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From the Desk of the Chairperson

By Douglas L. Toering

As you may recall from my last col-
umn, our theme for 2016 is “Extend-
ing Our Reach— And Yours.” By that,
I mean that as the Business Law Sec-
tion extends its reach, your practice
can grow too. But how?

One way the BLS can accomplish
this is through our committees and di-
rectorships. Below is a list of the com-
mittees and the chairpersons along with some of the
things they have been doing. Watch for a future issue on
the activities of the directorships.

Business Courts Committee (Douglas L. Toering,
Chair). This committee serves as a liaison between
Michigan’s business court judges and the BLS and as a
resource for the business court judges.

Commercial Litigation Committee (Douglas L.
Toering, Chair). Focused on business litigation issues,
the committee has recently emphasized developments
in Michigan’s business courts. On November 12, 2015,
the BLS and the ADR Section co-sponsored a program
on business courts and early ADR. Eight business court
judges from five counties attended. The sold-out pro-
gram will be repeated in the near future.

Corporate Laws Committee (Justin G. Klimko,
Chair). When it comes to amendments to the Michigan
Business Corporation Act, the Corporate Laws Commit-
tee is right there. Presently, the committee is preparing
another set of proposed amendments to the act, follow-
ing the amendments it developed and that became law
in 2013. In addition, the committee (along with the Com-
mercial Litigation Committee) drafted the BLS’s amicus
brief in Madugula v Taub, 496 Mich 685, 853 NW2d 75
(2014), which is a seminal case on shareholder oppres-
sion.

Debtor/Creditor Rights Committee (Judy B. Calton
and Judith Greenstone Miller, Co-Chairs). On Janu-
ary 13, 2016, the Debtor/Creditor Rights Committee,
along with the Eastern District of Michigan’s bankrupt-
cy judges, presented a seminar on the amendments to
the Federal Rules of Civil Procedure applicable to the
bankruptcy court and the significant amendments to the
bankruptcy court’s local rules. Other recent seminars
dealt with electronically stored information and munici-
pal bankruptcies. Also, the committee had a strong role
in drafting MCR 2.622 on receiverships.

Financial Institutions Committee (David W. Barton
and DJ Culkar, Co-Chairs). Are you involved in any of
the myriad of issues that affect banks, brokerage firms,
and other financial institutions? If so, this committee
may be for you.

In-House Counsel Committee (MaryAnn P. Kanary
and Dawn A. Reamer, Co-Chairs). You've probably
heard of Crain’s General and In-House Counsel Sum-
mit. The BLS has helped co-sponsor this. The commit-
tee is working with Crain’s to plan this year’s in-house
counsel event. If you are an in-house attorney, check out
this committee.

Law Schools Committee (Mark E. Kellogg, Chair).
The Law Schools Committee presents programs at

Michigan law schools on topics of interest to future
business lawyers. Recent programs discussed business
planning and succession planning along with franchise
law. On February 29, 2016, the Law Schools Committee
and the Antitrust, Trade Regulation & Franchise Section
will present at the Western Michigan University Cooley
Law School.

LLC and Partnerships (James L. Carey, Chair). At
the invitation of the Michigan Supreme Court, the Busi-
ness Law Section recently filed an amicus brief in Allard
v Allard (dkt. no. 150891). The brief addressed whether
real estate held by limited liability companies, and in-
come generated by those properties, could be treated as
marital assets. Thank you to the authors, James R. Cam-
bridge, James L. Carey, Donald A. DeLong, and Daniel
H. Minkus. In addition, the committee is active in legis-
lative activities involving the Michigan Limited Liabil-
ity Company Act and the partnership acts.

Nonprofit Corporations (Jane Forbes and Jennifer
M. Oertel, Co-Chairs). The main focus of this committee
over the past several years has been the amendments
to the Michigan Nonprofit Corporation Act, which were
effective January 2015. In fact, the summer 2015 issue
of the Michigan Business Law Journal focused heavily
on nonprofits and the amendments to the nonprofit act,
and Co-Chair Jennifer Oertel presented for ICLE on the
amendments.

Regulation of Securities Committee (Patrick J. Had-
dad, Chair). This committee focuses on various securi-
ties issues ranging from crowdfunding to insider trad-
ing to proposed legislation on local stock exchanges,
with an emphasis on Michigan laws regulating securi-
ties. In 2015, LARA’s Corporations, Securities & Com-
mercial Licensing Bureau asked the Regulation of Secu-
rities Committee to review and comment on draft secu-
rities rules.

Small Business Forum (Bruce W. Haffey, Chair).
This group emphasizes issues involving small business-
es and their owners. Some of the topics the Small Busi-
ness Forum’s evening programs have addressed include
crowdfunding and the JOBS Act, exporting, Michigan’s
tax structure, internal corporate investigations, the De-
troit bankruptcy, and the legal and accounting issues
involved in shareholder litigation.

Uniform Commercial Code (Darrell W. Pierce,
Chair). When amendments to the UCC might affect
Michigan, the UCC Committee is there. Most recently,
the committee focused on changes to Article 9. In the
absence of new legislation, the committee monitors sig-
nificant case law developments.

Do any of these issues sound interesting to you? If
so, please get involved. In doing so, you can help the
Business Law Section extend its reach while you extend
yours.

Thank you to all those involved in these committees.
And thank you to our other officers, Vice Chair Judy B.
Calton, Treasurer Mark W. Peters, and Secretary Kevin
T. Block. Finally, thank you to Gerard V. Mantese and
Daniel D. Quick, who co-edited this issue of the Journal.
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TAKING CARE OF BUSINESS [RENRUNIERRE

Corporations Online Filing
System (COFS)

The Corporations, Securities & Com-
mercial Licensing Bureau’s Corpora-
tions Division is set to launch a new
software program and online filing
system in Spring 2016. The new sys-
tem, called the Corporations Online
Filing System (COFS), will drastically
improve the Corporations Division’s
filing system and add new online ser-
vices to serve the business commu-
nity.

The system was chosen for its suc-
cess in other states, and it provides
many benefits and widens the range
of services available to the public.

COFS allows businesses to submit
documents and annual filings online,
pay filing fees electronically, and or-
der certificates and certified copies
online. Online submissions will sub-
stantially reduce the amount of pa-
perwork and manual, check-payment
processing currently handled by the
Division, which will generate much
faster results for business entities and
customers.

Additionally, COFS provides ex-
panded search functionality. Custom-
ers will be able to search the Corpora-
tions Division’s database by individ-
ual name; search trademark, service
mark, and insignia records; search
rejected submissions; and, search the
Corporations Division’s Card Files,
which contains the record of business
entities that were dissolved prior to
January 1, 1978.

COFS provides a subscription-
based e-mail notification service,
which allows customers to elect to
receive business entity record update
notifications. When a document is
filed for a business entity that is in-
cluded in the subscriber’s profile, the
subscriber will receive an email to no-
tify the subscriber of the filing. Prior
to COFS going live log-in instructions
will be mailed to the resident agent.
These instructions will include a new
Entity Identification Number as well
as a Customer Identification Number
(CID) and PIN. The CID and PIN are
similar to a username and password.

The new system will modernize
the Corporations Division’s impor-
tant functions and improve its capa-
bilities and customer service.

Fairness Hearing
Procedures

Michigan is now one of a handful of
states that offers the opportunity to
take advantage of the section 3(a)(10)
exemption from registration under
the Securities Act of 1933, 15 USC
77¢c(a)(10).

Section 202(1)(i) of the Michigan
Uniform Securties Act (2002), 2008
PA 551, MCL 451.2101 (the “Act”),
authorizes the administrator to ap-
prove the terms and conditions of a
transaction in a security, whether or
not the securitiy or transaction is oth-
erwise exempt, in exchange for one
or more bona fide outstanding securi-
ties, claims, or property interests, or
partly in exchange and partly for cash
at a hearing to determine the transac-
tion’s fairness.

A “fairness” hearing allows ap-
plicants the opportunity to seek an
exemption from federal registration
as provided by section 3(a)(10) of the
Securities Act of 1933; setting forth
the federal exemption from registra-
tion for offers and sales of securities
in specified exchange transactions, it
provides the following:

Except with respect to a security

exchanged in a case under title

11, any security which is issued

in exchange for one or more

bona fide outstanding securi-

ties, claims or property inter-
ests, or partly in such exchange
and partly for cash, where the
terms and conditions of such
issuance and exchange are
approved, after a hearing upon
the fairness of such terms and
conditions at which all persons

to whom it is proposed to issue

securities in such exchange

shall have the right to appear,
by any court, or by any official

or agency of the United States,

or by any State or Territorial

banking or insurance commis-

sion or other governmental
authority expressly authorized

by law to grant such approval.

On January 8, 2016, Administra-
tive Order 2016-1 was issued and
entered by the Acting Administrator
and Acting Corporations, Securities
& Commercial Licensing Bureau Di-
rector.

The order provides that fair-
ness determinations under MCL
451.2202(1)(1) shall be made by the
acting administrator or administra-
tor. The order outlines eligible ap-
plicants and requirements related to
the application, notice of hearing, and
hearing. The administrator or acting
administrator may in his or her sole
discretion rejection any application.
The administrator or acting adminis-
trator will only consider an applica-
ton for a proposed exchange transac-
tion where:

1. The applicant is a domes-
tic business entity formed,
organized, or incorporated
under the laws of Michigan;

2. The applicant is a business
entity that has its headquar-
ters or principal place of
business located in Michi-
gan;

3. The entity to be acquired or
merged has its headquar-
ters in Michigan; or

4. That a minimum of 50 per-
cent of the securities, claims,
or property interests to be
exchanged are owned by
persons residing in Michi-
gan.'

A copy of Administrative Order
2016-1 may be found on the Corpo-
rations, Securities and Commericial

Licensing Bureau website.” The ap-
plication must be submitted with a
nonrefundable fairness proceeding
filing fee of $500.

Questions regarding Administra-
tive Order 2016-1 may be directed
to the Securities Regulation Divi-
sion of the Corporations, Securities
and Commercial Licensing Bureau
(CSCL) at (517) 335-5237.

Regulation Crowdfunding &
the MILE

On October 30, 2015, the Securities
& Exchange Commission (“SEC”)
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released final rules implementing
Title III of the Jumpstart Our Business
Startups Act (“JOBS Act”). The final
rules, known as “Regulation Crowd-
funding,” govern the offer and sale of
securities under section 4(a)(6) of the
Securities Act of 1933.% The rules and
forms are effective as of May 16, 2016,
except that forms and instructions
related to registration of funding por-
tals are effective January 29, 2016.*

Regulation Crowdfunding has no
direct impact on the Michigan Invest
Locally Exemption (“MILE”), as it is
a new federal exemption created pur-
suant to section 4(a)(6) of the Securi-
ties Act of 1933, whereas the MILE is
an exclusively intrastate exemption
with the associated federal exemp-
tion from registration being ule 147,
17 CFR 230.147.

The  Regulation Crowdfund-
ing rules offer a new capital-raising
mechanism for small businesses seek-
ing to raise relatively small amounts
of investment capital, while also of-
fering investment opportunities to a
broader class of investors. The states
are largely preempted from having
authority over crowdfunded inter-
state securities or the funding portals
involved in their sales.

Securities issued pursuant to Reg-
ulation Crowdfunding will be con-
sidered “federal covered securities,”
meaning that the state is preempted
from requiring registration of the se-
curities under MCL 451.2301.° The
JOBS Act preserved notice-filing au-
thority for the states if the issuer’s
principal place of business is in the
state, or 50 percent or more of the ag-
gregate amount of securities are sold
to residents of a state.® The JOBS Act
preserved state anti-fraud authority,
so MCL 451.2501 is applicable to all
offers and sales of securities made in
Michigan.’

Funding portals are required to
register with the SEC, and states
are preempted from requiring their
registration.® States retain examina-
tion and enforcement authority over
funding portals if the funding por-
tal’s principal place of business is
located in that state.” States may re-
quire a funding portal with its prin-

cipal place of business in the state to
notice-file in that state. Employees
of funding portals are exempt from
state registration requirements appli-
cable to agents under MCL 451.2402.1
States also retain anti-fraud authority
over funding portals."

Regulation Crowdfunding largely
preempts the states, but does allow
states to require notice-filings by issu-
ers and the newly-created “funding
portals” under certain circumstances.

Questions regarding Regulation
Crowdfunding & the MILE may be
directed to the Securities Division
within CSCL at (517) 335-5237.

Unarmed Combat

2015 PA 183, effective February 10,
2016, makes significant changes to the
Michigan Unarmed Combat Regula-
tory Act. The Department of Licens-
ing and Regulatory Affairs (LARA)
in conjunction with the Unarmed
Combat Commission is charged with
the administration of the Michigan
Unarmed Combat Regulatory Act
(“Act”) and the regulation of boxing
and mixed martial arts.

The amended act expands the
regulatory authority of the Michi-
gan Unarmed Combat Commission
(the “Commission”) and the Director
of the Department of Licensing and
Regulatory Affairs (LARA) by vest-
ing both with jurisdiction over all
professional boxing, professional or
amateur mixed martial arts, and un-
armed combat contests or events con-
ducted in Michigan. The amended act
exempts from its regulation profes-
sional or amateur wrestling; an event
that is conducted by or participated in
exclusively by an agency of the Unit-
ed States government or by a school,
college, or university or an organiza-
tion that is composed exclusively of
those entities if each contestant is an
amateur; an event that is sponsored
by or under the supervision of the
United States Olympic Committee in
which all of the contestants are ama-
teur boxers; and an amateur boxing
event that is sponsered by or under
the supervision of USA Boxing or
any of certain organizations affiliated

with USA Boxing."?

The amended act defines “un-
armed combat” as meaning “any of
the following, professional boxing,
professional or amateur mixed mar-
tial arts, and any other form of com-
petition in which a blow is usually
struck or another fighting technique

is applied that may reasonably be ex-

pected to inflict injury.”?

LARA, in consultation with the
Commission, is currently considering
the necessity of promulgating new
rules or revising existing rules for
the purposes of administering and
enforcing the new Act. Applications
effective for unarmed combat events
to be held after February 10, 2016, are

currently available online.'*

Questions regarding Public Act
183 of 2015, or unarmed combat
in general, may be directed to the
Licensing Section within CSCL at
(517) 241-9221.

NOTES

1. AO 2016-1.

2. Administrative Order No. 2016-1 (Jan 8,
2016), http:/ /www.michigan.gov/documents/
lara/ Administrative_ Order_2016-1_510302_7.
pdf.

3. The SEC’s Rule Release is avail-
able at http:/ /www.sec.gov/rules/fi-
nal/2015/33-9974.pdf.

4. See Rule Release at pp. 1 and 157.

5. 15 USC 77t(b)(4)(C). MCL 451.2301(a)
states that federal covered securities need not
comply with the registration requirements of
that section.

6. 15 USC 771(c)(2)(F). MCL 451.2302(5)
allows the administrator to require by rule or
order the filing of any document filed with the
SEC and a $100 filing fee for any federal cov-
ered secutity.

7.15 USC 77r(c)(1).

8. 15 USC 770(i)(2)(A).

9. 15 USC 770(i)(2)(B).

10. See Rule Release at p. 158.
11. 15 USC 77t(c)(1).

12. See MCL 338.3612.

13. See MCL 338.3611(m).

14. Application materials are available at
http://www.michigan.gov/lara/0,4601,7-154-
61343_35414--- 00.html.
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TAX MATTERS By Eric M.N emeth

New Partnership Audit Procedures and Important Tax Enforcement
Changes for U.S. Passport Holders with Tax Delinquencies

Under provisions in the Bipartisan
Budget Act of 2015! (“BBA”), major
changes will be forthcoming in how
the IRS audits partnerships. Many
practitioners are no doubt familiar
with the “TEFRA” rules and “Elect-
ing Large Partnership Rules” under
current law. The complex procedural
issues are often baffling to practi-
tioners, IRS agents, and attorneys
alike. Beginning with the years after
December 31, 2017, with certain early
options, the rules of the game are
changing. Practitioners drafting part-
nership agreements now should take
note and consider changes to new
and perhaps existing agreements.

In a nutshell, under the new pro-
cedures, the IRS will examine the
partnership for a particular year or
“reviewed year.” The adjustments,
whether agreed or by judicial deter-
mination, will be taken into account
in the review year by the partnership.
It is the partnership that will be liable
for penalties and interest.

The situation becomes more com-
plicated if the partnership seeks to
have partners file amended tax re-
turns for the reviewed tax year, or
lower tax rates other than maximum
tax rates are appropriate. Addition-
ally, the audited partnership can elect
to issue adjusted Form K-1s to the
reviewed year partners. The partners
would be required to amend their
respective tax returns. This election
would be made by the partnership.
An important practice note to keep in
mind is that the partners in the part-
nership could be different at the re-
spective times.

An affected partnership will be re-
quired to designate a partner or other
person as the representative with
sole authority to act on behalf of the
partnership. If no such person exists,
the IRS may select any person as the
partnership representative. All part-
ners and the partnership are bound
by the determinations made at the
partnership level. Practitioner note,
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should the attorney for the “partner-
ship” consider being the partnership
representative? What about potential
conflicts of interest or other liability?
Expect more questions, and hope-
fully guidance, to be published as the
effective date approaches. The Inter-
nal Revenue Manual is sure to have
updated guidance for examiners.
Read the IRS playbook. Now is not
too early to think about provisions
and clauses in partnership agree-
ments to address IRS examination
adjustments in the future. These in-
clude such topics as indemnification,
partnership entry and departure pro-
visions, and special allocation rules,
to name a few. The time to sort out fi-
nancial and legal responsibility is not
after the examination commences.

Urgent: Address Your Tax
Issues or Risk Losing Your
Passport!

American passport holders now have
another reason to get their tax affairs
in order. New IRC 7345 was added
with the passing of the “FAST Act” or
Fixing America’s Surface Transporta-
tion Act.? A goliath of a law, the new
tax collection provisions are not men-
tioned until page 1,113 of the FAST
Act.

Briefly, the FAST Act allows the
U.S. Department of State to revoke,
deny, or suspend a U.S. passport for
anyone the IRS certifies as having a
seriously delinquent tax debt. Cur-
rently, that amount is over $50,000,
including penalties and interest.
Since interest compounds daily on the
tax, penalty, and interest, the amount
due can creep up quickly.

The new law applies to Americans
living and working abroad as well.
There are still many administrative
details to be worked out and regula-
tions to be issued to answer proce-
dural issues. Taxpayers with install-
ment agreements or pending offers in
compromise would generally not be
subject to the provisions.

For U.S. passport holders living
and/or working overseas, getting
US.-tax compliant and ensuring
communications with the IRS are crit-
ical. A U.S.-based power of attorney
can help in this regard. A suspended
passport can prevent simple acts like
flying between overseas countries,
opening a bank account, and, in some
circumstances, even getting a hotel
room. If a valid passport is a condi-
tion of your employment, the stakes
are really high.

The simple takeaway is that the
US. is serious about collecting tax
debts, and U.S. passport holders trav-
eling internationally are on the front-
line.

NOTES

1. 114 Pub L No 74, 129 Stat 584.
2. 114 Pub L No 94, 129 Stat 1312.

Eric M. Nemeth of
Varnum LLP in Novi,
Michigan practices in
the areas of civil and
criminal tax controver-
sies, litigating matters
in the various feder-
al courts and administratively.
Before joining Varnum, he served
as a senior trial attorney for the
Office of Chief Counsel of the Inter-
nal Revenue Service and as a spe-
cial assistant U.S. attorney for the
U.S. Department of Justice, as well
as a judge advocate general for the
U.S. Army Reserve.



oz iNO NI AHWNNY By Michael S.K houry

EU Data Privacy Developments

Late 2015 and early 2016 brought
many new developments to the fore-
front related to the issues involving
data privacy in the European Union.
The first major issue came up when
the European Court of Justice ruled
that the U.S.-EU Safe Harbor Agree-
ment, used by many U.S. companies
to facilitate compliance with data
transfers, was unenforceable. Then,
the European Commission finally
enacted the new General Data Pri-
vacy Regulation (GDPR),! replacing
the 1995 Data Protection Directive.
Finally, in early February 2016, the
European Commission announced an
agreement for a new framework for
transatlantic transfer of personal EU
data. Below is a summary of each of
these developments.

Safe Harbor Invalidity

The European Court of Justice issued
its decision in the Shrems? case, find-
ing that the U.S.-EU Safe Harbor
Agreement that had been relied on
by U.S. companies to comply with
the 1995 EU Data Protection Directive
was invalid. This left many compa-
nies scrambling. Other mechanisms
for data privacy compliance were
available, but several were difficult
or cumbersome (more on that below)
and many companies just waited to
see what would happen. The prom-
ised replacement for the Safe Harbor
Agreement did not occur until sev-
eral months later, but companies that
were (or are) moving data across the
Atlantic or to other jurisdictions are
essentially at risk as a result of this
ruling to the extent that they were
previously relying on the Safe Harbor
Agreement.

The New GDPR

The GDPR approved by the Europe-
an Commission has major differences
from the 1995 Data Protection Direc-
tive. First, it is applicable to all mem-
ber states without the requirement
of local enabling legislation. This has
the benefit of adoption across all EU
jurisdictions without the concern
of non-uniform variations. When it

comes into full force in 2018, GDPR
will require major changes to compa-
nies” handling the data of EU citizens.
Following are some significant provi-
sions of the GDPR.

Security

One major change is the obligation of
all parties involved in the collection
or dissemination of data to maintain
the security of the processing of that
data. The GDPR specifically suggests
standards for encryption of data, the
ability to ensure confidentiality and
availability of data, and the require-
ment for testing the effectiveness of
measures on a regular basis.

Data Breach Notification

While the 1995 directive was silent on
the issue of notification requirements,
the GDPR adopts a standard requir-
ing notification to individuals when
their personal data has been compro-
mised. Those responsible for control-
ling data must also promptly notify
the appropriate supervisory author-
ity if there is any likelihood of a risk
to individuals.

Data Privacy Officer

A significant change is the required
designation of a data protection offi-
cer (DPO) who will be responsible for
complying with the GDPR. While reg-
ulations may alter the requirements,
the early draft appears to apply the
requirement to all governmental
agencies and companies. In the U.S,,
it is common for large companies to
designate a chief privacy officer in the
organization, but these requirements
are broader.

Consent

Another significant change is the
requirement that the collection of
data must be with the affirmative
consent of the person whose data is
being collected. Implicit consent is
no longer acceptable, explicit consent
is required. There are also special
parental consent requirements for the
processing of children’s data. This

section of the GDPR imposes signifi-
cant penalties.

Cross-Border Data Transfers

For data transferred from the EU
(including storing data on sys-
tems outside of the EU), companies
must meet specific requirements to
ensure compliance. The first catego-
ry requires an EU determination of
adequacy of privacy protections in a
different jurisdiction. How this will
be applied is uncertain, leading to
some concern that the Privacy Shield
discussed below may be lacking. The
second category requires that appro-
priate “safeguards” be in effect. These
safeguards can include the adoption
of standard data collection contrac-
tual clauses or the use of binding cor-
porate rules within an organization.
Both of these safeguards require affir-
mative steps by the company and, in
the case of binding corporate rules,
the approval of at least one data pri-
vacy authority.

Right to be Forgotten

The GDPR now recognizes a “right
to erasure,” expanding the right to
be forgotten that was previously rec-
ognized in the European courts. The
GDPR requires that data controllers
erase personal data promptly if the
data is no longer needed or the data
subject objects to the processing of the
data. This area is likely to require fur-
ther development.

These are some of the more sig-
nificant aspects of the GDPR, and
further developments are likely. The
important point is that EU remains
serious about protecting the privacy
of its citizens and the ability to trans-
fer data and information outside of
the EU without restriction.

The EU-US Privacy Shield

In February 2016, the European Union
and the United States announced an
agreement had been reached on a
new framework to replace the Safe
Harbor Agreement. While details are
still sketchy and many are taking a
wait and see approach, the “Privacy

9
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Shield” is supposed to provide for
new obligations on companies that
wish to move data. It will also require
federal legislative changes to allow
EU citizens to have redress in the U.S.
courts. Finally, the Privacy Shield
will also require a commitment from
the U.S. government to restrict the
collection of data by law enforcement
and national security agencies.

While the details are still in flux,
companies should assume that the re-
quirements under the Privacy Shield
will be more onerous and restrictive
than the Safe Harbor Agreement.
Many organizations are reviewing
the standard contractual clauses or
binding corporate rules as an alter-
native for compliance, but this entire
area will remain uncertain for the
time being.

As this article was going to press,
the U.S. Department of Commerce
released details about the Privacy
Shield.? The 130 pages of the Privacy
Shield details are being reviewed and
analyzed, but there are many con-
cerns being expressed in all quarters,
mostly the EU. Hopefully, this will
lead to a workable solution for U.S.
companies.

NOTES

1. http://europa.cu/rapid/press-release_
1P-15-6321_en.htm

2. Maxcimillian Schrems v Data Protection Com-
missioner (European Court of Justice),

http://curia.curopa.cu/jems/upload/
docs/application/pdf/2015-10/cp150117en.
pdf.

3. https:/ /www.commerce.gov/priva-
cyshield.
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Weiss, PC, Ann Arbor
and Southfield, prac-
tices in the areas of
information technol-
ogy, electronic com-
merce, intellectual property, and
commercial and corporate law.



IN-HOUSE INSIGHT By Kim Yapchai

I'm So Glad You're Here

How long has it been since you
started a new job? Can you remem-
ber wondering whether you made
the right choice, and what it was like
to not know the company acronyms
or your co-workers’ names? I expe-
rienced this when I recently joined
Whirlpool.

The way that a company onboards
new employees can tell you a lot
about whether or not you've made
the right choice. Here are three ele-
ments to help you decide if you ac-
cepted the right offer and one to con-
sider before you accept.

Are You Welcomed?

“I'm so happy that you are here” is
a phrase I repeatedly heard as I trav-
eled globally for the past year. The
first time, I thought that the employ-
ee was just being kind. After hearing
it from many employees in multiple
countries, I realized that it isn’t just
kindness. People truly are happy to
hear my thoughts and ideas. When
you are greeted like this, it changes
what you can accomplish. For exam-
ple, during the past year, we success-
fully launched Compliance Week
in several countries and conducted
more than 200 in-person training
events. These events would not have
been possible without the support
and participation of many through-
out the company. We created custom
videos, taught through storytelling,
engaged the FBI to teach us how to
protect against corporate espionage,
built a “choose your own adventure”
app filled with ethical decision-mak-
ing, and had a lot of fun doing it.

What Is the Company
Culture?

At Whirlpool, we have a say-
ing, “There’s no right way to do a
wrong thing.” I heard that statement
throughout the interview process and
continue to hear it from employees at
all levels around the globe. If your
company still has not fully embraced
compliance, there have been several
significant events during the last year

that may help them to understand
the importance: the Yates memo that
focuses on individual accountabil-
ity, the Volkswagen recall, and the
creation of the chief compliance role
at the U.S. Department of Justice. If
anyone in your company still doubts
the need to have a serious compli-
ance program, these events are great
teaching tools. Lessons learned from
the experiences of others can be much
cheaper and less painful than learn-
ing from your own mistakes.

Do Employees Feel
Comfortable Speaking Up?

It’s hard to be perfect. Conversations
can be misunderstood, and some-
times people make mistakes. What
happens at your company when
something goes wrong? What do
you see when someone challenges an
idea or expresses a concern? When a
speak-up culture is strong, it means
that you have a strong community
of support to keep the company in
compliance and quickly address any
issues. With a strong speak-up cul-
ture, if an employee decides to pursue
something illegal, someone will say
something —not only to the employ-
ee, but to the manager, the manage-
ment, or even the company’s hotline,
if needed. Employees are more likely
to speak up when they feel valued
and know that you will take action,
even if it is not always the action that
they request.

Research Before You Accept
the Offer

Now that you have some ideas about
how the initial reactions help you to
determine whether you made the
right decision to take a new job, let’s
take a step back and look at how
you can ensure you are making the
right choice before you accept. First,
be sure to ask questions in the inter-
views about the key elements above.
Also, reach out to your connections
on LinkedIn or other networks and
ask their opinions. These people are a
valuable source of information. Final-

ly, reach out to vendors, including
law firms. They can give you a really
interesting view. Hopefully, through
these sources, you will have a good
sense of how welcome you will be
before you even start.

In the In-House Counsel Com-
mittee, we have a couple new people
starting. Bharat Gandhi is passing the
baton to two new co-chairs: Mary-
Ann Kanary of Toyoda Gosei North
America and Dawn Reamer of Aisin
Holdings. They plan to partner again
with ACC-MI and Crain’s on the In-
House Counsel Awards, so get your
nominations ready. They are look-
ing forward to hearing from you
and learning about what you would
like to see the committee do during
the next year. Feel free to reach out
to them at businesslaw@mi.rr.com.
Please join me in thanking Bharat and
in welcoming MaryAnn and Dawn to
their new roles. MaryAnn and Dawn,
I am so happy that you are here!

Kim Yapchai is Chief
Compliance Officer at
Whirlpool  Corpora-
tion in Benton Har-
bor, MI and former co-
chair of the In-House
Counsel Committee

11



12

What Happens When You Cannot
Tell Apples From Oranges? The
Impact of Murky Definitions on
Trade Secrets and Noncompetition

Agreements

By Daniel D. Quick

Introduction

It has been 18 years since the Michigan leg-
islature adopted the Uniform Trade Secrets
Act, MCL 445.1901 et seq (“MUTSA"). Before
the adoption of MUTSA, Michigan courts
looked to the common law, as reflected in
the Restatement and Michigan precedent, to
define trade secrets and to distinguish infor-
mation that may be protected from misuse,
whether under an agreement or through a
tort action, from “general knowledge” that
is owned by an employee and is his or her
property.

We are also approaching the 31 anniver-
sary of MCL 445.774a, part of the Michigan
Antitrust Reform Act (MARA), MCL 445.771
et seq., which clarified that noncompetition
agreements entered into after March 29, 1985,
are legal under certain circumstances. Since
at least 1984, the law in Michigan has dis-
tinguished noncompetition agreements that
seek to protect an employer’s legitimate busi-
ness interests from those that would unfairly
impose on an employee’s “general knowl-
edge and skills.”

The line between trade secrets, confiden-
tial information, legitimate business inter-
ests, and general knowledge and skills is of
critical import to both of these areas of the
law. Beyond the academic issue, they are also
vitally important questions, on one hand, to
businesses that seek certainty in their busi-
ness dealings with employees and other re-
cipients of (what they believe to be) confi-
dential information, and, on the other hand,
employees and other “recipients” of such
information, who may find their rights to
employment in their chosen field or to com-
pete unexpectedly eliminated, limited, or re-
strained.

The reality, however, is that the line be-
tween these various legal categories is any-

thing but well-defined. This has been rec-
ognized throughout the country,' and the
elusiveness of clear definitional boundaries
has led courts and commentators to opine
that each case turns on its own facts.> What
is not often recognized is that the failure to
establish bright lines and a default to a case-
by-case fact-bound inquiry itself has a sig-
nificant effect on the handling of these cases
in the judicial system and on both the busi-
nesses and employees who are subject to this
ill-defined area of the law.

This article will survey Michigan court
opinions that have sought to define these
overlapping legal categories and to review
corresponding efforts outside of Michigan.
This article will also raise questions about
how the law is being applied and what its
true impacts are on those subject to it.

The Genesis of Michigan’s
Definitions

The Michigan Supreme Court began taking
up these issues in its infancy. As the court
first struggled with the rights that existed at
common law, its exploration into the roots
of certain rights also served to provide early
definitions for various doctrines.

In 1875, the Supreme Court was faced
with the validity of a noncompetition agree-
ment made as part of the sale of a business.* In
upholding the agreement, the court framed
some of the objections to validity.

It is said, however, that the public is a

third party in such cases, and that the

public is concerned to prevent such
contracts, because:

1. They tend to prevent competition,
which the public interest favors;
and

2. They deprive the state of the ser-
vices of a citizen by binding him to
idleness or emigration.*



WHAT HAPPENS WHEN YOU CANNOT TELL APPLES FROM ORANGES? 13

Parsing largely English opinions, the employ of the predecessors in business

Supreme Court upheld the covenant under of the complainants. To restrain him

a basic theory of respect for contract: “And from making use of what he has not

it may well be asked, who in general are the discovered is not an injustice to him,

best judges of these circumstances, the par- and does not abridge his right to work

ties concerned, who have an interest in mak- along those lines which would not be

ing them the subject of their contracts, or the harmful to those to whom he has sus-

courts, who can obtain of the circumstances tained a position of confidence. It is to

only such partial and unsatisfactory views as the advantage of both parties that such

conflicting and imperfect evidence can give a contract should be allowed. By means

them?”s of it the defendant secured employ-
Later, it was recognized that the ability ment which he could not have secured

to impose restrictions upon employees arose without it, and at the same time his

both out of contract (whether express or im- employers were secured against com-

plied) or out of a duty of loyalty.® Both of petition which might be ruinous.*

these strands of thought can be seen in early But outside of the trade secret misappro-

Michigan jurisprudence in the trade secrets  priation context, a statute’ prohibiting re-

context.” straints of trade blocked general enforcement
Here processes and machinery have of noncompetition agreements or injunctions  The line
been invented which the owners accomplishing the same thing. In Grand Union
believe would be of great value to Tea Co v Dodds”, the court upheld an injunc- between
them if they could be used upon a tion against a former employee’s use of a  trade secrets,
large scale. To use them upon a large misappropriated customer list, but, based on fidential
scale required the employment of a the statute, struck down the broader portion conliaentia
number of persons, to some of whom of the trial court’s order that had restrained ~ information,
some of the secrets of the business “defendant from soliciting any one to pur- legitimate
and the machinery must be disclosed. chase his wares, notwithstanding he may ]
If these secrets were disclosed to oth- remember that they were his patrons while business
ers, who might use them to establish a he was employed by the complainant.”" In  jnterests,
business of like character, they would upholding that statute against constitutional d 1
cease to be valuable to the owner. Is challenge, the Supreme Court presaged the and genera
there anything unreasonable in enforc- eventual evolution of Michigan law: knowledge
ing an agreement that such secrets Originally, at the common law, all con- and skills
shall not be disclosed by the employé? tracts in restraint of trade were held to . ..
It has been repeatedly held that con- be invalid as against public policy. But is of critical
tracts for the exclusive use of a secret considerations of public policy vary import to

art are not in restraint of trade, for the
public has no right to the secret. See
Taylor v. Blanchard, 13 Allen, 372, and
cases cited; Cloth Co. v. Lorsont, L. R.
9 Eq. 345. We cannot see how it can
be against public interest to allow an
employer to make such conditions of
employment with his employés as will
give him the fullest protection to his
property right in his process or inven-
tion, and at the same time enable him
to employ a great many employés in
its production. To enable one to do
this would be a benefit to the public in
many ways. It would secure employ-
ment to more persons than would oth-
erwise be employed, and a larger out-
put would be made of a useful article.
The evidence discloses that it does not
require a man of special skill to do the
work done by defendant when in the

with the times and the progress of civi-

lization, and contracts in restraint of

trade have been very much limited by
decisions of the courts and by statutes,
and ‘A doctrine has been introduced

in some of the later cases, both English

and American, which may be called

the doctrine of the reasonableness of
the restraint.” 9 Cyc. 529. The history of
the doctrine indicates that it has been,
from the beginning, a proper subject
for legislative consideration, and only

in case of a clear violation of constitu-

tional rights ought the courts to inter-

fere with legislative discretion."

As for the definition of trade secrets, it
evolved slowly and, arguably, consistently
with the rate of actual “secrets” utilized in
business. Trade secrets were originally de-
fined in contradistinction to patents: “An
inventor, desiring to secure to himself the

both of these
areas of the
law.
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As for the
definition of
trade secrets,
it evolved
slowly and,
arguably,
consistently
with the rate
of actual
“secrets”
utilized in
business.

fruits of his invention, has two courses open
to him: First, to patent the same, thus secur-
ing an absolute monopoly for a limited time;
or, second, to keep his invention a secret, by
which means he gets an imperfect monoply
[sic] for an indefinite period.”"* But the defi-
nition of a trade secret remained very gener-
al: “A secret is something known only to one,
or a few, and kept from others; anything hid-
den from general knowledge or observation;
something not to be told.”"* The law moved
slowly from there. In Glucol Mfg Co v Schul-
ist, the court provided this definition, which
also distinguished more normal course ”con-
fidential” information:
The term “trade secret,” as usually
understood, means a secret formula or
process not patented, but known only
to certain individuals using it in com-
pounding some article of trade hav-
ing a commercial value, and does not
denote the mere privacy with which
an ordinary commercial business is
carried on.
It is a "plan or process, tool, mecha-
nism, or compound known only to its
owner and those of his employees to
whom it is necessary to confide it.”!s
In Manos v Melton, the Michigan Supreme
Court set forth further guidelines:
[TThis Court has also recognized that
the law does not provide protection
for knowledge which is common prop-
erty in the trade, or for an idea which
is well-known or easily ascertainable.'s
Eventually, the Restatement (First) of
Torts, §757 gained wide recognition in Mich-
igan."” First published in 1939, the Restate-
ment tracked the increase in so-called “con-
fidential” business information and drew a
relatively bright line between “trade secrets”
and “confidential information.” On one
hand, there were trade secrets:
It differs from other secret informa-
tion in a business (see § 759) in that it is
not simply information as to single or
ephemeral events in the conduct of the
business, as, for example, the amount
or other terms of a secret bid for a con-
tract or the salary of certain employees,
or the security investments made or
contemplated, or the date fixed for the
announcement of a new policy or for
bringing out a new model or the like.
A trade secret is a process or device
for continuous use in the operation of
the business. Generally it relates to the

production of goods, as, for example, a

machine or formula for the production

of an article. It may, however, relate

to the sale of goods or to other opera-

tions in the business, such as a code for

determining discounts, rebates or other
concessions in a price list or catalogue,

or a list of specialized customers, or a

method of bookkeeping or other office

management.'®

On the other hand, the Restatement also pro-
vided in §759 that “[o]ne who, for the pur-
pose of advancing a rival business interest,
procures by improper means information
about another’s business is liable to the other
for the harm caused by his possession, dis-
closure or use of the information.”

Examples of information, other than

trade secrets, included in this Section

are: the state of one’s accounts, the
amount of his bid for a contract, his
sources of supply, his plans for expan-
sion or retrenchment, and the like.

There are no limitations as to the type

of information included except that it

relate to matters in his business. Gen-

erally, however, if the improper dis-
covery of the information is to cause

harm, the information must be of a

secret or confidential character. Thus,

if one freely gives full information

about the state of his accounts to trade

associations, credit agencies or others
who request it, the possession, disclo-
sure or use of the same information by
one who procured it through improp-

er means can hardly cause him harm.

On the other hand, if one has a closely

guarded trade secret, another’s discov-

ery of it may reduce its sale value even
before any other disclosure or use is
made of the secret.”

The evolution—in just a few short de-
cades —from defining “trade secrets” in only
the most general terms to more elaborate def-
initions with a hierarchy of information and
concomitant protections reflects and tracks
the industrial revolution and the increased
role of ideas and information in the econo-
my. However, the reality remained that trade
secret cases were fairly rare; the Supreme
Court addressed the issue only four times
between 1939 and 1984 (the plaintiff lost each
time).* And given that Michigan law pro-
hibited noncompetition agreements, it was
largely unnecessary for the courts to work to
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better delineate “confidential information”
from “trade secrets.”

From Folmer/Hayes-Albion to
MUTSA

The Supreme Court’s opinions in Folmer
and Hayes-Albion, delivered on Decem-
ber 28, 1984, summarized, modernized,
and advanced Michigan law on these top-
ics. At the same time, the loose definitions
employed in these opinions set the table for
much confusion moving forward, especially
once noncompetes became legal and many
hitherto “regular” jobs became drenched in
information and data.

In Hayes-Albion, the Supreme Court ad-
dressed the definition of a “trade secret” and,
while citing to the Restatement, immediately
departed from it. Noting that the Restate-
ment “provides useful guidelines that have
been widely adopted,” the court also stated
that earlier “guidelines” from the court re-
mained “valid, and may be relied upon in
appropriate circumstances.” The court went
on to state (with its own emphasis) that, “If a
secret process is involved, a plaintiff is entitled
to the protection provided trade secrets....””
This clearly corresponds to the Restatement’s
distinction between a trade secret involving
a process as opposed to “information as to
single or ephemeral events.” Yet, the court
went on to hold, in the very same paragraph,
that “[s]pecific information regarding resolu-
tion of the problems of particular customers
is a trade secret,” which does not sound very
much like a “process” at all.

At the same time, in Folmer, the court es-
tablished broad principles for protection of
confidential information not quite amount-
ing to a trade secret. The court’s key holding
is contained in two sentences supported by
five footnotes, but most of those citations are
to authorities outside of Michigan, and it is
not hyperbole to note that this formulation
of Michigan law was imported almost in toto:

While an employee is entitled to the

unrestricted use of general informa-

tion acquired during the course of his
employment or information generally
known in the trade or readily ascer-
tainable, confidential information,
including information regarding cus-
tomers, constitutes property of the
employer and may be protected by
contract. Even in the absence of a con-
tract, an employee has a duty not to use
or disclose confidential information

acquired in the course of his employ-

ment. Such information is often treated

as a “trade secret”.

Shortly on the heels of these opinions,
the legislature modified the law permitting
reasonable noncompetition agreements, and
that law was applied consistent with the pre-
cepts espoused in Folmer. While that legisla-
tive change resulted in an explosion in the use
and litigation of noncompetes, the following
30 years have not brought any greater clar-
ity to the definitional issues. Folmer set broad
poles: on one hand, “general information
acquired during the course of his employ-
ment or information generally known in the
trade or readily ascertainable” is fair game,
although no guidance is given on how to de-
fine terms like “general information.” At the
same time, confidential information became
defined by its value rather than by its inher-
ent qualities: “An employee who possesses
confidential information regarding a client is
in a position to exploit that information for
the purpose of obtaining the patronage of the
client after leaving his employer’s service.”?

In a world in which ideas and information
more and more saturated the work place,
increasingly the employee was a repository
of some of that information in the course of
his or her normal work day, and, as a result,
employers perceived their employees, even
lower level ones, as essentially vessels of
company information, forever ready to walk
out the door and threaten the business. The
balance irrevocably had shifted from a work-
place dominated by labor to a workplace
dominated by information. While the demar-
cation between trade secrets and confidential
information became less relevant (and less
distinct, as discussed below), the line be-
tween confidential information and general
knowledge and skills should have become
more important.

The breadth of what the court did in Fol-
mer deserves appreciation. It took an incred-
ibly broad swath of information and autho-
rized companies to sue employees to prohibit
their use of it following their employment or
to enforce noncompetition agreements. The
combination of the breadth of Folmer and the
modification of the Michigan statute expo-
nentially expanded the ability of employers
to limit what their ex-employees did in the
marketplace. At the same time, the fuzzy defi-
nitions inevitably led to fact-bound inquiries,
with the employer claiming nearly anything
of value in the business constituted protect-

The
combination
of the breadth
of Folmer
and the
modification
of the
Michigan
statute
exponentially
expanded
the ability of
employers

to limit

what their
ex-employees
did in the
marketplace.
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The main
issue is the
ascendancy of
“information”
as saturating
the
employment
environment
and thus
giving rise

to constant
claims of
ownership by
the employer.

able information while the employee argued
just the opposite. If one then factors in the
well-documented procedural aspects of the
judicial process—namely, its expense—the
vicissitudes in Michigan law would appear,
at first blush at least, to favor the employer/
business.

Various developments since 1984 have
not much moved the needle in terms of
greater clarity. MUTSA was adopted in 1998
and defined trade secrets as:

“Trade secret” means information,
including a formula, pattern, compila-
tion, program, device, method, tech-
nique, or process, that is both of the
following:
(i) Derives independent economic
value, actual or potential, from not
being generally known to, and not
being readily ascertainable by prop-
er means by, other persons who can
obtain economic value from its disclo-
sure or use.

(ii) Is the subject of efforts that are rea-

sonable under the circumstances to

maintain its secrecy.*
Noticeably missing from this formulation
was the original line drawn in the Restate-
ment between a “process” and “single”
information. Courts in other UTSA states
have held that the UTSA purposively altered
this restrictive requirement.”

Another noticeable aspect of MUTSA is
section 7, which purports to displace any
conflicting common law causes of action.
The majority of jurisdictions have held that,
therefore, there is no common law protection
provided to “confidential information” not
rising to the level of a trade secret (although
confidential information may be protected
by contract).2 While one federal court opin-
ion applying Michigan law ruled this way,”
other recent decisions from both federal dis-
trict courts in Michigan indicate that this ra-
tionale may not be followed.*

The latest effort to draw these lines is the
Restatement (Third) of Unfair Competition
(RUCQ), first published in 1995, and recently
adopted by the Sixth Circuit Court of Ap-
peals (albeit in a case applying Texas law,
but nevertheless telling, perhaps, of future
consideration in Michigan cases as well).”
The RUC purports to define trade secrets
in line with the UTSA® and recognizes the
abandonment of the “continuous use” re-
quirement of the prior Restatement formu-
lation, but notes that Restatement (Second)

of Agency § 396 “protects both trade secrets
and ‘other similar confidential matters’ from
unauthorized use or disclosure following
the termination of an agency relationship.”*!
The RUC continues the fact-bound paradigm
for distinguishing trade secrets from general
skills and knowledge: “Whether particular
information is properly regarded as a trade
secret of the former employer or as part of
the general skill, knowledge, training, and
experience of the former employee depends
on the facts and circumstances of the particu-
lar case.”*

This standard was applied by the Sixth
Circuit to three sets of information taken by
a sales employee to his new employer that
was also a competitor: (1) an account-by-ac-
count breakdown of his sales at the former
employer; (2) 46 orders made on behalf of his
former employer but then converted to his
new employer; and (3) “his knowledge of his
former customers’ prescribing habits, sched-
ules, and contact information” to introduce
new employer’s representative to these cus-
tomers. For this last category, the court found
it probative that the employee admitted it
could take six months for a sales person “to
acquire his level of detailed knowledge about
a surgeon.” For all three categories, the Court
of Appeals reversed the trial court, which
had conducted a bench trial, and had entered
judgment for plaintiff. None of these three
categories of information is crystal clear; for
example, the first and third categories are
arguably equally available from the actual
customer and thus not truly confidential in-
formation. Yet, it took a case to go to a full
trial, and through an appeal, for the courts
to get the facts into the right legal box. And
the underlying facts demonstrate that while
employees are regularly required to sign
broad confidentiality agreements without
any real ability to bargain over the language,
the courts will heavily defer to the contract
rather than make hard calls as to what is, in
fact, confidential information.

Do Definitions Matter?

The definitional issue is of interest on various
levels. The main issue is the ascendancy of
“information” as saturating the employment
environment and thus giving rise to con-
stant claims of ownership by the employer.
Clearly it is easier to distinguish between the
general skills and knowledge of a blacksmith
and a discrete formula for an alloy than it is
to distinguish between the general skills and
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knowledge of an engineer who has spent her
entire career in the design of transmissions,
from information belonging to her employ-
er—in such a case, given the abundance of
inchoate ideas and information, one cannot
readily distinguish between “general skills”
and “confidential information.”?** Thus, while
courts initially showed some hesitation to
recognize claims by employers to informa-
tion that cannot be easily segregated from
the general skill and knowledge of former
employees,* the explosion in “information”
in the workplace has shifted the balance
toward the employer. The fact that many jobs
have become more specialized over time in
our technology-focused culture only exacer-
bates the problem.

This has led to two results. First, courts
have leaned over time to include more and
more information under the tent of protect-
able information. Thus, the amount of infor-
mation known by our transmission engineer
is more and more characterized as property
belonging to the employer rather than the
general skills of the employee, resulting in a
situation where the employee can be easily
barred under a noncompete agreement from
pursuing her life-long professional career for
a competitor. Second, even in the absence of
a noncompete, employers use the court sys-
tem to sue first and prove misappropriation
later, and, in the process, shift the de facto
burden to the employee, who must engage in
expensive and prolonged litigation without
an easy path to early resolution or a narrow-
ing of the issues.

Another issue implicated by this area of
the law is the role of the court as policy mak-
er. Although our Supreme Court often speaks
against perceived judicial activism,* the
evolution of Michigan law discussed briefly
herein makes clear that how courts handle
these issues—both in terms of establishing
substantive principles but equally in terms
of the process for adjudicating claims—can
make a tremendous difference in the shift-
ing of rights and burdens among constituent
groups. And clearly there is room for debate
as to whether some of the basic principles
that allow for relatively easy lawsuits and
enforcement of noncompetes continue to be
good policy. For example,

It has been contended...that the Sili-

con Valley phenomenon of high labor

mobility and rapid diffusion of new
technology occurred in California,
rather than elsewhere, for two reasons.

First, California’s restrictive law of
trade secrets was not enforced as it is
written. Second, California’s flat pro-
hibition on post-employment restric-
tive covenants was enforced exactly as
written.*

This broad question—do non-competes
and loose definitions of confidential informa-
tion help or hurt our overall economy?—is
not one easily answered. Recent media at-
tention to noncompetes being used for sand-
wich makers* has led some to recognize that
the agreements may be over-used, and a re-
cent study suggested that noncompetes hurt
Michigan’s economy.*® While the courts do
not make (most of) the law in this area giv-
en statutes, they do greatly dictate how the
balance swings between employers and em-
ployees in these cases, and they have room to
define undefined terms since judges are not
impervious to recognizing the forces going
on around them in the economy.

It is beyond the scope of this article to de-
liver a panacea for these issues. But recogni-
tion of the facts on the ground must reckon
with the fact that the combined effect of in-
definite rules and an expensive judicial pro-
cess greatly favor those with the means to
engage in time-consuming litigation. Such a
process is clearly not only a detriment to the
traditional employee, who is disadvantaged
in such a contest, but also business. Busi-
nesses seek and desire certainty in the rules
of commerce, and the law itself benefits from
clarity. As noted by Justice Scalia:

[A]nother obvious advantage of estab-

lishing as soon as possible [clear and

definite rules]: predictability. Even in
simpler times uncertainty has been
regarded as incompatible with the

Rule of Law. Rudimentary justice

requires that those subject to the law

must have the means of knowing what

it prescribes. [...] As laws have become

more numerous, and as people have

become increasingly ready to punish
their adversaries in the courts, we can
less and less afford protracted uncer-
tainty regarding what the law may
mean. Predictability, or as Llewellyn
put it, “reckonability,” is a needful
characteristic of any law worthy of the

name. There are times when even a

bad rule is better than no rule at all.®

This lack of definition and recognition of
expense has led some courts to consider bi-
furcating cases in various ways, including re-

Another issue
implicated

by this area
of the law is
the role of
the court as
policy maker.
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quirements that plaintiff first specify in some
detail its purportedly misappropriated trade
secrets.

As noted by another court, “Trade

secret cases present unique and diffi-

cult problems with respect to the tim-
ing and scope of discovery.” Much of
this difficulty arises from the compet-
ing policies found in trade secret cases.
To deal with these difficulties courts
have adopted a number of different
approaches. For example, some courts
have bifurcated discovery so that dis-
covery of non-confidential information
takes place first, followed by the discov-
ery of the confidential information that
forms the basis for a plaintiff’'s trade
secret claim. In contrast, other courts
have ordered simultaneous discovery

of trade secret information. What is

apparent from the various approaches

is the fact that what may be the proper

approach in one case is not the proper

approach in another. “Unfortunately,
there is no talismanic procedure the

Court may apply in order to obtain the

best result in any given case.”*

The practical problem remains that taking
up these issues, and determining the correct
approach on a case-by-case basis, requires
significant resources of the parties and rolled
up sleeves by judges facing significant case
administration demands. In this vein, it is
possible that, at least in the federal courts,
the recent changes to the Federal Rules of
Civil Procedure with the focus on “propor-
tionality” of discovery will lead to continued
active case management, but that is hardly a
complete answer and of no help at all to state
courts burdened with (typically) higher case-
loads and less staff support. Perhaps brighter
lines drawn by the courts, tighter discovery,
and early evidentiary hearings, rather than
relying on yesteryear’s paradigm of letting
each case turn on its own facts, would assist
the courts and allow all litigants to realize
significant benefits.
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Can’t We All Just Get Along?
Fiduciary Duties in the Corporate

and LLC Context

By Gerard V. Mantese and Jordan B. Segal

Introduction

In business, litigation disputes often arise out
of questionable actions of a shareholder, offi-
cer, or manager that harm the business entity
or others. To redress wrongful conduct in this
context, a claim of breach of fiduciary duty
is frequently made, often in a suit brought
by the entity and one or more individuals.
Increasingly, however, fiduciary duty claims
are brought by individual shareholders or
members alleging that the control group has
breached its duty to them.

The contours of the duties owed by a ma-
jority shareholder to a minority shareholder
of a corporation, and owed by a manager
to members in a limited liability company
(LLC), are far from settled, both nationally
and in Michigan. The Michigan legislature
has created statutory causes of action for
shareholder or member oppression that over-
lap with common law principles of fiduciary
law. Whether Michigan law imposes a fidu-
ciary duty on majority shareholders/con-
trolling members towards minority share-
holder/non-controlling members, outside
the scope of oppression statutes, depends on
the facts of the case. This article will review
some of the national trends in fiduciary duty
caselaw. It will then review recent caselaw
in Michigan discussing fiduciary duties be-
tween majority and minority shareholders,
and between LLC members.

Fiduciary Duties in the Corporate
Context

Itis settled under Michigan statutory law that
corporate officers and directors owe a duty
to the corporation. MCL 450.1541a imposes a
duty of care on corporate officers and direc-
tors who possess discretionary authority.
Michigan courts have interpreted this duty
of care to mean that a corporate director or
officer “must answer for ordinary neglect,
and that ‘ordinary neglect’ is understood to
be omission of that care which every man of
common prudence takes in regard to his own
affairs.”? Officers and directors also owe a

duty of loyalty to the corporation; they must
act “in a manner [that the officer] reasonably
believes to be in the best interests of the cor-
poration.”? The corporate fiduciary duty may
be breached intentionally, as where a director
engages in self-dealing and conceals relevant
information from the corporation, or negli-
gently, by failing to disclose information that
the director knew or should have known was
relevant and material to the corporation.*

Judge Denise Langford Morris” 2002 cir-
cuit court opinion in Pinnacle Express, Inc® il-
lustrates some of the contours of the fiducia-
ry duties owed by officers to the corporation.
At issue in Pinnacle was whether a corporate
officer could negligently usurp a corporate
opportunity. Trout, the President of Pinnacle
Express (a trucking company), testified that
when he formed Bogie’s Express —a compet-
ing trucking company —he was under the
belief that he would soon become the sole
owner of Pinnacle Express, and that Pinnacle
would benefit from the creation and opera-
tion of Bogie’s Express. Therefore, he argued,
he never intended to usurp a corporate op-
portunity, nor did he divert any trucking jobs
from Pinnacle to Bogie’s for his own personal
gain.’ The court ruled that the argument was
unavailing because if Trout usurped the op-
portunity unintentionally, he would have vi-
olated his duty of care. On the other hand, if
he knew that he was not going to become the
sole owner of Pinnacle Express, he violated
his duty of loyalty. Either way, he breached
his fiduciary duty to the corporation.’

The National Debate on
Shareholders’ Fiduciary Duties in
Close Corporations

The more difficult question is what duty, if
any, a majority shareholder of a closely held
corporation owes to other shareholders. On
this question, there has been much debate
nationally. On one end of the spectrum, some
jurisdictions hold that majority shareholders
in a close corporation owe a duty to minor-
ity shareholders akin to the duties owed in
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a partnership. On the other end of the spec-
trum, some jurisdictions hold that majority
shareholders owe a duty only to the corpora-
tion, and no duty to other shareholders.

For example, Massachusetts courts have
held that a majority shareholder’s duty to
other shareholders is almost the same as a
partner’s fiduciary duty to other partners.®
The Massachusetts Supreme Judicial Court
ruled that even in a close corporation, with
a specific and clear operating agreement,
the existence of a contract “does not relieve
stockholders of the high fiduciary duty owed
to one another in all their mutual dealings.”’
However, the court also ruled that “where
the parties have defined in a contract the
scope of their rights and duties in a particu-
lar area, good faith action in compliance with
that agreement will not implicate a fiduciary
duty.”'® When acting within the ambit of an
operating agreement, the guiding principle
is good faith. Yet, even beyond the operat-
ing agreement, the majority owes a fiduciary
duty to the minority shareholders, as the
court held:

Although a shareholder in a close

corporation always owes a fiduciary

duty to fellow shareholders, good
faith compliance with the terms of an
agreement entered into by the share-

holders satisfies that fiduciary duty. A

claim for breach of fiduciary duty may

arise only where the agreement does
not entirely govern the shareholder’s
actions."
Therefore, in Massachusetts, the relationship
among shareholders in a corporation may
be viewed as a fiduciary relationship, even
though those duties may be amended or lim-
ited by agreement.

Delaware, on the other hand, does not
recognize that a majority shareholder has
any common law fiduciary duty to minority
shareholders in a closely held corporation,
unless specified in the operating agreement. '
The Delaware Court of Chancery held in
Blaustein, that the minority shareholder can-
not assert more rights than those to which
the parties had agreed. The court stated, in
very stark terms:

[Blaustein’s] predicament is not envi-

able, but she must live with the Share-

holders’” Agreement for which she
bargained. She had an opportunity to
negotiate specific buyout terms. Her
attorneys were sophisticated and well-
regarded. The Court cannot read into

the Shareholders” Agreement obvious
terms that she did not secure during
the bargaining process. Nor can the
Court, on these facts, utilize fiduciary
principles to help her case."
The Delaware rule, then, is contractual —that
is, in close corporations, the fiduciary duty
owed by majority shareholders is specified
and defined in the corporate governance doc-
uments.' In either context—the Massachu-
setts/fiduciary approach or the Delaware/
contractual approach—shareholders may
owe a fiduciary duty to the other sharehold-
ers. The difference between the two views is
whether the common law recognizes a duty
that may be disclaimed by agreement, or
whether there is no duty by default, and any
duty must be imposed by agreement."

Recent Michigan Cases

While older caselaw holds that a common
law fiduciary duty exists between the major-
ity and minority shareholders,'® Michigan
law continues to evolve. More recent dis-
putes between shareholder groups are typi-
cally brought under the shareholder oppres-
sion statute, MCL 450.1489." The Michigan
legislature may have been attempting to tem-
per the harsh Delaware contractual approach
when it enacted the shareholder oppression
statute. Indeed, the wrongful actions that
might have previously given rise to a minori-
ty shareholder’s breach of fiduciary duty suit
may well be the predicate for a shareholder
oppression suit.'® However, the difference
between a breach of fiduciary duty claim
and a shareholder oppression claim can be
important under certain circumstances."
The recent decision in Antakli v Antakli*®

illustrates the interplay between fiduciary
duty law and shareholder oppression law. In
that case, the plaintiff-minority shareholder,
who was also the president, COO, and direc-
tor of defendant Intraco Corporation, brought
suit against the majority Intraco shareholders
(who were the plaintiff’s mother, sister, and
brothers).?! The plaintiff sued for, among oth-
er claims, shareholder oppression and breach
of fiduciary duty.”? With regard to the share-
holder oppression claim, the plaintiff argued
that she was oppressed because the majority
shareholders interfered with:

e her voting rights;

e full access to corporate financial in-

formation;
e her distribution and dividend
rights;

The Michigan
legislature
has created
statutory
causes of
action for
shareholder
or member
oppression
that overlap
with common
law principles
of fiduciary
law.
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e her rights to expense reimburse-
ments;
e her shareholder
rights; and,
e atax liability distribution.
With regard to the breach of fiduciary duty
claim, the plaintiff alleged that she had been
“frozen...out of Intraco;” had “[her] sal-
ary [halved] and...her total compensation
[reduced] by over 80 percent;” and that the
she was repeatedly denied expense reim-
bursement —while the other shareholders
reimbursements were readily paid.”

While the underlying acts of the majority
shareholders were the same as in the oppres-
sion claim, in the breach of fiduciary duty
claim the court focused on how the treatment
of the minority shareholder was different
from the treatment of the other sharehold-
ers.?* The court agreed with the plaintiff’s ar-
gument that “it is the “differential treatment’
that she receives relative to other sharehold-
ers that constitutes a breach of fiduciary
duty.” Implicitly the court was looking to
a fiduciary standard that is (1) owed by the
majority shareholder group to the minority
shareholder; and, (2) distinct from the stan-
dards imposed by the shareholder oppres-
sion claim, namely, the “differential treat-
ment” she received, which was not a focus of
the court’s shareholder oppression analysis.
Ultimately, since the plaintiff had adduced
voluminous documentary evidence, the
court denied summary disposition to the de-
fendants, and allowed the claim to proceed
to trial.”

Cavaliere v DRSN Assocs®* provides an
excellent parallel for the interplay between
oppression and breach of fiduciary duty in
the LLC context. Unlike corporations, case-
law involving limited liability corporations
(LLCs) is generally less developed. This may
be because LLCs have only been in existence
since the mid-1970s. Regardless, under the
text of the Michigan LLC Act, a manager’s
statutory fiduciary duties appear to be owed
to the company, not the individual mem-
bers.”

It is probable that, for this reason, the
plaintiff in Cavaliere did not pursue a claim
for breach of fiduciary duty, and only pro-
ceeded on a member oppression claim.”® In
Cavaliere, the parties were involved in the
business of building and operating skilled
nursing and related health-care facilities, and
affiliated office and residential facilities. The
plaintiffs collaborated with others to create

management

defendant DRSN Associates. At the end of
his involvement with DRSN, Cavaliere was
employed as the director of development.
Plaintiffs claimed, among other things, that
the majority members of DRSN embarked
on a course of “willfully unfair and oppres-
sive conduct” to punish them for refusing
to sell their minority interest to the other
members.”’ The defendants argued that the
operating agreement authorized the alleged
conduct. Since the exclusive management
authority was vested in DRSN’s managers
in accordance with the operating agreement,
they argued, there could be no member op-
pression.

The court disagreed, holding that “al-
though the Operating Agreement may allow
certain actions, said actions cannot be done
in a willfully unfair and oppressive man-
ner.”’° The court cited to Salvadore v Connor,’!
in which the Michigan Court of Appeals held
that “[the] law requires the majority in con-
trol of the corporation the utmost good faith
in its control and management as to the mi-
nority.” The court’s reliance on Salvadore is
noteworthy, both because the court was ap-
plying corporate common law to an LLC,”
but, more importantly, because the court
was adopting a view more akin to the “fi-
duciary” view described by Massachusetts’
jurisprudence.”® The court rejected the de-
fendant’s argument that the LLC’s operating
agreement controlled over any presumed fi-
duciary duty, and held that, at least for the
purposes of member oppression, there were
duties owed to the non-controlling members
beyond the LLC’s operating agreement.*
The court, however, did not discuss whether
that duty extended beyond the member op-
pression context.’

Perhaps no other recent decision walks
the fiduciary duty tightrope more finely than
Castle v Shoham.*® The court summarized the
facts of the case by noting that “in his com-
plaint, Plaintiff alleges that [defendant Mid-
west Air Filter (“MAF”)] at the direction
of the Shoham Defendants has engaged in
various improper activities.” The court then
stated: “[t]he core issue of the parties’ dis-
pute with respect to Plaintiff’s breach of fi-
duciary duty claim against MAF is whether a
majority member of an LLC owes a fiduciary
duty to the minority member(s).”*” The Sho-
hams, as majority members of MAF, argued
that under the holding of Dawson v Delise,*®
“a majority member of an LLC, unlike a ma-
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jority shareholder of a corporation, does not
owe minority members a fiduciary duty.”

The court noted that Dawson does not go
so far as to hold that there is no fiduciary duty
outside of the requirements of the member
oppression statute, but rather that Dawson
holds that there were limited situations where
an individual member or shareholder may
bring a direct action: “(1) When [a sharehold-
er or member]| has sustained a loss separate
and distinct from that of other [owners] gen-
erally,* and (2) when he can show a violation
of a duty owed directly to him that is inde-
pendent of the [corporation or LLC].”*' The
court concluded that, in Dawson, the plaintiff
failed to establish a factual basis for a breach
of fiduciary duty claim; nevertheless, “un-
der certain circumstances a minority mem-
ber may maintain a breach of fiduciary duty
claim against a majority member.”# Thus,
the court recognized that a minority member
may bring an action for breach of a fiduciary
duty against a controlling member outside of
the context of an oppression action. But those
actions are limited to the two exceptions de-
scribed in Christner and Belle Isle Grill Corp,
i.e., when the shareholder sustains a loss
separate and distinct from the other owners
(Christner), or a violation of a duty owed that
is independent of the corporate entity (Belle
Isle Grill Corp).* Because Castle alleged that
the defendants breached a duty independent
of the corporation by allegedly taking Cas-
tle’s share of profits for itself and other enti-
ties owned by MAF principals, the case fell
within the Christner exception. As such, the
defendants” motion for summary disposition
was denied.*

Conclusion

In Michigan corporate litigation, the debate
between the contractual and fiduciary views
of duties owed between members or share-
holders may be viewed as a microcosm for a
similar debate nationally. At one end of the
spectrum, majority shareholders owe a duty
akin to the partnership duty described by
Judge Cardozo’s famous line in Meinhard v
Salmon,* “[n]ot honesty alone, but the punc-
tilio of an honor the most sensitive...,” as
they do in Massachusetts.*® On the other end,
majority shareholders have no direct com-
mon law duties to minority shareholders,
outside of agreed upon contractual require-
ments, as in Delaware. Michigan law appears
to lie somewhere in between these two views,
with the oppression statutes providing the

clearest imposition of fiduciary standards on
those in control not to abuse their power.
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Choice of Law in Noncompetition

Law and Litigation

By Maxwell Goss

Introduction

Freedom of contract is a bedrock principle of
American contract law. Where parties have
freely entered into an agreement, courts are
generally loath to second-guess its fairness.
However, noncompetition agreements are a
major exception to this principle. A noncom-
petition agreement can be a powerful tool for
protecting confidential information, custom-
er relationships, and goodwill, whether in
the employment setting, in the sale of a busi-
ness, or otherwise. But because a noncompe-
tition agreement restricts a person’s alterna-
tives for pursuing gainful employment—a
result regarded as a restraint of trade — strict
standards of enforceability are imposed. In
no other area of contract law do courts so
routinely scrutinize the adequacy of consid-
eration and the reasonableness of a contract’s
terms as in relation to noncompetition agree-
ments.

To make matters more complicated, the
legal standards governing noncompetition
agreements differ drastically from one juris-
diction to the next. On one end of the spec-
trum are states like Michigan that generally
enforce noncompetition agreements, provid-
ed they protect a legitimate business interest,
are reasonable in scope, and are appropriate-
ly supported by consideration. On the other
end of the spectrum are states like California,
which prohibits noncompetition agreements
in all but the narrowest circumstances. In the
middle are states like Illinois and Oregon that
impose strict and sometimes idiosyncratic
requirements as conditions of enforceability.
As a result of such differences, an agreement
that is clearly enforceable in one jurisdiction
may range from questionable to clearly un-
enforceable in others.

Not surprisingly, then, choice of law takes
on a magnified importance in the noncom-
petition arena. This article discusses choice-
of-law provisions in noncompetition agree-
ments. First, the article illustrates what is
at stake by highlighting critical differences
between the noncompetition law regimes in
Michigan and other jurisdictions. Second, the
article analyzes the criteria for determining

when a choice-of-law provision will be en-
forced, with particular attention to recent no-
table cases applying these criteria to noncom-
petition agreements. Finally, the article offers
some guidance for crafting choice-of-law
provisions in noncompetition agreements
and for challenging and defending such pro-
visions in a litigation setting.'

Differences Across Jurisdictions

The most fundamental difference between
jurisdictions concerns whether they will
enforce a noncompetition agreement at all.
While most jurisdictions permit noncom-
petition agreements in a range of circum-
stances, three states —California, Oklahoma,
and North Dakota— generally prohibit them
for employees. California’s Business and
Professions Code provides that, apart from
specified exceptions (including a narrowly
defined exception for an owner selling a
business), “every contract by which anyone
is restrained from engaging in a lawful pro-
fession, trade, or business of any kind is to
that extent void.”? In addition to the three
states that ban employee noncompetition
agreements across the board, Hawaii recent-
ly enacted a first-of-its kind statute that pro-
hibits noncompetition and nonsolicitation
agreements in any employment contract
relating to a “technology business,” which
the statute defines as a business that “derives
the majority of its gross income from the sale
or license of products or services resulting
from its software development or informa-
tion technology development, or both.”?

A second critical area of difference is en-
forceability standards. Michigan law permits
employee noncompetition agreements under
the following conditions:

An employer may obtain from an

employee an agreement or covenant

which protects an employer’s reason-
able competitive business interests and
expressly prohibits an employee from
engaging in employment or a line of
business after termination of employ-
ment if the agreement or covenant
is reasonable as to its duration, geo-
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graphical area, and the type of employ-

ment or line of business.*
In determining reasonableness, Michigan
courts consider factors including hardship on
the employee, the employer’s interests, and
the consideration supporting the agreement.’
Other states have similar standards. Though
set forth in a variety of different ways, most
states at a minimum require adequate or
legal consideration, a legitimate business
interest, and a reasonable scope with respect
to territory, duration, and line of business.®

Despite the similarity in general stan-
dards, each jurisdiction has a distinct body of
rules and precedent governing how the stan-
dards are applied. The differences are too
numerous to catalog, but they include dif-
ferences in whether relationships with pro-
spective customers are protectable, whether
there is an absolute limitation on duration,
and whether a customer limitation can take
the place of a geographic one.” Some states
also impose further conditions. One notable
example is Oregon, which requires that an
employer inform the employee two weeks
in advance that a noncompetition agreement
is required, and that the employee’s salary
equals more than Oregon’s median income
for a family of four, among other things.®

A third critical area in which jurisdictions
differ —and one that is currently heavily liti-
gated and evolving —relates to consideration.
Unlike in other areas of contract law, courts
will inquire closely into whether a noncom-
petition agreement is supported by legally
adequate consideration. An issue that arises
is whether continued employment of an ex-
isting employee is sufficient. That is, where
an employer presents an employee who is al-
ready on the payroll with a noncompetition
agreement, the question is whether the agree-
ment may be valid and enforceable absent
further consideration, such as a promotion or
increased salary. In Michigan, and in a num-
ber of jurisdictions, the answer is yes—con-
tinued employment is generally sufficient, at
least for at-will employees.? Just recently, the
Wisconsin Supreme Court—a state that has
historically taken a strict approach to non-
competition agreements—sided with these
states, ruling that “an employer’s forbear-
ance in exercising its right to terminate an
at-will employee constitutes lawful consid-
eration for a restrictive covenant.”* In other
jurisdictions, however, the answer is no—ad-
ditional consideration is needed to support a
noncompetition agreement."

Among states requiring additional con-
sideration beyond continued employment,
there are further variations regarding what
constitutes legally adequate consideration.
The Texas Supreme Court, for example, has
held that a promise to provide confidential
information to an employee is sufficient con-
sideration, provided that the employer actu-
ally provides the information subsequent to
execution of the agreement.’” In a number
of states, although continued employment
alone is not sufficient, it can become suf-
ficient if it continues for a substantial time
following execution of the agreement. In II-
linois, the required time has been a subject
of controversy since 2013, when an appeals
court ruled that, in the absence of other con-
sideration, employment for two years fol-
lowing the execution of the noncompetition
agreement is required for the agreement to
be valid.® Subsequent opinions have wres-
tled with the decision and taken different po-
sitions on whether two years is a per se mini-
mum under Illinois law." The issue remains
unresolved.

Finally, states take different approaches
to judicial reformation of overly broad agree-
ments. The enforceability of a noncompeti-
tion agreement can be hard to predict. There-
fore, it makes a difference whether, and to
what extent, a court will modify an agree-
ment found to be unreasonable to make it en-
forceable. Michigan’s statute provides: “To
the extent any such agreement or covenant
is found to be unreasonable in any respect,
a court may limit the agreement to render it
reasonable in light of the circumstances in
which it was made and specifically enforce
the agreement as limited.”*® This “reasonable
alteration” approach, which provides a court
with significant discretion in modifying or
reforming an unreasonable agreement, rep-
resents perhaps the majority position among
states. However, several states adhere to
a strict “blue penciling” approach, under
which a court may strike a severable provi-
sion but may not add terms or otherwise re-
form an agreement to render it enforceable.'®
And courts in some jurisdictions will neither
reform nor “blue pencil” an agreement. In
these states, if a noncompetition agreement
is deemed unreasonable as written, it simply
will not be enforced."”

There are other differences across juris-
dictions as well, for example, regarding the
burden of proof in establishing a right to
injunctive relief and the assignability of an
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agreement that is silent on the matter. Ar-
guably, the law governing noncompetition
agreements varies more by state that any
other area of law. Given the importance of
the confidential information, relationships,
and other business interests that noncompe-
tition agreements are designed to protect, the
importance of choice-of-law considerations
is hard to overstate.

Recent Choice-of-Law Decisions
Most jurisdictions, including Michigan,' fol-
low some version of the standards set forth in
the Restatement (Second) of Conflicts of Law
in deciding whether to enforce a contractual
choice-of-law provision. The Restatement
provides, in relevant part, that the law of the
state specified in the choice-of-law provision
will govern a contract unless:

a) the chosen state has no substantial
relationship to the parties or the
transaction and there is no other
reasonable basis for the parties’
choice, or

b) application of the law of the chosen
state would be contrary to a funda-
mental policy of a state which has a
materially greater interest than the
chosen state in the determination of
the particular issue and which, un-
der the rule of § 188 [which governs
choice of law absent an effective
choice of law], would be the state
of the applicable law in the absence
of an effective choice of law by the
parties.”

In short, if there is no reasonable basis for
the parties” choice of law, or if the law of the
chosen state is against a policy of another
state that has a greater interest in the matter
and whose law would otherwise apply, the
court should disregard the parties’ choice of
law. Several recent cases address the Restate-
ment rule in connection with noncompetition
agreements.

A case applying Michigan law walks
through the full analysis. In Stryker Corp v
Ridgeway, a Michigan company sued a for-
mer employee in Louisiana for breach of a
noncompetition agreement.” The agreement
contained a Michigan choice-of-law provi-
sion. The defendant argued that he was enti-
tled to summary judgment because the appli-
cation of Michigan law would have violated
Louisiana fundamental policy.” The United
States District Court for the Western District
of Michigan rejected the argument and en-

forced the provision. Regarding subsection
(a) of the Restatement rule —the “reasonable
basis” prong — the court explained:

Subsection (a) does not apply because

Michigan clearly has a substantial rela-

tionship to the parties and the trans-

action because Stryker is located in

Michigan and the parties had a reason-

able basis for choosing Michigan law,

namely, to ensure that Stryker will
have some certainty in defending its
rights in suits with its employees all
over the country.”
In support, the Stryker court cited an ear-
lier case in which a Michigan choice-of-law
provision had been enforced in a similar cir-
cumstance, explaining parenthetically that
“a national company has a strong interest in
the uniform interpretation of employment
contracts.”? The court’s remarks are consis-
tent with the comments to the Restatement
rule, which states that a reasonable basis for
a choice of law may exist where, among other
things, the contract is to be performed in the
chosen state, one of the parties is domiciled
or has its principal place of business in the
chosen state, or, in many cases, the chosen
state is the state of contracting.*

Regarding the second prong of the Re-
statement rule, the Stryker court explained:
“Under subsection (b), Michigan courts will
only apply Louisiana law if application of
Michigan law would be contrary to a funda-
mental policy of Louisiana, and if Louisiana
has a materially greater interest than Michi-
gan in determining the effect of the non-
compete agreement.”” The court observed
that Louisiana has a “strong public policy
against covenants not to compete,”* but it
also emphasized that Louisiana “does not
completely prohibit noncompetition claus-
es.”? Reasoning that “Michigan law only
allows non-competition agreements that
are reasonable as to duration, geographical
area, and the type of employment,” and that
Louisiana “will also enforce non-competition
agreements that are limited in scope,” the
court concluded that enforcing Michigan law
would not violate a fundamental policy of
Louisiana.”? Furthermore, even if the agree-
ment did violate Louisiana policy, the court
held that Louisiana did not have a materially
greater interest than Michigan in the deter-
mination of the matter, as also required by
subsection (b) of the rule. Though the defen-
dant lived, worked, and covered a sales terri-
tory in Louisiana, the court found that Michi-
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gan had an equally significant interest be-
cause the plaintiff “is a Michigan corporation
with its principal place of business in Michi-
gan,” and the harm resulting from the defen-
dant’s breach “would be felt in Michigan by
a Michigan company.”? For these reasons,
and because Michigan’s public policy favors
enforcement of choice-of-law provisions, the
defendant could not defeat the presumption
that Michigan law applied.*

Other recent cases show circumstances in
which subsection (b) of the Restatement rule
is not satisfied. In Brown & Brown, Inc v John-
son, a New York court considered a Florida
choice-of-law provision in a customer nonso-
licitation agreement. Though New York non-
competition law is not unusually stringent,
the court nevertheless refused to apply Flor-
ida law because it was contrary to New York
public policy.* Under Florida law, “a party
seeking to enforce a restrictive covenant only
to make a prima facie showing that the re-
straint is necessary to protect a legitimate
business interest, at which point the burden
shifts to the other party to show that the re-
straint is overbroad or unnecessary.”* More-
over, “Florida law explicitly prohibits courts
from considering the harm or hardship to the
former employee.”* Finally, Florida courts
must “construe restrictive covenants in favor
of protecting the employer’s interests, and
may not use any rules of contract interpreta-
tion that would require the construction of a
restrictive covenant narrowly or against the
restraint or drafter.”** By contrast, the court
noted that New York law strictly construes
restrictive covenants and seeks to balance the
interests of employer and employee.*® Based
on this disparity in substance and procedure,
the court concluded that the application of
Florida law would have contravened a fun-
damental policy of New York.*

A recent case from the Court of Appeals
for the Fifth Circuit takes an interesting ap-
proach to the public policy analysis. In Car-
doni v Prosperity Bank, agreements containing
noncompetition and nonsolicitation provi-
sions and calling for the application of Tex-
as law were at issue.”” The plaintiff, a Texas
bank, had entered into the agreements with
four bankers in Oklahoma. As the opinion
explains, Texas generally allows noncom-
petition agreements, provided they are rea-
sonably limited, while Oklahoma does not.*
Nevertheless, the opinion emphasizes that
Oklahoma treats nonsolicitation agreements
differently from noncompetition agree-

ments. After surveying Oklahoma law, the
opinion concludes: “We see no indication
that Oklahoma’s policy concerning nonso-
licitation agreements rises to the level of a
fundamental one that would be violated by
applying the parties’ chosen Texas law to the
covenant.”? The court notes that Oklahoma
actually allows nonsolicitation agreements,
albeit less freely than Texas does, and rea-
sons that the nonsolicitation clause at issue,
because it does not purport to bar competi-
tion, does not implicate Oklahoma’s policy
interest in “allowing residents of the state to
earn a living.”* Applying the Restatement
rule, the Fifth Circuit held that the Texas
choice-of-law provision applied to the non-
competition provision but not to the nonso-
licitation provision.*!

Finally, a recent Delaware case sheds light
on the “materially greater interest” element
of subsection (b). In Ascension Ins Holdings,
LLC v Underwood, the Chancery Court of the
State of Delaware declined to enforce a non-
competition agreement between a California
resident and a Delaware company, despite
the inclusion of a Delaware choice-of-law
provision.*? The noncompetition agreement
at issue may have been enforced under Dela-
ware law, which strongly favors freedom of
contract, but it could not be enforced under
California law because it did not fit into any
exception to California’s general ban on non-
competition agreements.* Of particular inter-
est here, the court concluded not only that the
agreement was contrary to California policy,
but that California had a materially greater
interest in the determination of the matter be-
cause, while the plaintiff was incorporated in
Delaware, its principal place of business was
in California, the agreement was executed in
California, the defendant resided in Califor-
nia, and the noncompetition area specified
in the agreement was almost entirely limited
to California.** Accordingly, the court ruled
against the plaintiff, commenting that “[t]he
entire purpose of the Restatement analysis is
to prevent parties from contracting around
the law of the default state by importing the
law of a more contractarian state, unless that
second state also has a compelling interest in
enforcement.”*

Takeaways for Practitioners

When drafting noncompetition agreements
in any scenario that implicates more than one
jurisdiction—for instance, where a business
has one or more employees in other states, or
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where an owner sells a company that trans-
acts business in more than one state—care-
ful attention should be paid to choice of law.
Appropriate questions to ask include the fol-
lowing;:

e Which states have a connection to
the parties or the transaction? Where
are the parties located? Where will
the agreement be executed? Where
will it be performed?

e Of these states, which have an
interest in the noncompetition
agreement? Which state or states
have a materially greater interest
than others?

e Of these states, which have
more favorable noncompetition
laws for the client? How does
each treat protectable business
interests, reasonable scope, and
consideration?

e Of these states, which permit
judicial reformation or blue
penciling?

e If the choice-of-law provision is not
enforced, how will the default state
treat the agreement? If courts there
will not enforce the agreement as
written, will they reform or blue
pencil it?

It can also be useful to bear in mind that, at
least in Michigan, a company’s interest in the
uniform interpretation of its contacts with
employees in different states can be signifi-
cant.*

The cases discussed in this article also
offer important lessons for litigators. Those
seeking to enforce a noncompetition agree-
ment may emphasize that a choice-of-law
provision can be enforced even where the
noncompetition laws of an alternative state
are relatively stringent. As the Stryker case
suggests, if the chosen state and the alterna-
tive state both allow reasonable noncompe-
tition agreements, the mere fact that the al-
ternative state may impose more demanding
reasonableness standards does not mean that
a fundamental policy of that state would be
violated by application of the chosen state’s
law.*” Moreover, the Cardoni case illustrates
the importance of closely examining the pol-
icy allegedly implicated by a noncompetition
agreement. Once the policy is understood,
the agreement may turn out to be broadly
consistent with it.* For those challenging a
noncompetition agreement, Ascension Hold-
ings shows that merely being incorporated

in the chosen state may not be enough to
ensure that the state’s laws will be applied.
If the parties and the activities at issue are
chiefly in another state, the court may not en-
force the parties” contractual choice of law.*
Moreover, Brown & Brown demonstrates that
a choice-of-law provision can be success-
fully challenged even in a jurisdiction that is
relatively friendly towards noncompetition
agreements. A challenger may find it useful
to contrast the substantive and procedural
rules of the states at issue (for instance, re-
garding burdens of proof in demonstrating
reasonableness or whether hardship to the
individual subject to the agreement is consid-
ered) to try to establish that one state favors
employers while the other favors employ-
ees.”

Conclusion

A court’s determination of whether to
uphold a choice-of-law provision in a non-
competition agreement will be fact-specific
and sometimes hard to predict—just as in
other areas of noncompetition law. Never-
theless, careful consideration of the choice-
of-law criteria and the relationship of the
parties and contract at issue to the implicated
jurisdictions can help secure clarity, predict-
ability, and, in some instances, important
substantive advantages.

NOTES

1. Noncompetition agreements are most commonly
used in connection with employment and sale of a busi-
ness. This article focuses on the employment context,
where standards tend to be both stricter and more
cleatly defined, with attention to the sale context where
appropriate. Reference is also made to nonsolicitation
agreements, which ate typically subjected to similar
scrutiny.

2. Cal Bus & Prof Code 16600. The statutory excep-
tions are set forth in Cal Bus & Prof Code 16601-16607.
Notably, California’s prohibition has also been held to
apply to customer nonsolicitation agreements. See, e.g.,
Edwards 1T v Arthur Anderson, 44 Cal 4" 937,189 P3d 285
(2008).

3. Haw Rev Stat 480-4 (rev effective July 1, 2015).

4. MCL 445.774a. Outside the employment context,
Michigan courts scrutinize noncompetition agreements
according to the common-law “rule of reason.” Seg, e.g.,
Godlan, Inc v Greg Whiteford & DCL, Inc, Nos 227696,
23155, 2003 Mich App LEXIS 610, at *3 (Mar 11, 2003)
(unpublished).

5. See Superior Consulting Co v Walling, 851 F Supp 839,
848 (ED Mich 1994).

6. By way of example, see Mallory Factor, Inc v
Schwartz, 146 AD2d 465, 467, 536 NYS2d 752 (1989)
(explaining that noncompetition agreements under
New York law “must meet the following criteria: (1) the
time and geographical scope of the restriction must be
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reasonable; (2) the burden on the employee must not

be unreasonable; (3) the general public must not be
harmed; and (4) the restriction must be necessary for the
employet’s protection”).

7. For discussion of recent developments in the
“line of business” and “reasonable competitive business
interest” requirements of MCL 445.774a, sce generally
Michael S. Callahan, Recent Cases Regarding Noncompetition
Agreements, M1 Bus L ], Summer 2015, at 56-58.

8. Or Rev Stat 653.295.

9. See, e.g., Lowry Computer Prods v Head, 984 F Supp
1111 (ED Mich 1997) (holding that continued employ-
ment may support noncompetition agreement under
Michigan law); Corson v Universal Door Sys, Inc, 596 So2d
565, 568 (Ala 1991) (same under Alabama law); Open
Magnetic Imaging, Inc v Nieves-Garcia, 826 So2d 415, 418
(Fla Ct App 3d Dist 2002) (same under Florida law).

10. See Runzheimer Intl, 1td v Friedlen, 2015 W1 45,
362 Wis 2d 100, 128 (2015).

11. See, e.g., Sanborn Mfg Co v Currie, 500 NW2d 161,
164 Minn Ct App 1993) (holding that continued em-
ployment alone may not support noncompetition agree-
ment under Minnesota law); Charles T Creech, Inc v Brown,
433 SW3d 345, 354 (Ky 2014) (same under Kentucky
law).

12. See Alex Sheshunoff Mgmt Servs, LP v Johnson, 209
SW 3d 644, 650-51 (Tex 2006).

13. See Fifield v Premier Dealer Servs, 2013 1L App (1%)
120327, 993 NE2d 938, 943 (2013).

14. See, e.g., Instant Tech, ILC v DeFuzio, 40 F Supp
3d 989, 1010 (ND 111 2014) (Holderman, J) (applying
“bright line two-year rule reaffirmed in Fifield’); Bankers
Life and Casualty Co v Miller, No 14 CV 3165, 2015 US
Dist LEXIS 14337 (ND Ill Feb 6, 2015) (declining to
apply “bright-line rule that two years is required”).

15. MCL 445.774a.

16. See, e.g., Olliver/ Pilcher Ins v Daniels, 148 Ariz 530,
715 P2d 1218 (19806) (en banc) (permitting blue pencil-
ing of severable agreement under Arizona law); Path-
Sfinder Communications Corp v Macy, 795 NE 2d 1103, 1114
(Ind Ct App 2003) (same under Indiana law).

17. See, e.g., Pace v Retirement Plan Admin Sery, Ltd, 74
Va Cir 201 (2001) (declining to blue pencil even where
provided for in agreement).

18. See Chryster Corp v Skyline Indus Servs, Inc, 448
Mich 113, 124, 528 NW2d 698 (1995).

19. Restatement (Second) of Conflict of Laws 187
(1971).

20. Nos 1:13-CV-1066, 1:14-CV-889, 2015 US Dist
LEXIS 125567 (WD Mich, Sept 21, 2015).

21. See id. at *12.

22. See id. at *13-14 (citation omitted).

23. Id. (citing Lowry Computer Prods, Inc v Head, 984 T
Supp 1111, 1114 (ED Mich 1997)).

24. See Restatement (Second) of Conflict of Laws
187(2) emt f.

25.2015 US Dist LEXIS 125567 at *14.

26. Id. (quoting L.&>B Transp, LLC v Beech, 568 F
Supp 2d 689, 693 (MD La 2008) (internal quotations
omitted).

27. Id. (citing La Rev Stat 23:921(C) (providing that
noncompetition clause may be valid “within a specified
parish or parishes, municipality or municipalities, or
parts thereof . .. not to exceed a period of two years
from termination of employment”)).

28. Id. at ¥15-16.

29. Id. (citing Kelly Servs v Marzullo, 591 F Supp 2d
924, 938 (ED Mich 2008)).

30. Id.

31. 25 NY3d 364, 34 NE 3d 357 (2015). New York
follows the Restatement approach to choice-of-law ques-
tions. See Estee Lauder Cos v Batra, 430 F Supp 2d 158,
170 (SDNY 2006).

32. 34 NE 3d at 360 (citing Fla Stat 542.335 [1] [c]).

33. Id. at 361 (citing Fla Stat 542.335 [1] [g] [1])-

34. 1d. (citing Fla Stat 542.335 [1] [h]).

35. See 1d. at 360.

36. See 1d. at 361

37.805 F3d 573 (5th Cir 2015).

38. Id. at 576.

39. Id. at 587.

40. Id. at 588.

41. See Id. at 589.

42.No 9897-VCG, 2015 Del Ch LEXIS 19 (Jan 28,
2015).

43. Specifically, though the agreement putatively re-
lated to the sale of a business, California’s “sale of busi-
ness” exception did not apply because the agreement
was not actually part of the purchase of the business at
issue. See id. at ¥11 (citing Cal Bus & Prof Code 16601).

44. See id. at *3. As the Ascension Holdings court notes,
in determining “the state of the applicable law in the
absence of an effective choice of law by the parties,”
several factors set forth in Restatement 188, including
the place of contracting and the place of performance,
are to be examined. See id. at ¥*3 n.11.

45. Id. at *5.

46. See, e.g., Nos 1:13-CV-1066, 1:14-CV-889, 2015
US Dist LEXIS 125567, at *14 (WD Mich Sept 21,
2015).

47. See 1d. at *15-16.

48. See 805 F3d 573, 588 (5th Cir 2015).

49. See No 9897-VCG, 2015 Del Ch LEXIS 19, at
*17-18 (Jan 28, 2015).

50. See 25 NY3d 364, 34 NE 3d 357, 360-61 (2015).
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Think You Know the Common
Interest Privilege? Guess Again!

By Joseph K. Grekin and Jeffery J. Sattler

Introduction

Attorneys cannot afford to assume that they
understand the common interest privilege.!
Federal courts even within the same circuit—
especially within the Sixth Circuit—sometimes
view and apply the privilege differently,
which can end up having million, and some-
times billion, dollar implications.

As a result, attorneys should recognize
that there is no certainty when it comes to the
common interest privilege, and that waiver?
of the attorney-client privilege* may result
from a failed attempt to preordain the scope
of the doctrine that a court may adopt. Attor-
neys should take practical steps to minimize
this risk, if they choose to take it at all.

The Varying Scope of the
Common Interest Privilege

The common interest privilege is not a privi-
lege in and of itself.* Instead, it extends the
attorney-client privilege to cover privileged
information exchanged by two or more par-
ties with a common interest.> The common
interest privilege allows parties to share such
information without waiving the attorney-
client privilege.®

The broadest view of the common interest
privilege comes from the Eighth Circuit.” “It
provides that, if two or more entities with a
common interest in a matter are represented
by counsel and agree to share information
concerning that matter, then privileged mat-
ters will retain that privilege as to outside
parties. This common interest may be legal, fac-
tual, or strategic.”®

The ruling in Safco Products Co v Welcom
Prods, Inc, typifies the Eighth Circuit’s broad
view.!? In Safco, an original patentee received
a patent on a pushcart used in moving boxes,
and thereafter sold the patent to Safco Prod-
ucts Company (Safco).!t After Safco filed a
patent infringement action, one of the de-
fendants in the litigation, Welcom Products,
Inc., sought the disclosure and production of
attorney-client communications shared by
employees of Safco and the original paten-
tee.”?

Welcom argued that the communications
could not be privileged because Safco waived
any privilege when its employees shared the
communications with employees of a third
party.”® The court disagreed and found that
the caselaw relied upon by Welcom:

suggests a narrower view of the com-

mon interest doctrine, requiring enti-
ties to share “an identical, not similar,
legal interest, and not merely a com-
mercial interest.” ... But as this Court
observed from the outset, the appli-
cable law here is that of the Eighth Cir-
cuit. And its view of the common inter-
est doctrine cannot be reconciled with

the narrow view... .

The court ruled that Safco and the original
patentee shared a legal, factual, or strategic
interest sufficient to support the applica-
tion of the common interest privilege, and
it found that the communications therefore
remained privileged.®

The Third and Fourth Circuits have a
more limited take on the common interest
privilege. The scope of the privilege in these
circuits only permits the sharing of attorney-
client privileged information between clients
with similar legal interests, excluding factual,
strategic, or commercial interests.1°

In re Tribune Co,” llustrates the scope of
this version of the privilege. Tribune was a
large chapter 11 bankruptcy of a national
media company, which had previously been
the subject of an $8 billion leveraged buyout
(LBO).®® In Tribune, certain parties, including
some with adverse interests, came together
and proposed a chapter 11 plan aimed at,
among other things, resolving LBO-related
causes of action.?

Proponents of a competing plan subse-
quently sought to discover the communica-
tions among the proponents of the former
plan regarding the LBO.” In denying the re-
quested discovery, the court relied on Tele-
globe, and ruled that “[e]ven though the [plan
plroponents’” interests are not completely in
accord, they share the common legal interest
of obtaining approval of their settlement and
confirmation of the[ir plan], thereby resolv-
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ing the legal disputes between and among
them.”*

The Second Circuit has adopted an even
stricter interpretation of the common inter-
est privilege. “The Second Circuit follows a
strict interpretation of the common interest
rule, under which only those communica-
tions made in the course of an ongoing com-
mon enterprise and intended to further the
enterprise are protected.”? It requires that
communications under the common interest
privilege pertain to an identical legal interest.”

The case of United States v United Techs
Corp,* shows the kind of identical legal in-
terest that the Second Circuit’s standard re-
quires. In United Techs, five aerospace compa-
nies decided to form a consortium to produce
an engine to compete with one produced by
General Electric.”® They shared a number of
documents arising from their consultations
and negotiations aimed at developing a cor-
porate structure for the consortium “that
would minimize the U.S. tax liability of all
consortium members.”?

Approximately a decade after the con-
sultations and negotiations took place, the
IRS investigated the tax liabilities of one of
those companies, United Technologies Corp.
(UTC), and subsequently sought the produc-
tion of the aforementioned documents.” One
of the documents sought was a “June 1982
memo from the head of UTC’s tax depart-
ment to the company’s in-house counsel. The
memo discusse[d] the tax consequences of
[the consortium’s] structure.”?

The court applied the common interest
doctrine, and denied the IRS access to the re-
quested documents, including the 1982 mem-
orandum.” In doing so, “[t]he court [found]
that nearly all the documents pertain[ed] to
the development of a common legal strategy
regarding the tax structure of [the consor-
tium]. In formulating this strategy, the mem-
bers acted...as collaborators, legally commit-
ted to a cooperative venture and seeking to
make that venture maximally profitable.”* In
other words, the companies all had the same
(and therefore identical) legal interest—to
create a joint venture with an advantageous
tax structure.

The differences in the scope of the com-
mon interest privilege, exemplified by the
Eighth, Fourth, Third, and Second Circuit
caselaw, create a patchwork of different
standards. This patchwork is, unfortunately,
more complicated than merely determining
which circuit’s law applies. Interpretations of

the privilege within each circuit vary a great
deal, making it difficult to predict exactly
how its standard will apply.

For example, some courts in the Second
Circuit have interpreted that circuit’s narrow
standard even more narrowly than the court
in United Techs, and, in effect, severely lim-
ited what actually constitutes a “legal inter-
est.” A prime example of this most narrow
interpretation of the privilege is Schaeffler v
United States® In Schaeffler, a manufacturer
and distributor of automotive and industrial
components made a tender offer to acquire a
components supplier.®? The offeror did so on
July 30, 2008, and did not foresee the nose-
dive that the stock market would take in the
days that followed.* As a result of that dra-
matic downturn, the offeror ended up with
about 90 percent of the outstanding shares,
as opposed to the 70 to 75 percent that it ex-
pected, at an $11 billion cost.**

Significant solvency concerns for the of-
feror immediately arose.* The offeror re-
tained Ernst & Young LLP to address the
complex tax consequences of these events
and an anticipated IRS audit.*® In a 321-page
memorandum, Ernst & Young recommend-
ed a refinancing and restructuring course
for the offeror, and a “detailed legal analysis
of the federal tax issues implicated by each
step” (EY Memo).”

The bank consortium that funded the
tender offer also feared that tax implications
could materially affect the offeror’s net cash
flow and assets that would otherwise be
available to repay the consortium’s debt.®
After executing a common interest agree-
ment, the offeror and the consortium shared
their documents and analyses, including the
EY Memo.”

The Schaeffler court recognized that the
bank consortium had an enormous stake in
the tax consequences of the offeror’s refi-
nancing and restructuring decision.® In fact,
this common interest of the consortium and
the offeror is strikingly similar to the inter-
est that the Second Circuit found to consti-
tute a common legal interest in the United
Techs case. Nevertheless, the Schaeffler court
concluded that a common economic interest
dependent on the resolution of legal issues
regarding tax treatment does not equate to a
common “legal” interest.* The court opined,
“If the [b]ank [c]Jonsortium could have been
named as a co-defendant in the anticipated
dispute with the IRS, the result would un-
doubtedly be different.”# Due to the inappli-
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cability of the common interest privilege, the
Schaeffler court ordered the offeror to provide
the IRS with a free 321-page Ernst & Young
roadmap to its collection of tax on an $11 bil-
lion deal.#%#

The Schaeffler decision is only one exam-
ple of a court’s interpretation of the common
interest doctrine seemingly at odds with the
law in its own circuit. The doctrine is par-
ticularly prone to re-interpretation and vary-
ing construction, even with seemingly clear
circuit court guidance.” This variation and
unpredictability are magnified in the Sixth
Circuit, where similar guidance is absent.

Sixth Circuit Law—A Muddled
Picture

“[TThe Sixth Circuit does not appear to have
directly adopted the requirements of the
common interest doctrine[.]”# As a result,
courts in the Sixth Circuit have ruled on
issues related to claims of a common inter-
est privilege in a “complicated and contra-
dictory” manner, creating an unpredictable
hodge-podge of lower court rulings.*

One square in the resulting patchwork of
holdings is United States v Lucas,* which in-
volved the prosecution of a special agent of
the Drug Enforcement Agency. In Lucas, the
court considered whether the special agent’s
sharing of attorney-client work product®
with other defendants was covered by the
common interest privilege.® The court de-
fined the doctrine broadly, stating that, “[t]he
common interest privilege applies...where
multiple clients share a common legal or com-
mercial interest and share legal advice based
on that interest.”*! The court then ordered an
evidentiary hearing to determine whether
the common interest privilege applied.®

In contrast, in William F Shea, LLC v Bo-
nutti Research, Inc,® the court described the
doctrine more narrowly. In Shea, an agent
sued its principal over commissions due and
owing from the sale of certain patents.* Dur-
ing discovery, the principal turned over legal
memoranda that it had previously shared
with the purchaser of the patents at issue, but
claimed that the memoranda were protected
by the common interest privilege.” The Shea
court explained the scope of the privilege as
follows:

The purpose of the common interest

doctrine is to permit persons with simi-

lar legal interests to enjoy the same abili-

ty to communicate confidentially about

their common interests with multiple

attorneys that each client enjoys sepa-
rately. A communication is privileged
under the common interest doctrine
as long as it deals a matter on which
parties have agreed to work toward a
mutually beneficial goal, even if those
parties are in conflict on some points
[sic].?
The court recognized, “not only did [the
principal and purchaser] share an interest in
the existence of ‘strong and enforceable” pat-
ents, there were also a number of patents for
which [the purchaser] had an interest in either
commencing or continuing litigation.”” The
court ruled that the common interest privi-
leged extended the attorney-client privilege
to cover the sharing of the memoranda.*®
The district court in Abrams v First Tennes-
see Bank Nat’'l Ass'n,” adopted yet another in-
terpretation of the common interest privilege.
In Abrams, the purchaser of a cabin rental
development sued certain banks and related
entities involved in the sale for fraud.® Dur-
ing the litigation, the purchaser came to an
agreement with one of the defendants/coun-
ter-plaintiff, but refused to disclose the terms
of the agreement to the other defendants.®* In
finding that the common interest privilege
did not cover the agreement (and thus com-
pelling its production), the court observed
that “the parties are fundamentally adverse
to one another and do not share identical
legal interests.”®> The court held, “The com-
mon interest privilege allows for two clients
to discuss their affairs with a lawyer, protect-
ed by the attorney-client privilege, so long as
they have an identical (or nearly identical) legal
interest as opposed to a merely similar inter-
est.”®

Given the Uncertain Legal
Landscape, What Should
Attorneys Do?

First and foremost, attorneys should care-
fully consider whether to share otherwise
privileged information under the guise of the
common interest privilege. The inconsistent
views taken by the courts, particularly in
Sixth Circuit, make relying on the common
interest privilege risky, if not an outright
gamble. If more traditional and less risky
means of sharing strategies and information
can be effectively employed, it may well be
worth sacrificing the convenience that docu-
ment sharing under the common interest
privilege provides in return for eliminating
the risk of waiving the attorney-client privi-
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lege that sharing documents under a claim of
common interest brings.

If attorneys determine that trying to share
privileged information under the common
interest privilege is a risk worth taking, a
best practice is reducing agreements for such
sharing to writing.* Reducing agreements to
writing in advance of actual sharing at least
constitutes strong evidence that parties in-
tended from the beginning to protect privi-
leged communications from disclosure.®

Any common interest agreement should
incorporate the elements of the most strin-
gent views permitted under the facts of
each case. Obviously, the agreement should
explicitly state that the parties share com-
mon interests. The parties should cite to as
many common interests as possible, and, in
particular, as many common legal interests
as possible. If the parties are currently co-
defendants or co-plaintiffs in litigation, the
agreement should state this and explain their
common interests in the litigation. If the par-
ties expect to become parties to litigation, the
agreement should both state and explain this
expectation.

In general, the more detail parties put
in a common interest agreement explaining
their common interests, the better. The par-
ties should anticipate that a court is review-
ing the agreement under a challenge to their
claim of privilege and provide the court a
roadmap through their factual recitals to find
that a common interest exists.

A common interest agreement should also
contain stringent protections that prevent the
parties to the agreement from sharing any of
the documents with third parties. These pro-
tections can take a form similar to the protec-
tions included in many confidentiality agree-
ments and protective orders. Emphasizing
the confidentiality of the documents that are
exchanged can reinforce the argument that
the parties exchanging the documents have a
common legal interest in the highly sensitive
documents, which no other parties share. In
other words, treating the documents as con-
fidential provides the parties with an argu-
ment that the court should do so as well.

In this vein, parties exchanging docu-
ments under a common interest agreement
may also find it advantageous to date-stamp
and number the documents exchanged, so
that they can be easily identified. Correspon-
dence enclosing date-stamped documents
pursuant to a common interest agreement
should reference the agreement, caution the

receiving party of the confidentiality protec-
tions and obligations contained in the agree-
ment, and remind the receiving party that
these protections are meant to protect against
a waiver of the attorney-client privilege.

However, parties should not be lulled
into a false sense of security through enter-
ing into a common interest agreement. Hav-
ing written agreements available to refer-
ence is certainly better than trying to argue
after-the-fact that the parties intended to
shield shared information from disclosure.*
But common interest agreements are not in
any way a guaranty that a court will apply
the common interest privilege and hold that
the attorney-client privilege applies to docu-
ments shared under the agreement.”

As a result, even if a common interest
agreement exists, attorneys should exchange
as few documents in reliance on the common
interest privilege as possible. Whenever it is
possible for counsel to effectively address
a concept through oral discussion, or if the
concept can be summarized in a less risky
manner than distributing a privileged docu-
ment, attorneys should strongly consider
doing so. While this may make litigation
more onerous, it will also make a privilege
waiver less likely. For each document, coun-
sel should carefully consider whether, when
balancing the potential strategic advantages
with the potential risk of disclosure, the ben-
efit outweighs the risk.

In the end, attorneys should not assume
that they know the scope of the common
interest privilege. The scope is not settled,
particularly in the Sixth Circuit. Moreover,
the differences between the competing in-
terpretations of the privilege are not merely
academic — the standard a court applies may
be the difference between protecting critical
documents from disclosure.

As a result, attorneys should recognize
that there are no unequivocal answers, and
that reliance on the common interest privi-
lege involves significant risk. Whether the
strengths and weaknesses of a case neces-
sitate the taking of such a risk is one of the
strategy calls that can make or break a case.
Understanding the risk, and hedging against
it, is one of the best ways to give your client a
valuable service.

NOTES

1. Federal Rule of Evidence 501 provides that “state
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law governs privilege regarding a claim or defense for
which state law supplies the rule of decision.” For pur-
poses of brevity here, however, only the federal privilege
is discussed.

2. “The law governing the waiver of the attorney-
client privilege provides that the attorney-client privilege
is lost if the client discloses the substance of an other-
wise privileged communication to a third party.” United
States v Wade, No 05-4160, 2006 US App LEXIS 27110,
at *6 (10" Cir Oct 30, 2006) (citation, quotation, and
internal punctuation matks omitted).

3. Under the attorney-client privilege, “A client has
a privilege to refuse to disclose and to prevent any other
person from disclosing confidential communications
made for the purpose of facilitating the rendition of
professional legal services to the client.” Jack B. Wein-
stein & Margaret A. Berger, Weinsteins Federal Evidence,

§ 503.01 (Joseph M. McLaughlin, ed, Matthew Bender
2d ed 2014) (citing Supreme Court Standard 503(b));

see generally Geissal v Moore Med Corp, No 4:94 cv 1263
DDN, 2000 US Dist LEXIS 4638, at *5-6 (D Mo Mar
31, 2000) (“When a plaintiff sues a defendant for a vio-
lation of federal law, the federal law of privilege applies.
Proposed Federal Rule of Evidence 503, also referred to
as Supreme Court Standard 503, generally describes the
federal common law attorney-client privilege.”).

4. Caifornia Sportfishing Prot Alliance v Chico Scrap Met-
al, Ine, No 2:10-cv-1207 GEBAC, 2014 US Dist LEXIS
20694, at *22 (ED Cal Feb 18, 2014).

5. See United States v BDO Seidman, 1.1.P, 492 F3d
806, 815-16 (7 Cir 2007).

6. See 7d.

7. A few courts outside of the Eighth Circuit rec-
ognize this view as well. See, eg, Caifornia Sportfishing
Prot Alliance, 2014 US Dist LEXIS 20694, at ¥23 (“The
shared interest may be only financial or commercial in
nature.” (citation and quotation omitted); United States v
Liucas, No 1:09 CR 222, 2009 US Dist LEXIS 123884,
at *14 (ND Ohio Dec 23, 2009) (“The common interest
privilege applies...where multiple clients share a com-
mon legal or commercial interest and share legal advice
based on that interest.” (citation omitted)).

8. Safco Prods Co v Welcom Prods, Inc, No 08-4918,
2010 US Dist LEXIS 145172, at *8 (D Minn Feb 18,
2010) (citing In re Grand Jury Subpoena Duces Tecums, 112
F3d 910, 922 (8™ Cir 1997)) (emphasis added).

9. 2010 US Dist LEXIS 145172 (complaint § 10 &
11) (D Minn Feb 18, 2008).

10. Another case recognizing the Eighth Circuit’s
broad view is Petco Animal Supplies Stores, Inc v Insurance
Co of N Am, No 10-682, 2011 US Dist LEXIS 70748, at
*71-72 n15 (D Minn June 10, 2011) (“[T]here are three
situation [sic] where [the common interest privilege]
is deemed to apply. . . . [TThe third situation arise [sic]
when two or more clients share a common legal or com-
mercial interest and, therefore, share legal advice with re-
spect to that common interest.” (citation and quotation
omitted) (emphasis added)).

11. Id.

12. 2010 US Dist LEXIS 145172, at *7.

13. Id.

14. Id at *8-9 (identifying Duplan Corp v Deering Mil-
liken, Inc, 397 F Supp. 1146 (DSC 1975), as the movant’s
relied upon case) (emphasis added).

15. Id at *9.

16. See United States v Okun, 281 Fed Appx 228, 231
(4™ Cir 2008) (“[TThe common interest privilege ‘allows
attorneys representing different clients with sizilar legal
interests to share information without having to disclose
it to others.””) (adopting and quoting Teleglobe Commc’ns
Corp v BCE, Inc (In re Teleglobe Comme'ns Corp), 493 F3d
345, 364 (3d Cir 2007)).

17. No 08-13141, 2011 Bankr LEXIS 299, at *13-15
(Bankr D Del Feb 3, 2011).

18. Id at *32.

19. Id at *3 n4, *9-10.

20. Id at *9-10.

21. Id at *13-15.

22. Mobile Med Int] Corp v Advanced Mobile Hosp Sys,
Ine, No 2:07-cv-231, 2015 US Dist LEXIS 23110, at *5-6
(D Vt Feb 24, 2015) (relying upon US' v Schwinmer, 892
F2d 237, 238 (2d Cir 1989)).

23.2015 US Dist LEXIS 23110, at *5 (citation omit-
ted).

24.979 F Supp 108, 110-11 (D Conn 1997).

25. 1d at 110.

26. 1d.

27. 1d.

28. Id at 112-13.

29. Id.

30. Id.

31. 22 F Supp 3d 319 (SDNY 2014). Prior to send-
ing this article to print, the Second Circuit Court of
Appeals reversed this most narrow interpretation of the
privilege, which demonstrates the uncertainty that ex-
ists in this area of the law. See 806 F3d 34, 42-43 (2d Cir
2015).

32.1d at 323.

33. See 7d.

34. Id.

35. Id at 323-24.

36. See id at 324-25.

37. Id at 337.

38. Id at 325.

39. Id.

40. 22 F Supp 3d at 331.

41.1d.

42. 1d at 333.

43. See id at 331.

44. Another good example of this very narrow in-
terpretation is Coben v Cohen, No 09 Civ 10230, 2015 US
Dist LEXIS 21319, at *10 (SDNY Jan 29, 2015) (“Ms.
Napp is not a party to this litigation, and there has been
no suggestion that she has any legal claim against De-
fendants whatsoever. She thus cannot possibly share any
legal interest with Plaintiff sufficient to invoke the com-
mon interest doctrine.”).

45. See eg, JE Dunn Constr Co v Underwriters at Lioyds
London Syndicate # 2623, No 05-0092-CV-W-FJG, 2006
US Dist LEXIS 26694, at *4 (WD Mo Apr 25, 20006) (in-
terpreting the common interest privilege to require a le-
gal interest, not merely a commercial interest, in contrast
to the Eighth Circuit standard under which commercial
interests are sufficient); Beyond Sys, Inc v Kraft Foods, Inc,
No PJM-08-409, 2010 US Dist LEXIS 78689, at *9-10
(D Md Aug 3, 2010) (requiring the production of shared
communications because sharing parties did not have an
identical legal interest, in contrast with the Third Circuit
standard which merely requires a siwilar legal interest).

46. United States v Snareg, No 5:13 CR 420, 2014
US Dist LEXIS 63687, at ¥*17 (ND Ohio May 8, 2014)
(footnote omitted).

47. See State Farm Mut Auto Ins Co v Hawkins, No
08-10367, 2010 US Dist LEXIS 55260, at *17 (ED Mich
June 4, 2010).

48. No 1:09 CR 222, 2009 US Dist LEXIS 123884,
at *1 (ND Ohio Dec 23, 2009).

49. The Lucas case pertains to the work product
privilege and not the attorney-client privilege. However,
the Lucas Court used the common interest analysis to
analyze the parties’ rights to withhold the documents
that were the subject of the dispute, so it is nonetheless
instructive.

50. Id. at *12.

51. Id. at *14-17 (citation omitted).
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52. 1d. at *15-17.

53. No 2:10-cv-615, 2013 US Dist LEXIS 48819
(SD Ohio Apr 4, 2013).

54. Id. at *2-3.

55. Id. at *3-6.

506. Id. at *6 (citations, quotations, and internal punc-
tuation omitted) (emphasis added).

57. 1d. at *9-10.

58. Id.

59. No 3:03-cv-428, 2006 US Dist LEXIS 21837
(ED Tenn Mar 28, 20006).

60. Id. at *27.

61. Id. at *28.

62. 1d. at *32.

63. Id. at *30-33.

64. See Rosser Intl, Inc v Walter P. Moore & Assocs, Ine,
No 2:11-¢cv-1028, 2013 US Dist LEXIS 108561, at *57
(WD Pa Aug 2, 2013) (discussing the best practice under
Pennsylvania state law).

65. Id. at *57-58.

66. Cf Integrated Global Concepts, Inc v j2 Global, Ine,
No 5:12-cv-03434-RMW; 2014 US Dist LEXIS 7294, at
*5-6 (ND Cal Jan 21, 2014) (recognizing the benefits of
having a common interest privilege agreement in writ-
ing) (footnotes, quotations, and internal punctuation
omitted).

67. Cf Schaeffer, 22 F Supp at 334 (holding that “[w]
hile a written agreement [a common interest agreement]
can be relevant to demonstrating actual cooperation
toward a common legal goal, the mere assertion of a
common legal interest in a written agreement cannot
create such an interest”); but see footnote 31.
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Applying Claim Preclusion in
Michigan: A Call for Clarity

By Joseph K. Grekin, John J. Stockdale, Jr., and Jeffery J. Sattler

Introduction

The doctrine of res judicata is intended to
“relieve parties of the cost and vexation of
multiple lawsuits, conserve judicial resourc-
es, and, by preventing inconsistent decisions,
encourage reliance on adjudication.”* “The
doctrine bars a second, subsequent action
when (1) the prior action was decided on
the merits, (2) both actions involve the same
parties or their privies, and (3) the matter
in the second case was, or could have been,
resolved in the first.”? Res judicata bars not
only claims already litigated, but also claims
that the parties, exercising reasonable dili-
gence, could have raised but did not.?

The third prong of the res judicata stan-
dard has caused some confusion over the
years, because at least two different tests are
used to interpret the third prong —the “same
transaction” test and the “same evidence”
test. The Michigan Supreme Court had ad-
opted the “same transaction” test for res ju-
dicata standard. Yet, many Michigan courts
continue to misapply the “same transaction”
test or apply the “same evidence” test. This
has created uncertainty for litigants and
courts.

This article discusses the two tests courts
generally considered in analyzing the third
prong of the res judicata standard, followed
by discussion of the Michigan Supreme
Court’s effort to clarify that the “same trans-
action” test is applicable under Michigan law
when analyzing the third prong of the res
judicata standard. The article then identifies
two recent cases bookending the continued
application of different tests for res judicata.
Finally, the article identifies how other states
have clarified their res judicata standards and
concludes with proposed language codifying
the “same transaction” test.

The Same Transaction Test and the
Same Evidence Test

“The ‘same transaction’ test and the ‘same
evidence’ test are alternative approaches
used in determining the applicability of res
judicata.”*

The “same evidence” test bars only those
claims in the second suit where the evidence
or essential facts are identical.’ “Under the
same evidence test the definition of what
constitutes a cause of action is narrower than
under the transaction test.”® As a result, one
commentator noted that “the same evidence
test served best as a “test for inclusion” rather
than a “test for exclusion.”””

By contrast, the “same transaction” test
results in a broader prohibition. The “same
transaction” test bars the claims in the second
case that arose as part of the same transaction
or occurrence as the claims in the first case.?
The “same transaction” test is approached
pragmatically by considering whether the
facts in the two cases are related in time,
space, origin, or motivation and whether
they form a convenient trial unit.’

The Michigan Supreme Court Has
Adopted the Same Transaction
Test

In 2004, the Michigan Supreme Court recog-
nized that “there appears to be some confu-
sion regarding the relationship between the
same transaction test and the same evidence
test, [and] we take this opportunity to pro-
vide clarification.”

Adair v State considered whether res judi-
cata applied to re-litigation of similar issues
by similar parties under the Headlee Amend-
ment, Mich Const. 1963, art 9, § 29.* In do-
ing so, the court acknowledged that it “has
taken a broad approach to the doctrine of res
judicata, holding that it bars not only claims
already litigated, but also every claim arising
from the same transaction that the parties,
exercising reasonable diligence, could have
raised but did not.”*?

The court then recognized that because its
decision in Dart used the narrower “same ev-
idence” test, clarification regarding the prop-
er test was necessary."” After a discussion of
the “same transaction” test and the “same
evidence” test, the Michigan Supreme Court
adopted the “same transaction” test, stating:

Because this Court has accepted the

validity of the broader transactional
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test in Michigan, we need not consid- The appellate court disagreed. It initially
er as dispositive plaintiffs’ assertions considered whether the compulsory joinder
that the evidence needed to prove this rule, MCR 2.203(A), required that a judicial
case is different than was needed in foreclosure action be brought together with
[the first case]. Although that fact may the breach of guaranty claim and the request
have some relevance, the determina- for an appointment of a receiver.” It reasoned
tive question is whether the claims in that “[t]wo claims arise out of the same trans-
the instant case arose as part of the action or occurrence [for compulsory joinder
same transaction as did the claims in purposes] if ‘the same facts or evidence are
[the first case]. “Whether a factual essential to the maintenance of the two ac-
grouping constitutes a ‘transaction” for tions.””? The appellate court concluded that
purposes of res judicata is to be deter- “while some facts may have overlapped
mined pragmatically, by considering (such as whether Marketplace defaulted on
whether the facts are related in time, the mortgage), the same facts and evidence were
space, origin or motivation, [and] wheth- not essential to both actions” and, therefore,
er they form a convenient trial unit... compulsory joinder was not required.”
46 Am Jur 2d, Judgments § 533, p 801 The appellate court then turned to the is-
(emphasis added). Zu(;: of w}ietherbres jﬁdicata Ccc)luld be aII)pliled
efensively to bar the second action. In do- : :
Michigan Appellate Courts ing so, the appellate court reasoned that “[j] Res judicata
Continue to Apply Different Tests ust as with compulsory joinder, claims arise bars not
for Res Judicata from the same transaction for the purposes of Ol’lly claims
. ., o res judicata if they concern identical evidence
De‘sp%te Adair’s efforts at clar1f1cat10p, the or essential facts.”? The appellate court then already
Michigan Cpurt of APPeals r.eceptly.lssued concluded that res judicata did not apply be- litigated ,
two unpublished decisions highlighting the ., ;<o “[t]he guaranty action did not arise but also

continued confusion over application of the
“same transaction” test.

In Marketplace of Rochester Hills Parcel B,
LLC v Comerica Bank,"> Marketplace allegedly
defaulted on a $25 million promissory note,
which caused the mortgagee of its shopping
center to sue Marketplace and the guarantors
(the “First Suit”), alleging the loan was in de-
fault and the guarantees had been breached,
and asking for appointment of a receiver.
The parties accepted case evaluation and dis-
missed the First Suit with prejudice.”

After First Suit was dismissed, the mort-
gagee noticed the rents from Marketplace’s
tenants under the mortgage under its assign-
ment of rents.’* As a result, Marketplace sued
the mortgagee for conversion and tortious
interference, using res judicata offensively —
as a sword instead of a shield.” Under its
res judicata theory, Marketplace argued that
the mortgagee could no longer enforce the
mortgage, including the assignment of rents,
because the mortgagee had already sued
Marketplace seeking the appointment of a
receiver and the guarantors for breach of the
guarantees in the First Suit.* Marketplace
claimed that the mortgagee’s failure to in-
clude a claim under the mortgage in the First
Suit precluded it from noticing “Market-
place’s tenants to make payments to it under
the mortgage.”*

from the same transaction or occurrence as
the bank’s potential actions under the mort-
gage.””

A review of Adair shows that the Market-
place court misapplied Adair. The Marketplace
court relied on the first sentence in this sec-
tion of Adair for its definition of res judicata:

This Court has noted that “res judi-

cata bars a subsequent action between

the same parties when the evidence
or essential facts are identical.”

This statement refers to what is gener-

ally called the “same evidence” test.

Because there appears to be some

confusion regarding the relationship

between the “same transaction” test
and the “same evidence” test, we take
this opportunity to provide clarifica-
tion.*
However, Aduair later clarifies that the appro-
priate standard is not the “same evidence”
test, but the “same transaction” test.?? The
Marketplace court applied the “same evi-
dence” test.® If the Marketplace court applied
the “same transaction” test as required by
Adair, the outcome might have been differ-
ent.

In stark contrast to Marketplace, the Michi-
gan Court of Appeals in Green v Ziegelman®
applied the “same transaction” test recited in
Adair. As a result, the Green court held that a

claims that
the parties,
exercising
reasonable
diligence,
could have
raised but did
not.
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The
widespread
disparity

in the res
judicata
standards
used by
Michigan
appellate
courts results
in uncertainty
among
litigants and
trial courts.

claim in a subsequent suit did not arise out of
a transaction or occurrence that was the sub-
ject of a prior suit.

In Green, investors formed a limited li-
ability company (“LLC”) to develop 13 acres
of land in Washtenaw County into industrial
office space.®? To achieve those ends, the in-
vestors brought in an architectural firm to
serve as architect and construction manager
for the project, and they made the architec-
tural firm’s principal a member of the LLC.*

The relationship between the investors
and the architectural firm’s principal soured
after the architectural firm’s principal made
an unsuccessful play to seize control of the
project, and thereafter caused the architectur-
al firm to stop performing.* In 2006, the LLC
sued the architectural firm and its principal
and received a $156,313 judgment against the
architectural firm.*

During post-judgment discovery, the in-
vestors learned that the principal had mate-
rially misrepresented the architectural firm’s
experience and transferred the architectural
firm’s assets to a new entity ten days after
entry of the judgment.®* The investors com-
menced a second suit against the principal
and the architectural firm under piercing the
corporate veil and fraudulent transfer theo-
ries. The trial court concluded in 2013 that res
judicata did not prohibit the second suit and
that the principal was jointly and severally li-
able for the $156,313 judgment.””

The principal appealed, arguing that res
judicata applied to bar actions against him
personally that could have been brought in
the 2006 suit, and that the failure of the inves-
tors to do so precluded them from bringing
it in the 2013 case.® The appellate court dis-
agreed. First, it reasoned:

Michigan courts have broadly
applied res judicata to bar “not only
claims already litigated, but every
claim arising from the same transac-
tion that the parties, exercising reason-
able diligence, could have raised but
did not.” This Court will not, however,
use res judicata to “lighten the loads
of the state court by precluding suits
whenever possible” —we employ it to
promote fairness.*

The appellate court then went on to apply the
“same transaction” test recited in Adair:

Accordingly, this Court applies the

same transaction test “pragmatically,

by considering whether the facts are
related in time, space, origin or moti-

vation, and whether they form a con-

venient trial unit.” If the new claim

or claims arise from the same group

of operative facts as the previously

litigated claim or claims, even if there

are variations in the evidence needed

to support the theories of recovery, we

will treat the claims as the same and res

judicata will apply.®

The Green court concluded, “[W]hether
a claim could have been litigated is subject
to a reasonable person standard: whether a
party ‘exercising reasonable diligence” could
have raised the claim, even if the actual party
or parties neglected to do so.”* The court
held that a reasonable person could not have
raised the misrepresentation claim against
the principal in 2006 because the principal
did not fraudulently transfer the architectur-
al firm’s assets until after the court entered
its 2006 judgment and because the transfer
was not discovered until post-judgment dis-
covery.®

Green and Marketplace are examples of a
wider problem. Despite the Supreme Court’s
attempt in Adair to settle this area of the law,
Michigan courts continue to use different
tests (or different versions of the same test) to
define the scope of res judicata. For instance,
numerous courts are combining or mixing
the definitions of the same transaction and
the same evidence tests.* Others are recog-
nizing the validity of both tests.*

Other States Have Codified the
“Same Transaction” Test

The widespread disparity in the res judicata
standards used by Michigan appellate courts
results in uncertainty among litigants and
trial courts. In any particular case, it is dif-
ficult, if not impossible, to determine which
test for the application of res judicata will be
applied.

This uncertainty is anathema to the cen-
tral purpose of res judicata. The doctrine is in-
tended to prevent inconsistent decisions and
encourage reliance on adjudication.”® When
the doctrine itself is inconsistently applied,
the inconsistency cuts against the very rea-
son for its existence.

At least two states have addressed con-
flicts arising from the different tests for res ju-
dicata by codifying a standard in a statute or
court rule. The legislative history in each case
illustrates that the purpose, in part, was to
add certainty to the application of res judicata.
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First, Louisiana codified the doctrine of
res judicata in 1990 in La. R.S. §13:4231.% The
Louisiana legislature specifically adopted
the “same transaction” test to “requir[e] the
plaintiff to seek all relief and to assert all
rights which arise out of the same transaction
or occurrence.”¥ Part of the reason for the
statute was that, “by focusing on the transac-
tion or occurrence which would be compara-
tively easy to determine, this proposal avoids
the much more difficult problem of defining
what constitutes ‘cause of action.”

In 2006, the Virginia Supreme Court ad-
opted Rule 1:6, which also codified the
“same transaction” test.* The codification
was in response to the court’s decision in Da-
vis v Marshall Homes, Inc,® which adopted the
“same evidence” test.>® The Davis decision
was widely thought to be a judicial anomaly,
and commentators remarked that it confused
experienced litigators and trial judges.” Two
years after Davis, the Virginia Supreme Court
reversed itself and adopted Rule 1:6, which
incorporated the “same transaction” test “on
the ground that it best furthered the tradi-
tional goals of res judicata.”*

Recommendation — Codifying the
Standard

The Michigan Supreme Court attempted in
Adair to clarify that Michigan law applies
the “same transaction” test and not the
“same evidence” test in determining wheth-
er res judicata precludes bringing a claim.*
But despite its efforts at clarification, many
Michigan appellate courts continue to use
different tests.®> As a result, black-letter law
is needed to rectify the continuing confusion
regarding these tests and to bring consisten-
cy and certainty to a doctrine that is intended
to provide these much needed attributes to
trial courts and litigants.

To that end, the authors suggest that the
legislature follow Louisiana and codify the
res judicata standard or, in the alternative,
the Michigan Supreme Court follow Virginia
and adopt a court rule clarifying the stan-
dard. The authors propose the following lan-
guage for a statute or court rule:

Res Judicata— Claim Preclusion

A. A second or subsequent action is
barred when
1. There was a previous action
which involved the same parties
or their privies;
2. The first action was decided on

the merits; and

3. The matter contested in the
second action (i) arises from the
same transaction or occurrence,
and (ii) was or, had such claimant
exercised reasonable diligence,
could have been resolved in the
first action.’

B. For the purposes of (A)(3) above,
whether a factual grouping consti-
tutes a ‘transaction or occurrence’
is determined pragmatically, by
considering whether the facts are
related in time, space, origin or
motivation and whether they form
a convenient trial unit, and regard-
less of whether the evidence, legal
elements or essential facts of the
first action are necessary to main-
tain the second action.”

C. The law of privity as articulated in
Michigan caselaw is unaffected by
this Rule and remains intact.

This proposed language, which adopts
the Michigan Supreme Court’s test from
Adair, would resolve the differences between
the appellate courts regarding how res judi-
cata is applied. It would provide a clear stan-
dard that could guide trial courts and future
litigants. In short, it would help the res judi-
cata doctrine provide what it was intended to
provide all along—the conservation of judi-
cial resources, the prevention of inconsistent
decisions, and encouragement of the reliance
on adjudication.®
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Receivership Forms Update

By Judy B. Calton'

The Spring 2015 issue of the Michigan Busi-
ness Law Journal published an article “Receiv-
ership Forms” on the nine forms the Receiv-
erships Forms Committee? had drafted and
submitted to the Michigan Supreme Court’s
Administrative Office (“SCAQ”) for consid-
eration and adoption.

On February 10, 2016, SCAO released the
following four forms, which are listed below
and follow, to be used in receivership estate
cases:

MC 439 Notice of Order Appointing

Receiver (Receivership Estate)

MC 440 Acceptance of Receivership

Appointment (Receivership Estate)

MC 441 Notice of Receiver’s Applica-

tion for Fees or Expenses (Receivership

Estate)

MC 442 Final Report and Accounting

(Receivership Estate)

The forms can be downloaded from
http://courts.mi.gov/Administration/
SCAO/Forms/Pages/Recent-Form-Revi-
sions.aspx. The other proposed forms were
not adopted.
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Approved, SCAO

Original - Court 2nd copy - Plaintiff

1st copy - Defendant 3rd copy - Receiver
STATE OF MICHIGAN CASE NO.
JUDICIAL CIRCUIT NOTICE OF ORDER
JUDICIAL DISTRICT APPOINTING RECEIVER
COUNTY PROBATE (RECEIVERSHIP ESTATE)

Court address

Court telephone no.

Plaintiff(s) name(s), address(es), and telephone no(s).

Defendant(s) name(s), address(es), and telephone no(s).

Plaintiff's attorney, bar no., address, and telephone no.

Defendant’s attorney, bar no., address, and telephone no.

[ ] Probate In the matter of

YOU ARE NOTIFIED:

On , the court appointed

Date

Name of receiver

as receiver for the receivership estate described below.

Description of Receivership Estate

Name and Address of Person/Entity with Recorded Interest in Receivership Estate

Date

Signature of receiver/authorized agent of receiver

Name (type or print)

Address

City, state, zip Telephone no.

CERTIFICATE OF MAILING

| certify that on this date | served a copy of this notice on the parties or their attorneys and all persons or entities named
above as having a recorded interest in the receivership estate by first-class mail addressed to their last-known addresses in

accordance with MCR 2.107(C)(3).

Date

Mmc 439 (12/15) NOTICE OF ORDER APPOINTING RECEIVER (RECEIVERSHIP ESTATE)

Signature

MCR 2.622(D)(2)



Original - Court 2nd copy - Plaintiff

Approved, SCAO 1st copy - Defendant 3rd copy - Receiver
STATE OF MICHIGAN CASE NO.
JUDICIAL CIRCUIT ACCEPTANCE OF
JUDICIAL DISTRICT RECEIVERSHIP APPOINTMENT
COUNTY PROBATE (RECEIVERSHIP ESTATE)
Court address Court telephone no.
Plaintiff(s) name(s), address(es), and telephone no(s). Defendant(s) name(s), address(es), and telephone no(s).
\'

Plaintiff's attorney, bar no., address, and telephone no. Defendant’s attorney, bar no., address, and telephone no.
[ |Probate Inthe matter of

1. 1 accept the appointment as receiver for the receivership estate identified in the order of appointment.
2. By accepting this appointment, | acknowledge the following:

a. | am not disqualified under MCR 2.622(B)(6).

b. | am submitting to the personal jurisdiction of the court.

c. As receiver, | am a fiduciary for the benefit of all persons appearing in this action or proceeding.

d. | agree to file reports as required by court rule, statute, and order of this court.

e. | agree to perform the duties of a receiver as required by court rule, statute, and order of this court.

Date Signature of receiver/authorized agent of receiver

Name (type or print)

Address

City, state, zip Telephone no.

| CERTIFICATE OF MAILING |

| certify that on this date | served a copy of this acceptance of receivership appointment on the parties or their attorneys by
first-class mail addressed to their last-known addresses as defined in MCR 2.107(C)(3).

Date Signature

Mmc 440 (12/15) ACCEPTANCE OF RECEIVERSHIP APPOINTMENT (RECEIVERSHIP ESTATE) MCR 2.622(D)(1)



Original - Court 2nd copy - Plaintiff
Approved, SCAO 1st copy - Defendant 3rd copy - Receiver

STATE OF MICHIGAN , CASE NO.
JUDICIAL cIRcuiT | NOTICE OF RECEIVER’S APPLICATION FOR

JUDICIAL DISTRICT| COMPENSATION, FEES, OR EXPENSES

COUNTY PROBATE (RECEIVERSHIP ESTATE)
Court address Court telephone no.
Plaintiff(s) name(s), address(es), and telephone no(s). Defendant(s) name(s), address(es), and telephone no(s).
\'
Plaintiff's attorney, bar no., address, and telephone no. Defendant’s attorney, bar no., address, and telephone no.

[ | Probate In the matter of

YOU ARE NOTIFIED:

1. I have been appointed receiver of the receivership estate identified in this case.

2. 0On = , | filed an application for [ ] compensation | payment of fees or expenses
ate

for my service as receiver. A copy of that application is attached to this notice.

3. You may object to this application. Any objection must be in writing and filed with the court within 7 days after service of this
notice. You must serve a copy of your objection on the receiver in accordance with MCR 2.107.

4. If an objection is filed, the court will schedule a hearing on the objection and notify all parties of the scheduled hearing.

Date Signature of receiver/authorized agent of receiver

Name (type or print)

Address

City, state, zip Telephone no.

| CERTIFICATE OF MAILING |

| certify that on this date | served a copy of this notice of receiver’s application for compensation, fees, or expenses on the
parties or their attorneys by first-class mail addressed to their last-known addresses as defined in MCR 2.107(C)(3).

Date Signature

MCR 2.622(F)
Mc 441 (12/15) NOTICE OF RECEIVER’S APPLICATION FOR FEES OR EXPENSES (RECEIVERSHIP ESTATE)




Approved, SCAO

Original - Court 2nd copy - Plaintiff
1st copy - Defendant 3rd copy - Receiver

STATE OF MICHIGAN

JUDICIAL CIRCUIT FINAL REPORT AND ACCOUNTING
(RECEIVERSHIP ESTATE)

JUDICIAL DISTRICT
COUNTY PROBATE

CASE NO.

Court address

Plaintiff(s) name(s), address(es), and telephone no(s).

Plaintiff’s attorney, bar no., address, and telephone no.

Court telephone no.

Defendant(s) name(s), address(es), and telephone no(s).

Defendant’s attorney, bar no., address, and telephone no.

[ | Probate In the matter of

1. I have been appointed receiver of the receivership estate in this case. | submit this final report and accounting as required by
MCR 2.622(D)(7). An accounting of the income and expenses of the receivership estate is included.

(NOTE: If there are surplus assets in the receivership estate after distributions are made and expenses are paid, the final report and accounting should

contain a proposed distribution schedule of those remaining assets.)

2. SUMMARY
Balance on hand from first accounting (or value of inventory from first accounting)................. $
Add income (total from SChedule A).........oo i $
Total assets aCCOUNLEA TO.........oiiiiii s $
Subtract disbursements (total from Schedule B)..........ccccooiieiiiiiiieieeeeee e $
Total balance of assets remaining (itemize and describe in Schedule C)............ccccoevieeiinenn. $

L] The accounting is contained on separate attached sheets.

SCHEDULE A: Income

SCHEDULE B: Expenses and other disbursements,
including distributions to a party or parties and creditors

Source of income

Amount

Disbursement Amount

Total Income

Total expenses and disbursements

Mc 442 (12/15) FINAL REPORT AND ACCOUNTING (RECEIVERSHIP ESTATE) MCR 2.622(D)(7)



SCHEDULE C: Itemized assets remaining. If additional sheets are required, write “See attached sheets.”

Asset Value
BALANCE OF ASSETS REMAINING
Total number of attached pages of supporting documentation:
Date Signature of receiver/authorized agent of receiver
Name (type or print)
Address
City, state, zip Telephone no.

CERTIFICATE OF MAILING

| certify that on this date | served a copy of this final report and accounting, including all attachments, on the parties or their

attorneys by first-class mail addressed to their last-known addresses as defined in MCR 2.107(C)(3).

Date Signature



Case Digests

Contracts—Force Majeure Clause

Kyocera Corp v Hemlock Semiconduct LLC, No 327974,
2015 Mich App LEXIS 2249 (Dec 3, 2015)

The parties entered into four long-term contracts between
2005 and 2008 that required plaintiff to purchase a certain
quantity of polysilicon annually over a ten-year period.
Plaintiff contracted to secure a long-term, stable supply
of polysilicon while the trade-off was a fixed price and an
obligation to pay for polysilicon, even if that need later
proved to be non-existent. The parties did not set a price
floor or ceiling, meaning that plaintiff assumed all down-
side price risk and defendant assumed all upside price risk
if the market price rose. Each agreement also contained an
acceleration clause that made plaintiff liable for the full
purchase price of all unordered polysilicon for the entire
length of the contract if there was a default in payment.

At issue in this case was the November 13, 2008, long-
term supply agreement under which plaintiff was to pay
defendant over $514,848,000 in advance payments for set
amounts of polysilicon to be purchased through 2020. The
deliveries were scheduled to begin in 2011 and end in
2020. This agreement contained a force majeure provision,
which stated:

Neither Buyer nor Seller shall be liable for delays or

failures in performance of its obligations under this

Agreement that arise out of or result from causes

beyond such party’s control, including without limi-

tation: . . . acts of the Government . . ..

Plaintiff alleged that after this agreement was executed
the Chinese government provided illegal subsidies to Chi-
nese companies and engaged in “large-scale dumping,”
i.e., “where a foreign producer aided by state support sells
a product at a price that is lower than its cost of produc-
tion to manipulate an industry and capture market share.”
Plaintiff alleged that this resulted in China gaining 75 per-
cent of the global solar panel market and caused over 20
United States and European manufacturers to go out of
business and solar panel prices to decline precipitously.
In 2012, the United States imposed anti-subsidy and anti-
dumping import tariffs on Chinese-manufactured compo-
nents of solar panels. As a result of China’s market interfer-
ence, plaintiff alleged that the price of polysilicon to which
the parties agreed in 2008 was significantly higher than the
2015 market price. Plaintiff maintained that as a result of
the price change that defendant reduced its participation
in the solar market and focused on enforcing its long-term
contract, in many cases accepting cash settlements without
having to provide polysilicon, which caused defendant to
remain profitable despite the United States and China’s
lack of progress toward resolution of the dispute.

In 2011 and 2012, the parties agreed to a series of
amendments to the agreement at issue, lowering the gross
price and applying advance payments to shipments in
50

2011 and 2012 but leaving the gross prices from 2013 to
2020 unchanged. Plaintiff alleged that after the 2011 and
2012 amendments were signed, defendant began a strate-
gy of abandoning long-term contracts by refusing amend-
ments and keeping its customers’ advance payments
while charging them double the market prices, resulting
in defendant’s invocation of the acceleration clauses of the
long-term contracts, lawsuits, and settlements. By 2014,
defendant insisted that there would be no further amend-
ments to the agreement in this case and that in December
2014, after the United States imposed further anti-dump-
ing duties on Chinese solar panels and cells, defendant’s
Tennessee plant was permanently closed.

On February 2, 2015, plaintiff sent notice to defendant
that it would be exercising its right under the force majeure
clause to discontinue its contractual obligations because of
the actions of the Chinese government. On February 13,
2015, plaintiff filed a complaint for declaratory judgment,
seeking a declaration that the acts of the Chinese or United
States governments constituted a force majeure event and
that it was not liable for delays or failures to perform for so
long as the force majeure event continued. Defendant filed
a motion for summary disposition, alleging that plaintiff
had failed to state a claim on which relief could be granted
because the force majeure clause did not apply to changes
in financial conditions and no governmental act prevented
plaintiff from performing under the agreement. The trial
court granted defendant’s motion, ruling that the force
majeure clause unambiguously indicated that even if the
acts of the Chinese or United States governments consti-
tuted a force majeure event, economic hardship caused by
market conditions “simply is not sufficient to invoke force
majeure,” particularly in the context of a take-or-pay con-
tract. Also, the force majeure clause in the parties” contract
“does not provide [plaintiff] any potential relief from its
obligation to pay merely because the contract price is no
longer financially advantageous.”

The court of appeals affirmed the trial court’s ruling.
Observing that there is a paucity of Michigan cases inter-
preting force majeure clauses, the court stated that general
rules of contract interpretation, such as that terms used
in a contract are to be given their commonly used mean-
ings unless defined in the contract, apply to the interpreta-
tion of force majeure clauses. Contracts are to be read as a
whole, but force majeure clauses are generally narrowly
construed. The clause “will generally only excuse a party’s
nonperformance if the event that caused the party’s non-
performance is specifically identified.” The court noted
that most of plaintiff's complaint for declaratory relief
consisted of allegations of bad behavior by the defendant,
which, even if true, could not be the basis for relief under
the force majeure clause since none of the alleged acts were
“acts of God; acts of the Government or the public enemy;
natural disasters; fire; flood; epidemics; quarantine restric-
tions; strikes; freight embargoes; war; acts of terrorism;
[or] equipment breakage.” The court held that the conduct
alleged in this case did not constitute a force majeure event
under the parties” contract and that the trial court should
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have, had it considered the issue, granted summary dis-
position to defendant on that additional ground. Regard-
less of how the court analyzed whether a force majeure
event occurred, or whether plaintiff’s alleged inability to
perform its contractual obligations arose out of or resulted
from an assumed force majeure event, the court’s hold-
ing would be the same: plaintiff failed to state a claim on
which relief could be granted, and the trial court properly
granted summary disposition to defendant. Permitting a
force majeure clause to provide a party with relief from
an unprofitable market downturn would defeat the pur-
pose of a take-or-pay contract, under which a party (such
as plaintiff in this case) obligated itself to purchase a set
amount of a product at a set price per year, or to pay the
other party the difference between the amount of product
it purchased and the amount specified in the contract. Fi-
nancial hardship or unprofitability do not constitute the
type of delay or performance failure that are sufficient to
warrant relief under a force majeure clause.

WARN Act—Aggregation of Layoffs

Morton v Vanderbilt Univ, 809 F3d 294 (6th Cir 2016)

Theuniversity provided 279 employeeswithindividualized
letters on September 13, 2013, notifying them that their
positions would be eliminated in 60 days. The letters
stated that the employees would “’remain employed’” but
were placed on ““paid leave,”” were no longer required to
report to work, should gather their personal belongings
and return all university property, and were taken to
discuss career transition counseling, after which they were
told to leave the campus. The university had previously
laid off other employees on July 1, 2013, and aggregating
the September layoffs would put the number over the 500
employee WARN Act threshold. The court held that the
WARN Act is not triggered when an employer does what
the university did in this case—provide employees with
60-day notice, continue to pay their wages and provide
benefits, but not permit them to report for duty during the
notice period. The employees remained employed on paid
leave until they no longer received wages and accrued
benefits in November 2013. The court stated that there is
nothing illegal about an employer spacing out layoffs so
that some occur beyond a relevant 90-day period.

Whistleblowers’ Protection Act—Future Acts
Not Protected

Pace v Edel-Harrelson, No 151374, 2016 Mich LEXIS 59
(Feb 1, 2016)

Plaintiff brought suit against her former employer, its
executive director and operations manager, claiming that
she was wrongfully terminated on January 18, 2012 in vio-
lation of the Whistleblowers” Protection Act (WPA). Plain-
tiff alleged that the operations manager stated that she
intended to use the employer’s grant money to purchase a
stove for her daughter. According to plaintiff, the manager

implied that plaintiff should document the transaction in
the name of a specific client to cover up the unauthorized
purchase. The manager denied ever using grant funds for
this purpose or ever discussing the purchase with plaintiff.
Plaintiff testified that she contacted two of her supervisors
to inform them of the manager’s plans. When plaintift’s
supervisors did not act on her warning, plaintiff reported
this directly to the executive director in December 2011 or
early January 2012. Although the director allegedly said
that she would look into the matter, the director claimed
in a later deposition that she had no recollection of this
discussion with plaintiff. Plaintiff's employment was ter-
minated on January 18, 2012, allegedly for harassing and
intimidating behavior toward a fellow employee in viola-
tion of defendants” employment policies in a January 2012
incident. On April 10, 2012, plaintiff brought this action
alleging that her termination violated the WPA. Defen-
dants later moved for summary disposition, arguing that
plaintiff could not establish a prima facie case under the
WPA because (1) no conduct had occurred that could be
considered a violation or suspected violation of a law, and,
therefore, plaintiff did not engage in “protected activity”
under the WPA and (2) plaintiff could not demonstrate a
causal connection between her report of an alleged sus-
pected violation of a law and her termination. The circuit
court granted summary disposition in favor of defendants,
ruling that plaintiff failed to establish that a violation or
suspected violation of a law occurred. On February 24,
2015, the court of appeals reversed the circuit court’s rul-
ing. The court held that plaintiff presented sufficient evi-
dence to establish a genuine issue of material fact that she
had engaged in protected activity and that the alleged pro-
tected activity was causally connected to her later termina-
tion, which rendered summary disposition improper.

The WPA provides protection to an employee who re-
ports “a violation or a suspected violation of a law” to a
public body. MCL 15.362. Because “a violation or a sus-
pected violation” refers to an existing violation of a law,
the plain language of the statute envisions an act or con-
duct that has actually occurred or is ongoing. The statute
does not contain language encompassing future, planned,
or anticipated acts amounting to a violation or a suspected
violation of a law. Because plaintiff in this case merely re-
ported another’s intent to violate a law in the future, plain-
tiff was not protected and had no recourse under the WPA.
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