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EDITORS' NOTE

Baker & McKenzie was founded in 1949. For more than 50 years, Baker & McKenzie has
provided sophisticated advice and legd services to many of the world's most dynamic and
uccesstul organizations. The firm today comprises a network of 3,400 locdly qudified,
internationally experienced lawyersin 38 countries. Working in experienced inter-disciplinary
teams to advise on corporate, securities, tax, antitrust/competition, commercia, intellectual
property, finance, employment, employee benefits, I T, environmental, real property, trade and
other compliance and regulatory matters, Baker & McKenzie isin a unique position to handle
complicated transactions that cross industries, aress of law and nationa boundaries.

This handbook is intended primarily to help non-US clients (lawyers and non-lawyers)
understand the breadth and depth of business and legdl considerations associated with conducting
businessin the United States. This handbook is not a comprehensive treatise; it seeks only to
provide an overview of severa areas of US law that are of sgnificant interest for non-US
companies who either plan to enter the US market or aready conduct business in the United
States. Further, this handbook does not attempt to provide a detailed discussion of the planning
and execution of business acquisition and disposition transactions, joint ventures or other
business combinations. Baker & McKenzie publishes other handbooks, including the “Related
Publications’ listed below, that look at other transactions in greater depth.

Related Publications

Cross-Border Transactions Handbook — a guide to major legd issues to consider when
embarking on a cross-border transaction.

International Joint Ventures Handbook — a practical guide to assig the business and legd
teams when assessing, structuring and implementing joint ventures.

Post-Acquisition I ntegration Handbook — a guide to maor legd issues to consider when
integrating an existing and newly acquired business operating in the same field, to save costs,
develop synergies and generate vaue for shareholders.

Rapid Dispositions Handbook — an organized collection of practical know-how, specificdly
relevant to a situation where a company wishes to dispose of a business or undertake a disposd
program.

Acquiring Companies and Businesses in Europe — a country-by-country introduction to
themain legd issues to consider when contemplating an acquisition in Europe.

Guideto Mergers and Acquisitions in Asia Pacific — a country-by-country introduction
to the main legal issues to consider when contemplating an acquisition in Ada Pacific.

For further details on any of the information contained in this handbook or to obtain copies
of any of the related publications listed above, please contact your Baker & McKenzie contact
partner. Further details on the firm, our people and our practice may be found at
www.bakernet.com.


http://www.bakernet.com
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SECTION 1
OVERVIEW

This handbook provides an overview of several areas of US law that are of sgnificant
interest for non-US companies who either plan to enter the US market or aready
conduct business in the United States, including the following:

Conducting sales directly and through sales representatives
or distributors;

Acquiring US businesses;

Types of business entities through which to conduct business;
Conducting business through branches, joint ventures and subsidiaries;
The impact of product ligbility laws;

The impact of labor and employment laws;

Strategies for preserving “limited liability” with respect to an
investment in a US subsidiary; and

General income tax issues.
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SECTION 2
DIRECT SALES AND SALES THROUGH
SALES REPRESENTATIVES OR DISTRIBUTORS

Companies supplying customers in the United States often choose to sell their
products and services either directly to the customer or through sales representatives,
distributors, or franchisees. The applicable legal rules may vary depending upon
the precise nature of the legal relationship between the parties.

1. Direct Sales

Sdling goods directly to customers in the United States creates a bilateral contractual
relationship between the non-US seller and the US purchaser. On their face,
contracts for sdle in the United States and many other foreign countries dl involve

a common concept — the delivery of goods in exchange for payment of money.
There are, however, distinct differences between the common law jurisdiction of
the United States and civil law jurisdictions (e.g., Continental European jurisdictions).
Although US law in this regard may differ from state to state, the sale provisions
of the United States generally are based on Article 2 of the Uniform Commercial
Code, or UCC. In many respects, these US rules fundamentally diverge from the
rules of European civil law, for example, which are based on Roman Law principles:

. Under the laws of certain civil law jurisdictions, an offer has a binding
effect for the time it is held open by the offeror or, in the absence of a
fixed period of time, for a time of reasonable duration. Under US law
an offer (apart from a so-called “firm offer”) is in principle revocable
as long as the acceptance has not yet been dispatched by the offeree;

. Under the laws of certain civil law jurisdictions, the party suffering
from the breach of contractual duties by the other party has the right
to claim “performance in kind,” as long as such performance is feasible,
wheress a decree for specific performance is available in the United States
under the UCC only with regard to “unique goods’ and in “ proper
circumstances’;
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. Under the laws of certain civil law jurisdictions, a merchant buyer has
the duty to inspect a purchased good immediately after delivery and, if
it proves to be defective, to give notice of the defect without further
delay. The duty is strict and if the merchant fails to protest in as short
a time as possible, bearing in mind the circumstances of the case, then
the buyer loses dl remedies againgt the seller. In the United States,
smilar strict time provisions do not apply and the consequences for
failure to observe such rules are less severe; and

. Under the laws of certain civil law jurisdictions, one of the remedial
consequences to a minor defect of a purchased good is a claim for
“reduction in price,” which differs from a clam for damages under
the US system, among other ways, due to the timing and method for
calculating the monetary compensation for defective performance.

Severa other differences abound and the above list is intended to illustrate only
a few examples and demonstrate that legal advice should be sought by non-US
companies when drafting a contract (including standard terms and conditions
of sale) for sdesin the United States.

2. Sales Representatives, Distributors and
Franchisees

A sdes representative is appointed to contact potential customers and solicit

(but, normally, not accept) orders for goods or services. A saesrepresentative,
sometimes called a sales agent, generally is compensated by receiving a commission
from the manufacturer. There are few US lega limitations upon appointing sales
representatives, and the principal generally may impose territorial, price and other
restrictions. Most states do not have specific termination protection laws (in terms
of mandatory notice periods or compensation), although principals are under

an obligation to deal in good faith with their representatives.

In contrast, a distributor typically buys a manufacturer’s products for resale,
earning a profit via the markup charged on the goods sold. Accordingly, the
distributor is usualy considered to be an independent contractor who bears the
economic risk of the sales transaction. Thus, absent extenuating circumstances,

a manufacturer will not be held ligble for the acts and promises of the distributor.
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US antitrust laws limit the ability of aforeign company to impose territorial,
price or other restrictions upon a distributor. However, most states do not
grant distributors any special rights or compensation upon termination.

Finally, afranchisee in the United States involves more than a simple product
distribution arrangement. Franchises are not limited to fast-food and retail
establishments, but can cover many products and services. Many franchise
arrangements include a fully-integrated relationship with the parent company
involving marketing strategies, control of operational methods, up-front
franchise fees, quality controls and communication systems.

A detailed discussion of US franchising law is beyond the scope of this handbook,
but certain general observations can be made. Franchise relationships are governed
by both federal and state law. The Federal Trade Commission, or FTC, regulates
franchising at the federa level. While the FTC does not directly regulate franchise
terms or impose any registration requirements, it does require franchisors to
disclose certain information to prospective franchisees. Generally, however,

states regulate franchisng more extensively than the federal government.
Individua states may require:

. Registration of franchises prior to their offer or sale;

. Mandatory disclosure of certain information, delivered to prospective
franchisees within certain periods of time before sale;

. Regulation of the advertising for the sale of franchises, terminations
of, and refusds to renew franchises, and the registration of franchise
sales persons; and

. Regulations regarding misrepresentations and other unfair practices.

3. General Terms and Conditions / Warranties

3.1 Terms and Conditions

Foreign companies doing business in the United States should be cognizant of the
fact that the terms and conditions to which they are accustomed or that are set forth
in their documentation may not ultimately govern under US law. Moreover, even if
they do govern, such foreign-oriented terms may not be sufficient to address the issues
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and pitfals that typicaly arise under commercial agreements and arrangements in
the United States. When purchase documentation of a buyer directly contradicts
the sale documentation of a seller, for example, a situation referred to as the
“battle of the forms’ results. To the extent such disputes are ever litigated in the
United States, foreign companies are frequently disappointed with the outcome.

Likewise, foreign companies that are inclined to rely on the documentation of their
US counterpart (customer or supplier) to memorialize the business relationship
need to understand that such documentation, as a matter of practice, is very favorable
to the drafting party, and in the event of a dispute will almost always work to the
advantage of their US counterpart. Smply trandating or attempting to “Americanize’
a non-US company’s standard form will in most cases be insufficient to address
issues that may arise in the United States. Instead, such companies are best served
by preparing a US standard purchase or sales form on the basis of which they may
negotiate and define in writing the applicable terms and conditions of the respective
purchase/sale arrangement.

3.2. Warranties

A foreign company sdlling goods in the United States should also be aware of certain
warranties that accompany the sale of goods and provide to a buyer certain lega
remedies if breached. Article 2 of the UCC governs warranties arisng in connection
with the sale of goods.

There are two types of warranties under the UCC: express warranties and implied
warranties. An express warranty is created by any promise or affirmation of fact
made by the seller. If the seller states expressly that the goods sold have certain
qualities, but they do not, the buyer could sue the seller for breach of warranty.
But even if the seller remains silent as to certain qualities of a product, the seller
under US law is still deemed to have made certain implied promises by merely
sdling the product. An example of an implied warranty is the implied warranty

of merchantability — by selling certain goods, a seller under US law represents

that the goods are of a quality normally acceptable in the particular trade and fit
for their ordinary purpose. In the event that goods fal to conform to this warranty,
the buyer, asin al other cases of breach of warranty, is entitled to recover damages
(which can include incidental or consequential damages) incurred by the buyer as
a result of the breach.
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4. Secured Transactions

Another critical and idiosyncretic issue in connection with sdling goodsin the
United States isthe law of secured transactions. Unlike some Europesn jurisdictions,
for example, US law does not provide for the legd concept of aso-cdled “retention
of titte” Generdly, asdler in the United States does not retain legd title in the
goods sold until receipt of the full purchese price. Instead, under US law, after
executing the purchase agreement, legd title passes over to the buyer. Sdlers

in the United States protect their interest in goods sold (but not yet paid in full)

by obtaining a so-cdled “ security interest.” The law of security interestsin the
United Statesis established by Article 9 of the UCC. A detailed discusson of the
innumerable nuances of Article 9 of the UCC is beyond the scope of this handbook.
However, areview of fundamentd concepts may be appropriate and helpful.

Two key concepts gpplicable to the creation and operation of security interests
under Article 9 of the UCC are “attachment” and “perfection.” Attachment isthe
term of art describing when a security interest is sad to exist between a creditor
(the sdller of the goods) and a debtor (the buyer of the goods). In order for

a securnity interest to atach to a debtor’s collaterd, five Seps are typicaly required:

*  Thecreditor mug give vaue, usudly by advancing money or other
funds, to the debtor;

. The debtor mugt have rightsin the collaterd;
*  Theremus be a security agreement;
*  The security agreement must describe the collaterdl; and

*  Either the security agreement must bein awriting Sgned by the
debtor or there mugt be some other “authenticating” event to prove
that the parties have entered into a security agreement.

While a security interest mugt firgt be found to have atached to the collateral,
often the true vaue of the security interest is the priority it grants the secured
lender over certain dasses of other creditors. The relationship between the secured
lender and other third-party creditors is governed mainly by “pefection.” Because
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a perfected secured creditor is typicaly granted priority over other, non-perfected
creditors claiming an interest in the collateral, having a properly “perfected” security
interest is critical to any secured creditor.

Perfection can be accomplished through numerous methods, including the creditor
taking possession of the collateral, and may even, in certain circumstances, occur
automatically. However, the most common method for a secured lender to perfect
a security interest is by filing a financing statement. A financing statement is a public
document which at a minimum: declares the identity of the creditor and the debtor;
describes the collateral; provides a mailing address for the debtor and creditor; and
answers if the debtor is an organization or an individual. Additionally, the filing
must be properly communicated and the filing fee must be tendered. Finaly, if the
collateral isrea estate, other restrictions may apply. In al “perfection” situations,
the filing requirements need to be reviewed and adhered to carefully.

Another creditor-friendly aspect of perfection can be illustrated by the following
hypothetical. Assume, for example, that the holder of a security interest is

a Brazilian manufacturer selling a piece of machinery into the United States through
a US distributor. What if a US customer buys the piece of machinery from the US
distributor and seeks to maintain priority over the Brazilian manufacturer’s security
interest in the piece of machinery? Generally, if certain additiona requirements
are fulfilled, a third party buying goods in the good faith belief that a seller had the
capacity to vdidly transfer legd title will in fact, by operation of law, acquire lega
title in these goods. The Brazilian manufacturer will not be left behind with empty
hands, however. If it had a perfected security interest in the piece of machinery,
the security interest will, in most cases, automatically perfect in the proceeds of
the sale, i.e., in a check or cash, giving the manufacturer a potent tool to go after
the distributor for the proceeds of the sale.

From a manufacturer’s perspective, the procedures of attaching and perfecting

a security interest probably appear to be cumbersome. Article 9 of the UCC,

in accordance with the general ethos of the UCC to provide and accommodate
commercial realities, does not aim at inhibiting the free flow of trade. Thus,Article
9 dlows a manufacturer selling its goods in the United States to obtain a purchase
money security interest, or PM S|, in the machinery that it sells to a distributor on
credit. The manufacturer will hold the PMS until the distributor pays the purchase
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price. The PMS is rdatively essy to obtain: if properly attached, a PMS is perfected
automatically by operation of law, sparing the manufacturer from, as the case may
be, having to file a financing statement. In addition, the PMSl takes precedence
over certain other perfected secured interests of third party creditors, such as
banks, making it somewhat of a super-security interest.

In summary, a foreign company selling goods in the United States must be mindful
of the intricacies of secured transactions. Article 9 of the UCC is a detailed
provision and contains numerous pitfalls. It is relatively essy for a security interest
to be improperly attached or perfected, leaving a seller without any priority
recourse againgt a defaulting buyer.

5. Product Liability

Extendve laws regarding product lighility and compensation for damages sustained by
users of products exist in the United States. Similar to other countries, manufacturers
that sell in the United States are liable for any damages sustained as a result of
negligence on behdf of the manufacturer (or seller). Additionaly, liability may
occur for any breach of warranty. Findly, certain manufacturers and sellers may be
held strictly liable for damages caused by their products under certain conditions.
Most companies sdlling in the United States obtain product liahility insurance, either
in the United States or in their home countries. For a more detailed discussion of US
product liability law, please see Section 5 (Product Liability Law).

6. Unfair Trade

The Federal Trade Commission Act declares unlawful “unfair methods of competition”
and “unfair deceptive acts or practices.” The FTC has been granted authority to
promulgate rules and regulations interpreting the provisions of thisAct. Pursuant
to such authority, it has crested many rules and regulations that proscribe mideading
or confusing advertising practices, some of which place affirmative duties of disclosure
upon the manufacturers of products. Both the FTC and private parties may take
enforcement measures againg violations. Moreover, many of the individua states
have enacted statutes that smilarly prohibit unfair competition; these state statutes
are also enforceable by either the state or private parties.

Baker & McKenzie 9
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7. Restraint of Competition (Antitrust)

Compliance with US antitrust laws impacts a number of distribution and marketing
issues. A sample of the different issues facing a foreign company include:

7.1. Territorial and Customer Restrictions

Although a manufacturer may assign a specific territory to a distributor, it may be
illegd to prohibit a distributor from sdlling the manufacturer’s products outside
the assigned territory. Such limitations are not automatically illegal, but will be
weighed as to their reasonableness in light of al relevant facts and circumstances.

7.2. Pricing

A manufacturer may not establish the prices at which its distributors resell its
products. However, manufacturers are free to “suggest” resale prices or even
unilaterally refuse to do business with a distributor that fals to comply with
these suggested prices.

7.3. Product Supply

A requirement that a distributor obtain its entire supply of a particular product
from the manufacturer (or smilarly, refrain from handling any products that
compete with the manufacturer’s products) may violate US antitrust law if the
arrangement restricts a“ substantial amount of trade.” A violation will occur if
the manufacturer or distributor is a significant player in a concentrated market.

The foregoing limitations generaly do not impact foreign companies conducting
business through a sales representative.

8. Customs and Import Procedures

The Bureau of Customs and Border Protection, or CBP, which is part of the
Department of Homeland Security, enforces all laws relating to goods crossing
the US border.

When goods are imported into the United States, there must be aformal “importer
of record” who is responsible for complying with applicable laws and paying all
customs duties and fees. US law alows a nonresident company to be the importer
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of record. However, it is typicaly in a foreign seller’ s interest for the US distributor
or customer to be the importer of record, because the foreign seller then avoids
the burdens of complying with applicable laws and paying customs duties and fees.
Which party isthe importer of record is a matter of party agreement, and thisis
usudly covered by the delivery term specified in the governing sale-of-goods contract.

While any importer has the right to prepare and file a customs entry for goods that
it imports, acommercial importer typically hires a customs broker to file customs
entries on behaf of the importer. Only a customs broker, fully licensed by CBP,
may act as an importer’s agent in this capacity. US law requires an importer to
execute a power of attorney appointing a customs broker as attorney-in-fact.
However, an importer remains liable vis-avis CBP for any errors committed by

a customs broker when it prepares import paperwork on behdf of the importer.
Also, a commercial importer will need to obtain a customs bond from a surety
company. This bond is a third-party guarantee for payment of duties and certain
penalties associated with any violations of US import laws.

While there are hundreds of US laws that may apply to any given importation of
goods, there are three main areas of substantive customs law with which an importer
must comply: classification, valuation, and marking. All imported goods must be
classfied in the Harmonized Taiff Schedule of the United States, and classification
is the chief determinant of the applicable duty rate. All imported goods must be
vaued in accordance with gpplicable law, which in many cases will be based on the
price paid or payable for the goods. Because most duty rates are expressed as a
percentage of the import value, applicable customs duties are typicaly determined
by the combination of duty rate, as provided by a product’s classfication, and import
value. Finally, amost al imported goods must bear a country-of-origin marking,
in English, so that the ultimate US purchaser of a product is made aware of the
product’s origin.

An importer must take serioudy its compliance with the import-related laws of the
United States. Before 1994, an importer only needed to provide the US government

with the correct facts concerning the products being imported. Since 1994, however,
an importer has aso been required to understand and apply certain law to the facts
in order to, for example, determine the correct classfication and value of imported
goods. The role of the CBP is to confirm the correctness of such determinations
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made by the importer. In this regulatory structure, compliance with law is essentialy
shifted, at least in the first instance, to the importer itself; and an importer may be
assessed penalties if it does not use reasonable care to understand the facts or law
or when it applies the law to the facts.
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SECTION 3
ACQUISITIONS

There has historically existed in the United States a strong tendency to establish new
enterprises, which have been the source of much of the growth in the US economy

over & leadt the last decade. Eventualy, investors in these enterprises seek to liquidate
their interests, often through a sale to alarger company. The result of this dynamic
has led to a vibrant US market in business enterprises.

Acquiring a business enterprise is aso an attractive possibility for established companies.
The target enterprise will typicaly have overcome most start-up risks. While this
will understandably be reflected in a higher price, the buyer will acquire a going
concern, with dl of its personnd and assets, and usudly a profitable operation as well.
The advantages of having in place senior managers experienced in the US market,
thereby overcoming the principal cultural impediment to entering the US economy,
is often afactor that is particularly appedling to non-US investors when contemplating
entering the US market via acquisition of an existing business.

As might be expected from the foregoing, the US market for business enterprises
is highly developed. It affords the knowledgeable buyer the opportunity to learn
about the target enterprise in depth before buying to reduce the risk of post-closing
surprises so common elsewhere. Moreover, US buyers use sophigticated documentation
to precisely alocate the risks of the business between buyer and seller and to protect
the seller againgt undisclosed ligbilities. To take full advantage of these opportunities,
anon-US investor will benefit from highly experienced legal and other advisors,
beginning in the earliest planning stages of an acquisition. Moreover, those advisors
need to be able to explain and interpret the acquisition process in terms that can be
fully understood by a buyer from another country.

This section describes severa key legal-related aspects of acquiring US businesses.
In addition, Appendix A contains a checklist of general matters typically
addressed by legal counsel in the course of an acquisition of a privately-held US
corporation. Appendix B contains a sample information request that highlights
typica documentary information US buyers often request from privately-held US
targets as part of their acquisition (due diligence) review. Neither of these
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documents are intended to be comprehensive, and each would need to be
appropriately tailored to the particular transaction, but they provide an overview of
some of the key issues typicaly considered by buyers at the outset of an acquisition.

1. Regulatory Framework

1.1. Governmental Approvals

1.1.1 General

Foreign acquisitions of US businesses are assisted by a general absence of exchange
controls, government regulation, or licensing of foreign investment or foreign
acquisitions in the United States. Foreign-owned enterprises also have equal access
to federal and state investment incentives and benefits, except as noted below.
Many states have offered significant tax and other incentives to induce non-US
manufacturers of automobiles and other items to establish facilities in such states.
However, foreign-owned enterprises and certain acquisitions of US companies

by non-US entities are subject to some regulations and reporting requirements.

1.1.2 Exon-Florio

The Exon-Florio provision of the 1988 Omnibus Trade and Competitiveness Act
authorizes the President of the United States to review certain acquisitions, mergers,
and takeovers of US companies or businesses by non-US entities. It appliesto any
transaction that could result in non-US*“ control” of a US person or entity. This
includes the power to make significant decisions, even where only a minority
interest is acquired. The US President is empowered to suspend or prohibit any
such acquisition, or order divestment of the acquired company if the acquisition
has been completed, if the President finds credible evidence that the non-US person
might take any action that threatens to impair US national security. The US President
has delegated the authority to investigate to the Committee on Foreign Investment
in the United States, or CFIUS, an interagency group.

The definition of national security has been left vague, listing just three factors
to consider in making a determination:

. The domestic production needed for projected national defense
requirements,
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. The capability and capacity of domestic industries to meet national
defense requirements, including the availability of human resources,
products, technology, materials, and other supplies and services; and

. The control of domestic industries and commercial activity by
non-US citizens as it affects the capability and capacity of the
United States to meet the requirements of national security.

The last factor could be interpreted to include even non-defense industries, and
many acquisitions of companies having no connection to the defense industry have
been reported to CFIUS.

The Exon-Florio provisions impose strict time limits for the investigation and review
procedures. Review will begin upon receipt by CFIUS of either “voluntary” notice
from the parties involved or notice from an appropriate agency of the US government.
This notice must contain a Sgnificant amount of prescribed information, including the
latest available transaction documents. CHUS has 30 days to decide whether the
transaction should be investigated. If CHUS finds that an investigation is warranted,
it has 45 days to conduct the investigation, during which it may request additional
documents and personal appearances by the parties, and make its decision. An
investigation is mandatory where a foreign government-controlled entity acquires
control of a US company and CFIUS concludes that the transaction “could affect
national security.” The US President then has 15 days to review and approve the
decision. Transactions will be allowed to proceed without interference unless
action is taken by the government within these time periods. However, unreported
transactions will continue to be subject to review at any time. Therefore, in case

of doubt, it will make sense to report any sizable transaction to CHUS before
proceeding with an acquisition.

In duly 2006, the US Congress proposed severa changes to the review process,
which are till pending as of the date of this publication.

1.1.3 Exchange Controls

The United States exercises few controls over foreign exchange transactions by

US citizens or non-US persons. No approva of the US Department of Treasury

or other finance authority is required to make an investment. Subject to applicable
tax rules, aforeign-owned enterprise is free to invest capital and to remit profits,
repatriate capital and pay interest and royalties to a non-US parent without any
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license or restriction. However, the US government monitors foreign exchange
transactions of substantial size. Although this monitoring is only for informational
purposes, failure to make full and accurate disclosure where required could result
in serious crimina penalties under money-laundering and other federa statutes.

1.1.4 Reports

Foreign-owned enterprises are required to make periodic, direct investment reports
to the US Department of Commerce pursuant to the International Investment
Survey Act of 1976 if 10% or more of a substantial enterpriseis foreign-owned.
Investment by non-US persons in real estate requires additiona reports, particularly
to US tax authorities, under the Foreign Investment in Real Property Tax Act.
The acquisition and transfer of agricultural land must be reported to the US
Department of Agriculture. Real estate acquisitions may aso give rise to other,
nonfederal, reporting obligations. A non-US buyer of industrial property in arural
area should be careful to ascertain whether any portion of the property purchased
can be considered agricultural property, but no specific report is necessary for
acquisition of nonagricultural land.

1.1.5 Restricted Industries

Ownership by non-US persons of certain restricted industries is limited or regulated
by the federal government or some state governments. Restricted industries include
the defense, banking, insurance, domestic air or water transportation, fishing, and
radio and television broadcasting industries and in some states the railroad industry
and agricultural and other real estate. A non-US buyer contemplating a purchase
of acompany in one of these industries should consult with US legal counsel at

the earliest possible stage about potential restrictions.

Banking is an example of a US industry regulated at both the state and federa levels.
A non-US bank may establish either a federal or state-chartered branch to engage
in banking directly, afedera or state-chartered agency to engage in more limited
international banking services, or a state-chartered representative office to provide
limited representation and adminigtrative services in the United States for the foreign
bank. The establishment of any such office requires gpprova by the Federd Reserve
Board and, in the case of a state-chartered entity, gpprova by the revant state banking
authorities. Once licensed, such branch, agency or representative office is subject
to on-going prudential supervision by its regulators in the United States. In addition,
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aforeign bank wishing to take retail deposits (initid deposits of less than $100,000)
in the United States can only do so by obtaining approval for establishing a US
subsidiary bank meeting the requirements of the Federal Deposit Insurance
Corporation (FDIC) for insured deposits. A non-US bank may aso acquire an
existing US bank provided it obtains approva of the federal banking authorities
and, if the target bank is state-chartered, approvd of the relevant state banking
authorities. Mogt state laws do not restrict foreign ownership of state-chartered
banks, and state regulatory authorities are increasingly willing to approve takeovers
by foreign banks; no state gpprovas are required, however, in respect of the acquisition
of afederally-chartered bank.

In establishing a branch or agency in the United States, a foreign bank must stisfy
the Federal Reserve Board that it is principally engaged in the business of banking
(rather than in manufacturing or other commercial activities), that it is subject to
comprehensive consolidated supervision by its home country regulator, and that it
meets various other requirements related to its financia condition, its anti-money
laundering practices and US regulators’ access to information on an ongoing basis
in respect of their prudential supervision of such branch or agency. Upon aforeign
bank’ s establishment of a US branch or agency, its direct and indirect activities and
investments in the United States (including non-banking commercia activities and
investments) must meet standards established by the Federal Reserve Board.

Similar requirements must be met in the case of a foreign bank’s acquisition of
aUS bank. A foreign bank acquiring or establishing a US bank must obtain approval
from the Federal Reserve Board to become a bank holding company which requires,
among many other factors, a determination that the foreign bank is subject

to comprehensive consolidated supervision by its home country regulator.

The Gramm-Leach-Bliley Act of 1999 sgnificantly expanded the non-banking activities
in which banks, including non-US banks, can engage (e.g., insurance, merchant
banking and other financid activities) provided that such institutions qudify both

as bank holding companies and financid holding companies. Banksin the United
States, however, are gtill generaly prohibited from engaging in commercial activities.

A non-US bank’s worldwide structure and long-range plans should be examined in
detail before it attempts to establish a presence in the United States or to acquire
a US bank.
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1.2 Other Regulations and Legal Considerations

Other legal matters that a non-US buyer must consider in connection with
an acquisition of a US company include antitrust notification requirements,
federal and state securities regulations, and regulations regarding mergers.

1.2.1 Antitrust Regulations

US antitrust law prohibits any acquisition or merger that would have the tendency
to lessen competition or create a monopoly. However, this restriction has rarely
been used to block acquisitions if the buyer is foreign and has no, or limited,
existing operations in the United States.

If aUS acquisition meets certain minimum size levels, a Hart-Scott-Rodino
pre-merger notification must be filed with the US Department of Justice and the
Federal Trade Commission, or FTC. (The filing thresholds are revised periodically
but as of the date of this publication, in general, afiling is required for acquisitions
having a vaue of $226.8 million or more without regard to the size of the parties
involved; or avalue of lessthan $56.7 million if the parties are of a certain size.)
Detailed financia and descriptive information concerning the ultimate parent of
the acquiring and target corporations, their product lines, and the transaction itself
must be included. The ultimate parent will be the corporation that is highest in
the chain of ownership if the actua buyer is a subsidiary. If the ultimate parent
corporation is privately owned (as would be the case with many family-owned
enterprises), the ultimate parent may be the family itself. Although the notification
may appear burdensome and unnecessarily intrusive, buyers can normally comply
with the law by disclosing only a reasonable amount of business information.

The parties must wait 30 days &fter the filing to complete the acquisition, although
early termination of the waiting period may be requested. It isnot permissible to
proceed with the acquisition prior to expiration of the waiting period even if the
transaction is made expresdy subject to divestment in case the government later
objects. Managerial and financial control of the target must remain with the seller
until expiration of the waiting period. However, the effective date of the acquisition
may be made retroactive to a date prior to such expiration, thereby giving the
buyer the financia benefit of the target company’s operations during the waiting
period if the transaction ultimately proceeds.
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The Department of Justice or FTC may reguest additional information at any time
during the waiting period, in which case the waiting period will be suspended until
the information is provided. Such a second request can be very burdensome and
time consuming. Therefore, the parties are usualy quite willing to discuss the
transaction and provide additional information to the government to avoid a
second request. Parties should ensure that al information provided is accurate
and complete, especidly if the timing of the acquisition isimportant.

Hart-Scott-Rodino filings are confidential. US government authorities will not
even confirm or deny if afiling has been made (unless the parties have requested
an early termination of the waiting period). Therefore, filing a notification generally
should not jeopardize an acquisition or create unwanted publicity in the United
States or in the buyer’s home country.

1.2.2 Securities Laws

The purchase and sale of securities, including the shares of a corporation and
ownership interests in many other entities, are strictly regulated by both federa
and state governments.

Issuance of Shares

A non-US corporation may issue shares or other securities in the United States to
finance an acquisition, for example by exchanging its shares for the shares or assets
of the target company. However, the shares or other securities must be issued pursuant
to aregistration statement filed with the SEC (containing or incorporating detailed
information regarding the issuer’s business afairs and financid condition), unless
an exemption from registration is available. The most commonly used exemption
in acquisitions is the private offering exemption, that is, an offering to alimited
number of sophigticated investors. In many cases, the buyer is required to make full
disclosure concerning its business afairs and financia condition to the seller if it
issues securities to the seller, even in certain private transactions. Strict antifraud
provisions apply to any issuance or sale of shares or other securities.

Tender Offers

A tender offer is subject to regulation under federal securities law, including the
antifraud rules. As athreshold matter, a notice must be filed with the SEC once
more than 5% of any dass of a publicly held target’s securities are acquired. It must
include a statement of the purchaser’sintentions. A detailed discussion of the rules
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that apply to tender offers is beyond the scope of this handbook. However, effective
December 2006, the SEC amended the so-called “best price rule” for tender offers
to, among other things, make it clear that the rule does not apply to consideration
offered and paid to employees and directors of the target company in accordance
with compensation, severance or other employee benefit arrangements. These
amendments clarify the tender offer process and should put tender offers on more
equal footing with other forms of business combinations, including mergers, asa
means for structuring acquisitions of US publicly-held companies.

Certain states have adopted legidation to make hostile tender offers to domiciliaries
more difficult. Furthermore, corporations have adopted restrictions in their articles
of incorporation and have taken other defensive measures for the same purpose.

1.2.3 Mergers

A merger is a joining together of two or more corporations by operation of law.

A non-US buyer will not merge directly with the target but will typically establish
a US subsidiary to act as the merger partner. A merger with a public company will
reguire the approval of the target’s stockholders and so will be subject to securities
law regulations. Public stockholder approval must be obtained through a proxy
statement that must contain certain prescribed information, including financia
information on the proposed merger partner and often on its non-US parent.

2. Structuring an Acquisition

Many factors must be considered in structuring the acquisition. Many of these
apply in domestic transactions, although they tend to be more complicated in
a cross-border acquisition.

2.1. Shares or Cash

The use of cash to acquire shares or assets or to effect a merger offers no legal
difficulties. Thisis the form normally used by a non-US buyer.

There may be tax advantages (especialy to the sellers) to using shares or other
securities to acquire the shares or assets of atarget enterprise. The use of shares
for this purpose is subject to securities law regulation. As noted above, shares

or other securities may be issued only pursuant to a registration statement unless
an exemption from registration is available. In addition, the target’s stockholders
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will be interested in taking shares only if there is a dgnificant public market for the
shares offered. This limitation severely hinders the possibility of non-US buyers
using shares unless they have shares or other securities traded on a US stock exchange
or on NASDAQ, including perhaps US Depository Receipts, or ADRS, or the seller
is willing to accept securities traded on a foreign exchange.

2.2 Acquisition Venhicle

A non-US buyer may acquire shares or assets directly. As noted above, more often,
anon-US buyer will establish a US acquisition vehicle in the form of a partnership
or corporation to acquire assets and, often, shares.

2.2.1 Partnership

A US partnership may be a general partnership, with unlimited liability for all
partners, or alimited partnership, with limited ligbility for the limited partners.
Corporations may be partners in either type of partnership. A partnership will
often be used if the acquired business is to be conducted as ajoint venture, since
such a structure may offer tax advantages for both US and non-US participants.

A partnership may be used if the target business primarily involves real estate or
natural resources. An investment in partnership form may also have advantages for
investors from certain countries, such as Germany, where income earned through
a US partnership might not be subject to taxation outside of the United States.

For more information on limited partnerships, please see Section 4 (Business Entities).

2.2.2 Limited Liability Companies

Limited liability companies have come into use in the United States fairly recently
but are now used regularly in place of corporationsin US practice. A limited
ligbility company offers the informality of a partnership while (as the name implies)
providing alimitation on the ligbility of al of the members to their investment

in the company. A limited liability company may be structured so as to be taxed

in the United States asiif it were a partnership, which can be very advantageous

to anon-US acquirer. A limited liability company is aso very attractive for joint
ventures or any situation in which the target is to be owned by two or more
unrelated parties. For more information on limited liability companies, please

see Section 4 (Business Entities).
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2.2.3 Corporation

A corporation is the traditional acquisition vehicle used by non-US buyers. The
corporation isthe only form of share company in the United States. A corporation
may be organized in any state, territory or the District of Columbia. A US corporation
may be organized very quickly, since organization does not require prior approval of
any governmental authority or involve prolonged review or processing of documents
or outside valuation of contributions. There is no limitation on non-US persons
acting as stockholders in a US corporation except for certain regulated industries
discussed above. For more information on US corporations, please see Section 4
(Business Entities).

2.2.4 Holding Company

A new corporation or limited liability company may be used to acquire shares,
thereby establishing a holding company structure. A US holding company may

be used if assets are to be acquired or if the acquisition is to be effected through

a merger. Such astructure is permissible and comparatively simple in the United
States, since a US corporation and most limited liability companies may have asingle
stockholder or member. US corporate members of the corporate group may file
a consolidated income tax return. A holding company structure is likely to give
the non-US buyer greater flexibility in tax and business planning in the future,
especidly if it plans to make other US acquisitions.

2.3 Share Acquisitions

The acquisition of shares or membership interests is the smplest form of acquisition,
especidly if there are only a few stockholders and al are willing to sell. Asin any
other sale of securities, the seller will be subject to the antifraud provisions of

US securities law, but it is customary to include the same full set of disclosure
provisions in either a share or an asset acquisition agreement.

2.3.1 Advantages

Where shares are acquired, al assets remain in the target company and few transfer
documents are required. Thus, the acquisition may be completed farly quickly,
even if a public tender offer is required, as discussed below. Transfer taxes may
also be limited or avoided, although such taxes are relatively low in most states
(Floridais an exception for real estate), so using a share acquisition for the purpose
of avoiding transfer taxes is generally less of a concern in the United States compared
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to many other countries. The target company will retain al of its assets, including
its licenses, permits, and franchises. In an asset transaction, these can be difficult
to transfer because of the need to obtain consents from the issuing government
agencies. In a share acquisition, important contracts and leases may be unaffected
by the transfer. These matters must be investigated, however, to make certain that
a change of control of the target will not bring about termination of permits

or contracts.

2.3.2 Disadvantages

In a share acquisition, the target company will usudly retain its tax attributes,

both favorable and unfavorable, assuming that the business is continued. There
are, however, limitations on the future use of some attributes, such as net operating
losses. A higher purchase price paid for the business may not be reflected in the
tax badsis of the target corporation’s assets after the acquisition, unless the seller
consents to certain elections. Since these elections are usualy disadvantageous

to the seller, they are rarely made where the seller is a US taxpayer. The target
company will retain dl of its tax and other liabilities, whether disclosed or undisclosed,
although, in a US transaction, the seller will typically indemnify the buyer against
any undisclosed lighility of the target, as discussed below in this Section under
heading 4.2 (Documentation —Acquisition Agreement). A share acquisition can
also be cumbersome if the buyer does not wish to purchase the target company
initsentirety. In certain cases it may be possible for the target to rid itsdf of the
unwanted business or assets prior to a share acquisition. However, both the lega and
tax aspects of a de-merger (or corporate split) are complicated in the United States.

2.4. Asset Acquisitions

2.4.1 Advantages

If assets are acquired, the buyer’ stax bass in the assets may be increased to reflect
the actua purchase price. Also, not al the assets of the target company need be
purchased. Thus, if one isinterested in only one line of business or one division
of acorporation, an asset purchase is the most straightforward way to accomplish
the transaction.

Another benefit of an asset acquisition is that not dl liabilities need be acquired.
However, certain ligbilities may pass to the acquirer in any case. For example,
certain state property taxes will constitute a lien on the assets acquired.
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Environmental liabilities may become the responsibility of any subsequent owner.
Substantia pension ligbilities may pass to the purchaser under some circumstances.
A few states will impose responsibility on the acquiring company for product
lighility claims even for products sold prior to the acquisition. In the United States,
the seller will usudly indemnify the buyer againgt any such liabilities in the acquisition
agreement, which may be sufficient protection if the seller is financidly sound.

In afew states, assets may adso remain subject to attachment by creditors of the seller
for a period of time after the transaction is closed unless certain bulk sales procedures,
including notices to dl creditors of the seller, are followed. These procedures are
quite inconvenient and are often ignored when the sdller is a substantial corporation,
in which case the buyer will rely on the sdller’s indemnification against any claims
of creditors. A number of states have abolished such bulk saleslaws. If the sdlling
company is insolvent, great care must be taken to avoid any charge of fraudulent
conveyance, that is, a disposition of assets for inadegquate consideration while a
company is insolvent or that causes it to become so. Fraudulent conveyance can
be actionable by a company’s creditors.

2.4.2 Disadvantages

Favorable tax attributes of the target corporation will normally be lost in an asset
acquisition. An asset acquisition is also more complex than a share acquisition
because al assets must be transferred. Consents to the transfer of certain valuable
assets, such as licenses, permits, or contracts, may not be obtainable or may be
obtainable only at a Sgnificant price. However, it is not usualy difficult to obtain
consents from public or private parties merely because the ultimate buyer is

a non-US person.

2.5 Mergers

All state laws provide for the merger of corporations and most states now provide
for the merger of limited liability companies and other entities (including a merger
of different forms of entity). In amerger, two entities are joined by operation of
law, that is, al assets and liabilities become the property of the surviving entity

(or anew entity) solely by filing a certificate of merger. Normally, one entity
disappears and the other continues as the successor to both lines of business. To be
effective, a merger requires the consent of the board of directors and stockholders
(in acorporation) or the members (in a limited liability company) and a public
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filing with the state. Any form of condderation may be used in amerger. Thus,
equity interestsin the target may be converted to cash, to equity interestsin the
acquiring entity, or to equity interestsin any other entity. The target entity may
a0 be the survivor, often termed areverse merger. Inthiscase, it is il posshle
to diminate the target’ s sockholders by automatically converting their sharesto
cach or to sharesin the buyer or any other corporation.

2.5.1 Advantages

The principa advantage of a merger is that the trandfer of assets and the exchange
of target corporation shares are automatic. Stockholders of the target corporation
have no option to retain their shares (dthough dissenting stockholders may have
the right to obtain an gppraisal of their shares and recover the gppraised vduein
lieu of the amount offered to them in the merger). No separae trander documents
are required. Trander taxes normaly do not gpply in a merger.

Vdudde permits, contracts, and the like may dso be eeder to trandfer in amerger
than in an asst sale, but these do not remain in the same corporate entity unless
the merger is accomplished through a reverse merger.

2.5.2 Disadvantages

A merger with apublicly held corporation may be time consuming because of the
need to hold ameeting of the stockholders and to comply with US proxy rules.

If the publidy hdld target is atractive to other potentid bidders, the dday in effecting
amerger may dlow these other bidders to compete for the target, increasing the
price of the shares and, possbly, frudrating the acquisition. While contested
takeovers have become more common in Europe in recent years, non-US clients
are often reluctant to battle, or even compete, with other bidders. In such cases,
a friendly tender offer for sufficient shares to gpprove a merger may be effective.
This process may be completed quickly. If the tender is sucoesstul, timing will no
longer be important, and any remaining stockholders can be diminated through
a“cash out” merger of the acquigtion vehide with the target.

2.6 Financing an Acquisition

It isincreesngly common to finance an acquidtion with the target’s assats or future
profits. Thismethod is called aleveraged buyout. The assets of the target company
may be pledged to abank or other finencid ingtitution, or the buyer may issue high
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interest, subordinated debt instruments, normally referred to as junk bonds. Such
bonds constitute securities and must be registered with the SEC unless an exemption
from registration is available. Unlike the case under many European corporate
laws, the use of the target’ s assets to finance the acquisition is not illegal or even
disreputable in the United States. Nonetheless, non-US buyers rarely use local US
debt financing (leveraged or otherwise) for an acquisition, although this is affected
by interest ratesin the United States.

Non-US buyers are more likdly to use stockholder loans to finance an acquisition,
especidly if they have borrowed in their own countries. This approach is another
form of leveraged buyout, since it is the target that will effectively repay the
borrowing. Since dividends are not deductible by the US target payor, it is generaly
advantageous to treat payments to non-US stockholders as interest. However, such
loans must bear a US market interest rate, be treated as loans, and not constitute
too great a portion of the company’s financing versus its share capital. Interest
payments (and dividends) to hon-US persons may be subject to US withholding tax.

3. Investigating the Target Company

In the United States, it is generally assumed that the buyer of a company is entitled
to complete information regarding the company, its operations, financid situation,
and prospects. Thisinformation is typically acquired in two ways. First, at the
very outset of the transaction, often prior to the execution of aletter of intent,
the potential buyer will provide to the seller an extensive list of information and
documentation that it wishes to examine. (See, for example, the sample information
request included as Appendix B.) Thiswill usually be supplemented by inquiries
focused on the specific target company. This process is generally referred to as
“due diligence.”

The information requested will cover al aspects of the target business, including
the legal organization of the target company, its financid condition, its principal
contracts, its environmental condition, its employment and employee benefit
compliance, and the like. Since the information that will be produced will be
smilarly broad, it may be examined and analyzed not only by the buyer and its
legal counsel but also by its other advisors, particularly its investment bankers, if
any, and its accountants. Furthermore, these other advisors may supplement the legd
due diligence request with requests for information of particular interest to them.
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Second, the information produced in the due diligence process often will be
supplemented and confirmed through the representations and warranties in the
acquisition agreement itself. These representations and warranties will constitute
factua statements about the target company. Any exceptions to those statements
will have to be disclosed in schedules to the agreement. Certain representations
and warranties will call for affirmative disclosures. Thus, the information provided
in a due diligence process often will become a contractual guaranty and undertaking
on the part of the seller for which the seller may be liable in damages in the event
that any of the representations or other information is incorrect.

4. Documentation

4.1 Letter of Intent

The letter of intent sets out the principal points upon which the parties have reached
tentative agreement. It is useful in identifying important issues between the parties.
Its disadvantages are that it may delay the preparation and signing of a definitive
contract and, in the case of public companies, prematurely trigger the need for
public disclosure of the transaction.

Except for certain matters, such as confidentiality, standstill, and the like, aletter
of intent istypically not legaly binding between the parties. However, aUS party
will be most reluctant to make important changes in the terms set out in the letter
of intent absent a Sgnificant change in the target or in the circumstances of the
transaction. A letter of intent may also create legal liabilities if one of the parties
fals to negotiate the definitive agreement in good faith. Findly, the letter of intent
may address significant matters, such as limitations on the ligbility of the seller, that
should be carefully analyzed before being agreed to. Thus, it isimportant that all
matters of importance to the non-US buyer, especialy the material terms and the
structure of the transaction, be considered and reviewed with legal counsel before
a letter of intent is signed.

4.2 Acquisition Agreement

With or without a letter of intent, the parties and their attorneys must prepare
and negotiate a definitive acquisition agreement. It should set out all of the rights
and obligations of the parties, both before and after the closing. A non-US buyer
should expect an explanation of dl aspects of the acquisition agreement, since that
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is typicaly the key document setting forth the allocation of risks between the parties.
A non-US buyer should never fear to appear unsophisticated and should take nothing
for granted. Many non-US buyers make unwarranted assumptions based on
business and legd practices in their own countries. Lawyers should try to explain

al elements of the acquisition agreement and related agreements in terms that
take into account the buyer's own experience and draft documents that make

the terms of agreement easier for the client to understand, avoiding unnecessary
legalese or lawyer’s terminology. Nonetheless, questions from clients are dways
appropriate and welcome.

Acquidition agreements in the United States tend to be fairly long. The principal
features of a US acquisition agreement are described below.

4.2.1 Subject of Acquisition

The property to be acquired by the buyer, whether assets, shares, or a combination
of both, should be specified. Any assets or business to be excluded must aso be
identified. 1f amerger is contemplated, thiswill be described.

4.2.2 Price

The price paid for a US enterprise may be fixed, subject to adjustment, or contingent.
The cash price in a share acquisition or merger may be fixed, although the seller

may represent that the target’s net working capital, or other financia statement

or operating item, will be a certain minimum, with post-closng downward, or
sometimes upward, adjustments to the price for amounts above or below such
minimum figure. Net working capital or other measuring rods are often determined
by a post-closing audit. Such audits, usudly conducted by an independent accounting
firm, are quite customary in the United States and would only rarely be resisted by
aUS sdler. Anaudit affords the non-US buyer substantial protection, but an audit
should only supplement the buyer’s own pre-closing due diligence investigation,
discussed below.

In an asset transaction, the sdller’s cash is normally excluded. The price paid for
property, plant and eguipment, and non-baance sheet intangibles, such as intellectual
property or good will, will be fixed, but the price for current assets, particularly
inventory and receivables, will depend on the level of such assets as of the closing.
These and any other items subject to adjustment are often determined by an audit
conducted immediately after the closing.
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If atarget’s earnings history is short or subject to question, the parties may make
part of the purchase price contingent on future earnings performance. Such an
earn-out arrangement is fraught with difficulty, since the buyer wishes to operate
the purchased business fredly, but the seller will have a continuing interest in it
and therefore wishes to impose sgnificant limitations on the buyer.

4.2.3 Allocation of Price

In an asset transaction it is advantageous to allocate the purchase price to specific
assets so as to avoid the parties' taking inconsistent positions. The parties will
normally agree to use these allocations for all tax purposes. The parties are not
completely free to make any allocation they wish, for allocations are subject to
challenge by tax authorities, who have an interest in alocating as much of the
purchase price as possible to non-depreciable items, or items depreciable only
over long periods, such as goodwill.

4.2.4 Payment

An acquidition agreement normally cals for payment by wire transfer at the closing,
although bank (cashier’s) checks are sometimes used. The mechanics of payment
are discussed below in this Section under heading 8 (Closing).

A portion of the price may be paid on a deferred basis through the issuance of a
promissory note. This will permit the purchase to be more easily financed out of
the assets and future profits of the acquired business. It may aso provide a means
for satisfying any claims that the buyer may have after the closing. A portion of the
purchase price may aso be placed in an escrow account established with a bank or
other third party. The funds are held in the account for an agreed period of time
and disbursed to sttify buyer’s claims after the closing. A non-US buyer should
aways consider these alternatives, even though they may not be customary in the
buyer’s own country.

4.2.5 Assumption of Liabilities

In asense, al liabilities are assumed in a share transaction or merger, since after the
closing the buyer will own the debtor corporation or a successor in interest to it.
Normally, only the target’ s assets are exposed to such liabilities, although this may
be of little solace to the buyer if undisclosed ligbilities appear after the closing. As
noted above, this risk is somewhat mitigated by the seller’s indemnity against any
undisclosed liabilities that one customarily finds in US acquisition agreements.
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In an assat acquisition, the liabilities to be assumed and excluded should be described
in considerable detail. The buyer will have to assume post-closing obligations under
al contracts assigned to it but should expressly exclude pre-closing breaches of
those contracts. The buyer should also consider assuming trade payables, sinceit is
the buyer who will have the greatest interest in seeing that suppliers of goods and
services are paid. The amount of the liabilities assumed should be considered a part
of the overal purchase price. Generally, liabilities not specifically assumed by the
buyer are retained by the seller.

4.2.6 Representations and Warranties

Representations and warranties are usually quite extensive and cover the areas

of greatest concern to the parties. These areas are discussed below in this Section
under heading 5 (Principal Legal Concerns of the Buyer). Acquisitions in the
United States are made on the basis of full disclosure of al aspects of the purchased
business. Representations and warranties are primarily designed to provide disclosure
of information about the target enterprise but, they, aong with the indemnification
provisions, dso allocate the risks of the business between the parties and can form
the basis of claims &fter the closing.

4.2.7 Covenants

In atypica acquisition of a US enterprise, the acquisition agreement is negotiated
severa weeks (or more) prior to the actual closing, when the business — and
consideration — changes hands. Any matters to be carried out between the signing
of the contract and the closing (or beyond it) will be set forth as the specific covenants
of one party to another. One of the most significant covenants, therefore, is that
which requires the seller to conduct the business in the ordinary course between
contract and closing. It will typically prohibit the seller from engaging in any major
transactions without the advance approval of the buyer, and the obtaining of any key
consents or approvals to the transactions.

4.2.8 Conditions

The preconditions to closing the transaction will be set forth in the acquisition
agreement. Typicaly, conditions are included as to the continued accuracy of the
seller’ s representations and warranties, the performance of the seller’s covenants,

30 Baker & McKenzie



Acquisitions and Doing Business in the United States
Section 3 - Acquisitions

the rendering of legal opinions, the execution of ancillary agreements, the absence
of any material adverse change in the seller’ s business, and the obtaining of any key
consents or approvals to the transaction.

4.2.9 Closing

The transfer documents to be executed and delivered at the closing, as well as the
method of payment of the purchase price, should be specified. The mechanics of
closing a US acquisition are described below in this Section under heading 8 (Closing).

4.2.10 Indemnification

An indemnity is a form of guaranty under which one party undertakes to reimburse
another party for a specified loss or ligbility the other party may suffer. Insurance
is a common form of indemnification. Indemnity provisions are commonly used

in the United States to allocate risks of atarget business between seller and buyer.

If a public company is acquired, it isimpractical in most cases to obtain any continuing
indemnity from the public stockholders after the closing, and the target’s management
and controlling stockholders, if any, will generally refuse to accept the responsibility
alone. In this situation, the representations and warranties will expire at the closing
and there will be no ongoing indemnity obligation. The burden is on the buyer to
veify al facts about the target before closing. The buyer will be aided in this by
the fact that the target has been subject to the public disclosure obligations of US
securities law.

If the target is privately owned, the acquisition agreement typically will require the
seller to indemnify the buyer for any misrepresentations, or breaches of warranties
or covenants. The buyer will be subject to a sSimilar obligation in favor of the seller.
The indemnification provisions will allocate responsibility for liabilities or losses
arising from the conduct of the business both before and after the closing.

An indemnification provision will also specify the period following the closing
during which the seller will be responsible to the other party. The parties have

a natural desire to end their indemnification obligations as soon as possible.
“Survivdl” periods are typicaly between one and three years, but one full year

of operation plus a complete audit of such year are essentia (and often sufficient)
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to identify possible indemnification claims. As noted below, environmental
indemnification obligations and claims with respect to title to the shares or
membership interests or, perhaps, assets are often unlimited in time.

Indemnification provisions may specify that claims may be made only after the
aggregate amount of all claims reaches a certain minimum level. Once this level
is reached, the agreement may permit a party to assert al claims or only thosein
excess of the minimum. It is increasingly common for an agreement to provide
a maximum for claims that may be asserted, typically with carve-outs from this
amount for various matters including taxes, capitalization, intentional
misrepresentation and fraud.

4.3 Other Agreements

The acquisition agreement may provide for a variety of ancillary agreements
to be signed at the closing. These may include non-competition agreements,
employment agreements with one or more of the sellers or key employees of
the target, and ongoing leases and licenses. These are discussed below in this
Section under heading 8 (Closing).

5. Principal Legal Concerns of the Buyer

The representations and warranties in the acquisition agreement focus on matters
of great legal and business concern to the buyer. As noted above, representations
and warranties are designed to elicit information about the target company. Thus,
they play avital role in the buyer’s invegtigation of the target. The disclosures made
in the acquisition agreement will be based in part on the due diligence investigation
performed by counsel and others for the seller and will be further verified by

the investigation of the buyer and its counsel. This investigation may be more
far-reaching than would be encountered in the non-US buyer’s home country.

The expense involved should be weighed against the added protection afforded

the buyer.

Each acquisition agreement will be tailored to the particular transaction and,
accordingly, the scope of the representations and warranties will vary from desal
to deal. Thefollowing is a general discussion of some of the more common
representations and warranties that often appear in a US acquisition agreement.
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5.1 Corporate Authority and Organization

The seller will represent that the selling entity is properly organized and that the
persons acting on its behdf are duly authorized to do so. There is no commercial
register or the equivalent in the United States. Therefore, the buyer and its counsel
typicaly will independently verify the sdller’s authority through examination of the
target’ s books and records, as well as public filings of publicly held targets, and may
also obtain alegal opinion from the sdller’s counsel concerning the seller’s and
target company’s organization and authorization.

5.2 Financial Statements

The acquisition agreement will state that the financia statements that have been
presented to the buyer (which may or may not be attached to the agreement)

have been prepared in accordance with generally accepted accounting principles
on a bads congstent with prior periods and “fairly present” the financia condition

of the target. Financid representations will be included even if dl financid statements
have been audited by a reputable accounting firm. They may aso be supplemented
by specific representations as to certain assets, such as inventory and accounts
receivable. Where the buyer is subject to the Sarbanes-Oxley Act, representations
may aso be included with respect to internal controls and certification regquirements
arising under this particular law.

5.3 Compliance with Law

5.3.1 Environmental Compliance

In the United States, the buyer will inherit legal responsbility for any environmental
problems existing on any property purchased, whether the transaction isin the
form of an asset acquisition, share acquisition, or merger. Environmental liabilities
represent one of the most significant traps for the unwary buyer. Therefore, buyers
typically want full disclosure of any such problems. These will include any failure
by the business to comply with environmental laws or any environmental permits
for day-to-day operations.

Of equal concern are any hazardous waste materials that may be stored or buried
on any real property. The removal of such waste can be very expensive. In many
industries, it may be appropriate to have a so-called Phase | environmental audit of
the premises and, if problems appear, a Phase Il or Phase 111 audit that includes soil
borings and air and water tests, to ascertain the presence and extent of any such
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problems. (However, Phase Il and Ill environmental audits may trigger disclosure
obligations.) The buyer will want to confirm that any waste materials that have
been carried dff the premises have been handled and disposed of in accordance with
applicable legal requirements. A purchaser may become liable for the improper
off-gte disposal of waste material by a predecessor or even by an unrelated third
party, such as awaste disposal service retained by a previous owner of the business.

Environmental permits or licenses will have to be transferred or new ones obtained
in the case of an asset acquisition. 1t will be necessary to consult with environmental
authorities to be certain that the permits will be respected upon the change

of ownership in a share acquisition. In certain states, such as New Jersey and
Connecticut, the advance approval of state authorities may be required in order

to complete the acquisition.

Because environmental liabilities are so extensive in scope, buyer's often seek to make
the sdler’s environmental indemnities unlimited in monetary amount and time.

5.3.2 Other Licenses and Permits

Although the regulation of businesses is relatively limited in the United States,
most businesses operate with a variety of governmental licenses and permits.
These include general business licenses; building permits and certificates of occupancy
relating to structures; boiler permits and other permits to operate certain forms
of machinery and equipment; and vehicle licenses and registrations. In addition,
specific governmental licenses and franchises may be necessary for certain kinds

of businesses. It may be possible to transfer these license and permits to the buyer
in an asset acquisition. More often, however, new license and permits should be
obtained. Arrangements for the transfer or obtaining of such licenses or permits
must be made so that they arein place at the closing if the business is to continue
without interruption. Even vehicle registrations may present problems, since their
transfer may take some time.

Government licenses and permits are generally not assignable even though material
to the business. They may dso terminate in the event of a material change in control
of thetarget. The latter is more often imposed by practice on the local level than
by statute. In such case, the buyer will want to be certain it can obtain its own
licenses and permits prior to the closing. The agreement will generally call for
disclosure of the licenses and permits used by the business and have a representation
as to assignahility.
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5.3.3 Compliance with Other Laws

The buyer typicaly will wish to confirm that the business operates in compliance
with zoning laws and other local laws regulating the use of real estate. Zoning law
compliance is not dways covered by title insurance. The buyer likely will be concerned
about compliance with federal occupational safety and health laws. 1t is unlikely
that the seller will be able to give absolute assurance of such compliance, but the
buyer typicaly will want to know that the seller is at least not aware of, and has
not received notice of, any violations. The buyer may aso want some assurance
that the seller is not aware that it has violated any laws relating to equal employment
opportunities, hiring, or other laws affecting employment and employment practices.

These compliance matters may be the subject of specific provisionsin the
indemnification section of the agreement. Even if it is not possble for the sdller to
give absolute assurance of compliance in certain areas, buyer’s often request that
the seller retain responsibility for pre-closing noncompliance. This allocation of
risk and responsibility is one of the magjor negotiating pointsin any US acquisition.

5.4 Employment Issues in Context of Acquisitions

5.4.1 Employment Protection

Unlike many non-US jurisdictions, there are no US statutes requiring that employees
be retained or given specific severance pay upon termination of employment in

an acquigition, athough as described in Section 6.3 (Labor and Employment — Specid
Problems and Statutes Related to Mass Layoffs and Terminations), federd law (e.g., the
“WARN"Act) and some similar state laws require advance notice if an entire plant is
to be closed or a certain percentage of employees are to be terminated. Employees
have no statutory right to review, approve, or even be consulted about an acquisition
of their employer. Employees do not automatically become the employees of the
acquiring corporation in an asset purchase, although they will remain employees of
the target or successor in a share acquisition or merger.

Nevertheless, a non-US buyer should not assume that it has an entirely free hand

in dealing with employees. Most US employers have adopted employment policies
that may legally bind successors. These will often provide for some form of
termination compensation or severance, unless the employees are offered employment
with subgtantidly the same sdary and, perhaps, benefits by the acquiring corporation.
For this and other reasons, the seller will often ingst that the buyer agree to employ
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its existing workforce and may want to specify the terms and conditions of that
employment. Aswith other economic issues, these matters will be negotiated
between the buyer and seller. Related matters, such as accrued vacation pay, likely
will have to be dealt with as well, since the employees will expect to retain these
accrued benefits after closing. A non-US buyer especialy will not want to appear
to be insengitive to employee expectations.

5.4.2 Labor Agreements

In a stock purchase or merger, the buyer is bound by any collective bargaining

(i.e., labor) agreement to which the target corporation is a party. A buyer will be
bound in an asset acquisition only if it expresdy assumes the collective bargaining
agreement. A buyer will usualy want to take advantage of the comparatively weak
bargaining position of the target’s workforce to renegotiate the terms of employment.
Consequently, it will generally resist assuming any collective bargaining agreements.
The buyer will, however, be required to recognize any existing labor union and
bargain with it in good faith. Many non-US buyers will find US labor unions easier
to deal with than their non-US counterparts. A collective bargaining agreement
will bind only one company and its employees, not an entire industry.

5.4.3 Termination Notice

The federal government and some state governments, as well as many collective
bargaining agreements, require advance notice when certain employment sites
are closed. Depending on the degree of continuity in an acquisition, such statutes
or contract provisions may apply to the buyer. Federal law aso requires that

a terminated employee be alowed to continue any employer-sponsored health
program for a period of time but at the cost of the employee. Certain states,
such as Massachusetts, may impose this cost on the employer.

5.4.4 Pensions and Other Benefits

If the target has maintained any employee benefit programs, including pension plans,
responsibility for continued adequate funding of these obligations may pass to the
buyer, even in an asset acquisition. These plans are subject to extensive federal
regulation. A buyer of a business may incur significant obligations created prior to
the acquisition, including making up any under-funding of the pension plan. In an
asset acquisition, the seller would generally want the buyer to continue its existing
pension plans, since termination of a plan can be expensive and time consuming.
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Termination is avoidable only if the buyer is willing to have a plan that is comparable
in scope, athough not necessarily identical, to the seller’ s existing plan. In any
acquisition, the target corporation’s pension plan should be examined in detail by
experts (lawyers and actuaries) hired by the buyer, to avoid having the buyer incur
substantial unexpected liabilities.

For a more detailed discussion on these issues, please see Section 6
(Labor and Employment).

5.5 Material Assets

5.5.1 Physical Facilities

The buyer typicaly wants to obtain clear title to any plants or other real estate owned
by the target, since these are material to the operation of the business. Title to real
estate is transferred by a deed, which is publicly recorded. (Title certificates are
also used in certain locations.) There is no notary of the kind found in many civil
law countries. In most US states, title to real property is investigated and assured
by title insurance companies. The title company will insure clear title, subject to
certain ecified exceptions, such as identified mortgages, easements, and servitudes.
If Sgnificant real estate is owned by the target, title insurance is often obtained
even if shares are being acquired and no real property is actually being transferred.

The buyer may also obtain a survey of the property that indicates the location of all
buildings, easements, servitudes (such as utility lines), and other matters affecting
the physical layout of the property, and that discloses any difficulty with access to
the property. As noted above, the buyer may wish to obtain an environmental audit
aswell. The buyer will want to ensure that the property is being used legdly and in
compliance with al building codes and zoning ordinances; these will be covered by
title insurance only if specificaly requested and paid for. In an asset acquisition, the
transfer of real estate will require the payment of state and loca transfer taxes, but
with certain exceptions, these tend to be far lower than in most other countries.

5.5.2 Intellectual Property

In many businesses, intellectual property constitutes a substantial component of
value. Inthat case, the buyer typically conducts a thorough investigation of title to
al intellectual property, including trademarks and patents, and ensure that title to
such property can be effectively transferred to it in the case of an asset acquisition.
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A non-US buyer may be particularly interested in the extent of foreign protection
of the acquired intellectual property. The buyer likely will aso want assurance that
al necessary consents to the assignment of any intellectual property licenses have
been obtained. This may be necessary even in the case of certain stock acquisitions
if the license is terminable upon a material change in control of the target enterprise.

A magjor issue often encountered with non-US buyersis the seller’s unwillingness

to warrant that its patents are valid, since such a warranty goes far beyond a mere
representation of good title. A sgnificant number of challenged patents are ruled

invadid in the United States, and so a warranty of validity will generally be resisted
by USsellers.

5.5.3 Agreements and Licenses

Agreements and licenses that are material to the success of a business may be
jeopardized by an acquisition. For example, following the foreign acquisition

of Firestone, General Motors announced that it would no longer purchase tires
from Firestone as origina equipment on its automobiles. An acquisition agreement
typically will require disclosure of any contract above a certain size or extending
beyond a certain duration, to alert the buyer of the commitments to which the
business is subject and advise the buyer of the consents that must be obtained to
assume such agreements or leases. The other party to such contracts or leases

may be reluctant to consent to assignment without compensation if, for example,
the rent or other compensation is below market. Thus, the acquisition agreement
may contain additional representations regarding assignability and alack of knowledge
by the sdller that any material business will be logt soldly as a result of the acquisition.

5.6 Liabilities

5.6.1 Product Liability

A principal concern of any buyer of a US businessis strict liability for personal
injuries resulting from products manufactured and sold by the business. Asin most
other countries, the manufacturer or seller of a product in the United States is
liable for damages sustained as a result of the manufacturer’s or seller’s negligence.
However, under the US doctrine of strict liability, one who sells a product isligble
for any physica harm caused to the ultimate user or consumer or to its property,

if the product at the time of sdle isin a defective condition (such that it is unreasonably
dangerous to the user); the seller is engaged in the business of sdlling the product;
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and the product may be expected to and does reach the user without substantial
change. Combined with the propensity of US juries to award substantial damages,
the doctrine of strict liability makes product claims a material cost of doing business
in the United States. Accordingly, buyers often want some assurance from the seller
that such exposure will not be unreasonable in amount. The buyer also may want
to investigate the historical experience of the seller to ascertain whether the business
itsdlf involves undue risks.

In a stock purchase or a merger (or in an assat acquisition in some states), the buyer
is often concerned about assuming responsihility for products sold prior to the closing.
Although the seller may represent that it knows of no such liabilities, thereis
generally no way the seller can give complete assurance in thisregard. Therefore,
the parties often allocate responsibility as part of the indemnification provisions.
Typicdly, sellers remain responsible for any products sold or shipped (and sometimes
manufactured) prior to the closing and buyers are responsible for products sold or
shipped after the closing. Indemnification for product liability will often be either
unlimited in time or limited to the applicable sate’' s statute of limitations. This latter
limitation is not very meaningful since it generally begins to run only at the time
the person is injured, which may be long after the product is sold or shipped.

For a more detailed discussion of US product liability law, please see Section 5
(Product Liability Law).

5.6.2 Tax Liabilities

In an asset acquisition, the buyer will amost never become directly liable for income
and most other taxes based on the operation of the business prior to the closing.
However, certain ad valorem taxes (those based on the value of property) may
constitute a lien on the assets purchased. In addition, the failure to conduct thorough
due diligence and/or comply with certain procedures could result in the buyer
assuming liability for state or local sales or use taxes owed by the seller. In this
case, it isnormal for the seller to accept complete responsibility for tax liabilities
attributable to the operation of the business prior to the closing and indemnify

the buyer againgt any such liabilities. Such indemnification generally runs for

the period of the statute of limitations.
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5.6.3 Other Liabilities

In the United States, the seller often will represent that there are no undisclosed
lighilities of the business, contingent or otherwise. If the target has any undisclosed
liabilities, they will usualy be the responsibility of the seller pursuant to an
indemnification. In an asset acquisition, the buyer often will expresdy not assume
any liabilities other than those specificdly identified in the agreement.

5.7 No Material Change

The seller often will represent that there has been no material adverse change

in the operations or financia condition of the business since the date of the most
recent financia statements or some other cutoff date. In addition, lack of any
material adverse change will often be a condition of closing. A typica provision
in an acquisition agreement will limit the seller’s right to conduct the business
between contract signing and closing other than in accordance with past practice
and in the ordinary course of business and will prohibit the seller from making
any material change in the business, making any major purchases or investments,
incurring any sgnificant obligations or liabilities, or changing compensation or
other employee benefits without the consent of the buyer.

6. Other Legal Matters

There are a number of other legal matters that may be of concern in an acquisition,
as discussed below.

6.1 Distributors and Agents

Acquisition agreements often require disclosure of al material distribution and
sales representative agreements and arrangements. Unlike the practice in many
other countries, in most states the buyer is free to terminate distributors and sales
representatives without being liable for mandatory termination compensation
payments. Few states have statutes requiring such compensation. However, there
is ageneral trend in the United States againgt arbitrary or abusive terminations.
Thus, a buyer may seek to document that any such terminations are made pursuant
to a reorganization of the acquired business s distribution arrangements. A buyer
may also seek to ensure that such terminations are not motivated by matters
congtituting antitrust violations. For example, it would beillega to terminate

a price-cutting distributor in an attempt to control pricing.
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6.2 Immigration

A non-US acquirer will often contemplate sending executives and skilled technical
experts to asig with the operation of the business after the closing. Those individuas
who wish to enter the United States to attend meetings or similar activities may use
either the B-1 Business Visitor visa status or Visa Waiver status, if available to visit
the United States. In the case of a transferring executive, skilled technical expert,
or other employee who will provide direct service to the acquired company in

the United States, it is necessary to obtain an appropriate visa that authorizes
employment in advance of the assignment. Since obtaining visas may be somewhat
time consuming, any important personnel transfers should be planned with the
help of experts well in advance of the closing.

6.3 Importation of Parts and Components

All matters pertaining to the importation of merchandise into the United States
fdl within the exclusive jurisdiction of the federa government. Many products
imported into the United States are subject to the payment of import duties,
generaly payable on an ad valorem basis and determined by their specific classification.
The Bureau of Customs and Border Protection has the right to challenge any claimed
valuation, particularly where the transaction is between a non-US parent and a US
subsidiary. If anon-US buyer plans to use an acquired corporation, for example,
to assemble parts and components imported from abroad, it will want to ascertain
early on that it will be able to import the parts and components without being
subject to quotas (quotas are quite rare) and obtain some guidance as to the
import duty cost of such importations into the United States.

There are a number of specia forms of customs entry, such as foreign trade zones,
that may be of particular interest to a non-US buyer. Products of non-US origin
may be shipped to a foreign trade zone located in the United States without making
aforma customs entry or paying any US customs duties. Such products may be
stored, sold for export, or assembled while located within the zone and then
re-exported, dl without incurring any US customs duty.

A non-US buyer may encounter additional costs on importsto the United States,
such as antidumping and countervailing duties. These are imposed when products
are imported at what the US government considers an unjudtifiably low price.

In some cases, restrictions such as quotas may be imposed on certain products.
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If the acquired business will be dependent on imported materials or components,
the non-US buyer should review its plans and anticipated pricing with customs
counsdl prior to proceeding with an acquisition.

7. Organizing the Acquisition Vehicle

Whatever the form of the acquisition, it is likdy that the buyer will want to organize
a US limited liability company or corporation to act as the acquisition vehicle.
(Some investors may prefer a form of partnership because of the tax or other
advantages available in their own country.) The acquisition vehicle will be organized
before the closing and probably prior to signing the acquisition agreement.
Alternatively, the acquisition agreement may be signed by the buyer and assigned
to the acquisition vehicle prior to the closing. Organizing a US limited liability
company or corporation involves a number of steps. For further information on
organizing a US limited liability company or corporation, please see Section 4
(Business Entities).

8. Closing

The closing of a US acquisition will be organized primarily by legd counsel for
the buyer and seller.

8.1 Transfer Documents

The transfer documents to be executed and delivered at the closing will depend on
the nature of the transaction. In a purchase of shares, or LLC membership interests
represented by certificates, the seller typically will deliver certificates representing
al of the shares or membership interests in the target corporation either endorsed
to the buyer or accompanied by an executed “stock power” (or power of attorney)
authorizing the transfer of the shares or membership interests on the books of the
target. Membership interests not represented by certificates will be transferred by
aform of assignment.

In amerger, the parties will execute aformal plan of merger (in most states)

for filing with the secretaries of state of the jurisdictions in which the respective
corporations or limited liability companies are organized. This document may

be considerably shorter than the definitive merger agreement and may have to be
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notarized. These formalities will be accomplished immediately prior to the closing
and the plan of merger may be sent ahead to the appropriate state agencies to be
ready for filing on the date of the closing.

An asset acquisition generally is more complicated. Real estate will be transferred
by deeds for each parcel. Deeds typically will have to be notarized and recorded in
the locality in which the real estate islocated. Recording will be completed on the
date of the closing or shortly thereafter. At the closing, the title insurance company
will execute and deliver a binding commitment insuring title to the real estate.
Personal property will be transferred by bill of sale, which requires no formalities.
Agreements and other intangibles will be transferred by a form of assignment,
which may be combined with the bill of sale. Separate assignment documents

may be required for patents and certain other assets, some of which are subject

to formal requirements.

8.2 Payment

In an international acquisition, payment is more often effected by wire transfer
than cashier’s check. The disadvantage of a cashier’s check is that it will have to be
deposited for collection, and so, funds may not be available to the seller on the day
of closng. This can cause the loss of a substantial amount of interest. Wire transfers
make funds immediately available once the transfer is acknowledged by the sdller’s
bank, but delays sometimes occur. International wire transfers are more likely to
be delayed on a Monday or Friday because of the large volume of other transfers
and transactions on those days. Therefore, whenever possible, it is preferable to
close in the middle of the week. If the closing must be held at the beginning or end
of the week or timing is crucial, payment may be made by a federal funds cashier's
check which is somewhat inconvenient for the buyer to obtain but which provides
immediately available funds to the seller.

8.3 Other Agreements

A number of ancillary agreements may be executed at the closing. These are likely
to include the following.
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8.3.1 Non-competition Agreements

There are business and tax reasons why the buyer often wants key seller personnel
to agree not to compete with the target business for some period of time after the
closing. Such agreements are generally enforceable if they are reasonable in scope
and duration and designed to preserve the benefit of the acquisition to the buyer.

8.3.2 Employment Agreements

It is not unusua for the sdller of a privately held business, and possbly family members,
to have been employed by the corporation prior to the acquisition. A significant
consideration in agreeing to sell the business may be some assurance of continuity
of employment. In acquisitions of professonaly managed entities, the buyer often
wants to ensure that certain key individuals will be available to operate the target
business after the closing. This is most often true of top executives and important
technical personnel. In these cases, either the buyer or seller may require that
employment agreements be executed with such key persons at or prior to

the closing.

8.3.3 Leases and Licenses

It may not be possible to transfer dl of the tangible and intangible property necessary
to operate the target business to the buyer. For example, the seller may continue

to use key software or technology in its retained businesses. In such cases, tangible
property may have to be leased and intangible property licensed to the target business.

8.3.4 Service Agreements

If the buyer is purchasing a portion of an integrated business, the buyer may not
receive a fully stand-alone operation. In this case, the seller may have to provide
post-closing services to the buyer on a short-term or, occasionally, long-term basis.
Computer access is acommon example of such a post-closing service provided by
the seller.

8.4 Other Documents

A number of other documents may aso be delivered at the closing. These include
legal opinions from counsel for both parties. It is normal to deliver a certified copy
of the certificate or articles of incorporation or association of the target company
to the buyer as well as a certificate issued by the appropriate secretary of state
indicating that the target company isin “good standing” in its state of incorporation.
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It is dso customary for the target (and for the buyer) to deliver a certificate affirming
that all representations and warranties in the acquisition agreement are true and
correct as of the day of closing. Unlessthey are to continue on in such capacities,
the officers and directors of the target in a stock acquisition and the managers of
a limited liability company will deliver written resignations. This is not necessary
in an asset acquisition, since employees are not automaticaly transferred with

the business.

9. Post-Acquisition Trade (Import/Export) Issues

Once an acquigition is compl ete, the buyer needs to be aware of a few potential
import-and export-control compliance details that can sgnificantly impact the
business' operations if they are mishandled.

First, as discussed in Section 2 (Direct Sdles), the business needs (among other things)
acustoms bond if it isimporting. If anew entity was created which bought assets
in the acquisition, then that new entity will need a customs bond in its name. If the
acquisition is one of shares, a new customs bond may not be needed. If the acquired
business remains and continues to operate under the same name, its pre-existing
customs bond can smply be maintained. However, it is common in a share-purchase
acquisition for there to be an officdd name change of the acquired company, and

in such a case the business must officidly change its importer-of-record name with
the Bureau of Customs and Border Protection and have the name change reflected
in its customs bond by either executing a bond rider or obtaining an entirely new
bond in the new company name.

Second, if the business exports goods under licenses from the US Departments
of State, Commerce, and/or Treasury, these licenses may need to be assigned
or transferred in accordance with applicable regulations or altogether new
licenses may need to be obtained in the name of the new entity.

Findly, both the US Departments of State and Commerce follow a rule that an export
is deemed to have occurred when certain foreign nationals, when present in the
United States, are exposed to information related to an item the export of which is
controlled. These are so-called “deemed exports.” If alicense would be needed to
export that information to the home country of the foreign national, then alicense
is needed for the deemed export to legaly occur. This can become an issue for a
foreign buyer, because it is likdy that the buyer will dispatch certain of its employees
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to the acquired business in the United States to assgt with pogt-acquistion
integration. If the operations of the business concern items which require licenses
when exported, it may be necessary to acquire licenses for deemed exports of
information related to these controlled items to the foreign-nationd employees

of the buyer.
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SECTION 4
BUSINESS ENTITIES

The previous section highlights how anon-US buyer often will establish aUS acquisition
vehicle in the form of a partnership or corporation to acquire a US target. Egtablishing
aformal presence in the United States, either through acquisition of an existing
business or through formation of a branch, joint venture or subsidiary generally
involves a greater level of commitment than selling directly in the United States
through sales representatives or distributors. This section, therefore, provides an
overview of the various types of business entities through which a US presence
may be established. In particular, this section focuses upon three limited liability
entities: corporations, limited liability companies and limited partnerships. We
highlight severd factors, including issues of taxation, that typically influence the
decision of which form of US business entity is the appropriate vehicle to use

to establish a US presence. This section also briefly addresses the formation of

a branch, subsidiary and joint venture.

1. Corporations

The sole form of share company in the United States is the corporation.
US corporate law has few mandatory provisions and is without restriction
on the number of stockholders (except in the case of a close corporation)
and with free transferability of shares. This flexibility facilitates structuring
a corporétion to fit the needs and objectives of aforeign investor.

1.1 Formation of Corporations

1.1.1 Place of Incorporation

The US has no national (federal) company law, and regulation of the formation and
operation of corporations is left largely to the individua states. Unlike a widespread
European practice that requires a company be formed under the law of the
jurisdiction in which its principal place of businessislocated, a US corporation
may be formed under the laws of any state and have its principal place of business
elsewhere so long as it “qudifies to do business’ in each state in which it operates.
This means that investors may choose the state law that best fits their needs.
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Delaware law is particularly well suited to operation without in-person meetings
(i.e., meetings by teleconference) or even without meetings at al (i.e., by written
consent), a factor that can be quite convenient where stockholders and directors
outside the United States are involved. In addition, the Delaware annual reporting
requirements are simple and Delaware law and practice are well-adapted to
corporations whose principal place of business is not located in Delaware.
Delaware courts are also well-versed in corporate matters. On the other hand,

a Delaware corporation doing business in another state may have to pay two annual
franchise fees. This factor may be sufficient reason to incorporate under the law of
the state in which the corporation will be doing business. Because of the preeminence
of Delaware, any references to legd rulesin this chapter are to those of Delaware
unless otherwise indicated.

In general, state laws do not restrict the citizenship or residency of officers, directors
or stockholders of a corporation, and so the choice of place of incorporation is
unlikely to be critical to aforeign investor. With afew exceptions, a corporation
may be reorganized under the laws of another state at any time without substantial
tax liability, athough this can be rather expensive to implement.

1.1.2 Formalities

Generdly, a corporation is formed when its certificate of incorporation (or, in certain
states, articles of incorporation) is filed with the Secretary of State of the state in
which it isto be incorporated. The certificate of incorporation may be executed
by anyone acting as incorporator, and thus need not be executed by an employee
of the non-USinvestor. No specia formalities, such as notarization, are required.
Thus, a US corporation could be formed on a few days, and even a few hours, notice.

1.1.3 Name

In mogt states, the name of the corporation must provide indicia of corporate status
e.g., “Corporation,” “Incorporated,” “Limited,” “Company” or an abbreviation thereof.
The name aso must be distinguishable from other existing or reserved entity
names. For most states, one may determine by telephone or on the Secretary of
State's website if a particular name is available. Since corporate laws operate only
at the state level, a name could be available in one state, but blocked in many
others. On the other hand, unlike in some non-US jurisdictions, amost any name
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can be used (that is, it need not be descriptive of the business or be that of
a stockholder). Findly, the name may be reserved for a limited period of time
in anticipation of filing the certificate of incorporation.

1.1.4 Purpose

The purpose of the company may be stated very broadly, including “any activity
permitted by lav.” However, in some states there must nonethel ess be some
indication of the business in which the company will actualy engage. This purpose
may be expanded in the future by means of an amendment to the certificate

of incorporation.

1.1.5 Procedures
The principal stepsin organizing a Delaware corporation are the following:

. The certificate of incorporation is executed by an “incorporator”
and filed with the Secretary of State of the State of Delaware.
The incorporator may be a natural person, partnership, association
or corporation and need not be a resident of or domiciled in Delaware.
The incorporator may act alone or with others and most US jurisdictions
reguire only one incorporator. In practice, the incorporator is usualy
an individual — sometimes a lawyer, paralega or law clerk, or an
employee of a corporate services company who, for afee, will provide
incorporating services. (The certificate of incorporation must also list
aregistered agent and registered office in the state for purposes of
accepting service of process in the context of litigation and a corporate
service company is often retained for this purpose when the corporation’s
principle place of business is outside of Delaware.)

. The investor-stockholders subscribe for the number of shares that are
to be issued by the corporation and pay in their capital contribution.
This may be done before the filing of the certificate of incorporation.
There is no minimum capitd requirement. See the following subsection
(Shares and Capital) for further discussion.
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Theinitia board of directors (the members of which may be named
in the certificate of incorporation or appointed by the incorporator)
then holds the initia or organizational meeting (or al execute written
resolutions) at which (or by which) the board typically:

(i)

(i)

(iii)

(iv)

(v)
(vi)

Approves the certificate of incorporation and the actions
of the incorporator.

Adopts bylaws for the company. The bylaws generally govern
the organization and operation of a corporation. The bylaws

of a privately held corporation remain a private document
(that is, they are not filed with a state Secretary of State). Unless
otherwise provided in the certificate of incorporation, the bylaws
may be amended only by stockholders entitled to vote. Bylaws
for corporations formed in other states would be similar in
most respects.

Appoints the officers of the corporation. See heading 1.3.2
(Corporate Structure and Governance) in this Section for
further discussion.

Authorizes officers to qudify the corporation to do business
in whatever other state may be necessary because of the nature
of the corporation’s activities in that state.

Adopts afiscd year, corporate seal and form of stock certificate.

Approves opening a bank account.

(vii) Accepts subscriptions for the corporation’s shares.

(viii) Appoints independent auditors, if any. US law does not require

(ix)

non-public companies to appoint auditors, although a corporation’s
banks and principal creditors will usualy require financia
statements certified by independent auditors.

Approves any agreement among the stockholders. Such gpprova
is not mandatory, however.
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. A federad employer identification number is obtained from the Internal
Revenue Service, or IRS, and a bank account is opened in the name
of the corporation. At this point, the corporation is able to engage
in any lawful business within its purpose.

If the corporation is organized under the laws of any other state, the stepsto be
followed would be substantially similar to those outlined above for a Delaware
corporation. Although some states impose relatively small minimum capital
requirements that must be paid in before the corporation may commence business,
in Delaware and many other states, the corporation may commence operation even
without capital or stockholder subscriptions. Nevertheless, operating with grossy
inadeguate capital is one of severd factors that courts consider in determining
whether to “pierce the corporate vel” and hold the stockholders liable for the
obligations of the corporation in certain circumstances. See Section 7 (Preserving
Limited Liability, and, in particular, heading 7.2 — Factors to Support Vel Piercing)
for further discussion.

1.2 Shares and Capital

1.2.1 Common and Preferred Shares

The ordinary shares issued by US corporations are generaly referred to as
“common shares’ or stock. It is aso possible for a corporation to issue preferred
shares, that is, shares carrying a priority with respect to dividends, distribution of
capital upon liquidation, or both. Preferred shares may be redeemed by the company
under specific conditions at a fixed price or at a price determined in accordance
with a pre-established formula. As discussed below, although preferred dividends
are normally payable only out of profits, and only to the extent there are profits,
such dividends may be made cumulative; thus the dividend payable in a year when
the company had no profits available would continue as an obligation to be repaid
in later, profitable years before any dividends could be paid on common shares.
The use of both common and preferred shares in various combinations, often in
conjunction with stockholder 1oans, offers considerable flexibility to investorsin
financing a US subsidiary.

1.2.2 Authorized Shares

Stockholders need not subscribe for dl of the shares that a corporation is authorized
by its certificate to issue, and it is often true that a corporation will have substantially
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more shares authorized than issued. In general, the board of directors may cause
the corporation to issue additional shares up to the maximum authorized by the
certificate of incorporation, but an amendment to the certificate of incorporation
is required to increase the amount of authorized shares, thus necessitating a vote
by both the board of directors and the stockholders.

1.2.3 Treasury Shares

A US corporation may purchase its own shares, subject to certain limitations. Such
treasury shares may not be voted and may not receive dividends, but the corporation
may dispose of them in the same manner as any of its other property subject to
federal and state securities laws.

1.2.4 Par and No-Par Shares; Absence of Bearer Shares

A corporation generally may issue shares with or without par value. No-par shares
offer certain flexibility, but if the corporation will be issuing alarge number of shares,
shares with a nomina par value (e.g., $.01 or $.001) may carry alower annua
franchise tax rate. Many foreign investors opt for shares with par value out of

a sense of familiarity. Bearer shares are not permitted in the United States, and

so ownership of dl sharesin an US corporation is registered on the internal books
of the corporation. The identity of the stockholders normally need not be disclosed
in any public document.

1.2.5 Non-Voting Stock

Delaware and other US corporations may issue one or more classes of shares which
may have limited or no voting rights. When shares do have voting rights, voting
power need not be in proportion to capital contribution or economic interest.

1.2.6 Capital and Surplus

The concept of capitd in US corporate law is both more flexible and less important
than under many other legal systems. The emphasisin the United States tends to
be on promoting the growth of the corporation rather than preserving its capital,
and ultimately, the amount of capital often bears little relationship to a company’s
actual importance. In the United States, persons dealing with a corporation often
rely upon its net worth (as indicated by its balance sheet), its earnings (as indicated
on its income statement) or some other representative measure of value, rather
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than upon its stated capital. As aresult, the directors of a corporation are less
likely to be held liable for a failure to preserve the corporation’s capital than in,
for example, Europe.

If shares are issued in excess of par value (or a an aggregate price in excess of
stated capitd in the case of no-par shares), that surplus is called paid-in surplus.

It is customary that only a portion of the contributions of stockholders to the
corporation be allocated to capital and the balance treated as paid-in surplus.

In many states, this would permit dividends to be paid out of these contributions,
which can add flexibility to the financia operations of the corporation. See
heading 1.3.3 (Financia Matters) below in this Section for further discussion.

1.2.7 Cash, Property and Services as Capital Contributions

Shares may be issued for cash, personal or real property, a promissory note or
services aready performed. Shares with par value may not be issued for less than
par value. Shares may not be issued for services to be performed in the future.
No public appraisal or court approva of property contributed for shares is required;
the vauation of non-cash contributions by the board of directorsis conclusive in
the absence of actual fraud under most states' laws.

1.2.8 Limitations upon the Transfer of Shares

US corporate law imposes few restrictions on the transfer of shares. In closaly
held corporations with more than one stockholder, there are practical motivations
to restrict the transfer of shares. Agreements among stockholders restricting
transferability are enforceable, and can provide for the following type of restrictions:

Transfer Subject to Stockholder (or Board of Directors) Consent

Under the laws of certain states, a requirement that shares may be transferred only
with the consent of a specified percentage of stockholders or directorsis permissible,
subject, however, to a requirement that this power be exercised in good faith.
However, the laws of many other states do not expresdy provide for such restrictions,
and it is possible that the provison would be denied enforcement if it were deemed
to be equivalent to an absolute prohibition on transfer, a prohibition considered to
be contrary to public policy. Again, good faith is required for enforcement of such
a provision.
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Prohibitions on Transfer to Particular Persons or Classes
It is possible under Delaware law and the laws of a number of other states to prohibit
transfers to designated persons or classes of persons, such as competitors.

Right of First Offer or First Refusal

It is possible (and customary) to provide for aright of “firs offer” or “firgt refusal,”
that is, aright given to the corporation or the other stockholders to purchase the
shares of a stockholder who wishes to dispose of some or dl of his shares, either

at a price fixed in advance of offering the shares to an outside purchaser or at the
price and terms offered by an outside purchaser usualy up to an amount to maintain
a stockholder’s exigting percentage ownership. While such restrictions are acceptable
generaly in the United States, they may have the effect of diminishing the liquidity
of the shares, especidly if the provision is not drafted with great care.

Preemptive Rights

Existing stockholders have no automatic and initial right to receive a proportionate
share of newly issues stock. However, in contrast to certain states wherein

a preemptive right is a default provision, a preemptive right may be included

in the certificate of incorporation for a new corporation.

Notice of Restriction

The foregoing restrictions on transfer may be accomplished by inclusion of a provison
in the certificate of incorporation or bylaws of the corporation. More often,

a provision is included in a private agreement among the stockholders. Regardiess
of where the restriction appears, a notation, or “legend,” indicating the existence
of arestriction on share transfers must be placed on the reverse side of the stock
certificate in order to be sure that the restriction is binding on third parties. The
absence of acommercia register in the United States means that there is no other
means of effectively notifying third parties of such restrictions.

1.3 Corporate Structure and Governance

1.3.1 Corporate Structure

A corporation consists of three principal constituencies: the stockholders, the board
of directors and the officers. The functions of each, which differ from those in many
other legal systems, are as follows:
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Stockholders

The stockholders are the owners of the corporation. In US corporations, except
for alimited number of regulated industries, such as banking and insurance in
certain states, there is no restriction as to the nationality or place of residence of
stockholders. A corporation may have a single stockholder both upon formation
and thereafter without creating any specid risk that the stockholder would be
ligble for the obligations of the corporation. For a more in-depth discussion

of issues of limited ligbility, please see Section 7 (Preserving Limited Liability).
The stockholders generally have the following powers:

Election of Directors/Cumulative Voting

In most states, a simple mgjority of the stockholders may elect the entire board

of directors. However, the certificate of incorporation may provide for cumulative
voting, whereby stockholders may elect directors in proportion to their shareholding
in the company. As aresult of cumulative voting, a substantial minority stockholder
could elect one or more directors. However, if it is desired that minority stockholders
be guaranteed the right to elect a fixed number of directors, this should be
accomplished by an agreement among the stockholders.

Merger, Sale of Assets, and Dissolution

In general, a merger, sdle of all or substantialy all of the assets, or a dissolution

of the company must be approved by stockholders entitled to vote and owning

a mgjority of the outstanding shares of the company. The certificate of incorporation
or the laws of certain states, however, may require the approva of an extraordinary
majority, or supermagjority, of stockholders.

Amendment of Certificate of Incorporation and Bylaws

The stockholders may amend the certificate of incorporation by simple mgjority
vote unless otherwise specified in the certificate of incorporation or provided by
agreement among the stockholders. In certain states, the amendment must receive
the approval of a supermajority of stockholders. In addition, in most statesthe
stockholders may amend the bylaws by a simple majority, although many states
allow this power to be given to the board of directors concurrently by inclusion

of aprovision to that effect in the certificate of incorporation or bylaws. However,
Deaware recently amended its corporate law statute to provide that a by-law adopted
by shareholders that sets the vote required for director elections may not be further
amended or repealed by the board of directors.
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Declaration of Dividends
The stockholders do not have the right to declare dividends. As explained below,
this power is reserved to the board of directorsin a US corporation.

Stockholder Meetings
The stockholders may, to some extent, restrict the powers of the board of directors
by requiring stockholder approva for certain decisions.

The stockholders must formally exercise their powers at meetings of the stockhol ders.
The stockholders must meet at least annually on a date and at a time fixed by the
bylaws unless they act by written consent as described below. Stockholders may
hold specid meetings at any time. The following are some of the principa procedura
aspects of a stockholder meeting:

Notice and Waiver

Notice of a meeting must be given in accordance with the bylaws but
generaly under state law must neither be less than 10 nor more than
60 days prior to the date of the meeting. However, these temporal
requirements may be altered by the dictates of the federd securities laws.
A stockholder may waive notice formally in writing or impliedly by
attendance at a meeting (except if attendance is for the purpose of
protesting lack of notice).

Quorum

In most states, a majority of the shares entitled to vote constitutes a quorum
so long as the action to be taken at the meeting does not require a greater
percentage vote. In Delaware, the certificate of incorporation or bylaws
may pecify a quorum of as low as one third of the shares entitled to vote.

Proxy

Stockholders may vote through proxies, and the presence of a proxy holder
at ameeting will count towards congtituting a quorum. Proxies are generaly
revocable and are automatically revoked if a new proxy is given.

Action by Written Consent of Stockholders
In lieu of aformal meeting, the stockholders may act through a consent in writing
executed, in most states, by the stockholders holding the requisite voting power
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necessary to authorize the particular action. Consent resolutions are a considerable
convenience where a wholly-owned subsidiary is involved since they avoid the
charade of holding a“meeting” of the sole stockholder.

Board of Directors

A US corporation is generally managed by its board of directors, which has the
power to carry out substantialy dl corporate acts not specificaly reserved to the
stockholders. US corporations have only one board of directors, unlike the dua
board of directors arrangement in certain European entities, for example,

a German Aktiengesellschaft.

Although most states dlow a board of directors to be comprised of only one director,
typically a board of directors will be have more than one director, with three or
five being the number of directors most commonly specified. Only individuals
may act as directors. Thereisno genera requirement that directors be citizens

or residents of the United States or of the state of incorporation. Certain states
do impose residency or citizenship requirements on directors of companies
operating in certain sectors of the economy, such as insurance and banking, and
federa law limits foreign participation in a few industries that are deemed particularly
sengtive (e.g., defense, commercial fishing, communications and the like). Directors
do not have to be stockholders and therefore do not require qudifying shares.

As noted, the board of directors exercises al corporate powers not reserved to
the stockholders. Those powers include:

Management

The directors as a group manage the corporation. The board of directors sets
policy for the corporation and is responsible for its performance. It will specificaly
authorize sgnificant transactions, but the actual day-to-day operations are usually
delegated to the officers, with the board supervising the conduct of the officers.

Dividends
Unlike the European model, for example, the directors of a US corporation have
the power to declare dividends without the participation of the stockholders.

Merger, Consolidation, Dissolution
The board of directors will normally recommend the merger, consolidation
or dissolution of the corporation to the stockholders.
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Board of Directors Meetings

Normally, directors do not represent the corporation in its dedlings with third
parties —thisis typically done by the officers. Rather, the directors, in principle,
act as a body through meetings called in accordance with the bylaws. Directors
must personaly participate in meetings though they may also do so through
telephone conference. Resolutions generaly are adopted by a simple mgjority

of the directors present and voting at a meeting at which a quorum is present.
The following are some of the principal procedural aspects of a meeting of the
board of directors are:

Notice and Waiver

Notice requirements for meetings may be very short, perhaps 24 hours,
although foreign investors typically require longer periods if directors are
located on two continents. Modern US law is extremely flexible in this
regard, however, and notice may be formally waived in writing at any time
by a director or impliedly waived by his or her presence at a meeting.

Quorum

A magority of the directors will constitute a quorum unless a different
number is specified in the certificate of incorporation or bylaws. Most
states allow a quorum of no less than one third of the directors.

Proxy

Directors of a corporation may not vote by proxy, the rationale being that
the corporation must benefit from the unique skills and judgment of a
particular director when deciding an issue.

Action by Written Consent of Directors

Directors may dso act through a written consent in writing Sgned by every director.
Thus, aformal meeting of the directors need never be held, even in connection
with the organization of the company. This proves to be a considerable convenience
for foreign investors.

Officers

The board of directors normaly delegates responsibility for the day-to-day operations
of a corporation to the officers. Because there is no commercial register in the
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United States, third parties rely upon an officer’s apparent authority based on
his or her title, that is, they rely upon the officer enjoying the authority normally
attendant to such title. Thus, titles should be chosen with care. Officers are not
normally given powers of attorney and a person dealing with the corporation
ordinarily should not expect one.

The officers generally consist of a chief executive officer, who may aso hold the
title of “chairman of the board of directors’ or, more often, “president,” one or
more vice presidents, a secretary and a chief financid offer. The board of directors
appoints the officers and may remove them at any time. At a minimum, the
corporation should have a chief executive officer and a secretary. One person may
hold more than one office; however, it is recommended, but not required, that
different individuals hold the offices of president and secretary. The authority and
functions of each of these officers are set forth in detail in the bylaws. The typical
functions of the various corporate officers may be summarized as follows:

Chief Executive Officer

The chief executive officer has the power to act on behdf of the corporation and
represent it in the ordinary course of business. Moreover, he or she supervises the
adminigtration and operation of the corporation’s business. Where the US corporation
isasubsidiary of aforeign parent, it may be advisable to have a representative of
the foreign parent who is resident in the United States serve as chief executive
officer if at all possible. Neither the chief executive officer nor any other officer
will be able to act alone on matters other than matters in the ordinary course of
the corporation’s business without specific authorization from the board of directors,
which authorization will have to be certified by the secretary of the corporation

in some instances, as described below. Some corporations aso provide for a chief
operating office who deals with the daily operations of the corporation under the
direction of the chief executive officer.

Vice President

The vice president acts in the absence or at the request of the chief executive
officer and exercises such other powers as may be delegated by the board of
directors. If thereis more than one vice president, one among them is often
designated the executive vice president, or senior vice president. Very large
corporations and banks may have a hierarchy of vice presidents. Where the US
corporation is a subsidiary of a foreign parent and where the president or chief
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executive officer will not reside in the United States, it may be advisable to appoint
the locd manager as avice president. There are many circumstances in which persons
having business with the US corporation will expect to deal with an officer of the
company and it will prove useful to have someone available for that purpose.

Secretary

The secretary is a position unfamiliar to many practitioners in civil law countries.
The secretary is the officer of the corporation responsible for maintaining certain
books and records of the company, especialy the minutes of the board of directors
and the share transfer records.

Furthermore, it is common in the United States to require that the secretary of

a company attest to the authority of an officer to execute any important documents,
particularly bank documents. This is so because there is no equivaent to the
commercia register in which the names of persons having signature powers for the
corporation may be listed. Accordingly, because outsiders cannot independently
veify an officer’s authority to represent and sign for the corporation, they often
reguire the participation of two officers (of which one often is the secretary) in
substantial transactions. In thisrole, the secretary does not truly represent the
company, but rather merely attests to the fact that the officer who does act on behdf
of the company is authorized to do so, either under the company’s bylaws or by

a specific resolution of the board of directors. Ultimately, the secretary safeguards
againg an officer exceeding his or her authority when acting on behdf of the company.
An in-house or outside attorney may fill this role for his or her clients, which may be
particularly helpful for foreign investors. The board of directors may also elect an
assistant secretary to act in the absence of the secretary. Since there is no way to
verify who is the secretary, the process can be circular in its logic; thus an outside
attorney is sometimes selected as secretary or assistant secretary to add credibility
to the attestation.

Chief Financial Officer

The chief financid officer is responsible for supervising the financid affairs of the
company and the management of its funds. In alarge company, he or she may

be aided in his role by the controller. The controller has a function somewhat
equivalent to that of an internal auditor, but in the United States the controller’s
function is not required or defined by law. Thus, the controller does not act
independently of the company’s management. In general, US company law does
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not impose the kind of independent finencid control for the protection of stockholders
imposed by many European company laws, and there is no position in a corporation
equivalent to the auditor or commissar found in many European companies.
Nevertheless, the Securities and Exchange Commission, or SEC, in the case

of public companies, or the corporation’s bank, in the case of private companies,
typically requires an annual audit (which is more than areview or compilation
under US generally accepted accounting principles) of the corporation’s books
and records by an independent certified public accountant.

The Sarbanes-Oxley Act also requires that the chief financid officer and chief
executive officer of companies with securities that are listed, traded or otherwise
registered in the United States to certify as to the corporation’s internal control
over financid reporting.

1.3.2 Corporate Governance

Liability of Stockholders

Businesses are conducted in corporate form primarily in order to enjoy the benefit
of limited liability. The investment that a stockholder makes in a corporation is
necessarily at risk but the stockholder typicaly is not responsible for the liabilities
or losses of the corporation beyond that investment. Nonetheless, if the separate
existence of the corporation is not respected, there is arisk that creditors will be
able to disregard the corporation’ s separate legal existence and seek to recover
from the stockholders under the doctrine of “piercing the corporate veil.”

For a more in-depth discussion of issues of limited liability, please see Section 7
(Preserving Limited Liability).

Responsibilities of Officers and Directors

Officers and directors owe a fiduciary duty of care to the corporation and its
stockholders. In this, they must exercise reasonable business judgment to advance
the interests of the corporation. They also owe afiduciary duty of loyalty to the
corporation and its stockholders. Thus, they must dways act in the best interest of
the corporation; they may not, for example, take persona advantage of a business
opportunity that comes to their attention in their capacity as a director or officer.
Moreover, they must disclose any persond interest they may have when considering
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matters at directors’ meetings or in functioning as officers. Further, directors may
not vote on issues in which they have a personal interest and, similarly, officers may
not act in such circumstances.

Directors and officers who act in accordance with these responsibilities will generaly
not be liable to the corporation or its stockholders. Moreover, except in cases of
insolvency or where the corporation is approaching of insolvency, directors generaly
do not owe afiduciary duty to persons other than the corporation and its stockholders
in making business decisions. On the other hand, the corporation will almost
aways be responsible for the acts of its directors, officers or employees acting
within the scope of their authority.

Generaly, neither directors nor officers will have personal criminal or civil liability
for the criminal or civil acts of the corporation in which they do not participate or
which they do not explicitly or implicitly authorize, as the corporation is considered

itself to be criminaly liable. A director or officer is aways responsible for his

or her own criminal or wrongful civil acts.

The directors and officers are also generdly not liable to the creditors of the
corporation absent personal wrongdoing, such as self-dealing or embezzlement.
While the directors and officers may not defraud creditors or concedl the corporation’s
wesk financid condition from them, they will not incur liability solely on account
of the corporation’s inability to satiffy its debts. Recently, however, some courts
have expanded the fiduciary duties of directors and officers when a corporation
becomes insolvent or approaches insolvency to include not only the corporation
and its stockholders, but the corporation’s creditors as well.

Just as with stockholders, the directors and officers are best protected from
ligbility for corporate debts and acts by respecting all corporate formalities,
maintaining complete and accurate financid books and records, obtaining full
and frank financia information before approving transactions (particularly if the
corporation is approaching insolvency) and maintaining internal accounting controls
that enable them to manage the acts and assets of the corporation. For amore
complete treatment of issues of limited liability, please see Section 7 (Preserving
Limited Liability).
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1.3.3 Financial Matters

Corporate law in the United States with respect to non-publicly traded companies
has few mandatory rules regarding the financia management of the corporation.

Approval of Balance Sheet

It is not required (or customary) that the stockholders approve the balance sheet
and annua profit and loss statement. Moreover, the annua balance sheet is not
published except in the case of corporations whose shares are publicly traded.

In addition, it is not customary or necessary for the stockholders to release the
board of directors from ligbility for their actions.

Reserves

US law establishes no compulsory reserves of any kind. Generally accepted
accounting principles, however, require the setting-up of certain reserves,
such as for bad debts or current litigation, on a corporation’s balance sheet.

Dividends

In most states, dividends may be paid out of accumulated profits (or “earned surplus’)
and out of paid-in surplus. In Delaware, it is also permitted to pay dividends out
of current profits even if losses in earlier years have impaired the corporation’s
capital. A “dividend” out of paid-in surplus where there isa current and cumulative
loss would not be considered to be a“dividend” for tax purposes, however, since
the company would have no earnings and profits; rather, it would be treated

as areturn of capital.

Tax Matters

There are two kinds of corporations for federal income tax purposes. One kind

is governed by Subchapter C of the Internal Revenue Code, or “C corporation,”
and the other is a“small business corporation,” or “S corporation,” for which

a Subchapter S dection under the Internal Revenue Code isin effect. A C corporation
must itself pay income tax. Thus, the profits of a C corporation are subject to
double taxation, first, on the corporate level and, second, on the level of the
recipient stockholder.

An S corporation is not subject to income tax at the corporate level. Rather, its
profits are directly allocated to its stockholders, who must then report the income
and expenses on their own tax returns. To qudify as an S corporation, a corporation
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must have been founded under US law and have no more than 75 stockholders,
who must either be a natural person other than a nonresident alien, the estate of

a natural person, or a quaified trust. Furthermore, an S corporation may not have
more than one class of stock. An S corporation is generally not suitable for
non-US investors.

2. Limited Liability Companies

In addition to corporations, the laws of all states in the United States provide for
the organization of limited liability companies, or LLCs. LLCs do not have any
limitation on the minimum (i.e., one member is acceptable) or maximum number
of members or the transferability of shares. They are a hybrid entity, essentialy
comprised of the more favorable attributes of partnerships and corporations. Like
US corporations, LLCs are extremely flexible. Usualy, the choice between an LLC
and a corporation will often be driven by tax considerations, as discussed below.

2.1 Types of LLCs

The flexibility available with a limited liability company is useful in meeting the
particular needs and objectives of either a non-US investor or a US entrepreneur.
An LLC can be, and often is, customized for each client. However, thereisa

cost associated with customization, and ultimately an LLC may prove significantly
more expensive to organize than a corporation. In order to address this problem,
Baker & McKenzie often provides four “modd” LLC formats: a“corporate model,”
a “partnership modd” and two hybrid models - one with “managers’ and one with
“officers” These models are more fully set forth below. Note that the choice
among these models relates to their structure and management, not to their tax
treatment, which is entirely independent of their structure.

2.1.1 Corporate Model LLC

A corporate model LLC is organized and managed similarly to a US corporation.
The owners of an LLC are its members, and are analogous to a corporation’s
stockholders. The members are issued membership units, which are anal ogous

to shares. A corporate model LLC will have a board of directors elected by the
members. Asin acorporation, the board manages the LLC and establishes business
policies by acting collectively, that is, making decisons as a group. The board elects
officers, who conduct the day-to-day affairs of the LLC, represent it in dealing with
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third parties and otherwise act as authorized by the board of directors. The officers
thus serve the same functions as officers in a US corporation. Profits are allocated
in accordance with unit ownership (although this may be varied) and there will
normally be no complicated provisions, or specia alocations, alocating profits and
losses. Thus the corporate model LLC agreement is a rather compact document.
The members will typically only vote for the election of directors or on fundamental
matters such as a merger or dissolution of the LLC. The principal choices relate to
the number and identity of the directors and officers, amount and nature of capital
contributions, and any fundamental items to be resolved by the members.

2.1.2 Partnership Model

In contrast, the partnership model does not attempt to replicate the features of

a corporation. It may be used when the owners of the LLC are individuds or entities;
it isaparticularly appropriate model when al of the members are active in the
business of the LLC. The partnership model is managed directly by its members, as
in the case of a US general partnership (but without the ligbility of general partners).
Each member may represent the LLC in its dealings with third parties. Although it
is possible to limit representation and management to fewer than al members, in
many states such alimitation may not be binding on third parties who are unaware
of it. Thus, it istypicaly more efficient to use the “hybrid model with managers,”
as discussed below, to achieve management by less than dl members. Unlike the
corporate model, profits and losses may be alocated other than by way of percentage
ownership. Thus, a key question in the partnership model is how profits and losses
are to be allocated. If specia alocations are employed, fairly lengthy tax provisons
are often inserted to ensure that the alocations are respected by the IRS. This may
add considerably to the length and complexity of the LLC agreement.

2.1.3 Hybrid Models

Since both “hybrid” LLCs are managed by the members and so, similar to the
partnership model, neither has aboard of directors. In both models, the members
establish company policy acting as a group but the members do not directly represent
and operate the LLC in its day-to-day business. Rather, they elect other persons to
conduct the day-to-day business of the LLC and represent it in dealings with third
parties. In one hybrid model, this person is designated as the manager (who may
or may not be a member). In the other hybrid model, these persons are designated
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as officers, thus mirroring the corporate model, but without an intervening board
of directors. A manager will generally exercise greater authority than an officer,
as described below.

We generally recommend the use of a manager or officers. Having the LLC
represented by the members with respect to third parties often proves cumbersome
in practice. Third parties are generally more comfortable dealing with officers or
managers, and the members may not wish to have daily management responsibility.
Specid profit and loss alocations can be utilized, as with the partnership model.

2.1.4 Single Member Limited Liability Companies

Single member LLCs may take any of the foregoing forms. The preferred governance
model for asingle member LLC may depend in part upon whether the sngle member
isan individual or a corporation or other business entity, and aso in part upon
whether the owner of the LLC is US or a non-US citizen or entity.

If the sole owner of the LLC isan individual, there is no need to have a board

of directors, and the LLC could be managed by the sole member. However, we
generaly gtill recommend the use of a manager or officers (even if the sole member
is the manager or president) because, unless a manager or officers are present, the
LLC must be represented by the member in that capacity with respect to third
parties. Without the use of the title of manager or president, it may be difficult for
the member to avoid treating the LLC as his or her alter ego and so there is some
chance that the LLC could fdl afoul of the doctrine of piercing the corporate vell
doctrine. For further discussion of issues of limited liability, please see Section 7
(Preserving Limited Liability).

If the owner is a corporation, the owner may prefer the familiar structure of the
corporate model LLC. Furthermore, anon-US investor may prefer to have the
LLC managed by one or more managers who would act smilarly to managing
directors of certain non-US companies. In this case, the manager or managers
would not act primarily through meetings but would individualy represent the
LLC in its dedlings with third parties.
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2.2 Formation of Limited Liability Companies

2.2.1 Place of Formation

Thereis no national LLC law and so regulation of the formation and operation

of LLCsis, asin the context of corporations, left largely to the individual states.
Unlike, for example, the European practice of requiring a company to be organized
under the law of the jurisdiction in which its principal place of businessis located,
aUSLLC, likeaUS corporation, may be organized under the laws of one state

and yet have its principal place of business elsewhere so long as it “qualifies to do
business’ in each state in which it operates. This alows investors to choose the
optimal state law.

Sometimes there is no great significance to the jurisdiction chosen, but Delaware
law is considerably better suited for companies with multiple investors. On the
other hand (and as discussed earlier in this chapter with respect to formation of
corporations), a Delaware company doing businessin just one state (other than
Delaware) will have to pay two annual franchise fees. This factor may be sufficient
reason to organize under the law of the state in which the company will be doing
business. The laws of Illinois and many other states are nearly as convenient and
flexible as Delaware law notwithstanding certain disadvantages, particularly as
regards the corporate model, especidly if the LLC isto have more than one member.
Again, because of Ddaware' s preeminence, any references to legd rules throughout
this subsection are to those of Delaware, unless otherwise noted.

2.2.2 Certificate of Formation

A limited liability company is organized by registering its certificate of formation
or, in certain states, articles of organization, with the Secretary of State of the state
in which it isto be organized. The certificate of formation may be executed by any
one person (frequently an attorney) acting on behdf of the future members and so
it need not be executed by a non-US investor.

2.2.3 Name

The name of the limited liability company must end with the word “Limited Liability
Company” or, in many states, the abbreviation “LLC.” The name also must be
distinguishable from other existing or reserved entity names.
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2.2.4 Purpose

This may be stated in very broad terms under the Delaware statute, usudly including
“any activity permitted by law” without any indication of the business in which the
company will actually engage. In certain other states, the purpose may be stated
broadly, but there must be some indication of the specific type of business in which
the company will actually engage. This purpose may be expanded in the future
by means of an amendment of the certificate of formation.

2.2.5 Procedures
The principal stepsin organizing a Delaware limited liability company are
the following:

. The certificate of formation is executed (by one or more “authorized
persons’) and filed with the Secretary of State of the state of organization.

. The members normally enter into a“limited liability company
agreement” (or, in other states, an “ operating agreement”) to govern
the operation of the LLC. The LLC agreement is a private document
among the members. A typical LLC agreement covers such matters as
the formation of the company, its business, the members and their
capital contributions, the management of the company, the means by
which the members may act, the alocation of profits, and the dissolution
of the company and termination of the operating agreement. If the
LLC hasasingle member, the LLC agreement is quite simple. If the
LLC hastwo or more members, it ismore like ajoint venture and the
LLC agreement often includes other provisons typica of ajoint venture
agreement or stockholders agreement, such as limitations on the ability
of the members to transfer their interests and provision for resolution
of deadlocks. The investor-members “subscribe’ for membership
interests in the LLC. Membership interests may also be called
membership units, and may be represented by certificates or not
at the election of the members.

. The managers or directors, if any, are appointed by the members; and

. The members, and managers or directors, if any, hold an initial
meeting, which may also be accomplished by means of a“consent
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resolution,” (that is, a written resolution signed by al members,
managers or directors, as applicable, without a meeting) at which
the following action is typicaly taken:

(i) Approve the actions of the person who signed the certificate
of formation.

(it) Appoint the officers, if any, of the LLC.

(iii) Appoint aregistered or resident agent (as with corporations,
this may be a corporate service provider).

(iv) Authorize the officers or, in the absence of officers, other
appropriate persons, to qudify the LLC to do businessin
whatever other state may be necessary because of the nature
of the limited liability company’s activitiesin that state.

(v) Adopt an accounting method and fiscd year if not covered
in the operating agreement.

(vi) Approve opening a bank account.

(vii) Appoint independent auditors, if any. Auditors are not required
under any US law for a limited ligbility company athough a limited
liability company’s banks and other principal creditors will usudly
require financial statements prepared, reviewed by, certified
or audited by independent auditors.

(viii) Approve the operating agreement. This approval is not
mandatory, however.

2.3 Membership Interests and Capital

2.3.1 Membership Interests and Contributions

The ownership interests of the membersin aLLC, formally known as membership
interests or membership units, may be represented by membership certificates

or may merely be reflected in the operating agreement or a membership register
maintained by the company. Membership certificates may not be in bearer form.
Membership interests may be issued for cash, persond or red property, an agreement
to contribute cash or property in the future, and past or, in most states, future
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services. No appraisal or court approval is required for valuing members’
contributions of any kind or for issuing membership interests. The good faith
determination of the value of a contribution by the members is sufficient.

A member’sinterest in the company does not have to be in any way proportional
to the value of its contribution.

2.3.2 Voting and Other Rights

A member does not have to be given aright to vote or otherwise participate in
the management of the company, although the right of a member to obtain certain
information about the financid and other &fars of the company cannot be restricted
in most states. Members and membership units may be given differing and
non-proportional rights to participate in the profits and losses, distributions and
equity of the company (but see the discussion of tax allocation of profits and losses
under “Tax Matters’ a heading 2.5.5 of this Section). The flexibility offered by a
limited liability company in thisregard is limited only by the imagination of the
parties and their counsel, although US tax laws impose certain requirements in
order that an allocation of profits and losses be recognized for US tax purposes.

2.3.3 Role of Capital

As stated above in the context of corporations, in general, the concept of capital
is both more flexible and less important with respect to US business entities than
those of other jurisdictions. The emphasisin the United States tends to be on
promoting the growth of the company rather than preserving its capital. For LLCs,
capital is an accounting, and not legal, concept. As such it plays an inggnificant
procedural role in the formation and operation of LLCs.

2.4 Structure and Governance of Limited Liability Companies

2.4.1 LLC Structure

A limited ligbility company must have at least one member but, as noted above,
its management structure generally may be determined in whatever manner the
members desire. The member or members may operate the company directly
(as in the partnership model) or may themselves appoint officers or managers to
operate the daily affairs of the LLC. If there are multiple members with differing
equity interests, member management with officers to conduct the day-to-day
business may be quite convenient since the members will automatically vote in
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accordance with their respective voting percentage interests. Reflecting such interests
through board membership in a corporate model can be somewhat clumsy. If the
members do not wish to manage the company directly, they may provide for the
election of a manager or managers to conduct the ordinary business affars of the
company. This approach may be familiar to non-US investors. In some cases, the
members may choose to have a corporation-type management structure, with both
a board of directors and officers. This structure has the advantage of appearing
familiar to those persons in the United States with whom the company will deal
who may be more familiar with corporations than limited liability companies. Each
of these management structures is described below.

Members

The members hold the ultimate authority in the company. Thus, under any
management structure, they will have to approve any extraordinary action, such
as amerger of the limited liability company into another entity, the sale of al

or substantially all of the assets of the company, or its dissolution. However, the
percentage of members who must approve such extraordinary acts is determined
by the operating agreement. In the absence of an appropriate provision, approval
would normally be by magjority vote in most states.

The members may act in avariety of ways. Under the corporate and hybrid
models, the operating agreement provides that members act through an actual
meeting at which the members may be present in person, by proxy, or by conference
telephone (that is, any telephone arrangement through which members may be
heard by al other members). Members may aso act in lieu of a meeting through
a consent in writing executed by a majority of the members unless state law or the
operating agreement requires alarger number. Thisis a considerable convenience,
especidly where the company is wholly-owned by a US or non-US investor, since
it avoids the charade of holding a“meeting” of the sole member. In a partnership
model, the members actively participate in the business and each has the authority
to make decisions for the LLC individually, without a meeting. In this case, there
may il be provison for meetings of the members for consideration of extraordinary
matters where decisions are to be taken by the members asawhole.

Baker & McKenzie 71



Acquisitions and Doing Business in the United States
Section 4 - Business Entities

Dissociation of a Member

The term “dissociation” is used in conjunction with LLCs and partnershipsin the
United States. It generaly refers to any circumstance under which a member

or partner ceases to have that status, which may arise in a variety of situations.

72

Transfer

If amember transfers his or her entire interest, he or she will no longer
be amember. Although thisis treated as dissociation in a number of LLC
statutes, thisis not typicaly the case because there will be a substitute
member and so none of the issues discussed below are likely to arise.

Voluntary Resignation

Because LLC statutes are often derived from partnership predecessors, they
used to permit a member to resign at will, although an LLC statute might
aso provide that this voluntary resignation might be wrongful or in violation
of the operating agreement. This situation prevails in a number of states.

In Delaware, however, amember only has the right to resign if it is stated
in the operating agreement. Absent special circumstances, we generally
recommend against permitting members to resign voluntarily in order to
insure the stability of the business.

Death or Dissolution

A member will cease to be such upon the member’s death (in the case

of an individual) or dissolution (in the case of an entity). In acorporation,
neither event would have any automatic impact (the heirs or successors
would smply succeed as owners of the shares) absent a contrary provision
in a stockholders agreement. Under many LLC statutes, death or dissolution
till resultsin dissolution of the LLC athough the LLC may be continued,
and liquidation of the business avoided, if the remaining members decide
to do so. In Delaware and some other states, death or dissolution does not
automatically result in dissolution of the LLC. However, even in the case of
acorporation, it may not be practical to continue to operate with the heirs
or successors as owner. Thisis particularly true of a businessin which the
participation of each member isimportant, in which case it would not be
appropriate to have a passive investor asamember. In this case, the only
practical aternative to dissolution or liquidation of the LLC may be to have
the LLC redeem the interest of the dissociated member.
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Bankruptcy or Insolvency

It is customary to provide for the automatic dissociation of a member that
becomes bankrupt or otherwise isinsolvent. However, such a provision
may not be binding on a bankruptcy court. A trustee in bankruptcy may
have the right to avoid such a provision if the trustee is not satisfied that the
provision for the redemption of the membership interest is far to creditors
of the bankrupt member.

Redemption and Valuation

A threshold question with respect to redemption is whether the LLC is likely
to have the liquidity to pay for the dissociated member’s interest regardless
of its valuation. Under most LLC statutes, one may provide for a payout

of the redemption amount over an extended period of time, but even the
incurrence of that type of liability may put a Sgnificant strain on the business.
Liquidity may be enhanced by appropriate planning, such as obtaining life
insurance for the benefit of the LLC on the life of each individual member.
Assuming liquidity is adequate, there remains the problem of valuing the
dissociated member’sinterest. One may aways look to the book value

of the interest (or the member’s capital account in the context of an LLC)
but, in a going concern, this is unlikely to reflect the full far value of the
interest. There are a number of other ways in which a membership interest
may be valued, such as:

. An annua valuation of the business or at least of its key assets. The
principal risk in this approach is that the members may fall to do this
on an annua basis, in which case the valuation may be significantly
out of date.

. Vauation by formula. A businessis often valued in relation to an
indicative financid or operating performance measure or anticipated
income stream. |f the members are confident that past history is
predictive of the future, one may value the company, and therefore
the interest, as amultiple of the LLC's recent earnings (a three-year
period is a frequent reference). A host of relevant financid or operating
mesasures (e.g., earnings multiple, sales multiple, number of customers,
number of stores) may be appropriate for valuation purposes.
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. Third-party valuation. It is possible to have the business valued by
an individua knowledgeable about such businesses (who should be
identified at least by title in the operating agreement) or by a professiond
organization, such as an accounting firm, a busness vauation professond,
or an investment banker.

Directors, Officers and Managers

As mentioned above, alimited liability company may, but is not required to, act
through directors, officers and/or managers. Directors, officers and managers
are normally individuals but there is no genera requirement that they be citizens
or residents of the United States or a particular state (although visa requirements
do apply to non-citizens and non-residents). None need be members.

Board of Directors

A corporate model LLC has a board of directors elected by the members which
often operates in a manner smilar to that of a board of directors of a corporation.
Thus, the directors usualy make decisions and set policy acting as a group, meeting
in person or through the use of a conference telephone. They may aso act through
consent resolutions with whatever mgjority is specified in the operating agreement.
In addition, unlike a corporation, there is no requirement that directors participate
personally in meetings. Therefore, an operating agreement may provide that directors
can act through proxies or may provide for alternate directors or subgtitute directors,
however unusual in the United States.

Officers

Limited liability companies organized on a corporate or hybrid model may provide
for officers to actually conduct the company’s business. As noted above, this may
be advantageous in dealing with parties who are used to dedling with the “president”
of an entity. The officers will be appointed by the members or board of directors
(depending on the model chosen) and will typicaly be removable by them at any
time. Officers generally consist of a president and secretary, and possibly one or
more vice-presidents, and a treasurer. The president typicaly acts as chief executive
officer of the LLC although one may opt for a chairman of the board of directors
to hold this position. As chief executive, the president has broad powers to represent
the LLC in the ordinary course of its business. However, any significant corporate
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action, including most dealings with real estate and with financia institutions,
require express approva by the board of directors, unless otherwise provided
in the operating agreement.

Managers

In ahybrid model LLC in which the members elect a manager or managers to operate
the business, the managers generally exercise broader authority than would persons
designated as officers. In most states, managers may exercise all company powers
not reserved to the members in the operating agreement. Moreover, in many states,
third parties are entitled to rely on the broad authority of a manager unless the third
party has actual knowledge of limitations imposed on the manager’s authority in
the operating agreement. Thus, it is more difficult to restrict the actual or apparent
authority of one designated as a“manager” than would be the case of one designated
as“president.” Managers may themselves represent the company or may delegate
authority for the day-to-day conduct of the company’s business to other employees.

2.4.2 Governance of the Limited Liability Company

Liability of Members

Businesses are conducted as limited liability companies primarily in order to secure
the benefits of limited liability. Accordingly, the investment that a member makes
in a company is necessarily at risk but the member ought not to be responsible for
the liahilities or losses of the company beyond that investment. However, even in
the case of a corporation, creditors may “ pierce the corporate vel” and hold the
stockholders liable for corporate debts under some circumstances. The limited
liability company is a relatively new form of entity in the United States, but it seems
likely that the same principles will be applied to them as apply to corporations.
Thus, if the separate existence of the limited liability company is not respected,
thereisarisk that creditors are able to disregard the company and recover from
the members any damages. For further analys's of piercing the corporate veil,
please see Section 7 (Preserving Limited Liability).

Responsibilities of Officers and Directors

The subject of fiduciary duties owed by managers in a manager-managed LLC,
or membersin a member-managed LLC, is an emerging and complex topic, the
details of which are beyond the scope of this handbook. However, the Delaware
limited liability company statute was recently amended to darify that the parties
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may define by contract their responsibilities and duties, including fiduciary duties.
In particular, the Delaware LLC statute provides that a“ member’s or manager’s or
other person’s duties may be expanded or restricted or eliminated by provisionsin
the limited liability company agreement; provided that the limited liability company
agreement may not eliminate the implied contractual covenant of good faith and
far deding.” Furthermore, the statute provides that, unless otherwise specified in
the LLC agreement, a person (e.g., a member or manager) is not liable to the LLC
or another person (e.g., another member or manager) for breach of fiduciary duty
for the person’s good faith reliance on the provisions of the LLC agreement. This
suggests that disgruntled members would need to bring claims for breach of contract,
rather than breach of fiduciary (or other) duties owed if those duties are not specified
in the LLC agreement.

2.5 Financial Matters

In the United States, the law governing limited liability companies has few
mandatory rules with respect to the financid management of the LLC.

2.5.1 Approval of Balance Sheet and Management

It is not required (or customary) that the members approve the balance sheet and
annud profit and loss statement. Moreover, the annua balance sheet is not published
except in the case of companies whose shares are publicly traded (which are amost
aways corporations, not limited liability companies). In addition, it is not customary
or necessary for the members annually to approve the actions of the managers

or officers or to release the managers or officers from liability for their actions.

2.5.2 Reserves

US law establishes no compulsory reserves of any kind. Generally accepted
accounting principles may require the setting-up of certain reserves, such as for
bad debts, on a company’s balance sheet, however.

2.5.3 Distributions

Limited liability company law in the United States has few mandatory rules with
respect to the financiad management of the company but distributions may only
be made if they would not impair the Company’s financia condition.
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2.5.4 Profit and Loss Allocations

In alimited ligbility company, profits and losses can be alocated among the members
without regard to the members' equity interests or voting power (a so-called
“speciad allocation”). However, if an allocation of profits and/or losses not in
accordance with equity interestsis to be respected for US income tax purposes,
the tax dlocation must reflect the actual economic relationship between the members.
This rule only rarely presents problems in practice but may require the inclusion

of lengthy tax provisionsin the operating agreement.

2.5.5 Tax Matters

There is no special tax regime for limited liability companies as such. A limited
liability company in the United States may be taxed as a corporation or a partnership
(or adisregarded entity, in the case of asingle member LLC) at its option. If taxed
as a corporation, the company must itsdf pay taxes (at corporate rates) on itsincome.
If taxed as a partnership, the company is not itsdf subject to US income taxation
but only acts as a conduit. Thistax treatment is determined smply by checking
the appropriate box on the LLC'stax return. It isnot affected in any way by the
model chosen. In other words, a corporate model may be taxed as a partnership
and a partnership model may be taxed as a corporation.

From the point of view of a non-US investor, structuring a limited liability company
as a partnership will cause the investor/member to be taxed asiif it were operating
in the United States through a branch, but at the same time enjoy limited liability.
Such an arrangement will likely subject the investor to the US branch profits tax,
which can subject a non-US investor to higher current US taxes and a loss of
flexibility in timing the payment of dividends. A detailed discussion of whether
operating as a branch is advantageous is beyond the scope of this Handbook and
should be addressed in the context of each particular investor, its country of origin,
and the nature of its proposed investment or operations in the United States.
Some of the basic issuesin this tax analysis, however are discussed in Section 8
(Income Tax I ssues).
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3. Limited Partnerships and Limited Liability
Partnerships

Generally, a partnership is an association of two or more personsto carry on

a business for profit. A partnership istypicaly a pass-through vehicle, that is, it is
not itsdf subject to taxation. Rather, itsincome is taxed directly to the partners.
However, if desired, a partnership may elect to be subject to tax as if it were

a corporation.

Partnerships may be either a general partnership or alimited partnership. All of
the partners in ageneral partnership, the general partners, are entirely liable for the
debts of the partnership. Because of the focus upon limited liability in US business
entities, the general partnership will not be discussed herein.

Limited partnerships consist of two species of partners: general partners, who are
subject to unlimited liability, and limited partners, whose liability is limited to their
contribution to the limited partnership. General partners have the same rights,
liahilities, and powers as partners in general partnerships. Thus, the ordinary
principles of partnership apply: genera partners manage the partnership, share
in the partnership’s profits and losses and have unlimited persond liability. In contrast,
the limited partners’ liability is limited to their investment in the business. The
desirable limited liability status of limited partners, however, comes at a price:
limited partners generally have to abstain from participating in managing the
business. Therefore, limited partnerships provide individuals the opportunity to
invest in abusiness in return for the share of the profits and still avoid personal
ligbility for the busness's debts.

It is common to structure limited partnerships with a corporate general partner.
Although limited partners normally may not directly manage the limited partnership
without jeopardizing their limited liability, they may engage in management indirectly
through a corporate general partner. Delaware and a number of other states
edificaly provide that a limited partner’s acting as a director or officer of a corporate
general partner will not congtitute participation in management for liability purposes.
The investor or investors may be the shareholder or shareholders of the corporate
genera partner and also be the limited partner or limited partners in the limited
partnership. In this structure, the investors would control the corporate general
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partner by gppainting its directors and officars While the corporate generd partner’s
asatswould be at risk, this structure means that the investors would have limited
their liability to their repective invesments in the enterprise.

Unlike an ordinary generd partnership, a limited partnership may not be formed
by anything lessthan deliberate action. In every state, there are statutory
requirements which have to be complied with to form a limited partnership.
Ingead of individualy drafting their respective limited partnership actsin isolation,
admog dl states have enacted the Revisad Uniform Limited Partnership Act.
Thus, the differences from dtate to State are minute. Mog State statutes require

a limited partnership to file a certificate with the information pedified by its sate
of organization, to gppoint and maintain an agent for sarvice of processin the State,
and to make filings if it amends or cancds its certificate. Out-of-gate limited
partnerships generdly will be permitted to be licensad to do business upon filing
the gppropriate application with the state where it wishes to expand its business.

Recently, dmogt dl states have enacted legidation dlowing generd partnershipsto
register and thereby shidd their partners from some or dl lidbilities. In Delaware,
[llinois and certain other states, the partnerswill not have any persond lidbility for
any partnership obligation incurred after the partnership is registered as a* limited
lighility partnership.” (The ligbility shidd is more limited in other sates, and limited
lidbility partnerships are not avalable for commercid investmentsin, for example,
New York) If aninvesment is contemplated in a gate providing a ful lidbility shidd
for regigtered limited lighility partnerships, this dternative should be consdered
as an investment vehicle, particularly where investment through a partnership
is otherwise advantageous.

Generd and limited partnerships have long been usad for joint ventures but,
with the advent of limited liability companies, their use has declined consderably.
Nonetheless, limited partnerships are ill used for ventures operding in certain
gates where that form may sgnificantly reduce stete taxes on the parties and by
non-US investors for whom there may be anon-US tax bendfit to operating in
the United Statesin partnership form, see Section 8 (Income Tax |ssues).
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4. Choice of Entity

Parties seeking to access the US market will often debate whether to utilize a
corporation or an LLC. Whilean LLC is similar to a corporation from a limited
liability perspective, and both entities are well respected business organizations, an
LLC may be preferable to the corporate form because of its flexibility and its tax
attributes. It is generally easier to provide for different financid and membership
interests in an LLC than in a corporation as, for example, ownership interestsin an
LLC may be expressed as units (essentially equivalent to shares) or as a percentage
interest in the entity. Currently, however, an LLC's membership interests cannot
be traded publicly. Thus, with the exception of a publicly traded entity, an LLC may
almost aways be substituted for a corporation.

An LLC aso enjoys advantages over a corporation with respect to its tax attributes.
While the operation of a venture through a corporation typicaly will involve two
levels of taxation (to the corporation itsdf and then to its stockholders), an LLC
may elect to be taxed asif it were a corporation or as if it were a pass-through entity
like a partnership. The tax considerations are likely to drive the determination

of whether an LLC rather than a corporation is the preferred vehicle for the
US subsidiary. However, since both an LLC and a corporation generally provide
for limited ligbility of its owners, an LLC may be preferable to a corporation for
the US subsidiary from a flexibility perspective. Moreover, as mentioned above,
an LLC can assume the structure of a corporation, and thus can have officers

and directors.

However, for certain non-US investors, utilization of a partnership may provide
sgnificant tax advantages. The details of this tax-savings possibility are described
briefly in Section 8 (Income Tax Issues). In addition to those potential tax benefits,
alimited partnership or alimited ligbility partnership provides the benefits of
limited liability of a corporation or LLC. Moreover, alimited partnership is

an equally-respected business entity in the US business community and market.
This structure is commercially feasible, increasingly used by purely US-owned
business and provides limited liability. The limited partnership form generally
poses no significant problem with respect to supplier, customer or bank acceptance.

Further, by operating through a Delaware limited partnership with a corporate
genera partner, the investor or investors would be shielded from direct liability
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(which would be limited to their capital contributions to the entity). Use of a
corporation as a general partner in alimited partnership should likewise result in
limited liability for the corporation’s stockholders even though the corporation
itsdf has unlimited liahility for the obligations of the limited partnership. Therefore,
except in extraordinary circumstances which judtify piercing the corporate veil,
discussed further in Section 7 (Preserving Limited Liability), the exposure of

the corporation’s stockholders should be limited to their equity investment in

the corporation.

5. Branches

It is possible for a non-US corporation to operate a branch dffice in the United States,
but there are significant disadvantages to a branch, particularly with respect to its
tax treatment and liability. For a brief overview of the tax disadvantages please see
Section 8 (Income Tax Issues). For a discussion of liability concerns please see
Section 7 (Preserving Limited Liability).

Branches of non-US corporations are not subject to federd regulation or registration
requirements. However, each state will require a“foreign” corporation to qudify
before “doing busness’ in that state. A corporation will be considered “foreign”

if it isorganized under the laws of another country or another US state, and so this
is not a requirement imposed solely upon non-US investors. “Doing busness’ isa
technical term that implies a substantial presence in the state. Thus, examples of
“doing business’ include the ownership or leasing of real property, the maintenance
of astock of goods for loca sale, employees, etc. Sdling productsto local customers,
either directly or through an independent sales representative or distributor, would
not in itsdf constitute “doing business.”

States actualy exercise little control over the qudification process other than

to ensure that the qudifying entity’s name is not confusingly similar to an already
registered entity and that all registration fees and taxes are paid (qudification

is bascdly aform of taxation). In most states, qudification for a non-US corporation
condgts of ardatively eassy application, a registration fee, and a notarized or legdized
copy of the corporation’s articles of incorporation (in English or accompanied by

a certified trandation). The burdens deriving from being considered as “doing busness’
in a state are not particularly onerous, although it likely also resultsin an obligation
to file state income tax returns and pay related taxes.
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6. Subsidiaries

Most often, investment in the United States is done via a subsidiary (whether

as the vehicle to implement an acquisition, or to conduct day-to-day operations
in connection with a direct investment by means other than an acquisition).
Recall that the formation of business entities is not subject to extensive federa
regulation or registration procedures. Corporations, LLCs and other entities are
organized under state law. As discussed previoudly, it is fairly easy to organize

a corporation, partnership or an LLC. No administrative or court approva or
gppraisa of non-cash contributions is required, and so either form of entity may be
organized in 48 hours or less.

A US subsidiary will provide significant flexibility for US operations and protection
for the investor. A subsidiary provides great financia flexibility and the existence
of aUS subsidiary will generally not subject the foreign parent to jurisdiction in
US courts. However, exposure may arise if the plaintiff successfully pierces the
corporate veil. For amore detailed discussion regarding issues of limited liability,
please see Section 7 (Preserving Limited Liability). A corporation or LLC may aso
be used for a joint venture. In many cases, however, the US participant will prefer
an LLC or alimited partnership for tax reasons.

7. US Joint Ventures and Strategic Alliances

The term joint venture or strategic aliance encompasses any ongoing cooperative
relationship between businesses. As such, ajoint venture may assume any one

of many forms from that of a purely contractual relationship to that of organizing
a new entity, and may be referred to as ajoint venture or strategic alliance. While
arange of forms constitute a joint venture, joint ventures typicaly involve some
sharing of profits and an ongoing relationship.

Where the parties to the arrangement determine that it will be in their best interest
to form a separate lega entity for purposes of conducting the venture, it will be
important to consider the features and attributes (in particular, tax attributes)

of the available types of entities described earlier in this section in more detail.
Limited liability companies are frequently utilized given their flexibility with respect
to addressing financial, tax and management issues. Please see Baker & McKenzie's

82 Baker & McKenzie



Acquisitions and Doing Business in the United States
Section 4 - Business Entities

International Joint Ventures Handbook, which contains practical guidanceto assist the

business and legal teams when assessing, structuring and implementing joint
ventures, for further information.
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SECTION 5
PRODUCT LIABILITY LAW

As distribution systems become more efficient and legal systems more sophisticated,
the number and cost of such claims rise dramatically. The development of effective
company systems to deal with clams — to make products ssfer — and, thus, to lower
costs, isimperative.

More than any other jurisdiction, the United States has developed legd concepts
and substantive rules of law to provide compensation for injuries or damages
sustained by consumers and other product users. As aresult, the expense of
insuring againgt such claims has risen considerably.

The United States has a federal system of government. Under this federal system,
the laws of the fifty separate states (along with that of US territories and the District
of Columbia) co-exist with the nationa or federal law. While certain conduct is
regulated by both federa and state law, the states are traditionally left to regulate
certain areas exclusively. Generally, such areas include the right to promulgate
jurisdictional rules and standards of conduct which gpply to manufacturers whose
products have certain “contacts’ with a stat€'s geographical boundaries. While the
laws of each of the fifty states are essentidly smilar in the obligations they impose
upon product manufacturers and other sellers, there are often subtle differences.

The discussion in this chapter gives a broad overview of jurisdictional and liability
issues that a foreign manufacturer is likely to face if forced to defend a products
ligbility suit in the United States.

1. Comparison with Foreign Jurisdictions

Practically every jurisdiction in the world provides a potential remedy for a person
injured asaresult of adefective product. Foreign manufacturers sdlling or distributing
their productsin the United States should exercise particul ar care because United States
product liability law is, in numerous respects, strikingly different from the law in
most foreign jurisdictions. In virtually every respect, these differences are favorable
to the plantiff and enhance the plaintiff’s likelihood of a recovery. The principa
substantive distinctions are discussed below.
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1.1 Theories and Defenses

As discussed in detail below, the vast majority of states have adopted the doctrine
of strict liability in tort. Certain characteristics of the doctrine of strict liability
may differ from the rules prevailing in many foreign jurisdictions. In particular,
foreign manufacturers sdling or distributing their products in the United States should
not expect to defend product lighility actions on the basis that: (a) the plantiff may be
unable to prove negligence on the part of the manufacturer; (b) the plaintiff may have
been contributorily or comparatively negligent with regard to the use of the product;
or (c) the plaintiff has not had any contractual or other direct relationship with the
manufacturer.

1.2 Damages

There dso are certain significant distinctions in the nature of damages available
to a US product liability plaintiff:

1.2.1 Compensatory Damages

Product liability plaintiffs in the US, like product liability plaintiffsin most of the
rest of the world, can recover compensatory damages for economic damages such
as medical costs, lost wages and property damage and for non-economic damages
such as pain and suffering and emotional distress.

The principle difference in regard to compensatory damages is quantitative rather
than qualitative. In general, a US plaintiff has the potential of recovering a much
larger amount of compensatory damages. In cases involving serious physica injury,
recoveries of compensatory damages ranging from hundreds of thousands of dollars
to millions of dollars are not at dl uncommon. The rationale for such relatively large
recoveries often is attributed to the jury system and to the absence in the United
States of a highly-developed socid network providing universa protection for certain
of the risks for which compensatory damages otherwise provide compensation.

1.2.2 Punitive Damages

Punitive damages are damages intended not to compensate the injured party but
to punish the wrongdoer. They generadly are awarded only when the wrongdoer
intends to cause harm or engages in acts that the wrongdoer knows or should
know are very likely to cause harm.
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Punitive damages are completely unavailable in amost all jurisdictions outside
the United States. Although the risk of punitive damages may not be great,
the possibility that they may be awarded in US product liability litigation is

a material distinction for foreign manufacturers entering the US market.

2. Overview of US Product Liability Law

Paintiffsin a US products liability case generally may pursue a claim under three
theories: negligence, breach of warranty, and strict products liability. In most
products liability cases, the plaintiff is free to assert any one or al of these theories
of liability againgt a defendant.

2.1 Negligence

It is axiomatic that a person is responsible for his own carelessness. Generally, as
a matter of law, one is deemed to be negligent if he fals to use the same care, skill,
and diligence in and about the process of manufacturing that a reasonable, skillful,
and prudent person would use under similar circumstances. The circumstances
which may constitute negligent manufacture are infinite. Whether negligence
occurred is usudly a question of fact to be decided by the trier of fact. In US
jurisprudence, this means either a single judge or, at the option of one of the
parties, ajury of 6 to 12 individuals drawn from the community.

2.2 Warranty

In the area of sales of goods, two types of warranties exist — express warranties
and implied warranties. An express warranty is generally defined as any written
or oral statement or representation made by the seller about the product. An
express warranty may be created by a salesperson’s statement that a product,

for example, is “sdfe if used in accordance with the manufacturer’s instructions.”
An express warranty may be created if literature distributed with the product,

or contained in advertising material's, makes certain representations, such as a gas
engine manufacturer’s promotional materials describing the product as “sfe”
“dmple” “reliable,” and involving “no danger.”

If, for example, the consumer is shown a model or sample, and the product does
not conform to that model or sample, the seller has breached an express warranty.
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There are two types of implied warranties — the implied warranty of merchantability
and the implied warranty of fitness for a particular purpose. By the terms of the
UCC, these warranties, unless modified or excluded, apply to al sales when made
by a merchant in the business of selling goods of that kind. To be merchantable,
goods, among other things, must be fit for the ordinary purpose for which such
goods are used, must be adequately packaged and labeled, must, if fungible, be of far
average quality, and must conform to any factua promises made on the container or
label. A sdler breaches awarranty of fitness for a particular purpose if he knows of
the particular purpose for which the goods are required and the goods are not fit for
that purpose. It should be emphasized that the implied warranties of merchantability
and fitness can be excluded or modified but, generally, only if done in writing and in
strict conformity with the UCC's requirements.

2.3 Misrepresentation

Inview of the availability of other grounds for recovery — and epecialy those discussed
under strict liability below — a recovery under a theory of misrepresentation, although
permissible, isrelatively rare. Itisfar more difficult to provethat a seller negligently
or deliberately lied concerning his product than to demonstrate mere negligence

in design or strict liability. Nevertheless, it is obvious that a manufacturer or other
seller is not entitled to lie about the goods or to make willful, or even negligent,
misrepresentations about them. A seller, for example, who described a used soda
fountain as“dead” and “harmless’ was held liable for negligent misrepresentation
when the unit exploded.

2.4 Strict Liability in Tort
One of the leading authorities of US tort law defines strict ligbility as follows:

“One who sdls any product in a defective condition unreasonably dangerous
to the user or consumer or to his property is subject to liability for physica
harm thereby caused to the ultimate user or consumer, or to his property, if
(a) the seller is engaged in the business of selling such a product, and (b) it is
expected to and does reach the user or consumer without substantial change
in the condition in which it was sold.”

Under this generally accepted definition, a product is in a defective condition if, at
the time it leaves the manufacturer’ s hands, it is in a condition not contemplated by
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the ultimate consumer which makes it unreasonably dangerous. A product is deemed
to be unreasonably dangerousif it is dangerous to the extent beyond which would
be contemplated by the ordinary consumer who purchases or usesit.

The precise definition will depend on the particular facts of each case and the

law of the state. For example, California has refused to follow the “ unreasonably
dangerous’ requirement and instead, allows a plaintiff to recover in strict products
liability upon establishing that the product was merely “defective” Under this approach,
a product is defectively designed if the plaintiff proves that (1) a product is not safe
as an ordinary consumer might expect when the product is used in an intended or
reasonably foreseeable matter, or (2) the product’s design was the proximate cause
of the injury and the defendant fals to prove that the benefits of the product as
designed outweigh the inherent risks in such adesign. In essence, under California
law, a product must meet at least ordinary consumer expectations as to safety

to avoid being found defective. This approach has influenced many other states;
although few, if any, completely adopted it.

The popularity of the strict liability theory is readily explained in terms of the
plaintiff’s burden of proof. The plantiff is required to demonstrate only that his
injury was caused by a product sold in a defective condition which renders the
product unreasonably dangerous. If this is proved, the facts that the manufacturer
exercised prudent care in the manufacture of the product, or that the plantiff was
contributorily negligent, are not defenses. The focus of a suit brought under a theory
of strict tort liahility is on the condition or character of the product rather than on
the nature of the defendant’s conduct. Likewise, the injured party need not be in
contractual privity with the seller to recover. For example, the manufacturer of

a component part used in the assembly of a product may be liable even though that
manufacturer of the component part never dealt with the ultimate user.

It is also important to note that strict liability is not to be equated with absolute
lighility. Indeed, the manufacturer is not an insurer for al injuries caused by its
products. Nevertheless, the imposition of strict liahility is justified on the grounds
that the manufacturer is almost dways better equipped than the consumer to
endure the economic consequences of accidents caused by defective products.

In the United States, economic responsibility for the debilitating consequences

of injuries caused by defective products is considered one of the many costs
associated with doing business and earning profits. Indeed, courts are not likely

to find unfairness in holding manufacturers economically responsible for injuries

Baker & McKenzie 89



Acquisitions and Doing Business in the United States
Section 5 - Product Liability Law

caused by products they place in the stream of commerce. Most courts have
determined that the policy concerns underlying strict liability in tort judtify
holding a manufacturer liable without regard to the reasonableness of the
manufacturer's conduct.

There are three generally accepted ways to establish a claim for strict ligbility in
tort: (1) proof that the product was the result of an aberration in the defendant’s
normal manufacturing process or a manufacturing defect; (2) proof that the
product was designed defectively so as to create an unreasonably dangerous
product; and (3) proof that the manufacturer failed to give adequate warning
about the dangerous propensities of the product.

2.5 Manufacturing Defect

Manufacturing defects arise when a condition of the product unintended by
the manufacturer causes harm. A recent publication on US product ligbility law
discussed manufacturing defects as follows:

“By their very nature, these types of defects consist of qualitative deficiencies
in the product involved compared with other kindred products produced by
the same manufacturer. A product is defective if it fails to match the average
quality of like products. These defects are of a type that are unintended by
the manufacturer. Such unintended defects include missing parts, inferior
parts, and impure ingredients.”

The plaintiff, in order to meet his burden of proof that a construction or
manufacturing defect existed, can satidfy that burden by the utilization of direct
evidence or circumstantial evidence. Direct evidenceis evidence of a particularly
injuring causing defect such as a metallurgical defect in a coupling whereas
circumstantial evidence, as one commentator explained, “is the proof of facts and
circumstances from which the trier of fact may infer other connected facts which
usudly and reasonably follow according to the common experience of mankind.
This type of evidence is normally employed when the plaintiff is unable to identify
a particular flaw in an injury producing product, but is able to establish that the
product faled to perform in the manner reasonably expected in light of its nature
and intended function.”
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2.6 Design Defect

The primary inquiry in a design defect case is whether the product — because of
the way it is designed — creates an unreasonable risk of danger to the consumer

or user when put to normal use. To establish ligbility in a design defect case, the
plaintiff bears the burden of showing that the product, as designed, is unreasonably
dangerous and therefore “defective” and that the demonstrated defect caused his
injuries. The courts have had much difficulty in establishing a uniform test for

a design defect. One commentator has even suggested that the determination of
when a product is actionable because of the nature of its design appears to be the
most agitated and controversial question before the courts in the fidd of products
ligbility. Severd states, however, have each attempted to formulate practicable
tests to apply to the often complex factual scenarios of a design defect case.

Some states have adopted the test that a product’s design is defective for the purposes
of imposing strict liability when it is shown by a preponderance of the evidence
that the design renders the product unreasonably dangerous. Other states take

the approach that a product’s design is defective if, after balancing the product’s
risks againgt its utility and cost, the former outweigh the latter. Still other states
hold that a product is defectively designed if the extent of a product’s danger
exceeds the expectations of an ordinary consumer. In some jurisdictions, a plaintiff
may establish that a design is defective by showing an alternative design that was
sofer, available, and practicable in terms of the products’ cost and its overall design
and operation.

2.7 Duty to Warn

Failure to warn a consumer of a product’s potential hazard is another theory of strict
ligbility important enough to merit its own discussion. It may be that the duty to
warn is the most widely used claim in modern products liability litigation. Despite
a product being unerringly designed, manufactured, and assembled, a failure to warn
of a product’s potential risks or to provide appropriate instructions as to its sffe use
can lead to liability for injuries caused by the product’s intended or reasonably
foreseeable use.

In general, a seller or manufacturer has a duty to warn users and consumers, in its
labeling and instructional material, of any conditions in the product which could
cause injury or damage. A manufacturer also has a duty to inspect his product, and
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this duty extends to products manufactured by others, which are component parts
of the product produced by the manufacturer. These same principles impose upon
the manufacturer a duty to test its product when such testing is reasonably necessary
to assure product safety. The extent of a manufacturer’s duty to inspect and to test
depends on the facts and circumstances and will vary with each individual case.

Similarly, the extent of the duty to warn of any product dangers will vary depending
upon the facts of each case and the particular product manufactured. Generaly,

a manufacturer or seller is obligated to warn of product-connected dangers of which
he has actua or constructive knowledge and will be ligble for a failure to warn if he
knows or has reason to know that the product is likdly to be dangerous for the use

for which it was supplied and if those who use the product will not redlize its dangerous
condition. The question of how dangerous a product must be before a duty to warn
arises has been the source of much litigation. Generdly, the duty will be unaffected
by thefact that few injuriesresult from use of the product. Failure by the manufacturer
towarn of such dangersmight dso giveriseto aclam for punitive damages, if corporate
complicity in not communicating a warning can be proven.

In a strict liability failure to warn case, the first issue is whether the defendant

owed the plaintiff a duty to warn. If it did, the next issue is whether the information
accompanying the product effectivdly communicates the dangers of the product

that are present during normal use. In order for a necessary warning to be adequate,
the warning must be calculated to impress upon a reasonably prudent user of the
product the nature and extent of the hazard involved.

The manufacturer’s legal duties do not cease once the product is sold. A manufacturer
has a duty to warn users after sdle of the product even if the defect was discovered
after the initid sde if the manufacturer has actua or imputed knowledge of the defect.
Thus, a manufacturer may be liable if it ought to have recognized a danger due to
accident reports or complaints received after sdle and failed to issue an adequate
warning. This continuing duty makes record keeping essential. A manufacturer must
not only monitor al complaints about its product but aso, after consultation with
legd counsel, should issue awarning to usersif such awarning is necessary. The form
of the warning and the means of communicating it to buyers or users will vary
depending upon the type of product and the type of defect. Each case must be
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examined on its own peculiar facts. If, for example, the warning concerns the
method of operation of a machine, amendments to the standard instruction
manua might be necessary.

3. Defenses Under Strict Liability

Although the plaintiff has certain advantages when prosecuting a claim under the
theory of strict ligbility, there are still some defenses which a manufacturer may
assert. These defenses include lack of proximate cause, state-of-the-art, statutes
of limitation, and statutes of repose.

3.1 Proximate Cause

Although proximate cause is technically not a defense, it merits discussion given
the success defendants have in defending cases on this basis. The plaintiff in a strict
liability case must establish that the defective condition proximately caused the plaintiff's
injury or damage. Generdly, this requires proof that the injury or damage flowed
from an unbroken sequence of events commencing with the failure of the defective
product and ending with the injury. In most states, however, the plaintiff need not
demonstrate that the defect  was the sole cause. The plaintiff must prove only that
thedefect existed, and that it, perhaps combined with other causes, caused the damage
or injury. Issues of proximate cause are usualy considered questions of fact to be
decided by the jury. Proximate cause cannot be based upon surmise or conjecture,
and a plaintiff’s failure to present enough evidence at trial on this issue can be fata
to a plaintiff’s case.

3.2 State-of-the-Art

Some states alow defendants to escape liability if they conduct state-of-the-art
testing procedures before releasing a product. Generally, the term state-of-the-art
refers to technical and scientific knowledge existing as of a specific point in time.
This defense is invoked particularly in cases involving mechanical defects.

In other states, evidence that the product’ s technology is state-of-the-art, while
not an affirmative defense, is admissible in proving the absence of a defect.
Some states, like lllinois, for example, reject the state-of-the-art defense entirely.
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3.3 Statues of Limitation

The statute of limitations defense is particularly important because it is a complete
defense which, if raised successfully at an early stage in the proceedings, can result
in resolution of the dispute without the substantial expense and inconvenience of
discovery and trial. Essentialy, a statute of limitation sets a legd time limit for
bringing a lawsuit. The applicable limitation period varies from state to state and
also varies depending on the type of claim asserted.

Difficult questions often arise concerning when the limitation period begins to run,
and which statute of limitation is applicable in a given case. Generally, a cause

of action in tort does not accrue, and thus the statute of limitation does not begin
running, until the date on which the plaintiff discovers his injuries were caused

by a defect in the product. Thistolling of the limitation period is referred to as
the discovery rule, which many states follow. While a cause of action may be barred
by the statute of limitation applicable to strict liability actions, this might not bar

a plantiff from bringing a cause of action based on either a negligence or breach

of warranty theory. Furthermore, if the plantiff isincompetent or under the age of
majority at the time a cause of action accrues, or if a defendant fraudulently prevents
a plaintiff from discovering the existence of a viable cause of action, this will prevent
the statute from running.

3.4 Statutes of Repose

In view of the increasing cost of obtaining products liahility insurance that
manufacturers must procure, statutes of absolute repose have been enacted in

a number of states. Statutes of repose establish a fixed time period within which a
strict products liability suit must be brought or be forever barred. Repose statutes
provide a definite time period after which manufacturers are not strictly ligble in
tort for injuries caused by the products they manufacture. The policy underlying
statutes of repose is to reduce the risk and uncertainty regarding liability for acts
committed long ago. Statutes of repose generaly start running from the date of
manufacture, delivery or sde of the product. The time periods vary from state to
state, as do the dates on which the time periods begin to run. Many states provide,
however, that even if the statute of repose bars a strict liability claim, the plaintiff
can still initiate a negligence cause of action.
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3.5 Assumption of the Risk

Assumption of the risk in most jurisdictions is an affirmative defense which must
be specially pleaded and supported by the defendant. State laws differ on the
effect of this defense as in some states it might bar the user completely from
recovering if it is found that he “assumed the risk,” whereas in other states using
modified comparative fault or pure comparative fault, it will reduce the plaintiff's
recovery by the amount of fault ascribed to the plaintiff’s conduct by the jury.

Pure comparative fault is a doctrine wherein even if a plaintiff is 99% at fault

in producing his own injury he could still recover 1% of his damages from a
defendant. In modified comparative fault jurisdictions, by contrast, if the trier
of fact finds that the contributory fault (i.e., assumption of the risk) of the plaintiff
is more than 50% of the proximate cause of the injury or damages for which
recovery is sought, the plaintiff will be barred from recovering damages.

Under the doctrine of assumption of the risk, the plaintiff must not only be
consciously aware of the specific defect which would cause the injury, but the
plaintiff must also be aware of the potential danger and harm which he would
encounter by using the product and, with that knowledge of the defect and the
harm, it must be shown that he voluntarily and unreasonably proceeded to expose
himsdf to the risk. The defendant by virtue of the affirmative defense has the
burden of proving all of those elements in order to prevail on that defense. Since
the defense embodies the concept that the plaintiff voluntarily proceeded at his
own peril, it is difficult to imagine a fact pattern which would admit an application
of the doctrine when the injured plantiff was a non user such as a bystander.

In determining whether the plaintiff appreciated the risk of the defect, knew of
the defect, and voluntarily encountered it, the judge in a bench trial or the jury

in ajury tria is entitled to take into account the plaintiff’s experience, knowledge,
age, understanding of the obviousness of the defect, and the danger it poses.

Often through pretrial discovery, defense counsel will discover a memorandum

or an operating procedure bulletin or similar document which evidences the user’s
knowledge of the claimed defect. From the manufacturer’s or distributor’s point
of view, this makes it essentia that users promptly be notified of any defects discovered
in the product. A user’s continued utilization of the product after such awarning
is clearly communicated may well give rise to avalid defense to a strict ligbility claim.
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3.6 Misuse

Misuse of the product is defined as conduct by the user of the product in a manner
which was neither intended nor foreseeable by the manufacturer of the product.
In some states, the defense of misuse of the product is an affirmative defense
whereas in other states the plaintiff must prove that he did not misuse the product.
The theory behind the doctrine of misuse is that an unforeseeable and unintended
misuse of the product disrupts the causal connection between the product and the
plaintiff’s injury. Thisin turn “places proximate cause in issue; without proximate
cause there can be no liability.”

3.7 Seller and Distributor Exception

In some states, a seller, distributor or other non-manufacturing defendant once

he identifies the manufacturer of the aleged product, can have the strict liability

in tort action dismissed againgt him. Again, like some statutes of repose mentioned
above, the dismissd of the non-manufacturing defendant solely relates to the strict
ligbility count, which would still alow the plaintiff to proceed with counts based
on warranty or negligence. Additionaly, if the plaintiff is able to show at any time
subsequent to dismissal that the applicable statute of limitations or statute of repose
bars an action againgt the manufacturer, that the identity of the manufacturer

was incorrect, that the manufacturer no longer exists or could not be subject

to the jurisdiction of the court, or that the manufacturer is either unable to stisfy
ajudgment as determined by the court or would be unable to stify a reasonable
settlement or other agreement, then the court can reinstate the action against the
non-manufacturing defendants. Additionally, the non-manufacturing defendant
cannot be dismissed if the plaintiff is able to show that the defendant (i) exercised
dgnificant control over the design or manufacture of the product, (ii) had provided
instructions or warnings to the manufacturer relative to the aleged defect which
caused the injury, death or damages, (iii) had actua knowledge of the defect in the
product which caused the injury, death or damages, or (iv) created the defect in the
product which caused the injury, death or damages.

The laws of the individua states should be consulted to determine the rules regarding
dismissa of the non-manufacturing defendant in a strict liability cause of action.
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3.8 Specification Compliance

Some states alow the manufacturer to defend a strict liability action by proving
that he complied with specifications provided by a third party such as the federal
government, a state or governmental entity, or that he manufactured the product
in strict conformance of the specifications supplied by another. The exception to
this defense is if the plaintiff is able to show that the specifications were so obvioudy
dangerous that the manufacturer should not have followed them.

4. Preventing Product Liability Lawsuits

The prevention of potential product liability claims should be foremost in the mind
of the manufacturer and can best be achieved by careful quality control and scrutiny
of procedures during manufacturing, distribution, and sales. The manufacturer
should have knowledge of al appropriate governmental and industry standards
pertaining to its product. The US National Standards Institute publishes standards
for various articles of commerce and many of those standards are embodied in federa
legidation cdled the Occupationd Safety & Health Act, or OSHA. Additiondly, the
Consumer Products Sefety Act, or CPSA, contains various standards and regulations
regarding consumer products.

4.1 Quality Control and Scrutiny of Procedures for
Manufacturing, Distribution, and Sales
There should be careful maintenance of documentation and specifications submitted
to the manufacturer by component part manufacturers and, of course, by the purchaser,
regarding the qudlity, placement, nature, and design of the component partsin the
finished products. If at dl possible, a quality control manua should be afforded to
certain of the manufacturer’s personnel so that even if the detailed records regarding
quality control are misplaced or lost, someone will be able at least to refer to the manua
and tedtify that the customary practice was to follow the procedures st forth in the
manual. The manua should be periodicaly updated and revised, and dl origind documents
and revisons should be maintained to demonstrate that the company strives to keep
up-to-date with technologica improvements and changing standards. Quality control
sampling on dl items used in the product, including incoming raw materials, component
parts, finished products, packaging, storing, and shipping should be encouraged. This
would fdl within the jurisdiction of the manufacturer’s quality control department
and is an essentid item in limiting the risks involved with the product.
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4.2 Warnings, Warranties, Instructions, and Other Literature
Distributed with the Product
Proposed warranties and guarantees must be reviewed by technical personnel and
by legal counsel in light of governmental regulations regarding the legal effect
of such warranties and guarantees and the duties of those giving such assurances.
The warranties and guarantees should be in compliance with the appropriate
legislation, and, if they contain disclaimers of consequential damages, those
disclaimers should be conspicuous and in accordance with the provisions of
appropriate statutes. Saes personnel should be instructed to refrain from making
warranties or guarantees as to the performance capabilities of the product as certain
legidlation, such as the UCC, might transform what the salesman believes to be
bragging or puffing into an express warranty.

There should be coordination among the various departments of the manufacturer
regarding what warnings, labels, and instructions are either applied to the product
or sent to the consumer. The customer should be advised as to al improved safety
procedures, warnings, and technological advances. Instructional brochures not
only should discuss ssfe operating procedures and depict the same but also should
point out unsafe practices and their consequences. Warnings should be unambiguous,
explicit, and included in a chapter or section devoted to safe and unsafe operation
and maintenance of the equipment. Instructional materials should urge that warnings
regarding sffe and unssfe operation of the product be communicated by the purchaser
to every operator of the device in question. On many occasions, in product liability
cases, the warnings were communicated to the consumer’s management personnel,
and no one communicated the warnings to the actual operators or users of the
product. If a al possible, materials should contain an operator’s brochure regarding
safe and unsafe practices in the operation and maintenance of the machinery along
with cautionary instructions as to the steps to take if the product malfunctions.
Obvioudy, literature made available to customers should stress periodic inspections
and maintenance and should prompt the user to contact the manufacturer if any
failures or malfunctions are noted. The same information should be communicated
to maintenance or field personnel and salesmen of the manufacturer or distributor
who would be required to discuss those particular problems with the user.
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4.3 Monitoring and Follow-Up Communications to Purchasers

There must be a careful and detailed procedure by which the manufacturer
informs its identifiable customers of new standards and technological advances
regarding sdfety of the product. Some manufacturing companies send such literature
by registered or certified mail with return receipt requested, or they have their
field sdlesmen physicaly deliver and obtain receipts for safety bulletins delivered
to the customer.

Procedures should be established regarding the notification of product users and
consumers of any hazards which have been found to exist in the product, but the
manufacturer before initiating any recall program should analyze the possible
consequences of the recall program.

4.4 Preservation of Records

Due to libera discovery techniques which are available to adversariesin litigation,
competent plaintiffsS counsel ordinarily initiate production requests for detailed
correspondence and records involving the subject product. The quality control
supervisor or the safety supervisor for the manufacturer must keep an index of dl
test results, complaints, accident reports, quality control reports, and industry
and governmental standards. Particularly, if a complaint is received from a user
or customer in the field, this information should be disseminated by the head

of quality control to those in the technical and production departments so that
the problem can be investigated prior to any ensuing litigation. Immediately upon
receipt of any complaint, accident, or incident report, appropriate personnel should
segregate and safeguard dl quality control reports, test reports, invoices, brochures,
technical bulletins, warnings, and supplemental safety or technological bulletins.

Various departments should coordinate regarding the warnings, |abels, and
instructions which were sent to the consumer with the product, and a program
should be initiated by which the consumer is kept up-to-date regarding safety and
technological improvements which may be offered either by the manufacturer or
by others who provide updated safety devices. Some manufacturers, who in the
past have found themselves faced with failure to warn alegations in litigation, now
indicate on their invoices which accompany the product that warning tags, safety
placards, and instructional materials have also accompanied the machinery. At least
one major machinery manufacturer in the United States has photographs taken of
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every punch press asit is prepared for fina shipment to the consumer with the
photographs depicting dl technical manuals, brochures, warning plaques, and other
materials so supplied. Another method which could be used is to have the consumer,
when he acknowledges receipt of the product, also acknowledge receipt of the
instructional, warnings and safety materials. Warnings, labeling, advertisement,
and instructions should be periodicaly reviewed and either supplemented or updated
if the situation so warrants.

One individua should have overall responsibility for maintaining the records for
the useful life of the product in question as many lawsuits have been won or lost
depending upon the availability of documents regarding the product’s maintenance,
operation, and safety.

4.5 Summary: Reducing The Risk — What Can Be Done
to Minimize Exposure
. Strict compliance with federal and state regulations;

. Provide clear, concise warnings and labels when applicable;

. Implement meaningful, rigorous quality assurance programs to ensure
product safety and document them well;

. Careful documentation can greatly bolster defense prospects;

. But don't forget the converse — careless comments can be fatd to
litigation defense; and

. The importance of controlling and educating sales, marketing and
research staff.

5. Conclusion

The verdict exposures in product ligbility actions can be quite substantial. Jury
verdict awards are often in the millions of dollars, which used to be aberrations
30 years ago, are now common-place. Additiondly, awards have aso been returned
in states such as lllinois, Cdlifornia and Texas in the range of $50,000,000 to over
$100,000,000. Nevertheless, the product manufacturer should be heartened by
the fact that there are defenses to product liability claims and of course the best
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defense is manufacturing a product that is reasonably sfe for its intended and
foreseeable purposes. The safety conscious manufacturer should continue to advise
its retailers, distributors and users of advanced technologica and safety improvements
in the product.

Recently there has developed ajudicia and legidative trend to compensate injured
claimants regardless of a particular defendant’s fault or causation. This trend is
premised upon the assumption that defendants, often corporations, business or
other insured groups, are best able to absorb the cogt of traumatic injury. Moreover,
the liberalization and broadening of the concepts that serve as a foundation of tort
and product liability law have made it increasingly difficult to predict the lega result
of certain conduct. Thislack of predictability is diametrically opposed to the type
of informed and rational decision-making that serves as a foundation for successful
business growth. Thus, the development of a judicid and legidetive philosophy which
favors injured persons has impeded attempts by business groups and manufacturers
to assess the extent of their legal exposure and to prepare for potential liabilities.

As discussed previoudly, partial solution to this increasing unpredictability of legal
exposure has been the recent trend toward tort reform in several jurisdictions
which has resulted in the adoption of statutes of repose, statutes of limitations,
and the other defenses delineated above such as assumption of the risk, misuse

of the product, non-manufacturer’s exemption, and modified comparative fault.
Smply stated, tort reform is an effort to improve the mechanism by which civil
wrongs are addressed by our system of justice which has been viewed by many
commentators as being both out of control and in need of change.

Unfortunately, in spite of tort reform, the dramatic increase in injury awards for
both compensatory and punitive damages create an even greater threat to business
planning because so often these damage awards are not quantifiable and are therefore
extremely difficult to predict.

Finally, and as a cavedt, it should be mentioned that the system of law in the United
States is based on both statutory enactments and case law precedent. It isan ever
changing body of law and therefore the reader is cautioned to seek counsel as to the
laws of any particular jurisdiction.
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SECTION 6
LABOR AND EMPLOYMENT

US employment laws treat foreign-based employersin the same manner asUS
companies. There are only selected exceptions to anti-discrimination laws for
foreign-based employers. For this reason, aforegn company undoubtedly will
need to adapt its personnd policies and workforce management techniques
to US law.

1. Potential Liabilities for Terminating Workers
in the United States

The greatest number of employment-rdated daims arise out of the terminations
of workers. To avoid these claims, foreign employers and their executives must
have an appreciation for the legd risks inherent in the termination process.
The following is a brief discusson of the legd rules and statutes implicated

by this process.

1.1 The “At-Will” Employment Rule

Although the United States hes certain worker protection laws, employessin generd
have rdaivdy limited rightsin the context of terminations when compared to meary
other nations. The primary reason for thisisalegd concept known as the “a-will”
employment rule. Thisrule of lav provides that an employer in the United States
isfree to fire an employee for any reason, without notice, and a any time. The
termination can be made without any financid obligation whatsoever to the
discharged worker. In essence, an employee works a the will of the employer.
As one might expect, the “a-will” employment rule can be quite harsh in its
day-to-day application. However, exceptions to the “a-will” employment rule
have seedily eroded the doctrine to the point that employers face dgnificant legd
redtrictions on the ahility to fire employees.

1.2 Employment Contracts and Contract-Based Theories

Thefirg and most important exception to the “a-will” employment doctrine is
a contract limiting the company’s absolute right to terminate aworker. Although
written employment contracts are rdativey rare in the United States for middle
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management and lower level employees, such contracts are fairly common for high
level executives or key employees. When contracts are for a specific duration (for
example, providing employment for two years), workers generaly can be terminated
only for “good causg’ or “just cause” unless the contract itsalf otherwise authorizes
the circumstances of a termination. Collective bargaining agreements for union
employees are similar in principle, at least with respect to termination, although
they are quite different in detail.

It is also possible for an employment contract to be created by an “oral handshake.”
For example, a manager who assures aworker that “you will have a job here aslong
as your work is acceptable’” may well have created a contract of employment with
the employee in some states; such an oral contract would prohibit a termination
except for just cause. Either type of contract - written or oral - removes a worker
from application of the “a-will” employment rule.

1.3 Federal and State Anti-Discrimination Laws

The most important exceptions to the at-will employment rule are set forth in key
federal and state statutes. Federal law prohibits discrimination against workers
based upon age, sex, national origin, race, color, religion, disability, and pregnancy.

Federd employment discrimination laws are exceedingly broad in scope and protect
all types of workers - those who have contracts, those who are employed “at-will,”
and even those covered by collective bargaining agreements. These laws aso protect
those seeking employment from discrimination in the hiring process. Employers
are not required to hire or promote individuas protected by these laws, or to lower
performance standards for such workers. Rather, federd employment discrimination
laws prohibit employers from taking an individua’s membership in a protected
category into consideration in amost every employment-related situation.

All but three of the fifty states have employment discrimination prohibitions that
mirror or exceed federal law. In addition, many local governmental entities have
ordinances prohibiting discrimination. Therefore, in major metropolitan areas in
the United States, it is not uncommon for three sets of laws - federal, state, and
local law - to prohibit employment discrimination.
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1.4 State “Common Law” Doctrines Bearing
Upon Terminations

Quite apart from federal and state anti-discrimination laws, many states have
recognized additional exceptions to the “at-will” employment rule through
judicia decisions. Inthe USlegd system, judicia decisions create what is called
“common law,” a body of law that is based on legal precedents. In most states,
the common law provides that an employee who has been terminated in violation
of awell-established public policy can recover in tort for compensatory and punitive
damages. For example, since al states have workers' compensation laws which
reguire employers to pay for al the medical bills and a portion of the lost wages
of employees who suffer on-the-job injuries, the common law of most states has
public policies which are violated if employers fire workers in retaliation for
having asserted workers’ compensation claims. This is known as the tort of
retaliatory discharge.

Thetort claim of invasion of privacy is also often asserted by workers. These types
of claims are usualy brought in the context of drug testing programs, searches

of employee lockers or desks, or eavesdropping upon employee phone calls,
conversations, or e-mails. Broadly speaking, employers enjoy the right in most states
to review employee e-mails composed on equipment supplied by the employer.
Monitoring phone calls is another matter. Employers must proceed with caution
before monitoring or recording employee phone calls. Many state laws prohibit
such monitoring without the consent of both parties to the conversations.

1.5 Personal Liability of Executives

Executives should realize that violation of these federal and state laws may result in
their own personal ligbility, quite apart from the potential liability of the company.
While employers might indemnify supervisors for their attorney’s fees, an adverse
court judgment, or a settlement involving compensatory damages, many companies
will not indemnify supervisors from punitive damages or are prohibited from
doing so on account of state corporation laws. Thus, a manager’s compliance with
these laws is more than a matter of professionalism. It isalso a matter of personal
and financid interest.
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2. Sexual Harassment

2.1 Whatis Sexual Harassment?

Sexual harassment is broadly defined to be any unwelcome verbal statements

or physical conduct of a sexua nature which unreasonably interferes with another
employee's job or work environment. There are two types of sexua harassment:
“quid pro quo” sexud harassment and “hogtile environment” sexual harassment.
The lines between these two types of harassment are not dways clear and the two
forms of conduct often occur smultaneoudy. What is clear is that the law is evolving,
notions of appropriate workplace behavior are changing, and a record number

of claims are being brought against employers and supervisors each year.

2.1.1"Quid Pro Quo” Sexual Harassment

This occursin alegal sense when employment decisions on hiring, promotion,
transfer, discipline, or termination are made on the basis of submission to or
rejection of unwelcome sexual conduct. For example, if a supervisor requests
sexual favors from an employee, the employee refuses, and the supervisor then
terminates or demotes the employee on account of the refusal, the courts will
conclude that the employee isavictim of “quid pro quo” sexua harassment.

2.1.2 “Hostile Environment” Sexual Harassment

This type of illegal sexual harassment occurs where conduct of a sexua nature
creates an intimidating, hostile, or offendgve working environment. It can take
many forms, including verbal abuse; discussing sexual activities; commenting on
an employee's physicad attributes or appearance; uttering demeaning sexual terms;
using crude, vulgar, or offensive language; making unseemly or sexual gestures or
motions; engaging in unnecessary touching; or any of these types of activitiesin
combination or if repeated over time.

Courts focus on multiple factors in determining whether a supervisor’s conduct
has made an employee’s work environment “hostile” in a legal sense. These
factors include:

. How frequently the conduct was repeated;

. Whether the conduct was blatantly offendgve or severe;
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. Whether the conduct was physicaly threatening or humiliating,
or merely an isolated verba utterance; and

. Whether the conduct unreasonably interfered with an employee's
work performance; and

. A single isolated utterance of a sexua remark is usualy insufficient
to rise to the level of sexua harassment.

Courts examine sexud harassment lawsuits with a recognition that men and women
have different levels of sensitivity. Thus, conduct is viewed generaly from the
objective standard of a“reasonable person” — how a reasonable person in the victim's
place would have viewed or reacted to the conduct or verba statements. It isfor
this reason that employers can never assume that sexual conduct or talk in the
workplace is acceptable merely because it appears harmless or in good fun from
their perspective. Conduct which is acceptable in the culture of aforeign country
may well be deemed offengve by an employee in the United States.

2.2 Proactive Steps to Avoid Sexual Harassment Claims

Recent decisions from the United States Supreme Court make clear that the best
possible defense to a sexua harassment claim is a clearly stated and consistently
enforced personnel policy which prohibits sexua harassment and provides victims
with a mechanism to complain to company officids about any violations of the policy.
Employers must dso ensure that employees have received adequate training regarding
the sexual harassment policy. Courts generally have ruled that employers can avoid
ligbility for sexual harassment by immediately investigating any complaints, and
when warranted, instituting prompt remedial measures designed to prevent any
reoccurrence of the harassment.

At the same time, prevention of sexual harassment problems through supervisor
sengitivity training and education is a necessary component of any loss control
program to reduce employment-related exposures. Companies can lessen the risk
of legd claims by counsdling managers on how to avoid particular types of behaviors
and situations which often lead to allegations of sexual harassment.
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3. Special Problems and Statutes Relating
to Mass Layoffs and Terminations

On many occasons, aforeign executive is sent to the United States for a sad but
important task—to close down a fadility, transfer the operations to a different
location, or terminate most or dl of the employees. This process implicates
various USlaws. The previous discusson concerning the at-will employment rule
and its exceptions dso goply in connection with mass layoffs In generd, though,
four basic problems are of even greater concern in the context of mass layoffs
(2) violations of age discrimingtion laws in connection with voluntary severance
or early retirement programs; (2) violations of a federd statute cdled the
Worker Adjusment and Retraining Natification Act, more commonly known
as the “WARN” act; (3) violaions of severance obligations; and (4) violations
of discrimingtion laws due to favoritiam toward foreign executives.

3.1 Age Discrimination Problems

Because age discrimination isillegd in the United States, foreign executives do not
have the option of Smply singling out older workers for involuntarily retirement
or termination as part of areduction-in-force. Thisis often a 9gnificant issue,
because foraign executives may be accustomed in their home countries to forcing
older workers to retire in order to cut costs or maintain a younger workforce,
Apart from this culturd difference, many foreign executives are not aware that the
age discrimingtion lawsin the United States gpply to workersas“young” as 40 years
of age and prohibit any attempts to require aworker to retire at any age-a age 60,
65, or even older (with one narrow exception).

As one might expect, it is dearly forbidden to directly sate to an employee over
age 40, in words or subgtance, that “you are too old and mugt retire or quit.” Indirect
efforts to force older workers to quit or retire are dso forbidden. For example,

an employer cannat demote older workers or cut their benfits asaway of prodding
them to take early retirement. At the sametime, atruly “voluntary” retirement
isnot illega. May companies utilize voluntary early retirement programsto trim
their payralls from time-to-time. The key factor in this context is that an employee
must be offered a genuine choice between the status quo and a voluntary severance
arrangement or early retirement plan under which the employee would be better
df in amonetary sense.
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3.1.1 Voluntary Severance and Early Retirement Plans

The structuring of a voluntary retirement or severance plan is complex. Typicaly,
all employees (as opposed to just older employees) within certain divisions or
operations might be offered incentives to resign or retire. Such incentives usualy
take the form of severance pay, extended health insurance coverage, or other
monetary benefits. The proper criteria that can be considered are subtle and
must be developed and implemented with care and considerable record keeping.
[lI-planned early retirement programs can lead to years of codtly litigation. Older
employees many times sue for age discrimination if the offer of early retirement
is at al coercive, or if managers seek to maximize cost cutting by threatening older
workers with possible lay-offs or demotions if they do not retire.

3.1.2 Problems Associated with Releases Offered to Older Workers
It is common practice for companies to obtain a release of ligbility from older workers
who are terminated or included in a reduction-in-force. The god is to avoid liability
disputes and prevent the filing of lawsuits. The release is a contract in which the
employee agrees to waive any legal rights in exchange for a payment of money by
the employer. Unfortunately, this process is somewhat complicated with employees
over the age of 40 due to federd law known as the Older Workers Benfit Protection
Act of 1990. This statute requires that releases offered to employees over the age
of 40 meet various conditions.

Failure to comply with this law will render the release unenforceable; however,
the employee may be alowed to keep the severance paid under the void release
and still sue the employer.

3.2 The WARN Act

The Worker Adjustment and Retraining Notification Act, or WARN Act, is afederal
law that, in general, requires employers with more than 100 employeesin the
United States to give 60-days written notice to employees of large scale lay-offs or
plant closings. The law’s goal is to provide employees with an opportunity to ook
for other jobs or to seek retraining. The WARN Act compels employers to provide
notice to unions and various governmental entities. The WARN Act has nothing

to do with the right to continued employment. It concerns only advance notice of
ajobloss. Regardless of whether notice is given, an employer is free to terminate
or lay of its workers. However, falure to provide the requisite notice under the
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WARN Act may expose the employer to claims for back pay and benefits for the
period of violation (up to 60 days), aswell as a civil penalty of $500 for each day
of violation.

3.3 Severance Obligations

Generally, employers in the United States give severance pay to workers when
they leave a company through no fault of their own. However, unlike most other
industrialized countries, the United States has no laws which require employers
to give severance pay to departing employees. Companies usualy make severance
payments in exchange for the employee signing a release of clams against the
employer, although sometimes it is required by the terms of an employment
contract or a collective bargaining agreement. One week of pay for every year
of serviceis customary.

3.4 The Practice of Favoring Foreign-Born Managers over
Workers of US National Origin

Courts have interpreted US employment discrimination laws to have a narrow
exception to the rule againgt discrimination on the basis of nationa origin. Courts
have determined that in limited circumstances, foreign employers operating within
the United States may discriminate in favor of their own foreign nationds in certain
management and technica positions. This issue often arises in mass lay-off Situations
when foreign-based employers favor employees of foreign national origin on
assignment to the United States and discriminate against employees of US national
origin. The issue also arises when foreign executives are rotated through the
facilities of US subgdiary corporations on E-1 immigration visas or are compensated
off a different payroll than workers of US national origin. Not surprisingly,
unemployment and US trade imbalances have made this subject an emotional issue
for employees. These types of personnel practices have led to an increasing number
of lawsuits which clam that foreign employers should not be granted such favoritism.

4. The Effect of United States Labor Laws on
Non-Union Workplaces

The National Labor RelationsAct of 1935, or NLRA, is the federal law which
establishes the right of workersto form, join, and assst unions, and the duties of
employers to bargain with unions. Employers violating the NLRA are subject to
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what are known as “unfair labor practice” charges. Allegations of such charges go
before the National Labor Relations Board, or NLRB, the federa agency charged
with enforcement responsibility for the NLRA. The NLRB acts as a quasi-judicia
body, and it has substantial latitude and discretion in its interpretations of federal
labor laws. The NLRB aso investigates potential complaints, holds hearings, and
enters remedies for violations of the law. The legal exposure to employers from
unfair labor practice charges can be quite severe.

The subjects of unions, strikes, picketing, and boycotts are usually associated with
workplaces covered by collective bargaining agreements. However, federal labor
laws pertaining to unions and collective bargaining agreements in the United States
are not limited to workplaces where unions exist. In certain circumstances,

the protections and rights afforded to union-represented employees extend

to unrepresented employees in hon-union workplaces as well.

Foreign-based companies and their executives should be aware of these circumstances
in order to avoid unanticipated legal problems. The three most common situations
where US labor laws impact upon non-union workplaces involve the hiring and
firing of union organizers, restrictions on the right to fire employees engaged

in concerted activities, and the legal status of employer-employee committees.

4.1 Avoiding Unfair Labor Practice Charges from Union
Organizers

Federd labor law issues may arise in a non-union workplace by virtue of the NLRA’s
application to the hiring process. This occurs if a person employed by a union
as a business agent or organizer applies for ajob at a non-union workplace.

Although an employer is free to reject the application of an applicant-organizer

for any reasons unrelated to union affiliation, discrimination on the basis of
affiliation with a union is unlawful under the NLRA. Unfair labor practices
aleging a discriminatory refusal-to-hire are filled with fact-sensitive issues: was
the motive for the hiring decision based on discrimination against the union's
members or did the employer decline to hire them for a perfectly logical, acceptable,
and legitimate reason? In these circumstances, the NLRB has often sided with
unions and concluded that employers have violated the NLRA in refusing to hire
organizer-applicants. To combat this problem, it is recommended that employers

Baker & McKenzie 111



Acquisitions and Doing Business in the United States
Section 6 - Labor and Employment

adopt hiring policies which spedify that individuas are disqudified from consideration
for employment if they seek only temporary employment or to work smultaneoudy
for more than one employer.

4.2 Restrictions on an Employer’s Right to Fire Employees
Engaged in Concerted Activities

The NLRA prohibits employers from taking adverse action in response to
employees who engage in protected concerted activities. The National Labor
Relations Board and the reviewing courts will deem unlawful a termination
(or discipline) in response to such activity if:

. the activity was protected (i.e., not unlawful, violent, in breach
of an applicable bargaining contract, or indefensibly injurious
to employer interests);

. the activity was concerted (i.e., a group of employees or an individua
employee with the authority of or on behdf of other employees to be
determined by the purpose and effect of the employee's actions);

. the employer had knowledge of the activity; and

. the protected concerted activity was the motivating factor/reason for
the employer’s decision to discharge or discipline the employee.

Employees who circulate union organizing petitions, file complaints with state or
federal agencies complaining about working conditions, participate in government
investigations, testify at hearings, or protest terms or conditions of work may be
protected for engaging in such actions. Accordingly, employers, managers, and
first-line supervisors must carefully consider the facts and surrounding
circumstances of group or group-related protests, grievances, or actions before
taking disciplinary action against the employees involved in such activities.

4.3 The Legal Status of Employer-Employee Committees

Management through the device of employee participation in workplace decisions
isincreasing in popularity at US companies. This concept generaly involves
committees comprised of supervisors and workers, which are charged with the
task of addressing certain workplace issues. These have many forms or labels such
as“quality control circles,” “employer-employee teams,” or “employee involvement
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committees.” A common characteristic of these committees is the god of enhancing
employee productivity and loyalty, both by increasing employee involvement in
workplace decisions and in alowing employees to gain a sense of empowerment.

The status of employer-employee committeesis unclear under US labor laws.
Accordingly, employers should evaluate carefully the propriety of establishing any
employee committees so as to avoid a violation of the NLRA. The subjects that
these committees can discuss should focus on workplace morale, productivity,
training, and customer service. Grievances, wages, hours of work, and conditions
of employment are topics which may run afoul of the NLRA.

4.4 The Role of Personnel Policies and the Essentials of Any
Employee Handbook

Most employers in the United States adopt and utilize personnel policies to govern
their employment relationships with workers. Most often, these policies are set
forth in an employee handbook. The employee handbook tells workers how the
company’s operations are run and provides information about the employer’s
workplace rules.

Personnd poalicies play an important role in preventing and minimizing employment
law lighilities. Such policies put employees on notice as to what is expected of them.
Employers have more discretion and ability to terminate employees who do not
follow the company’s rules and expectations. In addition, an employer that follows
its personnel policies tends to treat employees in a fashion which workers regard as
more far and just, rather than arbitrary and capricious when personnel policies are
unwritten and the rules seem to be “made up as you go dong.”

4.5 The Hiring Process

Employers can control employment-related liabilities during the hiring process

by instituting various procedures and policies. Loss prevention efforts should focus
on the form of employment applications and offer |etters, as well as ensuring that
personnel involved in hiring are aware of proper interviewing techniques and senstive
to discrimination issues.
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4.5.1 Employment Applications

Most if not all employersin the United States utilize written job application forms.
These documents are the first in a series of forms by which a company can avoid
employment-related exposures.

An employer can ensure the maintenance of an “at-will” employment relationship
with its workers by use of particular language on the job application form. The
employer should require any applicant to sign a form by which they acknowledge
that if the company hires them, their hiring is“a-will” and they agree and recognize
that the company has the absolute right to terminate them at any time in the future,
and for any reason, and with or without cause.

Severa additional loss prevention devices should be included on the job application
form utilized by an employer.

First, the application form should include an authorization whereby the applicant
agrees to alow the employer to check background references. This statement
would include language releasing the employer from any liability resulting from
obtaining, using, or later disclosing the background information. Without this
authorization, employers are precluded from conducting extensive background
checks on job applicants.

Second, the application form should contain a verification statement by which the
applicant certifies that al the information provided on the application is true and
complete. Thisiscommonly known as a“truth clause.” The verification statement
should provide that the gpplicant agrees that the employer has the right to terminate
them at any time in the future should fase or incomplete information be discovered
with respect to the applicant’s background, education, or work experience. The
issue of “resume fraud’ is a Sgnificant one for purposes of employment discrimination
laws, and utilization of the verification statement will provide an employer with
additional defensesin this regard.

Additionally, the application form should include a statement to the effect that the
company is an egqual opportunity employer. This statement can be utilized to rebut
an applicant’s claim that an employer acted with discriminatory animus in rejecting
the applicant for employment.
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Finally, foreign-based employers must recognize that employment applications
should not contain any questions which would cause the company to violate
discrimination laws. Unlike the situation in most other countries, it is generally
unlawful in the US for an employer to inquire about characteristics which provide
protected status to individuals (e.g., the existence of a disability, the applicant’s
age or marital status, the applicant’s national origin). These same concerns apply
to job interviews.

4.5.2 Offer Letters

Companies should take specia care in drafting “offer letters’ to individuals to whom
they offer employment. If properly prepared, offer letters can protect employers
by preventing later misunderstandings regarding duties, compensation, and the
duration of a job. Cardesdy worded offer |etters are sometimes aleged by plaintiff’'s
lawyers to constitute an employment contract.

Employers also risk defeating the “at-will” employment status of workers if an offer
letter crestes some sort of contractual arrangement. To avoid such aresult, the letter
advising an applicant that the company has decided to offer them a job should not
state the duration of employment. It should never rise to the level of a“guarantee”
Instead, the offer letter should confirm the “at-will” employment status of the job
applicant in clear and unambiguous terms.

4.6 The Orientation Process

During the orientation process, employers should clearly communicate their
expectations and workplace rules to their new employees. This process also
enables employers to secure written commitments from employees that will assist
companies in reducing personnel problems and employment-related liabilities.
These documents are critical. Loss prevention efforts should focus on the content
of employee handbooks, as well as proper recordation of the receipt of personnel
policies by al employees.

The orientation process is the time when most employers furnish an employee
handbook or set of workplace rules to every new employee. Prudent employers
follow a checklist of orientation items when integrating a new employee into the
workforce. One of the chief items on the checklist should be dissemination of the
employer’s personnel policies or employee handbook.
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4.7 The Evaluation and Disciplinary Process

Aside from terminating an employee, the second most frequent area giving rise to
employment-related claims is the evaluation and disciplinary process. Employers
can reduce their exposure to termination claims sgnificantly if evaluaions are done
correctly and promptly, and discipline is imposed in an appropriate fashion. In this
respect, loss control mechanisms should focus on sensitivity training of supervisory
personnel, as well as proper documentation of performance appraisals.

Employers should take specid care in requiring supervisors to thoroughly and honestly
evaluate the job performance of an employee. Performance evaluations are critical
to employee morale and documentation of performance. Equdly sgnificant is the
importance of performance evauations in the defense of employment-related litigation.
Performance evaluations done incorrectly also can scuttle an employer’s defenses
to any potential employee-initiated claim. The typical scenario involves an employee
discharged for poor job performance. The employee files a lawsuit and claims
that discrimination rather than poor work performance motivated the employer

to terminate the worker. The job evaluation done by the employer therefore
becomes critical to the issuesin the case. If the evaluations do not substantiate the
employer’s claim that the worker’s job performance was unacceptable, the lawyer
for the employee can easly argue that discrimination rather than performance
reasons motivated the discharge.

The goa of any performance evaluation system is to ensure that a supervisor

is objective and honest with an employee with respect to their strengths and
weaknesses, and that the supervisor documents the performance evaluation in

a contemporaneous written record. The documentation underlying the performance
evaluation should be dated and signed by the supervisor performing the evaluation.
In turn, the employee should be required to sign the performance evaluation form.
This creates a mechanism to show that the worker received the performance appraisa,
acknowledged the company’s expectations as to future performance, and understood
the consequences of a falure to improve their performance (i.e., possble termination).
If performance evaluations are done correctly, terminations on account of poor
performance should never surprise the worker.
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4.8 The Termination Process
In the United States, most lawsLits arise between workers and their employers when
an employee is fired. Indeed, over 80 percent of employment-related lawsuits stem
from the firing of workers. For this reason, loss control procedures take on added
importance in the termination process.

To lessen the risk of lawsuits over terminations, employers should strive to address
fundamental notice and fairness concepts — in other words, did the employer warn
the employee in writing of the problems (i.e., put them on “notice”) and did the
worker have a sufficient opportunity to improve performance (i.e., was the worker
treated with “fairness’). Unless these elements are satisfied, the termination
decision is probably premature, and especidly risky in the case of a worker
exhibiting poor job performance.

The concepts of notice and fairness have various consequences with respect to
procedures and mechanisms for implementing terminations. To ensure that this
process works correctly, employers should avoid summary or “on-the-spot” firings.
Termination decisions made hastily and in heated circumstances are very risky.

An employee should be summarily terminated in only the rarest of circumstances.
It is more prudent for employers to ensure that the ultimate decision with respect
to firings should rest with upper-level managers. Although front-line supervisors
play avital role in the disciplinary process, find decision making authority for
a termination should be reserved to upper-level managers.

Terminations of employees protected by a federal or state employment law
(e.g., a woman, an African-American, a disabled worker) also warrant special
consideration. When dedling with such an employee, it is critical that the termination
decision be reviewed by an upper-level manager to ensure that the decision is
appropriate and fair. The facts should be reviewed independently by someone who
has no supervisory responsibility for the employee or emotional involvement in the
termination decision. Moreover, information pertinent to the employee and their
situation should be gathered from al relevant sources; the decision maker should
do more than simply listen to the line supervisor’s account of the reason for the
termination. Accordingly, the find decision to terminate should not be exercised
until dl of the facts regarding the employee have been carefully investigated.

Whileit is true that federal and state employment laws do not require employers
“to be far” (i.e., the laws smply obligate companies to refrain from discrimination),
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employers who endeavor to be far are sued less often; those who are sued lose
these claims less often too. Thisis because juries often equate unfair treatment by
employers with discrimination against employees. Thus, an employer risks potential
lighilities in following through with a firing unless the termination decision can pass
a “farness’ test. Thisis especially true when the worker in question is protected
by federa or state discrimination laws.

It is aso important for employers to carry out a firing without delay once the
termination decision is made. Companies do harm to the integrity of their
disciplinary systems if they do not follow through on a find warning with respect
to afiring. Employers who wait too long only wesken the case for the termination;
it also sends the wrong signal to the employee who rightly assumes that his or her
performance is acceptable.

Employers dways should natify the employee of the termination decison in person.
Thisisusualy done in what is known as an “exit interview.” When the decision is
conveyed to the worker, all appropriate information should be at hand with respect
to severance, benefits, reference, and outplacement. This provides an opportunity
for afina accounting of al employer and employee responsibilities, including the
worker’s return of keys, computer disks, and other miscellaneous items of company
property. In addition, two representatives of management should be present—one
to convey the decision and one to witness the discussion. The management witness
can substantiate the discussions if the worker subsequently sues. To that end, it aso
is important to ensure proper documentation of any discussions about the firing
with the employee being terminated. Without appropriate documentation, it is
difficult to defend employment-related lawsuits stemming from the discharge of
the worker.

5. Additional Laws Which Employers Should
Know About

Other US employment laws impact upon employment relationships as well.

In particular, management officials should be aware of the laws regulating wages
and hours, unions and collective bargaining, immigration, family and medical leave
of absence rights, health and safety in the workplace, employee benefits, and
affirmative action.

118 Baker & McKenzie



Acquisitions and Doing Business in the United States
Section 6 - Labor and Employment

5.1 Wage and Hour Laws

The Fair Labor Standards Act of 1938, or FLSA, and the Equal Pay Act of 1963,

or EPA, are the two principal federa laws which impose substantive wage-rel ated
obligations upon employers. The ALSA permits states to have higher wage standards
than those mandated by federal law, and many states have their own wage and hour
laws, some of which are even more rigorous in their requirements than federal law.
The US Department of Labor, or DOL, enforces the FLSA, whereas the US Equal
Employment Opportunity Commission enforces the EPA.

The ALSA establishes a minimum hourly wage, regulates child labor standards, and
establishes the obligation to pay “overtime” wages. Certain jobs or industries are
exempt from the HLSA on a partial basis (from overtime requirements) or complete
basis (both minimum wage and overtime requirements). Jobs which are outside
the coverage of the HLSA are those held by high ranking employees and white collar
workerswho are paid on a sdlary bad's and have managerial, executive, professional,
or administrative functions.

Workers classified as “exempt” employees under the FLSA are not entitled to
overtime pay. In contrast, workers in jobs covered by the FLSA are known

as “non-exempt” employees. The regulations of the DOL regarding what jobs are
exempt or non-exempt are exceedingly complex. Many employers erroneously
assume that if an employee has a given title (for example, “Manager of X,Y, Z"),
they are exempt under the FLSA. Thisis an incorrect assumption since job function,
and not job title, determines the applicability of the FLSA’srequirements. Inturn,
this requires employers to exercise considerable care in defining job duties and
classfying workers for payroll purposes.

Liability for violation of the FLSA can be quite expensive. The DOL investigates
any pay practices which allegedly violate the FLSA, and the Department has the
authority to bring dass actions on behdf of workers against employers who fall

to comply with the law. Criminal fines also may be levied against companies that
violate the ALSA in a flagrant manner. Findly, workers can bring their own lawsuits
againgt employers under the FLSA to recover up to two years of unpaid overtime
pay. If the employer’sviolation of the law is“willful,” the employee can recover up
to three years of unpaid overtime wages.
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The EPA is an amendment to the FLSA, and requires employers to pay equd wages,
regardless of sex, for work of equivalent skill, effort, and responsibility. To defend
an EPA claim, an employer must demonstrate that any disparity in wages between
jobs is on account of seniority, merit, quantity or quality of production, or factors
other than sex. Unlike the FLSA, the EPA applies to al classfications of workers.
Violations of the EPA aso can pose significant exposure to an employer. Female
employees who bring successful EPA claims are entitled to not only lost sdlary and
the recovery of their attorney’s fees, but aso to liquidated or “double back” damages
if they prove a“willful” violation of the law.

5.2 Immigration Laws

In 1986, the US Congress overhauled immigration procedures with a measure
entitled the Immigration Reform and Control Act of 1986, or IRCA. It affects all
employers regardless of their size. IRCA imposes significant monetary penalties
upon any employer who knowingly hiresillegal aliens. The statute is enforced
through a requirement of extensive record-keeping as to the identity and employment
authorization of al new employees. Thisis done primarily through a document
caled an“1-9 form.” Both an employee and employer must attest to the 1-9 form
under a penalty of perjury. The I-9 form requires the employee to attest that
he or she is authorized to work and that he or sheis not an illegal alien; in turn,
an employer must attest that it has examined the employee's work authorization
documentation and that the documents are in order.

Civil penalties ranging from $100 to $1,000 can be assessed under IRCA against
any employer who fails to follow the verification and record-keeping regquirements
of the law. An employer who knowingly hires an illega alien also can be subject to
civil fines ranging from $250 per unauthorized dien to $10,000 per dien for multiple
violations. Furthermore, criminal sanctions are authorized for egregious violations
of IRCA. Foreign employers must ensure that their managers have secured appropriate
immigration authorization to work in the United States. The immigration process
is sometimes dow and cumbersome. It is strongly recommended that companies
coming to the United States to do business place the highest priority on securing
appropriate immigration authorization.
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5.3 Health and Safety Laws

Numerous federal and state laws regulate health and safety in the workplace. The
principal federa law in this areais known as the Occupational Sefety and Health
Act of 1970, or OSHA, and it requires businesses to provide a workplace free
from recognized hazards. It covers dl types of workplaces, offices, factories, and
construction sites, although there are partial exemptions for employers with 10
or fewer employees. All employees working for such covered employers are
protected by OSHA, including managers and supervisors. A federal agency called
the Occupational Safety and Health Administration enforces the law. OSHA
authorizes this agency to conduct unscheduled visits to worksites to inspect for
compliance with health and safety guidelines. Among other obligations, OSHA
requires employers to correct and abate any workplace hazards, keep records of
safety problems, and allow employees to assert their rights under the law without
harassment or discrimination. The law aso requires employers to keep accurate
records of employee exposures to potentially toxic materials, as well aslogs of
occupationd injuries and illnesses. Any occupationa injury causing a death or which
results in the hospitalization of three or more employees must be reported to the
Occupational Safety and Health Administration within eight hours of the occurrence
of the incident.

Violations of OSHA can result in civil and criminal penalties. Citations and pendties
are issued for violations of safety standards, failure to correct cited violaions or keep
required records, or willful or repeated violations. Employers are also subject to
criminal prosecution for willful violations of standards that result in the death of

an employee. Many dtates have enacted provisons smilar to OSHA, some of which
(particularly in California) are even more protective of workers than federa law.
In addition, these state laws sometimes subject employers to more severe criminal
penalties for workplace injuries or deaths than federal law.

5.4 Employee Benefits Laws and COBRA

The Employee Retirement Income Security Act of 1974, or ERISA, is the federal
law governing employee benefits in the United States. It regulates both retirement
and wefare benefit plans. ERISA is an exacting and complex statute which contains
numerous requirements on how companies must establish and maintain pension
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and profit-sharing plans, and ensure that pensions are adequately funded and
protected. This statute also regulates welfare benefit plans which provide benefits
for sickness, accidents, disability, or death.

In order to receive favorable tax benefits associated with qudified retirement and
welfare benefit plans, employers are required to disclose certain types of information
to the plan participants (i.e., employees and their families), as well as to the
US Department of Labor and the IRS, the two federal agencies involved in the
enforcement and administration of ERISA. In addition, ERISA imposes fiduciary
obligations upon employers to administer their employee benefit plans in strict
conformity to the written plans and soldly in the interests of plan participants.
Pendties under ERISA can be quite severe for faling to provide requested information
to employees or for breaching fiduciary duties. Workers, plan participants, and
beneficiaries also may file lawsuits in federal courts aleging violations of ERISA.

By virtue of a statute known as the Consolidated Omnibus Budget Reconciliation
Act of 1985, or COBRA, ERISA aso comes into play whenever an employee

is terminated. COBRA amended ERISA in 1986. COBRA generaly requires
employers of 20 or more workers to offer continuation of health care insurance
coverage whenever a termination (or death) results in the loss of coverage of an
employee, spouse, or dependent child. An employer must offer this option at the
time of an employee’s termination unless they are fired for gross misconduct.
Employers are not obligated to pay for this coverage. Instead, COBRA generally
requires employers to offer workers the opportunity to purchase continuation of
insurance coverage from the business for 18 to 36 months a 102% of the applicable
group rate.

5.5 Affirmative Action Laws

The subject of affirmative action is often misunderstood by supervisors. US
employment discrimination laws generally do not require “affirmative action.”
Rather, job discrimination laws specificaly prohibit employers and supervisors
from taking the race, age, religion, disability, sex, or nationa origin of an employee
into consideration in making personnel decisions. In turn, companies and supervisors
are not required to affirmatively discriminate in preference of such protected
individuals, either by favoring them in hiring decisions or in lowering performance
standards so as to retain them as employees. In other words, if two individuals with
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equa credentids and experience goply for ajob, and oneisawhite mae and the
other is an AfricanrAmerican female, federd and state employment discrimination
laws do not require the employer to hire the minority employee.

Certain employers, however, are required to engage in “dfirmative action” in gpedific
circumgances. A federd regulation known as Executive Order No. 11246 requires
certain federd contractors and subcontractors to adopt what is known as an
Affirmaive Action Plan, or AAP. An AAP establishes procedures, goals, and
timetables to increase the hiring, retention, and promation of minorities and women.
For example, employers in the construction industry with contracts in excess

of $10,000 with the US government must adopt an AAP. In industries other than
congtruction, AAPs are required for businesses having 50 or more employees and
having federal contracts or subcontracts in excess of $50,000.

In generd, an AAP mugt contain a statement of the contractor’s commitment

to equa employment opportunity principles, as well astechnica provisons
pertaining to gods and timetables to correct any deficiencies resulting in the
under-utilization of minorities and women in certain job dassfications or categories.
Governmentd contractors dso must keep detailed records regarding their efforts
to recruit and hire minorities and women. In addition, a specid office of the US
Department of Labor monitors the employment practices of any government
contractor with an AAP, and investigates potentid violations of regulationsand
laws governing these matters. Employers covered by Executive Order No. 11246,
therefore, have an obligation to engage in affirmative action.

6. Protecting Against Unfair Competition by Former
Employees

Protecting againg unfair competition by employees (and ex-employees) should be

amgor concern of any company. Thisis an epecidly critica issue whenever

a company effectuates mass layoffs. Of course, it goes without saying that aforeign
executive is persondly subject to these rules like any other employee.

The legd rights and remedies associated with competition by present or former
employees are enormoudy complex in the United States. Civil relief can include
damages, injunctions, or both, quite gpart from crimina proceedings. Any number
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of legd theories can comeinto play aswell, degpending upon wha an employee did
and when the employee did it. Indeed, multiple lawsuitsin multiple jurisdictions
are not uncommon in such cases.

6.1 Obtaining Written Agreements at the Outset of
Employment
A company can avoid these problems by requiring key employees to Sgn agreements;,
a the beginning of their employment, acknowledging the compeny’s ownership of
patents, trade secrets and other proprietary matters. Such agreements should be
written with care s0 as to ensure the maintenance of an “a-will” arrangement.
Without such written agreements, ownership of intellectua property can bein
jeopardy. Moreover, if a company bdieves that an employee should not be dlowed
to compete agang it for a given period of time after the cessation of employment,
awritten non-competition agreement is essential. An employer may not need to
enter into these types of agreements with each and every employee, but care
should be taken to secure these agreements to the extent necessary to protect the

company'sinterests.

6.2 Exit Interviews

Companies should endeavor to schedule “exit interviews’ for departing employees
whenever possble. Such exit interviews serve as an opportunity to remind employess
that employer confidences and proprietary data must be kept confidentid. In
addition, exit interviews provide ameansto remind departing employees to obey
any gpplicable non-competition agreements. Such meetings also provide crucid
evidence of notice to the employee that the company intends to enforceits rights.
Indeed, such meetings sometimes give the company aground to immediaidy sue
uch employees, epedidly if they make satements to the effect that they do not
intend to abide by their secrecy or non-competition agreements. Of course, those
find meetings dso provide acrucia opportunity to demand (or to confirm) the
return of al company documents and property.

In consdering thisissue, acompany should firgt decide upon which employees or
groups of employees are likdly to pose the greatest threet as potential competitors.
Clearly, an employer should conduct exit interviews with departing employees
who had access to the company’sintellectud property, key customers, or indde
busnessinformation. In preparation for the exit interview, employee personne
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files should be reviewed to confirm that appropriate patent, copyright, or other
assignments have been executed. If a non-competition agreement has not been
signed, the exit interview might be the last chance to obtain such an agreement,
abet for additional consideration. Findly, it would be wise to have two management
representatives conduct the interview, so that they can corroborate one another
againgt the departing employee in the event of litigation. Obviously, the managers
should make a careful record of the statements made in the exit interview.
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SECTION 7
PRESERVING LIMITED LIABILITY

This section generdly discusses US law with respect to “piercing the corporate veil,”
that is, the imposition of vicarious liability making a parent company (US or non-US)
liable for the obligations of a US subsidiary. This section also describes operating
guidelines to help preserve limited liability when establishing the US subsidiary,
and generaly discusses US law with respect to successor liability.

1. Piercing the Corporate Veil

A corporation or LLC will provide limited ligbility only if it is operated properly in
a parent/subsidiary situation. If the foreign investor operates in the United States
through a branch, there is no limited liability. The overseas company is fully and
directly liable for the actions of its US branch. As such, foreign investors rarely
establish their US operations as a branch if they wish to limit their liability.
Accordingly, this section discusses how to preserve limited liability by organizing
and operating through a separate US entity.

A plaintiff can challenge a corporation’s or LLC's limited liability by seeking to
convince a court to disregard the concept of the subsidiary as a separate entity
from the parent. This resultsin “piercing the corporate vel” whereby a court
imposes ligbility on the corporation’s parent or stockholders based on the actions
of the subsidiary. The doctrine of “piercing the corporate vel” is the primary
common law theory evoked to hold a parent entity, non-US or domestic, liable
for the acts of subsidiaries. Under this doctrine, a stockholder may be responsible
for al of a corporation’s obligations if he or she deals with the corporation in

a manner that ignores its separate corporate identity. In such a case, the corporation
will be considered to be the “alter ego” of the stockholder.

The doctrine of “piercing the corporate veil” applies regardless of the nationality

of the stockholder. Thus, a US subsidiary may be held the “alter ego” of its non-US
parent company, thereby making the non-US parent subject to the jurisdiction of
the US courts and liable for al of the subsidiary’s obligations. The doctrine applies
to LLC'saswell. Infact, in anumber of jurisdictions, the limited ligbility company
law explicitly refers to the corporate veil-piercing law as being applicable to limited
ligbility companies.
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Courts are reluctant, however, to “pierce the corporate veil” and generally only
impose liability on stockholders or parents for the liability of subsidiaries in
“exceptional cases” What constitutes an exceptional case is somewhat unclear due
to the expanse of lega precedent addressing thisissue. Case law is riddled with
language relating to “piercing the corporate vell,” resulting in a myriad of precedents
with no consistent holding. Commentators have taken this case law and have
identified five categories of cases in which courts traditionally have pierced the
corporate veil: instrumentality cases, alter-ego cases, identity cases, sham or shell
cases, and agency cases.

The instrumentality test requires a subsidiary corporation to be under the complete
control and domination of the parent corporation, and such control is used to commit
a fraudulent, wrongful, or unjust act againg the plantiff that proximately causes
the plaintiff’s injury.

The “alter ego” test requires that there be such unity of interest and ownership
between the separate personalities of the parent and the subsidiary that the subsdiary
no longer exists independently of the parent and that, if the acts are treated as those
of the corporation alone, an inequitable result will follow from recognizing the
parent and subsidiary as separate entities. A US corporation will be considered the
“dter ego” of its parent where the separateness and autonomy of the US corporation
has not been respected by the parent, resulting in some wrong, injustice, or fraud
to the US corporation’s creditors. The specific conduct that leads to a piercing
of the corporate veil need not be the conduct of the non-US parent. The acts of

a commonly owned, i.e., an “&filiated” company, US or non-US, may aso cause the
US corporation to be the alter ego of the US or non-US ffiliate.

The identity rule is Smilar to the instrumentality and “ater ego” approaches, except
that it focuses more on the economic integration of the ffiliated corporations.

The sham or shell cases arise when a parent or controlling stockholder excessively
controls a corporation to the extent that the corporation lacks significant indicia
of a separate corporate existence.

Some jurisdictions aso recognize the concept of agency to impose intra-group lighility.
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Taking these theories together, it is possible to extrapolate a number of factors,
enunciated by US courts, to be considered in determining if there are sufficient
grounds for piercing the corporate veil under traditional theories. The specific
factors vary from jurisdiction to jurisdiction, but many jurisdictions analyze:

. whether there is a unity of interest and ownership so that the separate
personalities of the corporation and the individual no longer exist, and

. whether adherence to the fiction of a separate corporate existence

would sanction fraud or injustice.

2. Factors to Support Veil Piercing

Because it is difficult to predict which state's law would apply in any given lawsuit
(the laws of either the state of incorporation, the state in which the corporation has
aprincipal place of business, or the state in which the plaintiff was injured could
apply), the following is a basic andysis of the law of company limited liability in the
United States. It isimportant to recognize that the law of one state may be applied
differently than that of another and the following andyss should be applied generaly
and not relied upon if a specific lega issue arises in the future.

One of the leading “ater ego” cases listed 12 factors to consider in determining
whether a subsidiary qualifies as the alter ego of its parent:

(1) the subsidiary operates with grosdy inadequate capital;
(2) the parent and the subsidiary have common directors or officers,
(3) the parent and the subsidiary have common business departments;

(4) the parent and the subsidiary file consolidated financia statements and
tax returns;

(5) the parent finances the subsidiary;
(6) the parent caused the incorporation of the subsidiary;
(7) the parent and the subsidiary have common stock ownership;

(8) the parent paysthe salaries and other expenses of the subsidiary;
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(9)

the subsidiary receives no business except that given to it by the parent;

(10) the parent uses the subsidiary’s property asits own;

(11) the daily operations of the two corporations are not kept separate; and

(12) the subsidiary does not observe the basic corporate formalities, such

as keeping separate books and records and holding stockholder and
board meetings.

The same rules would generally be applied to afiliate relations asin the
parent-subsidiary context. In addition, case law relating to either “alter ego”
or instrumentality cases has included such additional factors as:

the subsidiary is described as a division of the parent;

the subsidiary’s business and financid responsibility is referred to as
the parent’s own;

the subsidiary’s directors and officers do not act independently
in the subsidiary’s interest but take orders from the parent for the
parent’s interest;

inter-corporate transactions, including loans, are not at arm’s length
and benefit the parent at the subsidiary’s expense;

the parent makes decisions for the subsidiary;

the two operations are so integrated through commingling of funds,
interactivities and common direction and supervision that they should
be considered as one enterprise; and

the subsidiary operates without profit.

Federal courts may apply their own analyss for piercing the corporate veil in cases
involving the enforcement of federal statutes or regulations. This andyds resembles
that of the state courts. However, while federal courts have focused on many of
the same factors, they have sometimes given “less respect to the corporate form”
where this would advance federal legidative policies or objectives. This is especidly
true in cases involving, for example, environmental matters and employee benefits.
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Not al of the above-listed factors must be present to pierce the corporate veil and
not dl of the factors are given equa weight. Typicdly, no single factor is determinative.
In fact, some of these factors will amost dways be present in a parent/subsidiary
situation, such as common stock ownership, common officers, and interlocking
directorates. However, by themselves, such factors are usudly insufficient to pierce
the corporate veil.

In addition to the foregoing operational factors, most jurisdictions require some
showing of fraud or injustice in order to pierce the corporate veil, although these
concepts are often ill defined and some of the factors considered overlap with those
relating to an “alter ego” determination. For example, lllinois requires a showing
of both control and fraud, but at least one court in Illinois used a*fundamental
unfairness’ approach to disregard the corporate entity and another Illinois court
disregarded the separate corporate entity because it presented an “obgtacle’ to the
protection of private rights.

Most federal courts applying federal law require some proof of wrongdoing or
fraud before the corporate veil is pierced, although several federa courts have
alowed the corporate veil to be pierced when the corporate form was being used
to defeat the ends of federa law, especialy where environmental laws or regulations
were involved.

Under these circumstances, it is difficult, if not impossible, to plan the corporate
activities of anon-US parent and its US subsidiary so as to completely avoid afinding
(by acourt or jury) of fraud or unfairness. Thus, the normal, ethical operation of
a US corporation’s business is no guaranty that limited liability would be preserved
if the operations of afiliates are not kept separate. It is therefore imperative that

a non-US parent take steps to avoid Stuations where a court could pierce the corporate
vell. For this reason, the operating guidelines listed below are suggested as a practical
approach to the operation of a US subsidiary. In light of courts’ general reluctance
to pierce the corporate veil, following these guiddines and avoiding certain Situations
that are legally suspect does not guarantee limited liability but helps minimize the
risk that a non-US parent will be held liable for the obligations of a US subsidiary.
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3. Operating Guidelines

A non-US parent should take appropriate steps to limit the risk that a US subsdiary
could be found to be its “ater ego,” instrumentality, or shell in the important areas
of capitalization, management, financia relationships, and business operations.
These steps, which are discussed in greater detail below, may be summarized

as follows:

. Capitdlization — The parent must ensure that the US subsidiary has
aufficient financial resources (capital and lines of credit) from its
inception to conduct business at anticipated levels, al of which should
be fully documented.

. Managing the Subsidiary — The non-US parent should not directly
manage the US subsidiary’s daily business but should act only through
the US Subgidiary’s board of directors or managers.

. Board of Directors and Officers — The US subsidiary’s board of directors
or managers should establish the US subsidiary’s policies and priorities
and should make al major business and management decisions. The
US subsidiary’s board should hold regular meetings, and act through
formal resolutions.

. Corporate Formalities and Records — The US subsidiary should observe
and document al corporate formalities, particularly the holding of
director and stockholder or member meetings and the observance of
al state filing and reporting requirements, and it should appoint a reliable
secretary and assistant secretary to document these activities.

. Financial Operations —All loans, interest payments and other financia
and business transactions, and any transfer of funds or other assets
(including information technology and intellectual property) between
the non-US parent and the US subsidiary should be properly paid and
documented, and should be made on arm’s length terms.

. Other Business Operations — The US subsidiary should maintain
its personnel, operations, records and assets separate from the
non-US parent.
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We discuss each of these factors in more detail below.

3.1 Capitalization

The adequacy of a corporation’s capital is an important factor in determining
whether to pierce the corporate veil, although US corporate statutes and court
decisions give little guidance as to the precise meaning of “adequacy.” Unlike many
European corporate statutes, most US state corporate laws do not require a certain
minimum capital before a corporation may begin operations. All shares subscribed
should be fully paid at the time the shares are issued, athough some states permit
payment in the form of a promissory note or the like. Capita contributions other
than money may be valued by the corporation’s board of directors without
independent appraisal or verification. The board's judgment as to value of
consideration will be conclusive absent fraud.

A majority of courts have made it clear that a corporation’s capital must be adequate
a the commencement of the corporation’s operations. The courts have fredy pierced
the corporate veil where a corporation was organized with virtually no assets but
the courts have given little additional guidance as to when capitdization would be
considered to be “inadequate.” At the least, adequacy of capital must be judged
in light of the volume of business that the corporation can be expected to conduct.
High capitaization may not necessarily be required in a high-risk business. One court
rejected an attempt to pierce the corporate veil of a corporation organized to engage
in the hazardous activity of mining asbestos on the basis that it was inadequately
capitalized. Courts have dso looked beyond capital contributions to see if a corporation
has avallable lines of credit (from the parent or financid ingtitutions) or other resources
to enable it to conduct its business properly.

A parent may validly approve the capital budget of its subsidiary without exposing
itsdf to vicarious liability. In addition, a parent should ensure that the US subgdiary
is adequately capitalized from the outset of its operations. The parent should
immediately allocate and contribute to the US subsidiary assets sufficient for the
US subsdiary to commence its operations. This capital infuson could be structured
as an initial equity investment in the US subsidiary or asaloan. For the initial
capital infusion, however, an equity investment may be preferable to a loan since
any inter-company loan should be made at arm’s length to protect againg a piercing
claim. Such an arm’s length loan may require the payment of interest at the
prevailing commercia rate.
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The optimum situation would be to capitalize the US subsidiary at alevel that
would permit it to obtain from a third party any additional financing it may
require. However, this may not be feasible given the nature of the business, the
cost of financing or other relevant economic conditions. In many cases, aUS
subsidiary must look to its parent for financia support in the form of guaranties.
If the parent does provide any subsequent financia support to the US subsidiary
beyond its initial capital contribution, the support should be fully documented, as
discussed in more detail below. Of course, the US subsidiary’sinitial capitalization
itself should be properly documented, with subscriptions approved and shares
authorized to be issued by the board of directors or managers, ownership certificates
issued where appropriate, and all required reports filed with the state where the
subsidiary was formed.

Note that in addition to inquiring as to a company’sinitial capitalization, a limited
number of courts have examined whether a US company is adequately capitalized
during periods after its formation. Subsequent undercapitalization might be a relevant
inquiry where the corporation substantialy enlarges the nature of its obligations
sometime after its commencement. However, these decisions appear to have little
judtification. This distinction is obvioudy quite sgnificant because every corporation
that is insolvent or goes bankrupt is per se undercapitalized as of the time of failure
or bankruptcy, even if it was adequately capitaized at itsinception. Unlike the
corporate laws of some countries, US corporate laws do not require a stockholder
or management of a corporation to preserve the corporation’s capitd in the interest
of creditors, and no particular action is required because a certain percentage of

a corporation’s capitd islost. Undercapitaization at a point following commencement
of a corporation’s operations should be relevant only where the corporation
substantially enlarges the nature of its obligations sometime after commencement
of business. Where a corporation emerges from bankruptcy, one should insure that
its capital is adequate as of that time.

3.2 Managing the Subsidiary

A wholly-owned subsidiary may never be fully independent of its parent. Thisis
particularly true where the subsidiary and the parent have at least some of the same
directors and officers. Further, good business practice may dictate that a parent
carefully review the operations and financial health of its subsidiary on a regular
basis. This oversight and approval, properly conducted, will not automatically make
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the subsidiary the “alter ego” of the parent. Direct or indirect ownership of

a controlling interest in a corporation entitles the controlling stockholder to exercise
the normal incidents of stock ownership, such as the right to choose directors and
st generd policies, without forfeiting the protection of limited liahility. It is expected
that a parent will exercise general oversight over a subsidiary, and such oversight

is acceptable so long as it does not directly involve managing the subsidiary’s
daly business.

Appropriate parental involvement includes monitoring of the subsidiary’s
performance, supervision of the subsidiary’s finance and capital budget decisions,
and articulation of general policies and procedures. A parent corporation may be
directly involved in the financing and macro-management of a subsidiary without
exposing itsdlf to a valid piercing challenge. Permitted activities generally include,
but are not limited to, parental approva of leases, mgjor capital expenditures, the
sde of the subsdiary’s assets, subddiary acquisitions, capital budgets, mgjor decisions,
and a parental guaranty of third-party loans. Provided that corporate formalities
are maintained, the parent can be involved in the decision-making of significant

or extraordinary transactions involving its subsidiary.The fact that parent approval
isrequired for certain extraordinary transactions or ventures does not mean that
the parent is controlling the subsidiary.

For a court to pierce the corporate veil on the bass of control, the parent generally
must have complete and exclusive domination over the subsdiary’s daily activities
such that the subsidiary no longer has any legal or independent significance of its
own. A vdid piercing argument basad on control seemsto generaly require a parent’s
involvement in the subsidiary’s daily or routine activities. Courts appear reluctant
to pierce the corporate veil where the parent has decision-making authority

on fundamental transactions of its subsidiary, but does not involve itsdf in the
day-to-day activities of the subsidiary. Moreover, by statute, certain transactions,
including certain mergers and sales of sgnificant assets, cannot be undertaken by

a corporation without stockholder approval.These statutes require stockholder
involvement in certain fundamental transactions and demonstrate a legidative
intent for involvement by a parent in its subgdiary’s extraordinary affairs.

Therefore, it is possible under US law for a US subsidiary to be an independent
and autonomous entity, even where the parent generally supervises the subsidiary’s
activities and has implemented strict cost and business decision controls. To avoid
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piercing the corporate veil, however, it is imperative that the non-US parent’s
supervision and control is largely exercised through the US subsidiary’s board
of directors.

3.3 Board of Directors and Officers

A US corporation is normally managed by its board of directors and the state of
incorporation’s laws will govern the board' s operation. It is generdly preferable
to have a board consisting of more than one member (three or five being a common
number), perhaps including an outside director or two. A large board, especially
one that includes outside directors, would be more likely to observe corporate
formalities and to ensure that the US subsidiary is independently managed.

The directors are vested with the responsibility of managing US corporations.
Directors exercise al corporate powers not reserved to the stockholders. These
powers include management of the corporation, declaring dividends, and the gpprovd
or recommendation of sgnificant corporate actions, such as mergers, consolidations,
or dissolution. The board typically will vote on management issues at meetings
called in accordance with the corporation’s by-laws. Holding regular meetings
of the directors (and at least one annua meeting of stockholders) is an important
way to establish the US subsidiary’ s independence from its non-US parent.

The management of an LLC is quite flexible and may utilize a board and officers
similar to a corporation or operate through managers, who will exercise many of
the powers and functions of a managing director of a non-US company. Although
managers may not have to meet formally, it is still important that al actions of the
LLC be carried out by its managers or their designees.

There is anatural tendency for personsin a US subsidiary to report directly to
their counterpartsin the non-US parent. It is aso natural for the non-US parent
to manage certain of the activities of the US subsidiary directly or through an ad
hoc oversight committee. However, these informal arrangements would constitute
negative factors should someone attempt to pierce the corporate veil. Accordingly,
the non-US parent should not direct the activities of the US subsdiary itsdf. Rather,
it should appoint to the US subsidiary’s board of directors individuals who are
themselves responsible for oversight of the US business and who delegate the
management of day-to-day operations to the officers of the US subsidiary.
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The non-US parent may appoint to the US subsidiary’s board individuals employed
by the non-US parent or another filiate who are responsible for the daily operation
of the US business. There is no requirement that directors be citizens or residents
of the United States. To the extent practicable, athough not specificaly required
by applicable law, it is advisable that the US subsidiary have at least one or more
members on its board of directors that are not &ffiliated with or directors of the
parent. The inclusion of one or more independent directors would help to ensure
that the US subsidiary is independently managed and would be a mitigating factor
againgt apiercing claim.

Generaly, aslong as the directors act as a board and observe appropriate corporate
formalities, the fact that they are employees of the non-US parent should not in
itself establish the US subsidiary as the “alter ego,” instrumentality, or shell of the
non-US parent. Common management of the parent and subsidiary does not, by
itsdlf, judtify piercing the corporate veil. In fact, the US Supreme Court has stated
that it is“entirely appropriate for directors of a parent corporation to serve as
directors of its subsidiary, and that fact alone may not serve to expose the parent
corporation to liahility for its subsdiary’s acts”

However, common management, if combined with inadequate capitalization and
overreaching ownership control exerted by the parent, could support an argument
for piercing the corporate veil. Therefore, prudence dictates and we recommend
that where practicable, measures be taken, such as the election of one or more
independent directors, to limit a plaintiff’s arguments that the US subsidiary is
smply the “alter ego” of the parent.

Although the US subsidiary may generally be permitted under state law to have

a single director, it is more likely to observe corporate formalities and therefore
cause the corporation to be independently managed if it has more directors. These
directors can then set budgets and policy guidelines while acting as a board (or as
a committee of the board), even if through a consent resolution, in observance of
the necessary corporate formalities. Moreover, when this group does make a decison
for the US subsidiary, it would be doing so as the subsidiary’s board of directors
(or a board committee) and not as representatives of its non-US parent. This group
decision making would help to establish the independence of the management

of the US subsidiary.
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As discussd in Section 4 — 1.3 (Business Entities — Corporations - Corporate
Structure and Governance), directors of aUS corporation act only asacollective
board; they do not individudly represent corporations. Directors owe fidudary
duties to the sockholders and the corporation, and therefore, cannot grant voting
proxies to another person or director. The board of directors normaly ddegates
respongility for the day-to-day operations of a corporation to its officers,
generdly condgting of apresident, one or more vice-presidents, one or more
sordaiesand atreasurer. The officars are dected by the board of directorsand are
removable by the directors & any time. It is begt for the US subsidiary to haveits owvn
officers whenever possble, dthough a representative of the non-US parent may be
gppointed as chairperson of the board of directors.

3.4 Corporate Formalities and Records

It isimportant that each of the officars of the US subddiary report to the subsdiay’s
board of directors, not to individua employees of the non-US parent. Although
thereis no commercid regigter in the United States by which the authority of the
officers may be set out, and written powers of attorney are rarely used, most
dgnificant actions that an officer would seek to take on behdf of the corporation
(e.g., mogt banking transactions) require some form of board authorization.
For more detailed information on the role and operation of the board of directors
and officars of a corporation, see above There have been cases where the integrity
of a corporation has been buttressed by the qudity of its corporate records.
For example, in one case the court relied in part on the secretary’ s detaled notes
from the corporation’s meetings of sockholdersto support its holding that the
corporation was operated independently from its parent.The secretary of the
corporation is charged with maintenance of the corporate records. Thus, because
the independence of a corporation might be supported by its corporate records,
the selection of ardiable secretary is quite important and many companies sdect
an attorney (ingde or outside counsd) to act as secretary (or assidant secretary).

In addition, parties dedling with a US corporation frequently require that the
corporate secretary attest to the authority of the officer who actudly sgnsalegd
document for the corporation. The attestation of the secretary is not a second
signature, but rather a confirmation that the officer who is executing the document
has been authorized by the board or the corporation’ s by-lavs to do so. Thus, the
secretary (and asidant secretary) dso plays arolein ensuring that corporate acts
are duly authorized.
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Limited ligbility company members may be less vulnerable to aloss of limited liability
solely because they fal to observe the usua company formalities or requirements
relating to the exercise of an LLC's powers or management of its business. LLC
statutes often recognize that an LLC will be organized and operated more informally
than a corporation and that this ought not to cause aloss of limited liability. These
statutory provisons provide considerably greater protection for members of an LLC
as compared to stockholders of a corporation. On the other hand, this would be
of no benefit to a member who utilizes an LLC for fraudulent purposes. Commingling
an LLC's and its members’ financiad and other assets would similarly expose its
members to liability.

3.5 Financial Operations

The requirement of independence and autonomy to defeat an “alter ego” argument
a0 extendsto a US corporation’s financid operations. As far as possible, a corporation
should remain financially autonomous or independent from its parent. The US
subsidiary should earn, spend and borrow its income and working capital in a manner
separate from that of the non-US parent. The companies should also keep separate
financid records. Further, to the extent that the US subsidiary looks to the non-US
parent for financia support, they should deal a arm’s-length, if possible.

The non-US parent and the US subsidiary must each be careful to compensate their
respective employees and pay their respective bills. Evidence that a non-US parent
paid the sdary of the US subsdiary’s employees or paid the subgdiary’s bills is evidence
of an“dter ego,” instrumentality, or shell relationship. Further, the parent and the
subsidiary should not commingle their funds and assets. Accordingly, the US subsidiary
should egtablish its bank accounts in its own name, make deposits into such accounts
of its own income and working capital, and write checks from such accounts to pay
itsown hills. Bills, invoices and other debts of the US subsidiary should not be paid
from the account of the non-US parent, even if the US subsidiary or effiliate later
reimburses the parent for the funds. Only officers of the US subsidiary should be
authorized to sign checks and borrow money on behaf of the US subsidiary.
Contracts to purchase raw materials, supplies and machinery should be in the name
of the US subsidiary and not the non-US parent. The US subsidiary should make
its own contributions to retirement and other employee benefit plans for its own
employees, athough the non-US parent may be the plan sponsor or administrator
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for the benefit of al of the affilisted companies. We are unaware of any cases where
benefits provided by the parent in one country to an employee seconded to the
subsidiary of another country constituted a bass for piercing the corporate veil.

Idedlly, a corporation would be capitalized at alevel that permits it to obtain its
own financing without support or a guaranty from the parent or other investors.
However, this frequently is not possible. If the US subsidiary desires to borrow
money from its non-US parent, then the loan should be negotiated and made at
arm'’s length, as if the subsidiary had borrowed money from an unrelated third
party. In such situations, the non-US parent should loan money to the US subsidiary
at the interest rate available from third parties, plus any associated borrowing costs.
These loans should be secured by whatever collateral the non-US parent would
normally request as security for aloan with similar terms. Documents used to
memorialize these transactions, including loan agreements and promissory notes,
should be based on customary forms. An inter-company loan made at a favorable
interest rate and not properly documented may support a veil-piercing effort.
If the US subsidiary desires to borrow money from an unrelated third party, then
it should make sure that the lender is looking to it as a bona fide borrower and
not simply relying on the guarantee or covenants of the non-US parent in the loan
documents. Evidence that alender extended aloan to a subsidiary based largely
on the strength of a parent company guarantee may support a piercing argument.

Finaly, many parent companies that sell products or services to their afiliates use
extended payment terms as a means of providing working capital to the affiliate.
While this practice is not objectionable when properly documented and done
consistently, if the &ffiliate encounters financid difficulty, the non-US parent would
be in aweaker position to collect its receivables than if aformal working capital
loan had been used.

3.6 Other Business Operations

All aspects of the daily business operations of a corporation or LLC are subject

to a court’ s scrutiny on the issue of “alter ego” relationships. Accordingly, the US
subsidiary’s management should be responsible for day-to-day decisions, including
those pertaining to matters such as production, distribution, marketing, advertising
and environmental compliance and disposal.
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Under Delaware law, a stockholder of a corporation has aright to review the
corporation’s books and records during business hours for purposes reasonably
related to the person’sinterest as a stockholder. In addition, periodic monitoring
of the subsidiary’s financid performance and supervision of the subsidiary’s finance
and capital budget decisions may be exercised by the parent without creating exposure
to avalid piercing claim.

If a parent and subsidiary use the same work force and the same business offices,
then that joint use may be evidence of an “alter ego” relationship. Accordingly, the
non-US parent and the US subsidiary should hire and fire their own employees.
Informal transfer or sharing of employees among &ffiliates has been a prominent
factor in showing an “alter ego” relationship. If anon-US parent’s employees are
to be transferred to the US subddiary, we recommend that they cease being employees
of the non-US parent and become employees of the US subsidiary, rather than
“seconded” employees of the non-US parent. If individuals are to be employed by
the US subsidiary, but are trained at a non-US parent’ s facilities, they should be on
the US subsidiary’s payroll. Employees of the non-US parent who are temporarily
in the United States working for the US subsidiary should not enter into contracts
on behdf of the subsidiary and should limit their contact with third parties as much
aspossible. If the companies must share the services of employees, time spent at
each company should be accurately recorded and paid for separately. However,
sharing services of employees should be discouraged. If a non-US parent hires
employees of the US subsidiary to perform services for it or its respective clients,
then the subsidiary should bill the parent at the same rate it would charge unrelated
third parties for the same services.

Each corporation aso should keep separate business offices, mailing addresses and
telephone numbers. If the non-US parent and the US subsidiary are going to conduct
business with each other, or provide equipment or services to each other, then such
arrangements should be documented properly and a far market value should be
charged for such items. If one corporation uses office space, tooling, equipment

or other assets owned by another, it should pay the other rent equal to fair
market value.
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4. Successor Liability

If the parent or another entity proposes to transfer or contribute assets to the US
subsidiary, then the US subsidiary should consider methods to limit its exposure
to successor ligbility and other claims.

As athreshold matter, certain states have bulk sales lawsin which the purchaser
must ensure that the proceeds from the transfer in bulk are applied to pay the
debts of the seller. However, many states have repealed or refused to implement
this requirement and instead require the seller to smply natify its creditors of the
impending transfer in bulk. If the seller has not received sufficient consideration
from the bulk transfer to pay its creditors, then the creditors may attempt to receive
satisfaction from the asset purchaser on a successor liability theory. It is possible
that if the sdlling corporation dissolves or does not have sufficient assets to satisfy
its ligbilities following the asset transfer to the purchaser (i.e., the US subsidiary),
the US subsidiary could be named in a pre-existing litigation againgt the selling
corporation or could be sought by creditors to sttify pre-existing obligations

of the sdlling corporation. Therefore, it isimportant to review the current state
of successor liability law in the United States.

4.1 Overview of Successor Liability Law

Under the successor ligbility theory, the successor of a business may be liable for
the debts of the seller in certain limited situations. However, under the common
law of most states, a corporation that purchases al or substantially of the assets
of another is generally not liable for the debts or torts of the seller. There are four
common law exceptions to this rule, which are present when:

. the successor corporation expressy agrees to assume the liabilities
of the seller;

. there is a de facto merger of the sdlling and purchasing corporation;

. the purchasing corporation is a mere continuation of the salling
corporation; and

. the transaction was made in bad faith for the purpose of avoiding
creditors.
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Some of the factors that have led courts to impose successor liability on an asset
purchaser under the traditional rules have been where the successor corporation
continues the business of the selling corporation, with the same stockholders,
management, employees and physicd plant, and otherwise retains the same identity
as the predecessor corporation. In such cases, courts have often held that it is
inequitable to deprive plaintiffs of a remedy againgt the successor corporation.

In products liability cases, severa states, including New Jersey and Pennsylvania,
have broadened these exceptions to impose liability upon successor corporations
that substantially continue the operations of the selling corporation, known as the
substantial continuity exception, or that continue to produce the same products
line as the sdlling corporation, known as the products line exception.

In addition, a number of states, including New York and Pennsylvania, have imposed
a duty to warn on successor corporations when the successor corporation has
knowledge of a defect in a product and establishes a relationship with the selling
corporation’s customers. Some courts have found a successor corporation liable
for failure to warn in cases in which the successor corporation was not liable as

an asset purchaser.

While each of the above ligbility tests has separate elements that must be considered
to determine whether the US subsidiary could be held liable for claims brought
againgt the selling corporation, certain common elements among the tests
include whether:

. the US subsidiary acquires al or substantialy dl of the seller’s assets;

. the sdlling corporation continues to exist following the asset transfer
to the US subsidiary; and

. the US subsidiary establishes a relationship with the sdller’s customers.

If the transaction establishing the US subsidiary does not meet any of the above
factors, it is unlikely that plaintiffs would have a badis to directly impose liability
upon the US subsdiary for the debts or torts aleged againg the sdlling corporation.
To meet these factors, however, the US subsidiary should be established as a separate
entity from the selling corporation in a manner that minimizes the connections
between the two companies and emphasizes the distinctions between the separate
entities. One method of emphasizing the distinctions between the entities would
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be for the selling corporation to continue to exist and operate following the
establishment of the US subsidiary and to maintain sufficient assets to stiy any
potential liabilities resulting from the US litigation.

4.2 Traditional Exceptions to Successor Liability Rule

4.2.1 Assumption of Liabilities

Courts typicaly look to the asset purchase agreement pursuant to which the parties
agree to the transfer of assets to the successor to determine whether there was an
express or implied agreement to assume the liabilities of the selling corporation.
If thereis no express or implied agreement that the US subsidiary would assume
pre-existing liabilities of the sdlling corporation, then the US subsdiary likdy would
not be held liable for these liabilities of the selling corporation under this test.

4.2.2 De Facto Merger

Under US corporate law, when two corporations merge, the surviving corporation
is generdly liable for the pre-merger debts and torts of the selling corporation.
Courts have held that when a corporate transaction does not necessarily meet al

of the formal requirements of a merger, the successor corporation may till be held
liable for the debts and torts of the sdling corporation if the transaction is substantively
smilar to amerger. There are four basic elements that are generally applied for

a court to find a de facto merger of corporations such that the successor corporation
would be held liable for the torts of the seller:

. continuation of the enterprise;
. continuity of stockholders through use of stock as consideration;

. the sdlling corporation ceases to exist, either immediately, or soon
after; and

. the purchaser only assumes obligations necessary to continue the
sdler’s business.

4.2.3 Mere Continuation

Under the mere continuation test, courts impose successor liability on an asset
purchaser when there is an identity of ownership and management, a retention of
the seller’s name, the purchaser’ s use of the same physical location, and a retention
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of the same employees. Liability under the mere continuation doctrine has been
imposed when the purchasing corporation acquired only a single business unit from
a sdling corporation when it continued to operate the unit in the same manner as
the sdlling corporation. However, if the selling corporation continues to exist and
could provide aremedy for plaintiffs, it less likely that a court would impose ligbility
on an asset purchaser.

4.2.4 Fraudulent Intent to Evade Debts

Courts have held that when a corporation sells its assets with the fraudulent intent
to avoid liability, the successor corporation could be held liable for the torts of the
seller. Early courts imposing liability on this bass observed that by stripping its
assets such that it could not satidfy its creditors, a seller is perpetrating a fraud

on its creditors. The elements of the fraudulent intent test are:

. an identity of ownership between the corporations;
. an intent to avoid liability; and
. the sdlling corporation is stripped of itsincome producing assets.

In a frequently cited case, the predecessor corporation faced massive asbestos
lighilities and sold its only profitable businesses to a corporation that had the same
stockholders as the predecessor. The court in that case held that liability could be
imposed even if the purchasing corporation provided adequate consideration for
the sdlling corporation’ s assets because the remaining assets held by the predecessor
were insufficient to meet its potential liabilities, and the plaintiffs were being
deprived of future income that the profitable assets might generate. Another court
has disregarded the argument that the seller received adequate consideration because
of the difficulty in determining the vaue of a going concern. Courts have suggested,
however, that the overriding concern is whether the parties entered the transaction
with the intent to hinder or defraud creditors or whether they acted in good faith.

4.3 Expanded Views of Liability

4.3.1 Continuity of the Enterprise

A minority of US courts has expanded the traditional mere continuation exception
described above into what has been described as a* substantia continuity” or “ continuity
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of the enterprise exception.” This exception differs from the mere continuation
exception because a continuity of sockholdersis not required under the continuity
of the enterprise exception. The generd eements of the test are:

. continuity of management, personnel, physcd location, and assets;
o dissolution of the predecessor corporation;

e purchas’s assumption of the ordinary busness obligations and
lidbilities, and

*  Successor corporation’s presentation of itsdf as continuation
of predecessor’s operations.

This test appears to have been adopted, for example, by Alabama courts. The
continuity of the enterprise exception has been rejected, however, in Maryland

and New York, anong other states. Because the continuity of the enterprise
exception requires the dissolution of the sdling corporation, the US subddiary
could reduce its potential exposure by requiring the sdling corporation to remain
in exigence, refrain from any dissolution and maintain suffident assets to discharge
its potential lighilities.

4.3.2 Products Line Continuation Theory

In certain states, courts have imposed lighility on successor corporations that
continue to produce the same product lines as the sdling corporation. Under this
theory, known as the products line continuation theory, the falowing dements
mus be stidfied in order to impose liability on the successor corporation:

o the purchaser acquires dl or subgantidly dl of the manufacturing
asdts of another corporation;

»  the purchaser undertakes the same manufacturing operation asthe
sdler, and retains Hle’ sidentity (i.e., holdsitsdf out as the ongoing
concern of the sdller);

»  thepurchaser maintainsthe same product, personnd, property, and
dientsasthesdler; and

»  the purchaser benefits from sdler’s goodwill.
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Courts may dso condder whether the plantiff has aremedy againg the

sdling corporation, whether the successor corporation has the ability to assume

a risk-spreading role, and the fairess of imposing ligbility on the successor
corporation. Courts have hed that when a plaintiff has aremedy againg the sdling
corporation, lighility under the products line exception cannot be imposed.

Theraionae for this doctrine isthat the sdller is not avaladle, but the purchaser
benefited from the sdler’s reputation The exception has been applied to an
intermediate successor corporation. Some courts have held that the plaintiff must
d0 demondrae that the trandfer of assats destroyed the plantiff’ s ability to recover
agang the sdling corporation.

The products line exception has not been adopted in the mgority of US courts.
Because this theory of liability has not been adopted in the mgority of US
jurigdictions, it would be an unlikely bess for avaid dam againg the US subsdiary.

4.3.3 Failure to Warn

Courts have dso held that when a successor corporation establishes ardaionship
with the customers of the sdling corporation and has knowledge of a defect in the
sdling corporation’s product, the successor corporation may be held ligble for
a fallure to warn customers of the sdling corporation. This basis for lighility

is digtinct from other successor liahility dams because in afailure to warn case,
the court must andlyze whether the plaintiff had an actud relationship to the
successor corporation and not whether the pre-existing ligbilities of the sdling
corporation transferred to the successor corporation. Courts have noted that

a successor corporation may be hdd ligble for its own failure to warn a plantiff

of aproduct defect. The dementsfor the failure to warn test have been identified as:

*  the successor corporation benefits from the seller corporation’s
goodwill;

»  the successor corporation represents itsdf as the same enterprise
asthesdler;

*  the successor corporation afirmatively undertakes responghilities of
the sdller, auch as providing service to the sdler’ s customers; and

»  the successor has actud or condructive knowledge of a defect.
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Liability for failure to warn may not require that the selling corporation cease its
operations because the bads for liability appears to be that the successor corporation
has established a relationship with the selling corporation’s customers.Therefore,
an important consideration when establishing the US subsidiary is the extent of any
relationship the US subsidiary would have with existing customers of the sdlling
corporation. To the extent that the US subsidiary’s relationship with existing seller
customers would be limited, this would help protect the US subsidiary from failure
to warn claims. However, it is likely that the US subsidiary would maintain
relationships with existing seller customers, and therefore, the US subsidiary should
seek indemnification from the selling corporation for potential liabilities that may
be based on failure to warn claims.

Because a failure to warn claim againgt the US subsidiary may arise independently
of ligbilities that may be found to have transferred from the selling corporation,
potential claims of existing seller customers may require additional analysis.
For example, some courts have held that a plaintiff who has actual knowledge of
a hazard prior to an injury cannot establish that an additional warning was required.
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SECTION 8

INCOME TAX ISSUES

The fdlowing isasummeary of the US federd income tax sysem asit affects
foreign-based entities doing business with or in the United States. 1t isimportant
to note that different issues may arise in connection with foreign individuds that
chose to do busnessin the United States. Moreover, the fallowing discusson is
limited to federd income tax issues. There are a number of income, sales, use,
franchise and other taxes that can gpply at the state or municipd leve, in addition
to the US federd income tax. The United States does not currently have anationd
sdestax or value added tax.

The United States hes tax treaties with dmogt every indudtridized nation. Typicaly,
if atreaty applies, aforegn-based multinational must be conddered to have a
“permanent establishment” in the United States before it will be consdered to be
ubject to USincometax. The question as to when aforeign entity has established
a permanent presence in the United Statesis particularly criticd in the context of
aforeign entity’ s sdes through a US distributor, as discussed in more detail below.

1. Choice of Entity

Foreign-basad entities that wish to do busnessin the United States have to make
a threshold determination regarding whether they want to operate through

a distributor or through an entity that is treated as a branch, partnership, or
corporation for US federal income tax purposes. One of the most unique festures
of the United States income taxation system is that any of the foregoing forms
of doing business can be accomplished through an entity that provides limited
lighility protection for dl of its owners, as discussed in greater detail in Section 4
(Busdiness Entities). This approach differs consderably from the gpproach

of mogt other countries which typicdly do not limit the liability of an owner

of abranch, or dl of the owners of a partnership.

1.1 US Taxation of Foreign Companies Selling Products
Through a Distributor

As mentioned before, typicdly if atreaty gpplies a foreign-based company must be

conddered to have a* permanent establishment” in the United States before it will
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be conddered to be subject to US income tax. There are two basic types of permanent
establishment. The first type of permanent establishment is called a “fixed facility”
permanent establishment. To have a fixed facility permanent establishment, the
foreign company must generaly have an actua physical presence in the United States
for some period of time. The second type of permanent establishment is called

a “dependent agent” permanent establishment. A permanent establishment is created
through a dependent agent anytime an employee (or agent) of aforeign company
negotiates and concludes contracts in the United States on behdf of the foreign
company.

A common fact pattern involves a foreign-based entity that sends saes representatives
to the United States on a sporadic basis, and the foreign entity does not otherwise
maintain any sort of fixed physical presence in the United States. Even if the sdes
representatives market the foreign entity’s products and generate sales orders, the
activities of the saes representatives may not create a taxable presence, provided
that the sales representatives refer al sales contracts back to the foreign home
office for consideration and execution. On the other hand, a dependent agency
permanent establishment will most certainly result if the representatives have the
authority to both negotiate and conclude contracts in the United States on behdf
of the foreign-based entity.

It is important to note that, regardless of the foregoing, a foreign entity that invests
in US real property (e.g., land, buildings, fixtures) will dways be subject to US
federal income tax on any gain recognized with respect to the real property. Thus,
if aforeign entity buys a plot of undeveloped land in New York and sdlls it for a
gain two years later, the foreign entity will be subject to US corporate income tax
on the gain even though the foreign entity may not have had any other connection
with the United States.

1.2 US Taxation of Foreign Companies Doing Business
Through a Branch

A foreign-based entity can form a branch by smply conducting activity in the

United States —i.e., a so-called “pure branch.” Alternatively, it can form

a single-member limited liability company. Unless the foreign-based entity makes

an dfirmative election to the contrary, the limited lighility company will be completely

disregarded for US tax purposes. A single-member limited liability company that

is disregarded for US tax purposesis typicdly referred to as a“hybrid branch.”
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The US federd income tax consequences of conducting business through a pure
branch and a hybrid branch are the same. The advantage of a hybrid branch,
however, is that the foreign-based entity has limited lighility protection.

Whether or not the foreign-basad entity’ s branch activities are subject to US taxation
depends on:

*  whether or not atax treaty applies, i.e., whether the branch has
ataxable presence in the United States; and

»  thenature of the activities conducted through the branch.

If it is determined that aforeign entity hes a taxable presence in the United States,
it will berequired to file a Form 1120-F with the US government and report any
income that is subject to US taxation. As a practical matter, foreign- based entities
typicaly refrain from doing business in the United States through branch form
in order to avoid having to file a US federd income tax return. The foreign
corporation will have to pay tax on itsincome a margind rates which range from
agoproximatdy 15% to 35%, depending on the amount of taxable income.

Thereis no favordde corporate income tax rate for cgpitd gains. Thus, if a corporate
income tax isimposed, the same rates gpply, regardiess whether the income is
ordinary (e.g., income from the sde of inventory) or capitd (e.g., the sde of
building or equipment).

1.3 US Taxation of Foreign Companies Doing Business
Through a Partnership
A foreign-basad entity can form a US partnership by executing a contract with
another party to do businessin the United States and share the profits from that
busness Thisisreferred to asa“generd patnership.” Alternaively, the foreign
entity can form alimited partnership under the laws of one of the states. Findly,
the foreign entity can form alimited lighility company with multiple owners. Unless
an dfirmative dection is made to the contrary, the limited liability company will
autometically be consdered a partnership for UStax purposes. A limited ligbility
company that istrested as a partnership for US tax purposesis typicaly referred
to asa“hybrid partnership.” With some exceptions not addressed in this chapter,
the US federd income tax conseguences of conducting business through agenerd
partnership, limited partnership and a hybrid partnership are generdly the same.
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The advantage of ahybrid partnership isthat dl of its partners have limited liability
protection whereas none of the partnersin agenerd partnership have limited
lidbility and at least one partner in alimited partnership lacks limited liakility.

The US tax consaquences of operating in partnership form are very amilar to the
tax consequences of operating in branch form, discussed above. Spedificaly, the
United Sates will impute the partnership’ s activities to its partners. If those adtivities
are dgnificant enough that the foreign partners are conddered to have a taxable
presencein the United States, then each of those foreign partners mug fileaForm
1120-F in the United States, report the appropriate shere of their income, and pay
any tax due thereon. Asapractica matter, foreign-basad entities typicdly refrain
from operating in partnership form to avoid having to file a US federd income tax
return. However, as noted above a the end of Section 4 (Busness Entities), for
certain types of foregn-based entities, such as dosdy-hdd German companies,
for example, dgnificant tax savings can result from operating in the United States
through a partnership.

The main difference between a partnership and a branch is that a partnership,
by definition, hes multiple owners. Hence, it is posshie for a partnership to geddly
dlocate certain items of income or deduction between and among its partners.
It is not possible to goecidly adlocate the income or deductions of abranch.

1.4 US Taxation of Foreign Companies Doing Business
Through a Corporation

A foreign-based multinationa can form a domestic corporation under the lawvs
of any one of the US states. Domestic corporations (and not their foreégn parents)
are required to report their taxable income on a Form 1120 every year and pay tax
due thereon. Domestic corporations are subject to corporate income tax at rates
ranging from gpproximady 15% to 35%.

2. Distributions from a Branch, Partnership
or Corporation

2.1 General Consideration

Didributions by abranch, partnership or corporation to its owner, partner
or shareholder are potentidly subject to US withholding tax if the distribution
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is made out of earnings. To the extent the distribution is made by a branch or

a partnership, thetax isimposed under the US“branch profitstax” regime. To the
extent the distribution is made by a corporation, the tax isimposed under the
normal withholding rules. Thiswithholding tax isimposed on agross bess and the
rate can be as high as gpproximatdy 30% if no treaty isin place. Under certain
circumgances, induding the holding of various ownership levels, gpplicable tax
treaties will often reduce the withholding tax rate to about 5%, and more recent
tresties have even reduced the rate to 0%.

2.2 Limited Partnership Structure

Due to tax advantages, certain European businesses, for example, often select
alimited partnership structure when operating in the United States. For example,
a US limited partnership with a corporate genera partner can subgantidly reduce
combined US-German distributed profits taxation for its German individud
participants (whether or not they are resdent in the United States).

For the discussion below, Garmany istaken as an example. Theresults are Smilar
for busnesses from mogt other European jurisdictions:

The limited partnership generdly will be structured so that it will be trested

as a partnership for UStax purposes. A US or German entity controlled by the
limited partners of the limited partnership functions as the generd partner. The
primary benefit of the limited partnership structure from the German owners
viewpoint is the dimination of German taxation on the US busness profits via
goplication of the US-Garman income tax treety. Under the treety, German texable
income of a German resident individud or a German company does not include
certain items of income which, pursuant to the treaty, are not exempt from tax

by the United States. Income of a US permanent establishment of a German
individua or company qudlifies for this exemption from German income taxation.
Thus, under such astructure, the US business profits are generdly subject only

to US income taxation and can be distributed to the German partners without

an additional income tax in Germany. For reasons that are beyond the scope
of this Handbook, such a structure generdly is relevant only for closdly-hed
German companies, such asthose st up asaKommanditgesel I schaft in Germany.

A limited partnership structure aso can present an advantage over a US corporate
structure with repect to US busnesslosses, if any. The rdevant German taxpayer
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may elect to deduct US permanent establishment losses in Germany where they can
offset income from other sources. Generally, such losses would be recaptured only
as and to the extent that the US permanent establishment or any other US permanent
establishment of the German taxpayer earns profits in subsequent years.

The amount of US operation losses which can be deducted by a German resident
taxpayer in Germany is limited essentiadly to the capital he or she has paid in and
quite probably the loans he or she has made to the business. Thus, if the limited
partnership incurs losses in any year, its German limited partners should fund those
losses with capital contributions or loans so as to be able to obtain a German tax
deduction for them.

3. Sales of Branches, Partnership Interests, Shares
in a Corporation

The following discussion assumes that if a foreign corporation owns a US branch
or a partnership, that the branch or the partnership constitutes a taxable presence
in the United States and that the branch or partnership only owns assets physicaly
situated in the United States. If aforeign corporation owns a US branch and sells
that branch for a gain, the foreign corporation will be subject to US corporate
income tax on the gain. Similarly, if the foreign corporation sells a US partnership
interest at again, it will be subject to US corporate income tax on the gain.

Conversely, when a foreign corporation sells the stock of a domestic corporation,
no tax is generally imposed. The United States does not impose an income tax on
non-resident individuals or corporations when they dispose of stock of a domestic
corporation. The one exception to this rule is for domestic corporations that happen
to own a sgnificant amount (more than 50% by value) of real property (e.g., land
and buildings) physcaly situated in the United States.

4. Calculating Income of a Branch, Partnership or
Corporation

Normdly, the profit or loss of the branch, partnership or corporation will be measured
inUSdoallars. In computing income and deductions, US taxpayers generally must
use the accrual method of accounting, and are permitted to compute income on
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the bads of a cdendar year or afiscd year. A corporate taxpayer is normally required
to keep inventories whenever the production, purchase or sale of merchandise
is an income-producing factor in its business.

Asageneral rule, al ordinary and necessary business expenses may be deducted
in computing income subject to taxation. This general rule is subject to severd
limitations which, among other things, preclude a corporation from deducting
payments for fines, kickbacks, and expenses incurred to produce tax-exempt income.
There are ds0 ecid rules limiting deductions for travel and entertainment expenses
and charitable contributions.

A deduction may be taken for depreciation of assets, including intangible assets
like goodwill or going concern value, that are used in atrade or business. The rate
at which depreciation may be claimed differs depending on the property at issue.

5. Consolidated Returns

The United States does permit corporations to file consolidated returns. To be
eligible, a a minimum, one US corporation must own at least 80% of the voting
power and 80% of the value of alower-tier corporation. If a group of corporations
is eligible to file a consolidated return, the losses generated by one corporation can
be used to offset the profits of another corporation, subject to certain limitations
which are not addressed here. However, if the two US corporations are each owned
directly by the foreign parent, they cannot file a consolidated tax return. Thus,
it is typicaly beneficia for a foreign corporation that owns 80% or more of two

or more US corporations to own those corporations through a US holding corporation
that then files a consolidated return for the entire group.

Only corporations can file consolidated returns. Branches and partnerships generaly
cannot be part of a consolidated group of corporations. The one exception to this
ruleis for limited ligbility companies or state law partnerships that elect under US
law to be taxed as corporations. If the limited liability company or partnership
makes an election to be taxed as a corporation, then it can conceivably join with
other corporations to file a consolidated return.
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6. Rules for Related Party Transactions

The Internal Revenue Service, or IRS, is authorized to dlocate or apportion income,
deductions, or credits between or among related taxpayers whenever it is determined
that non-arm’s length dedling has distorted the income of any of them. Parties that
are under common control must therefore dedl with each other on a bads that achieves
the same economic results as if they were not under common control. Thus, when
a foreign-based multinational sells inventory to its corporate subsidiary in the
United States, it must do so at a price that reflects what an unrelated party would
pay, if the product were sold to that party on the same terms.

7. Tax Procedures and Administration

7.1 Filing of Returns by Taxpayers

A federal income tax return of a corporation must be filed within 2-1/2 months
after the end of its taxable year. Automatic extensions of the time alowed to file
such returns are routinely granted for up to three months.

7.2 Audit and Administrative Appeal Process — Litigation
Remedy

Not al UStax returns are audited. The IRS can spot-check returns or specific
issues. If the IRS has audited areturn, it issues areport of proposed changes.
Taxpayers who disagree with a change proposed by the IRS in their reported tax
ligbility are permitted to have an independent review of their case with aview

to disposing of the dispute before litigation. First, an aggrieved taxpayer is entitled
to appeal an adverse decision by the division that examines its return to a higher
level of authority within the IRS (usually a regional Appesls Office).

If amatter cannot be settled with the Appesls Office, a taxpayer is sent a formal
notice of deficiency and may obtain judicia review of the asserted deficiency by
filing a petition in the US Tax Court before paying the tax. Alternatively, if the
taxpayer pays the deficiency, it may still obtain judicial review of the matter by
suing for arefund in either the appropriate US federal district court or the US
Claims Court.
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7.3 Statute of Limitations

Assessment of any internal revenue tax must generally be made within a three-year
period beginning with the later of the date areturn isfiled or the date the return

is due. The tax generally must be assessed within the succeeding three-year period
after that date. This general period of limitations on assessments applies to interest
and penalties as well astax. If no return isfiled or if the return is fraudulent, there
is no statute of limitations on assessment and collection of the tax as well as interest
and penalties.
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APPENDIX A
US ACQUISITIONS CHECKLIST

Comment: This sample checklistis designed to provide a high-level overview
of the general matters typically addressed by legal counsel in the course of

an acquisition of a privately-held US corporation. Itis not by any means
comprehensive, and should be reviewed carefully to determine what additional
matters should be covered within the context of a given transaction in light

of the particular buyer, seller, target, industry and transaction structure,
among other factors. As with all sample documents, this document is not a
substitute for familiarity with applicable laws and market practice. It should

be reviewed carefully and customized before use.

1. Initial duediligence
(@ Prdiminary invedtigation of busness
() Fnendd datements
(i) Budness operdions
(b) Confidentidity agreement
(i) Acoessto information about target
(i) Confidentid trestment of target information
2. Regulatory considerations
(@ Foreign invesment goprovas
() CHUSIinvedigation: nationd security
(1) Notice requirements
(2) Invedigations and time limits
(i) Government regtrictions on non-US. ownership
(1) Defenss federd

(2) Baking and other finandd indtitutions. state
and federd

(3) Inwurance: date
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(4)
©)
(6)
(7)
(®)
)

Air and maritime transport: federd
Ownership of shipsand aircraft: federd
Communications and power: federd
Railroads date

Towing, sdvage, and dredging: federd
Fishing: federd

(10) Naurd resources. federd

(12) Agriculture: gtate

(12) Other red estate: date
(b) Other limitations and notices

() Hart-Scott-Rodino premerger notice

(i) Tekeover and public tender legidation

D)
2

Federd: Williams Act
State legidation

(iif) Other securitieslaw condderaions

D)

Proxy rules. merger

(2) SECregidration or exemption if shares or other

securities used as condderation

() Buk trandfers
(i) Noticeto creditors
(i) Other formdlities

Structuring the transaction

(@ Purchaseprice
(i) Sharesor other equity securities
(i) Cash or debt securities

(b) Choose acquidtion vehide
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(i) Non-US parent

(i) New or exiging locd subddiary
(1) Formditiesto establish new corporation or limited

ligbility compeny
(2) Time requirements for new corporation or limited
ligbility compeny
() Chooseform of acquidtion

(i) Share or membership interest acquidtion
(1) Smplicty
(2) Continuity of busness
(3) Contracts, permits, and tax attributes
(4) No trandfer taxes
(5 Asumedl lidhilities

(i) Ase acquistion
(1) Complexity
(2) Trander taxes
(3) No continuity of contracts, permits, or tax attributes
(4 Asumeonly transferred liabilities

(i) Merger
(1) Smplicity/complexity
(2) Some continuity of business, contracts, or permits
(3) Posdbly avoid trandfer taxes
(4) Asumedl lidhilities

4. Principal documentation
(@ Letter of intent

(i) Ouitline of transaction
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(i) No-shop (no overt solicitation of other buyers)

(iif) Accessto information

(iv) Confidentidity

(b) Acquidtion agreement

(i) Description of transaction
(1) Trander of assets, equity, or merger
(2) Price and payment terms
(3) Pricedlocaionsin asst trandfers
(4) Price adjusment

(i) Liabilities assumed in asst trandfers

(i) Representations and warranties (see Legd due diligence,
item 5, below)

(iv) Covenants
(1) Conduct of busness
(2 Noshop
(3) Confidentidity
(4) Senddill
(5) Consentsto assgnment and nonassignable contracts
(6) Future employment of key personnel

(v) Conditionsto dosng
(1) Representations true and covenants performed
(2) No adverse changein busness
(3) Rdaed agreements executed
(4) Legd opinions
(5) No litigation affedting transaction
(6) Government gpprovas (Hart-Scott-Rodino, etc.)
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(7) Other consents and gpprovas (materia contracts,
leases and licenses, 10oan agreements;, etc.)

(8) Trander or issuance of materia permits
(vi) Clodng (Seeitem 7 bow)
(vii) Indemnification
(1) Coverage
(2) Threshold or deductible amount
(3) Survivd of obligations (time limits)
(4) Source of funds (escrow, holdback)
(viii) Dispute resolution and governing law
(1) Arbitration/mediation/conciliation
(2) Choiceof forum
Other agreements
(i) Noncompetition agreement
(1) Patiescovered
(2) Scope(time, field, and geography)
(3) Legdity and enforceshility
(4) Taxdements
(i) Employment agreements
(1) Keyemployees
(2) Sling shareholders
(3) Taxdements
(iii) Leasssand licensss
(1) Nontranderable or nontransferred property
(2) Commingled property
(iv) Services agreement
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(1) Trangtion to permit target to achieve
sand-aone capability

(2) Essentid commingled services
(v) Paent or other guaranties
(vi) Ongoing supply or digtribution agreements
(vii) Escrow agreement(s)
(viii) Intellectua property agreement(s)

Conduct legal due diligence (Also ensure appropriate
coverage in the representations and warranties contained
in the acquisition agreement.)

(See Appendix B for a sample information request list.)

Organize acquisition vehicle

@

(b)

(©

(d)

Formdlities

() Resarvenamein rdevant dates

(i) Fle cetificate or articles

Capitd

(i) Prepare and execute share cartificates or LLC interest
certificates

(i) Enter shareissuance in record books

Management/corporation

(i) Hold organizationd mestings of shareholders and directors

(i) Adopt bylaws

(iif) Elect directors

(iv) Elet dfficars

(v) Autharize acguidtion and execution of acquisition documents

Management/limited liability company
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(i) Operating agreement
(i) Eect manager(9)
(i) Elect officers, if ay
Other organizationd matters
(i) Obtain taxpayer identification number
(i) Prepare minute books
(i) Qudify to do budnessin necessary dates

7. Closing
(@ Trander documents

()

(©

(d)

Baker & McKenzie

(i) Stock powers
(i) Deeds
(iii) Billsof de
(iv) Assgnments of agreements
(v) Assgnmentsof intangible assets
Payment
(i) Wiretrandersor cashie’s checks
(i) Promissory note
(iii) Escrow
Corporate formdities
(i) Shareholder/member and director gpprova
(i) Election of new directors
Other matters
(i) Redated agreements— obtain
(1) Noncompstition agreements
(2) Employment agreements
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(3) Lessssandlicenses
(4) Saviceagreements
(5) Escrow agreement
(i) Obtainlegd opinions
(iif) Update catificate or articles of incorporation, ensure

acquistion agreement representations are true and correct
asof dosng

(iv) Obtain cetified articles of incorporation or assodation and
good ganding certificates

(v) Obtain resignations of managers, officers or directors
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APPENDIX B
SAMPLE INFORMATION REQUEST

(short-form, acquisition of stock)

Comment: This sample document is an example of a starting point for drafting
an initial document request list to be provided to the target of a US private stock
acquisition transaction. (Inthe context of an assets acquisition transaction
more detailed provisions with respect to assets may be required.)

This sample is designed as an initial request, with the ability to follow up with
further inquiries. It is not by any means comprehensive, and should be
reviewed carefully to determine what additional matters should be covered
within the context of a particular transaction. For example, one additional
areathatis likely to require adjustment in the context of a particular
transaction is the time period covered by requests. In this sample, most such
time periods are set at five years, but they may need to be adjusted, for
example, to reflect the realities of the target’s records and staff and the
buyer’s interests and priorities.

As with all sample documents, this document is not a substitute for familiarity

with applicable laws and market practice. It should be reviewed carefully and
customized before use. Bear in mind that it does not address non-documentary
due diligence activities such as in-person interviews with management, customers,
vendors, and internal and external auditors, among other activities.

INITIAL INFORMATION REQUEST

In connection with the possible transaction under discussion, we would appreciate
your assistance in locating and assembling the documents and other information
described below for our review.To the extent that it would not be overly burdensome,
we would appreciate it if you could arrange to have the information sent by overnight
courier to us at:

—_— e —
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We are willing to review the balance of the information a [tar get name]’s
principa offices
Asyou compile the information, please kegp in mind the following:

1. Pease organize your responses in accordance with the numbering
on thislist.

2. Unlessthe context indicates otherwise, theterms “ contract” and
“agreament” dso include ay commitment, understanding, or other
consenaud obligation, whether written or oral. If any contract or
agreement hes not bean reduced to writing, please summarize the terms.

3. For ay requested documents, please include copies of dl amendments
and supplements.

4. If the Company or ay subdgdiary uses agandard form of arequested
contract (uch asaform of employment agreement) that has been
executed by a number of parties, then you only need to provide one
copy of the sandard form contract, dong with awritten summary of
the variant terms (such as sday, term, etc.) of the executed contracts.

5. If arequest isnot gpplicable, or if the Company and its subddiaries have
no information respondve to a request, please 0 state. If information
other than the type spedificaly requested would appear to fulfill the
purpose of the request, please provide the information together with
an explanation of how it relates to the request.

6. If you have dready provided a requested document to another
representative of [buyer name], pleese o indicate.

We do anticipate that, during the course of our due diligence review, we may need
to review additionad materiasthat thisinitid request does not describe.

If you have any questions or comments with repect to these requests, or if any
requests are overly burdensome, ingpplicable, immaterid, or irrdlevant, pleese cal

. Ja()_ - .
Thark you very much for your assgancein this matter.
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1. Organization and Corporate Records
11 Charter.The Compay'sand ay subddiaries charter documents
12 Bylaws.The Company’sand any subddiaries bylawvs

13 Minutes. Minutesof dl meetings of the Company’sand ay
subsdiaries board of directors, board committees, and
shareholders, induding any written consentsin lieu of amesting.

14 Historical documents. Documentetion relating to:

o dl agpects of theincorporation and initid organization of
the Company and any subsdiaries, including assgnments
and assumptions, and

e the Company's higoricd business activities, induding
acquidtions, restructurings, reorganizetions, digpogtions,
and repurchases.

15 Organization and divisions. Organizationd and ownership
charts or other information reaing to the Company and its
ubddiaries divisons joint ventures, and dl other entities directly
or indirectly afilisted with the Company.

16 Corporatemaintenance. All avalable good ganding and tax
datus certificates, dong with aligt of each other jurisdiction in
which the Company or any subddiary is qudified to do busness
or otherwise operates.

17 Shareholder communications. All reports, proxy statements,
and other communications to shareholders of the Company
or ay subddiary snce :

1.8 Stock records. A schedule of dl shares authorized, issued,
outganding, or hed in treasury, for each of the Company and its
subddiaries, dong with sock ledgers or books for the Compery
and itssubgdiaries. If any part of theissued sharesis unpaid,
providethe details.
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19 Securitiesagreements. All agreements rdding to the Company’s
and itssubddiaries securitiesto which the Company or any of
its ubgdiariesis a party. This incdludes sock option plans, forms
of sock option agreements, agreements to issue securities,
agreements to purchase or redeem securities, ESPPs, ock
bonus plans, phantom stock plans, and agreementsto register
securities with the SEC.

110 Shareholders and similar agreements. All agreements
to which the Company or any subsdiary is a party or of which
the Company has knowledge, relating to voting, digposition,
or acquistion of securities of the Company or any subddiary
or reating to any capita stock of the Company that hes been
pledged or is hdd in afidudary or nominee capacity.

1.11 Equity compensation. A schedule of al outstanding restricted
stock, options, and sock gppreciation rights, indicating whether
eachisan 130 or NQSO, aswdl asthe holder, exerciseprice,
schedule for exercise, and other terms.

112 Anti-takeover and change of control matters.All
documents relating to anti-takeover measures, including
shareholders rightsplans. All agreementsthat would be
adverdy dfected by the contemplated transaction or that
contain non-assignment or change of control provisons.

Financial Information

2.1 Financial statements. All annud and quarterly finandd
gatements for the pagt five years and the latest interim finencid
information available for the Company and its subsidiaries.

2.2 Budget and proj ections. Internd budgets, estimates, and
projections for the Company and its subsidiaries (induding
commentary on the assumptions made).

2.3 Inventory. Summary of inventory as of the most recent
practicable date.
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2.4 SG&A. Breskdown of sdling, generd, and adminidrative expenses
by divison and subsdiary.

2.5 Geographic breakdown. Bregkdoan of sdes, operating income,
and assets by country or region.

2.6 Product breakdown. Bregkdown of sdles, cogt of goods sold,
sdesexpense, marketing expense, and reseerch & development
expense by product.

2.7 Contingent liabilities. Detail of dl sgnificant contingent
lidhilities.

2.8 Off-balance sheet transactions. All contracts relating to,
and descriptions of, off-balance sheet transactions.

2.9 Proforma. Deall of any pro formabaance sheet lineitems.

2.10 Accountsreceivable. Deal of dl accounts and notesrecavable,
as of the mogt recent practicable date, induding aging information.

2.11 Currency. Detall of foreign currency adjusments.
2.12 Reserves. Detal of dl reserves.

2.13 Intra-company trade. Detall of trade between the Company
and its dfiliates for the ladt five years.

2.14 Capital expenditur es. Description of capitd expenditures for
the lagt five completed fiscd years and the current and upcoming
fiscd years (to date and budget), dong with a description of any
outstanding commitments for capitd expenditures in excess of
$ .

2.15 Operational reviewsand changes. Detal of any srategic
review, restructuring, reorganization, or mgor operationd
changes undertaken in the lagt five fiscd years or proposed.

2.16 Accounting changes. Detall of any changes in accountants
or acoounting policies, principles, and procedures during the lagt
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five fiscal years or any such changesthat are proposed.
Include any andyses or correspondence relating to the
sdection or gpplication of accounting policies.

2.17 Exceptional and non-recurring items. Detail of exceptiond
and nonrecurring items for the last five completed fiscd years,
the current fiscd year (budget), and the next fiscd year (forecast).

2.18 Analysis. Anandyss, for thelegt threefiscd years, of:
e turnover;
. contribution;
e operating profit or loss;
»  divisond costs,
*  prepad expenses
*  deferred income and expenses,
e depreciation palicy;
*  working capitd (on amonthly basis); ad
»  dividends

2.19 Controls. All materias esablishing or describing the Company’s
and its subsdiaries internal control over finendd reporting and
disclosure controls and procedures.

2.20 Correspondencewith accountants. All correspondence
from or to independent accountants within the past five years,
including al management |etters from accountants, dl reports
by accountants to management (including directors), dl audit
reports, and dl letters from the Company’s or ay subddiary’s
attorneys to accountants.

2.21 Servicesprovided by accountants. Description of dl
sarvices provided by any accounting or auditing firm to the
Company or any of its subddiaries during the lagt five years,
or that such a firm has been engaged to provide in the future.
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Include a description of any other rdlationships with any such
firm or its personne and a description of any interest in the
Company owned by any such firm or its dfiliates or personndl.

Accountsand financial assets. Lig of dl accounts of any
nature and any sdfe deposit boxes of the Company a ay bank
or other finandid indtitution and al other finandd assts of
the Company (indluding securities, instruments, and cash).

3. Real and Personal Property

31

3.2

3.3

34

Baker & McKenzie

Owned real property. Lig of dl red property owned (whether
or not currently owned) in whole or in part by the Company
and its pagt or present subsidiaries, together with the property’s
location and brief description, a description of al encumbrances,
and any gppraisa reports.

Leased real property. Lig of al red property leased (Wwhether
or not currently leased) in whole or in part by the Company
and its pastor present subsdiaries, together with the property’s
location and brief description and a summary of the lease date,
term, termination rights, renewd rights, and rent. All leases
relating to such red property and dl leases asto which the
Company or ay of itssubsdiariesisalessor.

Owned personal property. Lig of dl persond property
owned with avaue in excess of $ or thet is otherwise
material, induding adescription of al security interests and
encumbrances on that property. Indudeinventories, machinery,
equipment, toals, furniture, dffice equipment, computer hardware,
supplies, materias, vehides, fixtures, and other persond property.

L eased personal property. Lig of dl persond property
leasad or otherwise used without ownership with avaduein
exosssof $ or that is otherwise materia, together with
asummay of the extent of the Company’sright of use, leese
date, term, termination rights, renewd rights, and rent. Include
inventories, machinery, equipment, tools, furniture, office
equipment, computer hardware, supplies, materials, vehicles,
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35
3.6

3.7

fixtures, and other persond property. Provide dl leases relating
to such persond property and dl leases as to which the Company
or ay of itssubsdiariesis alessor.

Lien sear ches. Results of dl lien searches.

Agreements. All agreements that restrict or encumber red
or persond property owned by the Company or ay of its
subgdiaries, induding mortgages, deeds of trust, rights of firgt
offer or refusd, and security agreements.

Titleinsurance. All title insurance policiesfor properties
owned or leasad by the Company or any of its subddiaries.

Intellectual Property and Information

4.1

4.2

4.3

4.4

4.5

Schedule. A schedule of dl patents, trademarks, copyrights,
sarvice marks, and gpplications for any of the foregoing thet are
usad in the Company’s or any subgdiary’s busness or thet relate
to the Company’s or any subgdiary’s busness or name, indicating
those owned, those subject to adverse daims, jurisdictions of
registration, and regigration status.

Non-owned. A lig indicating each item on the above schedule
that is not owned by the Company or one of its wholly-owned
subddiaries or that isinvolved in adverse daims or litigation.
For each item listed, identify the owner of the item and provide
license or other roydty agreements.

Proprietary information. A description of trade secretsand
non-patented proprietary information, ong with dl related
contracts or other written documents.

Internet. A schedule of Internet websites and domain name
regigirations, identifying each domain name and induding the
registry, the date of regigtration, and the date of any renewds.
Agreements. All agreementsreaing to intellectud property,
incdluding licensing, technology sharing, use of technology or
information, disclosure of information, and confidentidity.
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Current and potential matters.A description of al
interference, infringement, or unfar competition matters, whether
current or potential. Incdlude copies of any communicationsto
or from third parties and any internd studies, rlating to the
vdidity, vaue, or infringement of patents, technology, trade
secrets, trademarks (including service marks), trade dress,
copyrights, software, and domain names.

Softwar e. A description of any software in which the Company
or ay subgdiary hasrights, whether as owner or licensee.

5. Contracts-General

51

52

53

54

55

56
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Standar d formsof agr eements. All gandard forms of
agreement that the Company or any subgdiary useswith
customers or suppliersin the ordinary course.

Warranties. Forms of dl warranty, rental, service, maintenance,
and support agreements provided by the Company or ay of its
subgdiaries, induding any devidions from sandard language.

Customers. A lig of dl cutomes who dnce
have accounted for or will acoount for & least [1%] of the Compeny's
consolidated revenuesin any [twelve-month] period.

Prospective customersand contr acts. All agreements
involving an amount in excess of $ to Al or supply
products or perform services. Copies of dl outstanding bids,
quotations, or tenders by the Company or any subddiary for
any contract that may involve the receipt of over $

in consideration.

Suppliers. All materid supply or requirements agreementsto
which the Compeny or any of its ubddiariesisaparty, and dll
agreements involving an amount in excess of $ for the
future purchese df, or payment for, supplies, products, or sarvices

Licensing, franchise, and conditional sales. All licenang
agreements, franchises, and conditiond sales agreements to which
the Company or any of its subddiariesisaparty.
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5.7 Sales, agency, franchise, dealer, and distribution. All
sdes, agency, franchise, dedler, and distribution agreements
and arrangements.

5.8 Strategicalliances. All joint venture, partnership, strategic
dliance, corporate partnering, and Smilar agreementsto which
the Company or any of its subddiariesisaparty.

5.9 Acquisitionsand dispositions. All sgnificant documents
relating to any acquistions or digpostions by the Company or
any of itssubgdiaries, induding any acquistion or digpostion of
corporate shares, companies, divisons, busnesses, or Sgnificant
assets, aswel asany mergers, consolidations, reorganizations, or
dmilar corporate transactions, other than purchases of goodsin
the ordinary course of business

5.10 Indemnity. All agreementsthat obligate the Company or any
subddiary to indemnify athird party or to be responsible for
conseguentid damages, where the potential obligation of the
Company or the subddiary is not inggnificant.

5.11 Noncompetition. All agreements (current or proposed) that
prohibit, limit, or restrain the Company or any subddiary from
engaging in or competing in ay busness activity.

5.12 Research and development. All agreements pertaining to
research and devel opment.

5.13 Other material agreements. All other current materid
agreements and arrangements between the Company (or any
subddiary) and any other party that involves the expenditure
or receipt of over $ of consideration.

6. Credit Facilities

6.1 Long- and short-term debt. A schedule of dl long- and
short-term debt, induding capitdized leases, guarantees and
other contingent obligations, and any anticipated changes to
the amounts outstanding.
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Debt documentation. All documents and agreements that
evidence borrowings (or borrowing availability) in excess of

$ , Whether secured or unsecured, by the Company

or itssubsdiariesThis indudes indentures, loan and credit
agreements, promisory notes, and other evidence of indebtedness
and guarantees.

Other financing documentation. All documents and
agreaments that evidence other finendng arrangementsin excess
of $ .Thisindudes sde and leasshack arrangements,
ingalment purchases, intra-group credit arrangements, and
agreements under which the Company is obligated as guarantor,
surety, co-Sgner, or endorser.

Correspondencewith lenders. All correspondence with

and reportsto lenders, other debt security holders, and trustees,
dnce , ,induding dl consents, notices,
or wavers of default from lenders and dl compliance certificates
or reports submitted by or on badf of the Compeny, its subddiaries
or its independent public accountants.

7. Insurance

7.1 Insurance. A lig of dl insurance policies and sdf-insurance

Baker & McKenzie

programs gpplicable to the Company and its subsidiaries, idertifying
as goplicable the type of coverage provided (for example,
“commercid generd lidbility insurance’), thebassonwhich
coverageis provided (for example, primary, excess, or excess
umbrella), the“named insured,” the policy number, the name
and address of the insurance carrier, the annud premium, the
palicy period, the lidbility limits, and daims recoveriesand
payoutsin the lagt five years. Provide copies of dl exiding
insurance policies ad rd ated documents, dong with adescription
of any sdf-insurance program, retrogpective premium program,
captive insurance program, or inter-group premium reémbursement
agreement in which the Company or ay of its subddiaries

has participated during the pagt five years.
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7.2 Analyses. All insurance-rdated andyses or reports, whether
prepared internaly or by consultants.

7.3 Directors and officers liability. Copiesof dl ligbility
insurance policies for directors and officars of the Company
or itssubgdiaries,

Taxes

8.1 Returnsandfilings. All federd, state, locd, and foreign tax
returns and filings (incdluding al schedules, gatements and
attachments thereto) of the Company and dl subsidiaries for
the lagt five years.

8.2 Lig of other jurisdictions. Lig of dl jurisdictions (whether
domedtic or foreign) in which the Company or any subgdiary
does not file tax returns, but in which it maintains an office,
agiock of goods, employees, or an agent who isaresident
of the jurisdiction in which the agent solicits orders.

8.3 Determination letters. All IRS determination | etters recaved
by the Company or any subgdiary.

8.4 Openyears.Lig of dl openyears(federd, state, locd, and
foreign) with respect to the Company and dl subddiaries

8.5 Auditsandreports. All federd, Sate, locd, and foreign audit
and revenue agents' reports and any natices of proposed or find
adjugment to the Company’s or any subddiary’ s tax ligbility
recaved in the lad five years.

8.6 Agreementswith taxing authorities. All agreements, ruling
requests, consents, el ections, waivers, settlement documents,
and correspondence filed or made during the lagt five years with
any federd, state, locd, or foreign taxing authority, induding any
agreements rdding to the statute of limitations.

8.7 Compliance. All documents relating to the Company’sand its
subsdiaries compliance with materia tax lavsand regulations.
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8.8 Schedules. Schedules of:

«  dl pending tax lighilities,

. tax bagsin asts;

o dl tax carry-over attributes (indluding net operating loss,
foreign tax credit, and capitdl loss carry-overs) and ay
limitations;

. tax-free transactions not disclosed on returns;

o trande pricing information;

. tax reserve cdculation; and

e deprecidion.

89 Tax sharing and other agreements. All tax indemnification,
tax sharing, or tax dlocation agreements involving the Company
or any subddiary and other members of an dfiliaed or unitary
group in fedt during the lagt five years (induding any joint venture
or other agreements thet have the dfedt of tax dlocation agreements),

gating how each agreement was carried out during the past
five years.

8.10 Opinions. All legd or accounting tax opinions received by the
Company or any subgdiary during the padt five cdendar years.

9. Management and Employee Matters

9.1 Officersand directors. Lig of officars and directors of the
Company and its subsdiaries.

9.2 Structure. Organizaiond chartsillugrating the Company's
management structure on a consolidated basis.

9.3 Employees. Biogrgphies of key employees of the Company
and itssubddiaries, and aligt of al employess and consultants,
indicating those who received compensation exceeding$
in thelagt fiscd year and, for dl employees with non-immigrant
work authorization, their current visa gatus and the vaidity
of that Satus.
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9.4

9.5

9.6

Employment and similar agreements. All employment,
consulting, change-of-control, or severance agreements to which
the Company or any subsidiary is a party or by which any of
them are bound.

Other agreements. All confidentiality or noncompetition
agreements to or by which any current shareholder, director,
officer, manager, employee, agent, or independent contractor
is a party or isbound (a) if the agreement pertains to or affects
the Company, the Company’s and its subsidiaries’ business, or
the performance of services for the Company or any subsidiary,
or (b) if the agreement is known to the Company.

Plans. Documents representing the following plans relating to
the Company or any subsidiary or affilisted company, along with
all correspondence with participants, beneficiaries, or regulators
relating thereto:

. any bonus, incentive compensation, profit sharing, retirement,
pension, group life insurance, death benefit, disability,
accident, cafeteria, health, major medica plan, medical
expense reimbursement, dependent care, Sck leave, holiday,
vacation, stock option, stock purchase, stock appreciation
right, stock bonus, employee stock ownership, savings,
consulting, deferred compensation, supplemental
unemployment benefit, welfare, sdlary continuation,
Severance pay or termination pay, change in control,
worker's compensation, or other employee benefit plan,
program, policy, arrangement, or understanding; or

. any plan, program or arrangement that is an “employee
pension benefit plan” or an “employee welfare benefit plan”
as defined in Section 3 of the Employee Retirement Income
Security Act of 1974.
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9.7 Other plan information. For each plan, program, policy,
arrangement or understanding listed in response to the
above question:

* aschedule of the employer and employee contributions,
premium payments, and other cogts;

. any actuaid report, finendd atement, or finendd summary;
. any IRS Form 5500 (or 5500-C or -R), 5310, or 5330;

e awyannud reports (PBGC Form 1), “reportable evert”
notices, or notices of intent to terminate a plan, filed
with the PBGC;

*  aw applicationsfor determination upon termination of
aplan filed with the IRS;

e asummary of damswith repect to disahility, severance
pay or termination pay, changein control, or worker's
compensdtion plans or policies; and

o aligof “multiemployer plans’ within the meaning of
ERISA §3(37).

9.8 Caoallectivebargaining. Any collective bargaining agreements
and codes of practice relating to any labor union or other
representative body of employees, to which the Company
or ay of itsubddiariesis a party.

9.9 Redundancy. Ddalls of any redundancy arrangements gpplied
by the Company or any subddiary and the estimated cost of

any redundancy plans. A lig of dl employees made redundant
or digmissed in the lagt 12 months or any employees made
redundant or diamissad before thet date in respect of which any
damisdill outstanding (including a summary of dl claims).

9.10 Immigration. Description or copies of the Company’sand
itssubgdiaries immigration compliance procedures.
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9.11 Code of conduct. All codes of ethics or conduct mantained

by the Company and its subsdiaries, with adescription of dl
waivers therefrom during the lagt five years.

10. Environmental, Health, and Safety Matters
10.1 Hazardousitems. Lig of dl hazardous substances (including

any hazardous, toxic, radioactive, or infectious substance, materid,
pollutant, contaminant, or waste, as defined or listed under any
environmentd law) that have been or are used, stored, generated,
treated, handled, rdeasad, or digposed of (induding off-gte digposdl)
by the Company or any subsdiary.

10.2 Permits. All permits, licenses, registrations, notices, gpprovas,

certifications, contingency plans, certificates of destruction, and
other authorizations of the Company or any subddiary relating
to any environmental law.

10.3 Company reports. All interna reports (or avalable reports

prepared by third parties) concerning environmenta matters
relding to current or former properties of the Company or ay
of itscurrent or former subgdiaries. Indude emisson monitoring
and sampling test results and any other laboratory andyss or
results, induding any boring logs.

10.4 EPA and similar documents. All satements or reports given

by the Company or any subgdiary to the federd Environmenta
Protection Agency or any State or foreign department of
environmentd regulation or Smilar regulatory entity. All notices,
complaints, suits, or Smilar documents sent to, received by,

or served upon the Company or any subsdiary by the federd
Environmenta Protection Agency or any state or foreign
department of environmentd regulaion or gmilar regulaory entity.

10.5 Disposal facilities. Description of al wells, above-ground

or underground storage tanks, digposd pits, landfills, surface
impoundments, or other waste digposdl fadlities thet the
Compeny or any subddiary has used or isusng to store or
dispose of hazardous subgtances or petroleum products.
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10.6 Auditsand reports. All environmenta audits undertaken
by or in the possesson of the Company or any subgdiary, ad
ay assessments, reports, or andyses for purposes of future
environmenta expenditures or liahilities or concerning compliance
with waste digposa regulaions (hazardous or otherwise).

10.7 Disposal of regulated substances. All contractsinvolving
the handling, treatment, storage, transportation, recycling,
reclamation, or digposd of any substance subject to regulation
under any law or regulation and used in, generated by,
or pertaining to the Company or any subddiary.

10.8 Health and safety.All materid ingpection reports, violations,
or notices relating to hedth or sofety matters.

10.9 Real property. A description of:

o dl prior usssof red property owned, used, or leasad by
the Company or any subgdiary, to the extent different then
the current use; and

o dl environmentd liens or superliens on property owned
or operated by the Company or any subgdiary.

11. TradeOperations

11.1 Imports. If the Company and its subsidiaries, taken together,
import in excess of $ annudly in merchandise or
materids from outside the United States, a description of the
import process, procedures, safeguards, and dedlings with the
US Cugoms Service.

11.2 Exports. Lig dl countriesinto which the Company or any
subddiary sdls or provides products or services, dong with
the annud dollar levdls of sdesinto each country. Indude any
agreements and documents involving sdesto or dedings with
countries subject to comprehensive or limited US trade and
investment sanctions and a description of the export process,
procedures, sfeguards, and any gpplicable export controls.
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11.3 Foreign Corrupt PracticesAct. In connection with contracts
with foreign governments, foreign government entities, or foragn
Sate-owned or date-operaied enterprises (induding joint ventures),
al sdesrepresentative, commission agent, deder, and consultancy
agreements and arrangements.

12. Compliancewith Legal Requirements; Legal Proceedings;
Disputes

12.1 Correspondencewith regulators. All correspondence with,
reportsto, or filingswith:

*  the Securities and Exchange Commisson or any state or
foreign securities or “blue sky” regulatory authorities;

e a other regulaory authority that regulates any portion
of the Company's or any ubddiary’s business, and

e aoopy of the Compary’s mogt recent filing under the
Hart-Scott-Rodino Antitrust Improvements Act.

12.2 Orders. All orders, writs, judgments, injunctions, decrees, and
settlement or Smilar agreements, to which the Company or any of
itssubgdiariesisaparty or isbound.

12.3 Pending or threatened matters.A description of the current
datusof each action, arbitration, audit, examination, investigation,
hearing, litigation, claim, suit, adminigrative proceeding,
governmentd invetigation, or governmenta inquiry, whether
pending or threatened, afecting the Company or its subddiaries
or ay of their busnesses, assets, or operations.

12.4 Governmental violationsand infringements. All
correspondence, reports, notices, or filings related to any
dispute, dleged violation, or infringement by the Company
or any subddiary of (or otherwise relating to the status of the
Company’s or any subddiary’ s compliance with) any federd,
state, local, or foreign law or governmenta regulation, order,
or permit, including matters relating to:
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e egud employment opportunity;
. unfair labor practices,

*  bribery or corrupt practices,

e occupationd sfety and hedlth;
. antitrust;

* intelectud property; and

s  environment.

12.5 Permits. All governmental gpprovals, clearances, consents,

12.6

12.7

12.8

Baker & McKenzie

walvers, licenses, permits, registrations, certifications, and
other authorizations, that are held by or relate to the business,
assets, or securities of the Company or any subddiary.

Customer complaints. A schedule of the quantity of recdls
and customer complaints for each of the lagt five years, induding
an andydgs of the complaints, the corresponding resolutions, and
related annud costs.

Agreements and payments. Description of any ord or written
arrangements, providing copies of any written agreements, between
the Company and any officar or employee of any government

or ay governmenta department, agency, or insgrumentaity or
any entity owned or controlled by any such officer or employee.
Please provide information with respect to any payments meade
to any such personswithin the ladt five years.

Breachesor defaults. Lig of dl agreements of the Company
or any subddiary under which a breach or default has occurred
or isdamed to have occurred, describing the breach or default.
Include separatdy dl agreements for which consummeation of

the contemplated transaction would result in a. conflict, violation,
breach, defaullt, or right to withdraw, suspend, cancdl, terminate,
or madify the agreement.
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13. Relationshipswith Related Persons

14.

13.1 AgreementsAny agreaments with or pertaining to the Compery
or ay of its subddiaries and to which ay current or former
director, officer, shareholder, or dfilige of the Company is
aparty. Indude ay loan or transfer of assats between the
Company or any subgdiary and any of these persons.

13.2 Receivables and payables. All documents relating to any
recaivables from or payables to any director, officer, or shareholder,
or dfiligte of the Company.

13.3 Other transactions. All documents reling to any other
transaction between the Company or any of its subddiariesand
any director, officer, or shareholder, or dfiliate of the Company.

13.4 Conflicting inter ests and arrangements. Describe any
direct or indirect interest of any efiliae, shareholder, director,
officer, or other senior management of the Company in any
corporation or business that competes with, conducts any busness
dmilar to, or has any present (or contemplated) arrangement
or agreement with (whether as a cusomer or supplier)
the Companty or any subgdiary.

I nvestmentsand Transactions

14.1 Equity investments. All documents evidencing ownership of a
5% or more investment in any entity and information with
respect to any agreement to acquire a5% or more investment in
any entity by the Company or any subddiary.

14.2 Offering documents. All offering circulars, private placement
memoranda, syndication memoranda, or other securities placement
documents, prepared or used by the Company or any of its
subddiaries during the lagt five years.

14.3 Engagement letter s. Any engagement letters or contracts with
any finandd advisor, invesment banker, finder, busnessbroker,
or amilar sarvice provider pursuant to which there might be any
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obligaionsin any type of proposad transaction. A ligt of dl advisors
retained, induding fees payade to them and daims for payment,
and copies of dl related indemnification agreements.

15. Miscellaneous

15.1 Powers of attorney.All current powers of atorney held on
behdf of the Company or any subsdiary.

15.2 Businessdescriptions. All recent reports, studies, or andyses
regarding management, marketing, sales, or Smilar matters
relating to broad aspects of the Company’s or its subgdiaries
business, operations, products, or services.

15.3 Competitors. Providealig of the primary competitors of the
Company and its subsidiaries.

15.4 Brochures[and pricing infor mation]. Marketing ad
other descriptive brochures prepared within the past five years
regarding the Compeany or any subddiary or any of thelr products,
sarvices, or events. [Provide acurrent pricelig for dl products
and sarvices sold, licensed, or leasad by the Company or any
subsdiary.]

15.5 Pressreleases. All pressrdeasesissued by the Company or any
subddiary during the lagt five years and avalable press dippings
that refer to the Company or asubgdiary.

15.6 Analyses. Recent andyses of the Company (or the industry or
industries in which it operates) prepared by invesment bankers,
engineers, management consultants, accountants, or others.
Thisincludes marketing studies, credit reports, andys reports,
internal studies of the busness or industry, and other types of
reports (finandd or otherwise).

15.7 Consentsand notices. Lig a filings that the Company or
any stockholder or subsdiary must make, any notices that the
Company or any stockholder or subgdiary mugt give, and ay
goprovals, clearances, consents, retifications, waivers, permits,
or other authorizations that the Company or any sockholder or
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subsidiary must obtain prior to executing any agreements or
consummating or performing any transactions contemplated in
connection with the contemplated transaction.

15.8 Other.Any other document or information that, in your judgment,
is sgnificant with respect to the Company, its subsidiaries, or
any portion of their businesses or that should be considered and
reviewed in connection with assessing the Company’s and its
subsidiaries’ business and financia condition.
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BAKER & MCKENZIE OFFICES WORLDWIDE

Office phone numbers and addresses change from time to time. Please refer to
www.bakernet.com for current contact information.

ARGENTINA - BUENOSAIRES
Beker & McKenzie Sociedad Civil
Avenida Leandro N.Alem 1110,
Fso 13, 1001AAT BuenosAires,
Argentina

Telephone: +54 11 4310 2200;
5776 2300

Facsimile: +54 11 4310 2299;
5776 2399

AUSTRALIA - MELBOURNE
Baker & McKenzie

Levd 39 Ridto

525 Callins Street
Mebourne,Victoria 3000

Postal Address: GPO Box 2119T
Mebourne,Victoria 3001
Telephone: +61 3 9617 4200
Facsmile: +61 3 9614 2103

AUSTRALIA - SYDNEY
Baker & McKenzie

Levd 26, A.M.P. Centre

50 Bridge Street

Sydney, N.SW. 2000

Postal Address:

P.O. Bax R126, Royd Exchange
Sydney, NSW 2000
Médbourne,Victoria 3001
Telephone: +61 2 9225 0200
Facsimile: +61 29225 1595

Baker & McKenzie

AUSTRIA - VIENNA

Keres& Diwok Rechtsenwdte GmbH
Schubertring 2

Wien 1010 Audria

Telephone: +43 151 660
Facsimile: +43 151 660 60

AZERBAIJAN - BAKU

Bakea & McKeawzie- CIS, Limited
The Landmark Building

96 Nizami Street

Baku, Azerbaijan AZ10000
Telephone: +99 412 971 801
Facsimile: +99 412 971 805

BAHRAIN

Beker & McKenzie Limited
Al Sdam Tower, 6th Hoor
P.O. Bax 11981

Manama, Baran
Telephone: +97 3538800
Facsmile: +97 3533 379

BELGIUM - ANTWERP
Beker & McKenzie

Meir 24

2000 Antwerp, Bdgium
Telephone: +32 32134040
Facamile: +32 32134045
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BELGIUM - BRUSELS
Beker & McKenzie

Avenue Louise 149 Louizdaen
1050 Brusdls, Bdgium
Telephone: +32 2 639 3611
Facsimile: +32 2 639 3699

BELGIUM - ELC BRUSSELS
Beker & McKenzie

149 Avenue Louise

Seventh Hoor

1050 Brusdls, Bdgium
Telephone: +32 2 639 3766
Facsimile: +32 2538 7726

BRAZIL - BRASLIA

Trench, Ross e Waanabe - Advogados
SCN Q.04 - Blooo B - SHa503B
Centro Empressarid Vaig

70714 900 Brasilia, DF, Brazil
Telephone: +55 61 2102 5000
Facsimile: +5561 327 3274

BRAZIL - PORTO ALEGRE
Trench, Ross e Waanabe - Advogados
Avenida Borges de Medeiros,

2233 4° andar - Centro

90110 150 Porto Alegre, RS, Brazil
Telephone: +5551 3021 1900
Facsimile: +5551 3021 1901

BRAZIL - RIO DE JANEIRO
Trench, Ross e Waanabe - Advogados
Av. RioBranco, 1

19° andar, Setor B

Centro Empresarid Internationa Rio
20090 003 Rio de Janeiro, RJ, Brawil
Telephone: +55 21 2206 4900
Facsimile: +55 21 2206 4949
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BRAZIL - SAO PAULO

Trench, Ross e Watanabe - Advogedos
Av. Dr. Chucri Zaidan, 920,

13° andar, Market Place Tower |

04583 904, S0 Paulo, SP, Brawil
Telephone: +55 11 3048 6800
Facsimile: +55 11 5506 3455

CANADA - TORONTO

Bakea & McKezieLLP

BCE Pace

181 Bay Street, SLite 2100

P.O. Box 874

Toronto, Ontario M5J 2T 3 Canada
Telephone: +1 416 863 1221
Facsimile: +1 416 863 6275

CHILE - SANTIAGO

Cruzat, Ortlizar & MackennaLtda
NuevaTgama 481

Torre Norte, Ps0 21

Las Condes, Sartiago, Chile
Telephone: +56 2 367 7000
Facsimiles; +56 2 362 9875;
362 9876; 362 9877; 362 9878

CHINA - BEIJING

Baker & McKezieLLP

Suite 3401,ChinaWorld Tower 2
ChinaWorld Trade Center

1 Janguomerwa Dgie

Bajing 100004
Peoplé s Republic of China
Telephone: +86 10 6535 3800
Facsimile: +86 10 6505 2309;
65050378
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CHINA HONG KONG - SAR
Baker & McKenzie

14th Hoor, Hutchison House
10 Harcourt Road, Centra
Hong Kong AR

Telephone: +85 2 2846 1888
Facsimiles; +85 2 2845 0476;
2845 0487;2845 0490

CHINA - SHANGHAI
Beker & McKenzieLLP

Unit 1601, Jn Mao Tower,

88 Century Boulevard, Pudong
Shenghal 200121

People's Republic of China
Telephone: +86 21 5047 8558
Facsimile: +86 21 5047 0020

COLOMBIA - BOGOTA
Baker & McKezie Bogata
Avenida82 No. 10-62, 6th Hoor
Bogota, Colombia

Postal Address:

Apartado Aereo N0.3746
Bogota D.C., Colombia
Telephone: +57 1 634 1500;
644 9595

Facsmile: +57 1 376 2211

CZECH REPUBLIC - PRAGUE
Baker & McKenziev.o.s.

Praha City Center

Klimentska 46

110 02 Prague 1, Czech Republic
Telephone: +42 236 045 001
Facamile: +42 236 045 055

Baker & McKenzie

Baker & McKenzie Offices Worldwide

EGYPT - CAIRO

Hdmy, Hamza & Partners/

Beker & McKenzie

World Trade Center

1191 Cornich El Nil

Eighteenth Hoor

Cairo, Egypt

Telephone: +20 2579 1801 to 1806
Facsimile: +20 2 579 1808

ENGLAND - LONDON

Baker & McKenzieLLP

100 New Bridge Street

London ECAV 6JA, Engand
Telephone: +44 20 7919 1000
Facsamile: +44 20 7919 1999

FRANCE - PARIS

Baker & McKenzie SCP

32 avenueKléoer - BP 2112
75771 Paris Cedex 16, France
Telephone: +33 14417 5300
Facsamile: +33 14417 4575

GERMANY - BERLIN

Bakea & McKezieLLP
Friedrichstrasse 79-80

10117 Berlin, Germany
Telephone: +49 30 2038 7600
Facsimile: +49 30 2038 7699

GERMANY - DUSSELDORF
Bakea & McKezieLLP

Neuer Zallhof 2

40221 DusHdorf, Germany
Telephone: +49211 311160
Facsimile: +49211 31116199
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GERMANY - FRANKFURT
Bakea & McKenzieLLP
Bethmanndtrasse 50-54

60311 Frankfurt/Main, Germany
Telephone: +49 69 299 080
Facsimile: +49 69 299 08108

GERMANY - MUNICH
Bakea & McKenzieLLP
Theatinerstrase 23

80333 Munich, Germany
Telephone: +49 89 552 380
Facsimile: +49 89 552 381 99

HUNGARY - BUDAPEST
Martonyi és Kgta

Baker & McKezie Attorneysa Lav
Andrdssy Ut 102

1062 Budapest, Hungary
Telephone: +36 1 302 3330
Facamile: +361 302 3331

INDONESA - JAKARTA
Hadiputranto, Hadinoto & Partners
The Jekarta Stock Exchange Building
Tower I1, 21t Hoor

Sudirman Central Busness Didtrict
Jl. Jendrd Sudirman Kav.52-53
Jakarta 12190, Indonesa
Telephone: +62 21 515 5090;
5155091; 515 5092;515 5093
Facsimiles; +62 21 515 4840;
515 4845; 515 4850; 515 4855;
515 4860; 515 4865
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ITALY - BOLOGNA

Studio Bernini Asocido a
Beker & McKenzie
ViaMascardla, 94-96

40126 Bologna, Ity
Telephone: +39 51 240 788
Facsimile: +3951 240 131

ITALY - MILAN

Bakea & McKeazie Milano SIP
3 PazzaMeda

20121 Milan, Itdy
Telephone: +392 762 311
Facsimile: +39 2 762 31620

ITALY - ROME

Beker & McKenzie Rome SP
Videdi VillaMassimo, 57
00161 Rome, Ity
Telephone: +39 6 440 631
Facsimile: +39 6 440 63306

JAPAN - TOKYO

The Prudentia Tower, 11th Floor
13-10 Nagatacho 2-chome
Chiyodarku, Tokyo 100 0014
Postal Address: CPO Bax 1576
Tokyo 100 8694, Jgpen
Telephone: +81 35157 2700
Facsimile: +81 35157 2900

KAZAKHSTAN - ALMATY
Bakea & McKeawzie- CIS, Limited
Samd Towers, Samd-2, 14th Floor
97 Zholdashekov Stregt

Almaty, Kazakhgtan 050051
Telephone: +7 3272 509 945
Facsimile: +7 3272 509 579
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MALAYSA - KUALA LUMPUR
Wong & Partners

Levd 41 Suite A, MenaraMaxis
Kuda Lumpur City Centre

50088 Kuda Lumpur, Mdaysa
Telephone: +60 3 2055 1888
Facsimile: +60 3 2161 2919

MEXICO - CANCUN

Baker & McKenzie Abogedos S.C.
Edifido Gderias Infinity, Fiso 2
Av. Nichupté 19, Mza2 SM 19
77500 Cancin, Q. Roo, México
Telephone: +52 998 881 1970
Facsimile: +52 998 8381 1989

MEXICO - CHIHUAHUA
Baker & McKenzie Abogedos S.C.
Edificdo Punto Alto, P04
Av.Vdle Escondido 5500

Fracc. Desarrollo Bl Saucito
31125 Chihuahua, Chihuahua
Telephone: +52 614 180 1300
Facsimile: + 52 614 180 1329

MEXICO - GUADALAJARA
Baker & McKenzie Abogedos S.C.
Blvd. Puertade Hierro 5090
Fraccionamiento Puerta de Hierro
45110 Zapopan, Jdisco, México
Telephone: + 52 33 3848 5300
Facsimile: + 52 33 3848 5399
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MEXICO - JUAREZ

Baker & MaKenzie Abogados, S.C.
Edifico Baker & McKenzie, Fs0 2
P. T delaRepublica 3304,
Col.Partido Escobedo

32330 Juarez, Chihuahua

Postal Address: 6248 Edgemere,
#504

Bl Paso, Texas 79925

Telephone: +52 656 629 1300
Facsimile: +52 656 629 1399

MEXICO - MEXICO CITY
Beker & McKenzie, S.C.

Edificdo Sootiabank Inverlat, Piso 12
Blvd. M.Avila Camacho 1

Col. Pdlanco

11009 Mexico, D.F.

Telephone: +52 555279 2900
Facsimile: +52 555279 2999

MEXICO - MONTERREY

Baker & McKenzie Abogados, S.C.
Edifido Oficnas en d Parque

Torrel A0 10

Blvd. Antonio L. Rodriguez 1884 Pte.
Col. SataMaria

64650 Monterrey, Nuevo Ledn, México
Telephone: +52 81 8399 1300
Facsamile: +52 81 8399 1399
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MEXICO - TIJUANA

Baker & McKenzie Abogados, S.C.
Edificdo Centura, Piso 1

Blvd. AguaCdiente 10611

Col. Aviadon

22420 Tijuana, B.C. México

Pogtd Address; P.O. Bax 1205
ChulaVidga, Cdifornia91912-1205
Telephone: +52 664 633 4300
Facsimile: +52 664 633 4399

THE NETHERLANDS-
AMSTERDAM

Beker & McKenzie Amaterdam N.V.
Claude Dehussylaen 54

1082 MD Amgterdam, The Netherlands
Pogtd Address; P.O. Box 2720

1000 CS Amgterdam, The Netherlands
Telephone: + 31 20551 7555
Facsimile: + 31 20 626 7949

PHILIPPINES - MANILA
Beker & McKenzie

12th Hoor, Net One Center
26th Street Corner 3rd Avenue
Crescent Park West

Bonifado Globd City

Teguig, Metro Manila,
Philippines 1634

Pogd Address:

MCPO Box 1578

Makai City 1299, Philippines
Telephone: +632 8194700
Facsimiles; +63 2 816 0080,728 7777
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POLAND - WARSAW

Beker & McKenzie
Gruszezynski & Partners
Attorneysa Lawv LP

Rondo ONZ 1

00-124 Warsaw, Poland
Telephone: +48 22 576 3100
Facsimile: +48 22 576 3200

RUSSA - MOSCOW

Bakea & McKeawzie- CIS, Limited
SadovayaPlaza, 11th Hoor

7 Dolgorukovskaya Street
Mosoow, Russa 127006
Telephone: +7 495 787 2700
Facsimile: +7 495 787 2701

RUSSA - ST. PETERSBURG
Baker & McKenzie- CIS, Limited
57, Bdshaya Morskaya Street

St. Petersburg, Russia 190000
Telephone: +7 812 303 9000
Facsimile: +7 812 325 6013

SAUDI ARABIA - RIYADH
Baker & McKeanzie Guf Limited
Olayan Centre Tower 11

Al AhsaRoad

PO Bax 4288

Riyadh 11491, Saudi Arabia
Telephone: +966 1 291 5561
Facsmile: +966 1291 5571
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SNGAPORE

Bake & McKenzieWong & Leow
#2701 Millenia Tower

1 Temask Avenue

Sngapore 039192

Telephone: +65 6338 1888
Facsmile: +65 6337 5100

SPAIN - BARCELONA

Beker & McKenzie Barcdona S.L.
AvdaDiagond, 652

Edif. D, 8th floor

08034 Barcdona, Spain
Telephone: +34 93 206 0320
Facsimile: +34 93 205 4959

SPAIN - MADRID

Beker & McKenzie Madrid S.L.
Paseo dela Castdllana, 92
28046 Madrid, Spain
Telephone: +34 91 230 4500
Facsimile: +34 91 391 5149

SWEDEN - STOCKHOLM
Baker & McKenzie Advokatbyra
Linnegatan 18

P.O. Box 5719

SE - 11487 Stockholm, Siveden
Telephone: +46 8 5661 7700
Facamile: +46 8 5661 7799

SWITZERLAND - GENEVA
Baker & McKenzie Geneva
Chemin desVegas4

1208 Geneva, Switzerland
Telephone: +41 22 707 9800
Facamile: +4122 707 9801

Baker & McKenzie

Baker & McKenzie Offices Worldwide

SWITZERLAND - ZURICH
Beker & McKenzie Zurich
Zollikerdrasse 225

P.O. Bax 8034 Ziirich
Switzerland

Telephone: +411 384 1414
Facsimile: +411 384 1284

TAIWAN - TAIPEI

Beker & McKenzie

15th Hoor, Hung Ta Center
N0.168, Tun Hwa North Road
Tapd, Tawan 105

Telephone: +886 2 2712 6151
Facsimiles; +886 2 2716 9250;
2712 8292

THAILAND - BANGKOK
Beker & McKenzie Ltd.

25th Hoor, Abdulrahim Place
990 Rama |V Road

Bangkaok 10500, Thailand
Telephone: +66 2636 2000;
2636 2222

Facsimile: +66 2636 2111

UKRAINE - KYIV

Bakea & McKawzie- CIS, Limited
Renaissance Busness Center

24 Vorovskoho St.

Kyiv 01054, Ukraine
Telephone: +380 44 590 0101
Facsimile: +380 44 590 0110
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Baker & McKenzie Offices Worldwide

UNITED STATES- CHICAGO
Baker & McKenzieLLP

One Prudential Rlaza

130 Eag Randalph Drive
Chicago, Illinois 60601, US
Telephone: +1 312 861 8000
Facsimiles: +1 312 861 2899;
861 8080

UNITED STATES- DALLAS
Baker & McKenzieLLP

2300 Trammd| Crow Center
2001 Ross Avenue
DdlasTexas 75201, US
Telephone: +1 214 978 3000
Facsimile: +1 214 978 3099

UNITED STATES- HOUSTON
Bakea & McKenzieLLP

Pennzail Place, South Tower

711 Louidana, Suite 3400
Hougton, Texas 77002-2746, US
Telephone: +1 713 427 5000
Facsmile: +1 713 427 5099

UNITED STATES- MIAMI
Baker & McKenzieLLP
Médlon Fnendd Centre

1111 Brickdl Avenue

Suite 1700

Miami, Horida 33131, US
Telephone: +1 305 789 8900
Facamile: +1 305 789 8953
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UNITED STATES- NEW YORK
Baker & McKenzieLLP

1114 Avenue of the Americas
New York, New Yak 10036, US
Telephone: +1 212 626 4100
Facsimile: +1 212 310 1600

UNITED STATES- PALO ALTO
Beker & McKenzie LLP

660 Hangen Way

Pdo Alto, Cdifornia94304, US
Telephone: +1 650 856 2400
Facsimile: +1 650 856 9299

UNITED STATES- SAN DIEGO
Bakea & McKezieLLP

Twdfth Floor, 101Wes Broedway
S Diego, Cdifornia92101, US
Telephone: +1 619236 1441,
+1 800 786 1022

Facsimile: +1 619 236 0429

UNITED STATES-

SAN FRANCISCO

Bakea & McKezieLLP

Two Embarcadero Center
Eleventh Floor

San Francisco,
Cdifornia94111-3802, US
Telephone: +1 415 576 3000
Facsimile: +1 415 576 3099;
576 3098

Baker & McKenzie



Acquisitions and Doing Business in the United States

UNITED STATES-
WASHINGTON, D.C.

Beker & McKenzieLLP

815 Connecticut Avenue, NW
Waghington, D.C. 20006-4078, US
Telephone: +1 202 452 7000
Facamile: +1 202 452 7074

VENEZUELA - CARACAS
Beker & McKenzie SC

Torre Edicampo, PH

Avenida Frandisco de Miranda
Cruce con AvenidaDd Parque
Urbanizacion Campo Alegre,
Caracas 1060

Pogd Address; PO Box 1286
Caacas 1010-A Venezuda
USMalling Address:

Baker & McKenzie

M-287, Jet Cargo I nternationd
P.O. Box 020010

Miami, Horida33102-0010, USA:
Telephone: +58212 276 5111,
2765112

Facsimiles; +58 212 264 1532;
264 1637

VENEZUELA - VALENCIA

Beker & McKenzie SC

Edificio Torre Venezuda, Po No.4
Av. Bdlivar cruce con Cdle 154
(Misad Delgado)

Urbanizacion LaAlegria

Pogtd Address; PO Box 1155
Vdenda, Esado Carabobo,Venezuda
Telephone: +58 241 824 8711
Facsimile: +58 241 824 6166

Baker & McKenzie

Baker & McKenzie Offices Worldwide

VIETNAM - HANOI

Bakea & McKezieLLP

13th Hoor,Vietcombank Tower

198 Tran Quang Khai Street

Hoan Kiem Didtrict

Hanoi, Soddig Republic of Vietnam
Telephone: +84 4 825 1428;

825 1429; 825 1430

Facsimile: +84 4 825 1432

VIETNAM - HO CHI MINH CITY
Bakea & McKezieLLP

12th Floor, Saigon Towver

29 Le Duan Blvd.

Didrict 1, Ho Chi Minh City

Soddig Republic of Vietnam
Telephone: +84 8 829 5585;
8295601; 829 5602

Facsimile: +84 8 829 5618
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