as an insurance counselor.”

3. MCL 500.1236.
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4. http://:www.michigan.gov/cis; http://scic.com/
CIC.CICmain.htm.

5. “Thus, under the common law, an insurance 
agent whose principal is the insurance company owes 
no duty to advise a potential insured about any cover-
age. Such an agent’s job is to merely present the product 
of his principal and take such orders as can be secured 
from those who want to purchase the coverage offered.” 
Harts v Farmers Ins Exch, 461 Mich 1, 8, 597 NW2d 47 
(1999).

6. Insurance Services Offi ce, Inc. (ISO) is a private 
company providing statistical, actuarial, and underwrit-
ing information for and about the property and casualty 
insurance industry. ISO plays a leading role in the devel-
opment of property insurance coverage forms for the 
industry as a whole.

7. ISO Properties, Inc., 2001, CP 00 30 04 02.
8. Id.
9. Id.
10. Koski v Allstate Ins Co, 456 Mich 439, 572 

NW2d 636 (1998).
11. Action Auto Stores v United Capitol Ins Co, 845 F 

Supp 417 (WD Mich 1993).
12. ISO Properties, Inc., 2001, CP 00 30 04 02.
13. Lindsay v Lipson, 367 Mich 1, 116 NW2d 60 

(1962).
14. WB Cenac Med Serv, PC v Michigan Physicians 

Mut Liab Co, 174 Mich App 676, 684, 436 NW2d 430 
(1989).

15. DRCDT, Inc v Integrity Ins Co, 816 F2d 273, 
277 (6th Cir 1987).

16. Allen Park Theatre Co, Inc v Michigan Millers 
Mut Ins Co, 48 Mich App 199, 210 NW2d 402 (1973); 
Sloan v Phoenix of Hartford Ins Co, 46 Mich App 46, 
207 NW2d 434 (1973). 

17. ISO Properties, Inc., 2001, CP 00 30 04 02.
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insured, an individual or entity directly entitled to ben-
efi ts under its insured’s contract of insurance, or a third 
party tort claimant the benefi ts provided under the terms 
of its policy, or, in the alternative, the person must pay 
to its insured, an individual or entity directly entitled 
to benefi ts under its insured’s contract of insurance, or 
a third party tort claimant 12% interest, as provided 
in subsection (4), on claims not paid on a timely basis. 
Failure to pay claims on a timely basis or to pay interest 
on claims as provided in subsection (4) is an unfair trade 
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500.2006(1).
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Introduction
In Heritage Optical Center, Inc v Levine, the 
Michigan Court of Appeals held that a cor-
poration may be defamed, and, correspond-
ingly, may bring an action for damages.1 Of 
particular relevance to this article, the court 
in Heritage Optical also concluded that state-
ments impugning a corporation’s business, 
its ability to do business, and its methods of 
doing business constitute defamation per se.2 
Statements that are defamatory per se do not 
require either the allegation or proof of spe-
cial damages.3 A recent decision interpreting 
the Michigan defamation statute, however, 
seemingly undermines Heritage Optical and 
its progeny and suggests that only statements 
imputing a lack of chastity or the commission 
of a crime engender claims of defamation per 
se.4 This article seeks to reconcile this appar-
ent confl ict and assist practitioners in litigat-
ing business defamation claims.5 Further, 
while there remains little question that a cor-
poration may recover damages in the form 
of lost profi ts, this article explores a business 
entity’s ability to obtain other damages aris-
ing from injury to its business reputation.

Defamation Overview
As a general matter, a plaintiff must establish 
the following to prove defamation:

(1) a false and defamatory state-
ment concerning the plaintiff, (2) an 
unprivileged publication to a third 
party, (3) fault amounting to at least 
negligence on the part of the pub-
lisher, and (4) either actionability of 
the statement irrespective of special 
harm or the existence of special harm 
caused by the publication.6

Actual damages in business defamation cases 
often arise from specifi c claims of lost profi ts, 
but, as will be discussed, damages lie when-
ever an entity establishes that a third party 

declined to deal with it as a result of defama-
tory statements.7

Michigan’s defamation statute, codi-
fi ed at MCL 600.2911 and last amended in 
1988, contemplates recovery of damages 
other than lost profi ts. Specifi cally, MCL 
600.2911(2)(a) authorizes recovery of all dam-
ages proximately caused by the defamatory 
statement(s).8 Further, MCL 600.2911(2)(b) 
provides for recovery of exemplary damages 
where, before commencement of the defama-
tion action, the plaintiff “gives notice to the 
defendant to publish a retraction and allows 
a reasonable time to do so ….”9

Presumed Damages in Business 
Defamation Cases—Defamation 
Per Se
In Heritage Optical, the plaintiff-corpora-
tion brought a defamation claim against the 
defendant, an ophthalmologist who formerly 
shared space with the plaintiff, alleging that 
the defendant telephoned the plaintiff’s cli-
ents and falsely informed them that the plain-
tiff moved its offi ce and/or discontinued its 
business.10 The complaint also averred that 
the defendant’s statements were false and 
were made with actual malice.11 In granting 
the defendant’s motion for summary dis-
position respecting the plaintiff’s “slander” 
claim, the trial court adopted the defendant’s 
argument that the allegedly actionable state-
ments “‘lack[ed] the element of personal 
disgrace necessary for defamation.’”12 The 
Michigan Court of Appeals reversed the trial 
court’s grant of summary disposition, unam-
biguously articulating the basis for a claim of 
defamation per se of a corporation:

A corporation’s reputation in a per-
sonal sense cannot be defamed. 
Rather, “language which casts an 
aspersion upon its honesty, credit, 
effi ciency or other business character 
may be actionable…[W]here a libel 
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contains an imputation upon a cor-
poration in respect to its business, its 
ability to do business, and its methods 
of doing business, the same becomes 
libelous per se.”13

In so holding, the court observed that “[a] 
statement that a corporation is no longer in 
business or is incapable of doing business 
affects that corporation’s business reputation 
and its ability to do business[ ]” and may 
constitute the basis for a defamation per se 
claim.14 Curiously, the court in Heritage Opti-
cal made no mention of the Michigan defa-
mation statute, which stated in relevant part 
that “… in actions based on libel or slander 
the plaintiff is entitled to recovery only for 
the actual damages which he has suffered in 
respect to his property, business, trade, pro-
fession, occupation, or feelings.”15 Converse-
ly, the then-applicable statute provided that 
words imputing a lack of chastity of a female 
and the commission of a criminal offense “are 
actionable in themselves ….”16

During the two decades following the 
issuance of the opinion in Heritage Optical, 
defamation per se in a business defamation 
context received scant judicial treatment. A 
handful of courts have, however, affi rma-
tively cited Heritage Optical and its holding 
that presumed damages are recoverable in 
business defamation claims. Though not 
central to its decision, the Michigan Court 
of Appeals in Northland Wheels Roller Skat-
ing Center, Inc v Detroit Free Press, Inc, relied 
on Heritage Optical for the proposition that 
where a defamatory statement impugns a 
corporation “in respect to its business, its 
ability to do business, and its methods of 
doing business, the same becomes libel-
ous per se.”17 Similarly, in Savage v Lincoln 
Benefi t Life Company, a federal district court 
expressly invoked the principles articulated 
in Heritage Optical in fi nding that defamation 
per se “is a ‘false and malicious statement[ ] 
injurious to a person in his or her business 
… and special damages need not be alleged 
or proved.’”18 Like their predecessor Heritage 
Optical, Northland Wheels and Savage omit 
any discussion of MCL 600.2911 as it relates 
to damages, presumed or actual.19 Unfortu-
nately, the analysis of business defamation 
per se extends beyond Heritage Optical and 
its progeny and must necessarily attempt to 
reconcile subsequent decisions that adopt a 
narrow view of defamation per se in a non-
business context.

Burden v Elias Brothers Big Boy 
Restaurants and Its Interpretation 
of MCL 600.2911
Although not a business defamation case, the 
Michigan Court of Appeals decision in Burden 
v Elias Brothers Big Boy Restaurants is instruc-
tive in resolving the uncertainty extant in the 
law. In Burden, decided in 2000, a Big Boy res-
taurant assistant manager accused the plain-
tiffs of having dined in that restaurant the pre-
vious day “without paying for their meals.”20 
Following commencement of the plaintiffs’ 
action against the defendant-restaurant, the 
defendant moved for summary disposition, 
arguing that the plaintiffs’ defamation claim 
required either a showing of actual malice 
or proof of economic damages under MCL 
600.2911(2)(a) and (7). In response, the plain-
tiffs insisted that MCL 600.2911(7) did not 
repeal MCL 600.2911(1) (pertaining to words 
imputing a lack of chastity or the commission 
of a crime) “or override prior case law per-
mitting an action for slander per se wherein 
damages are presumed.”21 The trial court 
endorsed the defendant’s argument and con-
cluded that the plaintiffs failed to present 
evidence that would have raised a question 
of fact with respect to either the presence 
of economic damages or the actual malice 
required to obtain noneconomic damages.22

On appeal, the Burden Court initially stat-
ed that the “primary goal of judicial inter-
pretation is to ascertain and give effect to the 
intent of the Legislature[,]”23 and added that 
the “fi rst step” in such a “determination is to 
review the specifi c language of the statute.”24 
It acknowledged that where the statute is 
unambiguous, the Michigan Legislature 
is presumed to have intended the plainly 
expressed meaning, and that interpretation 
by the court is “neither required nor permis-
sible.”25 However, cautioned Burden, “the 
language of a statute should be read in light 
of previously established rules of the com-
mon law[ ]”26 and that “[w]ell-settled com-
mon-law principles are not to be abolished 
by implication, and when an ambiguous 
statute contravenes common law, it must be 
interpreted so that it makes the least change 
in the common law.”27

Applying this analytical framework, the 
Burden Court examined the pertinent sec-
tions of MCL 600.2911, which provide:

(1) Words imputing a lack of chastity 
to any female or male are actionable 
in themselves and subject the person 
who uttered or published them to 
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a civil action for the slander in the 
same manner as the uttering or pub-
lishing of words imputing the com-
mission of a criminal offense.
(2)(a) Except as provided in subdi-
vision (b), in actions based on libel 
or slander the plaintiff is entitled 
to recover only for the actual dam-
ages which he or she has suffered in 
respect to his or her property, busi-
ness, trade, profession, occupation, 
or feelings.
….
(7) An action for libel or slander shall 
not be brought based upon a commu-
nication involving a private individ-
ual unless the defamatory falsehood 
concerns the private individual and 
was published negligently. Recov-
ery under this provision shall be lim-
ited to economic damages including 
attorney fees.28

It then observed that words charging the 
commission of a crime were defamatory per 
se at common law, and that the injury to the 
person subject to such a statement was “pre-
sumed to the extent that the failure to prove 
damages [was] not a ground for dismissal.”29 
The court restated the familiar proposition 
of law that “[w]here defamation per se has 
occurred, the person defamed is entitled to 
recover general damages in at least a nomi-
nal amount.”30 Interestingly, the court then 
added that where the defamatory state-
ment is “‘maliciously published,’ the person 
defamed may recover ‘substantial damages’ 
even where no special damages could be 
shown.”31 Phrased differently, where per se 
defamation exists, “the presumption of gen-
eral damages is well settled[ ]”—irrespective 
of whether such damages are nominal or 
substantial.32

Burden literally applies MCL 600.2911(1), 
and in its discussion of defamation per se 
ignores other forms of defamation per se cog-
nizable under the common law, including the 
type of business defamation addressed in Her-
itage Optical. Its analysis of MCL 600.2911(1) 
theoretically undermines Heritage Optical and 
eliminates presumed damages in business 
defamation claims. As a consequence, Burden 
would require business entities to establish 
actual damages under subsection (2)(a) of the 
Michigan defamation statute.

Unraveling the Presumed 
Damages Quagmire: Do Heritage 
Optical and Its Progeny Exist 
Post-Burden?
Several unpublished decisions of the Michi-
gan Court of Appeals and at least one federal 
court decision applying Michigan law have, 
to some degree, clarifi ed the state of the law in 
this regard. In Action Auto Glass v Auto Glass 
Specialists, a 2001 decision, the plaintiffs and 
the defendant competed against one another 
in the glass components business.33 To attract 
business, the plaintiffs offered their custom-
ers coupons that could be used to offset part 
or all of insurance deductibles. The defen-
dant attempted to undermine the plaintiff’s 
coupon promotionals by placing advertise-
ments in several newspapers that read:

If the glass company is to make a 
profi t on a couponed job it must do 
one of three things: 1) Infl ate the 
price to cover the coupon amount, 
2) Cut corners on materials & instal-
lation, or 3) Overbill the insurance 
company (also known as fraud).34

Among other counts, the plaintiffs alleged 
that the defendant defamed them by repre-
senting to the public that they were “mem-
bers of a narrowly-defi ned class of business-
es which engage in insurance fraud.”35 The 
plaintiffs argued that the defendant’s adver-
tisement was false and misleading because 
it implied that their business practices were 
criminal, even though the defendant’s adver-
tisements did not mention the plaintiffs by 
name.

In its analysis, the United States District 
Court for the Western District of Michigan 
reiterated the common law precept that cer-
tain statements constitute defamation per se, 
using as an example words imputing crimi-
nality, and noted that the failure to prove 
damages is not grounds for summary dis-
missal.36 In so ruling, the Action Auto Court 
cited Burden.37 But in the very next sentence, 
the court cited Heritage Optical for the propo-
sition that, “[s]imilarly, statements which 
denigrate the business reputation of another 
are defamatory per se.”38 Thus, the Action 
Auto Court simultaneously cited to both Her-
itage Optical and Burden with approval, and 
impliedly concluded that presumed damag-
es exist in the context of business defamation 
under Heritage Optical, even in the post-Bur-
den world.
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Likewise, in Friday v Van Horn, a decision 
of the Michigan Court of Appeals issued in 
2004, an individual—and not corporate—
plaintiff brought an action for damages based 
upon the allegation that the defendant falsely 
stated that the plaintiff could not perform 
any work.39 After dismissing the plaintiff’s 
defamation claim, the court evaluated the 
plaintiff’s claim for tortious interference with 
business relations.40 Following its conclu-
sion that the fi rst two elements of the tortious 
interference claim had been met, the court 
examined the third element, which required 
the plaintiff to allege the commission of an 
intentional, lawful act with malice, which 
was unjustifi ed under the law, for purposes 
of invading the plaintiff’s business relation-
ships.41

In support of her argument, the plaintiff 
claimed that the alleged defamatory state-
ments satisfi ed the third element of her tor-
tious interference claim. The Friday Court 
disagreed, noting that “in the cases cited 
by plaintiff, the alleged defamatory state-
ments were defamatory per se because they 
made accusations of criminal conduct or 
were injurious to a person in his or her busi-
ness.”42 Not surprisingly, the court relied on 
Heritage Optical in asserting this statement of 
law.43 But because the statements at issue in 
Friday were “not defamatory per se because 
they did not involve accusations of criminal 
activity, did not defame plaintiff in her pro-
fessional capacity, and did not question [the 
plaintiff’s] chastity,” the court concluded 
that the plaintiff failed to establish the third 
element of her tortious interference claim, cit-
ing Burden.44 While in dicta only, Friday, like 
Action Auto, intimates that Heritage Optical’s 
holding survives Burden.

Subsequently, in George v Senate Demo-
cratic Fund, the Michigan Court of Appeals 
examined MCL 600.2911 and Burden.45 In 
George, the plaintiff argued that, despite the 
absence of actual damages, he could maintain 
his defamation claim because the statements 
at issue concerned his profession or employ-
ment. The court rejected this argument, 
fi nding that MCL 600.2911(1) authorized 
defamation per se claim only if the defen-
dant published statements imputing lack of 
chastity or criminality.46 It further stated that 
because defamatory statements concerning a 
person’s business or profession are not made 
“specifi cally actionable” by MCL 600.2911(1), 
such claims are governed by the remainder 
of the Michigan defamation statute, specifi -

cally MCL 600.2911(2)(a) and (b), which limit 
recovery to actual damages (and other dam-
ages if a retraction is requested and it allows 
a reasonable time in which to so retract).47 For 
this reason, and in light of Burden, the George 
Court affi rmed the dismissal of the plaintiff’s 
claim. Therefore, while Burden, by itself, may 
innocuously stand for the proposition that 
statements imputing a lack of chastity or the 
commission of a crime are not subject to the 
damage provisions of MCL 600.2911(2)(a) 
and (7), its subsequent interpretation has the 
potential to subvert Heritage Optical.48

None of these post-Burden opinions con-
stitute binding precedent because they are 
unpublished.49 Nevertheless, the lack of 
clarity regarding defamation per se claims 
in a business defamation context should be 
addressed by the Michigan Legislature or 
Michigan courts in view of Burden and  MCL 
600.2911(1). It does, however, appear logical 
to assume that, even without clarifi cation, 
where a corporation’s reputation is impugned 
through a statement concerning the commis-
sion of a crime, a corporation could maintain 
an action alleging defamation per se under 
MCL 600.2911(1).50

Damages to Reputation As Part of 
the Actual Damages Calculation—
Michigan Microtech v Federated 
Publications, Inc
The Michigan Court of Appeals’ 1991 deci-
sion in Michigan Microtech v Federated Publica-
tions, Inc offers insight into the composition 
of actual damages in a business defama-
tion context. There, the plaintiff, a satellite 
antenna service, alleged that the defendant 
published a news story that the plaintiff was 
discontinuing sales of its satellite dishes due 
to “scrambling” problems and marginal or 
nonexistent profi ts.51

Signifi cantly, the court fi rst articulated 
the fundamental premise that while a cor-
poration does not have a reputation in the 
personal sense, it does have a business rep-
utation that can be defamed.52 It then cited 
Heritage Optical for the proposition that a for-
profi t corporation may be defamed where 
a statement tends to prejudice the corpora-
tion or deters others from dealing with it.53 
The Court of Appeals favorably compared 
the defendant’s statement to the actionable 
statements complained of in Heritage Opti-
cal because it “had the potential of adversely 
affecting Microtech’s business reputation 
and its ability to sell satellite dishes.”54
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Michigan Microtech’s discussion of dam-
ages provides a roadmap for litigating a busi-
ness defamation claim. It initially brings Her-
itage Optical’s defamation per se/presumed 
damages holding in line with the United 
States Supreme Court’s decision in Gertz v 
Robert Welch, Inc.55 In Gertz, the Supreme 
Court held that a plaintiff cannot obtain pre-
sumed damages unless it establishes that the 
defamatory statements are made with actual 
malice,56 which Michigan courts defi ne as:

[K]nowledge that the published 
statement was false or as reckless 
disregard as to whether the state-
ment was false or not. Reckless dis-
regard for the truth is not established 
merely by showing that the state-
ments were made with preconceived 
objectives or insuffi cient investiga-
tion. Furthermore, ill will, spite or 
even hatred, standing alone, do not 
amount to actual malice. “Reck-
less disregard” is not measured by 
whether a reasonably prudent man 
would have published or would 
have investigated before publishing, 
but by whether the publisher in fact 
entertained serious doubts concern-
ing the truth of the statements pub-
lished.57

Under Gertz then, presumed damages are 
available only if the defamatory statements 
were made with actual malice. Michigan 
Microtech confi rms as much in its citation 
to Gertz as support for its conclusion that 
“[p]resumed damages are recoverable where 
malice is shown. Otherwise, actual damages 
must be proven.”58

At trial, the plaintiff established that its 
sales diminished after publication of the 
defamatory article, and its proofs evidenced 
the dollar value of those lost sales.59 In its 
opinion, the court emphasized the interre-
lationship between injury to reputation and 
business losses: “[L]oss of reputation and 
loss of profi ts are intertwined[ in that t]he 
loss of both is shown by a diminished num-
ber of customers.”60 Harm to the plaintiff’s 
reputation, thus, constituted actual damages. 
This result is not surprising given that all 
defamation concerning a business entity nec-
essarily affects its reputation and its ability 
to conduct business and will invariably deter 
others from transacting business with it.

Framed in the context of the foregoing 
cases, while lost profi ts represent the tradi-
tional form of damages recovered by enti-

ties in business defamation claims, Gertz and 
Michigan Microtech appear to hold that dam-
age to an entity’s reputation falls within the 
ambit of actual damages sustained by the 
entity. In Gertz, the Supreme Court held that 
“actual injury is not limited to out-of-pocket 
loss.”61 Rather, actual damages can include 
other types of actual harm infl icted by the 
defamatory statement, including “impair-
ment of reputation and standing in the com-
munity, personal humiliation, and mental 
anguish and suffering.”62 Of course, Gertz 
counsels, “juries must be limited by appro-
priate instructions, and all awards must be 
supported by competent evidence concern-
ing the injury, although there need be no evi-
dence which assigns an actual dollar value 
to the injury.”63 Thus, Gertz stands fi rmly 
behind the proposition that actual damages 
encompass damages arising from impair-
ment of reputation, and Michigan Microtech 
appears to graft this notion into Michigan 
law.64 It is completely logical to assume 
that where a statement, made with malice, 
impugns the reputation of a business entity, 
the entity has been damaged, irrespective of 
whether lost profi ts can be proved with great 
specifi city.65 Although there exists a relative-
ly liberal standard for proving damages in a 
business defamation lawsuit, damages must 
be based on the evidence and not on specula-
tion, guess, or conjecture.66

Conclusion and Practice Points
Heritage Optical’s recognition of defamation 
per se arguably remains intact in the con-
text of business defamation.67 But presumed 
damages are available only if the actionable 
statements are made with actual malice.68 
Ultimately, the courts or the Michigan Legis-
lature must resolve the uncertainty clouding 
the application of MCL 600.2911, particularly 
as it pertains to statements defaming busi-
ness entities.

In any event, it is appropriate to ques-
tion the utility of presumed damages and 
the benefi t that inures to the client. After all, 
assuming that a claim for business defama-
tion fi nds its way to a jury, no client or practi-
tioner wants to merely receive a token verdict 
of $1 in presumed damages. Accordingly, in 
addition to alleging that the client-entity is 
entitled to presumed damages under Heri-
tage Optical, the practitioner should plead 
and establish injury to the entity’s business 
reputation in the form of actual damages, 
in accord with Gertz and Michigan Micro-
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tech.69 Indeed, Michigan Microtech expressly 
acknowledges that corporations enjoy busi-
ness reputations that can be defamed, and 
MCL 600.2911(2)(a) contemplates an award 
of actual damages to compensate for injuries 
resulting from defamation. Further, because 
Michigan Microtech adopts a liberal method-
ology for proving actual damages to estab-
lish injury to reputation, the practitioner may 
exercise greater creativity in demonstrating 
such damages.70

MCL 600.2911(7), last amended in 1988, 
limits a “private individual” to “economic 
damages” if the defamatory statements 
were “published negligently.”71 Subsec-
tion (7) facially applies only to “private 
individual[s]” and not business entities. In 
this respect, MCL 600.2911 leaves intact the 
pre-amendment principle that business enti-
ties may obtain actual damages, including 
damages to reputation, as contemplated by 
the broadly-drafted actual damages provi-
sion in subsection (2)(a).

Perhaps the ultimate lesson to be learned 
is highlighted by The Rink, Inc v Sosnoski, an 
unpublished decision of the Michigan Court 
of Appeals.72 In The Rink, the plaintiff-cor-
poration alleged $1,000,000 in damages for 
defamation and tortious interference with 
business relations. When the plaintiff failed 
to respond to a request to admit that it had 
not suffered any economic damages, the 
trial court entered an order directing it to 
substantiate its claim for pecuniary harm. 
The plaintiff failed to comply with the trial 
court’s order, and the trial court deemed the 
requested matters admitted and dismissed 
the complaint.

On appeal, the plaintiff argued that it stat-
ed a claim for defamation, that such a claim is 
actionable “irrespective of damages when the 
defamation pertains to one’s business,” and 
that the trial court should have not dismissed 
the complaint due to a failure to provide evi-
dence of economic damages.73 In one respect, 
the court agreed, acknowledging that “[i]t is 
true that one element of a defamation claim is 
actionability of the statement irrespective of 
special harm (defamation per se) or the exis-
tence of special harm caused by the publica-
tion (defamation per quod), and that defama-
tion per se exists where the false statement 
injures a person in his profession or employ-
ment.”74 As a consequence, the plaintiff was 
not required to plead or prove special dam-
ages.75 However, in The Rink, the plaintiff did 
plead special damages, as it alleged that the 

defendants’ statements caused damage to its 
reputation in excess of $1,000,000.

The Rink Court explained that a complaint 
must include a demand for judgment: 

If the demand is for money damages, 
a specifi c amount may not be stated 
unless “the claim is for a sum certain 
or a sum that can by computation be 
made certain, or if the amount sought 
is $25,000 or less.” [ ] By alleging 
and demanding specifi c damages of 
$1,000,000, the plaintiff implied that 
it could support its demand for that 
sum with evidence.76 

Therefore, instead of fi nding that the plaintiff 
had not suffered any special damages when 
it failed to respond to the requests for admis-
sions, the trial court appropriately ordered 
the plaintiff to fi le an amended response to 
the request to admit disclosing the basis for 
its specifi ed money damages.77 Ultimately, 
the Court of Appeals affi rmed the dismissal 
of the complaint due to the plaintiff’s failure 
to substantiate its claim for damages, but the 
import of The Rink is this: While a business 
entity may be defamed irrespective of proof 
of pecuniary damages, the entity should 
avoid pleading a specifi c amount of damages 
to escape the fate suffered by the plaintiff in 
The Rink.          
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Imagine these scenarios:
- Corporations making their employ-

ees available whenever and wherever 
prosecutors wished to interview them, 
without subpoenas; 

- Corporations terminating employees 
who refuse to cooperate with the gov-
ernment’s investigation; 

- Corporations sharing with prosecutors 
interview memoranda and other mate-
rials generated in their internal investi-
gations, notwithstanding any claim of 
privilege they might have;

- Corporations directing professionals 
working for them, including outside 
auditors and counsel, to meet with 
the government and provide prompt 
access to their work papers and other 
records;

- Corporations unilaterally terminat-
ing severance agreements with former 
employees for fear that the corporation 
may be viewed in a negative light by 
prosecutors; 

- Corporations agreeing to retain at-
torneys and accountants of the gov-
ernment’s choosing to evaluate their 
business practices, and to accept their 
recommendations;

- Corporations, at the behest of the gov-
ernment, advising their employees to 
meet with the government investiga-
tors without aid of an independent 
counsel;

- Corporations directing their employ-
ees to “cooperate” with the federal 
prosecutors or risk termination of pay-
ment for legal fees and costs. 

These scenarios are hardly fi ctional.1 They 
represent the “brave new world” of aggres-
sive investigation and prosecution of white-
collar crime in the post-Enron era. It is diffi -
cult to imagine that the federal government’s 
internal policy and guidelines could enable 
federal prosecutors to exploit their virtu-
ally unchecked power to extract and coerce 
ever greater concessions, including waivers 
of attorney-client privileges, the surrender 
of confi dential and privileged work product 
between outside counsel and the corpora-
tion, and control over the advancement of 
legal fees and costs by corporations to their 
employees—in short, jeopardize the very 
nature of the American adversary system.

The Origins of the Thompson 
Memorandum
Although the concept of corporate criminal 
liability has been settled since 1909,2 the Jus-
tice Department had no uniform policy on 
corporate prosecution until June 1999, when 
then-Deputy Attorney General Eric H. Hold-
er issued a policy memorandum entitled 
“Federal Prosecution of Corporations” (the 
“Holder Memorandum”). This document 
attempted to provide “guidance as to what 
factors should generally inform a prosecu-
tor in making the decision whether to charge 
a corporation in a given case.”3 The Holder 
Memorandum made it clear that the factors 
articulated in the memorandum were not 
“outcome-determinative and [were] only 
guidelines” and that “Federal prosecutors 
are not required to reference these factors 
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in a particular case, nor are they required to 
document the weight they accorded specifi c 
factors in reaching their decision.”4 How-
ever, the language that is at the heart of the 
controversy over the Thompson Memoran-
dum—waiver of attorney-client privilege 
and advancing of legal fees—was fi rst found 
in the Holder Memorandum.

The Holder Memorandum, after setting 
forth some common sense factors that would 
assist the prosecutors in deciding whether to 
indict a company, stated that prosecutors, in 
determining whether to bring charges against 
a company, should consider: 

the corporation’s timely and volun-
tary disclosure of wrongdoing and 
its willingness to cooperate in the 
investigation of its agents, including, 
if necessary, the waiver of the corpo-
rate attorney-client and work prod-
uct privileges.5  

The Memorandum also explained what 
was meant by “cooperation”: 

[i]n gauging the extent of the corpo-
ration’s cooperation, the prosecutor 
may consider the corporation’s will-
ingness to identify the culprits with-
in the corporation, including senior 
executives, to make witnesses avail-
able, to disclose the complete results 
of its internal investigation, and to 
waive attorney-client and work-
product privileges.6 

The Memorandum further stated:
Another factor to be weighed by the 
prosecutor is whether the corpo-
ration appears to be protecting its 
culpable employees and agents…a 
corporation’s promise of support 
to culpable employees and agents, 
either through the advancing of 
attorneys fees, through retaining the 
employees without sanction for their 
misconduct, or through providing 
information to the employees about 
the government’s investigation…
may be considered by the prosecutor 
in weighing the extent and value of a 
corporation’s cooperation.7 

Concerning the issue of a corporation 
advancing attorney fees, the Memorandum 
clarifi ed, in a footnote, that:

Some states require corporations to 
pay the legal fees of offi cers under 
investigation prior to a formal deter-
mination of their guilt. Obviously, a 
corporation’s compliance with gov-

erning law should not be considered 
a failure to cooperate.8

Thus, the Holder Memorandum sent a 
clear signal to federal prosecutors that the 
advancing of attorneys’ fees to personnel 
of a corporation under investigation, except 
where such advances were required by law, 
might be viewed by the government as pro-
tection of culpable individuals and might 
contribute to a government decision to indict 
the entity. However, as the Holder Memo-
randum stated, it was not binding. Federal 
prosecutors were free to exercise their discre-
tion whether to take the Memorandum into 
account, or not. 

The outbreak of corporate scandals in 
2001 changed everything.

In late 2001, Enron’s collapse caused 
increased scrutiny into corporate account-
ing. Soon, other corporate scandals came to 
light—most notably Global Crossing, Health-
south, Tyco International, Adelphia Com-
munications, and ImClone. Bankruptcies 
and criminal prosecutions ensued including, 
the indictment of Enron’s auditors, Arthur 
Andersen LLP in March 2002—an indictment 
that resulted in the collapse of the fi rm, well 
before the case was tried.9 Arthur Andersen’s 
indictment and prosecution sent a clear mes-
sage to Corporate America that companies 
that deliberately try to block the government 
from investigating corporate misconduct will 
be punished swiftly and severely. 
 The Thompson Memorandum
On July 9, 2002, President Bush issued Exec-
utive Order 13271, which established a Cor-
porate Fraud Task Force (the “Task Force”) 
headed by United States Deputy Attorney 
General Larry D. Thompson.10 On Janu-
ary 20, 2003, Mr. Thompson issued a docu-
ment entitled Principles of Federal Prosecution 
of Business Organizations (the “Thompson 
Memorandum”), which practically was a 
revision of the Holder Memorandum. In fact, 
the language concerning “cooperation” and 
advancing of legal fees by business entities 
was carried forward without change. None-
theless, the Memorandum drastically altered 
the focus of prosecutors in making a deter-
mination to charging a corporate entity. The 
Memorandum stated that “[t]he main focus 
of [its] revisions is increased emphasis on 
and scrutiny of the authenticity of a corpora-
tion’s cooperation” with government inves-
tigations.11 The revised guidelines instruct 
prosecutors to consider whether a compa-
ny, “while purporting to cooperate with a 

38 THE MICHIGAN BUSINESS LAW JOURNAL —SPRING 2007

The 
Thompson 

Memorandum 
drastically 
altered the 

focus of 
prosecutors 
in making a 

determination 
to charging 
a corporate 

entity.



Department investigation,” has in fact been 
engaging in conduct that “impede[s] the 
quick and effective exposure of the complete 
scope of wrongdoing under investigation.”12

The Thompson Memorandum appeared 
to encourage federal prosecutors to evaluate 
a corporation’s “cooperation” in an investi-
gation and to judge whether the cooperation 
was authentic. Further, unlike its predeces-
sor, the Thompson Memorandum was bind-
ing on all federal prosecutors.13 Accordingly, 
United States attorneys were now required 
to consider the advancing of legal fees by 
business entities, except where such advanc-
es were required by law, as indicative of a 
corporation’s attempt to protect culpable 
employees and as a factor weighing in favor 
of indictment. 

On the one hand, Mr. Thompson exhorted 
federal prosecutors, “I cannot stress strongly 
enough that the prosecution of guilty indi-
viduals should always take precedence over 
the prosecution of entities.”14 While during 
this same period, he made the public com-
ments that “they [the employees] don’t need 
fancy legal representation”15 if they did not 
believe that they acted with criminal intent.

Surely it cannot be legal naiveté that 
could have led the Deputy Attorney General 
to make this comment. After all, it is well 
known that a white-collar criminal defense 
in a case arising out of a complex business 
environment requires special skills, business 
sophistication, and resources that are gener-
ally more expensive than those in less com-
plex criminal matters. Moreover, the need to 
review and analyze frequently voluminous 
documentary evidence greatly increases the 
amount of attorney time required for, and, 
the cost of a competent defense.16 

The mandate of the Thompson Memo-
randum and the overzealous investigations 
and prosecutions of corporations and their 
personnel by federal prosecutors in wake of 
the recent corporate scandals were bound to 
confl ict with the constitutional rights of the 
criminal defendant. These factors came to a 
head-on confl ict and were brought to light in 
the KPMG case. In June 2006, Hon. Lewis A. 
Kaplan, a federal judge in Manhattan, issued 
an 83-page rebuke of the Justice Depart-
ment’s white-collar prosecution tactics in an 
opinion for a case involving former partners 
of troubled accounting fi rm, KPMG. Judge 
Kaplan’s opinion offered a searing criticism 
of the Thompson Memorandum. To under-
stand the tactics of the U.S. attorneys, which 

have led to concerns from the defense bar 
and civil liberties associations, it is impera-
tive to analyze the KPMG case.

The KPMG Case: The Anatomy 
of a White-Collar Criminal 
Investigation17

At or around the time of the Enron, Global 
Crossing, Tyco International, Adelphia Com-
munications, and ImClone debacles, the 
Internal Revenue Service (IRS) began inves-
tigating KPMG for creating and advocating 
allegedly abusive tax shelters. A few months 
later, the Permanent Subcommittee on Inves-
tigations of the Senate Committee on Govern-
mental Affairs “began an investigation into 
the development, marketing and implemen-
tation of abusive tax shelters by accountants, 
lawyers, fi nancial advisors, and bankers.”18 
This led to public hearings in November 2003 
at which several senior KPMG partners or 
former partners—three of whom were later 
indicted—testifi ed. KPMG’s reception at the 
hearing was not favorable.19   

This led the late Eugene O’Kelly, then 
KPMG chair, to retain Robert S. Bennett 
of Skadden Arps Slate Meagher & Flom 
(“Skadden”), “to come up with a new coop-
erative approach.”20 One aspect of that new 
approach was KPMG’s decision to  ask its 
senior partners, who had testifi ed before the 
Senate and who were later indicted, to leave. 
One of the partners who was asked to leave 
was deputy chair Jeffrey Stein. Given Mr. 
Stein’s senior position and his relationship 
with Mr. O’Kelly, his departure was cush-
ioned substantially.21 

However, KPMG’s efforts to stave off 
trouble by “cleaning house,” came too late—
much damage already had been done. In the 
early part of 2004, the IRS made a criminal 
referral to the Department of Justice (DOJ), 
which in turn passed it on to the United 
States Attorney’s Offi ce (USAO).

KPMG’s policy prior to this investigation 
concerning the payment of legal fees of its 
partners and employees was clear. KPMG 
had always advanced and paid legal fees, 
without a preset cap or condition of coop-
eration with the government. These fees 
covered counsel for partners, principals, and 
employees of the fi rm in any civil, criminal, 
or regulatory proceeding involving activities 
arising within the scope of the individual’s 
duties and responsibilities as a KPMG part-
ner, principal, or employee.
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When the referral reached the USAO on 
February 5, 2004, it came under the supervi-
sion of Shirah Neiman, who was chief coun-
sel to the United States Attorney, the USAO’s 
liaison to the IRS and a participant in the 
drafting of the Holder Memorandum. The 
USAO notifi ed Skadden of the referral, and 
an initial meeting was scheduled for Febru-
ary 25, 2004.

In the meantime, the USAO prepared 
“subject” letters—letters advising the recipi-
ent that he or she is a person whose conduct 
is within the scope of a grand jury’s investi-
gation—to between twenty and thirty KPMG 
partners and employees. In preparation for 
the meeting, Ms. Neiman and other mem-
bers of the prosecution team conferred. At 
the outset, the prosecutors decided to ask 
Skadden whether KPMG was paying the 
legal fees of individuals under investigation. 
The meeting was attended by Mr. Bennett, 
Ms. Neiman, and many others on both sides. 
Mr. Bennett informed the government attor-
neys that KPMG had decided to clean house 
and had already taken high-level person-
nel action; further, it would cooperate fully 
with the government’s investigation. It was 
made clear to the government attorneys that 
KPMG’s objective was to save itself, not to 
protect any individuals. In an obvious refer-
ence to the fate of Arthur Andersen, Mr. Ben-
nett remarked that an indictment of KPMG 
would result in the fi rm going out of busi-
ness.

The U.S. attorneys immediately focused 
on the subject of legal fees and made a spe-
cifi c reference to the Thompson Memoran-
dum. KPMG’s counsel informed the U.S. 
attorneys that KPMG’s common practice 
had been to pay legal fees. However, counsel 
added that KPMG would not pay legal fees 
for employees who declined to cooperate 
with the government, or who took the Fifth 
Amendment, as long as it had discretion to 
take that position. Ms. Neiman responded by 
remarking that “misconduct” should not “be 
rewarded” and referred to “federal guide-
lines.”22 KPMG understood this remark to 
mean that payment of legal fees by KPMG, 
beyond any that it might legally be obligated 
to pay, could well count against KPMG in the 
government’s decision whether to indict the 
fi rm. Any doubt that this was the message 
conveyed was dispelled by an assistant U.S. 
attorney’s comment that the government will 
look at KPMG’s discretion regarding pay-
ment of legal fees “under a microscope.”23 

Shortly after the February 25, 2004 meet-
ing, Skadden reported to the U.S. attorneys 
that KPMG was planning on putting a cap 
on legal fees and making the payment con-
ditional for any given partner or employee 
on that individual’s “cooperating fully with 
the company and the government.”24 KPMG 
assured the USAO that it would be “as coop-
erative as possible” so that the USAO would 
not exercise its discretion to indict the fi rm. 
The USAO urged that KPMG tell its people 
that they should be “totally open” with the 
USAO, “even if that [meant admitting] crimi-
nal wrongdoing.”25 

The actions of the USAO, coupled with 
the mandate of the Thompson Memoran-
dum, had the desired effect. KPMG’s coun-
sel informed counsel for the partners and/or 
employees who were the focus of the gov-
ernment investigation that KPMG would 
pay an individual’s legal fees and expenses, 
up to a maximum of $400,000, on the con-
dition that the individual “cooperate with 
the government and...be prompt, complete, 
and truthful.”26 Importantly, KPMG further 
made clear that “payment of...legal fees and 
expenses will cease immediately if... [the 
recipient] is charged by the government with 
criminal wrongdoing.”27 In addition, KPMG 
sent an advisory memorandum to a broad-
er audience of KPMG personnel regarding 
potential contacts by the government. The 
memorandum urged full cooperation with 
the investigation, but it advised also that 
recipients had a right to be represented by 
counsel if they were contacted by the gov-
ernment. The Memorandum also mentioned 
some advantages of consultation with coun-
sel, and stated that KPMG had arranged for 
independent counsel for those who wished 
to consult them.

The advisory memorandum upset the 
USAO. They immediately advised Skadden 
that they were “disappointed with [its] tone” 
and demanded that KPMG send out a sup-
plemental memorandum in a form that the 
USAO proposed.28 The only signifi cant point 
of difference between the memorandum that 
the government demanded and KPMG’s 
original memorandum was an insertion of 
language that an employee was not required 
to utilize services of independent coun-
sel before speaking with the government’s 
investigators and that an employee “was 
free to deal directly with the investigators 
without counsel.”29 It was evident that the 
government’s purpose in demanding the 

40 THE MICHIGAN BUSINESS LAW JOURNAL —SPRING 2007

It was evident 
that the 

government’s 
purpose was 

to increase 
the chances 
that KPMG 
employees 

would agree 
to interviews 

without 
consulting 

or being 
represented 
by counsel.



supplement was to increase the chances that 
KPMG employees would agree to interviews 
without consulting or being represented by 
counsel, whether provided by KPMG or oth-
erwise.

Eager to demonstrate that KPMG was 
cooperating, Skadden asked the government 
to notify it if any current or former KPMG 
employee failed to “cooperate.” As was to be 
expected, the government took full advan-
tage of this offer. It repeatedly notifi ed Skad-
den when KPMG personnel failed to comply 
with government demands. In each case, 
Skadden promptly advised the individual or 
attorney for the individual in question that 
the payment of legal fees would be termi-
nated “[a]bsent an indication from the gov-
ernment within the next ten business days 
that your client no longer refuses to partici-
pate in an interview with the government.”30 
In some cases, the individuals in question 
relented and submitted to interviews with 
the government. Others did not, whereupon 
KPMG terminated their employment and cut 
off the payment of legal fees.

As the investigation continued, KPMG 
was desperately seeking a resolution short of 
an indictment of the fi rm. On the other side, 
the government was aggressively pressing 
for admissions of extensive wrongdoing, a 
great deal of money, and changes in KPMG’s 
business. The USAO informed KPMG that it 
had issues with KPMG’s grant of rich sever-
ance packages to certain executives. KPMG 
tried to defl ect the issue by agreeing that sev-
erance packages were “high in one or two 
cases” but reiterating that its “expectation” 
was that legal fees of individuals would be 
paid only up to $400,000 and only on con-
dition that recipients cooperated with the 
government.31 Notwithstanding this prob-
lem, KPMG repeatedly tried to convince the 
USAO not to indict the fi rm, touting its coop-
eration with the investigation and its limita-
tion of attorneys’ fees for individuals. How-
ever, in meetings in March 2005 with David 
N. Kelley, then United States Attorney, this 
approach did not yield the desired result. 
On March 2, 2005, Mr. Kelley interrupted 
Mr. Bennett’s claim that the fi rm had cooper-
ated by saying, “Let me put it this way. I’ve 
seen a lot better from big companies.”32 With 
a last-ditch effort to prevent an indictment, 
KPMG unilaterally terminated the consult-
ing services portion of the Stein severance 
agreement and cut off payment of Mr. Stein’s 
attorneys’ fees. It did so, “because [KPMG] 

thought it would help [the fi rm] with the 
government.”33

Having dealt, as best it could, with the 
Stein problem, KPMG now attempted to 
persuade Deputy Attorney General James 
Comey not to indict the fi rm. The meeting 
took place on June 13, 2005. Skadden, in 
avoiding indictment, relied upon KPMG’s 
“never heard of before” cooperation with the 
government, in addition of course to other 
arguments.34   

This time, KPMG was more successful.
 On August 29, 2005, KPMG and the govern-
ment entered into a Deferred Prosecution 
Agreement (DPA). KPMG agreed, among 
other things, to waive indictment, to be 
charged in one-count information, to admit 
extensive wrongdoing, to pay a $456 mil-
lion fi ne, and to accept considerable restric-
tions on its practice. The government agreed 
that it would seek dismissal of the informa-
tion if KPMG complied with its obligations. 
Further, the DPA obliged KPMG to cooper-
ate extensively with the government, both in 
general and in the government’s prosecution 
of its partners and employees. This meant 
that anything the government regarded as “a 
failure to cooperate” almost certainly would 
result in the criminal conviction that KPMG 
labored so mightily to avoid. Clearly, the 
admissions that KPMG was forced to adopt 
foreclosed a successful defense.

At about the same time, the government 
fi led the indictment against the individual 
KPMG defendants in the U.S. District Court 
for the Southern District of New York. As 
promised by KPMG, it immediately cut off 
payments of legal fees and expenses to the 
defendants.

On January 19, 2006, the KPMG defen-
dants moved to dismiss the indictment on 
the ground that the government had inter-
fered improperly with the advancement of 
attorneys’ fees by KPMG in violation of their 
constitutional and other rights. The govern-
ment, in an attempt to avoid an evidentiary 
hearing, took the position that it had “no 
objection whatsoever to KPMG exercising 
its free and independent business judgment 
as to whether to advance defense costs...and 
that if it were to elect to do so the government 
would not in any way consider that in deter-
mining whether [KPMG] had complied with 
the DPA.”35 However, to resolve this issue, 
the court granted limited discovery and con-
ducted an evidentiary hearing that was held 
on May 8-10, 2006.  
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Following the evidentiary hearing, the 
court made the following factual fi ndings:36

First, the Thompson Memorandum caused 
KPMG to consider departing from its 
long-standing policy of paying legal fees 
and expenses of its personnel in all cases 
and investigations. 
Second, the USAO reinforced the threat 
inherent in the Thompson Memorandum. 
It raised the issue and then repeatedly 
focused on KPMG’s obligation to advance 
defense costs, implying that anything 
more than compliance with demonstrable 
legal obligations could be held against the 
fi rm. U.S. attorneys’ statements that mis-
conduct should not be rewarded and that 
the USAO would look at any discretion-
ary payment of fees by KPMG “under a 
microscope” drove the point home.
Third, the government conducted itself in 
a manner that evidenced a desire to mini-
mize the involvement of defense attor-
neys.
 Fourth, KPMG’s decision to cut off all 
payments of legal fees and expenses to 
anyone who was indicted and to limit and 
to make a condition of such payments prior 
to indictment upon cooperation with the 
government was the direct consequence 
of the pressure applied by the Thompson 
Memorandum and the USAO. 

United States’ Attorneys’ Conduct 
Pursuant to the Thompson 
Memorandum Violated the KPMG 
Defendants’ Fifth and Sixth 
Amendments Rights

The Fifth Amendment Due Process Violation
The United States Supreme Court has long 
protected a defendant’s right to fairness in the 
criminal process. It has grounded this protec-
tion primarily in the Due Process Clause37 as 
well as more specifi c provisions of the Bill 
of Rights, including the Confrontation and 
Assistance of Counsel Clauses of the Sixth 
Amendment.38 The Supreme Court consis-
tently has held that criminal defendants are 
entitled to be treated fairly throughout the 
process.39 Proper respect for the individual 
prevents the government from interfering 
with the manner in “which the individual 
wishes to present a defense.”40 This means 
that the government may not both prosecute 
a defendant and then seek to infl uence the 
manner in which he or she defends the case.41 
As Judge Kaplan put it succinctly: 

fairness in criminal proceedings 
requires that the defendant be fi rmly 
in the driver’s seat and that the pros-
ecution not be a backseat driver.42

The Due Process Clause has been inter-
preted to provide not only procedural pro-
tection for deprivations of life, liberty, and 
property, but also substantive protection for 
fundamental rights—those that are so essen-
tial to individual liberty that they cannot 
be infringed by the government unless the 
infringement is narrowly tailored to serve 
a compelling state interest.43 Even though 
the United States Supreme Court has not 
explicitly characterized the right to fairness 
in criminal proceedings as a “fundamental” 
right,44 the high court’s repeated recognition 
of the constitutional mandate of fairness in 
criminal proceedings strongly suggests that 
this right is “fundamental” for substantive 
due process purposes, at least in some cir-
cumstances.45

However, a criminal defendant’s right to 
obtain and use resources lawfully available 
to him or her to prepare a defense, free of 
knowing or reckless government interfer-
ence, is a right that is basic to the American 
concept of justice and fair play. It can be said 
with a fair degree of certainty that this right 
is fundamental.46

Judge Kaplan reasoned that the eviden-
tiary hearing clearly demonstrated that the 
Thompson Memorandum and the USAO 
pressure on KPMG to deny or cut off defen-
dants’ attorney fees impinged on the KPMG 
Defendants’ ability to defend themselves. 
The Thompson Memorandum and the 
USAO’s actions, therefore, were subject to 
strict scrutiny and accordingly must have 
been narrowly tailored to achieve a compel-
ling government interest.47 

There is no denying that one of the objec-
tives of the Thompson Memorandum and 
the USAO’s actions pursuant to the memo—
investigating and fairly prosecuting crime—
was compelling. However, the Thompson 
Memorandum did not say that payment of 
legal fees may be viewed in favor of indict-
ment only if they are used as a means to 
obstruct an investigation.48 The court found 
that this aspect of the Thompson Memoran-
dum was not narrowly tailored to achieve 
a compelling objective. It discouraged and, 
as a practical matter, often prevented com-
panies from providing employees and for-
mer employees with the fi nancial means to 
exercise their constitutional rights to defend 

42 THE MICHIGAN BUSINESS LAW JOURNAL —SPRING 2007

Judge Kaplan 
found that 

the Thompson 
Memorandum 

and its 
aggressive 
implemen-

tation by the
  government 

infringed 
the KPMG 

defendants’ 
Sixth 

Amendment 
right to 

counsel.



themselves. Further, the USAO knew that the 
threat inherent in the Thompson Memoran-
dum, coupled with its own reinforcement 
of that threat, was likely to lead corporate 
defendants to cut off the payment of legal 
fees for any employees or former employees 
who were indicted and to limit and condi-
tion their payment during the investigative 
stage. The court ruled that the memo and the 
USAO’s actions were not narrowly tailored 
to serve compelling governmental interests 
and, therefore, violated the Due Process 
Clause.49

The Sixth Amendment Right to Counsel 
Violation
Apart from the Due Process violation, Judge 
Kaplan found that the Thompson Memoran-
dum and its aggressive implementation by 
the government infringed the KPMG defen-
dants’ Sixth Amendment right to counsel.50  
The Sixth Amendment guarantees more than 
the mere presence of a lawyer at a criminal 
trial. It protects, among other things, an indi-
vidual’s right to choose the lawyer or law-
yers he or she desires and to use one’s own 
funds to mount the defense that one wishes 
to present.51  

The KPMG defendants demonstrated 
that the government’s implementation of 
the Thompson Memorandum impinged on 
their Sixth Amendment rights to counsel and 
to present a complete defense. Interference 
with these rights was improper if the govern-
ment’s actions were “wrongfully motivated 
or without adequate justifi cation.”52 The 
court held that the Thompson Memorandum, 
by discouraging companies from providing 
their employees with the fi nancial means to 
exercise their constitutional rights,  under-
mines the proper functioning of the Ameri-
can adversary process of determining guilt 
or innocence in criminal cases.53 The fact that 
advancement of legal fees occasionally might 
be part of an obstruction scheme is insuffi -
cient to justify the government’s interference 
with the right of individual criminal defen-
dants to obtain resources lawfully available 
to them in order to defend themselves.54 

Further, the court held that the KPMG 
defendants’ deprivation of their right to coun-
sel of their choice was “complete” when they 
were erroneously prevented from being rep-
resented by the lawyer they wanted, regard-
less of the quality of the representation they 
received.55 The defendants were not required 
to show prejudice.  

Finally, to remedy the constitutional 
violations suffered by the KPMG defen-
dants, the court attempted to restore the 
defendants to the position they would have 
occupied but for the government’s consti-
tutional violation (i.e., pay the defendants 
their defense costs already incurred and yet 
to be incurred).56  Sovereign immunity from 
monetary claims prevented the court from 
sanctioning the government.57 Instead, Judge 
Kaplan assumed “ancillary jurisdiction” over 
defendants’ claim that KPMG should resume 
making payments to employees and opened 
a civil docket number for the claims of the 
KPMG defendants against KPMG.58

A month later, Judge Kaplan issued a sec-
ond major decision in the case, holding that 
the government was responsible for indirect-
ly pressuring two former KPMG partners to 
provide statements in violation of their Fifth 
Amendment privilege against compelled 
self-incrimination.59 The court found that the 
individuals’ statements were economically 
coerced by KPMG by its threat to stop paying 
their legal fees or terminating their employ-
ment, or both, if they did not cooperate with 
the government. The court concluded that 
the fi rm undertook this action at the gov-
ernment’s behest and as an attempt to curry 
favor with the prosecutors.60 The court held 
that the statements were inadmissible.61

The Stick and Carrot Approach of 
the Thompson Memorandum and 
Its Consequences on Individual 
Rights
In the KPMG case, the government bran-
dished a “big stick”—it threatened to indict 
KPMG. And it held out a very large carrot. It 
offered KPMG the hope of avoiding the fate 
of Arthur Andersen if KPMG could deliver 
to the USAO employees who would talk, 
notwithstanding their constitutional right to 
remain silent, and strip those employees of 
economic means of defending themselves.”62 
Zealous enforcement of the Thompson Mem-
orandum strains the relationship between 
corporations and their individual employ-
ees. Corporations eager to earn recognition 
for “authentic” cooperation are more likely 
to “fi nd” employee misconduct and share 
those employees’ inculpatory “admissions” 
made during the companies’ internal investi-
gation interviews. The unsuspecting employ-
ees may not even be aware that they are not 
talking to their lawyer and that their state-
ments could be offered to prosecutors. Eager 
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to curry favor with prosecutors, corporations 
may further try to distance themselves from 
their allegedly culpable employees, paint-
ing them as “rogue” managers whose con-
duct, the corporations may argue, should 
not fairly be attributed to the entity itself.63 
Corporations may hesitate or, as occurred 
in the KPMG case, may be manipulated or 
coerced into not advancing  attorneys’ fees 
to individual employee-defendants for fear 
of appearing to be “protecting its culpable 
employees and agents.”64 The combination 
of these factors creates certain tension, if not 
outright dangers:

There is a very real question as to 
whether the exchange will signifi -
cantly increase the unsavory practice 
of ‘scapegoating,’ in which corpora-
tions fi nd and offer up to prosecu-
tors lower echelon offi cials in order 
to save the fi rm. Middle managers 
fi nd, to their surprise, their rights 
eroded and their futures clouded 
by their prominence in the press. To 
their dismay, both prosecutors and 
their own employer have a huge 
stake in their public humiliation and 
incarceration. The prosecutor seeks 
to relieve public pressure generated 
by fi nancial scandals; the fi rm seeks 
to survive.65 

This desire to appease federal prosecutors 
motivates companies to quickly interview, 
terminate, and incriminate as many employ-
ees as possible—even where careful consid-
eration of the facts would not otherwise war-
rant it. It is shocking that little attention, if 
at all, is paid to the inherent confl ict between 
the two interests—the interests of compa-
nies who are eager to demonstrate genuine 
cooperation and the interests of individual 
employees, including the right against com-
pelled self-incrimination. More often than 
not, a government investigation leads outside 
counsel and the boards or audit committees 
to pursue a strategy of aggressively “selling 
management up the river.”66

For companies’ in-house and external 
counsel, a nuanced understanding of the 
Thompson Memo and its successor, the 
McNulty Memo, is essential. It enables them 
to view these guidelines not as a potential 
minefi eld, but rather as a roadmap of oppor-
tunities for effective advocacy and protec-
tion of companies’ long-term interests.67 At 
the same time, for criminal defense attorneys 
defending individuals accused of white-col-

lar crimes, these guidelines call for vigilance 
against a serious threat that may undercut 
the constitutional rights of the individual 
defendant.

Former Department of Justice attorneys’ 
comments on the Thompson Memo are 
instructive.68 They describe the approach to 
law enforcement embodied in the Thomp-
son Memorandum “as moving the process 
governing the American system away from 
the form the Founders expressly meant it to 
take—an accusatorial system—and toward 
something they feared—an inquisitorial sys-
tem.” The Thompson Memorandum shifted 
the power politics: it shifted power from 
courts and juries to the Department of Justice 
and the U.S. Attorneys who work for it.69

The Aftermath: The McNulty 
Memorandum—A Strategic Retreat 
By the Government
Several weeks after the court’s ruling, the 
Senate Judiciary Committee conducted hear-
ings regarding the policies underlying the 
Thompson Memorandum. Vigorous efforts 
of the anti-attorney-client waiver lobby-
ing groups had resulted in a widespread 
awareness of the coercive tactics of federal 
prosecutors.70 This helped persuade Senate 
Judiciary Chairman Arlen Specter (R-Penn.) 
to hold a Senate hearing on the waiver issue 
in September 2006. Just before the hearing, a 
bipartisan group of ten former senior Justice 
Department offi cials released a letter con-
demning the DOJ’s waiver policy.71 The lob-
bying efforts paid off. Senator Specter threat-
ened to introduce legislation of his own if the 
DOJ didn’t change its policy. On December 7, 
2006, on the second-to-last day of the Senate’s 
session, he followed through.72 

Five days later, the Justice Department 
responded. On December 12, 2006, U.S. 
Deputy Attorney General Paul J. McNulty 
announced that he was releasing revised 
corporate charging guidelines for federal 
prosecutors throughout the country.73 The 
new guidance supersedes and replaces the 
Thompson Memorandum. The new memo 
creates new approval requirements that fed-
eral prosecutors must comply with before 
they can pressure corporations to waive 
attorney-client privilege and work-product 
protections. It also limits prosecutors’ ability 
to consider a refusal to provide such material 
when making the decision whether to charge 
a corporation with criminal misconduct.
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Further, as a direct response to the KPMG 
decision, the new guidance also instructs 
prosecutors that they generally cannot con-
sider a corporation’s advancement of attor-
neys’ fees to employees when making a deci-
sion whether to charge the corporation. A rare 
exception is created for those extraordinary 
instances where the advancement of fees, 
combined with other signifi cant facts, shows 
that such a step was intended to impede the 
government’s investigation. In those lim-
ited circumstances, fee advancement may be 
considered only if authorized by the Deputy 
Attorney General.

At this time, it is somewhat premature 
to offer criticisms of the McNulty Memo-
randum. Nonetheless, the following “fl aws” 
have been observed by legal scholars, defense 
attorneys, and civil liberties groups:74 

- The guidelines are internal policy, un-
enforceable at law, and there is no rem-
edy per se if a prosecutor fails to follow 
them;

- The pressure to waive privilege is un-
abated under the guidelines because al-
though they prohibit prosecutors mak-
ing charging decisions from consider-
ing a corporation’s refusal to provide 
sensitive attorney-client information, 
they do allow favorable consideration 
when a company agrees;

- Prosecutors in making a decision to 
bring charges, may not consider a 
corporation’s advancement of attorney 
fees to employees, except when it was 
done to impede the government’s in-
vestigation—a standard that is open to 
interpretation and that in reality, may 
be too easy to meet. For example, fees 
combined with joint defense agree-
ments or failure to terminate employ-
ees who refuse to cooperate, could be 
suffi cient for prosecutors to use the ex-
ception;

- The guidelines continue to allow pros-
ecutors weighing a corporation’s coop-
eration to consider joint defense agree-
ments, information-sharing between 
a corporation and employees about a 
government investigation, or a corpo-
ration’s retention or failure to sanction 
employees who assert Fifth Amend-
ment rights.

As a unanimous Supreme Court wrote 
long ago, the interest of the government “in 
a criminal prosecution is not that it shall win 
a case, but that justice shall be done.”75  Jus-

tice is not done when the government uses 
the threat of indictment—a matter of life and 
death to many companies—to coerce com-
panies into depriving their present and even 
former employees of the means of defending 
themselves against criminal charges.76 The 
determination of guilt or innocence must be 
made fairly—not in a proceeding in which the 
government has obtained an unfair advan-
tage long before the trial even has begun. As 
Judge Kaplan put it, criminal defendants are 
“entitled to a fair shake.”77

More importantly, a criminal defendant’s 
exercise of his constitutional rights should 
not be feared or avoided by the government:

No system worth preserving should 
have to fear that if an accused is per-
mitted to consult with a lawyer, he 
will become aware of, and exercise 
those rights. If the exercise of consti-
tutional rights will thwart the effec-
tiveness of a system of law enforce-
ment, there is something very wrong 
with that system.78 
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As of October 2006, there were a total of 
20,725 foreign profi t corporations regis-
tered to do business in Michigan,1 includ-
ing approximately 83 public companies that 
identify themselves as having their head-
quarters or principal place of business in 
Michigan.2 Logically, the rights and duties 
of the shareholders, directors, and offi cers 
of these foreign corporations should be gov-
erned by the laws of the states in which they 
are incorporated. But this is not a universal 
truth,3 and, in Michigan, this conclusion is 
not as straightforward as it could be.

Many states have adopted a provision of 
the Model Business Corporation Act, which 
provides that the business corporation act 
“‘does not authorize this state to regulate the 
organization or internal affairs of a foreign 
corporation authorized to transact business 
in this state.’”4 Michigan, however, is not one 
of them.

Under the Michigan Business Corporation 
Act (BCA), foreign corporations that receive 
a certifi cate of authority have the same rights 
and privileges as domestic corporations.5 
Moreover, except as otherwise provided in 
the BCA, these corporations are also subject 
to the same duties, restrictions, penalties, and 
liabilities imposed on domestic corporations.6 
However, this does not necessarily mean that 
the internal affairs of these foreign corpora-
tions—that is, the rights and duties of the 
shareholders, directors, and offi cers in rela-
tion to the corporation—are also governed 
by the BCA.7 Rather, it appears that the law 
applicable to the internal affairs of foreign 
corporations headquartered in Michigan is 
determined by common law principles, most 
notably, the “internal affairs doctrine.”

The internal affairs doctrine “is a confl ict 
of laws principle which recognizes that only 
one State should have the authority to regu-

late a corporation’s internal affairs – mat-
ters peculiar to the relationships among or 
between the corporation and its current offi -
cers, directors, and shareholders – because 
otherwise a corporation could be faced with 
confl icting demands.”8 Under this doctrine, 
the local law of the state of incorporation is 
applied to determine issues that “involve 
the ‘internal affairs’ of a corporation – that 
is the relations inter se of the corporation, its 
shareholders, directors, offi cers or agents.”9 
“Application of that body of law achieves 
the need for certainty and predictability of 
result while generally protecting the justifi ed 
expectations of parties with interests in the 
corporation.”10

As explained in the Restatement (Second) 
of Confl ict of Laws, the internal affairs doc-
trine favors the needs of interstate and inter-
national business systems and promotes cer-
tainty, predictability, and uniformity, as well 
as protecting the justifi ed expectations of the 
parties:

 Uniform treatment of direc-
tors, offi cers and shareholders is an 
important objective which can only 
be attained by having the rights 
and liabilities of those persons with 
respect to the corporation governed 
by a single law. To the extent that 
they think about the matter, these 
persons would usually expect that 
their rights and duties with respect 
to the corporation would be deter-
mined by the local law of the state of 
incorporation. This state is also easy 
to identify, and thus the value of ease 
of application is attained when the 
local law of this state is applied.11

In this regard, the United States Supreme 
Court has noted that the internal affairs doc-
trine also has its basis in contract law:

The Internal Affairs Doctrine—
Rights and Duties of Shareholders, 
Directors, and Offi cers of Foreign 
Corporations Doing Business in 
Michigan
By Bruce L. Segal



When, by acquisition of his stock, 
plaintiff became a member of the 
corporation, he, like every other 
shareholder, impliedly agreed that 
in respect of its internal affairs the 
company was to be governed by 
the laws of the State in which it was 
organized.12

This is consistent with Michigan law, which 
recognizes that “[t]he relation between a cor-
poration and its stockholders is contractual 
in its nature.”13

The internal affairs doctrine has constitu-
tional underpinnings, as well:

 The internal affairs doctrine is 
not, however, only a confl icts of law 
principle. Pursuant to the Fourteenth 
Amendment Due Process Clause, 
directors and offi cers of corporations 
“have a signifi cant right . . . to know 
what law will be applied to their 
actions” and “stockholders . . . have 
a right to know by what standards of 
accountability they may hold those 
managing the corporation’s business 
and affairs.” Under the Commerce 
Clause, a state “has no interest in reg-
ulating the internal affairs of foreign 
corporations.” Therefore, this Court 
has held that an “application of the 
internal affairs doctrine is mandated 
by constitutional principles, except 
in the ‘rarest situations,’” e.g., when 
“the law of the state of incorpora-
tion is inconsistent with a national 
policy on foreign or interstate com-
merce.”14

Michigan courts have not explicitly adopt-
ed the internal affairs doctrine. They have, 
however, followed the Restatement (Second) 
of Confl ict of Laws in addressing choice of 
law issues in other contexts.15 Moreover, the 
Supreme Court of Michigan has expressly 
recognized, albeit in the jurisdictional con-
text, the need for judicial restraint in address-
ing the internal affairs of a foreign corpora-
tion.16

In Wojtczak v. American United Life Ins. 
Co., the plaintiff sought to restrain the 
defendant’s performance under a reinsur-
ance management contract, under which 
the defendant reinsured and assumed, with 
certain limitations, the policy obligations 
of a Michigan insurance corporation.17 The 
defendant was a mutual life insurance cor-
poration authorized to do business in Michi-
gan but organized under the laws of the state 

of Indiana and with its headquarters and 
principal place of business in Indiana.18 The 
lower court dismissed the plaintiff’s bill of 
complaint on jurisdictional grounds, and the 
Supreme Court of Michigan affi rmed, hold-
ing that “[i]f the restraint sought undertakes 
to exercise control or management of the 
internal affairs of defendant, a foreign corpo-
ration, the courts of this State will not assume 
jurisdiction.”19

 As the court explained:
It has long been settled doctrine that 
a court -- State or Federal -- sitting in 
one State will as a general rule decline 
to interfere with or control by injunc-
tion or otherwise the management of 
the internal affairs of a corporation 
organized under the laws of another 
State but will leave controversies as 
to such matters to the courts of the 
State of the domicile.20

Moreover, the court made it clear that this 
rule applies

even at the suit of a resident stock-
holder, and even though the cor-
poration may be doing business in 
the State or country and may have 
expressly or impliedly agreed to 
submit to the jurisdiction of the 
court in suits against it, and has a 
substantial portion or even all of its 
tangible property in the State and is 
for all practical purposes a local cor-
poration except as to the place of its 
creation.21

Finally, addressing what it meant by 
the phrase “internal affairs,” the court 
explained:

[W]here the act complained of affects 
the complainant solely in his capac-
ity as a member of the corporation, 
whether it be as stockholder, direc-
tor, president, or other offi cer, and 
is the act of the corporation, wheth-
er acting in stockholders’ meeting, 
or through its agents, the board of 
directors, that then such action is the 
management of the internal affairs of 
the corporation, and in case of a for-
eign corporation, our courts will not 
take jurisdiction.22

The Wojtczak court, by declining jurisdic-
tion, sidestepped actual acceptance of the 
internal affairs doctrine. Nevertheless, lead-
ing commentators in Michigan rely on this 
decision as a clear indication that the BCA 
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does not govern the internal affairs of foreign 
corporations.23

This conclusion is buttressed by a recent 
decision of the Supreme Court of Delaware 
in Vantagepoint Venture Partners 1996 v. Exa-
men, Inc.24 The Michigan courts commonly 
refer to Delaware law for guidance on issues 
of corporate law,25 and, as the Delaware 
court confi rmed “[i]t is now well established 
that only the law of the state of incorporation 
governs and determines issues relating to a 
corporation’s internal affairs.”26

Conclusion
Neither the BCA nor the Michigan courts 
have expressly adopted the internal affairs 
doctrine. Nevertheless, there is ample sup-
port for the conclusion that the rights and 
duties of the shareholders, directors, and offi -
cers of foreign corporations headquartered in 
Michigan are determined by the laws of their 
states of incorporation and not by the BCA or 
Michigan common law. 
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Case Digests
Prepared by David J. Johnson*

Bankruptcy—Stays of Contingent Claims
In Frederick v Federal-Mogul Corp, No 266735, 2006 Mich 
App LEXIS 3642 (Dec 19, 2006), the plaintiff was a tool and 
die maker employed by the defendant. He alleged that he 
invented a new machine and process for the manufactur-
ing of engine bearings, which he disclosed to defendant 
in 2000. He alleged the defendant promised it would keep 
the invention secret and compensate plaintiff fairly if the 
company decided to use it. Defendant fi led for bankruptcy 
in 2001. Plaintiff alleges that defendant began using his 
process in 2003, fi ling a complaint for misappropriation 
of trade secrets, unjust enrichment, equitable and promis-
sory estoppel, and breach of contract. The case turned on 
whether the claim properly arose before or after the bank-
ruptcy fi ling date. 

Defendant argued in trial court that either the action 
was barred by the automatic stay in bankruptcy, 11 USC 
362, or was preempted because the “alleged agreement was 
an executory contract” under 11 USC 365 and belonged in 
the bankruptcy court. The trial court held that the bank-
ruptcy court was the proper venue to resolve these issues 
and granted the defendant’s motion for summary judg-
ment. On appeal, the plaintiff argued that Michigan statu-
tory law controls when a claim arises, in order to deter-
mine whether or not it is blocked by the automatic stay 
of prior claims. Under the Bankruptcy Code, an automatic 
stay bars actions that could have been commenced before 
the fi ling of bankruptcy or that involve a claim that arose 
before the bankruptcy date. 11 USC 362(a)(1). Although the 
plaintiff’s claim was contingent on events occurring after 
the fi ling of bankruptcy, the court held that such claims 
fi t the defi nition of a claim in the Bankruptcy Code. See In 
re M Frenville Co, Inc, 744 F.2d 332, 336 (3rd Cir, 1984). The 
claim for purposes of the Bankruptcy Code began in 2000 
and not on any state-law “accrual date,” i.e., 2003, and was 
thus barred by the automatic stay.

Contracts—Construction—Subcontracting—
Unjust Enrichment
In Morris Pumps v Centerline Piping, Inc, Nos 268717, 268718, 
2006 Mich App LEXIS 3584 (Dec 12, 2006), appellee/defen-
dant was a general contractor working on a sewer treat-
ment plant for the City of Detroit. Defendant furnished 
performance and payment bonds for the project, while 
plaintiffs contracted for material and supplies from a sub-
contractor (Centerline) for mechanical work. After delivery 
of the material and supplies, Centerline went out of busi-
ness without paying the plaintiffs. A new subcontractor 
was hired to complete the mechanical work and used the 
materials delivered by the plaintiffs to do so. Neither the 
general contractor nor the new subcontractor reimbursed 

the plaintiffs. The plaintiffs sued Centerline for breach of 
contract and the general contractor for unjust enrichment. 

On appeal, the court of appeals held that the existence 
of an express contract between Centerline and the plaintiffs 
did not bar a claim of unjust enrichment as between the 
general contractor and plaintiff, since the general contrac-
tor was not a party to this contract. Next, the court ruled 
that the general contractor’s enrichment was “unjust,” 
because of its supervisor relationship to Centerline and that 
the new subcontractor was likely to know that the material 
had been used and the plaintiff not paid. In addition, the 
fact that the general contractor paid the new subcontractor 
more than the amount of its contract with Centerline did 
not negate its obligations to the plaintiffs; it could attempt 
to recover these extra costs from Centerline. 

The existence of the plaintiff’s claim for damages against 
Centerline did not negate a claim of unjust enrichment 
against the general contractor; the non-breaching party 
normally can elect either remedy when both are available. 
Although recent case law bars unjust enrichment  when a 
damage remedy is also available against the same defen-
dant,  Belle Isle Grill Corp v Detroit, 256 Mich App 463, 478, 
666 NW2d 271 (2003), the court stated that simultaneous, 
alternative remedies are not barred if sought against dif-
ferent defendants. Finally, the existence of a claim against 
the general contractor’s payment bond, under the scheme 
set out by the PWBA, MCL 129.201 et seq. and not pursued 
by the plaintiffs in this case, did not bar their claims for 
unjust enrichment.  

Contracts—Forum Selection Clauses
In Turcheck v Amerifund Fin, Inc, 272 Mich App 341, 725 
NW2d 684 (2006), plaintiff sued in Wayne County Circuit 
Court to recover alleged unpaid commissions due to her 
under a contract with the defendant. The trial court dis-
missed her claim without prejudice based on forum-selec-
tion and choice-of-law provisions in the employment con-
tract, which specifi ed that Washington state law governed 
and a county circuit court in Washington had exclusive 
jurisdiction over disputes. The trial court held that the 
forum-selection and choice-of-law clause were enforceable 
under Michigan law, because they did not result in a forum 
inconvenient to either party and agreement to the clause 
was not “obtained by misrepresentation, duress, the abuse 
of economic power, or other unconscionable means.” MCL 
600.745(3)(c)–(e).

The court of appeals affi rmed dismissal. One ques-
tion, on which Michigan courts have not yet ruled, was 
whether to honor the choice of law provision and therefore 
use Washington law to assess whether the forum-selection 
clause was enforceable; the court did not reach this ques-
tion because Washington and Michigan law are essentially 
the same on forum-selection clause validity. The court 
held that the plaintiff had failed to present evidence of 
unfair bargaining power on the part of the defendant, the 
plaintiff had not presented any evidence that the Washing-
ton forum would be “unreasonable, unjust, substantially 
inconvenient, or unfair,” and that any inconvenience of 
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the Washington forum was within the contemplation of 
the parties when they signed the contract.

MIOSHA—Vicarious Liability 
In People v Lanzo Constr Co, 272 Mich App 470, 726 NW2d  
746 (2006), a worker supervised by the defendant died 
when the unsupported walls of a 15- 20-feet deep trench 
for a sanitary sewer project collapsed on him. Defendant 
was charged with involuntary manslaughter and willful 
violation of the Michigan Occupational Safety and Health 
Act (MIOSHA), MCL 408.1011(a), .1035(5). The trial court 
convicted the defendant on the willful violation count, fi n-
ing it $10,000 and placing it on a two-year probation. 

On appeal, the court of appeals affi rmed, holding that 
the trial court appropriately applied the defi nition of “will-
fulness” in the MIOSHA statute, MCL 408.1006. The court 
fi rst held that the statute expressly states there is no “mal-
ice” requirement in the defi nition of willful, and second, 
the fact that it was found not guilty of gross negligence 
(i.e., “reckless or wantonly indifferent to the results” of its 
acts) as to the manslaughter count did not preclude a fi nd-
ing on the MIOSHA violation count, because “willful” in 
that context referred simply to being “indifferent” to the 
MIOSHA requirements. The court also ruled that there 
was suffi cient evidence to support a fi nding that the defen-
dant’s supervisory employees acted in willful disregard 
of MIOSHA standards. The court held that the supervi-
sory employee’s criminal violation of MIOSHA standards 
transferred vicarious liability to the defendant employer 
under MIOSHA, holding that “high managerial agents” 
for the purposes of liability are persons having “supervi-
sory over the subject matter of the offense.” 

Partnership Law—Joint Ventures
In Kay Inv Co, LLC v Brody Realty I, LLC, No 263549, 2006 
Mich App LEXIS 3795 (Dec 28, 2006), four “partners” 
entered into an agreement in 1969 to develop and manage 
a shopping center. The plaintiffs were some of the succes-
sors of the original partners, who wanted to sell the shop-
ping center, asserting that the original 1969 agreement cre-
ated a partnership, which under Michigan law does not 
require unanimity of assent in order to sell the property. 
The defendant successor opposed the sale, claiming that 
the 1969 agreement created a joint venture: under Michi-
gan law co-venturers own property as tenants-in-com-
mon, which requires the consent of all tenants-in-com-
mon before the property is sold. The trial court granted 
summary judgment for the plaintiffs; the court of appeals 
reversed, fi nding that the 1969 agreement formed a joint 
venture.

The court of appeals noted that the parties stipulated 
that the original agreement created a tenancy-in-common 
on the original undeveloped land, but the plaintiffs had 
asserted that the shopping center itself or the profi ts of its 
management was held as partnership property. The court 
noted that joint ventures and partnerships are distinct legal 
relationship with different legal consequences, most nota-
bly that joint venturers hold property as tenants-in-com-

mon. American Mut Liab Ins Co v Hanna, Zabriskie & Daron, 
297 Mich 599 (1941). As evidence that the parties intended 
a joint venture, the court noted that the 1969 agreement 
was limited to one specifi c project. Second, the parties also 
joined their wives to the agreement to bind their dower 
rights, which do not apply to partnership property. MCL 
449.25(2)(e). Third, the parties did not carry on their busi-
ness as if a partnership agreement applied. For instance, 
after one of the co-venturers died, the interest in the proj-
ect passed to his heirs, rather than passing to the remain-
ing partners. MCL 449.25(2)(d). Under the default rule, the 
death of a partner dissolves the partnership. MCL 449.31(4). 
Thus, to sell the development as a whole, all the parties 
must agree, or else the property must be partitioned.

Taxation—State taxation of Duty-free Shops
In Ammex, Inc v Department of Treasury, 272 Mich App 486, 
726 NW2d 755 (2006), the plaintiff sued to reclaim approxi-
mately $380,000 of state gasoline and diesel taxes paid in 
part of 2001 by a duty-free store selling gasoline next to 
the Ambassador Bridge in Detroit; customers using the 
gas station cannot exit back to the U.S. but must proceed 
to Canada. The gas station thus operates in a “sterile area” 
and qualifi es as a U.S. Customs Class 9 bonded ware-
house. 19 USC 1555, 1557. The court of appeals affi rmed 
two lower court rulings in favor of the plaintiffs. 

On the defendant’s contention that the plaintiff lacked 
standing because they passed their tax burden onto their 
customers, the court of appeals held that the plaintiffs did 
suffer an injury-in-fact because plaintiff’s sales receipts 
stated that no such tax was part of the price paid by the 
consumer. Following U.S. Supreme Court precedent on 
state taxation of goods in similar U.S. Customs bonded 
warehouses, the court then held that state taxes were pre-
empted by federal law because “the state law stands as an 
obstacle to the accomplishment … of the full objectives of 
Congress.”

Taxation—Tax on Out-of-State Insurers
In Prudential Prop & Cas Ins Co v Department of Treasury, 272 
Mich App 269, 725 NW2d 477 (2006), the plaintiffs, New 
Jersey and Indiana insurance corporations, were required 
under the retaliatory tax statue, MCL 500.476a, .746b, to 
pay the greater of either the Michigan Single Business Tax 
(SBT) or the tax its “hypothetical twin”—a business identi-
cal to themselves but based in Michigan—would have to 
pay in the company’s home state. The plaintiffs challenged 
this system by having their “hypothetical twins” take SBT 
credits for the “hypothetical” out-of-state tax they would 
be entitled to if they were truly a Michigan company. Plain-
tiffs prevailed in the court of claims, but on appeal, the 
court of appeals reversed, holding that not allowing this 
use of SBT for their respective hypothetical twins did not 
violate equal protection rights simply because it required 
out-of-state insurers to pay the same taxes that Michigan 
insurers would in the insurers’ home state.

However, the plaintiffs may have had an issue on the 
computation of tax credits for association fees. Since the 
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insurers’ home states would have given Michigan insur-
ers tax credits on association payments, the Department 
should allow such credits when computing the tax on the 
out-of-state insurers’ hypothetical Michigan twins, under 
the scheme of MCL 500.746a. However, since the plaintiffs 
never claimed such a credit, this did not otherwise invali-
date the decision of the defendant to disallow the addition 
of SBT credits into the retaliatory tax computation. 
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Michigan Medicaid Planning Handbook—New Publication!   
By Douglas G. Chalgian      Product #: 2006552630
Answer your client’s Medicaid planning questions, or build your own Medicaid planning practice 
with this step-by-step guide by a Michigan expert. 

    
 PRICE: 0-4 LAWYERS 5+ LAWYERS

     Print Book: $135.00 Online Book: $95.00 $145.00
ICLE Partners: $121.50     ICLE Partners:         $85.5                                             $130.50        

Michigan Business Formbook, Second Edition  
Edited by Mark A. Kleist, Robert A. Hudson, and Daniel D. Kopka  Product #: 2001551140

Comprehensive set of sample forms drafted and used by Michigan experts, with commentary. Chap-
ters cover contracts, corporations, LLCs, electronic commerce, purchase and sale of a business, and 
more.
Price: $185.00 
ICLE Partners: $166.50

Attorney Fee Agreements in Michigan, Third Edition  
Edited by Emma R. Stephens and John W. Allen    Product #: 2006553810
Explains how to draft and use effective attorney fee agreements that comply with Michigan ethics 
rules. 
   

     
PRICE: 0-4 LAWYERS 5+ LAWYERS

    Print Book: $95.00 Online Book: $95.00 $145.00
ICLE Partners:  $85.50       ICLE Partners:         $85.50                                           $130.50      

   

19th Annual Business Law Institute      Seminar #: 2007CI1110
____________________________________________________________
Get away from the offi ce to learn and network with friends and colleagues at the best educational event 
available anywhere for Michigan business lawyers.
Dates: June 1– 2, 2007 Location: Boyne Mountain Resort

        Price: $265 ICLE Partners: $210
Cosponsor Members: $225 New Lawyers: $210

The Law of Doing Business Online Seminar #: 2007CR1175
____________________________________________________________
Do you have the tools to help clients in the global market? The companies you advise continue to chart 
new territory in online business. Learn to help clients steer clear of the legal barriers of doing business 
online.
Date: June 5, 2007 Location: Plymouth – The Inn at St. John’s
Price: $165 New Lawyers: $95
Cosponsor Members: $145  ICLE Partners: $0

Creditors’ Rights 2007     Seminar #: 2007CR1701
____________________________________________________________
Essential if you handle collection or bankruptcy cases, this annual update provides practical advice from a 
diverse group, including leading creditors’ rights attorneys and a court offi cer. 

 Dates: June 14, 2007 Location: Plymouth – The Inn at St. John’s
 Price: $195 New Lawyers: $95
 ICLE Partners: $0

Seminars

Books 
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