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By a. Howard Metro 
and Ginny Cascio

Client Company, a Maryland 
corporation, comes to you for 

advice. Client Company recently 
purchased a yacht for the use of the 
Board of Directors from another com-
pany controlled by the same board 
members. Angered by this frivolous 
purchase, the minority shareholders 
have demanded that the Board of 
Directors remedy this alleged self-
dealing or they will take action. How 
do you advise your client?

The Court of 
Appeals Raises 
the Standard 
in Derivative 

Lawsuits 

Boland 
v. 

Boland – 
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Thankfully, the recent October 2011 
Maryland Court of Appeals decision, 
Boland v. Boland, gives direction to 
Maryland corporations’ Boards of 
Directors (the “Board”), dissatisfied 
shareholders (“Shareholders”), and 
their attorneys involved in deriva-
tive lawsuits. Settling an important 
question in Maryland corporate law, 
Boland establishes the definitive judi-
cial standard that Maryland courts 
must apply when reviewing the pro-
priety of a Board’s response to allega-
tions of wrongdoing. Boland v. Boland, 
31 A.3d 529, 561-62 (Md. 2011). 

Of significance, the Court declined 
to adopt Delaware’s Zapata standard, 
which permits court intervention and 
review of the Board’s or special litiga-
tion committees’ (“SLC”) judgment, 
even when it is established that the 
Board acted in good faith and satis-
fied standards of procedural fairness. 
Zapata Corp. v. Maldonado, 430 A.2d 779, 
788-89 (Del 1980). By rejecting Zapata, 
the Court has opted not to disturb the 
Board’s decisions, as long as the courts 
find that the Board properly exercised 
business judgment, were independent, 
and followed appropriate procedures. 
Boland, 31 A.3d. at 561-62.

This article begins by summarizing 
the evolution of Shareholder rights and 
derivative actions in Maryland that cre-
ated the foundation for Boland. It then 
explains the new standard set by the 
Court and makes practical suggestions 
for the Board and the SLC to promote 
responsible corporate management and 
prevent derivative lawsuits. 

Pre Boland: The Muddy 
Water of derivative Suits  
in Maryland
Maryland has a rich common law 
recognizing the rights of Shareholders 
with legitimate complaints about the 

actions of corporate Boards. On behalf 
of the Shareholders, the Board man-
ages the company and must follow 
the Maryland business judgment rule, 
which is the standard of conduct for 
directors. James J. Hanks, Jr., Maryland 
Corporation Law, § 6.1(a), 6.6 (2011). 
Under this rule, the courts presume 
that the director acted in good faith, 
in a manner in the best interests of 
the corporation, and as “an ordinar-
ily prudent person in a like position 
would … under similar circumstanc-
es.” Md. Code Ann. Corp. & Assn’s 
§ 2-405.1(a); (e) (2012). As long as 
the Board satisfies these requirements, 
courts defer to the Board’s decisions. 
Hanks, supra, § 6.8. If a single direc-
tor or group of directors is interested 
or involved in a transaction with the 
corporation, then those directors are 
no longer protected by the presump-
tion that they acted in good faith. Id. § 
6.6; 6.8(b). Directors become interested 
when they either “appear on both 
sides of a transaction [or] expect to 
derive any personal financial benefit 
from it in the sense of self-dealing.” 
Werbowsky v. Collomb, 766 A.2d 123, 
138 (Md. 2001) (quoting Aronson v. 
Lewis, 473 A.2d 805, 812 (Del. 1984)). 

Corporate governance breaks down 
when the Board fails to protect the 
corporation’s interests due to its own 
irresponsibility, self-interest, or wrong-
doing. See Hanks, supra, § 7.21(a). 
To remedy this problem, the courts 
created a mechanism, the derivative 
suit, to give Shareholders the oppor-
tunity, on behalf of the corporation, to 
“enforce a legal right of the corpora-
tion . . . against directors, officers, or 
employees or agents of the corpora-
tion” and hold directors accountable 
to the Shareholders’ interests. Id. To 
begin a derivative action and seek a 
remedy for a wrong inflicted on the 
company, Maryland law requires the 

Shareholders to either make a demand 
on the directors to correct the issue or 
prove that the demand is excused. Id. 
§ 7.21(c). The court may excuse the 
Shareholders from making a demand 
and deem it futile if the Shareholders 
can prove that a demand would cause 
irreparable harm to the company 
or that the interested directors are 
incapable of correcting their actions. 
Werbowsky, 766 A.2d at 144.

Recent cases suggest that proving 
futility is difficult and Boland further 
implies, although does not explicitly 
declare, that a demand on the Board 
is a requirement prior to initiating liti-
gation. Boland, 31 A.3d at 550 n. 25. 
In most demand actions at least part 
of the Board is interested and is not 
entitled to the business judgment rule 
protection. Boland, 31 A.3d. at 550-51. 
Regardless, in the face of a demand, 
Boards must investigate the allega-
tions to determine if the demanded 
litigation or the suggested remedies 
are in the corporation’s best interest. 
Schenker v. Laureate Educ., Inc., 983 A.2d 
408, 423-24 (Md. 2009). When Boards 
are comprised entirely of interested 
directors, the corporation may form an 
SLC of independent directors. Hanks, 
supra, § 7.21(c). Bestowed with the 
Board’s authority to act on behalf of the 
corporation, the SLC investigates the 
allegations and recommends the cor-
poration’s response. Id. The SLC may 
either find the demand has merit and 
address the remedies or refuse to act 
on a meritless claim. Id. If the demand 
is refused, then the court will allow 
the Shareholders to file a “demand-
refused” action and the court will 
review the SLC’s decision. Id.

It is at this next stage that courts 
in Maryland have been inconsistent. 
Prior to Boland, most Maryland courts 
either applied the standard of judi-
cial review established by New York’s 
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Auerbach case or Delaware’s Zapata 
case to the SLC’s decision. See Boland, 
31 A.3d at 555 n. 32. In Auerbach, the 
New York Court of Appeals recog-
nized that “courts are ill equipped . 
. . to evaluate what are and must be 
essentially business judgments” and 
applied the business judgment rule 
to the SLC’s decisions. Auerbach v. 
Bennett, 393 N.E.2d 994, 1000 (N.Y. 
1979). Auerbach instructed courts to 
review the SLC’s “methodologies and 
procedures” to ensure the disinterest-
ed independence of the SLC members 
and the use of reasonable procedures 
but not the substance of the decision. 
Id. at 1000-02.

In a drastic departure from 
Auberbach, the Delaware Supreme 
Court in Zapata granted the court 
the power to use the court’s inde-
pendent business judgment to review 

the SLC’s decision which, if applied, 
usurps the corporation’s right to regu-
late itself. Zapata, 430 A.2d at 788-89. 
Zapata allows the courts to consider 
the “balance of many factors – ethi-
cal, commercial, promotional, public 
relations, employee relations, fiscals 
as well as legal” in its independent 
review to ensure that the decision 
satisfies the best interests of the com-
pany, protects the shareholders, and 
complies with matters of law and pub-
lic policy. Id. at 788-89. As opposed to 
the court in Auerbach, Zapata instructs 
that “such factors are not ‘beyond the 
judicial reach’” of the court. Id. at 788. 
For over twenty years, most states 
have either applied the Auerbach or 
Zapata rule. In Boland, the Maryland 
Court of Appeals finally chose the 
Maryland judicial standard of review 
for SLC decisions. 

Boland v. Boland: raising 
the Standard
Boland is a very dense and complicated 
case procedurally, factually, and legal-
ly. In short, two shareholders of two 
family-owned corporations brought 
a derivative suit against the corpora-
tions’ directors alleging self-dealing and 
a breach of fiduciary duty. Boland, 31 
A.3d at 536-37. The directors hired two 
independent directors to investigate the 
claims and make a recommendation. 
Id. The SLC members did not have 
business relationships with the corpo-
rations, yet they did have extensive 
experience in business. Id. at 543. The 
independent directors hired an attor-
ney to serve as independent counsel. 
Id. Over the course of five months, the 
SLC interviewed all parties, reviewed 
pertinent documents, and allowed both 
sides to submit memoranda. Id.
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Upon completion of the investiga-
tion, the SLC found that “none of 
the derivative claims have merit and 
the actions on behalf of the corpora-
tion should be terminated.” Id. The 
Circuit Court accepted the SLC’s rec-
ommendation and pursuant to the 
business judgment rule granted sum-
mary judgment in favor of the board. 
Id. at 545. Upon a grant of the writ of 
certiorari, reviewing the Auerbach and 
Zapata standards of judicial review, 
the Maryland Court of Appeals chose 
to establish Maryland’s standard and 
remanded the case back to the Circuit 
Court. Id. at 561; 569. The Court dis-
agreed with other courts’ interpreta-
tions that Auerbach required the court 
to “rubber stamp” the SLC’s decision 
and give broad deference to the SLC. 
Id. at 556. Instead, the Court inter-
preted Auerbach to require a rigorous 
review and established an “enhanced” 
Auerbach test. Id. at 557; 561.

The Court instructed the courts to 
review the composition and proce-
dures of the SLC extensively but not 
the merits of the SLC’s decision. Id. at 
561. Significantly, the Court departed 
from the traditional interpretations 
of the business judgment rule, hold-
ing that there is no presumption that 
“the SLC was independent, acted in 
good faith, or followed reasonable 
procedures.” Id. at 556. Instead, the 
directors must demonstrate through 
minimal proof (the Court suggests an 
affidavit may be sufficient) the pro-
cess used to pick the SLC’s members 
and that the SLC “followed reason-
able procedures and no substantial 
business or personal relationships 
impugned the SLC’s independence 
and good faith.” Id. If the court finds 
that the directors have met this bur-
den, then the Shareholder(s) must 
submit proof to the contrary in order 
to survive summary judgment. Id. If 

the Shareholder(s) submit sufficient 
proof to demonstrate an issue of mate-
rial fact, the burden is on the directors 
to prove at trial “that the SLC was 
independent, acted in good faith, and 
made a reasonable investigation.” Id. 

The Court requires two inquiries: (i) 
whether any business or personal rela-
tionships impugned the SLC’s indepen-
dence and good faith; and (ii) whether 
the SLC followed reasonable investiga-
tion procedures that led to reasonable 
principled conclusions. Id. at 561-62. 
(collectively, the “Boland Standard”). 

To answer the first question, the 
Court focused on the directors’ rela-
tionships with the SLC’s members 
and the procedure for selecting the 
members. The Court looked at any sig-
nificant business, personal, or social 
relationships or incentives that may 
influence the SLC’s members. Id. at 
564-65. Contra Boland, 31 A.3d at 582 
(Battaglia, J., dissenting) (“This stan-
dard is unworkable and intrusive”). 
As to the process, the Court consid-
ered why the directors chose the SLC 
members, how the directors learned of 
the members, and any specific circum-
stances surrounding the selection and 
delegation of responsibility to the SLC 
that would affect its independence 
and good faith. Boland, 31 A.3d at 565. 
The Court recognized that “a mere 
acquaintance at a party would not be 
disqualified . . . and prior service on 
another board or commission would 
not show per se bias,” but the directors 
must disclose all relationships with 
the members to the court and then the 
court must decide whether the SLC 
was capable of acting in good faith 
and with independence. Id.

For the second inquiry into the 
reasonable procedure of the SLC, the 
Court focused its analysis on whether 
the SLC had a reasonable basis for its 
conclusion. The length and volume of 

the report was not enough to demon-
strate reasonable procedures; rather, 
the Court examined whether the SLC 
considered the correct legal and fac-
tual issues and whether its recommen-
dation was well-reasoned and rooted 
in law. Id. at 566.

Post-Boland: navigating the 
new Waters
The most significant “take home” les-
son of Boland is the elimination of 
any presumption that the SLC was 
independent, acted in good faith, and 
used reasonable procedures. While 
the Court suggests that it has placed 
a “minimal burden” on corporations 
to prove these factors, Boland pro-
vides Shareholders with new ways to 
attack the SLC’s decision and gives 
the courts broad deference to examine 
“facts and circumstances” supporting 
each prong of the Boland Standard. 
In the wake of Boland, corporate 
counsel should advise their clients 
to take preventative measures and, 
when faced with a demand, carefully 
plan its response to ensure the court 
upholds the SLC’s recommendation. 
Understanding that many clients may 
spurn additional corporate formali-
ties, the following are suggestions that 
should be considered based on the cli-
ent’s particular needs.

Formation and Operation of the 
Entity with Minority Shareholders
1. Board Members. Consideration 

should be given to the direc-
tors’ selection, orientation and 
on-going education to encourage 
responsible corporate manage-
ment, to prevent future demands, 
and, in the case of demand, to 
alleviate Boland concerns.

• Selection. Boland leaves unset-
tled the issue of whether a 
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disinterested board member 
is independent because his 
relationship established by 
working with interested board 
members may taint his deci-
sion-making. However, corpo-
rations should consider enact-
ing by-laws provisions, wheth-
er at the corporation’s forma-
tion or as necessary, which 
require independent directors. 
This is especially important to 
family businesses with partici-
pating and non-participating 
family shareholders.

• Orientation and Training. It is 
now important and perhaps 
strategic to provide an initial 
orientation and continual train-
ing at the annual meeting to all 
directors. This training should 
include instruction on the 
directors’ fiduciary duties and 
procedures necessary to main-
tain the business judgment 
rule, especially for decisions 
that have inherent conflicts, 
such as compensation, benefit 
plans, and issuance of equity.

2. Insurance. As a practical matter, 
the corporation should acquire a 
Directors Liability Insurance poli-
cy that includes subsequent direc-
tors and SLC members. Other than 
covering the cost to defend the 
Board members, such a policy is 
essential to finding and securing 
disinterested directors for the SLC, 
who will not join the SLC without 
protection from the litigation costs. 

3. Adoption of Corporate Internal 
Procedures. Prior to any demand, 
corporations should consider the 
adoption of a well-considered plan 
and procedure for choosing an 
independent SLC should the need 
arise. Such a procedure should 
be flexible enough to adapt to 

diverse factual circumstances but 
strict enough to prevent the sug-
gestion of impropriety and self-
interest by the Board. Requiring a 
Board to consider and adopt such 
a procedure prevents future accu-
sations that an interested Board 
influenced the SLC. 

The SLC’s Investigation
SLCs provide corporations an oppor-
tunity to maintain autonomy over its 
decisions. As such, it is incumbent 
upon a Board to pass a resolution 
which creates an independent SLC, 
defines the nature of the investigation, 
provides it with adequate resources, 
insures transparency, and pledges full 
cooperation. 

Upon creation of the SLC, in addi-
tion to what Boland has provided as 
guidance, SLCs must fundamentally 
undertake a process to determine: (i) 
the legal questions at issue in the 
demand and the nature of the rem-
edy; (ii) the proper methods to use 
in the investigation which seek to 
obtain accurate facts; and (iii) appro-
priate application of the legal issues 
to the facts to ensure a well-reasoned 
and supported recommendation. See 
Kevin H. Michels, Internal Corporate 
Investigations and the Truth, 40 Seton 
Hall L. Rev 83, 105 (2010). Even though 
the following suggestions are made 
with the aim to satisfy the Boland 
Standard, they more importantly 
encourage a thorough investigation to 
arrive at a recommendation in the best 
interests of the corporation.
1. Procedures. The SLC (and only the 

SLC) must adopt and strictly fol-
low a set of procedures that use rea-
sonable methodologies designed 
to fully and thoroughly investigate 
the demand’s allegations.

• Legal Question. Boland instructs 
courts to examine whether the 

SLC reviewed the appropriate 
legal issues as part of the rea-
sonable procedures inquiry. 
Boland, 31 A. 3d at 566. The 
SLC should confirm with both 
parties’ counsel that the legal 
issues are represented accu-
rately. Otherwise, an inves-
tigation which commences 
based on disputed legal issues 
is doomed to failure. 

• Independent Counsel. The SLC, 
as needed, must retain and 
consult with independent 
counsel to prevent any con-
flict of interest and ensure 
that the SLC’s procedures will 
meet Boland’s requirements.

• Cooperation with Parties’ 
Counsel. The SLC should con-
sult both the Shareholders’ 
and the Board’s counsel on its 
procedural approach includ-
ing who is present when 
witnesses are interviewed, 
whether witnesses are under 
oath, and the cooperation that 
will be expected. While there 
may be disagreements with 
regard to the type of proce-
dures ultimately adopted, the 
opportunity of all parties to 
provide what they believe will 
constitute a fair investigation 
gives the SLC an opportunity 
to ensure that the investiga-
tion may commence with clear 
objectives and procedures.

2. Fact Gathering. The SLC must gath-
er facts in a broad and discerning 
manner. It must request all rel-
evant documents from the par-
ties. The SLC should use letters or 
memoranda, interrogatories, fact-
finding conferences, or any other 
methods that efficiently address 
the matters at issue. It may also 
conduct interviews of all relevant 
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parties under oath or affirmation. 
If a written statement is requested 
it should be provided, if possible, 
under penalties of perjury. During 
the interviews, the SLC’s members 
should weigh the facts, demeanor, 
and credibility of the witnesses. 
They should also provide detailed 
records of all fact-finding in order 
to substantiate their report.

3. SLC’s recommendation. Boland 
instructs courts to examine the 
substance and not the length of the 
SLC’s report, and use the report 
as evidence for whether the SLC 
followed the Boland Standard. Id. 
The report should summarize the 
background of the SLC’s members 
and state any personal, profession-
al or financial relationships with 
the directors. It should detail the 

SLC’s procedure throughout the 
investigation and outline the law 
it applied. The SLC should sum-
marize the facts including personal 
impressions of the witnesses’ cred-
ibility and the documents’ genu-
ineness. The SLC should also state 
any assumptions it made with 
regard to the facts. The final part 
of the report is a thorough applica-
tion of the facts to the law with a 
well-reasoned, factually supported 
recommendation. 

For both litigators and transactional 
corporate attorneys, Boland settles one 
question but creates many new ones. 
Boland sets the standard for judicial 
review of SLC’s decisions but gives 
lower courts minimal guidance on how 
apply the Boland Standard. If a corpo-
ration fails to anticipate and carry out 

Boland’s directives, Shareholders have 
a tool chest of allegations and issues to 
attack. As such, attorneys must evalu-
ate the impact of this decision on their 
clients and advise them to continue 
methods that encourage responsible 
corporate management and, hope-
fully, prevent future derivative claims.

Mr. Metro, a partner with the firm of 
McMillan Metro, P.C. in Rockville, Maryland, 
is a member of the MSBA Business Law 
Section Council and the co-Founder and 
facilitator of the Maryland Business Law 
Institute. He may be reached at  
hmetro@mcmillanmetro.com. Ms. Cascio, 
an associate with the firm of McMillan 
Metro, P.C. in Rockville, Maryland, is a 
member of the MSBA Business Law Section 
and focuses her practice on business, 
employment, intellectual property and art-
ist’s rights issues. She may be reached at 
gcascio@mcmillanmetro.com.
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By d. Scott Freed

overview 
Over the past 20 years, the Internet has introduced innovative business models and 
platforms at an astonishing pace. More recently, the rapid spread of social media and 
the proliferation of “smart” phones, tablets and other mobile devices have further revo-
lutionized the way people interact with one another, both personally and professionally. 
Businesses are increasingly using social media platforms such as Facebook® and Twitter® 
to do business and interact with their customers. Now, this social media boom is also 
affecting the way small businesses raise funds for growth and capital investment. 

A prominent example of this trend is the proliferation of so-called peer-to-peer lending 
sites, such as Kiva. These sites take the broader concept of “crowdsourcing” and apply it 
to raising capital, i.e., using the “crowd” to obtain money from investors, or “crowdfund-
ing.” Such peer-to-peer sites provide a platform for individuals to loan funds to emerging 
ventures, both domestically and overseas. Some sites, such as Kiva, operate on a non-
profit model and do not pay interest or provide other returns to lenders, who only have 
the right to repayment of principal. Other models of crowdfunding include the “reward” 
and “pre-purchase” models, such as Kickstarter and IndieGoGo, where contributors 
receive a reward or a product from the entrepreneur, but do not receive a financial return 
such as interest, dividends, or part of the earnings of the business. These models of 
crowdfunding are based on non-economic considerations and generally do not involve 
the offer or sale of securities. But crowfunding sites that do offer interest-bearing loans 
or other securities that provide potential returns to investors are considered to engage 
in the sale of securities to the public and have been required to register their offerings 
under the Securities Act of 1933 (the “Securities Act”) and, where applicable, under state 
securities or “Blue Sky” laws. 

Crowdfunding 
as a Platform

for Raising
Small Business
      Capital
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Crowdfunding and the u.S. 
Securities laws
Crowdfunding as a method of raising 
capital for business ventures through 
the sale of securities has received signifi-
cant attention and support from a num-
ber of lawmakers, commentators and 
bloggers. Use of this model of crowd-
funding, however, has raised concerns 
that offering securities through crowd-
funding without registration would 
violate the federal (and state) securities 
laws. An example of both the promise 
and the regulatory risks that crowfund-
ing poses is a 2010 campaign by two 
advertising executives to raise $300 
million to acquire the Pabst Brewing 
Company through a crowdfunding 
website, BuyaBeerCompany.com. The 
Securities and Exchange Commission 
(SEC) issued a cease and desist order 
against the executives, but not before 
purportedly receiving over $200 mil-
lion in pledges from over five million 
people in a six-month period. See In 
the Matter of Michael Miglozzi II and 
Brian William Flatow, Securities Act 
Release No. 9216 (June 8, 2011). The 
SEC eventually shut the effort down, 
finding that the solicitation of investors 
through the crowdfunding site consti-
tuted an illegal public offering in viola-
tion of Section 5(c) of the Securities Act. 

Although there are crowdfund-
ing models like Kiva, Kickstarter and 
IndieGoGo that do not involve the sale 
of securities, in order for crowdfunding 
to be truly effective to raise capital for 
small businesses in the U.S. the offering 
must offer investors a potential econom-
ic return on their investment. Typically, 
start-up and emerging businesses raise 
capital by selling equity interests, such 
as common stock or securities convert-
ible into equity interests. Common stock 
interests are “securities” under both 
the federal and state securities laws. 
Under Section 5 of the Securities Act, all 

securities offerings must either be reg-
istered or be exempt from registration. 
Under Sections 4(5), 4(2) and 3(b) of 
the Securities Act, the only crowfunded 
offerings that may be exempt are pri-
vate and limited offering exemptions. 

Regulation D under the Securities 
Act provides three separate exemp-
tions that are potentially available for 
offerings of securities on crowdfund-
ing sites. Under Rule 506 of Regulation 
D, companies can raise an unlimited 
amount of funds from up to 35 non-
accredited investors, who must meet 
a sophistication test, and an unlim-
ited number of accredited investors. 
Generally speaking, accredited inves-
tors are persons whose net worth 
(excluding equity in a primary resi-
dence) is over $1.0 million or who meet 
certain income tests. Rule 505 under 
the Securities Act provides a similar 
exemption for private offerings that is 
limited to $5.0 million in any 12 month 
period. If securities are sold to nonac-
credited investors in offerings relying 
on Rules 505 or 506, then the issuer 
must provide specified disclosures and 
financial information that are scaled 
and increase in scope as the size of the 
offering increases. Rule 504 provides 
an exemption for offerings of up to 
$1.0 million in any 12 month period 
that does not require that investors be 
accredited or sophisticated and does 
not require that specified disclosures 
be made to nonaccredited investors.

However, because the three 
Regulation D exemptions, as well as the 
statutory exemptions in Sections 4(2) 
and 4(5) of the Securities Act, each pro-
hibit general solicitation or advertising, 
they are inherently incompatible with 
the crowdfunding model. By its very 
nature, the crowdfunding model uses 
the power of the Internet and social 
media to reach numerous small inves-
tors with broad-based advertising and 

solicitation efforts. Although the SEC 
in Lamp Technology, Inc., SEC No-Action 
Letter (avail. May 29, 1997) concluded 
that Internet sites that adhere to proce-
dural protections and that are restrict-
ed to certain prequalified accredited 
investors are not involved in general 
solicitation, these prohibitions none-
theless restrict crowdfunding, which 
relies on general solicitation and adver-
tising for becoming a viable capital 
raising option for start-up and emerg-
ing companies the sites. 

Regulation A, adopted pursuant to 
Section 3(b) of the Securities Act, pro-
vides an exemption for public offer-
ings of up to $5.0 million; however, 
the expense of Regulation A compli-
ance and restrictions on communica-
tions during the filing and review pro-
cess – which requires filing disclosure 
documents and SEC and state review 
– discourage such filings. Accordingly, 
absent a new exemption, crowdfund-
ed offerings of securities must be reg-
istered under the Securities Act. In 
most cases, the costs, complexity and 
time required to register a crowdfund-
ed offering would make the offering 
impractical. Consequently, Congress 
needs to enact new laws, the SEC 
needs to adopt new rules, or both. 

Crowdfunding websites themselves 
also raise significant issues under other 
federal securities laws. For instance, 
crowdfunding involves matching buy-
ers and sellers of securities and thus 
implicates the need for the sites to regis-
ter as broker-dealers under the Securities 
Exchange Act of 1934 (the “Exchange 
Act”). Section 3(a)(4) of the Exchange 
Act defines a “broker” as “any person 
engaged in the business of effecting 
transactions in securities for the account 
of others.” In the broadest sense, the 
question is whether the crowdfunding 
site has “a certain regularity of partici-
pation in securities transactions at key 
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points in the chain of distribution.” See 
Mass. Financial Services, Inc. v. Securities 
Investor Protection Corp., 411 F. Supp. 411, 
415 (D. Mass. 1976), affirmed 545 F.2d 754 
(1st Cir. 1977). The SEC’s view is that 
intermediaries that receive transaction-
based compensation in connection with 
a securities offering must register as a 
broker-dealer. Under the SEC’s position, 
a crowdfunding site that receives even a 
small percentage of the amounts raised 
on the site would need to register as a 
broker-dealer. See e.g., SEC v. Kramer, 
778 F. Supp. 2d 1320 (M.D. Fla. 2011). 
However, the courts have not always 
agreed with this position and, unfortu-
nately, the question of whether crowd-
funding sites that host securities offer-
ings must register as brokers remains 
uncertain. Accordingly, any resolution of 
the legal questions to allow crowdfund-
ing to occur on a broad basis will need to 
include an exemption from SEC broker-
dealer registration or provide an alterna-
tive regime for regulating the sites. 

Another securities law compliance 
question raised by crowdsourcing is 
whether the sites themselves would 
need to register as investment advis-
ers under the Investment Advisers Act 
of 1940 (the “Adviser’s Act”). As is 
the case with broker-dealer regulation, 
it is unclear whether crowdfunding 
sites should be considered investment 
advisers under the Adviser’s Act. The 
definition of an “investment adviser” 
in Section 202(a)(11) has two parts, 
either of which suffices to make one 
an investment adviser. Under the 
Adviser’s Act, a person is an invest-
ment adviser if the person “for com-
pensation, engages in the business 
of advising others, either directly or 
through publications or writings, as 
to the value of securities or as to the 
advisability of investing in, purchas-
ing, or selling securities.” Alternatively, 
a person is an investment adviser if the 
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person “for compensation and as part 
of a regular business, issues or promul-
gates analysis or reports concerning 
securities.” The question of whether 
a crowdfunding site is an investment 
adviser is beyond the scope of this 
article; like the question of broker-
dealer registration, new legislation or 
rule-making is needed to address the 
question of whether investment advis-
er registration is required. 

recent Crowdfunding 
Proposals
The SEC traditionally has been reluc-
tant to expand exemptions for secu-
rities offerings by small businesses, 
even though Congress gave the SEC 
broad power to exempt such offerings 
by adding Section 28 to the Securities 
Act in 1996. Recently, however, pres-
sure on the SEC to provide relief 
to smaller companies has increased. 
For example, in March 2011, the SEC 
Chairman received a letter from 
Representative Darrell Issa (R-CA) 

posing a number of questions and crit-
icizing the SEC’s regulation of private 
capital formation. In an April 2011 let-
ter responding to Congressman Issa, 
SEC Chairman Mary Shapiro express-
ly mentions crowdfunding as a new 
capital raising strategy. Chairman 
Shapiro also indicated that the SEC 
has been engaged with industry par-
ticipants and is focused on how to 
address regulatory concerns relating 
to crowdfunding. In addition, in testi-
mony before the House Committee on 
Oversight and Government Reform, 
Chairman Shapiro echoed many of 
the same themes from her letter and 
referenced the SEC’s formation of an 
Advisory Committee on Small and 
Emerging Companies to provide a for-
mal mechanism for the SEC to receive 
advice and recommendations about 
programs that affect privately-held 
small businesses and small publicly-
traded companies. 

On the legislative front, in November 
2011 the House of Representatives, 
spurred on by sluggish economic 

growth following the Great Recession, 
overwhelmingly passed H.R. 2930, the 
Entrepreneur Access to Capital Act, 
which includes features intended to 
provide small businesses with access to 
capital without significant regulatory 
and cost burdens. On March 8, 2012, 
the House of Representatives passed 
the Jumpstart Our Business Startups 
(JOBS) Act, which includes the crowd-
funding provisions of H.R. 2930 (the 
“House Bill”). The House Bill limits 
the size of the overall offering to $1.0 
million (or $2.0 million if the issu-
er provides potential investors with 
audited financial statements), as well 
as the amount which any individual 
can invest. Under the House Bill, indi-
vidual investments may not exceed the 
lesser of $10,000 or 10 percent of the 
investor’s annual income. The House 
Bill also would require certain notice 
filings and impose investor protection 
measures on intermediaries, including 
investor warnings, SEC access to the 
intermediary’s website and custody 
and books and records requirements. 
Significantly, the House Bill also would 
preempt states from requiring registra-
tion of crowdfunded offerings. 

There are two bills pending in the 
Senate that may impact crowfunding 
exemptions. One, introduced by Senator 
Scott Brown (R-MA), the Democratizing 
Access to Capital Act of 2011 (the 
“Brown Bill”), would allow a private 
company to raise up to $1.0 million in a 
12 month period. As in the House Bill, 
the Brown Bill requires disclosures and 
would impose restrictions on re-sales. 
In response to the Brown Bill, the North 
American Securities Administrators 
Association (“NASAA”) raised concerns 
that fund-raising efforts over the Internet 
will leave investors open to fraud and 
disproportionately place the risk of spec-
ulative business ventures on unsophisti-
cated investors unable to financial han-
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dle the potential loss of the investment. 
See Letter from NASAA President Jack 
Herstein to the House of Representatives, 
dated November 3, 2011. 

In response to concerns raised by 
NASAA and others, a second Senate 
bill sponsored by Senator Jeff Merkley 
(D-OR), the Capital Raising On-Line 
While Deterring Fraud and Unethical 
Non-Disclosure Act of 2011 (the 
“Merkley Bill”), was introduced in 
December 2011. The Merkley Bill is sig-
nificantly more restrictive than either 
the House Bill or the Brown Bill. The 
Merkley Bill places significantly lower 
caps on individual investments and 
caps the overall offering at $500,000. 
The Merkley Bill also purports to limit 
the intermediaries permitted to run a 
crowdfunding site to registered bro-
ker-dealers or so-called “funding por-
tals” that are defined as individuals 
or entities engaged in the business 
of affecting securities transactions on 
a limited basis where the site does 
not recommend securities, pay com-
mission-based fees or hold or possess 
investor funds. The Merkley Bill would 
impose burdens on the issuer, includ-
ing requiring the issuer to file a notice 
with the SEC prior to the offering and 
provide quarterly reports containing 
its results of operations and financial 
statements with the SEC and inves-
tors. Finally, the Merkley Bill provides 
for a private right of action against the 
issuers, officers and directors from mis-
statements and fraudulent acts. 

Conclusion
There is significant evidence that 
start-up and emerging business enter-
prises lack sufficient access to capital 
under the current regulatory regime. 
Traditional sources of lending, such as 
commercial bank loans, are generally 
not available to emerging enterprises, 

which by definition do not possess 
significant assets. The advent of social 
media has been a game changer that 
has made traditional notions of pri-
vate offerings very difficult to enforce. 
As of yet, the SEC has not embraced 
a significant revamp of the capital 
raising process for small businesses 
and emerging enterprises. However, 
some sort of loosening of the regula-
tory restraints on public solicitation of 
investors by small businesses seems 
inevitable in the current political and 
economic climate. In fact, the use of 
social media to raise funding for busi-
nesses is already occurring. Although 
both LinkedIn® and Facebook® do not 
encourage the use of their sites to 
raise capital, fundraising solicitations 
on these sites are common. Moreover, 
traditional media are increasingly fea-
turing emerging enterprises that are 
seeking capital. See “Local gaming 
startup seeks more bucks to fuel its 
Bang,” Balt. Bus. J. (Nov. 3, 2011).

On the other hand, lawmakers and 
securities regulators face a thorny 
dilemma when opening up capital 
markets to permit public solicitations 
by start-up and emerging companies 
given the real opportunities for fraud. 
Even in the absence of fraud or other 
wrongdoing, investing in start-up 
and emerging businesses is extremely 
risky, especially for unsophisticated 
investors. Therefore, any exemption 
regime should contain limits on the 
size of the investment permitted, espe-
cially those by unsophisticated inves-
tors who are not accredited. Similarly, 
any crowdfunding exemption should 
contain limits on the overall amount 
that may be raised during any specific 
period. For example, one commenta-
tor suggested a crowdfunding exemp-
tion with an annual offering limit of 
$250,000 and an annual limit on indi-
vidual contributions of $500 per inves-

tor. Steven C. Bradford, Crowdfunding 
and the Federal Securities Laws, Colum. l. Rev. No. 
1 2012 (available at http://papers.
ssrn.com/sol3/papers.cfm?abstract_
id=1916184). 

A workable crowdfunding exemp-
tion also must contain restrictions on 
the operation of the crowdfunding 
sites themselves. As is required by 
the House Bill, the sites should be 
open to the public and to regulators 
and should include a link to inves-
tor communication materials that is 
accessible by the SEC and state securi-
ties regulators. Other potential protec-
tions include withdrawal rights for 
investors if minimum targets for the 
funding are not met. Any crowdfund-
ing proposal that requires registra-
tion of crowdfunded offerings with 
the SEC or state securities regula-
tors would destroy the usefulness of 
crowdfunding and should be avoided. 
Similarly, a crowdfunding exemption 
that allows states to impose their own 
crowdfunding rules would increase 
costs and complexity and likely dis-
courage the use of crowdfunding 
by many companies. Recognizing 
this, the House Bill would preempt 
most state regulation of crowdfund-
ing. States would be permitted to 
require notice filings as is now the 
case for Rule 506 offerings. States also 
would have access to crowdfunding 
sites and the ability to monitor and 
respond to abuses with enforcement 
actions. NASAA’s concerns regarding 
fraud are valid and Congress should 
hold additional hearings to address 
NASAA’s concerns. Hopefully, this 
will result in legislation that maxi-
mizes investor protections while still 
allowing companies to raise meaning-
ful funds at a low cost from the public.

Mr. Freed is a Partner with the law firm of 
Whiteford, Taylor & Preston L.L.P.
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By H. Ward Classen

Recently, there has been a growing trend by IT users to adopt a cloud 
computing model. The benefits of cloud computing have been widely touted: 

reduced costs, greater flexibility and the ability to easily upgrade technology. But 
cloud computing is not without its pitfalls. Cloud computing presents a number 
of concerns that a prudent customer must address in the underlying services 

agreement to ensure the customer receives the benefits it seeks. These concerns 
include issues related to data privacy and security, vendor performance, service 

levels, contract termination and transition issues. 

Avoiding 
Pitfalls 
in Cloud 

Computing

Cloudy 
with a 
Chance 
of Rain:
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While this Article will discuss the 
fundamentals of cloud computing and 
its many benefits, it will also exam-
ine the legal issues a prudent coun-
sel should address to avoid potential 
problems in the cloud. Finally, it will 
explore potential negotiating posi-
tions from the perspective of both the 
customer and vendor. 

What is Cloud Computing?
Cloud computing is defined as a:

model for enabling convenient, 
on demand network access to a 
shared pool of configurable com-
puting resources (e.g., networks, 
servers, storage, applications, and 
services) that can be rapidly provi-
sioned and released with minimal 
management effort or service pro-
vider interaction.

U.S. National Institute of Standards 
and Technology (NIST).

Cloud computing allows a user to 
access an application, data storage and 
processing power from any computer 
through the web, eliminating the need 
to purchase software applications and 
any required hardware. Cloud com-
puting has five main characteristics:

•  On Demand Self-Service;
•  Broad Network Access;
•  Shared Infrastructure and 

Applications;
•  Rapid Scalability; and
•  Consumption Billing.
Each of these characteristics is 

an important attribute of the cloud 
model. Taken together, they allow a 
customer to quickly and efficiently 
create an IT platform without making 
a significant financial investment in 
software and hardware.

Service Models
Cloud computing is usually offered 
through one of four service models:

1. Software as a Service (“SaaS”) 
(e.g., Google Gmail, Microsoft 
Hotmail, Microsoft BPOS) 
 
SaaS allows a customer to 
access a vendor’s software 
application on a cloud infra-
structure. The user purchases 
access to the software on a mea-
sured basis, i.e., by the user, 
hour, etc. The user does not 
purchase a software license, 
but rather purchases a service. 

2. Platform as a Service (“PaaS”) 
(e.g., Salesforce.com’s force.com, 
Microsoft Azure, Amazon S-3) 
 
PaaS allows a customer to use 
a vendor’s development plat-
form to deploy user created 
or acquired applications over 
the vendor’s cloud infrastruc-
ture, including the network, 
servers and storage, which 
are controlled and managed 
by the vendor. In essence, 
PaaS provides the customer 
the tools, programming lan-
guages and services required 
to create and deploy its appli-
cations and run such appli-
cations over the Internet. 

3. Infrastructure as a Service 
(“IaaS”) (Amazon EC2, 
Rackspace Cloud Services)
 
IaaS allows a customer to access 
provision processing, stor-
age, network and other fun-
damental computing resources 
through the Internet. The most 
common examples are data-

base and disk storage servic-
es as well as virtual servers. 

4. Business Process as a 
Service (“BPaas”) (Google 
Adsense, IBM Blue Works)  
 
BPaaS allows a customer 
to access an entire business 
process through the cloud. 
Common examples include 
printing, accounting, billing 
and e-commerce services.

delivery Models
Cloud services are usually delivered 
through one of four delivery models: 

1. Public Cloud 
Under a public cloud model, 
the applications and data of 
many different clients reside 
on a common infrastructure. 
Public clouds are usually 
hosted at the vendor’s facility 
and allow customers to incur 
lower costs through shared 
infrastructure and the flexibil-
ity to increase their infrastruc-
ture on an as needed basis. 

2. Private Cloud 
A private cloud is created for 
a particular customer, providing 
the customer with increased con-
trol of its data and greater securi-
ty. The customer owns the infra-
structure and determines how 
the purchased applications are 
deployed. The customer does not 
share the infrastructure with other 
users, thereby reducing data pri-
vacy and security concerns. The 
applications and infrastructure 
may reside at the vendor’s facili-
ties or the customer’s facilities. 
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3. Hybrid Cloud 
A hybrid cloud combines 
aspects of both a public and 
private cloud, thereby increas-
ing the flexibility in meeting 
the customer’s applications 
and infrastructure needs and 
also providing cost efficiencies. 
For example, an entity may uti-
lize a private cloud for mis-
sion critical applications while 
using a public cloud for less 
sensitive applications. Together, 
they constitute a hybrid cloud. 
Hybrid clouds are commonly 
used for the storage of appli-
cations that facilitate informa-
tion sharing such as social net-
working sites, wikis and blogs. 

4. Community Cloud 
In a community cloud, infra-
structure and applications are 
shared by multiple organiza-
tions with common concerns 
such as security or compliance. 
A community cloud offers 
greater security than a public 
cloud, but at a lower price than 
a private cloud. The New York 
Stock Exchange has created a 
community cloud for its trad-
ers, and a consortium of Boston 
area universities has created a 
community research cloud to 
reduce their respective infra-
structure costs.

Form of Contract
Given that many cloud services are 
considered to be commodities, most 
vendors require their customers to 
enter into standard, non-negotiable 
agreements. Non-negotiable agree-
ments are especially common for low 
value contracts and community cloud 
contracts. Most vendors will only 

negotiate agreements with their larg-
est customers. When the vendor does 
negotiate the terms of the underlying 
agreement, the parties almost always 
start with the vendor’s form. This is 
typically acceptable to the customer 
since very few customers want to 
spend the money or resources to draft 
their own agreements and those that 
are willing often lack the expertise to 
draft a comprehensive agreement.

Significant Issues in Cloud 
Contracts

1. Data Security  
The most important issue from 
the customer’s perspective 
is how the customer’s data is 
protected. A prudent customer 
should require the vendor to 
comply with the customer’s 
data security and data privacy 
policies. In actuality, unless the 
customer is a very large entity 
with significant spend and lever-
age, the vendor will usually not 
agree to do so since the vendor 
can only achieve economies of 
scale, and thus cost savings, if 
there is a standard that applies 
across all of its customers. The 
cost benefits of cloud computing 
arise from economies of scale. 
Only by offering standard terms 
will the vendor be able to be 
cost competitive. One means by 
which the customer can achieve 
increased privacy and data secu-
rity is by using a private cloud. 
The vendor should be willing to 
disclose its security standards 
as well as its practices and pro-
cedures. These standards and 
policies should be attached to 
the agreement as an exhibit and 
subject to audit by the customer. 

2. Confidentiality  
Confidentiality in the cloud is 
also an important issue and one 
where all of the issues may not 
be readily apparent. For exam-
ple, the customer may not be the 
“disclosing party” as it may be 
the customer’s customers who 
are actually disclosing their con-
fidential information. For exam-
ple, a bank’s customers who 
participate in on-line bill paying 
are entering and disclosing their 
confidential information. The 
customer needs to ensure that its 
customers’ information is pro-
tected by the agreement’s confi-
dentiality provisions. To address 
this issue, the agreement’s con-
fidentiality provisions should 
provide that all customer data is 
confidential as well as all other 
data accessible by the vendor. 
 Further, hacking usually does 
not result in a breach of the 
vendor’s confidentiality obliga-
tions, as most non-disclosure 
provisions obligate the vendor 
only to undertake “reasonable 
efforts” to protect the custom-
er’s information. As long as the 
vendor has used “reasonable 
efforts” such as encrypting any 
transmission of data and using 
intrusion detection software, 
any intrusion would most likely 
not cause the vendor to breach 
its contractual obligations. As 
such, the customer should 
carefully consider whether the 
agreement should expressly 
provide that any intrusion con-
stitutes a breach of the vendor’s 
confidentiality obligations and 
that the vendor must promptly 
notify the customer of any intru-
sion or attempted intrusion. The 
vendor should also be required 
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to notify the customer of known 
security breaches affecting the 
confidentiality/security of the 
customer’s data. Lastly, the cus-
tomer may want to require that 
all information be kept confi-
dential, without exception, so 
that the scope of any remedy 
is commensurate with the full 
scope of any breach.   

3. Compliance   
A customer cannot avoid 
responsibility (and liability) for 
its compliance obligations by 

delegating to a vendor. As such, 
it is reasonable for the customer 
to expect the vendor to indem-
nify the customer for liabili-
ties arising from the breach of 
any compliance obligations the 
vendor has agreed to assume. 
The most common compliance 
obligations assumed by ven-
dors include privacy obliga-
tions such as HIPAA/HITECH 
and Gramm-Leach-Bliley as 
well as Sarbanes-Oxley (SOX).  
 The vendor should not 
assume any of the customer’s 

compliance obligations with-
out understanding the nature 
of such obligations. The parties 
should set forth these obliga-
tions in a detailed statement 
of work to ensure there is no 
misunderstanding as to each 
party’s responsibilities. The 
failure to meet the required 
compliance obligations can 
have significant financial con-
sequences and each party 
should clearly understand 
their obligations and make 
sure they are clearly stated. 

4. Availability  
Availability is very important 
from the customer’s perspec-
tive. Network outages can seri-
ously impact a customer’s oper-
ations. Recent network outages 
by Amazon, Microsoft Hotmail, 
Skype, and Google Gmail illus-
trate the problems that can 
arise from wide spread outages. 
 While the concept of availabil-
ity is easy to conceptualize it is 
often difficult to define. The cus-
tomer should carefully negotiate 
the definition of “Availability” 
and clearly understand how 
and how often “availability” is 
measured. Is “availability” mea-
sured every five minutes, 15 
minutes or on the hour? If the 
network is down for fifty nine 
minutes but up on the hour, 
has the vendor met its availabil-
ity requirements if “availabil-
ity” is measured on the hour? 
 Maintenance also impacts 
availability and its impact should 
be carefully negotiated. The 
agreement should specifically 
state how often scheduled main-
tenance will occur and provide a 
set window when it will occur. 
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For example: “Maintenance will 
occur on the third Sunday of 
each month from 1 a.m. to 3 
a.m. Washington, D.C. time.” 
The vendor should be obli-
gated to provide the customer 
ten days prior written notice 
in the event it seeks to change 
the maintenance schedule. 
From the customer’s perspec-
tive, unscheduled maintenance 
should be limited to emergen-
cies and the time during which 
such unscheduled maintenance 
is performed should be included 
as down time when calculat-
ing availability. Many vendors, 
however, require emergency 
maintenance to be outside the 
SLA for availability. While the 
vendor position may be justifi-

able, including such downtime 
in the SLA becomes an incentive 
to fix any problem faster. The 
customer should reject any lan-
guage requiring the customer to 
notify the vendor of down time 
as well as requiring the custom-
er to track actual down time. The 
burden of tracking down time 
should rest with the vendor and 
the vendor should be required 
to provide the customer written 
reports on the previous months, 
availability by the fifth day fol-
lowing the close of each month. 

5. Service Levels  
Service levels should be negoti-
ated for all important aspects 
of service delivery. To be effec-
tive, the customer should select 

three or four metrics that are 
most important to the customer 
and tie the agreement’s service 
levels to those metrics. The 
customer should avoid hav-
ing too many metrics which 
will dilute the impact of the 
service levels as the mone-
tary credits for any one met-
ric would likely be negligible. 
 Most customers focus on 
availability (99.95 percent v 
99.99 percent) but prudent cus-
tomers should also seek writ-
ten commitments on response 
times, band width, error cor-
rection/issue resolution, user 
support, as well as technolo-
gy upgrades. The actual met-
rics chosen and the financial 
penalties attached to each will 
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depend on the nature of the 
services provided and what is 
most important to the customer. 
 The monetary payments asso-
ciated with service levels are 
usually limited to the issuance 
of credits as opposed to a refund 
and limited to 10 percent of the 
monthly service fees.  

6. Technology Determination 
Customers usually have no con-
trol over upgrades and changes 
in technology as all customers 
are required to be on a common 
platform. Technology changes 
may have an unforeseen impact 
on a customer’s business opera-
tions. The technology upgrades 
implemented by the vendor 
may not be compatible with 
the customer’s legacy systems, 
causing the customer to incur 
additional costs. The customer 
should seek to negotiate the 
right to defer or reject each pro-
posed upgrade. This position 
is usually unacceptable to the 
vendor as the vendor usual-
ly seeks to maintain all of its 
customers on a common plat-
form to achieve financial econo-
mies of scale. This position is 
echoed by most software licen-
sors who offer maintenance 
and will only support the two 
most recent versions of their 
software to maintain version 
control and limit their costs. 

7. Termination and Suspension 
of Services  
Customers should ensure that 
upon termination of the cloud 
agreement the vendor is con-
tractually obligated to immedi-
ately return the customer’s data 
to the customer in a pre-agreed 

format and to assist the cus-
tomer in transitioning to a new 
vendor. The agreement should 
require the vendor to support 
the customer for a fixed transi-
tion period that should be no 
less than sixty (60) days and 
should also address pricing 
for the transition services, if 
any. In the event of termina-
tion for the vendor’s breach, 
the vendor should be prohib-
ited from increasing its pricing 
during the transition period.  
 The vendor should reserve 
the right to suspend or termi-
nate the services in the event 
the customer uses the cloud 
services for unlawful purposes 
such as spamming or creates a 
security risk through its failure 
to comply with the vendor’s 
security requirements. The ven-
dor must protect itself and the 
interest of its other customers. 

8. Limitation of Liability  
Most cloud agreements tie the 
agreement’s limitation of liabil-
ity to a multiple of the monthly 
revenue paid by the customer, 
usually three to six months. 
Most vendors will not negotiate 
the limit of liability except for 
their largest customers. To the 
extent the customer is able to 
negotiate the limitation of lia-
bility, it should seek to exclude 
breaches of law and breach-
es of confidentiality from the 
cap. Further, any service level 
credits or payments should 
not count toward the cap.  
 From the vendor’s perspec-
tive, the vendor should dis-
claim all special, incidental and 
consequential damages. Given 
the nature of cloud services and 

the vendor’s potentially low 
margins, the vendor should not 
agree to any exclusions from 
the limitations of liability (both 
the cap and disclaimer of con-
sequentials), except perhaps 
for intentional acts and gross 
negligence. Most vendors will 
be especially inclined to reject 
any exclusion of indemnifica-
tion obligations or breaches of 
confidentiality from the limits.  
 The customer should think 
carefully before agreeing to 
include breaches of confidenti-
ality and data under the agree-
ment’s limitation of liability as 
well as agreeing to a disclaimer 
of special, incidental and con-
sequential damages. In the 
event of a breach of confiden-
tiality or data, the customer’s 
damages could be significant, 
far exceeding a multiple of 
the monthly charges and the 
majority of these damages will 
most likely be special, inciden-
tal and consequential damages.  

9. Disaster Recovery   
A customer should evaluate 
the vendor’s disaster recovery 
plans. The customer needs to 
ensure that it will be able to 
access its data and process the 
contemplated transactions on 
demand. Long down times or 
the loss of data can seriously 
impact the customer’s busi-
ness. In essence, the custom-
er is turning control of its IT 
assets over to the vendor and is 
subject to the vendor’s mercy. 

10. Other Issues for Consideration 
The customer should also 
understand the vendor’s recur-
ring back up processes. How 
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often will the customer’s data 
be backed up and how long will 
the backups be retained? Where 
will the data be stored? How 
often will the data be moved? 
If the data is highly sensitive, 
the customer should contrac-
tually require the vendor to 
store the data solely within the 
continental United States and 
provide the customer with the 
physical location of the data. 
Further, the vendor should 
be required to notify the cus-
tomer in the event the data is 
moved from its stated location. 
 The customer should also 
consider the vendor’s ability 
to subcontract the contracted 
services. Can the services be 

subcontracted within or outside 
the United States? Does the cus-
tomer want to limit the types 
of services that may be subcon-
tracted and who may access 
the customer’s data? If the cus-
tomer’s data is subject to export 
restrictions, the customer may 
want to consider the impact 
of the “deemed” export rule. 
 Finally, the customer should 
closely examine the vendor’s 
financial stability. Given the 
vendor is often providing mis-
sion critical services, the cus-
tomer wants to minimize the 
risk of a vendor bankruptcy 
by contracting only with finan-
cially sound vendors. 

Conclusion
Cloud computing has many benefits, 
most associated with reducing infor-
mation technology costs and greater 
flexibility in the use of IT assets. It also 
raises many issues for concern as not 
all processes and data are appropriate 
for movement to the cloud. A prudent 
customer should carefully consider 
the terms of its agreement to ensure it 
is adequately protected. 

Mr. Classen is Deputy General Counsel of 
Computer Sciences Corporation and the 
author of A Practical Guide to Software 
Licensing for Licensees and Licensors 
(4th Edition 2011 ABA Press). He may be 
reached at hclassen@csc.com. The opin-
ions expressed in this article are those of 
Mr. Classen and not his employer.
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By James M. Peppe and Carmen M. Fonda

In February 2011 the Court of Special Appeals released Wasserman v. Kay, 197 Md. App. 
586 (2011) and addressed the default fiduciary duties of the managing member of a 
Maryland limited liability company. The Maryland Limited Liability Company Act 
(LLC Act) is silent as to the fiduciary duties of managers and managing members of lim-
ited liability companies organized in Maryland, and no Maryland court had previously 
addressed what duties these agents owe the company or its members in the absence 
of an express provision in the operating agreement. By addressing the default case, 
Wasserman provides clarity for practitioners seeking to advise clients as to their fidu-
ciary duties when serving as the manager or managing member of a Maryland limited 
liability company. As we discuss below, however, Wasserman leaves unresolved several 
important questions for practitioners seeking to craft operating agreements that modify 
these default duties and allocate risk and responsibility among the parties.

1. Background.
Jack Kay was the managing mem-
ber and general partner of certain real 
estate investment vehicles. Wasserman 
was brought by minority partners and 
members of these investment vehicles 
as a result of Kay’s decision to pool 
the investment vehicles’ free cash with 
Kay-controlled affiliates and invest the 
funds with Bernard Madoff, despite 
provisions in the companies’ govern-
ing documents requiring that free cash 
be distributed or invested in federally-
insured deposit accounts or U.S. gov-
ernment-backed securities. For these 

services, Kay charged a fee of 4.5 per-
cent to 5 percent of the resulting profits 
though a wholly-owned subsidiary.

After the Madoff Ponzi scheme 
collapsed, the minority partners and 
members brought direct and deriva-
tive claims against Kay alleging, inter 
alia, breaches of his fiduciary duties 
as managing member and breaches 
of the relevant operating agreements. 
According to the minority investors, 
Kay: (1) breached the operating agree-
ments by failing to invest reserve 
funds exclusively in federally-insured 
deposit accounts and US government-

backed securities; (2) breached his 
duty of care by failing to perform 
adequate due diligence on the Madoff 
investment; (3) breached his duty of 
loyalty by subjecting the funds to an 
additional fee payable to an affiliate; 
and (4) breached his duty of disclo-
sure regarding the investments.

In ruling on the direct and deriva-
tive claims for breach of fiduciary 
and contractual duties, the Court of 
Special Appeals engaged in a detailed 
discussion of the duties of a manag-
ing member of a Maryland limited 
liability company to the company and 

FIDUCIARY DUTIES
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its members. The court concluded 
that because managing members are 
agents of both the limited liability 
company and its members they owe 
common law fiduciary duties to the 
company and members. Wasserman, 
197 Md. App. at 616. Applying the 
Court of Appeals’ recent decision in 
Shenker v. Laureate Education, Inc., 411 
Md. 317 (2009), the Court found that 
the common law fiduciary duties that 
apply to directors of a Maryland cor-
poration also apply to the manag-
ing member of a Maryland limited 
liability company and held that the 
members of a limited liability com-
pany may assert direct claims against 
the managing member of the compa-
ny for breach of his fiduciary duties. 
Wasserman, 197 Md. App. at 620.

2. default duties of 
Managers and Managing 
Members.
Unlike a number of other states’ lim-
ited liability company statutes, and 
unlike Maryland laws governing 
other types of business entities, the 
LLC Act does not define the duties 
of managers or managing members 
of Maryland limited liability compa-
nies. See md. Code ann., CoRps. & 
ass’ns §§ 2-405.1(a), 9A-404, 10-403, 
12-402(b) (2007 & Supp. 2011). Before 
Wasserman, members and managers 
of Maryland limited liability compa-
nies had little legal guidance as to 
what duties, if any, applied to them. 
In Wasserman, the Court of Special 
Appeals concluded that because a 
managing member of a limited liabil-
ity company is an agent of the com-
pany and its members the managing 
member owes the company and its 
members the common law fiduciary 
duties of an agent. Wasserman, 197 
Md. App. at 616. In reaching this con-

clusion, however, the Court of Special 
appeals did not discuss the substance 
of the “fiduciary duties under com-
mon law” that it found would apply 
to a managing member acting in his or 
her capacity as an agent of a Maryland 
limited liability company. Id. at 616. 

Most practitioners are familiar with 
the duties of directors of Maryland 
corporations, generally limited to the 
duty to act in good faith with a rea-
sonable belief that the action is in the 
best interests of the corporation and 
with the care of an ordinarily prudent 
person in a like position under simi-
lar circumstances. CoRps. & ass’ns § 
2-405.1(a). Similarly, the duties of a 
general partner of a Maryland gen-
eral or limited partnership are lim-
ited to the fiduciary duties of loyalty 
and care and an obligation of good 
faith and fair dealing. Id. § 9A-404. 
However, the fiduciary duties of other 
agents under Maryland law, including 
managers and managing members of 
limited liability companies, are not 
spelled out so clearly. As a result, 
many parties entering into a limited 
liability company agreement may not 
be familiar with the scope of the duties 
they may be obligated to fulfill. 

a. Duty of Loyalty.
The Maryland Court of Appeals 
regards the duty of loyalty as the “main 
duty” of an agent. King v. Bankerd, 303 
Md. 98, 108 (1985). An agent has a 
duty “to act solely for the benefit of 
the principal in all matters connected 
with his agency.” Green v. H & R Block, 
Inc., 355 Md. 488, 517 (1999) (quoting 
Restatement (seCond) of agenCy § 387 
(1958)). Similarly, in the view of the 
Maryland courts, “the fundamental 
duties of an agent are loyalty to the 
interest of his principal and the need to 
avoid any conflict between that inter-
est and his own self-interest.” C-E-I-R, 

Inc. v. Computer Dynamics Corp., 229 
Md. 357, 366 (1962). However, the 
scope of common law fiduciary duties 
under Maryland law does not stop 
with a duty of loyalty.

b. Duty of Care.
Unlike corporate directors, who are 
entitled to a “business judgment” pre-
sumption that they have satisfied their 
duty to act with the care of an ordinar-
ily prudent person, and general part-
ners, whose duty of care is to refrain 
from engaging in grossly negligent 
or reckless conduct, agents may be 
liable under Maryland common law 
for ordinary negligence. Ins. Co. of No. 
America v. Miller, 362 Md. 361, 386 
(2001). Insurance agents, for example, 
who are generally treated as ordinary 
agents under Maryland law must 
exercise “reasonable care and skill” in 
performing their duties. Id. Maryland 
courts have further implied that expert 
agents may be held to an expert stan-
dard of care, stating that “the princi-
pal-agent relationship demands that 
the agent . . . ‘devote all his skill and 
ability’” to his actions on behalf of his 
principal. King, 303 Md. at 109 (quoting 
Nagel v. Todd, 184 Md. 512, 516 (1946))
(emphasis added). As the Restatement 
(Second) of Agency states, an agent 
“is subject to a duty to the principal 
to act with standard care and with the 
skill which is standard in the locality 
for the kind of work for which he is 
employed to perform and, in addition, 
to exercise any special skill that he 
has.” Restatement (seCond) of agenCy 
§ 379 (1958).

c. Duty of Value Maximization.
An agent’s fiduciary duties under 
Maryland law are not limited to duties 
of care, loyalty and good faith. Under 
limited circumstances involving a sale 
of the corporation, and notwithstand-
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ing the Maryland statute generally 
codifying and limiting the duties of 
directors of a Maryland corporation, 
the Court of Appeals has found that 
corporate directors have common law 
fiduciary duties of candor and maxi-
mization of stockholder value. Shenker, 
411 Md. at 339. Because no statute lim-
its the common law fiduciary duties 
of a managing member of a Maryland 
limited liability company, the Court of 
Special Appeals strongly implied that 
managing members of limited liability 
companies would be subject to these 
common law fiduciary duties in all 
circumstances, not just in limited cir-
cumstances involving a cash sale of the 
company. Wasserman, 197 Md. App. at 
620. Although only a single reported 
Maryland case discusses the duty, the 
common law duty to maximize share-
holder value recognized by the Court 
of Appeals is apparently the so-called 
“Revlon” duty, to seek the best price 
and other terms reasonably available 
in connection with a sale of control of 
the entity. Shenker, 411 Md. at 338-339.

d. Duty of Disclosure.
Although not much discussed in 
Maryland business entity cases, duties 
of candor or disclosure are familiar 
in Maryland agency law. Agents are 
required to disclose to their principals 
any information the principal may rea-
sonably want to know. Impala Platinum 
v. Impala Sales, 283 Md. 296, 324 (1978). 
While this obligation frequently arises 
when principals have actual or poten-
tial conflicts of interest, agents have 
a duty to disclose any information 
material to the agency. Green, 355 Md. 
at 518. Maryland agents also have a 
duty to inform their principals of any 
improprieties of which the agent has 
knowledge and prohibit an agent’s 
active participation in any improper 
actions. Ins. Co. of No. America, 362 

Md. at 377. Although the LLC Act 
provides statutory inspection rights for 
members, it is possible that a common 
law fiduciary duty of disclosure could 
require managing members to affirma-
tively provide members with informa-
tion regarding the company’s business.

e. Additional Duties.
In addition to the duties of loyal-
ty, care, good faith, disclosure and 
value maximization, as a common 
law fiduciary a managing member 
of a Maryland limited liability com-
pany may have additional duties that 
have not been addressed by Maryland 
courts. For example, the Restatement 
(Second) of Agency, frequently relied 
on by Maryland courts in analyzing 
agency cases, recognizes an agent’s 
duty not to conduct himself with 
impropriety that brings disrepute 
upon the principal or the business in 
which the agent is engaged, or to act 
in such a way as to make continued 
friendly relations with the principal 
impossible. Restatement (seCond) of 
agenCy § 380 (1958). Thus, because no 
statue limits the common law duties 
of a managing member, as an agent of 
a Maryland limited liability company 
and its members, a managing member 
may face very different duties than 
a director or officer of a Maryland 
corporation or a general partner of a 
limited partnership. 

3. Power to Contractually 
Modify Fiduciary duties.
Partners of a Maryland general or lim-
ited partnership are statutorily autho-
rized to modify (but not eliminate) 
the default statutory duties of a gen-
eral partner within certain parameters. 
CoRps. & ass’ns § 9A-103. In contrast, 
the Maryland General Corporation 
Law does not authorize a Maryland 

corporation’s charter to modify the 
duties of its directors. CoRps. & ass’ns 
§ 2-104. Section 4A-402(a (9) of the LLC 
Act, however, explicitly authorizes the 
operating agreement of a Maryland 
limited liability company to specify the 
rights of any person. Most practitioners 
agree that the members of a Maryland 
limited liability company can agree to 
modify the default duties of managers 
or managing members by including 
appropriate language in the operat-
ing agreement. Operating agreements 
commonly contain provisions address-
ing conflicts of interest and manag-
ers’ or managing members’ duty of 
care. Although less common, parties to 
an operating agreement occasionally 
specify that managers and managing 
members owe no duties to the com-
pany or its members.

In Wasserman, the Court of Special 
Appeals recognized that members of 
Maryland limited liability companies 
often attempt to define their respective 
duties in the agreement and, although it 
did not specifically rule on the enforce-
ability of such limitations, the court 
suggested that Section 4A-402 of the 
LLC Act authorizes parties to alter their 
existing duties or create new duties 
in the company’s operating agreement. 
Wasserman, 197 Md. App. at 586. This 
approach is consistent with a decision 
of the United States District Court for 
the District of Maryland, which upheld 
provisions of a limited liability com-
pany operating agreement that provid-
ed that the non-member managers of 
a Maryland limited liability company 
would have the same duties as direc-
tors of a Maryland corporation. Froelich 
v. Erickson, 96 F.Supp.2d 507, 526-527 
(D.Md. 2000). This approach is also con-
sistent with general principles of agency, 
which permit the principal and agent to 
modify the agent’s duties by agreement 
or consent of the principal. Restatement 
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(thiRd) of agenCy § 8.06 (2006). See, 
e.g., Restatement (seCond) of agenCy §§ 
379, 381, 387 (specifying that an agent’s 
duties of care, disclosure and loyalty are 
subject to agreement between the prin-
cipal and the agent). In addition, it may 
be possible for managers and managing 
members of a limited liability com-
pany to obtain contractually the protec-
tion of the “business judgment rule.” 
See Froelich, 96 F.Supp.2d at 526-527 
(applying the business judgment rule 
to actions of non-member managers of 
a Maryland limited liability company 
where the operating agreement speci-
fied that the managers would have the 
same duties as directors of a Maryland 
corporation).

Although Wasserman strongly 
implies that members of a Maryland 
limited liability company can contract 
to modify the fiduciary duties of a 
manager or managing member, it does 
not address whether there are limits 
on the parties’ power to waive those 
duties. For example, the Delaware 
Limited Liability Company Act per-
mits the parties to eliminate fiduciary 
duties altogether, so long as the oper-
ating agreement does not eliminate 
liability for a bad faith violation of the 
implied contractual covenant of good 
faith and fair dealing. 6 del. Code 
ann. § 18-1104 (2011). The Maryland 
Revised Uniform Partnership Act 
allows partners to modify the statuto-
ry fiduciary duties of general partners 
but forbids provisions that “unreason-
ably” reduce the duty of care. CoRps. 
& ass’ns § 9A-103(b)(4). In the absence 
of explicit statutory authority it seems 
unlikely that Maryland courts would 
permit the members of a Maryland 
limited liability company to elimi-
nate manager or managing member 
duties entirely. See Gotham Partners, 
L.P. v. Hallwood Realty Partners, L.P., 
817 A.2d 160 (Del. 2002) (question-

ing whether the partnership agree-
ment of a Delaware limited partner-
ship could contractually eliminate the 
fiduciary duties of the general partner 
despite statutory language permitting 
the agreement to restrict such duties). 
It also seems likely that Maryland 
courts will strictly construe provisions 
of an agreement limiting the fidu-
ciary duties of managers or managing 
members. See Id. at 168.

Although not strictly addressing 
the enforceability of contract provi-
sions limiting agents’ fiduciary duties, 
Maryland courts have provided some 
guidance as to the extent to which 
agents may be contractually protect-
ed from liability for breach of those 
duties. In Wolf v. Ford the Court of 
Appeals upheld an agreement between 
an investor and a securities investment 
firm that limited the investor’s claims 
to “gross negligence or willful miscon-
duct” by the broker. 335 Md. 525, 528 
(1994). The Wolf court explained that 
an exculpatory clause in a Maryland 
contract would generally be enforce-
able unless: (1) the clause shields a 
party from liability for “intentional 
harms or for the more extreme forms 
of negligence, i.e., reckless, wanton, or 
gross;” (2) the clause is “the product 
of grossly unequal bargaining power;” 
or (3) the transaction concerns “the 
public interest. ” Id. at 531-32. See also, 
Kline v. Knight, 135 Md. App. 732 (2000) 
(unreported) (applying this standard 
of review to exculpatory clause of a 
Maryland partnership agreement). 
Logically, if an operating agreement 
cannot shield a manager or managing 
member from liability for gross negli-
gence or willful misconduct it seems 
likely that the operating agreement 
cannot reduce the manager or manag-
ing member’s fiduciary duty of care to 
a lesser standard.

4. Practical drafting 
Considerations.
Wasserman answers some questions 
for practitioners drafting operating 
agreements of Maryland limited lia-
bility companies and provides some 
new considerations for parties crafting 
operating agreements. One question 
beyond the scope of this article, but 
of interest to many practitioners, is 
what duties non-managing members 
owe the company and the other mem-
bers and whether those duties, if they 
exist, can be minimized or eliminated. 
Further, many business people familiar 
with the fiduciary obligations of other 
forms of entities may not expect man-
agers and managing members to be 
potentially subject to liability for ordi-
nary negligence in the performance of 
their duties. Parties drafting operating 
agreements may want to specifically 
address this issue. Parties may also 
want to consider whether provisions 
of an operating agreement addressing 
reports to members should explicitly 
state that the enumerated rights are the 
exclusive rights of members, and that 
the managers or managing members 
have no additional duties to provide 
disclosure about day-to-day manage-
ment or performance of the company. 
Finally, provisions that identify specific 
actions by managers and managing 
members that will not violate the duty 
of loyalty, such as engaging in business 
that competes with the limited liability 
company’s business, may be viewed 
more favorably than provisions that 
simply waive “all fiduciary duties.” 
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Introduction
A covenant not to compete is a limited restraint of trade that, in many situa-
tions, restricts the freedom of an individual or business seller who is no longer 
associated in any way with the person or entity that the covenant benefits. 
These restraints are most common in employment relationships and also are 
customarily included in franchise agreements. Because business covenants are 
almost always enforced, and there are few Maryland cases (none recent) evalu-
ating them, in this article we address employer and franchise covenants.

Maryland courts will enforce such covenants if: 
1. The bound party received adequate consideration in exchange for the 

restriction; 
2. Enforcement is reasonably necessary to protect one or more classes of 

important business interests; 
3. The restraint is confined within limits which are no wider as to area and 

duration than are reasonably necessary to protect that interest, subject 
to possible “blue penciling” as described below; 

4. The relief sought in enforcement will not impose an “undue hardship” 
on the bound party; and

5. The relief sought will not harm the public interest. 

See, e.g., Gen. Parts Distrib., LLC v. St. Clair, 2011 U.S. Dist. LEXIS 145055 (D. 
Md. Dec. 14, 2011); SNS One, Inc. v. Hage, 2011 U.S. Dist. LEXIS 74718 (D. Md. July 
11, 2011); Cleaning Auth., Inc. v. Neubert, 739 F. Supp. 2d 807, 819 (D. Md. 2010); 
Severn Mktg. Assocs. v. Doolin, 2010 U.S. Dist. LEXIS 102992 (D. Md. Sept. 29, 2010); 
TEKsystems, Inc. v. Bolton, 2010 U.S. Dist. LEXIS 9651 (D. Md. Feb. 4, 2010); and 
Mansell v. Toys “R” Us, Inc., 673 F. Supp. 2d 407, 416 (D. Md. 2009). 

By david l. Cahn and allan P. Hillman

The Tie That Binds:
Non-Competition Covenants Under Maryland Law
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Employment relationships
Consideration and Other 
Contract Defenses
In the employment context, initial 
hiring constitutes adequate consider-
ation in exchange for a non-compete 
restriction, as does a bonus, pay raise, 
or promotion. Mere continuation of an 
at-will relationship for a “substantial” 
period of time after signing the cov-
enant is also adequate consideration 
for a covenant. Simko, Inc. v. Graymar 
Co., 55 Md. App. 561, 464 A.2d 1104 
(1983) (ten years was sufficient con-
sideration; also stated that three years 
was sufficient). 

If an employer commits a material 
breach of the agreement, the former 
employee may be released from further 
obligation under the covenant; see, e.g., 
Jorgensen v. United Communs. Group, 
Ltd. P’ship, 2011 U.S. Dist. LEXIS 95426 
(D. Md. Aug. 25, 2011) and Bethesda 
Asset Svcs., Inc. v. Bank of New York, 
2005 WL 2106083, 2005 U.S. Dist. LEXIS 
19677 (D. Md. 2005). Careful drafting 
sometimes can avoid this result, by 
preserving both the employee’s right to 
sue for breach and the employer’s right 
to enforce the non-compete.

Protection of Customer Goodwill 
and Relationships
Generally speaking, the most likely 
basis for finding an employer’s “pro-
tectable business interest” is “if a part 
of the compensated services of the for-
mer employee consisted in creation of 
the good will of customers and clients 
which is likely to follow the person 
of the former employee.” Silver v. 
Goldenberger, 231 Md. 1, 188 A.2d 155, 
158 (1963). 

Examples of cases where the 
employer has made the requisite 
showing are: 

Hearn Insulation & Improvement 
Company, Inc. v. Bonilla, 2010 U.S. Dist. 

LEXIS 79032 (D. Md. 2010) (subcon-
tractor enjoined from working directly 
for plaintiff’s former customer; sub-
contractor had extensive dealings 
with customer’s “designees” while 
working for plaintiff;

Intelus Corp. v. Barton, 7 F. Supp. 2d 
635 (D. Md. 1998) (account manager 
for supplier of customer relationship 
management software);

Holloway v. Faw, Casson & Co., 319 
Md. 324, 572 A.2d 510 (1990) (accoun-
tant with customer relationships).

Tuttle v. Riggs-Warfield-Roloson, Inc., 
251 Md. 45, 246 A.2d 588 (1968) (insur-
ance agent’s relationship manager)

Ruhl v. F. A. Bartlett Tree Expert Co., 
245 Md. 118, 225 A.2d 288 (Md. 1967) 
(manager & primary sales representa-
tion of tree care company’s district 
office); 

Fowler v. Printers II, Inc., 89 Md. 
App. 448, 598 A.3d 794 (1991) (print-
ing company sales representative – 
non-solicitation covenant only).

Examples of cases where the 
employer was unable to make such a 
showing are: 

Ecology Services, Inc. v. Clym 
Environmental Services, LLC, 181 Md. 
App. 1, 952 A.2d 999 (2008) (former 
employees went to work for replace-
ment contractor after bid award and 
had no role in procuring new con-
tract); 

Labor Ready, Inc. v. Abis, 137 Md. 
App. 116, 767 A.2d 936, 946 (2001) 
(manager of temporary employment 
services agency; no solicitation of for-
mer employer’s customers or employ-
ees shown);

Becker v. Bailey, 268 Md. 93, 299 
A.2d 835 (1973) (company providing 
tag and title delivery services for car 
dealerships; no showing the former 
employee solicited employer’s cus-
tomers).

While a few cases have stated that 

covenants can be enforced against 
employees who “provide unique ser-
vices,” as opposed to being essential-
ly unskilled workers, those “unique 
skills” must have induced the employ-
er to hire the employee and then been 
used to develop customer relation-
ships. Most prominently, see Millward v. 
Gerstung International Sport Education, 
Inc., 268 Md. 483, 302 A.2d 14 (1973). 
Gerstung hired Millward, a well-
known local professional soccer coach, 
used his likeness to develop its sum-
mer camp business, and promoted him 
to camp director, at which point he 
signed a two-year non-compete. The 
following year Millward tendered his 
resignation and became the director of 
a new camp, which was promoted in 
the same area with a heavy emphasis 
on Millward. A circuit court enjoined 
Millward’s employment by the new 
camp for two summers, and the Court 
of Appeals affirmed on two grounds: 
(a) Gerstung’s reliance on Millward’s 
“unique skills” when hiring him, and 
(b) Millward’s use of his subsequently-
acquired reputation as a camp director 
to solicit Gerstung’s customers. 

Subsequent cases have not enforced 
covenants under Maryland law on the 
sole basis of “unique skills.” Instead, 
the predominant themes are that skills 
developed in the course of employment 
do not rise to the level of uniqueness for 
non-compete purposes, Ecology Services, 
Inc., 181 Md. App. At 30 and Labor 
Ready, Inc., 137 Md. App. at 136. Further, 
“employees are free to use the knowl-
edge they have gleaned from their past 
employers to become more efficient 
competitors in the marketplace, as long 
as they do not exploit personal contacts 
with customers or clients of the former 
employer.” Source Servs. Corp. v. Bogdan, 
1995 U.S. App. LEXIS 3352 at *10 (4th Cir. 
1995) (Md. law). 
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Trade Secrets
Trade secrets are enforceable indepen-
dent of a non-compete, under Md. 
Com. Law Code Ann. §11-1201 et seq. 
Cases are rare where a covenant not to 
compete is enforced where the inter-
est being protected is predominantly 
protection of trade secrets or confi-
dential information, absent a showing 
of impairment (or threatened impair-
ment) of customer goodwill. But see Tabs 
Associates, Inc. v. Brohawn, 59 Md. App. 
330, 475 A.2d 1203 (1984) focusing on 
protecting against the misuse of confi-
dential business information; see also, 
Nat’l Instrument v. Braithwaite, Case No. 
24-C-06-004840, 2006 Md. Cir. Ct. LEXIS 
12 (Cir. Ct. Baltimore City, Aug. 3, 2006). 

On a broader level, the more 
“senior” a person is within a busi-
ness, the more likely it is that the 
plaintiff’s confidential business plans 
may form a protectable interest jus-
tifying enforcement of the covenant. 
See, e.g., Hekimian Labs. Inc. v. Domain 
Systems, Inc., 664 F. Supp. 493 (S.D. 
Ala. 1987) (under Maryland law, 
enjoining Plaintiff’s former Director 
of Systems Engineering from moving 
to a comparable high-level position 
with a direct competitor). 

Scope of Restriction
Maryland courts require that the dura-
tion of a post-termination restriction on 
competition be clear in the covenant. 
Therefore, a durational requirement 
of one year not from the date of termi-
nation but from the date that a court 
enjoins conduct violating the covenant 
was held unenforceable, because the 
obligations under the covenant could 
have continued indefinitely. Nationwide 
Mut. Ins. v. Hart, 73 Md. App. 406, 534 
A.2d 999, 1002 (1988). 

Maryland courts have often 
enforced a covenant of two years after 
termination. See, e.g., Padco Advisors, 

Inc. v. Ohmdahl, 179 F.Supp.2d 600 
(D. Md., 2002) ; Millward v. Gerstung 
International Sport Education, Inc., 
supra; and Tuttle v. Riggs-Warfield-
Roloson, Inc., supra. In addition, in 
Holloway v. Faw, Casson & Co., supra, 
the Court of Appeals did not disturb 
the decisions of the lower court grant-
ing a damage award to the accounting 
firm for the former partner’s breaches 
of his obligations not to serve the 
firm’s clients during a period of three 
years from the date of termination, 
where the stipulated measure of dam-
ages was one year’s worth of the fees 
paid by each such client. 

In general a geographic restric-
tion limited to the area in which the 
employee has conducted the employ-
er’s business will be deemed reason-
able. See, e.g., Intelus Corp. v. Barton, 
7 F.Supp.2d 635 (D. Md. 1998) (nation-
wide restriction where employee had 
nationwide responsibility and con-
tacts); Hekimian Labs. Inc. v. Domain 
Systems, Inc., supra (under Maryland 
law, a worldwide injunction where the 
former employee had had customer 
contact throughout the employer’s 
worldwide marketing area); Ruhl v. 
Bartlett Tree, supra (enforcing contract’s 
six-county restriction where employee 
had worked); and Millward v. Gerstung 
Int’l. Sport, supra (enforcing covenant in 
Baltimore City and surrounding coun-
ties). By contrast, in Tawney v. Mutual 
Sys., 186 Md. 508, 47 A.2d 372 (1946), 
the covenant against competing in 
Baltimore City was held unenforceable 
because most of the city’s population 
had no contact with the employee.

In the cases of salespeople and “rela-
tionship managers,” as opposed to 
senior executives, some courts refuse 
to enforce covenants unless they are 
more narrowly tailored, to prevent 
the former employee from diverting 
customers with whom the employ-

ee actually developed relationships. 
For example, in MCS Services, Inc. v. 
William T. Jones, 2010 U.S. Dist. LEXIS 
105013 (D. Md. 2010), Judge Nickerson 
found unenforceable a non-compete 
that prevented the employee from 
working for “any other entity engaged 
in a business in competition with, or 
similar in nature to, the Company’s 
Business in any geographic area where 
the Company does business.” The 
court found that sweeping prohibition 
to be unenforceable because it is “not 
reasonably necessary to protect the 
customer goodwill Jones created, and 
it is not narrowly tailored to that end. 
It constrains the list of Jones’s potential 
employers instead of targeting possible 
goodwill-thieving activities.” Id. at 12.

Undue Hardship on Employee
Virtually all non-compete cases 
involve injunctive relief. Even if the 
non-compete is valid on its face, a 
court in equity may determine that 
its enforcement will cause an “undue 
hardship” on the former employee. 
See, Food Fair Stores, Inc. v. Greeley, 
264 Md. 105, 285 A.2d 632 (Md. 1972), 
(provision causing a former employee 
to forfeit his pension benefits if he 
worked for a “competitor” was unen-
forceable as an “undue hardship,”) 
and Ecology Services, 181 Md. App. 1 at 
24(undue hardship where compliance 
with the non-compete would require 
radioactive waste disposal workers 
to take a substantial pay cut and do 
heavy lifting). However, it is notable 
that in both cases the court had seri-
ous and substantial doubts about the 
employer’s protectable interest. By 
contrast, in Ruhl, 245 Md. at 126, the 
Court of Appeals permitted enforce-
ment against the plaintiff’s former 
Eastern Shore manager despite the fact 
that he had worked virtually his entire 
life in the tree trimming industry in 
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that region, because he had an inte-
gral role in developing the employer’s 
regional goodwill and he resigned to 
start a competing business. 

Rewriting or “Blue-Penciling”
Maryland courts have enforced cove-
nants against competition after striking 
portions found to be unreasonable. The 
law is unsettled as to whether the only 
permissible method is this, i.e., to “blue 
pencil” an overly broad covenant or 
whether the court can actually rewrite 
the covenant. In Holloway v. Faw, Casson 
& Co., supra, the Court of Appeals did 
not disturb the decisions of the lower 
courts granting a liquidated damages 
award to the accounting firm for the 
former partner’s breaches of his obli-
gations not to solicit the firm’s clients 
during a period of three years from 
the date of termination, rather than the 
five years of restriction stated in the 
actual covenant. However, the Court 
of Appeals expressly did not reach 
the holding of the Court of Special 
Appeals, 78 Md. 205, 237-38 (1989), that 
Maryland adopted the so-called “flex-
ible approach” that allows courts even 
to rewrite a covenant to make it “rea-
sonable” and therefore enforceable.

In Deutsche Post Global Mail, Ltd v. 
Conrad, 292 F. Supp. 2d 748 (D. Md. 
2003), aff’d, 116 Fed. Appx. 435; 2004 
U.S. App. LEXIS 24249 (4th Cir. 2004), the 
court was asked to modify the follow-
ing post-termination restriction: a for-
mer employee cannot for two years “[e]
ngage in any activity which may affect 
adversely the interests of the Company 
or any Related Corporation and the 
businesses conducted by either of them, 
including, without limitation, directly or 
indirectly soliciting or diverting custom-
ers and/or employees of the Company 
or any related Corporation or attempt-
ing to so solicit or divert such custom-
ers and/or employees.” Both the trial 
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and appellate courts found the portion 
of the restriction before the comma to 
be unreasonably overbroad and there-
fore unenforceable under Maryland 
law. The U.S. District Court disdained 
“rewriting” but permitted “blue pencil-
ing” to solely restrict the solicitation or 
diversion of customers and/or employ-
ees, but then found even that restriction 
to be overbroad, 292 F. Supp. 2d at 754 
– 56, and the Fourth Circuit held that, 
because the restrictions on solicitation 
and diversion were simply examples 
of activities prohibited by the broader 
“dominant portion” before the comma, 
the revision requested by the plaintiff 
was a “rewriting” impermissible under 
Maryland law. 2004 U.S. App. LEXIS 
24249, *9 - *13. 

Franchise and License Relationships
In Sylvan Learning, Inc. v. Gulf Coast 
Education, Inc., 2010 U.S. Dist. LEXIS 
107160, *7 (S.D. Ala., Oct. 6, 2010), 
the Court held that Maryland’s law 
governing non-compete agreements 
“between employers and employees 
extends to agreements between the 
licensor and licensee of a franchise. See 
Budget Rent A Car, Inc. v. Raab, 268 Md. 
478, 302 A.2d 11, 13-14 (Md. 1973).” 
Recent cases have found that the fran-
chise relationship has its own unique 
dynamics which mandate more liberal 
enforcement of covenants. 

In particular, courts have held that 
permitting franchisees to benefit but 
then “break away” from the franchise 
system ,while continuing to solicit and 
serve the same customer base, may 
effectively destroy the franchisor’s 
goodwill in the community, prevent it 
from effectively resuming operations in 
that community, and adversely impact 
its ability to maintain its system in 
general. In ATL Int’l Inc. v. Baradar, Bus. 
Franchise Guide (CCH) 11,345 (D. Md. 
1997) (Motz, C.J.), the Court granted a 

preliminary injunction under Maryland 
law (the law chosen in the franchise 
agreement) to an automotive repair 
franchisor, finding that the franchisor 
was likely to succeed on the merits. The 
Court enforced a two-year post-term 
non-compete within 10 miles of the 
former Oregon franchisee’s All Tune & 
Lube location, finding that the franchi-
sor would suffer irreparable harm if a 
“breakaway” franchisee was allowed 
to continue operating. According to 
the Court, such a breakaway would 
encourage other disgruntled franchisees 
to break away, would damage the fran-
chisor’s goodwill, and could unravel 
the entire franchise system. (Co-author 
Hillman represented the franchisor 
in that case.) See, e.g., Naturalawn of 
America, Inc., v. West Group LLC, 484 
F.Supp.2d 392 (D. Md. 2007) (enforcing 
two-year non-compete within twenty 
miles of former franchisee’s territory 
and of any other franchisees’ territory) 
and Wild Bird Centers of North America, 
Inc. v. Boyce Lee Duer, Case No. 326421, 
Bus. Franchise Guide (CCH) 14,490 (Cir. 
Ct. Montgomery Cty. Md., September 2, 
2010) (same). 

The Court of Appeals’ 1973 ruling 
in Raab, remains a point of potential 
danger for enforcing franchisors. In 
that case, Hans Raab began operating 
a Budget Rent a Car franchise adjacent 
to his existing BP service station and 
continued as a franchisee for five years, 
under a franchise agreement requiring 
him to refrain from engaging in any 
motor vehicle rental or leasing business 
in his assigned market area for two 
years after the franchise ended. After 
Raab decided not to renew the fran-
chise, he resumed operating a rental car 
business at the same site, using many 
of the same cars but under a different 
name and telephone number. The Court 
held that the covenant was unenforce-
able because Raab was “an unskilled 

worker whose services are not unique; 
there was no solicitation of customers; 
nor was there any use of trade secrets, 
assigned routes, customer lists or devel-
opment of personal contacts with cus-
tomers as an integral part of the service 
rendered.” 268 Md. at 482. 

Two recent cases declined to enforce 
the covenant by injunction even 
where it was held lawful. In Prosperity 
Systems, Inc. v. Nadeem Ali, 2010 U.S. 
Dist. LEXIS 132414 (D. Md., December 
15, 2010), the Court enjoined the ter-
minated franchisee from continuing 
use of the franchisor’s trademarks and 
held a one-year, twenty-mile covenant 
was lawful, but refused to enjoin the 
franchisee’s continued operation of a 
pizza take-out and delivery business, 
finding it would cause an undue hard-
ship to the former franchisee. The court 
subsequently ordered the former fran-
chisee to transfer the telephone num-
ber it had used as Pizza Boli’s to the 
franchisor, thereby reducing the former 
franchisee’s ability to misappropriate 
goodwill built under the Pizza Boli’s 
name. See also, Sylvan Learning, Inc. v. 
Learning Solutions, Inc., 2011 U.S. Dist. 
LEXIS 64492 (S.D. Ala. June 17, 2011) 
(Md. law; enforcing numerous post-
termination obligations but declining 
to enjoin violation of the non-compete).

Such decisions are cautionary outli-
ers in the face of the general inclination 
of courts to enforce these covenants, 
not only in franchise cases but in gen-
eral. It is therefore important for the 
party with weaker bargaining power to 
carefully draft such covenants to avoid 
undue hardship.

Mr. Cahn is the Chair of the Franchise 
Business Law Group at Whiteford, Taylor 
& Preston L.L.P. in Baltimore. He may  
be reached at dcahn@wtplaw.com.  
Mr. Hillman is writer of the Maryland 
chapter of the ABA’s Covenants Not 
to Compete in Franchising. He may be 
reached at allan@franchiselawsource.com.
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By Brian P. Field

“It’s only when the tide goes out that 
you learn who’s been swimming naked.”
Warren Buffett

In SunTrust Bank v. Goldman, 201 Md. App. 
390 (2011), the Court of Special Appeals 

(the “Court”) emphasized the merger doc-
trine’s impact on collecting post-judgment 
attorneys’ fees pursuant to a contract pro-
vision. In case your memory of first-year 
contract law needs refreshing, upon the 
entry of final judgment on a contract the 
doctrine of merger extinguishes contract-
based rights to attorneys’ fees and expenses 
for post-judgment activities, i.e., enforcing 
a judgment. In short, the Court in Goldman 
denied the lender attorneys’ fees associated 
with enforcing the judgment.  

Collecting  
Post-Judgment 
Attorneys’ Fees: 
Drafting Provisions  
to Avoid the Effect  
of Merger
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The Court, however, also recog-
nized three exceptions to the rule. 
One of which, surely to be of interest 
to any attorney who contemplates 
drafting a fee provision, permits a 
fee provision to survive the final 
judgment if it contains clear intent to 
avoid the effect of merger. 

Background
On February 20, 2007, Frank and Lisa 
Goldman (collectively, the “Debtor”) 
entered into a credit agreement with 
SunTrust Bank (the “Lender”). In 
addition to the various provisions 
contained in the credit agreement 
relating to the administration of the 
loan and payment of fees, the sec-
tion entitled “Lender’s Rights” con-
tained the following paragraph (the 
“Goldman Provision”).

We may hire or pay someone else 
to help collect this Agreement if 
you do not pay. You will pay us 
that amount. This includes, subject 
to any limits under applicable law, 
our costs of collection, including court 
costs and fifteen percent (15 percent) of 
the principal plus accrued interest as 
attorneys’ fees or reasonable attorneys’ 
fees as allowed by law, if any sums 
owing under this Agreement are 
collected by or through an attor-
ney at law, whether or not there is 
a lawsuit, and legal expenses for 
bankruptcy proceedings (includ-
ing efforts to modify or vacate any 
automatic stay or injunction), and 
appeals. If not prohibited by law, 
you will also pay any court costs, 
in addition to all other sums pro-
vided by law. (Emphasis added).

Following default under the credit 
agreement Lender filed a complaint 
on June 30, 2009 in circuit court and 

claimed principal due in the amount 
of $401,373.31, interest in the amount 
of $14,259.31, and attorneys’ fees in 
the amount of $60,206.00 (15 percent 
of principal). When Debtor did not 
answer the circuit court entered an 
order of default on October 22, 2009. 
On March 12, 2010, the circuit court, 
after holding a hearing attended 
only by Lender, entered judgment by 
default against Debtor for the prin-
cipal loan balance in the amount of 
$401,373.31 and accrued pre-judgment 
interest in the amount of $29,961.87. 
The circuit court deferred ruling on 
the claim for attorneys’ fees until a 
future hearing.

On March 22, 2010, Lender filed 
a motion that requested the circuit 
court revise the judgment to include 
attorneys’ fees in the amount of 
$60,206.00 or, alternatively, an amount 
of $3,258.30, comprised of attorneys’ 
fees in the amount of $3,094.00, rep-
resenting the amount of fees incurred 
to date, plus costs incurred in the 
amount of $164.30. In a memoran-
dum opinion, the circuit court con-
cluded, based on Mortgage Investors of 
Washington v. Citizens Bank & Trust Co. 
of Maryland, 278 Md. 505 (1976), that 
Lender “could not recover fees in an 
amount greater than it was required 
to pay its attorneys.” Goldman at 395. 
As no evidence was presented regard-
ing the attorneys’ fee agreement, the 
amount required to pay the appel-
lant’s attorney or the services per-
formed by the attorneys, the circuit 
court chose to award the alternative 
amount of $3,258.30. 

attorneys’ Fees 
requirements
On appeal, Lender argued that the 
Court should enforce the terms of the 
credit agreement based on its plain 

language. Lender also noted, and 
the Court agreed, that the attorneys’ 
fees provision of the credit agree-
ment recognized costs associated 
with collecting a judgment, a post-
judgment activity. Lender argued 
the 15 percent fee would cover both 
(a) the actual fees known at the time 
of the judgment and (b) additional 
fees incurred in the future related 
to collection and enforcement of the 
judgment. Faced with a circuit court 
award limited to the actual fees, 
Lender correctly asserted that the 
doctrine of merger would prevent a 
future action to enforce the fee pro-
vision covering costs associated with 
collection. See AccuBid Excavation, 
Inc. v. Kennedy Contractors, Inc., 188 
Md. App. 214 (2009).

Relying on Webster v. People’s Loan, 
Savings & Deposit Bank of Cambridge, 
160 Md. 57, 61 (1976), Lender argued 
that, if the Court awarded the 15% 
fee, Lender would credit Debtor the 
portion of the 15 percent fee not 
actually paid to Lender’s attorneys 
upon satisfaction of the judgment. As 
attorneys’ fees provisions are in the 
nature of indemnity agreements, the 
credit would satisfy the indemnifica-
tion requirement. 

The Court agreed that “attorney’s 
fees provisions are in the nature of 
indemnity agreements.” Goldman at 
398. Yet, it distinguished Webster as 
a case that dealt with a judgment by 
confession at a time when confessed 
judgments were entered by the clerk 
of the court. Md. Rule 2-611, amend-
ed in 2010, now includes a subsection 
that “requires a court to review a con-
fessed judgment for factual and legal 
validity before the clerk may enter 
the judgment.” Id. at 399. The Court 
noted that judicial review of a con-
fessed judgment occurs at the outset 
when the reviewing court can make 
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a determination as to the reasonable-
ness of the attorneys’ fees.

Instead, the Court looked to 
Mortgage Investors, a case factually 
similar to Goldman. There, a debtor 
agreed to pay all court costs and 
an attorneys’ fee in the amount of 
15 percent of the outstanding loan 
balance at the time of the suit. The 
creditor prevailed and was awarded 
a fee of 15 percent. On appeal, the 
Court of Special Appeals reduced 
the award to the amount the creditor 
owed to its attorneys. The Court of 
Appeals affirmed. “Thus, Maryland 
law limits the amount of contrac-
tual attorneys fees to actual fees 
incurred, regardless of whether 
the contract provides for a greater 
amount.” Goldman at 398. Without 
going into detail, the Court noted 

that the amount of fees may be 
determined by other methods pursu-
ant to a contract.

The Court also discussed the rea-
sonableness requirement of attorneys’ 
fees. Courts use the factors listed in 
Rule 1.5(a) of the Maryland Lawyers’ 
Rules of Professional Conduct to ana-
lyze what constitutes a reasonable 
fee when interpreting a contract. In 
Goldman, though, the effect of merger 
precluded the need for either the cir-
cuit court or the Court to analyze the 
reasonableness of the attorneys’ fees. 

Effect of Merger
The Restatement (Second) of 
Judgments § 18 (1982) defines the rule 
of merger as follows:

When a valid and final personal 
judgment is rendered in favor of 
the plaintiff: (1) The plaintiff can-
not thereafter maintain an action 
on the original claim or any part 
thereof, although he may be able to 
maintain an action upon the judg-
ment; and (2) In an action upon the 
judgment, the defendant cannot 
avail himself of defenses he might 
have interposed, or did interpose, 
in the first action.

Maryland courts have adopted the 
rule. Under the rule of merger, a sim-
ple contract is merged in a judgment 
or decree rendered upon it and all its 
powers to sustain rights and enforce 
liabilities terminate in the judgment or 
decree. AccuBid at 233 (citing Jackson 
v. Wilson, 76 Md. 567 (1893)). See also 

410.385.5350
800.737.3436
specialcounsel.com

THAT’S WHAT WE DO, EVERY DAY.® Special Counsel is the nation’s largest provider of legal workforce 
solutions, providing full cycle discovery services from processing through production. Our project managers 
are talented document review attorneys with proven project management and supervisory experience. Our 
project managers work hand-in-hand with clients throughout their entire project lifecycles, developing plans that 
accurately forecast projected spend and reduce overall discovery costs. A Special Counsel managed review will 
increase productivity, not price. Call us today.

©2012 Special Counsel, Inc. All rights reserved.

manage the document review,
I need someone to

managing the case.
so I can focus on



40        Maryland Bar Journal           July 2012

Monarc Constr., Inc. v. Aris Corp., 188 
Md. App. 377 (2009). While certain 
collateral and ancillary matters may 
be litigated separately, contract-based 
rights to additional attorneys’ fees 
are part of the damages claim of a 
contract. Goldman at 403. In effect, 
once the contract is merged into a 
final judgment the claims to addi-
tional attorneys’ fees are extinguished 
and cease to exist as a separate cause 
of action. Id. 

In both AccuBid and Monarc 
Construction the Court alluded to 
an exception. In AccuBid the Court 
acknowledged that two cases it cited 
recognize that an express provi-
sion may avoid merger. In Monarc 
Construction the Court noted that 
the appellant failed to assert that the 
applicable provision expressly provid-
ed for the right to collect fees beyond 
judgment. By extension, in Goldman, 
the Court explored three exceptions: 

legislative action, public policy and 
contractual intent. 

Statutory remedies may allow par-
ties to collect post-judgment legal 
expenses incurred when an underlying 
contract provides for attorneys’ fees. 
The Court cited a California statute that 
provides for recovery of attorneys’ fees 
following a final judgment in specific 
circumstances. The California statute 
abrogated a state court of appeals deci-
sion. See Chelios v. Kaye, 219 Cal. App. 
3d 75 (1990). Here, a similar Maryland 
statute does not exist.

The Court also recognized an excep-
tion for public policy expressed in 
legislative enactments. The Court dis-
cussed the Court of Appeals’ willing-
ness to grant a tenant post-judgment 
fees from a landlord in connection 
with the Maryland Security Deposit 
Act. See Pak v. Hoang, 378 Md. 315 
(2003). But, for this exception to apply 
a remedial statute must be present. 

Here also, the Court did not find a 
similar remedial statute.  

Finally, the Court discussed the 
ability of parties to contractually pro-
vide that a fee provision shall not 
merge into the judgment. The Court 
reviewed a family law case where the 
Court of Appeals found the applicable 
provision of a separation agreement to 
be incorporated but not merged into 
the decree. See Johnston v. Johnston, 
297 Md. 48 (1982). The Court then 
provided a two-part test to deter-
mine whether a provision for shifting 
post-judgment collection of attorneys’ 
fees survives a final judgment on the 
underlying contract. First, the contract 
must provide for shifting of post-judg-
ment fees. Second, the language must 
be sufficiently clear to avoid the effect 
of merger. The Goldman Provision 
passed the first part of the test but, 
largely due to lack of specificity, failed 
the second. 
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drafting Tips
Unfortunately, the Court declined 
the opportunity to suggest specific 
contract language that would avoid 
the effect of merger. The Court did 
state the Goldman Provision lacked 
“express language stating that the 
parties intend that the fee provision 
shall not merge into a judgment on 
the agreement.” Goldman at 406. In 
hopes of providing something more 
than a brief of Goldman and insuring 
the accuracy of this article’s title, here 
are three drafting tips to consider the 
next time you review a fee provision. 
Of course, the tips, gleaned from 
Goldman and other cases, assume 
your review aims to avoid the effect 
of merger. As attorneys’ fee provi-
sions have implications beyond the 
loan concept in Goldman, the tips are 
purposefully broad.  

1. Use a form of the word merger. 
The Court hedged on whether lan-
guage can be sufficiently definite to 
avoid merger without a form of the 
word merger. Johnston appears (to 
both the Court and the author) to be 
the only Maryland case “in which 
merger has been avoided, based on 
the intent of the parties as expressed 
in the contract.” The separation 
agreement in Johnston provided that 
“this agreement shall not be merged 
in the decree, but shall survive the 
same . . . .” Johnston at 50. The 
Goldman Provision did not use the 
word merger. Consider using a form 
of the word merger.

2. Include additional language 
of merger. Case law often describes 
a contract-based claim as being 
extinguished by merger. See In re 
Schwartz, 77 B.R. 177, 180 (Bankr. 
S.D. Ohio 1987) (“Once the Kentucky 
court entered its final judgment any 
right which [creditor] may have had 
to attorneys’ fees under the note 

was extinguished.”); Chelios at 80 
(“[A]ll of the prior contractual rights 
are merged into and extinguished 
by the monetary judgment . . . .”); 
Goldman at 402 (“[T]he entry of final 
judgment on a contract case extin-
guishes any contract-based right to 
further attorneys’ fees . . . .”); Caine 
& Weiner, 42 Wn. App. 835, 837 
(1986) (“[W]hen a valid final judg-
ment for the payment of money is 
rendered, the original claim is extin-
guished . . . .”). See also Restatement 
(Second) of Judgments § 18 cmt. a 
(1982) (“When the Plaintiff recovers 
a valid and final personal judgment, 
his original claim is extinguished . . . 
.”). Obviously, extinguish should be 
phrased in the negative. 

Also, case law equates the concept 
of “survive the judgment” as being 
the opposite of merger. See In re A&P 
Diversified Techn. Realty, Inc., 467 F.3d 
337, 343 (3d Cir. 2006) (“Rule 4:42-
9(a)(4) does not render the merger 
doctrine inapplicable; nor does it 
allow a mortgage agreement to sur-
vive a judgment of foreclosure.”); 
Johnston at 50 (“shall not be merged 
in the decree but shall survive the 
same”); Goldman at 406 (“[T]he par-
ties to a contract may be able to 
expressly agree that a provision for 
shifting post judgment collection 
fees survives a final judgment on 
the underlying contract.”). Consider 
including additional merger-related 
language, such as “not extinguish” 
and “survive the judgment.” 

3. Discuss post-judgment fees. 
The Court acknowledged the 
Goldman Provision contemplated 
post-judgment activities because it 
provided for collection costs. Yet the 
Court needed more precise language 
to grant an exception. Simply put, 
the use of “general collection lan-
guage” will not suffice. 

As with Goldman, the United 
States Court of Appeals for the 
Third Circuit, interpreting New 
Jersey law, reached a similar conclu-
sion in A&P Diversified. There, the 
promissory note provision describ-
ing the agreement to pay attor-
neys’ fees and expenses included 
“expenses for the collection of pay-
ments due or to become due.” Id. 
at 344. Despite the language “to 
become due,” the A&P Diversified 
court explained that the provision 
lacked clear intent to preserve the 
provision following judgment. 

Consider adding a separate sen-
tence to a fee provision for post-
judgment fees. Discuss collection 
costs specifically related to post-
judgment fees. 

Conclusion
At its core, Goldman recognizes 
three exceptions to the doctrine of 
merger: two that require a statute, 
and one that requires specific con-
tract language. If, as in Goldman, 
a contract contemplates post-judg-
ment collection efforts and the three 
exceptions do not apply, all is not 
lost. At the end of its opinion, the 
Court instructed trial courts in this 
situation to “permit the request-
ing party to put on evidence of 
fees” that will be incurred in collec-
tion. Goldman at 406 (citing Deutsche 
Credit Corp. v. Keeler, 772 P.2d 1358 
(Or. App. 1989)). The Court cau-
tioned that the proof must be cer-
tain, and that it would be difficult 
to present at the time. 

Mr. Field is an associate with the corporate 
group of Venable LLP, in Baltimore. He 
may be reached at bfield@venable.com.
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“I Thought We Had a Deal”
How to Avert Entering into an Unintentional Contract
Parties discussing a possible agreement 
often conduct their negotiations orally 
or in writing, or both. Where the parties 
engage in both oral and written contact, 
misunderstandings what the parties 
intended often results in litigation. 

Peoples Drug Stores v. Fenton Realty 
Corp., 191 Md. 498, 62 A. 2d. 273 (Md. 
1948) illustrates how a party may mis-
takenly rely on written and oral nego-
tiations in attempting to enforce an 
agreement. In that case, Peoples Drug 
Stores exchanged letters with Fenton 
Realty negotiating a deal where Fenton 
Realty would build a store building 
and lease it to Peoples Drug Stores. 
In reliance on those letters, Peoples 
drafted a form of lease and submitted 
it to Fenton Realty. Fenton Realty then 
redrafted the lease which was agreed 
upon at a conference of the parties, and 
sent the draft to Peoples Drug Stores. 

Due to concerns about increased con-
struction costs, however, Fenton Realty 
decided not to enter into the lease agree-
ment, and insisted on redrafting the 
lease again. Peoples Drug Stores refused 
and instead initiated an equity suit 
against Fenton Realty. The lower court 
granted the demurrer of the defendant 
and dismissed the suit. The appellate 
court affirmed the dismissal, holding 
that the parties’ written and oral nego-
tiations reflected their intent not to be 
bound to a transaction without execut-
ing a written lease agreement. 

Although Peoples Drug Stores exem-
plifies how negotiations alone, despite 

the intent of one party, may not make 
an agreement enforceable, parties may 
nonetheless bind themselves to an 
agreement during negotiations. Unless 
a statute requires a writing for an agree-
ment to be enforceable, an oral agree-
ment may demonstrate the parties’ 
mutual assent and make that agreement 
enforceable. In cases where there has 
been an offer, acceptance, consideration, 
mutual assent and intent to be bound, 
shown in a clear, unambiguous and in 
an unequivocal way, a court will enforce 
the agreement even in the absence of the 
writing unless the parties understood 
the agreement would not be binding 
until reduced to writing. 

Courts will consider oral testimony 
to determine whether the parties’ oral 
negotiations resulted in a binding con-
tract, or if what was contemplated 
was a written agreement before they 
are legally obligated (parol evidence 
is not excluded until a legally effec-
tive written instrument is established). 
What the parties said, what they 
intended, and how a statement by one 
party was understood by the other are 
questions of fact. Globe Home Imp. Co. 
v. McCarty, 204 Md. 513, 105 A.2d. 216 
(Md. 1954). 

Courts do not rely upon any single 
act, phrase or other expression, but, 
instead, the situation of the parties; 
whether the communications between 
the parties are suggestions to induce 
offers and responses; if there has been 
partial performance; the custom of 

negotiations, i.e. whether there is a 
standard written contract used in sim-
ilar transactions, such as those involv-
ing significant assets, where represen-
tations and warranties and conditions 
are usually included; if there few or 
many details to the agreement; and 
the amounts involved. Only then can 
there be a finding as a matter of law 
whether the parties have reached an 
enforceable agreement. Restatement 
(Second) Of Contracts §27, cmt. c; 
Burbach Broadcasting Co. of Del v. Elkins 
Radio, 278 F.3d. 401 (4th Cir 2002). 

Parties may even be bound to an 
agreement through negotiation if their 
statements during negotiations dis-
avowing the intent to form an enforce-
able agreement are ambiguous. The 
often-used phrase “For Discussion 
Purposes Only” is equivocal and does 
not unmistakably convey that a party’s 
intent is execution of a written agree-
ment. Terms which may be included 
in any written communication, such 
as “firm commitment”, “commitment 
letter”, or “binding agreement” are 
ambiguous and should be disclaimed.

How then, to clearly and unambigu-
ously convey the intention that no bind-
ing enforceable agreement is to be expect-
ed until a written document embodying 
all the terms agreed upon is signed by 
all parties? I suggest three (3) options.  
First, if there are letters between the 
parties discussing terms, conditions or 
reservations, the following should be 
included:
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The enclosed is for discussion 
purposes only and shall in no event 
be deemed to be an obligation by 
either party to execute an agree-
ment. Neither party shall have any 
obligation or liability to the other 
until such time as both parties 
shall have executed and delivered 
a written document.

If the communication concerns 
what is often referred to as “Terms of 
Agreement”, “Heads of Agreement”, 
“Letter of Intent” or a similar descrip-
tion which contemplates the submis-
sion of a written agreement, a more 
detailed expression of intent is:

This is not a final, binding or 
enforceable agreement by either 
party. A final, binding, enforceable 
agreement regarding both parties 
shall require, as conditions prec-
edent (a) the receipt, review, and 
approval of ___________ of all docu-
ments, data and information consid-
ered by ___________, in its discre-
tion, to be pertinent to the transac-
tions described or contemplated by 
this document, and (b) execution by 
all required parties of a definitive 
written agreement acceptable in all 
respects by ______________ contain-
ing terms and conditions approved 
by ______________.

   
Transmission of documents for 

review to another party may require a 
different manifestation of intent: 

The preparation, revision or deliv-
ery of the enclosed documents for 
examination and discussion shall in 
no event be deemed to be an offer 
or an obligation to execute the docu-
ment, but shall be merely a part of 
the negotiations between the parties. 

Neither party shall have any obliga-
tion or liability to the other whatso-
ever at law or in equity (including 
any claims for detrimental reliance, 
partial performance, good faith or 
promissory estoppel or similar types 
of claims) with respect to the docu-
ments unless and until such time 
as both parties shall have executed 
and delivered a written document. 
This paragraph supersedes all other 
conflicting verbal understandings or 
agreements or language set forth in 
the documents.

   
Routine usage of the foregoing in 

appropriate circumstances will assure 
that your client does not hear, “I 
thought we had a deal.”

By Ira C. Wolpert

Mr. Wolpert is in solo practice in 
Bethesda, Maryland, concentrating in 
complex commercial litigation. He may be 
reached at icw1937@aol.com.
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You ask whether participation in a 
lawyer referral arrangement violates 
the Maryland Rules of Professional 
Conduct. The organization in question 
is a California non-profit corporation 
that has applied for designation as a 
501(c)(3) organization. It plans opera-
tion of a nationwide internet based 
referral service which will link con-
sumers with bankruptcy counsel. The 
organization will refer the names of up 
to 3 lawyers for each referral. The con-
sumer would not be under any obliga-
tion to retain any lawyer and likewise 
the lawyer would not have to accept 
any person referred to it. Participating 
lawyers will set their own fees, but 
those fees cannot exceed the fees that 
the lawyer charges to others and the 
lawyer cannot pass on any fees associ-
ated with obtaining the referrals.

While your inquiry has an extend-
ed discussion of the proposed orga-
nization’s structure and procedures, 
only a few facts are directly perti-
nent to the inquiry you pose. First, 
in order to participate, lawyers will 
have to place an advertisement in a 
legal directory specified by the orga-
nization. Presently, there is no fee for 
the advertisement. You note, howev-
er, that it is possible there could be an 
annual fee of up to $1,000 to be listed 
in the directory. This directory will be 
on the organization’s website but will 
not be owned or maintained by the 
organization. You further state that 
if there is any advertising revenue, it 

will go to a “third party” who main-
tains the directory. Your inquiry does 
not address whether there is common 
ownership or control between the 
organization and this third party.

Second, participating lawyers will 
also have to pay a “transmission/
administration” fee of $100.00 to a 
third party transmission provider for 
the “data received, transmission ser-
vices and communication services.” 
The rationale for this third party fee 
is not fully explained in your inqui-
ry. Also, it is not clear whether the 
third party hosting the directory is 
the same third party responsible for 
transmission. Further, it is not clear 
what services the referral organization 
is performing if this third party is both 
hosting the directory and providing 
the referral information to the client.

As this Committee has noted in the 
past, an attorney may participate in 
a not-for-profit referral service. See, 
e.g., Ethics Docket Nos. 88-65, 94-11, 
04-23. Maryland Rule of Professional 
Conduct 7.2 provides, in pertinent part:

(c) A lawyer shall not give any-
thing of value to a person for rec-
ommending the lawyer’s services, 
except that a lawyer may

(1) pay the reasonable cost of 
advertising or written commu-
nication permitted by this Rule;
(2) pay the usual charges of a 
legal service plan or a not-for-

profit lawyer referral service;
(t) A lawyer, including a partici-
pant in an advertising group or 
lawyer referral service or other 
program involving communica-
tions concerning the lawyer’s 
services, shall be personally 
responsible for compliance with 
the provisions of Rules 7.1, 7.2, 
7.3, 7.4, 7.5 and shall be prepared 
to substantiate such compliance.

The plain text of the rule permits an 
attorney to pay the “usual charges” of 
a not-for-profit referral service. The 
text also plainly authorizes an attor-
ney to pay the “reasonable costs” of 
advertising. Provided the payment of 
any fees to the referral organization 
are “usual charges,” participation in 
this organization should not offend 
this Rule. The payment of fees to 
the “third party” would also appear 
to be authorized to the extent these 
fees genuinely represent the cost of 
advertising.

The Committee cautions, how-
ever, that the “third party” provid-
er should not be used to defeat the 
requirement that the referral service  
be not-for-profit. In other words, if 
the referral organization is merely a 
subterfuge, this arrangement may not 
meet the requirements of Rule 7.2. The 
Committee would be concerned, for 
example, if there was common owner-
ship and control of the referral organi-
zation and the third party. Its concern 

Whether Lawyer Referral Arrangement is Permissible  
Under Rules
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would be heightened if the third party 
is a for-profit entity that is charging 
fees which exceed the “reasonable 
cost” of advertising. Similarly, it would 
be concerned if the referral organiza-
tion is not performing any substantial 
services, and merely acting as a “front” 
for the for-profit activities of the third 
party provider. Any Maryland attorney 
wishing to participate in this organiza-
tion should take care to assure herself 
that this is genuinely a not-for-profit 
referral organization.

You imply some recognition of these 
concerns in your inquiry when you 
state that “if it made a difference” the 
arrangement could be restructured so 
that the payment of the “transmission” 
fee would be made to the referral orga-

nization, which would, in turn, pay 
the third party as an expense. Without 
expressing an opinion as to necessity 
of structuring the arrangement in this 
manner, the Committee advises you 
that direct payment of this fee should 
comply with Rule 7.2 provided it rep-
resents the “usual charges” of the not-
for-profit referral service.

You further note that Section 504 
of the Bankruptcy Code may pro-
hibit the payment of referral fees in 
bankruptcy matters. You propose to 
address this by characterizing the 
fee in question as a “transmission” 
fee. The question of whether the 
fee at issue, however characterized, 
involves a prohibited referral fee 
under bankruptcy law is a substan-

tive legal question upon which this 
Committee expresses no opinion.’ We 
caution, however, that a violation of 
substantive bankruptcy

Section 504(c) provides: “This sec-
tion shall not apply with respect to 
sharing, or agreeing to share, com-
pensation with a bona fide public 
service attorney referral program 
that law would potentially violate, 
by way of example, Maryland Rule 
of Professional Conduct 8.4(d), which 
prohibits conduct prejudicial to the 
administration of justice.

Finally, as noted in Rule 7.2(f), 
the participating Maryland attorney 
is responsible for assuring that her 
advertising complies with Rules 7.1 
through 7.5.
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I cannot remember a time when 
“google” was not a verb; when the first 
or second thing I did when I wanted 
information about a lawyer or a law 
firm was not to “google” him/her/
it. As law firm websites have become 
a standard advertising tool for most 
Maryland firms, it is worth a quick 
refresher of the Maryland Rules of 
Professional Conduct that govern the 
information contained on a website as 
well as those Rules that may be impli-
cated by use of a firm website. 

Because firm websites are a method 
of advertising, they must comply with 
the requirements of the Maryland Rules 
of Professional Conduct, 7.1 through 7.5.

Rule 7.2 outlines the basic require-
ments for all advertising. The Rule pro-
vides, inter alia, (b) a lawyer must main-
tain a copy of each advertisement for 
three years after its last dissemination 
along with a record of when and where 
it was used; (d) each advertisement must 
include the name of at least one law-
yer responsible for its content; (e) each 
advertisement must disclose whether 
the client will be liable for any expenses 
where the advertisement indicates that 
no fee will be charged in the absence of 
a recovery; and (f) each lawyer shall be 
personally responsible for compliance 
with the Rules and shall be prepared to 
substantiate such compliance.

Rule 7.1 prohibits an attorney from 
making any “false or misleading com-
munication about the lawyer or the 
lawyer’s services.” Website content is 
false or misleading if it: “(a) contains 
a material misrepresentation of fact or 
law, or omits a fact necessary to make 

the statement considered as a whole not 
materially misleading;” or “(b) is likely 
to create an unjustified expectation about 
results the lawyer can achieve, or states 
or implies that the lawyer can achieve 
results by [illegal or unethical] means. . .”

The comments to Rule 7.1 provide 
that ordinarily advertisements may 
not include information about results 
obtained, such as the amount of a dam-
age award or the lawyer’s record in 
obtaining favorable verdicts unless it 
also expressly and conspicuously states 
that each case is different and that the 
past record is no assurance that the 
lawyer will be successful in reaching 
a favorable result in any future case. A 
similar caveat applies to client endorse-
ments or testimonials, which, of course, 
can only be provided by a bona fide pre-
existing client of the lawyer.

Rule 7.1(c) states that a communica-
tion is false or misleading if it compares 
the lawyer’s services with other lawyers’ 
services, “unless the comparison can be 
factually substantiated.” Because it is 
almost impossible for a lawyer to factu-
ally substantiate that she is “the best” the 
“most aggressive” the “most successful” 
or the “most” anything, she would be 
wise to avoid such terminology. 

Rule 7.4 provides additional guidance 
for information that can and cannot be 
included on a firm website. A lawyer 
may “communicate the fact that the law-
yer does or does not practice in particu-
lar fields of law” but may not, with the 
exception of a patent attorney, hold him-
self out as a specialist in any area. 

Some websites provide more sub-
stantive information including legal 

information and general or generic 
legal advice. A lawyer must be cau-
tious of unanticipated reliance on such 
information or advice by members of 
the public. If a website offers general 
legal information or advice, a blog, FAQ 
(frequently asked questions) or ques-
tion and answer section, a disclaimer 
should alert members of the public that 
the information on the website is not a 
substitute for legal advice and should 
not be relied upon. 

Special attention should also be paid 
to whether the website may inadver-
tently establish a reasonable expectation 
in the mind of the website visitor of 
either a prospective or actual attorney-
client relationship. If a website solicits 
specific information related to the visi-
tor’s legal question or encourages the 
flow of information which may reason-
ably include confidential information, 
the visitor may be considered a pro-
spective client under Rule 1.18 which 
may implicate other Rules including 
Conflicts of Interest (Rules 1.7, 1.8 and 
1.9) and Confidentiality (Rule 1.6).  

Additionally, lawyers should be cau-
tious of the fact that their firm website 
can be accessed in any state or country 
and should clearly indicate each juris-
diction where the attorney is admitted 
to practice law.  

Law firm websites can provide valu-
able information to anyone with inter-
net access about the law, law firm, law-
yer and the value of legal services. 
Additionally websites provide some of 
the cheapest and most effective adver-
tising for lawyers. The benefits of a 
website, to both members of the public 
and lawyers, are quickly diminished 
if the website contains false or mis-
leading information or lawyers fail to 
heed the requirements of the Rules of 
Professional Responsibility.

Lydia E. Lawless
Assistant Bar Counsel

Law Firm Websites
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