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From the Desk of the Chairperson
By Mark R. High

Respect Your Elders
One of the best aspects of serving 
as Chair of our Section is meeting 
great people from all over the state 
and beyond. Among my favorites 
are our Schulman Award winners.

Let me back up and explain the 
Schulman Awards, who gets them, 
and why. The Steven H. Schulman 

Outstanding Business Lawyer Award was instituted 
in 2006. It honors the former Wayne State Law School 
professor who was instrumental in drafting our orga-
nizational statutes for many years. The award recog-
nizes individuals who best exemplify the goals estab-
lished by the Section’s Mission Statement: (a) dem-
onstrating the highest quality of professionalism; (b) 
fostering the highest quality of practice; (c) facilitating 
service and commitment; and (d) promoting ethical 
conduct and collegiality within the practice. In the in-
augural year, we made up for lost time and honored 
four of our colleagues: Cyril Moscow, Martin Oetting, 
Hugh Makens, and James Bruno. This fall, we will 
give out two more awards, to Charles McCallum and 
my partner, Verne Hampton.

At our recent Business Law Institute, two of our 
original honorees took a few minutes to share some 
lessons. It was one of the most popular sessions of 
the Institute. On the surface, Hugh Makens and Jim 
Bruno may not seem to have a lot in common. One is 
based in Grand Rapids, while the other has spent his 
career in Detroit. Hugh spent much of his early career 
in public service with the SEC and the Michigan Cor-
poration and Securities Bureau, while Jim has been in 
private practice since coming out of law school. Hugh 
is always ready with a bad joke, while Jim is a bit more 
reserved in public. What they share, however, is an 
intelligence and an awareness that allows them to re-
fl ect on that intelligence. On that Friday afternoon in 
June, they sat down and discussed Top Ten Practice 
Mistakes (& How to Avoid Them). Let me share some 
thoughts from what I learned.

Jim Bruno made maybe the most surprising obser-
vation when he said, “Do not trust your gut.” I might 
have thought that a senior lawyer would be taking a 
more impressionistic view of the world—I have seen 
it all and I know what is best. Jim’s lesson, though, 
was, “Do your research. You need confi dence built on 
knowledge, not on your gut.”

Jim also stressed, “It is one thing to identify with 
your client, but don’t make the client’s problem your 
problem.” Easy to say, perhaps harder to remember in 
the heat of battle.

Some more down to earth advice—”Paper the 
fi le, as both clients and attorneys have faulty memo-
ries.” Also, “Be careful in using documents from the 

last deal in drafting for the next one.” We all under-
stand the importance of not using the result of several 
rounds of negotiations in preparing a fi rst draft the 
next time around. Jim’s point is even stronger—”Do 
not be afraid to start with a blank sheet of paper (or 
computer screen).”

Finally from Jim, “You cannot always dodge a busi-
ness issue.” A corollary is we need to know enough 
about business to at least serve as a sounding board 
for clients. Often, small or medium size clients, or lo-
cal managers of global businesses, do not have any-
one within their companies to discuss issues with. As 
business attorneys, we need to be capable of, and con-
fi dent about, discussing and even providing advice on 
the business aspects of legal issues.

Hugh Makens was equally enlightening. He 
warned against taking on bad clients. When we are 
young, any client is a good one. Even I have been 
around long enough to understand that is not true. 
Good clients are a joy, bad clients can make your life 
miserable. Hugh pointed out that there are clients 
who just want to use our services and our reputation 
to bolster themselves. It is up to you to decide whether 
you can grow together, or if the client is likely to harm 
you or your fi rm by the association.

He, too, had some client-related advice. Early in a 
representation, make sure your clients understand the 
process they are entering into and how it may play 
out. The best relationships are built on client under-
standing and buy-in. The alternative is unrealistic ex-
pectations regarding cost, time, impact on their lives 
and reputation, and potential results. This reminds us 
that we need to communicate with our side as much 
as with the other side. (Jim pointed out that this is es-
pecially true if your client is a foreign one.)

Make sure someone keeps the big picture in mind. 
Big projects need specialists, but someone needs to 
bring all the pieces back together in proper context.

Jim Bruno gets the fi nal word, and it is an appro-
priate one coming from a Schulman winner: “Act ethi-
cally.” Sometimes the temptation arises to cut a cor-
ner. Jim offers the example of a simple “not” being left 
out of a draft, changing a provision’s meaning. It may 
look like an opportunity. Context is everything here, 
but you must live with every decision you make. The 
accumulation of these decisions will make up your 
professional life. Please act accordingly.

More information on this and the Institute’s other 
sessions is available at the ICLE website. I suggest you 
take a minute and see what you may have missed.

Each of us has access to individuals with experi-
ence like this. Take advantage of it. And maybe, with-
out realizing it, you have become one with wisdom to 
share. Do that; you will fi nd a receptive audience. Our 
Section, and our profession, will be better for it.
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Bill will permit nonprofi t 
corporations to conduct 
business electronically
The 2001 amendments to the Business 
Corporation Act1 included changing 
the act to permit corporations to use 
electronic transmissions to conduct 
the internal business of the corpo-
ration.  SB 123, introduced on Janu-
ary 30, 2007, amends the Nonprofi t 
Corporation Act to provide similar 
authority for nonprofi t corporations.  
The bill passed the Senate on April 
19, 2007, and has been referred to the 
House Committee on Commerce. 

The bill defi nes “electronic trans-
mission” as any form of communica-
tion that meets all of the following: 
• It does not directly involve the 

physical transmission of paper.
• It creates a record that may be 

retained and retrieved by the 
recipient.

• The recipient through an automat-
ed process may directly reproduce 
it in paper form.
When a notice is required or per-

mitted by the Act to be given in writ-
ing, electronic transmission would 
constitute written notice. When the 
Act permits a notice or communica-
tion to be electronically transmitted, 
the notice or communication would 
be given when electronically trans-
mitted to the person entitled to it in 
a manner authorized by the person.  
The bill also permits the Corpora-
tion Division to send by electronic 
transmission comments regarding 
documents submitted electronically.  
In addition, the bill specifi cally pro-
vides that an electronically submitted 
document may be corrected by fi ling 
a Certifi cate of Correction. 

Learned professions
The Bureau of Health Professions has 
received inquiries regarding expand-
ing the types of business arrange-
ments permitted for physician assis-
tants and nurse practitioners. Phy-
sician assistants have expressed an 
interest in being permitted to become 
shareholders in professional service 
corporations or members in profes-
sional limited liability companies, 
either alone or with physicians and 
surgeons.  In addition, documents 
have been submitted to the Corpora-
tion Division by profi t corporations 
and limited liability companies, not 
formed as professional service corpo-

rations or professional limited liabil-
ity companies, indicating that they 
wish to open retail medical clinics 
and provide medical services to the 
public using physician assistants or 
nurse practitioners.

Public Act 139 of 1997, effective 
November 18, 1997, amended section 
4 of the Professional Service Corpora-
tion Act, MCL 450.224, to clarify that 
physicians and surgeons licensed un-
der different provisions of the Pub-
lic Health Code may be sharehold-
ers together in a professional service 
corporation.  The legislature did not, 
however, include physician assistants 
as licensed persons who may be a 
shareholder in a professional service 
corporation.

 The analysis for HB 4944, which 
became 1997 PA 139,  discusses 
whether nurse practitioner or physi-
cian assistants should be permitted to 
be shareholders in the same profes-
sional service corporation as physi-
cians and surgeons.  The bill amend-
ments did not expand the defi nition 
of licensed persons to include either 
physician assistants or nurse practi-
tioners. 2  

 Michigan follows the learned 
professions doctrine, and corpora-
tions formed under the Business 
Corporation Act are not permitted 
to offer medical services to the pub-
lic.3  Section 201 of the Michigan Lim-
ited Liability Company Act requires 
a limited liability company which 
provides services in a learned profes-
sion to form as a professional limited 
liability company.4 The Bureau of 
Commercial Services will continue 
to work closely with the Bureau of 
Health Professions to review requests 
and inquiries in light of the present 
law.  For specifi c information on the 
licensing or limitations on the prac-
tice of  physician assistants or nurse 
practitioners, contact the Depart-
ment of Community Health, Bureau 
of Health Professions, http://www.
michigan.gov/mdch/0,1607,7-132-
27417_27529---,00.html. 

Educational corporations
Section 171 of the General Corpo-
ration Act5 requires an educational 
corporation that wishes to conduct a 
postsecondary educational program 
to obtain a statement from the Bureau 
of Career Development, Department 
of Labor & Economic Growth that 
confi rms the adequacy of the pro-

posed institution in fi ve distinct areas 
before its articles of incorporation 
may be fi led with the Corporation 
Division.  Over the years, the Cor-
poration Division has fi led articles 
for some educational institutions 
based on letters of “no objection to fi l-
ing” that did not specifi cally address 
whether the corporation met the ade-
quacy requirements.  

The Corporation Division has 
changed its practices, and, working 
with the Offi ce of Postsecondary Ser-
vices, will require articles for postsec-
ondary educational corporations be 
accompanied by a statement from the 
Offi ce of Postsecondary Services that 
confi rms the fi ve areas of adequacy 
specifi ed in MCL 450.171(3) have 
been met.

Section 171(6) of the General Cor-
poration Act permits an existing edu-
cational corporation to expand its ac-
ademic offerings or degree-granting 
authority beyond that specifi ed in its 
initial articles of incorporation.  How-
ever, to do so the educational corpo-
ration must obtain a written determi-
nation that the facilities, equipment, 
and staff or the proposed facilities, 
equipment, and staff are adequate for 
the offering of the additional educa-
tional program and submit the state-
ment with the amendment to its ar-
ticles expanding its purposes.

It has been brought to the atten-
tion of the Corporation Division that 
there is apparently a misconception 
or misunderstanding that a corpora-
tion can avoid having to meet the ad-
equacy requirements for educational 
corporations by acquiring, in some 
manner, permission from an existing 
educational corporation to use the 
same words or phrases in their pur-
pose clause that the existing educa-
tional corporation has in its purpose 
clause.  Section 173 of the General 
Corporation Act6 provides in part, 
“The articles of every educational 
corporation shall clearly set forth the 
educational system of the institution 
to be founded and the character of the 
degrees, honors, diplomas, or certifi -
cates which it proposes to grant, and 
same shall be approved … prior to the 
fi ling of the articles of incorporation.”  
The degree-granting authority for an 
educational corporation is based on 
the approval of Offi ce of Postsecond-
ary Services and not on the fi ling of  
documents with the Corporation Di-
vision.  

DID YOU KNOW? By G. Ann Baker



There is no authority for an edu-
cational corporation to assign, trans-
fer, or convey its degree-granting 
authority by the sale or purchase of 
its purpose clause, or portions of its 
purpose clause.  Both new corpora-
tions and existing corporations ex-
panding their purposes must present 
to the Corporation Division a written 
determination of adequacy from the 
Offi ce of Postsecondary Services be-
fore articles for an educational corpo-
ration or amendment to expand the 
educational purposes of an existing 
corporation can be fi led.

Fraudulent Filings 
During the last three years, the Cor-
poration Division has noticed an 
increase in submissions of docu-
ments by unauthorized persons.  The 
scenarios are quite varied and have 
included altered documents, false 
documents, unauthorized signatures, 
and submission of documents for 
entities dissolved 50-100 years ago.

To reduce the likelihood that a 
document is fi led for the wrong en-
tity, the Corporation Division may 
ask for additional information when 
unique and unusual situations oc-
cur.  For example, a recent Certifi cate 
of Revocation of Dissolution stated 
shareholders approved the revoca-
tion but the corporate name and iden-
tifi cation number provided matched 
a corporation without shareholders 
dissolved by the incorporators.  In 
addition, the names and addresses 
on the revocation were different from 
the names and addresses in the fi led 
documents for the corporation.  Be-
cause of the discrepancies in informa-
tion the submitter was contacted for 
more information. 

Additional information may also 
be requested when documents are 
submitted for corporations that dis-
solved prior to the adoption of the 
current statutes.  In one instance a 
person wanted to fi le an Appoint-
ment of Agent for a corporation that 
dissolved 107 years ago. In another 
instance, a stranger wanted to revoke 
the 1975 dissolution of a corporation 
to claim funds that are listed on the 
Department of Treasury’s list of un-
claimed property.

Proposed Stop Tax Haven 
Abuse Act
On February 17, 2007, Senator Carl 
Levin introduced S 681,  the “Stop 

Tax Haven Abuse Act.”  Section 106 
of the bill includes limitations on legal 
opinion protection from penalties 
with respect to transactions involv-
ing offshore secrecy jurisdictions.  
Section 203 of the bill adds company 
formation agents to the list of persons 
subject to the anti-money laundering 
obligations of the Bank Secrecy Act.  
Individuals and fi rms engaged in the 
business of forming corporations and 
other entities, both offshore and in 
the 50 States, would be responsible 
for knowing the identity of the per-
son for whom they are forming the 
entity. The bill directs the Treasury 
to develop anti-money laundering 
regulations for this group.  

Information regarding the bill 
on Senator Levin’s web site http://
levin.senate.gov/senate/statement.
cfm?id=269514 states, “We expect 
and intend that, as in the case of all 
other entities covered by the Bank 
Secrecy Act, the regulations issued 
in response to this bill would instruct 
hedge funds, private equity funds, 
and company formation agents to 
adopt risk-based procedures that 
would concentrate their due diligence 
efforts on clients that pose the high-
est risk of money laundering.”  The 
full text of the legislation is available 
at http://thomas.loc.gov/cgi-bin/
thomas.  

Issues regarding Miller v 
Allstate
On remand from the Michigan 
Supreme Court, the court of appeals 
in Miller v Allstate Ins Co8 determined 
that PT Works was not properly incor-
porated. Reviewing the defi nition of 
“professional service” in section 2(c) 
of the Professional Service Corpora-
tion Act,9 the court determined that 
physical therapy is a personal service 
offered to the public that requires a 
license and, therefore, is a business 
that could be formed under the pro-
fessional service corporation act. The 
court found section 251(1) of the Busi-
ness Corporation Act prohibits for-
mation under the act if there is anoth-
er act under which the corporation 
could be formed unless the other act 
specifi cally permits formation under 
the Business Corporation Act, and 
the Professional Service Corporation 
Act contains no such provision.

In addition, the court noted pro-
fessional service corporations are in-
cluded in the list of corporations in 

section 123(1) of the Business Corpo-
ration Act10 that are prohibited from 
forming under the Act. The court 
determined PT Works was formed 
to engage in a business for which a 
corporation may be formed under an-
other statute, the Professional Service 
Corporation Act, and found that PT 
Works was improperly formed. 

Information is available on the Bu-
reau of Commercial Services website11 
regarding fi ling requirements for cor-
porations impacted by the Miller de-
cision. Prior to Miller the Corporation 
Division followed Attorney General 
Opinion No. 6592 (1989) and only 
required corporations providing ser-
vices in a learned profession to form 
as professional service corporations.  
The agency is working with the Busi-
ness Law Section on amendments to 
the Business Corporation Act and 
Professional Service Corporation Act 
to address issues raised by Miller.

NOTES

1. 2001 PA 57.
2. http://archive.legislature.mi.gov/docu-

ments/1997-998/billanalysis/House/pdf/1997-
HLA-4944-A.pdf.

3. AGO No. 6592 (1989).
4. AGO No. 6592 (1989).
5. MCL 450.4201.
6. MCL 450.171.
7. MCL 450.173.
8. No 259992, 2007 Mich App LEXIS 

1441 (May 31, 2007).
9. MCL 450.222(c).
10. MCL 450.1123(1).
11. www.michigan.gov/corporations.
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TAX MATTERS By Paul L.B. McKenney

Chief Justice Roberts began the 
Supreme Court’s May 21 opinion 
in Hinck v United States1  by observ-
ing, “Bad things happen if you fail to 
pay your taxes when due.” After this 
morning’s hastily arranged meeting 
with the Smiths, with whom you have 
had sporadic contact over the years, 
you learn fi rsthand that the Chief 
Justice knows of what he speaks. The 
Smiths received an audit notice for 
their 2005 return for their S corpora-
tion, Honest Services, Inc. (“Honest”). 
At this point, you are not sure where 
to go and what to do with the infor-
mation, but you do need to digest 
it. First, Honest has been reporting 
de minimus profi ts and each of the 
two shareholders’ spouses have only 
reported $25,000 per year in compen-
sation. Second, both Honest’s and 
the Smiths’ combined taxable income 
is in the $300,000 range. That was 
bad enough, but the part about the 
offshore bank accounts and paying 
many of their personal expenditures 
with credit cards through those bank 
accounts was quite disheartening. 
Isn’t there something on that Sched-
ule B of the Form 1040 asking about 
foreign bank accounts? Your clients’ 
descriptions of their lifestyle were not 
remotely consistent with their report-
ed income over the last several years. 
Now What? The Smiths proposed 
sending their CPA, Notinformed, 
from the fi rm of Don’t Ask, Don’t 
Tell, to the initial meeting next week 
with the IRS Revenue Agent. Notin-
formed, per the Smiths, would pro-
ceed in ignorant bliss of what you 
learned this morning. One can prob-
ably obtain an adjournment of the 
meeting, but when it does occur, who 
goes? What do they know? What do 
they say in response to questions? 
Another alternative suggested by the 
clients was to tell Notinformed about 
some of the problems, have amend-
ed corporate and personal returns 
prepared, and present the auditing 
agent with the amended returns and 
a check, a very large check. Do you 

immediately involve tax counsel? If 
so, does a seasoned tax attorney go to 
the meeting with the IRS? 
Some Observations. The above sce-
nario is the classic “eggshell audit.” 
The overriding concern is that it not 
turn into a criminal investigation. 
Because of the combination of the 
federal criminal Sentencing Guide-
lines  and the unique characteristics 
of applying them to a tax case, on a 
fi rst offense, each individual could 
receive a substantial jail sentence.  In 
addition, the IRS has, in each of the 
past several years, received double-
digit funding increases for criminal 
enforcement from Congress. 

Tax counsel would immediately 
and forcefully advise the taxpayers 
not to go to the meeting as they will 
be confronted with questions they 
are incapable of honestly answering 
without incriminating themselves. 
For example, is all the income re-
fl ected on the books? Any bogus de-
ductions? (Didn’t they say something 
about problems on the deduction 
side, too, at the meeting?) The ques-
tions you must answer are: Who goes 
to the meeting? What information are 
they armed with? What should   they 
say? Most taxpayers’ initial inclina-
tion is, “I can take care of this. I will 
meet with the Agent and do the talk-
ing.” Unfortunately many do. Martha 
Stewart and Scooter Libby, among 
others, would caution that misrep-
resenting facts to a federal agent is a 
crime that can lead to incarceration, 
aside from any tax issues.  See 18 USC 
§1001.

If you send an accountant who 
knows about the problems, then the 
accountant, even if he or she performs 
admirably and truthfully (and per-
haps declines to answer some ques-
tions to aid the truthful part), will like-
ly be an IRS witness at a criminal trial. 
That is because the tax CPA privilege 
statute, as shredded as it is, applies to 
civil tax matters and not to any crimi-
nal tax investigation. IRC 7525(a)(2). 
Should Notinformed and his fi rm be 

retained as counsel’s technical assis-
tant under a Kovel2 letter ASAP to ob-
tain attorney-client privilege protec-
tion? If so, then the accountant can be 
told incriminating information, and it 
remains privileged even in a criminal 
investigation. 

The fi rst thing that needs to be 
done is have to a review of the re-
turns by a tax counsel who has privi-
lege for both civil and criminal pur-
poses. One can then assess the nature 
and the magnitude of the issues and 
the best multi-tiered defenses. The re-
turns to be reviewed are not only the 
entity and any affi liates’ income and 
payroll tax returns (remember those 
cash payments to workers), but also 
the individuals’ Form 1040s. For ex-
ample, if a Form 1040 discloses gross 
income of $50,000, but one then sub-
tracts mortgage interest, property tax-
es, and other Schedule A deductions, 
people who are leading a relatively 
lavish lifestyle are ostensibly doing 
it on less than $20,000 of otherwise 
positive income. The IRS calls this its 
“Cash T” analysis, and this quick and 
dirty deed takes but a few minutes 
and typically reveals much. There 
better be some inheritances or other 
tax-free sources of funds. It is our 
experience that most taxpayers with 
criminal concerns under the Internal 
Revenue Code started out years ear-
lier with relatively small scamming, 
and over time, it grew to absurd pro-
portions.  

There is then a plethora of issues 
aside from who goes to the meet-
ing with the agent (after it has been 
adjourned once to give time to start 
to get an understanding of the is-
sues). For example, what is, or is not, 
Notinformed told? There are always 
the problems of what to do with any 
return that is due. If the prior year’s 
returns have not been fi led, then they 
should all be extended, and true and 
correct returns ultimately and timely 
fi led. Return preparation, even by 
an attorney, is not privileged. Obvi-
ously, for the then current tax year, 

Oh *_$^#\_!*, What Do I Tell My Client?



accurate corporate books and records 
must be maintained even though the 
uninformed client asks, “How do we 
explain why the business suddenly 
becomes so profi table?” The answer 
is the clients themselves can say noth-
ing to an agent that does not spawn a 
bad situation spiraling out of control. 
They either are less than truthful or 
incriminate themselves when asked 
even general questions such as, “Any 
skimming?” “Is all income reported 
on the return?” “Are any employees 
paid in cash?” etc. Another issue is 
confl icts of interest. Initially, there is 
usually no confl ict in representing not 
only both spouses but also the busi-
ness entity. As the investigation pro-
ceeds, confl icts can and do develop.
Variations on a Theme. What if the 
taxpayers’ fi rst contact with the IRS 
was a dozen armed IRS Criminal 
Investigation Division special agents 
arriving at their residence or business 
with a search warrant? Typically, 
separate groups of Special Agents 
simultaneously raid both, and a third 
smaller group visits the accountant 
who prepared the returns. Typically, 
the clients initially tell us they said 
nothing or perhaps just a few things 
to the IRS during the several-hour 
search. Later, the special agents’ twen-
ty pages of single-spaced interview 
notes are furnished in discovery, and 
they reveal a far different story, and 
in considerable detail. If you receive a 
call during a raid, then remind the cli-
ent of a valuable lesson given by our 
parents when we were quite young: 
“Don’t talk to strangers.” Taxpayers 
should be forcefully told this is one of 
those moments in life when silence is 
truly golden.

If a client calls and informs you 
that his or her home or business is be-
ing searched, the best and probably 
most valuable advice they can receive 
is simple—other than stating one’s 
name, say absolutely nothing. There 
is a reason that special agents read 
clients their rights. Clients should not 
talk to the IRS strangers, even to ac-
knowledge or identify assets or docu-
ments, discuss who does or does not 
perform record-keeping functions, 
engage in any dialogue about bank-

ing or business practices, etc., as all 
are ill-advised. 

Client meetings and phone calls as 
described above make the practice of 
tax law so interesting.

NOTES

1. 127 S Ct 2011, 2007 US LEXIS 6081. 
The court in Hinck held that the Tax Court has 
exclusive jurisdiction to review the IRS’s refusal 
to abate interest under IRC 6404(e)(1).

2. United States v Kovel, 296 F2d 918 (2d 
Cir 1961).
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TECHNOLOGY CORNER By Michael S. Khoury and James J. Parks

E-Discovery and the Business Lawyer

9

Why does a business attorney need 
to know about electronic discovery?  
While the issues related to e-discovery 
are normally addressed in the litiga-
tion context, the business lawyer may 
be the fi rst person called by the client.  
Consider this as a skill set you need in 
your arsenal.  Two recent cases have 
highlighted the importance of effec-
tive discovery of electronic records.  In 
the landmark case of Zubulake v UBS 
Warburg LLC,1 deleted e-mails resulted 
in a $30 million judgment for the plain-
tiff and economic sanctions against the 
company. More recently, fumbled pro-
duction of back-up tapes and deleted 
records resulted in a signifi cant nega-
tive inference evidentiary ruling and a 
huge liability for Morgan Stanley.2  

Electronic Discovery Basics
Anyone who has had even a passing 
experience with litigation knows that 
discovery and document production 
can be a diffi cult process. The growth 
of electronic communications, espe-
cially electronic mail, has made dis-
covery processes much more cumber-
some, expensive, and fraught with 
pitfalls for the parties. The changes 
in discovery rules have added addi-
tional complexity and another reason 
to leave litigation to those wonderful 
souls down the hall.

Every attorney must understand 
that there are obligations to preserve 
evidence once it is known that a dis-
pute could lead to litigation.  While 
the attorney may counsel clients about 
potential disputes and try to avoid liti-
gation, sometimes the dispute cannot 
be resolved outside of a dispute reso-
lution forum or process. Documents 
and electronic records will be subject 
to discovery and initial disclosures 
under Rule 26, Federal Rules of Civil 
Procedure.  

Once litigation has commenced, e-
discovery will become an integral part 
of the proceedings and counsel may 
need to expend signifi cant effort and 
economic resources to fi nd and pro-
duce electronic documents in response 

to mandatory disclosures and discov-
ery requests. A case that previously 
might have required the production 
of a few thousand pages of documents 
could now entail hundreds of thou-
sands of additional electronic records.  

“Stop, Look, and Listen”
Stop. While not as eloquent as some of 
the advice being touted by litigation 
experts, this might be a good place to 
start. First, as soon as counsel learns 
about a dispute that could lead to liti-
gation, the client should be told to stop 
any record destruction processes that 
automatically take place. The legal 
department or outside counsel should 
ensure that the client’s information 
technology department, and anyone 
else with access to data or electronic 
records, is prevented from altering or 
deleting any electronic records related 
to the litigation until specifi cally autho-
rized. Most companies have imple-
mented record retention policies that 
automatically promote the destruction 
of nonessential information (a good 
policy, by the way), but the automatic 
destruction of information that might 
be related to the litigation needs to be 
halted.  

Look. You and your client must 
begin reviewing what information is 
realistically available and what you 
need to do to preserve and produce 
the records. Electronic records may 
be poorly organized or archived and 
could be stored on a variety of elec-
tronic media (servers, hand-held de-
vices such as PDAs and Blackberries, 
back-up tapes, off-site media). Being 
able to access and obtain the relevant 
information fi rst requires you to locate 
what is relevant.

Listen. This may be the hardest.  
Business lawyers pride themselves on 
being able to listen carefully to clients. 
In the context of electronic discov-
ery, however, it is important to seek 
out and consult with a new group 
of players. The information technol-
ogy professionals working with your 
client will become your best friends 

(you hope). Also, you will meet a new 
breed of professionals known as elec-
tronic discovery consultants. These 
two groups can make the e-discovery 
process bearable.

Common Mistakes to Avoid
Learning from the mistakes of others 
is both effective and enlightening. For 
this topic, we turned to Mark St. Peter, 
the CEO of Computing Source, a Mich-
igan provider of electronic discovery 
and computer forensic services. Some 
of his thoughts are as follows:
• Understanding the client’s tech-

nology infrastructure and records 
retention methodology needs to 
happen right away, not the day 
before discovery is due.

• Don’t save electronic records for-
ever. Even though computer stor-
age media is cheap, unlimited 
history just means more cost for a 
company when discovery starts.

• Don’t start producing records 
before you think through the whole 
process.

• Don’t agree to a discovery produc-
tion protocol without understand-
ing the costs and effort involved.

• Use an expert to preserve evidence. 
Just having your IT person make a 
copy of the hard drive is not the 
right way to maintain records, and 
could result in the spoliation of evi-
dence.

Electronic Document 
Retention Policies
Discussing e-discovery often leads to 
an analysis of document retention pol-
icies. It is not uncommon for a compa-
ny to focus on document retention only 
after the fi rst experience with electronic 
discovery. Each company should con-
sider establishing and implementing a 
policy for managing and periodically 
deleting electronic records that are 
not necessary to be retained for legal 
or regulatory purposes. Implement-
ing a policy is not something that can 
be taken from a template and applied 
to each company. Every organization 



will have its own specifi c needs and 
policies, and the policy for document 
retention and destruction should be 
a joint effort between legal, fi nance, 
regulatory, and information technol-
ogy professionals within the organi-
zation.

NOTES
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The Sixth Circuit Court of Appeals has 
opined that the Internal Revenue Service is 
not required to use the taxpayer’s exact, legal 
name on a notice of federal tax lien, even if 
the name used on the notice of federal tax 
lien is so different from the actual name that 
it is not disclosed on a fi nancing statement 
search.1  

As a result, a creditor must consider care-
fully what, if any, UCC tax lien searches it 
should obtain, in addition to a search under 
the debtor’s exact, legal name, in order to be 
reasonably confi dent that it will fi nd a notice 
of federal tax lien that is not disclosed by a 
search under the debtor’s exact, legal name.  
This article will explain the consequences of 
the court’s opinion and suggest procedures 
that a creditor should take to protect itself.

In United States v Crestmark Bank (In re 
Spearing Tool & Mfg Co) the debtor’s correct 
name was “Spearing Tool and Manufactur-
ing Co.”2  The notice of federal tax lien was 
fi led under “Spearing Tool & Mfg. Company 
Inc.”3  On several occasions Crestmark re-
quested from the Michigan Secretary of State 
searches under Spearing’s correct name.4  
The searches did not disclose the notice of 
federal tax lien because the search logic in 
the secretary of state’s computer system did 
not equate “and” and “&” (it now does)5 
and does not equate “Manufacturing” and 
“Mfg.”6  Thus, the erroneous name that the 
IRS used contained two critical variations 
from the debtor’s correct name.

If Crestmark had anticipated the Court’s 
ruling, then, whenever it had to determine 
whether a notice of federal tax lien was on 
fi le, it would have had to obtain four separate 
searches in order to cover all possible combi-
nations of the two variations:

Spearing Tool and Manufacturing
Spearing Tool and Mfg.
Spearing Tool & Manufacturing
Spearing Tool & Mfg.

The Court’s opinion said, “‘Mfg.’ and the 
ampersand are, of course, most common ab-

breviations—so common that, for example, 
we use them as a rule in our case citations.”7  
This strongly implies that each abbreviation 
that the Sixth Circuit uses in its case citations 
is “so common” that a creditor should obtain 
a search under the abbreviation in addition 
to the word in the debtor’s actual name that 
it abbreviates.  

The abbreviations that the Court uses in 
its case citations are listed in Table 6 of The 
Bluebook: A Uniform System of Citation (“Blue-
book”).8  That table contains 198 words and 
an abbreviation for each of those words.9  Ex-
amples are:

Word  Abbreviation
  

Construction Constr.
Consolidated Consol.
Continental   Cont’l
Development Dev.
Enterprise  Enter.
Equipment  Equip. 
General  Gen.
Independent  Indep.
International  Int’l
Manufacturing Mfg.
Metropolitan Metro.
Trans Continental Transcon.

The Michigan Secretary of State’s search 
logic disregards seven of the 198 listed words 
if they appear at the end of the debtor’s name 
and indicate the existence or nature of an or-
ganization.10  This reduces to 191 the number 
of words in the table with abbreviations.  If a 
debtor’s name contains one or more of those 
191 words, then a creditor will have to obtain 
searches of all possible combinations of those 
words and abbreviations.

But the court did not limit its description 
of “common abbreviations” to words and 
abbreviations that are listed in Table 6.11  As 
a result, the court’s opinion requires a credi-
tor to carefully examine each word used in 
a debtor’s correct name to try to determine 
whether it should be abbreviated and, if so, 
what the abbreviation might be.

The Unfortunate Consequences of 
Spearing Tool*
By James H. Breay

*This article was originally published in 124 Banking L.J., Feb. 2007 at 99.



As noted above, under the Spearing Tool 
opinion, Crestmark would have been re-
quired, each time that it needed to search for 
a federal tax lien, to order and pay for four 
separate searches. Because there were two 
words in Spearing’s name that had “com-
mon abbreviations,” there were four possible 
combinations of the two words and their ab-
breviations.

As the number of words in a name with 
“common abbreviations” increases, the num-
ber of searches that are required to cover all 
possible combinations of the words and their 
abbreviations increases exponentially.  If a 
name contains three words with “common 
abbreviations,” then there are eight possible 
combinations, requiring eight searches.  If 
there are four such words, then there are six-
teen possible combinations, requiring a cred-
itor to obtain and pay for sixteen searches.

If, as the court’s opinion says, all 191 
words listed in Table 6 of the Bluebook have 
“common abbreviations,” then there are 
many names of businesses that contain two, 
three or even four or more “common abbre-
viations” or words that have “common ab-
breviations.”  Following is an example of a 
name that has three variables, two of which 
are words listed on Table 6 (“Street” and 
“Pharmaceutical”)12 and a numeral (“44th”), 
which the Michigan Secretary of State’s 
search logic does not equate with the equiva-
lent words (“Forty Fourth”).13  Because there 
are eight possible combinations of the vari-
ables, a creditor would be required to con-
duct eight searches, as follows:

44th Street Pharmaceutical Co.
44th Street Pharm. Co.
44th St. Pharm. Co.
44th St. Pharmaceutical Co.
Forty Fourth Street Pharmaceutical Co.
Forty Fourth Street Pharm. Co.
Forty Fourth St. Pharmaceutical Co.
Forty Fourth St. Pharm. Co.

If a name contains four words listed on 
Table 6, there are 16 possible combinations 
of the words and their abbreviations.  Under 
Spearing Tool, a creditor would have to obtain 
the following 16 searches to determine if a 
notice of federal tax lien was on fi le against 
the debtor:

     
National Center for Financial Information
National Center for Financial Info.
National Center for Fin. Information

National Center for Financial Info.
National Ctr. for Financial Information
National Ctr. for Financial Info.
National Ctr. for Fin. Info.
National Ctr. for Fin. Information
Nat’l Center for Financial Information
Nat’l Center for Financial Info.
Nat’l Center for Fin. Information
Nat’l Center for Fin. Info.
Nat’l Ctr. for Financial Information
Nat’l Ctr. for Financial Info.
Nat’l Ctr. for Fin. Information
Nat’l Ctr. for Fin. Info.

For every word with a “common abbre-
viation” that is added to the debtor’s name, 
the number of possible combinations, and 
required searches, doubles.  Thus, if there 
are fi ve words that have “common abbrevia-
tions” (e.g., “Academy for Economic and En-
vironmental Education” or “Acad. for Econ. 
& Env’t Educ.”), then there are 32 possible 
combinations of words and abbreviations 
and therefore 32 required searches.  If there 
are six such words (e.g., “Atlantic and Pa-
cifi c Steamship Management Partnership” or 
“Atl. & Pac. S.S. Mgmt. P’ship”), then there 
are 64 possible combinations and therefore 
64 required searches.

In many lending relationships, of course, 
the lender does not obtain a search on a debt-
or only at the beginning of the relationship.  
Rather, a lender will often obtain a search 
periodically while the credit facility is out-
standing.14  Some asset-based lenders obtain 
a new search every 45 days, because a federal 
tax lien takes priority as to advances made 
and collateral acquired more than 45 days 
after a notice of the tax lien is fi led.15  Thus, 
if a debtor’s name has three words that have 
“common abbreviations,” then the lender 
would have to obtain eight searches every 45 
days.  

Under Article 9 of the Uniform Commer-
cial Code, a fi nancing statement must give ei-
ther the debtor’s correct name or a name that 
is disclosed by a search under the debtor’s 
correct name.16  Preparing and fi ling a fi nanc-
ing statement that complies with this require-
ment is a simple task that can be performed 
by a clerical employee.  Under the  opinion in 
Spearing Tool, however, it would be advisable 
for a lender to hire one or more higher-level 
individuals to review each loan fi le and try 
to determine each word in a loan applicant’s 
name that could have a “common abbrevia-
tion” or that could be a “common abbrevia-
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tion” (whether in Table 6 of the Bluebook or 
otherwise) and then, depending upon how 
many of those words or abbreviations are in 
the name, determine each possible combina-
tion of the words and abbreviations and then 
order a search under each combination.  

Here is an example of the instructions that, 
as a result of the opinion in Spearing Tool, a 
lender should give to such an employee as to 
each applicant for secured credit with respect 
to which the lender wants to fi nd any fi led 
notices of federal tax liens.17

• Obtain a copy of the latest edition of the 
Bluebook (A Uniform System of Citation).

• Carefully examine the applicant’s name 
and identify each word in the name that 
is listed in Table 6 of the Bluebook (other 
than the seven words that the secretary 
of state’s search logic equates with their 
abbreviations if they appear at the end of 
the name) and identify the listed abbre-
viations for that word.

• Identify each numeral (e.g., “2 Men and a 
Truck”) and each number in words (e.g., 
“Two Men and a Truck”) and list the cor-
responding words and numerals.

• Identify all other words in the applicant’s 
name that might have common abbrevia-
tions.  Add these to the list.

• Review the lender’s fi le on the applicant, 
including all materials submitted by the 
applicant, to identify each other name 
under which the applicant does, or ever 
has done, business.

• Contact other employees of the lender 
to determine whether they know of any 
names, other than its correct name, under 
which the applicant has done business.

• Examine other sources for names under 
which the applicant has ever done busi-
ness.  This would include telephone 
books, trade journals and publications, 
newspapers, and internet resources.

• When all words with “common abbrevia-
tions” (including all words listed in Table 
6 of the Bluebook), all “common abbre-
viations,” all numerals, and all numbers 
expressed in words have been identifi ed, 
prepare a list of all possible combinations 
of those words, abbreviations, numerals, 
and numbers expressed in words.

• Order a search on each possible combi-
nation and a search on each other name 
under which the applicant may have done 
business.

Even if a creditor conducts all of the due 
diligence described above, it can never be 
sure, under Spearing Tool, that it has obtained 
all searches necessary to fi nd a fi led notice of 
federal tax lien.  It may have failed, for ex-
ample, to identify a “common abbreviation” 
or a name that the debtor used in the past.  

In its opinion in Spearing Tool, the Sixth 
Circuit said, “We express no opinion about 
whether creditors have a general obligation 
to search name variations.  Our holding is 
limited to these facts.”18  But the only really 
unique fact in the case is that on one search 
someone at the secretary of state’s offi ce 
handwrote: “You may wish to search using 
Spearing Tool & Mfg. Company Inc.”19  If 
the court had stated explicitly that its hold-
ing was based on that unique fact, then the 
decision would be of less concern to lenders.  
But the court did not do so.  To the contrary, 
the court’s opinion very clearly rejects “[a] 
requirement that tax liens identify a taxpayer 
with absolute precision.”20  The message to 
the lending community is that every lender 
should put in place procedures like those 
described above for determining all possible 
names of a debtor under which it must search 
for notices of federal tax liens.   

In summary, under the opinion in Spear-
ing Tool, a notice of federal tax lien may be 
valid even if it would not be disclosed by 
conducting a search under the debtor’s ex-
act, legal name.21  The court’s opinion forces 
a lender to use employees at a relatively high 
level to conduct extensive investigations and 
analyses to determine what searches, in ad-
dition to a search under the debtor’s correct 
name, must be conducted in order to fi nd a 
fi led notice of federal tax lien.  The court’s 
opinion forces a creditor, in many cases, to 
conduct multiple searches whenever the 
creditor needs to determine whether a notice 
of federal tax lien is on fi le, which often is 
every 45 days.  In some cases, even multiple 
searches will not disclose a fi led notice of 
federal tax lien, with the result that a creditor 
may be forced to absorb a loss on its loan or 
other extension of credit.

The courts have held that if the IRS fails 
to use the debtor’s correct name on a notice 
of federal tax lien, then the incorrect name is 
valid only if the notice would be disclosed 
in a “reasonable and diligent search.”22  The 
opinion in Spearing Tool agreed with this stan-
dard and concluded that the notice of federal 
tax lien in Spearing Tool would have been dis-
closed by a “reasonable, diligent search.”23 As 
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a result, it may now be the law (at least in the 
Sixth Circuit) that if a creditor needs to deter-
mine whether a notice of federal tax lien has 
been fi led against a debtor, then it is “reason-
able” to require the creditor to conduct the 
extensive due diligence described above and 
then to undertake multiple searches under all 
possible combinations of words and “com-
mon abbreviations.”
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Effective September 29, 2006, Michigan joined 
a growing number of states seeking to pro-
tect con sumers from the inappropriate sale 
of annuities by adopting annuity suitability 
standards and related requirements. Michi-
gan’s annuity suitability requirements are a 
response to the growing concern among state 
and federal regulators, as well as self-regula-
tory organizations, about the predatory sale 
of annuities, especially variable annuities. A 
new Chapter 41A, Annuity Recommendation to 
Consumers, was added to the Michigan Insur-
ance Code.1 The amendments were based 
on the National Association of Insurance 
Com mis sioners’ (NAIC) Senior Protection 
in Annuity Transactions Model Regulation.2 
Michigan regulates all types of annuities 
exclusively as insurance products and not as 
securities. Under federal securities law, vari-
able annuities are regulated as securities.

Michigan’s annuity suitability require-
ments establish the statutory basis for Mich-
igan’s Offi ce of Financial and Insurance 
Services (OFIS) to inspect and respond to 
consumer complaints about the suitability 
of both fi xed and variable annuity sales. No 
private cause of action was created by these 
Insurance Code amendments, so consumers’ 
recourse with respect to an unsuitable annu-
ity sale is to seek assistance from OFIS by fi l-
ing a complaint.3

Michigan’s annuity suitability require-
ments have a broad scope, but there are some 
important exclusions from their application. 
The requirements apply with respect to any 
annuity that is individually solicited and 
recommended by an insurance producer (or 
an insurer where no producer is involved).4 
Individual and group annuities are covered, 
including both fi xed and variable contracts. 
While originally proposed to apply only to 
seniors, the fi nal version of the law is not 
limited by age. The requirements do not ap-
ply to any “direct response solicitations” (an 
undefi ned term used in the statute) where 
no recommendation has been made to a con-
sumer for an annuity transaction based on 
information collected from the consumer.5 

Furthermore, the requirements do not apply 
to any recommendation involving annuities 
used to fund certain ERISA plans, employer 
plans, government or church plans, govern-
ment or tax exempt organization deferred 
compensation plans, nonqualifi ed deferred 
compensation ar range ments, formal prepaid 
funeral contracts, or settlements or assump-
tions of liabilities associ ated with personal 
injury litigation or any dispute resolution 
process.6 Finally, the requirements only ap-
ply to annuities and do not apply to other 
types of insurance products.

Because variable annuities are federally 
regulated as securities, those products can 
only be offered and sold through a registered 
broker-dealer that is a member of a self-
regulatory organization, commonly the Na-
tional Association of Securities Dealers, Inc. 
(NASD). Fixed annuities are not federally 
regulated. NASD Rule 2310, Recom mendations 
to Customers (Suitability), has long imposed 
a suitability standard and related require-
ments with respect to the recommendation 
of all types of securities. Insurers and insur-
ance producers that comply with NASD Rule 
2310 are deemed to satisfy Michigan’s annu-
ity suitability requirements with respect to 
those products. Michigan’s annuity suitabil-
ity requirements are similar to NASD Rule 
2310’s requirements; however, those NASD 
requirements do not apply to fi xed insurance 
products. Michigan’s requirements apply re-
gardless of whether the annuity is fi xed or 
variable. For this reason, Michigan’s require-
ments will have the greatest impact on the 
recommendation and sale of fi xed annuities 
that are regulated by the Michigan Insurance 
Code and were not previously subject to any 
suitability requirement. 

The Michigan annuity suitability amend-
ments to the Insurance Code impose four 
man dates. First, before making a recommen-
dation, insurance producers and insurers 
are required to seek fi nancial information 
from the consumer (the consumer is not re-
quired to provide it). An insurance producer 
(or an insurer when an insurance producer 
is not involved) must make reasonable ef-
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forts to obtain the consumer’s fi nancial sta-
tus, tax status, investment objectives, and all 
other information used or considered to be 
reasonable by the insurance producer or the 
insurer.7 This is substantially similar to the 
requirements of NASD Rule 2310(b).

Second, the Michigan annuity suitability 
requirements mandate an analysis of the con-
sumer’s fi nancial facts and circumstances. An 
insur ance producer (or an insurer if there is 
no insurance producer involved) must have 
rea sonable grounds for believing that the rec-
ommendation for the purchase or exchange 
of the annuity is suitable for the consumer 
based on all the facts the consumer discloses 
regarding the consumer’s investments, other 
insurance products, fi nancial situation, and 
fi nancial needs.8 Stated differently, the law re-
quires that the recommendation must be rea-
sonable under all the circumstances known to 
the insurance producer (or the insurer) at the 
time of the recommendation. Insurance pro-
ducers and insurers are not required to have 
reasonable grounds for believing the annuity 
recommendation is suitable for a consumer 
if the consumer refuses to provide relevant 
information that the insurer or the insurance 
producer requests, decides to enter into an 
insurance transaction that is not based on the 
insurer’s or insurance producer’s recommen-
dation, or fails to provide complete or accu-
rate information.

Third, insurers and insurance pro ducers 
are required to adopt a system of supervision 
reasonably designed to ensure compliance 
with these annuity suitability requirements.9 
An insurer can fulfi ll this requirement by ei-
ther itself establishing and maintaining a su-
pervision system to ensure compliance with 
the suitability standards or assuring the es-
tablishment and maintenance of such a sys-
tem by contracting with a third party to do 
so. The third party can be an insurance pro-
ducer.10 Regardless, the supervision system 
must include maintaining written procedures 
and conducting periodic record reviews that 
are reasonably designed to assist in detecting 
and preventing violations of the suitability 
requirements. Even if an insurer contracts 
with a third party to establish and maintain 
the supervision system, the insurer still must 
make a reasonable inquiry to assure that the 
third-party contractor is establishing and 
maintaining the supervision system in accor-
dance with the law and, when necessary, en-
force the contractual obligations of the third 
party. Insurers will comply with their obliga-

tion of reasonable inquiry if they do both of 
the following:
• Annually obtain a certifi cation from the 

third party’s senior manager, who has 
responsibility for the delegated functions 
and who has a reasonable basis for mak-
ing the certifi cation that the third party is 
performing the required functions; and 

• Periodically selecting the contracting third 
parties based on reasonable selection cri-
teria and reasonably reviewing the crite-
ria to determine whether the third parties 
are performing the required functions.11

An insurance producer must either 
adopt the insurer’s supervision system that 
is established to achieve compliance with 
Michigan’s suitability requirements or must 
establish and maintain its own system to en-
sure compliance with the law.12 The insur-
ance producer’s supervision system must 
include maintaining written procedures and 
conducting periodic record reviews that are 
reasonably designed to assist in detecting 
and preventing violations of the suitability 
requirements.13

Fourth, these Insurance Code amend-
ments impose related recordkeeping re quire-
ments. Michigan’s requirements are simpler 
than the analogous requirements of NASD 
Rule 3110, Books and Records, and the fed-
eral securities laws and related rules that 
Rule 3110 in cor porates.14 Under Michigan 
law, insurers and insurance producers need 
to maintain or be able to produce records of 
the information collected from the consumer 
and other in for ma tion used in making the 
annuity recommendations for fi ve years af-
ter the completion of the resulting insurance 
transactions. Insurers are permitted, but not 
required, to maintain docu mentation on be-
half of insurance producers. Insurers and in-
surance producers can maintain the required 
records electronically, in paper, or through a 
variety of other forms.15

While Michigan’s annuity suitability re-
quirements and NASD Rule 3010, Supervi-
sion, both require supervisory systems tai-
lored to the operations of insurers, insurance 
producers, or NASD members, as applicable, 
Michigan’s requirements are substantially 
less detailed than NASD Rule 3010, provid-
ing little guidance in creating such a super-
visory system. Insurers (and insurance pro-
ducers) that are not members of the NASD, 
and hence are not subject to NASD rules, 
may fi nd the NASD’s rule useful in design-
ing their own system applicable to fi xed an-
nuity products.16
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as part of the Michigan Insurance Code of 1956).

2. More information about the National Association 
of Insurance Commissioners can be found at: http://
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or (877) 999-6442. More OFIS information can be 
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4. MCL 500.4153(1).
5. MCL 500.4153(2)(a).
6. MCL 500.4153(2)(b).
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8. MCL 500.4155(1).
9. MCL 500.4157(1).
10. MCL 500.4157(2)-(3).
11. MCL 500.4157(4).
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15. MCL 500.4163.
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Introduction
Michigan’s Business Corporation Act (MBCA) 
provides specifi c remedies for misbehavior 
by those in control of privately owned com-
panies. One such provision, section 489,1 
has been amended twice since its adoption 
in 1989 as the legislature has sought to fi ne 
tune the statute to effectuate its desire to pro-
vide protections to minority shareholders. A 
recent decision in the United States District 
Court for the Eastern District of Michigan, 
Bromley v Bromley,2 raises questions regard-
ing the scope of the remedies section 489 
provides and its interplay with other parts of 
the MBCA.  In Bromley, the court held that 
shareholders pursuing what were clearly 
derivative claims—meaning that the alleged 
harm had been suffered by the corporation 
and not the shareholders—could be brought 
pursuant to section 489, rather than under the 
sections of the MBCA governing derivative 
claims. This article will explore that ruling 
against the backdrop of section 489’s history 
and its application by Michigan courts. 

Background
In 1989, the Michigan Legislature enacted com-
prehensive revisions to the MBCA. Among 
these changes was the adoption of section 
489, the current shareholder oppression stat-
ute. Section 489 represented the evolution of 
a statutory scheme intended to provide rem-
edies to shareholders of closely held corpora-
tions who were oppressed by those in control 
of the corporation. The legislature recognized 
that the owners of less than a majority of the 
stock in privately held companies were often 
at the mercy of those in control. The major-
ity shareholder or shareholders who had the 
ability to elect the board of directors had the 
ability to control virtually every aspect of the 
business, including the payment of salaries 
and perquisites to themselves and the deci-
sion of whether to pay out dividends.3 Some 
minority shareholders found themselves in a 
position where the capital they had invested 
in the company was being held hostage by 
the majority, with no prospect of receiving 
a return on their investment, while the con-

trolling shareholders treated the company as 
their personal piggy bank.4

In 1973, the Michigan legislature adopted 
former section 825 of the MBCA, codifying 
the equitable remedy of involuntary disso-
lution that some courts had exercised in ex-
treme cases of shareholder oppression, but 
also specifi cally empowering the courts to 
fashion less harsh remedies to address op-
pression. Section 825 provided as follows:

(1) The circuit court of the county 
in which the registered offi ce of the 
corporation is located may adjudge 
the dissolution of, and liquidate the 
assets and business of, a corporation, 
in an action fi led by a shareholder 
when it is established that the acts of 
the directors or those in control of the 
corporation are illegal, fraudulent or 
wilfully unfair and oppressive to the 
corporation or to such shareholder.
(2) In an action fi led by a shareholder 
to dissolve the corporation on a 
ground enumerated in subsection (1), 
the circuit court upon establishment 
of such ground may make such 
order or grant such relief, other than 
dissolution, as it deems appropriate, 
including, without limitation, an order 
providing for any of the following:

(a) Cancellation or alteration of a 
provision contained in the articles 
of incorporation, or an amendment 
thereof, or in the bylaws of the 
corporation.
(b) Cancellation, alteration or 
injunction against a resolution or 
other act of the corporation.
(c) Direction or prohibition of 
an act of the corporation or of 
shareholders, directors, offi cers or 
other persons party to the action.
(d) Purchase at their fair value the 
shares of a shareholder, either by 
the corporation or by the offi cers, 
directors or other shareholders 
responsible for the wrongful acts.5

Section 825 was made a part of the MBCA 
that dealt with dissolution, rather than gen-
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eral shareholder issues. As a result, courts ap-
plying the statute focused on the involuntary 
dissolution remedy and seem to have largely 
ignored the express language in the statute 
authorizing less severe remedies. A good ex-
ample of this is Barnett v International Tennis 
Corp.6 In Barnett the court essentially ignored 
the appellant’s request that the majority be 
required to purchase the oppressed share-
holders’ stock for “fair value” and instead 
focused entirely on whether the company 
should be involuntarily dissolved. Finding 
that dissolution was a “drastic remedy,” the 
court held that no remedy was appropriate. 
It was over ten years before the legislature 
addressed this situation by amending the 
statute and including a panoply of remedies 
for shareholder oppression.7

When it enacted section 489, the legisla-
ture moved the oppression statute from the 
MBCA’s chapter on dissolution to the chap-
ter on shareholders and added specifi c and 
detailed damage remedies. In addition, cor-
porations whose shares are listed on national 
securities exchanges or regularly quoted in 
the over-the-counter market were excluded, 
making it clear that these remedies were re-
served for shareholders in closely held busi-
nesses. Such shareholders are especially vul-
nerable to freeze-outs and other heavy-hand-
ed actions of controlling owners due to a lack 
of a market through which to sell and escape. 
In other words, section 489 was intended 
to substantially increase the protections af-
forded to minority shareholders. But did sec-
tion 489 make an even more substantial—if 
thus far virtually unrecognized—change to 
Michigan’s corporate law? Did the Michigan 
legislature intend to abolish the distinction 
between direct and derivative actions in the 
context of close corporations? Did it mean to 
allow shareholders to bring a direct action for 
harm to the corporation, without resorting 
to the derivative procedures set forth in the 
MBCA? A recent decision of the U.S. District 
Court for the Eastern District of Michigan 
suggests that it might have done just that.8

Direct vs. Derivative
Michigan law recognizes a distinction 
between direct and derivative shareholder 
actions. “In general, a suit to enforce corpo-
rate rights or to redress or prevent injury to 
the corporation must be brought in the right 
of the corporation and not that of a stock-
holder, offi cer or employee.”9 The distinc-
tion between direct and derivative actions is 

based on principles of standing and the fun-
damental concept that corporations are enti-
ties distinct from their owners. Whether an 
action is direct or derivative depends upon 
the nature of the injury: “[W]here the injury 
to the individual results only from injury to 
the corporation, the injury is merely derivative 
and the individual does not have a right of 
action.”(Emphasis added).10 In other words, 
if the injury to the shareholder is depen-
dent on an injury to the corporation, the 
action belongs to the corporation and must 
be brought either by the corporation itself or 
derivatively by shareholders on behalf of the 
corporation.11 A direct claim is one in which 
the shareholder suffers a direct loss or dam-
ages.

The MBCA defi nes a “derivative proceed-
ing” as “a civil suit in the right of a domes-
tic corporation or a foreign corporation that 
is authorized to or does transact business in 
this state.”12 Derivative proceedings are sub-
ject to a host of requirements and procedures, 
including a written demand requirement,13 
a 90-day automatic stay that runs from the 
date a derivative demand is made,14 provi-
sions for the appointment of disinterested 
persons to investigate the demand,15 the abil-
ity to stay actions pending an investigation,16 
and provisions for dismissal based on the 
recommendations of disinterested persons 
or directors.17 

Thus, although the distinction is often 
amorphous and diffi cult to apply between 
direct and derivative shareholder actions, it 
can have real signifi cance. The mischaracter-
ization of a derivative claim as direct may re-
sult in dismissal for lack of standing. If a de-
rivative claim is determined by disinterested 
persons or directors to lack merit, it will be 
summarily dismissed.

The Bromley Decision
In Bromley v Bromley, shareholders of Nation-
al Semi-Trailer Corp. (“National”), a closely 
held corporation, asserted minority oppres-
sion claims against National’s offi cers and 
directors, alleging misconduct associated 
with company expenses, self-dealing, and 
mismanagement. The defendants moved for 
dismissal of the oppression claim, arguing 
that the plaintiffs lacked standing because 
the plaintiffs alleged damage only to Nation-
al as a corporation, and, therefore, the claims 
must be brought derivatively on National’s 
behalf. The court disagreed, rejecting the 
defendants’ reliance on the derivative action 
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rule as “irrelevant” for two reasons: it failed 
to address the plain language of section 489, 
and it failed to account for the Michigan Court 
of Appeals’ decision in Estes v Idea Engineer-
ing & Fabrications, Inc.18 As a result, the court 
concluded that “claims of mismanagement 
of the corporation resulting in harm … to the 
corporation” can be brought as direct actions 
by the shareholder under section 489.

Taking the latter factor fi rst: in Estes, the 
Court of Appeals stated that “it is clear that 
this statutory cause of action [in section 489] 
for ‘oppression’ in favor of minority share-
holders who are abused by ‘controlling’ per-
sons, is a direct cause of action, not deriva-
tive….”19 The court in Bromley perhaps went 
too far when it referred to this language as 
“Estes’ central holding.” The central issue 
in Estes was the statute of limitations appli-
cable to claims brought under section 489. 
As a threshold matter, the court had to de-
cide whether section 489 created a separate 
cause of action or, alternatively, was simply a 
standing, venue, and jurisdiction statute. Pre-
viously, in Baks v Mouron, a panel of the court 
of appeals, over a dissent by Judge Hoekstra, 
had concluded that section 489 did not cre-
ate a cause of action, but rather “identifi e[d] 
persons with standing to initiate a derivative 
action” and set forth the proper venue and 
jurisdiction for such actions.20 Based on this 
reasoning, the Baks court applied the statute 
of limitations in section 541a—which sets 
forth the standards of conduct applicable to 
offi cers and directors of corporations (and 
the breach of which usually gives rise to de-
rivative claims for harm to the corporation). 

In Estes, a special panel was convened to 
resolve the confl ict that had developed on this 
issue. The Estes panel concluded that section 
489 did in fact create a separate cause of ac-
tion, and that the catch-all, six-year statute of 
limitations applied. In so holding, the court 
rejected the Baks majority’s holding that sec-
tion 489 merely identifi ed who could bring 
derivative claims and approved the reason-
ing of Judge Hoekstra’s dissent:

[W]e reiterate that the dissent in Baks 
and the history of §§ 489 and 541a 
demonstrate clearly that § 489 and 
§ 541a have different standards, dif-
ferent parties, different purposes, 
and different relief provisions. Sec-
tion 541a applies to all Michigan 
corporations; § 489 is available only 
to shareholders of Michigan corpo-
rations whose shares are not listed 

on national securities exchange and 
are not regularly traded in a market 
maintained by one or more members 
of a national or affi liated securities 
association. Section 489 provides a 
cause of action for illegal or willfully 
unfair and oppressive conduct. This 
is a different standard of relief than 
the reasonable person standard set 
forth in § 541a. Further, as pointed 
out in the Baks dissent, the plaintiff 
in the § 489 case is a shareholder 
suing directly whereas a plaintiff in 
a § 541a action is a corporation suing 
for breach of a duty to the corpora-
tion or a shareholder suing deriva-
tively on behalf of the corporation. 
Also, the remedy for a breach of a 
§ 541a cause of action is mandatory 
whereas the remedy for oppressive 
conduct under § 489 is discretionary. 
Additionally, the remedy under § 
541a is for the benefi t of the corpora-
tion and the harm done to it whereas 
certain of the remedies contained in 
§ 489 are specifi cally for the benefi t 
of the shareholder, and may not nec-
essarily benefi t and could impose 
obligations on the corporation.21

The Estes decision is unassailable as far as 
it goes. There is now no doubt that a minority 
oppression action under section 489, as gen-
erally understood, is “direct” and not “deriv-
ative” in the sense that the shareholder sues 
for direct injuries that are not derivative of 
injuries to the corporation. However, it does 
not follow—and the court in Estes did not de-
cide—that a shareholder can also bring as a 
direct action what otherwise would have to 
be brought derivatively, i.e., where the dam-
age is suffered by the corporation. 

The statutory language presents a more 
diffi cult interpretive task. The “plain lan-
guage” of section 489 provides: “A sharehold-
er may bring an action…to establish that the 
acts of the directors or those in control of the 
corporation are illegal, fraudulent, or willful-
ly unfair and oppressive to the corporation 
or to the shareholder.” (Emphasis added.)22 
Bromley took the understandable view that 
the “or” in the statute must mean something, 
and concluded that it meant that a sharehold-
er could bring a direct action for “claims of 
mismanagement of the corporation resulting 
in harm … to the corporation.”23 This reading 
may go too far, as, generally speaking, claims 
for mismanagement that injure a corporation 
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are claims for breach of fi duciary duty (recall 
section 541a) that must be brought as deriva-
tive actions. Thus the Bromley opinion could 
be read to mean that, by virtue of section 
489, Michigan has exempted shareholders in 
close corporations from the rule that actions 
for injury to the corporation must be brought 
derivatively and from that part of the MBCA 
dealing with derivative claims. 

Some jurisdictions have adopted such an 
approach, creating a closely held corpora-
tion exception to the general rule that actions 
seeking redress for injuries to the corpora-
tion must be brought derivatively.24 Indeed, 
the American Law Institute advocates that all 
states abolish the distinction and adopt the 
following approach:

In the case of a closely held corpora-
tion, the court in its discretion may 
treat an action raising derivative 
claims as a direct action, exempt 
from those restrictions and defenses 
applicable only to derivative actions, 
and order an individual recovery, 
if it fi nds that to do so will not (i) 
unfairly expose the corporation or 
the defendants to a multiplicity of 
actions, (ii) materially prejudice the 
interests of creditors of the corpo-
ration, or (iii) interfere with the fair 
distribution of the recovery among 
all interested persons.25

The rationale for the ALI’s approach in 
particular, and the closely held corporation 
exception to the derivative action rule gener-
ally, is based on a cluster of principles. First, 
in the ALI’s view, “the concept of a corporate 
injury that is distinct from any injury to the 
shareholders approaches the fi ctional in the 
case of a fi rm with only a handful of share-
holders.”26 Similarly, courts have evinced 
concerns that because recovery in a deriva-
tive claim is made by the corporation, it in-
ures to the benefi t of all shareholders—in-
cluding those engaged in the wrongdoing.27 
Courts have also reasoned that close corpora-
tions function, and should be treated, more 
like a partnership than a corporate entity.28 

But this is not the majority rule, and some 
courts have expressly rejected it because it 
inappropriately disregards the corporate 
form.29 The Supreme Court of Virginia has 
noted that even in the context of closely held 
corporations, “[t]he overwhelming majority 
rule is that an action for injuries to a corpora-
tion cannot be maintained by a shareholder 
on an individual basis and must be brought 

derivatively.”30 In rejecting the ALI’s pro-
posal to create a general exception for closely 
held corporations, the Seventh Circuit rea-
soned as follows:

The premise of [the exception for 
closely held corporations] may be 
questioned. Corporations are not 
partnerships. Whether to incorporate 
entails a choice of many formalities. 
Commercial rules should be predict-
able; this objective is best served by 
treating corporations as what they 
are, allowing the investors and other 
participants to vary the rules by con-
tract if they think deviations are war-
ranted. It is understandable that not 
all states have joined the parade.31

As yet, Michigan has not joined the pa-
rade, and it is doubtful that section 489 
should be read as an admission ticket. There 
is no Michigan case adopting a close corpo-
ration exception to the general rule regard-
ing derivative actions. Further, the purpose 
and legislative history of section 489 do not 
support the conclusion that it was intended 
to create such an exception.

Section 489 is Michigan’s contribution to 
the wave of jurisdictions expanding the rem-
edies available for oppressed shareholders 
in closely held corporations.32 The legislative 
history of section 489 provides the context 
for its adoption. Section 489 “include[d] in 
the remedies currently available to a share-
holder who brings an action alleging unfair 
and aggressive actions by the corporation 
the dissolution and liquidation of the corpo-
ration’s assets and business and the award of 
damages. None of the remedies would apply 
to shareholders whose shares are traded on 
the market.”33 “The section, which is drawn 
in large part from section 825 of the present 
MBCA, is signifi cantly modifi ed to assure 
that a wide variety of remedies are available 
in the event of oppression of minority share-
holders. The section is made applicable only 
to smaller or closely held corporations to as-
sure that it will operate in conformity with its 
original purpose, the protection of minority 
holders of untraded stock.”34 The reporters’ 
comment to section 489 indicates that, al-
though the remedies for shareholder oppres-
sion were expanded, “[t]he standard of op-
pression, however, has not been changed.”35 

In the context of this article, it is impor-
tant to note that at the same time, in the very 
same bill, the legislature made substantial re-
visions to the MBCA’s provisions concerning 
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derivative suits, making mandatory a writ-
ten demand on the board of directors to take 
action, providing mechanisms for determin-
ing whether an action is in the corporation’s 
best interests, and allowing the court to stay 
or dismiss the derivative proceeding. There 
is no indication that the legislature intended 
a statutory section specifi cally targeted at ex-
panding the remedies for—but not the defi -
nition of—oppression to also except closely 
held corporations from the derivative proce-
dures created in the same bill.

Then What Is the “Or” For?
It is one thing to conclude that section 489 

does not embody a blanket closely held cor-
poration exception to the rules applicable to 
derivative proceedings. But that leaves open 
the question of how to interpret the statutory 
language providing that a shareholder can 
sue for acts oppressive to the corporation. 
One option, rejected by Bromely, is to read it 
out of the statute. The entire focus of the stat-
ute, as indicated by the legislative history, is 
on oppression of the shareholder, not to ad-
dress wrongs against the corporation. Fur-
thermore, in 2001, the legislature amended 
section 489 to add subsection 3, which de-
fi nes oppression as follows: 

As used in this section, “willfully 
unfair and oppressive conduct” 
means a continuing course of con-
duct or a signifi cant action or series 
of actions that substantially interferes 
with the interests of the shareholder as 
a shareholder. Willfully unfair and 
oppressive conduct may include the 
termination of employment or limita-
tions on employment benefi ts to the 
extent that the actions interfere with 
distributions or other shareholder 
interests disproportionately as to the 
affected shareholder. The term does 
not include conduct or actions that 
are permitted by an agreement, the 
articles of incorporation, the bylaws, 
or a consistently applied written cor-
porate policy or procedure.36 

Notably, the legislature provided a defi -
nition of “willfully unfair and oppressive 
conduct” generally—not of “willfully unfair 
and oppressive conduct to shareholders.” In 
other words, even though the statute refers 
to acts that are “willfully unfair and oppres-
sive to the corporation or to the shareholder,” 
it defi nes “willfully unfair and oppressive” 
conduct only with reference to shareholders. 

In Franchino v Franchino, a 2004 court of ap-
peals decision, which led to the most recent 
amendment of section 489, the court dis-
cussed the sorts of harms a shareholder usu-
ally can suffer as a shareholder: “Shareholder’s 
rights are typically considered to include 
voting at shareholder’s meetings, electing 
directors, adopting bylaws, amending char-
ters, examining the corporate books, and re-
ceiving corporate dividends.”37 Furthermore, 
Franchino held that “MCL 450.1489 only gives 
rise to a cause of action in cases where a mi-
nority shareholder suffered oppression in his 
capacity as a shareholder.” Limiting an ac-
tion under section 489 to these sorts of issues 
comports both with the general understand-
ing of “shareholder oppression” and with the 
direct/derivative distinction.38 

However, ignoring the words used by 
the legislature is rarely a viable option. So 
what could the “or” mean? One option is 
to conclude that section 489 merely recog-
nizes that one type of derivative action that 
a shareholder may bring is for oppressive 
conduct to the corporation itself as a result 
of the actions of the controlling group. This 
approach would leave in tact the applicabil-
ity of the derivative procedures contained in 
the MBCA. This interpretation is also consis-
tent with the original purpose of section 489, 
which was to codify the circuit court’s juris-
diction to provide equitable remedies in the 
event of oppression, whether the oppressed 
party is a shareholder or the corporation it-
self. In this way, section 489 can be read to 
provide that a shareholder can bring a direct 
action for oppression that harms the share-
holder as shareholder and a derivative action 
for oppression that harms the corporation. 
In either case, the remedies specifi ed in the 
statute are available. Thus, neither the de-
rivative proceedings nor part of the statutory 
language are rendered nullities. 

Alternatively, section 489 could be read to 
mean that the legislature intended to create a 
narrow close corporation exception to the de-
rivative rule. Under this approach, unlike in 
other jurisdictions, and unlike the potentially 
expansive reading of Bromley, a shareholder 
cannot bring a direct action for all wrongdo-
ing by the controlling persons that injures the 
corporation, but can bring a direct action for 
injuries arising out of acts that are oppressive 
to the corporation. These would be claims 
based on oppression that injures the corpo-
ration as opposed to perhaps less egregious 
conduct that would still create a cause of ac-
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tion in the corporation that would have to be 
brought derivatively. Thus, under this read-
ing of 489, a shareholder could bring directly 
(i.e., without following the derivative proce-
dures) a claim for oppression that harms the 
corporation—even if the shareholder has not 
itself suffered direct harm. 

In the fi nal analysis, it may be that inclu-
sion of what appear to be derivative claims 
within the language of section 489 is nothing 
more than an historical anomaly. The prede-
cessor statute, section 825, was adopted to 
provide Michigan’s circuit courts with clear 
authority to fashion equitable remedies in 
the event of oppressive conduct by those in 
control of the corporation. At the time that 
section 825 was adopted, the MBCA did not 
contain the detailed derivative claim proce-
dures that were added with the 1989 amend-
ment. Therefore, it made sense at that time 
for the legislature to include oppression 
against the corporation among the wrongs 
that could be remedied through the statute. 
With the adoption of the derivative rules in 
1989, such protection became somewhat re-
dundant. However, there is nothing in the 
legislative history to suggest that the legis-
lature intended to excuse shareholders who 
bring claims to address harms caused to the 
corporation from the specifi c derivative pro-
cedures required by the MBCA.

The legislature should address this ambi-
guity, either by removing the “corporation 
or” language from the statute, clarifying 
that derivative claims brought pursuant to 
section 489 are still subject to the derivative 
rules, or defi ning the scope of any exception 
to the derivative rules for oppression claims, 
if such an exception was intended in adopt-
ing section 489. In the meantime, sharehold-
ers pursuing derivative claims like the plain-
tiffs in Bromley should plead causes of action 
under both section 489 and under the deriva-
tive rules. 
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Introduction
A party may form a contract with the inten-
tion of bestowing a benefi t upon  a stranger 
to the contract. The benefi t may be intended 
as a gift or to satisfy a legal obligation. In 
either case, the party intended to receive the 
benefi t is a third-party benefi ciary of the con-
tract. This third party acquires rights under 
the contract.1 

Since 1937, third-party benefi ciary law in 
Michigan has been controlled by statute MCL  
600.1405, which provides, in pertinent part:

Any person for whose benefi t a 
promise is made by way of contract, 
as hereinafter defi ned, has the same 
right to enforce said promise that he 
would have had if the said promise 
had been made directly to him as the 
promisee…
(1) A promise shall be construed to 
have been made for the benefi t of a 
person whenever the promisor of 
said promise has undertaken to give 
or to do or refrain from doing some-
thing directly to or for said person. 
(emphasis added).

The test for determining whether a per-
son is a third-party benefi ciary is objective, 
based on the contract language; the parties’ 
subjective intentions are irrelevant. In Green-
lees v. Owen Ames Kimball Co.,2 the Michigan 
Supreme Court quoted approvingly from 12 
Am.Jur., Contracts, § 282, p. 834:

The principle that one not a party 
or privy to a contract but who is 
the benefi ciary thereof is entitled to 
maintain an action for its breach is 
not so far extended as to give to a 
third person who is only indirectly 
and incidentally benefi ted by the 
contract the right to sue upon it. An 
incidental benefi ciary has no rights 
under the contract. A third person 
cannot maintain an action upon a 
simple contract merely because he 
would receive a benefi t from its per-
formance or because he is injured by 
the breach thereof. Where the con-
tract is primarily for the benefi t of 

the parties thereto, the mere fact that 
a third person would be incidentally 
benefi ted does not give him a right to 
sue for its breach.

Accordingly, before a third party is al-
lowed to maintain an action for breach of 
contract, the party will have to demonstrate 
that it is a direct benefi ciary of the contract. 
More often than not, this dichotomy comes 
into play in construction litigation. 

Incidental Third-party 
Benefi ciaries in Construction 
Contracts
Construction projects typically involve dif-
ferent parties performing under several dif-
ferent contracts and subcontracts. A general 
contractor who has entered into a contract 
and provided a bond to the owner may con-
tract with a number of subcontractors. Those 
subcontractors in turn may contract with 
others to complete portions of the subcon-
tractors’ project. In this scenario, one party’s 
performance often depends on timely and 
complete performance by another party.3 

In Michigan, contractors, subcontractors, 
their employees, and material suppliers are 
generally held not to be third-party benefi cia-
ries of the contract between the general or su-
pervisory contractor and the project owner.4 
The Michigan Court of Appeals’ decision in 
Dynamic Const. Co. v. Barton Malow Co.5 has 
been cited and relied on by numerous courts. 
It is generally considered to be the control-
ling authority on the issue of third-party ben-
efi ciaries in construction litigation. Dynamic 
involved a breach of contract claim, brought 
on the grounds that the plaintiff, Dynamic 
Construction Company, was a third-party 
benefi ciary of a contract between the Uni-
versity of Michigan and defendant Barton 
Malow. The university had hired Malow to 
act as construction manager to supervise the 
planned expansion of its hospital. The con-
tract between Malow and the university con-
tained specifi c language that nothing in the 
agreement could be deemed to give any third 
party a claim or right of action against the 
owner (university) or the construction man-
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ager (Malow) that did not otherwise exist 
without regard to the agreement. By separate 
contract, the university hired Dynamic as a 
general contractor for the project. There was 
no contract between Dynamic and Malow. 
After the project was fi nished, Dynamic fi led 
a number of claims with the university for 
extra compensation allegedly attributable 
to differing site conditions, defective plans 
and specifi cations, change of fi eld orders, 
and unanticipated extra work and delays. 
When those parties could not settle their 
claims, Dynamic began an action against the 
university. Dynamic later added a breach of 
contract claim against Malow. Malow moved 
for summary disposition on the basis that 
Dynamic failed to state a claim for breach of 
contract because there was no contract be-
tween Dynamic and Malow. The trial court 
denied the motion, ruling that Dynamic was 
a third-party benefi ciary of Malow’s contract 
with the university. The Michigan Court of 
Appeals reversed the decision. The court 
opined that when determining whether the 
parties to a contract intended to make a third 
person a third-party benefi ciary, one should 
examine the contract using an objective stan-
dard.6 The court held that third-party benefi -
ciary status requires an express promise to act 
to the benefi t of the third party and, where no 
such promise exists, that third party cannot 
maintain an action for breach of the contract.7 
A person who incidentally benefi ts from the 
performance of some duty required under a 
contract has no rights under the contract.8

The Dynamic court, relying on previous 
decisions by Michigan courts, held that in 
Michigan, contractors, subcontractors, and 
their employees are generally held not to be 
third-party benefi ciaries of the contract be-
tween the general or supervisory contractor 
and the project owner.9 The court focused 
on the contract between Malow and the uni-
versity and held that it showed no express 
promises to act to the benefi t of Dynamic. In 
fact, the contract expressly stated that it did 
not give rise to any third-party benefi ciary 
status in favor of any other contractors in-
volved in the project. Although Malow’s con-
tractual duties to supervise and manage the 
project would necessarily have affected, and 
possibly benefi ted Dynamic, such benefi ts 
were incidental and did not make Dynamic 
a third-party benefi ciary of the contract. Dy-
namic’s rationale has been relied upon by the 
Michigan courts where contracts expressly 

disclaim third-party benefi ciary status upon 
any party in construction litigation.10

Prior to the Dynamic decision, in Rieth-Ri-
ley Const. Co., Inc. v. Department of Transp.,11 
the Michigan Court of Appeals had ruled on 
the issue of indirect benefi ciaries. Plaintiff Ri-
eth-Riley was a subcontractor on a road con-
struction project that provided bituminous 
base coarse materials to the general contrac-
tor, which had a contract with the Michigan 
Department of Transportation. Rieth-Riley 
sued the department for the department’s 
failure to include a materials escalator clause 
in the contract for bituminous base coarse ma-
terials, as it did for other materials in the con-
tract. While the department acknowledged 
that the omission for the escalator clause was 
inadvertent, it denied that the subcontrac-
tor was a third-party benefi ciary. The court 
of appeals affi rmed summary judgment for 
the department, concluding that because the 
department did not promise to do anything 
directly to or for the plaintiff and also be-
cause the plaintiff did not extract a promise 
from the department to bestow a benefi t on 
the plaintiff, the plaintiff was an incidental 
benefi ciary and had no claim against the de-
partment.

Generally, the courts have concentrated 
their focus on the construction contract to de-
cide the issue of third-party benefi ciaries. In 
Kammer Asphalt Paving Co., Inc. v. East China 
Tp. Schools,12 subcontractor Kammer Asphalt 
commenced an action against a school district 
for payment for work performed on school 
facilities. This occurred after the general con-
tractor failed to pay subcontractor Kammer, 
and payment bonds furnished by the general 
contractor were determined to be invalid. 
The court of appeals affi rmed summary dis-
position in favor of the school district. The 
Michigan Supreme Court, after granting the 
subcontractor’s application for leave to ap-
peal, held, among other things, that the sub-
contractor could not recover from the school 
district as a third-party benefi ciary of the 
contract between the school district and the 
general contractor. The court reasoned that 
a plaintiff may not recover as a third-party 
benefi ciary because the defendant in this 
case was the promisee of the bonds, not the 
promisor. The contract between the general 
contractor and the defendant did not contain 
promises on behalf of the plaintiff subcontrac-
tor. In fact, the contract explicitly stated that 
nothing contained in the contract documents 
could create any contractual relationship be-
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tween the owner or the architect and any sub-
contractor or sub-subcontractor. Therefore, 
the court held that at best the plaintiff was an 
incidental benefi ciary of the contract and also 
that the plaintiff subcontractor was asserting 
the claim against the wrong party.13

Further, merely having a fi nancial stake in 
the construction project does not turn an in-
vestor into a third-party benefi ciary. In Wind-
wood Development, LLC v. Pelley,14 Pelley was 
an investor in a residential subdivision con-
struction scheme. Pelley also had a contract 
with the developers to construct the road-
way, storm sewer, sanitary sewer, and water 
main for the subdivision. The developer at the 
same time retained Abonmarche Consultants 
to act as the engineer for the project. After the 
sewer lines constructed by Pelley failed the 
town inspection, the developer was forced to 
hire another contractor to make the necessary 
repairs. The developer consequently with-
held payment and fi led suit against Pelley for 
breach of contract. Pelley fi led a third-party 
complaint against Abonmarche for breach of 
contract/quasi-contract and as a third-party 
benefi ciary. Pelley asserted that he, being an 
investor in the project, was a third-party ben-
efi ciary of the contract between Abonmarche 
and the developer. Pelley argued that Abon-
marche neglected to have the site inspected 
and delayed inspections, causing avoidable 
additional expense, and therefore any dam-
ages that the developer suffered were due 
to Abonmarche’s actions. The trial court dis-
agreed and granted Abonmarche’s motion for 
summary disposition. The Michigan Court 
of Appeals, in an unpublished opinion, af-
fi rmed the trial court’s decision and held that 
Pelley had failed to establish that the contract 
between Abonmarche and the developer was 
made directly for his benefi t as an investor 
in the project.15 Evidently, investors, in order 
to maintain successfully a third-party action, 
must show that the contract was made di-
rectly for their benefi t. The mere fact of being 
an investor in a project does not grant one  
third-party benefi ciary standing.16

 In Local 80 Sheet Metal Workers Intern. 
Ass’n, AFL-CIO v. Tishman Const. Corp.,17 
union employees of a subcontractor failed in 
their attempt to assert third-party benefi ciary 
claims under a contract between a general 
contractor and a subcontractor. The union 
plaintiffs argued that their layoff was caused 
by the general contractor’s failure to provide 
heat during freezing weather. The court of 
appeals disagreed and held that the prom-

ised benefi t was to provide simply a safe 
and suitable environment and not a promise 
of permanent employment. Also, the court 
relied on a provision of the collective bar-
gaining agreement that specifi cally gave the 
plaintiff’s employer the right to discharge 
without cause, holding this provision to be 
“dispositive of plaintiffs’ third-party benefi -
ciary action.”18

More recently, in an unpublished opin-
ion, the Michigan Court of Appeals held that 
a business invitee of a shopping mall was not 
a third-party benefi ciary of a snow removal 
contract between the mall and the mall’s 
contractor. The court held that the contractor 
did not specifi cally undertake to benefi t mall 
patrons. The pertinent clause in the contract 
for snow removal merely set forth how con-
tractor’s services should be performed, and, 
if the contract benefi ted anyone besides the 
mall, it would be the stores in the mall and 
not any invitee of the mall.19

Direct Third-party Benefi ciaries in 
Construction Contracts
When a construction contract specifi cally 
provides direct benefi ts to a third party, 
Michigan courts have generally enforced 
the specifi c provsions. In Greenlees v. Owen 
Ames Kimball Co.,20 a defendant construction 
company performed remodeling work on a 
building for a landlord under a contract that 
provided that the work was to be performed 
in such a way as to cause minimum distur-
bance to daytime operations in the building. 
The supreme court reversed summary judg-
ment and remanded the case for trial, hold-
ing that, because the contract was for his 
direct benefi t, a tenant was entitled to main-
tain a cause of action. The court held that the 
contract between landlord and defendant 
contractor provided that the work of remod-
eling was to be performed “in such a way as 
to cause a minimum of disturbance to the 
daytime operations in the building.”21 The 
court reasoned that the tenant-plaintiff’s dis-
play of its fur goods to the view of customers 
was thus directly and intentionally provided 
for. The contract was for the direct protec-
tion of plaintiff tenant and plaintiff’s tenancy 
and display was a notice to the defendant of 
plaintiff’s rights.

Similarly, in another case, owners of a 
private abutting property were held to have 
a third-party benefi ciary claim against a 
contractor because a contract provided that 
the contractor would protect all of his work 
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“from damage and shall protect all city prop-
erty and private abutting property from in-
jury or loss arising in connection with this 
contract.”22

In Ohio Farmers Ins. Co. v. Shamie,23 the 
court held that the complaint suffi ciently al-
leged that the plaintiff insurer was an intend-
ed third-party benefi ciary of the defendants’ 
contract to prepare a construction company’s 
fi nancial statements, which the defendants 
knew the plaintiff would rely on in making 
a decision to issue performance and surety 
bonds. The plaintiff, thereby, was the intend-
ed recipient and benefi ciary of defendants’ 
accounting services. 

Intended benefi ciaries need not always be 
named or clearly identifi ed. Michigan cases 
allow the contracting parties to designate a 
class of persons as the intended benefi ciaries 
of a contract, and that unnamed and unascer-
tained persons qualify as third-party benefi -
ciaries if they belong to that class.24 In a recent 
unpublished case, a homeowner whose roof 
was repaired by a roofi ng contractor pursu-
ant to a contract between a contractor and a 
city agency was held to be an intended third-
party benefi ciary of the contract. The hom-
eowner thus could bring a breach of contract 
action against the contractor, even though 
the homeowner was not personally identi-
fi ed in the contract. The contract made clear 
that its purpose was to benefi t homeowners 
who could not afford weatherproofi ng ser-
vices and were receiving services from the 
city agency, and the homeowner was a mem-
ber of that class.25

Conclusion
Michigan courts, when asked to rule on the 
issue of third-party benefi ciaries in construc-
tion litigation, have focused their attention 
on the underlying contract. Although con-
tracts that have specifi ed third-party benefi -
ciaries have been enforced, the courts have 
been extremely reluctant to extend third-
party benefi ciary status to a person who is 
only indirectly and/or incidentally benefi ted 
by the contract. Thus, in Michigan an inci-
dental benefi ciary has no rights under the 
contract and cannot maintain an action on 
a contract merely because that party would 
receive a benefi t from its performance or 
may be injured by a breach. Where the con-
tract is primarily for the benefi t of the parties, 
the mere fact that a third person would be 
incidentally benefi ted does not bestow third-

party benefi ciary status or give that person a 
right to sue for its breach.
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The world of the Internal Revenue Service 
(IRS) can be divided by a moment in time 
called an assessment.1 After a tax is assessed 
the taxpayer can be sent a notice of demand 
for payment. Ten days thereafter, the IRS has 
the authority to seize all property belonging 
to a taxpayer.2 

A tax can be assessed in a number of ways. 
The two most common are a fi led tax return 
and a Statutory Notice of Defi ciency.3 Gen-
erally, the IRS has a limited period of time 
to send the taxpayer a Statutory Notice of 
Defi ciency.4 If the taxpayer does not answer 
the notice within 90 days, the taxpayer owes 
a tax.5 

From the standpoint of whether the tax-
payer owes or does not owe money, an as-
sessment is like the goal line on a football 
fi eld. Football players can argue all they 
want, the only thing that matters is whether 
they cross the goal line. Once the client cross-
es the line of an assessment, regardless of any 
of your arguments to the contrary, the client 
owes tax and is subject to the administrative 
power of the Internal Revenue Service to 
collect. Before the client crosses that line, re-
gardless of potential liability, the client owes 
nothing. Whether taxes are dischargeable or 
not in bankruptcy can often depend on when 
they were assessed. 

Tip No. 1: Obtain Transcripts from 
the IRS 
A simple way to tell if there is an assessment 
is to see a bill from the IRS. Do not rely on 
the client to know whether or when there has 
been an assessment; obtain transcripts from 
the IRS to verify the debtor’s tax informa-
tion. The transcripts are broken down year 
by year, and the information is necessary 
for resolution of tax issues in a bankruptcy 
analysis. 

Before meeting with the client, have the 
client call 1-800-829-1040 to request tran-
scripts. Have the client choose option 2 for 
the fi rst two choices after selecting the lan-
guage and follow the prompts. Have the cli-
ent request transcripts for the previous ten 
years’ income tax returns. The return tran-
script will confi rm the returns that have been 

fi led. Returns fi led within the last 6-8 weeks 
may not show up on a transcript. Tax Return 
Transcripts have most of the line items from 
the tax return and not refl ect changes after 
the return is processed. A return transcript is 
only available for the current year and three 
prior years.

Tax Account Transcripts refl ect changes 
made to the original return such as amend-
ments and adjustments. Account Transcripts 
provide the following information:
• Amount of estimated payments
• Penalty paid/assessed
• Interest paid/assessed
• Interest paid to the taxpayer by the Ser-

vice
• Balance due with accruals
Records of Account Transcripts are available 
for the current processing year and the three 
prior years.

The Account Transcript shows more de-
tails than a return transcript but will not re-
fl ect changes and installment agreement pay-
ments. (The Record of Account provides the 
detail necessary to determine classifi cation 
and dischargeability of certain taxes.)  

If the client arrives in the offi ce without 
information about assessments, one can call 
the IRS during the initial interview, but tran-
scripts requested over the phone may only 
be available for the previous fi ve years while 
the remaining fi ve years may be archived. In 
that case, be prepared to fi ll out a Form 4506-
T (with a charge of $39.00 for each year, the 
form is available at www.irs.gov). The Form 
requires one to select the years and type of 
transcript wanted. It allows the transcripts 
to be sent to a third party or to the taxpayer. 
Transcripts that are not archived can be re-
ceived by fax in a few minutes while on the 
phone with the IRS. The IRS employee on the 
phone will most likely request that the tax-
payer stand by the fax machine while the fax 
is transmitted due to concerns about privacy 
and identify theft. Transcripts that are or-
dered with a 4506-T will be sent to the debt-
or’s home or the address listed on the form; 
this probably should be your offi ce. 

If you or the client are uncomfortable hav-
ing the client receive the transcripts, or the 
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transcripts are either too old or too lengthy 
to be faxed while you wait, transcripts may 
be obtained with an IRS Form 2848, Power 
of Attorney, signed by the taxpayer provid-
ing the attorney with the power to obtain the 
documents.6 When fi lling out the form, be 
sure to fi ll in the box at Section 3 identifi ed 
as “Tax matters” and at the caption “Year(s) 
or Period(s)” as ten years (for example 1996 
through 2006). Where the form requests “Tax 
Form Number,” fi ll in “transcripts for the 
years identifi ed concerning the Account, Re-
turn and Income.” Where the form requests 
“Tax years,” insert “beginning 1996 through 
2006.” 

Transcripts may also be obtained through 
a return preparer who qualifi es for e-ser-
vices (typically, a return preparer who fi les 
electronically with an Electronic Filing Num-
ber who has been registered for E-fi ling ser-
vice). A return preparer will need a signed 
Power of Attorney (POA), the client’s name, 
address, the period (including fi scal years), 
the adjusted gross income on the tax return 
for the most current year or for one prior 
year, and the individual client’s date of birth 
(where applicable). Additionally, if an IRS 
lien is involved, the lien will also show dates 
of assessment.

The IRS will not provide information 
under a POA unless the attorney has a Cen-
tralized Authorization File number or “CAF 
number” on fi le with the IRS. (The attorney 
should obtain a CAF number if continued 
contact with the IRS is contemplated or nec-
essary.) Attorneys may obtain tax informa-
tion by calling the IRS Practitioners Hotline 
at 1-866-860-4259 and press prompt 4 (“tran-
scripts request”). Over the phone, the debtor 
will need to verify their account and that the 
attorney is acting on their behalf. The IRS 
employee on the phone will ask if there is a 
signed Form 2848 available and, if so, to fax 
it while on the phone (in Michigan the fax 
is 901-546-4115). It may take 24-48 hours for 
the IRS to fax the transcripts and 7-15 days 
if mailed. When speaking with an IRS em-
ployee while making your request, it is also 
a good opportunity to inquire how a CAF 
number is obtained. 

Tip No. 2: Determine What Type of 
Taxes Are Owed
Any unassessed tax that is no longer assess-
able by law or agreement is dischargeable.7 
The following taxes are not dischargeable in 
Chapter 7 or Chapter 11 Bankruptcy:8 

1. Trust fund taxes owed to the IRS9

2. Employment Taxes10

3. Excise Taxes11

4. Unpaid Custom Duties12

5. Any tax, interest, assessments, and 
penalties that may be owed to the 
IRS--the so-called “catchall provi-
sion.”13 
6. Tax stated on returns found to be 
fraudulent and also where the tax-
payer willfully attempted to evade 
the tax.14

7. Income taxes not assessed before 
the petition date but still permitted 
to be assessed. 
8. Taxes fi led by the IRS on the tax-
payer’s behalf (SFR on the IRS tran-
script) 

The dischargeability of taxes from fi led 
returns after the government has fi led sub-
stitute returns is problematic and requires 
research and analysis.15

Tip No. 3: Determine the Time 
Requirements for Dischargeable 
Taxes
Review the IRS tax transcripts and determine 
the following four dates: 

1. the taxpayer’s return due date in 
the year of the delinquent tax;
2. the date the taxpayer’s return was 
actually fi led; 
3. the date the IRS assessed the tax at 
issue; and 
4. the number of days from those 
dates to the bankruptcy case fi ling 
date. 

These dates assist in determining whether 
an income tax liability may be discharged in 
bankruptcy. Generally, income taxes are dis-
chargeable for returns due more than three 
years prior to the fi ling date of the petition, 
on assessments from returns that have been 
fi led at least two years before the petition fi l-
ing data, and on assessments that are least 
240 days old.16 These periods do not count 
when there is a stay of collection in a prior 
bankruptcy (plus 90 days after the stay has 
ended) or when there is an Offer in Compro-
mise (plus 30 days after the offer of compro-
mise has been rejected).17

Certain events will “toll” or stop the run-
ning of the dischargeability periods. Some of 
those tolling events are as follows:
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1. An Offer in Compromise will toll 
the running of the 240-day assess-
ment period if the Offer was made 
during the running of that 240-day 
period. The tolling will be for the 
period the Offer was pending plus 
30 days after it is rejected).18

2. A prior bankruptcy tolls the run-
ning of both the three-year period 
and the 240-day assessment period 
for duration of the bankruptcy peri-
od in effect, plus 90 days after the 
bankruptcy is concluded.19

3. The three-year period is suspend-
ed if the debtor fi les an application 
for a taxpayer’s assistance order.20 

4. The three-year period is suspend-
ed if the debtor makes a request for a 
due process hearing regarding a levy 
action.21 
5. The three-year period is suspend-
ed during pendency of an Offer in 
Compromise.22 

Once these timing periods expire a “prior-
ity tax” that is not dischargeable under the 
bankruptcy statute becomes a dischargeable 
“non-priority tax.” 

Tip No. 4: Determine if IRC 
1398 “Short Year” Election Is 
Appropriate 

In General
Sometimes, a taxpayer will gain a benefi t in 
bankruptcy from fi ling a “short year” tax 
return to divide pre-petition and post-peti-
tion tax liabilities. When a taxpayer fi les a 
return for a period ending on a day other 
than the very end of the calendar year (or 
their fi scal year), he or she should consider 
using a “short year.” 

The “short year” election must be exam-
ined for its impact on tax liability and with 
reference to assets that tax liability will be 
paid from. Under IRC 1398, an individual 
may elect to split the tax year in which the 
bankruptcy petition is fi led into two short tax 
years of less than twelve months.23 The fi rst 
“short year” begins on January 1 (assuming a 
normal calendar year taxpayer) and ends the 
day before the petition is fi led. The second 
such year begins on the date the petition is 
fi led, called the “commencement date” (the 
commencement date is defi ned as the day 
on which the bankruptcy case begins),24 and 
ends on December 31 of that year. Once the 

election is made, the debtor’s federal income 
tax liability for the fi rst short taxable year be-
comes an allowable claim against the bank-
ruptcy estate as a claim arising before the 
bankruptcy fi ling. 

The election determines the sources from 
which the tax liability will be initially collect-
ed. The tax liability for that fi rst short taxable 
year is a pre-bankruptcy tax liability and is 
considered a claim arising before the bank-
ruptcy fi ling and thus collectible from the 
bankruptcy estate. If the bankruptcy estate 
does not have enough assets to pay the tax 
liability, the debtor’s tax liability will be col-
lected from the debtor.25 All post-petition tax 
liabilities will be collected from the debtor. 
In the event there are no available funds left 
in the bankruptcy estate after taxes are paid, 
debts to creditors with lower priority may 
be discharged without any payment. If an 
election is not made, creditors whose debts 
would have been discharged without any 
payment may receive distributions, while 
the remaining tax liability will become a per-
sonal liability of the debtor. 

If the election is not made, the debtor’s 
taxable year is not affected by fi ling the bank-
ruptcy petition. Instead, any tax liability for 
the year in which a petition was fi led will be 
treated as if it was due after December 31 of 
the year.26 This means that in the year of fi l-
ing the bankruptcy petition, all the taxes are 
treated as post-petition, and thus, no part of 
the debtor’s tax liability is collectible from 
the bankruptcy estate. A debtor’s own tax li-
ability would be collectible directly from the 
debtor.27

Regardless of whether or not an election 
is made, if the estate cannot pay the tax, it be-
comes collectible from the individual debtor 
after the bankruptcy proceeding concludes.28 
In such a case, the tax liability is looming for 
the debtor after emerging from bankruptcy 
and to a great extent can undermine a fresh 
start.

The “short year” election is not for ev-
eryone,29 and the decision to make such an 
election must be looked at carefully. The key 
is understanding how the bankruptcy estate 
succeeds, or transfers, to the debtor his or her 
tax attributes as of the fi rst day of the debtor’s 
taxable year in which the bankruptcy case is 
commenced.30 This transfer is not considered 
a sale or exchange.31 

An example of a tax attribute affected by 
the IRC 1398 election would be net operating 
losses (NOLs). NOLs are unused business 
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losses. They carry over from year to year and 
can be used to reduce taxable income in the 
years to which they are carried. If the IRC 
1398 election is made, and the debtor has net 
operating loss (NOL) carryovers from prior 
years, the debtor can use them against income 
from the short tax year before the bankruptcy 
fi ling to reduce the taxes for the short year. 
If the election is not made, the NOL carries 
over to the bankruptcy estate on the day of 
the fi ling, and the debtor cannot use the NOL 
against income for the tax year during which 
the petition was fi led. If the election is not 
made, a pre-bankruptcy NOL will be used 
against income of the bankruptcy estate. Tax 
attributes can be complex and, whether an 
IRC 1398 election is benefi cial will not be im-
mediately obvious, especially if business re-
cords are not up to date in the middle of the 
year. 

Under IRC 1398(d)(2)(D), a debtor’s elec-
tion to close the taxable year must be made 
on or before the due date for fi ling the return 
for the short taxable year ending on the day 
before the commencement of the case and 
is irrevocable. There is no provision for ex-
tending the time for making the election. The 
regulations provide that the election is made 
by fi ling a return for the short taxable year 
ending on the day before the commencement 
date on or before the fi fteenth day of the 
fourth full month following the end of that 
fi rst short taxable year.32

Upon termination of the bankruptcy es-
tate, any of the tax attributes that the estate 
received from the debtor that were not used 
by the estate go back to the debtor.33 Any 
NOLs to which the debtor succeeds from the 
bankruptcy estate are reduced by the amount 
of discharged debt that was excluded from 
the debtor’s income.34 Analyzing this re-
quires projecting income for the full calendar 
year when it may not be predictable and may 
involve returns that are open and subject to 
audit though an audit has not yet taken place, 
making it diffi cult to determine the amount 
of nondischargeable tax liabilities.

S Corporation or Partnership 
Considerations
If your client is an S corporation shareholder 
or conducts business in partnership form, 
then consider fi ling a petition after the close 
of the S corporation’s or partnership’s tax 
year. As indicated above, under IRC 1398, 
the estate succeeds to all legal and equitable 
interests and certain tax attributes of the 

debtor. This is because the fi ling of a peti-
tion is not considered a transfer under IRC 
1398(f):

A transfer (other than by sale or 
exchange) of an asset from the debtor 
to the estate shall not be treated as a 
disposition for purposes of any pro-
vision assigning tax consequences to 
a disposition, and the estate shall be 
treated as the debtor would be treat-
ed with respect to such asset.35

Income or losses of S corporations and 
partnerships are determined as of the last 
day of the corporation’s or the partnership’s 
taxable year (specifi cally, losses do not fl ow 
though to the member or shareholder until 
the end of the taxable year). An IRC 1398 
election would cause the client, who is a 
partner or shareholder of a subchapter S cor-
poration, to forfeit those losses on his or her 
personal return. Therefore, if the transfer of 
assets from the debtor to the bankruptcy es-
tate took place before the end of the taxable 
year, the bankruptcy estate succeeds to those 
shares of an S corporation’s or partnership’s 
interests for the entire year. Accordingly, the 
bankruptcy estate is entitled to the entire loss 
generated by the partnership or S corpora-
tion during the year the petition was fi led. 

This is important if the S corporation or 
partnership has sustained losses during the 
year the petition for bankruptcy is fi led. If 
the partner or S corporation shareholder 
fi led for bankruptcy during the taxable year, 
those losses would pass through to the bank-
ruptcy estate and cannot be used to claim 
corporate or partnership losses on personal 
returns. However, if the partner or S corpora-
tion shareholder fi led for bankruptcy at the 
end of the S corporation or partnership’s tax 
year, those corporate or partnership losses 
can be claimed on personal tax returns. If 
a petition is fi led before the last day of the 
corporation’s taxable year, the corporation’s 
losses fl ow through to the estate. If a petition 
is fi led on the day of the corporation’s taxable 
year, the corporation’s losses can be claimed 
on the personal tax return. 

In the 2004 case, Williams v Comm’r,36 the 
court held that when a debtor declared bank-
ruptcy near the end of his tax year, 100 per-
cent of the losses (several million dollars of 
NOLs) from the wholly owned S Corporation 
were transferred to the debtor’s bankruptcy 
estate under IRC 1398. A pro rata allocation 
of each item of an S corporation’s income or 
loss based on ownership percentages under 

Upon 
termination 
of the 
bankruptcy 
estate, any 
of the tax 
attributes 
that the
estate 
received from 
the debtor 
that were
not used by 
the estate
go back to
the debtor.
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IRC 1377(a)(1) that would allocate income 
and losses between the individual and the 
bankruptcy estate was not allowed. The tax 
court held that bankruptcy rules take prece-
dence over the rules that otherwise apply for 
allocating losses of S corporations, and that 
IRC 1398 trumps IRC 1377.37

As a side note, beware that there are nega-
tive tax consequences of an S Corporation fi l-
ing bankruptcy that do not accrue to a share-
holder fi ling bankruptcy. One of the ways this 
can happen is when there will be post-peti-
tion income to the S Corporation while it is in 
bankruptcy. The S Corporation shareholders 
will not actually receive the income but will 
be required to report the gain on their return 
and pay the resulting tax obligation.38 If the 
debtor were a C Corporation, the tax would 
be an obligation of the estate.39

If your client is a calendar year individual 
S Corporation shareholder and his or her 
wholly owned S corporation has losses, you 
should consider whether the shareholder 
should declare bankruptcy in January of the 
next year, the entity should declare bankrupt-
cy at the close of the S corporation’s tax year, 
or consider ways to terminate a Subchapter S 
election prior to a bankruptcy petition fi ling 
by the corporation.

Tip No. 5: The Trustee Should 
Consider Expedited Review of the 
Tax Return
During the administration of a bankruptcy 
estate, the bankruptcy trustee must fi le tax 
returns for the estate and the bankruptcy 
estate must pay the tax owed.40 Typically, the 
government has three years to audit a return 
(6 years if more than 25 percent of gross 
income is underreported and forever if fraud 
is involved). This can create a problem for a 
bankruptcy estate because a tax debt from an 
audit could occur after the bankruptcy estate 
has been closed and not discharged. The 
bankruptcy trustee may request the IRS to 
determine unpaid tax liability of the estate for 
any tax incurred during the administration 
of the case. 11 USC 505(b)(2). This request is 
called “prompt determination” and is made 
by submitting a tax return for the tax and a 
request for prompt determination in accor-
dance with the steps in Rev. Proc. 2006-24 
and IRB 2006-22.41 

To request a prompt determination of any 
unpaid tax liability, the bankruptcy trustee 
must fi le a signed written request, in dupli-
cate, with the Centralized Insolvency Opera-
tion, PO Box 21126, Philadelphia, PA 19114 

and marked, “Request for Prompt Determi-
nation.” To be effective, the request must be 
fi led with an exact copy of the return (or re-
turns) for a completed taxable period fi led by 
the trustee with the IRS and must contain the 
following information: 

(1) a statement indicating that it is 
a request for prompt determination 
of tax liability, specifying the return 
type and tax period for each return 
for which the request is being fi led; 
(2) the name and location of the offi ce 
where the original return was fi led; 
(3) the name of the debtor; 
(4) the debtor’s Social Security num-
ber, taxpayer identifi cation number 
(TIN), or entity identifi cation num-
ber (EIN); 
(5) the type of bankruptcy estate; 
(6) the bankruptcy case number; and 
(7) the court where the bankruptcy is 
pending. 

A request will be considered incomplete 
and returned to the trustee if it is fi led with a 
copy of a document that does not qualify as a 
valid return. A return must be signed under 
penalties of perjury to qualify as a return. A 
document with the jurat stricken, deleted, or 
modifi ed will not qualify. 

The amount of the tax to be paid after 
an appropriate request is made is (1) the tax 
shown on the return, unless within 60 days 
after the request the IRS has provided notice 
that the return has been selected for examina-
tion or within 180 days after the request (or 
any additional time permitted by the bank-
ruptcy court) the IRS has notifi ed the trustee 
of any tax due; or (2) payment of the tax as 
fi nally determined by the bankruptcy court 
after the completion of the IRS examination. 
Unless the return is fraudulent or contains 
a material misrepresentation, the trustee, 
the debtor, and any successor to the debtor 
will be discharged from liability once there is 
payment of the tax. 

The request for prompt determination 
should be made by the trustee before the 
bankruptcy proceeding ends. This will facili-
tate an early closing of the bankruptcy estate. 
Also, a prompt determination of tax liability 
will establish those tax liabilities that can be 
paid from the bankruptcy estate while there 
are still funds in the bankruptcy estate. In the 
event there are no available funds left in the 
bankruptcy estate after taxes are paid, debts 
to creditors with lower priority may be dis-
charged without any payment. If a request 
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for prompt determination is not made and the 
tax liability is not paid out of the bankruptcy 
estate, those same creditors may receive dis-
tributions, while the remaining tax liability is 
now a personal liability of the debtor. 

Tip No. 6: Consider an Offer in 
Compromise

The Internal Revenue Code provides that 
taxpayers may compromise any tax obliga-
tion by submitting an Offer in Compromise 
(OIC).42 Only the IRS may process an OIC 
and only under the established regulations, 
rules, guidelines, and revenue procedures.43 
IRS policy is that OIC applications from tax-
payers currently in bankruptcy are nonproc-
essable.44 

The policy refl ects the IRS’ conclusion that 
processing OIC of taxpayers in bankruptcy is 
not in the government’s best interest.45 The 
OIC process permits the IRS to exercise its 
discretion to accept different treatment of pri-
ority claims than is provided for by the Bank-
ruptcy Code. Under the Bankruptcy Code, a 
plan cannot be confi rmed unless it provides 
for the full payment of priority tax claims, 

or the IRS agrees to different treatment. The 
Chief Counsel Notice (CC-2004-25) specifi es 
factors that may be considered in determin-
ing whether it is in the government’s best in-
terest to accept less favorable treatment than 
is statutorily required under the Bankruptcy 
Code.46 

The debtor taxpayer has a greater possi-
bility to pay less under the OIC procedures 
than in the bankruptcy process and should 
consider OIC before fi ling for bankruptcy. 
If the debtor fi les a bankruptcy petition, the 
IRS will exercise its discretion and bow to 
the bankruptcy authority for reasonable col-
lection potential as opposed to the OIC pro-
cedure and will concede to the bankruptcy 
forum chosen by the taxpayer. 

Offers are accepted based on an ability to 
pay. Below is a table that illustrates submit-
ted offers, rejection rates, percentages of tax 
liabilities compromised, and appeals for the 
years 2000-2005. The percentage of total tax li-
ability accepted in compromise has increased 
from 12% in 2000 to 16% in 2005, indicating 
a growing possibility to compromise tax li-
ability using OIC procedures.

Fiscal year 2000 2001 2002 2003 2004 2005
Offers received 109,818 118,893 122,405 126,466 103,106 73,301
Offers accepted* 31,609 37,071 27,692 18,340 14,636 14,526
End of year inventory 88,982 92,324 68,187 54,326 35,882 18,500
Amount of delinquent tax 
liability (in billions) $2.43 $2.45 $2.25 $1.32 $1.32 $1.49

Amount of accepted offers 
(in billions) $0.28 $0.31 $0.27 $0.19 $0.19 $0.24

Amount of tax liabilities 
written off as a result of 
OIC (in billions)

$2.15 $2.14 $1.98 $1.13 $1.13 $1.25

Percentage of total tax 
liability accepted in 
compromise

12% 13% 12% 14% 15% 16%

Number of offers rejected 
by OIC Program 13,071 18,568 22,287 35,721 30,874 27,409

Number of rejected offers 
appealed by taxpayers 3,976 6,819 8,129 15,376 15,888 10,224

Percentage of rejected 
offers appealed 30% 37% 36% 43% 51% 37%

Number of offers accepted 
by Appeals function 1,393 1,953 2,334 4,464 3,928 1,221

Percentage of Offers 
Accepted by Appeals 
function 

35.04% 28.64% 28.71% 29.03% 24.72% 11.94%

*Acceptances are shown before any taxpayer appeals to the IRS Appeals function (Appeals).
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Summary and Conclusion
These six topics are not exhaustive, but your 
authors believe they are the most common. 
First, IRS transcripts are important as they 
are typically the best evidence of taxes owed 
and prior actions taken and those transcripts 
provide accuracy when determining criti-
cal dates. Second, it is important to sort out 
which of the taxes are dischargeable. Third, 
the time requirements for those discharge-
able taxes are important to determine which 
taxes will actually be discharged. Fourth, IRC 
1398 should be considered to have tax debts 
for the short year paid put through the bank-
ruptcy estate instead of surviving bankrupt-
cy. Also, the “pass through” income or loss 
of partnerships and S Corporations should 
be considered at both the owner and identity 
level. Fifth, a request for prompt assessment 
should be considered by the trustee or urged 
by the debtor. Sixth, if tax liabilities are a 
driving force for the fi ling, consider an Offer 
in Compromise. 

NOTES
1. IRC 6201.
2. IRC 6331.
3. IRC 6212.
4. IRC 6501.
5. IRC 6213.
6. SIGNIFICANT CAVEAT: When fi lling out 

Form 2848, the attorney affi rmatively represents a num-
ber of things including that the attorney knows or his or 
her responsibility under Circular 230 ( 31 CFR 10.33–
.37), and should consider reading it or hiring someone 
who has. See Circular 230, by George W. Gregory, George 
W. Gregory PLLC, Birmingham, presented at ICLE 
15th Annual Drafting Estate Planning Documents Seminar, 
January 19, 2006.

7. 11 USC 507(a)(8)(A)(iii) and 523 (a)(1)(A).
8. The following taxes are not dischargeable in a 

Chapter 13: (i.e., they must be paid in full but still not 
priority; trust fund taxes (11 USC 507(a)(8)(c)), unfi led 
returns (11 USC 523(a)(1)(B)), late fi led returns within 
2 years of bankruptcy (11 USC 523(a)(1)(B)), fraudu-
lent returns (11 USC 523(a)(1)(C)), evaded taxes (11 
USC 523(a)(1)(C)). 

9. 11 USC 523 (a)(1) and 507(a)(8)(C). A trust 
fund tax is money required to be withheld by the debtor 
as a “responsible person” from an employee’s wages 
(income tax, social security, and Medicare taxes) by an 
employer and held in trust until paid to the Treasury. 
IRC 6672 and 3505.

10. 11 USC 507 (a)(8)(D). See also 11 USC 
507(a)(4).

11. 11 USC 507(a)(8)(E).
12. 11 USC 507(a)(8)(F).
13. 11 USC 507(a)(8)(G).
14. 11 USC 523 (a)(1)(C).

15. In Hindenlang v US 164 F3d 1029 (6th Cir 
1999), cert. denied, 528 US 810 (1999), a taxpayer fi led 
returns that were identical to the substitute returns 
already fi led by the government. The Sixth Circuit relied 
on a four-part test for the defi nition of a tax return 
found in Beard v. Commissioner, 82 TC 766 (1984), 
aff’d, 793 F2d 139 (6th Cir 1986): 

(1) it must purport to be a return; 
(2) it must be executed under penalty of perjury; 
(3) it must contain suffi cient data to allow calcula-

tion of tax; and 
(4) it must represent an honest and reasonable 

attempt to satisfy the requirements of the tax law. 
The Sixth Circuit held that returns generating an 

assessment identical to substitute returns served no valid 
tax purpose under the fourth test and that “a document 
purporting to be a tax return serves no purpose at all 
under the Internal Revenue Code, such a document can-
not, as a matter of law, qualify as an honest and reason-
able attempt to satisfy the requirements of the tax law.” 
In Hindenlang, the Sixth Circuit seemed focused on the 
fact that where a fi led return duplicates the assessment of 
the substitute return, it serves no valid purpose. 

A question could be raised whether a fi led return 
that differs from a substitute return fi led by the IRS will 
satisfy the valid purpose test under Beard. In US v Payne, 
431 F.3d 1055 (7th Cir 2005) the Seventh Circuit, said 
that the valid purpose for fi ling a tax return is to “satisfy 
the taxpayer’s obligations”:

The legal test is not whether the fi ling of a 
purported return has some utility for the 
tax authorities, but whether it is a reasonable 
endeavor to satisfy the taxpayer’s obligations, 
as it might be if the taxpayer had tried to fi le a 
timely return but had failed to do so because of 
an error by the Postal Service. There was noth-
ing like that here. 

The language in Payne implies that fi ling when 
required to do so is important. It could mean that if 
the substitute return is inaccurate, that the fi ling of a 
tax return which is accurate, would satisfy the fourth 
test under Beard. In footnote 6 of Hindenlang, the 
government claimed that a return that increases the tax 
liability would serve a valid tax law purpose. The Sixth 
Circuit declined to rule on that question. In In Re Izzo, 
287 BR 158, (USDC ED Mich SD 03/30/2006), the 
Bankruptcy Court addressed a situation where a taxpayer 
fi led returns after substitute returns were fi led. The tax 
liability on the fi led returns was lower than the substitute 
returns (a likely occurrence given that taxpayer’s have 
more information than the government when it comes 
to fi ling returns). The Bankruptcy Court in Izzo ruled 
that a valid tax purpose does not include the fi ling of an 
accurate return which differs from the substitute return:

Viewed in this light, the Court cannot accept 
Debtor’s proposed distinction between this case 
and In re Hindenlang. The only material differ-
ence between the two cases, after all, is that the 
information ultimately provided by the debtor 
in In re Hindenlang was redundant of the IRS’s 
own calculations, while the information even-
tually provided by Debtor here refl ected tax 
liabilities that were lower than the IRS had 
previously computed through its SFRs. To say 
that the latter qualifi es as an “honest and rea-
sonable attempt” to satisfy the tax laws while 
the former does not would render the fourth 
prong of the Beard test devoid of all meaning 
or purpose. 

These cases create the following question. Language 
in Hindenlang implies a test that if the only purpose of 
fi ling a tax return is to have it dischargeable in bank-
ruptcy, that fi ling will not support a valid tax purpose. 
Language in Izzo and Payne implies that a valid purpose 
disappears when the government has assessed a tax. One 



has to wonder if the focus on the defi nition of an “hon-
est fi ling of a return” as a measure of which taxes will or 
will not be discharged will result in the correct balance 
contemplated by Congress.

16. The Bankruptcy Code allows an individual to 
discharge an income tax when the taxpayer did not fi le 
a fraudulent tax return or engage in tax fraud (11 USC 
523(a)(1)(C)), a tax return was actually fi led for the 
delinquent tax liability (11 USC 523(a)(1)(B)), and if all 
of the following timing “rules” are met; 

a) The 2-Year Filing Rule. The tax return was fi led 
and, if late, more than two years prior to the bankruptcy 
petition (11 USC 523 (a)(1)(B))

b) The 3 -Year Look Back Rule. The due date for 
the return, including the due date after fi led extensions, 
is more than three years before the bankruptcy fi ling (11 
USC 507 (a)(8)(1)(A)(i) and 11 USC 523 (a)(1)(A)); 
and 

c) The 240-Day Assessment Rule. The assessment 
date for the taxes must be greater than 240 days prior 
to the date the bankruptcy petition is fi led (excluding 
any time an offer in compromise was outstanding, plus 
30 days)(11 USC 507 (a)(8)(A)(ii)) and 11 USC 523 
(a)(1)(A)). 

17. 11 USC 507(a)(8)(A)(ii)(I) and (II).
18. 11 USC 507 (a) (8) (A)(ii)(I).
19. 11 USC 108 (c ) and 507 (a)(8)(A)(ii)(I), and 

26 USC 6503(b) and (h).
20. IRC 7811.
21. IRC 6330.
22. Chief Counsel Advice 200404049.
23. IRC 1398(d)(2). The rules of IRC 1398 only 

apply to Chapter 7 and Chapter 11 bankruptcy cases 
involving an individual. No separate estate for an indi-
vidual debtor is created if he or she fi les for bankruptcy 
under Chapter 12 (adjustment of debts of a family farm-
er with regular income) or under Chapter 13 (adjust-
ment of debts of an individual with regular income). 
Also, no separate taxable estate exists for partnerships or 
corporations, IRC 1399.

24. IRC 1398(d)(3).
25. 11 USC 523(a)(1). 
26. IRC 1398(d)(2). 
27. Id.
28. 11 USC 523(a).
29. IRC 1398(d)(2)(C). Debtors who have no assets 

other than property exempt under section 522 of the 
Bankruptcy Code cannot elect to terminate their taxable 
years.

30. IRC 1398(g). These attributes include: NOL’s 
Capital loss carryovers, credit carryovers charitable 
contribution carryovers, recover exclusion under 111, 
debtor’s basis, holding period, and character of any assets 
acquired from the debtor other than by sale or exchange, 
the debtor’s accounting period, and passive and at-risk 
activity losses and credits and other tax attributes of the 
debtor to the extent provided in Regulations. 

31. IRC 1398(f)(1). 
32. See Treas Reg 301.9100-14T(d), which pro-

vides that to facilitate processing the taxpayer should 
write “ 1398 ELECTION” at the top of the return. The 
regulations also state that the election may be made by 
attaching a statement of election to a timely application 
for an extension of time to fi le a return for the fi rst short 
taxable year meeting the requirements of 6081. 

33. IRC 1398(i).
34. IRC 108(a)(1) and 108(b). This is a complex 

area of tax accounting and an area fraught with different 
legal interpretations that are beyond the scope of this 
article. However, the practitioner should also look for 
debtor’s tax attributes such as unused passive activity 
losses, 465 losses (deductions limited to amount at risk), 
investment interest deductions, suspended S corpora-

tion losses, and percentage depletion carryovers and seek 
compete professional counsel on whether they can suc-
ceed or transfer to the bankruptcy estate or remain with 
the individual in a 1398 election. 

35. IRC 1398(f).
36. 123 TC 144 (2004).
37. Id.
38. In Alphonse Mourad, 121 TC 1 (2003), aff’d, 

387 F3d 27 (1st Cir 2004), an individual S shareholder 
was liable for profi ts generated by an S corporation in 
bankruptcy. 

39. See Id for Chapter 11 case and In re Stadler Asso-
ciates 76 AFTR 2d 95-5619, decided June 13, 1995 for 
Chapter 7 case.

40. Or the debtor should urge the trustee to con-
sider a prompt determination.

41. The bulletin can be found at: http://www.irs.
gov/irb/2006-22  _IRB/ar12.html. 

42. See new rules for OIC at IR 2007-55; Fact 
Sheet 2007-16. Go to www.irs.gov, and click on Tax Stats 
under Information About. From the Tax Stats page, 
select SOI Bulletins under Products, Publications, and 
Papers. News Release IR-2007-55. 

43. 28 USC § 7122. An OIC under 28 USC section 
7122 “must be submitted according to the procedures, 
and in the form and manner, prescribed by the Secre-
tary.” 26 C.F.R. 301.7122-1(d)(1). An OIC under 28 
USC 7122 is generally submitted on IRS Form 656. 
The IRS may refuse to process an OIC and return the 
OIC to the taxpayer if the IRS determines that “the offer 
was submitted solely to delay collection or was otherwise 
nonprocessable.” 26 C.F.R. 301.7122-1(d)(2). What 
constitutes a nonprocessable offer is determined by IRS 
policy.

44. CC-2004-25, 2004 IRS Chief Counsel Notice 
LEXIS 18 (July 12, 2004). However, see United States v 
Roland Harry Macher (In re Macher), 91 AFTR2d 2003-
2654, 2003-2 USTC 50,537, (Bankr. WD Va), aff’d, 
303 B.R. 798 (WD Va 2003) where the court found 
the IRS policy that refuses consideration of an offer-in-
compromise from a Chapter 11 debtor confl icts with the 
general fresh start policies underlying the Bankruptcy 
Code and specifi cally the reorganization provisions of 
Chapter 11. 

45. IRM 25.17.1.3 and 25.17.3.2. The Insolvency 
department of the IRS is responsible for protecting IRS 
interests in bankruptcy cases. 

46. 11 USC 1129(a)(9)(C), 1222(a)(2), and 
1322(a)(2). A plan cannot be confi rmed under the 
Bankruptcy Code unless it provides for the full pay-
ment of priority tax claims, or the IRS agrees to different 
treatment. The Chief Counsel Notice (CC-2004-25) 
provides factors that may be considered in determining 
whether it is in the government’s best interest to accept 
less-favorable treatment than is statutorily required 
under the Bankruptcy Code.
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Introduction
Cross-border negotiations have become the 
norm with the onset of a pervasive global 
economy. Countries have long depended on 
trade with other nations to secure the needs 
of their people with respect to agriculture, 
technology, textiles, and other products and 
services. Countries must trade because of the 
limitations inherent in, among other things, 
their geographic location, terrain, available 
natural resources, available technology, and 
know-how. Negotiations therefore take place 
between countries and corporations to pro-
cure contracts for the import and export of 
goods. 

This article focuses on negotiations be-
tween corporations. Successful negotiations 
are critical to achieving each party’s goals 
with respect to overall fi nancial performance, 
growth, and reputation. Successful negotia-
tions are generally a result of being aware of 
one’s own negotiating style and that of one’s 
counterpart. It is therefore crucial to prepare 
before entering into an international nego-
tiation and to be aware of your counterpart’s 
negotiation style as dictated by culture, your 
counterpart’s perception of your negotiation 
style, and potential stereotypes that may be 
applied to you.

This article evaluates the four following 
cultural dimensions according to Hofstede’s 
framework. (Hofstede is an infl uential Dutch 
writer on the interactions between national 
cultures and organizational cultures. He is 
the author of several books including Cul-
ture’s Consequences and Culture and Organiza-
tions, Software of the Mind.) They are:  

(1) Individualism/collectivism
(2) Power distance
(3) Masculinity/femininity, and 
(4) Uncertainty avoidance 

After providing overviews of these differ-
ent cultural dimensions, this article applies 
each of them to the United States, Japan, 

China, and Chile to provide a basic guide for 
U.S. negotiators entering into, or considering 
entering into, negotiations with parties from 
these three countries. 

Finally, this article will discuss two cul-
tural components, time orientation and space 
orientation. This fi nal segment is included 
to demonstrate the differences that exist be-
tween the U.S. and other countries with re-
spect to these two components, which, if not 
properly accounted for, could potentially 
make or break a deal.  

Defi nition of Culture & Its Various 
Dimensions

Culture Defi ned
Culture is generally defi ned as the unique 
characteristic of a social group based on the 
values and norms shared by its members 
that set it apart from other social groups. The 
characteristics defi ning a culture include eco-
nomic, political, social, religious, education-
al, and linguistic components. It is the “col-
lective programming of the mind.”1 “Culture 
also relates to a shared system of beliefs, atti-
tudes, possessions, attributes, customs, and 
values that defi ne group behavior.”2 These 
dimensions infl uence the dynamics of cross-
border negotiations. 

Cultural Dimension No. 1: 
Individualism/Collectivism
 The fi rst dimension as identifi ed 
by Hofstede is individualism versus collec-
tivism. Individualism and/or collectivism 
describe the extent to which society empha-
sizes the individual or the group. Individual-
istic cultures look to personal achievement, 
innovation, and autonomy, and individuals 
have tendencies to look out for themselves.  
Collectivist cultures, on the other hand, 
emphasize group responsibility, harmony, 
social order, relationships, and loyalty.3 
Negotiators from individualistic cultures are 
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likely to be somewhat short-sighted, mean-
ing that they focus on short-term goals, make 
extreme offers, and tend to be more competi-
tive overall.4 Negotiators from collectivist 
cultures, however, are likely to be long-term 
and goal oriented in lengthy negotiations. 
They will make realistic offers and have a 
more cooperative desire to procure solid 
business relations with the other side.  

Cultural Dimension No. 2: Power Distance
Power distance is the second cultural dimen-
sion of which a negotiator should be aware.  
This concept refers to the distribution of 
power and respect for a society’s hierarchy.  
High power distance results in little consulta-
tion between superiors and their subordinates 
and  emphasizes formal hierarchy, resulting 
in an increased level of respect for each level.  
Low power distance cultures tend to view 
the hierarchy prevalent in any corporation 
as less important than high power cultures, 
with CEOs, managers, and subordinates con-
sulting with each other from the bottom-up 
and top-down. This results in a sharing of  
decision-making authority between superi-
ors and their subordinates.5 This dichotomy 
can result in negotiators from low, power-
distance countries becoming frustrated by 
the need of negotiators from high, power-
distance cultures to seek approvals from 
their supervisors.6 

Cultural Dimension No. 3: 
Masculinity/Femininity 
The third dimension is masculinity versus 
femininity.  Masculine cultures tend to value 
decisiveness, assertiveness, competitiveness, 
and other characteristics generally associated 
with leadership roles.7 Usually, masculine 
cultures place an emphasis on money and 
material things. Feminine cultures, on the 
other hand, are more concerned with build-
ing and maintaining relationships. Nego-
tiators in masculine cultures may be more 
likely to focus on the specifi cs of agreements 
as opposed to its overall impact on the other 
party, while feminine cultures are more con-
cerned with long-range efforts and feel that 
details can be worked out later.8 Thus, as 
Hofstede indicates, a negotiator from a mas-
culine culture may tend to focus on precise 
quality standards, evaluations, and process-
es, while the feminine-cultured negotiator 
may emphasize good reputation and reliabil-
ity.  

Cultural Dimension No. 4: 
Uncertainty Avoidance
The fi nal cultural dimension discussed in this 
article is uncertainty (risk) avoidance. This 
dimension pertains to a society’s comfort 
level with structured versus unstructured 
situations. A high-uncertainty avoidance 
culture tends to “prefer stability, structure, 
and precise managerial direction.”9 Con-
versely, low-uncertainty avoidance cultures 
are comfortable with the unknown, ambigu-
ity, unstructured situations, and broad man-
agerial guidance. Negotiators from high-
risk avoidance countries are likely to have 
policies, procedures, and rules to stipulate 
what actions will take place under certain 
conditions; they are likely to seek specifi c 
commitments in terms of volume, timing, 
and requirements.10 On the other side of the 
coin, negotiators from low-risk avoidance 
countries will be comfortable with rough 
estimates of volume, timing, and constantly 
changing requirements.11 These four cultural 
dimensions demonstrate the opposite ends 
of the spectrum for each country. It is impor-
tant to know your counterpart and to take 
into consideration where he or she may lie 
with respect to each dimension. While the 
other person’s goal may be consistent with 
yours, to ultimately procure a deal, the roads 
and turns taken to getting there may be quite 
different in each case.  

Application of Cultural 
Dimensions to Negotiators from 
the U.S., Japan, China, & Chile

The United States’ Typical Breed of 
Negotiator

(1) Individualism
It is obvious to any resident of the U.S. that 
individualism is highly prized and guarded.  
It is what U.S. residents feel separates them 
from the rest of the world, and because of their 
ability to differentiate themselves and excel, 
U.S. residents are able to advance up the cor-
porate ladder. As individuals, U.S. negotia-
tors tend to take independent initiative and 
treat negotiations as an opportunity to “win” 
through effective arguing and bargaining. In 
addition, individualistic cultures value speci-
fi city and clarity of communication, relying 
heavily on what is said and viewing silence 
as a negative reaction on behalf of the their 
counterparts.12 
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(2) Low Power Distance
The United States is considered to be a cul-
ture with less emphasis on power distance 
than many other cultures. Although the hier-
archal system does exist in corporate Ameri-
ca, “higher managers normally will be more 
willing to share their authorities to subordi-
nates in decision making, and leave certain 
latitude for disagreement.”13 Thus, there is 
a higher level of comfort in commercial set-
tings for U.S. negotiators to assume equal-
ity within their team.14 This facilitates the 
exchange of ideas among and between team 
members allowing for the term “two heads 
are better than one” to come into play.  

(3) Masculinity 
Applying the explanation above of a mascu-
line versus feminine culture to the U.S. sug-
gests that it is a masculine culture. U.S. nego-
tiators are, therefore, usually concerned with 
money, specifi c timing, individual contract 
terms, and adherence to every detail con-
tained within the contract agreement.  They 
will, for example, be more likely “to stress 
adherence to shipment delivery dates…”15 
Further, failure to make good on one’s com-
mitments is more likely than in some other 
cultures to lead to litigation. 

(4) Low Uncertainty (Risk) Avoidance
As a low-risk averse country, U.S. negotiators 
will have a tendency to value risk-taking and 
are more comfortable with ambiguity.16 At 
fi rst glance, this would seem to run contrary 
to the masculine nature of U.S. negotiators.  
However, even though American negotiators 
may prefer everything to be done according 
to plan, in the event that the plans go astray, 
they may also have a calming ability to deal 
with situations in which any number of uncer-
tainties arise. For example, when Americans 
are faced with unexpected delays in produc-
tion resulting in delayed delivery, instead of 
panicking, American negotiators will view it 
as an opportunity to creatively improvise a 
solution. This again demonstrates the indi-
vidualistic nature of U.S. negotiators to dif-
ferentiate themselves by fi nding a solution in 
the face of unexpected complications.

(5) A Japanese Negotiator’s Perception 
of U.S. Negotiators
Although the discussion above relating to 
U.S. negotiators is valuable in evaluating our 
own styles, it is important to know how we 
come across to those on the other side of the 

table. By knowing how we tend to act in a 
negotiation setting, we will be able to bet-
ter adjust our attitudes and tendencies when 
dealing in cross-cultural negotiations in order 
to accommodate our counterpart’s negotia-
tion style. A Japanese negotiator who wrote 
“Negotiating with Americans” discloses the 
Japanese perception of the U.S. style noting 
the following tendencies, which provides 
some valuable insight:

(a) American negotiators tend to 
be competitive in their approach to 
negotiations, including coming to 
the table with a fall-back position but 
beginning with an unrealistic offer;
(b) American negotiators tend to be 
energetic, confi dent, and persistent; 
they enjoy arguing their positions, 
and see things universally (i.e. they 
like to talk about broad applications 
of ideas); 
(c) American negotiators tend to con-
centrate on one problem at a time (a 
monochromic approach to negotiat-
ing deals);
(d) American negotiators tend to 
focus on areas of disagreement, not 
areas of commonality or agreement; 
and
(e) American negotiators like closure 
and certainty rather than open-end-
edness or fuzziness.17 

The Japanese Negotiator

(1) Collectivism
Japan has been characterized as a collectivis-
tic culture.18 Therefore, Japanese negotiators 
tend to focus on group goals and interde-
pendence with a focus on establishing long-
term relationships. As a result, the Japanese 
are concerned with “face” and tend to avoid 
confrontation as it may cause embarrassment 
resulting in deals going bad.19 In addition, a 
successful negotiation will usually refl ect the 
efforts of the entire team and will not focus on 
what each individual brought to the table.20 

(2) High Power Distance
The Japanese are also a high-power distance 
culture, placing an emphasis the hierarchal 
structure.21 As a result, the Japanese usually 
come to the negotiating table with each team 
member knowing what part of the negotia-
tions is his or her  responsibility and knowing 
not to interrupt or comment on what another 
team member is saying.22 Intuitively, this is 
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done because contradicting a team member 
while at the negotiating table would cause 
embarrassment and effectively cause that 
team member to lose face.

(3) Masculinity
Like Americans, the Japanese are a masculine 
culture. This includes a view of achievement, 
heroism, assertiveness, and material suc-
cess.23 While seemingly running averse to the 
Japanese tendency to foster relationships, it 
in fact compliments their tendency towards 
controlling relationships.24 It is therefore 
important to note that it may be diffi cult for 
U.S. negotiators to understand and deal with 
the Japanese because even though they value 
long-term relationships, the way the negotia-
tions may play out could lead the Americans 
to believe there is no common solution due 
to the perceived level of control the Japanese 
may passively assert.  

(4) High Uncertainty (Risk) Avoidance
Unlike U.S. negotiators, the Japanese are a 
high-risk averse culture.25 They are therefore 
concerned with obtaining as much infor-
mation about their counterparts and their 
counterparts’ competitors to make a highly-
informed decision. Conversely, however, 
because saving face is of great importance to 
the Japanese, while they require information 
from their counterparts, they “are deliberate-
ly vague on specifi c issues in the early stages 
of a negotiation so that any later reversal will 
not result in a loss of face.”26 Confrontational 
negotiation techniques are viewed as impo-
lite and disrespectful causing the Japanese to 
distrust their counterparts.27  

(5) Putting Japanese Negotiation Tactics 
into Perspective
The Japanese view the negotiation process 
“as a fl uid rational process, calling for dili-
gent preparation.” In addition, the Japanese 
view “a business negotiation as a time to 
develop a business relationship with the goal 
of long-term mutual benefi t. The economic 
issues are the context, not the content, of the 
talks. Once the relationship is established, 
other details can quickly be settled. In Japan, 
personal relationships are always subsumed 
within the context of the business relation-
ship – friendship fi rst, business second.”28 
Therefore, U.S. negotiators should attempt to 
adopt this overall view of negotiations from 
the Japanese perspective in order to be able 
to prepare effectively and not become frus-

trated with the amount of time spent at the 
table. Establishing relationships, as common 
sense dictates, takes time.

The Chinese at the Negotiating table

(1) Collectivism
Similar to the Japanese, the Chinese are a col-
lectivistic culture oriented towards family, 
organizations, and community.29 As a result, 
when “negotiating with foreigners, they feel 
more comfortable and confi dent to work in 
a group than to work alone.”30 Emphasis 
is, again, placed on the team as a whole as 
opposed to the individual with individual 
considerations falling second to those of the 
group. In addition, as a result of the Chinese 
Confucian dynamism, Chinese negotiators 
tend to respect values, be polite and honest, 
and work toward building a long-term busi-
ness relationship, much like the Japanese.31 
Chinese Confucianism is an ethical and 
philosophical system originally developed 
from the teachings of the early Chinese sage 
Confucius. It is a complex system of moral, 
social, political, philosophical, and religious 
thought, which has had tremendous infl u-
ence on the culture and history of East Asia 
up to the 21st century.32

(2) High Power Distance 
The Chinese, again like the Japanese, are 
a high power distance culture. The differ-
ences in wealth and power limit interaction 
between social classes and restrict move-
ment from one class to another.33 It is there-
fore important for U.S. negotiators to bring a 
team of individuals that match the ranks of 
those that comprise the Chinese negotiation 
team.34 Bringing individuals of a lower rank 
than those of the Chinese may refl ect poorly 
on the U.S. negotiator and be considered an 
insult by the Chinese.

(3) Masculinity
The Chinese have also been deemed a mas-
culine culture because of the historic role 
that men play in society. While the roles of 
women are changing, the effects of the long-
standing tradition of men in power roles 
gives the Chinese a tendency to be assertive, 
aggressive, and exhibit competitive behav-
iors.35 As a result, they are concerned about 
performance and justice as opposed to trust 
and compassion.36 
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(4) High Uncertainty (Risk) Avoidance
Again, like the Japanese, the Chinese are 
high-risk avoiders and are uncomfortable 
with uncertainty, risk, and unconventional 
behavior. As a result, they tend to “have 
policies, procedures, and rules to stipulate 
what actions will take place under such con-
ditions.”37 This is an attempt to limit risk and 
uncertainty that comes with the terrain of 
negotiating with new foreign companies. It 
may, therefore, take a great deal of time to 
establish a relationship and to come to an 
agreement.

(5) Eight Important Elements of the 
Chinese Negotiation Style
In addition to the cultural norms of the Chi-
nese, it is important to note eight elements 
identifi ed in an article in the Harvard Business 
Review. These provide insight for the U.S. 
negotiator on tactics and Chinese cultural 
norms that should be observed in order to 
reach success.

(a) Guanxi (Personal Connections):  
While Americans put a premium on 
networking, information, and insti-
tutions, the Chinese place a premium 
on individuals’ social capital within 
their group of friends, relatives, and 
close associates.  To add to this, “the 
Chinese are often very eager to be of 
service, if they have it in their power 
to assist. This is true for two reasons.  
First, doing a favor for a friend is 
inherently face-enhancing; it shows 
you are a person of some means or 
ability.  And second, every favor you 
do builds your “credit” column on 
the balance sheet that governs your 
relationship with the requestor.”38  
(b) Zhongjian Ren (The Intermedi-
ary):  Business deals for Americans 
in China do not have a chance with-
out the intermediary. In the United 
States, we tend to trust others until or 
unless we are given reason not to. In 
China, suspicion and distrust char-
acterize all meetings with strangers.
(c) Shehui Denji (Social Status):  
American-style, “just call me Mary” 
casualness does not play well in a 
country where the Confucian values 
of obedience and deference to one’s 
superiors remain strong. The for-
mality goes much deeper, however-
unfathomably so, to many Western-
ers.

(d) Renji Hexi (Interpersonal Har-
mony): The Chinese sayings, “A man 
without a smile should not open 
a shop,” and “Sweet temper and 
friendliness produce money,” speak 
volumes about the importance of 
harmonious relations between busi-
ness partners. 
(e) Zhengti Guannian (Holistic 
Thinking): The Chinese think in 
terms of whole while Americans 
think sequentially and individualis-
tically, breaking up complex nego-
tiation tasks into a series of smaller 
issues:  price, quantity, warranty, 
delivery, and so forth. Chinese nego-
tiators tend to talk about those issues 
all at once, skipping among them, 
and, from the Americans’ point of 
view, seemingly never settling any-
thing.
(f) Jiejian (Thrift): China’s long his-
tory of economic and political insta-
bility has taught its people to save 
their money, a practice known as jie-
jan. The focus on savings results, in 
business negotiations, in a lot of bar-
gaining over price – usually through 
haggling. Chinese negotiators will 
pad their offers with more room to 
maneuver than most Americans are 
used to, and they will make conces-
sions on price with great reluctance 
and only after lengthy discussions.
(g) Mianzi (“Face” or Social Capi-
tal): In Chinese business culture, a 
person’s reputation and social stand-
ing rest on saving face. If Westerners 
cause the Chinese embarrassment or 
loss of composure, even unintention-
ally, it can be disastrous for business 
negotiations.
(h) Chiku Nailao (Endurance, 
Relentlessness, or Eating Bitterness 
and Enduring Labor): The Chinese 
are famous for their work ethic. But 
they take diligence one step further 
– to endurance. Where Americans 
place high value on talent as a key to 
success, the Chinese see chiku nailao 
as much more important and honor-
able.39 

These eight factors should provide the Amer-
ican negotiator with a practical application 
of the way the four cultural dimensions play 
into the negotiation process.
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The Chilean Negotiator

(1) Collectivism
The Chileans, as collectivists by nature, view 
themselves as interdependent. Therefore, 
group goals and interests take precedence 
over those of the individual, much like in 
both Japan and China. In addition, Chileans 
have a tendency to pay attention to how 
something is said rather than what is actu-
ally stated, valuing silence in certain circum-
stances. The Chileans approach negotiations 
interested in the other party’s objective. Also, 
they tend to control their emotions at the 
negotiating table while valuing an apology 
in the face of confl ict as opposed to fi nally 
reaching an agreement.40  

(2) High Power Distance
As a high power distance country, the Chil-
eans are disciplined during negotiations. A 
subordinate will never contradict his supe-
rior at the negotiating table. The hierarchal 
structure is thus preserved at all times, caus-
ing the counterpart to have one “interlocu-
tor” to look to for decisive authority.41 This 
is different from U.S. negotiation teams, as 
mentioned above, because U.S. team mem-
bers treat each other as equals and are accept-
ing of ideas from others, no matter what title 
they hold.   

(3) Femininity
Much like other Latin American countries, 
Chile is a low-to-moderate masculine cul-
ture, otherwise referred to as feminine. This 
suggests a special concern for building and 
maintaining relationships. Chilean negotia-
tors will use established networks to initiate 
business negotiations, “expending consider-
able time up-front in learning about the other 
party and his/her organization, exchang-
ing gifts and other tokens of friendship and 
appreciation, accommodate schedules for 
friends and associates, and trusting negotia-
tions to verbal rather than detailed written 
agreements.”42 It is therefore important for 
U.S. negotiators to seek and gain the trust of 
their Chilean counterparts.

(4) High Uncertainty (Risk) Avoidance
The Chilean tendency to be high-risk avoid-
ers encourages Chilean negotiators to fi nd 
suitable business partners based on the 
counterpart’s ability to effectively communi-
cate. This is because Chilean negotiators are 
uncomfortable with ambiguous and uncer-

tain situations. The manner in which the 
counterpart communicates is highly valued, 
and Chileans tend to appreciate explanations 
with respect to areas they may not be familiar 
with in order to be able to make an informed, 
non-risky decision.43  

(5) Practicalities U.S. Negotiators Should 
Adhere to in Negotiations with Chileans
U.S. negotiators need to be aware of how 
the Chilean cultural dimensions can have a 
positive infl uence on the dynamics of nego-
tiations. The infl uence of national culture on 
the relationship between the ability to build 
a strong relationship and future dealings is 
prevalent with respect to Chilean corpora-
tions. Thus, it would behoove a U.S. corpo-
ration not to stress and seek a solid relation-
ship with their Chilean counterparts, as a 
repurchase is likely and easier to secure as 
opposed to the diffi culty that corporations 
face in securing repetitive business with a 
U.S. company; U.S. company repurchase 
decisions are harder to infl uence based on 
previous dealings.44  

Two Cultural Components to 
Consider in Cross-Border/Cultural 
Negotiations

 Time Orientations
Time orientation refers to how different cul-
tures approach time. As discussed below, this 
affects negotiations in several ways because 
some cultures view time as linear, a limited 
commodity that, if not utilized, will run out.  
Other cultures, on the other hand, value the 
time spent at the negotiating table.

(1) Monochromic
The monochromic approach to time is lin-
ear, sequential, and involves focusing on one 
thing at a time. U.S. negotiators view time as 
if it were a commodity that is limited in sup-
ply; “just like a good, it can be saved, wasted, 
controlled, or organized.”45 With respect to 
the countries discussed in this article, the 
U.S. is the only player that views time in a 
monochromic way. Therefore, it would be 
astute for any U.S. negotiator to be aware that 
time in other countries does not fl ow in the 
same way as he or she would ideally like it 
to. U.S. negotiators will need to abandon the 
idea of time as a line, the ordering of time as 
effi cient, and let go of punctuality as a prime 
value when negotiating with the Japanese, 
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Chinese, or Chileans. Summarily, negotiators 
from monochromic cultures tend to:

(a) prefer prompt beginnings and 
endings;
(b) schedule breaks;
(c) deal with one agenda item at a 
time;
(d) rely on specifi c, detailed, and 
explicit communication;
(e) prefer to talk in sequence; and
(f) view lateness as devaluing or evi-
dence of a lack of respect.46 

Being aware of this view of time will prevent 
U.S. negotiators from losing their temper and 
becoming frustrated with the vast amount of 
time it may take to reach an agreement with 
the Japanese, Chinese, and Chileans.

(2) Polychromic
Polychromic perception of time is one where 
events are not sharply or sequentially dis-
tinguished. On the other hand, it is per-
ceived that multiple events can happen and 
occur simultaneously. Here, time involves 
“the management of multiple activities and 
interchangeable sequences, and punctuality 
competes with other cultural values, such as 
relationships, obligations, and hierarchy.”47 
It would thus follow that collectivistic coun-
tries tend to be polychromic, much like Japan, 
China, and Chile. As a result, these countries’ 
negotiators may negatively view behaviors 
related to timekeeping, prioritizing, task 
completion, and punctuality. Conversely, 
U.S. negotiators should not feel slighted if, 
when negotiating with Latin American coun-
tries, the Latin American negotiators stroll 
into a meeting a half hour late with others 
trickling in even later. “It’s the time itself, 
rather than the timing, which is of value.”48   
Summarily, negotiators from polychromic 
cultures tend to:

(a) start and end meetings at fl exible 
times;
(b) take breaks when it seems appro-
priate;
(c) be comfortable with a high fl ow 
of information;
(d) expect to read each others’ 
thoughts and minds;
(e) sometimes overlap talk; and
(f) view start times as fl exible and 
not take lateness personally.49 

 Space Orientations

(1) Personal Space
Americans have the notion of territory, a 
comfortable personal distance, and lack of 
comfort with physical touch and contact. 
This is what we call “personal space.”50 
However, although it may be uncomfortable 
for Americans to have their personal space 
invaded, U.S. negotiators need to be aware 
that Latin American countries are more tac-
tile and allow more touching.  

(2) Eye Contact
Eye contact is also an aspect of space ori-
entations. While U.S. negotiators value eye 
contact as a sign of attentiveness, reliability, 
and trustworthiness, other countries do not 
share the same sentiment. In Japan, look-
ing down is usually interpreted as a sign of 
respect, while in Chile, moving one’s eyes to 
the side may indicate embarrassment or dis-
agreement.51 Therefore, as a U.S. negotiator, 
it is very important to be consciously aware 
of what you are doing with your eyes during 
discussions both in and outside the interna-
tional negotiation setting.

Conclusion
There are many things to consider when 
entering into a cross-border negotiation with 
an unfamiliar counterpart. The differences 
that exist with respect to Hofstede’s four 
cultural dimensions—individualism versus 
collectivism, high power distance versus low 
power distance, masculinity versus feminini-
ty, and high uncertainty (risk) avoidance ver-
sus low uncertainty (risk) avoidance—can, if 
properly evaluated and prepared for, affect 
the level of success experienced by U.S. and 
foreign negotiators alike. Each party needs 
to prepare and be aware of how the other 
party’s negotiation styles are infl uenced by 
their culture, thereby curbing any surprises 
and preventing adverse reactions to the other 
party’s tactics. Each country’s negotiators 
will value and recognize their counterpart’s 
efforts to assimilate to their cultural negotia-
tion standards. Doing so can only help the 
negotiating teams reach a mutually accept-
able and benefi cial agreement while build-
ing a long-term relationship that will make 
future dealings easier.  The following are 
seven key cultural considerations for interna-
tional business negotiations as defi ned by an 
article in the British Journal of Administrative 
Management:
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(1) Individual or Group Orientation: In 
the USA, for example, the individ-
ual’s chief responsibility is widely 
seen as towards himself. In Japan, 
the expectation is that the individual 
will prioritize the group’s interest 
above his own.
(2) Flat or Vertical Hierarchies: Some 
countries, such as Scandinavia, Aus-
tralia, Germany and Switzerland, 
have fairly fl at hierarchies, where 
bosses are likely to consult widely.  
In other countries, such as in France, 
Spain, Latin America, India, and 
China, bosses tend to hold, rather 
than share, power.
(3) Acquired or Given Status: Countries 
differ on the extent to which they 
put a premium upon status achieved 
through merit or through seniority 
or family connections.
(4) Functional or Personal Business 
Relationships:  Countries and cultures 
differ according to how soon peo-
ple want to ‘get down to business,’ 
rather than making small talk. This 
often refl ects whether or not people 
see meetings as two people forming 
a relationship, or of two job junctions 
meeting to join forces.
(5) Physical Proximity: Cultures differ 
in their willingness to be physically 
close when negotiating, or to keep 
more of a physical distance. Walk-
ing around his HQ hand in hand 
with your Arab counterpart might 
seem unusual and uncomfortable 
for you, but refuse the hand and you 
are sending a rather hostile signal to 
him.  
(6) Communication: We all agree that 
business communication can be deli-
cate, and that it needs to be handled 
carefully. But different cultures deal 
with this in rather different ways.  
Some, Americans and Germans, 
for example, elect to cope with this 
by being clear, explicit and direct.  
Others, like the Japanese or the Brit-
ish, prefer to cope with the delicate 
nature of business communication 
by being implicit, diplomatic and 
indirect. When two cultures with 
such opposing preferences meet, it 
is often a recipe for communicative 
disaster.

(7) Time: Is time your slave or your 
master? Do you prefer to worry 
about getting the timing of an event 
right, or is your priority to make sure 
it runs ‘on time’? These questions 
affect the pace of a negotiation. Set 
the wrong pace, whether too fast or 
too slow for your counterparts, and 
you will destabilize them.52 

These seven key factors are nothing new 
with respect to the earlier discussions of this 
article; they are meant to provide the reader 
with practical considerations that should be 
observed and researched prior to entering 
into cross-border negotiations with Japan, 
China, Chile, or any other country. Those 
who are prepared are more likely to succeed, 
so if you are going to enter into international 
negotiations, bring your “A” game. Igno-
rance, in international negotiations, is not 
bliss.  
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a court must engage in a comparative evaluation; it must 
consider not only inferences urged by the plaintiff but also 
competing inferences rationally drawn from the facts al-
leged. An inference of fraudulent intent may be plausible, 
yet less cogent, than other inculpable explanations for the 
defendant’s conduct. To qualify as “strong” within the in-
tendment of § 21D(b)(2), an inference of scienter must be 
more than merely plausible or reasonable—it must be co-
gent and at least as compelling as any opposing inference 
of non-fraudulent intent.

Title VII – Pay Discrimination
In Ledbetter v Goodyear Tire & Rubber Co, 127 S Ct 2162, 2007 
US LEXIS 6295 (2007), the supreme court granted certiorari 
to determine whether and in what circumstances a plain-
tiff may bring a Title VII illegal pay discrimination claim 
when the disparate pay received during the statutory 
limitations period is the result of discriminatory pay deci-
sions that were made outside of the limitations period. The 
Plaintiff worked for the defendant corporation from 1979 
to 1998. Raises were granted or denied based on perfor-
mance evaluations during most of her employment. The 
plaintiff submitted a questionnaire to the EEOC in March 
1998 and fi led a formal charge in July of that year alleging 
that her supervisors in the early-1980s and mid-1990s had 
given her poor performance evaluations on the basis of 
her sex, which resulted in pay that was signifi cantly lower 
than that of her male counterparts. Plaintiff retired early in 
November 1998 and fi led suit, asserting a sex discrimina-
tion claim under Title VII, among other claims. The trial 
court awarded her back pay and damages. The Eleventh 
Circuit reversed, holding that a Title VII pay discrimina-
tion claim cannot be based on allegedly discriminatory 
events that occurred before the last pay decision made 
during the EEOC charging period.

The supreme court affi rmed the judgment of the Elev-
enth Circuit. An employee is barred from challenging an 
alleged discriminatory practice in court if she did not fi le 
a charge with the EEOC within 180 or 300 days, depend-
ing on the state, after the practice occurred. This 180- or 
300-day EEOC charging period runs from the discrete dis-
criminatory act and not from the time the employee expe-
riences the effects. Thus, since the plaintiff did not allege 
that the defendant had acted with actual discriminatory 
intent during the EEOC charging period but that evalua-
tions made prior to the charging period led to her smaller 
paycheck, her claim was not timely. The court specifi cally 
rejected the plaintiff’s “paycheck accrual rule” in which 
each paycheck, even if not accompanied by discriminatory 
intent, triggers a new EEOC charging period to permit the 
complainant to challenge any prior discriminatory con-
duct that impacted the amount of pay.

Single Business Tax Act – Services 
Performed Outside the State
for Michigan Construction Projects
In Fluor Enters, Inc v Revenue Div, Dep’t Treasury, 477 Mich 
170, 730 NW2d 722 (2007), the plaintiff corporation chal-

Antitrust—Vertical Minimum Resale Price 
Maintenance Agreements
In Leegin Creative Leather Prods v PSKS, Inc, 127 S Ct 2705, 
2007 US LEXIS 8668 (2007), the United States Supreme 
Court granted certiorari to determine whether vertical 
minimum resale price maintenance agreements should 
continue to be treated as per se unlawful under §1 of the 
Sherman Act, 15 USC 1. The case involved a leather goods 
manufacturer that stopped selling to a store that refused to 
stop discounting the leather products.

In Dr Miles Medical Co v John D Park & Sons Co, 220 US 
373(1911), the U.S. Supreme Court had established the rule 
that it is per se illegal for a manufacturer to agree with 
its distributor to set the minimum price the distributor 
can charge for the manufacturer’s goods. Noting that the 
court has abandoned the rule of per se illegality for other 
vertical restraints a manufacturer imposes on its distribu-
tors and that respected economic analysts conclude that 
vertical price restraints can have pro-competitive effects, 
the Supreme Court in Leegin Creative Leather Prods over-
ruled the per se rule and allowed resale price maintenance 
agreements to be judged by the rule of reason, the usual 
standard applied to determine if there is a violation of § 1 
of the Sherman Act. 

Securities Litigation—Pleading 
Requirements
In Tellabs, Inc v Makor Issues & Rights, Ltd, 127 S Ct 2499, 
2007 US LEXIS 8270, petitioner Tellabs, Inc., manufac-
tured specialized equipment used in fi ber optic networks. 
Respondent shareholders were persons who purchased 
Tellabs stock between December 11, 2000, and June 19, 
2001. They accused Tellabs and several Tellabs executives 
of engaging in a scheme to deceive the investing public 
about the true value of Tellabs’ stock.

To prevent abusive litigation by private parties, con-
gress enacted the Private Securities Litigation Reform Act 
of 1995 (PSLRA), 109 Stat. 737. Among the controlling 
measures were exacting pleading requirements. The act 
requires plaintiffs to state with particularity both the facts 
constituting the alleged violation and facts showing scien-
ter, i.e., the defendant’s intention “to deceive, manipulate, 
or defraud.” This case involved the latter requirement, 
with the PSLRA requiring plaintiffs to “state with particu-
larity facts giving rise to a strong inference that the defen-
dant acted with the required state of mind.” 15 U.S.C. § 
78u-4(b)(2). Congress did not defi ne the key term “strong 
inference,” and the federal courts of appeals have divided 
on its meaning. In Tellabs, Inc, the supreme court conclud-
ed that to determine whether a complaint’s scienter alle-
gations can survive threshold inspection for suffi ciency, 
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lenged the application of the Single Business Tax Act to 
receipts for services that it performed out-of-state for con-
struction projects located in Michigan. The plaintiff did 
not include the receipts as Michigan receipts when fi ling 
its single business tax returns. However, after an audit, 
the defendant issued bills for taxes due on those receipts. 
The plaintiff paid under protest after an informal hearing 
and the commissioner’s order to assess taxes as original-
ly directed. It then fi led action to recover the paid single 
business tax, plus additional statutory interest, costs, and 
attorney fees. The trial court entered judgment in the 
plaintiff’s favor. On appeal, the court of appeals held that 
the receipts were Michigan receipts under MCL 208.53 but 
that this provision was unconstitutional because it violat-
ed the Commerce Clause. 

The supreme court affi rmed the judgment concerning 
the nature of the receipts but reversed the judgment con-
cerning the constitutionality of MCL 208.53 and remand-
ed. Pursuant to MCL 208.53(c), “[r]eceipts derived from 
services performed for planning, design, or construction 
activities within this state shall be deemed Michigan re-
ceipts.” The court did not fi nd this language ambiguous. 
Thus, receipts for the plaintiff’s services, performed en-
tirely outside Michigan for construction projects located in 
Michigan, were taxable sales under the statute. As for the 
constitutionality issue, the court found the statute consti-
tutional because the tax was fairly proportioned and be-
cause the plaintiff’s taxed activity had a substantial nexus 
with Michigan.

Michigan Vehicle Code – Timing of Title 
Transfer 
In Perry v Golling Chrysler Plymouth Jeep, Inc, 477 Mich 62, 
729 NW2d 500 (2007), the plaintiff was injured when the 
purchaser of a vehicle from the defendant car dealership 
collided with a parked car within hours of possession. The 
plaintiff sued the defendant, asserting that defendant was 
still the owner of a vehicle and thus liable for the acts of 
its permissive user—although an application for the title 
had been signed, the title did not pass until the applica-
tion was delivered to the secretary of state. The trial court 
granted summary disposition for the defendant. The court 
of appeals reversed, as fi nding a question of fact existed 
concerning the vehicle’s ownership.

 The supreme court reversed the judgment of the court 
of appeals and reinstated the grant of summary disposi-
tion for the defendant. Pursuant to MCL 257.37, unless a 
vehicle is leased, the owner is the one who holds the title. 
Former MCL 257.233(9) provided, “the effective date of 
the transfer of title or interest in the vehicle shall be the 
date of execution of … the application of title….” Michigan 
caselaw has held that execution requires signing and that 
delivery is separate from execution. An application for ti-
tle to a motor vehicle is “executed,” and therefore, the title 
is transferred to the new owner at the time the applica-
tion is signed, without regard to mailing or delivery to the 
secretary of state. This holding is consistent with current 
MCL 257.233(9), effective January 3, 2007, which provides 

“the effective date of the transfer of title or interest in the 
vehicle is the date of signature on … the application for 
title ….”

Contracts – Condition Precedent and 
Material Breach 
In Able Demolition, Inc v City of Pontiac, No 273295, 2007 
Mich App LEXIS 1297 (May 17, 2007), the plaintiff demoli-
tion fi rm alleged breach of contract, promissory estoppel, 
unjust enrichment, and quantum meruit. The plaintiff and 
the defendant entered a demolition contract that required 
plaintiff to obtain written permission to proceed before 
demolishing any home. The defendant refused to pay for 
eleven completed demolitions. In response to the plain-
tiff’s complaint, the defendant fi led a motion for summary 
disposition, arguing that the plaintiff had failed to obtain 
letters to proceed for those eleven houses, which omission 
was a material breach of the contract, and had thus forfeit-
ed payment. The plaintiff argued that it had substantially 
performed under the contract and that it had not materi-
ally breached the agreement. The trial court granted sum-
mary disposition for defendant, fi nding that the contract 
explicitly required a letter to proceed before plaintiff per-
formed a demolition and before the plaintiff was entitled 
to payment.

The court of appeals affi rmed the trial court’s ruling. 
The plaintiff was clearly required by contract to obtain 
written permission before beginning demolition. This re-
quirement was a condition precedent, and the plaintiff’s 
failure to comply meant that it was not entitled to pay-
ment under the contract. Moreover, the plaintiff’s failure 
to obtain written permission was a substantial breach of 
the contract, even if the “letter to proceed” provision was 
not a condition precedent. The “letter to proceed” provi-
sion was not a mere technicality since it protected property 
rights and protected the city from exposure to liability, so 
its violation constituted a substantial breach by the plain-
tiff. As the plaintiff substantially breached the contract, 
it was barred from bringing an action against the city for 
payment under the contract.

Contracts – Recovery of Attorney Fees
In Fleet Bus Credit, LLC v Krapohl Ford Lincoln Mercury 
Co, No 263170, 2007 Mich App LEXIS 572 (Mar 6, 2007), 
a third-party defendant software company appealed the 
trial court’s denial of its motion for costs and attorney fees 
against a third-party plaintiff-appellee car dealership in its 
breach of contract suit. The car dealership leased certain 
software from the software company. The lease contract 
provided that the prevailing party would recover costs 
and reasonable attorney fees in any proceeding arising 
from or related to the agreement. However, the trial court 
held that a party must plead special damages to recover 
attorney fees and costs even though the contract provides 
for their recovery. It found the software company’s “gen-
eral reference to attorney fees in the affi rmative defense to 
the general provisions of the contract” insuffi cient.
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The court of appeals reversed the judgment of the trial 
court and remanded. When contract language specifi cally 
provides, in a litigation dispute concerning the contract, 
that the prevailing party shall recover attorney fees, attor-
ney fees are not special damages. Therefore, these fees are 
generally recoverable by the prevailing party even if there 
was no specifi c prayer for their recovery in the complaint.

Use Tax Act – Assessment on Rental 
Receipts for Products Manufactured Outside 
Michigan 
In WMS Gaming, Inc v Department of Treasury, No 269114, 
2007 Mich App LEXIS 476 (Feb 27, 2007), the plaintiff cor-
poration challenged the assessment of a use tax on gaming 
machines it manufactured out-of-state and then leased to 
three Michigan casinos. The defendant assessed the use 
tax on the receipts from the machine rentals, but the plain-
tiff asserted that it should be able to pay the use tax based 
on the cost of raw materials used to construct the machines 
rather than on the rental receipts. The plaintiff paid under 
protest and fi led suit to recover the paid use tax. The trial 
court granted summary disposition to the defendant.

The court of appeals reversed the judgment of the trial 
court and remanded. The court concluded that a company 
that manufactures a product out-of-state and then leases 
the product to a Michigan customer may elect to either pay 
a use tax on the purchase price of the product’s compo-
nents, and thereafter owe no use tax on the rental receipts, 
or opt not to pay a use tax on the purchase price of the 
product’s components and pay a use tax on the rental re-
ceipts. The use tax may not be imposed on rental receipts 
if the rental property had previously been subjected to a 
Michigan sales or use tax when purchased by the lessor. 
Thus, since the plaintiff had paid the use tax based on the 
purchase price of the machines, i.e., the aggregate cost of 
the machines’ components, it could not also be assessed a 
use tax on the rental receipts.

National Resources and Environmental 
Protection Act – Tax Exemptions 
In Ford Motor Co v State Tax Comm’n, 274 Mich App 108, 
732 NW2d 591 (2007), the court of appeals consolidated 
multiple appeals to determine whether certain equipment 
installed by three manufacturers qualifi ed for tax exemp-
tions under part 59 of the National Resources and Envi-
ronmental Protection Act, MCL 324.5901 et seq. Three 
Manufacturers had installed test cells to ensure that their 
vehicles and engines met certain Environmental Protec-
tion Agency (EPA) emissions standards. An engine manu-
facturer uniquely had also installed an engine line to build 
diesel engines that produced fewer emissions than the for-
mer model. All three manufacturers were initially denied 
tax exemptions by the Michigan Department of Environ-
mental Quality. The State Tax Commission affi rmed the 
denials. The various trial courts only reversed as to one of 
the manufacturer’s test cells and affi rmed all other deni-
als. 

The court of appeals concluded that the test cells quali-
fi ed for a tax exemption because they were clearly “in-
stalled or acquired for the primary purpose of controlling 
or disposing of air pollution” and “designed and operated 
primarily for the control, capture, and removal of pollut-
ants from the air.” The court rejected arguments by the 
State Tax Commission and the Michigan Department of 
Environmental Quality that the test cells were only in-
stalled so that the manufacturers could sell their products 
since the manufacturers could have continued selling their 
products without test cells but for the EPA standards and 
requirements. The court also rejected the argument that 
because the test cells did not physically remove or control 
air pollution themselves, they should not qualify. The per-
tinent statutory provisions do not require the exempt facil-
ities themselves to physically capture the pollutants. The 
court affi rmed the exemption denial as to the engine line. 
It did not qualify for a tax exemption because the engine 
line primarily operated to produce engines for sale and not 
to control, capture, and remove pollutants.

Single Business Tax Act – Application to 
Duty-Free Stores
In Ammex, Inc v Michigan Dep’t of Treasury, 273 Mich App 
623, 732 NW2d 116 (2007), the plaintiff Michigan corpo-
ration challenged assessments on its operations of duty-
free stores near the Canadian border in Detroit under the 
Single Business Tax Act (SBTA). The plaintiff claimed that 
its business activities were taxable both within and with-
out Michigan and apportioned its sales so that all of its 
sales were non-Michigan sales. The defendant disallowed 
the apportionment and determined fi nal assessments. 
The plaintiff paid under protest and fi led suit to recover 
the paid single business tax, plus interest. The trial court 
determined that the sales were Michigan sales and granted 
summary disposition to defendant. The duty-free nature 
of the goods sold did not exempt the sales activity from 
single business tax liability.

The court of appeals affi rmed the judgment of the trial 
court. It stated that the “focus of the SBTA is on taxing the 
economic activity itself rather than the goods.” The plain-
tiff’s facilities were located on Michigan soil and the plain-
tiff enjoyed the privilege of utilizing Michigan resources, 
such as police protection. The duty-free sales occurred 
within the state and were subject to the single business 
tax. As to apportionment, the plaintiff was not entitled 
to apportion any of its sales, either tangible or intangible, 
to Canada because its tangible sales were Michigan sales 
and services performed in Canada did not constitute the 
greater proportion of its business activities. The court 
also addressed the plaintiff’s constitutional challenge to 
the SBTA. Under the Commerce Clause, the Supremacy 
Clause, and the Import-Export Clause, the imposition of 
the single business tax was constitutional.
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Michigan Business Torts—Just Supplemented!   
By Edward H. Pappas, Thomas G. McNeill, and Daniel D. Quick  Product #: 2003555640
Covers the law of unfair competition, misappropriation of trade secrets, fraud, business defamation, 
covenants not to compete, breach of fi duciary duty, shareholder derivative suits, and more. 
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     Print Book: $135.00 Online Book: $95.00 $145.00
ICLE Partners: $121.50     ICLE Partners:         $85.5                                             $130.50        

Employment Law in Michigan—Just Supplemented!  
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____________________________________________________________
Unique issues are at the heart of every small business. Advanced level seminar helps you manage the 
intersection of business strategies, family dynamics, taxes, and estate planning. 
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