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From the Desk of the Chairperson

By Mark W. Peters

This issue of The Michigan Business
Law Journal provides me my first
chance to introduce myself to many
of you as the current Chair of your
Business Law Section. Before going
further, it is imperative that I take this
opportunity, on behalf of the Council
and all members of our Section, to
thank our immediate past Chair, Judy Calton, for her
service. While Judy’s most recently completed Section
position has been as Chair, she has been an incredibly
important and active member of our section for many
years, including as a member of Council and Co-Chair
of our Debtor/Creditor Rights Committee. The practice
of law has benefitted greatly from Judy’s service.

We are now several months into a new Section fiscal
year, which started on October 1, with a refreshed
Executive Committee, Council, Committee Chairs and
Program Directorships. New energy has been injected,
but not a wholesale change in leadership, and it is an
opportune time to review our Section’s priorities.
Fortunately, we have a great roadmap for this exercise
due to the updated Section Strategic Plan and Directives,
which was adopted by the Section Council in the first
quarter of 2017. The committee that prepared the Plan
update devoted considerable time and thoughtful
consideration to its work, including incorporation of
a number of themes from the State Bar’s June 2016 21
Century Task Force report. The Plan is available on our
Section website, and I join Judy in urging you to give ita
read. The Plan not only sets out the goals and objectives
of the Business Law Section, but also provides a good
overview of the breadth of activities and opportunities
available through our Section.

The core of the Business Law Section value
proposition to its members is to be a resource for you,
and that resource can and should be a priceless value
throughout your career as a business lawyer. Here is a
quick outline of what I mean:

* One of the early Business Law Section resources
that a new lawyer can and should take advan-
tage of is our award winning Business Boot
Camp, which provides instruction on basic
skills and grounding to attorneys in key areas
of business practice through two yearly, two
day sessions offered every three years. While
originally conceived as a training program for

over 87% of respondents described the Journal
as being either “valuable” or “very valuable” to
them. Given the high quality of useful informa-
tion and discussion available in the Journal, it is
easy to see why our members hold this publica-
tion in such high regard. In the fall 2017 issue,
the focus was on corporate law issues, while in
this issue it is debtor/creditor rights, and non-
profit corporation matters will be spotlighted
in the summer, demonstrating the expansive
reach of what fits under the umbrella of “busi-
ness law.”

A key element of our Section’s service to the
Michigan business lawyer is our yearly Busi-
ness Law Institute, held each fall in Grand Rap-
ids. Here we strive to not only bring you excep-
tional speakers on timely and useful business
law topics to enhance your practice, but also
a place for in-person, face-to-face communica-
tion and collegiality. The tag line we have used
for a number of years in publicizing the Insti-
tute is “the place to be for business lawyers,”
and I certainly believe this description is true,
as the Business Law Institute provides a natu-
ral progression of educational opportunities to
our members after the Business Boot Camp and
throughout their careers.

If you are interested in not only learning about,
but also giving back to the practice of business
law, I urge you to be involved in our various
committees, such as business courts, commer-
cial litigation, debtor/creditor rights, corporate
laws and regulation of securities, just to name
a few. These committees provide opportuni-
ties, not only to enhance your knowledge in
their substantive topic areas, but also for pro-
fessional fulfillment by making a meaningful
impact on the law. For example, our corporate
laws committee routinely proposes, and works
with our state legislature to pass, amendments
improving the Michigan Business Corporation
Act, and the regulation of securities commit-
tee has been a terrific resource in working with
our state regulators on rules to implement the
Michigan Uniform Securities Act. These are
only two examples of the important work being
done by our numerous Section committees.

newer attorneys, Business Boot Camp is now a
great resource for any attorney interested in a
broad overview of business-related topics.

A fundamental resource for business lawyers
that the Business Law Section provides is The
Michigan Business Law Journal. In a recent survey
of Business Law Section members, conducted
in coordination with our Strategic Plan update,

This is only a small sampling of the high points. The
short of it is—the Business Law Section is here for you.
Please participate, please take advantage, and please—let
us know how else we can be of service.
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By Alexis Chadderdon

Corporations Online Filing System (COFS) Tips & Tricks

On October 30, 2017, the State of
Michigan’s Corporations Division
launched the new Corporations
Online Filing System (COFS). COFS
provides many new services and fea-
tures, and it replaced a system that
was nearly 40 years old.

As you are becoming more famil-
iar with the new system, the follow-
ing is a list of tips and tricks to help
you use the system:

Overview

e COFS is a web-based appli-
cation. You access the
desired areas from the Cor-
porations Division’s homep-
age at www.michigan.gov/
corporations.

e COFS functions best when
using Google Chrome. All
major browsers are support-
ed.

e Disable autofill settings. In
Chrome, at the top right,
click the Settings icon. At
the bottom, click Advanced.
Under “Passwords and
forms,” turn off Autofill Set-
tings.

e Do not input spaces before or
after entering data into a field
or this will cause an error.

Searches

e Tips for Business Entity
Search at www.michigan.
gov/corpentitysearch.

o Example name: ABC LLC

= If “begins with” yields too
many results, try “exact
match” means punctuation
must be exact also. Results
are limited to the first
1,000.

= Next, try to search for each
one of these with “begins
with”.

= ABCL (this will find LLC,
LECLTD, LP)

=  ABC Limited (this will
find Limited Liability o
Company, Limited,
Limited Partnership)

= ABC Co (this will find o

CO, Company, Corp,
Corporation)
= ABCINC (this will find
INC, Incorporated)
An entity name with the
ending “Limited Liability
Partnership” or “LLP” does

not create a name conflict for

any other type of business
entity. The former system

did not display these limited

liability partnerships in the

search results.

e In the Rejected Filings
Search, if the entity is
amending its name with
a document submitted
online, the rejection can
be found under the pro-
posed new name.

e The Name Availability
Search website has been
discontinued. To check
name availability, use
Business Entity Search,
the Name Availabil-
ity Guidelines, and
Restricted Words List.
Business Entity Search
is available at www.
michigan.gov/corpen-
titysearch. The other
resources are available
through the Forms &
Publications section of
the Corporations Divi-
sion homepage at www.
michigan.gov/corpora-
tions. Also, you can call
the Corporations Divi-
sion at (517) 241-6470
to check a name. How-
ever, it is important
to note that the final
determination of name
availability is when the
Corporations Division
receives a document to
review.

Online Forms

Expedited service can be
requested when you submit
a document online.

If your document is reject-

ed, expedited service can be
requested or the service level
increased when you correct
and resubmit the document.
When submitting a docu-
ment online, you can estab-
lish an “Account on File” so
that you do not have to enter
your credit card information
and billing address each time
you use the online filing sys-
tem.

When adding additional
Articles in the online form,
enter or add returns between
the Articles so that the text
does not run together. Also
make sure to label each Arti-
cle accordingly.

Be sure to review the docu-
ment after you have complet-
ed entering information into
all appropriate fields. You
should perform this dou-
ble-check after selecting the
“Review” button and before
selecting the “Submit” but-
ton. Specifically, make sure
that autofill did not insert
any unnecessary language or
that any text that was copied
and pasted is entered in the
appropriate area.

The submitter’'s contact
information should be com-
pleted with the person who
completed the online form
and can be contacted by Cor-
porations Division staff if
there are questions regarding
the submission.

An effective date is not
required. If an effective date
is not entered in the online
form, the earliest effective
date will be the date that the
document is reviewed and
filed. The effective date field
in the online form should
only be completed only if a
later effective date other than
the date of filing is desired.
This date must be no more
than 90 days after the docu-
ment is submitted.
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For each person signing the
document, click “Add new
entry to this list,” accept the
signature statement, and
then click “Add” to add the
signature.

If you have questions regard-
ing an online form, review
the Information and Instruc-
tions page in the PDF ver-
sion of the form through the
Forms & Publications section
of the Corporations Division
homepage.

Certificates and Certified
Copies

Certificates of Good Stand-
ing ordered online to be
returned by email are sent to
the email address provided
minutes after the payment is
received.

If you would like to order
certified copies of more than
one document per entity, you
will need to create a separate
order or contact the Corpo-
rations Division by calling
(517) 241-6470.

Email

o

Check your email SPAM
folder periodically as emails
from COFS could be in your
SPAM folder.

Alternatively, add following
email addresses to your email

address book or safe sender
list:
=  Rejection emails will be
sent from LARA-CSCL-
Corplnfo@michigan.gov
to the submitter’s email
address.
=  Filed documents will be
sent from LARA-CSCL-

CorpFiling@michigan.gov

to the submitter’s email
address.

= If you order certificates
or certified copies to
be returned to you via
email, these items will be
sent from LARA-CSCL-
CorpOrders@michigan.
gov.

CID/PIN

If you have forgotten an entity’s CID
or PIN, please visit www.michigan.
gov/corpPIN. After providing your
name, the entity’s identification num-
ber, your affiliation to the entity, and
your email address, an email will be
automatically sent with the CID and
PIN information to the email address
provided.

More information on how to use
the new system, including a COFS
User Manual is provided on the
Corporations Division homepage at
www.michigan.gov/corporations.

Over the next several months we
will continue to make enhancements
to the system and will be sure to keep
you apprised. As you know, change
under the best circumstances is still
difficult. Thank you for your patience
with the Corporations Division staff
as we are also adjusting to the new
system.

Alexis Chadderdon is
the Document Review
Section Manager
in the Corporations
Division of the state
of Michigan’s Corpo-
rations, Securities &
Commercial Licensing Bureau. In
that capacity, she oversees the
review and filing of business entity
documents for the formation, con-
tinuation, and growth of corpora-
tions, limited liability companies,
limited partnerships, and limited
liability partnerships.



TaAax MATTERS By Eric M. Nemeth

Well... 2018 will prove to be a year
of major long-term importance for
tax and business lawyers. We have
sweeping new federal tax legisla-
tion that upends the corporate tax
regime, and three major United States
Supreme Court hearings involving
tax issues that could make significant
changes in how and what is taxed, or
at least collected, over the internet,
the tax regulation process, and some-
thing new in the criminal tax area.

Just before the end of the year on
what amounted to a straight-party
vote, the Tax Cuts and Jobs Act be-
came the law of the land. The legis-
lation made sweeping changes to
several areas of the tax law and by
association business and estate plan-
ning. The corporate rate was reduced
from 35 percent to 21 percent. The im-
pact on “effective rates” is less clear
at this point, but early indications are
for a large economic tax cut. Individ-
ual taxpayers have a murkier picture.
The standard deduction increased
significantly, but limitations for state
and local tax deductions, the elimi-
nation of personal exemptions, new
limits on mortgage interest deduct-
ibility, the prospective elimination of
alimony deduction payments for the
newly divorced, and phase-out for
deductions in certain pass-through
businesses should have taxpayers pro-
active now in projecting their par-
ticular tax situation. The media has
been filled with various stories about
state and local governments trying to
either figure out a way to make the
state and local taxes deductible (un-
likely) or make legislative changes to
address potential unintended state
income tax increases. Count Michi-
gan in that proverbial pot.

The married couple joint estate
and gift tax exemption is now at $22
million. For mere mortals, the estate
tax planning is the stuff of lottery
tickets but the importance of “estate”
(probate) planning remains. The im-
pact in charitable giving and plan-
ning has institutional advancement
folks in spasmatic overdrive.

The IRS may need upwards of
$500 million to implement the new

tax law. Thus far Congress has appro-
priated nothing. Dozens of systems
and forms will need to be rewritten,
scrapped or modified, and quickly.
I have written in previous columns
about the impact of IRS budget cuts
over the last several years on taxpay-
ers and practitioners. The Tax Reform
Act of 1986 had significant budgetary
vigor when passed for implementa-
tion and enforcement of the new sys-
tem. Time will tell here.

Generally when there is sweeping
tax legislation and/or reform, techni-
cal issues arise. How could they not
with so many tax lawyers and tax ac-
countants scouring the code for the
next “big thing” or edge? Generally
if there is conflicting language, some
unintended consequence or just a
blank box, a technical corrections bill
is quickly passed. Given the political
climate and mid-term elections later
this year it is impossible to predict
what may happen.

Marinello II v United States, __
US_, 138 S Ct 52 (2017). The Su-
preme Court is weighing whether an
omnibus clause in IRC 7212(a), which
criminalizes (corrupt of forcible in-
terference) with the administration
of the tax laws, requires some type of
knowledge of IRS action or proceed-
ing. In other words, is failing just to
keep records and paying employees
in cash enough for a violation of that
statute? Most observers agree that de-
stroying evidence or interfering with
witnesses after being alerted to IRS in-
volvement is a crime but the question
is whether the same holds true where
there is no known IRS involvement
by the “taxpayer.”

The Supreme Court has also
agreed to review the Quill physical
presence test. This case takes on the
internet or “’e’conomy.” It is brick
and mortar versus the click-click re-
tailer. States are flummoxed in trying
to get their sales tax from sales oc-
curring within their jurisdictions of
electronic purchases. Some estimates
calculate the loss of Sales or Use Tax
revenue from internet sales at $13
billion. Practice Point: The buyer is
still supposed to pay the tax. Check

your Michigan Income Tax Return.
Did you buy anything over the inter-
net and not pay sales tax? Michigan
Treasury has started doing some due-
diligence.

For most of us, some of the things
that we buy over the internet are
taxed. The general determinative fac-
tor is whether the particular company
has a physical presence in the state.
Say Barnes & Noble versus a small
comic book store in Cincinnati that
had the hard-to-find collector’s edi-
tion of Secret Squirrel. While many
taxpayers might pay scant attention
to a few cents, state governments are
paying a lot of attention as the cents
add up fast. Sales and Use taxes pro-
vide the lion share of state revenue.
Internet shops sell everywhere and
perhaps don’t collect and pay any-
where. The physical presence test
in its day perhaps reflected the real-
ity of most retail activity. Sure there
were some folks that lived near state
borders that may have worked the
system. I seem to recall folks driving
to North Carolina for furniture and
perhaps not remitting the requisite
tax to Lansing. While not condoned,
those activities were more often in the
breach. No more.

South Dakota is itching for the
fight. It passed a state law clearly
in conflict with Quill. In Alexan-
der Hamilton’s day they would
have done a staged case. What we
have here is pretty close. Anyway,
on January 12, 2018, certiorari was
granted. See, South Dakota v Wayfair,
Inc, _US__, 138 S Ct 735 (2018). The
outcome of this case has massive re-
percussions for nearly every type of
business.

The IRS scored a major win in their
multi-year war with certain types of
micro-captive insurance companies.
In Avrahami v Commissioner, 149 TC
No 7 (2017), the U.S. Tax Court found
the underlying product was not bona-
fide insurance and thus the insurance
premiums for federal tax purposes
are not deductible under IRC 162.

For several years the IRS has listed
certain micro-captives on their annu-
al “Dirty Dozen List of Tax Scams”.
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New provisions for small insurance
companies became effective for tax-
able years beginning after December
31, 2016. Taxpayers with a micro-cap-
tive are advised to seek independent
review of their arrangement immedi-
ately. In other words, don’t ask your
insurance advisor if what they sold
you qualifies as insurance.

Lastly, in a truth is stranger than
fiction moment, a now former IRS
lawyer at the IRS" Office of Profes-
sional Responsibility pled guilty in
late 2017 in a methamphetamine drug
conspiracy. Previously, the defen-
dant taught a course on tax lawyer-
ing and professional responsibility at
Georgetown. The activity went down
as the person reviewed the conduct of
others.

So, 2018 has come in with a pro-
verbial bang. Stay tuned.

Eric M. Nemeth of
Varnum LLP in Noui,
Michigan practices in
the areas of civil and
criminal tax controver-
sies, litigating matters
in the various fed-
eral courts and administratively.
Before joining Varnum, he served
as a senior trial attorney for the
Office of Chief Counsel of the Inter-
nal Revenue Service and as a spe-
cial assistant U.S. attorney for the
U.S. Department of Justice, as well
as a judge advocate general for
the U.S. Army Reserve.
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Technology M&A Due Diligence: More to Consider

In prior columns, technology related
issues facing the business lawyer
in the M&A context have been dis-
cussed. One recent article discussed
how the buyer can ensure that the
target’s intellectual property licens-
es continue.! During due diligence,
counsel for the buyer (and perhaps
for the seller, if a strong, formal legal
opinion is being requested) also look
at the way the seller meets its com-
pliance obligations. Counsel may
need to consider whether the target
is compliant in the movement of data
across borders, including the applica-
tion of the US/EU Privacy Shield,* in
the gathering and usage of consumer
information,® and in the public com-
pany realm,* whether proper inves-
tor disclosures have been provided,
such as the cybersecurity disclosures
recommended by the Securities
Exchange Commission in 2011.%
There is always more to consider,
of course, and no due diligence pro-
cess can be perfect, but consider the
following the next time you are in-
volved in the purchase of a company
that is public or that maintains an in-
teractive web site that allows visitors
to the site to post material. Each of
these topics are equally applicable to
advising your clients that have these
issues whether or not they are in play.

Updated SEC Cybersecurity
Guidance

In late February 2018 the SEC pub-
lished a detailed statement and inter-
pretive guidance® enumerating vari-
ous matters relating to data security.
These issues must be addressed by
public companies in 1933 Act filings
as well as in periodic and current
reports, such as 10-K, 10-Q, and 8-K
filings. While the SEC did not formal-
ly address the topic, corresponding
disclosures in private capital raising
offering materials should also be seri-
ously considered. Unlike the prior
guidance, the SEC’s new statement
was very specific about the impor-
tance of these disclosures:
Cybersecurity risks pose grave
threats to investors, our capi-

tal markets, and our country.
Whether it is the companies in
which investors invest, their
accounts with financial servic-
es firms, the markets through
which they trade, or the infra-
structure they count on daily,
the investing public and the
U.S. economy depend on the
security and reliability of infor-
mation and communications
technology, systems, and net-
works. Companies today rely
on digital technology to con-
duct their business operations
and engage with their cus-
tomers, business partners, and
other constituencies. In a digi-
tally connected world, cyber-
security presents ongoing risks
and threats to our capital mar-
kets and to companies operat-
ing in all industries, including
public companies regulated by
the Commission.
As companies’ exposure to
and reliance on networked
systems and the Internet have
increased, the attendant risks
and frequency of cybersecurity
incidents also have increased.”
This is not the lukewarm state-
ments from prior years and follows
the strong statement from last year
about examination priorities.® As em-
phasized by a speech of SEC Chair
Clayton to the Council of Institu-
tional Investors in early March 2018,
the SEC is very serious, especially as
compliance in the early years after the
original guidance was lacking.
Cybersecurity should be ad-
dressed in the Risk Factors section
and the Management Discussion and
Analysis discussion, as well as the Le-
gal Proceedings discussion, if appli-
cable. The SEC’s “guidance” should
be presumed to have the force of law,
at least for those seeking expeditious
processing of registrations. Issuers
must address both security risks and
their implications —e.g. theft of trade
secrets such as product formulae or
customer lists, or a hack of consumer
information—and the nature of their

efforts to mitigate such risks, both in
technical and operational terms.

Whether your target company has
adequately disclosed cybersecurity
risks and any incidents that may have
occurred will be an important com-
ponent of your analysis. Acquisition
agreement warranties based on the
results of your due diligence are also
in order.

The Problem With Web
Sites That Invite Users to
Add Content: OCILLA Safe
Harbor for the Innocent Site
Operator

This Section could easily have been
called “Avoiding inherited liability
for copyright infringement.” There
are unique risks in buying or invest-
ing in companies that have these
interactive websites. First, some
background. If a member of the pub-
lic posts material on someone else’s
website that is protected by copyright
laws, the website operator and any-
one transmitting the material may
be liable for the infringement of the
copyright under a legal theory known
as ‘secondary infringement.’

In order to encourage the growth
of the internet and development of
required infrastructure, in 1998, Con-
gress enacted legislation known as
the Digital Millennium Copyright
Act’ which in pertinent part, pro-
vides internet service providers and
website operators with a defense to
such claims if they observe certain
procedural requirements discussed
below.” The due diligence process
must encompass review of whether
these steps have been taken.

When considering the acquisi-
tion of or investment in (or loan to) a
business with an interactive website,
accepting public submissions of text,
music or video, you will want to en-
sure that your due diligence process
and resulting contract includes ro-
bust attention to copyright" matters.
You do not want to make an acquisi-
tion or investment and find that you
have walked into a hornets” nest of

9
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third party claims." Just as you con-
duct due diligence to address poten-
tial employment, supplier or prod-
ucts liability claims, you must do the
same for copyright claims.”

One important consideration is
whether the company complies with
the safe harbor available under a
portion of the DMCA called Online
Copyright Infringement Liability
Limitation Act or OCILLA. Even if
you aren’t doing an acquisition, com-
pliance with these terms will benefit
the operator of an interactive site.

Proper Terms of Use

Before turning to the nuances of
OCILLA, an essential step which
must be noted is the online posting
of warnings that prohibit the sub-
mission of infringing material (and
that which is obscene, defamatory
or inciting violence). The target com-
pany must haved in its terms of use
or similar area, unambiguously told
visitors not to submit or post such
material. While this is self -serving,
its presence or absence is quite criti-
cally important.™

Clean Record

In the same vein, the due diligence
review and contract process must
extend to assurance that internal
communications, especially e-mails,
but also including paper files, are
not inconsistent with such policy.
For example, in a famous second-
ary infringement case known as
Grokster,® e-mails of Grokster’s exec-
utives documented that they saw
‘getting in trouble with the law’ as
a promotional strategy by allowing
(or arguably encouraging) infring-
ing posts. This paper trail was used
by the US Supreme Court as a factor
in finding the company liable, effec-
tively putting the company out of
business.®

The OCILLA Elements

The key elements of OCILLA itself,
which should serve as the framework
for due diligence and correspond-
ing contractual efforts, are loosely
described as:"”
e Designation (and updating
as needed) on site and with

Copyright Office of agent for
receipt of infringement notices;

e Immediate removal of material
which is the subject of such
notices' and barring of ‘repeat
infringers;’

e Absence of site operator control
over content;

e Absence of site operator
financial benefit from infringing
activity;" and

e Absence of actual knowledge of
specific infringements.

Application of OCILLA

The application of these requirements
to practical situations is complex and
will vary greatly. For example, the
points about the required contents in
the web site terms of use discussed
above (prohibitions on infringing
posts and designation of copyright
agent) are straightforward. Much
the same is true of assessment of the
business model and pertinent finan-
cial motivation. The due diligence
process should inherently yield an
understanding of how the target con-
ducts operations, sufficient to allow
a conclusion of its propriety. Other
issues will be more complex.

DMCA Take-Down Notices

When considering the handling of
problematic (‘takedown’) situations,
the analysis is more involved. Dis-
cussion with relevant staff is neces-
sary. Many operators have humans
reviewing (‘moderating’) posts. A
very recent Ninth Circuit case indi-
cates that if this sort of activity goes
beyond screening for infringing or
unlawful material and extends into
efforts to enhance the interest level of
the posts, it will amount to site opera-
tor control over content and negate
availability of OCILLA.® It is essen-
tial to discuss with relevant staff their
understanding of applicable law and
approach in practice.

The same is true with respect to
handling of repeat infringers, al-
though here, understanding and as-
sessment of relevant technical mea-
sures with corresponding warranties,
is needed. The very recent decision of
the Fourth Circuit in the case of BMG
v. Cox Communications®* provides the

most guidance which is available. It
refers to the uncertainty around the
issue of whether a particular policy
will suffice, but makes clear that fail-
ure to make meaningful efforts to en-
force a policy which does exist, will
negate the defense.

The consideration of adherence
to the “absence of actual knowledge’
standard is the most difficult prong
to apply, for high volume sites. There
will always be some inappropriate
material that makes it to daylight, but
the courts have held that this by itself
does not constitute actual knowledge
and may be considered only general
knowledge. Numerous cases have re-
flected the struggles of the courts to
meaningfully define “actual knowl-
edge’, but have left many observers
and commentators quite confused.
About all that can be said is that
the process must result in an under-
standing of how target management
views the process and their tolerance
for and reaction time to infringing
material. For low volume sites, the
analysis should not be complex and
management should be able to dem-
onstrate immediate removal when re-
quired. There are even some technical
tools that scan or screen submissions.
These are becoming more common
and can be an indication that the op-
erator is making a good faith effort to
comply with its obligations.

Benefits of Broadcast Flags

An increasingly important tech-
nical consideration that should
be addressed in operational due
diligence is the use of a system to
respond to so-called “broadcast
flags” or modules of computer code,
which are embedded by a copyright
holder to signify their interest. While
not conclusive in litigation, use of
appropriate scanning devices to
screen submissions for such flags is
increasingly prevalent and probably
at least a presumptive indication of a
good faith effort to comply with their
obligations.

Conclusion

Due diligence in transactions is
becoming more complex, especially
as the importance of various types
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of technologies permeate the busi-
ness world. While these examples
are important, look for new issues to
arise constantly.

NOTES

1. The Gap Trap and Twisted Pretzels (Ensuring
the Continuity of 1P License Rights in the Context
Of Mergers And Acquisitions), M1 Bus L] (Sum-
mer 2013).

2. The New US/EU Privacy Shield is Effective!
MI Bus LJ (Fall 2016).

3. The reference here relates to the need
for privacy disclosures, the requirements of
state law and FT'C guidance related to con-
sumer protection.

4.While the SEC has not spoken directly
on the issue, it is optimal for private financing
disclosure documents such as private place-
ment memoranda, to contain comparable
disclosures.

4. SEC Issues Guidance on Cybersecurity Risks
and Disclosure, MI Bus L] (Summer 2012).

5. 17 CFR Parts 229 and 249 [Release Nos.
33-10459; 34-82746], Commission Statement
and Guidance on Public Company Cybersecu-
rity Disclosures.

6. Id., Part LA.

7. SEC Announces 2017 Examination Priori-
ties (Jan 12, 2017 Press Release) at https://
www.sec.gov/news/pressrelease/2017-7.html

8. Pub. L. No. 105-304 112 Stat 2860.

9. DMCA Sec. 512 (c), known as the
Online Copyright Infringement Liability Limi-
tation Act or OCILLA. While it is not clear
from the face of the legislation that OCILLA
is intended to cover within the key term ‘ser-
vice providers’, ‘ordinary’ website operators
as opposed to those who are instrumental in
facilitating internet access, in practice, it has
been broadly read by the courts to cover both.
Viiacom Intl, Inc v YouTube, Ine, 676 F3 19 (24
Cir 2012).

10. While the legal analysis is slightly dif-
ferent and largely beyond the scope of this
column, business purchasers should also take
into account practices associated with keep-
ing off of websites materials which infringe
trademarks.

11. While direct exposure exists if the
acquisition takes the form of a stock purchase
or statutory mergert, it is unclear to the authors
whether this type of exposure may be miti-
gated through use of an asset acquisition strat-
egy, assuming the same is consistent with other
business and tax objectives of the parties.

12. While technically unrelated to copy-
right issues, the process must also encom-
pass practices associated with screening out
inappropriate content such as incitements to
violence, defamatory statements or obscene
material.

13. UMG Recordings Inc v Shelter Capital Part-
ners, LLC, infra at n. 21.

14. MGM Studios Inc v Grokster, 1.td, 545 US
913 (2005).

15. Id.

16. The following is qualified by reference
to the actual statutory text at 17 USC. 512(c),
and to a lesser extent subsection (a) as well.

17. While a counter-notice procedure ex-
ists, in practice, it is very rare for it to come
into play, and removal of offending material is
almost always highly advisable.

18. In the Grokster case, supra, the Supreme
Court focused on the defendant’s business
model and concluded that because it was sup-
ported solely through advertising and the soft-
wate product was free, that the defendant had
an incentive to maximize infringement.

19. Mavrix Photographs, LLC v LiveJonrnal
Ine, 873 F3d 1045 (9" Cir 2017).

20. BMG Rights Mgmt (US) LLC v Cox
Comme’ns, Ing, 881 F3d 293 (4™ Cir 2018).

21. Compare the Viacom Intl, Inc v YouTube,
Ine discussion, supra at n. 9 with the effort of
the Ninth Circuit in UMG Recordings Inc v Shelter
Capital Partners, .LC, 667 F3* 1022 (9™ Cir
2011).
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TOURING THE BUSINESS COURTS By Douglas L. Toering and Jonathan N. Ajlouny

This column will highlight the Oak-
land County Business Court’s Case
Management Protocol (“Protocol”)
including recent changes to the Proto-
col' and briefly discuss developments
in other Business Courts.! Unless
exempted or modified, the Protocol
applies to each Oakland County Busi-
ness Court case. The changes to the
Protocol align with a core purpose
of the Business Courts in Michigan—
the efficient resolution of business
disputes. Summarizing the changes,
the Oakland County Business Court
stated:

Amendments to the Business
Court Case Management Protocol
include, but are not limited to, the
adoption of the Protocol—subject to
any mutually agreeable alternative
procedures —as a Court Order for the
governance of all business court cas-
es, the expansion of topics to be dis-
cussed at the Case Management Con-
ference, notification concerning the
preservation of documents and pro-
portionality in discovery, the basis for
initial disclosures as well as a broader
scope of information and documents
qualifying as initial disclosures.?

Oakland County Business
Court

Case Management Protocol:
Generally

The Case Management Protocol will
be adopted as a Court Order unless a
party files “specific objections” prior
to the Case Management Conference.
Those objections must show good
cause as to why the case should be
exempted from the Protocol or why
the Protocol should be modified for
that case. The Protocol (including
modifications, if any) will be incorpo-
rated into the Scheduling Order as an
Order of the Court.

Case Management Conference

Parties with a case assigned to the
Business Court can expect to discuss
the Protocol’s requirements at the ini-
tial Case Management Conference.
Lead counsel are required to attend.
At the conference, counsel and the
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Court will discuss the relief request-
ed in the complaint or counterclaim,
amendment of pleadings, dispositive
or injunctive motions, the need for a
protective order and consent to the
Court’s Model Protective Order, tim-
ing issues, early alternative dispute
resolution including designation
of an agreed facilitator (mediator),
modifications of the discovery proto-
cols, anticipated discovery disputes,’
and discovery of electronically stored
information. Prior to the conference,
counsel should meet to discuss these
issues. Plaintiff’s counsel must file a
Joint Case Management Plan at least
one week before the conference.

Standard Discovery Protocol:
Generally
A party disputing its discovery obli-
gations under the Protocol must do so
at the Case Management Conference.
The Standard Discovery Protocols
include a notice to preserve relevant
or potentially relevant documents
(including electronically stored infor-
mation). Also, discovery “shall be
proportional to the complexity and
amount of the damages sought.”*
The Oakland County Business
Court also requires that certain “ini-
tial disclosures”® be made within 30
days of the Case Management Con-
ference, regardless of whether such
information was requested in dis-
covery. Some of these “initial disclo-
sures” include:

e The factual basis of the par-
ty’s claims and defenses;

e The legal theories on which
the party’s claims or defens-
es are based;

e Identification of individuals
likely to have discoverable
information —along with
the subjects of that informa-
tion—whom the party may
use to supports its claims or
defenses;

e A copy—or a description by
category and location — of all
documents, including elec-
tronically stored informa-
tion, in a party’s possession,
custody, or control that such

party may use to support its
claims or defenses;

e A description by category
and location of all documents
that are not in the disclosing
party’s possession that the
party may use to support its
claims or defenses;

e A computation of each cat-
egory of damages claimed
by the disclosing party,
who must make available
for inspection and copying
documents on which each
computation is based (this
includes materials bearing
on the “nature and extent of
injuries suffered”);

e A copy of any relevant insur-
ance, indemnity, or surety-
ship agreement; and

e The anticipated subject areas
of expert testimony.

The discovery protocols also ad-
dress a common discovery issue —the
sequence of discovery. “A party is
not excused from making disclosures
because the party has not fully inves-
tigated the case or because the party
challenges the sufficiency of another
party’s disclosures, or because an-
other party has not made its disclo-
sures.” Thus, a party cannot claim
timing or the lack of disclosures from
the opposing side as a reason not to
make its own disclosures.

Written Discovery

Under the Protocol, the Court will
entertain motions to modify the dis-
covery limitations below upon good
cause, either initially or later in a case.
Written discovery must be served
sufficiently in advance of the discov-
ery cutoff date, to allow the oppos-
ing party to respond prior to the
cut-off date. Thus, the typical writ-
ten request must be served at least 28
days prior to discovery cut-off. Dis-
covery beyond this may be done by
written stipulation, but only if it does
not affect important deadlines. If the
extension on discovery would affect
such dates, a written motion demon-
strating good cause must be filed as
soon as the need becomes apparent.
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Parties are encouraged to agree
on limitations to discovery, including
the number of written discovery re-
quests and the timing and sequence
of written discovery that will best
serve the “speedy, just and efficient
resolution of the matter.”®

Moreover, objections to discovery
requests “shall be clear and concise.
Boilerplate or “general” objections are
discouraged.” Furthermore, any doc-
ument withheld based on privilege
and generated before the litigation
must be logged to allow the opposing
party and the Court to assess the pri-
ma facie assertion of privilege. Lastly,
when filing a motion to compel pur-
suant to MCR 2.309(C) or 2.310(C)
(3), a party must state it “has in good
faith conferred or attempted to confer
with the party not making the disclo-
sure to secure the disclosure without
court action.”

Depositions

Under the Protocol, parties are
encouraged to place “limitations on
the number and length of any deposi-
tions, including timing, location and
sequencing” that will best serve the
“speedy, just and efficient resolution
of the matter.” “Inordinate breaks
during depositions, gamesmanship,
objections violative of MCR 2.306(C)
(4), or uncivil behavior are inappro-
priate” and will be subject to sanc-
tions.

Electronic Discovery

Parties should also be prepared to
discuss e-discovery at the Case Man-
agement Conference. Parties may
agree to additional stipulations gov-
erning e-discovery, such as the Model
Order from the U.S. District Court for
the Eastern District of Michigan.”

Model Forms and Orders

The Scheduling Order, which is
issued to parties after the initial
Case Management Conference, now
addresses additional issues. The
order now requires “initial disclo-
sures” and eliminates the “heard by”
date for dispositive motions. In addi-
tion, motions in limine must be heard
no later than three weeks before trial.
The Scheduling Order also adopts the

Model Protective Order and incorpo-
rates the Case Management Protocol
as a Court Order.

The Model Stipulated Protective
Order now provides for the mainte-
nance and retention of files contain-
ing materials designated as “Confi-
dential” in a secure location, subject
to the statute of limitations. In gen-
eral, this Model Protective Order will
continue to be the default in litiga-
tion in the Oakland County Business
Court.

Developments in Other
Business Courts

Kent County

In the recent past, Kent County’s
Business Court docket had been
divided between two judges. That has
changed. Judge Christopher P. Yates
has resumed being the sole Business
Court Judge for Kent County.

Wayne County

The Wayne County Business Court
launched a successful and well-
attended First Annual Bench Bar Pro-
gram on October 20, 2017. The Sec-
ond Wayne County Business Court
Bench Bar Conference is currently
being planned for April 2018, with
the specific date to be determined.

NOTES

1. Judge James M. Alexander and Judge
Wendy L. Potts are the Business Court Judges
for Oakland County. https://www.0akgov.
com/courts/circuit/departments/business-
court.

2. Thank you to the Oakland County Busi-
ness Court, whose announcement about the
changes to the various Business Court docu-
ments has been helpful for this article.

3. The Oakland County Business Court
uses expetienced volunteer discovery facilita-
tors, who assist counsel in resolving discovery
disputes.

4. Factors relating to proportionality are
discussed in further detail in Fed. R. Civ. P.
26(b)(1). These include “the importance of
the issues at stake in the action, the amount
in controversy, the parties’ relative access to
relevant information, the parties’ resources,
the importance of the discovery in resolving
the issues, and whether the burden or expense
of the proposed discovery outweighs its likely
benefit.”

5. Counsel should expect other courts
(and arbitrators) to consider requiring initial
disclosures.

6. This is consistent with how the Michi-
gan Court Rules are to be construed. MCR
1.105. (“These rules are to be construed to
secure just, speedy, and economical deter-
mination of every action and to avoid the
consequences of error that does not affect the
substantial rights of the parties.”)

7. https:/ /www.mied.uscourts.gov/pdf-
files/ParkerEsiOrderChecklist.pdf.
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IN-HoUSE INSIGHT By Angelique Strong Marks

What It Means to Win for In-House Counsel

When people think about lawyers,
people generally credit lawyers with
being great debaters or people who
“know how to win arguments.” For
the most part, they are correct! Law-
yers generally have strong inductive
and deductive reasoning skills, which
are attributes of great debaters. Addi-
tionally, law schools train lawyers
to establish their points with facts
and with an appreciation for both
sides of the argument. Great debaters
can generally thrive in certain legal
environments, particularly as litiga-
tors. However, successful in-house
lawyers hone their strong reason-
ing skills and factual perspectives to
move beyond winning arguments to
strengthening business relationships,
resolving problems, increasing good-
will and furthering their company
goals. Successful in-house counsel
know what it means to win in an in-
house environment and the impor-
tance of strong partnerships.

Business Team Partners

Successful in-house counsel are
resourceful legal partners to their
business team. They not only under-
stand the law as it applies to the busi-
ness situation but are also able to
provide their business partners with
a path to reach their business goals
in a way that complies with the law.
Successful in-house counsel dedicate
themselves to learning the business
in order to provide appropriate and
practical legal analysis. Additionally,
successful in-house counsel are in
constant communication with their
business partners in order to assess
their legal needs and in an effort
to reduce requests for urgent legal
reviews. They learn to provide advice
that goes beyond just communicating
legal roadblocks and instead includes
alternative ways to reach the busi-
ness goals in a legal and ethical man-
ner. They also know how to effec-
tively communicate to their business
partners when the law or compli-
ance rules prohibit them from taking
certain actions. Successful in-house
counsel know that winning means
14

that they are resourceful to their busi-
ness partners and supportive of their
company’s goals.

Outside Counsel Partners

Successful in-house counsel appreci-
ate the importance of building strong
relationships with outside counsel.
Knowing that they have an under-
standing of the law and how it applies
to the business, they respect that out-
side counsel can provide a greater
level of expertise as well as a broader
knowledge of cases and rulings relat-
ed to specific legal areas. Successful
in-house counsel, therefore, establish
and develop their relationships with
outside counsel before incidents arise
within the company so that the out-
side counsel has an understanding
of the company’s business as well
as its philosophy. This partnership
allows successful in-house counsel
to more effectively ensure that their
company is adhering to the law. They
work together with outside counsel
to review policies, conduct audits
and provide training. When an issue
does arise, they already have a level
of trust with outside counsel that
allows them to work cooperatively
and efficiently to effectively appreci-
ate the facts, critically conduct a legal
analysis and appropriately develop
a strategy that is consistent with the
company’s philosophy. Successful in-
house counsel do not simply establish
relationships with outside counsel
to resolve a single issue, but instead
develop a partnership with the com-
mon interest of ensuring the compa-
ny complies with the law and insulat-
ing the company from liabilities.

Company Business Partners

Successful in-house counsel are
respectful to their companies’ busi-
ness partners. Most often it is in-
house counsel that lead the contract
negotiations with their companies’
external business partners. Successful
in-house counsel appreciate that it is
important for their companies to have
productive business relationships
with external parties and therefore

negotiate with the external business
partners with the goal of establishing
and maintaining mutually beneficial
business relationships. Successful in-
house counsel understand the impor-
tance of working through an impasse
in a contractual negotiation by dis-
cussing the goal of the contractual
term and reviewing the industry best
practice in order to reach an agree-
ment that is fair and reasonable to
both parties in the business relation-
ship. In situations in which the parties
cannot reach an agreement, success-
ful in-house counsel are respectful of
the business decision and continue
to promote an amicable relationship
with the other party in order to pre-
serve the relationship for future busi-
ness endeavors.

Employees

Successful in-house counsel are
respectful towards their companies’
employees. They appreciate that it
is their job not just to defend their
companies against legal actions, but
also to promote a positive company
culture of abiding by the law, acting
with integrity and treating employ-
ees with respect. They understand
the employment laws that pro-
tect employees and they respect an
employee’s option to exercise his/
her rights pursuant to these laws.
In instances in which employees
pursue their rights against the com-
pany, successful in-house counsel
remain objective and act in a manner
consistent with a positive company
culture. As they gather all the facts,
they remain open-minded in order to
determine what actions took place. If
they determine their companies may
have violated the law or did not fol-
low company policies, successful in-
house counsel then make every effort
to resolve employee issues fairly and
efficiently. More importantly, even if
the evidence suggests that the com-
pany did not discriminate against
the employee or treat the employee
unfairly, successful in-house counsel
respectfully communicate this infor-
mation treating the employee with
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dignity and respect. They appreciate
that the manner in which a company
treat its employees greatly contrib-
utes to the company’s culture and can
enhance or deteriorate the company’s
reputation. Successful in-house coun-
sel understand the benefits to their
company when they address employ-
ee matters with respect and they act
with integrity.

Conclusion

Successful in-house counsel have
an understanding and appreciation
for their companies’ business goals
and objectives. They, therefore, pro-
vide legal counsel in a manner that
supports those goals and objectives
while ensuring that their companies
comply with the law. They develop
strong partnerships that strengthen
their companies’ relationship with
others. Successful in-house counsel
have the fortitude to solve problems
while exhibiting respectful behavior
and acting with integrity.

Angelique Strong
Marks serves as
Director, General
Counsel, Corporate
Secretary and Com-
pliance Officer for

: MAHLE  Industries,
Inc., which is a Tier One Automo-
tive Supplier.



Issue Overview
By Marc N. Swanson, Co-Vice Chair, Debtor/Creditor Rights Committee

The Debtor/Creditor Rights Committee of the Business
Law Section is pleased to present a series of articles for
this issue of the Michigan Business Law Journal on fraudu-
lent transfer law. This is especially timely in light of the
recent enactment in Michigan of the Qualified Disposition
in Trust Act (“QDTA”) and the Uniform Voidable Transac-
tion Act (“UVTA").

This issue explores key changes to Michigan fraudu-
lent transfer law arising from the enactment of the UVTA
and the QDTA. The enactment of the QDTA resulted in
Michigan becoming the 17th state to approve domestic
asset protection trust legislation. The QDTA represents a
dramatic change to the law of asset protection planning in
Michigan validating a form of self-settled trust that was
previously unavailable in Michigan.

In addition to discussing these new laws, the goal of
these articles is to help practitioners spot potential fraudu-
lent transfer issues that may be embedded in their practice.
Accordingly, we are examining unsettled issues in fraudu-
lent transfer law in Michigan and throughout the country.

The Debtor/Creditor Rights Committee hopes that this
issue will assist you in your practice.
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How a Bank Can Avoid Paying
the Bankruptcy Trustee When Its
Customer Commits Fraud

By Marc N. Swanson and Erika L. Giroux

Introduction

Barton Watson masterminded a Ponzi
scheme, and his companies” bank ended up
paying for some of the damage.! After his
fraud was discovered, Mr. Watson's com-
panies were forced into bankruptcy. The
bankruptcy trustee then sued the companies’
bank to recover proceeds from the Ponzi
scheme. The bank argued that it should
not have to return any of the money the
companies paid to it either as deposits or
loan repayments because it acted in good
faith and had nothing to do with the Ponzi
scheme. The Sixth Circuit disagreed, howev-
er, because one employee at the bank knew
about Mr. Watson’s checkered past and an
FBl investigation of the companies. The good
faith defense was also raised by defendants
who were sued in connection with Bernard
Madoff’s Ponzi scheme. As a result, both the
Sixth Circuit and Second Circuit Court of
Appeals have recently formulated standards
for when a defendant’s good faith defeats a
trustee’s attempt to claw back proceeds from
a Ponzi scheme. The cases not only provide
new legal standards but are also important
reminders to financial organizations to have
well established chains of communication
within the organization for addressing fraud
and other security risks that are known to
all employees and periodically evaluated for
effectiveness.

The Fraud

In order to obtain loans from equipment
financing companies, Watson, as the Chair-
man and CEO of Cyberco, represented that
Cyberco purchased computer equipment
from Teleservices.? In reality, Teleservices,
existed only on paper: it had no separate offi-
cers, directors, or employees, and it operated
solely through Cyberco’s executives, who
fabricated invoices from Teleservices for
nonexistent purchases of computer equip-
ment.’> These invoices were then used to
obtain loans from the equipment financing
companies, which sent the funds directly to

Teleservices as “payment” for computer pur-
chases.* Watson later transferred the money
from Teleservices’s account to Cyberco’s
account at Huntington in order to pay his
accomplices’ salaries and make payments
on Cyberco’s prior loans from the financing
companies.’

Cyberco also borrowed money from
Huntington and routinely made payments
to Huntington on the outstanding balance
of the loan, in addition to making ordinary
deposits into its business account.® In Sep-
tember 2003, Huntington became suspicious
of several large deposits into Cyberco’s ac-
count, all from Teleservices.” This suspicion
was compounded by Cyberco’s refusal to
use a lockbox for its checks, thereby prevent-
ing Huntington from monitoring the source
of Cyberco’s deposits.® Moreover, Cyberco
repeatedly violated the loan agreement by
failing to provide Huntington with audited
financial statements.’

During a meeting with Huntington, Wat-
son claimed that Teleservices “was a recent
addition to Cyberco’s holdings, that Teleser-
vices was not yet operational, and yet that
Teleservices was already collecting Cyberco’s
receivables before sending them to Cyber-
c0.”1 This explanation of Teleservices’s busi-
ness directly contradicted Watson’s previous
representations to Huntington — of which the
employees at the meeting were unaware—
that Teleservices supplied Cyberco’s com-
puter equipment.* Nevertheless, one of Cy-
berco’s account managers at Huntington be-
came concerned over “the heightened risk of
financial misinformation (as well as fraud),”
noting that “the ‘red flags’ continue,” includ-
ing a number of overdrafts by Cyberco.”? In
response, another manager accessed Cyber-
co’s report of aging and unpaid receivables
and discovered that Cyberco’s customers in-
cluded several competitors in the computer
services industry.® The account managers
contacted Huntington’s regional head of
security, who made two significant discov-
eries: (1) the FBI was investigating Cyberco

17
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and (2) Watson had previously confessed
to and been jailed for fraud."* However, he
failed to share this information with anyone
else at Huntington.” Huntington informed
Watson that it planned to contact Cyberco’s
customers to verify their status.!® To prevent
Huntington from doing so, Watson proposed
an independent audit of Cyberco by Grant
Thornton, to which Huntington agreed.”
Watson forged responses from Cyberco’s al-
leged customers to Grant Thornton’s inqui-
ries, and Grant Thornton ultimately reported
that Cyberco’s customers were legitimate.’®

The entire fraud was not exposed until
the FBI raided Cyberco’s offices late in 2004."
Watson committed suicide shortly thereaf-
ter.?® A state court subsequently appointed a
receiver for Cyberco and Teleservices, both
of which ended up in bankruptcy.?

Lawsuit filed By the Trustee
Against Huntington

The trustee in the Teleservices case sought
to recover from Huntington three types of
transfers: (i) payments on Cyberco’s debt,
sent directly from Teleservices to Hunting-
ton (“direct loan repayments”); (ii) trans-
fers from Teleservices to Cyberco’s deposit
account at Huntington, which Cyberco later
used to repay its debt to Huntington (“indi-
rect loan repayments”); and (iii) deposits
from Teleservices made to Cyberco’s Hun-
tington account that were later withdrawn
by Cyberco or seized by the government
(“excess deposits”).?

The bankruptcy court held that the Trust-
ee could recover all three types of trans-
fers from Huntington.” The district court
agreed.” Huntington appealed to the Sixth
Circuit, arguing that it was not a transferee
of the excess deposits and received the loan
repayments in good faith, a complete defense
to fraudulent transfer liability under 11 USC
548 and 11 USC 550.

Excess Deposits

The Trustee sought to recover the excess
deposits as fraudulent transfers under sec-
tion 548 of the Bankruptcy Code which
provides in pertinent part that “the trustee
may avoid any transfer . . . of an interest of
the debtor in property . . ., if the debtor . . .
made such transfer . . . with actual intent to
hinder, delay, or defraud any entity to which
the debtor was . . . indebted ... .”® In such a
case, “the trustee may recover, for the benefit
of the estate, the property transferred, or, if

the court so orders, the value of such proper-
ty, from — the initial transferee of such transfer
or the entity for whose benefit such transfer
was made; or any immediate or mediate [i.e.,
subsequent] transferee of such initial trans-
feree.”?

The Sixth Circuit held that Huntington
was not a transferee of Cyberco’s excess
deposits because Huntington did not gain
“dominion and control” over the funds.
Specifically, in order to be a transferee, “the
minimum requirement . . . is dominion over
the money or other asset, the right to put the
money to one’s own purposes.”? As a result,
the court distinguished “mere possession”
from full “ownership”: an entity is not an ini-
tial transferee if it is “merely an agent who
has no legal authority to stop the principal
from doing what he or she likes with the
funds at issue.”*

The court found that Huntington’s status
as Cyberco’s bank was insufficient to confer
dominion and control over the deposits.”
Huntington retained no discretion in de-
termining to what uses Huntington’s funds
should ultimately be put; rather, that deci-
sion remained solely with the depositor (Cy-
berco), and the bank was bound to follow its
directives.*® Any ability of Huntington to use
the deposited funds in the interim, e.g., in
making loans to other customers, remained
subject to Cyberco’s right to withdraw the
money.*!

Additionally, the Sixth Circuit rejected
the idea that perfecting a security interest
in a deposit account alters this analysis; per-
fection is therefore likewise insufficient to
confer dominion and control.* In particular,
the court identified several problems with
this theory. First, the loan agreement clearly
stated that Cyberco remained the owner of
the deposited funds, which it could “use and
dispose of . . . in the ordinary course of busi-
ness.”* Second, the court found it implausi-
ble that a security interest in a loan worth $16
million could transfer dominion and control
over $64 million — the full value of the depos-
it account— given that recovery upon default
is limited to the amount of the underlying
debt.* Third, the court rejected the Trustee’s
argument that the bank gained dominion and
control over each individual deposit smaller
than the outstanding balance of the debt.®
Finally, the Sixth Circuit determined that the
Bankruptcy Code differentiates between the
recipient of a transfer and a transferee: re-
ceiving a property transfer, including a secu-
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rity interest, within the meaning of 11 USC
101(54) does not inevitably impose transferee
status under 11 USC 550(a).

Indirect and Direct Loan
Repayments

Unlike the excess deposits, Huntington con-
ceded that it was a transferee of the loan
repayments.’*® With respect to the direct loan
repayments (i.e. payments on Cyberco’s debt,
sent directly from Teleservices to Hunting-
ton) Huntington gained exclusive use and
ownership of the money once it (1) received
the check from Teleservices with instructions
to apply it to Cyberco’s debt and (2) applied
the funds as ordered.” At that point, Teleser-
vices had relinquished all rights to direct the
use of its funds, and Huntington became the
sole party with dominion and control. Con-
sequently, Huntington was an initial trans-
feree of the direct loan payments.*

Likewise, Huntington came into exclusive
ownership and control of the indirect loan
repayments (i.e. transfers from Teleservices
to Cyberco’s deposit account at Huntington,
which Cyberco later used to repay its debt to
Huntington) when it (1) received instructions
from Cyberco to use the funds as payment on
Cyberco’s debt and (2) applied the funds ac-
cordingly.* Cyberco then retained no ability
to use or direct that money, and Huntington
became the exclusive owner. Huntington was
therefore a subsequent transferee of those in-
direct repayments (the initial transferee be-
ing Cyberco).*

To defend against the Trustee’s attempt
to claw back the loan repayments, Hunting-
ton raised affirmative defenses under sec-
tions 548(c) and 550(b)(1) of the Bankruptcy
Code.*! Under section 548(c), an initial trans-
feree who took the property (i) in good faith;
and (ii) in exchange for value given to the
debtor is absolved of liability for the avoided
transfer.*? Similarly, under section 550(b), the
Trustee cannot recover the transfer from a
subsequent transferee who took the property
(i) for value, (ii) in good faith, and (iii) with-
out knowledge of the transfer’s voidability.*

Good Faith

The Sixth Circuit first found that the bank-
ruptcy court had used an appropriate test to
evaluate Huntington’s good faith, namely,
whether “Huntington ever reach[ed] the
point where it could no longer legitimately
cling to the belief that the Teleservices trans-
fers were only Cyberco’s collected receiv-

ables[.]”** Using this standard, the court
affirmed that Huntington’s good faith ended
on April 30, 2004, when its head of security
discovered the Watson had confessed to at
least two prior frauds, served jail time for
the crimes, and been permanently banned
by the National Association of Securities
Dealers, yet failed to share this information
with Cyberco’s account manager.* The court
rejected the idea that this omission could
absolve Huntington of its liability: “a cor-
poration cannot feign ignorance . . . when it
has delegated responsibilities to a group of
individuals and an inexcusable breakdown
of communication then occurs within the
group.”* Thus, the court determined that the
good-faith standard applies on an organiza-
tion-wide basis. A transferee cannot avoid
liability simply by isolating its business units
or declining to share pertinent information
across company sectors. Therefore, both the
direct and indirect loan repayments made
after April 30, 2004, were recoverable in full.*”

Knowledge of Voidability

The Sixth Circuit next held that the appro-
priate standard to evaluate Huntington’s
knowledge of the transfers’ voidability was
whether “the facts [were] such that they
would have ‘placed a reasonable person on
notice that the transfer was illegitimate, and
by extension, that it was voidable’ given
the investigative avenues that existed, the
reasonableness of pursuing those investiga-
tions, and the findings that those reasonable
investigations would have yielded.”*® This
test requires a “holistic factual determina-
tion” incorporating both objective and sub-
jective elements.* The court looked to two of
its prior cases in applying this standard.

In IRS v Nordic Village, Inc, the Sixth Cir-
cuit held that inquiry notice may be sufficient
to constitute “knowledge of voidability.”*" In
that case, an officer of the debtor company
delivered a check to the IRS in payment of his
personal tax obligations, owed on his sepa-
rate business.® The practice of one business
entity paying taxes for another is sufficiently
out of the ordinary “to place a reasonable
person on notice that the transfer [i]s ille-
gitimate, and by extension, that it [i]s void-
able.”* Thus, in some circumstances, inquiry
notice may equate to knowledge of voidabil-
ity, and the IRS could not invoke the 550(b)
(1) safe harbor.

By contrast, in In re First Independence,
the Sixth Circuit found that the facts were
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not such as to put a reasonable person on no-
tice of voidability. There, the owners of the
debtor company deposited several checks is-
sued by the debtor into their personal bank
accounts.” The bank was not liable for those
transfers, given the “range of legitimate sce-
narios” that could justify deposits from the
debtor to its owners, such as salaries or share-
holder distributions.?® Moreover, further in-
quiries into the source of the money would
have been futile, as any questions directed
to the debtor would have been answered by
the owners making the deposits, who would
have inevitably condoned the transfers as le-
gitimate.”” Thus, the bank had no reason for
suspicion and no recourse to investigate.*®

Interestingly, in remanding Meoli to
the bankruptcy court to conduct this fact-
intensive inquiry, the Sixth Circuit went on
to equate the requirement that the transfer-
ee act without knowledge of the transfer’s
voidability to good faith.® The court indi-
cated that this good faith/without knowl-
edge inquiry is primarily objective (specifi-
cally, “whether a reasonable person, given
the available information, would have been
alerted to a transfer’s voidability”) but can
also incorporate subjective components (for
example, whether the transferee engaged in
“egregious, vindictive[,] or intentional mis-
conduct” or demonstrated “integrity, trust,
and good conduct”).®

Madoff's Willful Blindness Test

Approximately a year before Meoli was
decided, the Bankruptcy Court for the South-
ern District of New York articulated a dif-
ferent test for assessing whether a transferee
received the debtor’s property in good faith.
Specifically, the court required actual knowl-
edge or willful blindness in order to hold the
transferee liable.”!

The Facts

Madoff was one of the multitudes of actions
arising out of the liquidation of Bernard
L. Madoff Investment Securities, LLC
(“BLMIS”), the elaborate Ponzi scheme run
by notorious fraudster Bernard Madoff.
Here, the BLMIS trustee sued two invest-
ment vehicles, Legacy Capital and Khronos
(collectively, “the Funds”), to recover dis-
tributions from BLMIS. The trustee argued
that the Funds had known that it was impos-
sible for the BLMIS fund to achieve its stated
returns and were aware of other indicia of
fraud. Specifically, executives at the Funds
had received a report documenting the

results of a market experiment designed to
replicate BLMIS's trading success; the report
concluded that BLMIS’s strategy could not
possibly produce the returns it claimed.®* The
Funds also knew that (1) BLMIS’s reported
option trading volume far exceeded plau-
sible market levels; (2) BLMIS’s trades never
appeared to impact the market; (3) BLMIS
had an unusual operational structure and
lacked a capable auditor; (4) BLMIS’s pric-
ing, returns, and dividends consistently
and substantially exceeded normal expecta-
tions; (5) account statements were not avail-
able in real time and, moreover, displayed
trades that the accounts were not autho-
rized to make.®® Despite the fact that similar
investment funds with the same knowledge
chose to withdraw from BLMIS, Legacy bor-
rowed money to increase its investment with
Madoff.** Between profits and return of its
principal over the life of its investment, Leg-
acy received more than $212,000,000 in distri-
butions from BLMIS.® The trustee sought to
recover those funds from Legacy, along with
over $6.5 million from Khronos that it had
received from Legacy.® The Funds raised
affirmative defenses under 548(c) and 550(b)

(1)-

Good Faith

Since the securities laws “do not ordinarily
impose any duty on investors to investigate
their brokers” and thereby foreclose liability
“for a negligent failure to inquire,” the court
found that lack of objective good faith was
not sufficient to overcome the 548(c) safe har-
bor.”” A lack of good faith requires that the
transferee has “turned a blind eye to facts that
suggested a high probability of fraud.”® The
court, therefore, held that the transferee must
have either possessed actual knowledge of
the fraud or been willfully blind to it.* Actu-
al knowledge requires “a high level of cer-
tainty and absence of any substantial doubt
regarding the existence of a fact.””® Similarly,
to be willfully blind, “(1) the defendant must
subjectively believe that there is a high prob-
ability that a fact exists and (2) the defendant
must take deliberate actions to avoid learn-
ing of that fact.””

Interestingly, the court construed the
scope of the relevant fraud very narrowly —it
was not enough that the Funds believed that
BLMIS’s reports were falsified and Madoff
was “gambling that his initial long portfo-
lio would rise in price.””> Rather, to be li-
able for the transfers, the Funds must have
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known that Madoff was not engaged in the
trading of actual securities.” The court found
it implausible that the Funds would have
willingly continued to participate in a Ponzi
scheme and therefore upheld their good faith
defense.” Significantly, although the court
rejected the “red flag’ theory” of knowledge
because it “amounts to pleading fraud by
hindsight,” the court also stated that “inten-
tionally choos[ing] to blind [one]self to the
‘red flags’ that suggest a high probability of
fraud” can be “tantamount to a lack of good
faith.””® Thus, red flags and indicia of fraud
remain relevant. Ultimately, the court con-
cluded that even if Legacy suspected that the
trades were falsified, it conducted a reason-
able investigation and did not “turn a blind
eye to its suspicions,” therefore preserving
its 548(c) protection.”

Knowledge of Voidability

With respect to the subsequent transfers
from Legacy to Khronos, the court, although
suggesting that “good faith” and “with-
out knowledge of the voidability” ought
to have independent meaning, declined to
address the question explicitly.” Instead,
the court applied a standard equivalent to
willful blindness “which, the District Court
has held, is synonymous with lack of good
faith.””® Specifically, while 550(b) does not
impose an affirmative duty to investigate the
chain of transfers, “some facts strongly sug-
gest the presence of others: a recipient that
closes its eyes to the remaining facts may
not deny knowledge.” However, since the
trustee did not allege that Khronos willfully
blinded itself to any red flags and Khronos
in fact “conducted extensive due diligence,”
the transfers fell within the 550(b)(1) safe har-
bor.”

Comparison

Although the two tests appear facially differ-
ent, their substance and outcomes will likely
be similar. The Sixth Circuit test focuses on
the knowledge requirement, whereas the
S.D.N.Y. standard imputes knowledge into
good faith, but both acknowledge that the
two requirements are effectively the same.
Both also reject the idea that mere inquiry
notice of red flags is sufficient on its own but
further indicate that an accumulation of red
flags can, at some point, vitiate good faith.
Thus, although the S.D.N.Y. test claims to
be wholly subjective, it also appears to take
into account whether the number of warn-
ing signs has reached a level that would be

alarming to a reasonable person or orga-
nization. Likewise, although the Sixth Cir-
cuit framed its test as objective, it analyzes
a number of situation-specific factors, i.e.,
“the investigative avenues that existed, the
reasonableness of pursuing those investiga-
tions, and the findings that those reasonable
investigations would have yielded,” more
akin to the S.D.N.Y.’s overtly subjective test.

Moreover, while the S.D.N.Y. test ex-
pressly declines to impose a duty to inves-
tigate, the court emphasized the Funds’ ef-
forts to investigate BLMIS and Madoff’s pur-
ported trading practices. It is significantly
because of these efforts that the court found
that the Funds did not willfully turn a blind
eye to the fraud. Similarly, the Sixth Circuit
underscored the importance of Huntington’s
investigation into Cyberco in its guidance to
the lower court on remand. Thus, although
not explicitly, both tests effectively impose a
duty to investigate—or at least significantly
raise the bar for companies that fail to do so.

If the Cyberco case were evaluated under
the S D.N.Y. test, the outcome would likely
have been the same. Namely, the security
director’s April 30, 2004, discovery of Wat-
son’s fraudulent past was the missing link
that transformed Huntington’s suspicions
about Cyberco from a collection of red flags
into knowledge of actual fraud. The Funds
in Madoff never uncovered this type of di-
rect connection, and that gap in knowledge
was significant to the outcome. Alternative-
ly, through the security director’s failure to
share the information with Cyberco’s ac-
count managers, Huntington’s inquiry notice
became willful blindness to Watson’s fraud.

Additionally, Madoff seems likely to have
been decided the same way under the Sixth
Circuit test. In Meoli, the Sixth Circuit empha-
sized the available avenues of investigation
and alternative explanations for the suspect
transactions. In Madoff, the Funds conducted
extensive due diligence on BLMIS, includ-
ing direct questioning of Madoff personally,
considerable analysis of BLMIS's perfor-
mance, and attempted replication of BLMIS's
success in the market. The Funds therefore
actively pursued their available avenues of
investigation. Moreover, much like the First
Independence case, at least one legitimate al-
ternative explanation existed: namely, that
BLMIS was fabricating trades while holding
onto its original portfolio (as opposed to the
entire portfolio being a sham).

In order to
avoid being
held liable
under 11
USC 548 for
transfers
received from
bankrupt
clients,
financial
organizations
should adopt
several simple
measures.
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Recommendations and
Conclusions

In order to avoid being held liable under 11
USC 548 for transfers received from bank-
rupt clients, financial organizations should
adopt several simple measures. First, ensure
that chains of communication within the
organization for addressing fraud and other
security risks are well established, known to
all employees, and periodically evaluated for
effectiveness. The primary cause of Hunting-
ton’s trouble was its failure to communicate
information about Watson’s fraud promptly
from the security director to the relevant
account manager. Thus, fostering commu-
nication among the departments responsible
for various aspects of a client account can be
invaluable in preventing transferee liabil-
ity. Similarly, while turning a blind eye to
evidence indicating fraud or other unscru-
pulous conduct can cause an organization
to be liable under section 550(a), pursuing a
reasonable investigation into the transactions
can be sufficient to insulate the company.
Therefore, organizations should document
and preserve the investigative measures of
their employees as part of their client files.
Finally, the employees assigned to a particu-
lar account should document their theory
of wrongdoing with specificity and, if they
conclude no wrongdoing occurred, articulate
the legitimate reason justifying the transac-
tions —both the Sixth Circuit and the Madoff
court considered potential alternative expla-
nations for the suspicious transactions in
evaluating whether the transferee’s hands
were clean.

Ultimately, whatever test a court uses,
the inquiry is heavily fact-dependent and
conducted on a case-by-case basis. As Judge
Moore noted in her Meoli concurrence, there
is “no daylight” between “inquiry notice and
facts that would alert a reasonable person
to voidability,” and financial organizations
would, therefore, be wise to exercise caution
and adopt prophylactic policies encouraging
investigation, documentation, and organiza-
tion-wide reporting and communication.
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The New Michigan Domestic Asset
Protection Trust Statute and Its
Impact on Fraudulent Transfer Law

By Judith Greenstone Miller and Paul R. Hage

Michigan recently became the seventeenth
state to approve domestic asset protection
trust (“DAPT”) legislation by enacting the
Michigan Qualified Disposition in Trust Act
(the “Act”).! The Act was signed into law by
Governor Snyder on December 8, 2016 and
became effective on March 8, 2017. While a
DAPT may provide certain tax and estate
planning benefits,> the primary benefit of a
DAPT, as compared to other types of trusts,
is that a DAPT allows a settlor to retain a
beneficial interest in the trust while limiting
the ability of his or her creditors to reach the
assets transferred to the trust. The Act was
enacted because, at common law in Michi-
gan and elsewhere, if a person created a
trust and retained a beneficial interest in the
trust, known as a “self-settled trust,” then
the trust’s assets were subject to the claims of
that person’s creditors.’

DAPTs are, perhaps, most beneficial for
individuals who have a high net worth and
who in the future may be subject to claims
from creditors due to reversals in the econo-
my or being subjected to malpractice or D&O
claims not covered by insurance (i.e., real
estate developers, doctors, corporate execu-
tives and professionals). As discussed below,
the Act represents a dramatic change to the
law of asset protection planning in Michigan
by validating a form of self-settled trust that,
prior to the enactment of the Act, was invalid
from an asset protection perspective.*

DAPTs Under the Act

If properly drafted, a DAPT can be funded
with a settlor’s assets, provide the settler
with access to those assets as a beneficiary,
and give the settlor the right to make cer-
tain fiduciary and administrative decisions
regarding the DAPT and the assets placed
therein, while at the same time, protect the
assets from the settlor’s creditors.

The Act establishes several statutory re-
quirements that need to be satisfied for a
self-settled trust to qualify as a DAPT, in-
cluding: (i) the trust must be irrevocable;’ (ii)

the trustee of the trust must be a corporate
trustee or an individual, other than the trans-
feror, that resides in Michigan;® (iii) the set-
tlor must execute an affidavit stating, among
other things, that: (a) the transfer won’t ren-
der the settlor insolvent (i.e., the settlor must
leave sufficient assets out of the trust to sat-
isfy known or anticipated liabilities), (b) the
transfer is not being completed with intent to
defraud a creditor, the settlor is not aware of
any pending or threatened litigation, other
than that which is disclosed in the affidavit;’
and (iv) the settlor’s rights are limited as set
forth in the Act, most notably, that a settlor
cannot demand that the trustee make a dis-
tribution to the settlor.®

The Act expressly allows the settlor to re-
tain certain rights, powers and interests in-
cluding: (i) the power to direct investments;
(ii) the power to veto distributions; (iii) the
power to remove and appoint trustees and
advisors; (iv) the right to receive income; (v)
the right to receive principal under a discre-
tionary trust provision or support provision,
or under the direction of an advisor with re-
spect to either; (vi) the right to receive income
or principal to pay income taxes on trust in-
come; and (viii) after the settlor’s death, the
trustee has the power to pay the settlor’s
debts, the expenses of administering the set-
tlor’s estate, or any estate or inheritance tax
imposed on or with respect to the estate.’

Creditors’ Rights Under the Act

The primary reason for creating a DAPT is
to protect an individual’s assets from claims
of creditors, and the Act provides a number
of protections to help effectuate this result.
Notably, a creditor's sole remedy with
respect to assets transferred into a DAPT is to
bring a cause of action to avoid a transfer to
the DAPT (referred to in the Act as a “quali-
fied disposition”) as a fraudulent transfer
under the Uniform Voidable Transactions
Act (“UVTA”)' by showing either actual
fraud or constructive fraud." Other tradi-
tional remedies, such as seeking to declare
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the trust void, an alter ego of the settlor and
garnishment, are precluded if the DAPT is
created in compliance with the Act."

Under the UVTA, in order to prove that
a “qualified disposition” constituted actual
fraud, the creditor of the settlor must show
that the transfer was made with “actual in-
tent to hinder, delay or defraud creditors.”"
Actual fraud is generally established by
proving the existence of several “badges of
fraud,” which were originally established
in the common law, and which were later
codified in the statute."* These “[b]adges of
fraud are not conclusive, but are more or less
strong or weak according to their nature and
the number occurring in the same case, and
may be overcome by evidence establishing
the bona fides of the transaction.”" There is
no bright line rule as to how many badges are
required to be proven, but Michigan courts
generally require the presence of at least a
few of the badges before making a finding of
actual fraud.'s

Alternatively, a transfer can be avoided
under the UVTA’s constructive fraud provi-
sions found in MCL 566.34(1)(b) and MCL
566.35(1). Constructive fraud under MCL
566.34(1)(b) requires that: (1) the debtor did
not receive reasonably equivalent value in
exchange for the transfer; and (2) (a) the debt-
or was engaged in a transaction for which its
remaining assets were unreasonably small or
(b) the debtor intended to incur, or believed,
or reasonably should have believed that it
would incur debts beyond its ability to pay
as they became due."” Similarly, constructive
fraud under MCL 566.35(1) requires that: (1)
the creditor’s claim arose before the transfer,
(2) the debtor was insolvent or became in-
solvent as a result of the transfer, and (3) the
debtor did not receive reasonably equivalent
value in exchange for the transfer.'®

Put simply, in order to prove constructive
fraud under the UVTA, an existing creditor
must prove that the transfer was made for
less than a reasonably equivalent value and
while the transferor was insolvent."” Because
transfers to a self-settled trust will generally
be for no value or consideration, the only ele-
ment that need be proven by such a creditor
for constructive fraud is that the transfer was
made while the settlor was insolvent, or that
such transfer rendered the settlor insolvent.
The UVTA contemplates a balance sheet test
for insolvency, providing that “a debtor is in-
solvent if, at a fair valuation, the sum of the

debtor’s debts is greater than the sum of the
debtor’s assets.”?

A plaintiff’s burden of proof with respect
to a fraudulent transfer is heightened in the
Act. Generally, the burden of proof to avoid
a transfer as a fraudulent transfer under the
UVTA is “preponderance of evidence.”?! The
Act establishes a higher “clear and convinc-
ing” standard for setting aside a “qualified
disposition” made under the Act.”

The statute of limitations for avoiding a
“qualified disposition” as a fraudulent trans-
fer is also shortened. Unlike the six-year stat-
ute of limitations typically applicable under
the UVTA,* section 5(3) of the Act generally
provides that the statute of limitations for
bringing a fraudulent transfer claim under
the UVTA expires two years after the “quali-
fied disposition” was made.* However, if
the creditor’s claim arose before the “quali-
fied disposition” was made, the Act provides
that the two-year limitations period can be
extended to:

... one year after the qualified disposi-
tion ... was or could reasonably have
been discovered by the claimant, if the
person who is or may be liable for any
claim fraudulently concealed the exis-
tence of the claim or the identity of any
person who is liable for the claim from
the knowledge of the person entitled to
sue on the claim.?

This language begs the question: how
has the term “fraudulently concealed” been
interpreted in the caselaw. Although there
is no caselaw interpreting the term “fraudu-
lently concealed” in the context of the Act,
fraudulent concealment is a recognized ex-
ception to the general statute of limitations in
Michigan under the Revised Judicature Act.*
The elements of fraudulent concealment un-
der Michigan law are:

1) amaterial representation which is
false;

2) known by defendant to be false,
or made recklessly without
knowledge of its truth or falsity;

3) that defendant intended plaintiff
to rely upon the representation;

4) that, in fact, plaintiff acted in
reliance upon it; and

5) thereby suffered injury.”

As explained by the Michigan courts,
“[f]lraudulent concealment means employ-
ment of artifice, planned to prevent inquiry
or escape investigation, and mislead or hin-
der acquirement of information disclosing a
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right of action. The acts relied on must be of
an affirmative character and fraudulent.”?
It is the burden of a plaintiff seeking to ex-
tend a statute of limitations to show “some
arrangement or contrivance on the part of the
defendant, of an affirmative character, de-
signed to prevent subsequent discovery.””
Thus, courts have held that tolling of a stat-
ute of limitations only occurs when a defen-
dant commits affirmative acts or misrepresen-
tations designed to prevent a plaintiff from
discovering its potential claim.*® Moreover,
the Sixth Circuit Court of Appeals has stated
that the application of fraudulent conceal-
ment should be premised on a defendant’s
improper conduct, as well as a plaintiff’s ac-
tual and reasonable reliance thereon.’!

Applying this caselaw to the language
of the Act, in order for the two-year stat-
ute of limitations for avoiding a “qualified
disposition” to be tolled pursuant to MCL
700.1045(3)(a)(ii), a settlor or a beneficiary
of the DAPT must knowingly or recklessly
make a material misrepresentation regarding
the existence of the DAPT or of a transfer to
the DAPT to an existing creditor. Moreover,
such creditor must rely on that misrepresen-
tation to its detriment.

In order to avoid a tolling of the statute
of limitations set forth in the Act, a settlor
should not conceal the creation of the DAPT
or any transfers of property into the DAPT.
Personal financial statements and other dis-
closures regarding the settlor’s assets should
disclose the existence of the DAPT and any
property transferred to the trust. Moreover,
once the asset is transferred into a DAPT, it
should not be shown as an asset of the set-
tlor.”

Once the statute of limitations has ex-
pired, a creditor appears to have very little
recourse with respect to assets placed in a
DAPT. A notable exception to this rule is that,
in the event that a bankruptcy of the settlor is
initiated, either voluntarily by the settler or
involuntarily by one or more creditors, sec-
tion 548(e) of the United States Bankruptcy
Code establishes a ten-year look-back period
for avoiding actual fraudulent transfers to a
self-settled trust.* Accordingly, an otherwise
time-barred creditor of a settlor who believes
that the settlor made a “qualified disposi-
tion” to a DAPT under the Act with “actual
intent to hinder, delay or defraud creditors”
may want to consider commencing an invol-
untary bankruptcy case against the settlor
under section 303 of the Bankruptcy Code.*

Recovery of an Avoided Qualified
Disposition

Even if a “qualified disposition” is avoided
under the UVTA, the Act limits a creditor’s
remedies with respect to such avoided trans-
fer. First, section 7(1) of the Act provides that
“a qualified distribution may be avoided
only to the extent necessary to satisfy or pro-
vide for the present value, taking into con-
sideration any uncertainty of the transferor’s
debt to the creditor at whose instance the
disposition had been avoided.”* Thus, the
avoidance of a qualified distribution does not
result in the avoidance of the entire transfer.
Rather, the transfer is only avoided to the
extent necessary to satisfy the creditor/plain-
tiff’s present claim.*

Moreover, so long as the trustee has not
acted in bad faith in accepting or adminis-
tering the property that is the subject of the
“qualified disposition,” the trustee has a lien
“against the property that is the subject of the
qualified disposition” in an amount equal
to the entire cost, including attorney’s fees,
incurred by the trustee” in defending the
fraudulent transfer action.’” Further, where
the trustee has not acted in bad faith,*® the
statute provides that the qualified distribu-
tion “is avoided subject to the fees, costs, pre-
existing rights, claims, and interests of the
trustee.”*

Section 7(7) of the Act provides:

on avoidance of a qualified disposition

to the extent permitted under subsec-

tion (1), the sole remedy available to the

creditor is an order directing the trustee

to transfer to the transferor the amount

necessary to satisfy the transferor’s

debt to the creditor at whose instance

the disposition has been avoided.*
This remarkable provision seemingly pro-
vides that if a creditor is able to establish
that a transfer to a DAPT is avoidable under
the UVTA, the transfer itself is not actually
avoided or returned.*! Rather, the sole reme-
dy is an order directing the trustee to transfer
cash in the “amount necessary to satisfy the
transferor’s debt” to the settlor.

Putting these provisions together, let’s as-
sume that the settlor transfers $1 million in
artwork to a DAPT and that a creditor suc-
cessfully proves by clear and convincing
evidence (within the shortened statute of
limitations) that such transfer was a fraudu-
lent transfer. If the creditor had a contingent
claim in the amount of $200,000, the court
would first need to determine the likelihood
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of the creditor prevailing on such contingent
claim. Let’s assume that the court assigns
the creditor a 50% chance of prevailing on
his claim. In that case, only $100,000 of the
$1 million transfer is avoidable. If the trust-
ee acted in good faith, she has a lien on the
amount of the transfer that is avoidable and
can pay any fees and expenses incurred in de-
fending the fraudulent transfer action out of
such amount. So, if the trustee incurs $75,000
in fees in defense of the fraudulent transfer
action, she would only have to pay $25,000
to the settlor, not the creditor. The artwork
stays in the trust. The creditor would then
have to try to collect the $25,000 from the set-
tlor using the traditional collection remedies
available under Michigan law.

Finally, it is worth noting that section
9(2) of the Act protects the interests of a
trust beneficiary who, in many cases, will be
the same party as the settlor. That section
provides that the interest of a beneficiary in
a DAPT “is not subject to a process of attach-
ment issued against the beneficiary, and may
not be taken in execution under any form of
legal process directed against the beneficiary,
trustee or trust estate.”*> The “whole of the
trust estate and the income of the trust estate
must go to and be applied by the trustee
solely for the benefit of the beneficiary, free,
clear, and discharged of and from all obliga-
tions of the beneficiary.”* So a judgment
creditor of the beneficiary cannot reach the
beneficiary’s interest in the trust until after a
distribution is made, and the trustee cannot
be compelled to make a distribution.

These asset protection provisions of the
Act are powerful, and they go a long way
towards vitiating any creditor collection ac-
tion that might be taken to collect on the as-
sets of the settlor or the beneficiary when a
“qualified disposition” under the Act has
been made.

Creditor Protections Under the Act

The Act does contain a few creditor protec-
tions, but creditors must act diligently to pro-
tect themselves. First, while it may go with-
out saying, the Act expressly clarifies that a
valid lien that attaches to property before it
is transferred to a DAPT survives the dispo-
sition and the trustee takes the property sub-
ject to the lien.*

Additionally, the Act provides that a
written agreement between a settlor and a
creditor may provide for any of the follow-
ing: (a) the transferor will have a continuing

or periodic obligation to disclose any “quali-
fied dispositions” to the creditor, (b) a “quali-
fied disposition” will require the prior writ-
ten approval of the creditor, or (c) that the
transferor is under those other obligations
as the creditor may require with respect to
a “qualified disposition.”* The Act provides
that if a transfer that would otherwise qual-
ify as a “qualified disposition” violates such
an agreement with a creditor, then “with re-
spect to the creditor only, the transfer is not
a qualified disposition” and the Act does not
affect the rights of the creditor.*

Given the foregoing, one would expect
lenders to start incorporating provisions re-
garding DAPTs in their loan and guarantee
documents and require additional represen-
tations, warranties and limitations on a con-
tinuing basis. In the absence of such provi-
sions, an added emphasis should be placed
on post-loan due diligence by creditors. Per-
sonal financial statements, for instance, must
be carefully scrutinized to ensure that trans-
fers to a DAPT are discovered before it is too
late.

Entireties Property

While entireties property is protected from
attack in Michigan by a creditor whose claim
arises against only one of the two spouses,
the Act provides that if entireties property is
transferred into a DAPT, the property retains
its entireties character despite what would
otherwise appear to be a transfer that would
destroy or negate it.*’

Even though entireties property outside
a DAPT may provide protection for a mar-
ried couple from debts of either spouse, there
may be other reasons to transfer entireties
property into a DAPT. For example, entire-
ties property is only protected to the extent
that both spouses are alive and married. If a
spouse were to die after the entireties prop-
erty was transferred into a DAPT, such prop-
erty will still be immune from the claims of
creditors of the surviving spouse.*

Professional Protections Under
the Act

Finally, the Act provides express protection
and immunity for claims against profession-
als who serve as trustee of a DAPT, or who
assist in establishing or executing a DAPT.
Specifically, the Act provides:

(7) With respect to a qualified disposi-

tion, a creditor does not have a claim

or cause of action against any of the
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following:

(@) The trustee of a trust that is the
subject of a qualified disposition.

(b) An advisor of a trust that is the
subject of a qualified disposition.

(c) A person involved in the counsel-
ing, drafting, preparation, execution,
or funding of a trust that is the sub-
ject of a qualified disposition.*

This provision is a welcome protection for
professionals who consult with clients about
the creation of a DAPT as there is some case-
law over the years in the non-DAPT setting
suggesting that an attorney may be liable for
aiding and abetting his or her client in the
execution of a fraudulent transfer that was
made in conjunction with asset protection
planning.

Conclusion

While the public policy with respect to
DAPTs can and should be debated, the Act
is now the law in Michigan. The Act is a
remarkable statute that dramatically chang-
es the law in Michigan with respect to asset
protection planning. As noted, a DAPT cre-
ated in compliance with the Act can provide
a substantial benefit to wealthy individuals
desiring to protect their assets from creditors.
A few things should be noted in closing how-
ever.

First, before creating a DAPT, clients need
to understand that a DAPT means giving up
control over the assets subject to the “quali-
fied disposition.” Although the Act does per-
mit a settlor/beneficiary of the trust to retain
some control by allowing him or her to re-
place the trustee, with many clients, the in-
ability to compel distributions from the trust
may be the end of the discussion.

Second, even a properly created DAPT is
not bulletproof. Provided that a “qualified
disposition” is timely discovered, fraudulent
transfer law may be a powerful remedy for
creditors harmed by such a transfer, especial-
ly when the transfer renders the settlor insol-
vent. It should be noted, however, that choice
of law issues may complicate the analysis
when a settlor or its assets are “located” out-
side of Michigan. Such issues require careful
analysis by experienced counsel.*

Third, the Act will likely provide lim-
ited protection for a settlor who ends up in
bankruptcy because of the ten-year look back
period set forth in section 548(e) of the Bank-
ruptcy Code for actual fraudulent transfers
made to self-settled trusts. Given the chance

to bring assets transferred by way of a “qual-
ified disposition” back into the bankruptcy
estate, a bankruptcy judge is perhaps more
likely to avoid a transfer to a DAPT where
possible.

Fourth, creating a DAPT that will pass
muster under the Act is likely to involve sig-
nificant fees and costs. Moreover, because
of the intricacies associated with complying
with the Act, as well as the need to evaluate
a client’s assets and liabilities, and tax and
estate implications from the creation of a
DAPT, an individual who is considering the
establishment of a DAPT will need to confer
with counsel experienced in trusts and es-
tates, tax and creditors’ rights law, as well as
financial advisors who can assess the finan-
cial condition and solvency of the individual
(both before and after the making of a quali-
fied disposition) and valuation of the assets
to determine whether the creation of a DAPT
is advisable and in the client’s best interest.

Finally, despite growing approval of
DAPTs by state legislatures, there are few
published court opinions validating or
enforcing DAPTs. When the courts are
involved, despite what may appear to be
clear statutory language, there is always
some uncertainty. Since none of the provi-
sions of the Act have yet been tested in court,
and because the Act is new and complex and
changes existing law dramatically, some of
the conclusions set forth in this article must
be somewhat preliminary and clients should
be so advised.
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8. MCL 700.1042(p).

9. MCL 700.1044.

10. The UVTA revised the Uniform Fraudulent
Transfer Act, MCL 566.31 ¢f seq. (“UFTA”), and became
effective in Michigan on April 10, 2017. For a thor-
ough discussion of the changes brought about by the
UVTA, see “MUFTA Becomes MUV T'A: Recent Changes
to Michigan 1 vidable Transactions Law” written by Thomas
R. Morris and published in this edition of the Michigan
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Business Law Journal.
11. Pursuant to MCL 700.1045(2)(b), “For a creditor
whose claim arose after a qualified disposition, the ac-
tion must involve a qualified disposition that was made
with actual intent to defraud the creditor.”
12. See MCL 700.1045(1) (“Notwithstanding any
other provisions of this act, with respect to any qualified
disposition, a creditor has only the rights provided in
this section and section 77’); MCL 700.1045(2)(a) (“For
an action brought by a creditor for an attachment or
other provisional remedy against property that is the
subject of a qualified disposition or for avoidance of a
qualified disposition ... the action may only be brought
under sections 4 and 5 of the uniform fraudulent trans-
fer action....”); MCL 700.1047(4) (“With respect to a
qualified disposition, a levy, attachment, garnishment,
notice of lien, sequestration, or other legal or equitable
process is permitted only in those circumstances permit-
ted by this act.”).
13. MCL 544.34(1)(a).
14. The UVTA identifies the following badges of
fraud:
(a) The transfer or obligation was to an
insider.

(b) The debtor retained possession or
control of the property transferred after
the transfer.
(c) The transfer or obligation was disclosed
or concealed.
(d) Before the transfer was made or
obligation was incurred, the debtor had
been sued or threatened with suit.
(e) The transfer was of substantially all of
the debtor’s assets.
(f) The debtor absconded.
(20 The debtor removed or concealed
assets.
(h) The value of the consideration received
by the debtor was reasonably equivalent to
the value of the asset transferred or the
amount of the obligation incurred.
(i) The debtor was insolvent or became
insolvent shortly after the transfer was
made or the obligation was incurred.
() The transfer occurred shortly before
or shortly after a substantial debt was
incurred.
(k) The debtor transferred the essential
assets of the business to a lienor that
transferred the assets to an insider of the
debtor.

MCL 566.34(2).

15. Timmer v Pietrzyk, 272 Mich 238, 242 (1935).

16. See, e.g., In re Select One, Inc, 556 BR 826 (Bankr
ED Mich 2013) (four badges not enough); Warner
Norcross & Judd, 1.1.P v Police & Fire Ret Sys of Detroit,
2014 WL 2600554 (Mich Ct App 2014) (two badges not
enough).

17. MCL 566.34(1) (b).

18. MCL 566.35(1).

19. MCL 566.35.

20. MCL 566.32.

21. MCL 566.34(3); MCL 566.35(3).

22. See, MCL 700.1045(2)(c). While the UFTA
was recently amended to make this standard clear with
respect to setting aside a “qualified disposition,” the
UVTA does not contain a similar provision. While it
probably would have been cleater if the UVTA so pro-
vided, the failure to do so may not be critical since the
Act (a more specific statute) expressly provides the stan-
datd for setting aside a “qualified disposition.”

23. MCL 566.39(a) (referencing MCL 600.5813).

24. MCL 700.1045(3).

25. MCL 700.1045(3)(a)(ii) (emphasis added).

26. See MCL 600.5855 which provides, in pertinent
art:

F If a person who is or may be liable for any
claim fraudulently conceals the existence
of the claim ... from the knowledge of the
person entitled to sue on the claim, the action
may be commenced at any time within 2 years
after the person who is entitled to bring the
action discovers, or should have discovered,
the existence of the claim....

27. See e.g., B&P Process Equip & Sys, LLC v Applied
Indus Techs, Inc, 2016 WL 67580, at *3 (ED Mich Jan. 1,
2016) (citing Rowmzeo Inv Ltd v Michigan Consolidated Gas Co,
2007 WL 1264008, at *3 (Mich Ct App May 1, 2007);
MecMullen v Joldersma, 174 Mich App 207, 212, 435 NW2d
428 (1988)).

28. Tonegatto v Budak, 112 Mich App 575, 583, 316
NW2d 262 (1982); see also Witherspoon v Guilford, 203
Mich App 240, 248, 511 NW2d 720 (1994) (“[T]he fraud
must be manifested by an affirmative act or misrepre-
sentation.”).

29. Id.

30. Phinney v Perlmutter, 222 Mich App 513, 562—63,
564 NW2d 532 (1997).

31. See Egerer v Woodland Realty, Inc, 556 F3d 415, 425
(6th Cir 2009).

32. Moteovet, if an individual fraudulently conceals
property and the creditor materially relies upon such
misrepresentation to its detriment, it may give rise to a
determination that the creditor’s claim is non-discharge-
able under section 523(a)(2) of the United States Bank-
ruptcy Code.

33.11 USC 548(e)(1) provides:

In addition to any transfer that the
trustee may otherwise avoid, the
trustee may avoid any transfer of an
interest of the debtor in property
that was made on or within 10 years
before the date of the filing of the
petition, if—
(A) such transfer was made to a self-
settled trust or similar device;
(B) such transfer was by the debtor;
(C) the debtor is a beneficiary of
such trust or similar device; and
(D) the debtor made such transfer
with actual intent to hinder, delay,
or defraud any entity to which the
debtor was or became, on or after
the date that such transfer was
made, indebted.

34. See generally 11 USC 303, which sets forth the
requirements for filing an involuntary bankruptcy peti-
tion against a debtor.

35. MCL 700.1047(1).

36. This language raises important limitations on the
creditor’s recovery, specifically: (i) if the creditor’s claim
is contingent or unliquidated, then the likelihood of the
creditor prevailing on liability or amount is considered,
and (ii) the plaintiff can obtain only the present value of
his claim, although the factors for making that determi-
nation are not provided.

37. MCL 700.1047(2)(a).

38. A creditor has the burden of proving by clear
and convincing evidence that a trustee acted in bad faith.
MCL 700.1047(3).

39. Id. The Act also provides that if a trust benefi-
ciary has not acted in bad faith, the beneficiary is entitled
to retain any distributions received from the trust prior
to the creditor’s commencement of the fraudulent trans-
fer action. MCL 700.1047(2)(b).

40. MCL 700.1047(7) (emphasis added).

41. The use of the term “amount” in MCL
700.1047(7) suggests that a trustee cannot be compelled
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to turn over tangible property to the transferor, even

if the transfer involved tangible property. If the trust
has no money such that the trustee is unable to return
an “amount” to the transferor, the creditor/plaindff is
arguably left with no remedy whatsoever. It is unclear
whether under such citcumstances a creditor/ plaintiff
can force the trustee to liquidate property held in the
trust in a sufficient amount to deal with the claim, in
other words, to make a transfer to the settlor to provide
for payment of the claim. The Act is silent on this point
and, ultimately, the courts are likely to be asked to make
this determination.

42. MCL 700.1049.

43.1d.

44. MCL 700.1045(10).

45. MCL 700.1045(11).

46. MCL 700.1045(12).

47. MCL 700.1047(7).

48. See also, MCL 700.1045(4). The Act provides that
property transferred into a DAPT at least thirty days
prior to a trust beneficiary’s marriage is excluded from
marital property. Thus, a DAPT can serve as a form of a
prenuptial agreement.

49. MCL 700.1045(7).

50. Which state law governs a fraudulent transfer
action may differ depending upon what law governs.
The UFTA does not contain a choice of law provision.
The caselaw generally looks to the sizus of the property
transferred or the law of the State having the most sig-
nificant relationship to the occurrence and the parties.
See e.g., Kettering, Kenneth C., Codifying a Choice of Law
Rule for Frandulent Transfer: A Memorandum to the Uniform
Law Commission, 19 Am. Bankr. L.Rev. 319, 341-342
(2011). Conversely, the UVTA specifically provides that
a claim for relief thereunder is governed by the local law
of the jurisdiction in which the debtor is located when
the transfer is made or the obligation is incurred. In the
case of an individual, the individual is located in the
State of his or her principal residence. Whereas, an orga-
nization that has only one place of business is located at
its place of business, if the organization has more than
one place of business, it is located in the State of its
chief executive office.

The Act and the amendments to the UFTA were
adopted in Michigan before the UVTA was passed. As
a result, neither the Act, nor the UVTA, address choice
of law in the case of a DAPT. A potential amendment
to the UVTA is being considered that would provide, in
the case of a qualified disposition to a DAPT, the loca-
tion of the trustee of the DAPT, as opposed to where
the individual making the qualified disposition is located,
governs choice of law.

The following States have adopted the UVTA: Cali-
fornia, Idaho, New Mexico, North Dakota, Minnesota,
Iowa, Michigan, Kentucky, Georgia and North Carolina.
The UVTA has been introduced and is pending in the
following States: Washington, Indiana, South Carolina
and New York.
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MUFTA Becomes MUVTA: Recent
Changes to the Michigan Voidable

Transactions Law

By Thomas R. Morris

Introduction

Michigan’s version of the statute formerly
known as the Uniform Fraudulent Transfer
Act (UFTA) was amended, effective April 10,
2017. The UFTA is now the Uniform Void-
able Transactions Act, or UVTA. This article
discusses the background of the UVTA and
the changes it brings to Michigan law, and it
touches briefly on two other Michigan stat-
utes, the Qualified Dispositions in Trust Act
(QDITA)! and the “judgment-creditor rem-
edy” contained in the Judicature Act.? Those
two other statutes specify different rules for
challenges to transfers of property prejudi-
cial to creditors. The QDITA is discussed in
more detail in the accompanying article by
Judith Greenstone Miller and Paul R. Hage.?

A Brief Linguistic History of the
UVTA

In Roman law, in fraudem creditorum did
not mean necessarily to defraud a creditor.
It meant “conduct to the prejudice of credi-
tors.” Such conduct could be challenged by a
creditor. Under Roman law, a voidable trans-
action was not necessarily fraudulent in the
usual sense of the term.*

One of the roots of our modern law is the
Fraudulent Conveyances Act 1571 (13 Eliz 1,
¢5), also known as the Statute of 13 Elizabeth,
which prohibited certain conduct with the
“intent to delay, hinder or defraud creditors
and others of their just and lawful actions.”
That is the source of the phrase “hinder, de-
lay or defraud” which is still at the core of
current law. The Statute of 13 Elizabeth be-
came part of American common law.

The Uniform Fraudulent Conveyance Act
(UFCA), adopted in 1918, codified the com-
mon law. The specific meaning of “convey-
ance” is a transfer of real property, but the
UFCA was not limited to transfers of real
property. This helps to explain the change in
terminology which resulted from the adop-
tion of the Uniform Fraudulent Transfer Act
(UFTA) in 1984, and its enactment by Michi-
gan in 1998. The term “fraudulent convey-

ance” thus became “fraudulent transfer.”
The UFTA also addresses more issues than
did the UFCA.

The latest amendments to the UFTA are
contained in the UVTA, which was adopted
by the Uniform Law Commission in 2014. If
we follow the linguistic line of reasoning, the
explanation for the UVTA is that it takes the
fraud out of fraudulent transfers.

Background of the UVTA and
Michigan’s Version

The UVTA is technically a set of amend-
ments to the UFTA. Public Act 2016, No 552
amended the Michigan Uniform Fraudulent
Transfer Act (MUFTA) by enacting the UVTA
with minor adaptations. it is codified at MCL
566.31 to MCL 566.45. The courts have not
yet had the opportunity to update the acro-
nym, but the former MUFTA, as amended, is
referred to herein as “MUVTA.”

Effective Date

The new provisions of MUVTA do not apply
to a transfer made or obligation incurred
prior to the effective date of the amend-
ments.” Note that Lexis and the Michigan
Legislature Web site show the “current”
language of MUVTA. If you are advising a
client regarding a transfer made or obliga-
tion incurred prior to April 10, 2017, you
should keep a copy of the former MUFTA
available. On Lexis, MUFTA is available as
an “archived code version” of the particular
section.

Changes to MUFTA Made by
MUVTA

The changes are listed in order of importance.
1. Change the name of the UFTA to
the “Uniform Voidable Transac-
tions Act.”®
2. Add a choice-of-law provision.”

a. The UFTA contained no choice-
of-law  provision. = Therefore,
under the UFTA, courts typically
apply the choice-of-law analy-

31
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sis that would be applicable in a
tort case.® When a transfer of real
property is at issue, the law of the
situs of the real property will pre-
sumably apply. That was the rule
in Palmer v Mason,’ a case which
predates the UFCA.

b. The UVTA adopts the basic “place

of business” definition from UCC
9-307 to determine a debtor’s lo-
cation, and provides that a claim
for relief under the UVTA “is
governed by the local law of the
jurisdiction in which the debtor is
located when the transfer is made
or the obligation is incurred.”’
The UVTA does not employ the
Article 9 rule that a “registered
organization” is located in its
state of organization.

. Clarify that the burden of proof

is by a preponderance of the evi-
dence. The “clear and convincing”
standard had arguably applied to
the issue of the existence of fraud."
That higher standard, rejected by
the UVTA, was adopted in 2016
with respect to a “qualified disposi-
tion” governed by the QDITA."

. Remove strict foreclosure under Ar-

ticle 9 from the “safe harbor” provi-
sions applicable to the enforcement
of a security interest.!*

. Delete the special definition of “in-

solvent” that applies to partner-
ships.®

. Specify that the value given by a

good-faith transferee of a transfer
made without “actual intent” must
be “given the debtor” if the trans-
feree is to have a complete defense.'

. Add protections to transactions

entered into by “series organiza-
tions.”"” Michigan law does not pro-
vide for the establishment of “series
organizations”, but they are pro-
vided for under Delaware law, for
example. This provision essentially
prevents a Michigan court from dis-
regarding the separate identities of
series organizations.

. Tie-in with the QDITA. The QDITA

takes precedence over the MUVTA
in the narrow circumstances of its
application. MCL 566.31(k) adopts
the definition of “qualified dis-
position” from the QDITA. MCL

566.34(4) shelters a “qualified dis-
position” from avoidance by a
creditor whose claim arose after
the qualified disposition except “if
the qualified disposition was made
with actual intent to hinder, delay,
or defraud any creditor of the debt-
or.” MCL 566.39(c) makes the two-
year limitations period provided in
the QDITA applicable to qualified
dispositions.

How MUVTA Deviates From the
UVTA

1. Style. Almost all of the differences
betweenthe MUVTA and the UVTA
are stylistic. The state Legislative
Service Bureau is responsible for
these stylistic choices. They carry
over from MUFTA. The section
headings from the UFTA and now
the UVTA are (unfortunately) not
included.

2. Definition of “Transfer”. Approxi-
mately 20 lines dealing with the
definition of “transfer” were added
to MUFTA at the request of estate-
planners in 2009 to create trust-
related exceptions to the definition
of “transfer.” This language is re-
tained by MUVTA.*®

3. The Statute of Limitations and the
“Discovery” Exception. Like other
uniform acts, the UVTA loses its
uniformity as it becomes law, be-
cause each state that chooses to
enact the UVTA is free modify it.
When the choice of law applicable
to a situation is arguable, consider
the implications.

The most significant way in which MU-
VTA differs from UVTA (and from the law
of other states), is the limitations period. The
limitations period may therefore be the most
important or most common choice-of-law
consequence for Michigan practitioners. The
enactment of MUVTA did not change this.
Michigan’s deviation from the uniform ver-
sion remains the same. MUVTA retains the
limitations period applicable to MUFTA: Six
years for the avoidance of fraudulent trans-
fers, and one year for the avoidance of insid-
er preferential payments. The UVTA retains
the limitations periods of the UFTA: One
year for insider preferential payments, four
years for any other voidable transaction, and
a discovery rule applicable to cases of “actual
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intent to hinder, delay or defraud” which al-
lows suit to be filed “within one year after the
transfer or obligation was or could reason-
ably have been discovered by the claimant.”

The “discovery rule” of the UVTA
strengthens the remedy for creditors but cre-
ates uncertainty. Michigan law' partially ad-
dresses the issue by allowing a fraudulently
concealed claim to be brought within two
years of its discovery.

Continuing Application of MCL
600.6131, the Judgment-Creditor
Remedy

A judgment creditor seeking to reach assets
that it contends have been conveyed in a
fraudulent manner may proceed under
either MUFTA/MUVTA or Chapter 61 of
the Revised Judicature Act of 1961.2° Under
a nameless provision,® which we will call
the “judgment-creditor remedy”, the bur-
den of proof is on the defendant instead of
the plaintiff. Once the plaintiff makes a prima
facie case by “introducing into evidence the
judgment . . . and proof of the conveyance
complained of” the burden of proof shifts to
the “judgment debtor, the person claiming
through him, or the person who it is claimed
holds the property in trust for him to show
that the transaction is in all respects bona fide
or that the person is not holding as trustee of
the judgment debtor.”? It is not clear that a
transferee-defendant’s proof that the transac-
tion is either bona fide, or that the transfer-
ee does not hold the property as trustee of
the judgment debtor, would be sufficient. It
seems likely that a court that entered a judg-
ment in favor of the plaintiff would require a
transferee-defendant to disprove both theo-
ries.

The judgment-creditor remedy can only
be used by a judgment creditor. Others must
rely upon the other remedies available (now
MUFTA/MUVTA).? The judgment-creditor
remedy, which dates from 1897,* has con-
tinuing vitality. Its use was recently upheld.?

Nationwide Status of the UVTA

Fifteen states including Michigan have
adopted the UVTA, and another seven have
it under consideration.

Cases Construing the UVTA

As of July 28, 2017, no Michigan state or fed-
eral court opinion available on Lexis had
cited the MUVTA.

NOTES

1. MCL 700.1041 to MCL 700.1050.
2. MCL 600.6128 to MCL 600.6134.

3. The New Michigan Domestic Asset Protection Trust
Statute and Its Impact on Frandulent Transfer Law, pages 24-
30 of this edition of the Michigan Business Law Journal.

4. Kettering, Kenneth C., The Uniform 1V vidable Trans-
actions Act; or, the 2014 Amendments to the Uniform Fraudn-
lent Transfer Act, 70 Business Lawyer 777, 807 (Summer
2015). But cf. Phillimore, John G., Private Law Among the
Romans 188 (1863); Berger, Adolf, 43 Encyclopedic Dic-
tionary of Roman Law 477 (1952) (giving the traditional
translation).

5. MCL 566.45(2).

6. MCL 566.45(1).

7. MCL 566.40.

8. Kettering, Kenneth C., Codifying a Choice of Law
Rule for Frandulent Transfer: A Memorandum to the Uniform
Law Commission, 19 Am Bankr Inst I. Rev 319, 341-342
(2011).

9. 42 Mich 146, 153, 3 NW 945 (1879).

10. MCL 566.40(2).

11. MCL 566.35(3).
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15. MCL 566.32.
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19. MCL 600.5855.

20. MCL 600.6101 to MCL 600.6143.
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22. MCL 600.6131(1).

23. Mason v Mason, 296 Mich 622, 296 NW 703
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Understanding Standing of a
Recetver to Bring Claims Under

Michigan’s UVTA

By Laura J. Eisele*

Introduction

Does a Michigan court-appointed receiver
have standing as a creditor, under the newly
enacted Michigan Uniform Voidable Trans-
fers Act (“UVTA”),! to recover voidable
transfers previously made in the name of the
person or entity in whose shoes the receiver
stands? The answer is unclear.

Guidance can be found from existing
Michigan statutory and caselaw, and case-
law from other states that have analyzed the
issue. Those states have found, in limited
circumstances, that a receiver for an entity
that made a voidable transfer has standing,
as a creditor, to bring a fraudulent transfer
claim to recover that voidable transfer when
the individual responsible for the wrong-
ful transfer is removed from either control
of, or a beneficial interest in, the entity. It is
unclear, however, if Michigan would follow
this rule given the recent enactment of the
Uniform Commercial Real Estate Receiver-
ship Act? (the “Receivership Act”) and exist-
ing caselaw with its unique interpretations of
doctrines such as in pari delicto and imputed
wrongdoing.

Practically, the best way to ensure that a
receiver has standing to bring voidable trans-
fer actions in Michigan, is to have the plead-
ings and order appointing the receiver: (i) au-
thorize the receiver to bring UVTA claims on
behalf of creditors, (ii) address which credi-
tors will receive the benefit of any recoveries
from voidable transfer actions, and (iii) make
it clear that the individual responsible for the
wrongful transfer will not benefit from any
recoveries.

The Michigan UVTA

In General

The UVTA replaced the Michigan Uniform
Fraudulent Transfer Act (“UFTA”)’ effective
on April 10, 2017. The UVTA allows creditors
to recover voidable transfers for both actual
and constructive “fraud,” although the term

“fraud” is rarely used in the UVTA. UVTA,
pursuant to MCL 566.34(1), provides that a
transfer made by a debtor is voidable as to a
creditor if it is made with actual or construc-
tive “fraud”, stating:
a. With actual intent to hinder, delay,
or defraud any creditor of the
debtor.
b. Without receiving a reasonably
equivalent value in exchange for
the transfer or obligation, and the
debtor did either of the following;:

(i) Was engaged or was about to
engage in a business or a trans-
action for which the remaining
assets of the debtor were unrea-
sonably small in relation to the
business or transaction.

(ii) Intended to incur, or believed or

reasonably should have believed
that the debtor would incur,
debts beyond the debtor’s ability
to pay as they became due.

The UVTA was adopted, among other
reasons, to clarify ambiguities in the UFTA,*
and to more closely align the UVTA with oth-
er relevant statutes such as the United States
Bankruptcy Code (the “Bankruptcy Code”).’

One of the most significant changes from
UFTA to UVTA is the use of the term “void-
able” rather than “fraudulent” to describe
transfers subject to avoidance. UFTA’s use of
the term fraud led some courts to set aside
transfers only in situations of actual fraud
but not constructive fraud. Previously, some
Michigan courts had applied the “clear and
convincing evidence” standard to prove a
fraudulent transfer under UFTA.® The UVTA
has now codified the lesser standard of “pre-
ponderance of the evidence,”” which seems
consistent with its use of the word “void-
able” in place of the word “fraudulent.”

UVTA does not, however, make any
changes that would affect the question of
whether a receiver has standing to bring an
action under UVTA.

*The author wishes to thank Leon Mayer of Schafer & Weiner PLLC for his assistance in editing this article.



UNDERSTANDING STANDING OF A RECEIVER TO BRING CLAIMS UNDER MICHIGAN’S UVTA 35

Overview of Who May Bring Claims Under
the UVTA

Under the Michigan UVTA and its predeces-
sor statutes, only “creditors” have the right
to bring a claim to void a transfer, and each
of them defines the term “creditor” broadly.®
Giving the right to void transfers to credi-
tors is also consistent with the original pur-
poses of fraudulent transfer law, when it was
first enacted by Parliament in 1571, to allow
creditors to void transfers made by insolvent
debtors to impede the creditors’ collection
efforts.’” This raises the question of who or
what constitutes a creditor?

MCL 566.31(1)(d) defines a creditor as “a
person that has a claim.” A claim is defined
in MCL 566.31(1)(c):

“Claim”, except as used in “claim
for relief”, means a right to payment,
whether or not the right is reduced to
judgment, liquidated, unliquidated,
fixed, contingent, matured, unma-
tured, disputed, undisputed, legal,
equitable, secured, or unsecured.

A “person” is defined in MCL 566.31(1)(k):
“Person” means an individual, estate,
partnership, association, trust, busi-
ness or nonprofit entity, public corpo-
ration, government or governmental
subdivision, agency, or instrumental-
ity, or any other legal or commercial
entity.

The language of the UVTA regarding who
may bring a claim is similar to the language
under the UFTA, so cases construing the
UFTA on this issue remain relevant.'” Where
a receiver stands in the shoes of a creditor,
it has standing to pursue claims under the
UVTA." The more difficult question arises when
the receiver stands in the shoes of the entity or
individual that made the voidable transfer.

The UVTA does not specifically grant a re-
ceiver standing to bring a fraudulent transfer
action. This is distinct from the Bankruptcy
Code'?, which makes clear that a bankruptcy
trustee has standing to pursue fraudulent
transfer actions by stepping into the shoes of
a creditor.” It is also distinct from the Michi-
gan Assignments for the Benefit of Creditors
statute' which provides that assignees “may
recover all property or rights or equities in
property which might be recovered by a
creditor.”'> While various Michigan statutes
allow for the appointment of a receiver, none
specifically grant standing to a receiver to
pursue claims of creditors.'® In fact, as will
be discussed further, the recently enacted

Receivership Act suggests that this issue was
specifically contemplated by its drafters who
decided not to grant receivers standing to
pursue avoidance actions.

Michigan Receiverships

Receiverships are an equitable device that
began in the medieval courts of England,
where they developed over time and were
adopted in the American colonies.!” Receiv-
erships’ usage generally increases in times of
economic crisis—such as the Panic of 1893,
the Great Depression of the 1930’s, and the
recent financial crisis of 2008."*

A receiver is typically appointed in litiga-
tion brought by a creditor. Many mortgage
and loan documents permit the appointment
of a receiver as a remedy for a default. Thus,
a receiver may be appointed in any resulting
foreclosure action.

Numerous statutes and court rules also
provide for the appointment of a receiver as
a specific remedy. For example, MCR 2.621
allows a court to appoint a receiver to assist a
judgment creditor in the collection of a debt,
and the UVTA allows a creditor to have a re-
ceiver “take charge of the asset transferred or
of other property of the transferee.”"

Under MCR 2.622(A), an appointed re-
ceiver “is a fiduciary for the benefit of all per-
sons appearing in the action or proceeding.”
The Michigan Supreme Court has defined a
receiver as “the arm of the court, appointed
to receive and preserve the property of the
parties to litigation and in some cases to con-
trol and manage it for the persons or party
who may be ultimately entitled thereto. A re-
ceivership is primarily to preserve the prop-
erty and not to dissipate or dispose of it.”*

Under MCR 2.622(E), the powers of an
appointed receiver are:

(1) Except as otherwise provided by
law or by the order of appoint-
ment, a receiver has general power
to sue for and collect all debts,
demands, and rents of the receiv-
ership estate, and to compromise
or settle claims;

(2) A receiver may liquidate the per-
sonal property of the receivership
estate into money. By separate
order of the court, a receiver may
sell real property of the receiver-
ship estate;

(3) A receiver may pay the ordinary
expenses of the receivership but
may not distribute the funds in

The UVTA
replaced the
Michigan
Uniform
Fraudulent
Transfer Act
(“UFTA”)
effective on
April 10,
2017. The
UVTA allows
creditors

to recover
voidable
transfers

for both
actual and
constructive
“fraud,”
although the
term “fraud”
is rarely used
in the UVTA.
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the receivership estate to a party to
the action without an order of the
court; and

(4) A receiver may only be discharged
on order of the court.

Therefore, MCR 2.622(E) permits the re-
ceiver to sue for and collect debts of the “re-
ceivership estate” which is defined as “the
entity, person, or property subject to the re-
ceivership.”?! The rule does not specifically
allow the receiver to pursue claims of credi-
tors of the receivership estate.

On February 26, 2018, the Michigan Leg-
islature enacted the Receivership Act, which
is effective as of May 7, 2018. The Receiver-
ship Act was modeled on the Uniform Com-
mercial Real Estate Receivership Act drafted
by the National Conference of Commission-
ers on Uniform State Laws (the “Uniform
Act”). The Receivership Act, which applies
to commercial real estate transactions, might
suggest that a receiver has standing to bring
claims under UVTA because under section
9, receivers are specifically designated as
lien creditors under Article 9 of the Uniform
Commercial Code.”> However, a closer re-
view of the Receivership Act and the history
of its enactment suggests that the drafters
specifically considered and rejected giving
receivers avoidance powers similar to those
enjoyed by bankruptcy trustees.

Section 9 of the Receivership Act provides
that a receiver has the status of a lien creditor
under both:

(a) Article 9 of the uniform commercial
code, ... as to receivership property
that is personal property or fixtures.

(b) The recording statutes of this
state as to receivership property
that is real property.

However, the comments to the Uniform Act
state that the intent of section 9 is to enable
the receiver to establish priority over unper-
fected secured parties and subsequent credi-
tors.”® The comments also specifically state
that this section “does not create (and is
not intended to create) an ‘avoiding power’
in the receiver analogous to the strong-arm
power exercisable by a bankruptcy trustee
under Bankruptcy Code § 544(a).”* Finally,
section 12(d) of the Receivership Act spe-
cifically grants a receiver power to “[a]ssert
a right, claim, cause of action, or defense of
the owner that relates to receivership proper-
ty.” That section does not, however, specifi-
cally grant a receiver standing to pursue any
claims belonging to creditors.

Therefore, a strong argument can be
made that the Receivership Act did not in-
tend to give a receiver standing under UVTA
to pursue voidable transfers made by the re-
ceivership estate.

Analysis of Caselaw

Introduction

No Michigan case has specifically considered
whether a receiver under the Receivership
Act or otherwise has standing to pursue void-
able transfer claims under UVTA belonging
to creditors of the receivership entity.

Several other states have held thatareceiv-
er for an entity that made a voidable transfer
has standing, as a creditor, to bring a fraudu-
lent transfer claim to recover that voidable
transfer when the individual responsible for
the wrongful transfer is removed from either
control of or a beneficial interest in the entity.
Those cases held that a receiver representing
an entity that made a voidable transfer may
recover the voidable transfer because the en-
tity, which is a separate legal entity from the
individual, was harmed by the individual’s
wrongful actions and such wrongful actions
would not be imputed to the entity making
the transfer.” It is not clear whether Michi-
gan courts would reach the same conclu-
sion, given the complexity and uniqueness
of Michigan laws that effectively impute the
individual’s wrongdoing to the corporation
and the recent enactment of the Receivership
Act.

Note that, as will be discussed further,
under the wrongful conduct or in pari delicto
doctrines, a receiver standing in the shoes of
an individual who made a wrongful transfer
would likely never be deemed a creditor
with standing to bring a fraudulent transfer
action to undo the individual’s wrongful act.
This is because the individual who caused
the “voidable transaction” is the actual
wrongful transferor, and a transferor can never
both make a wrongful transfer and then ben-
efit from the wrongful transfer by bringing a
fraudulent transfer cause of action to void or
otherwise nullify the transfer.

Caselaw Outside Michigan— The Scholes
Analysis

Scholes v. Lehmnann

The leading case outside of Michigan on
whether a receiver has standing to bring a
fraudulent transfer action standing in the
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shoes of the transferor comes from the Sev-
enth Circuit Court of Appeals in Scholes v
Lehmann.* Scholes held that the receiver for
corporate entities that made wrongful trans-
fers, had standing under UFTA to bring suit
to recover the transfers for the benefit of
the entities” customers —investors that were
defrauded by a Ponzi scheme.?®

In Scholes, Michael Douglas mastermind-
ed a Ponzi scheme by creating three corpora-
tions where he was the sole shareholder in
each of them. After the appointed receiver
sued Douglas on the behalf of the corpora-
tions, Douglas argued that the receiver did
not have standing to bring such a claim.”
Douglas argued that since both he and the
corporations caused the “transfers” to be
made it was not possible for the corporations
to have been harmed by the transfers, and
that the receiver was really trying to bring
claims on behalf of other creditors—which
is impermissible under the doctrine of in pari
delicto.”

Judge Posner rejected Douglas’ argu-
ment, finding that the receiver represented
the corporations, separate legal entities, not
the individual wrongdoers who instigated
the transfers at issue. Because Douglas had
been ousted from control of and a beneficial
interest in, the corporations, those entities
were no longer “evil zombies” under Doug-
las” “spell”, and therefore each had been
injured in their own right, as separate legal
entities.”’ The appointment of the receiver,
as requested by the SEC, had removed the
wrongdoer from the scene.*

Judge Posner also rejected the in pari de-
licto argument, stating that “the defense of
in pari delicto loses its sting when the person
who is in pari delicto is eliminated.”* Judge
Posner stated the practical reasons for his de-
cision:

Now that the corporations created and

initially controlled by Douglas are con-

trolled by a receiver whose only object

is to maximize the value of the corpo-

rations for the benefit of their investors

and any creditors, we cannot see an
objection to the receiver’s bringing suit

to recover corporate assets unlawfully

dissipated by Douglas. We cannot see

any legal objection and we particular-

ly cannot see any practical objection.

The conceivable alternatives to these

suits for getting the money back into

the pockets of its rightful owners are a

series of individual suits by the inves-

tors, which, even if successful, would
multiply litigation; a class action by the
investors-and class actions are clumsy
devices; or, most plausibly, an adver-
sary action, in bankruptcy, brought by
the trustee in bankruptcy of the corpo-
rations if they were forced into bank-
ruptcy.*
Judge Posner’s analysis has been widely
followed by courts in other jurisdictions.
Judge Posner allowed standing to the receiv-
er despite that Douglas was essentially the
“sole actor” for the receivership entities.

Eberhard v. Marcu

Following the reasoning set forth by the Sev-
enth Circuit in Scholes, the Second Circuit,
in Eberhard v Marcu, found that a “receiver’s
standing to bring a fraudulent conveyance
claim will turn on whether he represents the
transferor only or also represents a creditor
of the transferor.”3¢

In Eberhard, Todd Eberhard, the sole
shareholder of several corporations (“Mr. Eb-
erhard”), made unlawful transfers in viola-
tion of federal securities laws.”” In making its
ruling, the court noted that the receiver was
only appointed to represent Mr. Eberhard’s
personal assets since the corporation’s assets
were removed from the receivership estate.

Following Scholes and an analysis of
whether Mr. Eberhard could be considered
a “creditor” under New York law, the court
held the receiver did not have standing to set
aside the purported conveyance of a compa-
ny which Mr. Eberhard once controlled as its
sole shareholder, because the receiver only
held Mr. Eberhard’s individual claims, and
not those of his companies. The court made it
clear that if the receiver stood in the shoes of
the company, following the rationale of Scho-
les, the court would have allowed the receiv-
er to pursue the fraudulent transfer action.*®

Analysis of Michigan Caselaw

In Pari Delicto and Wrongful Conduct
Doctrines

While Michigan has not decided the precise
issue raised in Scholes, Michigan has signifi-
cant and distinct caselaw construing the in
pari delicto defense and the “wrongful con-
duct” doctrine in the context of other claims
that could impact a Michigan court’s analysis
of whether a receiver on behalf of the entity
making the fraudulent transfer has stand-
ing under the UVTA. While Scholes consid-
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ered the doctrine of in pari delicto, it did not
discuss in detail the wrongful conduct doc-
trine, imputed knowledge or other equitable
doctrines —such as the sole actor rule—that
could be raised to support a conclusion that
the receiver did not have standing as a credi-
tor.

The doctrine of in pari delicto, with respect
to a corporation, is based upon the laws of
agency which imputes a corporate agent’s
conduct to the corporation. Thus, a corpora-
tion may be charged with its agent’s wrong-
ful conduct, which would bar it from recov-
ering from another wrongdoer under the in
pari delicto doctrine.** However, if the agent’s
wrongful conduct was completely adverse to
the corporation’s interest, the agent’s wrong-
ful conduct cannot be imputed to the corpo-
rate principal. In this case, the in pari delicto
doctrine would not apply. This is known as
the “adverse interest exception” to the in pari
delicto doctrine.*

But, there is an exception to this exception
called the “sole actor rule.” It provides that
where a corporate agent/wrongdoer is the
corporation’s sole actor, the corporate agent
and the corporation are essentially one and
the same and the adverse interest exception
does not apply (essentially reinstating the in
pari delicto doctrine)."!

To confuse matters further, some courts
recognize an innocent decisionmaker excep-
tion to the “sole actor rule,” articulated in In
re Sharp International Corp.*> The “innocent
decision maker” exception states that even if
the wrongdoer was the sole actor, if at least
one decision maker existed (such as a board
member or creditor’s committee) who would
have stopped the wrongdoing if alerted to
the wrongdoing, the wrongdoing will not be
imputed to the corporation.*

NM Holdings

In NM Holdings, a Michigan bankruptcy court
construing UFTA, held that a trustee for an
entity that made a voidable transfer could
not be a creditor under UFTA (other than
as authorized under the Bankruptcy Code,
which did not apply in this case) and thus,
could not pursue claims under the UFTA.*
In In re NM Holdings, the chapter 7 trustee
for Venture Holdings Company and related
entities (“Venture”) brought a professional
negligence action against Deloitte & Touche,
LLP (“Deloitte”), as well as other claims in-
cluding claims for fraudulent transfers. NM
Holdings held that the chapter 7 trustee had

missed the statute of limitations to bring a
fraudulent conveyance action under the pro-
vision of the Bankruptcy Code that allows
the chapter 7 trustee to stand in the shoes of
a creditor to pursue fraudulent transfers, and
thus could only pursue state law claims un-
der UFTA.#»

Next, NM Holdings considered whether
the chapter 7 trustee could bring a claim for a
fraudulent transfer as a successor to Venture
under 11 USC § 544 pursuant to UFTA. The
court noted that “[t]he Uniform Fraudulent
Transfer Act was designed to protect unse-
cured creditors against debtors who make
transfers out of, or make obligations against,
the debtor’s estate in a manner adverse to the
creditors’ rights.”** Relying on the UFTA’s
language, NM Holdings held that only a
creditor that has been harmed by a transfer
has standing under UFTA, and therefore, be-
cause Venture, as the transferor, could not be
a creditor, the bankruptcy trustee could not
bring a fraudulent transfer action as a succes-
sor to Venture."

NM Holdings did not explicitly consid-
er the wrongful conduct of Larry Winget,
Venture’s sole shareholder, (“Mr. Winget”),
when ruling on standing to pursue a fraudu-
lent transfer action under UFTA. However,
in the course of dismissing the malpractice
claims against Deloitte, NM Holdings held
Mr. Winget’s wrongful actions would be im-
puted to Venture.”®* NM Holdings ultimately
held that even though Mr. Winget was act-
ing on his own behalf and not on Venture’s,
because Mr. Winget was Venture’s sole actor,
his wrongful conduct would be imputed to
Venture.”

MCA Financial

MCA Financial v. Grant Thornton,*® held that a
liquidating agent for MCA Mortgage Corpo-
ration (“MCA”) could not recover damages
from MCA'’s auditors for certification of false
financial statements, because the wrongful
conduct of the individuals who made the
false financial statements was imputed to
MCA ' MCA Financial was not persuaded by
the fact that monies collected by the liquidat-
ing agent would be used to reimburse inves-
tors, and the individuals making the false
statements would not benefit, holding:

While an innocent company that is

harmed by others’” wrongdoing may

be able to recover damages and recoup

its investors’ losses, we see no basis for

guaranteeing the recoupment of losses
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by investors whose company engaged

in wrongdoing. Ultimately, by making

an investment in a company, an inves-

tor is casting a vote of confidence in the

management of that company.*

Both NM Holdings and MCA Financial
discussed whether and when a corporate
representative’s wrongful conduct should
be imputed to the corporation. Both courts
explained various theories--including the
doctrine of in pari delicto, wrongful conduct
theory and generally agency laws —that may
impute the wrongful conduct of a corpora-
tion’s officers the corporation.”

Neither NM Holdings nor MCA Finan-
cial decided whether these exceptions exist
in Michigan. MCA Financial distinguished
Scholes by pointing out that Scholes was de-
cided under Illinois law and involved a
fraudulent conveyance action rather than
a tort action. MCA Financial also noted that
defendants in a fraudulent transfer action,
while not wrongdoers, directly profited from
the fraud.* Thus, depending upon the type
of claims being brought under the UVTA, a
Michigan court could reach a different con-
clusion from MCA Financial and NM Hold-
ings.

Coppola v. Manning

Whether a receiver has standing to bring suit
on behalf of the receivership estate was also
recently addressed by the Michigan Court of
Appeals in Coppola v. Manning.>® In Manning,
the receiver (“Mr. Coppola”) sought to bring
an action for breach of fiduciary duties by the
former officers and directors of the receiver-
ship estate.®

Manning found that Mr. Coppola “had
both the authority and obligation to initiate
lawsuits for the protection and preservation
of ReCellular’s assets, including any cause of
action it may hold against its former direc-
tors and officers.”*” These findings were pre-
mised on the proposition that the breach of
fiduciary duty claims belonged to the receiv-
ership entity because, under state law, either
a shareholder on behalf of a corporation or
the corporation itself may bring the fiduciary
duty action.®® The Court emphasized that
while a receiver is appointed as an arm of the
court to protect and benefit parties in inter-
est, the receiver may only bring claims of the
entity under receivership.”” The court also
noted that the receivership order gave the
receiver general authority to initiate lawsuits
it deemed necessary to carry out his duties.

Manning supports the proposition that a
receiver has broad powers to pursue litiga-
tion on behalf of a receivership entity. How-
ever, Manning did not have to find that the
receivership entity was a “creditor” in order
to find standing to pursue breach of fiduciary
duty claims, because those claims belong to
the corporation. Therefore, Manning sup-
ports a conclusion that a receiver has stand-
ing to pursue a fraudulent transfer made by
the receivership entity, but only if the court
can also conclude, as Scholes did, that the re-
ceivership entity is separate from the wrong-
doer and harmed by the wrongdoing, and
thus a creditor.

Conclusion

Under UVTA, a receiver for a creditor clearly
has standing to bring actions to recover void-
able transfers.

Otherwise, the issue of whether a receiver
for a party making a voidable transfer has
standing to pursue UVTA claims is less clear.
For example, if the receiver is standing in the
shoes of an individual who made a wrongful
transfer, a Michigan Court would probably
deny the receiver standing under UVTA be-
cause the in pari dilecto doctrine bars individ-
uals from profiting from their own wrongdo-
ing.

In contrast, where a receiver is standing
in the shoes of an entity who made a wrong-
ful transfer, some courts outside of Michigan
have held that the wrongdoer who made the
fraudulent transfer can be treated separately
from the receivership entity, if the receiver-
ship entity is harmed by the wrongdoing,
the in pari dilecto doctrine does not apply and
the receiver has standing to recover voidable
transfers.

Scholes and its progeny allows the practi-
cal result of granting standing to a receiver
under the UVTA to permit the receiver to
maximize the value of the receivership es-
tate for the benefit of all creditors. But, Scho-
les and their progeny limit such standing to
situations where the entity subject to the re-
ceivership is no longer an “evil zombie” sub-
ject to the spell of agents who have wrong-
fully transferred the entity’s assets in the first
place. Rather, the receivership is in control of
the entity, and recoveries will benefit credi-
tors or other investors and not the wrong-
doer.

It is unclear if Michigan courts would fol-
low Scholes” reasoning. First, the newly en-
acted Receivership Act which is applicable

It is unclear

if Michigan
courts would
follow Scholes’
reasoning.
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to commercial real estate transactions sug-
gests that a receiver would not have stand-
ing under UVTA to pursue claims of credi-
tors of the Receivership estate. Similarly, if
NM Holdings is followed, an entity making a
wrongful transfer could not be a “creditor”
under UVTA in any circumstance, and the
receiver would not have standing.

If NM Holdings is not followed, and the
Receivership Act does not preclude standing,
Michigan courts might follow Scholes if they
recognize the adverse interest exception to
the in pari dilecto doctrine and the sole actor
theory is not applicable; e.g. the wrongdoer
was acting on his own behalf and was not the
sole actor for the corporation.

However, where the wrongdoer is the
“sole actor” for the entity making the wrong-
ful transfer, under MCA Financial, Michigan
courts may reject Sholes” analysis. Even where
the person making the wrongful transfer is
the “sole actor,” a Michigan court could dis-
tinguish MCA Financial because it involved a
tort action, where the defendant did not di-
rectly benefit from the wrongdoing. Further,
a Michigan court could adopt the “innocent
decisionmaker” exception to the “sole actor”
rule and follow Scholes to allow a receiver to
have standing under UVTA.

Given the uncertainty in the caselaw and
the recent enactment of the Receivership
Act, creditors who wish to appoint receiv-
ers for entities that made fraudulent trans-
fers should carefully consider the likelihood
of a Michigan court granting standing to
the receiver to seek to recover the fraudu-
lent transfer. To maximize that possibility,
the request for standing should be explicitly
stated in the pleadings with an analysis as to
why the receivership entity is a “creditor”
entitled to pursue recovery of the voidable
transfer. The proposed order appointing the
receiver should also specifically state that the
receiver has standing and provide that the
wrongdoer will not benefit from any recov-
eries.
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Unpaid FICA in Chapter 11:
Navigating the Minefield

By John J. Stockdale, Jr. and Michael E. Baum

Business clients consult bankruptcy coun-
sel for a variety of reasons. Frequently, they
have been robbing Peter to pay Paul and
taking the easy-to-get, high-interest “loan”
from the Internal Revenue Service (“IRS”) —
choosing not to pay the Federal Insurance
Contributions Act tax (“FICA”), and using
the money to pay other creditors to keep the
business afloat.

It takes a little time for the IRS to discover
these “loans.” But when the IRS does, it re-
sponds with tax liens' and levies. By the time
the IRS swoops in, the amount of FICA due
has usually ballooned with penalties and
interest, and can easily force a business into
bankruptcy.

So businesses in bankruptcy often have
FICA problems. Managing unpaid FICA in
chapter 11, however, is not easy —it presents
unique challenges. This article is about how
to work through those challenges.

FICA Overview

FICA is a tax levied on employees and
employers to fund Social Security and Medi-
care benefits. FICA is made up of two com-
ponents. First, 6.2% of the employee’s first
$118,500 of gross compensation for social
security and an additional 1.45% of the
employee’s total compensation for Medicare
are withheld from the employee’s pay.? This
is the “withholding tax” or the “Trust Por-
tion.” Next, the employer-taxpayer matches
the Trust Portion, which is the “Employer
Portion.”?

The Trust Portion and the Employer Por-
tion are each due quarterly,’ and the em-
ployer must file a quarterly form 941 return
reporting the FICA. Penalties are assessed
for, among other things, failure to file as well
as failure to pay.® Interest accrues on any un-
paid FICA and penalties.”

Except with respect to voluntarily pay-
ments, which may be directed by the tax-
payer, the IRS may apply payments in its
best interest.® As a result, the IRS ordinarily
applies the payments to the oldest assessed
period first and then in the following order in
that assessment: (1) the Employer Portion, (2)

the Trust Portion, (3) interest and (4) penal-
ties.” The IRS makes this allocation because,
among other things, the IRS may also assess
the taxpayer’s responsible person'’ with the
so-called 100% penalty for any unpaid Trust
Portion." Thus, by satisfying the Employer
Portion first, the IRS preserves it option to
later prosecute any other parties responsible
for the Trust Portion.

Bankruptcy Court Jurisdiction

Bankruptcy courts have broad jurisdiction to
hear and determine tax matters. The Bank-
ruptcy Code provides that “[t]he Court may
determine the amount or legality of any tax,
any fine or penalty relating to any tax, or any
addition to tax, whether or not previously
assessed, whether or not paid, and whether
or not contested before and adjudicated by
a judicial or administrative tribunal of com-
petent jurisdiction.”'* Moreover, once the IRS
files its proof of claim, it has waived sover-
eign immunity as to those tax periods report-
ed in the proof of claim." This may allow the
debtor to dispense with the IRS’s administra-
tive requirement of filing a claim of refund
when a refund or credit is sought as an offset
or counterclaim to a proof of claim' so long
as the applicable statute of limitations on
seeking the refund has not lapsed."

The IRS’s Claim

The business debtor who files chapter 11 is
required to report its unpaid FICA liability
on Schedule D (secured claims), Schedule E
(priority claims), or Schedule F (unsecured
claims) as warranted. The amount reported
on the business debtor’s schedules is pre-
sumed correct unless and until the IRS files
its proof of claim'é (and the IRS will file a
proof of claim)."” Once the proof of claim is
filed, it is presumed correct until the business
debtor (or another party in interest) contests
it." Where the IRS’s proof of claim asserts
claims for multiple tax periods, each tax peri-
od (comprised of separately reported tax,
interest, and penalties) is a separate claim."
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Analyzing the Proof of Claim

A bankruptcy analysis® of the priority posi-
tion of the IRS’s secured claim starts with
an analysis of the claim in relation to other
secured claims and the value of the underly-
ing collateral.*' Despite the face value of the
IRS’s secured claim as reported on the proof
of claim, the IRS’s secured claim is limited to
the value of its interest® in its collateral.”®

For example, assume the IRS is the first
priority secured creditor, and has asserted a
$652,500 secured FICA claim for a single tax
period, comprised of $500,000 in FICA tax,
$20,000 in interest, and $132,500 in penalties.
Assume further that the debtor’s assets con-
sist solely of equipment and goods having a
value of $500,000. The IRS’s secured claim is
limited to $500,000. The remaining $152,500
is either a priority unsecured or general un-
secured claim.

Where there are multiple tax periods re-
ported in the proof of claim, the priority of
the tax liens is determined by the filing date
of the notice of tax lien.** Earlier tax periods
have priority over later periods. Within each
tax period, the secured claim is allocated first
to tax, interest” and then penalty until the
full value of the secured claim is exhausted.*

Once the claim is bifurcated between
secured and unsecured, section 507 of the
Bankruptcy Code determines what prior-
ity will be given to the unsecured portion of
the claim.”” Section 507(a)(8)(C) gives prior-
ity treatment to the Trust Portion of FICA.*
However, in partially paid tax periods, the
Trust Portion is likely to be a greater amount
than the comparable Employer Portion be-
cause the IRS will have applied prepetition
payments to the Employer Portion first.”

By contrast, the Employer Portion is giv-
en limited priority treatment under section
507(a)(8)(D) of the Bankruptcy Code. Specifi-
cally, section 507(a)(8)(D) of the Bankruptcy
Code gives priority treatment to “an employ-
ment tax on a wage, salary or commission
described in paragraph 4 of this subsection
earned from the debtor before the date of fil-
ing of the petition, whether or not actually
paid before such date, for which a return is
last due, under applicable law or under any
extension, after three years before the date of
filing the petition.”** Thus, if the Employer
Portion reported on the proof of claim is old-
er than three years, then it may be a general
unsecured claim as opposed to a priority tax
claim.

Importantly, interest on the tax is given
the same treatment as the underlying tax.’!
However, prepetition penalties®* associated
with the tax, to the extent that they are not
secured, are treated as general unsecured
claims regardless of whether the tax claim
itself is entitled to priority treatment.”* Gen-
eral unsecured claims, in a bankruptcy, are
rarely paid in full.

Objecting to the Proof of Claim

If the business debtor determines that the
IRS’s proof of claim is incorrect, it must object
to the IRS’s proof of claim. Since the IRS will
frequently have filed a tax lien, encumber-
ing all of the debtor’s property, the objection
should be brought as an adversary proceed-
ing because it involves “a proceeding to
determine the validity, priority, or extent of
a lien or other interest in property, other than
a proceeding under Rule 4003(d).”** How-
ever, timing the filing of a tax claim objection
is important since an adversary proceeding
(or contested matter) objecting to the proof
of claim is unlikely to be resolved before
the business debtor’s plan of reorganization
must be filed or by confirmation of that plan
of reorganization.”

Once the objection to the IRS’s proof of
claim is filed, the debtor will bear the ulti-
mate burden of proof. Ordinarily, once the
debtor rebuts the presumption of valid-
ity accorded a proof of claim, the claimant
bears the burden of proof to establish that its
claim is correct;’® however, the burden does
not shift where applicable substantive law
provides otherwise.”” Thus, unlike typical
creditor claims, the burden of proof is on the
debtor to prove that the claim of the IRS is
invalid.

The burden is on the debtor because in tax
litigation outside of the bankruptcy context,
“[t]lax assessments by the Internal Revenue
Service are presumed by to be correct. Once
the IRS shows that the taxes were assessed,
introducing certified records of assessments,
the burden shifts to the taxpayer to show that
the assessments were incorrect. The taxpayer
cannot carry this burden by showing that the
assessments are erroneous in some respects.
The taxpayer must prove the correct amount
of his tax liability.”** The allocation of the
burden of proof under tax law also governs
tax litigation in bankruptcy court.*

Chapter 11 Considerations

In addition to the claim objection consid-
erations discussed above, there are several
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additional considerations related to FICA
taxes which should be considered when fil-
ing a bankruptcy case and formulating a plan
of reorganization. The first issue that arises is
when to address any IRS claims.

Typically, at the outset of the case, coun-
sel is more concerned with the Debtor’s abil-
ity to continue its operations in the ordinary
course. Engaging in protracted litigation
when a case is first filed is a tactic that should
be carefully decided. Issues affecting the ex-
tent, validity and priority of the IRS” secured
claim are often best deferred for consider-
ation to a later time in the chapter 11 process
as a result. No matter what the recommend-
ed course of action, however, counsel must
be cognizant of the need not to waive any
future objections which may impact how the
IRS’ proof of claim is treated in connection
with a plan of reorganization.

Before filing the case, counsel should
analyze cash collateral issues. A debtor is
required to provide adequate protection for
the right to use cash collateral.”’ If the debt-
or is making periodic payments* under a
prepetition offer and compromise or other
settlement mechanism, the adequate protec-
tion payment should mirror the prepetition
monthly payments. If periodic payments are
offered as adequate protection for the right
to use cash collateral, then counsel should re-
serve, if possible, the right to direct an alloca-
tion to either the Employer or the Trust Por-
tion (the better option) of the FICA claim at
some future date. If granting a replacement
lien* as adequate protection, it should be
limited to a lien with the same validity and
priority in those assets as to which the IRS
had a lien immediately prior to the filing of
the bankruptcy case.

The debtor’s principals often want the
plan payments on FICA taxes allocated first
to the Trust Portion and then to the Employer
Portion. The IRS will resist any plan require-
ment to apply plan payments to the IRS to
the Trust Portion first. Absent such a provi-
sion, the plan payments are involuntary pay-
ments and the IRS may apply them in its best
interest.”

In approving this type of plan provision,
the court must determine that application of
the plan payments is “necessary for reorga-
nization success.”* While what is “necessary
for reorganization success” is undefined,
several courts consider “whether ‘the allo-
cation of the tax payments puts in jeopardy
the government’s tax claim and increases the

risk the government will not be able to collect
the total tax due ... and whether such risk is
acceptable by offsetting the likelihood that
the allocation would increase the possibility
for successful reorganization.”*

Third, the debtor might attempt to enjoin
the IRS from collecting against the respon-
sible person using 11 USC 105(a). There is a
circuit split regarding whether 11 USC 105(a)
supersedes the Anti-Injunction Act, 26 USC
7421, which bars courts from restraining tax
collection or assessment.*® The Sixth Circuit
has not decided this issue. Enjoining the IRS
is difficult, but the argument 11 USC 105(a)
permits this relief and that it is appropriate
in order to allow the debtor’s principle to ef-
fectively assist in the reorganization of the
debtor remains viable.”

Last, the IRS’s secured and priority claim
must be paid over a five-year period be-
ginning on the date that the debtor filed its
bankruptcy petition—not the date of confir-
mation of the plan of reorganization.* The
IRS has some flexibility on extending the
five-year period and may consent to allow
payments on the secured and priority claim
beyond five years.* However, if a five year
amortization of the full amount of the se-
cured and priority tax claim (plus interest) is
unworkable, then a plan treatment providing
for workable regular payments followed by
a balloon at the end of the five year period
may be appropriate.®® However, a balloon
payment option may draw a plan feasibility
objection that will require expert testimony
to resolve at confirmation.”

Conclusion

A Proof of Claim filed by the IRS requires
careful attention by a bankruptcy practitio-
ner who is very knowledgeable of the law
and who has a clear understanding of the
various regulations that govern the practices
of the IRS. The challenges facing a practitio-
ner can be overcome if one patiently takes
the time to understand the rules which direct
the IRS’s decisions.

NOTES

1. See Gran v IRS (In re Gran), 964 F2d 822, 828 (8th
Cir 1992) (“The [26 USC 6321 tax lien ‘reaches every
interest in property that a taxpayer might have™’), gunoting
United States v National Bank of Commerce, 472 US 713,
720 (1985).

2.26 USC 3101 (a)-(b).

3.26 USC 3111(a)-(b).

4. https:/ /wwwirs.gov/businesses/small-business-
es-self-employed/employment-tax-due-dates.
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5. 26 CFR 31-6071(a)-4(a)(1).

6. 26 USC 6651.

7.26 USC 6621. See also Rev. Rul. 2017-6 (establish-
ing interest rates).

8. See Rev. Proc. 2002-26. See also In re Edgington,
2000 Bankr LEXIS 1902 (Bankr ND Cal Apr 21, 2000)
(“if the taxpayer failed to target the funds to a specific
liability, the IRS may apply the payment as its sees fit.”),
citing Davis v United States, 961 F2d 867, 878 (9th Cir
1992).

9. See Rev. Proc. 2002-26(3.02). See also In re Green-
berg, 105 BR 691, 693 (Bankr MD Fla 1989) (discussing
allocation of payments between Employer Portion and
Trust Portion).

10. See Internal Revenue Manual, 5.17.7.1 (describ-
ing characteristic of the responsible person), available at
https://www.irs.gov/irm/part5/irm_05-017-007.html.

11. See 26 USC 6672. However, and beyond the
scope of this article, the 100% penalty for unpaid Trust
Portion assessed against the Responsible Person [is/may
be] nondischargeable under 11 USC 523(a)(1)(A). See,
e.g., Fernandez, v. United States (In re Fernandez), 130 BR 757
(Bankr WD Mich 1991)(holding 100% penalty nondis-
chargeable under 11 USC 523(a)(1)(A)).

12. 11 USC 505(a)(1).

13. See 11 USC 106(b) (“A governmental unit that
has filed a proof of claim in case is deemed to have
waived sovereign immunity with respect to a claim
against such governmental unit that is property of the
estate and that arose out of the same transaction or oc-
currence out of which the claim of such governmental
unit arose.”). See also Jefferson v Arkansas Dep't of Fin &
Admin (In re Jefferson), 2014 Bankr LEXIS 5039, *13-*14
(Bankr ED Ark Dec 11, 2014)(overruling state sovereign
immunity claims under 11 USC 106 and 11 USC 505); I
re United States v Bond, 762 F3d 255 (2d Cir 2014)(limit-
ing the waiver of sovereign immunity under 11 USC
505(a) to trustee in bankruptcy and enforcing sovereign
immunity against a post-confirmation liquidating trustee
established under a plan). Compare Tennessee Student As-
sistance Corp v Hood, 541 US 440 (2004) (holding that a
bankruptcy court’s discharge of a state student debt did
not implicate Eleventh Amendment sovereign immunity
because the bankruptcy court’s jurisdiction is in rem
over the estate and not the creditors).

14. See In re Dunhill Med, Inc, 1996 Bankr LEXIS
435, *14; see also Jefferson v Arkansas Dep’t of Fin &
Admin (In re Jefferson), 2014 Bankr LEXIS 5039, *17-
*18. But see Graham v. United States (In re Graham),
981 F2d 1135, 1138 (10" Cir 1992).

15. 26 USC 6511(a) (“A claim for a refund or credit
is timely if it is filed within three years from the date
the return in question was filed or two years from the
date the claimed tax was paid, which is later.”). See also
26 USC § 6532 (requiring commencing of refund suit
within two years from IRS’ notice of disallowance of
refund claim), discussed by In re Symthe, 306 BR 218 (Bankr
SD Ohio 2004) (denying refund claim where 26 USC
6511 was satisfied but 26 USC 6532 was not). To ensute
there is no statute of limitations problem, consult with a
tax professional.

16. Fed. R. Bankr. P. 3003(c)(4).

17. In Chapters 7, 12 and 13, the deadline to file
proofs of claim for governmental authority is longer
than that for general creditors. See Fed. R. Bankr. P.
3002(c)(1). In a Chapter 11 or Chapter 9 case, the court
has discretion to set deadlines. See Fed. R. Bankr. P.
3003(c)(3).

18. 11 USC 502(a)—(b). See also Fed. R. Bankr. P.
3001(f).

19. See In re Matter of Unroe, 937 F2d 346, 349 (7th
Cir 1991) (“Separate years imply separate tax claims
7). See also In re Gran, 964 T2d 822, 828 (8th Cir 1992)
(“When the taxpayer introduces evidence that refutes

the government’s proof of claim in a bankruptcy pro-
ceeding, any burden shifting to the government of com-
ing forward with evidence involves only those elements
that the taxpayer has challenged” (citing cases)).

20. A tax analysis should also be performed. Possi-
ble tax law defenses to IRS claims are beyond the scope
of this article.

21. In making this analysis, bear in mind 26 USC
6323’ 45-day rule, which allows the IRS to jump ahead
of preexisting secured creditors on after-acquired inven-
tory and accounts receivable.

22.11 USC 506(a). See also Gran v IRS (In re Gran),
964 F2d at 82 (noting allocation between priority and
general unsecured claims comes only after IRS’s secured
claim is determined).

23. A complete valuation discussion is beyond the
scope of this article. However, a brief summary is ap-
propriate. “[TThe value of the secured creditor’s interest
under [11 USC|§ 506(a) is measured by what the debtor
would incur to obtain like property for the same pro-
posed use (the “Replacement-value Standard”) I re Nat]
Book Warebonse, Inc, 2007 Bankr LEXIS 4643, *14 (Bankr
MD Tenn May 23, 2007), discussing Associated Commercial
Corp v Rash, 520 US 953 (1997). Further, “A thorough
reading of Rash indicates that the phrase “replacement
value” is a term of art, and what courts are supposed to
determine under section 506(a) is the fair matket value
of the collateral securing the claim.” 1d. at *15, cting In re
Richards, 243 BR 15 (Bankr ND Ohio 1999). In asserting
a value, bear in mind that the party with the burden of
proof of is unclear.

“Neither the Code nor the Federal Rules of Bank-
ruptcy Procedure assign the burden of proof for a
motion to determine the value of a creditor’s interest in
its collateral. Rather, the circumstances will dictate the
assignment of the burden of proof of the question.”

In re Dunston, 515 BR 387, 390 (Bankr ND Ga 2008); I
re Heritage Highgate, Inc, 679 F3d 132 (3d Cir 2012). As a
result, courts have utilized three different approaches: (i)
placing the burden on the creditor, (ii) placing the bur-
den on the debtor, and (iii) a burden shifting approach
which places the initial burden on the debtor to establish
that the creditor’s proof of claim overvalues a creditor’s
secured claim, with the ultimate burden on the creditor
to prove the extent of its lien and value of the collateral
securing its claim. See I re Heritage Highgate, Inc, 679 F3d
at 139-140 (applying shifting burden); but see In re Dun-
ston, 515 BR at 390 (placing burden on debtor), and In re
Sneijder, 407 BR 46 (Bankr SD NY 2009) (placing burden
on creditot).

24. See In re Senise, 202 BR 403, 407 (Bankr D SC
1996) (“The general rule with respect to priority against
secured federal tax liens under nonbankruptcy law is
‘first in time, first in right” (citing cases)).

25. For the calculation of secured or priority claims,
interest on tax is given the same treatment as the under-
lying tax. IRS Manual 5.17.8.18(1), found at http://www.
irs.gov/irm/part5/irm_05-017-008.html#d0e754.

26. See Rev. Proc. 2002-26. See also Internal Revenue
Manual, 5.9.13.19.2(8), available at https://www.its.gov/
irm/part5/irm_05-009-013r.html. However, the IRS
may take the position that it has discretion to allocate
the secured claim in its best interest and may allocate the
secured claim to penalty first.

27. In re Senise, 202 BR at 407.

28. 1d. See also 26 USC 3102.

29. See, supra, fn. 10.

30. 11 USC 507(a)(8)(D).

31. IRS Manual 5.17.8.18(1) (prepetition interest has
the same status as a claim for the underlying tax (cit-
ing cases)), available at http://www.irs.gov/irm/part5/
irm_05-017-008.html#d0e754.

32. While section 507(a)(8)(G) of the Bankruptcy
Code permits compensatory penalties to be accorded
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priority status, generally failure to file or pay penalties
are punitive in nature and are not compensatory. See, e.g.,
In re Southeast Wajfles, 1.1.C, 460 BR 132, 142-143 (6th Cir
BAP 2011) (considering penalties atising from the fail-
ure to pay withholding taxes), affirmed by 2012 US App
LEXIS 24991 (6th Cir 2012).

33. IRS Manual 5.17.8.19(2), available at http://
www.irs.gov/irm/part5/irm_05-017-008.html#d0e754.

34. Fed. R. Bankr. P. 7001(2); but see Harmon v United
States Farmers Home Admin, 101 F3d 574, 585 (8" Cir
1996) (holding “where a creditor files a proof of claim
and initiates a valuation process [under Fed. R. Bankr. P.
3012], the debtor is not required to bring an adversary
proceeding to strip down the creditor’s lien). Addition-
ally, if a refund or offset is sought by the debtor in
connection with the objection, then Fed. R. Bankr. P.
7001(1) may also be applicable.

35. See 11 USC 1121 (according the debtor ex-
clusivity for 120 days to file the plan and 180 days to
confirm the plan). If the tax claim objection is filed
before plan confirmation, the business-debtor and its
professionals should consider whether to file a motion
in the main bankruptcy case to estimate the IRS’s claim
for confirmation purposes under 11 USC 502(c) and
FRBP 9011. Ordinarily, this motion is set for a hearing
contemporaneously with confirmation of the plan of
reorganization. If so, the plan of reorganization should
be carefully crafted to insure its feasibility and ability to
be confirmed.

36. In re Pruden, 2007 Bankr LEXIS 4385, *28-*30
(Bankr ND Ohio).

37. In re Refeo Pub Commodity Pool, LP, 554 BR 4306,
741 (Bankr D Del 2016) (Placing burden of proving
failure to file penalties were improper on taxpayer), citing
Raleigh v Illinois Dep’t of Revenne, 530 US 15, 17 (2000).

38. Giacchi v United States (In re Giacchi), 553 BR 30,
41-42 (Bankr ED Pa 2015) (Internal citations omitted)
(allocating burden of proof of proof to taxpayer).

39. Id. at 42, citing Raleigh v llinois Dep’t of Revenue,
530 US 15, 26 (2000). See also Rabndee Indus Servs v United
States (In re Rabndee Indus Servs), 2015 Bankr LEXIS 3158,
*30-*32 (Bankr ND Ok 2015).

40. See 11 USC 363(c)(2).

41. See 11 USC 361(1) (providing for periodic pay-
ments as a form of adequate protection).

42. See 11 USC 361(2).

43. See In re Senise, 202 BR 403, 408 tn. 4 (1990).
(“To best ensure that all corporate employment tax li-
abilities (which include trust fund and non-trust fund
components) will be collected, the IRS applies corporate
payments first to the non-trust fund portion of the
employment tax liability, leaving open the liability of the
responsible persons as an alternative source of collec-
tion of trust funds.”). Additionally, the IRS’s Internal
Revenue Manual (“IRM”) states “[a]s a policy matter,
the IRS does not assess the IRC 6672 penalty against
a responsible officer as long as the debtor corpora-
tion is current on its bankruptcy plan payments.” IRM
5.17.7.1.12 (http:/ /www/its.gov/irm/part5/irm_05-
017-007.html); see also IRM 5.9.10.7 (http://www/its.
gov/irm/part5/irm_05-009-008r.html#d0e1625).

44. United States v Energy Res Co, Inc, 495 US 545
(1990) (applying to reorganizing chapter 11). See also
United States v Flo-Lizer, Inc (In re Flo-Lizer, Inc), 1994 US
Dist LEXIS 1919 (Bankr SD Ohio Feb 7, 1994)(apply-
ing Energy Res to liquidating chapter 11).

45. In re FG Metals, Inc, 2008 Bankr US Dist 111451,
*9-#¥10 (MD Fla 2008) (affirming lower court’s denial of
allocation of plan payments first to Employer Portion),
quoting In re Qyster Bat of Pensacola, Inc, 201 BR 567, 569
(Bankr ND Fla 1996) (same).

46. See In re Condado Rest Grp, Ine, No 17-00050-BKT
(Bankr D PR June 7, 2017) (discussing circuit split and
holding that the Anti-Injunction Act trumps 11 USC

105).

47. See In re Interstate Motor Freight Sys, 62 BR 805,
811 fn 4 (Bankr WD Mich 1986) (recognizing in dicta
a bankruptcy court’s authority under 11 USC 105(a) to
issue injunctions barring collection of tax against re-
sponsible persons where the trustee could show that the
IRS’s actions were interfering with the orderly adminis-
tration of the bankruptcy estate). See also Wright v Butz
(In re Buildwright Homes), 179 BR 765 (Bankt SD Ohio
1994) (dismissing case where no showing that injunction
against the IRS was necessary for a successful reorgani-
zation).

48. See 11 USC 1129(2)(9)(C) (requiring “regular”
payments over a five-year period). However, “regular”
payments does not necessatily mean equal payments. See,
infra, fn 53.

49. See In re Associated Cmty Servs, Inc, No 14-44095-
pjs Bankr ED Mich), [DN 258, § 12] (allowing for sig-
nificant monthly payments beyond the five-year period
and continuing until the entire secured and priority tax
debt is fully paid with interest).

50. See In re FG Metals, Inc., 390 BR 467, 474 (Bankr
MD Fla 2008) (granting confirmation, over the IRS’s ob-
jection, to a plan of reorganization that paid taxes with
regular payments and final balloon payment); 1 re Jerath
Hospitality, LLC, 484 BR 245 (Bankr SD Ga 2012) (hold-
ing that regular payment does not mean equal payments
and authorizing payment of taxing authorities claim over
time with a final balloon payment).

51. See 11 USC 1129(a)(11). See also 1n re Sula Store,
LIC, 2005 Bankr LEXIS 3129 (Bankr D Mont July 28,
2005)(“Debtor must prove feasibility by more than mere
assertions, it must bring forth evidence, including neces-
sary expert testimony, of the likely success of debtor’s
plan.” (citing cases)); In re Sagewood Manor Assocs 1.td
Plhp, 223 BR 756, 763 (Bankr D Nev 1998) (“Feasibil-
ity is established through expert testimony and those
knowledgeable of the future prospects of the reorga-
nized debtor.”)
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Can You Spot a Potential
Fraudulent Transfer?”

By Ronald A. Spinner

Your client works for a real estate leasing
company. His company leases out office
space to various retailers. Your client calls
you because he is concerned about one retail-
er in particular which appears to be in dire
financial straits. It consistently pays late; and,
although the retailer has repeatedly prom-
ised that “things will get better,” nothing he
has seen suggests that this is the case. In fact,
your client is worried that the retailer won't
survive the year.

Your client is tired of arguing with this les-
see, giving allowances on the rent, and other-
wise accommodating it. He knows there are
more profitable customers out there. Your
client wants its leases with this customer
terminated so that it can lease the properties
to more financially stable enterprises. You
contact the lessee’s attorney and get to work.
Ultimately, you negotiate a voluntary termi-
nation of all leases between the parties. Your
client thanks you and goes on his way.

Almost two years later, your client calls
you again, and he is not happy. He tells you
that his company was just served with a com-
plaint by the former lessee’s bankruptcy es-
tate. The complaint alleges that the lease ter-
minations you negotiated for him were con-
structively fraudulent transfers. The trustee
is demanding that your client’s real estate
company return the “value of the terminated
leases,” whatever that means. Your client de-
mands to know if there is any basis to this
claim and, if there is, he wants to know why
he was not informed about this risk. A fol-
low up call to discuss the complaint is set for
a few days from now. You sigh and begin
reading through the numbered paragraphs
to prepare.

Most lawyers believe they understand the
basic components of a constructively fraudu-
lent transfer. Typically, a debtor transfers
property to another entity when it is insol-
vent (or likely to become so as a result of the
transfer) and does not receive “reasonably
equivalent value” in return.? But, what exact-
ly is a “transfer” and what constitutes “prop-
erty?” Caselaw tells us that many everyday
transactions, including the lease termination

situation above, may qualify. Indeed, the
concern regarding many transactions is that
the very reason your client wishes to under-
take the transaction may be that the client has
lost confidence in its counterparty’s ability to
perform. Put another way, the concerns over
a counterparty’s financial health that moti-
vate a transaction may be the same ones that
later give rise to fraudulent transfer litiga-
tion.

The goal of this article is to help you spot
some potential fraudulent transfers that may
be lurking within your practice so that you
can guard against them where possible. At
the very least, the hope is that you will be able
to alert your clients to the possibility that to-
day’s good deal may be unwound tomorrow.
Although the legal theories applied in the
cases cited in this article are not new, courts
seem increasingly willing to entertain and
employ them. (Indeed, although some cases
cited in this article are over 30 years old, eight
of the decisions referenced here were issued
in 2016 or later.) Because courts are showing
an increased interest in applying fraudulent
transfer law to what otherwise may appear
to be innocuous transactions, attorneys need
to be equally interested in educating them-
selves concerning the circumstances in which
fraudulent transfer law can apply.

Lease and Contract Terminations
as Fraudulent Transfers

The example at the start of this article is
drawn from the recent Seventh Circuit Court
of Appeals decision in the In re Great Lakes
Quick Lube LP bankruptcy case.’ Debtor Great
Lakes Quick Lube had negotiated termina-
tions of several of its leases with T.D. Invest-
ments I, LLP (“TD”) 52 days before it filed for
bankruptcy protection.! Some of those leased
stores were profitable.’” The Creditors Com-
mittee sued TD for the value of those leases,
asserting that their termination constituted
fraudulent transfers.® TD argued that termi-
nation of a lease is not a transfer of an interest
in property, much less a fraudulent one.” The
Seventh Circuit disagreed, ruling that a lease
termination qualified as a transfer of an inter-
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est in property and remanding the case to
the bankruptcy court to determine the value
transferred and to evaluate any defenses TD
might have to the Committee’s claim.?

In re Great Lakes Quick Lube is neither an
aberration nor a novelty. Other courts have
reached similar conclusions.’ To be sure, not
every court agrees with this premise,® but
enough courts do to warrant caution. Lessors
whose lessees may be considering filing for
bankruptcy protection face an unenviable
choice: try to terminate the lease now (and
risk a later avoidance action for the “value”
of the terminated lease, whatever that might
turn out to be) or stick it out and risk getting
stuck in the retailer’s bankruptcy case." Ei-
ther way, it makes sense to discuss with cli-
ents the risk that a lease termination could
eventually give rise to a law suit should the
debtor later file for bankruptcy.

It is not just lease terminations that can
give rise to fraudulent transfer actions; ordi-
nary contract terminations can have the same
result.’? Even renegotiation of a contract can
be considered a fraudulent transfer if valu-
able rights are given up by the debtor." Be-
cause a party often seeks to terminate a lease
or contract (or renegotiate its terms) precisely
because it has become leery of its counter-
party’s financial stability, it is important to
be aware of cases such as these and plan ac-
cordingly.

Asset Sales and Foreclosures

The list of potentially surprising fraudulent
transfer actions is hardly limited to lease and
contract terminations. Recall that a transfer
may be constructively fraudulent if insuffi-
cient value is received in return for the trans-
fer at a time when the transferor is insolvent.
It is not necessary to show that no value was
received at all. Thus, the sale of an asset can
qualify as a constructively fraudulent trans-
fer if it is shown that the sale price was below
the asset’s minimum value.

In a recent example, Kudzu Marine, a
shipping company that pushed tank barges
loaded with fuel, found itself in financial
difficulty." The company had never made a
profit.”> Thus, when it came time for Kudzu
Marine to renew its Certificate of Inspection
(COT) with the Coast Guard (necessary for
continued operations), there simply were not
sufficient funds to make the repairs the Coast
Guard required.” Kudzu Marine began to
wind up its operations."”

Of particular concern to Kudzu Marine’s
shareholders, each had personally guar-
anteed the company’s bank loan, and thus
would bear personal liability if the loan were
not repaid.” The company had assets that it
could sell, though, to help repay the bank.
These assets included tank barge “KDZ
1801,” which appraised at various amounts
from a low of $590,000 to over $1,000,000.%°
After much effort and negotiations, Kudzu
Marine was able to effect a sale of its assets
that included a release of its shareholders’
guaranties.” In particular, sale of the KDZ
1801 was completed on May 30, 2013, fetch-
ing a price of $493,126.61, which was below
the lowest prior appraisal.? On August 23,
2013, Kudzu Marine filed a voluntary chap-
ter 7 petition in the Bankruptcy Court for the
Southern District of Alabama.?

The trustee appointed in Kudzu Marine’s
bankruptcy case filed a complaint in 2015,
seeking to recover an actual or constructive
fraudulent transfer of the KDZ 1801.” The
court analyzed the case and found that in-
deed, a constructively fraudulent transfer
had occurred, because the evidence showed
that Kudzu Marine had never made a profit
(thus demonstrating insolvency) and that the
KDZ 1801 had been sold for less than any ap-
praisal amount admitted into evidence.* In
other words, if a deal seems too good to be
true, it very well may be unwound later.

This example is of particular concern be-
cause insiders often guaranty the debts of
small corporations. Even if these guaranties
may not provide significant recoveries to a
bank, they often ensure insider cooperation
in winding up a dissolving corporation’s af-
fairs. If the guaranties cause the insiders to
sell assets too cheaply, however, that “clean
windup” may be disturbed by avoidance ac-
tions years later.

There is some good news. Although one
might be concerned that a similar rationale
could be used to unravel a state foreclosure
action if reasonably equivalent value for the
foreclosed property is not obtained, the Su-
preme Court put that question to rest in 1994
in BFP v Resolution Trust Corp.® There, the
Court held that as long as state law require-
ments are met, a mortgage foreclosure, by
definition, provides reasonably equivalent
value for the property foreclosed.*® Thus,
mortgage foreclosures are safe from being re-
versed in an avoidance law suit. (Of course,
if any state law requirements are not met, the
safe harbor may be lost.”)

It is not

just lease
terminations
that can
give rise to
fraudulent
transfer
actions;
ordinary
contract
terminations
can have the
same result.
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There

are many
transactions
that a
corporation
might
undertake
which could
later be
challenged as
constructively
fraudulent,
especially if
undertaken
at a time

of financial
stress.

The certainty afforded to properly con-
ducted mortgage foreclosures does not carry
over to all similar property transfers. For ex-
ample, tax sales often use bidding systems
designed more to recover the amount of
delinquent taxes than the value of property
sold, and thus may be subject to a fraudu-
lent transfer® or other avoidance action.?
Likewise, compliance with strict foreclosure
laws, where nothing would “prevent a fore-
closing mortgagee with a debt of $2,000 from
foreclosing on property worth $100,000 and
retaining the property,” will not necessarily
insulate a foreclosure from being later un-
wound.* Thus, the seeming protection pro-
vided by BFP is not a blanket guaranty that
all foreclosure actions are sacrosanct.

The obvious solution for protecting as-
set sales and foreclosures is likely adequate
documentation, where it is available. If an
appraisal shows that reasonably equivalent
value has been obtained, trustees will be
less likely to attempt to recover a perceived
windfall to a creditor.

Guaranties and Other Obligations

When considering what might be avoided as
a fraudulent transfer, it helps to remember
that, in addition to transfers, obligations also
may be avoided.” This can make guaranties
avoidable as well if they are obtained when
the guarantor is experiencing financial dif-
ficulties.”> Intercompany guaranties can be
especially problematic. As one court noted,
when intercompany guaranties are involved,
there is “an obvious danger” that “creditors
of the guarantor, who normally are unaware
of the contingent liability and may not even
be aware of their debtor’s affiliation with
other corporations, will find themselves,
without warning, dealing with a suddenly
less solvent...debtor.”** The concern that
guaranties can invoke in courts may lead
to some interesting outcomes. For example,
more than one court has held that, even if a
guaranty was issued beyond the look-back
period of the fraudulent transfer law used
to challenge it, the individual transfers made
pursuant to the guaranty still may be consid-
ered individually and thus be avoidable.**
This may seem counterintuitive, in that most
cases tend to hold that an obligation arises
when it becomes legally enforceable, not
when a transfer is made pursuant to that
obligation,® but perhaps it shows just how
far courts will go in trying to deliver equi-
table outcomes.

What Counts as “Reasonably
Equivalent” Consideration

Of course, almost any obligation or transfer
can be attacked as a fraudulent transfer if it is
undertaken for insufficient consideration. For
example, obligations for “consulting fees”
may be avoided if it can be shown that little
or no value was provided for the fees paid.*
Likewise, fees paid to obtain a guaranty can
be avoided if the debtor that paid the fee had
no liability on the underlying obligation and
thus had no reason to obtain the guaranty in
the first place.”” Finally, a loan made for the
benefit of the debtor’s owner, rather than for
the benefit of the debtor, cannot provide rea-
sonably equivalent value to the debtor and
thus may be avoidable.®

The type of value received, however, has
little bearing on whether value was received
at all. The main question courts seem to ask
is whether the benefit received would suffice
as consideration for a contract. If so, it gen-
erally will be recognized. Thus, “[a]transfer
for love and affection does not constitute rea-
sonably equivalent value,”* nor will “spiri-
tual fulfillment” suffice.* On the other hand,
one court held that charges for calls made to
a “900” number for “psychic guidance” were
not avoidable because “these transactions
occurred at arm’s length between a willing
buyer and a willing seller.”*! And transfers
made to place wagers in a casino have been
determined not to be voidable so long as
the underlying gambling itself is lawful.*> In
short, courts do not try to rule on the moral-
ity or advisability of the value sought and
received for a transfer; instead, they focus on
its legality.

Dividends, Stock Repurchases,
and Other Corporate Payments

There are many transactions that a corpo-
ration might undertake which could later
be challenged as constructively fraudulent,
especially if undertaken at a time of financial
stress.** For example, payments of dividends
can be successfully challenged as fraudu-
lent transfers.* Likewise, stock repurchases
will also qualify as constructively fraudu-
lent under the proper circumstances.” In
addition, leveraged buyouts are often ques-
tioned* and intercompany transfers may be
subjected to scrutiny.*

Additionally, payments from a company
to its insiders will often be challenged. An
executive’s “golden parachute” could gener-
ate a clawback suit if the executive was an
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insider of the debtor and the grant of the
“parachute” was not made in the ordinary
course of the debtor’s business.* Severance
payments granted outside of a debtor’s ordi-
nary course of business may be similarly at-
tacked.* So might “bonuses or other perqui-
sites,” if they occur outside the usual scope
of business.” Thus, if a business is suffering
financially, its owner should be aware of the
risks involved before he or she attempts to
draw additional cash from it.

Self-Settled Trust Deposits as
Fraudulent Transfer

Of particular interest to Michigan practitio-
ners, on March 8, 2017, Michigan’s Domestic
Asset Protection Trust (“DAPT”) Act became
effective.”® The Bankruptcy Code fraudu-
lent transfer statute has a special provision
for dealing with such trusts. That provision
states

In addition to any transfer that the

trustee may otherwise avoid, the trust-

ee may avoid any transfer of an inter-

est of the debtor in property that was

made on or within 10 years before the
date of the filing of the petition, if--

(A) such transfer was made to a self-

settled trust or similar device;

(B) such transfer was by the debtor;

(C) the debtor is a beneficiary of such

trust or similar device; and

(D) the debtor made such transfer

with actual intent to hinder, delay, or

defraud any entity to which the debtor
was or became, on or after the date that
such transfer was made, indebted.
11 USC 548(e)(1). Thus, transfers made to
self-settled trusts with actual intent to hinder
creditors are subject to a ten-year look-back
period for avoidance.

Even though this part of section 548 was
added in 2005, caselaw remains relatively
sparse. The caselaw that does exist is infor-
mative, however. For one thing, even though
this statute requires a bankruptcy filing in
order to be useful, nothing prohibits credi-
tors from filing an involuntary bankruptcy
petition against a debtor in order to bring
the statute into play.” For another, the case-
law indicates that, to determine actual fraud
under section 548(e)(1)(D), courts look to see
whether established “badges of fraud” ex-
ist.>* This brings a degree of certainty to what
otherwise might feel like a novel analysis.
That said, only federal badges of fraud may
be relevant. A state statute that says that “a

settlor’s expressed intention to protect trust
assets from a beneficiary’s potential future
creditors is not evidence of an intent to de-
fraud” may not be given any effect in an
analysis under the Bankruptcy Code.”

For a DAPT to be effective, it is vital that
all state law procedures regarding its cre-
ation are followed. Otherwise, the assets of
the would-be DAPT may simply flow into
the bankruptcy estate.>

Divorce Settlements and
Interspousal Transfers

For the most part, judgments of divorce are
respected by bankruptcy courts, even if the
division of assets appears unequal, so long
as there are no signs of fraud, collusion, or
violations of state law.%” That said, the Sixth
Circuit has held that a state court marital
dissolution decree is not always entitled to
claim preclusive effect on property dissolu-
tion questions and thus property divisions
may be challenged as fraudulent transfers.>
Other circuits, such as the Ninth, have noted
that the laws of their states subject marital
property agreements to fraudulent transfer
law and thus have upheld decisions finding
particular agreements as constituting fraud-
ulent transfers.”

Of course, where questionable signs are
present, courts are likely to undertake a more
rigorous analysis of state court property di-
visions. For example, if one spouse transfers
substantially all marital assets to the other on
the eve of filing bankruptcy, not only will that
transfer be avoided, the transferring spouse
may also be denied a discharge.®® This is es-
pecially true if the spouse attempts to hide or
disguise the transfer(s) in any way.*

Conclusion

The purpose of this article is not to have law-
yers looking for the “boogeyman” hiding in
every transaction. Just because a particular
type of transaction is discussed here does
not necessarily make it avoidable. A trustee
still needs to prove insolvency or other ele-
ments in order to avoid any particular trans-
action. That said, if you find yourself dealing
with a party who does not appear financial-
ly healthy, it may pay to keep in mind that
transactions with that debtor may be subject
to future challenges. Simply being aware of
the possibility can help a lawyer design the
transaction to minimize risk, or, at the very
least, ensure that clients fully understand the
risks involved.

[I]f you find
yourself
dealing
with a party
who does
not appear
financially
healthy, it
may pay

to keep in
mind that
transactions
with that
debtor may
be subject
to future
challenges.
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Can Michigan Creditors Find
the Green? The Impact of Janvey
v Golf Channel on Fraudulent
Transfers in Ponzi Schemes

By Adam L. Kochenderfer and Thomas J. Kelly

Introduction

In recent years, Ponzi schemes have gripped
the nation. From Bernie Madoff in New York
to Dante DeMiro in Michigan, con men have
taken advantage of tens of thousands of
investors for their own benefit and left credi-
tors footing the bill.

But what happens when they get caught?
In addition to criminal proceedings, the indi-
vidual perpetrating the fraud and, if appli-
cable, the entities through which the individ-
ual operated, will typically enter insolvency
proceedings. A trustee or receiver is then
appointed to seek to recover assets for the
benefit of the defrauder’s unsecured credi-
tors, which largely consist of swindled inves-
tors. Many of these assets will come from the
prosecution of fraudulent transfer claims un-
der the Bankruptcy Code and state law.

Courts routinely struggle with balancing
the interests of defrauded investors against
innocent third-parties who unwittingly re-
ceived payments from the criminal enter-
prise. That struggle has only intensified in
the past decade as Ponzi schemes have be-
come more prevalent and larger in scope.
The Fifth Circuit Court of Appeals recently
introduced greater uncertainty in this area by
arguably broadening a receiver’s power to
claw back payments from vendors unknow-
ingly doing business with Ponzi scheme op-
erators. Specifically, the court held that the
court-appointed receiver of a failed Ponzi
scheme could recover nearly $6 million that
the scheme spent advertising on a major
cable network because the network failed to
provide “reasonably equivalent value” in ex-
change for the transfers. The court found that
the services provided by the cable network
only served to diminish, rather than enhance,
the defrauder’s estate from the creditors’
point of view and, therefore, “reasonably
equivalent value” did not exist.

While the Fifth Circuit ultimately re-
versed its decision after certifying the issue
to the Texas Supreme Court, practitioners
should be wary of the decision’s impact on
fraudulent transfer law. No Michigan court
has specifically addressed this issue, leaving
open the possibility that the Fifth Circuit’s ra-
tionale could appear in this state’s jurispru-
dence. This article will further explore the
Fifth Circuit’s decision and its potential im-
pact on fraudulent transfers resulting from a
Ponzi scheme.

Two Types of Fraudulent Transfer
Claims—Actual and Constructive

Both the Bankruptcy Code and state law pro-
vide a means for bringing fraudulent transfer
claims. Under section 548 of the Bankruptcy
Code, a trustee may avoid, among other
things, any transfer of an interest of a debt-
or in property if (A) the debtor made such
transfer with actual intent to hinder, delay, or
defraud; or (B) the debtor received less than
a reasonably equivalent value in exchange
and was insolvent.! Likewise, under state
law, a creditor may generally assert nearly
identical claims under sections 4 and 5 of the
Uniform Fraudulent Transfer Act (“UFTA”)
or its successor, the Uniform Voidable Trans-
actions Act (“UVTA”). Transfers involving a
transferor’s actual intent to hinder, delay, or
defraud are commonly referred to as actual
fraudulent transfers, while transfers involv-
ing reasonably equivalent value and insol-
vency are referred to as constructive fraudu-
lent transfers.

The Ponzi Scheme Presumption
and Defenses

Courts have developed a number of peculiar
rules regarding fraudulent transfers arising
from Ponzi schemes. The most notable is the
“Ponzi scheme presumption,” which is the
presumption that, as a matter of law, a Ponzi
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scheme transferor is presumed to have actu-
ally intended to “hinder, delay, or defraud”
creditors with respect to any transfer made
during the scheme.? For instance, the Sixth
Circuit Court of Appeals has stated that “the
question of intent to defraud [in a Ponzi
scheme] is not debatable.”® This is because
“[o]ne can infer an intent to defraud future
undertakers from the mere fact that a debt-
or was running a Ponzi scheme.”* Indeed,
“no other reasonable inference is possible.
A Ponzi scheme cannot work forever. The
investor pool is a limited resource and will
eventually run dry. The perpetrator must
know that the scheme will eventually col-
lapse as a result of the inability to attract new
investors.”® The Ponzi scheme presumption
creates a prima facia case that a trustee or
receiver may recover 100% of any transfer
(including principal returned to investors)
effectuated during the time an individual or
entity operated a Ponzi scheme, absent appli-
cable defenses.®

However, that presumption does not
guarantee victory to a trustee or receiver as-
serting a fraudulent transfer claim in a Ponzi
scheme context. The Bankruptcy Code and
the UFTA/UVTA provide that even if the
Ponzi scheme operator makes a transfer with
actual intent to defraud, the transfer is not
voidable if the transferee took the transfer
in “good faith” and in exchange for reason-
ably equivalent value. Specifically, 11 USC
548(c) states that a transferee of a transfer
that “takes for value and in good faith has a
lien on or may retain any interest transferred
or may enforce any obligation incurred . . . to
the extent that such transferee . . . gave value
to the debtor in exchange for such transfer.”
Similarly, section 8(a) of the UFTA/UVTA
states that an actual fraudulent transfer is not
voidable against a person who “took in good
faith and for a reasonably equivalent value.”
Courts have construed “for value” in section
548(c) and “reasonably equivalent value” in
section 8(a) to have the same fundamental
meaning.”

These affirmative defenses set the stage
for a difficult question: should an “innocent”
transferee who has no reason to suspect ille-
gal activity be entitled to keep proceeds from
an illegal enterprise? Several court opinions
address this issue in the context of an unwit-
ting broker working for a Ponzi scheme’s
perpetrator. The majority of case law permits
an innocent broker to retain the transfers.
For example, the Southern District of New

York has held that a transferor “received
‘value’ in exchange for the commissions paid
to the Brokers for performing in good faith
a facially lawful and customary service for
which they were retained by the Debtors.”®
The court indicated that the appropriate fo-
cus is “the value of the goods and services
provided rather than . . . the impact that the
goods and services had on the bankruptcy
enterprise.”’

Yet, there is significant case law holding
that such brokers can never provide rea-
sonably equivalent value. For example, the
Bankruptcy Court for the Northern District
of Illinois has held that enforcing any bro-
ker agreement “would only exacerbate the
harm to the debtor’s creditors” and that the
solicitation “could not give any “value’ to the
estate for promoting a Ponzi scheme.”!’ That
court went on to hold that the transferees’
failure to provide value for services moot-
ed any inquiry into whether the transferees
could demonstrate good faith under section
548(c)."

The Fifth Circuit’s Recent Opinion

This question regarding “reasonably equiv-
alent value” becomes even more difficult
when the transferee is a third-party unknow-
ingly selling goods or services to the Ponzi
scheme operator in an arms-length trans-
action. The Fifth Circuit Court of Appeals
recently addressed this situation in Janvey v
Golf Channel, Inc, 780 F3d 641 (5th Cir 2015).
The case stemmed from a multi-billion dol-
lar Ponzi scheme operated by Stanford Inter-
national Bank, Ltd. (“Stanford”). For nearly
two decades, Stanford promised investors
“exceptionally high rates of return on cer-
tificates of deposits (CD), and sold these
investments through advisors employed at .
. . affiliated entities.”’> Some early investors
“received the promised returns, but, as was
later discovered, these returns were merely
other investors’ principal. Before collapsing,
Stanford had raised over $7 billion selling
these fraudulent CDs.”"

In furtherance of the Ponzi scheme, Stan-
ford marketed its services to sports audi-
ences by purchasing advertising on The Golf
Channel, Inc. (“Golf Channel”). This market-
ing included year-long commercial airtime
and live coverage of the Stanford St. Jude’s
Championship, which was sponsored by
Stanford. By 2011, Stanford had paid Golf
Channel at least $5.9 million for advertise-
ments.

Courts
routinely
struggle with
balancing
the interests
of defrauded
investors
against
innocent
third-
parties who
unwittingly
received
payments
from the
criminal
enterprise.
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In February 2009, the Securities and Ex-
change Commission uncovered Stanford’s
Ponzi scheme and filed a lawsuit against the
company in a Texas federal district court,
after which a receiver was appointed. The
receiver discovered the payments to Golf
Channel and filed suit against the company
alleging that the transfers were fraudulent
under Texas’s version of UFTA (“TUFTA”).
The parties subsequently filed cross-motions
for summary judgment, which the district
court granted in favor of Golf Channel “De-
spite the fact that Golf Channel offered no
evidence to show how its services benefitted
Stanford’s creditors.”'* The district court de-
termined that although Stanford’s payments
to Golf Channel were fraudulent, the compa-
ny was “entitled to judgment as a matter of
law on its affirmative defense that it received
the payments in good faith and in exchange
for reasonably equivalent value.”" Impor-
tantly, the district court measured “reason-
ably equivalent value” as the market value of
advertising on Golf Channel.

In reviewing the district court’s opinion,
the Fifth Circuit held that the only issue for
the court to decide was whether “the prop-
erty or service exchanged categorically had
any value under TUFTA.”* The court then
began its analysis by reviewing the definition
of “value” under TUFTA, which includes
“property transferred or an antecedent debt
secured or satisfied, but . . . does not include
an unperformed promise made otherwise
than in the ordinary course of the promisor’s
business to furnish support to the debtor or
another person.”"” The Fifth Circuit took an
“Erie guess” as to how Texas would interpret
the definition because the issue had not been
previously addressed by a Texas court.

The Fifth Circuit noted that TUFTA
expressly instructs courts to “apply and
construe its provisions so as to effectuate
UFTA’s general purpose to make uniform
the law with respect to the subject of UFTA
among states enacting it.”*® To that end, the
Fifth Circuit considered the comments to
UFTA, authorities interpreting other states’
UFTA provisions, and interpretations of sec-
tion 548 of the Bankruptcy Code. In UFTA,
the comment to the definition of value states
that “[t]he definition is not exclusive and is to
be determined in light of the purpose of the
Act and to protect a debtor’s estate from be-
ing depleted to the prejudice of the debtor’s
unsecured creditors. Consideration having no
utility from a creditor’s viewpoint does not satis-

fy the statutory definition.”"® Thus, “courts are
left to define the contours of ‘value” and the
primary consideration is the degree to which
the transferor’s net worth is preserved.”?
Unlike the district court, the Fifth Circuit
held that “value” is to be measured from the
standpoint of the creditors, not from that of a
buyer in the marketplace.

The Fifth Circuit then noted that Golf
Channel failed to put forward any evidence
“that its services preserved the value of
Stanford’s estate or had any utility from the
creditors’ perspective.”?' Rather, Golf Chan-
nel only put forward evidence showing the
market value of its services. Such evidence,
the Fifth Circuit held, was insufficient to sat-
isfy Golf Channel’s burden under TUFTA of
proving value to Stanford’s creditors.

While the lack of evidence alone re-
quired reversal, the Fifth Circuit went on
to hold that Golf Channel’s services “did
not, as a matter of law, provide any value
to Stanford’s creditors” because “[w]hile
Golf Channel’s services may have been quite
valuable to the creditors of a legitimate busi-
ness, they ha[d] no value to the creditors of
a Ponzi scheme.”? This is so because Ponzi
schemes, by definition, create greater liabili-
ties than assets with each subsequent trans-
action. “Each new investment in the Stanford
Ponzi scheme decreased the value of the estate
by creating a new liability that the insolvent
business could never legitimately repay. Ser-
vices rendered to encourage investment in
such a scheme do not provide value to the
creditors.”? Accordingly, the Fifth Circuit re-
versed the district court and rendered judg-
ment in favor of the receiver.

The Texas Supreme Court
Disagrees with the Fifth Circuit
After the Fifth Circuit rendered its opinion,
Golf Channel filed a petition for a panel
rehearing, which the Fifth Circuit granted.*
The Fifth Circuit then vacated its previous
opinion and certified the issue to the Texas
Supreme Court.

Construing the relevant statutory provi-
sions, the Texas Supreme Court held that
TUFTA’s “reasonably equivalent value” re-
quirement “can be satisfied with evidence
that the transferee (1) fully performed under
a lawful, arm’s-length contract for fair mar-
ket value, (2) provided consideration that
had objective value at the time of the trans-
action, and (3) made the exchange in the or-
dinary course of the transferee’s business.”*



CAN MICHIGAN CREDITORS FIND THE GREEN?

57

Central to the court’s decision was its conclu-
sion that “TUFTA is unique among uniform
fraudulent-transfer laws because it provides
a specific market-value definition of ‘reason-
ably equivalent value.””?* TUFTA’s defini-
tion of “reasonably equivalent value” states:
“‘Reasonably equivalent value’ includes
without limitation, a transfer or obligation
that is within the range of values for which
the transferor would have sold the assets in
an arm’s length transaction.”? The definition
provides an illustration of an exchange by
the transferor that occurred for fair market
value in an arm’s-length transaction, with
the reasonably equivalent value of the ex-
change evaluated objectively at the time of
the transfer.

The court also noted that the definition of
“value” does not require consideration “that
can be sold to satisfy the debtor’s creditors’
claims.”” Its meaning is expansive and non-
exclusive. The court concluded:

Whether a debtor obtained reason-
ably equivalent value in a particular
transaction is determined from a rea-
sonable creditor’s perspective at the
time of the exchange, without regard
to the subjective needs or perspectives
of the debtor or transferee and without
the wisdom hindsight often brings.
Considering TUFTA’s definitions of
“value” and “reasonably equivalent
value” as applied to the circumstances
of this case, we conclude the reason-
ably equivalent value requirement in
section 24.009(a) of TUFTA is satisfied
when the transferee fully performed
in an arm’s-length transaction in the
ordinary course of its business at mar-
ket rates.”

After the Texas Supreme Court issued its
opinion, the Fifth Circuit affirmed the district
court’s opinion in favor of Golf Channel.®
The Fifth Circuit did note, however, that
“The Supreme Court of Texas’s answer in-
terprets the concept of “value’ under TUFTA
differently than we have understood “value’
under other states” fraudulent transfer laws
and under section 548(c) of the Bankruptcy
Code.”*! Therefore, the binding effect of the
Fifth Circuit’s decisions interpreting other
states” UFTA statutes and section 548(c) of
the Bankruptcy Code remains.

The Aftermath

The full impact of the Fifth Circuit’s rationale
in Golf Channel is unknown. If it is adopted

in other courts across the country, a trust-
ee or receiver’s ability to recover transfers
from third-party vendors in a Ponzi scheme
context could dramatically expand. While
swindled investors may welcome that shift,
it would also introduce greater uncertainty
in the marketplace. The costs of unwitting-
ly providing goods or services to a Ponzi
scheme operator must be borne by some-
one. It is uncertain if and how parties would
attempt to shift those costs onto others.

That uncertainty is especially present un-
der Michigan law. No Michigan court has
opined on how “reasonably equivalent val-
ue” should be viewed within the context of
a Ponzi scheme. How Michigan courts will
rule on these issues is, at best, an educated
guess.

The Michigan Court of Appeals has pro-
vided guidance in a fact pattern unrelated to
any Ponzi scheme. In Dillard v Schlussel, the
court stated that”’[r]easonably equivalent
value’ is a commercial concept. The touch-
stone is whether the transaction conferred
realizable commercial value on the debtor
reasonably equivalent to the realizable com-
mercial value of the assets transferred.”*
That statement suggests that a Michigan
court may take a view similar to the Texas
Supreme Court when addressing a Ponzi
scheme, finding that “reasonably equivalent
value” should be evaluated from a creditor’s
point of view in the marketplace, as Michi-
gan’s UVTA contains nearly identical provi-
sions to TUFTA.

However, that result is anything but cer-
tain. TUFTA specifically defines “reason-
ably equivalent value,” whereas Michigan’s
UVTA does not. Moreover, Michigan courts
have previously looked to federal law in con-
struing its own UFTA, and will presumably
do so with UVTA.* It is entirely possible that
a Michigan court could adopt the Fifth Cir-
cuit’s rationale within the context of a Ponzi
scheme and, therefore, arguably strengthen
a trustee’s or receiver’s ability to claw back
transfers made to innocent third-party ven-
dors.

Conclusion

As demonstrated by Golf Channel, how a
court views “reasonably equivalent value”
results in drastically different outcomes for
a Ponzi schemer’s unsecured creditors. If
viewed from the standpoint of the defraud-
er’s creditors, i.e., whether the transfer serves
to diminish or enhance the estate, creditors
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providing intangible goods such as Golf
Channel will likely lack a defense to fraudu-
lent transfer claims. But if these transfers are
viewed from the marketplace, those same
creditors will likely have a complete defense
to these same claims.

Practitioners should be aware that a
Michigan court may take either approach
and plan accordingly when prosecuting or
defending fraudulent transfer claims in a
Ponzi scheme context.
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What is the Value of Education?

By Elliot Crowder

“A fundamental aspect of the American
Dream has been the expectation that the
next generation should do better than the
previous generation.”!

Introduction

In order to fulfill their expectations and
dreams for their children, many parents pay
private or parochial school tuition for their
children and assist their children with the
payment of tuition at post-secondary institu-
tions. However, when the parents find them-
selves as debtors in a bankruptcy case or
post-judgment collection proceeding, these
payments are subject to scrutiny.

In either proceedings supplementary to
a judgment or when a debtor files a bank-
ruptcy petition under 11 USC 101 et seq. (the
“Bankruptcy Code”), the tuition payments
may be avoided or “clawed back” by a judg-
ment creditor in supplementary proceedings
or a trustee in a bankruptcy case. Generally
speaking, this is not a new phenomenon;
however, with surging tuition costs, parties
have undertaken a new approach to collect
on their judgments. These avoidance actions
can be troubling not just because of the ever-
increasing cost of education but also because
of the potential for the impact on the student.
When an institution must turn over tuition
payments it received to a judgment credi-
tor or bankruptcy trustee, the student may
be left with unfulfilled obligations to his or
her school; the school, in turn, will often seek
to be repaid any amounts it had to turn over
and place a freeze on the student’s education
and transcripts. Arguing that the debtor did
not receive “reasonably equivalent value”
in exchange for the tuition payments, some
trustees have been successful in recover-
ing these transfers while other trustees have
failed in their pursuits.

Fraudulent Transfer Law,
Generally

Under Bankruptcy Code sections 548 and
550, a trustee can file suit to avoid and recov-
er fraudulent transfers made by a debtor
within two years of the filing of the peti-
tion. Generally speaking, the trustee must
establish that either (a) the debtor made the
transfer with actual intent to hider, delay, or

defraud his creditors; or (b) that the trans-
fer was “constructively fraudulent.”? To
establish that a transfer was constructively
fraudulent, the trustee must establish that
the debtor received less than reasonably
equivalent value in exchange for the transfer
and (i) was insolvent on the date the transfer
was made or became insolvent as a result, (ii)
was engaged in a business or transaction, or
was about to engage in business or a transac-
tion, for which any property remaining with
the debtor was an unreasonably small capi-
tal, (iii) intended to incur, or believed that
the debtor would incur, debts that would be
beyond the debtor’s ability to pay as such
debts matured, or (iv) made the transfer to
or for the benefit of an insider.? Furthermore,
under section 544 of the Bankruptcy Code,
a trustee has the authority to “step into the
shoes of a creditor and avoid the debtor’s
transfers of property or property interests
that could have been avoided by the creditor
outside of bankruptcy.”*

Under the Michigan Uniform Voidable
Transactions Act (“MUVTA”), formerly the
Michigan Uniform Fraudulent Transfer Act,
MCL 566.34 et seq., a judgment creditor may
avoid transfers made (a) With actual intent
to hinder, delay, or defraud any creditor of
the debtor; or (b) Without receiving a rea-
sonably equivalent value in exchange for the
transfer or obligation, and the debtor did ei-
ther of the following: (i) was engaged or was
about to engage in a business or a transaction
for which the remaining assets of the debtor
were unreasonably small in relation to the
business or transaction; or (ii) intended to
incur, or believed or reasonably should have
believed that the debtor would incur, debts
beyond the debtor’s ability to pay as they be-
came due.”> Under MCL 566.35, a judgment
creditor may avoid a transfer made without
receiving a reasonably equivalent value in
exchange for the transfer or obligation at the
time when the debtor was insolvent or be-
came insolvent as a result of the transfer or
obligation.®

Using both the Bankruptcy Code and state
law fraudulent transfer statutes, bankruptcy
trustees across the country have endeavored
to recover transfers made by debtors and
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encounter a consistent defense - reasonably
equivalent value.

Tuition Clawback Lawsuits

One such case that addressed the ability of
a party to clawback payments to educa-
tional institutions is the case of Gold v Mar-
quette Univ (In re Leonard), 454 BR 444 (Bankr
ED Mich 2011). In Leonard, Judge Thomas
J. Tucker of the United States Bankruptcy
Court for the Eastern District of Michigan
was tasked with the dispute between a Chap-
ter 7 Trustee who sought to recover transfers
totaling slightly more than $21,500 made
within seven months of the bankrupt debt-
ors having filed a petition for relief under the
Bankruptcy Code. At the time of the trans-
fers, the debtors” son was 18 years old and a
student at Marquette University, the recipi-
ent of the transfers.”

The Trustee sought to avoid the transfers
from Marquette University under Michigan’s
fraudulent transfer statute, specifically, MCL
566.35(1), and 11 USC 548(a)(1)(B), which
provides:

The Trustee may avoid any transfer ... of
an interest of the debtor in property, ... that
was made ... on or within 2 years before the
date of the filing of the petition, if the debtor
voluntarily or involuntarily —

(B)(i) received less than a reasonably

equivalent value in exchange for such

transfer ...; and
(ii)(I) was insolvent on the date that
such transfer was made ... or became
insolvent as a result of such transfer
.., and
(I) was engaged in business or a
transaction, or was about to engage
in business or a transaction, for
which any property remaining with
the debtor was an unreasonably
small capital; [or]
(III) intended to incur, or believed
that the debtor would incur, debts
that would be beyond the debt-
or's ability to pay as such debts
matured...?
The Leonard court noted in its decision that
MCL 566.35(1) is virtually identical to 11
USC 548(a)(1)(B)(i) and (ii)(I).?

The parties each moved for summary
judgment and did not dispute that the trans-
fers were made and that they were made
while the debtors were insolvent; however,
the question before the court was whether
the debtors received reasonably equivalent

value in exchange for the transfers.’® The
Trustee argued that the value received in ex-
change for the tuition payments was received
by the debtors’” son and not the debtors." On
the other hand, the university argued that
the debtors received reasonably equivalent
value for the transfers, because the transfers
enabled their son to receive a college educa-
tion.'? Further, the university argued that the
debtors also received reasonably equivalent
value in the form of intangible benefits."
Namely, (1) the debtors” son received an ed-
ucation which “bestowed peace of mind” on
the debtors that their son “will be afforded
opportunities in life that would not have
come but for the education; and (2) that the
debtors “anticipate that they will not remain
financially responsible for [their son].”**

With the issue of reasonably equiva-
lent value squarely before the Court, Judge
Tucker began his analysis by noting that
neither the Bankruptcy Code nor the Michi-
gan fraudulent transfer statutes define the
phrase “reasonably equivalent value;” how-
ever, both define “value.”” The Bankruptcy
Code defines value, for purposes of § 548,
as “property or satisfaction or securing of
a present or antecedent debt of the debtor,
but [it] does not include an unperformed
promise to furnish support to the debtor or
to a relative of the debtor.”'¢ Similarly, MCL
566.33(1) provides that “value is given for a
transfer or an obligation if, in exchange for
the transfer of obligation, property is trans-
ferred or an antecedent debt is secured or
satisfied. Value does not include an unper-
formed promise made otherwise than in the
ordinary course of the promisor’s business to
furnish support to the debtor or another per-
son.”"” Both definitions of the word “value”
are virtually identical between the MUVTA
and the Bankruptcy Code’s fraudulent trans-
fer provisions.

The Leonard court next turned to the so-
called “indirect benefit rule” with respect to
reasonably equivalent value. In the case of
Lisle v John Wiley & Somns, Inc (In re Wilkinson),
196 Fed Appx 337 (6th Cir 2006), the Sixth
Circuit held that “[i]t is well settled that rea-
sonably equivalent value can come from one
other than the recipient of the payments, a
rule which has become known as the indirect
benefit rule.”*® Indeed, in the case of Rubin v
Manufacturers Hanover Trust Co, 661 F2d 979
(2nd Cir 1981), the court held “[t]he transac-
tion’s benefit to the debtor need not be direct;
it may come indirectly through benefit to a
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third person... If the consideration given to
the third person has ultimately landed in the
debtor’s hands, or if the giving of the consid-
eration to the third person otherwise confers
an economic benefit upon the debtor, then the
debtor’s net worth has been preserved, and
[the statute] has been satisfied-provided, of
course, that the value of the benefit received
by the debtor approximates the value of the
property or obligation he has given up.”"

In Leonard, the value provided was in the
form of a benefit that was given by Marquette
University to the debtors” son in exchange
for the tuition payments received from the
debtors.?® Accordingly, there was no direct
benefit to the debtors. Turning to the indirect
benefit rule recognized in Lisle, the Leonard
court found that in order for an indirect ben-
efit to be considered in the analysis of reason-
ably equivalent value, an economic benefit
must be received by the debtors.” Moreover,
the economic benefit must be both concrete
and quantifiable.?> The only potential eco-
nomic benefit received by the debtors was
the potential that the debtors” son could be
financially independent in the future.” The
Court observed that there were plenty of rea-
sons that may have led to the debtors paying
their son’s tuition; however, “peace of mind”
“love and affection” and “moral obligations”
do not equate to reasonably equivalent value
when confronted with a complaint for fraud-
ulent transfer.* As a result, Marquette Uni-
versity’s motion for summary judgment was
denied.”

Perhaps as a precursor to what the court
thought may be coming down the pike, it
made a point to note that Marquette did not
claim that the debtors had any legal duty un-
der Michigan law to pay for their adult son’s
education.? However, that distinction was
important to Judge Phillip Shefferly in a de-
cision that was issued two years later in the
case of McClarty v University Liggett Sch (In
re Karolak), No 12-61378, 2013 WL 4786861
(Bankr ED Mich Sept 6, 2013), again in the
United States Bankruptcy Court for the East-
ern District of Michigan.

In Karolak the Chapter 7 Trustee sought
to recover transfers totaling almost $17,000
made by a Chapter 7 debtor to University
Liggett School over a three-year period for
tuition for her minor children.”” University
Liggett is a private school that provides
education for children from kindergarten
through 12th grade.” The debtor was a teach-
er at University Liggett and, as an employ-

ment benefit and through regular deductions
from her paychecks, paid a reduced amount
for her children’s tuition.”

These facts were not in dispute and,
again, the Court heard motions for summary
judgment that dealt largely with the ques-
tion of whether reasonably equivalent value
was received by the debtor in exchange for
the tuition payments made.*® The Chapter 7
Trustee argued that the debtor did not re-
ceive reasonably equivalent value while Uni-
versity Liggett argued that the reasonably
equivalent value was that of the grammar
school education provided to the debtor’s
minor children.?!

Although the bankruptcy court did look
to the indirect benefit rule, it found that
the debtor received a direct and reasonably
equivalent value in exchange for the tuition
payments, stating “[t]his is not a case where
the value comes from someone other than the
recipient of the transfer.”* Rather, the court
held that the debtor received a direct benefit
by satisfying her legal obligation to provide
schooling to her children pursuant to MCL
380.156(1), which requires that parents and
guardians provide education to their minor
children.*® The Karolak court noted that the
fact that the debtor could have provided an
education to her children for far less than
$17,000 (or even for free at a public institu-
tion) did not preclude her from receiving rea-
sonably equivalent value in exchange for the
tuition paid.*

By paying the tuition and providing
schooling for her children, the debtor satis-
fied her statutory requirements to the state
of Michigan and, accordingly, she received a
direct benefit which was reasonably equiva-
lent to the value of the tuition payments.®
The Karolak court was not persuaded by the
previous decision in Leonard and specifically
distinguished the decisions as the tuition
payments in Karolak were for minor chil-
dren and, accordingly, satisfied the debtor’s
statutory obligations to educate her children,
whereas there is no such statutory require-
ment under Michigan law to provide educa-
tion for adult-aged children as was the case
in Leonard.®

Other courts, however, have not been as
straight-forward in their analysis of tuition
clawback lawsuits. In the case of Banner v
Lindsay (In re Lindsay), the court permitted a
chapter 7 trustee to recover transfers; how-
ever, in Lindsay the court required the debtor
to repay the trustee, not the educational insti-
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tution.” Three months before filing his bank-
ruptcy, the debtor sold various vehicles and
used the sales proceeds to pay his son’s tu-
ition at the University of St. Andrews.*® The
trustee’s complaint alleged that the transfers
to St. Andrews were fraudulent because the
debtor received no “fair consideration” in
return.¥ The debtor argued that he had a
“moral obligation” to pay for his son’s col-
lege education.®

The Lindsay court rejected the debtor’s ar-
gument, first noting that it was not aware of
any legal requirement for the debtor to pay
for his son’s college tuition.* The court went
on to also rebuff the debtor’s “moral” argu-
ments and recognized that in another pro-
ceeding, the court had rejected an argument
that paying for a child’s college education
was a debtor’s “responsibility.”** In the end,
the Lindsay court required the debtor to pay
in excess of $35,000 to the trustee in order to
“recover” the funds used to pay the son’s col-
lege tuition.*

On the other hand, there have been cases
where courts have rejected attempts to re-
coup tuition payments as fraudulent trans-
fers. Recently, the case of DeGiacomo v Sacred
Heart Univ, Inc (In re Palladino) was decided
in the United States Bankruptcy Court for
the District of Massachusetts.** In this case,
the parents of a student enrolled at Sacred
Heart University paid almost $65,000 in the
two years before filing Chapter 7 bankrupt-
cy.® Unlike the Leonard court, the Palladino
court found that “a financially self-sufficient
daughter offered [the debtors] an economic
benefit and that a college degree would di-
rectly contribute to financial self-sufficien-
Cy.... A parent can reasonably assume that
paying for a child to obtain an undergradu-
ate degree will enhance the financial well-
being of the child which in turn will confer
an economic benefit on the parent. This, it
seems to me, constitutes a quid pro quo that is
reasonable and reasonable equivalence is all
that is required.”* By finding that the debt-
ors’ tuition payments were both concrete and
quantifiable, the court held that the transfers
were unavoidable by the Chapter 7 trustee.*

In another case, In re Cohen, the trustee
sought to avoid transfers under both the
Bankruptcy Code and Pennsylvania fraudu-
lent transfer law.*® The transfers in question
were made by the debtors and were in excess
of $45,000 for their son’s college education,
$7,500 for their daughter’s college educa-
tion, and $39,000 for their daughter’s gradu-

ate education.”” Notably, the trustee in Cohen
argued that “because Pennsylvania law does
not require parents to pay for their children’s
post-secondary education, such education is
not a necessity”, and, therefore, the transfers
would be avoidable.®® The court, however,
rejected the Trustee’s arguments and found
that despite the lack of a statutory require-
ment for Pennsylvanians to provide for post-
secondary education for their children, the
transfers for the children’s college educa-
tion were “reasonable and necessary for the
maintenance of the debtors” family.”

In another case similar to Cohen, the Unit-
ed States Bankruptcy Court for the Western
District of Pennsylvania denied a trustee’s
attempt to clawback tuition payments.>
The debtor in the case of In re Oberdick filed
a Chapter 7 bankruptcy after making over
$82,000 in college tuition payments for his
children.® The Chapter 7 trustee, citing the
lack of statutory authority in Pennsylvania
requiring parents to provide education for
their children beyond the age of 18, filed a
complaint against the debtors in an attempt
to recover those transfers pursuant to claims
of fraudulent transfer under the Pennsylva-
nia Uniform Fraudulent Transfer Act.** The
court denied the trustee’s claims, stating that
the debtors viewed the tuition payments as a
“family obligation” and noting that both chil-
dren, save for small unsubsidized student
loans, were denied student aid by both the
state and federal governments.>* Agreeing
with Cohen, the court stated:

What is a necessity for purposes of

family obligation law is not necessar-

ily congruent with what should be
considered a necessity for purposes of
an action under PaUFTA. Even though

there may not strictly speaking be a

legal obligation for parents to assist in

financing their children’s undergradu-
ate college education, in following

[Cohen], this Court has little hesitation

in recognizing that there is something

of a societal expectation that parents

will assist with such expense if they are

able to do so0.®

Conclusion

A debtor/parent’s payment for their child’s
tuition, regardless of intent, can create sub-
stantial risk and unknown consequences
within the context of a fraudulent transfer
lawsuit. The lack of a statutory definition of
“reasonably equivalent value” in either the



WHAT IS THE VALUE OF EDUCATION?

63

Bankruptcy Code or the MUVTA (or UFTA)
has further complicated an already tenuous
issue for courts. Some courts take the posi-
tion that without a legal requirement for par-
ents to provide post-secondary education for
their children, tuition payments are avoid-
able fraudulent transfers. Conversely, other
courts have found that the transfers provide
either moral equivalencies or concrete eco-
nomic benefits to the debtor. With an ongo-
ing split in authorities, no clear delineation
of rationale, and rising costs of tuition, it is
likely that this grey area of fraudulent trans-
fer law is likely to remain a hotly contested
matter for years to come. All the while, the
American Dream will continue to be pur-
sued.
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Fiduciary Duties of Officers and
Managers: Some Open Questions
Under Michigan Law

By Michael K. Molitor

The Michigan Business Corporation Act
(BCA) provides in part that a corporation’s
business is “managed by or under the direc-
tion of its board.”! But power brings respon-
sibility: directors owe strict duties of care
and loyalty. BCA Section 541a provides that
directors must act in good faith, with the care
that “an ordinarily prudent person in a like
position would exercise under similar cir-
cumstances,” and as they reasonably believe
to be in the corporation’s best interests.?
Although this article focuses on the duty of
care, the duty of loyalty includes avoiding
interested-director transactions, unless they
were approved by the disinterested directors
or disinterested shareholders or were fair to
the corporation,® and refraining from usurp-
ing corporate opportunities.*

This risk of liability for breaches of the
duty of care, however, is substantially tem-
pered by two other legal doctrines, not to
mention the possible presence of “D&O”
insurance and indemnification. First, the
business judgment rule (BJR) presumes that
directors acted in good faith and on a reason-
ably informed basis. If a plaintiff does not re-
but the BJR’s presumptions, directors will be
deemed to have satisfied their duty of care.’
Second, BCA Section 209(c) allows corpora-
tions to include exculpation provisions in
their articles that shield directors from mone-
tary liability for any actions or inaction, with
some exceptions.®

Things are similar in manager-managed
limited liability companies (LLCs).” Section
404 of the Michigan Limited Liability Com-
pany Act (LLCA) imposes on LLC managers
(or members, if the LLC is member-man-
aged?®) the same duty of care as for corporate
directors: the duty to act “in good faith, with
the care an ordinarily prudent person in a
like position would exercise under similar
circumstances ....” Also, LLCA Section 407
allows exculpation provisions for managers
that are similar to BCA Section 209(c) and the
BJR may’ protect LLC managers.

What about corporate officers? In many
corporations, directors are responsible only
for major policy decisions; most operational
decisions are made by officers. In practice,
this means that officers are “the most perva-
sively influential business actors in any com-
pany.”® Because officers have great power,
BCA Section 541a imposes the same duties
on officers as it does on directors. However,
the law is not as protective of officers. First,
Michigan case law may not apply the BJR to
officers. Second, BCA Section 209(c) does not
permit exculpation provisions for officers.
Thus, corporate officers are the odd persons
out: they have the same fiduciary duties as
corporate directors and LLC managers but
not the same protections.

Officers’ Fiduciary Duties

Although the BCA prescribes the same duty
of care for officers as for directors,! there
are some unresolved issues under Michi-
gan law. First, officers (however that term
is defined") are agents of the corporation,
unlike directors.”® This means that officers
have additional, or perhaps different, fidu-
ciary duties depending on whether a court
applies the BCA or agency law. For exam-
ple, Section 8.08 of the Restatement (Third) of
Agency provides in part that an agent “has a
duty to act with the care ... normally exer-
cised by agents in similar circumstances.” In
Delaware, applying an agency-law standard
of liability to officers would make a differ-
ence; as discussed below, because of the BJR,
in Delaware directors are not normally liable
unless they were grossly negligent. In Michi-
gan, this may not matter a great deal, as the
BCA standard of ordinary negligence applies
to officers and directors.'

But even if the BCA standard of care is not
materially different from agency law, agents
have several other duties not specifically
found in the BCA or “general” corporate case
law, such as duties of obedience, competence,
and diligence.” Other states have struggled
with whether to use agency law in evaluat-
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ing officers’ actions. For example, a Delaware
court recently observed that: “A vibrant de-
bate exists over the extent to which the full
agency law regime should apply to officers.
One of the principal disputes appears to be
whether officers should be liable for simple
negligence, like agents generally, or whether
some form of more deferential standard of
review, such as the [BJR], should apply to
their decisions.”* This brings us to another
open question in Michigan.

Does the Business Judgment Rule
Apply to Corporate Officers and
LLC Managers?

The BJR is a judicial presumption that, when
making a decision, directors “acted on an
informed basis, in good faith and in the hon-
est belief that the action taken was in the best
interests of the company.”"” To rebut this pre-
sumption, Delaware law generally requires
that the plaintiff show that the defendant
directors had a conflict of interest (a loyalty
breach) or that they were grossly negligent
in their decision-making process.’® The BJR
thus acts to increase the standard of liability
for directors: “[W]hen an agent causes loss to
the principal ... the agent is subject to liabil-
ity for simple negligence. But Delaware gears
directors’ liability for breaches of the duty of
care to the less exacting standard of gross
negligence.”?

Despite some important authorities stat-
ing that the BJR protects officers as well as
directors,® case law is surprisingly unsettled
on this issue. In 2005, Professor Lyman John-
son reviewed cases in many jurisdictions and
concluded that “[c]ase law support for ex-
tending broad [BJR] protection to officers is
far weaker than commentators and courts ac-
knowledge or appreciate.”?" Professor John-
son found few cases that actually applied
the BJR to officers in their capacities as officers.
Instead, courts’ statements that the BJR pro-
tects officers often turned out to be dicta or
to involve cases where officers were sued in
their capacities as directors. In 2017, he found
that little had changed: “Delaware has yet to
provide an answer to ... whether and how
the [BJR] applies to officers ....”*

Michigan cases do not provide a clear an-
swer, either. There are many Michigan cases
that hold that the BJR applies to corporate
directors.? But does it apply to officers? In
the 1937 case of Barrows v [N Fauver Co, the
Michigan Supreme Court suggested that it
did, writing that “[i]t is not the function of

the court to ... substitute its own judgment
for the officers [of the corporation]. It is only
when the officers are guilty of willful abuse
of their discretionary powers ... that the
court will interfere.”?* However, the business
in Barrows was managed by the defendant
“in an informal manner, with few stockhold-
ers’ or directors’ meetings”? and some of the
issues in dispute in the case were decisions
normally made by directors, so it is difficult
to conclude that the court specifically meant
to apply the BJR to the actions of an officer
as an officer. The Barrows court cited Dodge v
Ford Motor Corp® for the rule that courts will
not ordinarily interfere with the discretion
of officers, but Dodge primarily concerned
the payment of dividends, which is a board
decision.” Similarly, the Barrows court cited
Morehead Mfg Co v Washtenaw Circuit Judge
for the proposition that a court normally
“will not infringe upon the discretion vested
in corporate officers,”? but Morehead mainly
concerned a court’s power to appoint a tem-
porary receiver after the plaintiff complained
about (among other things) the non-payment
of dividends.

In Wojcik v McNish,® a 2006 unreported
decision, the Michigan Court of Appeals said
that the BJR makes courts “reluctant to inter-
fere with the discretion vested in the direc-
tors and officers of the corporation to man-
age its affairs.”* However, that case mainly
concerned a board decision (the appointment
of the defendant’s son as an officer) and also
involved a cause of action for oppression.*
In sum, Michigan courts do not appear ex-
plicitly to have addressed whether the BJR
should apply to actions that officers took as
officers.*

Recent cases in other jurisdictions have
declined to apply the BJR to officers. For ex-
ample, in Palmer v Reali,® the court said that
“Defendants have cited to no cases where a
Delaware court has held that the business
judgment rule applies to corporate officers;
therefore, the court will not address the busi-
ness judgment rule ....”** Further, the FDIC
has had some success in recent years arguing
that the BJR does not apply to bank officers.®
On the other hand, some recent opinions
have found that the BJR applies to officers as
well as directors,* and at least two state stat-
utes do so.”

There are some explanations for this
dearth of case law. First, most lawsuits by
shareholders against officers are brought as
derivative lawsuits.®® This means that the
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plaintiff would be subject to the pre-suit de-
mand requirement and likely would not be
able to file the lawsuit if a majority of the
directors were not personally interested in
the challenged transaction.* Thus, there may
be a small possibility of bringing a lawsuit
against a non-director officer if the board
does not consent to it. Somewhat similarly,
in cases involving closely held corporations,
shareholders aggrieved by officers” actions
often sue for oppression under BCA Sec-
tion 489. This means these cases are decided
under different legal standards. Moreover,
boards have tools to discipline errant officers
short of litigation, such as firing or demoting
them or recovering past compensation. Fur-
ther, it wasn’t until 2004 that Delaware courts
had personal jurisdiction over officers of Del-
aware corporations.*” For these reasons, and
perhaps others, the application of the BJR to
corporate officers remains unsettled, even in
Delaware.

Does the BJR apply to LLC managers?
First, assuming there are policy reasons to
apply the BJR to corporate directors but not
officers (discussed below), a threshold ques-
tion might be whether to characterize LLC
managers as more similar to directors or
to officers. Given the flexibility of the LLC
form, it’s difficult to give a general answer;
much will depend on the specific LLC. For
example, one LLC may have a “board of
managers” as well as non-manager officers
that have only limited authority, whereas a
different LLC may have managers that make
only some decisions, leaving the members to
decide most issues.*! In the former LLC, the
managers seem like directors but in the latter
they appear more like officers. On the other
hand, the LLCA provides that managers are
an LLC’s agents,*? suggesting that managers
should be treated more like officers (who are
agents) than directors (who are not). In any
event, Michigan case law is nonexistent: “No
Michigan appellate court has specifically
addressed whether the [BJR’s] protections
apply to managers or members of an LLC,
although trial courts do apply it in the LLC
context.”® However, commentators argue
that “it seems logical that the [BJR] should
apply to LLC managers, at least for an LLC
that has adopted centralized management.”*

Other states present a mixed bag. Until
2011, Section 409 of the Uniform Limited Li-
ability Company Act (ULLCA) provided that
“[s]ubject to the business judgment rule, the
duty of care of a member of a member-man-

aged [LLC] ... is to act with the care that a per-
son in a like position would reasonably exer-
cise under similar circumstances ....” (Under
subsection (g), this same standard applied to
managers of manager-managed LLCs.) Cur-
rently, however, Section 409(c) provides that
members of member-managed LLCs and
managers of manager-managed LLCs must
refrain from gross negligence (or worse). In
other words, the ULLCA changed from an
ordinary negligence/BJR standard to a gross
negligence standard. The prefatory note to
the 2011 amendments to the ULLCA indi-
cate that this change was part of the efforts of
the National Conference of Commissioners
on Uniform State Laws to “harmonize” the
ULLCA with other model acts relating to un-
incorporated business organizations, such as
the Revised Uniform Partnership Act. None-
theless, at least a few state statutes apply the
BJR to managers.®

The Delaware LLC statute was recently
amended to suggest that managers owe de-
fault fiduciary duties akin to those of direc-
tors,* and recent Delaware court decisions
have applied the BJR to LLC managers. For
example, in the 2015 case of Corwin v KKR Fin
Holdings, LLC,* the Delaware Supreme Court
applied the BJR to the managers of an LLC,
but that was in part because the “parties have
acted as if this case was no different from one
[involving] corporations whose internal af-
fairs are governed by the Delaware General
Corporation Law and related case law.”*
Similarly, in Minnesota Invco of RSA No 7, Inc
v Midwest Wireless Holdings LLC,* the Dela-
ware Court of Chancery applied the BJR to
an LLC’s “board of managers.”* But a more
recent case applied the BJR in analyzing the
actions of a single manager.”*

With respect to other states, two com-
mentators observed in 2005 that “the law is
schizophrenic on the question of whether and
how the [BJR] applies in the context of unin-
corporated business organizations.”*> More
recently, another commentator observed that
“[t]here is no consensus on whether to apply
the [BJR] to nontraditional business forms,
such as the LLC ....”** Nonetheless, the trend
of recent authority appears to be in favor of
applying the BJR to LLC managers.*

No Exculpation for You!

Even if officers are protected by the BJR, they
do not enjoy the even greater protection of
exculpation provisions in Michigan. This
means they are treated differently than cor-
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porate directors and LLC managers, which
seems to be the norm in other states. For
example, Section 102(b)(7) of the Delaware
statute permits exculpation provisions for
directors — but not officers — to be included in
a corporation’s certificate of incorporation. In
Chen v Howard-Anderson,®® the court held that
directors who also were officers could not
rely on an exculpatory provision with respect
to actions that they took in their capacities as
officers. Similarly, Section 2.02(b)(4) of the
Model Business Corporation Act only per-
tains to directors, not officers. In fact, only a
few states permit exculpation provisions for
officers.*

Policy Considerations

As for applying the BJR to corporate officers
and LLC managers in Michigan, it seems
inappropriate not to do so, given that the
statutory standard of care for corporate offi-
cers and LLC managers is the same as for cor-
porate directors. In other words, if the legis-
lature has not specified differing standards
of care for them, it would seem puzzling for
courts to treat corporate officers and LLC
managers differently.

In Delaware —which does not have a stat-
ute that addresses the duty of care of officers
and directors — this issue has been extensive-
ly debated by commentators.”” Others have
weighed in,*® but the two sides of this issue
have been most visibly taken by Lyman P.
Q. Johnson, who argues that the BJR should
not apply to officers, and Lawrence Hamer-
mesh and A. Gilchrist Sparks III, who argue
that it should. Although both sides have
written several articles on this issue,” they
went “head to head” in the Business Lawyer
in 2005.%° Their arguments are too numerous
and subtle to fully explore in this short ar-
ticle, but Professor Johnson argues that two
of the commonly stated policy reasons for
the BJR —encouraging directors to take risks
and respecting directors’ statutory authority
to manage the business —do not apply with
the same force to the officers” actions. For
example, many officers are already properly
incentivized to take risks because their com-
pensation is often performance-based or oth-
erwise tied to the company’s success, unlike
many directors. Also, not applying the BJR
to officer decisions that are challenged by
the board would better seem to respect the
hierarchy of decision-making authority. In
other words, if “directors make a considered
business judgment to pursue a breach of fi-

duciary duty claim against an officer, the ra-
tionale of honoring director discretion means
that officer conduct should not be deferred to
under the auspices of the [BJR] but, instead,
should be scrutinized in accordance with the
underlying standard of ordinary care ....”%!

Hamermesh and Sparks disagree with
many of Professor Johnson’'s arguments.
They point out that subjecting officers to an
ordinary negligence standard unprotected
by the BJR could expose them to liability
that is enormous compared to their compen-
sation, thereby discouraging risk-taking.®?
Also, refusing to apply the BJR to officers
might “encourage officers to place more
decisions in the hands of the board,” which
would substantially impair the board’s abil-
ity to delegate decision-making authority to
officers and make the corporation’s manage-
ment processes “top heavy.”® In addition,
they argue that another commonly stated ra-
tionale for the BJR, avoiding judicial second
guessing of business decisions, supports ap-
plying the BJR to officers: “If concerns about
hindsight bias and institutional competence
warrant application of [BJR] deference to di-
rector action, they equally justify such defer-
ence to the action of corporate officers.”®

In Delaware (but perhaps not Michigan®)
the outcome of this debate matters a lot: of-
ficers would be subject to a gross negligence
standard of liability if the BJR applies but an
ordinary negligence standard if not. Largely
taking Johnson’s side in the debate, Profes-
sor Deborah DeMott argues that officers
should be subject to an ordinary-negligence
standard, evaluated in an agency-law frame-
work. Among other reasons, she points out
that officers’ duties under agency law are
much more specific than directors’ duties
under general corporate law, and questions
whether it makes sense to “apply a less de-
manding standard —gross negligence—to
corporate officers as a particular cohort of
agents.”® This is particularly so when an
officer has specialized skills, such as a com-
pany’s chief legal officer: why should a CLO
be subject to a gross negligence standard
when an outside attorney would be subject
to an ordinary negligence standard?® Fur-
ther, if a gross negligence standard applied,
directors may be reluctant to rely on officers,
knowing that they would worry only about
being grossly negligent.®® She also points out
that any concerns over officers being subject
to an ordinary negligence standard and not
protected by the BJR and exculpation provi-
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sions can be addressed in officers” employ-
ment contracts “that define in advance the
applicable standard of performance.”® On
the other hand, if an ordinary negligence
standard applies, officers might try to shift
more decision-making responsibility to the
board, a concern shared by Hamermesh and
Sparks.”

Others have argued that the BJR should
apply to corporate officers when they are
sued in derivative lawsuits or class actions
filed by shareholders, but not in lawsuits
brought by the corporation’s board.” And at
least one commentator has argued for a dif-
ferent approach: emphasizing that, because
officers are agents of the corporation, they
owe a duty of obedience to the corporation’s
board of directors, which “addresses what
the proper balance of power in corporate
management should be.””? This debate will
likely continue, but hopefully the Delaware
courts will have the opportunity to address
these issues soon.

Many of the same arguments can be made
as to whether to apply the BJR to LLC man-
agers. On one hand, managers are agents of
an LLC and perhaps should be treated as
such, that is, subject to an ordinary negli-
gence standard with no BJR protection. On
other hand, in many LLCs managers are the
highest level of decision-making authority
and perhaps should be treated in similarly
to corporate directors. Moreover, as noted
above, the BCA standard of liability for di-
rectors (and officers) is the same as that for
LLC managers, suggesting that they should
be treated equivalently. In any event, al-
though Michigan courts have yet to decisive-
ly answer this question, the trend of case law
in other jurisdictions is apply the BJR to LLC
managers.” It would not be surprising to see
Michigan courts follow suit.

Allowing exculpation provisions for of-
ficers would require an amendment to BCA
Section 209(c), and whether the legislature
should do so is debatable. As noted above,
only ahandful of states allow exculpation pro-
visions for officers, so there might be “safety
in numbers.” But one argument in favor of
doing so is that, if the statute were amended,
the application of exculpation provisions to
officers of a given corporation would require
an amendment to its articles—which would
require shareholder approval. Perhaps cor-
porations should be free to choose whether
exculpation provisions are appropriate for
their officers. In the last issue of the Michigan

Business Law Journal, Justin Klimko discussed
recent amendments to the BCA that origi-
nated with the work of the Corporate Laws
Committee of the Business Law Section of
the State Bar.”* One amendment the commit-
tee considered, but decided not to pursue at
this time, was whether to amend BCA Sec-
tion 209(c) to include officers. Since the draft-
ing of Mr. Klimko’s article, 2018 PA 88 was
signed by Governor Snyder.

Conclusion

Several important issues remain unresolved
under Michigan law: Are corporate officers
protected by the BJR? Are LLC managers?
Should corporate officers be able to be pro-
tected by exculpation provisions? Even in
the corporate law flagship state of Delaware,
the answers to some of these questions are
murky. Good arguments can be made on
both sides of these issues, and time will tell
how Michigan courts resolve them.
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Case Digests

AuSable River Trading Post, LLC v Dovetail
Solutions, Inc, 874 F3d 271 (6th Cir 2017)

Tawas, Michigan hosts an annual winter festival called
“Perchville.” Dovetail is a for-profit corporation that over-
sees the Chamber, a non-profit dedicated to promoting
local business. In 2002, the Chamber applied for a federal
trademark registration for the term “Perchville,” which
was subsequently registered in 2003. The trademark was
cancelled for a year-period in 2013 due to a failure to
renew the application.

The Trading Post, a wholesale provider of miscella-
neous products, had an order to sell or was actively selling
merchandise with the term “Perchville.” In January 2016,
the Chamber filed suit against Agnello, an employee of the
Trading Post, seeking an injunction against his unauthor-
ized use of “Perchville” on T-shirts. The Chamber failed
to include the Trading Post as a party in their lawsuit and
was initially unaware that the employee was selling the
shirts on behalf of the Trading Post. The court granted the
injunctive order, binding upon the parties to the action.
The Trading Post challenged the Chamber’s trademark of
“Perchville.” The district court granted the Chamber’s mo-
tion as to the challenge to the trademark’s validity on the
grounds of res judicata, finding the Trading Post’s claims
were barred by the prior litigation between the Chamber
and the employee, Agnello. In reaching its conclusion, the
district court determined that Plaintiff was in privity with
an hourly employee who had previously consented to a
permanent injunction barring his use of the “Perchville”
mark. Plaintiff challenges the district court’s finding that it
is in privity with its employee for purposes of res judicata.

The Sixth Circuit reversed the district court, conclud-
ing that summary judgment on the basis of res judicata
was inappropriate because the two actions did not involve
the same parties or their privies. Not only was the Trading
Post not a party in the initial lawsuit filed by the Chamber,
no one appeared at the hearing on behalf of the company.
Therefore, the Chamber failed to meet its burden of show-
ing that Agnello and the Trading Post were in privitiy such
that the doctrine of res judicata would bar the Trading
Post’s claims.

Simms Buick-GMC Truck, Inc v General
Motors, LLC, 876 F3d 182 (6th Cir 2017)

Sims Buick- GM sells GM cars and trucks in Warren,
Ohio. It participates in the Vehicle Purchase Program,
which gives sales incentives to dealers who sell cars to
GM employees, retirees, and their family members at a
discounted rate. Each sale under this program entitles the
dealer to a financial incentive payment. In order to receive
the incentives, the dealer must collect a signed agreement
that proves the purchaser’s eligibility for the program. In
2012, GM imposed a timing requirement for dealers to
collect the signed agreements. In 2014, GM audited Sims

Buick-GMC Truck and discovered a number of transac-
tions where the agreement was not collected within the
timeline set by GM. GM debited plaintiff's account over
$47,000 for the improper incentive payments.

Sims filed a complaint against GM alleging breach of
contract and violations of the Ohio Dealer Act. The district
court granted summary judgment for General Motors.

The Sixth Circuit affirmed the lower court. The parties’
dealership arrangement permitted the debit and a timely
filed agreement is considered “material documentation”
under section 4517.59(A)(20)(a) of the Ohio Dealer Act.

Hall v Edgewood Partners Ins Ctr, Inc, 878
F3d 524 (6th Cir 2017)

Brian Hall and Michael Thompson owned an equipment

rental insurance company. Hall and Thompson decided
to bring some of their clients to a specialty division they
formed at Hylant Group. They ultimately divided their
business and sold its clients to USI Insurance Services. USI
agreed to pay a substantial sum for the division’s assets
and keep Hall and Thompson as employees. Hall and
Thompson gave up any ownership interest in their clients
and promised that if they were terminated, they would
refrain from soliciting those clients for two years. They
also agreed that USI could assign their employment con-
tracts to a subsequent purchaser.

After some time, Edgewood Partners Insurance Cen-
ter bought out USI's equipment rental insurance busi-
ness, including all of Hall and Thompson’'s old clients.
Due to some issues with Edgewood, USI terminated Hall
and Thompson. After they were terminated, they began
to reach out to their old clients. They also requested the
court to permit them to do so through a declaratory judg-
ment. Edgewood sought a preliminary injunction to halt
Hall and Thompson from breaching the non-solicitation
agreements. The district court issued the injunction and
the plaintiffs appealed.

The plaintiffs argued that the employment contracts
could not be properly assigned to Edgewood without both
of their written consent. Hall did not consent in writing
to USI’s sale to Edgewood. Therefore, it should invalidate
USI's assignment of their employment contracts, which
would include the Asset Purchase Agreement. However,
Edgewood is not a party to the Asset Purchase Agreement.
Therefore, USI would have breached the Asset Purchase
Agreement by executing the sale to Edgewood and as-
signing Hall and Thompson’s employment contracts with-
out Hall’s consent. Even if the court made a finding the
USI breached the agreement, the plaintiffs would have to
show that the assignment provision in the Asset Purchase
Agreement superseded the assignment provision in their
employment contracts.

The Sixth Circuit remanded to determine which clients
were recruited and developed by only Thompson, and
which clients Hylant and USI use their resources in recruit-
ing and developing. The court found that Edgewood has
no legitimate interest in barring Thompson from soliciting
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clients who came to Hylant and USI because of Thomp-
son’s services and only as a result of his own independent
recruitment efforts.

In re Nicole Gas Prod, Ltd, 581 BR 843 (6th
Cir 2018)

Nicole Gas Productions, Ltd. is a Chapter 7 debtor, and
now deceased Freddie Fulson was its indirect equity
owner. Nicole Gas had business relationships with various
branches of Columbia Gas. Throughout the years, litiga-
tion between Nicole Gas and various Columbia Gas enti-
ties occurred. Eventually, Nicole Gas filed for bankruptcy
and the estate obtained its causes of actions against the
Columbia Gas entities. During the pendency of the bank-
ruptcy, Fulson filed a complaint against Columbia Gas
entities under the Ohio Corrupt Practices Act (“OCPA”),
alleging that the companies caused him indirect injury by
harming Nicole Gas. In the complaint, Fulson only pled
to the injuries suffered by Nicole Gas and did not claim
any individual damages. Frederick Ransier, the Chapter 7
Trustee of Nicole Gas, argued that Fulson had a derivative
claim completely based the Debtor’s injury and for dam-
ages that duplicated Nicole Gas” damages. Ransier further
argued that the estate had the exclusive right to prosecute
the causes of action against Columbia Gas entities. He
concluded that by filing a state court complaint, Fulson’s
estate violated the automatic stay by appropriating estate
property without the Bankruptcy Court’s permission. Ful-
son’s estate responded that his claim was one for indirect
injury that fell within the OCPA. The Bankruptcy Court
rejected this argument and the estate’s request. The Court
opined that the “directly or indirectly injured” language
under the OCPA did not abrogate the principal that an
injured shareholder has only a derivative claim deriving
from the corporation and not a separate, individual claim.
The court held the estate in contempt and awarded Ran-
sier $91,068.00.

The Ohio Supreme Court declined to answer the ques-
tion of whether a shareholder of a corporation has standing
to bring an individual claim under OCPA. The Bankruptcy
Appellate Judge ultimately affirmed the contempt order
and sanction award, holding that OCPA did not provide
Fulson an individual claim against Columbia Gas entities.
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Books

Handling the Collection Case in Michigan, Fifth Edition
Edited by Steven A. Harms, Richard A. Muller, John F. Muller, Jr., and Charity A. Olson

Whether you are starting an action on an unpaid debt, pursuing collection on the judgment you just
received for a client, or attempting to collect your own attorney fees, this book will explain your
options and guide you through the process. Discover the best way to collect before filing a lawsuit,
handle periodic and nonperiodic garnishments, avoid Fair Debt Collection Practices Act violations
and other consumer protection claims, and learn your options when the debtor is in bankruptcy.

Print Book: $145.00
Online Book/5-29 Lawyers: $225.00

Online Book/0-4 Lawyers: $135.00
Product #: 2016551710

Receiverships in Michigan
By Patrick E. Mears, Hon. John T. Gregg, Daniel J. Yeomans, and Michael David Almassian

Assess when a receivership is the best option for your client; know the requirements and proce-
dures to obtain a receiver; know when and how to oppose appointment of a receiver; understand
the current state of Michigan law—what a receiver can and cannot do, including the ability to sell
assets free and clear of liens and other interests; get a sample checklist used by a receiver in admin-
istering real estate projects.

Print Book: $145.00
Online Book/5-29 Lawyers: $225.00

Seminars

Online Book/0-4 Lawyers: $135.00
Product #: 2013551730

Advise on Advanced Collection Techniques
Presented by Victoria L. Targosz, Tamara A. White, and Kanika Ferency

The Fair Debt Collection Practices Act and other statutes require strict compliance on the collec-
tion of debts. Our experts provide advanced strategies and techniques lawyers can use to find judg-
ment debtors, uncover their assets, and get their clients paid.

On-Demand Seminar Now Available!
General fee: $95

ICLE Partners: Free

Seminar #: 2017CT1732
New Lawyers: $45

Recent Federal Tax Changes and Planning for the Future
Presented by James H. Combs, Alexander G. Domenicucci, and Kurt B. Piwko

Cosponsored by the Taxation Section of the State Bar of Michigan. The start of 2018 brought
about sweeping changes to the federal tax landscape and more changes are likely to come. Our tax
experts will discuss how recent and anticipated legislation affect your business clients and provide
tools you need to respond effectively. Get advice on key tax provisions for business owners. Be
able to discuss what long- and short-term issues business clients should consider before choosing
an appropriate type of entity.

On-Demand Seminar Now Available!
General fee: $95
Taxation Section Members: $85

ICLE Partners: Free New Lawyers: $45

Seminar #: 2018CT7422

cosponsored by

The State Bar
of Michigan

The University of
Michigan Law School

Wayne State Univer-
sity Law School

Western Michigan
University Cooley Law
School

University of Detroit
Mercy School of Law

Michigan State Univer-
sity College of Law

LI
[CLE

The education
provider of the
State Bar of
Michigan

)

1020 Greene Street
Ann Arbor, MI
48109-1444

Phone
Toll-Free (877) 229-4350
or (734) 764-0533

Fax
Toll-Free (877) 229-4351
or (734) 763-2412

www.icle.org
(877) 229-4350
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Any member of the State Bar of Michigan may become a member of the Section and
receive the Michigan Business Law Journal by sending a membership request and annual
dues of $30 to the Business Law Section, State Bar of Michigan, 306 Townsend Street,
Lansing, Michigan 48933-2012.

Any person who is not eligible to become a member of the State Bar of Michigan, and any
institution, may obtain an annual subscription to the Michigan Business Law Journal by
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306 Townsend Street, Lansing, Michigan 48933-2012.
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State Bar of Michigan
306 Townsend Street
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The State Bar maintains the mailing list for the Michigan Business Law Journal, all Section
newsletters, as well as the Michigan Bar Journal. As soon as you inform the State Bar of
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receive your copies of the Michigan Business Law Journal and all other State Bar publica-
tions and announcements without interruption.
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The Michigan Business Law Journal should be cited as MI Bus LJ.

DISCLAIMER
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