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From the Desk of the Chairperson

By Michael S. Khoury

Make the Most of Your BLS Membership

For the majority of you that
receive and read the Business
Law Section’s E-Newsletter, you
will have noticed the recurring
theme of opportunities for par-
ticipation and the coordination
of our efforts with other sections
of the State Bar of Michigan.

Business Section participation is an option for
each of you, but less than 10 percent of the Sec-
tion’s membership takes the opportunity to work
with a committee, participate in legislative initia-
tives, or attend the Business Law Institute. For
the other 90+ percent, the recent member survey
results indicate that the Section is delivering suf-
ficient value for you to continue to pay your dues
and maintain your membership simply through
the publication of the Michigan Business Law Jour-
nal and the attendance at periodic Section activi-
ties.

Despite the ever-increasing demands on our
time, and the increasing complexity and challeng-
es of law practice, I hope you will consider taking
some time to participate in a Section committee.
Our current committees are as follows:

Commercial Litigation
Corporate Laws
Debtor/Creditor Rights
Financial Institutions
In-House Counsel
Nonprofit Corporations
Regulation of Securities
Uniform Commercial Code

Unincorporated Enterprises

The committee leadership is listed near the front
of each issue of the Michigan Business Law Journal,
and you are encouraged to contact the committee
chairs directly.

One of our activities that has generated sig-
nificant interest are the periodic Small Business
Forums that take place in southeast and western

Michigan. The purpose of our Small Business Fo-
rums is to bring together attorneys, consultants,
other service providers and business representa-
tives to discuss and network on common themes
of interest. Check out the calendar for upcoming
events.

Michigan Business Law Institute

The 20" Annual Michigan Business Law Institute
will take place on June 13-14, 2008. As a result of
feedback from participants, the program chairs
have decided to move the Institute from its typi-
cal resort location to the historic and classic Dear-
born Inn in Dearborn, Michigan. This will make
it easier and more accessible to people in south-
eastern Michigan but still provide an interesting
venue and opportunity for lawyers from around
the state to attend.

The program itself promises to be an interest-
ing mix of updates and trends in the law, as well
as business and financial topics that will make
you a better counselor to your clients. I hope to
see many of you there.

Coordination with Other Sections

The Business Law Section E-Newsletter was
launched in September 2007 and was discussed
with other SBM section leaders during a confer-
ence in Lansing in October. As a result, several
other sections are looking at launching a similar
newsletter. We are making a concerted effort to
tell you about interesting events being sponsored
by these and other groups. In exchange, of course,
those groups will highlight our events. We hope
that by informing you of activities concerning
business lawyers, you will see it as an additional
value you receive from your Section member-

ship.
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Business Corporation Act
Amendments

Rep. Huizenga introduced HB 5356
in October that contains amendments
to the Business Corporation Act
drafted by the Corporate Laws Com-
mittee of the Business Law Section.
The amendments permit the use of
abbreviations, such as inc., co., corp.,
and ltd., with or without periods; per-
mit appointment of a limited liability
company as resident agent; and per-
mit conversion of a corporation to a
business organization and conver-
sion of a business organization to a
corporation, if permitted by the law
that will govern after the conversion.

An amendment to section 545a
clarifies that an interested direc-
tor transaction that satisfies section
545a(1) could still be subject to attack
for other defects. Amendments to sec-
tions 564a and 564b clarify language
regarding indemnification and permit
general authorization of advances in
connection with a single proceeding.
The amendments also include repeal
of Chapter 7B, commonly referred to
as the control share act.

Legislation to Address Miller
v Allstate

HB 5356 is tie barred to HB 5357 and
HB 5358, introduced by Rep. Meis-
ner and Rep. Clemente, respectively,
which amend the Professional Ser-
vice Corporation Act and Michigan
Limited Liability Company Act. The
bills contain amendments to address
issues raised by Miller v Allstate,
which held that a corporation pro-
viding professional services must
form under the Professional Service
Corporation Act rather than the Busi-
ness Corporation Act. Prior to Miller
the Corporation Division followed
Attorney General Opinion No. 6592,
which states that only corporations
providing services of lawyers, phy-
sicians, surgeons, dentists, and psy-
chologists were required to organize
as professional service corporations.
The intent of the bills is to preserve
the status quo as it existed before the
Miller decision.

HB 5356 amends the Business Cor-
poration Act to clarify that a corpora-

tion may form under the Business
Corporation Act to provide profes-
sional services, other than servicesina
learned profession. It also adds a defi-
nition for “service in a learned profes-
sion” and has a savings clause for ex-
isting corporations. HB 5357 amends
the Professional Service Corporation
Act to clarify that only corporations
providing “services in a learned pro-
fession” are required to organize as
professional service corporations. It
adds a definition for “services in a
learned profession,” simplifies the
definition of “professional service,”
and adds a savings clause for existing
corporations. HB 5358 amends the
Michigan Limited Liability Company
Act to simplify the definition of “pro-
fessional service.”

HB 5356 and HB 5357 were
amended in committee to add chi-
ropractors and optometrists to the
definition of “services in a learned
profession,” restricting them to only
incorporating as professional service
corporations. The house passed HB
5356-5358 on December 6, 2007, with
further amendments to HB 5356 and
HB 5337 to add physical therapists to
the definition of “services in a learned
profession” and restrict them to only
incorporating as professional service
corporations. The bills have been re-
ferred to the Senate Committee on
Economic Development and Regula-
tory Reform.

Section 4(3) of the Profession-
al Service Corporation Act, MCL
450.224(3), provides that when a pro-
fessional service corporation renders
a professional service included with-
in the Public Health Code “all the
shareholders of the corporation shall
be licensed or legally authorized in
this state to render the same profes-
sional service.” The bills as amended
would limit chiropractors, optom-
etrists, and physical therapists to or-
ganizing as professional service cor-
porations and, therefore, would limit
ownership to shareholders licensed
to provide the same professional ser-
vice. The impact of the amended bills
on existing corporations and existing
professional service corporations that
offer the services of chiropractors, op-

tometrists, or physical therapists is
unclear.

On November 21, 2007, the Michi-
gan Supreme Court granted the ap-
plications for leave to appeal in Miller
v Allstate. The court invited the At-
torney General, the Prosecuting At-
torneys Association of Michigan, the
Michigan Association for Justice, the
Insurance Institute of Michigan, and
the Business Law and Health Care
Law Sections of the State Bar to file
briefs amicus curiae. The issues to be
briefed include whether PT Works
must be incorporated under the Pro-
fessional Service Corporation Act
and, if so, whether the failure to do
so means that the physical therapy
provided was not lawfully rendered.
The parties are invited to consider the
possible application of sections 9 and
13 of the Professional Service Corpo-
ration Act, MCL 450.229 and 450.233,
and section 271(c) of the Business Cor-
poration Act, MCL 450.1271(c). The
Corporation Division has requested
that the Attorney General file a brief.

Reference to Michigan
Business Tax Added to BCA

SB 942, introduced November 29,
2007, amends sections 911 and 1062 of
the Business Corporation Act, MCL
450.1911 and 450.2062. The amend-
ment to section 911 adds the Michigan
Business Tax apportionment percent-
age to the information to be report-
ed on foreign corporation annual
reports. The amendment to section
1062 provides for the Michigan Busi-
ness Tax apportionment percentage
to be used to determine the foreign
corporation’s shares attributable to
Michigan to be used to ascertain the
required fee to be paid for an increase
in shares attributable to Michigan.

Governor Granholm signed the
bill on December 27, 2007. It became
Public Act 182 of 2007 and has imme-
diate effect.

2008 Annual Reports and
Statements

Michigan corporations and domestic
and foreign limited liability compa-
nies in good standing can file their
2008 and prior year annual reports
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and statements online. Previously
filed reports can be viewed and print-
ed from Business Entity Search at
www.michigan.gov/entitysearch. Ifa
prior year report for 2006 or 2007 has
not been filed, FileOnline provides
a reminder message and advises the
customer of the date when the prior
report or statement must be filed to
remain in good standing.

The 2008 limited liability compa-
ny and professional limited liability
company annual statements and re-
ports are due on February 15, 2008.
Professional limited liability compa-
nies are liable for late penalty fees.
FileOnline will indicate what fee is
due, and both current and prior year
annual statements and reports may
be filed online if the company is in
good standing.

The 2008 profit corporation reports
are due May 15, 2008. Policy C-67,
signed May 10, 2007 (http://www.
dleg.state.mi.us/bcsc/forms/corp/
pol/c-67.pdf), provides for assess-
ment of statutory late penalty fees of
$10 for each month or part of a month
that a profit corporation report is late,
not to exceed $50 in addition to the
$25 annual fee.

The late penalty fee schedule is as
follows:

$10 May 16-31

$20 June 1-30

$30 July 1-31

$40 August 1-31

$50 September 1 or later

Michigan profit corporations in
good standing may file their 2008 re-
port and prior year reports for 2006
and 2007 online. It is expected that on-
line filing will be available in spring
2008 for foreign profit corporations in
good standing, which have 60,000 or
fewer shares attributable to Michigan
or which have previously reported all
shares attributable to Michigan.

When filing annual statements
and reports online, fees are paid by
credit card. A receipt can be printed
before exiting the application, and
the filed statement or report can be
viewed online immediately after fil-
ing. To file online go to www.michi-
gan.gov/fileonline.

Scams Targeting
Businesses Reported in
Other Jurisdictions

Businesses in North Carolina recently
received documents entitled “Impor-
tant Final Notice” from a company
called the National Companies Reg-
ister Corporation that imply that the
businesses are required to nationally
register under the Patriot Act of 2001.
The notice contains a seal similar to
the state seal of North Carolina and a
Web site that is capable of redirecting
the person to the North Carolina Sec-
retary of State’s Web site. The notice
warns businesses to pay $487 to avoid
dissolution. North Carolina posted an
alert on their Web site (http://www.
secretary.state.nc.us/corporations/)
in late December 2007 alerting busi-
nesses to the fraud. In Canada, recipi-
ents received invoices for $749 for a
directory they supposedly ordered
from the federal government of Can-
ada. A press release from March 2007
is on the Industry Canada Web site,
http:/ /www.corporationscanada.
ic.gc.ca/epic/site/cd-dgc.nsf/en/
cs03451e.html.

In Oregon, businesses received
mailings from “Assumed Business
Name Renewal Service” that ap-
peared to be from the secretary of
state. The solicitation offers to pre-
pare and file all necessary documents
with the secretary of state for $100.
Notice regarding the solicitation is on
the Oregon Secretary of State’s Web
site at http://www.sos.state.or.us/
corporation/business/suspicious_
solicitations.htm.

In Florida, California, Texas, Geor-
gia, and New York, businesses have
reported various scams using com-
munications that imply the notice is
from a government agency. “Texas
Corporate Compliance” wused an
icon similar to the state seal of Texas
when it notified businesses they were
required to complete a form listing
officers and directors and submit
it with a $125 fee within 10 days or
risk loss of the corporation’s limited
liability status. “Georgia Corporate
Compliance” sent notices to Georgia
companies regarding completion of
“corporation meeting minutes” and

provided forms that appeared to be
from the Georgia Secretary of State.

In 2007, California businesses re-
ceived notices from “California Cor-
porate Compliance” to complete an
“Annual Minutes Disclosure State-
ment” and return it with $125 to re-
tain their corporate status. The enve-
lope and form contained a seal simi-
lar to the state seal of California. In
2006, California businesses received
similar notices from the “Compli-
ance Annual Minutes Board” with a
request to pay $150 to remain in good
standing. “New York State Corpora-
tion Compliance” sent compliance
registrations forms to businesses
asking them to return the completed
form with $125. In Florida, businesses
received similar notices from “Corpo-
rate Compliance Center”. In Oregon,
official looking correspondence was
sent to nonprofit corporations by
“Corporate Compliance Recorder”
regarding an annual minutes require-
ment around the same time that an-
nual reports were due.

Generally, these mailings have
been sent out about the same time
that annual filings are required to be
made with the state’s corporate fil-
ing office. The Department of Labor
& Economic Growth issued a press
release on January 2, 2008, to alert
Michigan businesses to the possibil-
ity of receiving a misleading mailing.

NOTES

1. Miller v Allstate, 275 Mich App 649,
739 NW2d 675 (2007).

G. Ann Baker is the director of the
Corporation Division of the Michi-
gan Bureau of Commercial Servic-
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lature, and State Bar of Michigan’s
Business Law Section to review
legislation. Ms. Baker is a mem-
ber of the International Associa-
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on Libraries, Legal Research and
Legal Publications. Ms. Baker has
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Tax MATTERS [NV

Far Tougher Tax Preparer Rules? Not Me, I'm a Business Lawyer

If you do not sign client tax returns,
why should you be concerned with
the pernicious new federal tax “return
preparer” rules? A simple example
answers your question. You write a
memo, an e-mail, or send a letter rec-
ommending that a given transaction
be entered into, or that a transaction
or a piece of it be structured in a cer-
tain way. The advice can even be oral.
On the tax return, which you never
saw, it was reported accordingly. It
was later determined that was not the
correct treatment as a result of one of
the increasing number of IRS audits.
You are a “non-signing preparer”
subject to the new amendments to
IRC 8§6694 and Circular 230. Before
the 2007 amendments, these return
preparer rules only applied to prepar-
ers of income tax returns. Now they
also regulate signing and non-sign-
ing preparers of income, gift, estate,
employment, and excise tax returns.

The rules apply if an item that is
the subject of your advice is “substan-
tial” on a return. There is a trap here
as a non-signing preparer of an item
on a pass-through entity return, such
as an S corporation, an LLC taxed as
a partnership, estate or trust, is also
deemed, as to that item, a preparer
of all returns to which that flows.
Whether an item is substantial or not
is measured on each return. For ex-
ample, an issue may not be substan-
tial on a Form 1040 of a deep-pocket
majority shareholder, but could be
substantial to a small shareholder.
Therefore, in a pass-through situa-
tion, you could be subject to exposure
for a tax return that you never saw,
for a taxpayer about which you know
absolutely nothing.

The 2007 IRC §6694 and Circu-
lar 230 amendments essentially ap-
ply FIN 48 GAAP accounting to the
front end of tax compliance by now
generally requiring that every item
on a tax return satisfy the more de-
manding “more likely than not” (i.e.,
over 50 percent) standard. Prior law
had only mandated a 30 percent or

higher likelihood of success on the
merits. Alternatively, penalties can be
avoided by a combination of the po-
sition having both a) a 20 percent or
greater possibility of being sustained
on the merits (the previous standard
was “not frivolous,” i.e., 5 percent to
10 percent or better chance), plus b)
full and adequate disclosure on IRS
Form 8275. The filing of such disclo-
sure statements, however, has long
been viewed by the tax bar as an open
invitation to an IRS audit.

What are the consequences of run-
ning afoul of these new rules? The
old $250 penalty days are now his-
tory. Revenue agents were simply
not interested in doing considerable
work for a mere $250 penalty. You
and your firm are now liable for pen-
alties under IRC §6694 and Circular
230 totaling up to 150 percent of the
“fees.” The fees are not just for your
work on your piece of the larger puz-
zle, but can include the entire fees for
a transaction, such as an acquisition,
sale of business, restructuring, or so-
phisticated estate plan. Additionally,
you can be suspended from practice
before the IRS under Circular 230.
Today, tax malpractice complaints
routinely assert violations of a known
federal tax standard of care, Circular
230, as determinative of liability.

On December 31, 2007, the IRS is-
sued twenty-seven pages of guidance
on these new standards in general
and penalty defenses in particular.
See Notice 2008-13. The new regime
is generally applicable to signing
preparers for returns filed on or after
January 1, 2008, such as 2007 Forms
1040, 1065, 1120, and 1120S. For non-
signing preparers, the effective date
is generally written or oral “advice”
given on or after January 1, 2008. At
least on some returns, virtually every
business lawyer is now a statutory
non-signing preparer subject to the
new regime.

Why did Congress adopt these
rules, imposing such large potential
liabilities on lawyers, among others?

Congress is like your parents when
you were teenagers—it either over-
reacts or does nothing. The over-reac-
tive legislation was in direct response
to the tax shelter scandals that have
become public through senate hear-
ings and elsewhere. Accountants
were historically viewed as the gate-
keepers. After the tax shelter scandals,
Enron and other prominent examples
of corporate fraud, the old gatekeeper
system was viewed as broken. You
may view this as the tax version of
Sarbanes Oxley, or the parental ver-
sion of being grounded for “the rest
of your life!”

At the recent American Bar Asso-
ciation Taxation Section meetings,
these new preparer standards were
both the number one topic and the
leading concern. There were numer-
ous presentations. The biggest fear
within the tax community was not for
those in the tax departments of their
respective firms, as they are sensitized
to the issues. The largest concern was
that attorneys who tangentially touch
on tax matters in corporate, litiga-
tion, estate, labor, and other practice
groups would unwittingly stumble
into traps for the unwary. There is
considerable value in having a prac-
titioner in your firm with a tax back-
ground who is familiar with these
rules present an in-house program
for those whose practices touch tax,
or seek an outside tax professional to
make the presentation.
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Business Continuity Planning

This column has its roots in a lunch-
time conversation between the authors
several months ago. The weaknesses
in current models of business continu-
ity planning came up in our discus-
sion, and we recall that both of us said,
almost simultaneously, “People!” This
column is an adaptation of an article
previously published by Scott Goem-
mel.

Businesses are exposed to some
form of potential disaster and inter-
ruption on a daily basis. Each year,
the volume and impact of these events
increase, while most companies make
little or no effort to be truly prepared.
As lawyers, we teach our clients the
importance of proactive planning
through contracts, estate planning,
wills, and trusts, but lawyers should
also counsel businesses about the im-
portance of business continuity plan-
ning. Business continuity planning is
a process that will provide a competi-
tive edge to firms who emphasize the
importance of the plan, apply a degree
of proactivity by implementing the
plan, and continuously monitor and
improve the plan’s effectiveness.

The approach to business continu-
ity planning introduced in this article
is very different from plans present in
the marketplace today. While this col-
umn is about technology, the primary
difference is that true continuity plans
start with people and not the underly-
ing technology. Many firms have a ba-
sic level of recovery capability for key
system resources, but even in some
of the best technical plans, the impor-
tance of humans is understated and
the overall recovery objectives often
unattainable. This is the primary rea-
son that such an approach to continu-
ity planning is needed, regardless of
the maturity of the existing plan.

Step One: People—The
Critical Resource

The key premise of this approach is
the assumption that it takes extraor-
dinary human interaction and focus
to continue critical business functions

during and after a disaster. With the
absence of people and a high degree of
energized focus incorporated into the
culture, customer service, reputation,
and potentially the company’s surviv-
al are in jeopardy. An organization’s
most important assets affected by a
disaster are the employees and cus-
tomers. In a service business, people
must come first in the plan.

Consider the case of New Orleans.
During and immediately after Hur-
ricane Katrina struck the city, the
evacuation and safety of the commu-
nity were the first priorities. However,
once the storm settled and customers
began to come back home, many busi-
nesses had no idea where their em-
ployees were located. The very people
necessary to a firm’s recovery plan
were scattered across several states.
Without the most vital of the resourc-
es, experienced employees, many re-
covery plans fell behind even though
“technically” their systems could have
been operational.

Employees and family always
come first!

The safety of employees will usually
be paramount in the minds of business
owners, but the business needs atten-
tion too. How should you plan?

e Know where your employees
would go if they needed to leave
the general area in the event of
an emergency.

e Have contact information for
their primary and alterna-
tive locations that includes the
homeowner, phone, email, and
mobile access.

e Provide an emergency number
for your employees to be able to
contact the firm. Recorded mes-
sages can let people know what
is going on.

It is simple to begin a process for
gathering this information and initiat-
ing an easy family planning process
that includes sharing some key infor-
mation with the firm. The bottom line
is simple: know where you and your

employees will go; know what they
will do if they need to leave the area;
know how to find them, pay them,
and enable them to work remotely if
needed.

Linkage to the Company

A key benefit of starting with employ-
ee planning is that it begins to instill
a real connection between the individ-
ual and the firm in terms of working
together and building continuity plan-
ning into the culture. More impor-
tantly, a realistic plan recognizes that
it takes extraordinary human focus
to work in difficult situations, and if
there is any question about the welfare
of family, then those issues have to be
addressed first. Linking this employee
communication process to the compa-
ny’s plan results in a foundation that is
better aligned with the business conti-
nuity requirements.

Step Two: Keep Yourself and
Your Customers in Business

If you can keep your customers in
business, then your firm has a much
better chance of survival. Regardless
of the severity of the situation, there is
a positive impact on the firm’s repu-
tation for having planned for continu-
ity.

Once a communication process for
employees and a level of knowledge
regarding their family’s safety has been
established, you can truly begin ensur-
ing that the company “continues” the
critical business processes needed to
support its customers. Even the small-
est of firms have many key business
processes that are required for deliv-
erables and to maintain operations.
Many of these processes are enabled
by one or more technology applica-
tions and their related infrastructure.
In order to prioritize efforts in both
disaster recovery and process continu-
ity, there must be an established prior-
ity for each of the required activities.
The business continuity plan should
clearly indicate how the critical pro-
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cesses will be maintained regardless
of the current physical environment.

Priorities
Determine the most critical business
processes (in order of importance)
and document a simple process for
how the operation will continue
while the underlying components are
returned to their pre-disaster condi-
tions. To assist in prioritizing the pro-
cesses, a simple matrix can be devel-
oped that matches the key business
processes against their operational
impact. Some example operational
impacts often are:

e Impact on customer service

e Loss of customers

e Loss of revenue

e Exposure to penalty clauses

e Exposure to possible litigation

o Loss of key information

e Negative financial impact

e Impairment of firm reputation

Avoid  over-complicating the
number of critical processes from the
onset of the plan. Start with one or
two critical processes, determining
how they will operate and their pri-
ority during recovery. Maintaining
simplicity from the start and building
details and scope over time is a prac-
tice that most firms can use to ensure
the quality of the plan is maintained.
Thus, the plan’s linkage to the firm’s
culture is achieved.

Linkage to the Leadership

Success starts at the top, so begin with
bringing top management into the
approach. The champion of the plan
must have authority supporting the
common goal to ensure that consis-
tent progress is made and incorporat-
ed into the firm’s culture over time.
This is a way of life in today’s world,
no longer a binder sitting on a shelf
that we hope to never utilize.

Summary

Business continuity planning and
disaster recovery are very important
components of any business plan.
There is no question, however, that
the overall level of detail can be over-
whelming and is often the reason why
many of the best intentions never get

the level of priority needed for suc-
cess. With the ever-increasing level
of risk and related reliance on infor-
mation technology, we must begin
to realize that our responsibilities
go much further than our corporate
needs. Business continuity planning
is about the interrelationships within
our families, communities, and busi-
nesses. Getting started and ensuring
that we incorporate a human element
to our continuity plans is an essential
responsibility as we engage in busi-
ness planning and implementation.

Michael S. Khoury, of
Jaffe Raitt Heuer &
Weiss, PC, Ann Arbor
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ogy, electronic com-
merce, intellectual property, and
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Science and Technology, and Intel-
lectual Property.

Scott M. Goemmel is
Executive Vice Presi-
dent and a founder
of PMV Technolo-
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information technology services to
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service providers, health care and
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is a graduate of Kent State Univer-
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one of the top 25 Most Influential
IT Executives by CRN magazine.




Trust Fund Statutes and the
Discharge of “Trustee” Debts Under
Bankruptcy Code Section 523(a)(4)

By Thomas R. Morris*

Introduction

Pursuant to 11 USC 523(a)(4), a debt owing
by an individual “for fraud or defalcation
while acting in a fiduciary capacity” is not
dischargeable in bankruptcy. Two United
States Supreme Court cases, one from 1844
and one from 1934, establish a definition of
“fiduciary” for purposes of section 523(a)(4).!
However, the enactment by Congress and
the state legislatures of “statutory trust” laws
has created a new type of fiduciary duty not
specifically addressed by the Supreme Court
cases. The lower courts are not in agree-
ment as to whether a statutory trust creates
a “fiduciary capacity” for purposes of sec-
tion 523(a)(4). As a result, there are a num-
ber of unanswered questions which arise
under section 523(a)(4). Of particular interest
to Michigan attorneys are questions relat-
ing to the dischargeability of liability under
the Michigan Building Contract Fund Act
(MBCFA) or “Builders Trust Fund.”

This article addresses the historical de-
velopment of the “fiduciary capacity” ex-
ception to discharge and the issues raised
by the enactment of “statutory trust” laws,
specifically the MBCFA, the most frequent
source of dischargeability litigation under
section 523(a)(4) in Michigan.

The development of the original
exceptions to discharge

For several millennia there has been a con-
cept in law and religion that debtors should
be forgiven their debts.? Nevertheless, bank-
ruptcy was long punishable by imprison-
ment, and fraudulent financial dealings by
mutilation or death.® Prior to 1705, when
the British Parliament enacted a law that
allowed a discharge to qualifying debtors of
“all debts,” the concept of a discharge of a
debtor meant a release from prison.*

It was not until 1800 that Congress acted
upon its grant of constitutional authority
“[t]o establish...uniform laws on the sub-
ject of bankruptcies.”> The Bankruptcy Act

of 1800 was limited to merchants.® Proceed-
ings were commenced only by involuntary
petition (although it was not uncommon
for a debtor to arrange for creditors to file a
petition).” A debtor whose creditors did not
vote down a discharge, and who satisfied the
requirements intended to punish dishonest
and uncooperative debtors, was “discharged
from all debts by him or her due or owing at
the time he or she became bankrupt.”® The
1800 Act was repealed in 1803.°

The Bankruptcy Act of 1841, enacted
following the Panic of 1837, made federal
bankruptcy relief available again.’ With the
1841 act, provision was made for a voluntary
bankruptcy petition.® The 1841 act also for
the first time created a category of non-gov-
ernmental debt that was not dischargeable.'
Under the Bankruptcy Act of 1841, all debts
“which shall not have been created in con-
sequence of a defalcation as a public officer,
or as executor, administrator, guardian, or
trustee, or while acting in any other fiduciary
capacity” were dischargeable.”® An exception
to discharge very similar to this original ex-
ception is now found in 11 USC 523(a)(4).

The Supreme Court defines the
term “Fiduciary Capacity”
In Chapman v Forsyth,* Mr. Forsyth had been
a partner in a firm which acted as a “com-
mercial factor” and “commission merchant,”
and which owed a debt to its customer for the
proceeds of sale of 150 bales of cotton sold
by it, as agent, and received on the owner’s
account. The Supreme Court addressed the
question whether this debt (for which Forsyth
was liable as a partner) constituted a debt for
“defalcation...while acting in [a] fiduciary
capacity.” The Supreme Court interpreted
the term “fiduciary capacity” narrowly and
held as follows:

The...point is, whether a factor, who

retains the money of his principal, is

a fiduciary debtor within the act.

*The author thanks Karin F. Avery, Geoffrey L. Silverman and Michael Bartnik for their review and input, and Janice Zielinski for
countless hours at the keyboard.
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[Flrom

1800 to 1900
there was

a federal
bankruptcy
act in effect
for a total

of less than
20 years.

If the act embrace such a debt, it will
be difficult to limit its application. It
must include all debts arising from
agencies; and indeed all cases where
the law implies an obligation from
the trust reposed in the debtor. Such
a construction would have left but
few debts on which the law could
operate. In almost all the commercial
transactions of the country, confi-
dence is reposed in the punctuality
and integrity of the debtor, and the
violation of these is, in a commercial
sense, a disregard of a trust. But this
is not the relation spoken of in the
first section of the act.

The cases enumerated, ‘the defalca-
tion of a public officer,” ‘executor,’
‘administrator,” “guardian,” or ‘trust-
ee,” are not cases of implied but spe-
cial trusts, and the ‘other fiduciary
capacity’ mentioned, must mean the
same class of trusts. The act speaks of
technical trusts and not those which
the law implies from the contract.
A factor is not, therefore, within the
act.s

Bankruptcy law in the nineteenth century
was sometimes controversial and sometimes
met with indifference.’ The result was that
from 1800 to 1900 there was a federal bank-
ruptcy act in effect for a total of less than
20 years." By the time that Chapman v Forsyth
was decided in 1844, the Bankruptcy Act of
1841 had already been repealed.

The next federal bankruptcy legisla-
tion, which followed the Panic of 1857, was
the Bankruptcy Act of 1867.® The 1867 Act,
viewed in the context of Reconstruction leg-
islation, afforded relief to many southerners
put in financial straits as a result of the Civil
War.?

The Supreme Court narrowly construed
the provision of the 1867 Act that excepted
from discharge “debt created...while act-
ing in any fiduciary character,” choosing to
follow Chapman v Forsyth's strict, technical
definition rather than broadening the excep-
tion to discharge based upon the different
wording of the 1867 Act. After examining
English law on the topic, the court concluded
that the “English courts regard many trans-
actions as frauds or breaches of trust under
their statutes of common knowledge.”? The
court distinguished American law, conclud-
ing that perhaps the “liberal construction
made in favor of the certificate of discharge

in this country is due to the peculiar modes
and habits of business prevailing among our
people.... At all events, we think that [cases
such as Chapman v Forsyth] accord with the
true spirit and meaning of the act of congress,
and with the necessities of our business con-
ditions and arrangements”.?!

After the repeal in 1878 of the 1867 Act,
the next federal bankruptcy law was not en-
acted until after the Panic of 1893. This was
the Bankruptcy Act of 1898, which continued
in effect (with amendments) for eighty years
until passage of the present Bankruptcy Code
in 1978. Under the 1898 Act, the exceptions
to discharge came to resemble those of the
current Bankruptcy Code. For example, sec-
tion 17(a)(2) excluded from discharge “liabil-
ities for...willful and malicious injuries to the
person or property of another.” Similar lan-
guage is now found in 11 USC 523(a)(6). Sec-
tion 17(a)(4) (carried over from the 1841 and
1867 acts and the source of the current sec-
tion 523(a)(4)), excluded from discharge the
liabilities of a bankrupt “created by his fraud,
embezzlement, misappropriation, or defalca-
tion while acting as an officer or in any fidu-
ciary capacity.”

The landmark case involving sec-
tion17(a)(4) of the 1898 Act was Davisv
Aetna Acceptance Co,? in which the United
States Supreme Court brought the logic and
holding of Chapman v Forsyth into the twen-
tieth century. In Davis, an automobile dealer
who sold an Auburn sedan and failed to
remit the proceeds to the finance company,
Aetna Acceptance, was found to be entitled
to a discharge of the resulting debt despite
his written agreement to “hold [the automo-
bile] as the property of [Aetna Acceptance]
for the purpose of storage, and not to sell,
pledge or otherwise dispose of it except upon
consent in writing.”>

The Supreme Court found that the mean-
ing of the term “fraud or misappropriation
while acting in a fiduciary capacity” to have
been “fixed by judicial construction for very
nearly a century.”?* The Davis court elabo-
rated as follows:

The statute ‘speaks of technical trusts,
and not those which the law implies
from the contract’.... It is not enough
that, by the very act of wrongdoing
out of which the contested debt arose,
the bankrupt has become charge-
able as a trustee ex maleficio. He must
have been a trustee before the wrong
and without reference thereto. In
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the words of Blatchford, J.: ‘The lan-
guage would seem to apply only to
a debt created by a person who was
already a fiduciary when the debt
was created.” [citations omitted.]
Was petitioner a trustee in that strict
and narrow sense?

We think plainly he was not, though
multiplicity of documents may have
obscured his relation if the probe is
superficial.®

The application of Davis under the
Bankruptcy Code

Davis is still good law under the current
Bankruptcy Code. But the confidence with
which both it and Chapman v Forsyth had
determined that specific commercial debts
were not of a true fiduciary nature has not
been of sufficient guidance to the courts.
Recent decisions under section 523(a)(4) have
given inconsistent results. “It is an under-
statement to say that the courts are divided
on the meaning of ‘fiduciary capacity’ for
purposes...of 523(a)(4).”*

The reason for these inconsistent results
is that legislation enacted during and since
the New Deal era in which Davis was de-
cided has layered many types of commercial
relationships with special treatment. Often
that legislation uses terms adopted from the
law of trusts to impose special duties on par-
ticipants in commercial relationships. These
laws have created a new species of implied
trust, usually referred to as a “statutory trust”
and aptly referred to by one court as an “oc-
cupational trust.”?” “In nineteenth century
jurisprudence, the concept of ‘trust’ gener-
ally fell into two categories: (1) a voluntary
trust, created by contract, often referred to as
an ‘express’ trust, and (2) a trust created by
operation of law.... The difficulty arose with
the advent of statutorily-created ‘trusts’.”*

Federal statutory trusts and
dischargeability

At the federal level, the Perishable Agricul-
tural Commodities Act of 1930 (PACA),” the
Packers and Stockyards Act (PSA),* and the
Employee Retirement Income Security Act of
1974 (ERISA),* impose “fiduciary” duties on
purchasers/resellers of meat and farm pro-
duce, and employers.*

The cases that have applied the Davis ex-
press-trust standards to these statutes have
yielded divergent results. The Sixth Circuit,
in the recent case of In re Bucci,® followed an

Eighth Circuit case, which held that ERISA
does not create an express trust of which a
corporate officer is the trustee3* However,
at least one court has found ERISA to satis-
fy the requirements for nondischargeability
with respect to a corporate officer.® The cases
go both ways with respect to PACA3¢ Al-
though there is no controlling Sixth Circuit
case on PACA, Bucci gives a good indication
that the Sixth Circuit would rule in favor of
the debtor.

State statutory trusts

Numerous state laws enacted during or since
the New Deal era have likewise engrafted the
language of trust law onto commercial rela-
tionships. The result is to alter, in specified
industries and occupations, the general rule
of debtor-creditor law that, absent the grant
of a lien on a particular item of property, a
creditor has no claim to a particular asset
and is not entitled to be paid out of particular
funds. Various state “trust fund” statutes are
applicable to construction contractors, insur-
ance agents,” lottery sales agents, partners,®
and bankers.®

“Builders’ trust fund” laws and
dischargeability
The type of law most often involved
in dischargeability litigation under sec-
tion 523(a)(4) is the “builders’ trust fund”
law. Atleast 21 states have laws of this
type.® New York’s law was the source of the
MBCFA. The MBCFA, enacted in 1931, pro-
vides, in relevant part, as follows:
In the building construction indus-
try, the building contract fund paid
by any person to a contractor, or by
such person or contractor to a sub-
contractor, shall be considered by
this act to be a trust fund, for the
benefit of the person making the
payment, contractors, laborers, sub-
contractors or materialmen, and the
contractor or subcontractor shall be
considered the trustee of all funds so
paid to him for building construction
purposes.*!

It was not until 1982 that the Sixth Circuit
addressed the issue of whether the MBCFA
creates an “express trust,”* the violation of
which could give rise to a debt that was not
dischargeable under former section 17(a)(4),
the predecessor to section 523(a)(4). In In re
Johnson,® the Sixth Circuit determined that a
debt owing by a building contractor for his

Numerous
state laws
enacted
during or
since the
New Deal era
have likewise
engrafted the
language of
trust law onto
commercial
relationships.
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A true trust,
many courts
have held,
requires that
the trust
funds be
segregated
in some
manner.

failure to pay money out of a “building con-
tract fund” to a supplier was not discharge-
able. The court first determined that “[t]he
question of who is a fiduciary for purposes
of section 17(a)(4) is one of federal law, al-
though state law is important in determining
when a trust relationship exists.”* The court
went on to find that the MBCFA did establish
an express or technical trust with respect to
a contractor or subcontractor receiving the
payments:

The term “fiduciary” applies only

to express or technical trusts and

does not extend to implied trusts,

which are imposed on transactions

by operation of law as a matter of

equity. Davis v Aetna Acceptance Co,

293 US 328, 333, 555 Ct 151, 153,

79 LEd 393 (1934); Chapmanv For-

syth, 43 US (2 HO) 202, 207, 11 L Ed

236 (1884). Moreover, the requisite

trust relationship must exist prior to

the act creating the debt and without

reference to it. Davis, supra at 333-34,

55 S Ct,at 153-54. State statuteswhich

impose a trust ex-maleficio are not

within the scope of section 17(a)(4)

since such trusts only arise upon an

act of misappropriation. Id. [addi-

tional citations omitted].

The Michigan Building Contract
Fund Act imposes a “trust” upon the
building contract fund paid by any
person to a contractor or subcon-
tractor for the benefit of the person
making the payment, contractors,
laborers, subcontractors and mate-
rialmen. Mich Comp Laws Ann sec-
tion 570.151. The contractor or sub-
contractor receiving the payments is
the “trustee”. Id.

* % %

The Building Contract Fund Act sat-
isfies the express or technical trust
requirements of section 17(a)(4). The
trust relationship is unambiguously
imposed on a contractor or subcon-
tractor by the language of the stat-
ute.

* % %

A fiduciary relationship established
by the Building Contract Fund Act
arises at the time any monies are
paid to the contractor or subcontrac-
tor whether or not there are any ben-
eficiaries of the trust at that time and

continues until all of the trust ben-
eficiaries have been paid. [Citations
omitted.]*®

Is Johnson the final word on the
topic?

Thereareat leasttwo fundamentallegal ques-
tions posed by a claim of nondischargeability
under the MBCFA and 523(a)(4) for “defalca-
tion while acting in a fiduciary capacity.”*¢

The first is: Does the MBCFA establish an
“express trust” that meets the requirements
to impose a “fiduciary duty” on the trustee
such that a defalcation of that fiduciary duty
will render the resulting debt nondischarge-
able for purposes of section 523(a)(4)? With
In re Johnson, the question of whether the
MBCFA imposes an express trust is settled in
this circuit. But the question may not be for-
ever settled. Holdings of other courts provide
a basis for a challenge to that holding. “[T]he
cases are divided over the question whether
a statute that...deems a debtor a fiduciary
in order to enlarge the remedies for default
makes the debtor a ‘fiduciary’ for purposes
of section 523(a)(4).”*” A definite position on
this issue is taken by In re Heilman,” which
concluded that a statute on its own simply
cannot create an express trust: “A statutory
trust cannot be a technical trust—as express
trusts are sometimes referred to—in the ab-
sence of the execution of a formal trust agree-
ment between the parties.”* In contrast,
Johnson found the MBCFA to satisfy the “ex-
press trust” requirement of Davis because
the MBCFA is in writing. Whether or not the
Sixth Circuit reached the correct result, this
is not what most courts have taken the term
“express trust” to mean.*

A more narrow but related challenge is
that the MBCFA, unlike its New York coun-
terpart for example, does not require segre-
gation of the so-called “trust funds.”** Rather
than requiring segregation or separate ac-
counting for “builders trust funds”, the MB-
CFA punishes a building contractor who,
“with intent to defraud,” misuses building
contract funds.®® A true trust, many courts
have held, requires that the trust funds be
segregated in some manner. The Supreme
Court, in the 1890 case of Upshur v Briscoe,*
noted the lack of a segregation requirement
as support for its conclusion that no trust ex-
isted.® In Davis, there was likewise no segre-
gation requirement.®® The Court of Appeals
for the Fifth Circuit, in In re Tran,%® found
the lack of a segregation requirement in the
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Texas Lottery Act to render it insufficient to
create nondischargeability under 523(a)(4).
In In re Boyle,” the Fifth Circuit held that the
Texas construction fund law likewise did not
create an express trust since it did not require
segregation of funds. In In re McCue,*® a PA-
CA case, the court concluded that for a statu-
tory trust to satisfy the express-trust require-
ments of section 523(a)(4), the statute must
require a segregation of trust funds.

Is officer liability under the MBCFA
dischargeable?

The second question, which was not
addressed in Johnson, is: Who is the trustee?
Specifically, is an officer/ director/manager/
employee of a contractor organized as a cor-
poration or LLC (hereinafter, “officer”) the
trustee when the MBCFA does not specifi-
cally impose duties on the particular officer?
Are the other elements of an “express trust”
present with respect to an officer who was not
personally a party to the transaction, who did
not personally agree to serve as trustee, and
who personally was not given title to prop-
erty (the “building contract funds”)? Does a
position of responsibility in a business that
is subject to a statutory trust result in non-
dischargeable personal liability of the officer
when the business fails to pay its creditors?
What elements must be established for there
to be nondischargeable officer liability?

In Johnson, the Sixth Circuit distinguished
other state statutes that “impose only criminal
or other penalties on a general contractor.”*
Citing a number of cases from other jurisdic-
tions, the court of appeals concluded that
“[t]here the statutory trust arises only upon
the active misappropriation and cannot be
said to exist prior to the law and without ref-
erence to it even though a technical or express
trust may exist at that time.”® This statement
seems to describe the situation when an of-
ficer who is not technically the “contractor”
is held to be the “trustee.” It therefore seems
to portend that the Sixth Circuit would find
officer liability under the MBCFA to be dis-
chargeable.

In Johnson, the debtor, Mr. Johnson, was
the actual contractor. Mr. Johnson, a sole pro-
prietor,*! personally entered into contracts
for the construction of pole barns and per-
sonally received payment pursuant to those
contracts. Mr. Johnson failed to pay fully a
supplier, Carlisle Cashway, Inc., for materi-
als used in the construction of the buildings.

Unlike Mr. Johnson, many if not most
people in the building-construction business
work for or own a corporation or LLC that
conducts the business. Michigan case law
holds that an officer or other agent of a cor-
porate contractor who causes the corporation
to violate the MBCFA can face both crimi-
nal and civil liability for the violation.® The
Sixth Circuit, in an unpublished decision in
In re Kriegish,%® upheld the bankruptcy court
and district court decisions that found the
corporate officer’s liability nondischarge-
able under 523(a)(4). However, there was
no discussion of the issue arising from the
fact that Mr. Kriegish was an officer of a con-
tractor, but was not himself a contractor. Nor
was there a finding that he was the “contrac-
tor” under the MBCFA. A number of lower
courts have also considered the question of
officer liability for violations of the MBCFA,
but none of the reported decisions has dis-
cussed whether a corporate officer or other
corporate agent qualifies as the “contractor,”
and therefore the trustee, under the MBCFA
for purposes of section 523(a)(4).%

In recent unpublished decisions, bank-
ruptcy judges Phillip J. Shefferly and Thom-
as J. Tucker, of the Eastern District of Michi-
gan, have reached different conclusions as to
whether the MBCFA satisfies the “express
trust” requirement of section 523(a)(4) with
respect to a corporate officer who did not, in-
dividually, enter into a construction contract.
Judge Tucker granted a motion for dismissal
of “defalcation while acting in a fiduciary ca-
pacity” claims under section 523(a)(4) for the
reason that the MBCFA did not make the cor-
porate officer the trustee of building contract
funds.®

Judge Shefferly denied a similar motion,
holding that because the courts have treated
corporate officers found guilty of the misuse
of building contract funds as though they
were the “contractor,” the application of the
MBCFA to a corporate officer satisfies the
express-trust requirement.®® This holding is
consistent with the unpublished opinion in
In re Kriegish. But Kriegish, as noted above,
contains no discussion of the issue.

Is the definition of “contractor” in the
MBCFA broad enough to encompass not
only a person who enters into a contract, but
also a corporate officer? If so, which corpo-
rate officer or other corporate agent will be
liable? Is the liability limited to the corporate
officer who exercises sufficient (and inappro-
priate) control over the funds such that he or
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she can be said to have personally caused a
misappropriation of the funds? Is this merely
a broad definition of “contractor” under the
MBCFA, or is it ex maleficio liability? If it is
ex maleficio liability, Davis holds this to be in-
sufficient to constitute a breach of a fiduciary
duty for purposes of section 523(a)(4).

Conclusion

In Johnson, the MBCFA was held to impose
an express trust, so unless and until Johnson
is overturned, the liability of a sole-propri-
etor contractor for a breach of trust under the
MBCFA is not dischargeable. The question
that remains to be explicitly addressed by the
Sixth Circuit is whether a corporate officer of
a corporate contractor is himself or herself
the “contractor” and the trustee under an
express trust.

Remaining issues for the U.S. Supreme
Court are (1) whether a statute can impose
“fiduciary capacity” obligations; and, if so,
(2) what are the requirements for a statute to
do so. Until those issues are considered, dis-
chargeability of debts under the MBCFA and
other federal and state “statutory trust” laws
will be neither certain nor uniform.
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503(b)(9) Claimants — The New
Constituent, A.K.A. “the 500
Pound Gorilla,” At the Table!

By Judith Greenstone Miller and Jay L. Welford*

Introduction

The Bankruptcy Abuse Prevention and Con-
sumer Protection Act of 2005 (BAPCPA):
established a new administrative priority
claim under Section 503(b)(9) of the Bank-
ruptcy Code,’ (Code) for those creditors that
provide goods to a debtor in the ordinary
course of business within 20 days prior to the
commencement of the case. The legislative
history surrounding this section is scant, but
presumably, Congress was concerned about
providing a vehicle to enhance payment to
creditors that shipped goods to a debtor in
the ordinary course of business on the eve
of bankruptcy. According to Collier on Bank-
ruptcy:
The ostensible reason for according
administrative priority to such obli-
gations was to prevent debtors from
acquiring goods at a time where the
debtor knew that bankruptcy was
imminent and that the debtor would
not be able to pay for such goods.*
Collier goes on to state that the provision,
while well intentioned, provides unequal
treatment to similarly situated creditors:
The addition of this provision rep-
resents a dramatic departure from
bankruptcy precedent. It is also
likely to lead to disparate treatment
of otherwise similarly situated credi-
tors since vendors of goods will be
treated differently than other credi-
tors providing value to the debtor
during the 20-day period preceding
the filing of the case.’

Apart from this dichotomy in treatment,
in enacting this provision, Congress failed to
take into consideration other ramifications
that this section would have on the bank-
ruptcy process.

The adoption of this provision, in essence,
has created a new constituent at the bargain-
ing table—the Section 503(b)(9) claimants.

The first days of a Chapter 11 case were al-
ready difficult and complicated enough for a
debtor, in terms of obtaining financing and
approval to use cash collateral and maintain-
ing the flow of goods and services. Now, that
process has been further complicated and ex-
acerbated by the creation of this new class of
creditor. Issues such as (1) who is entitled to
assert a 503(b)(9) claim; (2) how and when is
the claim asserted; (3) may 503(b)(9) claim-
ants compel immediate payment of their
claims; (4) what defenses may be asserted
against payment of such claims; (5) whether
an unsecured creditors’ committee should
align itself with the interests of the 503(b)(9)
claimants; and (6) whether the U.S. Trustee
can be compelled to form a 503(b)(9) commit-
tee, are but a few of the many questions that
are now being raised, addressed, and ana-
lyzed in Chapter 11 cases.

What Is a 503(b)(9) Claim?

The time for making a reclamation demand
under Section 546(c) of the Code has been
expanded under BAPCPA from 10 days to
45 days if the debtor received goods from a
creditor while insolvent. A written request
must be made to the debtor identifying the
goods subject to reclamation within 45 days
after the date of receipt of such goods. Alter-
natively, if such time period expires after
the petition is filed, then the request must be
made no later than 20 days after the petition
date. Notwithstanding a creditor’s failure to
make a written demand for reclamation, Sec-
tion 546(c)(2) nonetheless entitles the credi-
tor to seek allowance of an administrative
expense claim for a portion of goods deliv-
ered to a debtor during the 20 days preced-
ing the filing of the debtor’s bankruptcy peti-
tion under Section 503 (b)(9).

Section 503(b)(9) provides:

(b) After notice and a hearing, there

shall be allowed administrative

expense, other than claims allowed

*The authors wish to give special thanks to Paige E. Barr, Jaffe Raitt Heuer & Weiss, P.C.,
for her review, cite checking and editorial comments to this article.
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under section 502(f) of this title,

including -
9) the value of any goods
received by the debtor within 20
days before the date of mence-
ment of a case under this title in
which the goods have been sold to
the debtor in the ordinary course
of such debtor’s business.

By its express terms, Section 503(b)(9)
only applies to “goods” (not “services”) pro-
vided to a debtor within 20 days prior to the
commencement of the case. “Goods” is not
defined in Section 503(b)(9) and, thus, what
is ultimately determined to be “goods” may
be subject to litigation. For example: is a part
or tooling that has been significantly altered
by a creditor a “good” or “service” when it is
provided to the debtor? Courts may look to
the definition of “goods” contained in Article
9 of the Uniform Commercial Code (UCC)
for purposes of defining what falls within the
scope of Section 503(b)(9).” Query, whether
the manner in which the invoice refers to
what was shipped to the debtor impacts
whether the item for which 503(b)(9) treat-
ment is being sought will be accorded that
classification? While the writing on the in-
voice may be a starting point for the analysis
and evidence of the parties’ intent, neverthe-
less, it is likely to be subject to rebuttal and
contested by other parties-in-interest.

Section 503(b)(9) does not specifically
provide that the goods shipped by the credi-
tor must remain unpaid to qualify for treat-
ment under Section 503(b)(9); to hold other-
wise would create a windfall for the creditor.
This section also does not delineate how the
claim is to be calculated. Presumably, the in-
voice price of the goods (exclusive of interest,
freight, or other charges) would be the appli-
cable amount in valuing the claim, so long
as it represents the price that was ordinarily
used between the parties.

Moreover, early case law interpreting Sec-
tion 503(b)(9) has held that all claims, wheth-
er secured or unsecured, arising from 20 day
sales are entitled to administrative priority
based upon the plain language of Section
503(b)(9).®

How and When Does One Assert a
503(b)(9) Claim?

Early in bankruptcy cases, the courts estab-
lish a bar date for the filing of unsecured
claims. These notices, however, typically do
not establish bar dates for the filing of admin-

istrative claims. Moreover, it is well settled
that an administrative claimant, if it feels its
claim is going unpaid, must file a motion
with the court for allowance and payment of
its claim. There is no current Code or Bank-
ruptcy Rule that provides for the assertion of
administrative claims through the proof of
claim process.

Most debtors are fully aware of their
traditional administrative obligations, as
those obligations are incurred voluntarily
by a debtor post-petition. Section 503(b)(9)
claims are different, in that they are a subset
of a debtor’s pre-petition unsecured debt and
must be asserted in order to be elevated to be
accorded administrative priority. If a debtor
does not know the extent and nature of such
claims, it makes it very difficult for a debtor
to propose a plan that satisfies the confirma-
tion requirement that administrative claims
be paid in full.?

To address these concerns, some courts
are enacting local rules to create bar dates for
the filing of Section 503(b)(9) administrative
claims. For example, Local Bankruptcy Rule
3002-1, United States Bankruptcy Court for
the District of Massachusetts, requires that
creditors asserting administrative expense
claims pursuant to Section 503(b)(9) must
file them in writing with the court within 60
days of the first date set for the meeting of
creditors pursuant to Section 341, unless the
court orders otherwise. If a creditor fails to
file such a request within this specified pe-
riod, the creditor will lose the right to assert
administrative expense treatment for such
claim. Other courts are establishing bar dates
for the submission of administrative expense
claims as part of the initial scheduling order
in a case.'* Another option is for a debtor to
seek to establish a bar date by motion or, al-
ternatively, to provide a bar date and mech-
anism for asserting such claims as part of
a plan. Creditors having such claims must
carefully read the notices they receive to en-
sure that they timely and properly follow
the procedures for asserting 503(b)(9) claims.
Otherwise, they risk losing the right to assert
such claims."

Can a 503(b)(9) Claimant Compel
Immediate Payment?

As stated above, generally, an administra-
tive claim is asserted by the filing of a motion
seeking allowance and, sometimes, imme-
diate payment of the claim unless the local
rules or a scheduling order provide other-
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wise. While Section 503(b) provides that an
administrative creditor may request payment
of its claim, it does not provide any specific
mechanism regarding when such a claim
must be paid. Prior to the adoption of Sec-
tion 503(b)(9), the courts generally held that
the timing for payment of an administrative
expense claim was left to the sound discretion
of the court.”? However, Section 1129(a)(9)(A)
of the Code sets an outside date for payment
of administrative expense claims, requiring
that they be paid in cash, in an amount equal
to the allowed amount of such claim, on the
effective date of any plan of reorganization,
unless creditors agree to different treatment.

Nevertheless, in some recent cases,
503(b)(9) claimants have filed motions early
in the case, well before any plan has been
filed, seeking immediate payment of their
claims.” In all of these cases, the claimants
expressed concern that if they were not paid
immediately, in pari passu with the other or-
dinary course post-petition expenses, there
might not be sufficient funds at the end of the
case to pay them in full. Claimants have also
argued that immediate payment is required
because: (1) the goods they provided were
being used by the debtor and were necessary
and essential to the debtor’s ability to con-
tinue its business operations; (2) by paying
other post-petition trade creditors, the debtor
was treating similar claims differently, i.e.,
an “equal protection” argument; and (3) the
debtor had sufficient cash to pay such claims.
Despite these concerns, in each of the recent
cases, the courts denied requests for immedi-
ate payment of the 503(b)(9) claims because:
(1) there was no statutory requirement that
compelled immediate payment; and (2) pay-
ment of such claims would interfere with the
debtor’s cash flow and business operations.
In neither of these cases, however, did the
court make a finding of administrative insol-
vency.

According to Judge Frank in the Bookbind-
ers’ Restaurant case:

There is nothing in the language

of § 503(b)(9) to support Blue Crab’s

suggestion that it is entitled to imme-

diate payment of its allowed expense

in derogation of the accepted prin-

ciple that the timing of payment of

an allowed administrative expense

is within the court’s discretion. Sec-

tion 503(b)(9) does nothing more

than define a type of liability, previ-

ously treated as a prepetition claim,

which is now accorded adminis-

trative expense status. The text of

§ 503(b)(9) neither states nor even

implies that allowance of the expense

encompasses an unqualified right to

immediate payment. Nor does the

text of the provision suggest that

an administrative expense allowed

under § 503(b)(9) is to be treated in

a more favorable manner than any

other allowed § 503(b) administra-

tive expense. '
Moreover, the court indicated that it was
not aware of the existence of any legislative
history that supported the claimant’s argu-
ment for immediate payment.” The court
did recognize, however, that “there may be
circumstances in which it would be inequi-
table or inappropriate to permit a debtor to
pay certain administrative expenses but not
others.”16

While not yet fully articulated in these
cases, there seems to be a difference between
requiring a debtor to promptly pay for post-
petition goods and services it receives post-
petition and requiring immediate payment
for goods provided pre-petition for which
the Code has now created an administrative
priority. The court in the Bookbinders” Restau-
rant case suggests that part of the statutory
basis justifying the disparate treatment ac-
corded creditors that supply goods post-peti-
tion, versus those entitled to Section 503 (b)(9)
priority, is Section 363(c)(1). The court noted
that those creditors that are providing goods
post-petition are being paid for such goods
pursuant to Section 363(c)(1), not Section
503(b)(1), and thus, “the expenses are being
paid without the formality of court allow-
ance under § 503(b).”"

Finally, the courtin Bookbinders’ Restaurant
rejected the notion that 503(b)(9) claimants be
paid immediately on the basis of landlords
having such a right under Section 365(d)(3).
Neither the text of the various statutory pro-
visions nor the legislative history supported
immediate payment on this basis. According
to the court: “...[H]ad Congress intended to
provide § 503(b)(9) claimants with some type
of enhanced right to payment after allowance
of the expense, I am convinced that it would
have made its intent express in the statute
and it has not done so.”'* Moreover, legisla-
tive policy associated with the enactment of
this provision would not trump the other-
wise clear and unambiguous language on the
basis of rules of statutory construction.
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The court in In re Global Home Prods., LLC"
was equally unpersuaded that 503(b)(9)
claimants receive immediate payment of
their claims. In denying the requested relief,
the court indicated that the primary factor
considered by the court is an orderly and
equal distribution among creditors and pre-
venting a race to the debtor’s assets. As such,
according to the court:

Distributions to administrative cred-
itors are generally disallowed prior
to confirmation if there is a show-
ing that the bankruptcy estate may
not be able to pay all of the admin-
istrative expenses in full. Courts will
also consider the particular needs
of each administrative claimant and
the length and expense of the case’s
administration.?
Moreover, the court indicated that absent
demonstrating a necessity to pay, as opposed
to the ability of the debtor to pay, an admin-
istrative claimant is not entitled to the excep-
tional remedy of immediate payment.*

Ultimately, in denying immediate pay-
ment to the 503(b)(9) claimant, the Global
Home Products Court relied on the 3-prong
test articulated in In re Garden Ridge Corp.,* to
wit: (i) the prejudice to the debtors; (ii) hard-
ship to the claimant; and (iii) potential detri-
ment to other creditors. In applying each of
these factors, Judge Gross denied the relief
sought. First, the claimant had not submitted
any evidence of hardship other than its self-
serving conclusory statements. Moreover, ac-
cording to the debtors, there was no evidence
that failure to pay this claim would put the
claimant out of business—thus, in essence,
attempting to analogize the 503(b)(9) claim-
ant to a critical vendor. Second, the debtors
presented testimony that they would suffer
substantial hardship in their reorganization
effort if immediate payment was required. In
balancing the relative hardships to the par-
ties, the Court had little difficulty in finding
that the balance tipped in favor of the debt-
ors. Clearly, the bar for 503(b)(9) claimants
establishing a right to immediate payment
has been set very high.

In In re Fashion Shop of Kentucky, a 503(b)(9)
creditor objected to the payment to the debt-
or’s financial advisors prior to the payment
of its own 503(b)(9) administrative expense
claim. The court approved the financial ad-
visor’s fee application over the creditor’s ob-
jection based upon Section 331. It found that
because Section 331 permits a professional

employed under Section 327 to apply for in-
terim compensation every 120 days, a right
not afforded to Section 503(b)(9) claimants,
the debtor’s financial advisor was entitled
to interim compensation pursuant to Section
331.

While Section 503(b)(9) appears to enhance
the position of the creditor that has provided
goods to the debtor within the 20 days prior
to the commencement of the case, the actual
benefit to be derived by the creditor may be
illusory, at best. If the creditor is unable to
compel immediate payment of its 503(b)(9)
claim and the case is subsequently rendered
administratively insolvent, it is unlikely that
the creditor will receive payment on its claim.
Moreover, there is no requirement that the
lender fund the payment of such claims. If
the administrative claimants are unwilling to
accept less than full payment on their claims
at confirmation, the debtor will not be able to
propose and confirm a plan.

When faced with an administratively in-
solvent case, 503(b)(9) claimants may have as
their only viable option to trigger payment
of their administrative claims the filing of a
motion to dismiss or convert the case under
Section 1112 of the Code. Nevertheless, ob-
taining dismissal or conversion is not likely
to result in payment of such claims unless
there is some benefit to be achieved by lig-
uidating the case through Chapter11. If
such circumstances exist, then dismissal or
conversion may provide 503(b)(9) claimants
with the ability to leverage their position to
compel payment of their claims in the early
stages of the case.

Is the Return of All Preferential
Payments a Prerequisite to
Allowance and Payment of a
503(b)(9) Claim?
Questions have been raised whether allow-
ance and payment of an administrative
expense claim asserted under Section
503(b)(9) of the Code may be defeated based
on the creditor having received and failed
to return preferential payments made by a
debtor within the 90 days prior to the filing
of the petition. Section 502(d) of the Code
generally requires the return of all preferen-
tial transfers as a prerequisite to claim allow-
ance. It provides:
(d) Notwithstanding subsections (a)
and (b) of this section, the court shall
disallow any claim of an entity from
which property is recoverable under

While Section
503(b)(9)
appears to
enhance the
position

of the
creditor...

the actual
benefit

to be derived
by the creditor
may be
illusory,

at best.
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Section 542, 543, 550, or 553 of this
title or that is a transferee of a trans-
fer avoidable under Section 522(f),
522(h), 544, 545, 547, 548, 549 or
724(a) of this title, unless such entity
or transferee has paid the amount, or
turned over any such property, for
which such entity, or transferee is
liable under Section 522(i), 542, 543,
550 or 553 of this title.”

According to Collier’s:

Section 502(d) of the Bankruptcy
Code requires disallowance of a
claim of a transferee of a voidable
transfer in toto if the transferee has
not paid the amount or turned over
the property received as required
under the sections under which the
transferee’s liability arises. . . . Once
the liability of the transferee has been
determined, the claim interposed by
the transferee will be disallowed
unless such transferee gives effect to
the judgment flowing from the exer-
cise of the powers described above.*

Moreover, “[t]he legislative history and
policy behind Section 502(d) illustrates that
the section is intended to have the coercive
effect of ensuring compliance with judicial
orders.”” Thus, creditors who have received
a voidable transfer, irrespective of whether
they have filed a proof of claim, will not be
able to participate in a distribution from the
estate until the improperly transferred prop-
erty is surrendered to the estate.”

However, there is a split of authority in
the cases over whether an administrative
claim (as opposed to an unsecured claim) is
subject to Section 502(d). No court, however,
has considered the issue to date in the con-
text of a Section 503(b)(9) claim.”

Moreover, in some cases it has been ar-
gued that if a creditor is granted and paid an
allowed administrative expense claim, the
amount paid should not be able to be used as
“new value” in defending a subsequent pref-
erence action. To allow otherwise would, in
essence, be giving the creditor a windfall.>

Does the Committee Represent
the Interests of § 503(b)(9)
Claimants As Part of Its
Constituency and Fiduciary
Obligations?

In General

Prior to the enactment of BAPCPA, a com-
mittee was generally homogeneous and was
comprised only of creditors holding unse-
cured claims. As such, their goal of maximiz-
ing the value of the assets and securing the
greatest return for the unsecured creditors as
a whole was relatively easy to address and
achieve among the members of the commit-
tee. However, with the adoption of Section
503(b)(9), a committee is often comprised
of two types of creditors—those solely with
unsecured claims and those with both unse-
cured and Section 503(b)(9) claims. More-
over, oftentimes, the 503(b)(9) claimants
constitute a significant majority of the com-
mittee. As a result, the goals of the various
members are not necessarily consistent and
aligned. This has often prompted questions
regarding whom the committee represents
and what responsibilities and actions the
committee must take to fulfill and satisfy its
fiduciary duties. For example, should a com-
mittee actively seek to limit the amount of
503(b)(9) claims, as it would with any type
of administrative claim, to maximize the pos-
sible return to unsecured creditors? The issue
becomes particularly focused when, as often
is the case, there are insufficient assets to pay
both groups of creditors in full.

Section 1102(b)(1) of the Code directs the
U.S. Trustee to appoint a committee of credi-
tors consisting of persons willing to serve,
holding the seven largest claims against the
debtor, and who are representative of the
different kinds of claims to be presented. The
duties of the committee are set forth in Section
1103 of the Code and include, among other
things, consulting with the debtor about the
administration of the case, investigating the
acts, conduct, assets, liabilities and financial
condition of the debtor and its operations,
and the desirability of continuing such busi-
ness and participating in the formulation of
a plan.” Overlaying these specific statutory
duties is the general duty of the committee to
maximize the value of the assets for the ben-
efit of the unsecured creditors of the estate.
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To Whom Does a Committee Owe a
Fiduciary Duty?
Generally, the case law requires a committee
to act in the best interest of its constituency -
i.e., the unsecured creditors—and to pursue
that fiduciary duty. The clearest statement of
the rule is:
In general, the purpose of such com-
mittees is to represent the interests of
unsecured creditors and to strive to
maximize the bankruptcy dividend
paid to the class of creditors.”
The duty is to maximize the return to the
entire class, not for particular segments of
that class. According to the Court in In re
Tucker Freight Lines, Inc:
The Bankruptcy Code contemplates
a significant and central role for com-
mittees in the scheme of a business
reorganization. Official committees
appointed under § 1102 are empow-
ered under § 1003(c)(3) to partici-
pate in the formulation of a plan,
[and] advise those represented by
such committee of such committee’s
determinations as to any plan for-
mulated.... While there is “implied
in this grant of authority....a fiducia-
ry duty” to committee constituents,
there is at the same time “an implicit
grant of limited immunity.”?'

The duty extends to the class as a whole,
not to individual members. As the court in-
dicated:

Counsel for the...committee do not
represent any individual creditor’s
interestin [a] case; they were retained
to represent the entire....class. There-
fore, counsel for the creditors” com-
mittee do not owe a duty to [one
creditor] to maximize its interest at
the expense of the remaining credi-
tors in the represented class.?

The principle that a committee owes a
duty to all and only all of the general unse-
cured creditors is implicitly recognized in
varying contexts. Thus, a committee member
will be removed if his efforts to establish his
own individual rights may result in a lesser
distribution to the unsecured creditor class
as a whole.

Members of the Committee also have
another duty - a fiduciary duty to all
creditors represented by the commit-
tee.... If [the committee member] is
successful in the trust fund litigation

it would have a substantial negative
impact on the prospects of a distribu-
tion to unsecured creditors in these
bankruptcy cases.... [Its] aggressive
efforts to establish its secured status
could seriously undermine the Com-
mittee’s effort on behalf of the unse-

cured creditors.... 3

Moreover, the courts assume that the
committee’s duty is to maximize the recov-
ery for the class as a whole and not to any
individual members, or group of members,
of the class.

In the case of reorganization com-

mittees, these fiduciary duties are

crucial because of the importance

of committees. Reorganization com-

mittees are the primary negotiating

bodies for the plan of reorganization.

They represent those classes of credi-

tors from which they are selected.

They also provide supervision of

the debtor and execute an oversight

function in protecting their constitu-
ent’s interests.*

Based on the foregoing, one can certainly
make the argument that a committee’s du-
ties extend to its unsecured constituents
only. Thus, any support for allowance or
payment of higher priority administrative
claims would be in direct conflict with the
committee’s fiduciary duties, even if a sub-
set of its constituents may benefit from such
claim allowance and payment. The analysis
is similar to a committee’s stance on allow-
ance and payment of reclamation claims that
would diminish the overall return to unse-
cured creditors.

If Section 503(b)(9) Claimants’ Interests
Are Not Represented By the Unsecured
Creditors’ Committee, Do the Section
503(b)(9) Claimants Have the Right to Forin
Their Own Committee?

Recognizing that 503(b)(9) claimants are
required to generally act individually and
not as part of an organized group in seek-
ing allowance and payment of their claims:
should 503(b)(9) claimants be entitled to their
own committee to pursue payment of their
claims on a collective basis? In some instanc-
es, 503(b)(9) claimants are attempting to for-
mally organize, requesting the U.S. Trustee
to appoint a 503(b)(9) committee.”

While 503(b)(9) committees are not specif-
ically provided for under the Code, the U.S.
Trustee has discretion to appoint such a com-

[T]he courts
assume

that the
committee’s
duty is to
maximize the
recovery for
the class as
a whole and
not to any
individual
members,

or group of
members, of
the class.
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[I]t is unlikely
that the

U.S. Trustee
will appoint
a committee
solely for
503(b)(9)
claimants.

mittee. Section 1102(a)(1) of the Code permits
appointment of “such additional committees
of creditors...as the United States trustee
deems appropriate.”* Having a formal com-
mittee of 503(b)(9) claimants may make it
easier to negotiate and resolve the allowance
and immediate payment claims of such cred-
itors. On the other hand, authorizing such a
committee will increase the administrative
fees and costs of a Chapter 11 —a committee
formed under the auspices of Section 1102
has the right to hire counsel and other pro-
fessionals whose fees are paid by the estate.
Absent formation of a committee, the costs
and expenses for pursuing payment of such
claims would fall on each of the individual
503(b)(9) claimants. In most cases, resources
available to debtors to fund such expenses
are scarce at best. Moreover, lenders are re-
luctant or unwilling to carve out additional
funds for payment of another layer of profes-
sional fees. Furthermore, these claimants are
more likely to be able to protect themselves
without the necessity of a committee. Thus, it
is unlikely that the U.S. Trustee will appoint
a committee solely for 503(b)(9) claimants.

Does a Committee Violate Its Fiduciary
Duties By Negotiating for a Carve Out for
Payment of General Unsecured Claims, or
Does It Have a Duty to Ensure That the
Bankruptcy Code’s “Waterfall Priority
Scheme” Is Fully Respected?

It is becoming more common for committees
to seek to carve-out from the secured credi-
tors” collateral an assigned dividend for the
benefit of unsecured creditors. By utilizing
the carve-out mechanism, a committee is
necessarily seeking to bypass other higher
priority creditor classes who would other-
wise take first from a debtor’s assets under
the waterfall priority scheme set forth in the
Code. Because 503(b)(9) claimants are usual-
ly present on a committee in their dual credi-
tor status role, such creditors are privy to dis-
cussions by a committee regarding carve-out
strategies. Whether such committee members
must recuse themselves or be excused from
such discussions is certainly not well settled,
let alone addressed in the case law.

The 503(b)(9) claimants often suggest that
the committee is required to get the best deal
that it can for the creditors as a whole. On
the other hand, each dollar that goes to pay
a 503(b)(9)-allowed claim takes funds away
from the general unsecured creditor pool. Is
the committee required to negotiate a carve-

out for the benefit of the estate as a whole (at
least inclusive of 503(b)(9) claims) or merely
for the payment of unsecured claims? Put an-
other way, is the committee required to en-
sure that the Chapter 11 process is being used
for the purposes consistent with the Code?

First, it would appear that a committee
would not be deemed to have violated its
fiduciary duties if it adopts a position sup-
portive of the Code’s requirements generally.
In In re Cent Med. Ctr, Inc,” the committee ob-
jected to certain provisions of a plan. In addi-
tion, an opposing party argued that since the
objection did not run directly to the benefit
of the unsecured creditors, but instead ad-
dressed other plan terms that violated the
Bankruptcy Code, the committee should be
deemed to have overstepped its bounds, and
its objection should be ignored. The court
disagreed and permitted the committee to
pursue its objections, stating:

Finally, this Court believes that

as part of upholding its fiduciary

responsibilities to its constituents, a

committee has both a duty and an

obligation to raise objections to any

provision of a plan it deems violative

of Section 1129(a) [of the Code]. For

example, an individual class constit-

uent may ratify the economic treat-

ment it receives under a given plan

of reorganization. However, the plan

may violate one of the subsections of

Section 1129(a). This Court believes

that in such a case, a committee has

a duty to object to the Plan. Thus,

for these three reasons this Court

concludes that the Committee has

standing to raise its objections to

Proponents” Plan pursuant to Sec-

tion 1129(a).*®

Alternatively, at least one court has held
that a committee would not be deemed to
have violated its fiduciary duties if it negoti-
ates for a carve-out solely for the benefit of
the general unsecured creditors. The ques-
tion of carve outs and “gifting” by a secured
creditor was addressed by the court in Offi-
cial Unsecured Creditors” Committee v Stern.”
In that case, the court held generally that an
under-secured lender with a conclusively
determined and uncontested “perfected, first
security interest” in all of a debtor’s assets
may through a settlement, “share” or “gift”
some of those proceeds to junior, general un-
secured creditors, even though priority unse-
cured creditors (i.e., taxing authorities) will
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go unpaid. In response to the argument by
certain priority unsecured creditors that the
committee breached its fiduciary duties by
carving out a distribution only for the gen-
eral unsecured creditors, the court stated:
The Code expressly authorizes a
committee to “perform such other
services as are in the interest of those
represented.” 11 USC 1103(c)(5).
Appellees also concede that the
Committee’s appointment, pursu-
ant to 11 USC 1102(a) charged it only
with representation of the general,
unsecured creditors (not with rep-
resentation of the I.R.S. or other pri-
ority creditors). Nevertheless, they
contend, any agreement negotiated
by the Committee should have been
negotiated to benefit the estate as a
whole and thus any contractual right
to receive payment from Citizens
rightfully belongs to them....

We do not accept this conten-
tion, as it seems based on the erro-
neous assumption that the Official
Unsecured Creditors” Committee is
a fiduciary for the estate as a whole.
While a creditors’” committee and
its members must act in accordance
with the provisions of the Bankrupt-
cy Code and with proper regard for
the bankruptcy court; the commit-
tee is a fiduciary for those whom it
represents, not for the debtor or the
estate generally. In re Microboard Pro-
cessing, Inc., 95 BR 283, 285 (Bankr D
Conn 1989). Thus the committee’s
fiduciary duty, as such, runs to the
parties or class it represents. Markey
v. Orr, 1990 WL 483808 at *4 (WD
Mich 1990). It is charged with pursu-
ing whatever lawful course best serves
the interests of the class of creditors
represented. In this case, the Commit-
tee reasonably determined that entering
into the Agreement with Citizens was
in the best interests of the class it repre-
sented.”

The SPM decision, while known for its
groundbreaking approval of “gifting” by
secured creditors to lower class creditors, is
equally groundbreaking in its approval of a
committee’s actions, which were expressly
detrimental to an assumed subset of its con-
stituency, priority unsecured creditors, in
favor of another subset of its constituency,
general unsecured creditors. While the SPM

decision appears to be one of the few deci-
sions, to date, to ratify this departure from
a general fiduciary duty concept, the hold-
ing in SPM seems equally applicable to a
committee’s efforts to extract a benefit for
general unsecured creditors to the detriment
of 503(b)(9) claimants. Whether that analogy
will hold true in other courts has yet to be
seen.

Conclusion

It is unlikely that Congress envisioned
that all of these ancillary issues would arise
from the creation of a new administrative
class of creditors. Unfortunately, because
BAPCPA is relatively new, there is little case
law to provide guidance on how to deal with
these issues. Hopefully, over time, as more
of these issues reach the courts, creditors will
be provided with more guidance and better
benchmarks for addressing and dealing with
the 503(b)(9) claimants — the new constituent,
a.k.a. the “500 Pound Gorilla,” at the table.
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claimants resigned from the Committee and were unsuc-
cessful in their unofficial attempt to cause the U.S.
Trustee to appoint a 503(b)(9) committee).

36. Id.

37. 122 BR 568 (Bankr ED Mo 1990).

38. Id.at571.

39. Inre SPM Mfg Corp, 984 F2d 1305 (CA 1
1993).

40.  In re SPM Mfg Corp, 984 F2d at 1316
(emphasis added). See also In re World Health Alterna-
tives, Inc, 344 BR 291 (Bankr D Del 2006) (court
approved settlement of committee’s objections to sale
and financing motions that provided, among other
things, for a carve-out of the lender’s collateral to the
unsecured creditors under which priority unsecured
creditors would not be paid as not violating the absolute
priority rule; because the proposed settlement was being
made outside the context of a plan, the absolute priority
rule was not applicable); contra, Motorola, Inc v. Official
Comm of Unsecured Creditors, et al (In re Armstrong
World Indus, Inc), 432 F3d 507 (CA 3 2005) (court
refused to confirm a plan that provided for issuance and
distribution of warrants to equity over the objection of
the unsecured creditors where the plan provided that the
subject warrants would be transferred by class 7 credi-
tors to equity if class 6 creditors objected to the plan as
violating the absolute priority rule because equity would
be receiving or retaining property when all senior classes
were not being paid in full under the plan); In re Iridi-
um, Operating LLC, 478 F3d 452 (CA 2 2007) (court
refused to approve settlement whereby secured creditor
proposed to “gift” proceeds of its claim to unsecured
creditors because it violated the absolute priority rule
that requires administrative and priority creditors to be
paid in full before unsecured creditors are paid on their
claims and suggested that (i) the committee owes a duty
to all the creditors of the estate, and (ii) the absolute pri-
ority rule and its application needs to be considered even
in the context of a Rule 9019 settlement being proffered
outside confirmation of a plan).
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Second Generation Proceeds:
The Conflict Between After-acquired
Property and Proceeds

in Bankruptcy

By Michelle Epstein Taigman

Introduction

It is generally understood and accepted,
without debate, that the filing of a bankrupt-
cy petition cuts off the operation of so-called
after-acquired property security clauses. This
results in the debtor or trustee having rights in
assets acquired postpetition that they would
not have had without the bankruptcy filing.
However, in a series of decisions from out-
side the Sixth Circuit Court led by In re Bum-
per Sales, Inc' courts have found that the lien
of a prepetition lender can extend to property
typically thought of as after-acquired collat-
eral. This is not because of the existence of an
after-acquired property clause but because
the postpetition collateral is found to be
proceeds of the prepetition lender’s prepe-
tition collateral. These “second generation
proceeds” cases blur the line between after-
acquired property and proceeds and can lead
to outcomes that initially appear inconsistent
with the general principles of the Bankruptcy
Code. However, the cases may not be as far-
reaching as they at first appear.

After-acquired Property Clauses
and Proceeds in Bankruptcy

The after-acquired collateral clause is a real-
ity of modern commercial financing. Typical
secured financing will provide the lender
with a security interest not only in a borrow-
er’s current assets but also in similar assets
acquired by the borrower in the future. By
encumbering not only present but also future
assets, after-acquired collateral clauses effec-
tively preventa borrower from obtaining cash
or financing from any other source based on
the value of these future assets without the
consent of the existing lender. They would
appear to leave a borrower with no financing
alternative in bankruptcy.

The Bankruptcy Code, however, aims to
assist the debtor’s reorganization by allow-
ing it to use property acquired after the bank-

ruptcy petition as a source of funding its on-
going operations.? 11 USC § 552(a) provides:
Except as provided in subsection (b)
of this section, property acquired by
the estate or by the debtor after the
commencement of the case is not
subject to any lien resulting from
any security agreement entered into
by the debtor before the commence-
ment of the case.

Nevertheless, the Bankruptcy Code
recognizes that prepetition lenders must be
allowed some protection for their prepetition
interests. See Arkison v Frontier Asset Mgmt.,
LLC (In re Skagit Pac Corp).> Section 552(b)(1)
therefore provides an exception governing
proceeds:

Except as [otherwise] provided...if
the debtor and an entity entered
into a security agreement before the
commencement of the case and if
the security interest created by such
security agreement extends to prop-
erty of the debtor acquired before
the commencement of the case and
to proceeds, products, offspring, or
profits of such property, then such
security interest extends to such pro-
ceeds, products, offspring, or profits
acquired by the estate after the com-
mencement of the case to the extent
provided by such security agree-
ment and by applicable nonbank-
rutpcy law, except to any extent that
the court, after notice and a hearing
and based on the equities of the case,
orders otherwise.
Generally speaking, the “applicable non-
bankruptcy law” that determines the extent
of a security interest is the Uniform Commer-
cial Code (UCC).4

The UCC defines proceeds as:

...(A) whatever is acquired upon the
sale, lease, license, exchange, or other
disposition of collateral; (B) whatev-
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er is collected on, or distributed on

account of, collateral; (C) rights aris-

ing out of collateral; (D) to the extent

of the value of collateral, claims aris-

ing out of the loss, nonconformity, or

interference with the use of, defects or

infringement of rights in, or damage

to, the collateral; or (E) to the extent

of the value of collateral and to the

extent payable to the debtor or the

secured party, insurance payable by

reason of the loss or nonconformity

of, defects or infringement of rights

in, or damage to, the collateral.
UCC § 9-102(64). Also relevant is UCC § 9-
315(c), which provides that “[a] security
interest in proceeds is a perfected security
interest if the security interest in the original
collateral was perfected.””

Although an initial reading of the relevant
UCC provisions suggests that “proceeds” is
what is actually received in direct exchange
for collateral, as well as rights to damages
and insurance proceeds where value is lost,
the concept of “proceeds” has expanded
over time with each revision of the UCC.¢ In
a bankruptcy, this expanded concept of “pro-
ceeds” may conflict with section 552(a). This
conflict has led to a series of cases in which
prepetition lenders advanced a “second
generation” proceeds theory to argue that
their liens in prepetition proceeds extend to
and cover postpetition inventory, accounts,
and other collateral that their after-acquired
property clauses could not reach.

Second Generation Proceeds and
Bumper Sales

Bumper Sales appears to be the most widely
cited case supporting the theory of second
generation proceeds. Bumper Sales arose out
of the bankruptcy of a company seeking to
increase its inventory of car and truck bum-
pers through a lending relationship with a
small asset-based lender. This prepetition
lender held an uncontested, perfected secu-
rity interest in substantially all of the debtor’s
prepetition assets. Although no formal cash
collateral order was ever entered, the debtor
and the prepetition lender had an agreement
pursuant to which the debtor could use cash
collateral in exchange for making current loan
payments and remaining in compliance with
the terms of the prepetition loan documents,
and the prepetition lender was intended to
receive a postpetition lien.” All parties addi-
tionally stipulated that the debtor’s postpe-

tition operations, including the purchase of
new inventory, were funded exclusively by
the proceeds of the prepetition lender’s cash
collateral.®

Eight months into the debtor’s bankrupt-
cy proceedings, the prepetition lender filed a
motion seeking to condition the use of cash
collateral and seeking adequate protection
for its security interest in all of the debtor’s
assets.” The bankruptcy court found that
the lender’s valid interest in prepetition as-
sets and proceeds continued postpetition to
the extent of the lender’s unpaid claim and
granted the lender a lien on pre- and postpe-
tition collateral. The district court affirmed,
and the creditors” committee appealed. °

On appeal, the Fourth Circuit Court be-
lieved that a four-part analysis would de-
termine whether the debtor’s postpetition
accounts receivable and inventory were af-
ter-acquired property or proceeds of prepeti-
tion collateral: (1) does a prepetition security
agreement cover prepetition accounts and
inventory; (2) postpetition, did the debtor
receive proceeds of prepetition accounts and
inventory; (3) is postpetition inventory sec-
ond generation proceeds of prepetition in-
ventory and accounts, and are postpetition
accounts proceeds of postpetition inventory;
and (4) did the lender’s consent to the use of
proceeds end its security interest? !!

In Bumper Sales, an affirmative answer to
the firstand second requirements was not dis-
puted by the parties.? In evaluating the third
requirement, the court applied the UCC’s
definition and treatment of proceeds and
found that the parties” stipulation that debt-
or’'s postpetition operations were financed
exclusively by the prepetition lender’s cash
proceeds meant that the proceeds remained
identifiable postpetition.” The debtor then
used the cash proceeds to purchase new
inventory. While postpetition inventory is
typically considered after-acquired property,
the court concluded that treating it as after-
acquired property in the Bumper Sales case:

...could completely deprive the
secured party of his pre-petition per-
fected security interest. Therefore,
the term “proceeds” ' should be read
broadly...to include after-acquired
property, at least where inventory
and accounts are concerned and
there is no improvement in position.
This is nothing more than a post-
petition substitution of collateral.’s

[T]he
Bankruptcy
Code
recognizes
that
prepetition
lenders
must be
allowed some
protection
for their
prepetition
interests.
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When tracing
of proceeds
is required,
courts look
to equitable

state-law
tracing
methods.

Ultimately, the Fourth Circuit Court
“agree[d] that Section 552(b) covers second
generation proceeds, even if they are in the
form of inventory, because such proceeds are
clearly contemplated by the UCC...The only
requirement is that the second generation
proceeds be traceable to the original collater-
al...” [a fact to which, again, the court found
the parties had stipulated].’* The court went
on to find that the lender’s consent to the use
of cash collateral did not affect its security
interest in the proceeds of cash collateral.”
With the four-part test met, the Fourth Cir-
cuit Court upheld the lower courts” decisions
extending the prepetition lender’s liens.

Subsequent Interpretations of
Second Generation Proceeds

Rather than interpreting it as creating a
broad general rule, many subsequent cases
have emphasized the fact-specific nature of
the Bumper Sales holding and applied its rule
narrowly. In In re Package Design & Supply Co,
Inc,'® the prepetition lender to debtor, a pack-
aging supply manufacturer and distributor,
permitted the use of cash collateral without
court order for six months before seeking
(jointly with the debtor) court approval of a
cash collateral agreement. The trustee and an
unsecured creditor objected, arguing that by
failing to act promptly the lender had “rolled
out” of its secured position due to the opera-
tion of section 552(a)."

The court found that the popular belief
that prepetition creditors can roll out of a se-
cured position postpetition “...must be rec-
onciled with the undeniable fact that under
the [UCC], second generation proceeds of
liened proceeds are merely ‘proceeds of pro-
ceeds” and are subject to the initial lien with-
out regard to any ‘after-acquired property’
clause, where such second generation assets
are identifiable as such.”* A prepetition lien
may extend to assets typically considered
after-acquired collateral not through opera-
tion of an after-acquired property clause but
by virtue of a prepetition perfected security
interest in proceeds. Similar to Bumper Sales,
the court found that the debtor had no un-
encumbered assets on the petition date and
that all postpetition needs had been funded
through the use of cash collateral.?! The court
additionally found that the definition of pro-
ceeds was meant to be flexible, particularly
given the equitable component of 11 U.S.C.
§ 552(b).2

The Package Design court, however, be-
lieved that such equitable considerations, as
well as 11 U.S.C. § 506(c),” would prevent
a prepetition secured creditor from using a
proceeds claim to benefit from value added
by others.? When value is added from oth-
er sources, commingling of prepetition and
postpetition cash and assets is likely, par-
ticularly with the passage of time, and the
secured creditor must establish a link be-
tween its prepetition proceeds and postpe-
tition assets, making for a more demanding
analysis.” Although the Package Design court
believed its fact pattern to be similar to Bum-
per Sales, it remanded for further evidence
to be certain that none of the debtor’s post-
petition assets were “enhanced” by the use
of unencumbered cash or equity that would
otherwise have been available to unsecured
creditors.>

The Skagit court expanded the concept of
postpetition value by looking not just at new
sources of funding but at the value of the
debtor’s efforts in the operation of its busi-
ness. In Skagit, the debtor was a manufactur-
er of modular trailers. Shortly after its bank-
ruptcy petition, it was awarded a contract to
build four trailers, leading to a postpetition
account receivable paid subsequent to con-
version of the bankruptcy to Chapter 7.7 As
in Bumper Sales, the use of the prepetition
lender’s cash collateral proceeded postpeti-
tion without the benefit of a cash collateral
order or a replacement lien, and the prepeti-
tion lender* subsequently sought to foreclose
on the postpetition payment. »

The lender alleged that the payment re-
ceived for the postpetition receivable was
proceeds of its prepetition collateral, offering
the debtor’s declaration that the collection
of prepetition accounts and proceeds from
the sale of prepetition inventory funded the
postpetition construction of the four trail-
ers.’® The court, however, indicated its belief
that “revenue generated by the operation of
a debtor’s business, post-petition, is not con-
sidered proceeds if such revenue represents
compensation for goods and services ren-
dered by the debtor in its everyday business
performance...Thus, any portion of the [post-
petition account receivable] attributable to
the Debtor’s services as part of the manufac-
turing or production of the modules would
not be considered proceeds under § 552(b).”*!
The court continued, “[c]ase law supports
the proposition that where it is only post-pe-
tition acts which generate an account receiv-
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able, those post-petition receivables will not
be considered proceeds because there is no
interest in, or connection to, the right in the
account receivable created pre-petition.”
The account arising postpetition from the
sale of the modular trailers could only be
proceeds of the lender’s prepetition collateral
if evidence linked the money collected from
prepetition accounts to those postpetition ac-
counts.

The Skagit court’s desire to ensure that the
debtor benefited from its postpetition efforts
differed from the Bumper Sales approach and
led to a tracing analysis. Once cash proceeds
are deposited into an account and commin-
gled with other funds, they are no longer con-
sidered to be identifiable as proceeds unless
the secured creditor establishes a link.* The
burden of proof of tracing proceeds, both un-
der Skagit and generally, falls on the secured
party claiming the interest.*

When tracing of proceeds is required,
courts look to equitable state-law tracing
methods, the most widely used of which
is the “lowest intermediate balance rule”
(LIBR).» The LIBR is used to trace commin-
gled proceeds and assumes that the alleged
proceeds are the last amounts withdrawn
from an account. Where the amount on de-
posit in the account falls below the amount of
the alleged proceeds, the maximum amount
that the secured creditor can trace is the low-
est balance of the account between the time
the proceeds are commingled and the time
respective rights in the account are deter-
mined.* In Skagit, the secured creditor had
used neither the LIBR nor another tracing
method to identify its proceeds; the bank-
ruptcy appellate panel therefore held that
the bankruptcy court abused its discretion in
finding the postpetition account arising from
the sale of the modules to be proceeds of the
lender’s prepetition collateral.” The court
emphasized that the facts were not as clear as
in Bumper Sales, where all parties stipulated
to the link between prepetition and postpeti-
tion assets.”

Another case evidencing the movement
away from the broad tracing permitted in
Bumper Sales (and relied upon by the Skagit
court) is In re Cafeteria Operators, LP.* Cafete-
ria Operators relied on the equitable exception
provided by 11 U.S.C. § 552(b)(1) to find that
postpetition restaurant revenues are largely
attributable to the efforts of the debtor and
should not fully inure to the benefit of prepe-
tition secured creditors despite the fact that

their cash collateral or proceeds may have
purchased the unprepared food and bever-
ages served by the restaurant.” Per the Caf-
eteria Operators court, the full value of the
postpetition receivables could not constitute
proceeds of prepetition collateral because
“[flrom a plain reading of § 552, revenues
generated post-petition solely as a result of
the debtor’s labor are not subject to a pre-pe-
tition lender’s security interest.”*

Cafeteria Operators limited the prepeti-
tion secured creditors” proceeds claim to the
value of their prepetition inventory that was
used to generate postpetition revenue.” Ulti-
mately, the court concluded that the debtor’s
use of cash collateral could be conditioned on
the prepetition lenders receiving a replace-
ment lien in postpetition inventory, plus, to
the extent inventory levels decreased postpe-
tition, a replacement lien of the highest pos-
sible priority in additional assets to maintain
the lenders’ prepetition secured position.”
The recently decided appeal in Qmect, Inc v
Burlingame Capital Partners 11, LP (In re Qmect,
Inc),* however, affirmed a prior decision
holding that where a prepetition proceeds
lien was traced to postpetition collateral, any
postpetition increase in value is also part of
the proceeds of the prepetition lender’s col-
lateral. The Qmect court distinguished Skagit,
stating that there the prepetition lender
lacked a blanket lien. While Qmect does
not specifically cite Bumper Sales, its holding
seems to be a return to Bumper Sales’ expan-
sive approach.

Reconciling Second Generation
Proceeds Cases with the
Bankruptcy Code

It is difficult to understand how the second
generation proceeds theory supported by
Bumper Sales, Package Design, and, albeit to a
lesser degree, Skagit and Cafeteria Operators,
as well as the expansive proceeds concept
endorsed by Qmect, can be consistent with
the policy behind 11 U.S.C. § 552. Neverthe-
less, these cases remain good law, and Bum-
per Sales in particular is widely cited and
not heavily criticized. However, a common
theme between certain of these cases may
explain their origins and suggest their limita-
tions.

Each of Bumper Sales, Package Design, and
Skagit involve Chapter 11 proceedings where
the prepetition lender permitted the debtor
to use cash collateral but did not require
court approval of a cash collateral order ei-

The analysis
of these
cases would
not seem

to protect a
prepetition
lender in
bankruptcy
proceedings
involving a
postpetition
lender or
other new
financing or
value.
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ther at all or until several months after the
petition date. In Cafeteria Operators, while
the prepetition lender and debtor agreed to
an initial, limited use of cash collateral, they
were never able to come to agreement on a
final order; the case arose out of the debtor’s
motion to allow continued use of cash collat-
eral without the consent of the lender. Cash
collateral orders typically afford a number
of protections to prepetition secured parties,
including a replacement lien in postpetition
assets and/or a lien in unencumbered prepe-
tition and postpetition assets to protect the
secured creditor for any diminution in value
of its prepetition collateral during the bank-
ruptcy proceedings. With these liens, a lend-
er likely would not need to resort to second
generation proceeds arguments to protect its
interests.

In Bumper Sales, Package Design, Skagit, and
Cafeteria Operators, the lenders were allowing
the debtor to use cash collateral to continue
its operations but failed to protect their own
interests, either at all or in a timely manner.
Although the holdings are not expressly
limited, perhaps, ultimately, stretching the
concept of second-generation proceeds is the
court’s way of trying to help these creditors,
without whose cash collateral the debtors
evidently would not have been able to oper-
ate postpetition and attempt to reorganize.®
The analysis of these cases would not seem
to protect a prepetition lender in bankruptcy
proceedings involving a postpetition lender
or other new financing or value, as it could
not easily be said that postpetition assets
were attributable solely or largely to prepeti-
tion proceeds or cash collateral.

Notwithstanding Bumper Sales and the
second-generation proceeds theory, the pru-
dent lender will still protect its interests by
pursuing the protection of a cash collateral
order and replacement lien at the earliest
appropriate opportunity.

NOTES

1.907 F2d 1430 (4th Cir 1990).

2. See Collier on Bankruptcy, 15th ed. § 552.01[1]
(citations omitted); In re Bumper Sales, 907 F2d at 1436
(citation omitted).

3. 316 BR 330, 3365 n.4 (9th Cir BAP 2004) (here-
after, Skagi?).

4. Collier, 9 552.02[1]. Most courts use the already
expansive definition of proceeds under the UCC,
although some others have found that the Bankruptcy
Code did not intend the Uniform Commercial Code’s
definition to be an absolute limitation. See Collier §
552.02(2] (citations omitted). The basis for an alterna-

tive definition of proceeds comes from a statement in
the legislative history indicating that the meaning of
“proceeds” is not limited to the UCC definition but
also covers “property into which property subject to the
security interest is converted.” In re Bumper Sales, 907
F2d at 1437. The Bumper Sales court noted, however,
that many courts reviewing this question have found the
statutory reference to “applicable nonbankruptcy law”
to be more compelling than legislative history and have
applied the UCC definition. Id. (citations omitted).

5. The prior version of UCC Article 9, which both
defined proceeds and discussed perfection in proceeds
in § 9-306, included a subsection which specifically
addressed proceeds in insolvency proceedings. Prior §
9-306(4) provided that in an insolvency proceeding a
secured creditor with a perfected security interest in pro-
ceeds had a perfected security interest only in identifiable
non-cash proceeds, separate deposit accounts containing
only proceeds, identifiable cash proceeds in the form of
money or checks not commingled with other money or
deposited into a deposit account prior to the insolvency
proceedings, and cash and deposit accounts in which
proceeds have been commingled but the perfected secu-
rity interest is subject to a right of setoff and limited to
a calculation based on the debtor’s cash receipts in the
ten days prior to the insolvency proceeding. Neither
old § 9-306(4) nor any provisions specifically address-
ing perfected security interests in proceeds in insolvency
proceedings were incorporated into revised Article 9.
There is no specific discussion of the rationale for its
exclusion, only the indication that “[e]xcept as otherwise
provided by the Bankruptcy Code, the debtor’s entering
into bankruptcy does not affect a secured party’s right to
proceeds.” UCC Official Comment to § 9-315, #8.

6. White & Summers, Uniform Commercial Code,
§ 31-17(a) (5th ed. 2002).

7. In re Bumper Sales, 907 F2d at 1432, 1433.

8. Id. at 1433.

9. 1d.

10. 4.

11. Id, at 1436-1437.

12. Id. at 1437.

13. /d.

14. Bumper Sales, as well as Package Design (dis-
cussed below), were decided under old Article 9, includ-
ing § 9-306 (which is largely but not entirely enacted in
current § 9-315).

15. Id. at 1439 (quoting Clark, The Law of Secured
Transactions under the Uniform Commercial Code,
6.6[3] at 6-47 (1980)).

16. 4.

17. Id. at 1441.

18. 217 BR 422 (Bankr WDNY 1998).

19. Id. at 423.

20. Id. (citing, among other authority, Bumper
Sales).

21. d.

22. Id. at 424.

23. 11 U.S.C. § 506(c) provides in part “The trustee
may recover from property securing an allowed secured
claim the reasonable, necessary costs and expenses of
preserving, or disposing of, such property to the extent
of any benefit to the holder of such claim...”

24. Id. at 425.

25. Id. at 427.

26. Id.

27.316 B.R. 333-334.

28. At this point in the case the lender was no longer
the third-party prepetition lender but rather an LLC
formed by the debtors’ principals to manage the interests
of the prepetition lender, which they had acquired by
assignment in connection with the settlement of litiga-



SECOND GENERATION PROCEEDS

33

tion instituted against them by the prepetition lender
based on their guarantee of the underlying debt.

29. Id. at 333, 334.

30. Id. at 334.

31. Id. at 336 (citations omitted).

32. Id.

33. Id. at 338.

34. Id. (citations omitted). See also First Bank v.
North Country Bank & Trust (In re Superior Used Cars,
Inc), 258 BR 680, 686 (Bankr WD Mich. 2001) (find-
ing that, under Michigan law, the secured creditor bears
the burden of tracing and identifying proceeds). At least
one court has suggested that the burden of proof can be
shifted from the secured creditor to the debtor where the
debtor wrongfully commingles funds. That court, how-
ever, didn’t need to fully address the issue as it found
that the debtor had not in fact acted wrongfully. See
In re Qmect, Inc, No. 04-41044T, 2006 Bankr LEXIS
1489, at *13-14 (Bankr ND Cal. June 26, 2006).

35. See In re Skagir, 316 BR at 338 (citations omit-
ted); UCC, Official Comment to § 9-315 No. 3.

36. In re Skagit, 316 B.R. at 338.

37. Id. at 340.

38. Id. at 339-340.

39. 299 B.R. 400 (Bankr. N.D. Tex. 2003).

40. Id. at 408-409.

41. Id. at 405.

42. Id. at 409.

43. Id. at 410.

44,373 BR 100 (Bankr ND Cal 2007).

45. In fact the prepetition lender in Skagir had a
very comprehensive lien, covering equipment, inventory,
accounts receivable, chattel paper, general intangibles
and all proceeds.

46. The Package Design court believed that its fact
pattern, where all postpetition needs are funded exclu-
sively through the use of cash collateral, is quite com-
mon in smaller bankruptcies.

Michelle Epstein Taigman
is a partner with Honigman
Miller Schwartz and Cohn
LLP in Detroit, where her
practice focuses on repre-
senting lenders and borrow-
ers in a variety of financing
transactions. Her clients include tradi-
tional and asset-based lenders, private
equity funds, and borrowers with a vari-
ety of financing needs. She also advises
clients with respect to loan workouts and
restructuring. Ms. Taigman serves on the
Board of Trustees of JVS and is an active
member of the Association for Corporate
Growth (ACG) Detroit.




34

A Road Map for Bankruptcy

Litigation

By Scott A. Wolfson

Introduction

A litigator’s fundamental skill set is portable
from state and federal district courts to the
bankruptcy court. However, successfully
litigating bankruptcy-related matters also
requires knowledge of the jurisdictional and
procedural nuances unique to bankruptcy
litigation. The consequences of being unfa-
miliar with concepts like “bankruptcy count-
ing” can be severe —from inadvertent waiv-
er of jury trial rights to missing a response
deadline. The goal of this article is to provide
practitioners with an overview of important
bankruptcy litigation statutes and rules and
to highlight potential pitfalls.

Bankruptcy Court Jurisdiction

The jurisdictional scheme governing bank-
ruptcy courts is complicated by the fact that
bankruptcy judges are not Article III judges,
but Article I judges. As a result of the U.S.
Supreme Court’s decision in Northern Pipe-
line Constr Co v Marathon Pipe Line Co,' which
struck down a broad grant of jurisdiction to
the bankruptcy courts, bankruptcy courts are
courts of limited jurisdiction that derive their
jurisdiction from the district courts.

District courts are granted “original and
exclusive jurisdiction of all cases under title
11”7 by 28 USC § 1334(a).* A “case” under title
11 means a bankruptcy action commenced
with the filing of a bankruptcy petition.*
Additionally, district courts are vested with
“original but not exclusive jurisdiction of all
civil proceedings arising under title 11, or aris-
ing in or related to cases under title 11” by 28
USC § 1334(b).°

Whether a bankruptcy court can enter
final orders with respect to a particular pro-
ceeding depends upon the jurisdictional cat-
egory into which the proceeding falls and
whether the proceeding is “core” under 28
USC §157.6

Arising in or Under Title 11 - “Core”
Proceedings

Proceedings that arise in a case under title
11 are those that, by their very nature, could
arise only in a bankruptcy case.” For example,
an action to appoint a trustee under section

1104 to investigate the financial condition of a
debtor could only arise in a bankruptcy case.

The phrase “arising under title 11”7 de-
scribes those proceedings that involve a
cause of action created or determined by a
statutory provision of title 11.8 A common
example of a cause of action created by title
11 would be an action under section 547 to
avoid a preferential transfer.

Bankruptcy judges may hear and deter-
mine all cases under title 11 and all “core pro-
ceedings” arising under title 11 or arising in a
case under title 11.° Courts in the Sixth Cir-
cuit appear to consider all proceedings that
arise under or arise in a case under title 11 to
be core proceedings."

Related to a Case Under Title 11 - “Non-
Core” Proceedings

The standard for determining whether a case is
related to a bankruptcy case is very liberal. A case
is generally held to be related to a case under
title 11 if its outcome could “conceivably”
have any effect on the debtor’s estate.!! A
proceeding does not even have to be against
the debtor or the debtor’s property to satisfy
the requirements of related to jurisdiction.'

The related to category encompasses all
matters which may be placed in the arising
under or arising in categories. “Therefore, for
purposes of determining section 1334(b) ju-
risdiction, it is necessary only to determine
whether a matter is at least ‘related to’ the
bankruptcy.”

Related to actions are non-core proceed-
ings. The bankruptcy judge’s findings of fact
and conclusions of law in a “related to” action
are subject to objection by the parties under
Federal Rule of Bankruptcy Procedure (Bank-
ruptcy Rules) 9033(b) and de novo review by
the district court judge, unless the parties
have consented to the entry of final orders or
judgment by the bankruptcy judge."

The Bankruptcy Court’s
Abstention from Hearing State
Law Causes of Action

Bankruptcy courts must abstain from hearing
certain cases.”” Mandatory abstention under
section 1334(c)(2) applies if the following six
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requirements are satisfied: (1) a motion to
abstain is timely filed; (2) the proceeding is
“based upon a State law claim or State law
cause of action;” (3) the claim or cause of
action is related to a bankruptcy case but did
not arise in or under the bankruptcy case;
(4) the only basis for original jurisdiction in
federal court is the bankruptcy filing; (5) the
state law claim or cause of action is the sub-
ject of “an action [that] is commenced...in
a State forum of appropriate jurisdiction;”
and (6) the state court action “can be timely
adjudicated.”’* Where a bankruptcy court
determines that it must abstain from a case,
the proceeding is remanded to the state court
where it was initially pending.

Even where a bankruptcy court has juris-
diction over a case because it arises in or un-
der title 11 or is related to a case under title
11, the bankruptcy court may abstain from
hearing the case under 28 USC § 1334(c)(1)
“in the interest of comity with State courts
or respect for State law....” This is known as
“permissive abstention.” Bankruptcy courts
have listed over a dozen non-exclusive fac-
tors as relevant to determining whether ab-
staining from hearing a state law cause of ac-
tion is appropriate."”

“Removal” — Transferring a State
Court Case to Bankruptcy Court

Section 1452 of title 28 permits a party to
remove a claim or cause of action to the bank-
ruptcy court where the bankruptcy court has
jurisdiction under 28 USC § 1334." The lib-
eral bankruptcy jurisdiction rules under 28
USC § 1334(b)—that a bankruptcy court has
jurisdiction over a claim “arising in or related
to cases under title 11”—means that removal
should be permitted where the case could
conceivably have any effect on the debtor’s
estate.” There is no requirement in section
1452 that the debtor be a party to the case
being removed.

Removal is accomplished by filing a “no-
tice of removal” “with the clerk for the dis-
trict and division within which is located the
state or federal court where the civil action
is pending.”? For example, removing a case
filed in the Kent County, Michigan Circuit
Court that is related to a pending bankrupt-
cy in Detroit’s Eastern District of Michigan
would require filing a notice of removal and
a motion to transfer venue to the bankruptcy
court in Detroit with the bankruptcy court
for the Western District of Michigan in Grand
Rapids, as well as a copy of the notice of re-

moval with the clerk of the Kent County Cir-
cuit Court.?! Bankruptcy Rule 9027 outlines
the requisite contents of a notice of removal
and the procedure and time for filing the no-
tice.

Adversary Proceedings

Adversary proceedings are lawsuits within
the bankruptcy case commenced by filing a
complaint.?2 Part VII (Rules 7001-7087) of the
Bankruptcy Rules contains most of the rules
governing adversary proceedings.?? Bank-
ruptcy Rules 7001 through 7087 generally
incorporate the Federal Rules of Civil Pro-
cedure. For example, Bankruptcy Rule 7003
simply states, “Rule 3 F.R.Civ.P. applies in
adversary proceedings.” However, some of
the Bankruptcy Rules differ from the Federal
Rules of Civil Procedure, with the modifica-
tions ranging from slight to dramatic. Bank-
ruptcy Rule 7001 lists proceedings that are
adversary proceedings. Those proceedings
are:

e torecover money or property, with sev-

eral exceptions;

e to determine the validity, priority, or
extent of a lien or other interest in prop-
erty;

e to obtain approval for the sale of both
the interest of the estate and of a co-
owner in property;

e to object to or revoke a discharge;

e to revoke an order of confirmation of a
chapter 11, 12, or 13 plan;

e to determine the dischargeability of a

debt;

e to obtain an injunction or other equita-
ble relief;

e to subordinate any allowed claim or
interest;

e to obtain a declaratory judgment relat-
ing to any of the foregoing; and
e to determine a claim or cause of action
removed under 28 USC § 1452.
Additionally, an objection to a claim that
includes a demand for relief of the kind spec-
ified in Bankruptcy Rule 7001 is an adversary
proceeding.*

A common mistake non-bankruptcy prac-
titioners make is seeking relief of the type
specified in Bankruptcy Rule 7001 by motion
rather than by filing a complaint. Because
adversary proceedings must be commenced
by filing a complaint, they get case numbers
separate from the underlying bankruptcy
case and are docketed separately. The cap-
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tion of an adversary proceeding will include
the caption and case number from the bank-
ruptcy case as well as an additional caption
listing the adverse parties. For example:

In re BrokeCo. Case No. XX-XXXXX

Chapter 11

Unsecured Creditors Committee
of BrokeCo.

Case No. XX-YYYYY

V.

BrokeCo.’s Former Directors

Contested Matters

The Advisory Committee Notes on Bank-
ruptcy Rule 9014 state that “[w]henever there
is an actual dispute, other than an adversary
proceeding, before the bankruptcy court, the
litigation to resolve that dispute is a contested
matter.”” Most bankruptcy court litigation is
conducted through contested matters.

Bankruptcy Rule 9014 outlines the proce-
dures applicable to contested matters. Relief
must be requested by a motion in the bank-
ruptcy case. The motion must be served in
the same manner as a summons and com-
plaint, and it must provide “reasonable no-
tice and opportunity for hearing....” This
does not necessarily mean that there will be
a hearing.

Section 102(1) of the Bankruptcy Code*
defines the phrase “after notice and a hear-
ing” or “similar phrase” to mean “after such
notice as is appropriate in the particular
circumstances, and such opportunity for a
hearing as is appropriate in the particular
circumstances,” but goes on to authorize
an act without an actual hearing if notice is
proper and “such a hearing is not requested
timely by a party in interest.” Local rules of
procedure often provide for entry of orders
on such “negative notice.”?

A common example of a contested matter
is a motion for relief from the automatic stay
provided by section 362 of the Bankruptcy
Code.> If a party files a motion for relief from
the automatic stay and gives proper notice

and an opportunity for parties in interest to
object and no one objects, the judge may enter
the order granting relief from stay without a
hearing. If, however, an objection to the mo-
tion is filed, Bankruptcy Rule 9014(c) speci-
fies the Part VII adversary proceeding rules
that will apply to the contested matter. Dis-
covery, for example, will proceed as it does
in adversary proceedings. Testimony of
witnesses with respect to disputed material
factual issues is also taken in the same man-
ner as testimony in adversary proceedings.®

It is important to check the rules govern-
ing a contested matter in each jurisdiction. Lo-
cal bankruptcy court rules or administrative
orders often vary the Part VII rules that ap-
ply in contested matters and the procedures
for invoking them. In addition, there appears
to be a trend in larger bankruptcy cases that
debtors are moving early in the case for entry
of comprehensive procedures orders govern-
ing contested matters.* It is imperative to re-
view the debtor’s bankruptcy docket for such
an order because filings that comply with the
Bankruptcy Rules and the jurisdiction’s local
rules, but do not follow the procedures or-
der, may be stricken.

Rules of Evidence and Additional
Rules of Procedure

Evidence

The Federal Rules of Evidence apply in cases
under the Bankruptcy Code,” though most
practitioners would probably agree that they
are not strictly enforced because almost all
matters are tried by the bankruptcy judge.
Offers of proof are often utilized in bank-
ruptcy cases in lieu of testimony, particularly
in contested matters.

Nationwide Service of Process by Mail
in Adversary Proceedings and Contested
Matters

Service of process in bankruptcy litigation
typically requires nothing more than an
envelope and a stamp. Bankruptcy Rule 7004
provides, subject to limited exceptions,” that
service of process may be accomplished in
adversary proceedings and contested mat-
ters* by first class mail. Bankruptcy Rule
9006(e) provides that service is complete
upon mailing.
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“Corporate Ownership Statement”
Requirement in Adversary Proceedings

Bankruptcy Rule 7007.1 requires that any
corporation that is a party to an adversary
proceeding must file “a statement that iden-
tifies any corporation...that directly or indi-
rectly owns 10% or more of any class of the
corporation’s equity interests....”* This state-
ment must be filed by a party with its first
filing and must be updated to reflect any
subsequent change in circumstances.*® The
purpose of this filing is to assist bankruptcy
judges in making informed disqualification
decisions.”

Pleading

Bankruptcy Rule 7008 incorporates Rule 8
of the Federal Rules of Civil Procedure, but
includes a requirement that the claim “shall
contain a statement that the proceeding is
core or non-core and, if non-core, that the
pleader does or does not consent to entry of
final orders or judgment by the bankruptcy
judge.”?

Answer

Bankruptcy Rule 7012 incorporates some,
but not all of Rule 12 of the Federal Rules of
Civil Procedure, and provides that a defen-
dant must serve an answer within 30 days
after the issuance of the summons.”

Counting Days in Bankruptcy
Litigating in bankruptcy court may require
re-learning how to count “days.” Many a
seasoned federal court litigator, familiar with
the nuances of computing time under Rule 6
of the Federal Rules of Civil Procedure, has
been late with a filing as a result of Bank-
ruptcy Rule 9006. That rule, unlike its Rule
6 counterpart, provides that intermediate
Saturdays, Sundays, and legal holidays are
excluded in the computation of a time-period
when the period is less than 8 days.** Rule 6 of
the Federal Rules of Civil Procedure contains
identical language to Bankruptcy Rule 9006,
but provides an 11-day cutoff for the special
counting.* State court litigators are often
unaware that every day may not count as a
day in calculating a response period.
Another wrinkle in the time calculation,
also contained in Bankruptcy Rule 9006, ap-
plies most commonly where service is by
mail. In certain circumstances, service by
mail (including electronic mail) results in an
additional three days being added to a time
to respond.®

The Committee on Rules of Practice and
Procedure of the Judicial Conference of the
United States has created a Time-Compu-
tation Subcommittee to examine the time-
computation provisions found in the fed-
eral appellate, bankruptcy, civil, and crimi-
nal rules “with a view to simplifying those
provisions and eliminating inconsistencies
among them.”* “The project was launched
in response to frequent complaints by prac-
titioners about the time, energy and nervous
anxiety expended in calculating time periods
and to comments by judges about the anom-
alous results of the current computation sys-
tem.”* As of the writing of this article, the
Time-Computation Subcommittee was seek-
ing comments on proposed amendments to
time-computation rules. For now, a “day” is
not necessarily a “day.”

Jury Trial Rights and Waiver

The right to a trial by jury under the Seventh
Amendment fully applies to bankruptcy pro-
ceedings that are legal, as opposed to equi-
table in nature, regardless of whether the
proceeding is core or non-core.” Bankruptcy
Rule 9015 incorporates a number of Federal
Rules of Civil Procedure pertaining to jury
trials, including Rule 38, and provides that
the parties may consent to have the bank-
ruptcy judge conduct the jury trial.“ Local
rules of bankruptcy procedure often pro-
vide detailed procedures and time lines for
demanding that an Article III district court
judge conduct the jury trial rather than the
Article I bankruptcy judge.”

The largest trap for the unwary is that
the right of a bankruptcy litigant to a jury
trial is waived if the party has filed a proof of
claim in the bankruptcy court. The reasoning
behind the rule is that the filing of a claim
initiates the process of allowing and disal-
lowing claims, such that the filer is deemed
to have submitted to the equitable powers of
the bankruptcy court.®

Conclusion

Procedural hazards abound in bankruptcy
litigation. Successfully litigating bankruptcy
matters requires a keen awareness of bank-
ruptcy-specific statutes, rules of procedure,
and, oftentimes, case-specific orders.

The right
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The Michigan Business Tax

by Jack Van Coevering

In July 2007, the Michigan Legislature passed
the Michigan Business Tax (MBT).! The MBT
took effect January 1, 2008, replacing the thir-

ty-year-old Single Business Tax (SBT).

Among its many objectives, the MBT
was developed to provide a stable revenue
stream that did not have the complexity of
the SBT.? To achieve this, the tax combines a
separately calculated income tax’ (providing
simplicity) with a separately calculated gross
receipts tax* (providing stability). Drafters
hoped that the gross receipts levy would
raise two-thirds of the business tax revenue
with the business income tax raising the re-
maining one-third. The recent budget deficit
was also addressed by imposition of a sur-
charge,” which increases the total amount of
tax calculated from both income and receipt
taxes by 21.99 percent.® Regardless of how
the objectives were achieved, they were con-
ditioned on limiting, if not reducing, the tax
burden on Michigan businesses. Hence, the
MBT’s two most distinguishing features are
its significant expansion of the taxpayer base,
particularly as to nonresident businesses,
and the substantial credits provided to Mich-
igan businesses. The purpose of this article
is to review those objectives, their conceptual
underpinnings, and the constitutional chal-
lenges they raise.

Taxpayers and Exempt Entities

Most SBT taxpayers will continue to be MBT
taxpayers.” The MBT retains the same filing
threshold as the SBT. Taxpayers with $350,000
in allocated or apportioned “gross receipts”
are required to file and pay the MBT.?

The MBT defines “taxpayer” to mean “a
person or unitary business group liable for
the tax, interest, or penalty under this act.”’
The term “person,” under the MBT, is similar
to the SBT definition' with the addition of
three new entities: limited liability partner-
ships, subchapter S corporations, and limited
liability companies.'' The addition, however,
is a clarification, as the SBT contained a gen-
eral “catch-all” provision, which the MBT
continues, for any “other group or combina-
tion acting as a unit.” Both versions included
trusts and estates.

What is new is the introduction of a “uni-
tary business group” as a single “taxpayer.”

The MBT defines a unitary business group
as:
A group of United States persons,
other than a foreign operating enti-
ty'2, 1 of which owns or controls,
directly or indirectly, more than 50%
of the ownership interest with vot-
ing rights or ownership interests that
confer comparable rights to voting
rights of the other United States per-
sons, and that has business activities
or operations which result in a flow
of value between or among persons
included in the unitary business
group or has business activities or
operations that are integrated with,
are dependent upon, or contribute to
each other. For purposes of this sub-
section, flow of value is determined
by reviewing the totality of facts and
circumstances of business activities
and operations.
The first half of the definition addresses a
control test. The Michigan Department of
Treasury has stated that it will use the attri-
bution rules contained in IRC 318 to deter-
mine control.”” The second half of the defi-
nition incorporates standards enunciated by
the United States Supreme Court in Mobile
Oil Corp v Commissioner of Taxes of Vermont'
and Container Corp of Am v Franchise Tax
Bd” and represents alternative tests: flow
of value, or contribution or dependency.
The flow of value is often present with cen-
tralized management or economies of scale.
Contribution or dependency might exist if
one entity finances the other, but between the
two, there may or may not exist centralized
management or economies of scale.'®
Because the “unitary business group” is
considered a “taxpayer,” everything from
the determination of the filing threshold to
the qualification or disqualification for cred-
its are determined at the unitary business
group level and not determined at the mem-
ber level. A limited liability company with
less than the $350,000 in receipts and that
would not have been required to file an SBT
return will, if it is a member of a unitary busi-
ness group with total receipts that exceed the
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filing threshold, be required to be included in
the “unitary business groups” return."”

The MBT exempts the agencies and po-
litical subdivisions of the United States,
Michigan, and other states.'® It also exempts
most entities that are exempt federally, i.e.,
charitable or education organizations. Or-
ganizations exempt under IRC 501(c)(12) or
501(c)(16) are not exempt from the MBT."
For the remaining exempt entities, the MBT
exemptions are limited to specific portions of
the tax base attributable to specific nonprofit
activities. The entities subject to this partial
exemption include nonprofit cooperative
housing corporations, farmers’ cooperative
corporations, agricultural producers, an at-
torney-in-fact to reciprocal insurers, and
multiple employer welfare arrangements for
dental benefits.*

Nonresident Taxpayers: Nexus

SBT and now MBT taxpayers will have more
company. The MBT pursues an aggressively
low nexus standard to subject the highest
number of nonresident businesses to the
tax. “Nexus” refers to federal constitutional
limitations on a state’s jurisdiction. Due Pro-
cess Clause “nexus” between a person and
a state is established when the person pur-
posefully avails itself of the state’s benefits.!
Michigan courts have held that Commerce
Clause “nexus” requires a taxpayer’s physi-
cal presence in the state. A third restriction
applies only to state income taxes by federal
law, Pub L No 86-272 (also known as 15 USC
381), and prohibits states from imposing an
income tax if the only activity in the state was
sales solicitation. That law did not apply to
the SBT, as the Michigan Court of Appeals
in Gillette? and Guardian Industries” deter-
mined that the SBT was not a tax on, or based
on, net income.

Gillette and Guardian allowed Michigan to
aggressively pursue nonresident businesses
under the lower constitutional standard.*
Though the expansion of the taxpayer base
to nonresidents through a lower nexus stan-
dard was unanticipated when the SBT was
first enacted, the state has gained a first-hand
understanding of its revenue potential.”® Na-
tionally, fundamental nexus disputes remain
regarding the extent to which a taxpayer
must have physical presence or even wheth-
er a physical presence standard applies to a
business tax at all.?

Within this context, the MBT establishes,
by statute, the lowest nexus standard known

to exist in the United States by mandating
a finding of nexus if the taxpayer has either
physical presence of more than one day in
Michigan or, alternatively, “actively solic-
its” sales in the state that resulted in at least
$350,000 in gross receipts.” In other words,
the MBT rejected prior SBT case law requir-
ing physical presence. Instead, the MBT’s
alternative test suggests the legal conclusion
that there is no difference between the Com-
merce Clause and the Due Process tests.
Regarding the physical presence test, the
MBT defines “physical presence” to mean
“any activity conducted by the taxpayer or
on behalf of the taxpayer.”?® The Depart-
ment of Treasury has indicated that it will
supplement this definition with reference
to published standards contained in an SBT
Revenue Administrative Bulletin (RAB) re-
garding SBT nexus.”” For the alternative test
of solicitation and sales, the MBT gives the
Department of Treasury discretion to define
the phrase “actively solicits,” though it re-
quires that any guidance be written and that
it apply prospectively.’* In December 2007,
the Department of Treasury issued a Rev-
enue Administrative Bulletin defining the
term “actively solicits” to mean “purposeful
solicitation of persons within this state” that
“explicitly or implicitly invite[ ]” an order
or are entirely “ancillary to requests for an
order” ' Solicitation, according to the RAB,
is purposeful when “it is directed at or in-
tended to reach persons within Michigan or
the Michigan market.” Some examples in the
RAB include the use of mail, telephone, ra-
dio, Internet, television, including the main-
tenance of an Internet site over which sales

transactions occur.

Though the MBT does not address Pub
L No 86-272, the Department of Treasury
has said that Pub L No 86-272 would only
apply to the business income tax portion of
the MBT.*? Once any activity in the state ex-
ceeds the solicitation of sales threshold (the
Pub L No 86-272 standard), the taxpayer will
be subject to the Business Income Tax (BIT)
on its entire tax base for the tax year. Con-
ceivably a taxpayer could be subject only to
the gross receipts tax, if the taxpayer’s sole
activity was the solicitation of sales. A tax-
payer soliciting through an Internet site, for
example, would be protected under Pub L
No 86-272 from the Michigan Business Tax
but would be still be subject to the modified
gross receipts tax because its activity meets
the definition of “actively solicits.” The low
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nexus standard also has implications to re-
lated entities of the taxpayer. If the taxpayer
is a flow-through entity that has nexus, the
individual partners and shareholders will be
subject to apportionment under Michigan's
Income Tax Act on their distributive share of
income.* While the nexus impact on partners
and shareholders has not changed, the MBT’s
lower nexus standard will affect more flow-
through entities, and, consequently, more
partners and shareholders. A similar dy-
namic applies to the unitary business group.
If one member of a unitary group has nexus,
the income and receipts for all the members
will be apportioned to Michigan.

A statutory nexus standard does provide
a clearer starting point for the battles that
will follow. It does not, however, eliminate
the likelihood that the ultimate standard will
be framed by courts. Having the most ag-
gressive nexus standard may make mean-
ingful compliance by nonresident businesses
more difficult, generate more litigation, pro-
vide less meaningful insight into the nexus,
and engender a considerable risk of large re-
funds.

The Business Income Tax

The BIT is imposed on every taxpayer with
business activity in the state, unless prohib-
ited by Pub L No 86-272.* It is calculated by
imposing a 4.95 percent rate on the “busi-
ness income tax base” after allocation and
apportionment.”> The base is determined
by making several adjustments to “business
income,” before allocation and apportion-
ment, and by deducting MBT business loss-
es after allocation and apportionment. The
adjustments reverse the federal tax treatment
by adding income items to the extent they
were excluded from federal taxable income
and subtracting to the extent the item was
included in federal taxable income. A sum-
mary of the adjustments follows:

e Add back interest and dividends from
non-Michigan obligations and securi-
ties.

e Add back taxes imposed on or mea-
sured by net income.

e Add back carryback or carryover net
operating losses.

e Subtract dividends and royalties
received from non United States per-
sons or from a "foreign operating
entity," (United States persons that
would be part of a unitary group with
substantial operations in foreign coun-

tries and that derive 80 percent of their
income from active foreign business).
See MCL 208.1109 (5))

e Subtract interest income from United
States securities.

e Subtractnetearnings fromself-employ-
ment of the taxpayer, or a partner or
limited liability company member of
the taxpayer, except to the extent that
the net earnings represent a reasonable
return on capital.

e Add the loss or subtract the income
attributable to another entity whose
business activities are taxable under
the BIT, or would be subject to the BIT
if the business activities were in this
state.

e Add back any royalty, interest, or
other expense paid to a related person
for the use of an intangible asset, if that
person is not included in the taxpayer's
unitary business group.*

The last adjustment addresses tax plans using
intangible holding companies to redirect roy-
alty income to another entity in a non-taxing
state, reducing the taxpayer’s income by
expensing a royalty payment. See Geoffrey,
Inc v So Carolina Tax Comm'n, 437 SE2d 13
(1993), cert den 114 S Ct 550. Thus, this plan-
ning tool is denied under the MBT. The MBT
presumptively adds back royalty, interest, or
other expenses unless the taxpayer can over-
come four rather significant hurdles. These
include a nontax business purpose other
than avoidance of the tax, arms-length pric-
ing, rates and terms as applied by IRC 482%
and 1274(d), and one of three exceptions is
satisfied: the item represents a pass-through
of another transaction between a third-party
and the related person with comparable rates
and terms, or it results in double taxation
because the transaction is subject to tax in
another jurisdiction, or it is unreasonable as
determined by the Department of Treasury.
38

Given the long-voiced complaints regard-
ing the SBT’s inclusion of compensation in
the SBT tax base, it bears underscoring the
MBT’s more favorable treatment of com-
pensation. In addition to the very significant
credit for compensation in Michigan that po-
tentially eliminates half of the MBT liability,
the BIT has eliminated compensation both in
the definition of “business income”? and as
an adjustment, noted above, for “any earn-
ings that are net earnings from self-employ-
ment...of the taxpayer or a partner or limited
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liability company member of the taxpayer
except to the extent that those net earnings
represent a reasonable return on capital.” 4’

The “business income” of a unitary busi-
ness group is the sum of the business income
of each person. In addition to the adjustments
described above, the group would also sub-
tract any items of income and related deduc-
tions from transactions between members of
the unitary business group. The “business in-
come” of “foreign operating entities,” finan-
cial institutions, and insurance companies is
excluded.”

What is “business income”? The MBT’s
statutory definition of “business income”*
lacks an exception for income functionally
and transactionally unrelated to a taxpayer’s
regular trade or business. The Due Process
Clause requires that, for nonresident busi-
nesses, the income must still have some con-
stitutionally sufficient relationship, under
the unitary business principle, to the activity
of the business in the taxing state.*’ “Business
income” is defined as “that part of federal
taxable income derived from business activ-
ity.” However, the broad SBT definition of
“business activity”* has been retained with-
out the exception for a “casual transaction.”
As a result, there is no connection to “trans-
actions and activity in the regular course of
the taxpayer’s trade or business.”* Whether
the MBT’s definition of “business activity”
meets the requirements of Due Process when
applied to income from “incidental” activity
in “interstate or foreign commerce,” having
only “indirect” benefit to the nonresident
business’s regular trade or business in Michi-
gan, is questionable.

The definition of “business income” con-
tinues with entity-specific guidelines for: a
partnership or S Corp; an exempt cooperative
electric company; an exempt entity; and “an
individual, estate, or partnership organized
exclusively for estate or gift planning pur-
poses.”® The first three guidelines parallel
federal tax treatment. The last item addresses
the income from trusts, family limited part-
nerships, and other estate planning entities.
As to this last set of entities, however, the
language raises some questions regarding
whether the qualifier, “organized exclusive-
ly for estate or gift planning purposes,” ex-
cludes other business purposes that may be
required under federal case law.”

The Modified Gross Receipts Tax

A general business tax measured by gross
receipts is not new to Michigan. The precur-
sor to Michigan’s corporate income tax was a
Business Activities Tax thatimposed an excise
tax on gross business activities, measured by
gross receipts. Though gross receipts taxes
use some of the same receipts that are used
to determine a retail sales tax, gross receipt
taxes are not taxes on the sales to the ultimate
consumer and are not collected on a sales
transaction basis. Typically, exclusions for
business inputs are not present, and the tax
itself is not deductible from the base. These
distinctions exist because the gross receipts
tax seeks to encompass all of the business’
activity in the state, not just sales.

For 25 years, Michigan held to roughly
the same definition of “gross receipts” that
had been used in the Business Activities Tax.
The definition changed significantly in 2000,
when the Department of Treasury sought to
remedy seemingly inconsistent court cases
and resolve the pending litigation.*® In addi-
tion to new exceptions,49 the MBT retains the
SBT’s definition of “gross receipts” and all of
the definition’s exceptions.”*® The definition
of “gross receipts” was not as important with
the SBT, which used the definition of “gross
receipts” to set the parameters of the tax, es-
tablishing a filing threshold and a maximum
cap on the SBT liability —the maximum SBT
liability. By contrast, the MBT uses gross
receipts both to determine the MBT filing
threshold and to calculate the modified gross
receipts tax base. Having a tax based on gross
receipts under which all taxpayers will pay
means the MBT may have ramifications for
taxpayers who generally did not incur a tax
liability under the SBT.

The MBT’s modified gross receipt tax re-
flects both the breadth of a gross receipts tax
and the problem of including business inputs
that may not always logically portray a busi-
ness’s activity. Both characteristics are found
in the MBT’s definition of “gross receipts,”
which is not tied to a trade or business (i.e.,
sale of inventory or services) but applies to
any “direct or indirect gain, benefit, or ad-
vantage to the taxpayer or to others.”>! The re-
tained SBT exceptions took out receipts that
benefited someone other than the taxpayer,
such as a taxpayer-property manager’s re-
ceipt of rent for the owner or receipts that did
not represent an actual profit to the taxpayer
(such as an exchange of like-kind property),
the receipt of a security deposit, a purchaser
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discount, or insurance reimbursements for
stolen or damaged property. For mortgage
companies, sales finance companies, or se-
curities brokers or dealers, the new MBT ex-
ceptions eliminate from “gross receipts” the
repayment or sale of the principal amount of
loans, bonds, mutual funds, certificates of de-
posit, or marketable instruments.”> Another
new MBT exception from “gross receipts” for
professional employer organizations (PEO)
excepts the amounts a PEO would receive to
pay a covered employee of the employer-cli-
ent.” Finally, an amendment similar to the
“business income” exception addresses the
gross receipts of trusts, family limited part-
nerships, and other estate planning entities,
but this is limited to those entities that are
“exclusively organized for estate or gift plan-
ning purposes.”* The new MBT exceptions
are the first statutory effort to except passive
investment receipts from “gross receipts” for
individuals, estates, and for trusts or partner-
ships “organized exclusively for estate or gift
planning purposes.” As to this last set of enti-
ties, however, it is unclear whether the quali-
fier “organized exclusively for estate or gift
planning purposes” excludes other business
purposes.” Receipts from personal invest-
ment activity and disposition of property
held for personal use and enjoyment are also
excluded. *

A taxpayer’s gross receipts are modi-
fied by the subtraction for “purchases from
other firm.””” The MBT defines this phrase to
mean:

a) Inventory acquired during the tax year,
including freight, shipping, delivery,
or engineering charges included in the
original contract price for the inven-
tory.

b) Assets, including the cost of fabrica-
tion and installation, acquired during
the tax year...that are, or under the
internal revenue code will become, eli-
gible for depreciation, amortization, or
accelerated capital cost recovery...

c) To the extent not included in inventory
or depreciable property, materials and
supplies, including repair parts and
fuel.

d) For a staffing company, compensation
of personnel supplied to customers of
staffing companies. ...

e) .payments to subcontracts for a con-
struction project under a contract spe-
cific to that project.

f) For the 2009 tax year, 50% of film rental
or royalty payments paid by a theater
owner to a film distributor, a film pro-
ducer, or a film distributor or produc-
er. For the 2010 tax year and each tax
year after 2010, all film rental or roy-
alty payments paid by a theater owner
to a film distributor, a film producer,
or a film distributor and producer.®

The definition of “purchases from other
firms” raises a number of questions. First, a
number of terms are not defined, i.e. “materi-
als,” “supplies,” etc. Second, intangible per-
sonal property or services are not excluded.
It may not be clear with respect to the inven-
tory deduction whether these items could be
treated as part of the inventory cost (i.e. war-
ranties) if they were included in the contract
price for inventory. The Department of Trea-
sury has stated that “labor” is not included
as a “purchase from other firms.” While a
staffing company may deduct compensation
paid to personnel supplied to the staffing
company’s clients, the client’s payments to
the staffing company do not constitute “pur-
chases from other firms.”*

For a unitary business group, the modi-
fication (or deduction for “purchases from
other firms”) from gross receipts is a sum of
the individual calculations by each member,
and the deduction of “modified gross re-
ceipts arising from persons included in the
unitary business group.”* For the 2008 year
only, both individual businesses and unitary
business groups may also subtract unused
business loss carryforwards from the 2006
and the 2007 tax years. For unitary business
groups, the loss carryforward may only be
deducted by the individual members as if the
member were not included in the group.®’

Apportionment and Allocation of
the Tax Base

To identify business activity in Michigan,
both the business income tax base and the
modified gross receipts tax base are subject
to apportionment or allocation.®* If the tax-
payer’s “business activity” is confined sole-
ly to Michigan, then the MBT tax base will
be allocated to Michigan. Taxpayers whose
“business activities” are both in Michigan
and in other states must apportion the tax
base by use of a sales factor, the numerator
of which represents the taxpayer’s total sales
in Michigan and the denominator of which
represents total sales everywhere else.”
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The MBT does not include any “throw
back” provision for apportionment in which
sales occurring outside of Michigan would
nevertheless be “thrown back” into the
Michigan numerator if the other state could
not tax the sale. Sales remain in the denomi-
nator regardless of whether they are taxed
or whether the other state has constitutional
nexus to tax. There is a caveat: if the taxpayer
does not have nexus with at least one other
state, regardless if it has sales in that state,
the taxpayer cannot apportion its MBT tax
base at all.**

The MBT'’s provisions sourcing sales rev-
enue utilize three general rules: the location
of the property being sold, the location of
where the property is used, and where the
service customer is located or where the ben-
efit is received. At the risk of over-simplifica-
tion, the following guidelines are a starting
point to determine whether the business ac-
tivity is attributable to Michigan:

Location of the property

e Sales of tangible personal property are

sourced by the shipping or delivery
point

e Sales of gas or electricity are sourced to

the ultimate destination point

e Receipts from origination of a loan,

interest from a loan secured by real
property

¢ Loan servicing fees on loans secured

by real property

Location of use

e Lease or rental of tangible personal

property

e Lease or rental of mobile transporta-

tion property

¢ Royalties, use or right to use intangible

property, licenses, franchises, copy-
rights

¢ Receipts from transportation services

Location of customer or the benefit re-
ceived

e Performance of services

e Security brokerage services

¢ Management, distribution, administra-

tion of brokerage services

¢ Interest from a loan not secured by real

property

e Receipts from credit card receivables,

the sale of credit cards, and interest

e Receipts from the sale of securities or

other investment instruments

e Receipts from the sale of telecommuni-
cation services

e Receipts from live radio or television
programming®

Exceptions to the above generalization are
the various sales of telecommunication ser-
vices,* which largely reflect the industry’s
capability in tracing the service. The rules
also contain a general rule for receipts that
have not been specifically addressed, requir-
ing that the receipts be sourced based on
where the benefit to the customer is received,
or, if that cannot be determined, the custom-
er’s location.””” A number of the provisions
have similar default sourcing rules if the first
sourcing rule cannot be determined.

One constitutional question is whether
a single sales factor itself is constitutional.
Though a single sales factor apportionment
increases the tax for businesses with less
physical presence and generally less busi-
ness activity in the state, the United States
Supreme Court approved of a single sales
factor in Moorman Manufacturing Co v Bair,%
concluding that a single sales factor was not
“inherently arbitrary” and “did not produce
an unreasonable result.” However, the MBT
single sales factor apportionment may pres-
ent some additional questions. One issue
may be the disparity between the significant
number of site-based credits given to busi-
nesses with a significant physical presence
in the state but utilizing a different measure
of business activity to apportion the tax base.
Another similar issue may be the difference
that exists between the income and receipts
in the MBT tax base and the MBT’s definition
of sales used as a basis for apportionment.®’
The MBT defines “sales” in part to be:

the amounts received by the taxpayer

as consideration from...[t]he transfer

of title to, or possession of, property

that is stock in trade or other prop-

erty of a kind that would properly

be included in the inventory of the

taxpayer if on hand at the close of

the tax period or property held by

the taxpayer primarily for sale to

customers in the ordinary course of

the taxpayer’s trade or business. For

intangible property, the amounts

received shall be limited to any gain

received from the disposition of that

property....”°
By contrast, the definition of “sales” excludes
income/receipts from isolated transactions
and excludes income/receipts from trans-
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actions that are not functionally related to
the taxpayer’s trade or business. The same
income and receipts are included in the tax
base but not included in the apportionment
factor.”! It is unclear, particularly in the
instance of large out-of-Michigan asset sales,
liquidations, and mergers or acquisitions,
whether this narrow apportionment scheme
is reasonable.

Another issue concerns the treatment of
the unitary business group. A unitary busi-
ness group is required to include the sales
in Michigan of every person included in the
unitary business group without regard to
whether the person has nexus in this state.”
The obvious question this raises is whether it
is constitutional to include as Michigan sales,
sales made by a member of the unitary busi-
ness group, even though the member has no
nexus with Michigan. Is the MBT taxing in-
come and receipts that would not otherwise
be taxed?

While this method of unitary apportion-
ment has been litigated in other states, most
notably California,”> most states have three-
factor formulary apportionment schemes
(property, payroll, and sales); that is to say,
that even if the sale factor “overstated” the
taxable sales in the state, the lack of a proper-
ty or payroll in the state would have “damp-
ened” extent of the purported “overstate-
ment.” Coupled with the MBT’s aggressive
nexus standard, these issues may suggest
that the MBT’s single sales apportionment
factor, even under Moorman, has produced
an “unreasonable result.”

The MBT’s alternative apportionment
provisions may ultimately be the method
of resolving these questions.”* If the Depart-
ment of Treasury determines that the appor-
tionment provisions of the act do not “fairly
represent the taxpayer’s business activity in
this state,” the Department of Treasury is au-
thorized to “use any other method” that will
achieve an “equitable allocation and appor-
tionment of the taxpayer’s tax base.”” The
alternative apportionment provision leaves
much to the Department of Treasury’s dis-
cretion.

Credits

In General

One goal underlying the MBT was to attract
jobs to Michigan, particularly in research and
development and manufacturing. To achieve
this goal, the MBT provides a number of tax
credits that reduce the tax liability for quali-

fying taxpayers and addresses common com-
plaints regarding the SBT: the compensation
credit, the personal property tax credit, the
“phase in” credit, and changes to the small
business credit.

The calculation of credits is made after
allocation and apportionment and the sur-
charge. There is an order in which the credits
may be taken. The largest three credits (com-
pensation, net investment, and research and
development) are all new under the MBT
and must be taken before any other credits.”®
The compensation and net investment cred-
its, together, are capped at 50 percent of the
taxpayer’s total liability after the surcharge.
The cap increases to 52 percent in 2009.”” The
cap also rises to 65 percent of the taxpayer’s
liability with the inclusion of the third credit
for research and development.”® After the
three large credits, the taxpayer must take the
Alternate (formerly Small Business) Credit. ””
Thereafter the taxpayer may take a “phase-
in” credit, which was created for the purpose
of providing a gradual increase of the MBT
for those small MBT taxpayers that are just
over the $350,000 filing threshold but under
$700,000.%° Other credits may then be taken.

Most of the credits have a lower rate for
the 2008 tax year, again the result of the sur-
charge tax and the effort to resolve the state’s
budget crisis. For 2009 and subsequent tax
years, the rate for most credits increase. The
MBT permits any unused SBT credit carry-
forwards to be taken in the 2008 and 2009
tax years. Thereafter, the SBT credit carry-
forwards are extinguished®' with the excep-
tion of two SBT credits: the Michigan His-
toric Preservation Credit and the Brownfield
Credits.*” The credits are generally, with a
few exceptions (personal property tax credit
and the disability act credit) not refundable.

New Credits

Compensation Credit

For the 2008 tax year, taxpayers may claim
a credit of 0.296 percent of the “taxpayer’s
compensation in this state” against their
MBT liability.* The credit increases to 0.37
percent for the 2009 tax year and afterwards.
The MBT retains, for the most part, the SBT’s
definition of “compensation.” There is no
definition for determining the phrase “in this
state.” Professional employer organizations
(PEO) are not excluded from this credit, but
are limited to the compensation paid to their
own officers and employees who operate the
PEO. The PEO may not claim the compensa-
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tion paid to the leased officers and employ-
ees of the client.*

Net Investment Credit®

The MBT permits taxpayers to claim a credit
for the cost to acquire tangible assets “physi-
cally located in this state for use in a busi-
ness activity in this state” and for “mobile
tangible assets” that are “transferred into the
state and purchased or acquired for use in a
business activity.” The costs include fabrica-
tion and installation but are netted against
the gross proceeds from the sale or disposi-
tion of similar property. The rate for 2008 is
2.32 percent. For 2009 and thereafter, the rate
increases to 2.9 percent.

Research and Development Credit*

Taxpayers may claim a credit for “research
and development expenses in this state.” The
phrase “research and development expens-
es” references IRC 41(b), which covers wages,
supplies, and computer licenses for both “in-
house” and “contract” research. For the 2008
tax year, the credit is 1.52 percent but increas-
es in 2009 to 1.9 percent. Combined with the
other credits —compensation and net invest-
ment — this credit is capped at 65 percent.

The Alternate (formerly Small Business)
Credit®

The SBT’s small business credit*®® became a
focal point for tax planning, in which differ-
ent entities were created to disperse income
and compensation and thus avoid the small
business credit’s income and compensation
disqualifiers. The Department of Treasury
was not successful in combining non-Michi-
gan parent companies with a Michigan sub-
sidiary seeking the credit.*’

Since the entire unitary business group
constitutes a “taxpayer,” the group must
meet the income, gross receipts, and com-
pensation tests. The threshold for those three
tests has increased. The gross receipts maxi-
mum is now $20 million. “Adjusted busi-
ness income” (“business income” with the
addition of compensation and fees of active
shareholders and losses) has been increased
to $1.3 million. The maximum single officer
or shareholder compensation is now set at
$180,000. Like the compensation credit, PEO
clients must include, in the calculation of the
credit, compensation and fees of the client’s
officers, owners, or shareholders even if they
are leased from the PEO. The SBT attribution
rules to determine “active shareholders” and

“shareholder” for the SBT will likely contin-
ue to be used to determine these same, nearly
identical terms, in the MBT.

Phase-In Credit”®

A criticism of the SBT was that once a taxpay-
er exceeded the $350,000 filing threshold — by
as little as a dollar — the taxpayer paid the full
amount of the SBT. The MBT phases in the
tax for those taxpayers with gross receipts
between $350,000 and $700,000. The “phase
in” credit is calculated by multiplying the
MBT liability by a fraction, the numerator of
which is the difference between the taxpay-
er’s apportioned gross receipts and $700,000
and the denominator of which is $350,000.

MEGA Approved Research and
Development Credit’!

This creditis different in several respects from
the more general research and development
credit. First, it is very targeted. The credit
applies to “eligible taxpayers” who must pro-
pose to work with an “eligible business” and
invest no less than $350,000 in the business.
Further, the taxpayer must not have received
the credit in the previous year. An “eligible
business” is generally a small business of less
than 50 employees and less than $10 million
in gross receipts. Second, the credit is equal to
30 percent of the taxpayer’s “eligible contri-
bution” but is capped at $300,000. Third, the
taxpayer must first obtain a certificate from
the Michigan Economic Growth Authority,
which may only grant 20 credits a year.

Entrepreneurial Credit’”

For the 2008 through 2010 tax years, qualified
businesses that create or transfer new jobs
into the state are able to claim a 100 percent
credit against an adjusted tax liability (which
is the taxpayer’s total tax liability multiplied
by a fraction of the payroll due to increased
jobs and the taxpayer’s total payroll in the
state). To qualify, the taxpayer may not be a
retail establishment (though some small res-
taurants are permitted), must have less than
$25 million in gross receipts, make a capital
investment of not less than $1.25 million in
the state, and create or transfer to Michigan
20 or more jobs.

Personal Property Tax Credit”

In late 2005, the Michigan Legislature added
a refundable personal property tax credit
of 15 percent for taxes levied and paid on
industrial personal property in the tax year.”
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The MBT increased the credit to 35 percent
of the taxes paid on industrial personal prop-
erty. Together with the exemption from the
6-mill state education tax and the 18-mill
local school property tax, industrial personal
property would realize an average effective
personal property tax reduction of 64.9 per-
cent. Credits for eligible telephone personal
property (23 percent), and eligible natural
gas pipeline property (13.5 percent) were
also provided. No credit was provided for
commercial personal property.

To qualify for this credit, the taxpayer
must have filed a personal property tax state-
ment by February 20 of the tax year and
have paid the personal property tax before
claiming the credit on the taxpayer’s annual
MBT return. The Department of Treasury
will likely require proof of timely filing and
of payment. An important consideration is
that the personal property must be classified
as industrial, as opposed to commercial per-
sonal property. To appeal classifications, the
taxpayer must appeal to the March Board of
Review and, if not satisfied, to the State Tax
Commission.

Arts and Culture Charitable Credit®”

The MBT provides a credit to taxpayers that
make a charitable contribution of at least
$50,000 to art, historical, or zoological insti-
tutes and other museums that “care, study
and display...objects of lasting interest or
value.” This last phrase, the Department
of Treasury has determined, is a “facts and
circumstances” test.” The credit is equal to
50 percent of the amount that exceeds the
threshold of $50,000.

Industry-Specific MBT Credits

Various other credits are provided to specific
industries, such as, retail enterprises head-
quartered in Michigan with specified square
feet of retail space,”” motor sports complex-
es,”® and motor vehicle dealer inventory.”

SBT Credits Retained in the MBT

In addition to the Renaissance Zone Credit
and the Brownfield Credit, the MBT retains
a number of SBT credits, such as: an Early
Stage Venture Credit,'” a Start-up Business
Credit,'”" Next-Energy Credit,'”> MEGA
Credits,'® Charitable Contribution Credits,
104 Foundation Contribution Credit,'® Food
Bank and Homeless Credit,'” and Disability
Compensation Credit.'"”

With taxes, the line between encouraging
economic growth and discriminating against

nonresident businesses is thin. Undeniably,
the MBT credits favor businesses with sub-
stantial investments in plants and personnel
in the state. On the other hand, the constitu-
tional law in this area has not yielded pre-
dictable results. A challenge to the MBT’s
site-based tax scheme as unconstitutional
continues litigation that has never found suc-
cess in Michigan.'”® While the Michigan cases
do not comfortably fit within the broad lan-
guage of a number of United States Supreme
Court decisions,'” the interpretation of that
jurisprudence is also debated. The United
States Supreme Court’s reversal of the Sixth
Circuit Court of Appeals decision in Cuno,
which invalidated a site-based state credit for
machinery and equipment on jurisdictional
grounds, leaves the area unsettled.'"’

Filing and Administration

Taxpayers that expect an annual liability
exceeding $800 are required to file estimated
returns and pay the tax for each quarter.'
For calendar year filers, those due dates are
April 15, July 15, October 15, and January 15.
Fiscal year filers must file estimated returns
“on the appropriate due date which in the
taxpayer’s fiscal year corresponds to the
calendar year.”'"? This is the 15th day of the
first month of each quarter. The return form
will contain both BIT and modified gross
receipts taxes. No underpayment interest
will be assessed if the estimated payment for
the month is at least 85 percent of the liabil-
ity.'!” The Department of Treasury antici-
pated mailing quarterly estimated Michigan
Business Tax forms this January, and it has
provided an “MBT Estimator” on its Web site
(https:/ /treas-secure.state.mi.us/ MBTEsti-
mator/ MBTEstimator-start.asp) to assist tax-
payers.

Annual returns are due on the last day of
the fourth month after the end of the taxpay-
er’s tax year, or, if the taxpayer is a calendar
year filer, April 30."* As with the SBT, an ex-
tension for filing the federal income tax re-
turn does not extend the time for filing and
paying the MBT return unless the taxpayer
takes several specific steps including, filing a
copy of the request for extension with a tenta-
tive return and payment of the estimated tax
by the due date for filing the annual return.
The extension will be “automatic” to the last
day of the eighth month following the origi-
nal due date.'” Also like the SBT, a longer
extension may be available “for cause,” pro-
vided the taxpayer files a timely application
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and pays the remaining unpaid estimated
tax liability.!'® For the 2008 fiscal year, fiscal
year filers with years ending in 2008 will be
granted an automatic extension for their an-
nual fiscal year MBT return, which will be
due the same date as the return for calendar
year filers, April 20, 2009. At the option of the
taxpayer, SBT overpayments from the final
SBT return may be carried forward and ap-
plied to the MBT or refunded.'"”

Special provisions address taxpayers
whose tax year is less than 12 months."'® The
MBT gives such taxpayers an election to ei-
ther:

e Compute the tax as if it were effec-
tive on the first day of the taxpayer's
accounting period and apportion the
tax by a fraction the numerator of
which is the number of months in the
taxpayer's first year and the denomina-
tor of which is 12; or,

e Compute the tax base by a method
approved by the Department of Trea-
sury.

Unitary business groups are required to
file a “combined return.” A combined return
includes the income and receipts for all firms
other than foreign operating entities, but it
eliminates transactions between members of
the group from the business income tax base,
the modified gross receipts tax base, and the
apportionment formula.'” Though it is un-
clear how Michigan will apportion for uni-
tary groups, since typically the total income
and receipts sourced to taxing state for the
unitary business group are determined by the
unitary group’s apportionment factor. From
the group’s sourced income and receipts,
each member then is apportioned an amount
that represents the ratio of the member’s ap-
portionment factor to the groups apportion-
ment factor. Thus, while members included
within the unitary business group that lack
nexus with Michigan will not be taxed, other
members of the group with nexus will be
paying a greater portion of the unitary busi-
ness group’s tax.

Conclusion

The discussion thirty years ago after the
SBT was passed is similar to the public dis-
cussion over the past year.'” Like the SBT
then, the MBT in its present form is merely a
starting point. A good part of the MBT’s fur-
ther development, and there will be develop-
ment, has been left to tax professionals. That
there are a number of constitutional ques-

tions concerning the MBT is not necessarily
a critique of the policy makers and legisla-
tors that crafted the MBT. In some respects, it
may illustrate that the state’s experience with
the SBT produced an institutional knowledge
such that the state was willing to put down
markers for the constitutional litigation that
will follow. From that standpoint, the tax has
gone where no other state has, fully aware
of the potential challenges, but compelled to
address important policy questions. At this
time, judgments as to the tax’s success may
be premature. More probably, the extent to
which the MBT is a success now depends on
the work of tax professionals. There is a lot
to do.
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Case Digests

Securities—Private Right of Action under
Rule 10b-5--Reliance

In Stoneridge Inv Partners, LLC v Scientific-Atlanta, Inc, 2008
US LEXIS 1091, 128 S Ct 761 (2008), investors in a class
action alleged losses after purchasing common stock. They
sought to impose liability on entities that, acting both as
customers and suppliers, agreed to arrangements that
allowed the investors’ company to mislead its auditor
and to issue a misleading financial statement affecting the
stock price. The plaintiffs alleged that, by participating in
the transactions, respondents violated § 10(b) of the Secu-
rities Exchange Act of 1934 and SEC Rule 10b-5.

In a typical § 10(b) private action, a plaintiff must prove
(1) a material misrepresentation or omission by the defen-
dant; (2) scienter; (3) a connection between the misrepre-
sentation or omission and the purchase or sale of a securi-
ty; (4) reliance upon the misrepresentation or omission; (5)
economic loss; and (6) loss causation. The § 10(b) implied
private right of action does not extend to aiders and abet-
tors and the conduct of a secondary actor must satisfy each
of the elements or preconditions for liability. With regard
to reliance, respondents had no duty to disclose and their
deceptive acts were not communicated to the public. No
member of the investing public had knowledge, either ac-
tual or presumed, of respondents’ deceptive acts during
the relevant times. Therefore the petitioner could not show
reliance on any of the respondents’ actions except in an
indirect chain that the court find too remote for liability.
Thus, the court ruled that the implied right of action did
not reach the customer/supplier companies because the
investors did not rely on their statements or representa-
tions.

Contracts—Condition Precedent

In Harbor Park Market, Inc v Gronda, 277 Mich App 126
(2007), plaintiff offered to purchase defendants’ fixtures
and liquor license for a party store for $55,000. The defen-
dants accepted the offer, which was expressly conditioned
on the approval of the purchase agreement by defendants’
attorney. Before their counsel had the opportunity to
review this purchase agreement, the defendants condi-
tionally accepted a second offer from another party to pur-
chase defendants’ real property, along with the business,
liquor license, and fixtures, for $250,000. The second offer
was also conditioned on approval of the purchase agree-
ment by the defendants” attorney. The defendants” attorney
reviewed the agreements and approved the second offer.
Plaintiff then filed suit for breach of contract and requested
specific performance of the contract. The trial court ruled
that the defendants placed an obstacle in the way of the
attorney’s approval of plaintiff’s offer and ordered specific
performance of the first purchase agreement.

The court of appeals determined that the central issue
on appeal was whether the defendants interfered with,
and consequently waived, the condition precedent by si-

multaneously submitting to their attorney a second con-
ditional agreement. Because the contract language giving
the defendants” attorney complete discretion to approve or
disapprove the agreement for whatever reason was clear
and unambiguous, it had to be accepted and enforced as
written. In addition, there was no finding by the trial court
that the defendants otherwise actively interfered with
their attorney’s approval, such as instructing the attorney
to disapprove the agreement. After reviewing the record,
the court of appeals concluded that the trial court erred
in holding that the defendants acted in bad faith by sub-
mitting to two conditional agreements to their attorney at
the same time. The contract did not forbid the defendants
from considering other offers, and it did not require them
to take their property off the market while the attorney
was reviewing plaintiff’s offer. Considering that the sec-
ond purchase agreement was not legally impermissible
where the first was only conditionally accepted, it was not
a bad-faith act to accept it and submit it for review.

Employment—Same Sex Sexual Harassment

In Robinson v Ford Motor Co, 277 Mich App 146 (2007),
plaintiff alleged that a male coworker sexually harassed
him while they both worked in defendant’s manufactur-
ing plant. The harassment included verbal comments of a
sexual nature as well as several incidents of inappropriate
touching. Defendant moved for summary disposition on
plaintiff’s claim, arguing that sexual horseplay by a hetero-
sexual male directed against another male fell outside the
statutory definition of sexual harassment. The trial court
disagreed and denied defendant’s motion with regard to
the alleged violation of the Elliott-Larsen Civil Rights Act
(ELCRA).

The court of appeals held that the ELCRA protects
employees from sexual harassment by individuals of the
same sex so long as the “because of sex” requirement is
met. The court of appeals observed that Corley v Detroit Bd
of Educ, 470 Mich 274, 681 NW2d 342 (2004), did not indi-
cate that conduct or communication that inherently per-
tains to sex must also include proof of the harasser’s sexual
desire, and the Robinson court refused to read into the stat-
utory definition of sexual harassment a requirement that
is not expressly stated, i.e., a harasser’s sexual desire. In
Robinson, the alleged conduct involved direct contact with
sexual organs or sexual parts of the body accompanied by
either express or implied references to sexual activity, and
the court concluded that plaintiff presented sufficient evi-
dence to allow a reasonable trier of fact to conclude that
the harassing person’s conduct and communication inher-
ently pertained to sex.

Employment—Age Discrimination—
Retaliation

In Fox v Eagle Distrib Co, 510 F3d 587 (6th Cir 2007), plain-
tiff worked for defendant for 11 years and received good
evaluations and regular promotions. Approximately 30
days after his 40* birthday, his supervisor informed plain-
tiff that he was being demoted and that he could accept
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this position or be terminated. After he was denied a pro-
motion in favor of a younger man who had less experience
with defendant, plaintiff filed an EEOC charge with the
Tennessee Human Rights Commission, alleging age dis-
crimination. He then filed a lawsuit in Tennessee state court
in February 2003, alleging age discrimination in violation
of state law (this action was later dismissed without preju-
dice). Plaintiff was vocal about his displeasure with defen-
dant and admitted that he discussed his pending lawsuit
with co-workers and defendant’s customers. After cus-
tomer complaints regarding plaintiff, he was discharged
by the defendant and brought a claim against defendant,
alleging, among other things, retaliation under the federal
Age Discrimination in Employment Act (ADEA).

To state a retaliation claim under the ADEA, a plain-
tiff must show that he or she engaged in protected activ-
ity, that the employer had knowledge of the protected
conduct, that the employer took an adverse employment
action towards the plaintiff, and that there was a causal
connection between the protected activity and the adverse
employment action. The ADEA’s antiretaliation provi-
sion is similar to Title VII's, and it is appropriate to look to
cases construing Title VII as authority for interpreting the
ADEA’s antiretaliation provision. Also, an employee need
not file a formal EEOC complaint to engage in protected
activity. Instead, it is the assertion of statutory rights that
triggers protection under the ADEA. Because plaintiff’s
discussion with one of defendant’s customers did not con-
cern alleged acts of age discrimination, he failed to show
that he engaged in protected activity under the ADEA,
and the court affirmed the trial court’s grant of summary
judgment for the employer.

Employment—Arbitration Agreement

In Seawright v Am Gen Fin, Inc, 507 F3d 967 (6" Cir 2007),
the employer had a longstanding Employee Dispute Reso-
lution (EDR) program that was the sole means of resolving
employment-related disputes. Plaintiff was discharged
and brought suit against the employer, alleging that the
employer discharged her in violation of state anti-discrim-
ination law and the Family and Medical Leave Act. The
employer moved to compel arbitration, proffering an arbi-
tration agreement to which plaintiff had previously agreed
while plaintiff denied that she agreed to arbitrate.

The Sixth Circuit rejected a number of challenges under
state law to the mandatory arbitration agreement, ruling,
among other things, that plaintiff’s continued employ-
ment after the effective date of the arbitration program
constituted acceptance of a valid and enforceable contract
to arbitrate employment-related disputes. Also, the FAA
requires arbitration agreements to be written, but they do
not have to be signed.

Michigan Single Business Tax—Interest on
Refunds

In NSK Corp v Department of Treasury, No 274633 (Mich Ct
App Jan 29, 2008), the Department of Treasury in 2004 per-

formed a single business tax audit of plaintiff for the tax
period of July 1, 1997 to December 31, 2002. The Depart-
ment determined that plaintiff had over-calculated its
tax liability on returns it had submitted, and had there-
fore overpaid its single business tax liability, concluding
that plaintiff was entitled to a refund of $1,444,298.00. The
Department sent plaintiff an audit determination letter,
informing it of the overpayment. Plaintiff responded by
agreeing with the amount of the overpayment, but assert-
ing that it was entitled to interest on the overpayment pur-
suant to MCL 205.30. The Department disagreed, and this
action followed. On plaintiff’s later motion for summary
disposition, the trial court held that interest was due on
the overpayment, commencing 45 days after the due date
of the return for each of the years in issue. The trial court
further granted plaintiff additional statutory interest on
the interest defendant was ordered to pay, accruing from
November 23, 2005 until paid in full.

The court of appeals found that the plain language of
MCL 205.30 requires the Department of Treasury to pay
interest on refunds of overpayments at the same rate as
would be required for a taxpayer when making a late pay-
ment of taxes to defendant. The case was remanded for a
determination of the exact date in March 2005 when de-
fendant became aware that a refund was due and for entry
of an order incorporating its finding on that issue and the
resulting interest owed.
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Any member of the State Bar of Michigan may become a member of the Section and
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dues of $20 to the Business Law Section, State Bar of Michigan, 306 Townsend Street,
Lansing, Michigan 48933-2083.
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306 Townsend Street, Lansing, Michigan 48933-2083.

CHANGING YOUR ADDRESS?

Changes in address may be sent to:

Membership Services Department
State Bar of Michigan
306 Townsend Street
Lansing, Michigan 48933-2083

The State Bar maintains the mailing list for the Michigan Business Law Journal, all Section
newsletters, as well as the Michigan Bar Journal. As soon as you inform the State Bar of
your new address, Bar personnel will amend the mailing list, and you will continue to
receive your copies of the Michigan Business Law Journal and all other State Bar publica-
tions and announcements without interruption.
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1444, (734) 936-3432.
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