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From the Desk of the Chairperson
By Mark W. Peters

One of the interesting things I have
discovered during this year as the
Chair of your Business Law Section
is that, to some extent, you get to do
what you want in this job. There are,
of course, certain matters that must be
addressed, like Section Council meetings, considering Section comments on
pending legislation that the government relations office
of the Bar Association or the Representative Assembly
make you aware of, collaboration with other sections,
etc., but when it comes to how you want to use your
year (fleeting as it is) to make some mark towards the
betterment of the Section, you really can set your own
course. I want to admit here, for all to know, that I have
used this opportunity selfishly.
I have chosen to spend my time on what has come to
be referred to in our Council minutes as the “Michigan
Law Schools Initiative.” The issue giving rise to the Initiative is the unavoidable fact that our Section, like virtually all of the Sections of the State Bar, is aging. There
are, of course, many causes for that. The simple demographics of an aging population in our country is one.
Changes in the priorities for associate time in the practice of law, increased availability of online legal research
resources, as well as exponential growth in information
and technology in general that compete for our time are
others. I can’t change all that, but as I outlined in my
column in our Spring Michigan Business Law Journal, I
still believe there is a very valuable spot in the career of
a Michigan business lawyer for active membership in
the Business Law Section. So what I decided we could
do was spend some old fashioned face-to-face time with
the younger members of our profession, even before
they have started practicing—the law school students—
listening to their needs and ambitions, and speaking
with them about what resources our Section has available and how we can make a positive impact on the development of their career in business law.
So, accompanied by Kevin Block, the Vice Chair of
our Section and Chair of the Section Development Committee, and Mark Kellogg, Chair of our Section’s Law
Schools Committee, we started contacting and meeting with faculty and students at some of our State’s
law schools. So far, we have worked with Wayne State
University Law School, Michigan State University College of Law and the University of Detroit Mercy School
of Law (initially, as part of their annual Detroit Mercy
Law Bar Association Fair). We have not gotten to all the
schools yet, but we are a patient bunch and we plan to
keep plugging away. At both Wayne State University
and the MSU College of Law, we met in small groups
with students and faculty to brainstorm about how we
can further be a resource to the law schools. At Wayne

State, that led to a lunchtime panel discussion in February by Kevin, Mark and I, joined by Celeste Arduino, the
Chair of our Nonprofit Corporations Committee, with
approximately forty students interested in business law.
The panel was moderated by Anne Choike, Director of
the Business and Community Law Clinic and Assistant
Clinical Professor at Wayne State University. During
this panel presentation, we answered questions about
our legal careers and the benefits we have derived from
participation in the Business Law Section. At U of D, we
had some initial discussions with students who have established a Business Law Society at the school, which
led to a follow-up discussion that Kevin and I had with
the U of D Business Law Society Executive Board a few
weeks later. These activities are small steps, but we plan
to do more.
My time spent on the Michigan Law Schools Initiative has been rejuvenating. If any of you are like me, and
have been out practicing for a number of years and have
not made a recent visit to the law school that you graduated from—or any law school for that matter—you have
made a mistake which should promptly be corrected.
The students with whom we have met are exceedingly
bright, ambitious, enthusiastic, curious and articulate.
They care about their profession and about social responsibility. Stereotypes regarding younger generations be damned – these young men and women make
me feel very good about the priorities and capabilities of
the leadership entering into our profession. In addition
to the students, the faculty and opportunities at the law
schools provide extremely impressive resources to the
students. Go online and stroll through the bios of some
of the faculty at our law schools. I don’t know about
you, but my resume doesn’t quite measure up. And opportunities to be a part of activities such as business law
clinics and transaction competitions provide students
with invaluable hands-on experiences directly translatable to the practice of law.
That is the selfish, and absolutely wonderful, way I
have spent a significant part of my time as your Chair.
Find a reason to go back to law school and get involved.
Not as a student, but as a mentor. Listen to the questions
from the students. Honestly share your experience and
advice. And while you’re at it, mention your experience
with the Business Law Section and what you have gotten out of it. Help them to understand that our Section
can be, not only the resource it is now, but also the exponentially more valuable tool they can build it to be with
their participation and leadership.			
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Taking Care of Business
Securities in Michigan

The Corporations, Securities, and
Commercial
Licensing
Bureau
(CSCL) is in the final stages of promulgating administrative rules pursuant to the Michigan Uniform Securities Act (2002) (the Securities Act).1
This article will provide an overview
of how CSCL implements the Securities Act, a brief explanation of the current regulatory framework, a highlevel review of the new rules, and a
brief discussion of some larger scale
policy changes that will result.
CSCL’s goal in moving forward
with the project is to modernize the
implementation of the Securities Act
in Michigan, to create securities markets that are safe for investors, and to
develop markets that are competitive
with those in other similarly-situated
states.

CSCL – An Overview of the
Regulator and Its Functions

CSCL administers many regulatory
programs that are critical to doing
business in Michigan, ranging from
business formation to capital raising and beyond. The Securities Act
is no exception given its role in creating securities markets that are safe
for Michigan investors, while also
seeking to create a capital formation
environment that allows Michigan
businesses to start, grow, and thrive.
CSCL constantly seeks to implement
policies that balance its mandates of
reducing fraud and protecting investors, while also trying to minimize
burdens on capital formation for
Michigan businesses.2
CSCL has authority under the Securities Act to regulate the offer and
sale of securities,3 broker-dealers,4
agents,5 investment advisers,6 and
investment adviser representatives.7
CSCL administers the Securities Act
by, among other things:
• Registering securities offerings and reviewing exemption filings as necessary;
• Registering broker-dealers,
investment advisers, and
the individuals they employ;
• Performing for-cause inves-

By Stephen Brey

tigations into complaints
filed by consumers, industry participants, and others;
• Performing both routine
and for-cause examinations
of broker-dealers and investment advisers;
• Bringing civil and administrative enforcement actions
against those who violate
the Securities Act; and
• Cooperating with relevant
criminal authorities8 to address violations of the Securities Act.

A Brief History and the
Current Regulatory
Environment

The Securities Act was signed into
law on January 15, 2009,9 and became effective on October 1, 2009.10
The Office of Insurance and Financial
Regulation (OFIR) was the agency
responsible for implementing the Securities Act11 until Governor Snyder
transferred the “Securities Division”
to the Department of Licensing and
Regulatory Affairs (LARA) by Executive Reorganization Order No. 20126.12 The LARA director delegated the
duties of administering the Securities
Act to the Director of CSCL.
Upon its effective date, the Securities Act repealed the predecessor
Michigan Uniform Securities Act,
1964 PA 265, as amended.13 The repeal left some regulatory gaps which
required OFIR’s Commissioner, as
the initial administrator of the Securities Act, to issue six Transition Orders
Administering the Michigan Uniform
Securities Act.14 The Transition Orders cover a wide variety of topics,
from establishing basic filing and fee
requirements for registrants, to creating recordkeeping requirements for
broker-dealers and investment advisers. They create various exemptions
from registration for certain securities
products and industry participants,
along with establishing conditions
for those products and participants
to maintain their exempt statuses. In
effect, the Transition Orders established the regulatory structure which
would ordinarily be created by rules

that the administrator at OFIR knew
would take time to develop. When
the Securities Division came to CSCL,
a new effort was undertaken to promulgate rules, and it hopes to finalize
them soon.15

The New Securities Rules

The new rules under the Securities
Act are broken out into five different
parts: (1) Definitions; (2) Exemptions
from Registration; (3) Registration of
Securities and Notice Filing of Federal Covered Securities; (4) Investment
Advisers and Broker-dealers; and (6)
Administration. Part 5 is reserved.
Part 1 – Definitions
Part 1 is a short section, containing
only two rules: R. 451.1.1 (Rule 1.1)
and R. 451.1.2 (Rule 1.2).
Rule 1.1 creates defined terms that
are used throughout the rule set. It
generally addresses forms that are
used by registrants and the meaning
of certain acronyms for organizations.
Rule 1.2 creates a safe harbor exclusion from the definition of “broker-dealer” under the Securities Act.
The rule is intended to exclude from
broker-dealer regulation individuals
that are facilitating introductions between issuers and investors in a very
limited way.
Limitations under Rule 1.2 include deal size ($15,000,000);16 nonparticipation in negotiations of the
deal;17 refusing to advise any party on
the value of the securities at issue or
the advisability of buying or selling
them;18 not participating in the preparation, delivery, or execution of offering documents or contracts related to
the investment;19 refraining from conducting due diligence on behalf of an
issuer or an investor;20 not selling securities in which the person is a direct
or indirect owner;21 refraining from
taking possession or custody of funds
or securities in connection with the
transaction;22 refraining from offering
or selling securities in violation of the
Securities Act registration requirements at section 301, MCL 451.2301;23
not receiving transaction-based compensation in connection with the offer or sale of securities;24 and, certain
5

6
contract, investor disclosure, and recordkeeping requirements.25
While Rule 1.2 is an attempt to
bridge the gap between who is a
“finder” under section 102(i) of the
Securities Act, MCL 451.2102(i), and
who is a “broker-dealer,” CSCL notes
that it is not all-encompassing. “Finder” is a separately defined classification of securities industry participant
under the Securities Act, and the Rule
1.2 safe harbor is not the only way for
a person to fall within its definition.
Part 2 – Exemptions from
Registration
Part 2 of the rule set creates exemptions from registration for certain
not-for-profit securities26 and for securities related to oil and gas so long
as the persons involved meet defined
industry standards.27 The rules continue current regulatory standards
created by the Transition Orders.
Rule 451.2.2 identifies securities
manuals the administrator recognizes for purposes of exemption under
MCL 451.2202(1)(b)(iv). CSCL has
not recognized the so-called “manual
exemption” under the Transition Orders, but will once the rules are in
place. Rule 451.2.5 clarifies that “purchaser” can include multiple persons
living within the same household
for purposes of the exemption under
MCL 451.2202(1)(n), which limits the
number of buyers to 50.
Rule 451.2.3 creates a “bad actor” disqualification from relying on
specific exemptions under Article 2
of the Securities Act. This is a policy
shift that is new under Michigan law,
and is expected to enhance investor
protection in this state. The Securities and Exchange Commission by
rule disqualifies certain persons with
criminal or regulatory events in their
pasts from relying on federal Regulation A and Regulation D exemptions
from registration. SEC Rule 506(d), 17
CFR 230.506(d), and SEC Rule 262, 17
CFR 230.262, disqualifications were
the models for the rule. Input from
members of the State Bar of Michigan’s Business Law Section, Securities Regulation Committee, Rules
Subcommittee was helpful to finaliz-
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ing a workable bad actor disqualification rule.
Part 3 – Registration and Notice
Filing of Federal Covered Securities
Part 3 controls registration of securities and notice filings for federal
covered securities. The rules largely
maintain the regulatory status quo as
it exists under the transition Orders:
Rule 451.3.1 controls notice filings for
investment company securities; Rule
451.3.2 directs filings to be made with
the North American Securities Administrators Association (NASAA)
Electronic Filing Database (EFD) in
circumstances that the system allows;
Rule 451.3.3 creates the Small Corporate Offering Registration (SCOR)
which is a continuation of current
policy; Rules 451.3.4 and 451.3.5 provide requirements for registration by
qualification under MCL 451.2304(2).
Rule 3.6 represents a shift in policy by adopting NASAA’s Statements
of Policy (SOPs). The SOPs create
standards for CSCL staff to apply in
reviewing the adequacy of registration filings. In circumstances that the
filing meets the SOP standards, the
registration can be approved; however, where the SOP standards are
not met, staff can send a comment letter to the applicant to let the person
know what information is necessary
to proceed with the registration process. SOPs are not in use under the
Transition Orders, and will represent
a shift in how CSCL reviews registration applications.
If an applicant fails to complete or
withdraw the application within seven months of filing, then Rule 451.3.7
allows the Administrator to deny the
registration.
Part 4 – Broker-Dealers, Agents,
Investment Advisers, Investment
Adviser Representatives, and Federal
Covered Investment Advisers
Part 4 of the rules is the most significant in size and scope, addressing the
conduct of broker-dealers, agents, investment advisers, investment adviser representatives, and federal covered investment advisers. Part 4 generally continues the current regulato-

ry environment under the Transition
Orders. However, there are rules that
alter current regulatory practices in
an attempt to bring Michigan in line
with other states that have adopted
the 2002 version of the Uniform Securities Act. A full review of Part 4
is impractical due to size of this article; therefore, a brief review of largerscale policy changes will follow.
Rule 451.4.2 creates a registration
exemption for merger and acquisition
brokers (M&A Brokers), who are persons (entities and individuals) that
effect securities transactions solely in
connection with the transfer of ownership of eligible privately held companies.28 An M&A Broker is exempt
from broker-dealer or agent registration unless the person receives, holds,
transmits, or has custody of the funds
or securities to be exchanged by the
parties to the transaction;29 engages
on behalf of an issuer in a public offering as defined by the Securities Act
of 1933, or on behalf of an issuer required to file under section 15(d) of
the Securities Exchange Act of 1934,
15 USC 78c(d);30 engages on behalf of
any party in a transaction involving a
public shell company;31 or is subject
to specified disqualifications outlined
in the rule.32
Rule 451.4.5 adopts an exemption for investment advisers to private funds. The rule is a modified
version of the NASAA Model Rule
on the topic which has been adopted
by a number of other Midwest states
that utilize the 2002 Uniform Securities Act.
Currently, Transition Order 6 allows private fund advisers to be exempt if the fund only accepts investments from qualified clients and accredited investors, and if there is a
written contract between the adviser
and the fund. Rule 451.4.5 will create
additional requirements for advisers
to private funds to be exempt from
registration in Michigan, and bring
Michigan’s regulatory scheme more
in line with other similarly-situated
states.33
To be exempt under Rule 451.4.5,
an adviser: must only advise 3(c)(1)
funds that are not venture capital

TAKING CARE OF BUSINESS
funds;34 cannot be subject to any disqualifications described in SEC Rule
506(d), 17 CFR 230.506(d);35 must file
with CSCL all reports and amendments filed with the SEC;36 must only
advise funds that accept investments
from qualified clients and accredited
investors;37 must make specified written disclosures to investors;38 and,
must obtain and provide audited financial statements to fund investors
on an annual basis unless the adviser is exempt from the requirement.39
The rule exempts individuals employed by or associated with the private fund adviser from investment
adviser representative registration
requirements,40 establishes the IARD
as the depository for filings,41 creates
requirements for advisers that become ineligible for the exemption,42
and creates a grandfathering clause
for funds that exist prior to the effective date of the rule.43 The transition
period for this rule will be 12 months,
rather than six months applicable to
the rest of the rule set.44
Section 406(2) of the Securities
Act requires registrants to “promptly” file updating amendments to their
applications when the information
becomes inaccurate. Rule 451.4.7(4)
clarifies that “promptly” for purposes of filing updating amendments to
the broker-dealer’s Form BD or an
agent’s Form U4 means within 30
days of any event requiring the updating amendment. Rule 451.4.10(4)
creates the same requirement with respect to updating an investment adviser’s Form ADV within 30 days of
any event requiring an amendment,
and Rule 451.4.11(4) requires updates
within 30 days of any such event for
investment adviser representatives.
The Transition Orders did not have a
specific time frame for amendments.
Rule 451.4.14 creates a bond requirement for investment advisers
that have custody of client funds or
securities, or who have discretionary
authority over client funds or securities if the adviser does not meet net
worth requirements of Rule 451.4.17.
Rule 451.4.17 requires investment
advisers with custody to have a minimum net worth of $35,00045 unless
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the custody is solely due to direct fee
deduction,46 or the adviser advises a
pooled investment vehicle.47 An adviser with discretionary authority
must have a minimum net worth of
$10,000.48 The Transition Orders only
required advisers to maintain a positive net worth.
Rule 451.4.21 creates a requirement that investment advisers establish, implement, and maintain written business continuity and succession plans (BCP); the rule is based on
a NASAA Model Rule. The Transition Orders had no such requirement,
though staff has long suggested it as
a best practice when conducting investment adviser examinations.
Rule 451.4.25 enumerates prohibited practices for investment advisers and investment adviser representatives, and Rule 451.4.27 enumerates
a similar list for broker-dealers and
agents. The rules are each based on
NASAA Model Rules with some minor modifications. The rules are intended to identify specific conduct
that may result in administrative action against a registrant. The specific
prohibitions are not, however, exclusive, as catch-all language may capture fraudulent, dishonest, or unethical conduct not specified in the
rules.49 The Transition Orders did
not address specific conduct that was
prohibited under the Securities Act,
so these new rules should offer clarity to registrants on the topic.
Part 6 – Administration
Part 6 has only two rules. Rule 451.6.1
establishes a process for requests
for interpretive opinions, and Rule
451.6.2 establishes copy and certification fees. Rule 451.6.1 is a holdover
from the old rules, while Rule 451.6.2
is a new rule.

Conclusion

CSCL looks forward to finalizing the
rule promulgation process. The rules
will modernize implementation of
the Securities Act, promote the protection of Michigan investors, and
contribute to a healthy capital formation environment for Michigan businesses. CSCL and its staff thank all
those members of the Business Law

Section who were integral to completing the project.

NOTES
1. 2008 PA 551, as amended, MCL 451.2101
et seq.
2. MCL 451.2608(2).
3. MCL 451.2301.
4. MCL 451.2401.
5. MCL 451.2402.
6. MCL 451.2403.
7. MCL 451.2404.
8. “The attorney general or the proper
prosecuting attorney may institute appropriate
criminal proceedings under [the Securities
Act] with or without a reference from the
administrator.” MCL 451.2508(2).
9. Legislative History of 2008 PA 551 is
available at: http://legislature.mi.gov/doc.
aspx?2007-HB-5008.
10. MCL 451.2701.
11. MCL 451.2102(a).
12. MCL 445.2034.
13. MCL 451.2702.
14. The Transition Orders are viewable on
CSCL’s website at: https://www.michigan.gov/
lara/0,4601,7-154-61343_32915-268142--,00.
html.
15. The new rules under the Securities
Act will negate the need for the six Transition
Orders, and the administrator intends to rescind
them on the effective date of the new rules.
Rule 451.4.5, however, has a different effective
date than the rest of the rule set, which will
require parts of Transition Order 6 to remain
in place for a longer period than the rest of the
Transition Orders.
16. Rule 451.1.2(1)(b)(i)(A).
17. Rule 451.1.2(1)(b)(i)(B).
18. Rule 451.1.2(1)(b)(i)(C).
19. Rule 451.1.2(1)(b)(i)(D).
20. Rule 451.1.2(1)(b)(i)(E). A person
exempt under this rule is prohibited from doing
due diligence on behalf of the issuer or the
investor, but not on behalf of oneself. There is
no prohibition on understanding the operations
of issuers that the person refers to investors
or the investors referred to issuers. Due
diligence may be done for one’s own benefit,
but not on behalf of the issuer or investor, or
communicated as a part of the introduction.
Communications regarding the opportunity
should be between the issuer and the investor,
and should not involve the referrer.
21. Rule 451.1.2(1)(b)(i)(F).
22. Rule 451.1.2(1)(b)(i)(G).
23. Rule 451.1.2(1)(b)(i)(H).
24. Rule 451.1.2(1)(b)(i)(I).
25. Rule 451.1.2(1)(ii)-(iv).
26. Rule 451.2.1.
27. Rule 451.2.4.
28. An eligible privately held company
cannot have securities registered with the SEC,
or be required to have securities registered with
the SEC under either the Securities Act of 1933
or the Securities Exchange Act of 1934. It must
also have EBITDA of less than $25,000,000
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and gross revenues less than $250,000,000. Rule
451.4.2(1)(b)(i)-(ii).
29. Rule 451.4.2(3)(a).
30. Rule 451.4.2(3)(b).
31. Rule 451.4.2(3)(c).
32. Rule 451.4.2(4)(a)-(d).
33. For a more thorough comparison
of Rule 451.4.5 to Transition Order 6 and
other states, see CSCL’s Regulatory Impact
Statement and Cost Benefit Analysis at:
https://www.michigan.gov/documents/lara/
Securities_Proposed_Admin_Rule_Reg_
Impact_Statement_619371_7.pdf.
34. A 3(c)(1) fund that is not a venture
capital fund is a fund with fewer than 100
investors that does not propose to engage in a
public offering in the future. See section 3(c)(1)
of the Investment Company Act of 1940, 15
USC 80a-3(c)(1).
35. Rule 451.4.5(3)(a).
36. Rule 451.4.5(3)(b).
37. Rule 451.4.5(4)(a).
38. Rule 451.4.5(4)(b).
39. Rule 451.4.5(4)(c)-(d). Funds that
only accept qualified clients and which make
certain disclosures regarding that fact may be
exempt from the audited financial statement
requirement.
40. Rule 451.4.5(6).
41. Rule 451.4.5(7).
42. Rule 451.4.5(8).
43. Rule 451.4.5(9).
44. As a result, Transition Order 6 will not
be rescinded in its entirety until the effective
date of Rule 451.4.5.
45. Rule 451.4.17(2).
46. Rule 451.4.17(2)(a).
47. Rule 451.4.17(2)(b).
48. Rule 451.4.17(3).
49. See generally Rule 451.4.25(2) and Rule
451.4.27(2).
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Tax Matters

By Eric M. Nemeth

When Are State Taxes Not State Taxes?
The impact of the Federal Tax Cuts
and Jobs Act is still being analyzed
and debated by individuals, passthroughs and corporations. One of
the most widely-published parts of
the law is the $10,000 limit for state
and local tax deductions (income and
property tax combined). The cap runs
through the year 2025 under the present law. A number of “higher-tax”
states are considering proposals that
would allow taxpayers to characterize
payments to their respective states as
fully deductible charitable contributions. New York has recently enacted
a scheme for charitable contribution
funds for education and health care.
Other states, including members of
the Michigan legislature are debating
similar strategies.
The U.S. Department of Treasury
has announced forthcoming efforts
to block such actions from impacting
federal tax law. It is well-established
that federal law controls how payments can be characterized for federal tax purposes. Historically, divorce
settlements and the determination of
child support versus alimony is not
determined for federal tax purposes
by the divorce settlement, although
the settlement is a factor. Practitioners with clients potentially impacted
by changes in state tax laws will have
to carefully consider and advise clients of the potential hazards in claiming such deductions on their respective tax returns. Practitioners licensed
to practice before the IRS pursuant
to Circular 230 should also consider
the merits of the strategies. Certainly
a well-crafted letter to the clients outlining the issue and hazards of litigation is advised. Similarly, divorces finalized after December 31, 2018, will
have to navigate the elimination of
the above-the-line deduction for alimony.

Technology

The IRS has released its five-year strategic plan. Not surprisingly technology upgrades are a high priority to
help offset the impact of a significant
cut in its personnel. Upgraded tech-

nology systems are seen as a path to
do more with less. In addition, implementation of the new tax law has
placed additional demands upon the
IRS resources with some funding increases pending. Plans call for replacing and updating hardware and more
module-friendly web services. The
present IRS website is a vast improvement from just a couple of years ago,
although it was well-published the
site crashed on tax day resulting in a
one day extension to file tax returns
or file an extension.

Bankruptcy

In a recent decision from the United
States Bankruptcy Court for the Eastern District of Michigan, the Court
held that sovereign immunity cannot shield the IRS from a bankruptcy trustee’s fraudulent transfer suit
based upon state law. The case sheds
light on Section 544 of the Bankruptcy
Code and a split of authority between
the Seventh and Ninth Circuits.
Could the Supreme Court weigh in
on another tax case?
The IRS has announced upcoming guidance to emphasize nonresident tax complianc. It is the IRS Large
Business and International Division
(LB&I). The IRS admits that tax-treaty
exceptions can be confusing. Compliance with Section 263A concerning
capitalization is a priority. Expect a
greater emphasis concerning the reporting of transactions with foreign
trusts, IRS Form 3520.

Establishment Clause

The Seventh Circuit is considering
whether IRC 107(2), a section that
excludes a rental allowance given
to religious ministers from gross
income, violates the establishment
clause. A district court judge issued
an injunction barring the IRS from
enforcing that provision. Many feel
this case will eventually reach the
Supreme Court.

that might not be paying City of Detroit income taxes. The city recently
filed suit against Bedrock for tenant
information. Taxpayers that might be
concerned about the consistency of
the residency reporting or otherwise
are advised to seek counsel.
Michigan Treasury Discovery
Division has been sending “Letter
of Inquiry Concerning Michigan Individual Income Tax” in an effort to
address the fraud, identity theft, and
data breaches. Ironically, the letters
themselves generate suspicion of
“phishing.” When in doubt, inquire
with Michigan Treasury.

Torn from the Headlines

Former NBA player Kermit Washington was sentenced to six years in
prison for charity fraud and ordered
to pay nearly $1 million in restitution.

Eric M. Nemeth of
Varnum LLP in Novi,
Michigan, practices
in the areas of civil
and criminal tax controversies, litigating
matters in the various federal courts
and administratively. Before joining Varnum, he served as a senior
trial attorney for the Office of Chief
Counsel of the Internal Revenue
Service and as a special assistant
U.S. attorney for the U.S. Department of Justice, as well as a judge
advocate general for the U.S. Army
Reserve.

Closer to Home

The City of Detroit has stepped up
efforts to find residents and workers
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Technology Corner

By Michael S. Khoury

Cybersecurity Compliance by Department of Defense Contractors
This column is a follow up to one of
the topics covered in the Summer
2017 Technology Corner.1 One of the
topics covered there was new compliance obligations facing all companies that have contracts (directly and
indirectly) with the U.S. Department
of Defense (DoD). These requirements for DoD contractors have been
overshadowed by all of the activity
surrounding the implementation of
the European Union’s General Data
Protection Regulation. Unfortunately
for some, deadlines have passed and
many contractors are at risk.
I need to make a disclaimer here. I
do represent a company that provides
compliance services for DoD contractors. Were it not for that client, however, these rules may have also been
under my radar. The topic of companies being unaware of (or ignoring)
the DoD cyber requirements was also
raised in discussions earlier this summer at a cyber risk summit hosted by
the FBI and Department of Justice.
That prompted me to address the
topic again.

FARS, DFARS and NIST

While I am sure that the details of last
year’s article are at the forefront of
your memory, let me summarize the
part about the DoD. Several requirements were issued in connection
with the Federal Acquisition Regulations about basic security controls
that all contractors needed to put in
place. The DoD also promulgated
additional requirements in October
2016 which mandatory cyber incident reporting requirements for DoD
contractors and subcontractors. All
such entities are subject to information safeguarding and cyber incident
reporting requirements. Any defense
contractor which processes, stores,
or transmits defense information is
subject to the rules. As a follow up,
the National Institute of Standards
and Technology (NIST) established
requirements and guidelines in Special Publication (SP) 800-171.
The essence of the obligations is
that each DoD contractor has to first
10

be able to document that it has controls in place to protect “controlled
unclassified information” (CUI)2 in
nonfederal systems and organizations. Each entity must also have a
System Security Plan (SSP) that must
“describe the boundary of [a government contractor’s] information system; the operational environment for
the system; how the security requirements are implemented; and the relationships with or connections to other
systems.” If requested, government
contractors will be required to provide the Government with its SSP and
any associated Plans of Action and
Milestones (POAM). Federal agencies
may consider SSPs and PAMs as critical inputs when deciding to award a
contract that requires the processing,
storing, or transmitting of CUI on a
contractor information system.
To make things easy and clear, the
DoD issued a simple two-page document entitled “Safeguarding Covered
Defense Information – The Basics.”3
One pertinent part I would like to
highlight is the first requirements section. I have added the underlining.
To safeguard covered defense
information contractors/subcontractors must implement
NIST SP800-171, Protecting
CUI in Nonfederal Information
Systems and Organizations, as
soon as practical, but not later
than Dec 31, 2017
- For contracts awarded prior
to 1 Oct 2017, contractors/subcontractors shall notify DoD
CIO within 30 days of contract
award of any NIST SP 800171 security requirements not
implemented at the time of
contract award.
- If the offeror proposes to vary
from NIST SP 800-171, they
shall submit to the CO a written explanation of why a security requirement is not applicable OR how an alternative security measure is used to achieve
equivalent protection.4

DoD also published a detailed
presentation entitled “Cyber Security
Challenges- Protecting DoD’s Unclassified Information”5 that provided
details about implementation of security controls, data breach obligations
and incident reporting. As the presentation pointed out, however, there
were no strong enforcement mechanisms in place. The contractor’s obligation is to “attest” to compliance by
signing the contract.
The industry has been aware of
the deadline and some were scrambling to meet the end of the year compliance date.6 The message is not getting to everyone or some, especially
small and medium-sized businesses,
are waiting for the “knock on the
door” before taking action.

Enforcement Moves Forward
(Slowly)

It is probably not surprising that the
lack of a real enforcement mechanism
did not push compliance to the forefront when annual budgets are put
into place by companies. Recent activity by the DoD indicates that there is a
concern, however. In April, proposed
guidance entitled “DoD Guidance
for Reviewing System Security Plans
and the NIST SP 800-171 Security
Requirements Not Yet Implemented”
was published in the Federal Register.7 Also published was a detailed
template to guide contractors in the
System Security Plan assessment.8
While the DoD has made it clear that
it will not certify compliance, it has
indicated that the next steps will be
to assess compliance and it is making
plans to start that process.
Part of the process started in May
2018 when a memorandum was distributed by the Under Secretary of
Defense Kernan that tasked a DoD
department with developing a plan
for oversight of information data
protection across the defense industrial base.9 The infiltration by Chinese hackers of a Navy contractor
that resulted in the theft of classified
submarine warfare information10 will
likely accelerate this process.

TECHNOLOGY CORNER

Conclusions

At some point, each of your clients that have DoD contracts will
be asked to prove compliance. The
inability to show that will likely
result in adverse actions against
the client’s business, perhaps
including debarment. Better safe
than sorry is the key take-away
here, especially since the date by
which compliance was required
has long since passed.

NOTES
1. Michael S. Khoury, Martin B. Robins,
Kimberly Dempsey Booher, and Geoffrey M.
Goodale, Technology Corner: Data Breach and Cyber
Incident Response Planning, MI Bus LJ, Summer
2017, at 8-10.
2. See https://www.archives.gov/cui/
registry/category-list.
3. See http://business.defense.gov/
Portals/57/Safeguarding%20Covered%20
Defense%20Information%20-%20The%20
Basics.pdf.
4. Id.
5. See https://business.defense.gov/
Portals/57/SBTW18%20Cybersecurity%20
Update.pdf ?ver=2018-04-20-164708-217.
6. http://www.govtech.com/blogs/
lohrmann-on-cybersecurity/governmentcontractors-face-new-year-security-deadlinefor-dod.html.
7. https://www.federalregister.gov/
documents/2018/04/24/2018-08554/dodguidance-for-reviewing-system-security-plansand-the-nist-sp-800-171-security-requirementsnot.
8. https://csrc.nist.gov/CSRC/media/
Publications/sp/800-171/rev-1/final/
documents/CUI-SSP-Template-final.docx.
9. TBD.
10. https://www.washingtonpost.
com/world/national-security/chinahacked-a-navy-contractor-and-secureda-trove-of-highly-sensitive-data-onsubmarine-warfare/2018/06/08/6cc396fa68e6-11e8-bea7-c8eb28bc52b1_
story.html?noredirect=on&utm_
term=.4ee3605c9c91 and https://www.
nytimes.com/2018/06/08/us/politics/chinahack-navy-contractor-.html.
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Touring the Business Courts
The legislature passed the business
court statute in October 2012. The legislation was effective January 1, 2013.
By that time, two specialized business dockets were already in operation, one in Macomb County Circuit
Court (established November 1, 2011)
and one in Kent County Circuit Court
(established March 1, 2012). What led
up to the creation of the specialized
business dockets, which predated
the business court statute? This column takes a retrospective view of
the business courts from the point
of view of Kent County Business
Court Judge Christopher P. Yates and
retired Macomb County Business
Court Judge John C. Foster, the first
two business court judges in Michigan. Furthermore, Judge Timothy G.
Hicks of the Muskegon County Business Court will share some advice for
both transactional attorneys and litigators alike.

The First Business Courts
Macomb County
In 2011, Judge Foster became increasingly interested in the idea of business courts. “I attended bar meetings on the topic and I began to read
about the concept.” Judge Foster
already had some business cases at
the time, and he really enjoyed them.
So, he approached then Chief Judge
(now Michigan Supreme Court Justice) David F. Viviano and discussed
implementing a business docket.
“Judge Viviano let me build a business docket bit by bit, taking fewer
general civil cases and criminal cases
over time.” Beyond that, Judge Mary
A. Chrzanowski was “very supportive and took on my criminal docket.”
As a result, Macomb County Circuit
Court had the first true business
docket in Michigan, and Judge Foster
was the first business court judge in
Michigan.
Eventually, Judge Foster became
Chief Judge of Macomb County Circuit Court. This allowed him to establish a larger business court docket.
In the end, the business court met his
expectations: “We were able to pull
12

By Douglas L. Toering and James A. Buster

business cases from the bottom of
other dockets and give them the time
and attention they needed and required; it also allowed judges on the
other dockets to get some relief from
these paper intensive cases.”
As part of this effort to implement the specialized business docket, Judge Foster marshaled a group
of court staff and private attorneys.
They established discovery protocols
for various kinds of business litigation. Judge Foster appreciates the efforts of the court staff and the private
attorneys.
Judge Foster retired in April 2015.
He still has fond memories of the Macomb County Specialized Business
Docket, and he is particularly proud
that Macomb County had the first
business court in Michigan. Today,
Judge Richard L. Caretti and Judge
Kathryn A. Viviano serve as the two
business court judges for Macomb
County. They both maintain a mixed
docket of business, general civil, and
criminal cases.

Kent County
As Judge Yates recalls, the business
courts really began to build momentum when the State Court Administrative Office (SCAO) contacted the
chief judges in Wayne, Kent, and
Macomb counties to discuss a “pilot
project on business courts.” Chief
Judge Donald A. Johnston of Kent
County Circuit Court jumped at the
opportunity. After some discussion
with his fellow Kent County judges,
Chief Judge Johnston decided that
Judge Yates would become the first
business court judge for Kent County.
At that point, Judge Yates recollects,
“we had to create the business court
from scratch.”
“Everyone was a little nervous
about this because the criminal and
family divisions would be losing
me,” Judge Yates notes. But, his fellow judges were supportive and took
on his family and criminal docket.
In fact, the criminal and family divisions were generally happy about the
transition because “complicated, pa-

per intensive cases would come off of
their dockets.”
In the meantime, the Kent County
Circuit Court set up its specialized
business docket website and an electronic filing system, which had not
previously existed in Kent County.
Judge Yates and Chief Judge Johnston
worked on the Local Administrative
Order (LAO) (2011-05), which was ultimately accepted by SCAO and was
issued on October 18, 2011. “That order set up our entire business court
system in Kent County, and great
thanks is owed to Chief Judge Johnston who did most of the heavy lifting on preparing the LAO.” Looking
back, Judge Yates is pleased with the
way the specialized business docket
was established in Kent County.
Fast forward to today. Judge
Yates observes, “We get 250-270 filings a year in the business court; this
is much larger than we had anticipated, and it has become a significant
share of the circuit court’s docket as a
whole.” Although other judges from
Kent County Circuit Court had joined
Judge Yates on the business docket
for short periods of time, Judge Yates
is now the only business court judge
for Kent County. His docket is solely
business cases.

The Original Business
Courts in Action

Judge Yates gets deeply involved in
business court cases from day one:
“For small cases, I almost immediately schedule a settlement conference
before permitting discovery.” Judge
Yates tried to impress on counsel that
“it’s not worth spending sixty-thousand dollars on attorney fees for a
forty-thousand-dollar case.” Even for
larger cases, Judge Yates favors early
settlement discussions and early
mediation.
As part of his standard protocol,
Judge Yates also insists that counsel
attend an initial case conference in
person. “I don’t let them submit a
scheduling timeline; I want them to
come in and discuss the case and tailor the case schedule to what is actually needed and anticipated.”

TOURING THE BUSINESS COURTS
The Kent County Business Court
also publishes Judge Yates’ decisions online in a searchable format.
Although business court cases are
posted on SCAO’s website,1 the
Kent County Business Court website includes decisions before the
business court statute was passed
and that are not on SCAO’s website.
According to Judge Yates, posting his
decisions gives litigators and transactional attorneys a sense of consistency and predictability because “they
can look at the opinions and see how
I am likely to rule on an issue based
on previous cases with similar facts.”
Likewise, Judge Foster took a
very similar approach when he was
the business court judge in Macomb
County. “I was very proactive about
initial disclosures and early resolution of disputes. I tailored my
approach to the needs of the individual case; I wanted to implement timelines that made sense. I wanted to sit
down with counsel, with the parties,
and get things done.”

Practicing in the Business
Courts

Judge Hicks, the business court judge
in Muskegon County, would like to
see transactional attorneys put “a
greater focus on plain English” when
drafting their documents. “There is
real value to using plain English and
shorter sentences. Shorter sentences
are more precise and can eliminate
a lot of ambiguity.” He also recommends using “defined terms” because
they help parties understand exactly
what they are agreeing to and can
provide guidance if a dispute arises.
He had similar advice for litigators: “Don’t be afraid to shorten your
paragraphs or to use plain English
and concise prose.” Judge Hicks recommends that counsel be judicious
with their textual emphasis. “In
some briefs, almost every other line is
emphasized in italics or bold—that is
too much.” Finally, Judge Hicks suggested that more attorneys use headings. He believes that “the proper
use of headings really helps orient
the reader and provides a framework
to understand the matter at hand.”
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Judge Yates and Judge Foster
echoed Judge Hicks’s advice: be
clear, be precise, be concise. Both
Judge Foster and Judge Yates recommend that attorneys be proactive in
business cases. If counsel have disputes, they should contact each other
by telephone and try to resolve those
disputes as quickly as possible.
Judge Foster also provided some
advice for new business court judges:
“Don’t be afraid to innovate and to
improve the business court docket. It
can be a lot of work to keep the cases
moving and you have to stay on it,
but it’s a rewarding experience that is
worth the effort.”

NOTES
1. The SCAO website is an excellent
source of information on the business courts.
It includes the local administrative orders and
decisions of the business court judges in an
organized, searchable format. http://courts.
mi.gov/administration/admin/op/businesscourts/pages/business-courts.aspx.
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Nonprofit Tax Reform: Fact, Fiction
and Where We Now Stand
By Jennifer Oertel
On December 22, 2017, President Trump
signed into law H.R. 1, commonly referred
to as The Tax Cuts and Jobs Act (the “Act”),1
a sweeping overhaul of the Internal Revenue
Code (“IRC”). While many of the proposed
provisions affecting tax-exempt organizations did not make it into the final bill because
the House and Senate bills could not be reconciled, the provisions that affect tax-exempt
organizations will significantly alter operations. Given that the new provisions are in
effect for tax years beginning after December
31, 2017, and, in the opinion of many, were
hastily enacted, Congress and regulators are
scrambling to enact technical amendments
to, and interpretations of, the Act.
Fact: The Following Changes Directly Affecting Tax-Exempt Organizations Were Enacted

Excise Tax on Excess
Compensation Paid by Tax
Exempt Organizations
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Under newly adopted IRC 4960, a 21% excise
tax applies to applicable exempt organization
for compensation paid in excess of $1 million
to certain highest compensated employees
(referred to as “covered employees”). The
tax applies to organizations exempt from taxation under § 501(a), § 521(b)(1) farmers’ cooperatives, entities that have income excluded from taxation under § 115(1), and § 527(e)
(1) political organizations. Compensation includes compensation by certain related entities and excludes compensation paid to a licensed medical professional for medical or
veterinary services.
A “covered employee” includes any current or former employee if that individual (a)
is one of the organization’s five highest compensated employees for the year, or (b) was
a covered employee of the organization, or
any predecessor organization, for any year
after 2016.
Additionally, a tax-exempt organization
must pay an excise tax of 21% if it makes
an “excess parachute payment” to a “covered employee.” An “excess parachute

payment” is any amount by which a “parachute payment” is more than the employee’s average taxable compensation over the
prior five years. A “parachute payment” is
any payment to or for the benefit of a covered employee if it is (a) contingent on the
employee no longer working for the organization, and (b) the aggregate present value of
the payments is equal to or greater than three
times the employee’s average taxable compensation over the prior five years.
These provisions are intended to bring
tax-exempt organizations in line with similar restrictions that have long been in effect
for for-profit corporations. However, there
are some interesting, and likely unintended,
consequences and questions resulting from
its wording: namely, whether or not public
colleges and universities were inadvertently
exempted from the provision.
The new IRC 4960 delineates the types
of organizations to which the rule applies,
including entities exempt under § 501(a), and
clearly includes private colleges and universities. However, there is debate as to whether
public colleges and universities, as “quasigovernmental” institutions, would be subject
to the new tax if they rely upon a different
section of the IRC for their exemption. Adding to the confusion is the fact that some public schools have received § 501(c)(3) status
letters, some have received determination
letters that they are exempt under § 115(1),
and some are relying on intergovernmental
immunity or a combination of provisions.
There are many IRS private letter rulings that
attest to the fact that public colleges and universities may base their federal tax-exempt
status on being either an integral part of a
state or political subdivision or that they possess sufficient powers to qualify as a political subdivision. It is also interesting to note
that the new excise tax on the endowments of
private colleges and universities (discussed
below) was very clear that it applied only
to such “private” institutions by explicitly
exempting state colleges and universities as
defined in IRC 511(a)(2)(B).
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Paul L. Caron, Dean of Pepperdine University School of Law, points out an interesting result arising from this discrepancy: the
tax would not apply to the salaries of public university coaches such as the University
of Michigan’s football coach Jim Harbaugh.
yet it would apply to the salary of Stanford’s
coach David Shaw, thereby potentially creating an advantage for state schools in recruiting top coaching talent.2
Presumably, policy questions will be
answered by Treasury and procedural questions by the IRS’ new Tax Reform Implementation Office, hopefully in the near future. As
a “near term priority,” the second quarter
update to the 2017-2018 Priority Guidance
Plan includes “guidance on certain issues
relating to the excise tax on excess remuneration paid by ‘applicable tax-exempt organizations’ under section 4960.”3 Further, in a
recent ALI presentation on the applicability
of § 4960, Stephen Tackney, Deputy Associate Chief Counsel (Employee Benefits), IRS
Office of Chief Counsel, stated that this issue
is “…being looked at quite closely by our
exempt organizations specialists.”4

Excise Tax on Investment Income
of Private Colleges and Universities

The Act added a new § 4968 that imposes a
1.4% excise tax on the net investment income
of certain educational institutions. The excise
tax applies to private colleges and universities that had at least 500 students during the
preceding taxable year, more than 50% of
which are located in the United States, and
an aggregate fair market value of assets at the
end of the preceding taxable year (other than
those assets which are used directly in carrying out the institution’s exempt purpose) of
at least $500,000 per student.

New Calculation of Unrelated
Business Taxable Income

The Act amends the unrelated business taxable income (UBTI) provisions by adding a
new paragraph in § 512(a)(6) that requires
exempt organizations with one or more unrelated trades or businesses to compute unrelated business taxable income separately with
respect to each unrelated trade or business,
including for purposes of determining any
net operating loss deduction. Under prior
law, a tax-exempt organization calculated
its UBTI by aggregating all of its income and
deductions from its unrelated trades or busi-

nesses, offsetting gains from one or more of
its activities by losses from its other activities.
Changes by the Act require UBTI to be
calculated separately for each trade or business. As with many of the other provisions
of the Act, practitioners are scrambling to
determine what constitutes each individual
“trade or business” in an effort to mitigate
the additional taxes to be incurred by taxexempt organizations.
Although this effectively prohibits taxexempt organizations from using a net operating loss (NOL) from one unrelated trade or
business to offset gain from another unrelated trade or business, if the organization has
an NOL carryover from years before 2018, it
can deduct the NOL against its aggregated
UBTI. The new corporate rate of 21% will
apply to such taxable income.

UBTI Increased by Disallowed
Fringe Benefit Expenses

The Act adds a new paragraph to § 512(a)
(7) that requires an exempt organization
to include as UBTI any amounts paid or
incurred by the organization for the following fringe benefits (provided that a deduction
is not allowable under IRC 274): any qualified transportation fringe, any parking facility used in connection with qualified parking, or any on-premises athletic facility. This
new provision does not apply to amounts
directly connected with an unrelated trade or
business which is regularly carried on by the
organization.
The Act eliminated a number of deductions that corporations and other taxable
entities had taken advantage of prior to 2018,
including providing employees with “qualified transportation fringe benefits” (van
pools and transit passes), “qualified parking” (parking located on or near the employer’s business premises or the location from
which the employee takes public transportation to get to work) and on-premise athletic
facilities. However, the organization does
not have to include any of these benefits that
are provided to employees connected with
the organization’s own unrelated trade or
business.
The intent behind this provision was to
equalize the treatment between taxable entities and tax-exempt entities. Given that taxable entities are not permitted to take deductions for these types of activities, the reasoning is that tax-exempt entities should be
taxed on them.
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Increase on Limitation of
Individual’s Deduction for
Contribution of Cash to Charitable
Organizations

The new law increases the percentage limit
for deductions of cash contributions to a
charity by individuals (not contributions of
marketable securities or other property) from
50% of an individual’s adjusted gross income
to 60%. Note, however, that this provision
expires in 2025. Amounts in excess may be
carried forward for 5 years.

•

Charitable Contributions to
Colleges and Universities

While the new
laws were
effective as of
January 1,
2018, tax
practitioners
and the field
have awaited
further
guidance as
to how certain
provisions of
the Act will be
interpreted.

Prior to 2018, if a taxpayer made a donation
to a college or university that would be a
charitable deduction but for the fact the taxpayer received the right to buy tickets for an
athletic event at the school, 80% of the payment was treated as a charitable contribution.
Under the new law, no charitable deduction
is allowed for a payment to a college or university in exchange for the right to purchase
tickets to an athletic event.
Fiction: Proposed Changes That Were Not
Enacted
The various drafts of the tax bill had a number of other proposals that did not make
it into the final version, although this has
caused substantial public confusion given
the amount of media attention that was spent
on the purported effects of these provisions
if enacted.
In particular, the Act did not make any
changes affecting the following provisions:
• The excise tax on net investment
income of private foundations. Private foundations pay a tax of roughly 2% of their net investment income,
which amount may be reduced if a
foundation makes grants in one year
that are significantly greater than the
previous year. The House version
of the bill proposed a straight 1.4%
excise tax, eliminating the current
two-tier structure.
• A modification of the Johnson
Amendment that would permit
§ 501(c)(3) organizations to make
political statements provided that
they were made in the ordinary
course of the organization’s regular
and customary activities in carrying out its exempt purpose and the

•

•

•

•

•

organization incurred no more than
de minimis incremental expenses.
The Johnson Amendment was not
repealed or modified, and the prohibition on political campaign intervention still applies to all § 501(c)(3)
organizations. (However, see below
regarding President Trump’s executive
order regarding enforcement of the Johnson Amendment with regard to religious
organizations.)
Additional annual reporting requirements for sponsoring organizations
of donor-advised funds (“DAFs”)
regarding the average amount of
grants made from DAFs and whether the sponsor had a policy with
respect to frequency and minimum
level of DAF distributions. (However,
see proposed DAF regulations below.)
Modification to the UBTI provisions
to include passive licensing revenue
from the use of an exempt organization’s name or logo as UBTI.
Changes to the intermediate sanctions regime, including elimination
of the rebuttable presumption of reasonableness, expansion of the rules
to cover § 501(c)(5) and § 501(c)(6)
organizations, and a new 10% excise
tax imposed on the organization.
Exception from the private foundation excess business holding tax for
a business enterprise that is wholly
owned by a private foundation (and
the private foundation’s ownership
interests were not acquired by purchase), if all net operating income
is distributed to the foundation and
the business meets certain requirements for being independently operated. (However, as discussed below, this
provision was later enacted as part of the
Philanthropic Enterprise Act of 2017.)
Requirement that an organization
operating an art museum as a substantial activity must be open to the
public for at least 1,000 hours during
the taxable year in order to qualify
for private operating foundation status.
Elimination of tax exemption under
§ 501(c)(6) for professional sports
leagues.
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Where Do We Stand Now?
While the new laws were effective as of January 1, 2018, tax practitioners and the field
have awaited further guidance as to how
certain provisions of the Act will be interpreted. As of the writing of this article, the
IRS has issued publication Publication 15-B,5
“Employer’s Tax Guide to Fringe Benefits,”
and as noted above, informal comments by
representatives of the IRS and Treasury have
shed some light on how to interpret the Act,
but much still remains to be learned.
According to Frank Smith, a partner at
Raffa (a top-ranked national CPA firm based
in Washington, DC), any situation where an
employee receives a nontaxable qualified
transportation benefit, whether paid by the
employee through a payroll deduction in a
pre-tax manner or provided by an employer
who treats it as a nontaxable benefit to the
employee, will create UBTI to a tax exempt
employer which will be taxed at the regular
corporate tax rates (now 21%).6
Mr. Smith adds, “Furthermore, regardless
of what your tax year end is, these rules apply
to amounts incurred or paid since January 1,
2018. Therefore, fiscal year end organizations
will need to plan on including this as taxable
income for the current year and will likely
be required to file a 2017 Form 990-T. If the
tax payments are significant, estimated quarterly tax deposits should be considered.” It is
becoming clear that this provision is impacting a wide swath of tax exempt organizations throughout the country, and the tax
impact can quickly become substantial. Raffa
is assisting its tax-exempt clients with adaptations to their plans in order to address the
added tax costs of the new Act.
Mr. Smith also commented that although
the changes to § 512(a)(7) include on-premises athletic facility benefit costs being reported
as UBTI, discussions amongst practitioners
have clarified that, at least for the time being,
on-site athletic facilities will not be taxed
due to the fact that § 512 (a)(7) provides that
UBTI applies “so long as a deduction under
§ 274 is not allowable.” Given that proposed
changes to §274 were not included as part of
the final Act, and given that the current language of § 274 does not include on-premises
athletic facilities as a disqualified expense, it
is believed that on-site athletic facility benefit
costs will not cause an increase in UBTI.
There has been no official guidance as to
how to calculate UBTI under the new § 512(a)
(6) requiring that losses of a trade or business
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activity may only be used to offset gains of
such trade or business activity. However,
representatives have stated that Treasury is
currently drafting regulations that should
provide guidance in compliance. Note that
like most provisions in the Act, this rule
applies only for tax years beginning after
December 31, 2017; therefore organizations
on fiscal years have some breathing room to
plan for Act changes applicable to their 2018
fiscal year.

Other New Laws
Philanthropic Enterprise Act
On February 9, 2018, President Trump signed
into law the Philanthropic Enterprise Act7 as
part of the Bipartisan Budget Act of 2018.8
The new law allows private foundations to
own 100% of a business (even one unrelated
to its charitable purposes) under certain conditions. The bill was championed by Newman’s Own Foundation, which owns 100%
of No Limit, LLC, the for-profit company
that produces and sells the Newman’s Ownbranded line of food products. The Excess
Business Holdings rule (IRC 4943) prohibits
private foundations from owning more than
a certain percentage of the voting stock or
beneficial interests in a business entity (either
20% or 35%, depending upon the circumstances). These rules would have required
Newman’s Own Foundation to divest itself
of 80% of its ownership in No Limit, LLC,
after taking advantage of all time extensions
permitted under the prior rules. The new
law added IRC 4943(g), permitting a private
foundation to own 100% of a business entity
under the following conditions:
1. The private foundation must own 100%
of the shares. There cannot be any other
shareholders, and the shares must
have been donated to the foundation
or acquired in some manner other than
by purchase.
2. All profits must go to the private foundation. The company has to distribute
100% of its net operating income to
the foundation within 120 days of the
end of each fiscal quarter. Net operating income is defined as gross income
minus taxes, deductions directly attributable to the production of income, and
an amount for a reasonable reserve.
3. The for-profit company is operated independently of the private foundation. First,
no substantial donor to the foundation
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can be a director, officer, or employee
of the company. A substantial donor
is someone who donates more than
2% of the foundation’s total contributions in a given year, and it includes
these who donated shares or anything
else of value to the foundation, if their
donations exceed 2% of contributions
to the foundation for the year. Second,
a majority of the company’s directors
have to be persons who are not also
on the foundation’s board. Finally, the
company may not make loans to substantial donors of the foundation.
4. Donor-advised funds cannot take
advantage of the new law. Donor-advised
funds are specifically excluded from
the new law, thus are still subject to
the 20% rule.
One way to adopt this model is to have a
company founder or the shareholders donate
their shares to a foundation. Since this is a
gift, not a purchase, donating the shares satisfies the requirements of the new rule. The
donation can happen at any time or even
over time, but the new rule does not apply
until 100% of the shares have been transferred to the private foundation.
Although there are required governance
provisions under the new law, a total separation of the two entities is not required. The
for-profit company must be governed by its
own board and management, with appropriate separation from the private foundation. However, the new law permits the private foundation, as the sole shareholder, to
appoint the board of the for-profit company,
and the private foundation may also hold
other rights of a shareholder under state law.
Profits of the business will be up-streamed
to the private foundation in the form of aftertax corporate dividends or, in the case of a
pass-through LLC, as partnership distributions, in which case UBIT may apply.
This new law has created a way by which
private foundations may take ownership of
profitable businesses. It also offers another
option for founders of mission-oriented companies who want a philanthropic exit that
locks mission into the company on a permanent basis.
Enforcement of the Johnson Amendment as
It Pertains to Religious Speech
On May 4, 2017, President Trump signed
an Executive Order9 directing the Secretary
of the Treasury to, “…ensure, to the extent

permitted by law, that the Department of the
Treasury does not take any adverse action
against any individual, house of worship,
or other religious organization on the basis
that such individual or organization speaks
or has spoken about moral or political issues
from a religious perspective, where similar
speech has, consistent with law, not ordinarily been treated as participation in or intervention in a political campaign on behalf or
(or in opposition to) a candidate for public
office by the Department of the Treasury.”
The order defines adverse action as the
imposition of any tax or tax penalty, delay
or denial of tax-exempt status, disallowance
of tax deductions for contributions made to
the charitable organizations, “or any other
action that makes unavailable or denies any
tax deduction, exemption, credit, or benefit.”
Interim and Proposed Guidance on Donor
Advised Funds
On December 7, 2017, The IRS released
Notice 2017-7310 that describes proposed
guidance the IRS and Treasury are considering with respect to donor advised funds
(DAFs). DAFs are defined in IRC 4966, generally, to include funds contributed to a charitable “sponsoring organization” for which
the donor (or one or more advisors appointed by the donor) expects to have ongoing
advisory privileges. Sponsoring organizations were typically community foundations, although in recent times large financial
institutions have created their own charities
to serve as sponsoring organizations. One
benefit of DAFs is that they permit the donor
to take a charitable deduction in the year of
the contribution, yet donors (or their advisor appointees) may “advise” the sponsoring
organization to make contributions of those
dollars over time.
Many use DAFs as an alternative to creation of a private foundation. There are significantly fewer restrictions on DAFs, even
after the Pension Protection Act of 2006 made
some of the private foundation rules applicable to DAFs. These include a higher charitable deduction threshold than is applicable to
contributions to private foundations, no tax
on net investment income like private foundations pay, and also DAFs are not required
to distribute a minimum percentage of their
net investment assets as are private foundations (although sponsoring organizations
that are accredited by National Standards are
required to adopt and abide by an inactive
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funds policy for DAFs for which no recommendations have been made during a period
of time).
Critics of DAFs cite that they permit
mounds of charitable dollars to accumulate with no payout requirement and at the
same time allow charities to avoid the issue
of “tipping” into private foundation status
from large grants by having those grants first
made to a sponsoring organization before
payout to the recipient charity. Grants from
publicly supported charities such as a sponsoring organization count as public support
in calculating whether a charity receives
more than 1/3 of its support from various
sources in order to be deemed a public charity (as opposed to the more restrictive private
foundation status). Therefore, critics point
out, a large contribution by a donor that
could cause a charity to “tip” into private
foundation status would not have the same
negative effect if first granted to a DAF and
then contributed to the charitable recipient.
The Notice contains three main propositions, as follows:
1. Grants from a DAF that fulfill the
personal pledge of a donor, advisor or related person, would not be
treated as an impermissible benefit
giving rise to excise taxes under IRC
4967 so long as (a) the sponsoring
organization makes no reference
to the existence of any charitable
pledge when making the distribution from the DAF); (b) no donor
or advisor receives any other benefit that is more than incidental on
account of the DAF distribution;
and (c) the donor/advisor does
not claim a charitable contribution
deduction for the DAF distribution
(this is prohibited because the donor
took a deduction upon the initial
grant from the DAF to the sponsoring organization). The Notice provides that donors and sponsoring
organizations are entitled to rely on
this guidance relating to the fulfillment of pledges during the interim
period while the proposed guidance
is pending.
2. Grants from a DAF that enable a
donor or advisor to attend or participate in a charity sponsored event
(e.g., tickets to a gala) would result
in an impermissible benefit even if
the donor or advisor pays the non-

deductible portion of the cost of the
ticket. This is consistent with previous, informal IRS guidance, legislative history, and the caselaw relating
to Disqualified Persons of private
foundations.
3. The public support test for determining whether a 501(c)(3) entity qualifies for the more favorable public
charity status (as opposed to private
foundation status) would be modified to “prevent the use of DAFs to
circumvent the excise tax rules applicable to private foundations.” An
organization receiving a grant from
a DAF would be required to treat
the contribution as from the person
that funded the DAF as opposed
to the sponsoring organization, all
anonymous contributions received
would be treated as being made by
the same “person,” and distributions
from a sponsoring organization
could be treated as public support
without limitation only if the sponsoring organization represents that
the distribution is not from a DAF
or that no donor or advisor recommended the distribution.
The IRS has requested comments on
the proposed guidance, and the ABA has
responded.11 The IRS has also requested
guidance on the use of DAFs by private
foundations, suggesting that the IRS may
be considering rulemaking on that subject.
Under current law, it is not expressly prohibited for a private foundation to fulfill its
mandatory 5% payout requirement by making a contribution to a DAF (to then be paid
out over time by the sponsoring organization
in accordance with recommendations by the
private foundation donor or its appointed
advisor), although most experts agree that
the IRS would likely take issue with a private
foundation that avoided its mandatory payout requirement by contributions to a DAF
that does not further pay out such funds to
qualifying charities.
The Act’s Effect on Charitable Giving
The Act nearly doubled the standard deduction for personal taxpayers for tax years
2018-2025, raising it from $12,000 for single
taxpayers to $24,000 for married taxpayers
filing jointly. This increase in the standard
deduction is expected to cause taxpayers
itemizing deductions—such as charitable
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contributions—to fall from about 37 million
to about 16 million, according to Tax Policy Center.12 At the time the Act was being
debated, Council on Foundations estimated
that this would cause a decrease in charitable giving in 2018 by as much as $16 billion - $24 billion, “significantly decreasing the
philanthropic sector’s ability to provide resources
and services to people across the United States
and abroad.”13 The effect is increased by the
fact that the Act increased the size at which
estates are subject to federal taxes, thereby
potentially further decreasing charitable gifts
in estate plans. The Tax Policy and Charitable Giving research study done last year by
Indiana University Lilly School of Philanthropy estimated the reduction in charitable
giving to be $11 billion.14 As of the writing
of this article, Independent Sector, a national
charity based in Washington DC, was working with the Tax Policy Center at Indiana
University to obtain updated estimates and
real-time data that reflect the impact of the
Act. According to Chronicle of Philanthropy,
donations through Network for Good, an
online giving platform, show that there was
2.3% less contributed in February of 2018 versus 2017.15 However, given that we are new
into the post-Act tax year and that December is typically the most popular month for
charitable giving, we must await the passage
of time to form a more accurate opinion of
the Act’s effect on charitable giving.

3. https://www.irs.gov/pub/irs-utl/2017-2018_
pgp_2nd_quarter_update.pdf.
4. https://www.ali-cle.org/index.
cfm?fuseaction=courses.course&course_
code=TSZY11&contenttype=4.
5. https://www.irs.gov/pub/irs-pdf/p15b.pdf.
6. Frank Smith, e-mail message to author, April 29,
2018.
7. https://www.congress.gov/bill/115th-congress/
house-bill/3035/text.
8. https://www.congress.gov/115/bills/hr1892/
BILLS-115hr1892enr.pdf.
9. https://www.whitehouse.gov/presidentialactions/presidential-executive-order-promoting-freespeech-religious-liberty/.
10. https://www.irs.gov/pub/irs-drop/n-17-73.pdf.
11.http://www.nonprofitlawblog.com/assets/
RP529000_relatedresources_aba-rpte-2018-notice-201773-final-comments.pdf.
12. http://www.taxpolicycenter.org/modelestimates/impact-itemized-deductions-tax-cuts-andjobs-act-jan-2018/t18-0009-impact-tax.
13. https://www.cof.org/news/councilfoundations-statement-passage-tax-cuts-and-jobs-act.
14. https://independentsector.org/wp-content/
uploads/2017/05/tax-policy-charitable-givingfinalmay2017-1.pdf.
15. https://www.philanthropy.com/interactives/
online-giving-dashboard.

Conclusion
Despite the fact that many of the items proposed in tax reform did not make it into the
final Act, the ones that did—together with
the executive orders and legislation proposed after the Act was passed—will have
a significant effect upon how tax-exempt
organizations function, and potentially upon
their very ability to survive.

NOTES
1. https://www.congress.gov/bill/115th-congress/
house-bill/1/text.
2. http://taxprof.typepad.com/taxprof_
blog/2017/12/aprill-congress-fumbles-the-ball-on-newexcise-tax-for-college-coaches-and-presidents.html.
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Taking Action Without a
Meeting: Electronic Voting and
Other Options for Members and
Directors of a Michigan Nonprofit
Corporation
By Celeste E. Arduino and Nicholas Q. Taylor
The Michigan Nonprofit Corporation Act
(the “Act”) specifies how the members and
the board of directors of a nonprofit corporation may take action. This article focuses on
ways to take action without holding a meeting. It also discusses the ability to hold meetings remotely. Although this article focuses
on board and member action, the rules for
action by shareholders are largely the same
as the rules for action by members.

Member Action Without a Meeting
Member Action by Written Consent or
Electronic Transmission
The Act provides a fair amount of flexibility
for members to take action without a meeting. Members are automatically permitted
under the Act to take any action without a
meeting that may otherwise be taken by the
members at a meeting if, before or after the
action, all members of the corporation consent to the action in writing. MCL 450.2407(3).
In addition, the members may also take such
actions with less than unanimous consent
of the members, but only if the articles of
incorporation specifically permit action by
less than unanimous consent. If permitted
by the articles, such members may take any
action without a meeting by the written consent of that number of members that would
be required to authorize the action at a meeting where all members entitled to vote are
in attendance and voted. MCL 450.2407(1).
As discussed below, in lieu of a signed and
dated written consent, members may also
give consent by electronic transmission.
Member Action by Ballot Voting
In 2015, the Act was amended to permit
additional methods of member action without holding a meeting. The Act now permits

members to take any action that may be
taken at an annual or special meeting, including the election of directors, without a meeting by using ballot voting. MCL 450.2408. To
take such action, the corporation must distribute a ballot to each member who is eligible to vote on the matter. The ballot must
set forth each proposed action, provide the
option to vote for or against each action, and
specify a time by which the corporation must
receive the ballot in order to be counted as a
vote by the member (no less than 20 days and
no more than 90 days from date the ballot
was provided). MCL 450.2408(2). Additional
procedural requirements may be set forth in
the corporation’s articles of incorporation or
bylaws. MCL 450.2408(5). The action will be
deemed to be authorized if the number of ballots timely cast equals or exceeds the quorum
needed to approve such action at a meeting of
the members and the number of ballots cast
in favor of the action is equal to or exceeds
the number of votes needed to approve such
action at a meeting of the members. MCL
450.2408(3). For example, if there are 50 voting members, a majority of voting members
constitutes a quorum, and an action may be
taken by a majority of the members present
at a meeting at which there is a quorum, then
at least 26 members must cast a ballot and a
majority of such ballots must be in favor of
the action for the action to pass.
Member actions taken by ballot voting are
distinguishable from member actions taken
by written consent in multiple ways. First,
members may act by ballot voting only if
specifically permitted by either the articles of
incorporation or the bylaws. Second, unlike
actions by written consent, members may
only take action by ballot voting if the ballots are provided in the manner required for
providing notice under MCL 450.2404. MCL
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450.2408(1). Finally, if a corporation permits
ballot voting in its articles of incorporation or
bylaws, as few as 10% of the members may
compel the issuance of a ballot on any proposed action. MCL 450.2408(6).

The Act
provides a
fair amount
of flexibility
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to take action
without a
meeting.

Member Action at Polling Place
The 2015 amendments also now permit members to take any action that could otherwise
be taken at a meeting by casting a ballot at a
polling place, but only if such procedures are
specifically permitted in the corporation’s
articles of incorporation or bylaws. MCL
450.2409. Prior notice must be given to the
members entitled to vote with respect to the
underlying action within the same time and
in the same manner as would be required for
a meeting of the members. The notice must
include a description of the proposed action
and the location and timing of the polling,
which must be reasonably accessible to the
members. MCL 450.2409(1).
Polling place voting has the same voting
standard as ballot voting. Namely, the proposed action is authorized if the number of
ballots cast during the time polling is open is
at least equal to the quorum required to take
such action at a meeting of the members and
the number of ballots cast in favor of such
action is at least equal to the number of votes
needed to authorize such action at a meeting at which the number of members present equals the number of votes cast by ballot.
MCL 450.2409(3). As with ballot voting, as
few as 10% of the members of a corporation
may compel that an action be placed to a vote
by ballot cast at a polling place if the articles
of incorporation or bylaws permit such voting. MCL 450.2409(6).
Member Action by Proxy Voting
The final method available for taking member action without a meeting is proxy voting. MCL 450.2421. Unless prohibited by the
articles of incorporation or bylaws, a member
of a Michigan nonprofit corporation who is
entitled to vote at a meeting, submit a ballot, cast a ballot at a polling place, or consent
or dissent without a meeting may authorize
another person or persons to act for such
member by proxy. MCL 450.2421(1). A member may grant the authority to another person to act by proxy by a variety of methods
including, but not limited to, a writing to the
authorized person signed by the member or
an electronic transmission to the authorized
person in which there is sufficient informa-

tion to determine that the transmission was
authorized by the member. MCL 450.2421(5).
Typically, a member who authorizes
another person to act by proxy may revoke
such proxy at any time and a proxy will
expire three years from the date executed.
MCL 450.2421(2) and (3). However, a proxy
may be irrevocable depending on the language of the proxy and the person who is
authorized to act. MCL 450.2422 provides
that:
A proxy that is entitled ‘irrevocable
proxy’, and that states that it is irrevocable, is irrevocable when it is held by
any of the following or a nominee of
any of the following:
(a) In the case of shares or memberships that are transferable, a holder of
a pledge or other security interest in
the shares or membership.
(b) In the case of shares or memberships that are transferable, a person
that has purchased or agreed to purchase the shares or membership.
(c) A creditor of the corporation that
extends or continues credit to the corporation in consideration of the proxy.
(d) An individual who has contracted
to perform services as a director, officer, or employee of the corporation, if
a proxy is required by the contract of
employment.
(e) A person designated by or under an
agreement [as to voting rights].
(f) A holder of any other proxy coupled
with an interest.
An irrevocable proxy may become revocable if such proxy no longer satisfies one of
the conditions listed above. For example, a
proxy that is irrevocable because the membership interest is transferrable and the
proxy is held by one who holds a pledge in
the membership interest becomes revocable
when the pledge is redeemed. Furthermore,
unless renewed, proxies that are irrevocable
under MCL 450.2422(c) and (d) are revocable three years after the date of the proxy
or upon the end of a period specified in the
proxy, whichever occurs first. MCL 450.2423.

Director Action Without a Meeting

The Act provides relatively few options for
director action outside of a meeting when
compared to the options available to members. Unless prohibited by the articles of
incorporation or bylaws, the board may take
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action without a meeting if, before or after
the action, all directors then in office consent
to the action in writing or by electronic transmission. MCL 450.2525. The written consents must be filed with the minutes of the
proceedings of the board, and have the same
effect as a vote of the board for all purposes.
Id. Unlike with members, there is no option
for the board to take action without a meeting by less than unanimous consent.
The 2015 amendments to the Act created
a limited power for director action by proxy
voting. Directors of corporations organized
on a directorship basis have a limited ability
to vote by proxy with respect to the election
of directors. MCL 450.2421. Unless prohibited by the articles of incorporation or bylaws,
such directors may authorize another person
or persons to act for the director with respect
to the election of directors by proxy, provided that such proxy voting conforms to the
proxy requirements applicable to members.
Id. Directors may not vote by proxy under
any other circumstances.

Transmittal of Consents by
Electronic Transmission

As discussed above, members and directors
may act by written consent. Consents may
also be given by electronic transmission.
MCL 450.2407 and 450.2525. An “electronic
transmission” means any form of communication that (1) does not directly involve the
physical transmission of paper; (2) creates a
record that may be retained and retrieved by
the recipient; and (3) may be directly reproduced in paper form by the recipient through
an automated process. MCL 450.2106. Thus,
under this statute, an electronic transmission
includes an email or facsimile.
The Act is not clear as to how a consent
may be transmitted electronically by directors. For example, one could extrapolate that
checking a box in an online poll or survey
could be an electronic transmission of a consent. Or, if a question is posed to all board
members via email, is a “yes” response considered a consent by electronic transmission?
It has been suggested by some commentators
that, to ensure validity, a written consent
should be physically signed by all directors
but may be transmitted electronically (for
example, in PDF form, by email, or by fax)
by a director to the corporation. However,
this guidance may be overly conservative as
it appears to go beyond what a literal reading
of the statute requires.
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Section 525 of the Act provides that,
unless prohibited by the articles or bylaws,
the board may take action “without a meeting if, before or after the action, all directors
then in office consent to the action in writing
or by electronic transmission.” MCL 450.2525.
[Emphasis added.]There is no explicit
requirement that a director’s consent by electronic transmission include a physical signature.
The section on member action without a
meeting differentiates between written consents (which must be physically signed and
dated by a member) and consents by electronic transmission (which do not require
a physical signature). Regarding member
consents by electronic transmission, the Act
provides:
An electronic transmission that consents to an action that is transmitted
by a [member] is written, signed, and
dated for the purposes of this section
if the electronic transmission is delivered with information from which the
corporation can determine that the
electronic transmission was transmitted by the [member], and the date on
which the electronic transmission was
transmitted. The date on which an
electronic transmission is transmitted
is the date on which the consent was
signed for purposes of this section. A
consent given by electronic transmission is not delivered until it is reproduced in paper form and the paper
form is delivered to the corporation by
delivery to its registered office in this
state, its principal office in this state, or
an officer or agent of the corporation
that has custody of the book in which
proceedings of meetings of shareholders or members are recorded. Delivery
to a corporation’s registered office shall
be made by hand or by certified or registered mail, return receipt requested.
Delivery to a corporation’s principal
office in this state or to an officer or
agent of the corporation that has custody of the book in which proceedings of
meetings of shareholders or members
are recorded shall be made by hand,
by certified or registered mail, return
receipt requested, or in any other manner provided in the articles of incorporation or bylaws or by resolution of the
board of directors of the corporation.
MCL 450.2407.
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Although the provisions on member
action without a meeting do not explicitly
apply to board action without a meeting, it is
likely that the same standards would apply
in determining whether a consent from a
director is valid. Thus, a consent “in writing”
should be physically signed and dated by the
director. A consent “by electronic transmission” should be valid without a physical signature if the requirements described above
are met.
For example, an email sent by a director from the director’s email address should
be considered a valid consent by electronic
transmission. Other methods of electronic
transmission (such as responses to online
polls or surveys) may also be valid so long as
the nonprofit corporation can determine that
the response was transmitted by the director and the date on which it was transmitted.
As to any form of electronic transmission, an
individual at the nonprofit corporation must
print the consent on paper and then deliver it
to the corporation’s Secretary (or other officer that keeps the corporation’s corporate
records book).

Participation in Meetings by
Remote Communications

Unless otherwise restricted in the articles of
incorporation or bylaws, a member or director may participate in a meeting by means
of conference telephone or other means of
remote communication if all individuals who
are participating in the meeting can communicate with the other participants. Participation in a meeting in this manner constitutes
attendance in person at the meeting. MCL
450.2405 and 450.2521.
Prior to February 29, 2008, the Act permitted members and directors to participate
in a meeting by “a conference telephone
or similar communications equipment by
which all persons participating in the meeting may hear each other.” MCL 450.2405 and
450.2521. These sections were amended effective February 29, 2008 to permit participation
in a meeting by means of “conference telephone or other means of remote communication by which all persons participating in the
meeting can communicate with each other.”
MCL 450.2521. (The section on member participation left in the reference to “hearing”
each other, rather than “communicating
with” each other, but this is assumed to be
an oversight that was corrected with the 2015

amendments to the Act). A meeting may be
held entirely by means of remote communication, meaning that all participants can participate remotely.
Based on conversations with the drafters
of the 2008 and 2015 amendments to the Act,
it is understood that the changes to sections
405 and 521 of the Act were done in response
to requests from the deaf community, who
may have been restricted from “hearing”
other participants. The changes were not
in response to any desire to eliminate the
requirement that, when participating in
meetings remotely, it is essential that participants have the ability to engage in dialogue
with one another.
In addition to a conference call, methods of remote communication may include
Skype, Go-To Meeting, FaceTime and other
methods of video conferencing so long as all
participating board or committee members
can communicate with one another. One
may even extrapolate that a meeting could be
held entirely via group text messages or an
email chain, although some attorneys have
suggested that these methods may not be
valid as they could limit dialogue. As technology continues to evolve, it is likely that
new methods of remote communication will
arise. Any method of remote communication
where all participants can communicate with
each other should be permissible under the
Act so long as it does not restrict dialogue
among participants.

Conclusion
In summary, members may act without a
meeting in a number of ways—by written
consent (unanimous or, if permitted by the
articles, less than unanimous), ballot voting,
at a polling place, or by proxy. Directors, on
the other hand, may generally only act without a meeting by unanimous written consent.
The likely intent behind limiting the ways
that directors may act without a meeting is
to encourage meetings (with dialogue and
debate) among directors. Although member consent is required for major corporate
actions (like article amendments and dissolutions), it is generally the directors who are
responsible for the overall governance of the
nonprofit corporation. Such dialogue and
debate is, therefore, likely deemed more vital
in director decision-making than in member
decision-making.
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The Adoption of Blockchains and
Cryptocurrencies by Charities: It’s
Inevitable
By Jon Sriro
Introduction

Increasingly, charities are being scrutinized
for trustworthiness. Trust has become an
issue for charities with news stories of a few
unscrupulous institutions tarnishing trust
for them all. Due to this inquiry, charities are
regularly asked to account for how they use
funds received from donors and, now more
frequently, how they use data collected from
those donors. The lack of trust that potential donors have in these organizations has a
direct impact on their willingness to donate.
Recent trends and advancements in technology may be the solution that charities are
searching for to rekindle fading trust.
Technologies, like blockchains, offer a
system that is designed so that nobody has
to trust anybody else in order for the system to function properly; this is referred to
as a “trustless system”. Many charities may
become interested in investigating and eventually adopting a trustless system in order
to verify their trustworthiness. To that end,
charities may seek legal counsel regarding
the application and use of blockchain technology as a solution for ensuring a charity’s
transparency, accountability, and privacy
obligations. However, before counseling a
charity on the adoption of blockchains and
analyzing the legal ramifications of such
adoption, it is important to understand the
impetus for why the technology is being
adopted, how the technology works, and
what privacy considerations should be taken
into account.

Evaluating Charities
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The inevitability that a trustless system for
donations will be adopted by charities is in
no small part the result of the work of watchdog organizations like Charity Navigator
that rate the trustworthiness of charities.
Among the factors that Charity Navigator
analyzes are the charity’s accountability and
transparency. Charity Navigator defines “[a]
ccountability [as] an obligation or willingness
by a charity to explain its actions to its stake-

holders.”1 It defines “[t]ransparency [as] an
obligation or willingness by a charity to publish and make available critical data about
the organization.”2 Charity Navigator looks
at a charity’s accountability and transparency based on the belief that charities that “are
more accountable and transparent are more
likely to act with integrity and learn from
their mistakes because they want donors to
know that they’re trustworthy.”3
Charity Navigator also reviews how a
charity safeguards donor data. This review
has become important due to the rise in charities selling data they have collected to outside marketing companies, including direct
mail and telemarketing fundraising companies. As a result, organizations like Charity
Navigator review each charity’s privacy policy in order to verify whether or not the charity keeps donor information it collects, both
on- and off-line, confidential.4

Misuse of Donations—
Accountability and Transparency

In recent years, the media has also reported
about the lack of accountability and transparency of some large charities. In 2016, the
American Red Cross (“Red Cross”) came
under scrutiny related to the donations it
raised for the Haiti relief efforts. The Red
Cross raised approximately $500 million for
aid after the 2010 Haiti earthquake. 5 The
Red Cross represented that only 9 percent
of the donations would be used for administrative costs and the rest would be used for
humanitarian relief projects. Contrary to this
representation, the Red Cross is reported to
have spent $125 million (25%) on administrative costs.6 It is further reported that the Red
Cross sent the remainder of the donations
it raised to other nonprofit organizations
in Haiti who then charged up to 11 percent
for their own administrative expenses.7 This
is not an isolated issue for the Red Cross. It
is also reported that in 2010, the Red Cross
gave its sister organization, the International
Federation of the Red Cross, $4.3 million for
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disaster preparedness projects, but spent $2
million to monitor the grant.8 The misuse of
donations is not uncommon and the publicity of these abuses reduces needed donations
to trustworthy charities that are doing necessary and valuable work.9

Misuse of Donor Data—Privacy

In addition to inquiries into accountability
and transparency, there is increasing scrutiny of what charities are doing with the information collected from donors, directly relating to their privacy policies. Unbeknownst to
donors, many charities commercialize donor
data.
The Information Commissioner’s Office
(“ICO”), the United Kingdom’s independent
body set up to uphold information rights,
recently published a report of charities that
it discovered were analyzing and sharing the
personal information of their donors in violation of the data privacy laws. ICO investigations found:
[M]any of the charities secretly
screened millions of donors so they
could target them for additional funds.
Some charities traced and targeted new
or lapsed donors by piecing together
personal information obtained from
other sources. And some traded personal details with other charities creating a large pool of donor data for sale.
10

Charities that sell donor data often justify
the sale by contending that it allows a donor
to increase the impact of his/her donation.
However, the selling of donor data results in
donors being bombarded by marketers and
other charities seeking more money from
them. 11 Further, the failure to maintain donor
privacy results in the disclosure of personal
information concerning a donor’s interests
and beliefs which impacts one’s right to free
speech and freedom of association without
fear of scrutiny or retaliation.

Bad Press Affects All Charities

The lack of accountability and transparency and the disregard for the privacy of
donors translates into bad press for charities.
According to a study in the United Kingdom,
negative press about some bad acting charities impacts the public trust in charities collectively.12 As a result, if only a few charities
receive bad press, the result is reduced donations for charities as a whole. The cumulative
effect of reports about the misuse of dona-
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tions and donor data are resulting in donors
demanding with their pocket books that the
charities adopt an alternative platform for
donations. Charities need to demonstrate in
a trustless system that they are accountable
and transparent, and that they value the privacy of their donors.

Blockchains and
Cryptocurrencies—The Answer to
Accountability and Transparency

Blockchains and digital encrypted currency designed to work in a trustless system
(“cryptocurrency”) may be the answer for
charities to establish their trustworthiness.
Blockchains have the potential to be a platform for charities to be fully accountable and
transparent about what they do with donated
funds while ensuring donor privacy. In order
to understand this, however, it is important
to understand what blockchains are and how
they work.
A blockchain, at the most basic level, is a
digital ledger or log that sequentially records
transactions and data associated with the
transaction. The blockchain is comprised of
individual blocks, where each block contains
ledger entries of transactions. An easy way
to conceptualize a blockchain is to think of
it as a ledger of debits and credits of currency being transacted or a ledger showing
the chain of custody of a product. Bitcoin is
a good example of the use of a blockchain.
Bitcoin is a cryptocurrency that utilizes the
blockchain to record transactions. The blockchain is a ledger for Bitcoin transactions,
which identifies the owner (sender/receiver)
of the Bitcoin by the address of his/her/its
account/wallet. The address is an alphanumeric identification that is similar in concept
to the routing and account number of a bank
account in that it identifies where Bitcoins
are stored on the ledger and where Bitcoins
are transferred to when an exchange of Bitcoins is transacted. The ledger will show
this public address, which is referred to as a
public-key, for both the sender and receiver
of the Bitcoins, the amount of Bitcoins being
transferred, and the time and date of the
transaction.
In addition to recording the transfer of
cryptocurrency, Blockchains can record
inventory of goods as well as where that
inventory is derived and where it ends up.
For instance, diamonds can be tagged with
an identification. The diamond can then be
tracked through the blockchain from its ori-
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gin and to each person or entity it is transferred to.
What makes blockchains different from
a normal ledger is that they can be accessed
and viewed by multiple parties on a network
and once a transaction is entered, the entry
becomes immutable, i.e., it cannot be practically changed. The reason for this is that
each entry on the blockchain has a digital
fingerprint that is authenticated by advanced
cryptographic calculations, thereby making
it extremely difficult to fraudulently enter or
alter data. Each section of the blockchain contains multiple transactions and each block,
once completed, is given a hash through a
complex algorithm to identify the block.13
Each block includes the previous block’s
hash.14 However, unlike the pages of a ledger, blocks are linked to each other and cannot be exchanged or swapped with different
or altered blocks because the hash calculated
for the altered block would fail to reference
the hash used in the subsequent block. As
a result, blockchains cannot be practically
altered without breaking the chain. For both
public and private blockchains15, there are
different methods for adding to the blockchain in order to maintain its integrity. This
article will not discuss those differences. For
purposes of this article, the immutability
and transparency of blockchains will be presumed. For additional information on blockchains, please see the article, Blockchain and
Distributed Ledger Technologies.16

Benefits of Blockchains for
Charities

Blockchains, as a result, can present significant benefits to charities seeking to demonstrate they are accountable and transparent.
Through the blockchain (and the adoption
and acceptance of cryptocurrencies), the public will be able to see and track the amount of
donations received and how the donations
are spent by the charity. Funds can be traced
on the blockchain allowing the public and
government regulators to see exactly who is
receiving the funds, how much is being paid
out, and how the funds are ultimately being
used.17 Donors can see whether their donation was spent for medical supplies, building
materials, or for administrative expenses. As
a result, the blockchain will disclose whether
donations were used for improper purposes
by the charity or for the purposes that the
charity represented the donations would be
used.

For instance, if the Red Cross had implemented a blockchain as the foundation for
accepting donations in 2010, its donors could
have traced each dollar given and they could
have seen that their donations substantially
went to administrative expenses, instead of
benefiting the person or community it was
intended to benefit.18
The use of blockchains by charities, as
mentioned above, will require the charity to transact business in a cryptocurrency
such as Bitcoin. The cryptocurrencies are all
blockchain based and are able to be tracked
through the blockchain, unlike fiat money,
which cannot be easily tracked.

Blockchain Privacy Issues

The immutability and transparency of blockchains are what make them trusted mechanisms to memorialize and preserve records
of transactions. It is these characteristics
which make blockchains the foundation for a
trustless system. However, these same characteristics can create privacy issues.19 The
reason for this is that not all cryptocurrencies
are anonymous and private. For instance,
although Bitcoins use alphanumeric addresses to identify accounts that are the origin and
destination of transactions, the transaction is
not anonymous and untraceable.20 “Bitcoin is
pseudonymous and fully traceable. In fact, every
transaction in Bitcoin maps inputs and outputs, allowing anyone to follow the money
trivially.”21 As a result, if someone is able to
identify the owner of a public-key, i.e., the
address of an account, they could learn that
person’s spending patterns, how much he/
she spends, about his/her wealth, whom he/
she associates with, and, potentially, his/her
income if his/her wages, fees, or salary are
paid in Bitcoins.
There are numerous ways that someone
can identify the owner of an address/public
key for Bitcoins. A person’s identity is likely
to be linked with the address/public-key if
the address is shared publicly in a transaction,
which may occur in different ways, including, the exchange where one purchases crypto currency, or through a merchant one pays
cryptocurrency to. In fact, “[t]wo companies,
Elliptic and Chainalysis, are in the business
of linking identities to addresses, and compiling all their insights into commercialized
databases that track all Bitcoins activity in an
effort to de-anonymize Bitcoins.”22 As crypto
tools for decrypting and de-anonymizing
data advance, it is likely that information
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once thought to be private will at some point
become public information. The fact that
blockchains reveal this data for all to see for
an indefinite period of time also provides
unlimited opportunity to those interested in
discovering private information.
When counseling a charity on the adoption of a blockchain, it is important to carefully assess the cryptocurrency chosen in order
to avoid recording and publishing potentially personally identifiable information about
donors. In addition, the lack of privacy that
could result if the wrong cryptocurrency is
chosen by the charity could have a chilling
effect on the ability of charities to use donations it receives and records on the blockchain. A key characteristic of cash is that its
history is not traceable by private entities.
A charity is not easily able to uncover the
source of the cash funds it receives. On the
other hand, donations on a blockchain can
be tracked, creating potential due diligence
obligations for the charity to confirm that the
funds were not derived from illicit activities.23 The receipt of donations by a charity from sources traceable to illicit activities
could create law enforcement issues if the
funds were subject to forfeiture or seizure,
and would likely create negative public relations issues for the charity if the source of the
funds became known.

Privacy Focused Cryptocurrencies

Although Bitcoin, in its current form, does not
safeguard the identity of a donor, the use of
blockchains by charities is still a viable technology. There are coins that utilize a cryptographic protocol called zero-knowledge
proofs that are being adopted by cryptocurrencies, enabling the entry of transactions on
the blockchain to remain anonymous, thus
private.24 Mike Orcutt, quoting Emin Gün
Sirer, a computer scientist at Cornell University, explained that zero-knowledge proofs
are “a way to prove something to someone
without revealing any of the information that
goes into that proof”.25 An example of this is
being able to prove one’s age without showing identification or revealing any personal
information.26
Zcash is a Bitcoin-based cryptocurrency
“that uses zero-knowledge proofs to guarantee that transactions are valid despite the
fact that information about the sender, the
recipient, and the amount transacted all
remain hidden.”27 Ethereum also recently
added zero-knowledge functionality to its

platform. JP Morgan Chase has adopted the
zero-knowledge functionality to Quorum, its
enterprise blockchain platform built on the
Ethereum network.28
There are several other coins that protect a
user’s privacy based upon emerging technologies. Dash is a cryptocurrency that allows
users to send funds anonymously through
its PrivateSend technology.29 PrivateSend
essentially mixes together cryptocurrency
from other owners transacting business at
the same time and then transfers the coin
with a newly assigned address that has no
ascertainable link to the sender of the funds.
As a result, no identifiable information is
recorded on the blockchain.30 Monero, another cryptocurrency, ensures the privacy of its
users by creating stealth addresses (random
one-time addresses) for transactions; this also
prevents links on the blockchain being added
that disclose the user’s address.31 Bytecoin is
the predecessor of Monero and it uses onetime stealth addresses and ring signatures (a
digital signature from a member of a group
of Bytecoin holders that is not necessarily
from the member sending the coin) to keep
all transactions private.32

Proper Implementation of
Blockchain Technology for
Charities

The blockchain, utilized properly by a charity, cannot only be used to demonstrate its
transparency, but through the use of “smart
contracts” on the blockchain, can be used
to ensure accountability. “A smart contract
is an agreement in digital form that is selfexecuting and self-enforcing.”33 An example
of the use of a smart contract would be in
the transportation context. A party (“passenger”) offers a driver the following terms
through an application utilizing the blockchain: 1) pick passenger up at a specific location; 2) at a specific time; 3) drop passenger
off at the pre-identified location; and then 4)
get paid x amount from passenger. Once the
driver accepts the offer through the application, the smart contract commences. Through
geolocation and other technology, the application running the transportation service will
know when the passenger is picked up and
dropped off at the agreed upon locations.
The application will execute the smart contract by debiting the fee upon pickup from
the Passenger and then releasing the fee at
the agreed upon destination. All of this is
done automatically without further human
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intervention, thereby making the contract
automatically enforceable upon performance. This same technology, once it is further developed, will likely enable donors to
confirm that the conditions that their donations were made upon are satisfied. This will
further improve trust in charities and hopefully increase donations for the charities.

Conclusion

The adoption by charities of blockchains and
cryptocurrencies is inevitable, and so are the
legal issues that will follow. As a result, in
order to properly counsel charities on their
legal obligations during and after implementation, it is imperative that counsel have a
firm understanding of the technology, how it
will integrate with the operations of the charity and affect the privacy of donors. There are
still many unknown legal issues associated
with blockchain based technologies that will
arise; however, being knowledgeable of your
client’s business, the legal issues that surround it, and fully understanding this technology will be critical to your ability to react
to the legal issues that arise.
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Fiduciary Duties Owed by Minority
Members of a Limited Liability
Company
By W. Dane Carey
Introduction

This article is intended to address one narrow issue: Whether a minority member of a
Michigan limited liability company owes a
fiduciary duty to the company and its other
members. And more specifically, the discussion below examines this question as it
pertains to minority members of a managermanaged LLC.
For individuals in charge of a business,
the existence and scope of fiduciary duty
depends on the type of entity. In Michigan,
these duties are based in common law, but
have been largely codified by statute. The
fiduciary duties owed in the context of LLCs
are codified in the Michigan Limited Liability Company Act (“LLCA”).

Limited Liability Companies
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A limited liability company is a form of
hybrid business entity that offers all of its
members limited liability as if they were
shareholders of a corporation but treats the
entity and its members as a partnership for
tax purposes. In Michigan, an LLC may be
organized as either member-managed (i.e.,
managed by its members) or manager-managed (i.e., managed by managers).1 These
two alternative management structures are
set forth in MCL 450.4401, which provides in
pertinent part:
Unless the articles of organization state
that the business of the limited liability
company is to be managed by 1 or more
managers, the business of the limited
liability company shall be managed by
the members, subject to any provision
in an operating agreement restricting
or enlarging the management rights
and duties of any member or group of
members.
The LLCA expressly imposes fiduciary
obligations on managers of an LLC under
MCL 450.4404(1), which states:
A manager shall discharge the duties
of manager in good faith, with the care
an ordinarily prudent person in a like

position would exercise under similar
circumstances, and in a manner the
manager reasonably believes to be in
the best interests of the limited liability
company.
Although there is no similar provision applicable to members of an LLC, the LLCA does
makes these same statutory duties applicable to members of a member-managed LLC.
Indeed, MCL 450.4401 sets forth the following:
If management is vested in the members, both of the following apply:
(a) The members are considered managers for purposes of applying this
act, including section 406 regarding
the agency authority of managers,
unless the context clearly requires
otherwise.
(b) The members have, and are subject to, all duties and liabilities of
managers and to all limitations on
liability and indemnification rights of
managers.
Accordingly, in a member-managed LLC,
the members of the company are subject to
the same duties that attach to managers in a
manager-managed LLC.2 In other words, the
LLCA treats members of a member-managed
LLC the same as it treats managers of manager-managed LLC.
As expressly stated in the statute, however, the fiduciary duties set forth in MCL
450.4404 only apply to members if management is vested in the members (i.e., in a member-managed LLC). This is significant because
the LLCA does not contain any provision
that establishes fiduciary duties for members of a manager-managed LLC. Thus, in
enacting the LLCA, the Legislature expressly
imposed fiduciary duties on managers of a
manager-managed LLC and members of a
member-managed LLC, but did not impose
fiduciary duties on members of a managermanaged LLC.
As such, the statutory default would
seem to be that members of a manager-man-
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aged LLC do not owe each other or the LLC
any duties.3 And frankly, this makes perfect
sense. In a manager-managed LLC, the managers are in charge. In a member-managed
LLC, the members are in charge. Only those
in charge of the company owe fiduciary
duties. The Legislature’s apparent decision
to treat members of a manager-managed
LLC differently under the LLCA than members of a member-managed LLC would seem
to be dispositive on the question at hand.
To be sure, as Michigan courts have
repeatedly explained: “Courts cannot assume
that the Legislature inadvertently omitted
from one statute the language that it placed
in another statute, and then, on the basis of
that assumption, apply what is not there.”4
“The Legislature is presumed to be aware
of existing law; therefore, we do not assume
that the Legislature inadvertently omitted
from one statute the language that it placed
in another statute.”5 “Nothing will be read
into a clear statute that is not within the manifest intention of the Legislature as derived
from the language of the statute itself.”6 “The
omission of a provision in one part of a statute that is included in another part should be
construed as intentional.”7
In implementing the LLCA, the Legislature specifically elected to impose fiduciary
duties on managers of a manager-managed
LLC and members of a member-managed
LLC, but not members of a manager-managed LLC. Based on the guiding principles
of statutory interpretation described above,
this would appear to mean that members of
a manager-managed LLC do not owe a fiduciary duty. If the legislators had intended for
members of manager-managed LLC to also
be subject to fiduciary duties, the law says
they would have incorporated such a provision into the LLCA. Courts may not read
such an obligation into the otherwise clear
language of the statute. Therefore, given the
plain language of the LLCA, a member of a
manager-managed LLC likely does not owe
a fiduciary duty to the company or its other
members under Michigan law.
To date, there is no Michigan caselaw that
addresses this specific question. The only
other potential source of insight is the related
law corresponding to other types of business
entities—partnerships and corporations.

Partnership and Corporation Law

A limited liability company is a legal entity
that has the attributes of both a partnership

and a corporation. Whether the relations
among members of a limited liability company resemble a partnership more than a
corporation, or vice versa, is left largely to
the discretion of the individual organizers.
For example, as noted above, the members
have the ability to decide between the two
options for management of the Company.
If a manager-manager LLC is chosen, the
company will be more like a corporation.
In a member-managed LLC, the relationship between the members is more like that
of partners because similar to a partnership,
the members all owe fiduciary duties to each
other and the company.
Under partnership law, it is well-settled
that partners owe a fiduciary duty to one
another. Thus, to the extent that a particular
LLC more closely resembles the features of
a partnership structure, one could argue that
we should look to partnership law as a basis
for imposing a fiduciary duty on minority
members of an LLC. But because this particular article is largely concerned with the
fiduciary duty owed by a member of a manager-managed LLC, that logic does not seem
persuasive. Furthermore, in situations where
the law is still developing around treatment
of LLCs, Michigan courts tend to look to corporation law (and not partnership law) for
guidance and direction.8
In looking to corporation law, there is
some authority that might provide a basis
for imposing fiduciary status on non-manager members in certain well-defined situations. Managers of an LLC that has adopted
the centralized form of management in its
articles of organization function the same
as directors and officers of a corporation.
Therefore, it stands to reason that Michigan
courts could conceivably look to the duties
and standards of conduct of directors and
officers in determining what duties and standards member-managers of an LLC might be
expected to follow.9
Pursuant to Michigan common law and
under the Michigan Business Corporations
Act (“BCA”), only majority shareholders
owe a fiduciary duty to the corporation and
its minority shareholders.10 In contrast to
partnership law, minority shareholders of a
corporation generally owe no fiduciary duty
to fellow shareholders.11 The one exception
to this general rule is that non-director/officer shareholders with actual control over a
corporation’s actions owe common law fiduciary duties.12
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The actual control exception in Michigan
corporation law provides that controlling
shareholders of a corporation owe a fiduciary duty to the corporation and its minority
shareholders.13 “A shareholder is a controlling shareholder if it owns a majority of the
stock or has exercised actual domination and
control in directing the corporation’s business affairs. Majority shareholders are those
shareholders who own at least fifty-percent
of the outstanding stock of a corporation.”14
For a shareholder owning less than fifty-percent of the stock to be deemed controlling,
that shareholder must have the power to
direct and implement corporate decisions.15
In the corporation context, “courts have
taken a literal view of whether someone is ‘in
control’ of the company.”16 Indeed, as legal
commentators recently explained in a Michigan Bar Journal article:
The key factor in many of these cases is
actual “control.” The Saginaw County
Business Court has explained that “[t]
o be subject to a charge of ‘oppression,’
MCL 450.4515 reasonably requires that
one possess the ability to oppress, and
this ability comes from being ‘in control.’ The key is ‘control.’” For example, the Kent County Business Court
held that shareholder oppression did
not occur because the plaintiffs and
defendants each collectively owned
50 percent of the company. Because
the ownership interests were exactly
equal, the defendants were not “in
control.” Likewise, if a party provides
advice to the company’s decision-making body but does not have final decision-making authority, the court may
find that the defendant is not truly “in
control.” Further, a member vested
with the power to unilaterally remove
a manager may not sustain a claim for
oppression against that manager, as he
or she may remove the manager at any
time.17
Under the body of caselaw dealing with the
question of whether someone is “in control” of the company, Michigan courts have
adhered to the following basic principles:
“Those in control” dominate corporate
affairs, typically through a majority
shareholding interest, officer or director positions, or both. They have the
power to direct and implement corporate decisions, such as officer and
employee compensation levels; engage

in self-interested transactions or pursue corporate opportunities; pay distributions to shareholders; and oversee
financial reporting of the company.
These decisions financially impact not
only the corporation, but also the noncontrolling shareholders.18
By definition, absent managerial power,
“[a] minority interest owner cannot direct
the business operations.”19 Thus, in order
to establish that a minority shareholder is a
controlling shareholder, the facts must show
that “through personal or other relationships
the directors are beholden to the controlling
person.”20
In sum, to be a controlling shareholder—
or member, in the case of an LLC—one must
have either actual voting control or the ability to influence and direct those in position
to control.21 Under the dearth of Michigan
corporation law addressing the factors necessary to establish “control” by a minority
shareholder, all of the cases involve situations where a group of minority shareholders with a combined ownership interest of
over 50% work in concert to control corporate policy.22
Given the fact that courts have applied
common principles of corporation law to
the LLC setting, one could argue that this
same doctrine should apply to members of
a manager-managed LLC. To date, however,
the Michigan Supreme Court and Court of
Appeals have not extended this “actual control” exception to the LLC context.23 This is
may be a product of the Legislature’s decision to not impose a fiduciary duty within
the express language of the LLCA.
Furthermore, in drafting the LLCA, the
Legislature provided a statutory avenue
for an aggrieved member of an LLC to
seek redress for wrongful acts of “member
oppression” by a controlling member. Under
MCL 450.4515(1), members of an LLC are
able to bring an action against “the managers
or members in control of the limited liability
company.” Any claims arising out of alleged
“control” of the company by a member can
be based on this provision. Once again, if the
Legislature had intended to provide a similar
cause of action for breach of fiduciary duties
by a controlling member, the law presumes
that it would have done so. Because lawmakers elected not to do so in the LLCA, principles of statutory interpretation ostensibly
require a finding that none exists.24
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Other Jurisdictions

Given the lack of caselaw in Michigan dealing with the question of whether a minority
member of an LLC owes fiduciary duties, it
seems appropriate to survey whether any
other states have answered the question.
Delaware jurisprudence is quite clear
on this issue: “Delaware law imposes no
default fiduciary duties on non-managing,
non-controlling members of limited liability companies.”25 Specifically, “Delaware
common law does not impose fiduciary and
other related duties to members of LLCs who
are neither managers nor controlling members.”26 At least one Delaware chancellor has
reasoned that, if members wish to have fiduciary duties owed to them by non-managing,
non-controlling members, they should create
those duties through contract.27
In addition to Delaware, all other jurisdictions that have weighed in on this particular
issue—i.e., Georgia, Kentucky, Utah, and
Washington D.C.—have found that fiduciary duties in the manager-managed LLC
context are exclusively limited to managers
and majority members.28 That is, minority
members do not owe fiduciary duties. Like
Delaware, New York also imposes on nonmanaging members only those duties that
are created by contract.29

Conclusion

Under the express language of the LLCA,
managers of a manager-managed LLC and
members of a member-managed LLC owe
fiduciary duties, but members of a managermanaged LLC do not. Based on well-established principles of statutory interpretation,
the Legislature’s decision to treat members
of a member-managed LLC differently than
members of a manager-managed LLC is most
likely conclusive as to this unresolved issue.
While there may be some authority in
corporation law to support imposition of
fiduciary duties on members of a managermanaged LLC, this would conceivably only
extend to majority members, and not minority members. This is consistent with the
approaches taken in other jurisdictions.
For now, when forming a manager-managed LLC in Michigan, individuals and attorneys would be wise to specifically spell out
the respective duties of all members. If the
parties want non-managing, minority members to have fiduciary status, they can make
sure that is the case by expressly providing
for it in the operating agreement of the company.
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Political Activity Limitations for
501(c)(3) Organizations: Where Are
We Now?
By Wendy Parr Holtvluwer
Changes to political activity limitations for
501(c)(3) organization have been the subject
of much debate, particularly over the last
two years. The Johnson Amendment and its
favorability to charitable organizations have
been hotly contested. The Johnson Amendment was proposed by Lyndon Johnson in
1954 when he was running for re-election as
a U.S. senator. It is an amendment to section
501(c)(3) of the Internal Revenue Code, which
prohibits nonprofit organizations, which are
tax-exempt under section 501(c)(3) of the
Internal Revenue Code (“501(c)(3) organizations”) from participating in or intervening
in any political campaign for public office.1
This amendment is not limited to religious
or any other organizations. It applies broadly to all 501(c)(3) organizations. Those who
oppose the Johnson Amendment cite free
speech limitations, particularly for churches
and other religious groups. Their goal is to
allow pastors and other religious leaders to
speak freely from the pulpit without censorship from the federal government, which
could result in revocation of tax-exempt status for their organizations. Those who favor
the Johnson Amendment argue that, without
it, political contributions would effectively
become tax-deductible. They argue that this
favors churches because churches have fewer
reporting requirements to the IRS. They further argue that charities can be more effective
because of the Johnson Amendment because
it allows them to rise above partisan politics
and focus their limited resources on charitable and other tax-exempt purposes. Further,
they argue that donations may dwindle if
donors fear that their donations may be used
for the benefit of an opposing candidate.
Shortly after President Trump’s inauguration, three bills were introduced in the House
or Senate, which proposed to eliminate all or
a portion of the Johnson Amendment.2 Once
referred to committee, none of these bills
progressed further.
On May 4, 2017, President Trump signed
an Executive Order intending to limit the

enforcement of the Johnson Amendment
against churches and religious organizations.3 However, a lawsuit was filed by the
Freedom From Religion Foundation claiming that the Executive Order allowed churches to engage in politics to the exclusion of
secular 501(c)(3) organizations.4 In response,
the Department of Justice filed a Motion to
Dismiss based on language in the Executive
Order which limits the relief provided to religious organizations “to the extent permitted
by law,” signaling that the current laws in
effect, including the Johnson Amendment,
still applied to these organizations. The
Department of Justice also argued that the
Executive Order simply states that religious
organizations cannot be subjected to adverse
actions that cannot be imposed on a secular
501(c)(3) organization. This Motion clarified
that the Johnson Amendment is still in effect
for all 501(c)(3) organizations, including religious organizations.
Despite all of this recent activity, the Johnson Amendment and other political activity
limitations remain in effect without modifications, at least for now.
Because these limitations remain in effect,
it is important for 501(c)(3) organizations to
be familiar with them. Many 501(c)(3) organizations are specifically created to conduct
issue advocacy, education of the public and
to influence positive change in their communities. But often the line between issue advocacy and political activity becomes blurred.
It is imperative that 501(c)(3) organizations
know the difference so they can use their
limited resources to fulfill their tax-exempt
purposes without running afoul of political
activity limitations.
The limitations on political activity for
501(c)(3) organizations can be divided into
two primary categories: Political campaigning and lobbying.
37
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What Is It?
Political campaign activity is defined as
influencing the outcome of any specific public election, or to carry on, directly or indirectly, any voter registration drive.5 This
includes “the publication or distribution of
written or printed statements or the making
of oral statements on behalf of or in opposition to…a candidate.”6 An example of the
fine line between issue advocacy and political campaigning, is a medical society which
was found to have engaged in impermissible
campaign activity in support of a candidate
by indicating in its newsletter that certain
candidates were members of the medical
organization and that these candidates supported the fight against socialized medicine.7
Exceptions to Prohibition on Political
Campaigning
The prohibitions on political campaign activity are a complete ban. There are no allowances for insubstantial involvement in a
political campaign.8 As a result, it is important to know what activities are permissible
exceptions to political campaigning.
Nonpartisan Voter Registration Drives
The IRS has allowed public charities to conduct nonpartisan voter education activities.
Generally, voter education, voter registration and get-out-the-vote drives are not a
prohibited activity as long as they make no
reference to a particular candidate.9 It should
also be noted that conducting or paying for
a voter registration drive limited to the geographic area covered by the campaign is not
considered to be nonpartisan and would be
a prohibited political activity.10 Private foundations may provide grants to these public
charities, and even earmark the grant for
this activity, if the recipient public charity
meets the following characteristics: (1) the
organization is a 501(c)(3) organization; (2)
the organization’s activities are nonpartisan,
not confined to one specific election period,
and carried on in five or more states; (3) the
organization spends at least 85 percent of
its income directly for the active conduct
of its charitable purposes; (4) the organization receives at least 85 percent of its support
from exempt organizations, the general public, and governmental units, with no more
than 25 percent of such support from any one
exempt organization; and (5) contributions

to these organizations for voter registration
drives are not subject to the condition that
they be used in any specific state or jurisdiction.11
Nonpartisan Educational Materials
501(c)(3) organizations may distribute materials that are nonpartisan and considered to
be educational.12 The IRS has allowed the following:
a. A compilation of voting records of
members of Congress on major legislation on a variety of subjects, with
no editorial comments about their
voting records;13
b. A questionnaire sent to all candidates for a specific office, soliciting a
brief statement on a variety of issues
selected on the basis of importance
and interest to the electorate, which
showed no bias on any issue and all
candidates received the same opportunity to respond;14 and
c. Organizations hosting a speech by
candidates if presented in an evenhanded manner to all candidates,
even if one or more candidates
decline to accept.15 Note that expressions of support for any single candidate or a request by that candidate
for votes would violate the Johnson
Amendment limitations.
The IRS has prohibited the distribution
of questionnaires which included questions
that showed bias on any issue.16 It has also
prohibited a compilation of voting records
on only one specific issue.17
Expressions of Individual Opinions by
Foundation Officials
First Amendment free speech rights of individuals are not limited by political activity
limitations placed on 501(c)(3) organizations.
A public charity or private foundation official may express his/her individual opinions
on any candidate, provided it is made clear
that he or she is speaking individually and
not for the organization.18 The official should
not use the organization’s facilities, employees or resources in connection with this activity and any expenses should be paid individually and not by the organization.

Lobbying
What Is It?
Lobbying is carrying on propaganda or otherwise attempting to influence legislation,19
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which is defined as an action by congress,
state legislature, any local council or similar
governing body, or by the public in a referendum, initiative, constitutional amendment
or similar procedure.20 Lobbying includes
attempts to influence legislation through: (1)
directly contacting members of a legislative
body, (2) encouraging the public to contact
members of a legislative body, and (3) advocating a position on a public referendum.
Note that the definition of legislation excludes
action by executive, judicial or administrative bodies, such as school boards, housing
authorities, sewer and water districts, zoning boards, and other similar federal, state
or local special purpose bodies.21 As a result,
the limitations on lobbying do not generally apply to attempts to influence actions by
these governmental bodies.
Unlike the complete ban on campaign
activities, lobbying is not strictly prohibited
for public charities. However, even though
public charities and private foundations are
501(c)(3) organizations, the tax code treats
them very differently in many respects.
Relating to lobbying limitations, the code
essentially places a complete ban on private
foundations.22 But for public charities, lobbying is allowed to the extent that any resources used for this purpose are “insubstantial”
in relation to all of the private foundation’s
other resources and revenue.23 Historically,
the IRS has considered 5 percent of an organization’s resources to be “insubstantial.”24
However, some courts have rejected the percentage test.25 The IRS has not recently used
the percentage test, but rather has attempted to evaluate the volume of the legislative
activities in relation to the total activities on a
case by case basis.26 This change in procedure
was partly due to the fact that the percentage
test tends to favor larger organizations over
smaller ones since 5% of a large organization’s time and effort would have a comparatively larger impact. Note that public charities may elect to conduct lobbying activities
in a more substantial way under IRC 501(h).
Typically this election allows those public
charities to conduct lobbying activities with
up to 20 percent of the organization resources.27
The most common forms of lobbying
include direct lobbying and grassroots lobbying. Direct lobbying includes communication with a legislator or other governmental
official regarding specific legislation and
reflecting a view on that legislation.

Grassroots lobbying includes encouraging the general public to communicate with
a legislator or other governmental official
regarding specific legislation. Specifically, it
is defined as: (1) a communication that refers
to specific legislation that has already been
introduced to a legislative body, that the
organization either supports or opposes, (2)
reflects a view as to the desirability of the legislation, and (3) encourages the recipient to
take action by one of the following methods:
a. Stating that the recipient should contact a legislator or employee of a legislative body or other governmental
official who may participate in the
formulation of the legislation;
b. Stating the address, telephone number or similar information of the legislator or employee of a legislative
body;
c. Providing a petition, tear-off postcard or similar material for the recipient to communicate his or her views
to the legislator or employee of a legislative body; or
d. Identifying one or more legislators
who will vote on the legislation as
opposing the organization’s view,
being undecided on the legislation,
being the recipient’s representative
to the legislature, or being a member
of the legislative committee that will
consider the legislation.28
Certain mass media advertisements may
also be prohibited as grassroots lobbying.
A mass media advertisement violates the
limitations on lobbying if, within two weeks
before a vote by a legislative body on a highly
publicized piece of legislation, the organization places a paid advertisement in the mass
media that reflects a view on the general subject and either (1) refers to the specific legislation, or (2) encourages the public to communicate with their legislators on the subject of
the legislation.29
Exceptions to Lobbying Limitations
Similarly to the exceptions to political campaigning limitations, it is important for a
501(c)(3) organization to know what activities are not limited by these political activity
rules. Even private foundations, which are
barred from participating in lobbying activities, may conduct activities that fall outside
of the scope of lobbying. There are several
exceptions to lobbying activities. Activities
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that fall within these exceptions may be conducted without limitation.
Nonpartisan Analysis, Study or Research

The primary
differences
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the 501(h)
election,
which is
available only
to public
charities, and
consequences
for violation
of these rules,
which are
more severe
for private
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An independent and objective exposition of
a particular subject matter, including any
activity that is educational, is allowed. These
organizations may advocate a particular
viewpoint and engage in nonpartisan analysis, study or research and to publish those
results to the public.30 An organization’s
material is educational if:
a. The content is educational;
b. The material is prepared by methods
generally accepted as educational in
nature;
c. The distribution of the materials is
necessary or valuable to achieve the
organization’s tax-exempt purpose;
and
d. The method of distribution is distinguishable from ordinary commercial
publishing practices.31
Essentially, this exception applies when
the distributed material is designed to present information on both sides of the legislative controversy and present a sufficiently
full and fair exposition of the pertinent facts
to enable the public or an individual to form
an independent conclusion or opinion.32 The
IRS will use a four-part test to determine
whether the material is educational:
a. Whether the presentation of viewpoints unsupported by a relevant
factual basis constitutes a significant
portion of the organization’s communications;
b. To the extent viewpoints purport
to be supported by a factual basis,
whether the facts are distorted;
c. Whether the organization makes
substantial use of inflammatory and
disparaging terms, expressing conclusions based more on strong emotional feelings than objective factual
evaluations; and
d. Whether the approach to a subject
matter is aimed at developing an
understanding on the part of the
audience.33
Technical Advice or Assistance
501(c)(3) organizations may provide technical advice or assistance to a governmental
body in response to a written request by such
body.34 The request must be made by the
governmental body as a whole, rather than
an individual member of that body. Any

response by the 501(c)(3) organization can
be oral or written and must be made available to every member of the requesting body.
The response must be directly related to the
materials requested, but they may also contain opinions and recommendations.35
Decisions Affecting the Existence, Powers
and Duties of a Private Foundation
These organizations may also appear before
or communicate with a legislative body concerning a potential decision of that body
which might affect the existence of the private foundation, its current powers and
duties, its tax-exempt status or the deductibility of contributions to the organization.36
This is also called “self-defense lobbying”.
It does not include authority to testify about
the organization’s future program activities.
Examination and Discussion of Broad
Social, Economic, and Similar Problems
A 501(c)(3) organization can discuss and
expend resources to examine broad social,
economic and similar problems as long as the
discussion does not address a specific legislative proposal and does not directly encourage recipients to take action with respect to
the legislation.37
Expressions of Individual Opinions by
Foundation Officials
As stated above, these prohibitions and
limitations do not hamper an individual’s
First Amendment rights to free speech. As
a result, organization officials may express
their individual opinions on any piece of legislation and include a call to action, provided
it is made clear they are speaking individually and not for the organization. The official
should not use the organization’s facilities,
employees, or resources in connection with
this expression and any expenses should be
paid individually and not by the organization.

Treatment of Public Charity vs
Private Foundation Under These
Rules

For the most part, the rules above apply
equally to public charities and private foundations, which are all considered to be 501(c)
(3) organizations. However, as stated above,
the tax code treats them differently on many
levels, so it is important to know how they
are treated differently under these rules.38
The primary differences relate to the 501(h)
election, which is available only to public
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charities, and consequences for violation of
these rules, which are more severe for private
foundations.
Section 501(h) Election
Public charities, exempt under Section 501(c)
(3), can make an election under Section
501(h) to expend up to 20 percent of funds/
resources on lobbying (rather than the 5%
limitation or other insubstantiality test otherwise required).39 Note that this election does
not allow any involvement in political campaigns. It relates solely to lobbying activities.
This election is not available to private foundations.
Excise Tax on Violation of These Rules
Private Foundation Excise Tax
Private foundations are subject to an excise
tax on taxable expenditures under IRC 4945.
Any prohibited political activities mentioned
above would be subject to this excise tax. The
tax is issued in two tiers.
Tier 1 Tax on Private Foundations
The tier 1 tax is 20 percent of the amount of
the taxable expenditure (or the value of the
grant/resources spent on the nonqualifying political activities), due from the private
foundation.40 An additional 5 percent tax is
issued to the foundation manager(s) who
knew of the taxable expenditure and agreed
to the expenditure.41 Foundation managers
liable for the tax are jointly and severally
liable.42 The tax on foundation managers is
capped at $10,000.43
Tier 2 Tax on Private Foundations
Private foundation will be given a deadline
to correct the taxable expenditure. It must
reverse the expenditure and/or return the
funds and resources to the private foundation, to the extent possible. Where the return
of funds and resources is not possible, additional corrective action will be recommended
by the IRS. If the private foundation fails to
take the recommended corrective action,
there will be a 100 percent tier 2 tax on the
private foundation.44 An additional 50 percent tax will be issued to any foundation
manager(s) who refuse to agree to all or part
of the corrective action.45 Managers liable for
this tax are jointly and severally liable.46 This
tax on managers is capped at $20,000.47

41

in section 4945. Rather, they are subject to a
lower excise tax under section 4955,48 which
imposes a tax on political campaign activities
as follows:
Tier 1 Tax on Public Charities
The tier 1 tax is 10 percent of the taxable
expenditure payable by the public charity
and 2.5 percent payable by any managers
who knew that the activities were prohibited political activities.49 Managers are jointly
and severally liable.50 The tax on managers is
capped at $5,000.51
Tier 2 Tax on Public Charities
If not timely corrected, the tier 2 tax is 100
percent on the public charity and 50 percent
on managers who refuse to agree to all or
part of the corrective action. 52 Managers liable for this tax are jointly and severally liable.
53
The tax on managers is capped at $10,000.54
Revocation of Tax-Exempt Status
Although as a last resort, the IRS can impose
the ultimate sanction for violation of these
rules, which is revocation of the organization’s tax-exempt status.
Other Rules Specific to Private Foundations
Unrestricted Grants
Private foundations can make unrestricted
grants to a public charity which has elected
to do lobbying, as long as those grants are not
earmarked for lobbying purposes.55 There
can be no written or oral agreement that the
grant will be used for lobbying purposes.56 A
private foundation that follows these criteria
is generally not held responsible if the public
charity ultimately uses those funds for lobbying purposes.
Specific Project Grants
A private foundation may make a specific
project grant to a public charity which has
elected to conduct lobbying, as long as the
amount earmarked for that special project
does not exceed the budgeted expense to
complete the non-lobbying project for which
the donation was made.57 As detailed earlier
in this article, a private foundation can earmark a grant for a public charity’s nonpartisan voter registration drive if the public charity satisfies several requirements.58

Public Charity Excise Tax

Jointly Funded Projects

Public charities, exempt under section 501(c)
(3), are not subject to the excise tax set forth
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ernmental bodies are allowed as long as the
following requirements are met:
a. The subject of the discussions is a
program that is jointly funded by
the foundation and government or
a new program that may be jointly
funded by the foundation and government.
b. The discussions are undertaken for
the purpose of exchanging data and
information on the subject matter of
the program.
c. The discussions are not undertaken
by foundation managers in order to
make any direct attempt to persuade
governmental officials or employees
to take particular positions on specific legislative issues other than the
program.59
Subsequent Lobbying Use
If a public charity uses a private foundation
grant to finance a nonlobbying communication, then subsequently uses the same communication for lobbying purposes, the private foundation is generally not held responsible for that subsequent use unless:
a. The private foundation’s primary
purpose in making the grant was for
lobbying; or
b. At the time the grant was made, the
private foundation knew (or should
have known) that the public charity’s primary purpose in preparing
the communication was for lobbying.60

Issue Advocacy and Activities Not
Prohibited by Political Activity
Limitations

As briefly mentioned at the beginning of this
article, many 501(c)(3) organizations are specifically created for issue advocacy, education of the public and to influence positive
change in their communities. But often the
line between issue advocacy and political
activity often becomes blurred. It is imperative that 501(c)(3) organizations know the
difference.
Technically speaking, an activity that
does not fall within the specific prohibitions
and limitations above would be an allowed
activity, unless prohibited by other rules.
But the distinction can be very subtle and, as
stated above, the IRS evaluates these activities on a case by case basis. To provide some
general guidance, the IRS has allowed 501(c)

(3) organizations to conduct the following
activities, without violating political activity
limitations.
• Meet with legislators to discuss the
scope and impact of the organization’s work;
• Build relationships with legislators
and sustain these relationships;
• Educate legislators on a broad range
of issues, without reference to a specific legislative proposal;
• Conduct public education campaigns that do not include a “call to
action” which encourages the public
to contact a legislator;
• Conduct nonpartisan voter registration and get-out-the-vote drives;
• Conduct nonpartisan candidate
debates;
• Disseminate nonpartisan educational information based on studies,
research or other scientific analysis,
which allows the reader to draw
their own conclusions (including
nonpartisan voter guides which
include all candidates for a particular public office, with no editorial
comments);
• Influence school board policies or
policies of any other “special purpose body” that has limited jurisdiction, such as housing authorities,
zoning boards, sewer and water districts;
• Convene nonprofits and other decision-makers to discuss broad topics;
and
• Offer technical assistance to legislators in response to a written request
for oral or written testimony from a
legislative ody.
This list is not exhaustive, but it is intended
to provide general criteria to assist 501(c)(3)
organizations to focus their limited resources on their tax-exempt purposes, including
issue advocacy and education of the public,
without running afoul of the political activity
limitations.
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Many organizations assume that if an entity
qualifies for federal income tax exemption
under Section 501(c)(3) of the Internal Revenue Code, that it is automatically exempt
from local and state property tax as well. To
qualify for exemption under Section 501(c)(3)
of the Code, an organization must meet certain general standards: It must be organized
and operated exclusively for one or more
exempt purposes;1 it must actually pursue
its purported exempt purposes; it must not
use its income or assets to benefit any private
shareholder or individual; and it must also
comply with limits on lobbying activities and
a prohibition on political activities. Permissible exempt purposes under Section 501(c)
(3) include religious, charitable, scientific, literary, and educational purposes, testing for
public safety, and the prevention of cruelty
to children or animals.
Although exemption from state income
tax tends to follow the federal recognition
of exempt status, exemption from local and
state property tax does not necessarily follow.
Exemption requirements for state and local
property taxes are different than the federal
standards, however, and often more stringent. All 50 states have statutory provisions
exempting from taxation property owned
and operated for charitable purposes.2 Thus,
requirements for property tax exemption are
subject to interpretation of familiar terms
by varying jurisdictions and municipalities
across the states and even within each state,
including Michigan.
Many taxing authorities may seek to
revoke or limit property tax exemptions,
sometimes seeking to narrowly construe
the statutory definitions of what qualifies as
charitable and educational to bring an organization within the purview of an exemption, especially at a time when federal revenue sharing dollars are decreasing, and

state and municipalities are under increased
financial pressure to close budget gaps.3
According to a 2010 Policy Focus Report,
the typical nonprofit organization realizes
savings from the property tax exemption of
approximately 2 percent of total revenues for
the organization.4 For small nonprofits with
revenues below $100,000 and which own
real property, the property tax exemption is
more important, with a median tax savings
of approximately 14 percent of total revenues.5 Larger organizations with revenues
above $10 million receive nearly two-thirds
of the total tax savings from the property tax
exemption, despite representing only 4.3 percent of nonprofits that own real property. As
the largest landowners, universities and nonprofit hospitals often enjoy the most tax savings from real property tax exemptions. The
reduction in the property tax base caused by
charitable tax exemption affects municipalities by decreasing property tax revenues and
increasing property tax rates for homeowners and businesses.6
In Michigan, the requirements for charitable institutions to qualify for property tax
exemptions have been debated. In the past
two years, a significant number of nonprofit
organizations throughout the State of Michigan received unanticipated property tax bills
from local property assessors interpreting
the standards for exemption, resulting in
many court challenges.7 These organizations
include a social services agency dedicated to
providing food, housing, health services and
job programs, an Islamic center, a church,
and a community college. In 2016, more than
70 nonprofit organizations appealed local
property tax assessments before the Michigan Tax Tribunal.8
A recent Michigan Supreme Court decision, Baruch SLS, Inc v Tittabawassee Township,
500 Mich 345 (2017), however, could provide
needed clarification for nonprofits and assessors construing the criteria for eligibility for
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real property tax exemption as a charitable
institution in Michigan. This article provides
an overview of the requirements for a nonprofit charitable institution to qualify for an
exemption from real or personal property tax
under the Michigan General Property Tax
Act.

The Evolution of the Charitable
Exemption Under the General
Property Tax Act

In Michigan, the authority of the government to levy taxes is contained in Article IX
of the Constitution of the State of Michigan.9
The Michigan Constitution provides that all
property not exempt by law shall be assessed
uniformly and shall not exceed 50% of the
cash value.10 The General Property Tax Act
provides that “all property, real and personal, within the jurisdiction of this State, not
expressly exempted, shall be subject to taxation.”11
The Michigan standard for property tax
exemption has proven to be more rigorous
than the federal standard. That a taxpayer
may qualify for tax exempt status under
Federal law, namely, Section 501(c)(3) of the
Internal Revenue Code, creates no presumption in favor of an exemption from property
taxes.12 An organization’s “exemption from
Michigan ad valorem tax is not determinable
by its qualification as an organization exempt
from income tax under section 501(c)(3) of
the internal revenue code of 1954, but by the
much more strict provisions of the Michigan
general property tax act… .”13
The General Property Tax Act (the “Act”)
includes a number of exemptions from real
and personal property taxes for charitable
institutions.14 Under Section 7o of the Act, a
charitable institution that owns real or personal property may qualify for real or personal property exemption if it:
(1) owns and occupies the property
solely for the purposes for which it
was incorporated,15
(2) leases, loans or otherwise makes
available the real and personal property that it owns to another charitable
institution or charitable trust, nonprofit hospital or nonprofit educational
institution, such property is occupied
by such nonprofit charitable institution, charitable trust, nonprofit hospital or nonprofit educational institution
solely for the purposes for which the
lessee organization was organized or

established, and such property would
be exempt from taxes collected if the
real or personal property were occupied by the lessor entity solely for the
purposes for which the lessor entity
was organized;16
(3) leases, loans or otherwise makes
available the real or personal property
owned by it to a governmental entity,
provided certain other conditions are
met;17
(4) is a qualified conservation organization and meets certain other requirements;18 or
(5) is authorized by a resolution of the
local tax collecting unit in which the
property is located for certain property
that is occupied and used by the charitable institution’s chief executive officer as his or her principal residence as
a condition of his or her employment,
and such property is contiguous to real
property that contains the charitable
institution’s principal place of business.19
Nonprofit organizations should keep in
mind that exemption statutes are subject to
a rule of strict construction in favor of the
taxing authority.20 It is also well settled that
a petitioner (i.e., the nonprofit organization)
seeking tax exemption bears the burden of
proving that it is entitled to the exemption.21
The Michigan Supreme Court Defines What
Constitutes a Charitable Institution for
Purposes of the Charitable Property Tax
Exemption
The landmark Michigan case on real and
personal property tax exemption is Wexford
Medical Group v City of Cadillac, decided by
the Michigan Supreme Court in 2006. In
Wexford, the Court established a six-factor
test for determining whether an organization
constitutes a “charitable institution” for purposes of the real and property tax exemption
under MCL 211.7o(1). Notably, the Michigan
Supreme Court’s analysis regarding what
constitutes a charitable institution applies to
the other exemptions available to charitable
institutions under MCL 211.7o.22
In Wexford, a nonprofit health care provider in a federally designated health professional shortage area, appealed the Tax
Tribunal’s denial of its request to be exempt
from ad valorem property taxes because of
its claimed status as a charitable institution
under MCL 211.7o and 211.9(a). The Court
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of Appeals affirmed. The provider appealed
to the Michigan Supreme Court, which
reversed the lower court’s decision, and
held that Wexford was entitled to property
tax exemption as a charitable institution, setting forth the standard for what constitutes
a “charitable institution” under the General
Property Tax Act.
In Wexford, petitioner had a charity care
policy which provided free and discounted
health care to anyone whose income was up
to twice the federal poverty level. It also had
an open-access policy for Medicare and Medicaid patients under which patients were
treated on a first-come, first-served basis,
placing no limit on the number of Medicare
and Medicaid patients it would treat. Petitioner also engaged in a variety of healthbased community services, including classes, lectures, training, testing and screening,
and sports physicals. The Tax Tribunal and
Court of Appeals held that while Petitioner
extended charity care and indigent services
to the community, its primary purpose was
to operate as a typical family medical practice. According to the tribunal, Petitioner’s
charity care write-offs were not at an appropriate level of charity care to qualify it as a
charitable institution.
Recognizing that the Michigan legislature
failed to define the term “charitable institution” as used in the General Property Tax
Act, the Wexford court undertook a review of
the development of the law surrounding the
real property tax exemption for charitable
institutions and earlier decisions. In Wexford,
the Michigan Supreme Court established six
factors that must be met for an organization
to be considered a charitable institution:
1. A “charitable institution” must be a
nonprofit institution;
2. A “charitable institution” is one
that is organized chiefly, if not solely, for charity;
3. A “charitable institution” does not
offer its charity on a discriminatory
basis by choosing who, among the
group it purports to serve, deserves
the services. Rather, a “charitable
institution” serves any person who
needs the particular type of charity
being offered;
4. A “charitable institution” brings
people’s minds or hearts under the
influence of education or religion;
relieves people’s bodies from disease, suffering, or constraint; assists

people to establish themselves
for life; erects or maintains public
buildings or works; or otherwise
lessens the burdens of government;
5. A “charitable institution” can
charge for its services as long as the
charges are not more than what is
needed for its successful maintenance; and
6. A “charitable institution” need
not meet any monetary threshold
of charity to merit the charitable
institution exemption; rather, if the
overall nature of the institution is
charitable, it is a “charitable institution” regardless of how much
money it devotes to charitable
activities in a particular year.23
Whether an institution is a charitable
institution is a fact specific question that
requires examining the claimant’s overall
purpose and the way in which it fulfills that
purpose.24 An organization must meet all six
of these tests in order to qualify as a nonprofit
charitable institution. Failure to meet any of
these tests disqualifies a claimant from being
considered a charitable institution pursuant
to MCL 211.7o.
Baruch SLS Inc v Tittabawassee Township
(2017) Clarifies Wexford’s Six-factor Test
Despite Wexford’s six-factor test for determining whether an organization is a “charitable
institution”, confusion among local assessors
post-Wexford continued to exist, particularly
with respect to the third factor of Wexford
regarding whether charity is provided on a
non-discriminatory basis. The Michigan Tax
Tribunal has, on several occasions interpreted the third factor of Wexford, that the institution not discriminate, as excluding organizations from tax exemption because it charges
fees for its services.25 For example, a low-cost
daycare was denied exemption because it
did not satisfy the third factor solely because
it did not accept those who could not afford
to pay at all.26 A gymnastics facilities that
offered financial assistance in the form of
scholarships was denied exemption in part
because it did not offer scholarships to all
who might benefit.27
In June 2017, the Michigan Supreme Court
provided additional guidance, upholding
the Wexford decision while clarifying the
third factor regarding the provision of charity on a nondiscriminatory basis. In Baruch
SLC Inc v Tittabawassee Township, the Michi-
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gan Supreme Court held that a nonprofit
charitable institution seeking an exemption
from property taxes satisfies the third factor of Wexford so long as “the restrictions
or conditions the institution imposes on its
charity bear a reasonable relationship to a
permissible charitable goal.”28 In addition to
this new “reasonable relationship” test, the
Baruch court clarified that any analysis of
the fee structure for a charitable institution
should be considered under Wexford factor
five rather than under Wexford factor three.29
In Baruch, a Michigan nonprofit corporation described as tax-exempt under Section
501(c)(3) of the Internal Revenue Code, operated an adult foster care facility licensed as a
specialized care unit with programs for the
aged, developmentally disabled, physically
handicapped, and mentally ill (the “Nursing
Home”).30 Residents of the Nursing Home
received room, board, supervised personal
care, and/or assistance with medications.
Baruch argued that admission decisions
were not based on an applicant’s ability to
pay, although its target occupants consisted
of the elderly and persons with disabilities
who qualified for Social Security and had
some ability to pay. Baruch also maintained
an Income Based Program which reduced a
resident’s monthly rate on the basis of his or
her income. The program required that for
eligibility, the resident must have lived at the
Nursing Home and have made a minimum
of 24 full monthly payments, applied for and
be determined eligible for Medicaid and provide information about all available income.
Tax exemption from real and personal
property taxes for Baruch’s Nursing Home
facility in Tittabawassee Township was
denied by the Michigan Tax Tribunal because
the tribunal held that Baruch did not satisfy
factors three, five and six of the Wexford test.
The tribunal held that Baruch offered its
charity on a discriminatory basis in violation of Wexford factor three, did not meet its
burden to provide that that rates it charged
were not more than what was needed for its
successful maintenance, in violation of Wexford’s factor five, and that Baruch’s overall
nature of operation was commercial, in violation of Wexford’s factor six. Although the
Court of Appeals reversed the tribunal’s ruling regarding factors five and six, it affirmed
the tribunal’s judgment on the basis that
Baruch’s policies were discriminatory within
the group it served, in violation of Wexford’s

factor three because of the Income Based Program.
In vacating the Court of Appeal’s decision, the Michigan Supreme Court held that
in evaluating whether an institution has met
Wexford’s third factor regarding nondiscrimination, it must consider whether the
restrictions or conditions that the institution
imposes on its charity bear a reasonable relationship to a permissible goal. It stated that
the Court of Appeal’s interpretation of the
Wexford standards effectively required charitable institutions to provide their services for
free “with no regard for their ability to do so”
and that such a requirement would be “unrealistic and unsustainable.”31 According to the
Court, none of the 2006 Wexford factors were
designed to require an institution to offer services for free or to select recipients using arbitrary criteria such as first-come, first-served.
In fact, one of Wexford’s factors specifically
allows an organization to charge fees.
Under the Baruch decision, the Supreme
Court makes clear that a nonprofit charitable
institution does not offer its charity on a discriminatory basis by choosing who, among
the group it purports to serve, deserves
the services; rather, a charitable institution
serves any person who needs the particular
type of charity being offered and may require
reasonable fees and impose selection criteria
for its service recipients. To determine otherwise, an organization would be forbidden
from selecting beneficiaries at all. According to the Court, factor three is intended to
exclude organizations that discriminate by
imposing purposeless restrictions on the beneficiaries of the charity. Baruch clarifies Wexford by banning restrictions or conditions on
charity that bear no reasonable relationship
to an organization’s legitimate goals. The
Michigan Supreme Court instructed that the
“reasonable relationship” test be construed
broadly and that “the relationship between
the institution’s restriction and its charitable
goal need not be the most direct or obvious”
but that “[a]ny reasonable restriction that
is implemented to further a charitable goal
that passes factor four is acceptable.”32 The
reasonable relationship test is meant to “prevent unnecessarily limiting the restrictions a
charity may choose to place on its services.”33
Accordingly, under Wexford factor three,
a restriction or fee charged by a charitable
institution for the services provided is not
discriminatory so long as it bears a “reason-
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able relationship” to the permissible charitable goal under the fourth factor of Wexford.34

Assessment Best Practices

Following the Michigan Supreme Court’s
decision in Baruch, the Michigan State Tax
Commission published a Bulletin on December 12, 2017, which describes the applicable
court cases to be considered in determining whether an organization qualifies for
the charitable exemption provided in MCL
211.7o.35 The Bulletin provides a summary
of the relevant criteria under Wexford and
Baruch for determining whether exemption
is appropriate and provides best practices
recommended for assessors to determine
whether an organization qualifies for exemption. First, the State Tax Commission recommends that local assessors create a standard
application form that includes all of the
information needed for the assessor to determine whether the applicant qualifies for the
exemption, including the requirements outlined by statute and as defined by the Michigan Supreme Court. The State Tax Commission has also provided a sample form. Next,
assessors should establish a record for each
property that has been granted an exemption, including the application, supporting
materials and any other information considered in granting the exemption and annually review previously issued exemptions. It
may be that changes have been made which
would change the status of the exemption.36
Finally, if an assessor has evidence that a
property no longer qualifies for exemption,
assessors should remove the exemption,
notify the taxpayer and provide the taxpayer
with documentation of their appeal rights.

Conclusion

Baruch’s clarification of the requirements for
charitable institutions to qualify for property
tax exemptions provides important guidance
for charities and local assessors. Although
State and local government may continue
to seek ways to close budget gaps, Baruch’s
guidance may help to provide uniformity
in assessment of property taxes, limiting the
discretion of municipalities to interpret the
charitable tax exemption.
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Michigan Cooperative Entities for
Social Enterprise: Nonprofit, For
Profit, and Consumer Cooperatives
By Chris Bardenhagen
Introduction
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Statutory cooperatives are one of the earliest
forms of social enterprise entities. During the
early 1900s, legislation was passed in states
around the country primarily in response
to farmers’ issues. This legislation created a
statutory basis for the organization of cooperative corporations.1 Cooperative incorporation enabled farmers to work together to
create economic power, and, along with the
anti-trust exemptions provided by the Capper-Volstead Act,2 allowed them to collectively negotiate prices with buyers. However
today, agricultural marketing is only one
among many common uses of cooperative
entities, including housing, electricity, grocery, and employee ownership and management.
A cooperative is used as a method of
providing its members and patrons needed
services. This need often arises from some
sort of gap or market failure in a community; for example, a high cost of delivering
electricity to a rural area. Cooperatives are
often community-oriented businesses that
make decisions with community considerations in mind. This community approach is
one of several “cooperative principles” that
are not mandated by law but are followed
in practice and advocated for by supporting
organizations. Other cooperative principles,
such as the principle of democratic control, are grounded and codified to a certain
extent in various state and federal statutes
and case law related to cooperatives. See the
“Resources” guide below for more information on cooperative principles.
Unlike other C-corporations, cooperatives are not generally used as a vehicle for
investment. Rather, the objective is to maximize benefits and value to members/patrons
through specific services, often tailored
around a single line of business. Cooperatives can pay up to 8% dividends on capital
investments, which may help to attract community investors. However, due to the fact
that control over decision making needs to be

retained by members, cooperatives will generally remain autonomous businesses, even
where some equity is held by outside investors.
A cooperative’s members are also its
owners and customers. With the exception of
outside directors, directors of the board wear
three hats, as managers, owners, and customers. This mix creates some unique issues related to governance. For example, conflicts of
interest policies might need to accommodate
for a certain standing level of board member
interest. Also, boards might consider operating on a de facto consensus basis because of
the variety of interests that members have as
customers, and due to the fact that the cooperative is a vehicle for their collective action;
close-call majority vote decisions might disenfranchise certain factions within the membership. Relative to a traditional corporation,
cooperative boards and management often
need to place a high priority on communication with the membership and on continuing
education regarding member participation
with the cooperative.
Both for-profit and nonprofit cooperatives can work to provide services “at-cost”,
annually distributing to members any funds
not needed to further the core services. A
member’s use of a cooperative, referred to
as “patronage”, determines how earnings
will ultimately be allocated. For example, in
a cherry marketing cooperative, a member
that delivers 10 percent of the cherries will
receive 10 percent of the patronage dividends, regardless of the amount of capital
that member has invested in the corporation.
Subchapter T of the Internal Revenue
Code3 allows a qualifying business to
deduct patronage dividends from its taxable income.4 This can help keep entity level
tax low and means that cooperative patrons
can avoid double taxation for much of the
income resulting from their business with
the cooperative. To qualify for Subchapter T,
a business must be “operating on a coopera-
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tive basis,”5 further defined in Puget Sound
Plywood, Inc v Commissioner6 as having:
• Subordination of capital. Allocation of ‘profits’ is based on a member’s patronage/use of the business
regardless of that member’s capital
investment.
• Democratic control. Generally, one
member one vote regardless of capital investment.
• Allocation to members. The excess
of operating revenues over costs is
allocated to the members.
For more detailed information on federal taxation of cooperatives, see the book
“The Law of Cooperatives” published by the
American Bar Association.7 Also, Bloomberg
has a BNA on the topic (U.S. Income Portfolio 744, “Taxation of Cooperatives and their
Patrons”.)
Other entities including LLCs can also be
organized and run using cooperative principles. This article mainly focuses on per se
cooperatives that can be organized in Michigan.

“Profit” Cooperatives
Section 98(2) of the GCA states that cooperatives which pay dividends or which treat
non-members patrons differently than members will be classified as “profit” corporations
for fee payment, reporting, and state taxation
purposes.13 As the name implies, profit cooperatives create a platform for doing business
primarily intended to benefit its members
monetarily. Profit cooperatives can generally
utilize the provisions of the Business Corporation Act (“BCA”) for structuring equity,
creating board rules, and other organizational matters.14
One highlight of the profit cooperative its
ability to utilize capital stock and pay up to
8 percent dividends on that stock. Multiple
lines of stock can be developed, enabling
capital to be raised for different areas of business or service. While cooperatives might
not generally be entered into for purposes
of return on investment, the ability to pay at
least some dividends on stock can be used to
reward members that make relatively large
capital investments in the cooperative, and to
create incentive for outside investment.

Cooperative Statutes in Michigan

Standard Nonprofit Cooperatives

The 1931 General Corporation Act (“GCA”)
provides the enabling legislation for organizing cooperatives in Michigan.8 Section 98
of the GCA states that it governs corporations that a) do at least 50% of its business
with members; and b) either limit dividends
to 8%, or limit voting rights to one vote for
each member.9 It is interesting that these provisions closely track the requirements of the
Capper-Volstead Act,10 presumably to insure
farmer’s cooperatives would be structured in
a complying manner.
The GCA further provides for two classes
of cooperatives, profit and nonprofit, and
exempts the Consumer Cooperative Act11
from its purview. Aside from some limited
exceptions12, in order to use the name “cooperative” or “co-op” in a business’s name, a
business must be organized under the GCA
as a profit or nonprofit corporation, or under
the Consumer Cooperative Act. This decision will be noted when filing the articles of
incorporation with LARA.
While certain purposes or lines of business might lend themselves to a specific one
of these entity types (profit, nonprofit, or consumer cooperative,) many businesses could
potentially organize using any of the three.

Under the GCA, cooperatives that do not pay
dividends and that distribute or allocate all
earnings to members and other patrons are
classified as “nonprofit” corporations for fee
payment, reporting, and state taxation purposes.15 (Note: there is an exception to the
dividends rule for “consumer” nonprofit
cooperatives, see below.) Nonprofit cooperatives can generally utilize the provisions of
the Nonprofit Corporation Act (“NCA”) for
organizing.16
As such, under section 251 of the NCA,
the nonprofit cooperative must have purposes “… not involving pecuniary gain or
profit …” for its members.17 This is where the
“at-cost” concept can be employed to fulfill
a community need for a specific service. For
example, the purposes of an artists’ cooperative could be to help members market their
artwork and to work together to purchase
supplies at quantity discounts, in order to
help local art and an artistic culture survive
in a particular area. A nonprofit cooperative
structure would enable the artists to obtain
these services at cost based on their patronage.
Nonprofit cooperatives have a specific
exemption from securities regulation under
section 201 of the Michigan Uniform Securi-
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ties Act.18 However, the exemption only covers nonprofit cooperatives that are organized
on a membership basis.19 However, membership nonprofits have the necessary latitude
under the NCA to create different classes,
lines, and preferences of membership interests to provide for a cooperative’s capital
structure needs.20 While a nonprofit cooperative can be organized on a stock basis, in
addition to not qualifying for the section 201
security exemption, it would not be able to
pay dividends under Section 98 of the GCA,
as mentioned above.
Nonprofit cooperatives cannot generally
be organized on a directorship basis because
members cannot have voting rights in a
directorship nonprofit under Section 305 of
the NCA.21

“Consumer” Nonprofit Cooperatives
Chapter 11 of the NCA, also known as the
Consumer Cooperative Act, enables the
formation of a specific breed of nonprofit
cooperative.22 A “consumer cooperative”
is defined as one where a majority of the
votes are held by consumers of its products or services (or facilities in the case of a
housing cooperative.)23 It is somewhat of a
hybrid between a profit and standard nonprofit cooperative, giving some of the benefits of both. For example, a consumer cooperative must be organized on a membership
basis24, enabling it to qualify for the securities
exemption under section 201 of the Michigan
Uniform Securities Act,25 but it can pay up to
8 percent dividends on member capital.26
Between the applicable provisions of the
NCA and those of the Consumer Cooperative
Act itself, there is a high degree of flexibility
for creating membership interests, including
differing classes of membership and lines of
capital with various preferences and voting
rules.27 The Consumer Cooperative Act also
allows a business to garner inside or outside
investment using nonvoting investment certificates28.
The Consumer Cooperative Act has a
variety of unique provisions that specifically
alter the usual requirements of the NCA. For
example, under section 1151, there must be
at least five people on the board initially.29
Section 1143 creates an alternative method
of notice for member meetings,30 and section
1144 alters proxy voting requirements.31

A Few Common Types of
Cooperatives

Cooperatives can be used for a wide variety
of purposes and lines of business, but certain categories have been used regularly and
some have specific statutory provisions associated with them. A few examples follow.

Farming
Cooperatives can be used to serve farmers
in multiple ways, but the most common are
marketing and supply cooperatives. Marketing cooperatives often manage both packing
and processing in addition to marketing, and
are used to economize on expensive equipment and facilities. Supply cooperatives are
used for purchases that farmers commonly
need including fertilizer and other inputs;
farmers working together can create enough
purchasing power to negotiate volume discounts. It is not uncommon for a cooperative
to engage in both marketing and supply.
Profit, nonprofit, or consumer cooperatives can be used to organize a marketing and
supply cooperative, and there are examples
of each in Michigan. Numerous lines of stock
or membership interests can be created help
facilitate the aggregation and/or marketing of multiple crops of interest to member
farmers, especially when many growers of
one product also grow another product. For
example, a vegetable marketing cooperative
could run a preferred line to raise capital for
processing equipment specific to carrots, and
another line for equipment specific to potatoes. Members can invest in those lines based
on their anticipated percent utilization of
the equipment, based in turn on the volume
of product that they will bring to the cooperative. Other lines of stock or membership
can be used to fund investments in common
business infrastructure.
In order to develop member investment in
the cooperative, “per unit retains” are often
used. Some amount of value from each unit
of product, for example one cent per pound
of produce, will be held by the cooperative
and allocated to the members based on their
volume and patronage. This enables accumulation of capital for various needs beyond
the initial membership capital contribution
and product-line specific investment.
Farmer’s cooperatives can potentially
qualify as a tax exempt organization under
section 521.32 Among other requirements
of section 521, an organization must be a
farmer’s marketing or supply cooperative
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and must not do more than 15 percent of its
business with “…persons who are neither
members or producers…” 33 Profit, nonprofit, and consumer cooperatives could each be
utilized to develop an exempt farmer’s cooperative, as long as it is organized in a manner
that complies with these requirements. Subchapter T allows a section 521 exempt farmer’s cooperative to deduct dividends on capital stock from taxable income.34 Furthermore,
securities issued by a qualifying section 521
cooperative are exempted from registration
under the Securities Act of 1933.35
Under Section 199A of the recent Tax
Cuts and Jobs Act, farmers selling produce
to cooperatives were given a large deduction
unavailable to farmers that sold to other end
buyers. However, this was an apparent mistake made during the congressional action.
At the time of this writing, farmer and cooperative organizations are working together to
mend the code, in order to re-establish a level
playing field where cooperative members are
not unduly enriched. These changes are likely to be retroactive to the effective date of the
Act, January 1, 2018.36

Housing
Housing cooperatives operate to provide
housing for members who live in a particular
community. For example, in the case of college student housing, a cooperative can help
students to live affordably in a close proximity to their campus, and pool resources with
other students for needs such as food and
supply purchases.
Many housing cooperatives are organized as nonprofit cooperatives. The cooperative will generally own the buildings, and
members buy a share or pay a monthly fee
(equivalent to rent) that gives them the right
to live in a unit, whether it be a house, apartment, or single room.

Natural Food Grocery
A number of natural food grocery cooperatives (often referred to as “food co-ops”)
were set up in the 1970s and early 1980s in
order to provide whole or unprocessed foods
and bulk goods such as nuts, dried fruit,
and granolas. Today, there are about eleven
in Michigan located in various cities. While
natural food retail is now being championed
by large retailers and regional supermarkets,
there is renewed interest in the organization of natural food cooperatives around the
country; more than one is currently under
development in Michigan. Part of natural
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food cooperatives’ ongoing niche in the marketplace might be their ability to provide customers with products from multiple, often
small-scale local farmers.
Non-members are generally encouraged
to patronize natural food cooperative grocery stores. However, members often receive
certain discounts. To become a member,
these cooperatives often require a one-time
membership capital contribution, although
some only require the payment of annual
membership fees.
Many of the existing food cooperatives
were initially organized as nonprofit cooperatives. However, some have amended their
articles of incorporation to organize under
the Consumer Nonprofit Cooperative Act.

Worker Cooperatives/ Employee Owned
Businesses
Worker cooperatives are businesses where
the employees have ownership and some
level of management over the business.
Like other cooperatives, worker cooperatives have to balance multiple purposes and
considerations; in addition to the marketplace in which they sell goods and services
to the public, management must keep a close
pulse on the interests of the members as both
employees and owners.
While several states have worker-specific
cooperative statutes, there is not currently a
statute in Michigan. However, the statutes in
other states tend to closely track the requirements of IRC 1042,37 something that can easily be done using one of the Michigan cooperative entities mentioned in Part II above or
another Michigan business entity. IRC 1042
is oriented around succession planning, and
gives tax benefits (non-recognition of longterm capital gain) to selling business owners
if they sell stock to the employees if a) a qualified stock ownership plan is used (ESOP) or
b) the business is an eligible worker-owned
cooperative (EWOC).38 Among other requirements which insure that the business is run
on a cooperative basis, a majority of the
membership of an EWOC must be employees, a majority of voting stock held by members, and a majority of directors elected using
one member one vote.39
Another method of providing employee ownership upon succession is to use an
Employee Owned Trust (EOT). EOTs originated in the United Kingdom and have
begun to be used by companies located in
Michigan. In an EOT, employees share in

Cooperatives
can be used
for a wide
variety of
purposes
and lines of
business,
but certain
categories
have been
used regularly
and some
have specific
statutory
provisions
associated
with them.
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earnings rather than equity, and a selling
owner sells to a trust instead of directly to
the employees; the degree of employee control over management can vary. For more on
EOTs, contact C2BE whose information can
be found in the resource list below.

Cooperative Resources List

• The Law of Cooperatives is a book by C.
Autry and R. Hall published by the
American Bar Association. It gives a
comprehensive overview of various
aspects of cooperative businesses,
including cooperative taxation.
• Taxation of Cooperatives and their
Patrons is a Bloomberg BNA (US
Income Portfolio #744) which provides in-depth treatment of cooperative taxation.
• A good description of the “Seven
Cooperative Principles” can be
found here: https://www.electric.coop/seven-cooperativeprinciples%E2%80%8B/
• The United States Department of
Agriculture has a large collection
of publications on cooperatives:
https://www.rd.usda.gov/publications/publications-cooperatives
• The USDA is also currently working
to put state-by-state information on
cooperative statutes online. Many
states’ information us currently
up online: http://ncba.coop/ourwork/cooperative-statute
• Sustainable Economies Law Center
is a resilient-communities economic development organization with
resources on cooperative development. See http://www.theselc.org
• The Center for Community-Based
Enterprise (C2BE) is a nonprofit that
works to develop worker-owned
businesses in Detroit, including
worker cooperatives, ESOPs and
EOTs. See http://www.c2be.org
• Kent State University hosts the
Ohio Employee Ownership Center
which provides university outreach
on worker cooperatives and ESOPS
among other things. See http://
www.oeockent.org
• Michigan State University hosts the
Michigan Cooperative Development
Program, which focuses on cooperative education, as well as providing
assistance in developing rural coop-

eratives: http://msue.anr.msu.edu/
program/info/cooperative_development_program
• The Mid America Cooperative
Council is a trade association
focused on education and training
for cooperatives, including training
for board governance: http://macc.
coop/about-us/
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Case Digests
Huron City Co v Parcells, No 335978 (Mich
Ct App Feb 8, 2018)

Huron City Company is a closely held corporation whose
shareholders are all extended family members, including
the defendants. The Company owns a 1400 acre parcel of real
property and through a limited liability company, leases
various portions of the property to private individuals and
entities. The Company brought a complaint alleging that
the defendants were harassing and intimidating guests
leasing the land. This initial complaint was settled after
a case evaluation. A subsequent counter-complaint was
filed raising issues like self-dealing with the corporation,
misappropriation of corporate opportunities, waste of
corporate assets, and breach of articles of incorporation.
Relevant to this appeal, the defendants alleged that the
Company breached the Articles of Incorporation by
leasing company property without an 80% supermajority
vote. The specific section in the Articles states:
The affirmative vote of holders of 80% of the shares
in attendance…at a validly called meeting of the
shareholders at which a quorum is present shall
be necessary for the following corporate action:
sale, long-term lease or exchange of the property or
assets of the corporation with a value in excess of
$50,00.00…or the disposition of any real property.
The defendants argued that a lease should be considered
a disposition of any real property. The Company filed a
motion for summary disposition arguing that its leasing
of its property did not violate that specific Article. The
trial court agreed with the Company and dismissed the
defendant’s claim. Defendants, attempting to define
disposition of any real property, urged the Court of Appeals
to look at Black’s Law Dictionary: “the act of transferring
something to another’s car or possession, esp. by deed of
will”. The Court found that the qualifier, “esp. by deed
or will”, both indicate finality of the transfer. Therefore,
the trial court properly determined that a lease did not
constitute a disposition of any real property in the context
of the Articles.

Patel v Patel, No 339878 (Mich Ct App June
19, 2018)

Plaintiff Shambhu Patel and his two brothers, Herman and
Jaimin, formed Shree Vishnu II to purchase and operate
a hotel in Holland, Michigan in 2001. On June 17, 2006,
plaintiff voluntarily wrote and delivered a letter to his
two brothers saying that he did not want “anything” or
“whatever” from the Holland Hotel and that the brothers
should “share or split” what would come from the hotel.
After the letter was delivered, per the testimony, the
plaintiff ceased to participate in hotel operations and did
not provide any assistance to save the hotel from bank
foreclosure in 2012 or from being shut down by the city
because of ordinance violations in 2014.
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Plaintiff brought a shareholder oppression suit against
defendants. Among the defenses that defendants asserted
were waiver and promissory estoppel based on the June 17th
handwritten letter. The trial court found that that plaintiff
waived his rights as a shareholder in 2006 and he did not
have standing to pursue claims for damages, account, or
dissolution in 2016. Plaintiff appealed, alleging that the
trial court erred by concluding defendants satisfied their
burden of proof by preponderance of the evidence that
plaintiff waived his interest by writing the June 17th letter.
Plaintiff argued that his only intent for writing the letter
was to show the parties’ father that there was no family
feud about money and the letter was actually delivered to
his father. However, there was no evidence that the father
ever was in possession of the letter.
The court of appeals affirmed that plaintiff waived his
interest in the Holland hotel by writing and delivering the
June 17th letter to his two brothers. Although the June 17th
letter did not contain legal language, specific words are
not necessary for a waiver to be determined as valid. It
did contain declarations of plaintiff’s intent to waive his
interest and convert it equally to his brother. The trial
court properly dismissed plaintiff’s shareholder action
under MCL 450.1489.

Auburn Sales, Inc v Cypros Trading &
Shipping, Inc, No 17-2501 (6th Cir Aug 6,
2018)

Auburn Sales, Inc. bought automotive parts from Chrysler,
and then resold them to Cypros Trading & Shipping, Inc.
Unbeknownst to Auburn Sales, Cypros had been getting
counterfeit parts and mixing them with the legitimate
Chrysler parts and then selling the comingled parts to
customers in the Middle East. After the FBI raided Cypros’
warehouse and charged its president with trafficking in
counterfeit goods, the business arrangement ended.
In response of the FBI raid and convictions, Auburn
Sales filed a lawsuit against Cypros, bringing claims
for tortious interference with a prospective economic
advantage, breach of contract, and negligence. The district
court dismissed the negligence claim at the pleading stage
and granted summary disposition for Cypros for the
tortious interference and breach of contract claims. The
district court held that Auburn Sales did not demonstrate
that Cypros sold counterfeit parts for the purpose of
causing Chrysler to refuse to sell parts to Auburn Sales.
For the breach of contract claim, the district court held that
the Michigan statute of frauds barred the claim because
neither party had a written agreement. Additionally,
Auburn Sales failed to establish that it had an exclusive
requirements contract with Cypros. Auburn Sales appeals
the district court’s grant of summary disposition.
In regards to the tortious interference claim, the Sixth
Circuit explained that Auburn Sales never asserted that
Cypros knew with substantial certainty or intended to
terminate Chrysler’s relationship with Auburn Sales.
Without any assertion that Cypros had intent to interfere
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with the business relationship between Cypros and Auburn
Sales, the district court rightfully rejected the tortious
interference claim. In regards to the breach of contract
claim, the Sixth Circuit explained that because there was
no writing whatsoever between Cypros and Auburn Sales
to purchase Chrysler parts, the claim clearly fails under
the Michigan statute of frauds. The Sixth Circuit affirmed
the district court’s grant of summary judgment dismissing
Auburn Sales’ tortious interference claims and breach of
contract claim.
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Michigan Business Formbook, Third Edition
Edited by Mark A. Kleist, Robert A. Hudson, and Daniel D. Kopka
Draft like an expert with business forms for all major areas of business practice. Assists you in easily locating the right Michigan-specific form to adapt for your client’s transaction.
Print Book: $199.00
Online Book/5-29 Lawyers: $225.00

Online Book/0-4 Lawyers: $135.00
Product #: 2011551140

Michigan Limited Liability Companies, Second Editiion
By James R. Cambridge and George J. Christopoulos

Get everything you need to help your business clients set up and operate LLCs. Owing this book
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guidance from choice of entity and formation through dissolution. With their advice, you will know
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Online Book/5-29 Lawyers: $225.00
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Seminars
Business Entity Update 2018
Presented by Rachel A. Doxsie, Jehan Crump-Gibson, and Erin R. Bonahoom
Cosponsored by the Business Law Section of the State Bar of Michigan. Stay ahead of the current trends in business entity law. Watch so you can advise on intellectual property issues related
to branding, customize operating agreements, provide guidance on fiduciary duties, and formalize
relationships between LLC members.

On-Demand Seminar		
General fee: $95
Section Members: $85
ICLE Partners: Free

Now Available!
New Lawyers: $45

Seminar #: 2018CT1126

30th Annual Business Law Institute

Cosponsored by the Business Law Section of the State Bar of Michigan
Get the latest updates, strategies, and practical tools you need to succeed in the demanding world
of business law. Stay ahead of trends, get expert advice, and take away solutions for your clients.
Plus, don’t miss exceptional networking opportunities.

Date: October 5, 2018 		
General fee: $345
Section Members: $315
New Lawyers: $195

Location: Grand Rapids

Seminar #: 2018CI1110

ICLE Partners: $295
4+ Lawyers from same firm: $245 per lawyer

The education
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1020 Greene Street
Ann Arbor, MI
48109-1444
Phone
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