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From the Desk of the Chairperson
By Diane L. Akers

When I was a first year associate, my 
firm’s managing partner, the late Rich-
ard D. Rohr, took me to lunch to wel-
come me to the firm. Over the years, 
many people have given me advice 
about practicing law, and I have 
appreciated and benefited from the 
generosity of numerous colleagues. 

But the insight I gained from Dick Rohr at that lunch 
impressed me more than almost anything else I learned 
from those friends and mentors.

I recall so clearly, with all of Dick Rohr’s professional 
achievements, he told me that what was most impor-
tant to him was that, each morning when he woke up 
and thought about his day, he considered at least part 
of what he was going to do to be fun. He acknowledged 
that not everything a lawyer does is fun and that there 
were events in his day that he didn’t necessarily enjoy. 
But he did his best to ensure that every day of his life as 
a lawyer involved things that gave him pleasure, and 
he wanted me to approach my life as a lawyer the same 
way.

To be sure, Dick Rohr was a model of hard work, 
commitment, and integrity and his contributions to the 
legal profession are legion. His passing in 2008 was a 
great loss to the business and legal communities. But 
for me, to have achieved all that he did while having 
fun, for such a long time, is one of his most remarkable 
achievements.

Over the years, I have kept this advice in mind. Some-
times, it has been a challenge to find things in my day 
that I considered to be fun. After all, I’m a commercial 
litigator. How can reviewing mountains of documents, 
answering interrogatories, or deposing an actuary be 
fun? But each time I’m tempted to focus on the nature of 
the task I’m about to do, I remind myself that Dick Rohr 
was able to find a way to take pleasure in tasks that he 
must have performed innumerable times. So, the secret 
in enjoying the work you do can’t be in the nature of the 
work itself.

Today, I don’t hear very many people talk about hav-
ing fun practicing law. Law firms and corporate law de-
partments are cutting lawyers. Clients are going out of 
business or, if they stay in business, they no longer have 
the money to hire lawyers to do the work they used to 
pay their lawyers to do. Therefore, even those lawyers 
who still have jobs and still have clients don’t have the 
same amount of work from those clients. It’s tough to 
think about a luxury like having fun if you’re struggling 
just to keep your law practice alive.

It can also be easy to buy into some of the negative 
messages about lawyers that seem to permeate the me-
dia and society as a whole. If we accept the unflattering 
but popular image of lawyers, then how could we find 
pleasure in the nefarious deeds we’re accused of com-

mitting as a matter of course by the cynical public (un-
less, of course, we truly do belong in the book Lawyers 
and Other Reptiles)? 

The State Bar of Michigan’s “A Lawyer Helps” initia-
tive perhaps provides one avenue to avoid some of these 
negative influences. Although it may be aimed primar-
ily at educating the public about pro bono and service 
activities, it also highlights a theme that can help all of 
us enjoy what we do every day as well. We help our 
clients solve their business problems and advance their 
business objectives. While that might seem obvious, it 
can get lost in the day-to-day grind of daily practice.

Although he didn’t say it, I believe that giving advice 
to new lawyers was something Dick Rohr thought was 
fun. And I think he knew he had found something in his 
practice that was uncommon and was well worth shar-
ing—something he wanted to pass on to me and hoped 
I would pass on to others. 

You, too, know something about practicing law that 
is uncommon and well worth sharing, whatever that 
may be. Passing your advice on to newer lawyers may 
be something you find to be fun.

I have told the story of my lunch with Dick Rohr to 
many people over the years, and always have fun tell-
ing it. From the reactions I get, it seems that too few of 
us wake up each morning with the outlook Dick Rohr 
described to me.

As the practice of law changes and as we change, I 
think we need to build in and preserve aspects of our 
professional lives that each of us considers to be fun, 
whatever that may mean for each of us. Perhaps it in-
volves adding different activities to our work lives, and 
perhaps it involves rethinking how we view existing ac-
tivities. Whatever it takes, the result will be well worth 
the effort. 
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Low-Profit Limited Liability 
Company Legislation
In January, Michigan became one of 
a small number of states to specifi-
cally provide for the designation of 
a limited liability company (“LLC”) 
as a low-profit LLC.1 Public Acts 566 
and 567 of 2008, effective January 16, 
2009, amended the Michigan Limited 
Liability Company Act to add a defi-
nition for “low-profit limited liability 
company;” require a low-profit LLC 
to use certain words or abbreviations 
in its name; and allow the Attorney 
General to seek dissolution of a low-
profit LLC that fails to change its 
name within 60 days after it ceases 
to meet the definition of a low-profit 
LLC. 

The Revised Uniform Limited Li-
ability Company Act (2006) takes 
an expansive approach and permits 
a limited liability company to be 
formed for “any lawful purpose, re-
gardless of whether for profit.”2 The 
revised ULLCA comments state the 
ULLCA “does not bar a limited liabil-
ity company from being organized to 
carry on charitable activities, and this 
act does not include any protective 
provisions pertaining to charitable 
purposes. Those protections must 
be (and typically are) found in other 
law, although sometimes that ’other 
law’ appears within a state’s non-
profit corporation statute.” A Legisla-
tive Note to section 104 of the revised 
ULLCA advises states to “consider 
whether to amend statutes protecting 
the public interest in organizations 
for charitable or similar purposes.”

In several states, including Dela-
ware, Texas, Hawaii, California, 
Maine, Massachusetts, Washington, 
Ohio, Florida, and Utah, the limited 
liability company act allows an LLC 
to be formed for “any lawful pur-
pose” and permits the formation of 
nonprofit limited liability companies. 

The Michigan Limited Liability 
Company Act does not authorize the 
formation of a nonprofit limited li-
ability company. The Michigan LLC 
Act, 1993 PA 23, was drawn in part 
from the American Bar Association’s 
November 23, 1991 draft of its Proto-
type Limited Liability Company Act, 

the Michigan Business Corporation 
Act, and the Michigan Revised Uni-
form Limited Partnership Act. Sec-
tion 201 of the Michigan LLC Act, 
MCL 450.4201, provides, “A limited 
liability company may be formed un-
der this act for any lawful purpose for 
which a domestic corporation or a do-
mestic partnership could be formed, 
except as otherwise provided by law. 
A limited liability company formed 
to provide services in a learned pro-
fession, or more than learned profes-
sion, shall comply with article 9.” 

“Domestic corporation” is de-
fined in section 102(2)(e) of the act, 
MCL 450.4102(2)(3), as a corporation 
formed under the Business Corpora-
tion Act, a corporation existing on 
January 1, 1973, and formed under 
another statute for a purpose for 
which a corporation may form under 
the Business Corporation Act, or a 
corporation from under the Profes-
sional Service Corporation Act. Sec-
tion 251 of the Business Corporation 
Act, MCL 450.1251, prohibits a cor-
poration from forming under Busi-
ness Corporation Act to engage in a 
business for which a corporation can 
be formed under another act, unless 
that act permits formation under the 
Business Corporation Act. A non-
profit corporation may form under 
the Nonprofit Corporation Act, 1982 
PA 162, and that act does not permit 
formation of a nonprofit corporation 
under the Business Corporation Act.

Domestic partnership is defined in 
MCL 449.6 as an association of two or 
more persons to carry on as co-own-
ers in a business for profit. “Services 
in a learned profession” is defined in 
section 102(2)(t) of the Michigan LLC 
Act, MCL 450.4102(2)(t) as “services 
rendered by a dentist, an osteopathic 
physician, a physician, a surgeon, a 
doctor of divinity or other clergy, or 
an attorney-at-law.”

Under the Michigan LLC Act, a 
limited liability company is a for-
profit entity and can be formed for 
any lawful purpose for which a cor-
poration could be formed under the 
Business Corporation Act. The ar-
ticles of organization for a low-profit 
limited liability company must state 

the business purpose for which the 
LLC is being formed. In addition, the 
definition of “low-profit limited li-
ability company” in section 102(2)(m) 
of the Michigan LLC Act, MCL 
450.4102(2)(m), places limits on the 
purposes of a limited liability compa-
ny that is designated as a low-profit 
limited liability company. 

The Banking Code of 1999,  
MCL 487.11101-487.15105, includes 
provisions recognizing limited li-
ability companies. For example, sec-
tion 1201, MCL 487.11201, includes 
liability company in the definitions 
of “affiliate” and “person” and sec-
tion 1202(l), MCL 487.11202(1), de-
fines “member” as “a person with 
ownership interest under the Michi-
gan limited liability company act.” 
Section 1105(2)of the Banking Code 
of 1999, MCL 487.11105(2), provides 
that “[e]xcept for acting as an escrow 
agent, only an individual or corpo-
ration shall act as a fiduciary in this 
state.” 

An LLC is not a corporation. “Lim-
ited liability company” is defined in 
section 102(2)(k) of the Michigan LLC 
Act, MCL 450.4102(2)(k), as “an un-
incorporated membership organiza-
tion.” A LLC has business organiza-
tion characteristics of a partnership 
with a liability shield similar to a cor-
poration and, like a corporation, is a 
creature of statute. It derives its right 
to exist and conduct business from 
the statute. It has only the powers 
and capacity conferred on it by the 
statute. Any powers not given in the 
statute are deemed withheld. 

The March 10, 2009, press re-
lease of prepared remarks of Sena-
tor Charles Grassley, On Charities 
and Governance, includes a brief 
statement about low-profit limited 
liability companies.3 Senator Grass-
ley indicated, “There is very little in-
formation about these new entities, 
known as low-profit, limited liability 
companies, or L3Cs. Neither the Fi-
nance Committee nor the Ways and 
Means Committee has conducted any 
hearings about them. So I was a little 
surprised that the loosening of the 
tax rules for them was proposed as 
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a stimulus initiative. It’s too early for 
us to consider this proposal.” 

On March 19, 2009, the National 
Association of State Charity Officials 
(“NASCO”) sent a letter to Senator 
Max Baucus (D-Montana), Chair-
man, and Senator Charles Grassley 
(R-Iowa), Ranking member, of the 
U.S. Senate Finance Committee out-
lining concerns and questions posed 
by charity regulators regarding pro-
gram-related investments and low-
profit limited liability companies. The 
letter asked “whether the U.S. Senate 
Finance Committee is planning to 
pursue changes in federal law that 
would streamline the current pro-
cess for approving program-related 
investments (PRI) to accomplish one 
or more of the purposes described in 
section 170(c)(2)(B), if such PRI were 
invested in an entity organized under 
state law as a low-profit limited li-
ability company?” The response from 
the Senate Finance Committee states, 
“We are committed to strengthening 
charities and philanthropy. However, 
we have not had any hearings on this 
particular matter and do not think 
that it is ripe for federal legislation.”

Bills to enact legislation for low-
profit LLCs have been introduced 
in other states, including Arkansas, 
Illinois, Maine, Missouri, Montana, 
and North Dakota. North Dakota 
HB 1545 was amended to provide 
that the legislative council “shall 
consider studying the feasibility and 
desirability of creating a new type 
of limited liability company called a 
low-profit limited liability company” 
and report their finding by the 2011 
legislative session. Amendments to 
the Montana limited liability com-
pany act, Montana HB 235, regarding 
low-profit limited liability compa-
nies, passed the Montana House in 
February 2009. Montana HB 235 was 
on the agenda of the Montana Senate 
Judiciary Committee on March 24, 
2009, and tabled by the committee 
on March 25, 2009. The Montana bill 
died in committee on April 28, 2009. 
The letter from NASCO to Senators 
Baucus and Grassley is included in 
the information available online from 
the Montana Senate. http://data.opi.

mt.gov/legbills/2009/Minutes/Sen-
ate/Exhibits/jus65b04.pdf 

When a low-profit limited liabil-
ity company is being formed consid-
eration must be given to the Inter-
nal Revenue Service requirements 
regarding program-related invest-
ments, and the issues raised by the 
National Association of State Charity 
Officials may need to be addressed. In 
addition, the provisions of the Michi-
gan LLC Act and the Banking Code of 
1999 must be taken into consideration 
to determine the permissible activi-
ties of a low-profit limited liability 
company. 

NOTES
1. Vermont, Michigan, and Wyoming 

have adopted L3C legislation.
2. Available on National Conference 

of Commissioners of Uniform State Laws 
website at http://www.nccusl.org/Update/Act-
SearchResults.aspx

3. http://grassley.senate.gov/news/Article.
cfm?customel_dataPageID_1502=19725 

G. Ann Baker is the director of the 
Corporation Division of the Michi-
gan Bureau of Commercial Servic-
es, Lansing. Ms. Baker routinely 
works with the department, legis-
lature, and State Bar of Michigan’s 
Business Law Section to review 
legislation. 
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TAX MATTERS By Paul L.B. McKenney

Basic Problem
Your client’s business, like many in 
the state, is confronting tough times 
and operational losses, with the bank 
breathing down one’s neck threaten-
ing to call the loan. Any additional 
working capital loan is out of the 
question. The proverbial light bulb 
goes on in your financially distressed 
client’s head, “I know where there’s 
a lot of money.” That source of fund-
ing is the payroll taxes that should be 
paid to the Internal Revenue Service 
(IRS) from withheld income tax and 
social security tax, as well as the state 
of Michigan and any local withhold-
ing and payroll taxes. These typically 
aggregate a large sum that can read-
ily equate to 30 percent of payroll 
expenses. Such a “loan,” of course 
on a “temporary basis” as your client 
will undoubtedly tell you, is the easi-
est loan in the world to obtain. The 
problem with using that tempting 
cash to fund operations and keep the 
business going is that it comes with 
horrific terms. For every “responsi-
ble person” of the business who can 
control what bills get paid, there is 
statutory joint and several civil liabili-
ties for what is always a substantial 
amount, and it is not dischargeable in 
bankruptcy. There are also criminal 
sanctions.

Those withheld taxes are treated 
under the Internal Revenue Code 
(IRC) as trust fund monies. The IRS 
has an impressive statutory arsenal 
and no shortage of “can-do” attitude 
when it comes to enforcement. As one 
of my retired colleagues was fond of 
saying, “the twin pillars of the Ameri-
can tax system are Leavenworth and 
withholding, but not in that order.” 
If an individual, who need not be an 
owner of the business, has the ability 
to control or direct which creditors are 
paid, then he or she is a “responsible 
person” under IRC 6672. There can be 
and often is more than one “responsi-
ble person.” Any responsible person 
is personally, jointly, and severally li-
able for the unpaid payroll taxes, plus 

statutory interest compounded daily. 
As to the employer itself, besides the 
unpaid tax and interest, it will addi-
tionally incur penalties that are some-
what draconian in nature. Congress 
succeeded decades ago in construct-
ing a system in which the cost of non-
compliance greatly exceeds the cost 
of compliance. 

With the income tax, many tax-
payers speculate whether the IRS will 
audit and, if audited, discover the 
“problems with the return,” as only a 
small percentage of returns are audit-
ed. By contrast with payroll taxes, it 
is very simple. There is a 100 percent 
certainty the IRS will discover the 
problem when the payroll taxes are 
not turned over to the government. 

The Consequences
Procedurally, there is a separate inves-
tigation by an IRS employment tax 
specialist whether given individuals 
are, or are not, responsible persons. 
If they are ultimately determined 
to be responsible persons, there are 
certain appellate rights within the 
agency, and one can also judicially 
contest a final agency determination. 
However, if someone is found to be 
a responsible person, it has dire con-
sequences. Not only do they owe the 
money, plus interest from the date 
the employment taxes are formally 
assessed against them, but also, they 
face four substantial problems. 

1.The business does not 
suddenly thrive and usually 
fails anyway.
2.The IRS collection machinery 
will go after them, hard. Their 
“equities” of trying to keep 
the business alive and save 
jobs will have absolutely no 
deterrent effect on active IRS 
enforcement. On the active 
enforcement side, the IRS can 
and will levy on assets. In the 
government’s fiscal year ending 
September 30, 2000, there were 
less than 300,000 levies by the 
IRS for all types of taxes. The 

most recent year’s statistic was 
over 4,000,000 levies.
3. Their credit is trashed as a 
direct result of the inevitable 
federal tax lien. With an 
undischarged federal tax 
lien in today’s economy, 
home mortgages, business 
loans (even with a personal 
guaranty), and car loans simply 
are not obtainable. 
4. Michigan has its own version 
of the federal “responsible 
person” scheme, and the 
responsible persons will also 
face Michigan enforcement 
activities.
Why does the IRS, as one client 

phrased it, “go nuclear” about un-
paid payroll taxes? First, from the IRS 
and Internal Revenue Code perspec-
tives, it is misappropriation of trust 
fund monies. Second, the IRS has to 
give the employees 100 cents on the 
dollar credit for taxes withheld by the 
employer, but not paid over to the 
government.

What about bankruptcy? The U.S. 
Supreme Court long ago confirmed 
what everyone thought, employment 
tax cases are not dischargeable in 
bankruptcy.1

Conclusion
Usually, the best advice for the own-
ers and any other responsible persons 
at a financially troubled enterprise 
is absolutely, positively make sure 
all payroll taxes are timely paid in 
full no matter what and talk to bank-
ruptcy counsel about resolutions 
with other creditors. If an individual 
is a potentially responsible person in 
an entity in which he or she has no 
ownership interest, the best course of 
action probably is to resign even with 
no new job offering. That may sound 
harsh, but it reflects reality.

NOTES
1. United States v Sotelo, 436 US 268 

(1978).

Don’t Take That “Loan!”
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TECHNOLOGY CORNER By Michael S. Khoury and Amy K. Fehn

Changes to HIPAA Privacy and Security Resulting from the  
HITECH Act

9

Introduction
HIPAA, the Health Insurance Portabil-
ity and Protection Act, imposes obli-
gations on all persons who deal with 
personal health information (“PHI”) 
to protect the security and privacy 
of that information. Covered entities 
under HIPAA are generally health 
care providers that create or use PHI, 
as well as health care plans and health 
care clearinghouses. The Health Infor-
mation Technology for Economic and 
Clinical Health Act (“the HITECH 
Act”)1 was enacted as part of the 
American Recovery and Reinvestment 
Act of 2009 (“ARRA”)2 on February 17, 
2009. The HITECH act, in addition to 
creating monetary incentives for the 
adoption of Electronic Health Record 
technologies (“EHRs”), contains sev-
eral provisions that are intended to 
strengthen the HIPAA Privacy and 
Security Rules. Most revisions are 
effective on February 17, 2010.

Increased Penalties and 
Enforcement
Perhaps the most talked about aspect 
of the revisions contained in the 
HITECH Act is the increased focus 
on enforcement and penalties. Penal-
ties will be tiered based on the knowl-
edge of the violation, with penalties 
of up to $50,000 per violation and up 
to $1,500,000 for identical violations 
imposed for offenses rising to the level 
of “willful neglect.”3 Importantly, the 
revised law requires governmental 
audits of covered entities rather than 
the current complaint-based system of 
enforcement. Increased penalties and 
required audits are effective immedi-
ately. 

The HITECH Act also authorizes 
state attorneys general to immedi-
ately bring civil actions to enforce an 
individual’s rights and to recover at-
torney fees from covered entities in-
cluding damages.4 The HITECH Act 
also requires the Secretary of Health 
& Human Services (“HHS”) to estab-

lish, within three years, regulations 
that will allow harmed individuals to 
recover a portion of penalties assessed 
against a covered entity.5

Direct Liability for Business 
Associates
Another significant change is that 
business associates will be directly 
responsible for complying with the 
same HIPAA privacy and security 
safeguards as HIPAA covered enti-
ties, including the new breach notifi-
cation provisions.6 Business associates 
include entities or people who pro-
vide services to a covered entity that 
requires the utilization of protected 
health information and can include 
transcription companies, consultants, 
attorneys, answering services, and 
billing services. The government will 
be allowed to bring penalties and 
fines against business associates for 
breaches in the same manner they 
are brought against covered entities.  
Previously a business associate’s only 
liability under HIPAA was its contrac-
tual liability to the covered entity.

Breach Notification Requirements
HITECH also brings in breach noti-
fication obligations that the financial 
industry and businesses have already 
addressed for other personal infor-
mation.7 The new HITECH require-
ment requires notification to patients, 
the government, and sometimes the 
media in the event of a privacy or 
security breach. Currently, if a breach 
occurs, the covered entity’s only duty 
from a HIPAA standpoint is to “miti-
gate harm,” which does not always 
necessitate notifying individuals. The 
new revisions make it mandatory to 
notify individuals within sixty days of 
discovery of a breach, and, depending 
on the number of people involved and 
the availability of contact information, 
could require media notifications. Pro-
viders will also be required to main-
tain a log of breaches and report them 
to the HHS annually. 

The Office of Civil Rights (OCR) 
for HHS recently released guidance 
and a request for public comment on 
the HITECH act breach notification 
provisions.8 The guidance discusses 
covered entities’ notification obliga-
tions in the event of the unauthorized 
disclosure of “unsecured” protected 
health information. “Unsecured pro-
tected health information” is defined 
as protected health information that is 
not secured by technology standards 
that make it unusable, unreadable, or 
indecipherable to unauthorized per-
sons and is developed and endorsed 
by a standards developing organiza-
tion that is accredited by the American 
National Standards Institute (ANSI).

The guidance also discusses exam-
ples of methodologies that can be used 
to secure protected health information, 
including a discussion of valid encryp-
tion processes and destruction pro-
cesses. This guidance and the breach 
notification requirements will go into 
effect thirty days after the issuance of 
interim final regulations, which are 
expected in mid-August. Thus, the ef-
fective date for the notification provi-
sions is expected to be mid-September 
2009.

The notification requirements will 
require covered entities and business 
associates of covered entities to revise 
their policies and will also require 
modification of business associate 
agreements to reflect the new obliga-
tions.

Accounting of Disclosure 
Requirements
Another significant change is found in 
the HIPAA Privacy Rule’s “account-
ing of disclosures” requirements. 
Currently, providers are not required 
to track or account for disclosures 
made for purposes of treatment, pay-
ment, and health care operations. The 
revisions to the rule will remove this 
exception for providers who utilize an 
electronic health record.9 More details 
on the exact format and content of 



information that must be reported to 
patients on request will be set forth in 
future regulations. The effective date 
of this provision varies based on how 
long the covered entity has utilized 
an EHR. Covered entities that have 
adopted an EHR as of January 2009 
are given the most time and have 
until January 2014 to become compli-
ant with this requirement. 

Closure of Marketing “Loophole” 
The revisions to the HIPPA Privacy 
Rule also eliminate what some priva-
cy advocates perceive as a marketing 
“loophole.” The current rule allows 
certain treatment recommendations 
without an authorization. The revised 
rule continues to allow such com-
munications but prohibits providers 
from receiving any compensation in 
return, subject to very limited excep-
tions.10 

Right to Copy of Electronic Health 
Record
Health care providers who utilize an 
EHR will be required to provide an 
electronic copy to a patient, on request 
of the patient, subject only to the cost 
of labor incurred in responding to the 
request.11 Interestingly, the format of 
the electronic copy is not specified. 
This may lead to issues in the future, 
as some EHRs may not have the capa-
bility to produce an electronic copy 
that is readable by commonly used 
software.

Right to Restrictions of Certain 
Disclosures to Health Plans
A covered entity must comply with 
an individual’s request that informa-
tion not be disclosed to a health plan, 
if the disclosure is not for the purpose 
of treatment and the services at issue 
have already been paid in full out of 
pocket.12

Prohibition on the Sale of PHI
The HITECH Act contains a prohibi-
tion on the sale of protected health 
information through an EHR or oth-
erwise, subject to certain limited 
exceptions or the individual’s specific 
authorization. The Secretary of HHS 
is required to issue regulations to 

carry out this provision within eigh-
teen months of the implementation 
date of the HITECH Act.13

More Specific Guidance
The revised law also contains several 
provisions that require more specific 
guidance on varying aspects of the 
HIPAA Privacy and Security Rules. 
Currently, the HIPAA Security Rule 
is “technologically neutral,” which 
creates considerable confusion among 
providers, attorneys, and consultants 
when trying to determine exactly 
what needs to be done, especially 
where small providers are concerned. 
The HITECH Act requires the Secre-
tary of HHS to issue annual guidance 
on the most effective and appropriate 
technical safeguards. The “minimum 
necessary” requirements will also be 
clarified through more specific guid-
ance, which is required to be issued 
within eighteen months of the enact-
ment date of the HITECH Act.14

New Business Associate Categories
The HITECH Act also requires orga-
nizations that provide data transmis-
sion of protected health information 
and require routine access to protect-
ed health information to enter into 
business associate agreements with 
the covered entities that offer the pro-
tected health information.15

Conclusion
The HITECH Act increases both secu-
rity and privacy responsibilities of 
everyone dealing with PHI. This fol-
lows the trend of increased regulation 
and protection of personal informa-
tion. Future regulations are expected 
to clarify and provide guidance on 
many of these provisions. Attorneys 
who counsel covered entities and 
business associates of covered enti-
ties should stay apprised of future 
developments and should review cli-
ent policies and procedures to ensure 
that they are in compliance with new 
requirements.

NOTES

1. 42 USC 300jj et seq. (Pub L No 111-5, 
123 Stat 226) (2009).

2. Pub L No 111-5, 123 Stat 115 (2009).
3. 42 USC 1320d-5(5)(a)(3).
4. 42 USC 1320d-5(d).
5. 42 USC 13410(c)(3).
6. See 42 USC 17934.
7. 42 USC 17932.
8. http://www.hhs.gov/ocr/privacy/hipaa/

understanding/coveredentities/hitechrfi.pdf.
9. Pub L No 111-5, §13405(c), 123 Stat 

265.
10. Pub L No 111-5, §13405(d), 123 Stat 

266.
11. Pub L No 111-5, §13405(e), 123 Stat 

268.
12. 42 USC 13405(a).
13. Pub L No 111-5, §13405(d), 123 Stat 

266.
14. Pub L No 111-5, §13405(b), 123 Stat 

264.
15. 42 USC 17938.
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Nonprofit Governance in a 
Fishbowl: The New IRS Form 990
By Jane Forbes

Introduction
The IRS has redesigned its Form 990 tax-
exempt organization information return 
for 2008 in ways that significantly increase 
the amount of information that organiza-
tions must make available to the IRS and 
the public. In addition to financial data, 
the return requires disclosures that go well 
beyond what would normally be seen as “tax 
issues,” including individual compensation, 
the procedures used in setting compensation, 
actual and potential conflicts of interest and 
other corporate policies. The objective of the 
revised return is not only to increase compli-
ance with existing provisions of the Internal 
Revenue Code (IRC), but also to improve the 
management of tax-exempt organizations 
by encouraging public scrutiny of their pro-
grams and practices.

Filing and Publicity Requirements
Most large tax-exempt organizations, includ-
ing charities, advocacy organizations, trade 
associations, social clubs, and some “Section 
527” political organizations, are required to 
use the redesigned Form 990 for fiscal years 
beginning after 2007. Many smaller organi-
zations will have to do so within the next two 
years. The 2008 returns for exempt organiza-
tions using a fiscal year ending on December 
31 were due on May 15. Extensions seem to be 
more common than not, however, so many of 
those organizations will not actually prepare 
and file their returns until later this year.

There are several exceptions to the re-
quirement for filing a Form 990:

• Churches, conventions, and associa-
tions of churches and certain church 
related organizations (called “integrat-
ed auxiliaries”) continue to be exempt 
from all filing requirements.1

• Charitable organizations classified by 
the IRS as “private foundations” file 
a Form 990-PF, a different return that 
has not been revised, but may be in the 
future.

• Most organizations that had gross 
receipts of less than $1,000,000 and 
assets of less than $2,500,000 in their 

2008 tax year may elect to file a shorter 
Form 990-EZ. For 2009, however, use of 
the Form 990-EZ is limited to organiza-
tions having not more than $500,000 in 
gross receipts and $1,250,000 in assets 
and, for 2010 and subsequent years, the 
limits will be $200,000 in gross receipts 
and $500,000 in assets.

• Most organizations having gross 
receipts of less than $25,000 are not 
required to file returns as such. To 
maintain their exemption, however, 
they must submit a short electronic 
notice, called an e-Postcard or a Form 
990-N, available on the IRS Web site 
annually.

As in the past, organizations are required 
to make copies of the Form 990 or Form 990-
EZ information returns (other than donor 
lists) available to anyone asking for them three 
years after filing.2 Many do this by posting 
the returns on their Web sites or on Web sites 
that include information about many differ-
ent organizations. This makes the financial 
and other information in the returns readily 
available to prospective donors, competitors, 
local tax assessors, regulators, labor unions, 
and the media. One result of the disclosure 
requirement has been that newspapers serv-
ing smaller Michigan communities often re-
port the compensation paid to the CEO of the 
local hospital every year.

Format of the Return
The 2008 Form 990 has been both reorga-
nized and expanded. It consists of an 11-
page “core” return that must be completed 
by all exempt organizations meeting the fil-
ing requirements and 16 schedules that have 
to be submitted by some, but not all, organi-
zations. A few of the schedules are designed 
for particular types of organizations, such 
as schools or hospitals, while others involve 
specific activities, such as fundraising or lob-
bying. The 2008 return, with all of its sched-
ules, is 76 pages long and is accompanied by 
another 113 pages of instructions.

It is unlikely that any organization will 
have to submit all of the 16 schedules to the 



return in any one year, but a large hospital 
might have to complete about a dozen of 
them. Some of the schedules, such as those 
involving “public charity” status and lobby-
ing activities, are similar to the former return. 
Others are either completely new or require 
significant additional information.

A key feature of the core return is a sum-
mary on the first page requiring disclosure 
of matters such as the size of the board, the 
number of independent board members, the 
number of employees and volunteers, and 
fundraising expenses. A draft of the revised 
Form 990 had required that CEO compensa-
tion be disclosed in the middle of the first 
page, but that feature was not included in the 
final version of the 2008 return. In addition to 
compelling exempt organizations to disclose 
potentially embarrassing information, the re-
turn provides an organization with the op-
portunity to describe its mission, to discuss 
its principal programs and achievements, 
and to report changes in its services.

Corporate Governance and 
Policies

Governance Information 
The return requires disclosure of (i) the num-
ber of voting members of the organization’s 
governing body; (ii) the number of members 
of the governing body that are “indepen-
dent;” and (iii) the names, addresses, titles, 
and number of hours worked per week for all 
current directors, officers, and key employ-
ees of the organization, whether or not com-
pensated. Organizations are also required to 
indicate if they have members or sharehold-
ers entitled to elect board members and if 
there are bodies other than the board such 
as members, shareholders, or management 
companies that have the power to control or 
to participate in management decisions. In 
addition, the return includes a question ask-
ing if the governing body and its committees 
prepare and approve minutes.

Corporate Policies 
The 2008 Form 990 includes questions asking 
about the adoption and implementation of a 
number of formal corporate policies and pro-
cedures, including those for:

• Identifying and addressing conflicts of 
interest;

• Setting executive compensation;
• Responding to whistleblowers;

• Retaining and destroying records and 
documents; and

• Reviewing participation in any joint 
ventures with taxable entities.

The return itself states that those policies are 
not required for an organization to maintain 
tax-exempt status. Because organizations do 
not usually wish to answer “no” to any of 
those questions, however, many that did not 
have such policies in the past have adopted 
them recently.

Conflicts of Interest 
Conflicts of interest on the part of directors 
and officers present some of the most difficult 
issues nonprofit organizations face, both in 
complying with tax and corporate laws and 
in managing their businesses. The IRS not 
only “recommends” that tax-exempt orga-
nizations have a formal conflict of interest 
policy, the 2008 Form 990 asks if that policy is 
being regularly reviewed and implemented. 
Some organizations include conflict of inter-
est policies in their bylaws, while others have 
separate policies adopted by the board and 
have procedures for periodic disclosure of 
potential conflicts.

The IRS has suggested a form of conflict 
of interest policy (which is attached to the 
instructions for the Form 1023 exemption ap-
plication). There are practical difficulties with 
that form, however. One is that it defines any 
direct or indirect financial interest in, or com-
pensation relationship with, an entity doing 
business with the organization as a potential 
conflict of interest. Given the prevalence of 
mutual funds and similar forms of invest-
ment, it can be very difficult for an individual 
to determine the entities in which he or she 
holds indirect interests. It can be even harder 
to make that determination with respect to 
the holdings of family members. Another 
problem with the policy suggested by the IRS 
is that it contains no standard for the board 
or a committee to use in determining when 
a potential conflict of interest becomes an ac-
tual conflict. The policy recommended by the 
IRS does not prohibit an organization from 
entering into transactions involving a conflict 
of interest if there is no reasonable alterna-
tive, but does prevent an individual having 
a conflict from voting on the matter (even if, 
under state corporation laws, the vote would 
not be counted).3

In addition to suggesting that organiza-
tions have policies for addressing conflicts 
of interest, the 2008 Form 990 includes a new 
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schedule devoted entirely to “insider” trans-
actions. This requires disclosure of all busi-
ness transactions between the organization 
and “interested persons,” including all loans 
to and from the organization, grants benefit-
ting an interested person, and any payments 
of excessive compensation or other taxable 
“excess benefit transaction.” 4

Another question on the return asks if 
any officers, directors, or key employees of 
the organization have family or business 
relationships with other officers, directors, 
or key employees. The fact that a transac-
tion or relationship must be disclosed does 
not necessarily mean that it is inconsistent 
with (or even relevant to) exemption. It can, 
however, be challenging for an organization 
to assemble all of the information necessary 
to provide accurate answers to those ques-
tions, especially with respect to transactions 
in which the organization is not a party. The 
instructions for the return require that orga-
nizations make a “reasonable effort” to do 
so, but it allows them to rely on disclosures 
made by officers, directors, and key employ-
ees in written questionnaires.

Corporate Affiliations 
In addition to requiring information about 
transactions between tax-exempt organiza-
tions and individual “insiders,” the revised 
Form 990 requires extensive disclosures 
about the relationships those organizations 
have with other exempt and taxable entities. 
A new schedule requires lists of all related 
(i) tax-exempt organizations, (ii) taxable cor-
porations, (iii) entities taxed as partnerships, 
and (iv) entities that are disregarded for tax 
purposes (such as single member LLCs and 
grantor trusts). It also requires descriptions of 
some, but not all, of the transactions between 
the organization and each of those entities. 
Some large health systems include several 
hundred separate organizations, so main-
taining complete and up to date information 
can be difficult. The schedule also requires 
disclosure of any unrelated entities taxed as 
partnerships through which the organization 
conducts more than 5 percent of its exempt 
activities.

Management Compensation

Reasonable Compensation 
The compensation being provided both by 
businesses and tax-exempt organizations to 
their executives has been subject to increas-
ing media attention. Exempt organizations 

are allowed to provide “reasonable compen-
sation” to employees and to others furnish-
ing services necessary to carry out their pur-
poses. The amount that is “reasonable” for an 
exempt organization to pay is determined in 
the same way as it is for other tax purposes; 
that is by comparing the proposed compen-
sation with amounts paid by similar organi-
zations for comparable services. Although 
there is a widespread assumption, especially 
among politicians, that the compensation 
provided by nonprofit organizations is lower 
than that paid by commercial businesses, that 
is not always true.

Procedures for Setting Compensation 
As noted above, the IRS requires exempt orga-
nizations to describe the process they use in 
establishing compensation of their CEOs and 
other key personnel in the Form 990. It rec-
ommends that the procedures include (i) the 
use of an independent compensation com-
mittee that either sets the compensation or 
makes recommendations to the board, (ii) the 
use of appropriate data on the amounts being 
paid by comparable organizations to those 
performing similar services, and (iii) contem-
poraneous documentation of the basis for 
compensation decisions.5 Many large orga-
nizations are already using these procedures 
and have done so for several years.

Compensation Disclosures
The revised Form 990 includes two parts 
dealing with management compensation. 
The core form requires disclosure of amounts 
paid by the organization and by all related 
entities6 to:

• Each of the organization’s current 
directors, officers, and key employees;

• The five most highly paid employees 
of the organization who are not offi-
cers, directors or key employees of the 
organization, but who were paid more 
than $100,000 during the year;

• Former directors, officers, key employ-
ees, and other highly compensated 
personnel who received more than 
$100,000 during the year; and

• Former directors who received more 
than $10,000 in compensation with 
respect to services furnished as a direc-
tor.

The amounts that must be disclosed in-
clude not only the “reportable compensa-
tion” shown on the W-2 form or the Form 
1099-MISC provided to the recipient and the 
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IRS, but also information about benefits that 
do not have to be shown on those forms, such 
as employer contributions to qualified and 
nonqualified defined benefit pension plans, 
increases in the actuarial values of those 
plans, and nontaxable health benefits.

There is also a schedule to the return re-
quiring that compensation reported in the 
core return be restated to show amounts 
paid as base pay, bonuses, deferred compen-
sation, nontaxable benefits, and other report-
able items. That schedule also requires infor-
mation about (i) particular forms of compen-
sation such as severance pay, supplemental 
nonqualified retirement plans, and incentive 
compensation programs; and (ii) potentially 
inappropriate benefits, including first-class 
and spousal travel, housing allowances, club 
dues, and personal services.

Other Compliance Issues

Fundraising and Management of Donated 
Property
The revised Form 990 requests information 
about the fundraising activities of exempt 
organizations that is not only designed 
to enable the IRS, state attorneys general, 
and the public to monitor compliance with 
exemption requirements and other regula-
tions on the part of the organization itself, 
but it is also intended to assist the IRS in 
identifying issues affecting the deductibility 
of contributions by donors.

One of the schedules to the return deals 
entirely with fundraising, requiring disclo-
sures about the kinds of activities an orga-
nization conducts, the states in which those 
activities are carried out, the amounts paid 
to professional fundraisers, and any bingo or 
other gaming activities. This schedule also 
requires information about receipts and ex-
penditures for particular fundraising events. 
That is a potential source of discomfort for 
organizations if an event, such as a dinner or 
golf outing, was not profitable or if the net 
proceeds to the organization were small in 
relation to the cost of the benefits furnished 
to participants.

The return also includes a schedule re-
quiring detailed information about various 
kinds of noncash contributions received by 
the organization, including art, clothing, au-
tomobiles, real estate, and intellectual prop-
erty. In addition to asking about the admin-
istration of those contributions, the schedule 
asks if the organization has a gift acceptance 

policy requiring prior review of proposed 
donations. Finally, a third schedule requires 
disclosures with respect to the purposes and 
administration of endowment funds and 
conservation easements held by the organi-
zation.

Public Charity Status
Tax-exempt charities fall into two major 
groups, those that are subject to the special 
limitations and taxes applicable to organiza-
tions classified as “private foundations” and 
those, often called “public charities,” that are 
not. For many organizations, qualifying as a 
public charity is very important, not only to 
avoid the regulations applicable to private 
foundations, but also to be eligible to receive 
grants from foundations and other donors 
that do not ordinarily contribute to private 
foundations.

Schools, hospitals, and churches qualify 
as public charities automatically based on 
their activities. Another group, called “sup-
porting organizations,” qualifies because of 
their corporate relationships with other pub-
lic charities. A third major group must use 
financial tests that measure revenues from 
donations and from the conduct of their ex-
empt activities as a percentage of their gross 
income. While these tests are not necessar-
ily difficult to meet, the rules for calculating 
the qualifying percentages are quite techni-
cal. As a result, it has not been uncommon 
in the past for the information returns filed 
by many smaller organizations (including re-
turns completed by outside tax preparers) to 
contain incorrect computations of the finan-
cial support tests.

The revised Form 990 does not reflect 
any substantive changes in the tests for pub-
lic charity status. The portions of the return 
used for determining compliance tests have 
been revised, making them at least somewhat 
easier to use. It has become increasingly im-
portant, especially for recently created orga-
nizations, to monitor the computation of the 
tests, both to assure that the calculations are 
correct and to be certain that the applicable 
requirements are actually being met. The 
IRS provides newly created organizations 
with a preliminary five-year determination 
with respect to public charity status as part 
of the process for applying for recognition of 
exemption. In the past, organizations have 
been required to submit a form substantiat-
ing compliance after the end of the five-year 
period and have then received a “permanent” 
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determination from the IRS regarding their 
public charity status. The IRS eliminated this 
second filing last year, so the determinations 
are now based entirely on the information re-
ported in the Form 990.

Tax-Exempt Bonds
The revised Form 990 contains a new sched-
ule designed to monitor compliance with 
the various requirements applicable to tax-
exempt bonds issued by public bodies on 
behalf of charitable organizations. In the past, 
those bonds were issued primarily for uni-
versities and hospitals. More recently, how-
ever, this type of financing has been used by 
a wide variety of institutions, including reli-
gious organizations.

The Form 990 schedule requires a list of 
all outstanding bond issues, including those 
that have been defeased by escrowing funds 
sufficient to make the remaining principal 
and interest payments. It also requires ex-
tensive information about (i) the uses made 
of the bond proceeds, (ii) the extent to which 
the facilities financed with the bond proceeds 
are being used by private individuals and en-
tities (and by the organization in connection 
with taxable commercial activities), and (iii) 
compliance with arbitrage rules. The sched-
ule includes questions asking if the organiza-
tion regularly engages legal counsel to review 
management contracts, research agreements, 
and other arrangements that could result in 
“private business use” of bond-financed fa-
cilities.

Many organizations with outstanding 
bond issues have found that they have not 
retained (or, to put it more bluntly, have de-
stroyed) the records needed to complete the 
bond schedule, particularly specific informa-
tion about the use of the proceeds of bond is-
sues that have been outstanding for several 
years. For that reason, except for the list of 
outstanding bond issues, completion of the 
tax-exempt bond schedule is optional for 
2008.

Hospital Community Benefit
A feature of the revised Form 990 that has 
received considerable comment by health 
care attorneys is a new schedule requiring 
hospitals to provide a list of their facilities, 
information about their charity care pro-
grams, and descriptions of other benefits 
they provide to their communities (such as 
medical research and educational programs 
for physicians and other health profession-
als). The schedule not only asks for data 

about subsidized care furnished to medically 
indigent individuals and unreimbursed costs 
incurred in providing services to Medicaid 
beneficiaries, it also requires information 
about Medicare income and costs, bad debt 
expenses, collection policies, management 
companies, and joint ventures. Because this 
schedule requires so much new information, 
the facility list is the only part that is manda-
tory for 2008.

Organizations Conducting Activities 
Outside the United States
There is another schedule that must be com-
pleted by organizations that conduct activi-
ties outside the United States, either directly 
through their own personnel or by provid-
ing financial assistance to foreign organiza-
tions and individuals. In part, this schedule 
is intended to provide a way for organiza-
tions to describe the purposes, locations, and 
extent of their overseas activities. Since most 
other countries do not regulate the activities 
of charities and other nonprofit organizations 
very strictly, the schedule also asks about the 
extent to which U.S. funding organizations 
screen potential recipients and monitor the 
use of their grants. The schedule may also 
help the IRS to identify U.S. organizations 
acting as “conduits” for donations to foreign 
charities that are ineligible to receive con-
tributions that are deductible in computing 
U.S. income tax.

Preparation and Review of 
Returns
Many organizations will need the assistance 
of their accountants or other outside profes-
sionals in preparing the revised Form 990. 
To produce a complete and accurate return, 
however, the organization itself will also 
have to make a concerted effort to compile 
the required information from various inter-
nal and external sources. Further, in order 
to be able to submit a return that shows the 
organization in a favorable light to donors, 
the media, and the IRS, some organizations 
may have to make changes in their manage-
ments policies and practices that go well 
beyond normal tax return preparation. Law-
yers acting as counsel to the organizations 
and serving on their boards will often have 
an important role in designing and imple-
menting those changes.

One of the questions on the revised Form 
990 asks if all of the directors reviewed the 
return prior to filing. As with many of the 
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other questions, there is no requirement that 
each director actually do so. In many situ-
ations, however, the “best practice” will be 
for the CEO and at least some of the board 
members to review the return before it is 
submitted. It may also be advisable for cop-
ies of completed returns to be furnished to all 
of the directors since the returns may contain 
material about the organization not included 
in other reports so that board members will 
be aware of the extent of the information that 
will be available to the public.

NOTES

1. IRC 6033(a).
2. IRC 6104(d)
3. See for example, Section 545 of the Michigan 

Nonprofit Corporation Act, MCL 450.2545.
4. See IRC 4958, which is applicable to charities 

exempt under IRC 501(c)(3) and advocacy groups and 
other “social welfare organizations exempt under IRC 
510(c)(4).”

5. These procedures are described in detail in Treas. 
Reg. 53.4958-6, which allows charities and social welfare 
organization using the procedure to create a rebuttable 
presumption that compensation is reasonable and that 
it is not subject to the punitive excise taxes imposed on 
“excess benefit transactions.”

6. In many cases, the instructions for the return 
allow compensation of less than $10,000 per year paid 
by related entities to be omitted.

Jane Forbes of Dykema  
PLLC, Detroit, practices 
in the areas of health law 
and nonprofit and charita-
ble organizations law. Ms. 
Forbes has extensive expe-
rience in representing health 

care organizations, foundations, rural 
electric cooperatives, trade associations, 
and other nonprofit institutions. This work 
includes issues related to tax-exempt sta-
tus under federal and state law, organi-
zation and reorganization of corporations 
and corporate groups, mergers and acqui-
sitions, finance, insurance and self-insur-
ance, and public institutions.
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Michigan’s New Uniform Prudent 
Management of Institutional  
Funds Act
By Jeffrey B. Power

Introduction
Endowment funds are suffering. With aver-
age declines in fund value of roughly twenty 
percent during the past year, many Michigan 
nonprofits are struggling to properly manage 
and invest “underwater” endowment funds 
that have plunged below the historic value of 
the original gifts with which the funds were 
created. Michigan law has made facing those 
challenges more difficult, but help is on the 
way.

In 1972, the National Conference of Com-
missioners on Uniform State Laws (“NC-
CUSL”) approved the Uniform Management 
of Institutional Funds Act (“UMIFA”). UMI-
FA regulated the investment and expendi-
ture of funds held by charitable institutions. 
Forty-seven states enacted versions of UMI-
FA, including Michigan, which enacted its 
version (“MI-UMIFA”) in 1976.1

Portions of UMIFA have become out-
dated, including the prudence standards for 
management and investment, the rules gov-
erning expenditures from endowment funds, 
and the provisions regarding the release and 
modification of restrictions on charitable 
funds. In response to the need for modern-
ization, NCCUSL promulgated the Uniform 
Prudent Management of Institutional Funds 
Act (“UPMIFA”) to replace UMIFA.

Promulgation and Enactment of 
UPMIFA

Promulgation by NCCUSL

History
The approval of the final version of UPMI-
FA was years in the making. NCCUSL cre-
ated a committee (“Drafting Committee”) in 
the autumn of 2000 to review UMIFA and 
determine whether a revision was needed. 
The Drafting Committee began work in 2002. 
At its annual meeting in July 2006, NCCUSL 
approved the final version of UPMIFA 

and recommended it for enactment by the 
states.2

Purposes
A driving force behind the development of 
UPMIFA was the need to update the rules 
applicable to charitable funds to reflect 
changes in investment and expenditure strat-
egies over the past thirty-five years. A major 
goal of UPMIFA is the application of con-
sistent standards for the management and 
investment of charitable funds so that the 
same standards apply regardless of wheth-
er a charitable organization is organized as 
a trust, a nonprofit corporation, or another 
type of entity.3 In order to achieve consis-
tency among the uniform laws, UPMIFA 
derives portions of its provisions from the 
Uniform Prudent Investor Act (“UPIA”)4 and 
the Uniform Trust Code (“UTC”)5. Specifical-
ly, UPMIFA adopts a modern prudence stan-
dard based on UPIA, modernizes the rules 
governing expenditures in order to provide 
more guidance and flexibility to institutions, 
and updates the provisions related to the 
release and modification of fund restrictions 
based on similar provisions in the UTC.6

State Enactments
Since its approval in July 2006, thirty-five 
states have enacted versions of UPMIFA. 
UPMIFA bills have been introduced in elev-
en other states, including Michigan.7

Michigan Legislation

Legislative History
Michigan’s version of UPMIFA (“MI-UPMI-
FA”) was introduced in the state senate and 
passed unanimously on April 22, 2009.8 It is 
now being considered in the house and has 
been reported with recommendation with-
out amendment by its banking and financial 
services committee. Enactment is expected in 
2009. An effective date has yet to be deter-
mined, although there is good reason to give 
it immediate effect, as was done with Michi-
gan’s enactment of UMIFA in 1976.



Purposes
In summary, replacement of Michigan’s 
UMIFA with MI-UPMIFA will accomplish 
the following:

• Require an institution managing and 
investing an institutional fund to con-
sider the institution’s charitable pur-
poses and the purposes of the fund.

• Establish a good faith and prudent per-
son standard for each person respon-
sible for managing and investing an 
institutional fund.

• Specify factors that would have to 
be considered, and rules that would 
apply, in the management and invest-
ment of an institutional fund.

• Allow an institution to appropriate for 
expenditure or accumulate amounts of 
an endowment fund that were prudent 
for its uses, benefits, purposes, and 
duration.

• Require an institution to consider spe-
cific factors in determining to appro-
priate or accumulate amounts in an 
endowment fund.

• Specify circumstances under which an 
institution could delegate the manage-
ment and investment of an institution 
fund to an agent.

• Specify conditions under which an 
institution could release or modify a 
restriction contained in a gift instru-
ment on the management, investment, 
or purpose of an institutional fund.

• Require the Michigan Attorney Gener-
al to be notified and given an opportu-
nity to be heard on the matter of releas-
ing or modifying a restriction in a gift 
instrument.9

Key Definitions in MI-UPMIFA

Institution
• A person, other than an individual, 

organized and operating exclusively 
for charitable purposes. The exclu-
sion of “individual” is not intended to 
exclude a corporation sole.

• A government or governmental sub-
division, agency, or instrumentality, 
to the extent that it holds funds exclu-
sively for a charitable purpose.

• A trust that has charitable interests, 
but only after all non-charitable inter-
ests have terminated. This defini-
tion excludes, for example, charitable 

remainder trusts that have at least one 
individual as a current trust benefi-
ciary.10

Institutional Fund
A fund held by an institution exclusively for 
charitable purposes, whether the fund is cur-
rently expendable or subject to restrictions. 
The term does not include:

• Program-related assets that an institu-
tion holds primarily to conduct its char-
itable purposes rather than for invest-
ment purposes, such as, for example, 
land adjacent to its campus that a uni-
versity holds for future development.

• A fund held for an institution by a 
trustee that is not an institution, unless 
the fund is held by the trustee as a com-
ponent trust or fund of a community 
foundation.11 The effect is to exclude 
charitable trusts managed by individ-
uals and almost all charitable trusts 
managed for financial institutions.

• A fund in which a beneficiary that is 
not an institution has an interest, other 
than an interest that could arise upon 
violation or failure of the purposes of 
the fund.12

Gift Instrument
A gift instrument is a written record or 
records, including an institutional solicita-
tion, under which property is granted to, 
transferred to, or held by an institution as 
an institutional fund.13 A record will only 
become a gift instrument if both the donor 
and the institution were, or should have been, 
aware of its terms when the donor made the 
gift. Solicitation material may constitute a 
gift instrument. For example, a written solici-
tation suggesting that any gift received pur-
suant to the solicitation will be held as an 
endowment may be integrated with other 
writings and may be considered part of the 
gift instrument.14

Endowment Fund
An endowment fund is an institutional fund 
or part thereof that, under the terms of a gift 
instrument, is not wholly expendable by the 
institution on a current basis. The term does 
not include assets that an institution desig-
nates as an endowment fund for its own use 
such “board-designated” funds that are insti-
tutional funds but not endowment funds.15
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Comparison of Key UMIFA and 
UPMIFA Provisions

Applicability
Although MI-UPMIFA applies to institu-
tional funds existing on or established on or 
after the effective date, for institutional funds 
existing on the effective date MI-UPMIFA 
applies only to actions and decisions occur-
ring on or after the effective date.16

Standard of Conduct for the 
Management and Investment of 
Institutional Funds

MI-UMIFA Provisions
MI-UMIFA required that in managing, 
spending, and investing endowment funds, 
the persons responsible for a fund must 
“exercise ordinary business care and pru-
dence under the facts and circumstances pre-
vailing at the time of the action or decision.”17 
In addition, the persons responsible for a 
fund had to consider the following factors in 
exercising their duties:

• the long-term and short-term needs of 
the institution in carrying out its edu-
cational, religious, or charitable pur-
poses;

• the present and anticipated financial 
requirements of the institution;

• the expected return on investments;
• price level trends; and
• general economic conditions.18

MI-UMIFA authorized an institution to 
retain property contributed by a donor in the 
hope of obtaining additional future contribu-
tions.19

MI-UPMIFA Provisions

In General
MI-UPMIFA requires that an institution con-
sider the charitable purposes of the institu-
tion and the purposes of the fund when 
managing and investing an institutional 
fund. This requirement and all other duties 
imposed under MI-UPMIFA are subject to 
the intent of a donor as expressed in the gift 
instrument.20 In addition to these overarching 
standards, MI-UPMIFA outlines the follow-
ing duties for institutions and those respon-
sible for the management and investment of 
institutional funds. 

Duty of Care

A person responsible for managing and 
investing an institutional fund must “man-
age and invest the fund in good faith and 
with the care an ordinarily prudent person in 
a like position would exercise under similar 
circumstances.”21 A person with special skills 
or expertise must use those skills or that 
expertise in managing and investing institu-
tional funds.22

An institution must also consider the fol-
lowing factors in making management and 
investment decisions for institutional funds:

• general economic conditions;
• the possible effect of inflation or defla-

tion;
• the expected tax consequences, if any, 

of investment decisions or strategies;
• the role that each investment or course 

of action plays within the overall 
investment portfolio of the fund;

• the expected total return from income 
and the appreciation of investments;

• other resources of the institution;
• the needs of the institution and the 

fund to make distributions and to pre-
serve capital; and

• an asset’s special relationship or spe-
cial value, if any, to the charitable pur-
poses of the institution.23

Duty of Loyalty

MI-UPMIFA notes that those managing and 
investing institutional funds are subject to 
the duty of loyalty imposed by other laws.24 
Thus, the duty of loyalty under the nonprofit 
corporation law will apply to institutions 
organized as nonprofit corporations, and the 
trust law duty of loyalty will apply to chari-
table trusts.

Duty to Manage Costs and Verify Facts

An institution may incur only costs that are 
reasonable in relation to the fund assets, the 
purposes of the institution, and the skills 
available to the institution.25 Those responsi-
ble for managing an institutional fund must 
also make a reasonable effort to verify facts 
relevant to the management and investment 
of the fund.26

Duty to Diversify

Under MI-UPMIFA, an institution must 
diversify the investments of an institutional 
fund unless special circumstances exist in 
which the purposes of the fund are better 
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served without diversification.27 Within a 
reasonable time after receiving property, an 
institution must decide whether to retain or 
dispose of the property in order to balance 
out the portfolio and maintain compliance 
with the purposes of the institution.28 An 
institution may not retain an asset solely 
based on the hope of obtaining future contri-
butions from the same donor. The possibility 
of receiving future contributions is only one 
factor to be considered in the overall deci-
sion. Decisions about a particular asset must 
be made in the context of the investment 
portfolio as a whole and as part of an overall 
investment strategy.29

Reasons for the Change
Although MI-UMIFA contains a general 
standard of “ordinary business care and pru-
dence,” many institutions desired addition-
al guidance and clarity with respect to the 
standard of prudence and other standards 
of conduct applicable to the management 
and investment of institutional funds.30 MI-
UPMIFA offers specific guidance by stipulat-
ing several duties and enumerating factors 
that must be considered in managing and 
investing an institutional fund. The prudence 
standard under MI-UPMIFA is derived from 
and is consistent with the standard under 
UPIA and thus helps achieve the goal of a 
common standard of prudence for all types 
of charitable institutions.31

Expenditure of Endowment Funds

MI-UMIFA Provisions

The rules regarding expenditures from 
endowment funds under MI-UMIFA were 
based on the concept of “historic dollar 
value.” Historic dollar value is the aggregate 
fair market value of an endowment fund at 
the time it became an endowment fund, each 
subsequent donation to the fund at the time 
the donation is made, and each accumula-
tion made pursuant to a direction in the gift 
instrument at the time the accumulation is 
added to the fund.32 Under MI-UMIFA, the 
persons responsible for a fund could appro-
priate for expenditure only the net apprecia-
tion, realized and unrealized, in the fair mar-
ket value of endowment fund assets over the 
historic dollar value of the fund to the extent 
such appropriation was prudent.33 

MI-UPMIFA Provisions

Under MI-UPMIFA, the assets in an endow-
ment fund are donor-restricted until appro-
priated for expenditure by the institution.34 
MI-UPMIFA eliminates the concept of his-
toric dollar value. Instead, an institution may 
appropriate for expenditure or accumulate 
so much of an endowment fund as the insti-
tution deems prudent for the uses, benefits, 
purposes, and duration for which the endow-
ment fund is established.35 In determining 
whether to appropriate or accumulate fund 
assets, the institution must act in good faith 
with the care that an ordinarily prudent per-
son in a like position would exercise under 
similar circumstances. MI-UPMIFA also lists 
the following factors that must be considered 
in the determination to spend or accumulate 
endowment fund assets:

• the duration and preservation of the 
endowment fund;

• the purposes of the institution and the 
endowment fund;

• general economic conditions;
• the possible effect of inflation or defla-

tion;
• the expected total return from income 

and the appreciation of investments;
• other resources of the institution; and
• the investment policy of the institu-

tion.36

Pooling of funds is permitted, but the pooled 
funds will be considered individually for 
purposes of the rules relating to spending.37

MI-UPMIFA contains a rule of construc-
tion that terms in a gift instrument designat-
ing a gift as an endowment, or a direction 
or authorization in the gift instrument to 
use only “income,” “interest,” “dividends,” 
or “rents, issues, or profits,” or “to preserve 
principal intact,” have the effect of creating a 
permanent endowment fund but do not oth-
erwise limit the authority to appropriate for 
expenditure or accumulate.38

Reasons for the Change

The Drafting Committee concluded that 
UMIFA’s endowment spending rule created 
numerous problems and that restructuring 
the rule would benefit charities, their donors, 
and the public. The problems include:

• Historic dollar value fixes valuation at 
a moment in time, and that moment 
is arbitrary. The determination of his-
toric dollar value can vary significantly 
depending on when in the market cycle 
the donor dies.
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• After a fund has been in existence for a 
number of years, historic dollar value 
may become meaningless. Assuming 
reasonably long-term investment suc-
cess, the value of the typical fund will 
be well above historic dollar value, 
and historic dollar value will no longer 
represent the purchasing power of the 
original gift. Without better guidance 
on spending the increase in value of 
the fund, historic dollar value does not 
provide adequate protection for the 
fund. If a charity views the restriction 
on spending simply as a direction to 
preserve historic dollar value, the char-
ity may spend more than it should.

• UMIFA does not provide clear answers 
to questions a charity faces when the 
value of an endowment fund drops 
below historic dollar value. A fund 
that is so encumbered is commonly 
called an “underwater” fund. Con-
flicting advice regarding whether an 
organization could spend from an 
underwater fund has led to difficulties 
for those managing charities. If a char-
ity concluded that it could continue 
to spend trust accounting “income” 
until a fund regained its historic dol-
lar value, the charity might invest for 
current yield rather than on a total-
return basis. Thus, the historic dollar 
value rule can cause inappropriate dis-
tortions in investment policy and can 
ultimately lead to a decline in a fund’s 
real value. If, instead, a charity with an 
underwater fund continues to invest 
for total return consistent with the 
charity’s tolerance for risk, the char-
ity may be unable to spend anything 
from an underwater endowment fund 
for several years. Yet, the inability of 
a charity to spend anything from an 
endowment may be contrary to donor 
intent.39

The Drafting Committee concluded that pro-
viding clearly articulated guidance on the 
prudence rule for spending from an endow-
ment fund, with emphasis on the perma-
nent nature of the fund, would provide the 
best protection of the purchasing power of 
endowment funds.40

MI-UPMIFA eliminates the concept of his-
toric dollar value and shifts the focus to pres-
ervation of the real value of an endowment 
fund. MI-UPMIFA emphasizes the purposes 
of a particular endowment fund, as opposed 

to the general purposes of the institution, 
and encourages consideration of the total 
assets of an endowment fund. MI-UPMIFA 
guides institutions with a more comprehen-
sive prudence standard for expenditures so 
that the benchmark of historic dollar value is 
no longer necessary.41

Distinguishing Legal and Accounting 
Standards
During the drafting of UPMIFA, concern 
arose regarding inconsistencies between the 
legal restrictions imposed on endowment 
fund expenditures under UPMIFA and the 
accounting standards used for reporting 
endowment fund assets on financial state-
ments. Paragraph 22 of Statement of Finan-
cial Accounting Standards No. 117 (“FAS 
117”), adopted by the Financial Accounting 
Standards Board (“FASB”) in 1993, provides 
as follows:

A statement of activities shall report 
gains and losses recognized on 
investments and other assets (or lia-
bilities) as increases or decreases in 
unrestricted net assets unless their 
use is temporarily or permanently 
restricted by explicit donor stipula-
tions or by law. For example, net 
gains on investment assets, to the 
extent recognized in financial state-
ments, are reported as increases in 
unrestricted net assets unless their 
use is restricted to a specified pur-
pose or future period. If the gov-
erning board determines that the 
relevant law requires the organiza-
tion to retain permanently some por-
tion of gains on investment assets of 
endowment funds, that amount shall 
be reported as an increase in perma-
nently restricted net assets.42

The Basis for Conclusions section of FAS 117 
elaborates on this position and provides:

The Board agreed and concluded that 
there is no need to delay recognizing 
available net gains [on endowment 
fund investments] in unrestricted 
or temporarily restricted net assets 
until such time as the organization’s 
governing board acts to appropriate 
them for use. Decisions about when 
to spend resources generally do not 
bear on the issue, which is whether 
the resources are available for spend-
ing . . . [r]estricted net assets result 
only from a donor’s stipulation that 
limits the organization’s use of net 
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assets or from a law that extends the 
donor’s stipulation to enhancements 
(including holding gains) and dimin-
ishments of those net assets.43

The Basis For Conclusions section of FAS 117 
also explains FASB’s position that the deter-
mination of whether donor stipulations or 
relevant law impose restrictions on the use 
of net appreciation depends on the facts and 
circumstances of each case.44 

FASB’s positions changed in response to 
UPMIFA. On August 6, 2008, FASB issued 
FASB Staff Position FAS 117-1 (“FSP 117-
1”), entitled “Endowments of Not-for-Profit 
Organizations: Net Asset Classification of 
Funds Subject to an Enacted Version of the 
Uniform Prudent Management of Institu-
tional Funds Act, and Enhanced Disclosures 
for All Endowment Funds.”45 FSP 117-1 ad-
dresses net asset classification in light of UP-
MIFA’s elimination of historic dollar value 
and the shift in focus to expenditures from 
an endowment fund as a whole, rather than 
only the net appreciation.46

Nonprofits that are subject to UPMIFA 
must classify the portion of the donor-re-
stricted endowment fund that is perpetual 
in duration as permanently restricted net as-
sets. The amount classified as permanently 
restricted is the amount that must be retained 
permanently in accordance with explicit do-
nor restrictions, or if such restrictions are 
absent, the amount the organization’s gov-
erning board determines must be retained 
permanently consistent with relevant law. 
Accordingly, permanently restricted net as-
sets may, in certain circumstances, include 
accumulated earnings on those assets. 

MI-UPMIFA provides that “unless stated 
otherwise in the gift instrument, the assets 
in the endowment fund are donor-restricted 
assets until appropriated for expenditure by 
the institution.”47 This differs from previous 
guidance under FASB 124 that considered 
earnings on donor-restricted endowments to 
be unrestricted (whether or not appropriated 
for expenditure by the organization) unless 
otherwise restricted by donors or by specific 
relevant law. 

As a result of this change, the portion of 
donor-restricted endowment funds that is 
not classified as permanently restricted net 
assets must now be classified as temporar-
ily restricted net assets (time restricted) until 
appropriated for expenditure by the organi-
zation. FAS 117-1 states that an appropria-
tion for expenditure occurs upon approval 

for expenditure. Nonprofits affected by this 
change must restate their financial statements 
by reclassifying certain amounts previously 
reported as unrestricted to temporarily re-
stricted net assets to the extent they have not 
already been appropriated for expenditure. 

Regardless of the treatment of an endow-
ment fund for accounting purposes, the com-
ments to UPMIFA emphasize that an endow-
ment fund is not considered unrestricted 
from a legal standpoint.48

Additional Financial Disclosures
All nonprofits with board-designated or 
donor-restricted endowment funds, whether 
or not subject to an enacted version of UPMI-
FA, must make additional disclosures in their 
financial statements under FAS 117-1.49 These 
additional disclosures include:

• The governing board’s interpretation 
of the law(s) underlying the net asset 
classification of the donor-restricted 
endowment funds;

• The organization’s policy for appropri-
ation of endowment assets for expen-
diture;

• The organization’s endowment invest-
ment policies, including a description 
of the organization’s return objec-
tives and risk parameters, how those 
objectives relate to the organization’s 
endowment spending policy, and the 
strategies employed for achieving 
those objectives;

• The composition of the organization’s 
endowment by net asset class at the 
end of the period, in total, and by type 
of endowment fund, showing donor-
restricted endowment funds separate-
ly from board-designated endowment 
funds; and,

• A reconciliation of the beginning and 
ending balance of the organization’s 
endowment, in total and by net asset 
class, including, at minimum, the fol-
lowing line items (as applicable): 
investment return separated into 
investment income (for example, inter-
est, dividends and rents) and net appre-
ciation or depreciation of investments, 
contributions, amounts appropriated 
for expenditure, reclassifications, and 
other changes.
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No Rebuttable Presumption of 
Imprudence
UPMIFA includes an optional provision 
that creates a rebuttable presumption of 
imprudence if more than seven percent of 
the fair market value of an endowment fund 
is appropriated for expenditure in a given 
year.50 MI-UPMIFA does not include this 
provision. Evidence reviewed by the Draft-
ing Committee suggests that at present few 
funds can sustain spending at a rate above 
five percent.51 Further, spending at a lower 
rate, particularly in the early years of an 
endowment, may result in greater distribu-
tions over time.52

There are drawbacks to the rebuttable 
presumption of imprudence. First, as with 
the concept of historic dollar value, some in-
stitutions may misconstrue the meaning of 
the percentage as being a safe harbor for pru-
dent conduct, even though UPMIFA express-
ly provides that there is no presumption of 
prudence for expenditures that are less than 
the relevant threshold percentage.53 Also, an 
institution might spend less than the percent-
age limit each year but still be imprudently 
spending too much of a fund’s value. In ad-
dition, a single fixed percentage is unlikely to 
be appropriate for a multitude of diverse in-
stitutions, and the percentage does not adjust 
to reflect changing economic conditions.54

Delegation of Management and 
Investment

MI-UMIFA Provisions
MI-UMIFA authorized the governing board 
to delegate their investment authority to 
committees, officers, or employees of the 
institution or fund, or to other agents, and to 
contract with independent investment advi-
sors for investment and management servic-
es.55 The persons responsible for delegating 
management and investment decisions were 
subject to the general MI-UMIFA standard of 
conduct of ordinary business care and pru-
dence.56

MI-UPMIFA Provisions
MI-UPMIFA also authorizes the delegation 
of management and investment decisions to 
external agents to the extent that such del-
egation is prudent under the circumstances.57 
MI-UPMIFA provides guidance with respect 
to the standards applicable to institutions 
and agents when management and invest-
ment authority is delegated. An institution 

must act in good faith, with the care that an 
ordinarily prudent person in a like position 
would exercise under similar circumstanc-
es, in (a) selecting an agent, (b) establishing 
the scope and terms of the delegation, con-
sistent with the purposes of the institution 
and the institutional fund, and (c) periodi-
cally reviewing the agent’s actions in order 
to monitor the agent’s performance and 
compliance with the scope and terms of the 
delegation.58 If an institution complies with 
the standard set forth above, the institution 
will not be liable for an agent’s decisions or 
actions.59

An agent who accepts the delegation of 
management or investment authority owes a 
duty to the institution to exercise reasonable 
care in carrying out the scope and terms of 
the delegation.60 An agent accepting delega-
tion of a management or investment function 
under MI-UPMIFA is subject to the personal 
jurisdiction of Michigan courts in all proceed-
ings arising from or related to the delegation 
or to the performance of the delegated func-
tion.61

MI-UPMIFA Section 5 does not address 
the issues of internal delegation and poten-
tial liability for internal delegation and does 
not affect Michigan laws that govern person-
al liability of directors or trustees for matters 
outside the scope of Section 5. Directors must 
look to nonprofit corporation law for these 
rules, while trustees will look to trust law.62

Reasons for the Change
The delegation provision is optional under 
UPMIFA, because the Drafting Committee 
found that many states already provide suf-
ficient authority to delegate through other 
statutes such as nonprofit corporation stat-
utes and state enactments of UPIA.63 Because 
this is not the case in Michigan, the delega-
tion provisions are included in MI-UPMIFA 
and offer more detailed guidance for institu-
tions and their agents than the comparable 
MI-UMIFA provisions.

Modification and Release of 
Restrictions

MI-UMIFA Provisions
MI-UMIFA allowed a restriction imposed on 
the use or investment of an institutional fund 
by a gift instrument to be released with the 
written consent of the donor.64 In addition, 
if a donor was unavailable, an institution 
could apply to a court having jurisdiction for 
the release of a restriction that was obsolete, 
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inappropriate, or impracticable.65 These pro-
visions permitted only the release of existing 
restrictions, not a modification.

MI-UPMIFA Provisions
Donor Consent to Release or Modify
Under MI-UPMIFA, an institution may 
release or modify a restriction if the donor 
consents in writing, provided that the fund 
continues to be used for a charitable pur-
pose.66

Court Approval of Equitable Deviation
An institution may apply to a court for the 
modification of a restriction regarding the 
management or investment of an institution-
al fund if any of the following are true:

• the restriction has become impractica-
ble or wasteful;

• the restriction impairs the manage-
ment or investment of the fund; or

• modification will further the purposes 
of the fund due to circumstances not 
anticipated by the donor.

To the extent practicable, any modification 
must be made in accordance with the donor’s 
probable intention.67

Court Application of Cy Pres
A court may also modify the purpose of a 
fund or a restriction on the use of a fund if 
the purpose or restriction has become unlaw-
ful, impracticable, impossible to achieve, or 
wasteful.68

Modification of Small Old Funds
An institution may release or modify a 
restriction without donor or court consent 
if the restriction is unlawful, impracticable, 
impossible to achieve, or wasteful, and if all 
of the following conditions are satisfied:

• the restricted fund has a total value of 
less than $25,000;

• more than 20 years have passed since 
the establishment of the fund; and

• the institution uses the property in 
a manner that is consistent with the 
charitable purposes expressed in the 
gift instrument.69

Release or modification of restrictions by 
a court or with respect to a small old fund 
requires that the Michigan Department of 
Attorney General be notified.70 The Drafting 
Committee decided not to require that noti-
fication be given to the donor.71 This leaves 
open the question of whether and under 
what circumstance a donor may have stand-
ing to object.

Reasons for the Change
MI-UPMIFA updates the rules on modifica-
tion and release of restrictions in order to pro-
vide for better protection of donor intent and 
for more efficient administration of endow-
ment funds. The new statute is consistent 
with the doctrines of equitable deviation and 
cy pres under the UTC.72 MI-UPMIFA clarifies 
and supplements MI-UMIFA by allowing an 
institution to ask a court for the modification 
of a restriction or a fund purpose rather than 
a full release of such restriction or purpose. 
This protects donor intent by ensuring that 
a restriction or purpose will be modified and 
left in place to the extent possible rather than 
being completely released.73

MI-UPMIFA also encourages efficiency by 
enabling institutions to modify small funds 
that are more than twenty years old. Because 
the cost of requesting a court to modify a 
small fund would likely be disproportionate 
to the value of the fund, this provision offers 
a useful alternative for an institution wishing 
to modify such a fund for more efficient ad-
ministration.74

Under a non-UPMIFA addition address-
ing community foundation concerns, MI-
UMIFA provides that it does not affect the 
right of a governing body of an institution 
to exercise the power to modify restrictions 
contained in a gift instrument if such a right 
is conferred under the institution’s govern-
ing instruments or under the gift instrument 
itself.75

Conclusion
MI-UPMIFA promises welcome relief and 
guidance for endowment fund managers 
in Michigan. The new act updates the rules 
governing institutional endowment funds in 
order to provide better guidance to institu-
tions and the persons responsible for man-
aging, investing, and spending the funds. 
Enactment also brings the rules governing 
charitable endowment funds closer to other 
statutes applicable to charitable organiza-
tions in order to achieve consistent treatment 
of institutional funds without regard to the 
form of organization.

Hey, let’s be careful out there.76
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The Michigan Low-Profit Limited 
Liability Company—Encouraging 
Investment in Socially Beneficial 
Enterprises
By Deanna M. Deldin and Joseph S. Kopietz

Overview
Amendments to the Michigan Limited Lia-
bility Company Act became effective Janu-
ary 15, 2009, allowing a new form of limited 
liability company known as the “low-profit 
limited liability company” or “L3C.” The 
L3C is a hybrid of a for-profit and non-profit 
organization, and has characteristics of each. 
As with a non-profit, an L3C must be formed 
in furtherance of some charitable or educa-
tional purpose. However, as with a for-profit 
entity, an L3C may have equity owners who 
have the right to receive distributions of prof-
its and appreciation in the value of the busi-
ness entity. While the entity functions similar 
to a traditional limited liability company, an 
L3C is required to carry on a business that has 
a charitable purpose, yet may generate mod-
est profit in the conduct of that business. 

It is important to note that an L3C cannot 
qualify as a tax-exempt organization under 
501(c)(3) of the Internal Revenue Code unless 
all of its members are themselves tax-exempt 
organizations.1 In addition, the IRS has estab-
lished 11 other criteria that a limited liability 
company must meet to qualify for federal 
tax exemption.2 While it may be appropriate 
for certain L3Cs to seek tax-exempt status, 
assuming they meet the criteria established 
by the IRS, most L3Cs are expected to be for-
profit entities. 

In addition to Michigan, the states of Ver-
mont, North Dakota, Wyoming, and Utah 
have enacted legislation to officially recog-
nize the L3C entity structure and nine other 
states are currently considering L3C legis-
lation. The creation of L3Cs is expected to 
encourage investment in socially beneficial 
enterprises and allow for flexibility with re-
gard to organizational structure. Economic 
development activities such as combating 
community deterioration, creating jobs in 
economically depressed areas, and support-
ing community revitalization are prime ex-

amples of the charitable purposes that could 
be furthered by an L3C.3  Due to the current 
economic crisis, traditional sources of capi-
tal for companies wishing to engage in these 
socially beneficial activities have dwindled, 
while the need for the social good they can 
provide has increased dramatically. 

It is anticipated that a common charitable 
purpose furthered by L3Cs will be to pro-
mote economic development. Importantly, 
not all forms of economic development are 
considered charitable under IRC 501(c)(3). 
The Treasury Regulations provide that the 
term “charitable” includes the promotion of 
social welfare by organizations designed to 
(1) lessen neighborhood tensions, (2) elimi-
nate prejudice and discrimination, (3) combat 
community deterioration, or (4) combat juve-
nile delinquency.4 For instance, a community 
organization formed to plan the rehabilita-
tion and renewal of an area in a deteriorated 
urban area where the median income level 
was lower than in other sections of the city 
and that intended to rehabilitate and rent an 
apartment house to low and moderate in-
come renters was blessed by the IRS as con-
ducting charitable activities.5 An organiza-
tion formed to construct housing facilities in 
an area where the high cost of land, increased 
interest rates, and growing population had 
produced a shortage of housing for moder-
ate income families was not.6

Investments in L3Cs/Program-
Related Investments (PRI)
Investment in an L3C can take the form of 
a loan, a loan guaranty, the purchase of a 
membership interest, or any other invest-
ment that will further the investor’s purpose. 
Retaining the flexible ownership structure 
of a traditional limited liability company, 
together with well developed law and guid-
ance regarding the use and operation of lim-
ited liability companies, make the L3C a good 



vehicle for mixing different types of investors 
and social missions. For-profit business orga-
nizations, community foundations, private 
foundations, public charities, governments, 
and individuals interested in promoting 
community development and revitalization 
are all candidates to invest in an L3C.

Like a traditional limited liability compa-
ny, an L3C is by default classified as a pass-
through entity for federal tax purposes and 
the liability of its members is limited to their 
investment. Also like a traditional limited li-
ability company, an L3C is formed by filing 
Articles of Organization with the Michigan 
Department of Energy, Labor & Economic 
Growth, Bureau of Commercial Services, 
Corporation Division. The major differentia-
tion, however, is that the statutory definition 
of an L3C was specifically designed to mirror 
certain qualifications for a program related 
investment7 (“PRI”). A PRI is an investment 
made by a private foundation, the primary 
purpose of which is to support charitable 
activities, no significant purpose of which is 
the production of income or the appreciation 
of property, and no purpose of which is to 
accomplish one or more political or legisla-
tive purposes.8 Therefore, tracking the Inter-
nal Revenue Code’s definition of a PRI, the 
LC3 must include in its articles of organiza-
tion, and at all times conduct its activities in 
conformance with, a purpose that: 1) signifi-
cantly furthers the accomplishment of one 
or more charitable or educational purposes 
described in IRC 170(c)(2)(B) (and would not 
have been formed except to accomplish those 
charitable or educational purposes); 2) does 
not include as a significant purpose the pro-
duction of income or appreciation of prop-
erty; and 3) does not include accomplishing 
one or more political or legislative purposes 
described in IRC 170(c)(2)(D).9 Additionally, 
under federal tax law, a private foundation is 
required to exercise “expenditure responsi-
bility” over the investments made in entities 
other than public charities and also report 
information regarding any PRI on its annual 
tax return.10 Expenditure responsibility is a 
type of due diligence performed to account 
for the investment and to ensure that it is 
used for charitable purposes.

Private foundations have the potential to 
benefit greatly from the introduction of the 
L3C in Michigan. Private foundations are 
tax-exempt organizations that typically re-
ceive all of their support from a small num-
ber of sources and rely on investment income 

from these sources for ongoing support. Due 
to risks that a foundation will improperly 
benefit from those who control it, including 
substantial contributors, the IRS imposes a 
variety of restrictions on private foundations 
to which other tax-exempt organizations are 
not otherwise subject. It also imposes taxes 
when these restrictions are violated, one of 
which relates to nonqualifying PRIs. A pri-
vate foundation must avoid investments in 
for-profit enterprises that involve substantial 
risk (a “jeopardizing investment”) unless the 
investment qualifies as a PRI.  Otherwise, 
such an investment could result in substan-
tial excise tax penalties being assessed against 
the private foundation and its managers.11 
“Jeopardizing investments” are evaluated in 
the context of the foundation’s entire portfo-
lio and require “the foundation managers, in 
making the investment [to] have failed to ex-
ercise ordinary business care and prudence, 
under the facts and circumstances prevailing 
at the time of making the investment, in pro-
viding for the long- and short-term financial 
needs of the private foundation to carry out 
its exempt purposes.”12 

Although not required due to the sig-
nificant penalties associated with a “jeopar-
dizing investment” that does not qualify as 
a PRI, private foundations have in the past 
spent significant sums in legal costs and fees 
along with waiting a year or more to obtain 
private letter rulings from the IRS that their 
investments comply with PRI requirements. 
The Treasury Regulations provide some ex-
amples of acceptable PRIs, but they are not 
always instructive for a foundation’s creative 
or unique investment.13 For example, one pri-
vate letter ruling sought a determination that 
a private foundation’s acquisition of a mem-
bership interest in a fund that would invest 
in businesses owned or controlled by disad-
vantaged groups in low-income communi-
ties would constitute a PRI.14 In another, two 
exempt private foundations formed a limited 
partnership, with a limited liability com-
pany as the general partner, and sought to 
invest in technology businesses that agreed 
to place their operations in areas designated 
as blighted or depressed by a governmental 
body, with the intent to promote a cluster of 
growth companies in the inner city.15 Invest-
ments to promote economic development 
and relieve conditions of poverty in foreign 
countries have also been considered.16 Since 
the determination of what constitutes a jeop-
ardizing investment is made on a case-by-
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case basis, many private foundations want 
assurance that their investments qualify as 
PRIs.  The time and expense required to ob-
tain a private letter ruling, however, has tra-
ditionally deterred many foundations from 
making PRIs. According to the Foundation 
Center, a 2006 survey revealed that PRIs ac-
counted for less than 1 percent of qualifying 
distributions made by independent, corpo-
rate, operating, and community foundations. 
Of this amount, 88 percent were made by in-
dependent and corporate foundations.17

Efforts are currently underway to pro-
vide a mechanism, short of obtaining a pri-
vate letter ruling, by which to obtain formal 
recognition from the IRS that an investment 
in an L3C qualifies as a PRI. Formal recog-
nition from the IRS that an investment in 
an L3C constitutes a PRI would obviate the 
need for a private letter ruling, thus saving 
organizations interested in making such in-
vestments significant resources and time. To 
that end, national proponents of the L3C are 
working to introduce federal legislation that 
would provide an entity seeking to attract 
PRIs (rather than the foundation seeking to 
make the PRI) a voluntary process by which 
to obtain an expedited IRS determination 
that investments in the entity will qualify as 
a PRI.  The process, as contemplated in the 
proposed legislation, would be similar to 
the process entities currently undertake to 
obtain IRS determination of qualification as 
a Section 501(c)(3) tax-exempt organization. 
Although neither the state legislation nor 
the proposed federal legislation allow pri-
vate foundations to do anything new, both 
provide efficient enforcement mechanisms 
to ensure PRIs accomplish charitable pur-
poses while minimizing undue expense and 
burden to foundations seeking to make such 
investments. The designation “L3C” signals 
to the public and state and federal regulators 
that the organization is operated to accom-
plish charitable purposes. In its current form, 
the proposed federal legislation requires the 
L3C to provide the IRS with periodic reports 
thereby making the organization accountable 
for PRIs. 

Even without formal recognition from the 
IRS, a private foundation’s investment in an 
L3C could constitute both a PRI and a quali-
fying distribution for purposes of the Inter-
nal Revenue Code’s five percent minimum 
distribution requirement.18 The L3C struc-
ture could ultimately provide private foun-
dations with a cost-effective and time saving 

approach to furthering their charitable pur-
poses while expanding access to much need-
ed capital for socially conscious ventures. 

Conclusion

Although private foundations have a 
significant interest in L3Cs, the ultimate 
benefit is for the greater social good. L3Cs 
present new opportunities for raising 
capital to support a wide range of charitable 
activities. Due to the L3C’s flexible entity 
structure, a wide variety of investors 
may pool their resources and provide the 
community with substantial benefits.
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COBRA Changes Under the 2009 
Stimulus Act
By Amy M. Christen

Introduction
The American Recovery and Reinvestment 
Act of 2009 (the “Act”) was signed into law 
by President Barack Obama on February 17, 
2009. This new legislation creates a federal 
government subsidy, paying 65 percent of the 
COBRA premium charged to an assistance-
eligible individual for up to nine months.1 
This article outlines administrative, payroll, 
and other system changes necessary to com-
ply with these COBRA provisions contained 
under the Act.

Action Items for Employers 

Identify Group Health Plans Affected by the 
Act.
The COBRA subsidy provisions of the Act 
apply to group health plans subject to fed-
eral COBRA law under the Employee Retire-
ment Income Security Act of 1974, the Inter-
nal Revenue Code, the Public Health Service 
Act, and the Federal Employee Health Ben-
efits Program (e.g. group health plans spon-
sored by private sector employers, employee 
organizations (unions), state and local pub-
lic employers, and federal employers).2 The 
COBRA subsidy provisions also apply to 
health care continuation provisions man-
dated by comparable state law for church 
employers or small employers with fewer 
than twenty employees who otherwise are 
not subject to federal COBRA laws. 3

The Act provides that the COBRA premi-
um subsidy will apply to all types of group 
health plans (e.g. fully-insured or self-fund-
ed medical, prescription, dental, and vision 
plans), except for health care flexible spend-
ing account plans.4

Identify Assistance-Eligible Individuals.
The employer needs to identify all “assis-
tance-eligible individuals.” An assistance-eli-
gible individual is anyone who is involuntari-
ly terminated from employment during the 
period beginning on September 1, 2008 and 
ending on December 31, 2009, and is eligible 
for and actually elects COBRA continuation 
coverage.5 A spouse and dependent children 

also are treated as assistance-eligible individ-
uals if they are entitled to COBRA coverage 
during this applicable time period as a result 
of the employee’s involuntary termination of 
employment.6

The employer also needs to identify any 
individual who otherwise would be an assis-
tance-eligible individual but for the fact he or 
she does not have a COBRA election in effect 
on February 17, 2009 (e.g. such an individual 
who declined COBRA coverage or otherwise 
prematurely discontinued COBRA cover-
age). These individuals are entitled to ex-
tended election rights (described below).

Determine if a Termination of Employment 
is Involuntary.
Although the Act itself does not define 
“involuntary termination,” IRS Notice 2009-
277 provides the following guidance:

• An involuntary termination means a 
severance from employment due to the 
independent exercise of the unilateral 
authority of the employer to terminate 
the employment, other than due to the 
employee’s implicit or explicit request, 
where the employee was willing and 
able to continue performing services. 

• The determination of whether a termi-
nation is involuntary is based on all the 
facts and circumstances. If a termina-
tion is designated as voluntary or as a 
resignation but the facts indicate that, 
absent such voluntary termination, the 
employer would have terminated the 
employee’s services, and that employ-
ee had knowledge that the employee 
would be terminated, the termination 
is involuntary. 

• A loss of health care coverage alone 
will not constitute an involuntary ter-
mination of employment (and thus 
a mere reduction in hours of service 
where the employee continues to per-
form services for the employer will not 
qualify as an involuntary termination 
of employment).

• An employee-initiated termination 
from employment may constitute an 



involuntary termination for purposes 
of the federal COBRA subsidy if the 
employee terminates employment for 
good reason due to employer action 
that causes a material negative change 
in the employment relationship for the 
employee (e.g. a material change in 
geographical location of employment 
for an employee). 

• A lay-off, furlough, or other suspen-
sion of employment to zero hours that 
results in a loss of health care coverage 
is an involuntary termination for pur-
poses of the federal COBRA subsidy. 

• An involuntary termination of employ-
ment may include a termination elect-
ed by an employee in exchange for a 
severance package if the employer 
indicates that after the offer period for 
the severance package a certain num-
ber of remaining employees in the 
employee’s group will be terminated.

• An employee who is involuntarily ter-
minated for gross misconduct is not 
eligible for COBRA coverage and thus 
would not qualify as an assistance-
eligible individual under any circum-
stances.

Notify Certain Individuals of an Extended 
Election Period under COBRA.
No later than April 18, 2009, a group health 
plan was required to notify certain individ-
uals that they had a second chance to elect 
COBRA coverage.8 These extended election 
rights apply to any individual who otherwise 
would be an assistance-eligible individual but 
for the fact he or she does not have a COBRA 
election in effect on February 17, 2009. This 
extended election period will apply not only 
to those assistance-eligible individuals who 
did not elect COBRA, but also to those who 
elected and then discontinued such coverage 
prior to the maximum COBRA period (e.g. 
for failure to pay premiums). This extended 
election period began on February 17, 2009, 
and it ends 60 days after the employer (or 
its plan administrator) actually provides the 
required notice.

The Act sets forth the content require-
ments of such notices, which are generally 
described in the next section. The Depart-
ment of Labor (“DOL”) created model no-
tices to help group health plans comply with 
these notice requirements.9

For individuals who elect COBRA cov-
erage during this extended election period, 

such coverage will start retroactive to the first 
period of COBRA that begins after February 
17, 2009 (i.e. for most plans, March 1, 2009), 
but coverage is not retroactive to the date 
the individual originally lost active coverage 
under the plan.10 The coverage of an assis-
tance-eligible individual who elects COBRA 
during this extended election period will end 
when COBRA coverage otherwise would 
have ended for such individual had he or she 
elected COBRA when initially eligible to do 
so after the qualifying event. These individu-
als also will not be treated as experiencing a 
significant break in service for purposes of 
applying preexisting condition exclusions 
under a plan for the period beginning on the 
original qualifying event date and ending 
on the first day of the first COBRA coverage 
period after February 17, 2009 (i.e. for most 
plans, March 1, 2009).11 An individual elect-
ing COBRA coverage during this extended 
enrollment period must be given at least 45 
days after the election date of COBRA cover-
age to pay his or her first COBRA premium 
payment of 35 percent.12

Note that the extended election period 
rights only apply to group health plans sub-
ject to federal COBRA laws and will not ap-
ply to continuation coverage that is provided 
pursuant to state law only (unless such state 
law otherwise provides similar special elec-
tion rights).13

Satisfy Other Notice Requirements.
The employer (or its plan administrator) also 
must notify all other qualified beneficiaries 
who become entitled to COBRA coverage 
during September 1, 2008 to December 31, 
2009, of the federal subsidy.14 In other words, 
any qualified beneficiary (not just the for-
mer employee) with a qualifying event date 
of September 1, 2008 through December 31, 
2009, will receive a supplemental notice (even 
if he or she loses coverage for reasons other 
than an involuntary termination of employ-
ment). The intent is to give all qualified ben-
eficiaries information about the subsidy so 
that they can make an informed decision as 
to whether or not they believe they should 
qualify as assistance eligible individuals.

The plan can notify them either by 
amending existing COBRA forms to include 
such information or issuing a separate notice 
that is mailed with all other required COBRA 
election notices and forms. A separate notice 
may be the preferable approach, since the 
new legislation has a limited duration apply-
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ing only to involuntary terminations occur-
ring between September 1, 2008, and Decem-
ber 31, 2009. 

Under the Act, these notice requirements 
are met only if the notice contains all of the 
following:15

• a description of the subsidy and any 
conditions on entitlement to such sub-
sidy—such information must be dis-
played in a prominent manner in the 
notice;

• a description of different health care 
options for COBRA purposes, if the 
employer chooses to offer special cov-
erage options;

• the forms necessary for establishing 
eligibility for the subsidy;

• contact information for the plan admin-
istrator and any other person (e.g. the 
insurer or third-party administrator) 
maintaining relevant information in 
connection with the subsidy;

• a description of the extended election 
period available to individuals who 
do not have a COBRA election in place 
as of February 17, 2009 but otherwise 
would qualify as assistance-eligible 
individuals; and

• a description of the individual’s obli-
gation to inform the plan if he or she 
becomes eligible for another group 
health plan or Medicare.

The DOL has created model notices for these 
purposes.16

The Act provides that failure to timely 
provide such notices shall be treated as a fail-
ure to meet the notice requirements under 
COBRA, which potentially could lead to civil 
penalties under ERISA (e.g. $110 per day), 
and the Internal Revenue Code (e.g. $100 per 
day).17

Modify COBRA Premium Payment System.
The group health plan must modify its 
COBRA premium process to accept from each 
assistance-eligible individual only 35 percent 
of the premium amount that he or she other-
wise would be required to pay.18 The federal 
government will subsidize the remaining 
65 percent of such premium payment. This 
federal subsidy applies to periods of COBRA 
coverage beginning after February 17, 2009.19 
A period of coverage is the monthly (or 
shorter) period for which COBRA premi-
ums are charged. For example, if your group 
health plan uses calendar months, the federal 

subsidy of COBRA payments will begin on 
March 1, 2009.

If the employer (plan or insurer) is not 
able to adjust its systems before this effective 
date and assistance-eligible individuals actu-
ally pay 100 percent of the COBRA premium, 
then the plan must either credit the subsi-
dized portion of the premium against future 
COBRA premiums (if the plan administrator 
reasonably expects the overpayment to be 
fully applied to future COBRA premiums 
within 180 days) or refund the subsidized 
portion within 60 days.20

However, an employer should wait until 
a qualified beneficiary has notified the em-
ployer of his or her request to be treated as 
an assistance eligible individual before the 
employer actually reduces such individual’s 
COBRA premiums to 35 percent, as the indi-
vidual might not be eligible for the subsidy 
by reason of being eligible for coverage un-
der another group health plan or Medicare 
or being above the income threshold (as ex-
plained below).21

Modify Payroll Taxes for Reimbursements.
While the federal government is actually 
subsidizing the remaining 65 percent of the 
COBRA premium payment, the mechanics 
of the program require the entity that pro-
vides the COBRA coverage to seek the reim-
bursement from the federal government for 
such 65 percent subsidy.22 For a group health 
plan that is self-funded through an employ-
er’s general assets and/or subject to federal 
COBRA law, the employer will be entitled to 
the reimbursement. For a group health plan 
that is a multiemployer plan, the multiemploy-
er plan itself will be reimbursed for the premi-
um subsidy. For a fully insured group health 
plan that is not subject to federal COBRA law 
and not a multiemployer plan but is subject 
to state laws that mandate continuation cov-
erage, the insurance company providing the 
insurance will be entitled to the reimburse-
ment.

Note that even if an insurance company is 
responsible for seeking a reimbursement for 
the subsidy under state law, the employer 
will need to assist the insurance company 
with identifying the assistance-eligible in-
dividuals and providing the notices to such 
individuals.

The method of seeking reimbursement is 
to take the 65 percent subsidy from payroll 
taxes that the employer (or other entity re-
ceiving the reimbursement) owes. The quar-
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terly Form 941 has been modified to include 
Line 12a to report this amount and Line 12b 
to report the number of former employees 
claiming the subsidy. The amount of the CO-
BRA subsidy that the employer provides dur-
ing the quarter will be treated as having been 
deposited for payroll tax deposit purposes 
on the first day of the quarter and applied 
against the employer’s deposit requirements. 
As a result, the employer can decide either 
to offset its payroll tax deposits or claim the 
subsidy as an overpayment at the end of the 
quarter. The credit also can be claimed on 
any later Form 941; it does not need to relate 
to the quarter in which the subsidy actually 
applied. If the employer elects to reduce its 
payroll tax deposits during the quarter by the 
amount of the subsidy, the employer should 
report the credit claimed on its quarterly 
Form 941, and it is not necessary to report 
the specific amount of the credit that is ap-
plied against each deposit (i.e. an employer 
that applies the credit towards its required 
semi-weekly deposits would still report the 
total credit at the end of the quarter on Form 
941 for the calendar quarter).

If the amount of the 65 percent premium 
subsidy is more than payroll taxes, the ad-
ditional amount due to the employer will be 
treated as a refund or a credit to payroll taxes 
as if there were an overpayment of payroll 
taxes. Any overstatement of the subsidy re-
imbursement amount will be treated as an 
underpayment of payroll taxes by such em-
ployer (or other entity) and may be assessed 
and collected by the IRS in the same manner 
as payroll taxes (including penalties). As a 
result, employers need to evaluate their pay-
roll systems (i.e. consult with their payroll 
administrators) to coordinate how they will 
offset the federal subsidy.23

Determine the Amount of the Subsidy.
An employer or other entity cannot claim a 
subsidy credit on its payroll taxes unless the 
assistance-eligible individual actually pays 
35 percent of the amount of any COBRA pre-
mium that is due by him or her for a period of 
coverage.24 In determining whether an assis-
tance eligible individual has paid 35 percent 
of the premium, payments made on behalf 
of such individual by another person (other 
than the employer with respect to which the 
involuntary termination occurred) are taken 
into account. If the employer fully subsidizes 
100 percent of an individual’s COBRA premi-
um, then no subsidy reimbursement would 

be available to the employer. Moreover, any 
period of coverage for an assistance-eligible 
individual beginning after February 17, 2009 
that is fully subsidized by the employer will 
count against the maximum nine-month sub-
sidy period.25 

For example, assume John Smith is 
involuntarily terminated on March 
1, 2009 and elects COBRA coverage 
beginning as of such date. Assume 
further that the cost of COBRA cov-
erage is $1,000 (which represents 102 
percent of the applicable premium as 
defined under COBRA). The employ-
er agrees to fully subsidize John’s 
COBRA payment (i.e. pay on John’s 
behalf the full $1,000 amount and not 
require John to make any additional 
payment) for the first three months 
of COBRA coverage. After this time, 
the employer requires John to pay 
for his own COBRA coverage (i.e. 
$1,000/month) for the remainder of 
John’s COBRA coverage period after 
June 1, 2009. 

No federal subsidy would be avail-
able to John Smith for the first three 
months of coverage (March 1, 2009 
through May 31, 2009) as John Smith 
did not pay for any portion of the 
cost of his COBRA coverage. Begin-
ning June 1, 2009, John Smith will 
be entitled to pay only 35 percent of 
the $1,000 (i.e. $350) for the next six 
months (i.e. June 1, 2009 to Novem-
ber 30, 2009). After December 1, 
2009, John Smith will be required to 
pay for the entire cost of his COBRA 
coverage (i.e. $1,000) for the remain-
der of his COBRA period.

If an employer partially subsidizes a portion 
of the assistance-eligible individual’s appli-
cable COBRA premium amount, the federal 
subsidy would be available on a limited basis. 
Assume that the maximum applicable premi-
um under COBRA is $1,000 and the employer 
currently pays 70 percent of that amount, i.e., 
$700, and the individual pays the remaining 
30 percent of that amount, i.e., $300. Under 
these circumstances, the assistance-eligible 
individual is entitled to pay 35 percent of 
the already subsidized payment of $300 
(i.e., $105 or 35% x 30% = 10.5% of the entire 
applicable premium of $1,000), and then the 
employer would be entitled to a reimburse-
ment of 65 percent of $300 (i.e., $195 or 65% 
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x 30% = 19.5% of the entire applicable pre-
mium of $1,000). The employer is not entitled 
to any federal subsidy reimbursement for the 
portion of the COBRA premium it subsidizes 
(i.e. no federal subsidy for the $700 paid by 
the employer on behalf of such individual).26

To take full advantage of the federal sub-
sidy, employers that pay a portion of the 
COBRA premium may want to consider pro-
spectively restructuring such employer-sub-
sidy for existing assistance-eligible individu-
als (to the extent not contractually bound to 
provide a specified amount), or at least modi-
fying the employer subsidy for future assis-
tance-eligible individuals.

Develop Procedures to Comply with 
Reporting Obligations.
Each person entitled to reimbursement under 
the Act (via payroll taxes) will be required to 
submit such reports as the secretary of the 
treasury may require to substantiate reim-
bursement requests. At this time, the IRS 
has indicated that no additional information 
relating to the COBRA subsidy is to be sub-
mitted with Form 941, other than completing 
Line 12a to report the amount of the federal 
subsidy and 12b to report the number of for-
mer employees claiming the subsidy.27 How-
ever, entities claiming the credits must main-
tain supporting documentation for the credit 
claimed, including:

• Information on the receipt, including 
dates and amounts, of the assistance 
eligible individuals’ 35 percent share 
of the premium;

• In the case of an insured plan, a copy of 
the invoice or other supporting state-
ment from the insurance carrier and 
proof of timely payment of the full pre-
mium to the insurance carrier required 
under COBRA;

• In the case of a self-insured plan, proof 
of the premium amount and proof of 
the coverage provided to assistance-
eligible individuals;

• Attestation of involuntary termination 
of employment, including the date of 
the termination (which must be dur-
ing the period of September 1, 2008 to 
December 31, 2009) for each covered 
employee whose involuntary termina-
tion is the basis for eligibility for the 
subsidy;

• Proof of each assistance-eligible indi-
vidual’s eligibility for COBRA cover-
age at any time during the period from 

September 1, 2008 to December 31, 
2009 and election of COBRA coverage;

• A record of the social security numbers 
of all covered employees, the amount 
of the subsidy with respect to each cov-
ered employee, and whether the sub-
sidy was for one individual or two or 
more individuals;

• Any other documents necessary to 
verify the correct amount of the reim-
bursement. 

Adjust COBRA Procedures to Recognize the 
Maximum Subsidy Period.
The employer also will need to develop pro-
cesses necessary to end the subsidy when the 
individual is no longer eligible to claim it and 
to reinstate the 100 percent COBRA premium 
payment charge if the individual continues 
to be eligible for COBRA. Under the Act, the 
subsidy will cease to apply as of the earliest 
of:28

• The first date on which the assistance-
eligible individual becomes eligible (not 
actually enrolled) for coverage under 
another group health plan (other than 
plans providing only dental, vision, 
counseling or referral services, health 
care flexible spending account, or 
health reimbursement arrangements) 
or eligible for Medicare coverage. Note 
that the Act requires an assistance-eli-
gible individual who becomes eligible 
for coverage under another group 
health plan to notify the plan provid-
ing COBRA coverage in writing, and 
failure to do so could result in a pen-
alty of 110 percent of the subsidy pro-
vided to him or her after the date he or 
she became eligible for such other cov-
erage.29 An employer is not required to 
refund to the IRS the excess premium 
reduction received as a credit merely 
because the assistance-eligible indi-
vidual failed to provide notice to the 
employer that he or she is no longer 
eligible for the federal subsidy, unless 
the employer otherwise knew of the 
eligibility for such coverage.30

• Nine months after the first day of 
the first month to which the subsidy 
applies.

• The end of the maximum COBRA cov-
erage period required by law (includ-
ing permissible early terminations (e.g. 
failure to timely pay premium), and 
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including the end of the maximum 
COBRA coverage period for those 
assistance-eligible individuals who 
elected COBRA during the extended 
enrollment period).

Determine Whether to Implement Special 
Coverage Options.
The employer needs to decide if it wants 
to allow assistance-eligible individuals to 
switch to a different health care option for 
COBRA purposes. If an employer decides to 
offer special coverage options, then it must 
notify assistance-eligible individuals of their 
right to switch coverage options (such notice 
should be included in the general notice that 
the employer otherwise is providing to such 
individuals regarding subsidy rights under 
the Act).31 

Generally, a qualified beneficiary will 
receive the same coverage he or she had on 
the date prior to the qualifying event (except 
as otherwise permitted for open enrollment 
rights). Even at a 65 percent discount, many 
assistance-eligible individuals still may not 
be able to afford COBRA coverage. As a re-
sult, the Act permits, but does not require, 
an employer to permit an assistance-eligible 
individual to elect, not later than 90 days af-
ter written notice is provided to him or her 
about this option, a different health care op-
tion, but only if:

• the COBRA premium for the different 
coverage option does not exceed the 
COBRA premium for the coverage in 
which the assistance-eligible individ-
ual was enrolled when the qualifying 
event occurred; 

• the employer is offering the different 
coverage option to active employees; 
and 

• the different coverage option cannot 
provide only dental, vision, counsel-
ing or referral services and cannot be 
a health care flexible spending account 
plan or an on-site facility primarily 
providing first aid, preventive or well-
ness care. 

Accept Waiver of Right to Receive Subsidy 
for High Income Earners.
Individuals with modified adjusted gross 
incomes that exceed $250,000 (for joint filers) 
or $125,000 (for all other filers) will not be 
eligible for the full premium subsidy.32 The 
subsidy will be fully phased out for those 
individuals with adjusted gross incomes of 

$290,000 (for joint filers) or $145,000 (for all 
other filers). Any portion of a subsidy that 
an individual receives but is not eligible for 
will need to be reported on the individual’s 
annual income tax return, and the amount 
of tax that such individual would otherwise 
pay will be increased by the amount of such 
subsidy. 

Note: Employers and insurers will not be 
required to determine whether an individu-
al’s income makes him or her ineligible for 
the subsidy. Rather, the employers and in-
surers can treat all assistance-eligible indi-
viduals as eligible for the subsidy and receive 
reimbursement for 65 percent of the COBRA 
premium payments and cannot refuse to pro-
vide the subsidy to an individual because of 
the individual’s income.33 However, an assis-
tance-eligible individual can notify the plan, 
employer, or insurer that he or she will not 
be eligible for the subsidy and thus will pay 
100 percent of the COBRA premium amount. 
The assistance eligible individual who wants 
to make a permanent election to waive the 
right to the subsidy may do so by providing 
a signed and dated notification (including a 
reference to a permanent waiver) to the enti-
ty that is reimbursed for the premium reduc-
tion.34 There is no separate additional notifi-
cation to any government agency. If an assis-
tance-eligible individual makes a permanent 
election to waive the subsidy, he or she may 
not receive the premium reduction for any 
future period of COBRA continuation cover-
age in 2009 or 2010, regardless of modified 
adjusted gross income in those years.

Determine the Impact on Retiree Health 
Care Coverage.
If the employer maintains a retiree group 
health plan, the employer needs to determine 
how the Act will impact such retiree cover-
age. Under COBRA regulations, an employer 
may offer an individual a choice between 
COBRA coverage and coverage under the 
employer’s retiree health plan.35 If the retir-
ee health care coverage does not otherwise 
qualify as COBRA coverage and the employ-
ee elects retiree health care coverage, he or 
she generally is doing so in lieu of COBRA 
coverage and thus waives COBRA coverage 
rights. Under these circumstances, the retiree 
would not be eligible for the federal subsidy 
under the retiree health care plan. 

Conversely, if the retiree health care cov-
erage runs concurrently with and is treated 
as COBRA coverage under the same group 
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health plan, the federal subsidy would be 
available for assistance-eligible individuals 
to the extent they are required to share in the 
cost of retiree health care coverage. 36

Modify COBRA Procedures to Reflect 
Extended COBRA Periods.
Pursuant to the Act, the employer also should 
modify its COBRA procedures and plan lan-
guage to recognize the following two circum-
stances under which a qualified beneficiary 
may extend his or her initial COBRA cover-
age period:37

PBGC Eligible Individuals. If, as of the 
qualifying event date of termination 
of employment, a covered employee 
has a nonforfeitable right to receive 
any pension benefits directly from 
the Pension Benefit Guaranty Cor-
poration, the maximum COBRA 
coverage period for the covered 
employee is extended until the cov-
ered employee’s date of death. The 
maximum COBRA coverage period 
for the covered employee’s surviv-
ing spouse or dependent children 
ends 24 months after the covered 
employee’s date of death.
Trade Adjustment Assistance Individu-
als. If (as of the date COBRA cover-
age would otherwise end because of 
the regular 18-month or 36-month 
COBRA coverage period expires) the 
covered employee is an eligible indi-
vidual under the Trade Adjustment 
Assistance Program, the maximum 
COBRA coverage period is generally 
extended until the date the covered 
employee ceases to be an eligible 
individual under the Trade Adjust-
ment Program.

These provisions apply only to those COBRA 
coverage periods that would otherwise end 
on or after February 17, 2009, provided, how-
ever, that they will not require any period 
of coverage to extend beyond December 31, 
2010.

Notably, the Act eliminated the original 
House provision that would have extended 
COBRA coverage until Medicare eligibility 
for individuals who lost coverage as a result 
of termination of employment when they are 
55 years of age or older or have 10 or more 
years of service with the employer.

Review Health Plan Documents. 
The employer should review its formal plan 
documents, summary plan descriptions, and 
employee notices to determine if any chang-
es are needed. In addition to these COBRA 
changes, there have been a number of other 
recent laws that may necessitate changes to 
health plan documents (e.g. Michelle’s Law,38 
2009 changes to the Mental Health Parity 
Act,39 and the Children’s Health Insurance 
Program Reauthorization Act40).

NOTES

1. American Recovery and Reinvestment Act of 
2009, Title III – Premium Assistance For COBRA 
Benefits -- Section 3001, Pub L No 111-5, 123 Stat 115 
(the “Act”).

2. Act Sec. 3001(a)(10)(B); http//www.dol.gov/opa/
media/press/ebsa/EBSA20090301.htm (Q&A-2).

3. Id.
4. Id.; IRS Notice 2009-27 (Q&A-27); http//www.

irs.gov/newsroom/article/0,,id=205364,00.html. (AE-5 
& AE-9:).

5. Act Sec. 3001(a)(3); IRS Notice 2009-27 (Q&As 
10 to 19).

6. Id.; http//www.irs.gov/newsroom/article/
0,,id=205364,00.html. (AE-2 & AE-3).

7. IRS Notice 2009-27 (Q&As 1 to 9).
8. Act Sec. 3001(a)(4) and (a)(7)(C); ); http//www.

dol.gov/opa/media/press/ebsa/EBSA20090301.htm 
(Q&A-6).

9. http://www.dol.gov/ebsa/COBRAmodelnotice.
html.

10. Act Sec. 3001(a)(4)(B); IRS Notice 2009-27 
(Q&As – 47 to 55).

11. Act Sec. 3001(a)(4)(C).
12. IRS Notice 2009-27 (Q&A-55).
13. IRS Notice 2009-27 (Q&A-51).
14. Act Sec. 3001(a)(7); http//www.dol.gov/opa/

media/press/ebsa/EBSA20090301.htm (Q&A-8, 13 to 
15).

15. Act. Sec. 3001(a)(7)(B).
16. http://www.dol.gov/ebsa/COBRAmodelno-

tice.html.
17. Act. Sec. 3001(a)(7); ERISA Sec. 502(c); IRC 

Sec. 4980B(b) and (e).
18. Act Sec. 3001(a)(1).
19. Act Sec. 3001(a)(1); IRS Notice 2009-27 (Q&A 

– 30 to 32).
20. Act Sec. 3001(a)(12)(E)(iii).
21. http//www.irs.gov/newsroom/article/

0,,id=205364,00.html (AE-15 & AE-16).
22. Act Sec. 3001(a)(12)(A) (adding new IRC 

Sec. 6432); http//www.irs.gov/newsroom/article/
0,,id=205364,00.html. (FP-1 to 20; RD-1 to 10).

23. See http//www.irs.gov/newsroom/article/
0,,id=205364,00.html. (FP-1 to 20; RD-1 to 10) for 
general guidance on seeking reimbursements from fed-
eral government for the 65% federal subsidy.

24. Act Sec. 3001(a)(1); IRS Notice 2009-27 
(Q&As 20 to 26).

25. IRS Notice 2009-27 (Q&A – 20, Examples 2 
and 4).

COBRA CHANGES UNDER THE 2009 STIMULUS ACT 37



26. Id.
27. http//www.irs.gov/newsroom/article/

0,,id=205364,00.html. (RD-1 to 10).
28. Act Sec. 3001(a)(2); IRS Notice 2009-27 

(Q&As 33 to 44).
29. Act Sec. 3001(a)(2)(C); Act Sec. 3001(a)(13) 

(adding new IRC Sec. 6720C).
30. IRS Notice 2009-27 (Q&A – 42).
31. Act Sec. 3001(a)(1)(B) and (a)(7)(B)(vi).
32. Act Sec. 3001(b).
33. IRS Notice 2009-27 (Q&A - 45).
34. IRS Notice 2009-27 (Q&A - 46).
35. Treas. Reg. 54.4980B-7 (Q&A 7).
36. IRS Notice 2009-27 (Q&As 5, 28 and 36).
37. Act Sec. 1899F.
38. Publ L No 110-381, 122 Stat 4081.
39. Pub L No 110-343, Title V, Subtitle B, 122 Stat 

3765, 3881.
40. Pub L No 111-3, 123 Stat 8.

Amy M. Christen, a member 
of Dykema in the Bloomfield 
Hills, Michigan office, prac-
tices all aspects employee 
benefits law. Ms. Christen 
has a wide variety of expe-
rience involving compliance 

and design of qualified retirement plans 
(including governmental and private 
sector defined benefit plans and profit 
sharing and 401(k) plans), sections 457 
or 403(b) plans, SEP or other nonquali-
fied plans, and health and other welfare 
plans (including cafeteria plans, sever-
ance plans, COBRA and HIPAA issues); 
advising clients on employee benefit con-
cerns in mergers and acquisitions; and 
ERISA litigation. 

38 THE MICHIGAN BUSINESS LAW JOURNAL —SUMMER 2009



39

The Company’s Perspective on 
Selected Issues in the Handling of 
Nonpublic Information
By Barbara A. Kaye and Kenton M. Bednarz

Introduction

In the “good old days” prior to the credit 
freeze, conversations regarding existing cred-
it facilities among bankers, lawyers, and the 
financial officers of companies often focused 
on upsizing credit facilities for expansion 
or acquisitions. Banking institutions even 
competed in the market to provide compa-
nies with the best pricing and most flexibil-
ity in connection with credit facilities. This 
competition included negotiating compa-
ny-favorable devices such as an accordion, 
which allows the facility to be upsized on the 
same terms and conditions. To the contrary, 
today’s world is characterized not by discus-
sions regarding expanded financing, but the 
negotiation of waivers, amendments, and the 
terms of forbearance agreements. 

As part of any process that involves the 
modification of credit facilities, the lenders 
become privy to company confidential infor-
mation. Furthermore, large companies with 
complex capital structures may have several 
layers of debt in the capital stack, including 
publicly traded notes that subject the com-
pany to the requirements of federal securities 
laws. In many situations, the same entity that 
is a lender under a traditional facility is also 
the holder of the high-yield publicly traded 
notes. Therefore, the passing of confidential 
information during the modification process 
can have securities law implications.

In this context, managing the disclosure 
of confidential information has become an 
uncertain task. Although a number of articles 
have been written that address the guide-
lines for trading in distressed debt from the 
perspective of the creditors, less guidance 
has been provided to the issuer. In addition 
to the business issues to be addressed by the 
distressed borrower, the issuer should un-
derstand the consequences of sharing its con-
fidential information as part of the process 
of modifying its loan documents and other-
wise commencing a restructuring. Just as the 
tenor of the relationship between the parties 
changes in this context, so do the implications 

to the company of certain provisions of con-
fidentiality agreements and the management 
of its proprietary information when there is 
public trading in its debt instruments.

This article focuses on selected issues con-
fronting a company that has syndicated and 
publicly traded debt outstanding during ne-
gotiations with its creditors prior to the com-
mencement of a proceeding under the federal 
bankruptcy laws. Specifically, this article dis-
cusses the potential liability for the issuing 
company under the federal securities laws if 
its debt is traded based on nonpublic mate-
rial information. Perhaps of greatest signifi-
cance is understanding certain consequences 
of the disclosure of confidential information, 
including the empowerment of a potentially 
hostile bidder and the need to restrict the ac-
tions that the holder of such information can 
take through a standstill provision.

Background

Traditional Syndicated Bank Facilities
A syndicated bank facility is a loan given 
by a coalition of lenders, or a syndicate, to a 
single borrower. The main advantage to the 
syndicate is the spread of risk. For this type 
of transaction, a typical loan or credit agree-
ment includes a confidentiality provision 
that requires the administrative agent1 (if 
applicable) and other lending parties to the 
agreement to maintain the confidentiality of 
issuer “confidential information.” The term 
“confidential information” and the require-
ments of the parties who have obtained it 
will be defined in the loan or credit agree-
ment. For example, confidential information 
may be shared pursuant to the agreement in 
certain circumstances, including (i) with the 
lender’s and its affiliate’s officers, directors, 
employees, and other advisors, (ii) with any 
actual or prospective assignee of or partici-
pant in any of such lender’s rights under the 
loan agreement, and (iii) in connection with 
the exercise of rights and remedies under the 
loan agreement. 



A borrower is confronted with issues re-
lating to the protection of its confidential in-
formation when it discloses such information 
to the syndicate. Typically, the senior lender 
and its advisors are reluctant to enter into 
a more extensive stand-alone confidential-
ity agreement with the borrower during the 
negotiations of modifications to the credit 
agreement; these parties prefer to rely on the 
existing provisions of the credit agreement. 
Generally, the protections contained within 
the credit agreement are more limited in 
scope than those contained in a stand-alone 
confidentiality agreement.2 Notably, credit 
agreements generally do not contain a pro-
vision for injunctive relief in the context of 
a breach of the terms and conditions of the 
confidentiality agreement in the credit agree-
ment. Finally, if the lender syndicate is size-
able in number, it is particularly difficult to 
maintain the confidentiality of issuer non-
public information, including the terms and 
conditions of a proposed modification to the 
credit agreement and the conclusions that 
can be drawn from such modifications as 
to the anticipated financial condition of the 
company in the future. 

Publicly Traded Debt
Many companies have publicly traded debt; 
often, that debt was initially issued in a pri-
vate placement allowing resale under Rule 
144A3 of the Securities Act of 1933 (the “Secu-
rities Act”).4 Following the private place-
ment, it has been fairly common practice to 
exchange the privately placed notes for regis-
tered notes pursuant to a registered exchange 
offer under the Securities Act and, thereby, 
the issuer becomes subject to the report-
ing requirements of the Securities Exchange 
Act of 19345 (the “Exchange Act”). In this 
situation, a significant amount of financial 
information is available regarding the issuer 
through its filings with the Securities and 
Exchange Commission (“SEC”). A subset of 
privately placed notes falls into the “144A 
for life” category, whereby the issuer does 
not engage in a registered exchange offer 
and is not subject to the periodic reporting 
requirements of the Exchange Act. However, 
the issuer is still often contractually required 
under the indenture that governs the notes6 
to otherwise make available relatively com-
parable information on a similar periodic 
basis to its noteholders through an internet-
based data sharing site7 or a comparable form 
of dissemination. This information is avail-

able to noteholders and purchasers of the 
notes but is not as accessible to the general 
public. In both cases, however, the financial 
statements and related narrative discussion 
of financial results (the management’s dis-
cussion and analysis) is principally historical 
in nature with limited insight into trends and 
uncertainties facing the issuer and its liquid-
ity.

Securities laws implications beyond reg-
istration requirements may also arise when 
dealing with public debt. Whereas assign-
ments of or participations in traditional bank 
debt are generally not subject to security 
laws remedies, trading in bonds is generally 
recognized as a securities transaction and 
subject to the requirements of federal and 
state securities laws.8 These securities laws 
are stringent and complicated, but they gen-
erally prohibit trading in securities with sci-
enter in breach of a duty while in possession 
of material nonpublic information.9 

Material Nonpublic Information
The body of insider trading law in the United 
States is extensive and complicated; however, 
one core element is the prohibition on pur-
chasing or selling a security on the basis of 10 
material nonpublic information. Prior to the 
SEC’s adoption of Rule 10b5-1, much ambi-
guity existed as to whether a trader had to 
actually use, or merely possess, material non-
public information. However, by defining 
“on the basis of” as trading while the person 
“was aware of” the material nonpublic infor-
mation, the SEC adopted a cognizant posses-
sion standard.11 Various elements of insider 
trading are described later in this article; two 
pre-conditions to any liability, however, are 
that the information in question be, in fact, 
both “material” and “nonpublic.”

The answer to whether specific informa-
tion is “material” involves an analysis of 
(i) whether there is a “substantial likelihood 
that a reasonable shareholder would con-
sider [the information] important” in mak-
ing an investment decision; and (ii) whether 
the disclosure of the information would be 
“viewed by the reasonable investor as hav-
ing significantly altered the total mix of in-
formation made available.”12 Although the 
inquiry is fact specific, it is typically the case 
that projections that are made available in 
connection with negotiating amendments, 
waivers, and forbearances, or the potential 
for a restructuring transaction, are material. 
Other information that may be considered 
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material includes the tenor of amendments 
to or restructuring of debt, plans to engage in 
an exchange or tender offer (or potentially a 
bond repurchase program, depending on the 
significance of such purchases to the liquid-
ity and financial condition of the company), 
proprietary advisor analyses, information re-
garding the restructuring or sale process, and 
insight into any liquidity problems.

Information is generally considered “non-
public” unless and until it has been dissemi-
nated in a manner reasonably designed to 
make it generally available to investors. The 
SEC has stated that information is public if it 
has been disseminated in a manner making it 
available to investors generally, that insiders 
must wait a reasonable time after disclosure 
before trading, and that what constitutes a 
reasonable time depends on the circumstanc-
es of the dissemination.13 As a rule of thumb, 
information is presumed to be “nonpublic” 
until one (1) business day following the ear-
liest of the following events to occur: (i) the 
issuance by the company of a press release 
containing the information; or (ii) the filing 
by the company of a Periodic or Current Re-
port (Form 10-K, Form 10-Q, or Form 8-K) 
containing the information. The analysis dis-
cussed in this article assumes that the infor-
mation has not and will not be disseminated 
in a manner making it generally available to 
investors and will thus be considered non-
public. 

Analysis of Certain Concerns of 
the Issuer

Today’s Scenario
Many loan agreements, especially those 
where the company is highly leveraged, 
contain financial covenants that require the 
borrowing company to attain a minimum 
EBITDA measured at specific points in 
time.14 These agreements may also contain 
a covenant known as the “leverage ratio” 
that prohibits the relative level of debt (often 
measured separately as total debt and senior 
debt) to EBITDA from exceeding certain 
established numbers. In economic circum-
stances in which revenues are declining at 
a rate faster than costs, many companies are 
unable to comply with the minimum EBITDA 
or leverage ratios they had originally agreed 
to in vastly different economic times. A viola-
tion of one of these covenants generally con-
stitutes an event of default under the credit 
agreement. Since the covenant breach cannot 

be remedied with time because it is based on 
a historical financial result, there is usually 
no grace period associated with the default. 
It is for this reason that a waiver of the cov-
enant or the default (as well as an amend-
ment to future covenants) is often required. 
Given the lack of visibility on the future of 
today’s economy, the chief financial officers 
of these companies may desire a hiatus on 
the covenant measurement for some period 
of time. The banks, however, usually require 
the setting of new covenants, which requires 
the credit agreement to be renegotiated and 
modified, taking into account the future 
financial performance of the borrower.

As part of the process of negotiating a 
waiver, amendment, or forbearance agree-
ment, the administrative agent and the lend-
ers will become privy to confidential infor-
mation regarding the company. To re-set the 
covenants, the company must provide the 
lenders with projections of its future reve-
nues and anticipated expenses together with 
underlying supporting information. Not only 
will this disclosure often include competitive 
information, it will usually constitute materi-
al nonpublic information within the meaning 
of the federal and state securities laws. 

In addition, a company may desire, or 
may be required, to bring in additional eq-
uity in order to de-lever the company con-
current with the waiver negotiation. This 
equity investment may come from an ex-
isting shareholder, or the company may si-
multaneously pursue a sale of equity to new 
investors, including noteholders (which 
may ultimately occur through a reorganiza-
tion pursuant to a bankruptcy proceeding). 
Confidential information will likely pass to 
these potential investors during the negotia-
tion process. Whereas the syndicated lenders 
and their advisors may object to additional 
restrictions beyond those contained in the 
credit agreement, the indentures that govern 
the notes generally do not contain covenants 
to maintain the confidentiality of certain in-
formation. Further, if the situation continues 
to deteriorate and there is a default under the 
indenture, advisors for a group of notehold-
ers as well as individual noteholders who are 
willing to be restricted from trading15 may 
seek access to information. A confidentiality 
agreement should be executed when financial 
or legal advisors are engaged to negotiate the 
terms of a transaction or restructuring, the 
noteholders seek additional information, or a 
seat at the table or a third party is approached 
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for an equity investment. For a company that 
is required to file reports under Section 15(d) 
of the Exchange Act,16 the confidentiality 
agreement also allows the issuer to rely upon 
the exclusion in Regulation FD to allow the 
selective disclosure to existing holders of its 
publicly traded debt securities.17 

The remainder of this article will discuss 
specific concerns the issuer may face in the 
process of negotiating a waiver or forbear-
ance with its lenders and noteholders, a sale 
of additional equity securities, or the terms 
and conditions of an out of court restructur-
ing, with respect to managing the disclosure 
of its confidential information.

Thou Shalt Not Trade: The Use of Material 
Nonpublic Information
Courts have developed various theories for 
holding different persons liable for insider 
trading, an analysis of which merits its own 
article.18 At the risk of oversimplifying, an 
insider has a duty to either abstain from trad-
ing on, or to disclose, material nonpublic 
information about the company. If an insider 
trades on material nonpublic information 
without properly disclosing the information 
first, then the insider breaches this duty and 
violates Rule 10b-5. A tipper or tippee gen-
erally can be liable for violating Rule 10b-5 
if (1) an insider (or even a tippee) receiving 
some personal benefit discloses material 
nonpublic information to others in breach of 
a duty, or (2) a tippee executes trades based 
on material nonpublic information that the 
person knows, or should have known, was 
acquired by a breach of a company insider’s 
duty to the company. Also, 10b-5 liability has 
been extended to the act of “misappropria-
tion” that generally occurs when a non-insid-
er trades on the basis of material nonpublic 
information in breach of a duty owed to any 
source to keep that information confidential.

With these theories in mind, one can eas-
ily see how the recipient (and the provider, if 
trading is reasonably foreseeable) of material 
nonpublic information would find it neces-
sary to be extremely cautious when trading.19 
Arguably, the issuer company has signifi-
cantly less clarity, in part, because the focus 
of most literary discussion is on the potential 
liability of the trader. Companies with pub-
licly traded debt (or equity) when disclosing 
information to lenders and investors often 
attempt to include the following language in 
their form of a non-disclosure agreement:

Recipient acknowledges and agrees 
that it is aware (and that its Repre-
sentatives are aware or, on receipt of 
any Evaluation Information, will be 
advised by it) that (i) the Evaluation 
Material being furnished to Recipi-
ent or its Representatives may con-
tain material, nonpublic information 
regarding the Company and (ii) the 
United States securities laws prohib-
it any person who has material, non-
public information from purchasing 
or selling securities of a company 
that may be a party to a transaction of 
the type contemplated by this agree-
ment or from communicating such 
information to any person under cir-
cumstances in which it is reasonably 
foreseeable that such person is likely 
to purchase or sell such securities in 
reliance on such information.

The recipient of the information often 
objects to the inclusion of this language and 
seeks to have it stricken. The relevant ques-
tion then becomes whether the issuer compa-
ny may have liability under the federal and 
state securities laws based on the recipient’s 
trading on material nonpublic information 
that has been provided by the issuer. Put 
simply, should the company care if the lan-
guage is ultimately deleted as the liability 
rests with the recipient in any event? Or is 
there any benefit (seen through the eyes of 
the law) from reminding the recipient of its 
obligations under the federal and state secu-
rities laws? 

As could be predicted, the answers to 
these questions are complicated and unclear. 
The common denominator among the mul-
tiple theories of Rule 10b-5 liability discussed 
above is the breach of a duty. Under these 
theories, the issuer company would have to 
breach a duty to find itself liable for a Rule 
10b-5 violation. Undoubtedly, an issuer com-
pany owes a duty to its holders of publicly 
traded equity. To avoid a breach of this duty, 
the issuer with publicly traded equity would 
selectively disclose confidential information 
for a legitimate business purpose to some-
one who is bound to keep it confidential. The 
central focus of this article, however, is the 
company with a capital structure comprised 
of publicly traded debt and privately held 
equity. 

The more conservative approach is that an 
issuer owes a fiduciary duty to holders of its 
securities, even if the issuer’s public capital 
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structure is comprised only of debt. An issu-
er looking to take a more aggressive position, 
however, would argue that it owes no fidu-
ciary duty to debt holders. In Salovaara v Jack-
son, the United States District Court sitting in 
New Jersey differentiated the relationships 
between a company and its shareholders and 
a company and its debt security holders.20 In 
that case, sellers of the company’s debt secu-
rities sued the purchaser of the debt securities 
(an insider of the company) alleging that the 
purchaser/defendant failed to disclose mate-
rial information to the sellers regarding the 
value of the securities and was under a duty 
to so disclose. The court noted that the debt 
security holder relationship is merely con-
tractual, and not fiduciary, in nature as it is 
with its shareholders.21 The court ultimately 
held that the defendant issuer company “did 
not violate § 10(b) and Rule 10b-5 because the 
Sale involved debt securities, and a corpora-
tion does not owe a duty with respect to debt 
securities. Alternatively, [the issuer compa-
ny] did not owe a duty to Plaintiffs under the 
misappropriation theory because Plaintiffs 
were not the source of the information…and 
there was no fiduciary relationship.”22 

In 2007, a United States District Court sit-
ting in New York expanded on Salovaara in 
Alexandra Global v IKON.23 The IKON court 
suggested that “[i]t is well established that 
corporations do not have a fiduciary relation-
ship with their unsecured creditors, includ-
ing debt security holders.…The majority of 
courts have found that this rule applies even 
to convertible noteholders, who retain the 
contractual power to convert their notes into 
shares of the issuer’s stock.”24 The court ul-
timately dismissed the Rule 10b-5 complaint 
because the plaintiffs could not bring forth 
any facts showing the existence of a duty, 
beyond a contractual duty, owed to it by the 
defendant issuer company.25

Although the analysis is different, Regu-
lation FD also leads to the result that the 
company need not obtain from others an 
acknowledgment of their duties under the 
securities laws. In the publicly available tele-
phone interpretations from the SEC in the 
context of Regulation FD, the SEC confirmed 
that if an issuer gets an agreement to main-
tain material nonpublic information in confi-
dence, it need not also obtain a statement that 
the recipient agrees not to trade on the infor-
mation in order to rely on the exclusion in 
Rule 100(b)(2)(ii). The SEC noted therein that 
the recipient who trades, or advises others 

to trade, could face insider trading liability 
because the recipient is a temporary insider 
with fiduciary duties.26 

Although one would likely conclude from 
the preceding discussion that the issuer of 
public debt (whose equity is privately held) 
may rest easy and that the reminder not to 
trade need not, in fact, be retained in the con-
fidentiality agreements, a word of caution 
is warranted. Other circuits do not have to 
follow the same reasoning as the cases de-
scribed above, which could lead to different 
conclusions in different circuits. In addition, 
state courts adjudicating state securities laws 
have the potential to find a duty beyond a 
contractual one owed by issuers to their debt 
security holders. Furthermore, debt secu-
rity holders could bring common law fraud 
claims against the issuer company in an at-
tempt to get around the seeming lack of fidu-
ciary duty issue. 

Complicity: Cutting a Deal in Advance
The discussions above conclude that the 

issuer with a capital structure comprised only 
of public debt and private equity may have a 
defense to an allegation of insider trading in 
the debt based on the absence of the prereq-
uisite of a “duty,” even if there are no stated 
prohibitions in its confidentiality agreement 
yet the recipient of confidential information 
chooses to trade on such information. The 
next question becomes whether the issuer 
company is exposed to liability if it acts in 
concert with potential security purchasers.

This difficult situation arises when the is-
suer company cuts a deal with a particular 
noteholder or new potential equity partner, 
which then proceeds to acquire a position in 
the debt. The potential investor may not itself 
hold confidential information although lim-
ited information might have been provided 
to the investor’s advisors; alternatively, the 
investor may possess such information and 
be willing to trade under a “Big Boy” let-
ter (as discussed briefly later in this article). 
More commonly, the process would involve 
the sharing of more extensive financial infor-
mation, including projections and perhaps a 
“handshake” understanding with the new 
investor on the transaction that could be 
consummated once the new investor holds a 
significant position. The key strategic aspect, 
however, is that the new investor thereafter 
acquires at a minimum a blocking position 
(usually 25 percent) in a tranche27 of notes 
and, ideally, a controlling position (at least 
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50.1 percent and more favorably 66 2/3 per-
cent), which will enable the new investor to 
potentially control the terms of the restruc-
tured entity. 

The existing equity owner(s)28 and the 
new investor are unlikely to actually exe-
cute an understanding or agreement before 
the new investor acquires the notes at a low 
price. Although this is a risky maneuver for 
the existing equity owner because it will 
have empowered a partner that may or may 
not adhere to any “understanding” reached 
between the parties as to the ultimate alloca-
tion of both beneficial ownership and control 
of the company, the issue for this article is 
whether the company can have liability as a 
“tipper” since the investor is trading on non-
public material information received from 
the company. The distinction between this 
situation and the scenario described above 
regarding deleting the acknowledgement in 
the confidentiality agreement about the Ex-
change Act restrictions is the actual or per-
ceived complicity of the company with the 
party in the market.

As an example under the classic tipper/
tippee theory, complicity may exist between 
the tipper and tippee where the tipping party 
is an insider of the issuer. If the tipper has 
possession of material nonpublic informa-
tion and passes it along for personal gain 
in breach of a duty, and the tippee knew, 
or should have known, that the insider was 
breaching a duty, then the pair is exposed 
to Rule 10b-5 liability.29 As explained by the 
Dirks court, “a tippee assumes a fiduciary 
duty to the shareholders of a corporation not 
to trade on material nonpublic information 
only when the insider has breached his fidu-
ciary duty to the shareholders by disclosing 
the information to the tippee and the tippee 
knows or should know that there has been a 
breach.”30 

Surprisingly, this explanation results in 
the same conclusion as before. Assuming the 
corporation is considered an “insider,” there 
also must be a breach of a fiduciary duty 
to the shareholders of the issuer company. 
Therefore, if the company is comprised only 
of the private shareholders attempting to con-
summate the transaction and debt security 
holders, there is arguably no fiduciary duty 
on the part of the company to be breached. 
This conclusion does not, however, seem ap-
propriate. And, of course, the failure to es-
tablish all the elements of a claim under Rule 
10b-5 does not preclude a common law fraud 

claim, particularly where, as in this instance, 
one could argue that the parties did not have 
“clean hands.” Further, as a practical matter, 
any such scheme may be difficult to imple-
ment as the SEC has taken action that should 
increase the discomfort on the part of the 
recipient of the information if that person 
trades on the nonpublic information.31 

There had been a practice involving in-
stitutions whereby a person in possession of 
material nonpublic information would trade 
on that information under a contractual dis-
claimer of reliance (so-called, “Big Boy” let-
ters). To illustrate, the holder of the nonpublic 
information would enter into a letter agree-
ment with the other party in which the other 
party (1) acknowledges that it is sophisticat-
ed and recognizes that the holder may have 
material nonpublic information, (2) specifi-
cally disclaims any reliance on the holder’s 
disclosures or omissions, and (3) agrees not 
to sue the holder in connection with the trans-
action. The theory is that the playing field is 
somewhat leveled by putting the other party 
on notice that one of the participants in the 
transaction, the holder, has in its possession 
material nonpublic information and that the 
other party is, in effect, a “Big Boy” who can 
look after himself.32 The concept that the risk 
associated with insider trading could be ame-
liorated through the use of a “Big Boy” letter 
is increasingly in question. In fact, the SEC 
has taken the position that it may be insuf-
ficient for the letter to merely recite posses-
sion of nonpublic information and that the 
holder might actually have an obligation to 
disclose the nature of the information. Based 
on recent SEC actions, it is relatively clear 
that these letters will not provide protection 
(at least vis a vis the SEC) if one party owes a 
duty of trust or confidence with the issuer or 
in defending against SEC actions.33 

Friend or Foe: Standstill Provisions
Perhaps the most significant risk to be 
addressed in this article in selectively disclos-
ing confidential information is the potential 
for a company to lose control of its restruc-
turing process. As discussed, as a first step 
in this process, a company with outstanding 
notes may share confidential information 
with noteholders, advisors to the notehold-
ers, and potential investors. These recipients 
may be empowered by the knowledge that 
this information provides. At an auction of 
a company that has publicly traded equity, 
the concern about a third party undertak-
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ing a hostile transaction and accumulating 
a significant equity stake through purchases 
in the marketplace is obvious. As described 
by the Delaware Court of Chancery in In re 
The Topps Company Shareholders Litigation,34 
“[w]hen a corporation is running a sale pro-
cess, it is responsible, if not mandated, for 
the board to ensure that confidential infor-
mation is not misused by bidders and advi-
sors whose interests are not aligned with the 
corporation….” The same loss of control of 
the process can, however, occur in the situa-
tion where the company has publicly traded 
debt. If the recipient is not subject to a pro-
hibition, in terms of a “standstill provision,” 
on making an uninvited run at the company 
or accumulating the debt (in each case either 
alone or with others), then the company 
has empowered what may become a hostile 
party by virtue of access to the confidential 
information. 

A “standstill” provision typically prohib-
its the interested party from acquiring assets, 
equity, or debt of the company for some spec-
ified period of time except with the consent 
of the company. In addition, the party is pre-
cluded from acting jointly or in concert with 
any other party in undertaking such actions 
during a restricted period. Sample language 
in the context of an entity that does not have 
outstanding equity may read as follows:

For a period of [three (3) years] 
from the date hereof, Recipient and 
its “affiliates” and “associates” (as 
such terms are defined in Rule 12b-
2 under the Securities Exchange Act 
of 1934, as amended (the “Exchange 
Act”)) and other Representatives will 
not (and Recipient and they will not 
instigate, advise, assist or encourage 
others), directly or indirectly, unless 
specifically requested or permitted 
in writing in advance by the Com-
pany: (a) make any public announce-
ment with respect to, or submit any 
proposal for, a Transaction between 
the Company, its subsidiaries, divi-
sions or affiliates or any of its secu-
rity holders, secured creditors and 
Recipient (or any of Recipient’s 
affiliates, associates, or Representa-
tives) or any form of restructuring, 
recapitalization, or similar transac-
tion with respect to the Company or 
any of its subsidiaries, divisions, or 
affiliates, whether or not any other 
parties are also involved, directly 

or indirectly, in such proposal or 
transaction, unless such proposal 
is directed and disclosed solely to 
the Board of Directors of the Com-
pany or its designated representa-
tives, and the Company shall have 
requested in writing in advance the 
submission of such proposal (and 
shall have consented in writing in 
the case of any such proposal from 
or involving parties in addition to or 
other than Recipient, to the involve-
ment of such additional or other par-
ties); (b) by purchase or otherwise, 
through Recipient’s affiliates, associ-
ates, Representatives, or otherwise, 
alone or with others, acquire, offer 
to acquire, or agree to acquire, own-
ership (including, but not limited 
to, beneficial ownership as defined 
in Rule 13d-3 under the Exchange 
Act) of any assets or business of the 
Company or any of its subsidiar-
ies, divisions or affiliates or any of 
its equity securities, debt securities, 
or direct or indirect warrants, rights 
(including convertible or exchange-
able securities), or options to acquire 
such ownership (or otherwise act in 
concert with any person which so 
acquires, offers to acquire, or agrees 
to acquire); or (c) enter into any 
discussions, negotiations, arrange-
ments, or understandings with any 
third party with respect to any of the 
foregoing. 

This provision is consistently objected to 
by the recipient of the confidential informa-
tion because it precludes a party (whether or 
not that party holds outstanding debt of the 
issuer) from potentially acquiring a blocking 
position. As an alternative to requesting that 
the provision be stricken, the recipient may 
suggest that the provision terminate on the 
filing of a bankruptcy petition or the com-
mencement of another hostile offer.

From the company’s perspective, a party 
that holds in excess of 51 percent of a tranche 
of debt can effectively influence the restruc-
turing process significantly,35 and, with re-
spect to certain consents or amendments 
to an indenture, control the process. If the 
standstill provisions cease on the filing of 
a bankruptcy petition, the party that per-
formed due diligence could accumulate a po-
sition in the bonds with the goal of blocking 
or disrupting the company’s efforts to con-
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firm its restructuring plan. Even where the 
company had successfully obtained lock-up 
agreements with creditors who represented 
a significant percentage of a tranche of debt 
(but less than the 66 2/3 percent of the requi-
site creditors) on the theory that some hold-
out creditors would join in the plan because 
of the momentum and significant support 
by those creditors who had executed lock-
up agreements, another investor could buy 
bonds from parties who had not executed 
lock-up agreements and attempt to “block” 
the pre-negotiated plan contemplated by the 
lock-up agreement. Under such a scenario, 
the new investor could accumulate enough 
bonds (i.e. 33 1/3 percent) that are not subject 
to the lock-up such that it could block confir-
mation of any plan of reorganization that is 
not to its liking. 

Thus, if the company wishes to remain 
in control of the process, the standstill pro-
visions should be retained even if the appli-
cable time-frame for the restriction is short-
ened. Further, the provision should not cease 
on the filing of a bankruptcy petition.

Conclusion
The old adage is, “it’s an ill wind that blows 
nobody any good.”36 Apparently conceived 
in the days of sailing ships, this truism sim-
ply means that one person’s misfortune is 
another person’s opportunity. The economic 
crisis provides such an opportunity for those 
who wish to purchase distressed debt for 
enhanced returns as well as those who wish 
to buy on a “loan to own” basis with a view 
to eventually becoming an equity holder. 
While there are significant writings aimed 
at providing direction to the traders, there is 
less guidance available to the troubled issu-
er. In these times, the issuer should not view 
the confidentiality agreement as mere boil-
erplate. The recommended approach is for 
the issuer with publicly traded debt to only 
disclose confidential information for a valid 
business purpose, where it is not reasonably 
foreseeable that the recipient would trade 
on such information, and that disclosures 
be made pursuant to a confidentiality agree-
ment. However, the limited caselaw in this 
area thus far goes even further and suggests, 
albeit cautiously, that because of the absence 
of a duty, the issuer with no publicly traded 
equity has at least an argument that it has 
no liability under the federal securities laws 
if a recipient of its confidential information 
trades on such information, thereby putting 

in perspective the prohibitions in the confi-
dentiality agreement addressing such mat-
ters. On the other hand, as described in this 
article, information can be empowering and 
certain protections afforded by a confidenti-
ality provision are designed to maximize, to 
the extent possible given the situation, the 
company’s control over the process of nego-
tiating modifications, amendments, and the 
initial stages of the restructuring process. 

NOTES

1. The bank that handles all interest and principal 
payments and monitors the loan on behalf of the partici-
pants, has the direct contact with the borrower, and facili-
tates communication with the members of the syndicate.

2. Sometimes the company will seek language in the 
loan agreement that limits the ability of the lender to 
assign the debt or sell participations to an entity that is 
a competitor of the borrower; this prohibition also serves 
to restrain the sharing of such information with competi-
tors.

3. 17 CFR 230.144A.
4. 15 USC 77a et seq. Rule 144A allows the pri-

vately placed securities to be resold to specified types of 
investors, primarily “Qualified Institutional Buyers” (as 
defined therein). Rule 144A offerings have historically 
been attractive because of their relative speed to market. 

5. 15 USC 78a et seq.
6. The indenture is a written agreement which sets 

forth the terms and conditions of the notes and the cov-
enants to which the issuer is subject.

7. For example, see the Intralinks website at http://
www.intralinks.com/.

8. Securities Act of 1933, Section 2(a)(1), 15 
USC 77b(a)(1); see Reeves v Ernst & Young, 494 US 56 
(1990).

9. Rule 10b-5, 17 CFR 240.10b-5: “Employment of 
Manipulative and Deceptive Practices”:

It shall be unlawful for any per-
son, directly or indirectly, by the use 
of any means or instrumentality of 
interstate commerce, or of the mails 
or of any facility of any national 
securities exchange, 

(a) To employ any 
device, scheme, or artifice to 
defraud,

(b) To make any 
untrue statement of a mate-
rial fact or to omit to state 
a material fact necessary 
in order to make the state-
ments made, in the light 
of the circumstances under 
which they were made, not 
misleading, or

(c) To engage in 
any act, practice, or course 
of business which operates 
or would operate as a fraud 
or deceit upon any person

in connection with the purchase 
or sale of any security.

Rule 10b5-1 promulgated under Section 
10 of the Exchange Act states that
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[t]he “manipulative and decep-
tive devices” prohibited by Section 
10(b) of the Act and Rule 10b-5 
thereunder include, among other 
things, the purchase or sale of a 
security of any issuer, on the basis 
of material nonpublic information 
about that security or issuer, in 
breach of a duty of trust or confi-
dence that is owed directly, indi-
rectly, or derivatively, to the issuer 
of that security or the shareholders 
of that issuer, or to any other per-
son who is the source of the material 
nonpublic information.

General Rules and Regulations 
Promulgated Under the Securities 
and Exchange Act, Rule 10b5-1(a). 

10. “A purchase or sale of a security of an issuer is 
‘on the basis of’ material nonpublic information about 
that security or issuer if the person making the purchase 
or sale was aware of the material nonpublic information 
when the person made the purchase or sale.” Exchange 
Act, Rule 10b5-1(b). 

11. The SEC explained that the “goals of insider trad-
ing prohibitions—protecting investors and the integrity 
of securities markets—are best accomplished by a stan-
dard closer to the ‘knowing possession’ standard than 
to the ‘use’ standard”, citing the Proposing Release for 
Rule 10b5-1. Final Rule: Selective Disclosure and Insider 
Trading, Release Nos. 33-7881, 34-43154 (August 24, 
2000). Subsection (c) of the Rule establishes certain affir-
mative defenses whereby an entity can demonstrate that 
the purchase or sale was not “on the basis of” material 
nonpublic information, including through policies and 
procedures that, in effect, establish a Chinese wall. Rule 
10b5-1(c).

12. Basic Inc v Levinson, 485 U.S. 224, 231-32 
(1998), quoting TSC Industries, Inc v Northway, Inc, 426 
US 438, 448-49 (1976).

13. Final Rule: Selective Disclosure and Insider Trad-
ing, Section III.A.1 of SEC Release Nos. 33-788, 34-
43154 , 65 Fed Reg 51716 (August 24, 2000) (adopting 
release for Regulation FD and Rules 10b5-1 and 10b5-2). 
[(http://www.sec.gov/rules/final/33-7881.htm) Regula-
tion FD defines public disclosure as “broad, non-exclu-
sionary distribution of the information to the public.” 
Regulation FD 101(e).

14. EBITDA, stands for “earnings before interest, 
taxes, depreciation and amortization.” This calculated 
number is used as a proxy for measuring cash flow over a 
defined period of time.

15. As discussed with respect to the members of the 
loan syndicate, and also described later in this article, 
individual noteholders may opt not to receive confiden-
tial information so as to avoid becoming restricted in 
their ability to trade in the notes based on their posses-
sion of nonpublic information and will limit the informa-
tion flow to their advisors. Alternatively, the noteholders 
may seek access to confidential information for a limited 
period of time after which any material nonpublic infor-
mation would no longer be subject to a confidentiality 
obligation. The theory is that much of information would 
either become stale over time or would be reflected in the 
Exchange Act periodic reports. However, that approach 
does not address other “proprietary” information of the 
issuer that would, under no circumstances, become pub-
licly available, including competitive information.

16. 15 USC 78o(d).
17. Regulation FD, Rule 100(b)(2)(ii).
18. This article does not purport to discuss all of the 

aspects of insider trading liability but rather is intended 
to provide certain guidelines to the issuer regarding the 
questions at issue.

19. Although bank debt is generally not considered a 
“security”, lenders can have liability if in their capacity as a 
lender they receive nonpublic information and then trade 
in the publicly traded bonds. Lenders typically manage 
this risk either through the establishment of a “chinese 
wall” which provides a combination of physical and pro-
cedural barriers to ensure that confidential information is 
not shared with persons who could unfairly benefit from 
such information. In fact, certain credit agreements will 
include language acknowledging the receipt of confiden-
tial information and confirming that the lender has devel-
oped compliance procedures regarding the use of such 
material nonpublic information along the lines of a “chi-
nese wall.” This is also important in connection with one 
of the affirmative defenses to insider trading liability pro-
vided by Rule 10b5-1 under which an entity can establish 
that the individual making the investment decision on 
behalf of the entity was not aware of the nonpublic infor-
mation and that the entity had implemented reasonable 
policies and procedures to prevent insider trading. Rule 
10b5-1(c)(2). An alternative approach is for a member of 
the syndicate to opt to receive only “public side” and not 
“private side” information; the “private side” information 
typically contains the material nonpublic information 
and a recipient should be prepared to be subject to restric-
tions on trading while in possession of such information. 
See The Joint Market Practices Forum (the “Forum”). 
“Statement of Principles and Recommendations Regard-
ing the Handling of Material Nonpublic Information by 
Credit Market Participants,” October 2003. The Forum 
is a collaborative effort of the Bond Market Association, 
the International Association of Credit Portfolio Manag-
ers, the International Swaps and Derivative Association 
and the Loan Syndicates and Trading Association.

20. 66 F Supp2d 593 (D NJ 1999).
21. Id. at 599.
22. Id. at 601-02.
23. 2007 WL 2077153 (SD NY July 20, 2007).
24. Id. at *5.
25. Id. at *9.
26. The situation for the individual (although not 

necessarily the company) changes if the person has a fidu-
ciary duty such as may arise from membership in a credi-
tors’ committee once the issuer is in bankruptcy. See SEC 
v Barclays, 07-CV-04427 (SD NY).

27. The tranche refers to the different layers of debt 
in the capital structure – this may include senior secured 
notes, senior subordinated notes, and senior unsecured 
notes. 

28. The “existing equity holders” are private owners; 
the condition may change if equity is publicly traded. 

29. See Dirks v SEC, 463 US 646 (1983).
30. 463 US at 660.
31. This may also be relevant to how strenuously the 

issuer needs to defend the non-trading language in the 
confidentiality agreement; the risk may be even greater on 
the recipient of the information.

32. One can analogize to other provisions of the 
federal securities laws in which certain types of investors 
are afforded lesser protection in terms of the disclosure 
of information; see, e.g. the limited information require-
ments under Regulation D of the Securities Act (17 CFR 
230.501 et seq) if securities are sold only to accredited 
investors. However, Section 29(a) of the Exchange Act, 
15 USC 78cc(a), forbids waivers of compliance with 
obligations under the federal securities laws. Courts may 
also refuse to enforce disclaimers based on public policy 
grounds.

33. Securities and Exchange Commission, Litiga-
tion Release No. 20132 (May 30, 2007), SEC v Barclays 
Bank PLC and Steve J Landzberg, 07-CV-04427 (SD NY) 
(involving the representation on a creditor’s committee; 
the SEC pursued a misappropriation theory but did not 
express any opinion on Big Boy letters. The total settle-
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ment was in excess of $22 million). In R2 Investments v 
Salomon Smith Barney, the allegation again related to the 
trading on material nonpublic information that had been 
obtained while serving on a creditors’ committee and a 
transaction involving a Big Boy letter.

34. 926 A2d 58, 91 (2007). In Topps, the Chan-
cery Court determined that under the particular facts at 
issue, the board’s refusal to waive the standstill to allow a 
potential bidder to make a tender offer directly to Topp’s 
stockholders after negotiations with the particular bidder 
failed was likely to be found to be a breach of fiduciary 
duty at trial.

35. Even though 66 2/3 percent in amount and more 
than 50 percent in number are required by class to approve 
a plan of reorganization, an ad hoc committee comprised 
of a group of close to a majority of creditors of a class will 
hold a recognized negotiating position with the company 
(which may also be obligated to pay the fees and expenses 
of such committee’s legal and financial advisors).

36. John Heywood, “A dialogue conteinying the 
nomber in effect of all the prouerbes in the English 
tongue,” 1546 .
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Open Source Software: Coming to a 
Client Near You?
By P. Haans Mulder

Introduction
Market share in the software industry has and 
continues to be dominated by proprietary 
ownership.1 Microsoft Windows, Mac OS X, 
iTunes, Adobe Photoshop, and RealPlayer 
are proprietary applications and household 
names. However, other forms of ownership 
have emerged, most notably open source. 
During these difficult economic times, busi-
nesses appear to be adopting open source 
software (“OSS”) at a faster rate for their 
technology needs.2 As a business lawyer, it is 
important to be familiar with these emerging 
trends.3

What is OSS?
Despite OSS being formally recognized only 
since 1998, its foundations date back to the 
late 1960s.4 In general, OSS is the volunteer 
development of software that can be used 
and redistributed without restrictions, and 
the source code5 is freely available.6 There is 
debate among open source communities as 
to what criteria makes an application OSS.7 
The most widely accepted guidelines are 
from the Open Source Initiative, which has 
developed ten criteria to determine whether 
an application constitutes OSS.8 

Why is OSS Important?
Despite the historical dominance of propri-
etary software, OSS has grown in adoption. 
Forrester recently reported that more than 50 
percent of businesses surveyed have already 
adopted or plan to adopt within the next 
twelve months open source content man-
agement, CRM, ERP, and business intelli-
gence solutions.9 According to Gartner, Inc., 
85 percent of companies surveyed are cur-
rently using OSS in their enterprises, and the 
remaining 15 percent anticipate using it the 
next twelve months.10 

As far as particular applications, Apache 
is an open source application and has been 
the most popular HTTP server on the World 
Wide Web since April 1996. As of March 
2009, it served over 46 percent of all Web 
sites and over 66 percent of the million busi-
est.11 In addition, Linux is one of the fasted 

growing operating systems and is used in a 
number of consumer electronics and medical 
equipment, as well as communication rout-
ers.12 The use of Linux as a percentage of mar-
ket increased from .05 percent in 1995 to 29.6 
percent in 2001.13 In a recent study, 66 per-
cent said they are evaluating or have already 
decided to increase adoption of Linux on the 
desktop, and 67 percent said they are evalu-
ating or have already decided to increase 
adoption of Linux on servers.14 

Technical Primer on Software
Having a basic understanding of software 
development is critical to being able to advise 
clients on licensing and other legal issues 
with OSS.15 In general, developing software 
entails programmers writing human readable 
instructions that are translated into machine 
readable instructions. These human readable 
instructions are referred to as “source code.” 
Source code is a critical concept for software 
(in particular for OSS) because virtually all 
OSS licenses require that it be made available 
to a licensee. In contrast, most proprietary (or 
closed source) licenses do not entitle licensees 
to receive the source code (which prevents 
others from using their code and distributing 
it under a competing application). 

Once source code is developed, it is then 
converted into numbers (machine readable 
instructions). There is an application in many 
cases called a compiler that transforms the 
source code into what is referred to as object 
code.16 This is readable by a computer (as se-
ries of ones and zeros). It is important to note 
that object code cannot be easily converted 
back to source code. Finally, a linker pro-
gram combines the object code into a file that 
in turn can be loaded, parsed, and managed 
by a computer.

OSS Licensing Issues

In General
There are hundreds of different license 
agreements relating to OSS.17 Despite the 
number of different licenses, there are some 
similarities. In general, OSS licenses freely 
provide source code.18 In addition, almost 



all OSS licenses provide the licensee with no 
indemnification right or warranties.19 Aside 
from these similarities, OSS licenses differ 
as to whether the source code for modifica-
tions to the underlying application must be 
released and whether other programs used 
in connection with the software are subject to 
the same requirements.20 In particular, some 
of these licenses allow modifications of code 
to be proprietary (i.e. not released to a user 
or licensee) if the OSS is only used within an 
organization.21 

The three most common OSS licensing 
models are: the GNU General Public License 
(the “GPL”), the BSD license, and the Open 
Source Institute.22 Of these three, the GPL is 
the most common, with approximately 60 to 
70 percent of  OSS using it.23 For this rea-
son, it will be focused on in this article. 

Key Terms of the GPL
There are a number of key license terms in 
the GPL.24 The first is what is known as a 
“copyleft” orientation. This is provided for 
in the preamble (as well as parts of Sections 
3 and 6 of the GPL) and prohibits licensees 
from placing restrictions on others’ use and 
distribution of the underlying software. 

Another key issue under the GPL is charg-
ing a fee. The preamble clearly provides that 
charging a fee is allowed.25 As mentioned 
previously, the notion of OSS being “free” 
does not mean a fee cannot be charged for the 
physical transfer of the application or some 
form of warranty.26 

A third key term under the GPL relates to 
the use of source code. Taking “copyleft” one 
step further, the GPL provides that licensees 
must receive or have access to the source 
code. The license also emphasizes the impor-
tance of informing licensees of their rights 
and keeping intact notices that refer to the 
license and providing a copy of the license.27 

Further, the GPL uses a very expansive 
definition of a derivative work. This will be 
discussed in more depth later in this article, 
but, briefly stated, this relates to restrictions 
that are placed on a licensee that modifies 
OSS source code and in turn develops anoth-
er program. If the modifications constitute a 
“derivative work,” the licensee is required 
to include a number of GPL “rights” down-
stream in distributing the program so that 
equivalent rights are retained each time the 
software is transferred. 

As with many other OSS licenses, the GPL 
disclaims warranties, including merchant-

ability and fitness for a particular purpose. 
However, the GPL does not specifically dis-
claim the warranty of title or non-infringe-
ment. 

Finally, the GPL has very draconian con-
sequences for a violation. Under Section 4, 
any attempt to “copy, modify, sublicense, 
or distribute” the application in violation of 
the GPL will constitute a termination of the 
license. There are no provisions for notice or 
an opportunity to cure. 

OSS Issues for Software 
Developers 
From a software developer’s perspective, the 
most problematic issue under the GPL relates 
to derivative works.28  In general, a derivative 
work is a doctrine under the U.S. Copyright 
Act that prohibits someone from substan-
tially copying another work and then using it 
in a way that infringes on the owner’s copy-
right.29 Although this area is well settled for 
many different types of works, it has proved 
difficult to apply to software copyrights.30 
The uncertainty of what constitutes a deriva-
tive work makes it very difficult for software 
developers to determine whether they have 
to comply with the provisions of GPL.31 

In addition, the GPL is inconsistent with 
judicial interpretation of a derivative work 
under copyright law.32 Even more problem-
atic is that there has been no caselaw in the 
U.S. or otherwise that tests this definition of 
derivative work under the GPL. This creates 
considerable uncertainty over what is con-
sidered a derivative work. 

In defining what constitutes a derivative 
work, the GPL creates a safe harbor. It pro-
vides that the “mere aggregation” on a stor-
age device of an application with one that is 
licensed under the GPL (i.e. two applications 
are packaged together on the same storage 
medium) will not convert it to a derivative 
work. The GPL also describes that an identi-
fiable section of a work that is a “reasonably 
considered independent and separate work” 
would not be a derivative work. However, 
an “independent and separate work” will 
still be a derivative work if it is distributed 
with portions of a work that is based on the 
GPL-licensed application. Until the courts 
interpret this language in the GPL, software 
developers will be uncertain as to whether an 
application (that uses source code from an ap-
plication licensed under the GPL) must com-
ply with all of the provisions of the GPL. 
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OSS Issues for Business 
Licensees
Moving beyond a discussion strictly of the 
GPL, business licensees view a number of 
advantages to OSS.33 The first is that many 
applications are free of user fees.34 That has 
resulted in a considerable amount of sav-
ings to businesses.35 In addition, OSS helps a 
licensee avoid what is referred to as a “vend-
er lock in.” This occurs when a licensee’s 
business becomes very dependent on the 
software vendor. If the software no longer 
meets the customer’s needs or becomes over-
ly expensive, that customer can be “locked 
in” due to the cost and difficulty of chang-
ing solutions. In contrast, OSS source code is 
open to all and this allows vendors to modify 
and service software that has a commercial 
value. Also, documentation for propriety 
software is typically very minimal on detail 
and is often out of date. As a result and if it is 
even permitted, customization of proprietary 
software can be difficult.36 Lastly, OSS has a 
world community that can identify and fix 
bugs.37 In contrast, proprietary software only 
develops in quality and delivery depending 
on the motivation and the resources of the 
software developer.

Aside from these benefits, there are also 
risks to using OSS. It is worth mentioning 
that these legal issues are very important for 
businesses that derive a significant amount 
of income from OSS. The first risk is that the 
many OSS licenses do not include any war-
ranties, whether for title or non-infringe-
ment.38 Further, most licenses do not provide 
indemnification from intellectual property 
infringement or misappropriation.39 Finally, 
these licenses in most cases provide a dis-
claimer of all damages. This is critical for OSS 
because it is often unclear who is the author 
of the underlying work.40 

Acknowledging these benefits and risks, 
businesses should follow an analytical frame-
work in determining whether to use OSS.41 It 
is suggested that a business must first decide 
if the benefits of using OSS outweigh the 
costs. If they do, it must then decide what 
licenses are acceptable and unacceptable. In 
deciding these issues, it should focus on the 
anticipated use of the software.42 Anticipated 
uses can be broken down into either internal 
company use only or use/licensing by third 
parties.43 

OSS Caselaw
Despite the adoption of OSS, there have been 
very few cases that have interpreted the 
terms of these license agreements and their 
overall enforceability. One of the earliest 
cases was Progress Software v MySQL AM.44 
MySQL sought an injunction based on Prog-
ress Software and its subsidiary’s failure to 
release the source code under GPL-licensed 
software. The federal court in Massachusetts 
assumed that the GPL was enforceable. How-
ever, it denied the injunction request, hold-
ing that there was a factual question about 
whether the software at issue was a deriva-
tive work under the GPL. The parties subse-
quently settled before trial.

In Computer Associates International v Quest 
Software, Computer Associates requested 
an injunction to enjoin Quest’s use of Com-
puter Associates’ source code in any exist-
ing or future products. 45 The federal court in 
the Northern District of Illinois analyzed the 
Bison license (which is similar to the GPL) 
and assumed that it was enforceable. It then 
reasoned that Computer Associates was only 
claiming a right to use an output file (that 
was created by modified source code) and 
that this was subject to a specific exemption 
under the license. As a result, Quest did not 
violate the license.

More recently, there appears to be a new 
assertiveness with the enforcement of OSS li-
censes.46 This assertiveness has resulted in ar-
guably the most important OSS decision. In 
Jacobsen v Katzer, Jacobsen sought an injunc-
tion to prevent use of source code under the 
artistic license.47 In response to a motion for 
preliminary injunction, the federal court in 
the Northern District of California denied the 
request, holding that while there may have 
been a breach of the license, it did not exceed 
its fundamental scope. The court determined 
that Jacobsen was not entitled to a presump-
tion of irreparable harm (which would have 
otherwise attached to copyright infringe-
ment). Instead, the court held that this was 
breach of contract and Jacobsen could assert 
monetary damages. 

The case was appealed to the court of ap-
peals for the federal circuit, which reversed 
the lower court’s decision.48 The court held 
that Jacobsen established a prima facie case 
of copyright infringement. This was based 
on parties not disputing the ownership of the 
copyright and that Katzer had copied, modi-
fied, and distributed part of the software. The 
court then proceeded to address the issue of 
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whether the terms of the license were cove-
nants or conditions. If there were covenants, 
the agreement was governed by contract law 
(and breach of contract was the remedy). If 
the agreement provided for both conditions 
and covenants, it was governed by copyright 
law (and an injunction may be issued). The 
court held that the license agreement in-
cluded conditions and, as a result, sounded 
in copyright. It also held that Katzer violated 
the terms of the conditions and remanded 
the case to determine if Jacobsen would like-
ly succeed on the merits. 

In an opinion issued on January 5, 2009, 
the district court of the Northern District of 
California dismissed Jacobsen’s breach of 
contract claim and denied (a second time) a 
motion for preliminary injunction.49  As to 
the breach of contract claim, the court found 
that Jacobsen failed to allege a specific harm 
that was caused by the alleged breach of the 
artistic license. The federal circuit had ac-
knowledged that damage to the “creation 
and distribution of copyrighted worked un-
der public licenses” could include damage to 
the programmer’s professional reputation.50 
However, the district court held that the 
complaint (as it was drafted) did not claim 
any damages that were proximately caused 
by the breach of the license. More impor-
tantly, the court held that the breach of con-
tract claim was preempted by the Copyright 
Act. Finally, in denying the motion for pre-
liminary injunction, the court reasoned that 
Jacobsen had failed to show that any harm 
was “real, imminent, and significant.”51 The 
court specifically rejected Jacobsen’s claim 
that harm resulted from delays in develop-
ment and time lost in the open source devel-
opment cycle. 

While it does not directly impact U.S. law, 
it is worth noting that a German court issued 
an important decision regarding OSS. In Welte 
v Sitecom Deutschland GmbH, a group that au-
thored an OSS application filed suit when 
a company providing a wireless router on 
software covered by the GPL did not release 
the source code or a copy of the license.52 The 
German court held that the GPL was enforce-
able and issued an injunction. In doing so, it 
upheld Sections 2 and 3 of the GPL, which 
forms the basis for the “copyleft” orientation 
and requires the distribution of source code. 
That being said, the court questioned the en-
forceability of certain GPL restrictions.

Other than the Jacobsen case, few courts 
have addressed interpretation issues and also 

the enforceability of OSS licenses. That leaves 
a number of issues unresolved, in particular 
the overall enforceability of these licenses 
(and particularly the GPL).53 As illustrated by 
the Jacobsen case, the potential defenses are 
summarized as follows:

1. Because the GPL does not require 
a formal assent (to explicitly agree to 
it), there is no meeting of the minds;
2. The GPL violates the Copyright 
Act;
3. The GPL is a contract that state 
courts may only have the authority to 
award money damages (and not enter 
an injunction to release the source 
code);
4. The GPL violates the U.S. 
Constitution;
5. The GPL is preempted by federal 
copyright laws;
6. The GPL violates export control 
laws;
7. The copyright owners under the 
GPL are estopped because they have 
only selectively sought to enforce it; 
and
8. Certain contract terms (such as 
derivative works) are too vague to be 
enforceable.

Conclusion
Based on industry trends and difficulties in 
the economy, there appears to be a resurgence 
of OSS adoption and business lawyers need 
to be aware of OSS licensing issues. Caselaw 
is not well developed in this area and there is 
still ongoing uncertainty regarding a number 
of OSS licensing issues. Thus, practitioners 
must stay current with the law in this area to 
competently advise software developers or 
business licensee clients.
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Age Discrimination—Burden of Proof
Gross v FBL Fin Servs, __ US __, 129 S Ct 2343 (2009). Plain-
tiff began working for his employer in 1971 and, as of 2001, 
he held the position of claims administration director. In 
2003, when he was 54 years old, he was reassigned to the 
position of claims project coordinator. At that same time, 
his employer transferred many of his responsibilities to a 
newly created position—claims administration manager. 
That position was given to another employee the plaintiff 
had previously supervised and who was then in her early 
forties. Although the plaintiff (in his new position) and the 
claims administration manager received the same compen-
sation, the plaintiff considered the reassignment a demo-
tion because of the reallocation of his former job responsi-
bilities. In April 2004, the plaintiff filed suit, alleging that 
his reassignment to the position of claims project coordi-
nator violated the Age Discrimination in Employment Act 
(ADEA), which makes it unlawful for an employer to take 
adverse action against an employee “because of such indi-
vidual’s age.” 29 USC 623(a). 

At trial, the plaintiff introduced evidence suggesting 
that his reassignment was based at least in part on his 
age. The employer defended its decision on the grounds 
that the plaintiff’s reassignment was part of a corporate 
restructuring and that the plaintiff’s new position was bet-
ter suited to his skills. At the close of trial, and over the 
employer’s objections, the district court instructed the jury 
that it must return a verdict for the plaintiff if he proved, 
by a preponderance of the evidence, that the employer 
demoted him to claims project coordinator and that his 
“age was a motivating factor” in the decision to demote 
him. The jury was further instructed that the plaintiff’s age 
would qualify as a motivating factor if it played a part or 
a role in the decision to demote him. The jury was also 
instructed regarding the employer’s burden of proof, stat-
ing that the verdict must be for the employer if it proved 
by the preponderance of the evidence that it would have 
demoted the plaintiff regardless of his age. The jury re-
turned a verdict for the plaintiff, awarding him $46,945 in 
lost compensation. The United States Court of Appeals for 
the Eighth Circuit reversed and remanded for a new trial, 
holding that the jury had been incorrectly instructed under 
the standard established in Price Waterhouse v Hopkins, 490 
US 228 (1989) (which held that if a Title VII plaintiff shows 
that discrimination was a “motivating” or a “’substantial’” 
factor in the employer’s action, the burden of persuasion 
should shift to the employer to show that it would have 
taken the same action regardless of that impermissible 
consideration (the mixed motives doctrine)).

The United States Supreme Court majority noted that 
the Supreme Court had never held that the burden-shift-
ing framework of a mixed-motive Title VII case applies 
to ADEA claims and that Congress had not amended the 
ADEA regarding mixed-motive cases when it did so re-

garding Title VII. The court held that a plaintiff bringing 
a disparate-treatment claim pursuant to the ADEA must 
prove, by a preponderance of the evidence, that age was 
the “but-for” cause of the challenged adverse employment 
action. Moreover, the burden of persuasion does not shift 
to the employer to show that it would have taken the ac-
tion regardless of age, even when a plaintiff has produced 
some evidence that age was one motivating factor in the 
employer’s decision. The majority opinion further noted 
that there is no heightened evidentiary requirement for 
ADEA plaintiffs to satisfy their burden of persuasion that 
age was the “but-for” cause of their employer’s adverse 
action (see 29 USC 623(a)), and that the court would imply 
none.

Employment Discrimination—Mandatory 
Arbitration of Statutory Claims
14 Penn Plaza LLC v Pyett, __ US __, 129 S Ct 1456 (2009). 
Respondents are members of a union that is the exclusive 
bargaining representative of employees within the build-
ing-services industry in New York City, which includes 
building cleaners, porters, and doorpersons. The union 
has exclusive authority to bargain on behalf of its members 
over their “rates of pay, wages, hours of employment, or 
other conditions of employment” and engages in industry-
wide collective bargaining with the Realty Advisory Board 
on Labor Relations, Inc. (RAB), a multiemployer bargain-
ing association for the New York City real-estate indus-
try. The collective bargaining agreement (CBA) between 
the union and the RAB requires union members to submit 
all claims of employment discrimination to binding arbi-
tration under the CBA’s grievance and dispute resolution 
procedures. After a dispute arose concerning job reassign-
ments, a grievance was filed alleging, among other things, 
that age discrimination had occurred. Respondents later 
filed suit against petitioners in district court, alleging that 
their reassignment violated federal, state, and local laws 
prohibiting age discrimination. Petitioners filed a motion 
to compel arbitration of respondents’ claims under the 
Federal Arbitration Act (FAA). The district court denied 
the motion because, under Second Circuit precedent, even 
a clear and unmistakable union-negotiated waiver of the 
employees’ right to litigate certain federal and state stat-
utory claims in a judicial forum was unenforceable. The 
Second Circuit affirmed, ruling that it could not compel 
arbitration of the respondents’ claims.

The U.S. Supreme Court held that a collective bargain-
ing agreement provision that “clearly and unmistakably” 
provides that union members must arbitrate claims under 
the federal Age Discrimination in Employment Act of 1967 
is enforceable. The National Labor Relations Act provided 
the union and the RAB with statutory authority to collec-
tively bargain for arbitration of workplace discrimination 
claims, and Congress did not terminate that authority with 
respect to federal age-discrimination claims in the federal 
age discrimination act. The court also distinguished earlier 
authority that contained some statements that were highly 
critical of the use of arbitration for the enforcement of stat-

Case Digests



utory antidiscrimination rights, finding that this skepti-
cism was based on a misconceived view of arbitration that 
the court has since abandoned. 

Employment Discrimination—Retaliation
Hamilton v GE, 556 F3d 428 (6th Cir 2009). Before being ter-
minated in August 2005, the plaintiff had worked for the 
employer over three decades, held a variety of positions, 
and had a relatively clean disciplinary record. In 2004, the 
employment relationship took a different turn and several 
incidents occurred that led to the plaintiff’s termination. 
After this discharge, the union intervened, and the plain-
tiff signed a Last Chance agreement (“LCA”) in exchange 
for his agreement that he would comply with all of the 
employer’s rules and that if he violated any he would be 
subject to immediate termination. The plaintiff also agreed 
that if, in the future, the employer discharged him for vio-
lating the LCA, any grievance protesting the discharge 
would not be subject to arbitration and that no legal action 
regarding the discharge would be filed. After another inci-
dent, the plaintiff was discharged, reinstated, and then 
filed an age discrimination charge with the EEOC. The 
plaintiff testified that scrutiny by his supervisors increased 
after he filed the charge and a later confrontation led to 
his termination. The plaintiff then filed suit alleging that 
he had been terminated in retaliation for filing the EEOC 
charge. 

The Sixth Circuit held that the temporal proximity 
of the employer discharging the plaintiff less than three 
months after he filed an EEOC complaint alleging age dis-
crimination, combined with the assertion that the employ-
er increased its scrutiny of the plaintiff’s work only after 
the EEOC complaint was filed, was sufficient to establish 
the causation element of a prima facie case of retaliatory 
termination. Moreover, an employer is not insulated from 
liability for retaliation by an intervening “favorable treat-
ment” of an employee, such as by giving the employee 
another chance after an incident for which it could have 
discharged him or her.

Michigan Sales Representatives 
Commission Act—Waiver of Rights under 
Act
Reicher v SET Enters, Inc, No 278907, 2009 Mich App LEXIS 
988  (Mich Ct App May 12, 2009). In approximately 1972, 
the plaintiff and Jebco Manufacturing, Inc. (Jebco) entered 
into an oral sales representation agreement under which 
the plaintiff solicited orders for automotive parts manufac-
tured by Jebco, which promised to pay sales commissions 
to the plaintiff for the life of the part. From 1972 through 
about August 1999, the plaintiff procured orders for Jebco 
parts, and Jebco paid the plaintiff sales commissions. By 
letter dated August 27, 1999, Jebco informed the plaintiff 
that the sales representation agreement would be termi-
nated, except for the commission obligations assumed by 
Noble Metal Forming, Inc. (“Noble”), to which Jebco was 
selling substantially all of its assets and business. The let-

ter stated that Jebco was terminating its sales representa-
tion agreement with the plaintiff effective as of the close 
of business on August 31, 1999, except for the obligations 
assumed by Noble as described in the letter. In February 
2000, Noble terminated the sales representative relation-
ship with him, and indicated it did not intend to fulfill 
its obligation to pay life-of-the-part sales commissions to 
him. As a result, in March 2000, the plaintiff commenced 
an action in circuit court that was resolved by a settlement 
agreement in which Noble agreed to pay commissions 
to the plaintiff for parts listed in an exhibit to the agree-
ment, which payments would include not only the parts 
listed, but any modifications or changes to the parts. The 
settlement agreement also contained a mutual release of 
all claims. Noble later changed names and allegedly made 
late payments in violation of the Michigan Sales Represen-
tatives Commission Act (SRCA), which led to the instant 
case in which, as a result of the late payments, the plain-
tiff sought penalty damages and attorney fees under the 
SRCA.

The court of appeals ruled that the prohibition in SRCA 
against waiving rights under the SRCA applies only to a 
contract between a principal and a sales representative and 
does not apply to a settlement agreement of claims under 
the act. Since the SRCA does not as a matter of law void 
the waiver of a claim to penalty damages and attorney fees 
pursuant to a settlement agreement to resolve litigation, 
the court ruled that the release at issue in this case barred 
the plaintiff’s claims for penalty damages and attorney 
fees under the SRCA. 

Single Business Tax Act—“Person” 
Required to File Tax Return
Kmart Michigan Prop Servs, LLC v Department of Treasury, 
No 282058, 2009 Mich App LEXIS 989 (Mich Ct App May 
12, 2009). Kmart Michigan Property Services (KMPS) was 
a limited liability company (LLC) formed in Michigan and 
wholly owned by its single member, Kmart Corporation 
(“Kmart”). KMPS had three employees and was responsi-
ble for winding up the business affairs of a former subsid-
iary, whose assets were sold to a third party. KMPS filed 
a single business tax (SBT) return for the fiscal year end-
ing January 28, 1998. The Department of Treasury audited 
KMPS for that fiscal year in connection with an audit of 
Kmart and determined that KMPS should not have filed a 
separate SBT return but should have submitted its income, 
credits, deductions, assets, and liabilities with those of the 
parent corporation, Kmart, for the tax year at issue. The 
Department determined that it would not accept KMPS’s 
SBT return for the period at issue and would disregard the 
entity and treat it as a division of Kmart.

The court of appeals held that, under the provisions of 
the Single Business Tax Act (SBTA), a Michigan LLC that 
was wholly owned by another entity was required to file an 
SBT return, regardless of its classification as a disregarded 
entity for federal tax purposes, because the petitioner fit 
within the statutory definition of a “person” conducting 
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business activity and the SBTA required all persons con-
ducting business activity in the state to file an SBT return. 
Therefore, the SBTA did not support the requirement of 
Revenue Administrative Bulletin 1999-9 that an organiza-
tion that is a disregarded entity for federal tax purposes 
for a given taxable period must also file as a disregarded 
entity for state tax purposes.

Personnel Agencies—License Requirements
Hudson v Mathers, 283 Mich App 91, __ NW2d __ (2009). 
In an action alleging breach of management and partner-
ship agreements between plaintiff and various defendants 
relating to one defendant’s work as an artist in the enter-
tainment and entertainment-related industries, the plain-
tiff qualified as a Type B personnel agency as defined in 
MCL 339.1001(l) and was required to be licensed under 
MCL 339.1003(1). The trial court properly dismissed the 
plaintiff’s breach of contract claim against the defendant 
because the plaintiff was not licensed as a personnel agen-
cy, and the plaintiff could not proceed against that defen-
dant under an equitable theory, such as unjust enrichment, 
because doing so would defeat the statutory requirement 
of a license to bring an action in Michigan courts as pro-
vided by MCL 339.1019(b).
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