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By Elliot J. Feldman
Mergers & Acquisitions in The United States: A Practical Guide For
Non-U.S. Buyers is a comprehensive examination of legal concerns for
non-U.S. decision-makers contemplating investments in the United
States. Thirty-three BakerHostetler LLP lawyers have collaborated to provide practical advice in the post-9/11 world of heightened national security and more vigilant market regulation—based on their experiences with
clients, contracts, courts, negotiations, arbitrations, and tribunals, governments and private parties, corporations and individuals—for making and
papering deals; maximizing revenues by minimizing taxes; exploiting
international treaties; diligently assessing the assets and liabilities, risks
and rewards of potential deals; and overcoming obstacles perceived to be
peculiarly American, such as products liability, Sarbanes-Oxley, FINSA
and CFIUS, FCPA, export controls, and OFAC. They advise on deals that
may require importing or exporting goods, and moving personnel in and
out of the United States. They emphasize where being foreign makes a
difference in U.S. law.

Highlights of the 2014 Supplement
The 2014 Supplement includes an entirely new chapter in the treatise section on perceived obstacles to a deal, in addition to other substantive
updates described below:
•

In Environmental Law, Robert N. Steinwurtzel and Thomas E.
Hogan describe, explain, and analyze environmental law in the
United States, acknowledging that respect for it can protect
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investors from liabilities but its requirements can be onerous and
expensive. They explain the relationship between federal and state
law governing environmental obligations, responsibilities, and
liabilities, and advise on how new investors can protect themselves
and their investments. An appendix lists key elements for due diligence on environmental issues. See new Chapter 13A.
•

The revised Preface notes changes in the national security environment, particularly with reference to CFIUS, and political developments since the 2012 elections.

•

Chapter 1, the Introduction to the treatise, situates Environmental
Law as a potential obstacle for investors, but also as a collection of
due diligence concerns.

•

Chapter 7 updates FATCA and its implementation, including a discussion of cooperation between the Internal Revenue Service of the
United States and tax authorities in foreign countries. The chapter
updates deadlines for certain tax filings, capital gains rates, income
tax, and withholding rates.

•

Chapter 9 reports on the increased activity of the Wage and Hour
Division of the U.S. Department of Labor, and on the confirmation
of five new members of the National Labor Relations Board, the
first full complement in ten years. It also adds a short section on
the rapidly evolving impact of religious conscience on the acceptable conduct of employers and employees.

•

Chapter 11 updates the threshold requirements for Hart-ScottRodino (“HSR”) tests in antitrust reviews.

•

Chapter 13 reports on the Supreme Court decision, Comcast Corp.
v. Behrend, 133 S. Ct. 1426 (2013), and its impact on class actions.
The supplement takes note of the rare occasions when punitive
damages are awarded, but further notes how unlimited those damages can be. Two very high profile cases are reported—an alleged
defect in the braking system of Toyota automobiles and the BP oil
spill in the Gulf of Mexico—in which criminal penalties were
avoided through settlements.

•

Chapter 14 reports on the first presidential intervention since the
implementation of FINSA, the Ralls case of Chinese wind farms in
Oregon.

•

Chapter 15 draws from the recent experiences of the Ralls case in
Oregon and the Shuanghui acquisition of Smithfield Foods to
advise on a possible CFIUS shift in tenor if not practice.

•

Chapter 18 reports on on-going rule making for an overhaul of
export controls, and provides new case studies under “Penalties and
Recent Enforcement Actions,” particularly the 2012 case involving
military aircraft and Venezuela, and the 2013 cybersting of a Chinese national. The supplement includes an update on the Iran
embargo, specifically new legislation and Executive Orders, and an
FCPA Enforcement Action arising from the French oil company,
Total, S.A., and its dealings in Iran. Finally, there are updates to
Appendix 18-C and Appendix 18-D.

The Index has been updated to reflect all the changes to the text.
11/13
For questions concerning this shipment, billing, or other customer service
matters, call our Customer Service Department at 1-800-234-1660.
For toll-free ordering, please call 1-800-638-8437.
Copyright © 2014 CCH Incorporated. All Rights Reserved.

MERGERS & ACQUISITIONS IN THE UNITED STATES
A PRACTICAL GUIDE FOR NON-U.S. BUYERS
TAB CARD FILING INSTRUCTIONS
Included with your book are tab cards that should be placed within this volume
as follows:
Check as
done:
❑
❑
❑
❑
❑
❑

Insert tab card:

Before page:

Part I: Deal Making
Part II: Structuring the Deal:
Taxes and Treaties
Part III: Due Diligence and
Valuing the Deal
Part IV: Perceived Obstacles
to Deals in the U.S.
Part V: Post-9/11 and New
Conditions
Index

Part Page I
Part Page II
Part Page III
Part Page IV
Part Page V
I-1

When you have finished filing your tab cards, please place these instructions
immediately inside the cover of your book.
10/10

Law & Business
9780735594128

MERGERS &
ACQUISITIONS IN
THE UNITED STATES
A Practical Guide for
Non-U.S. Buyers
ELLIOT J. FELDMAN

2014 SUPPLEMENT

This publication is designed to provide accurate and authoritative information in regard to the subject
matter covered. It is sold with the understanding that the publisher and the author(s) are not engaged
in rendering legal, accounting, or other professional services. If legal advice or other professional
assistance is required, the services of a competent professional should be sought.
—From a Declaration of Principles jointly adopted by
a Committee of the American Bar Association and
a Committee of Publishers and Associations
Copyright © 2014, 2013-2011 CCH Incorporated. All Rights Reserved.
No part of this publication may be reproduced or transmitted in any form or by any means, including
electronic, mechanical, photocopying, recording, or utilized by any information storage or retrieval
system, without written permission from the publisher. For information about permissions or to
request permissions online, visit us at www.aspenpublishers.com/licensing/default.aspx, or a written
request may be faxed to our permissions department at 212-771-0803.
Published by Wolters Kluwer Law & Business in New York.
Wolters Kluwer Law & Business serves customers worldwide with CCH, Aspen Publishers and
Kluwer Law International products.
Printed in the United States of America
1234567890
Library of Congress Cataloging-in-Publication Data
Feldman, Elliot J.
Mergers & acquisitions in the United States : a practical guide for non-U.S. buyers / Elliot J. Feldman.
p. cm.
Includes bibliographical references and index.
ISBN 978-0-7355-9412-8 (alk. paper)
1. Consolidation and merger of corporations—Law and legislation—United States. 2. Investments,
Foreign—Law and legislation—United States. 3. Business enterprises, Foreign—Law and
legislation—United States. I. Title. II. Title: Mergers and acquisitions in the United States.
KF1477.F34 2011
346.73’06626—dc22
2010034327

2014 SUPPLEMENT

About Wolters Kluwer Law & Business
Wolters Kluwer Law & Business is a leading global provider of intelligent
information and digital solutions for legal and business professionals in key specialty
areas, and respected educational resources for professors and law students. Wolters
Kluwer Law & Business connects legal and business professionals as well as those
in the education market with timely, specialized authoritative content and
information-enabled solutions to support success through productivity, accuracy and
mobility.
Serving customers worldwide, Wolters Kluwer Law & Business products include those
under the Aspen Publishers, CCH, Kluwer Law International, Loislaw, ftwilliam.com
and MediRegs family of products.
CCH products have been a trusted resource since 1913, and are highly regarded
resources for legal, securities, antitrust and trade regulation, government contracting,
banking, pension, payroll, employment and labor, and healthcare reimbursement and
compliance professionals.
Aspen Publishers products provide essential information to attorneys, business
professionals and law students. Written by preeminent authorities, the product line
offers analytical and practical information in a range of specialty practice areas from
securities law and intellectual property to mergers and acquisitions and pension/
benefits. Aspen’s trusted legal education resources provide professors and students
with high-quality, up-to-date and effective resources for successful instruction and
study in all areas of the law.
Kluwer Law International products provide the global business community with reliable international legal information in English. Legal practitioners, corporate counsel
and business executives around the world rely on Kluwer Law journals, looseleafs,
books, and electronic products for comprehensive information in many areas of
international legal practice.
Loislaw is a comprehensive online legal research product providing legal content to
law firm practitioners of various specializations. Loislaw provides attorneys with the
ability to quickly and efficiently find the necessary legal information they need, when
and where they need it, by facilitating access to primary law as well as state-specific
law, records, forms and treatises.
ftwilliam.com offers employee benefits professionals the highest quality plan
documents (retirement, welfare and non-qualified) and government forms (5500/
PBGC, 1099 and IRS) software at highly competitive prices.
MediRegs products provide integrated health care compliance content and software
solutions for professionals in healthcare, higher education and life sciences, including
professionals in accounting, law and consulting.
Wolters Kluwer Law & Business, a division of Wolters Kluwer, is headquartered in
New York. Wolters Kluwer is a market-leading global information services company
focused on professionals.

2014 SUPPLEMENT

WOLTERS KLUWER LAW & BUSINESS
SUPPLEMENT NOTICE
This product is updated on a periodic basis with supplements to reflect
important changes in the subject matter. If you have purchased this
product directly from Wolters Kluwer Law & Business, we have already
recorded your subscription for the update service.
If, however, you purchased this product from a bookstore and wish
to receive future updates and revised or related volumes billed separately
with a 30-day examination review, please contact our Customer Service
Department at 1-800-234-1660 or send your name, company name (if
applicable), address, and the title of the product to:
Wolters Kluwer Law & Business
Distribution Center
7201 McKinney Circle
Frederick, MD 21704

Important Contact Information
• To order any title, go to www.aspenpublishers.com or call
1-800-638-8437.
• To reinstate your manual update service, call 1-800-638-8437.
• To contact Customer Service, e-mail customer.service@wolterskluwer
.com, call 1-800-234-1660, fax 1-800-901-9075, or mail correspondence
to: Order Department—Aspen Publishers, Wolters Kluwer Law &
Business, PO Box 990, Frederick, MD 21705.
• To review your account history or pay an invoice online, visit
www.aspenpublishers.com/payinvoices.

2014 SUPPLEMENT

To Lee Ellis, an inspiration and faithful
colleague and friend

2014 SUPPLEMENT

CONTENTS
A complete table of contents for each chapter is included at the
beginning of the chapter
Preface
About the Editor and Contributors
Acknowledgments
Chapter 1
INTRODUCTION: THE UNITED STATES REMAINS
OPEN FOR BUSINESS
Elliot J. Feldman
§ 1.01
§ 1.02
§ 1.03
§ 1.04
§ 1.05

The Post-9/11 World
Caveat Lector
Treatise Organization
Themes Throughout the Treatise
The United States Wants Your Business, Even if It Does Not
Always Seem That Way

Part I
DEAL MAKING
Chapter 2
TYPES OF ACQUISITIONS AND MERGERS: THE PROCESS
AND THE PLAYERS
Ronald A. Stepanovic
§ 2.01
§ 2.02
§ 2.03
§ 2.04
§ 2.05
§ 2.06
§ 2.07

Executive Summary
Acquisition and Merger Structures
Considerations Affecting Choice of Transaction Structure
The Acquisition Process
M&A Practice Tips
Sourcing Transactions in the United States: M&A Intermediaries
M&A Advisors and Their Roles in the Acquisition Process

vii

2014 SUPPLEMENT

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS
Appendix 2-A
Appendix 2-B
Appendix 2-C

Sample Confidentiality Agreement
Sample Letter of Intent—Stock Purchase
Sample Legal Due Diligence Checklist

Chapter 2A
DEBT FINANCING AN ACQUISITION
Phillip M. Callesen
§ 2A.01
§ 2A.02
§ 2A.03
§ 2A.04
§ 2A.05
§ 2A.06
Appendix

Executive Summary
Defining Terms
Types of Debt
Sources of Debt Financing
Financing Process
Operating a Business Subject to a Loan
2A-A Sample Collateral Questionnaire

Chapter 3
ACQUISITIONS: DOCUMENTATION, APPROVALS, AND
LITIGATION RISKS
Robert A. Weible
§ 3.01
§ 3.02
§ 3.03
§ 3.04
§ 3.05
§ 3.06
§ 3.07

Executive Summary
Documentation—Purposes and Preparation for Drafting
Forms of Documents and Business Structure
Purchase Agreement Features and Highlights
Ancillary Agreements
Transaction Approvals
Litigation Risks

Chapter 4
THE ALTERNATIVE DISPUTE RESOLUTION CLAUSE
IS NOT BOILERPLATE
Margaret Rosenthal and Dawn Kennedy
§ 4.01
§ 4.02
§ 4.03
§ 4.04
§ 4.05

Executive Summary
Overview
Choosing an Alternative Dispute Resolution Procedure
The Alternative Dispute Resolution Contract Provision
Conclusion

Chapter 5
WHAT IS DIFFERENT WHEN THE ACQUIRER IS FOREIGN?
Christoph Lange
§ 5.01
§ 5.02

Executive Summary
Structure, Procedure, and Execution

2014 SUPPLEMENT

viii

CONTENTS
§ 5.03
Specifics of the Acquisition Agreement
§ 5.04
The Closing of a Transaction and Post-Closing Matters
Appendix 5-A Sample Earn-Out Provision
Part II
STRUCTURING THE DEAL: TAXES AND TREATIES
Chapter 6
DOMESTIC TAX ISSUES
Jeffrey Paravano and John R. Lehrer II
§ 6.01
§ 6.02
§ 6.03
§ 6.04
§ 6.05
Appendix

Executive Summary
General Overview of U.S. Income Tax System
Corporate Life Cycle—Key Tax Provisions
Partnership Life Cycle—Key Tax Provisions
Other Key Tax Provisions/Considerations
6-A Tax Due Diligence Checklist

Chapter 7
THE U.S. INTERNATIONAL TAX REGIME
Paul M. Schmidt and Michael W. Nydegger
§ 7.01
§ 7.02
§ 7.03
§ 7.04

Executive Summary
The U.S. International Taxation Regime: General Considerations
U.S. International Taxation of Foreign Investors
Acquiring U.S. Corporations with Foreign Subsidiaries (“Outbound
Taxation”)
§ 7.05
U.S. Transfer Pricing Regime
§ 7.06
Acquisition Considerations
Appendix 7-A Current U.S. Income Tax Rates and Withholding Rates
Chapter 8
INTERNATIONAL TREATY PROTECTIONS FOR FOREIGN
INVESTMENT IN THE UNITED STATES
Michael S. Snarr
§ 8.01
§ 8.02
§ 8.03

Executive Summary
Introduction
U.S. Bilateral Investment Treaties and Free Trade Agreements
Protect Foreign Investment in the United States
§ 8.04
Applicability of BITs to CFIUS Reviews
Appendix 8-A U.S. Model BIT

ix

2014 SUPPLEMENT

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS
Part III
DUE DILIGENCE AND VALUING THE DEAL
Chapter 9
LABOR AND EMPLOYMENT LAW: WHAT FOREIGN
INVESTORS NEED TO KNOW
Marc A. Antonetti, Terry Connerton, and
David A. Grant
§ 9.01
§ 9.02
§ 9.03
§ 9.04

Executive Summary
Employment Law
Labor Law Considerations
Employee Benefit Issues in Foreign Acquisitions of U.S.
Companies
§ 9.05
Conclusion
Appendix 9-A Due Diligence Checklist for Labor and Employee Benefits
Chapter 10
INTELLECTUAL PROPERTY
Kenneth J. Sheehan, Mark H. Tidman with Stephen S. Fabry,
Phong D. Nguyen, A. Neal Seth, and Monica S. Verma
§ 10.01
§ 10.02
§ 10.03
§ 10.04
§ 10.05
§ 10.06

Executive Summary
General Overview of Intellectual Property
Intellectual Property Due Diligence
Structuring Intellectual Property Transfer Provisions
Comparative Analysis Between U.S. and Foreign Patent Law
Conclusion: The United States and the World

Chapter 10A
DOING BUSINESS WITH THE U.S. GOVERNMENT: BEING
FOREIGN MAKES A DIFFERENCE
Hilary S. Cairnie
§ 10A.01
§ 10A.02
§ 10A.03
§ 10A.04
§ 10A.05
§ 10A.06
§ 10A.07
§ 10A.08
§ 10A.09

Executive Summary
Federal Statutes, Regulations, Guidelines
Types of Government Programs
U.S. Procurement and International Trade Laws: Domestic
Preferences Under WTO GPA
Overview of Law Governing U.S. Procurement Process
Intellectual Property Considerations in Public Contracts
Cost Accounting Standards
Subcontracting Considerations
Classified Programs

2014 SUPPLEMENT

x

CONTENTS
§ 10A.10 Understanding the Seller’s Contract Portfolio
§ 10A.11 Enforcement Actions, Forums, and Authorities
§ 10A.12 Conclusion
Part IV
PERCEIVED OBSTACLES TO DEALS IN THE U.S.
Chapter 11
ANTITRUST ISSUES IN ACQUISITIONS
Lee H. Simowitz
§ 11.01
§ 11.02
§ 11.03
§ 11.04
§ 11.05
§ 11.06
§ 11.07

Executive Summary
Introduction—General Legal and Economic Standards
Antitrust Principles Applied to Mergers and
Acquisitions—Standards for Identifying Possible Antitrust Issues
Antitrust Enforcement Procedures
Premerger Notification Procedures as Applied to Non-U.S.
Acquirers
Litigation Procedures in Merger and Acquisition Cases
Conclusion—Antitrust Issues in Acquisition Planning

Chapter 12
SARBANES-OXLEY: PRACTICAL ISSUES IN POTENTIAL
MERGERS AND ACQUISITIONS OF PUBLICLY TRADED
COMPANIES ON U.S. EXCHANGES
Michael G. Oxley and Peggy A. Peterson
§ 12.01
§ 12.02
§ 12.03
§ 12.04
§ 12.05
§ 12.06

Executive Summary
The Purpose and Achievements of Sarbanes-Oxley
The Crisis to Which SOX Responded
Accountability and Transparency
Sarbanes-Oxley Sections with Requirements for Issuers and
Implications for Merger/Acquisition Transactions
SOX—A Decade Later

Chapter 13
THE U.S. JUSTICE SYSTEM AND PRODUCTS LIABILITY LAW
James V. Etscorn and Trevor M. Stanley
§ 13.01
§ 13.02
§ 13.03
§ 13.04
§ 13.05
§ 13.06

Executive Summary
Introduction
The United States Legal Framework
Products Liability Defect Claims
Theories of Recovery
Products Liability Insurance

xi

2014 SUPPLEMENT

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS
§ 13.07
§ 13.08
§ 13.09

Products Liability Reform
Lessons to Be Learned from Other International Companies
Conclusion

Chapter 13A
ENVIRONMENTAL LAW
Robert N. Steinwurtzel and Thomas E. Hogan
§ 13A.01
§ 13A.02
§ 13A.03
§ 13A.04
§ 13A.05
Appendix
Appendix

Executive Summary
Sources of Environmental Law
Potential Liabilities Associated with Real Property
Potential Liabilities Associated with Facility Operations
Strategies for Limiting Environmental Liabilities
13A-A Glossary of Environmental Law Terms
13A-B Examples of Information That Buyers May Wish to
Request From Sellers as Part of Environmental Due
Diligence

Part V
POST-9/11 AND NEW CONDITIONS
Chapter 14
NATIONAL SECURITY REVIEW OF ACQUISITIONS BY
FOREIGNERS
John J. Burke
§ 14.01
§ 14.02
§ 14.03
§ 14.04

Executive Summary
Overview of National Security Reviews
The Dubai Ports World Controversy
Brief History of U.S. Regulation of Foreign Investment for
National Security Reasons
§ 14.05
Transactions Subject to National Security Reviews
§ 14.06
The CFIUS Process
§ 14.07
Public and Congressional Relations Campaigns
§ 14.08
The United States Is Open to Foreign Investment, but Pay
Attention to National Security Concerns
Appendix 14-A Required Contents of a CFIUS Voluntary Notice (31 C.F.R.
§800.402)

2014 SUPPLEMENT

xii

CONTENTS
Chapter 15
MANAGING THE SEPARATE REGULATORY AND POLITICAL
PROCESSES FOR INVESTMENT IN THE UNITED STATES
Michael G. Oxley and Peggy A. Peterson
§ 15.01
§ 15.02
§ 15.03
§ 15.04
§ 15.05
§ 15.06
§ 15.07
§ 15.08
§ 15.09

Executive Summary
Foreign Investment Is Welcomed in the United States
Dubai Ports World: What Went Wrong
Achieving Long-Term Investment Project Success
Presenting the Plan to CFIUS
Presenting the Plan to Congress and Other Public Officials
If DPW Were to Be Reconsidered Under FINSA
A Better Atmosphere for Direct Investment in the United States
Resolution: Recognizing the Benefits of Inbound Investment

Chapter 16
IMMIGRATION OPTIONS FOR FOREIGN ACQUIRERS
OF U.S. COMPANIES
Marcela S. Stras, Updated by Matthew W. Hoyt and Pamela D. Nieto
§ 16.01
§ 16.02
§ 16.03
§ 16.04
§ 16.05
§ 16.06

Executive Summary
Immigration—A Primary Consideration
The Business Visitor
Professional Visas
Immigration Enforcement
Interpreting Mixed Signals

Chapter 17
CUSTOMS LAW CONSIDERATIONS FOR FOREIGN
ACQUISITIONS IN THE UNITED STATES
Michael S. Snarr
§ 17.01
§ 17.02
§ 17.03
§ 17.04
§ 17.05
§ 17.06
§ 17.07
Appendix

Executive Summary
Introduction
Overview of U.S. Customs Law
“Reasonable Care” and “Informed Compliance”
Enforcement
The Post-9/11 World
Successor Liability: Customs Law Issues in Acquisitions
17-A Specific Products Exempted from Marking Requirements (19
C.F.R. § 134.33)
Appendix 17-B Importer Self-Assessment Checklists

xiii

2014 SUPPLEMENT

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS
Chapter 18
EXPORT CONTROLS, SANCTIONS, AND ANTI-CORRUPTION LAWS
AND REGULATIONS AFFECTING ACQUISITIONS BY FOREIGNERS
John J. Burke
§ 18.01
§ 18.02
§ 18.03
§ 18.04
§ 18.05
§ 18.06
§ 18.07
§ 18.08
Appendix
Appendix
Appendix
Appendix
Appendix

Executive Summary
Overview of Export Controls, Sanctions, and Anti-Corruption
Laws
State Department Export Controls—International Traffic in Arms
Regulations
Commerce Department Export Controls—Export Administration
Regulations
Other Agencies Regulating Exports
U.S. International Economic Sanctions
Anti-Boycott Regulations
Foreign Corrupt Practices Act
18-A The United States Munitions List (22 C.F.R. § 121.1)
18-B The United States Department of State Statement of
Registration (Form DS-2032)
18-C Bureau of Industry and Security Sample Export Control
Classification Number (ECCN 3A001)
18-D Bureau of Industry and Security Commerce Country Chart
(15 C.F.R. Part 738 Supp. 1)
18-E United States Internal Revenue Service International Boycott
Report (Form 5713)

Chapter 19
FOREIGN OWNERSHIP AND TRADE REMEDIES
Elliot J. Feldman
§ 19.01
§ 19.02
§ 19.03
§ 19.04
§ 19.05

Executive Summary
How U.S. Trade Remedies Apply to Foreign Companies
Implications of Foreign Ownership on AD/CVD Cases
Implications of Foreign Ownership in Other Trade Remedy Cases
Conclusion

Index

2014 SUPPLEMENT

xiv

PREFACE
This treatise began as a short, internal, and client business alert (four pages)
about the safe harbor provision of the Foreign Investment National Security Act
(“FINSA”). Someone outside BakerHostetler read the alert and asked that we
expand it into a short article (seven pages) for a newsletter. Eric Cooper of
Wolters Kluwer read the article and called, asking whether there was more to say
about the post-9/11 world for non-Americans wanting to invest in the United
States. He had in mind a treatise, perhaps in the range of 800 manuscript pages.
We hope we have grown a great oak from this little acorn.
Two of us, John Burke and I, had written the business alert and short
article.
The treatise, by contrast, is the product of a collective, team effort of
BakerHostetler partners and associates now in seven different offices in six
different regions of the country, sharing their knowledge and emphasizing their
particular specialties, all affecting the potential foreign investor in the United
States. Covering numerous disciplines in the law, and susceptible to reading by
interest or subject, the treatise nonetheless is organized primarily to be read as a
book, starting in the beginning and concluding at the end. The beginning—
making deals—is followed by a middle—due diligence, overcoming legal
obstacles—and an end—the inspiration for the treatise, recognizing deals in the
context of the post-9/11 United States.
Despite this deliberate organization, there is no requirement to read the
treatise from beginning to end, nor even in the order set out. A reader may select
a subject from the many sub-headings, reading exactly what is most important for
the reader at any particular time. Nonetheless, someone new to the American
environment, or new to mergers and acquisitions, or both, may benefit most from
reading at least whole chapters, or sections. For example, Chapters 6 and 7, on
domestic and international tax, have been written as a pair. The most critical
information for structuring a deal is in Chapter 7, on international tax, but most
readers will have difficulty understanding the application of the international tax
regime to a deal in the United States without the foundation of Chapter 6, on
domestic taxation.
There are other pairings and groupings of chapters that encourage reading
them together. Readers new to mergers and acquisitions should read Chapter 2,
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the new Chapter 2A, and Chapters 3 and 4, on getting, financing, and structuring
the deal, together. Readers interested in the Committee on Foreign Investment in
the United States (“CFIUS”) and FINSA will benefit most by reading Chapter 14,
on the law, and Chapter 15, on the political process, together.
Every chapter has its own Executive Summary. These summaries, taken
together, are a fair summary of the whole volume. They may also be helpful taken
together by sections. Thus, they provide an easy reference to each chapter, and to
the overall volume.
There are cross-references throughout the treatise. They help sustain
themes and recognize principles in U.S. law that cut across legal disciplines.
They reflect both consistent principles and the team effort in putting the treatise
together. Using these cross-references will help a reader understand the American
legal system, the context for the business transaction. Notwithstanding benefits
accruing to the reader who reads the treatise as a book from cover to cover, a
reader more directed to particular issues or concerns should not be deterred from
skipping around, looking for answers to specific questions wherever they may be
found and regardless of the order in which they have been presented.
As we report every year, the law is an evolving, moving target. Last year,
we noted the vows of Republican presidential candidate Mitt Romney to repeal
the Patient Protection and Affordable Care Act and the Dodd-Frank legislation
regulating financial institutions. Governor Romney was not elected, but Republicans in Congress are still trying to repeal the health legislation, many features
of which have been delayed into late 2013 and into 2014, leaving their
implementation, as we go to press now, uncertain again.
There have been particularly important, sometimes contradictory developments, in national security reviews. CNOOC, which had perceived itself shut out
of the U.S. market (as reported originally in Chapters 14 and 15), acquired Nexen
Corporation for $15.1 billion in February 2013, but in March it was revealed that
CNOOC was required by CFIUS to surrender operating control of 200 leases in
the Gulf of Mexico in order to complete the transaction. CNOOC was not
required to give up ownership, but oil companies from Norway and Brazil have
retained operating control in the Gulf.
CFIUS approved in May 2013 the Softbank Corporation’s (Japan) $20.1
billion acquisition of Sprint Nextel in the sensitive area of telecommunications,
and the Wanxiang Group was permitted to buy A123 Systems, a battery
manufacturer that had been heavily subsidized by the U.S. government.
While the Softbank and Wanxiang approvals seemed to confirm the
improved environment for investments following passage of FINSA, the Ralls
and Smithfield Foods cases now reported in Chapters 14 and 15 are not as
reassuring. The latter remains in CFIUS review as this supplement goes to press.
Perhaps the single most important development is not reported here at all:
the rapid expansion of “fracking” for shale oil and gas has made the United States
a magnet for new manufacturing because energy prices are a fraction of prices in
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PREFACE
other countries and the United States will be in this decade a net exporter of
hydrocarbons. We can safely predict that the new chapter in this supplement on
Environmental Law will need updating in 2015 as states and the Environmental
Protection Agency cope with protecting water resources while energy development is expanded.
A year ago we anticipated major changes in immigration law. Congress has
not passed any immigration legislation this year, and we have nothing of
significance to report or update.
Despite changes in the law, most principles are durable. The oscillation
between the free market and regulation, conspicuous in the protection of the
environment, defines a pendulum that swings within a relatively narrow band.
This treatise provides a great deal of detail, all of which is subject to change, but
emphasizes principles. For the non-American reader, understanding and appreciating the principles will produce the most valuable lessons the treatise can offer.
Elliot J. Feldman
October 2013
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§ 1.01

THE POST-9/11 WORLD

Foreign enterprises contemplating investments in the United States
could not be blamed, after September 11, 2001 (“9/11”), for doubting
whether the United States was still open for foreign business. Nothing
had fed what Richard Hofstadter famously identified in 1964 as “the paranoid style in American politics” more than the coordinated, deadly attacks
on New York and Washington by foreign conspirators.1 Every potential
foreign investment thereafter might be eyed with suspicion and trampled
by “the paranoid spokesman” who, Hofstadter explained, saw “at stake [ ]
a conflict between absolute good and absolute evil.” No one prepared to
spend money wants to be considered, merely by the spending, to be absolutely evil. Better, many may have thought, to stay away.
A decision to stay away would have misunderstood the United
States, and would have been a poor investment choice. The United States
has remained very much open for business, and has remained one of the
best places in the world to invest.
Despite this truth, there were legislated suggestions to stay away, at
least in the popular mind. Two new laws, one coincidental to 9/11 and the
other powerfully influenced by it, combined to redefine requirements for
business. Momentum for the first, known now around the world by the
names of its principal Senate and House of Representatives authors as
Sarbanes-Oxley (“SOX”), pre-dated 9/11 but did not become law until the
middle of 2002.2 It was born of financial fraud and scandals in major corporations that were exposed during 2001 and had nothing to do with 9/11.
Senator Sarbanes and Congressman Oxley understood that deep-seated
corruption in publicly traded companies was robbing shareholders of their
investments and destroying confidence in American stock markets. They
thought it more important to protect shareholders and the integrity of public trading than to protect the profligate conduct of some captains of
industry.
SOX altered profoundly the way business can be conducted in the
United States. Some, seeing the legislation as an expression of American
Puritanism, predicted that investors would prefer the London to the New
York Stock Exchange, but instead other countries competing with the
1

Richard Hofstadter, The Paranoid Style in American Politics, Harper’s Magazine,
Nov. 1964, at 77-86.
2
Pub. L. No. 107-204, 116 Stat. 745 (2002) (codified as amended in scattered sections
of 11, 15, 18, 28, and 29 U.S.C.).
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United States for investment began copying SOX principles into their
own laws.
The second principal law of the new millennium changing the way
business is conducted in the United States was aimed directly at foreigners post-9/11, but was not passed by Congress until 2007. The Foreign
Investment and National Security Act (“FINSA”)3 promised greater scrutiny of foreign investments for their possible impact on the national security of the United States. Legislated in a paranoid atmosphere
characterized by xenophobia, highlighted by a poisonous public debate
over immigration, it is not difficult to understand why foreign investors
might find many features of the American investment landscape after
FINSA, with SOX in the background, as less attractive than it once had
been.
As the Enron, MCI WorldCom, Global Crossing, Arthur Andersen,
and other scandals galvanized Congress and led to SOX, so another specific event, the attempt by Dubai Ports World (“DPW”) to invest in the
management of U.S. ports, led directly to FINSA. The terms of the DPW
investment more likely than not would have enhanced American security,
yet were interpreted broadly as threatening, dangerous, and unacceptable
because the project was coming from the Arab world. The controversy
that led to withdrawal of the proposed DPW investment seemed to send
a message that the United States no longer welcomed foreign business.
The passage of FINSA, whose elements have been poorly understood,
reinforced the message.
There were additional contrary signals, most significantly in customs and immigration and airport security. American law and practice
radiated a suspicion of foreigners. It became more difficult to obtain visas
to the United States to study or work; short-notice visas for corporate or
scientific conferences, or for journalists seeking to cover stories, often
seemed beyond reach. Corporations began moving conferences offshore,
foreign students chose schools elsewhere, scientists sacrificed collaborative research, illegal immigrants hid in the shadows fearful of raids and
deportations. Searches of people and goods at airports became more
intrusive as the United States entered a period dominated by fear of most
things foreign.
These developments acquired bureaucratic characteristics. The
Immigration and Naturalization Service was integrated with Customs
within the Department of Homeland Security and renamed Immigration
3

Pub. L. No. 110-49, 121 Stat. 246 (2007).
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and Customs Enforcement (“ICE”). The change in nomenclature intended
a change in meaning: instead of a service to facilitate visitors and immigrants through a generous border, and a companion service enhancing the
movement of goods, both came within “Customs and Border Protection”
and appeared, as the new acronym suggested, to be freezing out all things
foreign. It was hard to escape the notion that the United States was erecting walls to keep people and goods out, reversing the history of a country
whose Statue of Liberty was to welcome people and goods into New York
harbor.
Two major pieces of legislation, then, intended to provide more
transparency and confidence in the U.S. market, to correct problems and
errors apparent in accounting scandals and rejection of sensible foreign
investments, arguably had a contrary effect, at least on potential foreign
investors. An articulated paranoia in the first years of the millennium,
compounded by conspicuous bureaucratic reorganization and heightened
law enforcement, translated into a more cautious market that now
requires greater mastery of legal, political, economic, and accounting
systems than before. Despite these changes and the superficial messages,
however, the United States remains not only open for business, but still
one of the most attractive markets in the world for investors. The cautions characterized by SOX and FINSA in the post-9/11 world may make
it more difficult to invest, but also give investments, and shareholders,
greater security and assurance that their investments will maintain their
values and grow.
This treatise explains to potential foreign investors how to navigate
the new legal, political, and economic environment in the United States
post-Enron, post-Dubai Ports World, post-9/11. The security of investments depends, above all, on the rule of law, on the existence and
enforcement of rules that promote transparency and fair dealing. However imperfect American governance of the economy may be, it is better
than most alternatives and manages the most robust, resilient, and profitable marketplace in the world.
§ 1.02

CAVEAT LECTOR

Although every chapter of this treatise has been written by Baker &
Hostetler partners who specialize in the subject matter they are addressing, every author wanted to emphasize certain warnings to readers. Rather
than repeat these warnings in every chapter, they are grouped here: No
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chapter should be considered comprehensive itself. Each could be the
core of its own treatise. The chapters, therefore, are themselves overviews, although in substantial detail. They may elicit questions that the
authors would welcome, in order to improve the presentation in subsequent supplements and editions. None of the chapters should be considered the last or complete word on any particular subject.
The chapters are time sensitive. Laws change, through the legislature in writing them, the executive in implementing them, and the judiciary in interpreting them. Current bills may become law, agencies might
write new regulations, and cases now pending may be decided, all effectively changing the law, even before this manuscript goes to press. The
authors, therefore, have focused on principles and general rules. Often but
not always they have noted exceptions. Some chapters were drafted with
“generally” or “typically” or “normally” in nearly every sentence.
Although “generally” (and similar terms) generally has been removed, the
chapters should be understood as if these qualifying terms were littering
every page: what is offered is generally, typically, normally, but not
always so, and subject to change.
All the authors wanted to convey to readers the need to rely on
knowledgeable counsel, but we decided that this sentiment ought to go
without saying in a treatise written by lawyers. They also wanted to
emphasize differences in expertise as the practice of law, especially in the
United States, has become highly specialized, but multiple authorship
should speak for itself. And they wanted to suggest reliance on legal
teams. The cross-referencing throughout the treatise indicates the comfort and frequency with which Baker & Hostetler lawyers work with each
other across legal disciplines.
The frequent cross-referencing is one unifying feature of the treatise. Another is what is called from time to time the “treatise hypothetical,” a common fact pattern deployed in several chapters. It first appears
in Chapter 2,4 and is used to illuminate jurisdictional, federal, and other
issues. Many of the authors have relied on this same hypothetical, adding
facts and circumstances as appropriate to the particular subject matter, in
order to provide readers with a common and consistent thread throughout
the treatise.
The authors have chosen to risk over-simplification in service of a
basic understanding of principles. Every chapter contains, in some form
or other, something of a “roadmap” of how to do something, whether
4
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finding a company to acquire or a jurisdiction in which to incorporate, a
way to avoid taxes or a way to reduce exposure to products liability. Relying on the principles, each chapter is designed to provide practical advice.
However, a warning is required: should the job have been done too well,
the steps to be taken may seem too simple, leading a novice to try to do
too much without the assistance of qualified counsel. Little that is discussed in this treatise should be done by individuals or corporate interests on their own.
§ 1.03

TREATISE ORGANIZATION

The treatise is organized, following the introduction, in five parts.
The first, with four chapters, is about the practice of mergers and acquisitions, and is chronological, beginning with the decisions about whether
and what to buy, then addressing how to document the transaction, continuing with the clause about how to settle disputes arising from the deal,
and concluding with a comparison of “ordinary” deals with those involving foreign companies.
[A] Part I: Deal Making
In Chapter 2, Ron Stepanovic begins by setting out three kinds of
acquisitions in the United States—asset purchases, stock purchases, and
mergers. He explains and illustrates the implications and procedures for
pursuing each one and identifies and details the roles of the parties (especially advisers such as investment bankers). He counsels on confidentiality arrangements and management of the process, highlighting many of
the most important, but sometimes neglected, considerations, such as
environmental liabilities, obligations to personnel, and insurance. He
advises on how to get a deal done on the most advantageous terms, with
strategic advice primarily for buyers but also for sellers. He also previews discussions later in the treatise, particularly about taxes and how to
structure the transaction, but also about due diligence, traversing several
subject areas. He introduces the treatise hypothetical.
After Stepanovic has explained the process of getting the deal, Phil
Callesen, in a chapter written for the 2013 Supplement (“Debt Financing
an Acquisition”), explains how to pay for it. He explains that debt can
take different forms, and he instructs on the competing interests of lenders and borrowers. Callesen emphasizes the key terms to be negotiated,
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and how to document them. He advises on the promises that might be
made in securing financing, and how those promises (or covenants) may
be enforced.
Assuming the acquiring foreign enterprise has chosen its target and
figured out how to pay for it, Rob Weible explains how to document the
deal. The value of the deal depends on how well the paperwork reflects
the intentions and objectives of the parties. Negotiations do not end with
agreement on a purchase and sale. To some, they have only just begun, as
all the terms must be recorded. In Chapter 3, Weible warns that there are
important litigation risks in documentation errors. The objective is to
complete a transaction where the buyers and sellers can go their separate
ways, each attending to their respective businesses going forward. Weible
counsels on how to get an amicable and final result in the transaction.
In Chapter 4, Margaret Rosenthal and Dawn Kennedy suggest, after
getting the deal and mostly papering it, that an “alternative dispute resolution” (“ADR”) clause in a merger or acquisition agreement is not boilerplate, and not necessarily an improvement over a recourse to the local
courts of the jurisdiction where the new corporation is legally resident.
Although it often is the dispute resolution scheme of “choice,” too often
no conscious choice is made at all, with the dispute resolution clause
added at the end of an exhausting negotiation, often with little detail.
To the extent that ADR is chosen to resolve disputes arising from
agreements, Rosenthal and Kennedy explain that it can take more than
one form, and that great care should be taken in selecting the form and
establishing its terms. They provide guidance in making the choice, particularly between mediation and arbitration, with a checklist of considerations and an express weighing of all the key elements in the choice. They
list the questions that the contract provision must address, such as
whether ADR will be mandatory or optional, whether initiation can be by
one party or would require consensus, how an arbitrator or mediator
would be selected, and how an outcome would be enforced.
It could be argued reasonably that there is not much difference
between an acquisition involving a foreign company and one that
involves only domestic parties. In Chapter 5, the fourth and final chapter
of Part I, Chris Lange demonstrates that such an argument would be
incorrect in two critical ways. First, the foreign acquirer may encounter
in the United States a great deal that is unfamiliar, but second and more
important, the laws do not always apply identically to foreign and domestic companies. Not only are there significant tax differences (detailed in
the next section), but there can be great differences in jurisdiction and
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susceptibility to lawsuits, depending on where and how incorporation
occurs, and what the final legal relationship may be between the foreign
acquirer and the domestic company.
Lange reviews all the considerations in a transaction that may have
peculiar meaning for foreign enterprises or persons. Superficially there is
repetition here, as he covers some of the same ground as Stepanovic and
Weible, but for each topic there is a twist because Lange is emphasizing
[Next page is 1-9.]
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what distinguishes the foreign from a domestic transaction, and a U.S.
transaction from transactions in foreign countries.
[B] Part II: Structuring the Deal: Taxes and Treaties
The next three chapters address structuring the deal, and benefiting
from international agreements. Nothing is more important for the architecture of an international transaction than taxes, which can determine
whether the contemplated deal makes economic sense, and can dictate the
ultimate form (from the choices identified by Stepanovic).
Although there are tax principles, set out first in this treatise by Jeff
Paravano and John Lehrer as to the United States, and then by Paul Schmidt
and Mike Nydegger in reference to the international system, the U.S. Tax
Code (the “Code”) is not always faithful to logical principles. The
economic logic of a transaction can be overthrown by peculiarities and
exceptions in the Code, or can be upset by the organizational preferences
of the foreign acquirer when confronted by tax consequences of
organizational choice. The relationship between the form of the transaction
and the applicable tax treatment may dictate much of the value of the deal.
The United States taxes worldwide income, but it distinguishes in
rates between inbound taxation (on revenue earned by a foreigner through
activities in the United States) and outbound taxation (on revenues earned
abroad by U.S. residents), and not everything that might seem intuitively
to be income necessarily is income for tax purposes. There are different
accounting methods for computing income, which impact taxes owed.
The Code also distinguishes, with different rules and rates, individuals
from corporations. The structure of an acquisition or investment and the
ultimate residence of the acquirer or investor (whether as an individual or
as a corporation) can determine whether the enterprise will be profitable,
or see its potential profits drained in taxes.
The federal Code is only one part of the tax system. Not all states
have income taxes, and different states tax corporations at different rates.
In Chapter 6, Paravano and Lehrer explain the design of the tax system
and the relationships among its many parts. They explain who must file
taxes, when, and with what strategies and concerns for minimizing tax
burdens. They advise on the system for obtaining authoritative
interpretations of the Code, and how to respond when the Internal
Revenue Service questions a tax return, including how and where to file
an appeal and which courts deal with tax disputes.
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In Chapter 7, Paul Schmidt and Mike Nydegger explain that, one
way or another, whether by being resident in the United States and earning abroad, or by living abroad and deriving revenue from economic
activity in the United States, an individual or corporation is likely to pay
taxes. They describe different possible corporate forms and their tax
implications, emphasizing the importance of tax planning, especially for
foreigners.
A critical difference between domestic and foreign individuals and
enterprises is the applicability of bilateral tax treaties between the United
States and other countries. Schmidt and Nydegger advise how a resident
of one country doing business in the United States might benefit from a
tax treaty with a third country, emphasizing that net tax burdens involve
calculations for all potential taxing jurisdictions. They detail how the treaties work, and how they must be managed for maximum advantage. No
one wants to pay taxes twice on the same income, but often application
of a tax treaty is the only way to avoid it.
Schmidt and Nydegger devote most of their chapter specifically to
the tax concerns of foreigners engaging in business in the United States.
The legal relationship of foreigners to their income, depending on where
exactly it is earned and the form it takes (whether in cash, dividends,
interest, stock, or something else), is complex and produces different tax
results, depending on how it is reported and what treatment tax authorities accord it. It also matters how it is paid, whether on a withholding
basis or in an annual tax return.
Bilateral tax treaties are one of only two areas of international law
in this treatise. The other arises from international agreements between
the United States and other countries. The existence of bilateral investment treaties (“BITs”) should not dictate whether to make a deal (whereas
a bilateral tax treaty might), but BITs create options that might give direction to the deal’s location and structure.
In Chapter 8, Mike Snarr explains that the beneficiaries of bilateral
investment treaties (and free trade agreements) must be residents or citizens of countries that have entered into agreements with the United
States. A multinational corporation may choose to set up its investment in
the United States, therefore, from a base where the benefits of a bilateral
investment treaty may apply. Snarr describes the characteristics of such
treaties, how they operate, when they have assisted investors, and how
and when investors may benefit from them. BITs are like insurance policies, adding value to the transaction.
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[C] Part III: Due Diligence and Valuing the Deal
Due diligence in deciding upon and finalizing an international transaction must focus on what the deal will cost, and what the deal will be
worth. Buyers and sellers often think of bricks and mortar, real estate and
inventory, when evaluating a deal, but the greatest costs and values typically are less tangible, in people and in intellectual property. The single
greatest cost in a deal is almost always personnel. The single greatest
value often is in intellectual property.
In Chapter 9, a team of three Baker & Hostetler partners—Marc
Antonetti, David Grant, and Terry Connerton—have examined the labor
and employment, pension, and benefit issues affecting inbound transactions. Notwithstanding the underlying free market principles for labor in
the United States, making the “at-will” doctrine the predominant premise,
trade unions have established many labor protections, and the legal
regime imposes numerous constraints, ranging from gender and age discrimination to recognition of military service and wage and hour limitations. An acquiring firm partakes of the domestic legal regime as well as
the specific contractual terms into which the target company may have
entered with employees and executives.
Applicable state and federal labor laws can be very different. A foreign firm acquiring operations in more than one state may find itself
responsible for different rules in different states. It may have to keep open
an employee cafeteria in one but not in the other, or address overtime differently. Labor laws, consequently, like tax laws, may have a lot to say
about where the foreign enterprise may want to set up and operate in the
United States.
Throughout Chapter 9, Antonetti, Grant, and Connerton offer “practical considerations” and suggestions for dealing with the different features of labor law in different parts of the United States. The single
greatest challenge probably is the benefits packages to which employees
may, or may not, be entitled following an acquisition of the target company. Most Americans rely on their employers for health care, for
example, unlike in most other countries. Employers may have continuous
responsibilities for health care even after an employee has departed or has
been dismissed. Due diligence in advance of an acquisition requires determining exactly what obligations and liabilities will remain from the seller
with respect to the employees and executives, what they will be owed,
and whether the acquiring company will owe it.
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Intellectual property is the opposite of labor and employment in the
due diligence decision-making for a foreign acquisition or merger, potentially the greatest value in contrast to the greatest liability. In Chapter 10,
an international team of intellectual property specialists at Baker &
Hostetler, led by Ken Sheehan and Mark Tidman, with help from Steve
Fabry, Phong Nguyen, Neal Seth, and Monica Verma, explain how to
identify and evaluate it, how to assure the transfer of its ownership, and
how to preserve ownership and value. This analysis is essential for determining the price of the target company, and for the fair allocation of costs
in the transaction. The appraisal of intellectual property can decide, therefore, the overall logic of proceeding with the transaction.
Intellectual—intangible—property, has four legal forms—patents,
trademarks, copyright, and trade secrets. Each is governed by a distinct
set of rules and laws as to how ownership is established and maintained.
A target company is likely to possess some, if not all, forms, and may
have established ownership securely or not at all. The due diligence
required to value a target company and finalize the terms of a deal
requires determining not only ownership, but how secure and uncontested ownership is, and whether the target company has entered agreements that would compromise the acquirer’s claims. Disputes over
ownership inevitably devalue the property in the transaction.
There is no fixed way to value intangible property. Sheehan and Tidman offer the methods typically used to assign values, explain why none
of them is necessarily preferable to the others, and why all of them are
inherently unreliable. Nonetheless, all the intellectual property in a transaction must be identified, valued, and subjected to transactional terms that
will secure value for the acquirer. Sheehan and Tidman describe how,
including how to shift liability should problems arise.
Foreign acquirers may understand the peculiarities of dealing in the
United States more by recognizing what may be more familiar to them at
home. Sheehan and Tidman conclude their discourse on intellectual property with comparisons to several other countries.
Labor—the established workforce—may be an asset, well-trained,
educated, devoted to the company; or it may be the transaction’s greatest
liability, carrying with it obligations for health care and pensions and having protections against dismissal. Intellectual property may be a transaction’s greatest asset: the target company’s patent and trademark portfolio
easily may exceed in value the company’s inventory and physical plant;
or it may be a major liability, exposed to potential lawsuits of inestimable
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value. For these reasons, we accord labor, employment, and intellectual
property the places of greatest importance for due diligence.
The 2012 Supplement added a third chapter to the section on due
diligence, “Doing Business With the U.S. Government: Being Foreign
Makes a Difference,” written by BakerHostetler partner Hilary S. Cairnie.
The chapter is at once an alert—government contracts are more easily
entered and held by Americans than foreigners—and a guide—it is not
impossible for foreigners to enter and hold contracts with the U.S. government and it can be a very profitable business.
Cairnie’s advice is, first, to determine in any acquisition whether the
target company has contracts with the U.S. government. When it does, a
foreign buyer must make two determinations—whether the contracts are
important to the company’s business, and whether the buyer wants to stay
in business with the government. Cairnie then provides guidance through
the labyrinth of statutes and regulations in order to protect contracts notwithstanding foreign ownership, including ways to structure the transaction so that foreign ownership will not impede continuing the company’s
business.
Knowledge of a company’s contracts with the U.S. government is
an essential element of due diligence because the foreign buyer, failing to
take necessary precautions, by the purchase itself could effectively lose
what is potentially most valuable in the merger or acquisition. Alternatively, due diligence could alert the foreign buyer to exceptional opportunities for business with the U.S. government, but only when the
transaction is structured properly. The time to know about the existence
or potential of government contracts is before the deal is made.
[D] Part IV: Perceived Obstacles to Deals in the United States
Part IV of the treatise addresses three concerns often perceived as
obstacles to entering a transaction in the United States. The first,
antitrust, can be a complete deal-breaker and is controlled by the
government, not the parties. In chapter 11, Lee Simowitz explains that
the Department of Justice and the Federal Trade Commission can reject a
deal agreed upon by the parties when they conclude that the transaction
will impact adversely the market for consumers; they, and also state
authorities, can require the complete reshaping of a deal, for example by
obliging the sale of related companies, in order to protect the public
interest.
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Simowitz explains that a foreign acquirer has legal obligations arising out of the antitrust laws and needs to take steps to assure that its transaction will not be disapproved. He explains the antitrust tests that
authorities may apply, and offers guidance on how to consider them. He
concludes by advising on rights and methods of appeal should a public
authority rule adversely on the transaction.
A second concern about the viability of a deal in the United States
is embodied in the obligations of the Sarbanes-Oxley Act (“SOX”) for
corporate transparency and accounting. In Chapter 12, former Congressman Mike Oxley, author of the legislation, and Peggy Peterson provide
the historic reasons for passage of the bill, and checklists for how to deal
with it. They emphasize that the legislation is more an assurance for
shareholders than an obstacle to deal-makers, and that it restored confidence in the American marketplace following a series of sensational
bankruptcies. They recognize, however, that to many around the world it
has been interpreted as unfriendly to corporations and investment, so they
provide the guidance necessary to satisfy its disciplines while accomplishing its objectives.
SOX is not only the benchmark for corporate accounting and conduct; it is also the gold standard protecting investors. Despite the warnings that it would drive away foreign investment from the United States,
it led to more confidence for investors and a need for competitors in other
countries to copy the SOX principles.
Oxley and Peterson explain that SOX was inevitably a political
compromise subject to continuing evolution. There was little doubt in
Congress after the collapses of Enron, MCI/WorldCom, Global Crossing,
and Arthur Andersen that something had to be done about corporate
fraud, particularly through complex accounting. The central debate was
over how much, and in what form. In many ways it was a classically
American debate, over the balance between government control and
regulation, between clear rules and discretion, and over the breadth of
coverage.
SOX applies only to publicly traded companies, but its principles
reach further. Non-profit organizations, which do not come within the
law, have been moving toward voluntary compliance, and the credibility
of all companies may eventually come to depend on respect for the SOX
principles. Even private operations, when within the purview of the
Securities Exchange Commission (“SEC”), may be exposed to SOX
disciplines.
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A third concern that seems to strike fear in the hearts of foreign buyers is the notorious regime of products liability in the United States. There
can be no doubt that it is a regime with a history of frivolous lawsuits and
exaggerated jury awards. There can be no doubt as well, however, that it
is a regime that disciplines the producers of goods injected into the stream
of commerce.
In Chapter 13, James Etscorn and Trevor Stanley explain the structure and design of the products liability regime and guide the foreign
acquirer through its traps, advising how to escape it or at least how to
minimize its impact. They explain how jurisdiction works in the American federal system, the role of juries, the allocation of costs, and assignment of damages. They describe the different kinds of liability that can
lead to significant awards, and how to insure against them. Etscorn and
Stanley thus reassure an acquirer that the products liability regime in the
United States is not inherently unfair, and while dangerous for the
unwary, is not designed to interfere with the market or to punish productive enterprises.
The 2014 Supplement adds a chapter to Part IV, because environmental regulations are perceived by many investors, foreign and domestic, as significant obstacles to deals in the United States. The chapter
reasonably could be read, however, in Part III, “Due Diligence and Valuing the Deal,” because the acquisition of any physical plant or land should
include a thorough review of environmental liabilities or risks. Robert
Steinwurtzel and Tom Hogan explain that liability for environmental conditions typically implicates everyone in the chain of title since the condition first arose, and sometimes responsibility can be visited on a
corporation generations after the environmental degradation or hazard
was created.
Although the federal government is dominant in environmental
regulations, through the Environmental Protection Agency, as in most
other areas of law in the United States it does not exercise exclusive
authority. The states have their own environmental regulations that may
exceed federal requirements. An investor needs to know whether the target company has been complying with both federal and state law, whether
there are ongoing liabilities related to regulatory noncompliance or
releases of hazardous substances into the environment, and whether there
are known potential lawsuits.
An investor needs to know whether it is buying property or a plant
it will have to clean up, and needs to enter into a purchase agreement that
will absolve it as much as possible from liability and responsibility for
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environmental conditions and violations. This goal is difficult to achieve
because the law recognizes that someone may need to be held responsible for environmental liabilities and the most readily identifiable candidate often will be the owner contemporaneous with the existence of
environmental problems.
Consistent with the practical advice throughout the treatise, Steinwurtzel and Hogan set out for an investor how and what to do: what to
examine during due diligence, how to address problems, how to anticipate problems and how to protect the corporation, both for subsidiaries
and for parents. It is essential to know as much as possible before the
transaction is completed, but with environmental law, it is nearly impossible to be fully protected and thus critical that an investor understand the
risks.
[E] Part V: Post-9/11 and New Conditions
Part V of the treatise concentrates on what’s new in the twenty-first
century for foreigners interested in investing in the United States, beginning with the Foreign Investment and National Security Act (“FINSA”).
It examines other major developments in several different legal
areas—customs, immigration, export controls, sanctions, anticorruption
regulations, and trade remedies. It notes surprises, particularly that courts
became more susceptible to foreign interventions despite an apparent
growth in nationalism.
The key legislation impacting investment in the United States and
traceable to 9/11 is FINSA. In Chapter 14, John Burke explains the
impact of 9/11 and the expansion of the national security state expressed
in FINSA, in response to the controversy over Dubai Ports World
(“DPW”), the transaction that failed because of Middle East involvement. Unlike SOX, forged rapidly in the anvil of scandals, arrests, trials,
and imprisonment, FINSA took a longer time to become law.
[Next page is 1-15.]
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The stories of both laws, SOX (which was legislated after 9/11 but
which evolved from earlier events and legislative efforts) and FINSA,
reveal essential characteristics of American politics and legislation: these
critical laws were formulated and passed in response to crises, not in
anticipation of them. They were fashioned on case-specific facts requiring refinement with further experience, enunciating principles only in
specific contexts. They teach, in part, that major laws usually are passed
in the United States only after something challenging or threatening has
happened. Foreign investors should have little concern that major legislation will change rules of the game for them suddenly. Regimes, particularly legal regimes, change much more slowly, with greater difficulty, and
with more democratic input in the United States than in most, if not all,
other countries. The SOX and FINSA stories are, for these lessons, excellent illustrations of American politics, and reassuring tales for foreign
investors looking for stable investment environments.
The FINSA story begins with the formation of the Committee on
Foreign Investment in the United States (“CFIUS”) in 1975, and the
presidential delegation to CFIUS of authority to conduct investigations
pursuant to the Exon-Florio Amendment to the Defense Production Act
in 1988. FINSA, in 2007, is the most recent step in a process of assuring
thorough examination of national security implications when foreign
interests are investing in the United States.
Burke parses the statute and provides numerous examples of what
its terms mean and how they apply in practical situations. He also provides checklists for foreign investors who may be affected by FINSA. He
explains who ought to be concerned about FINSA and why, and he sets
out how to master FINSA through the CFIUS process, to make it a tool
of reassurance instead of an obstacle to participation in the American
market.
After Burke relates the legal story of FINSA to the DPW controversy, Mike Oxley (again writing with Peggy Peterson) tells the political
version. In Chapter 15, they provide the potential foreign acquirer with
practical advice on how to manage the political process for gaining
approval of a publicly traded company acquisition. Oxley and Peterson
provide political checklists, and then explain how the new law, FINSA,
should work politically.
Oxley and Peterson explain that respect for the legal process is not
enough when a proposed transaction may be controversial. Moreover, the
DPW experience warns, among other things, that thoughtful executives
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and professionals may not anticipate controversy even when, in hindsight, they should have. Consequently, they recommend planning a political strategy for every significant acquisition, regardless whether
controversy is anticipated, and they explain how to implement it. Their
advice, from inside the political process, is a lesson in American politics
and democracy, as well as practical guidance for getting a deal done.
Other laws that have changed since 9/11 affect foreign investors,
defining whether they can live in the United States, whether they can
import their product because of customs rules, whether they may be
exposed to sanctions, and whether foreign ownership will impact their
ability to engage in international trade.
In Chapter 16, Marcy Stras (with help from Kavita Mohan) begins
this analysis with the most personal concerns for foreign investors. She
examines what they have to do to travel to the United States, to work and
live there, both while deciding upon and executing an acquisition or
merger, and after a deal has been consummated and a foreign investor
may want to operate the new investment from within the United States.
The American immigration and visa laws need an overhaul. They
now balance inadequately radically opposing political views. There is
every possible shade of gray between these extremes, and they add up
often to a bewildering black and white—whether to allow foreigners in at
all, however temporarily; whether to allow them to stay; whether they
must be able to support themselves without working in the United States,
or whether they must be gainfully employed to stay. The immigration and
visa laws embody these contradictions and paradoxes, these extremes of
opinion and policy. They are a patchwork.
The discussion of different visa types tracks the order of a deal,
from the likely occasional visit to the United States of the deal-maker
through the establishment of temporary and eventually permanent foreign personnel in the United States to operate the new company. There
are different visas applicable to different purposes, consistent with the
different phases in the deal process.
Stras explains how foreign investors can make the immigration and
visa laws work to their own advantage. She begins with the premise that
foreign investors need to travel to the United States and may need, or
want, to stay. She explains how to do it, with concrete examples and illustrations of how the law, however byzantine it is, applies in different situations.
The treatise then moves from the people involved to the things they
may make or sell, beginning with a frequent need or desire to import,
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whether parts for completing manufacture in the United States, or finished products manufactured abroad. In Chapter 17, Mike Snarr explains
the customs laws of the United States and how they work, with special
explanations of what NAFTA does, and does not, do for importers. Snarr
also reviews all the other applicable free trade agreements of the United
States for their impact on customs arrangements, the rules for importing
goods.
Numerous steps were taken post-9/11 to move a perceived threat
further offshore and to increase the scrutiny of everything being imported.
Customs programs transferred initial responsibility for examining goods
from U.S. ports of entry to foreign ports of embarkation, both as a security concept and as a way to transfer cost because Customs had no funds
for the program.
Snarr explains the new Customs program and provides checklists
for participation in it (instead of being mandatory, it is designed for
importers to pay its cost in exchange for easier movement of their goods).
He sets out the variations on the program, and then explains specifically
how these programs work in the context of foreign acquisitions and
mergers.
After Snarr explains the new programs for protecting U.S. borders
from potentially dangerous goods coming in, John Burke sets out the
regime for controlling goods going out, particularly export controls on
items that potentially could be used by enemies of the United States. Surprisingly, perhaps, 9/11 did not influence export controls much. There
were some modest regulatory changes, while the statute has remained
unchanged.
Export controls begin with the regulation of international traffic in
arms, which involves very stringent controls of defense-related articles,
and moves through the Export Administration Regulations, which cover
almost everything else. In Chapter 18, Burke takes apart the law, providing checklists and detailed examples of the process of classification, of
fundamental concern to a manufacturer who wants his products freely
traded. Burke provides specific guidance for dual nationals and foreign
investors so that they will understand the process they must navigate
when the technologies to which they want to obtain access might come
within the definition of “defense article” or might otherwise come within
an export regulation. He explains how the law applies differently to
nationals of different countries, and provides numerous case examples,
emphasizing the criminal as well as the civil penalties that accompany
violations of the export control laws. He names and explains relations
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with allies (e.g., Australia and Canada), and with hostile countries (e.g.,
Iran, Burma).
Burke also provides guidance for conformity with the Foreign Corrupt Practices Act (“FCPA”) and the anti-boycott laws, warning newcomers to the U.S. market of potential exposure to sanctions. Foreign
acquirers creating corporate citizens in the United States become responsible for respecting these laws, whose reach is greater than many corporate citizens often realize.
The movement of goods across borders in the post-Enron, post-9/11
world inevitably involves an intersection between national security and
protectionism. In Chapter 19, Elliot Feldman explains the consequences
of foreign ownership in the trade remedy laws—antidumping, countervailing duties, safeguards, patent and trademark infringement. He provides a primer on these laws and how they work, as prelude to a focus on
the foreign investor. He cautions that national security concerns can be
invoked for protectionist purpose, but that faithful adherence to the law
ought to encourage free trade.
Feldman also advises on how the trade laws can impact the strategy
of an acquisition. The trade laws are written to the advantage of domestic
producers. Feldman provides examples of how a foreign interest may
leverage a manufacturing facility in the United States to enhance its
access to the U.S. market with products from third countries.
§ 1.04

THEMES THROUGHOUT THE TREATISE

There are several themes in this treatise, questions and issues that
arise under different circumstances, during different phases of a deal,
affecting different areas of law. They unify the chapters.
There are things a businessman can do that can end in a jail sentence. Wherever there are both civil and criminal penalties possible, the
authors note them. A customs violation can end in a jail sentence. So can
an antitrust violation, violations of the export control laws and of the Foreign Corrupt Practices Act. Criminal sentences are possible for hiring and
harboring illegal immigrants. It is not very unusual for businessmen
guilty of tax fraud to do time in jail. Knowing distribution of a defective
product can lead to criminal penalties.
This treatise is about the central government in the United States.
There is only a very limited attempt to examine differences from state to
state. Nonetheless, the American federal system creates complexity for
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almost every subject in this treatise. There can be significant differences
from state to state. This core problem of the federal system is addressed
in the greatest detail in Chapter 13, but it is recognized in many other
places. Ron Stepanovic introduces in Chapter 2 a treatise hypothetical
concerning different outcomes in different jurisdictions. That hypothetical reappears in every chapter in the treatise where differences in jurisdictions could matter to a foreign investor.
U.S. law often has an extraterritorial reach. Antitrust law applies to
combines outside the United States. Intellectual property rights extend
beyond U.S. borders and are enforceable in the United States for violations abroad. The United States taxes worldwide income and can prosecute tax evasion arising from foreign earnings. U.S. law reaches
overseas for violations of the Foreign Corrupt Practices Act, and for
actions abroad violating anti-boycott, sanctions, and export controls.
Where the law being described has extraterritorial application, authors
throughout the treatise provide appropriate warnings.
Countries of origin matter—for export controls, visas, customs,
taxes, deemed exports, accessibility of intellectual property, product
liability. The first reflex of specialists in mergers and acquisitions may be
that corporate transactions are far more similar than different around the
world. After reading this treatise, beginning for this purpose most usefully with Chapter 5, such assumptions will need revision. The fact of
being foreign can make all the difference in the world.
Distrust of lawyers is a universal trait. People go to lawyers usually
when they are in trouble, and unlike medical doctors, legal professionals
cannot necessarily make everything better. But foreigners may underestimate the fiduciary duties and ethical obligations of American lawyers.
American lawyers, above all, are loyal to their clients, acting as confidants and advisers.
A central message of this treatise, unstated everywhere but here, is
that clients must trust their lawyers. They have no effective choice to do
otherwise because of the rigors of the law. This concern arises repeatedly.
Clients must disclose to their lawyers everything pertaining to the deal,
and to their own plans, and must trust that their lawyers will advise them
wisely.
There are many possible examples of when it is necessary for clients to trust their lawyers. Here are a few:
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•

Do not plan to travel to the United States to stay or to work without
telling your lawyer. You must obtain the right visa. You may jeopardize your entire project. See Chapter 16.

•

Do not hide any detail about your project that could impact the broadest definition of national security, and do not encourage your lawyer
to keep this information from American authorities. It is far better to
seek the safe harbor of early CFIUS review than to have national
security issues raised later on. See Chapters 14 and 15.

•

Do not keep from your lawyers a plan to close U.S. facilities after an
acquisition. You could run afoul of the WARN Act and confront huge
liabilities. See Chapter 9.

•

Do not plan to reduce production following an acquisition without
telling your lawyer of the plan. You could be in violation of the antitrust laws. See Chapter 11.

•

Do not plan to export products or technology without telling your
lawyer. You could violate the export control laws. And if you were to
have any non-public technical information about your products, do
not pass this information along to employees who are not U.S. citizens
without consulting with your lawyer. You could be engaged in a
“deemed export” and be violating the export control laws. See
Chapter 18.

§ 1.05

THE UNITED STATES WANTS YOUR BUSINESS, EVEN
IF IT DOES NOT ALWAYS SEEM THAT WAY

With free trade ought to come freedom of investment. Whatever the
encumbrances, this treatise ought to make the decisions whether to invest
wiser, the choices of how to invest better informed, and the outcomes of
investment decisions more profitable for everyone concerned.
National security was always an American worry during the Cold
War. It is very much a worry again. Nevertheless, the United States
remains an open society with an open economy. It remains very much
open for business. The chapters that follow should help a reader navigate
a complex legal, economic, and political system in order to maximize the
security and profitability of investments in the United States.
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§ 2.02

EXECUTIVE SUMMARY

This chapter addresses the area of law conventionally known as
“mergers and acquisitions” (“M&A”), particularly (i) the types of acquisition structures utilized in the United States; (ii) the steps involved in a
typical acquisition; and (iii) the individuals involved in the acquisition
process.
Before entering into an M&A transaction, buyers and sellers of businesses need to understand three key elements:
•

There are several options available, affected by many different considerations (such as tax efficiency and liability protection), for structuring an acquisition; early selection of a structure is imperative in
order to save time, effort, and expense;

•

Development of a strategy for the most efficient way to approach the
transaction is essential for a successful result; the only thing worse
than a bad deal is a dead one, with irretrievable costs and a related
reputation for not being a “closer”; and

•

Understanding and engaging individuals and organizations that will
assist in sourcing and completing the transaction early in the process
are essential steps in planning; individuals involved must be provided
full disclosure of all information necessary for them to perform
assigned tasks and render meaningful advice and counsel.

§ 2.02

ACQUISITION AND MERGER STRUCTURES

Acquisitions in the United States, as in most other jurisdictions, are
accomplished in one of three ways:
(a) By purchasing the underlying assets of an entity in what is
commonly referred to as an asset purchase transaction; or
(b) By purchasing the ownership interests of an entity (such as
stock, partnership interests, or limited liability company interests) directly from the owners of that entity in what is commonly referred to as a stock purchase transaction; or

2-3

§ 2.02

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

(c) By effecting a combination of two entities into a single surviving entity in what is commonly referred to as a statutory merger
or, more simply, a merger.
For ease of reference, the entity or individuals whose assets or stock
will be purchased or whose business will be acquired through a merger is
referred to as the “seller” or “target company” and the entity purchasing
the assets, stock, or business of the seller or target company is referred to
as the “buyer.”
Any form of acquisition (e.g., asset purchase, stock purchase, or
merger) can be used regardless of the type of consideration to be paid by
the buyer and regardless of the target company’s legal structure. For
example, a buyer can use an asset purchase to buy the assets of a limited
partnership or a limited liability company and it can use its stock to pay
the purchase price for those assets. Alternatively, a buyer can use a stock
purchase to purchase the stock of a privately held or publicly held corporation and it can use cash or issue promissory notes to pay the purchase price for that stock. It should be noted, however, that because of
U.S. federal and state income tax implications, sellers that are Subchapter C corporations for U.S. federal income tax purposes (or are passthrough entities that have elected corporate tax status) are much more
likely to prefer stock transactions than asset purchase transactions. See
Chapter 6.
Regardless of the form of acquisition structure, the acquisition process and the acquisition agreement need not differ in any material respect.
The one general exception to the foregoing statement is in transactions
involving public companies. Public company transactions tend to take
longer to effect and tend to be more cumbersome to consummate because
public company transactions usually are larger than their private company counterparts and more often require regulatory filings such as under
the Hart-Scott-Rodino Antitrust Improvements Act of 1976 (“HSR”).1 In
addition, public companies tend to have a significant number of stockholders and obtaining stockholder approval for the transaction requires
the filing of proxy materials and the holding of a special meeting of stockholders to vote on the transaction, both of which can be avoided when
acquiring a private company.
As noted in Chapter 1, the American federal system creates complexity for almost every subject in this treatise. Differences in laws from
1

15 U.S.C. §§ 18(a), et seq. See Chapter 11 infra.

2-4

TYPES OF ACQUISITIONS & MERGERS

§ 2.02[A]

state to state may impact how a transaction is structured or where a company chooses to do business. In order to highlight some of the differences
that may arise from jurisdictional issues, many of this treatise’s chapter
authors will rely on the following hypothetical scenario (the “treatise
hypothetical”):
TREATISE HYPOTHETICAL
Japan Investment Corp. (“JIC”), a multinational corporation headquartered in Japan, has three distinct business units that operate in
the countries of Japan, Thailand, and China. The business units
operate in the following industries: wind energy, aircraft engines,
and appliances. All of the business units are operated through
wholly owned subsidiaries.
The directors of JIC have decided to expand their business into the
United States. The directors have identified a target company known
as US Air & Wind, Inc. (“USAW”) that manufactures aircraft
engines in a plant located in Los Angeles, California, and manufactures fiberglass blades used in wind turbines in a plant located in
Buffalo, New York. USAW is a California corporation and operates
its aircraft engines business through a wholly owned subsidiary
known as California Aircraft Engines, Inc. (“CAE”). CAE is a
California corporation that employs 400 people in its Los Angeles
plant, all of whom are covered by a collective bargaining agreement. USAW operates its fiberglass blade business through a wholly
owned subsidiary known as Buffalo Blades, Inc. (“BBI”). BBI is a
Delaware corporation that employs 150 employees, none of whom
is covered by a collective bargaining agreement. USAW also manufactures ball bearings for use in automobiles. The ball bearing business is operated through a division of USAW. JIC has no interest in
purchasing the ball bearing business.
[A] Asset Purchase Transactions
The most basic form of acquisition is an asset purchase transaction,
which can be as simple as a buyer acquiring a single asset, such as a piece
of equipment, or can be as comprehensive as a buyer purchasing an entire
business through the purchase of all or substantially all of a seller’s
assets.

2-5

§ 2.02[A]

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

The asset purchase transaction is most useful in situations involving a
seller that operates separate businesses within the same legal entity (as
opposed to operating the separate businesses through separate stand-alone
subsidiary entities). In the treatise hypothetical above, assume JIC were
interested in purchasing only the ball bearing business of USAW and would
be willing to assume USAW’s liabilities arising only from the operation of
the ball bearing business. Under these circumstances, neither a stock
purchase transaction nor a merger with USAW would be practical. In both a
stock purchase transaction and a merger, all of the economics and burdens
associated with USAW’s assets and liabilities would be inherited by JIC,
not only those related to the ball bearing business. An asset purchase
transaction, by contrast, would allow USAW to transfer to JIC only
the assets and liabilities of the ball bearing business, leaving to USAW the
balance of its assets and liabilities. USAW then could continue to operate its aircraft engines and wind turbine businesses.
This flexibility to pick and choose assets and liabilities is the most
distinguishing and advantageous characteristic of an asset purchase
transaction. It is one of the principal reasons buyers prefer asset purchase
transactions over other forms of acquisitions. This added flexibility,
however, comes with the responsibility to ensure that the transaction
documentation adequately identifies all of the assets that the buyer believes
are used in or are necessary for the operation of the business following
consummation of the transaction. The documentation should reflect agreement only for those liabilities the buyer is willing to assume and that are
associated with the assets being purchased.
The seller in an asset transaction continues to exist as a separate
legal entity following the transaction and continues to be legally responsible for all liabilities, including those arising from the operation of its
business prior to consummation of the transaction. The only way a seller
can shift the economic burden associated with its existing liabilities is by
having the buyer agree contractually to assume those liabilities in the
asset purchase agreement. Even though the buyer is contractually obligated to the seller to satisfy and discharge the assumed liabilities, the
seller is not relieved of those liabilities unless it receives a release from
the party to whom the liabilities are owed (which rarely occurs). With
limited exceptions, a buyer in an asset purchase transaction is not
responsible for the liabilities incurred by a seller unless the buyer
contractually has assumed those liabilities, or a court treats the asset
acquisition as a de facto merger and imposes liability on the buyer for the
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seller’s obligations. Careful drafting and planning can overcome the risk of
an asset purchase transaction being treated as a de facto merger.
A typical asset purchase transaction is illustrated here:
Asset Purchase Transaction
Buyer
Stockholder

Buyer
Stockholder

Buyer
Stockholder

Target
Stockholder

Title to Purchased Assets(1)

Buyer
Cash or Other Consideration (2)

Target
Stockholder

Target
Stockholder

Target
Company

(1) Title documents include deeds for real property, bills of sale for tangible personal property, assignment and assumption
documents for intangible personal property (such as contracts), and certificates of registration for vehicles.
(2)

Other consideration can include stock, notes, or other property (real or personal, tangible or intangible).

[B] Stock Purchase Transactions
In a stock purchase transaction, the buyer purchases the stock or
other equity interests in the target company directly from the owners of
the target company. A stock purchase transaction can be used to purchase
stock in a corporation, partnership interests in a partnership, or limited
liability company membership interests in a limited liability company, but
for ease of reference the remainder of this chapter will refer to all such
transactions as stock transactions and purchases of stock.
A stock transaction can be used to purchase all or any portion of the
outstanding stock of a target company. A stock transaction allows a buyer
to enter into one agreement with all stockholders, or negotiate individual
purchase agreements with each stockholder of a target company. Each
stockholder can determine whether to sell its shares, and each stock purchase agreement can be on terms mutually agreeable to the buyer and the
stockholder even when each stock purchase agreement varies from stockholder to stockholder (which, in practice, is seldom the case).
The target company continues in existence following a stock purchase transaction, holding all the same assets and subject to all the same
liabilities as existed immediately prior to the stock purchase transaction.
The only meaningful difference is that it has new equity owners. Unlike
in an asset purchase transaction, title to the underlying assets owned by
the target company is not conveyed to the buyer. The only title conveyed
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to a buyer in a stock purchase transaction is title to the underlying stock
of the target company.
This form of acquisition transaction often is utilized in cases involving privately held target companies that have a discrete number of stockholders. A stock purchase transaction is preferred to a statutory merger in
these circumstances because it does not require approval of the target
company’s board and statutory dissenter’s appraisal rights do not apply.
Because public companies tend to have many stockholders, a stock purchase transaction typically is not a practical solution for the sale of a public company. Instead, acquisitions of public companies usually are
accomplished through a statutory merger.
A typical stock purchase transaction is illustrated here:
Stock Purchase Transaction
Acquisition Transaction (Buyer purchases all outstanding stock directly from target company stockholders
in exchange for cash or other consideration):
Buyer
Stockholder

Buyer
Stockholder

Buyer
Stockholder

or
Cash

Target
Stockholder

Buyer

Target
Stockholder

)

on (1

erati

nsid

r Co

Othe

Target
Stockholder

ck

Title

to Sto

Target
Company

Result of Acquisition Transaction (Target company is a wholly owned subsidiary of buyer):
Buyer
Stockholder

Buyer
Stockholder

Buyer
Stockholder

Buyer

Target
Company
(1) Other consideration can include stock, notes, or other property (real or personal, tangible or intangible).

[C] Statutory Mergers
Rather than acquiring the assets of a seller or acquiring the shares
of stock of a target company, a buyer and a seller can cause the assets and
liabilities of the two entities to be combined by merging the two entities
together. Mergers are a statutorily created means of accomplishing a
business combination. As a result, the requirements to effect a merger
vary from jurisdiction to jurisdiction.
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In the absence of a merger enabling statute, a buyer will be forced
to accomplish its acquisition of a seller either through an asset purchase
or a stock purchase. State laws govern the mechanics and effects of a
merger and, therefore, dictate both the procedure for consummating a
merger and requirements for board and stockholder approval. For
example, using the treatise hypothetical, if JIC were to form a wholly
owned subsidiary in Delaware for the purpose of acquiring California
Aircraft Engines (“CAE”), Inc. by merger, the merger statutes of the
states of Delaware and California would govern.
Under the Delaware merger statute,2 JIC and CAE would be
required to enter into an agreement of merger, stating:

2
3

(1)

The terms and conditions of the merger;

(2)

The mode of carrying the merger into effect;

(3)

The manner, if any, of converting the shares of each of the constituent corporations into shares or other securities of the corporation that will survive the merger, or of cancelling some or
all of such shares; if any shares of any of the constituent corporations were not to remain outstanding, consideration would
have to be given to how they may be converted into shares or
other securities of the surviving corporation, or be cancelled;
shareholders might receive cash, property, rights or securities
of any other corporation or entity in exchange for, or upon conversion of, their shares and the surrender of any certificates
evidencing the shares; this cash, property, rights or securities
may be in addition to, or in lieu of, the shares or other securities of the surviving corporation;

(4)

Such other details or provisions as are deemed desirable,
including a provision for the payment of cash in lieu of the
issuance or recognition of fractional shares of the surviving
corporation, or of any other corporation the securities of which
are to be received in the merger; and

(5)

Such other provisions or facts as may be required to be set
forth in certificates of incorporation by the laws of the state
chosen in the agreement to be the state, and therefore the
governing laws, of the surviving corporation.3

8 Del. C. § 251, et seq.
See 8 Del. C. § 251(b).
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The agreement of merger must be approved by the directors of JIC
and CAE and by a majority of the outstanding stock entitled to vote. Once
approved, the agreement of merger must be filed with the Delaware Secretary of State. In lieu of filing a copy of the merger agreement with the
Delaware Secretary of State, the surviving corporation may file a certificate of merger, which states:
(1)

The name and state or jurisdiction of incorporation of each of
the constituent corporations;

(2)

That an agreement of merger has been approved, adopted, certified, executed, and acknowledged by each of the constituent
corporations;

(3)

The name of the surviving corporation;

(4)

Such amendments or changes in the certificate of incorporation of the surviving corporation as are desired to be effected
by the merger, or, if no such amendments or changes were
desired, a statement that the certificate of incorporation of the
surviving corporation shall be its certificate of incorporation;

(5)

That the executed agreement of merger is on file at an office
of the surviving corporation, and the address thereof;

(6)

That a copy of the agreement of merger will be furnished by
the surviving corporation, on request and without cost, to any
stockholder of any constituent corporation; and

(7)

If the corporation surviving the merger were a Delaware corporation, the authorized capital stock of each constituent corporation that is not a corporation of Delaware.4

In order for JIC and CAE to consummate the merger under the
California merger statute,5 the board of directors of each constituent corporation must approve an agreement of merger and the agreement must
state all of the following:
(a) The terms and conditions of the merger;
(b) The amendments to the articles of the surviving corporation to
be effected by the merger, if any;
4
5

See 8 Del. C. § 251(c).
Cal. Corp. Code § 1100, et seq.
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(c) The name and place of incorporation of each constituent corporation and which of the constituent corporations is the surviving corporation;
(d) The manner of converting the shares of each of the constituent
corporations into shares or other securities of the surviving corporation and, if any shares of any of the constituent corporations were not to be converted solely into shares or other
securities of the surviving corporation, the cash, rights, securities, or other property that the holders of those shares are to
receive in exchange for the shares, which cash, rights, securities, or other property may be in addition to, or in lieu of,
shares or other securities of the surviving corporation, or that
the shares are canceled without consideration;
(e) Other details or provisions as are desired, if any, including a
provision for the payment of cash in lieu of fractional shares or
for any other arrangement with respect thereto.6
After approval of a merger by the board and approval of a majority
of the outstanding shares entitled to vote, the surviving corporation must
file with the California Secretary of State a copy of the agreement of
merger with an officers’ certificate of each constituent corporation
attached, stating the total number of outstanding shares of each class
entitled to vote on the merger, that the principal terms of the agreement
in the form attached were approved by that corporation by a vote of a
number of shares of each class equaling or exceeding the vote required,
specifying each class entitled to vote and the percentage vote required of
each class.7
[1] Direct Mergers
In a basic two party direct merger, the target company is merged
with and into the buyer with the buyer as the surviving entity. As a result
of the merger, the target company ceases to exist as a separate entity and
the surviving entity succeeds to all of the target company’s assets and
liabilities. The shares of stock held by stockholders of the target company
that do not exercise dissenter’s appraisal rights are converted into the
6
7

See Cal. Corp. Code § 1101.
See Cal. Corp. Code § 1103.

2-11

§ 2.02[C]

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

right to receive the merger consideration (which can be either cash, securities, or other property). In certain cases and by following statutorily prescribed rules, stockholders of the target company who do not vote in favor
of the merger can exercise what are commonly called “dissenter’s
appraisal rights,” which are discussed more fully below. It should be
noted, however, that the exercise of appraisal rights is rarely utilized
because of the time and cost involved and because of the uncertainty of
the outcome.
A typical direct merger transaction is illustrated here:
Direct Merger
Merger Transaction (Target company is merged into buyer with buyer being the surviving entity; Shares of target
company stock are converted into the right to receive the merger consideration):
Buyer
Stockholder

Buyer
Stockholder

Buyer
Stockholder

Target
Stockholder

Buyer

Target
Stockholder

)

on (1

erati

nsid

Co
rger

Target
Stockholder

Target
Company

Me

Merger of Target into Buyer

Result of Merger Transaction (Target company no longer exists; All property and other rights of target company
are owned by buyer; Target company stockholders receive merger consideration and their shares in the target
company are canceled):
Buyer
Stockholder

Buyer
Stockholder

Buyer
Stockholder

Buyer
“Surviving Entity”

[2] Indirect or Subsidiary Mergers
Indirect or subsidiary mergers are three party mergers in which the
buyer (or parent company) forms a subsidiary and merges the subsidiary
with the target company. Using the treatise hypothetical, JIC would form
a U.S.-based subsidiary and merge the subsidiary into CAE, or merge
CAE into its newly formed subsidiary. These subsidiary mergers can be
structured as either forward or reverse mergers, depending on the
intended tax consequences of the transaction and non-tax considerations
such as the need to obtain third-party consents. See Chapter 6. Three party
mergers allow the stock or other assets of the parent company of the
buyer to be used as consideration in the merger. Whether a transaction is
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structured as a reverse subsidiary merger or a forward subsidiary merger,
consideration may be paid in cash, with parent company stock or with
other property provided by the parent company.
One of the principal reasons that a buyer will utilize a subsidiary
merger, whether it is a forward subsidiary merger or a reverse subsidiary
merger, is to isolate liabilities of the target company in a subsidiary, rather
than to absorb those liabilities into the buyer itself. By structuring the
transaction in this manner, the assets of the buyer parent company are not
available to satisfy claims of creditors of the target company following
consummation of the merger.
[3] Forward versus Reverse Subsidiary Mergers
A forward subsidiary merger is a transaction in which the target
company is merged into the buyer or the buyer’s merger subsidiary and
the buyer or the buyer’s merger subsidiary is the surviving entity. In a forward merger, the buyer or the buyer’s merger subsidiary succeeds to all
of the target company’s assets and liabilities and the stock of the target
company held by the target company’s stockholders immediately prior to
the merger is converted into the merger consideration.
A typical forward subsidiary merger transaction is illustrated here:
Forward Subsidiary Merger
Forward Merger Transaction (Buyer forms merger subsidiary; Target company is merged into buyer’s merger subsidiary
with buyer’s merger subsidiary being the surviving entity; Shares of target company stock are converted into the right to
receive the merger consideration):
Buyer
Stockholder

Buyer
Stockholder

Buyer
Merger
Subsidiary

Buyer
Stockholder

Target
Stockholder

er
Merg

Target
Stockholder

Target
Stockholder

tion

idera

Cons

Merger of Target into Merger Sub

Target
Company

Result of Forward Merger Transaction (Target company no longer exists; All property and other rights of
target company are now owned by merger subsidiary; Target company stockholders receive merger consideration and
their shares in the target company are canceled):
Buyer
Stockholder

Buyer
Stockholder

Buyer
Stockholder

Buyer
Merger Sub
“Surviving Entity”
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A reverse subsidiary merger is a transaction in which the buyer or
the buyer’s merger subsidiary is merged into the target company and the
target company is the surviving entity. In a reverse merger, the target
company succeeds to all of the assets and liabilities of the buyer or the
buyer’s merger subsidiary (which, in the case of a subsidiary merger, tend
to be nominal, if any, since most buyers will establish a shell merger subsidiary solely for purposes of consummating the merger), the stock of the
buyer’s merger subsidiary is converted into shares of stock in the target
company and the stock of the target company held by the target company’s stockholders immediately prior to the merger is converted into the
merger consideration. In this respect, a reverse subsidiary merger is similar to a stock purchase transaction: the buyer acquires all of the stock of
the target company with the result being that the target company becomes
a wholly owned subsidiary of the buyer.
Reverse subsidiary mergers often are used when the target company
is a party to critical contracts and those contracts prohibit assignment
without the consent of the counterparty. For example, a recent transaction
involved a target company that had locked in favorable terms on a
long-term supply contract. The buyer believed that the contract was critical to the ongoing success of the business because of its favorable economics, but the contract could be assigned only with the consent of the
supplier. The target company feared that the supplier would withhold its
consent to the assignment or attempt to renegotiate the supply agreement
were it to approach the supplier for consent to transfer the supply agreement in connection with an acquisition. As a result, the buyer and the target company determined that it was best to merge the buyer’s merger
subsidiary into the target with the target company being the surviving
entity so that the assignment clause of the supply contract was not triggered and no consent of the supplier was required.
It is not certain whether the same result would occur in the context
of a forward merger transaction. Despite applicable state merger statutes
providing that the surviving entity succeeds to all of the target company’s
assets, some courts may view a forward merger as a transfer of the underlying contract because the surviving entity is different from the target
company.
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A typical reverse subsidiary merger transaction is illustrated here:
Reverse Subsidiary Merger
Reverse Merger Transaction (Buyer forms merger subsidiary; Merger subsidiary is merged into target company with
target company being the surviving entity; Shares of target company stock are converted into the right to
receive the merger consideration):
Buyer
Stockholder

Buyer
Stockholder

Buyer
Stockholder

Target
Stockholder

Buyer
Merger
Subsidiary

Target
Stockholder

on

erati

onsid

er C

Merg

Target
Stockholder

Merger of Merger Sub into Target

Target
Company

Result of Reverse Merger Transaction (Merger subsidiary no longer exists; All property and other rights of
merger subsidiary are owned by target company; Shares of merger subsidiary owned by buyer are converted into shares of
target company stock and shares of stock held by target company stockholders immediately prior to the merger are converted
into the right to receive the merger consideration):
Buyer
Stockholder

Buyer
Stockholder

Buyer
Stockholder

Buyer
Target Company
“Surviving Entity”

[4] Taxable versus Non-Taxable Mergers
Choices regarding how to structure a merger often are driven by tax
considerations.8 For example, a target company and its stockholders that
are parties to a merger do not recognize U.S. federal income tax when the
merger qualifies as a “reorganization.” Reorganization status under U.S.
federal income tax law is rule-driven and strict compliance with the rules
is required to qualify. Even the smallest misstep can be disqualifying and
expensive.
In order for a merger to qualify as a reorganization and to receive
corresponding tax benefits, a target company’s stockholders must receive
consideration of a type (generally stock or other securities of the buyer)
and in an amount that qualifies for reorganization status.9 For instance, in
a reverse subsidiary merger, at least 80 percent of the stock of the target
8

See Chapters 6 and 7, infra, for more detailed discussion of the tax implications of
different M&A transaction structures.
9
26 U.S.C. § 368.
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company must be exchanged or converted into voting stock of the parent
company involved in the acquisition in order to qualify for reorganization status.10 When the stockholders of the target company receive consideration that does not enable the merger to qualify as a reorganization,
they recognize taxable gain on the receipt of that consideration.
The type and amount of consideration are not the only criteria for
qualifying for reorganization status. The target company’s stockholders
must meet certain “continuity of interest” requirements by maintaining an
equity interest in the surviving corporation and the surviving entity must
satisfy the “continuity of business enterprise” requirement by continuing
to operate the target’s historic business.11
§ 2.03

CONSIDERATIONS AFFECTING CHOICE OF
TRANSACTION STRUCTURE

This section identifies some of the main considerations affecting the
choice of transaction structure: number of stockholders, income tax and
transfer tax implications, legacy liabilities, board and stockholder approval
requirements, third-party consents, dissenter’s appraisal rights.12
[A] Number of Stockholders; Public Company versus Private
Company Transactions
When a target company has many stockholders, typical of most public companies, a stock purchase transaction is unlikely because getting all
stockholders to execute the stock purchase agreement would be difficult
and inefficient. The sheer number of stockholders typically found in a
public company makes the purchase of a public company through a stock
acquisition virtually impossible. For public company transactions, the
real options are acquisition through asset purchase or through statutory
merger. A merger structure is more common, however, because of the tax
10

26 U.S.C. § 368(a)(2)(E).
Treas. Reg. § 1.368-1(b), (d)(1), (e)(1)(i).
12
Additional issues that are typically considered when structuring an M&A transaction are addressed in other chapters of this treatise, including: U.S. and foreign tax (Chapters 6 and 7, respectively); labor and employment, including ERISA and pensions
(Chapter 9); intellectual property (Chapter 10); antitrust (Chapter 11); products liability
(Chapter 13); national security, including FINSA (Chapter 14); and international trade
(Chapter 19).
11
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implications of an asset purchase transaction to the target company and
its stockholders.
Although they do not affect the choice of structure, other considerations to take into account in connection with public company transactions are: possible regulatory compliance requirements (see Chapters 14
and 15), cost to complete, time to complete, public disclosure of the terms
of the transaction, and potential of rival bidders once the deal is
announced publicly. However, there are also advantages for buyers in
public transactions. Public disclosure rules tend to make available to a
buyer a wealth of information in the form of precedent transactions, many
times involving the target company itself. In addition, although it is not a
substitute for a buyer’s own due diligence of a target company’s accounting records, many buyers find comfort from the fact that a public company’s financial statements typically are audited by a “big four”
accounting firm and are subject to the Sarbanes-Oxley Act and, consequently, the oversight and scrutiny of the Securities and Exchange Commission (“SEC”). See Chapter 12.
In situations involving a target company with a relatively limited
number of stockholders, typical of private companies, a buyer will likely
pursue either an asset purchase transaction or a stock purchase transaction. Because of tax implications, most sellers prefer to structure transactions as stock purchases. It is to the buyer’s advantage to have all the
stockholders of the target company execute a stock purchase agreement
rather than try to accomplish the acquisition by merger. A stock purchase
transaction in which all of the target company stockholders have executed
the stock purchase agreement and agreed to sell their shares is less likely
to result in pre-closing litigation and will not give rise to any dissenter’s
appraisal rights that exist in most private company merger transactions. A
merger is more likely when stockholders unwilling to sell their shares do
not represent a controlling block of the target’s outstanding shares.
An acquisition of a privately held company with a manageable number of stockholders usually can be accomplished in a shorter period of
time than an acquisition of a publicly traded company with many stockholders. In a typical private company transaction, the buyer and the target
company (or the stockholders of the target company) negotiate the terms
of a purchase agreement, the buyer arranges its financing (if necessary),
and the parties consummate the transaction. Neither the purchase price
nor any of the acquisition documentation is made available publicly and
no SEC filings are required by either the buyer (assuming the buyer is not
a public company) or the target company.
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[B] Income Tax Considerations
Notwithstanding the importance of structural limitations, the tax
treatment to be afforded the seller and the buyer often is the most critical
consideration for structuring a transaction. Many of the other considerations affecting the choice of transaction structure are procedural; they
may make a transaction easier or more difficult to consummate, but they
do not have the economic impact of tax treatment. The choice of transaction structure may make it possible for the target company, or its stockholders, to defer income taxes. For the buyer, the choice of transaction
structure may reduce the burden of income taxes imposed on the target
company or on the buyer (in an asset purchase transaction) following consummation of the acquisition. See Chapter 6.
[C] Legacy Liabilities
Perhaps the most important consideration to a buyer in an acquisition is the avoidance of responsibility for the seller’s pre-existing or
“legacy” liabilities. The most effective way for a buyer to avoid becoming liable for pre-existing liabilities of a seller is to purchase the assets of
the seller in an asset purchase transaction and not agree to assume any
existing liabilities of the seller. Except in the limited circumstance where
a court imposes successor liability on a buyer (which a court can do), a
buyer of assets does not by operation of law succeed to the liabilities of
a seller. Instead, a buyer in an asset purchase transaction becomes liable
only for those liabilities that the buyer expressly agrees to assume.
From the seller’s perspective, even though the buyer has agreed to
assume its liabilities, in order for the seller to be absolved of liability it
must obtain a specific release of liability from third parties. Such releases
are rarely granted. Absent a release from the creditor, the seller must look
to the buyer for recourse should the buyer not discharge an assumed
liability and the creditor bring an action to collect against the seller.
This outcome in an asset purchase is in stark contrast to stock purchase and merger transactions. In a stock purchase, the target company
does not transfer any assets or liabilities and its corporate existence is not
affected by the stock transfer. The target company, therefore, remains
liable for all the same liabilities that existed immediately prior to the
stock transfer. The mere change of ownership in a stock purchase does
not absolve the target company from any of its pre-existing liabilities.
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Although the target company ceases to exist as a separate legal
entity in a merger in which the target company is not the survivor, the survivor of the merger succeeds to all of the assets and liabilities of the target company by virtue of the enabling merger statute. When a buyer
cannot convince the target company to structure the transaction as an
asset purchase but wants to avoid target company liabilities that might put
the buyer’s assets at risk, the buyer can form and employ a merger subsidiary to consummate the merger. Although the pre-existing liabilities of
the target effectively will be assumed by the buyer’s merger subsidiary,
none of the buyer’s other assets is available to satisfy claims of target
company creditors because, absent a piercing of the corporate veil, a parent entity is not responsible for the liabilities of its subsidiaries. Two legal
areas most commonly giving rise to legacy liabilities are labor and
employment, and products liability. See Chapter 9 for the former and
Chapter 13 for the latter.
[D] Board and Stockholder Approval Requirements
Almost all merger transactions require approval of the buyer’s board
of directors and the target company’s board of directors. Asset purchase
transactions require the approval of the seller’s board and the buyer’s
board. Stock purchase transactions, by contrast, require the buyer’s board
to approve the transaction, but not the target company’s board, unless the
buyer requires the target company to be a party to the stock purchase
agreement.
Parties to acquisitions favor methods that do not require having to
obtain stockholder approval. There is only one exception to the general
rule that asset purchase transactions do not require the approval of the
buyer’s stockholders: when the buyer issues its own shares as consideration for the asset purchase, and the percentage of the buyer’s shares
issued in the transaction is greater than a statutorily prescribed percentage of the buyer’s voting shares.13
Absent an agreement among the stockholders to the contrary, stock
purchase transactions do not require stockholder approval. Stockholders
each make their own determinations by deciding whether, and on what
terms, to sell their shares. No stockholder is bound by the decision of any
other stockholder unless that stockholder has agreed to a “drag-along”
13

See, e.g., Cal. Corp. Code §§ 1200(c), 1201(a), (b); Ohio Rev. Code Ann.
§§ 1701.01(Q), 1701.83(A).
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provision, which is not uncommon in stockholder agreements. Even if the
target company were a party to the stock purchase agreement, the stockholders of the target company would not be required to approve the transaction (but, as noted above, board approval would be required) unless the
stockholders are a party to a stockholder agreement requiring such
approval. Notwithstanding this general rule, buyers in stock purchase
transactions should be aware of so-called “control share” acquisition statutes, which apply to purchases of shares in publicly traded companies and
are effective in purchases that are in excess of a statutorily prescribed
threshold. In most jurisdictions, a control share acquisition statute does
not preclude a buyer from purchasing shares, but it limits the ability of
the buyer to vote the purchased shares when the purchase transaction has
not been approved by holders of the requisite percentage of the shares of
the target company not involved in the sale transaction (as prescribed by
the control share acquisition statute; usually a majority).14
Unlike asset and stock purchase transactions, direct mergers and forward and reverse subsidiary mergers, as a general rule, require stockholder approval of both parties to the merger (usually between a majority
and two-thirds of the shares entitled to vote, although higher approval
requirements may apply to transactions involving interested stockholders
or their affiliates).15 The approval of the stockholders of the parent entity
in a forward or reverse subsidiary merger, however, is not required unless
the parent entity is issuing its stock in the transaction and the percentage
issued exceeds a statutorily prescribed threshold. Similarly, stockholder
approval is not required in a short-form merger between a parent entity
and its subsidiary when the parent entity owns a statutorily prescribed
percentage of the subsidiary’s shares and the parent entity’s board
approves the transaction.16 There are also jurisdictions that exempt the
buyer from obtaining approval of its stockholders when the buyer is not
issuing stock in connection with the merger and the buyer’s certificate or
articles of incorporation are not required to be changed as a result of the
merger. Merger statutes vary from state to state and, therefore, the
approval requirements in Ohio may be different from those in California
or New York.
14

See, e.g., Ohio Rev. Code Ann. §1701.831.
See, e.g., 8 Del. Code § 251(c); Cal. Corp. Code § 1201(a); Ohio Rev. Code Ann.
§ 1701.78(D).
16
See, e.g., 8 Del. Code § 253; Cal Corp. Code § 1110(a); Ohio Rev. Code Ann.
§ 1701.80.
15
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[E] Third-Party Consents
Stockholders and boards of directors may not be the only parties
with rights to consent to a merger or acquisition. A third party may, by
virtue of its contractual relationship with the seller, have a right to consent to the acquisition transaction or to the transfer of its contract to the
buyer. Depending on the scope of the consent right, the transaction may
be structured so as to avoid the need to obtain third-party consent.
A seller’s assets may include executory contracts, and intangibles
such as intellectual property, which often are the most valuable assets in
the transaction. See Chapter 10. A buyer will want to ensure that it obtains
the full benefit of these assets. Often, a party to a contract will insert a
provision into the contract prohibiting the counterparty from assigning or
transferring the contract without first obtaining its consent. After all,
someone entering contractual obligations with one party may not want to
continue such obligations with some other, unknown party. They will
want a right to continue the contract, or to amend or terminate it if the
party with whom they are contracting were to change. Such a logical provision, however, depending on the importance of the contract, can have a
chilling effect on a seller’s ability to dispose of the company in a negotiated transaction.
The issue of obtaining third-party consent most commonly surfaces
in the context of asset purchase transactions. In stock purchase transactions and reverse mergers, a non-assignment clause is not triggered
because the underlying assets of the seller are not being assigned or transferred by the seller.
Forward mergers present a more nuanced issue because the target’s
assets become assets of the acquirer by operation of law. The question
then arises whether the assignment “by operation of law” triggers thirdparty consent if the underlying contract were to prohibit only an assignment of the contract without a specific prohibition by operation of law.
Texas has addressed this issue statutorily, providing that no transfer
or assignment occurs by reason of the merger.17 Ohio case law comes to
a similar conclusion, but in the relevant case the underlying contract did
not contain language prohibiting assignments by operation of law; it is
then not entirely clear whether the case would have been decided

17

See Tex. Bus. Corp. Act Ann., Art. 5.06(A).
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differently had the language in the contract prohibited assignments by
operation of law.18
When a contract contains a non-assignment clause (or a provision
that prohibits assignments occurring by operation of law) and also a
clause prohibiting a change of control, the target company may need to
obtain the consent of the party to such a contract. This requirement may
apply even in stock purchase transactions and mergers, were the target
company to undergo a change of control as a result of the transaction, or
a transfer were to occur by operation of law, which could happen in the
case of a forward merger.
[F] Dissenter’s Appraisal Rights
Dissenter’s appraisal rights are a statutory remedy granted to stockholders in a merger.19 Appraisal rights grant stockholders who do not vote
in favor of a merger the right to be paid the fair value of their shares
instead of the merger consideration.
Most appraisal statutes provide for fair value to be determined by a
court and exclude from coverage shares that are traded on a national
exchange. Such an exclusion is based on the theory that the fair value of
publicly traded shares is established by market forces and stockholders
can sell their shares on the national exchange prior to the merger should
they not be satisfied with the negotiated merger consideration.
Most buyers in merger transactions insert a provision in the merger
agreement permitting them to terminate the transaction should appraisal
rights be exercised for more than a prescribed percentage of the outstanding shares. The uncertainty in the final purchase price created by the
existence of a large percentage of stockholders exercising appraisal rights
is for many buyers too much risk to bear.
Delaware does not, but Ohio does, provide appraisal rights to stockholders in asset purchase transactions.20 Other states, such as New York
and Florida, grant appraisal rights to stockholders in asset purchase transactions when the sales proceeds of the transaction are not distributed to
the seller’s stockholders within a year of the transaction.21 Stockholders
18

See Middendorf v. Fuqua Indus., Inc., 623 F.2d 13 (6th Cir. 1980).
See, e.g., 8 Del. C. § 262; Cal. Corp. Code § 1300 et seq.; Ohio Rev. Code Ann.
§§ 1701.84, 1701.85.
20
See, e.g., Ohio Rev. Code Ann. §§ 1701.76(C), 1701.84.
21
See, e.g., N.Y. Bus. Corp. L. § 910(a)(1)(B); Fla. Stat. Ann. § 607.1302(1)(c).
19
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of the buyer may have appraisal rights, but only when buyer shares are
being issued as part of the transaction.
[G] Transfer Taxes
Many state and local governments impose a tax on the transfer or
sale of assets. Transfer taxes typically are measured by the fair market
value of the assets transferred. Consequently, such taxes are most pertinent for asset purchase transactions. A transfer tax is applied to the transfer of personal property and real property, but in some jurisdictions
transfers of intangibles also are taxed.
Some jurisdictions have enacted exemptions from transfer taxes
relating to sales of assets in bulk or occasional, casual, or isolated sales,
such as a sale of all or substantially all of a target company’s assets.22
Even though most tax statutes place the burden of the transfer tax on the
seller or its stockholders, custom as to who is responsible for payment of
transfer taxes varies by geographic location. Most acquisition agreements
contain a provision allocating responsibility for payment of transfer taxes
to the buyer or the seller (or its stockholders). Transactions such as stock
purchases and mergers, in which no assets of the target company are
transferred, typically are not subject to transfer taxes.
The area of transfer taxes that bears the most attention is the tax
imposed, typically by counties, on the transfer of real property. Improved
real property can represent a significant portion of the purchase price, particularly when there are extensive real property holdings, whether
because the seller has many operating facilities, or is itself a real estate
operating company. There are very few tax exemptions for sales of real
property, even when the sale involves substantially all of the assets of a
seller, but in certain jurisdictions it may be possible to eliminate transfer
taxes on real property by having the target company transfer its real property to a newly formed, wholly owned subsidiary of the seller for no consideration, then selling the stock of the wholly owned subsidiary. Some
jurisdictions, to overcome this apparent tax avoidance, have taken the
position that the sale of a controlling interest in an entity owning real
property is a transfer of the real property for transfer tax purposes.23

22
23

See e.g., 61 Pa. Code § 32.4(a)(2); Ohio Rev. Code Ann. § 5739.02(A)(8).
See e.g., 35 ILCS 200/3110.
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THE ACQUISITION PROCESS

This section addresses the major issues in the acquisition process
from initiation through to the post-closing period.
[A] Initiation of Process: Confidentiality Agreement and
Indication of Interest Letter
An acquisition process can be initiated by either a buyer or a seller.
When the acquisition process is initiated by the seller, the seller, either by
itself or together with its investment banker, financial advisor, or other
representatives, identifies potential buyers, gathers relevant financial
data, and prepares a bid package to share with potential buyers. Prior to
distributing any financial data or other confidential information, the seller
will have legal counsel prepare a confidentiality agreement for signature
by each interested bidder. The confidentiality agreement will prohibit the
recipient of the information from disclosing or using any of the seller’s
confidential information for any purpose other than in connection with
evaluating the possibility of a transaction with the seller. A sample confidentiality agreement is included as Appendix 2-A.
When a bidder is interested in pursuing a transaction and signs a
confidentiality agreement, the seller or its representatives provides the
bidder some basic financial information and a bid package. The bid package contains a letter setting forth the process the seller intends to follow
in selecting a buyer, as well as information regarding the seller, its products, its markets, and its forecast of future results. At this stage, the potential buyers are also provided access to the seller’s confidential
information, often by an electronic or “virtual” data site controlled by the
seller. Such sites allow the seller to control who has access to the information, and to monitor who is viewing it and the type of information they
are viewing, which can be useful for the seller to anticipate questions and
provides insight into what is most important to bidders.
Following its review of the seller’s financial and other data, a bidder is asked to submit an indication of interest, usually by setting forth in
a non-binding letter that it is interested in pursuing a transaction and proposing a purchase price range within which it is willing to proceed. The
indication of interest letter outlines other conditions that must be satisfied
in order to proceed with a transaction, such as confirmation of due diligence, board approval, and financing. Upon its receipt of indications of
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interests from bidders, the seller and its advisors narrow the field and provide the remaining bidders with additional information and a draft purchase agreement. The bidders are asked to submit a “mark-up” of the
purchase agreement along with a letter of intent setting forth the purchase price and the conditions to closing.
When the buyer initiates the acquisition process, the buyer and its
representatives identify potential acquisition targets and contact each target company to determine whether a transaction is a possibility. When a
target company indicates a willingness to entertain an acquisition proposal, the buyer signs a confidentiality agreement and receives access to
certain of the target company’s confidential information so that it can
begin to formulate its offer. A target company will be reluctant to provide
too much information to an unsolicited offeror because of the possibility
of leaks, the potential disruption to its business, possible negative impact
on its employee morale, and other competitive concerns. In order to alleviate some of the target’s concern, a buyer may provide the target company with a non-binding letter of intent so that it can pursue further due
diligence.
[B] Letter of Intent
A letter of intent is a written expression of a party’s intent to pursue
an acquisition. A sample letter of intent is included as Appendix 2-B.
Most letters of intent are by their express terms non-binding, but
nothing prohibits a buyer and a seller from entering into a binding letter
of intent. Even when a letter of intent is non-binding, some jurisdictions
impose on the buyer and the seller an obligation to negotiate in good
faith. Consequently, any party to a letter of intent concerned about an
obligation to negotiate in good faith should disclaim it specifically. In
addition, the parties may want to provide that certain provisions in the letter of intent will be binding even though neither party has a legal obligation to proceed with a transaction. For example, many buyers include
in their letters of intent a binding exclusivity clause that can be enforced
against the seller.
An exclusivity clause is a way to keep the target company “off the
market” while the buyer conducts its due diligence. It provides that neither the target company nor its stockholders or agents or representatives
will solicit offers from, provide information to, or negotiate with, anyone
other than the buyer for some prescribed period of time. A buyer will
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argue that it is not fair for the target company to “shop” the buyer’s bid
while the buyer is conducting its due diligence.
Due diligence can be expensive and time consuming. It would be
unfair to the buyer if the target company were able to sell the target company out from under the buyer during due diligence. Some buyers, therefore, include a break-up fee in the exclusivity provision in an effort to
give it teeth and make it difficult for a potential rival bidder to top its bid.
Other than memorializing in writing the understanding between the
parties and serving as a guide to counsel in preparing the definitive agreement, there is little benefit to the seller in entering into a non-binding letter of intent, particularly a letter of intent that contains an exclusivity
clause. For this reason, many sellers choose to proceed directly to the
negotiation of the definitive agreement rather than spend time and money
negotiating the terms of a non-binding letter of intent. By not signing a
letter of intent or a separate exclusivity agreement, the seller can keep the
pressure on the buyer to complete its due diligence and negotiate the
terms of a definitive agreement, and can avoid potential litigation with or
liability to the buyer should the seller ultimately elect not to sell to the
buyer.
Parties may wish to sign a letter of intent when timing of the transaction is an important consideration and the transaction is subject to the
filing requirements of HSR. See Chapter 11. Parties can file their HSR
reports on the basis of a signed letter of intent, even when the letter of
intent is non-binding, in order to start the 30-day HSR waiting period.
For public companies, entering into a letter of intent may trigger disclosure obligations pursuant to U.S. or state securities laws. Consequently, parties to public company acquisitions prefer not to enter into a
letter of intent, thereby postponing the delays of public disclosure until a
definitive agreement can be executed. Nonetheless, were preliminary
negotiations to cross the threshold of materiality, disclosure obligations
could arise even without a signed letter of intent.
[C] Due Diligence
Probably the most important aspect of an acquisition transaction for
the buyer is due diligence, the process by which the buyer undertakes its
business and legal investigation of the seller. Extensive and careful due
diligence can prevent post-closing surprises. No matter how many
representations and warranties a seller makes, or how broad the
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indemnification a buyer is able to negotiate, the buyer’s best defense
against post-closing liabilities or loss of business is a thorough investigation of the seller and its business prior to entering into a definitive
agreement.
Due diligence begins in earnest at the time the buyer and the seller
execute a letter of intent. The buyer will deliver to the seller a due diligence request list that will cover such topics as formation and organization documentation; corporate minutes and stockholder records; tax
returns; material contracts; employee, legal, environmental, pension and
benefits matters; financial statements; and customer and supplier lists. A
sample legal due diligence request list is included as Appendix 2-C.
The seller or its counsel will establish a data room or will deliver
copies of the requested documents to the buyer’s counsel. Alternatively,
and more likely, the seller or its representatives will establish an electronic or virtual data room and will provide passwords to a select group
of the buyer’s representatives to access the records electronically. Virtual
data rooms are becoming much more prevalent in transactions because of
the enhanced efficiency they offer. The buyer saves time and money by
not having to send a team of experts to an actual data room, and the seller
saves time and money by not having to dedicate administrative or professional staff to accommodate visits by multiple potential buyers or
make multiple copies of the same documents.
Sellers should be aware of buyers that use diligence as a tool to
renegotiate a better deal. The initial purchase price often is established
before the buyer has had the opportunity to complete its due diligence
review of the seller and its business (particularly true for auctions). A buyer’s due diligence can uncover legitimate issues that, had they been
known at the outset, may have resulted in a lower purchase price. Consequently, the buyer will seek and may be entitled to a purchase price
reduction.
Unscrupulous buyers view due diligence as a tool for renegotiation
of the purchase price during the exclusivity period. These types of buyers
exaggerate due diligence discoveries, sometimes betraying a strategy of
an inflated initial bid in order to gain exclusivity. Savvy sellers guard
against such manipulation by inserting a provision in the exclusivity
clause that terminates exclusivity should the buyer attempt to renegotiate
the purchase price. The tactic is imperfect, but it can make a buyer think
twice before approaching a seller with a proposed reduction based on
insignificant due diligence findings.
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[D] Execution of Definitive Agreement
Simultaneously with due diligence, the buyer and seller negotiate
the terms and conditions of a definitive purchase agreement. At or
about the time the terms and conditions of a definitive agreement are
finalized, the parties seek the approval of their respective boards or stockholders, if necessary, in connection with the transaction and execution of
the agreement. When the target company is obtaining a fairness opinion
from a financial advisor in connection with the transaction, the fairness
opinion is delivered to the target company board prior to the board taking
any action.
In some transactions, the parties negotiate and execute a definitive
agreement prior to obtaining board or stockholder approval. When this
approach is taken, it is imperative that the acquisition agreement contain
a condition allowing the party requiring board or stockholder approval the
right to terminate the agreement should the requisite approval not be
obtained. Once the definitive agreement is signed, one or both of the parties makes a public announcement of the transaction should securities
laws or regulations so require.
For a more detailed discussion of documentation in merger and
acquisition transactions, see Chapter 3.
[E] Pre-Closing Period
When the parties are not contemplating a simultaneous signing of
the definitive agreement and closing of the transaction, there is a period
of time between the dates the definitive agreement is signed and the transaction is consummated, commonly referred to as the “pre-closing” period.
The seller continues to operate the business within the agreed parameters
of the definitive agreement, and the parties use reasonable efforts to satisfy the conditions precedent to the consummation of the transaction. For
example, in an asset purchase transaction, the seller may have to obtain
the consent of its landlord to the assignment of its lease to the buyer.
Similarly, the buyer must arrange financing during the pre-closing period
when financing is a condition to closing. When the transaction is subject
to HSR and the parties have not filed their HSR reports on the basis of a
signed letter of intent, the buyer and the seller file their HSR reports and
close upon expiration of the 30-day statutory waiting period (assuming
the parties have not received a request for further information from
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government regulators and all other conditions to closing have been satisfied; if government regulators were to request further information from
the parties, the parties could not close for a period of 20 days from the
date the parties have achieved “substantial compliance” with the second
request). In addition to HSR, foreign acquisitions of a U.S.-based business that might affect national security may be subject to review by the
Committee on Foreign Investment in the United States. See Chapter 14.
Another major factor in determining the length of the pre-closing
period is whether any party is required to file documents pursuant to federal securities laws. When the buyer must register securities with the
SEC, or the seller is required to file a proxy statement with the SEC and
mail it to its stockholders, the pre-closing period can be prolonged. It can
take between 90 and 120 days to prepare a registration statement or proxy
materials, file the required documents with the SEC, and make it through
the SEC review process.
The definitive agreement will contain a section governing operations during the pre-closing period. The buyer will want to have some say
with respect to how the business is being operated during the pre-closing
period, particularly if the business were run during that time for the buyer’s benefit, which is the case when the purchase price is fixed without a
purchase price adjustment at closing for changes occurring between signing and closing. The buyer will want protective provisions providing that
the business will be run in the ordinary course consistent with past
practice, and that the seller will use reasonable efforts to maintain strong
relationships with its employees, suppliers, and customers during the
pre-closing period. The buyer will also want to have a right to consent to
any material transaction that the seller proposes undertaking during the
pre-closing period. For example, if the seller were considering entering
into a collective bargaining agreement at one of its facilities during the
pre-closing period, or selling assets having material value or making
material purchases of new equipment, the buyer would want to review the
proposed transactions and have the ability to veto them.
[F] Closing
The parties schedule closing following satisfaction of all required
conditions, including the expiration of the waiting period under HSR (if
necessary) and the receipt of any required government, board, stockholder
or third-party approvals. At closing, the assets or stock are transferred to the
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buyer (in the case of an asset purchase transaction or stock purchase
transaction, respectively) or the merger certificate is filed with the
applicable state governmental authorities (in the case of a merger). The
purchase price or merger consideration is paid to the seller or its stockholders. Documents of conveyance transferring the purchased assets or the
stock of the seller are delivered along with such standard documents as an
officer’s “bringdown” certificate,24 legal opinions, and evidence of consent
of third parties. When the transaction involves a public company, it is
standard to issue a press release announcing completion of the transaction.
[G] Post-Closing Period
It is common for acquisition agreements to contain a purchase price
adjustment mechanism to compensate for any changes that may occur in
the business between the signing of the definitive agreement and the closing date. Either the buyer or the seller delivers to the other a closing date
balance sheet, or a statement of working capital, that measures the seller’s net assets or net working capital (or other metric) at some prescribed
time (usually as of the opening of business on the closing date). The
recipient of the information then has a period of time to review it and
raise objections. When the parties are unable to resolve any differences,
they refer the final price to a neutral arbiter (usually an accounting firm
identified in the acquisition agreement) for final resolution. The final
closing date value is then compared to a target or threshold value set forth
in the acquisition agreement and the purchase price is adjusted upward or
downward on the basis of such comparison.

24
A “bringdown certificate,” signed by one or more of the officers of the target company (or by the sellers in the case of a stock purchase transaction) attests to the buyer that
the representations and warranties made by the target company (or the selling stockholders) in the definitive agreement were true and correct when made and remain true and correct at the time of closing. The certificate identifies any and all instances of exception
where a representation or warranty is no longer true and correct. A bringdown certificate
may also certify that all conditions to closing have been satisfied, that the target company’s certificate of incorporation and bylaws have not been amended, and that they remain
in full force.
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M&A PRACTICE TIPS

This section provides practice tips for both buyers and sellers in
M&A transactions.
[A] Practice Tips for Buyers
1.

Be proactive: Where possible, submit a preemptive bid in an
attempt to foreclose competition from other bidders; provide
sellers with evidence of ability to close (e.g., financing commitments, strong track record of successful acquisitions,
aggressive time line for closing).

2.

Be positive: Sellers do not like to hear all the negative aspects
of the business that you have identified; sellers want to sell to
buyers who believe in the business and are positive about its
prospects.

3.

Be focused: Identify what is important and pick your battles
accordingly; do not sweat the small stuff and be prepared to
give on some issues.

4.

Be patient: Understand that the seller is not only trying to sell
its business, but also trying to run it.

5.

Be diligent: When conducting due diligence, keep in mind that
an ounce of prevention is worth a pound of cure; if you do not
have the resources in-house to conduct proper due diligence,
pay to engage experts to assist.

6.

Play by the rules: Work within the parameters established by the
seller; communicate only with seller’s authorized personnel and
do not contact customers or suppliers until authorized by the
seller.

7.

Engage respected advisors to help establish credibility; monitor
their activities to make sure they are representing your interests
in a fair and balanced way.

[B] Practice Tips for Sellers
1.

Be diligent: Understand your buyer and avoid buyers with bad
track records or whom you believe are unlikely to close; the

2-31

§ 2.06

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

sale process is expensive and time-consuming; a failed transaction may send the wrong signal to the market about the health
of your business.
2.

Be responsive: Buyers have a need for information; timely
responses to the buyers’ requests for information will make the
transaction process more efficient.

3.

Be transparent: Nothing is more harmful to a seller’s credibility
than a buyer discovering something material in due diligence
that was not previously disclosed by the seller.

4.

Be prepared: Anticipate and be prepared to answer the tough
questions about your business and its prospects.

5.

Be reasonable: Do not expect the buyer to pay for all of your
past mistakes; do not serve up a one-sided acquisition agreement.

6.

Be proactive: Time is your enemy; the longer the process takes,
the more likely something negative will occur (whether it
affects the company or a major customer or supplier, the buyer
or the market in general) and jeopardize the transaction or result
in a purchase price reduction.

§ 2.06

SOURCING TRANSACTIONS IN THE UNITED STATES:
M&A INTERMEDIARIES

Successful acquisition programs rely on a steady source of deal
flow. Both seasoned buyers and those just beginning to engage in acquisition activity can benefit from establishing relationships with professional intermediaries whose purpose is to introduce potential buyers to
sellers. Because a large population of sellers relies on M&A intermediaries in order to market their companies, even buyers with extensive
in-house acquisition departments can benefit from relationships with such
intermediaries. The failure to establish these relationships can result in
limited acquisition opportunities.
[A] Investment Banking Firms
M&A departments of large national and international investment
banking firms are the most active intermediaries. These departments tend
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to focus on large corporate clients and are among the most active entities
in both arranging and providing equity and debt financing for buyout
transactions with a purchase price in excess of $75 million.
A notch below the national and international investment banking
firms are the regional investment banking firms. These firms tend to focus
on middle-market transactions with companies that fall below the radar
of the national and international investment banking firms. Regional
investment banking firms typically have strong ties to middle market private equity firms and often are engaged by such firms to run auction
transactions involving their portfolio companies. For buyers interested in
middle market acquisition transactions, a strong network of regional
investment banking firms is essential.
[B] Commercial Banks and Their Affiliates
Many commercial banks have established M&A departments or
affiliates to serve as M&A intermediaries, but commercial banks usually
do not advise large corporate clients on significant M&A transactions.
Commercial banks operate in the middle market where, to source transactions, they can rely on and take advantage of their vast base of banking
customers. Commercial banks often are in the enviable position of being
able to rely on their lending relationships to source transactions for their
M&A departments or affiliates. Similarly, buyers can rely on the relationship with their commercial bank as a source of M&A transactions.
[C] Specialty Brokers/Independent Intermediaries
Because of their sheer numbers, specialty and independent brokers,
who have an established niche in particular industries, represent perhaps
the most significant resource for buyers looking to acquire privately held
middle market and lower middle market companies. Specialty and independent brokers are the most likely of all M&A intermediaries to work
on the buy-side of transactions by accepting engagements to locate suitable acquisition targets for buyers. Most larger investment banking firms
typically are engaged by sellers to work on the sell-side of transactions.
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M&A ADVISORS AND THEIR ROLES IN THE
ACQUISITION PROCESS

M&A advisors include groups such as investment bankers, accountants, lawyers, environmentalists, and employee benefits and insurance
consultants. Their primary goals are to eliminate or limit surprises that a
buyer might encounter after a purchase and to facilitate a smooth transaction, both in the negotiation and execution of a purchase agreement, as
well as in the assimilation of the business into the buyer’s postacquisition structure.
[A] Investment Bankers/M&A Intermediaries
Investment bankers and other M&A intermediaries identify potential acquisition opportunities for buyers and potential buyers for sellers
based on their knowledge of the industry and their industry databases. An
investment banker assists in determining a reasonable price for the business and puts together marketing materials or a “book” describing the
seller, the business to be sold, and characteristics unique to the seller
within that industry.
The investment banker identifies potential buyers and initiates contact with them. When a potential buyer wants to review the book, the
investment banker first requires the potential buyer to enter into a confidentiality agreement with the seller or the investment banker, on behalf
of the seller. Once a potential buyer has entered into a confidentiality
agreement, the investment banker provides that potential buyer with the
book and frequently provides a proposed form of the purchase agreement, which has been drafted by the seller’s lawyers, with the input of
the investment bankers and the seller. The investment banker will
arrange, and assist the seller in preparation for, site visits by buyers.
Once bids are received, the investment banker assists the seller and
its lawyers in analyzing the bids. The investment banker often pits the
bidders against each other in an attempt to maximize value for the seller.
The investment banker, along with the seller’s lawyer, assists the
seller in negotiating a letter of intent and provides institutional knowledge of the types of contractual provisions and economics sellers and
buyers who currently are in the market are accepting. Investment bankers
also tend to have relationships with financing sources and can assist
potential buyers in identifying potential lenders.
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Throughout the transaction process, investment bankers attempt to
maintain transaction momentum by updating time lines, making sure that
the seller is responding to due diligence requests, and focusing sellers and
buyers on open issues.
An investment banker may provide a “fairness opinion,” which is a
professional evaluation by an investment bank as to whether the terms of
a merger, acquisition, buyback, spin-off, or going private transaction are
fair from a financial point of view, to the seller or its stockholders. Boards
of directors value fairness opinions as evidence for a seller’s stockholders that the terms approved by the board have been determined to be fair
by an entity outside of the seller and the seller’s board of directors.
Investment bankers commonly receive a success fee, upon completion of the transaction, based on a percentage of the purchase price. The
fee often is paid directly by the buyer from the funds the seller otherwise
would have received at closing. An investment banker also may request
an engagement fee or a monthly fee for the period during which it is
engaged.
Investment bankers require a separate fee for issuing a fairness opinion. Because of the inherent conflict of interest in having the investment
banker providing the fairness opinion also advising on the transaction,
many boards require an independent investment bank to provide the fairness opinion, a sound practice that lessens the likelihood of a stockholder
action against the board on the basis that the board has not satisfied its
fiduciary duties.
[B] Due Diligence Professionals
A variety of professionals and specialists are typically engaged to
ensure the thoroughness of the due diligence review that is vital to any
M&A transaction.
[1] Accountants
Accountants analyze for the buyer the seller’s financial statements
and projections and may also assist with structuring the transaction for tax
efficiency. Accountants may prepare a Quality of Earnings Report, analyzing the seller’s accounting choices in constructing its financial statements. A seller has “high quality of earnings” when its accounting choices
have made the performance and financial position appear less than would
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be reported if alternative, more aggressive accounting choices had been
made. In addition, accountants review the seller’s tax filings to assure that
the seller has been filing in all relevant jurisdictions, and to determine
whether the seller took positions that would make it vulnerable to an audit
or a challenge by the relevant taxing authorities.
[2] Environmental and Engineering Professionals
Buyers often engage environmental and engineering professionals
when real property is involved in the transaction. Engineering professionals specialize in the structure of buildings, including a building’s foundations, walls, and roofs, and they inspect existing buildings for structural
problems. Environmental professionals assess the real property’s current
environmental condition and review compliance reports or regulatory filings that the owner of the real property may have prepared.
A Phase I Environmental Report identifies potential or existing
environmental contamination liabilities, addressing both the underlying
land and the physical improvements on it. To prepare a Phase I Environmental Report, environmental professionals examine the site, but they do
not perform intrusive testing, such as the collection of physical samples
or chemical analysis. They examine potential soil contamination, groundwater quality and surface water quality, define chemical residues within
structures, identify possible asbestos-containing building materials,
inventory hazardous substances stored or used on site, assess mold and
mildew, and evaluate other indoor air quality parameters.
When a Phase I Environmental Report identifies any contamination
or potential contamination, buyers likely will engage the environmental
professionals to perform a Phase II environmental site assessment, leading to a Phase II Environmental Report. A Phase II environmental site
assessment is an investigation that collects original samples of soil,
groundwater, or building materials to analyze for quantitative values of
various contaminants.
When environmental issues are identified, buyers or sellers, as
applicable, often engage the environmental professionals who delivered
the Phase I or Phase II Environmental Reports to assist the buyer or the
seller, as applicable, in its remediation of any identified environmental
issues.
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[3] Insurance Specialists
Insurance coverage and claims can expose risks and liabilities of a
seller and its business. A buyer will engage insurance specialists to review
the existing insurance coverage that a seller has in place and the seller’s
claims’ history. Insurance specialists recommend the type of coverage the
buyer should have after the purchase, and may assist the buyer with the
continuation of the seller’s existing coverage.
[4] Personnel/Benefits Specialists
A buyer may have responsibilities and liabilities arising from a seller’s existing employee benefit plans. See Chapter 9. Employee benefits
specialists assess potential liabilities when plans do not comply with
applicable laws, and advise the buyer on how to protect itself.
Employee benefits specialists provide advice as to whether existing
plans should be modified or terminated. When modifications or terminations are necessary, these specialists advise on how to go about modifying or terminating such plans. If it would be advantageous for the buyer
to establish new employee benefit plans or to consolidate the seller’s
plans with the buyer’s plans, employee benefits’ specialists would assist
the buyer.
[5] Market Study Specialists
Market study specialists provide a buyer with information concerning the seller’s industry, and can identify the seller’s relative standing
compared to its competitors. They may contact customers to find out
whether customers are likely to maintain a business relationship with the
buyer after closing.
[C] Title Insurers
When real property is involved, a buyer normally obtains a real
property title report from a title insurer showing who holds fee title to the
real property and identifying any interests encumbering that title. When a
buyer is purchasing real property, it should obtain an owner’s policy of
title insurance that will ensure that title to the real property is vested in
the buyer following the closing and will provide the buyer with insurance
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coverage in the event a third party claims an adverse interest that was not
disclosed in the title report.
[D] Lawyers
Merger and acquisition lawyers are the “quarterbacks” who see a
transaction through from the stages of the development of the confidentiality agreement to the closing. They draft and negotiate the operative
transaction documents, assist with the due diligence process by reviewing a seller’s contracts and organizational and governance documents,
and consult with other specialist lawyers, as needed. The more complex
the transaction, the more different specialties may be called into play.
Two legal specialties are needed with respect to the seller’s personnel. Labor lawyers confirm compliance with laws governing the hiring
and firing of employees. See Chapter 9. ERISA lawyers provide many of
the same services that the employee benefits specialists provide. When
amendments, modifications, or terminations of employee benefits plans
are needed, ERISA lawyers draft the requisite documents. They also
review language in transaction documents, such as representations and
warranties relating to employee benefit plans, in order to confirm that
those representations and warranties are accurate, or to confirm that a
buyer is getting the protections that it needs. See Chapter 3.
Environmental lawyers review the seller’s regulatory filings and the
environmental reports that are prepared by environmental professionals.
They advise on the legal risks in taking title to real property. Environmental lawyers also review language in transaction documents, such as
representations and warranties relating to environmental matters, to confirm that those representations and warranties are accurate, or to confirm
that a buyer is getting the protections it needs in light of any potential
issues the environmental reports or the regulatory filings identify.
Intellectual property lawyers review filings to determine whether
intellectual property assets are registered as presented by the seller. They
may research filings to determine whether the seller is infringing upon the
intellectual property rights of other parties. When the buyer is purchasing
registered intellectual property assets in an asset sale, intellectual property lawyers prepare and record the necessary filings in order to reflect
the buyer as the record holder of such assets. See Chapter 10.
Finance lawyers negotiate and document the agreements pursuant to
which buyers obtain financing in order to consummate transactions.
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While the M&A lawyers are working on the agreements between the
buyer and the seller, the finance lawyers are working on the agreements
between the buyer and its lender. Often, these lawyers must work together
in order to ensure that the financing documents permit the buyer to take
the actions that the buyer is required to take pursuant to the acquisition
purchase agreement. In addition, the finance lawyers must work with the
seller, its management, or its lawyers, in order to obtain information concerning the seller’s business, which will be the buyer’s business after the
closing.
Real estate lawyers review due diligence regarding a seller’s title to
the real property that it is conveying. They determine whether there are
title issues and work to resolve them with the seller, its lawyers, and the
title company. A lender taking a mortgage on real property in order to
secure a buyer’s loan will review the title due diligence and address concerns with the buyer’s real estate lawyer.
Tax lawyers review due diligence regarding a seller’s compliance
with tax laws and also assist in structuring the transaction for tax efficiency.
[E] Lenders
Many transactions are not possible without lenders providing funds
to the buyer. Lenders lend money based on cash-flows generated from a
borrower’s business or the assets of the borrower, or some combination
of the two.
Often, a buyer will incur both senior and subordinated debt. Senior
lenders frequently take a security interest in the borrower’s assets. Senior
lenders incur the least amount of risk because their debt takes priority
over the debt of any subordinated lender. Therefore, the interest rate
senior lenders charge usually is less than the subordinated lender’s rate.
Subordinated lenders have more risk, but receive more return in
exchange. They agree to subordinate their debt to the debt of senior lenders. In a liquidation scenario, the senior lender’s debt is paid in full before
the subordinated lender receives any payment, but the subordinated lenders receive higher rates of interest for their debt. Often, subordinated
lenders also receive warrants that are exercisable for equity in the borrower to compensate them for their greater risk.
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SAMPLE CONFIDENTIALITY
AGREEMENT
, 20
[Name of Prospective Buyer]

Attn:
Dear

:

In connection with your consideration of a possible transaction (a
“Transaction”) involving you or your affiliates and
or its
security holders or affiliates, you have requested information concerning
and its subsidiaries (collectively, the “Company”). As a
condition to your being furnished such information, you agree to treat any
information concerning the Company (whether prepared by the Company, its advisors, or otherwise and regardless of the form of communication) which is furnished to you by or on behalf of the Company (herein
collectively referred to as the “Evaluation Material”) in accordance with
the provisions of this letter and to take or abstain from taking certain other
actions herein set forth. The term “Evaluation Material” does not include
information, which (i) is already in your possession, provided that you do
not know nor have reason to believe that such information is subject to
another confidentiality agreement with or other obligation of secrecy to
the Company; or (ii) becomes generally available to the public other than
as a result of a disclosure by you or your directors, officers, employees,
agents, or advisors; or (iii) becomes available to you on a nonconfidential basis from a source other than the Company or its advisors,
provided that you do not know nor have reason to believe that such source
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is bound by a confidentiality agreement with or other obligation of
secrecy to the Company.
You hereby agree that the Evaluation Material will be used solely
for the purpose of evaluating a possible Transaction and that such information (including, without limitation, the fact that the Evaluation Material has been furnished to you) will be kept confidential by you and your
Representatives (as defined below) and will not be disclosed in any manner whatsoever, except that such information may be disclosed to your
directors, officers, employees, and representatives of your advisors (collectively, your “Representatives”) who need to know such information for
the purpose of evaluating any possible Transaction (it being understood
that such Representatives shall be informed by you of the confidential
nature of such information and shall be directed by you to treat such
information confidentially); provided, however, that (i) any such disclosures to any Representative shall be made only to the extent such Representative reasonably requires access to such information to perform his
or her function, and (ii) you shall keep adequate records of the names of
any such persons receiving such information (which records shall be subject to inspection by the Company upon demand). In any event, you shall
be responsible for any breach of this letter agreement by any of your Representatives and you agree, at your sole expense, to take all reasonable
measures (including but not limited to court proceedings) to restrain your
Representatives from prohibited or unauthorized disclosure or use of the
Evaluation Material.
If you, your affiliates, or your Representatives are requested or
required (by oral questions, interrogatories, requests for information or
documents, subpoena, civil investigative demand, or similar process) to
disclose any Evaluation Material, or any other material containing or
reflecting information in the Evaluation Material, it is agreed that you
will provide the Company with prompt notice of such request(s), to the
extent practicable, so that the Company may seek an appropriate protective order and/or waive your compliance with the provisions of this
Agreement. If, failing the entry of a protective order or the receipt of a
waiver hereunder, you, your affiliates, or your Representatives are, in the
opinion of your counsel or your Representative’s counsel, as the case may
be, compelled to disclose Evaluation Material or notes under threat of
liability for contempt or other censure or penalty, you may disclose such
information (to the extent necessary to avoid such liability, censure, or
penalty) without liability hereunder.
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Unless a Transaction is consummated, for a period commencing on
the date hereof and ending two years following the redelivery by you to
the Company of the Evaluation Material, you agree not to directly or indirectly solicit, or cause to be solicited, the employment of any current
employee of the Company with whom you had contact, or who was specifically identified to you, during your period of investigation of the
Company, so long as such employee is employed by the Company, except
with the express written consent of the Company. Unless otherwise
agreed to by the Company, all (i) communications regarding any possible
Transaction, (ii) requests for additional information, and (iii) discussions
or questions regarding procedures will be submitted or directed exclusively to
(the “Agent”).
Although the Company has endeavored to include in the Evaluation
Material information known to it which it believes to be relevant for the
purpose of your investigation, you understand that neither the Company
nor any of its representatives or advisors have made or make any representation or warranty as to the accuracy or completeness of the Evaluation Material. You agree that neither the Company nor its representatives
or advisors shall have any liability to you or any of your Representatives
resulting from the use of the Evaluation Material.
In the event that you decide not to pursue a Transaction, you will
promptly inform the Agent of that decision. In that case, or at any time
upon the request of the Company or the Agent, you shall promptly redeliver to the Company all written Evaluation Material and any other written material containing or reflecting any information in the Evaluation
Material (whether prepared by the Company, its advisors or otherwise)
and will not retain any copies (whether in paper or electronic form),
extracts or other reproductions in whole or in part of such written material. All documents, memoranda, notes and other writings whatsoever
prepared by you or your advisors based on the information in the Evaluation Material shall be destroyed, and such destruction shall be certified
in writing to the Company by an authorized officer supervising such
destruction. You hereby acknowledge and agree that all Evaluation Material is and remains the property of the Company.
You agree that unless and until a definitive agreement regarding a
Transaction has been executed and delivered, neither the Company nor
you will be under any legal obligations of any kind whatsoever with
respect to such a Transaction by virtue of this letter agreement except for
the matters specifically agreed to herein. You further acknowledge and
agree that the Company reserves the right, in its sole discretion, to reject
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any and all proposals made by you or any of your Representatives with
regard to any Transaction between the Company and you, and to terminate discussions and negotiations with you at any time.
It is understood and agreed that no failure or delay by the Company
in exercising any right, power, or privilege hereunder shall operate as a
waiver thereof, nor shall any single or partial exercise thereof preclude
any other or further exercise thereof or the exercise of any other right,
power, or privilege hereunder.
It is further understood and agreed that money damages would not
be a sufficient remedy for any breach of this letter agreement by you or
any of your Representatives and that the Company shall be entitled to
equitable relief, including injunction and specific performance, as a remedy for any such breach. Such remedies shall not be deemed to be the
exclusive remedies for a breach by you of this letter agreement but shall
be in addition to all other remedies available at law or equity to the Company. In the event of litigation relating to this letter agreement, if a court
of competent jurisdiction determines in a final, non-appealable order that
a party has breached this letter agreement, then such party shall be liable
and pay to the non-breaching party the reasonable legal fees such nonbreaching party has incurred in connection with such litigation, including
any appeal therefrom.
This letter agreement shall be governed by, and construed in accordance with, the laws of the State of
.
Please confirm your agreement with the foregoing by signing and
returning one copy of this letter to the undersigned, whereupon this letter
agreement shall become a binding agreement between you and the Company.
Very truly yours,
By:
Its:
CONFIRMED AND AGREED TO AS OF
THE DATE FIRST WRITTEN ABOVE:

By:
Name:
Title:

2-44

APPENDIX 2-B

SAMPLE LETTER OF
INTENT—STOCK PURCHASE
INTRODUCTORY NOTES:
1. A letter of intent generally sets forth an outline of the terms upon
which the parties are willing to proceed toward negotiating a definitive
transaction. Letters of intent are more prevalent in private transactions
than in transactions involving public companies. Public companies are
hesitant to enter into letters of intent because doing so may trigger a disclosure obligation.
2. There are advantages and disadvantages to entering into a letter
of intent. Generally speaking, buyers favor letters of intent and sellers do
not. Buyers favor letters of intent because they can tie the seller down
with an exclusivity clause and effectively take the seller off the market.
3. In most instances, letters of intent are intended to be non-binding.
Perhaps the most significant disadvantage of entering into a letter of
intent is the risk that the letter of intent may be construed as a binding
agreement. The determination of whether a letter of intent is binding is a
factual matter and turns on whether the parties intended to be bound or
whether either of them manifested an intent to the other not to be bound.
4. One of the advantages of entering into a letter of intent is that it
allows the parties to make filings required by the Hart-Scott-Rodino Antitrust Improvements Act so that the waiting period can begin to run before
the parties have finalized definitive documentation. So if timing is an
issue, a letter of intent is one way to expedite the process.
5. Some courts have construed the entering into of a letter of intent
as imposing an implied duty on behalf of the parties to negotiate with one
another in good faith. If this is a concern, an express disclaimer of that
duty should be included in the letter of intent.
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6. A well crafted letter of intent will generally address the following:
(a) a description of the type of transaction that the parties are
contemplating (i.e., stock or asset), including a general description
of the assets to be purchased and liabilities to be assumed (or
excluded);
(b) a general time frame for completion of relevant milestones, such as due diligence and closing of the transaction;
(c) the purchase price, including any adjustment or earn-out
provisions, and whether any purchase price will be withheld in
escrow to satisfy claims;
(d) a description of the representations and warranties to be
made;
(e) a description of indemnification provisions to be contained
in the definitive agreement;
(f) a description of any conditions that must be satisfied, particularly any approvals and consents that must be obtained prior to
consummation of the transaction;
(g) a statement that the letter of intent is not intended to be
binding (or a statement as to which provisions are intended to be
binding on the parties);
(h) a statement as to the parties’ obligations to negotiate in
good faith, if such an obligation is intended or required;
(i) a statement as to any prohibition on the seller’s ability to
“shop” the company for a prescribed period of time;
(j) a statement as to the law governing interpretation of the letter of intent and the parties’ obligations pursuant to the letter of
intent;
(k) a statement to the effect that each party will pay its own
expenses;
(l) a statement that the letter of intent, its contents, and the discussions among the parties will be kept confidential; and
(m) a statement as to when the letter of intent terminates.
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, 20

Attention:
Dear

:

We are pleased to submit for your consideration this non-binding
letter of intent for the acquisition of all of the outstanding capital stock of
(the “Company”).
[In formulating our proposal, we have relied on the financial information, operating projections and description of operations and assets
provided to us by
, [including the management presentations and information contained in the [Confidential Memorandum],
dated
, 20
, relating to the Company], and have
assumed that all such information is correct in all material respects.]
[Note to Draft: While this provision does not constitute a representation
or warranty from the seller that the information is correct, it does provide
the buyer with justification for renegotiating the price set forth in the letter of intent if information provided turns out to be incorrect.]
[We would expect to finalize our remaining due diligence, required
financing, and legal documentation in order to consummate the acquisition by
, 20
, assuming all necessary governmental
and third party approvals (including, without limitation, any approval
required under the Hart-Scott-Rodino Antitrust Improvements Act) have
been obtained by that date.] [Note to Draft: Be careful in using this language. Although it is non-binding, it will create expectations on the part
of the seller. Some buyers like to use it in order to evidence to the seller
that the buyer can move quickly to close.]
The key terms and conditions upon which we are willing to proceed
toward the negotiation and execution of definitive transaction documentation are as follows:
1. Transaction Structure.
, or its designee (the
“Buyer”), will acquire all of the capital stock of the Company from the
current shareholders of the Company (the “Acquisition”).
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2. Purchase Consideration. The total consideration payable for all
of the capital stock of the Company shall be $
, subject to adjustment as provided below (the “Purchase Price”). [The Purchase Price
assumes that: (a) the Company will have no indebtedness for borrowed
money or cash at closing, and (b) all expenses incurred by the Company
or any shareholder of the Company in connection with the transaction
(including, without limitation, the fees and expenses of investment bankers and counsel engaged for the purpose of this transaction) will be paid
by the Company prior to closing or, alternatively, will be paid directly by
the selling shareholders.]
3. Working Capital Adjustment. The Purchase Price will be subject
to adjustment ([increase or decrease]) on a dollar-for-dollar basis by the
amount, if any, by which the Company’s net working capital exceeds or
is less than a mutually agreed upon dollar threshold that will be negotiated and set forth in the definitive transaction documentation.
4. Representations and Warranties; Indemnification Provisions.
The definitive Stock Purchase Agreement will contain representations
and warranties, covenants and indemnities that are mutually satisfactory
and customary and appropriate in transactions of this type. Representations and warranties will include, but not be limited to, those relating to
formation, good standing, authorization, capitalization, financial statements, title to assets and shares, taxes, ERISA, environmental, inventory
and accounts receivable. The definitive Stock Purchase Agreement will
contain indemnity from the selling shareholders on a joint and several
basis for breaches of representations and warranties and breaches of covenants. An indemnification cap equal to [
%] of the Purchase
Price (the “Cap”) and an indemnification threshold equal to
[
%] of the Purchase Price (the “Threshold”) will apply to
breaches of representations and warranties; provided, however, that the
Cap and Threshold will not apply to breaches of the taxes, title, capitalization, and authority representations or to breaches of covenants. Representations and warranties will have a general survival period of [ ]
months, with representations pertaining to title, capitalization and authority surviving indefinitely, representations pertaining to taxes and ERISA
surviving for 30 days’ beyond the applicable statute of limitations and
representations pertaining to environmental surviving for [five] years
beyond the applicable statute of limitations.
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5. Conditions. Closing of the transaction described in this letter is
subject to the execution of a definitive Stock Purchase Agreement and
other legal documentation, in each case satisfactory in form and substance to Buyer and the selling shareholders. The closing is also subject
to the Company obtaining and providing to Buyer any governmental and
third party consents, approvals and/or releases that are required to be
obtained in connection with the Acquisition. [Note to Draft: Other conditions to consider include: buyer financing, buyer shareholder/board
approvals, employment arrangements with key employees satisfactory to
buyer, no material adverse change with respect to the company.]
6. Exclusivity. From the date of this letter until
, 20
(and thereafter in accordance with the provisions of the definitive Stock
Purchase Agreement), neither the Company nor the Company’s directors,
officers, employees, shareholders, agents, or representatives will (a)
solicit, initiate, or encourage submission of any proposal to purchase the
assets or capital stock of the Company; (b) enter into any agreement with
respect to any such proposal; (c) participate in any discussions or negotiations that may reasonably be expected to lead to any such proposal; or
(d) furnish any information to any person to facilitate the making of any
such proposal (in each case, other than Buyer).
7. Non-Binding Nature of Letter; Termination. Other than with
respect to paragraphs 6, 9, 10, 11, 12, and 13 hereof, this letter does not
constitute a binding agreement between Buyer, the Company or the selling shareholders.
8. Proposal Expiration. The proposal set forth in this letter will
remain in effect until 5:00 p.m., Eastern Standard Time, on
,
20
. If you desire to proceed with the negotiation of a transaction on
the basis described in this letter, please sign this letter and return an
executed copy to the attention of the undersigned on or before such date
and time. This letter will automatically terminate upon the earlier of (i)
execution of definitive acquisition documentation by and among Buyer,
the selling shareholders and the Company, (ii) mutual agreement of Buyer
and the selling shareholders, and (iii)
, 20
. Notwithstanding anything in the previous sentence, paragraphs 9, 11, 12 and 13 shall
survive the termination of this letter and the termination of this letter shall
not affect any rights any party has with respect to the breach of this letter
by another party prior to such termination.
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9. Governing Law. This letter of intent and the parties’ right and
obligations hereunder shall be governed by and construed in accordance
with internal substantive laws of the State of
, regardless of the
laws that might otherwise govern under applicable principles of conflicts
of law or choice of law.
10. Access to Information. The Company shall afford, and cause
their respective affiliates, officers and agents to afford, Buyer and its representatives and agents reasonable access upon reasonable prior notice to
the Company’s properties, business personnel, and financial, legal, tax
and other data and information as requested by Buyer or its representatives or agents in connection with the Acquisition.
11. Expenses. Subject to the terms of the Exclusivity Agreement
referred to in Section 8 above, each party shall bear its own costs and
expenses incurred in connection with this letter and the Acquisition.
12. Confidentiality. Neither the Company, the selling shareholders,
Buyer, nor any of their respective officers, directors, affiliates, representatives, or advisors shall make any public announcement with respect to
this letter or the transactions contemplated hereby, or disclose the terms
or existence of this letter to any third party (other than to their respective
advisors, representatives and agents, on a need to know basis, for purposes of evaluating and negotiating the transactions contemplated by this
agreement or as may be required by law, in which case, the Company, the
selling shareholders and Buyer shall, to the extent reasonably practicable,
consult with the other party prior to such disclosure) without the prior
written consent of the other party.
13. No Third Party Beneficiaries. Except as specifically set forth
or referred to herein, nothing herein is intended, nor shall be construed,
to confer upon any person or entity other than the parties hereto and their
successors or assigns, any rights or remedies under or by reason of this
letter.
14. Counterparts. This letter may be executed in counterparts, each
of which shall be deemed to be an original, but all of which together shall
constitute one agreement.
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If you desire to proceed with the negotiation of a transaction on the
basis described in this letter, please sign this letter and return an executed
copy to the attention of the undersigned.
[BUYER]:
By:
Its:
[COMPANY]:
By:
Its:
[SELLING SHAREHOLDERS]:
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SAMPLE LEGAL DUE DILIGENCE
CHECKLIST
A.

B.

CORPORATE STATUS
1.

Articles of Incorporation and By-laws (or similar organizational documents).

2.

Copies of corporate and stock records and shareholder ledger.

3.

List of jurisdictions in which qualified to do business or otherwise authorized as a domestic or foreign corporation or other
legal entity (and evidence of such qualification or authorization).

4.

Organizational chart depicting the relationship between the
Company and any subsidiary or other affiliate thereof.

5.

List of current members of the Board of Directors and officers.

FINANCIAL STATEMENTS AND INTERNAL REPORTS
1.

Consolidated financial statements of the Company for each of
the last five fiscal years, together with audit reports thereon.

2.

Any management report letters from auditors to the Company
for each of the last five fiscal years, together with any related
correspondence, including any management responses thereto.

3.

Consultants’, engineers’ or management reports and marketing
studies for each of the last five fiscal years, relating to broad
aspects of the business, operations or products of the Company
or any of its Subsidiaries.
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4.

Internal financial projections or reports to management for each
of the last five fiscal years, and any available projections for
future periods.

5.

Schedule and analysis of any current reserves, including tax
reserves.

CONTRACTS, AGREEMENTS AND COMMITMENTS
UNDER WHICH THE COMPANY OR ANY SUBSIDIARY
IS CURRENTLY OBLIGATED
1.

Contracts with customers, suppliers, and distributors.

2.

All loan documents to which the Company or any Subsidiary
is a party or by which either of them is affected, including all
documents pursuant to which either of them is an obligor or
guarantor relating to indebtedness, and all security agreements
and financing statements relating to loans or financing leases.

3.

Consulting, noncompetition, and confidentiality agreements.

4.

All real property and personal property leases (whether as lessor or lessee).

5.

Contracts relating to the disposition of any assets.

6.

Contracts with agents or other representatives.

7.

Contracts that limit the freedom to compete in any line of business or with any person in any geographical area.

8.

Any joint venture, partnership, management, or administration
agreements.

9.

Any assignment, licensing, sublicensing, or royalty agreements.

10.

Contracts that are contingent upon any entity or individual
continuing to be affiliated.

11.

Contracts that grant to any entity any preferential rights or
options to purchase any asset owned or used including, without limitation, any right of first or last negotiation, offer, or
refusal.
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12.

Contracts relating to the acquisition of any operating business
or the capital stock of any other entity since
.

13.

Documents relating to any merger with any other entity since
.

14.

Documents related to any reorganization or restructuring
involving the Company or any Subsidiary or any of their
respective affiliates since 1997.

15.

Drafts of contracts being contemplated by the parties thereto
or that are currently in negotiation, including, without limitation, any term sheets or letters of intent.

16.

Contracts between the Company and any Subsidiary.

17.

Insurance policies and other service agreements to which the
Company or any Subsidiary is a party or by which the
Company or any Subsidiary is affected (including materials
relating to workers’ compensation and unemployment compensation coverage).

18.

Any other contract to which the Company or any affiliate is
party that provides for payment to or from the Company or
any affiliate in excess of $100,000 per annum or has a remaining term in excess of 12 months, whether or not made in the
ordinary course of business.

19.

Any outstanding powers of attorney or other such authorizations.

TAXES
1.

Federal, state, county, local or any foreign income tax returns
for the latest closed and all open years.

2.

Sales and use tax returns, at all locations filed, for the latest
closed and all open years.

3.

Franchise tax returns for the latest closed and all open years.

4.

Payroll and other taxes with respect to employees (Forms 940,
941, etc.) at federal and state and local level, for the latest
closed and all open years.
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5.

Copies of all signed waivers of the statute of limitations or
extensions of time to file returns (federal, state, local, foreign)
currently in effect.

6.

Settlement documents, closing agreements and letters, other
material documents and all related correspondence relating to
the United States Internal Revenue Service or any comparable
state or local or foreign agency.

7.

List of, and any documents relating to, any prior, pending or
threatened audit, investigation or inspection of the Company or
any Subsidiary, any of their respective officers or directors
or any of their respective products by any internal auditor or
other company officer or by any governmental entity, including
audit and revenue agents’ reports for any tax audit performed
by any governmental entity relating to any type of tax (i.e.,
income, franchise, sales and user, unemployment, etc.), together
with all related correspondence.

EMPLOYEE MATTERS
1.

Schedule of employees and independent sales representatives,
if any, indicating type of work performed, compensation, and
length of service.

2.

Collective bargaining agreements and agreements with labor
unions (whether or not currently in effect) affecting any
employees. Information and materials regarding any union
organizational efforts within the last five years.

3.

Employee manuals.

4.

List and description of all pending labor grievances or arbitration proceedings (including any Department or Labor OFCCP
issues resulting from EEO audits).

5.

List and copies of all plan documents, amendments thereto and
other documentation relating to all pension, profit sharing,
stock bonus, stock option, bonus, incentive, savings, deferred
compensation, hospitalization, medical insurance, severance
or other employee benefit plans, programs, policies, contracts
or arrangements affecting employees (“Plans”), including all
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Form 5500 Reports (with exhibits) and actuarial reports for the
last five years, the most recent summary plan descriptions,
trust agreements and insurance contracts, and descriptions of
any unwritten plans.
6.

Schedule of stock options issued to employees or directors
pursuant to any stock option plan, indicating the grant date,
grant price, total number of options granted on each grant date,
options vested (prior to application of any change of control
provisions that may be contained in the applicable Stock
Option Plan) exercise date, and exercise plan. Indicate in each
case whether option is a nonqualified option (“NQO”) or an
incentive stock option (“ISO”). Include copies of all employee
and director stock option plans.

7.

Audit reports covering Plans for the last five fiscal years.

8.

List of all “reportable events,” “compliance withdrawals” and
“partial withdrawals” with respect to all Plans.

9.

Filings or correspondence with governmental entities relating
to the Plans, including reports on Form 11-K and determination letters.

10.

Employment agreements (including any amendments thereto)
with all executive officers, key employees, and sales representatives, including agreements that have terminated but under
which the Company is obligated to make payments to the
former employee.

11.

List of key management employees indicating position, length
of service, annual compensation rate (showing any bonus
separately) for the last fiscal year and at present.

12.

List of all life insurance coverage, including for each policy:
name of insurer and insured, types of risks covered, policy
date, term, and premium.

13.

Description of workers’ compensation and unemployment
compensation experience, including rating, history of claims
within the last five years, and pending or threatened claims.
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LITIGATION
1.

List of all litigation or judicial, administrative or regulatory proceedings which are pending or threatened, including date filed,
relief sought, forum in which brought and status of matter.

2.

List of all litigation or judicial, administrative or regulatory proceedings brought or threatened in the last five years, including
date filed, relief sought, and form in which brought.

3.

Orders, judgments or decrees of courts, governmental authorities, or arbitral tribunals.

4.

Documents relating to employment, working conditions, or
labor relations claims within the last five years.

5.

Documents relating to environmental claims.

6.

Counsel letters to auditors for the last five fiscal years.

7.

Claims’ history over the last five years under insurance policies.

8.

List of all settlement agreements entered into in the last five
years and all settlement agreements entered into that contain
continuing obligations, whether or not entered into in the last
five years.

REAL PROPERTY
1.

List of real properties owned, leased (whether as lessor or lessee), subleased or otherwise used (the “Properties”), including
the location and a brief description of each Property.

2.

Copies of deeds with respect to each Property owned.

3.

Copies of any surveys, title policies, title guarantees or abstracts
in possession relating to each Property.

4.

List of encumbrances, if any, which are not reflected in title
policies, title guarantees, or abstracts.

5.

Environmental reports (including Phase I and Phase II audit
reports and asbestos surveys), engineering and geological
reports and any other reports or studies relating to any environmental matters at each Property.
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TANGIBLE AND INTANGIBLE PERSONAL PROPERTY
1.

List of tangible personal property, including equipment,
machinery, vehicles, and furniture at each location.

2.

List of inventory and materials held under consignment at each
location.

3.

All documentation relating to patents, trademarks, copyrights,
trade names, trade secrets, inventions, proprietary rights, computer software, service marks, logos, franchises, and other intellectual property owned or used (whether pursuant to license or
otherwise), including all licenses, sublicenses or agreements
and all filings, registrations or issuances with or by any federal,
state, local, or foreign governmental entity.

4.

All documentation relating to any infringement claims, asserted
or potential, by or against any third parties.

MISCELLANEOUS
1.

All licenses, permits, orders, approvals, filings, reports, correspondence and other documentation relating to compliance with
federal, state and local regulating requirements, including, without limitation, OSHA regulations (or their equivalent) and environmental and hazardous waste disposal regulations.

2.

Any appraisal prepared during the last five years relating to any
real or personal property.

3.

Press releases issued during the past five years.

4.

A description of warranty and pricing policies and product
claims and recall history for the past five years.

5.

All correspondence and other documentation in possession concerning bankruptcy proceedings affecting any current supplier
or customer.

6.

Description of: any substantial changes in business in last five
years; transactions not in the ordinary course of business; transactions between, with, or among affiliates.
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7.

List of 20 largest customers for the three year period ended
, together with the amount of revenue of
the business generated by each such customer during that
period. Information regarding any such customer’s intentions, if
any, to terminate or materially reduce its business with the
Company and/or any Subsidiary.

8.

List of 20 largest suppliers for the three year period ended
, together with the amount paid to each
such supplier during that period. Information regarding any
such supplier’s intentions, if any, to terminate or materially
reduce its business with the Company and/or any Subsidiary.

9.

List containing all bank accounts, bank names and addresses,
account numbers, authorized signatures, and any CDs or other
investments.
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§ 2A.01

§ 2A.02

EXECUTIVE SUMMARY

This chapter discusses the types and sources of financing for purchases of, or investments in, businesses in the United States (“U.S.”).
Focusing on debt financing, the chapter addresses: (i) the diligence, documentation, and closing process necessary to obtain loans and (ii) what is
required operationally of a buyer/borrower under its loan obligations.
Lenders share many of the concerns of buyers, as set forth in Chapters 2
and 3: a careful buyer needs to coordinate the acquisition structuring and
documentation process with its borrowing arrangements so that all transaction participants are satisfied with the transaction and are prepared to
close at the agreed time.
Purchase of, or investment in, a business requires money. There are
three main potential sources—the buyer’s own money; borrowed money;
and equity, money raised from issuing stock. This chapter is about borrowing money from others.
Borrowing money can consist of private borrowing from banks or
other institutions, or from issuing notes in a private transaction or in a
public offering. This chapter focuses primarily on the private borrowing
of funds to finance an acquisition or investment and to provide working
capital to finance operations after the acquisition or investment closes.
§ 2A.02

DEFINING TERMS

“Debt financing” refers to the borrowing of a fixed or committed
amount of money entitled to a fixed return, known as “interest.” Interest
normally is calculated at a fixed annual percentage rate, or a variable rate
determined with reference to an index (the “reference rate”), such as bank
“prime rates” or “LIBOR” (the London interbank offered rate). Variable
rate loans have an increment of interest, known as a “margin,” added to
the reference rate. The overall rate of interest a borrower pays changes
when the reference rate changes. The interest rate margin usually is determined by a pricing grid based on some aspect of a borrower’s1 financial

1
This chapter uses the term “borrower” or “company” to refer to all members of the
obligated group of co-borrowers and guarantors, unless otherwise specified. In this
instance, for example, reference to “a borrower’s financial performance” includes, as
applicable, the financial performance of an affiliated group of obligated companies that
are consolidated for financial reporting purposes.
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performance, such as leverage, that is, the ratio of debt to earnings. An
example of a pricing grid appears below:

Level

Leverage Ratio for
Such Pricing Date

Applicable Margin
for Base Rate
Loans Shall be:

Applicable Margin
for Eurodollar
Loans and Letters
of Credit Shall Be:

IV

Less than or equal to
1.50 to 1.00

1.00%

2.00%

III

Greater than 1.50 to
1.00, but less than or
equal to 2.00 to 1.00

1.50%

2.50%

II

Greater than 2.00 to
1.00, but less than or
equal to 2.50 to 1.00
Greater than 2.50 to
1.00

2.00%

3.00%

2.50%

3.50%

I

Debt is part of a company’s “capital structure,” the various components of investment in an enterprise. There are two types of capital
structure investment, debt and equity. In the U.S., debt (also called “borrowing,” “debt financing,” or “indebtedness”) has priority over equity
capital in the event of a bankruptcy, insolvency, or liquidation of the
company.
Equity is distinguished from debt in that equity includes ownership
of the company and is entitled to unlimited upside of the enterprise—
profits from operations, or from sale of the company or its assets. Equity
capital is part of the permanent capital of an enterprise. Equity is structurally subordinated to debt in that, by operation of law, equity is not
entitled to be returned until debt has been paid in full.
Two primary categories of equity include “common” stock and
“preferred” stock. Preferred stock may have some characteristics similar
to debt in that preferred stock can be entitled to a fixed percentage return.
In addition to being subordinated to debt, however, preferred stock is
entitled to be paid only from funds available; when dividends are not
paid, there is no “default” and exercise of remedies by the holder of preferred stock. Preferred stock also has a liquidation preference over common stock, meaning that preferred stock would be entitled to be repaid
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before common stock would be so entitled upon the liquidation of a company (though payment would still be subordinated to the elimination of
all indebtedness).
Common stock is at the bottom of the capital structure of a company and is paid only after all other levels of capital have been paid.
Common stock, however, would have unlimited upside were the company to generate proceeds in excess of amounts invested. Common stock
typically has voting rights on all matters in which stock is entitled to vote,
including the election of directors. In contrast, preferred stock voting
rights can be limited or nonexistent.
Capital structure characteristics described above can be revised by
agreement of parties with a stake in the enterprise. Investors can vary
these rules by agreement amongst themselves or in the charter documents
of the company. However, equity investors will always be subordinate to
creditors of the company (such as trade creditors) unless there is a specific agreement with a specific creditor to the contrary.
§ 2A.03

TYPES OF DEBT

This section describes three major types of debt: senior debt; senior
loans; and subordinated or mezzanine debt.
Senior Debt. The highest priority debt is called “senior secured
debt” or “senior debt.” Payment of senior debt is in preference to all other
types of capital and it normally is secured by all of a borrower’s assets.
(In the U.S., assets of the target can be used to secure an acquisition loan,
a process referred to as a “leveraged buyout” or “LBO.”) Assets securing
senior debt usually include all real property, all tangible personal property (such as equipment, machinery, and inventory), and intangible personal property, the latter including intellectual property (i.e., trademarks,
patents, and copyrights), accounts receivable, bank accounts, and contract rights.
Senior debt may be secured by a pledge of the stock or other equity
ownership of the borrower and in any U.S. subsidiaries.2 A pledge of

2

Stock pledges involving the equity of non-U.S. subsidiaries can have adverse tax
consequences. See § 7.04[B], infra.
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equity in the borrower, then, may involve the buyer entering into a contract (i.e., the pledge agreement) for the benefit of the lender.3 Many buyers are hesitant to enter such contracts because they want to isolate the
business risk associated with the U.S. acquisition, so often they form a
U.S. holding company that can act as a “pledgor” of the equity ownership of the operating company borrower. The parent U.S. holding company may also be a guarantor of the loan, or a borrower.
Subsidiaries of the operating company may act as guarantors of the
debt or as co-borrowers. In either case, such subsidiaries will also grant
liens on and security interests in their assets to secure the loans. With reference to the treatise hypothetical (set out in § 2.02 supra), JIC should
expect that USAW, CAE, and BBI will all be borrowers or guarantors of
the loan and that all of the assets owned by each of them will constitute
collateral security for repayment of the loan. In addition, the stock of each
target company will be pledged as additional collateral.
Senior Loans. Senior loans often are comprised of “term loans” and
“revolving loans.” Term loans are loans of a certain amount advanced on
the closing date. They normally are used to fund a portion of the purchase price of the target company, and for other capital investment.
(When the capital investment is to be made after the closing date, the term
loan usually is a “delayed draw term loan,” drawn when the capital
investment is ready to be made.) Term loans normally amortize, which
means that some, or all, of the principal is repaid during the life of the
loan. A term loan portion not fully amortized prior to its maturity may be
called a “balloon loan”; the large payment due at maturity is then a “balloon payment.”
Term loans may be broken up into different groups of debt, or
“tranches,” that could have different priority of repayment or discrete sets
of assets as collateral. A lower priority tranche of term debt (e.g., a Term
Loan B) bears interest at a higher rate because it carries more risk of
repayment.
Revolving loans, by contrast to term loans, fund up to a maximum
amount that can be repaid and re-borrowed during the life of the loan.
Revolving loans usually finance the borrower’s operations.

3

Similar to the convention noted in note 1 for using the term “borrower,” referring to
a single borrower or a group of affiliated borrowers, this chapter uses “lender” to refer to
a single lender or a group of lenders, except where the context otherwise requires a different meaning.
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Lenders may characterize senior loans as “asset-based” or “cash
flow.” Banks underwrite cash flow loans on the ability of the enterprise
to repay the debt, based on both the ability of the enterprise to generate
cash flow to service the debt, and on the overall value of the assets securing the loans.
All senior secured loans are secured by the assets of the borrower.
The “assets” in “asset-based loans” refer specifically to the inventory and
accounts receivable of the borrower, what an accountant calls “current”
assets. An asset-based lender agrees to make revolving loans to the borrower based on a formula that attributes value to the current assets and
results in a “borrowing base” consisting, for example, of amounts equal
to 80 percent of the face amount of current accounts receivable, and 60
percent of eligible inventory. The borrowing base constitutes a sublimit
on the amount of revolving loans that can be borrowed.
A lender must take “refinancing risk” into account when underwriting a loan, which refers to the risk that another lender may be willing to
refinance the loan when it matures. Refinancing risk exists because most
term loans are not fully amortizing. Moreover, the principal of revolving
loans does not need to be repaid until maturity.
Subordinated or Mezzanine Debt. “Subordinated” or “mezzanine” debt refers to debt that is subordinated in right of payment to senior
debt. Such subordination is structural because senior debt is secured by
the assets of the company and subordinate debt is not. However, sometimes subordinate debt is also secured (“second lien debt”). In those
cases, subordination is the product of the priority of liens as determined
by law, and by the contractual arrangements between the senior lenders
and the subordinated lenders.
Subordinate debt may have a feature of equity participation called
“warrants.” (The jargon “equity kicker” also refers to a warrant feature.)
Warrants are a right to acquire a percentage of the company for a nominal sum at the option of the holder of the warrants or upon the occurrence
of some specified event, such as a sale of the company. Warrants provide
a subordinated lender the possibility of additional return were the company to have been successful and sold for a profit.
Subordinate debt usually takes the form of term loans, which may
have a limited amortization feature, but generally will not be repaid until
the senior debt has been repaid in full. The term “mezzanine” (a reference to a building level between the ground floor and the upper floors) is
used because subordinated debt priority falls between the senior debt and
other creditors of the borrower (when the subordinated debt is secured)
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or because the subordinated debt is below the senior debt, but still above
the equity.
A certain species of subordinated debt deserves mention here, what
is called “seller debt.” It refers to a portion of the purchase price for a
business paid in the form of a note. Seller debt is almost always unsecured (or secured only by a specified asset) and is deeply subordinated to
more senior debt and mezzanine debt. Seller debt principal does not
amortize and often is not entitled to current interest payments (in which
case interest takes the form of “payment-in-kind” or “PIK,” which
accumulates and perhaps compounds, but which is not payable until
maturity).
§ 2A.04

SOURCES OF DEBT FINANCING

Any individual or business with resources can act as a lender in the
U.S., not only regulated financial institutions such as banks. When it
comes to matching loan capital with buyers with a need to borrow, the
services of an investment banker or investment advisor can be invaluable
because such investment professionals have networks of relationships for
locating funds. They also have a sense of the market in determining which
institutions will lend funds for particular transactions, and what loan
terms should be. Professional advisors such as lawyers may also be able
to recommend sources of financing. In any event, a buyer will want to use
a source of funds located in the U.S. (or with a U.S. lending office) so as
to avoid tax and regulatory barriers to loans made by foreign persons to
U.S. borrowers.
Commercial banks, a primary source of loan funds, may be chartered by a state or by the federal government, but in either case the institution is subject to a regulatory scheme that governs its affairs and
contains capital requirements and other risk management features. Banks
are most often the senior secured lender for an acquisition loan.
When the senior loan is of sufficient size, it is spread across a number of institutions in a process known as “syndication.” During the syndication process, the buyer’s lead lender (typically a bank), as
“syndication agent,” seeks out other lenders to participate in the loan
transaction. The agent, however, usually keeps the largest portion of the
total senior debt.
The lead agent bank may choose to underwrite the loan fully, taking
the risk that the loan can be syndicated to other lenders. Alternatively, the

2013 SUPPLEMENT

2A-8

DEBT FINANCING AN ACQUISITION

§ 2A.05[A]

lead lender can undertake to syndicate the loan on a “best efforts” or a
“reasonable efforts” basis, whereby the lender agrees to provide a portion
of the loan and to locate other sources for the remainder. The lead lender
could arrange for “bridge financing,” a temporary loan for the full amount
required to be paid in full with the proceeds of a fully syndicated loan, an
equity offering, a note offering, or other source of funds, soon after the
acquisition closing.
Note offerings typically involve selling in a “private placement” to
institutional investors. Notes cannot be sold thereafter by such investors
without registration of the securities with the U.S. Securities and
Exchange Commission (“SEC”). Examples of such institutional investors
include insurance companies, pension funds, colleges and universities,
and sovereign wealth funds. Notes may also be more widely offered in a
“public offering,” in which case registration with the SEC prior to the initial sale is required.4
Subordinated loans can be made by banks or affiliated entities, or
by institutional investors. However, most often subordinated debt (which
carries a higher risk and pays higher interest than senior debt) is provided
by specialized funds formed to seek higher investment returns, including
by providing subordinated or mezzanine financing.
Finally, as previously noted, a willing seller may accept a note as
part of the purchase price.
§ 2A.05

FINANCING PROCESS

This section describes three major elements of a debt financing process: commitments; documentation; and the loan closing.
[A] Commitments
The first step in the financing process for a buyer is to determine
whether it can afford to buy the target, which means obtaining loan commitments from a lender (for a fully underwritten loan or note purchase)
or group of lenders or note buyers. A loan commitment is an agreement

4

Registration of the notes involves filing detailed disclosure with the SEC, an agency
of the U.S. government, about the Notes, the company issuing the Notes, and risks of
investing.
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by a lender to provide the specified financing as part of the total financing necessary to fund the purchase.5 When no single lender will provide
all the needed funds, the commitment of a lead bank or other lender can
be the basis for seeking out remaining amounts from others. The buyer
ought to be sure of all necessary funding before becoming irrevocably
committed to close the purchase, but such certainty is not always possible. The buyer may have to accept risk that more funds will need to be
found, and commit firmly to the deal.
When a seller is relying on a buyer obtaining financing, the seller
can insist on “Sunguard” language in the buyer’s financing commitments. Under a Sunguard clause, the lender agrees to fund his loan commitment even when certain terms of the acquisition agreement may
change, be modified, or even waived by the buyer and seller, so long as
specified fundamental terms remain the same. Sunguard clauses operate
to give the seller comfort that buyer’s financing will not disappear over
trivial or nonmaterial changes in the purchase and sale transaction.
When financing is not fully underwritten, there may be a “successful syndication” condition, where the lead lender’s commitment is conditional upon the syndication of specified portions to other lenders. In
these circumstances, the buyer and its prospective lender negotiate the
level of effort required by the lender, on the one hand, and of cooperation
required by the buyer, on the other, to make sure that the syndication succeeds. Buyer and seller can agree that certain developments that might
preclude a successful syndication—for example, changes in the capital
markets for such loans—do not constitute a syndication condition. The
committing lender then is still required to fund the committed amount.
Another heavily negotiated term of loan commitments is “market
flex,” or market flexibility, the ability of the lead lender to change certain
economic terms (such as interest rate margins and allocations among loan
tranches) to syndicate the loan successfully. Market flex rights normally
are confined to an agreed range, so that the buyer is protected from
changes beyond an agreed amount.6
A variation on all of the foregoing is “stapled financing,” which
refers to financing arranged in advance by the seller and his advisors,
5
A commitment is not unconditional, and will depend on the timely satisfaction of
numerous conditions, including closing of the acquisition in accordance with the terms of
the acquisition agreement reviewed and approved by the lender.
6
A recent variation on market flex is “reverse flex,” where the terms can be made
more favorable to the borrower should the loan be oversubscribed.
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typically when the sale of the business is pursuant to an auction process.
Stapled financing often is provided by a seller’s incumbent (i.e., existing)
lender, who is familiar with the seller’s business and, therefore, less likely
to condition a lending commitment on matters relating to the business of
the seller.
Whether in support of a syndication or a note offering, buyers may
be required to participate in a “road show,” making presentations and providing information to potential lenders or note purchasers. Road shows
are organized by and done in conjunction with the syndication agent (for
senior secured debt) or an investment banker or advisor (for notes).
All potential financing sources will conduct due diligence on the
acquisition target and the buyer. Due diligence refers to a process of analyzing a borrower, its business, and its assets and identifying risks to the
repayment of financing.
Due diligence can be categorized as business diligence and legal diligence. Business diligence involves analyzing the business prospects of the
borrower, its products, market, competitors, growth prospects, and risks. In
this treatise, the authors emphasize that due diligence should concentrate,
beyond the conventional due diligence carried out by corporate lawyers, on
the greatest potential assets, and the greatest potential liabilities, in a transaction, which are intellectual property and personnel.7
Legal diligence focuses on risks to the borrower arising from contractual relationships, charter documents, and applicable law. For foreign
investors, especial attention must be paid to businesses engaged significantly in government contracts.8 A potential financing source will require
copies of all significant contractual obligations of the borrower, including
commercial agreements, employment arrangements and employee benefit plans, and all documents relating to governance of the borrower, such
as its charter, any shareholder or operating agreements, and bylaws.
A potential lender may commission third parties to conduct studies
of certain specialized topics. For example, an environmental consultant
may be retained to study the environmental condition of real estate owned
or operated by the borrower, or an appraiser may be hired to value collateral in the event that a lender might have to foreclose. Other diligence
reports may relate to pension plan liabilities, earnings analysis, or insurance policies.

7
8

See Part III, Chapters 9 and 10.
See Chapter 10A.
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[B] Documentation
All loan agreements must be documented, which includes negotiation of their terms. Often the lender will conduct due diligence on a parallel track with the negotiation of lending terms, submitting due diligence
requests to the borrower and its counsel and incorporating responses into
the terms of the loan documents.
For senior debt, the primary document is referred to as a “Credit
Agreement” or a “Loan Agreement.”9 When the loan is secured, the collateral provisions may be included in the primary agreement, in which
case it would be referred to as a “Credit [or Loan] and Security Agreement.” The Credit Agreement contains the terms pursuant to which the
lender agrees to advance loans to the borrower, including conditions to
borrowing, interest rate determinations, repayment requirements, events
of default, and other matters. The Credit Agreement also contains covenants, promises from the borrower that must be satisfied continuously in
order for loans to be advanced and remain outstanding. Covenants are
discussed in more detail in § 2A.06 below.
When notes are issued, the primary agreement is a “Note Purchase
Agreement” or something similar. The agreement serves the same basic
purpose as a Credit Agreement.
There are numerous additional documents related to the loan:
“Promissory Notes” or “Notes” are separate instruments that evidence the
indebtedness created by the loan. There will be a Note for each type of
loan (e.g., a Revolving Note or a Term Note) and one of each type will be
issued to each lender that requests one. There will be a number of certificates and other documents or agreements relating to certain specific
aspects of the loan or its closing.
In a secured lending arrangement, the primary documents supplementing a Credit Agreement will be “collateral” documents, a set of
agreements creating liens and security interests on assets of the borrower.
9
Although there are no firm rules on titling a credit document, often the title “Loan
Agreement” refers to a term loan transaction where all of the loan proceeds are advanced
at closing, whereas “Credit Agreement” refers to agreements where credit is available to
be accessed throughout the life of the credit facility, such as the advance of revolving
loans, or the issuance of letters of credit. When the borrower issues Notes, the primary
agreement may be called a “Note Purchase Agreement.” For convenience, the term
“Credit Agreement” is used in the remainder of this chapter as a general reference to the
primary credit document. Credit Agreements typically have the most comprehensive set
of covenants, loan advance provisions, and collateral requirements.
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The primary collateral document is a “Security Agreement,” in which a
borrower grants security interests in most of its assets. The security agreement will also contain covenants designed to protect the collateral for the
benefit of the lender, including requirements relating to the maintenance
of casualty insurance, the proceeds of which will be payable to the lender
for use as specified in the security agreement (which may be for the restoration of collateral where the loss is not total).
Another significant collateral document is the “Mortgage” (called a
“Deed of Trust” in certain states). A Mortgage creates a lien upon real
property (the land and any improvements such as buildings), and contains covenants relating to the maintenance and preservation of the property and the borrower’s rights in it. Other collateral documents include:
1.

Stock or Equity Pledge Agreement, which creates a security
interest in the equity ownership of the borrower and its subsidiaries;

2.

Intellectual Property Security Agreement, which creates a security interest in patents, copyrights, trademarks, and similar intellectual property rights;

3.

Deposit Account (or Securities Account) Control Agreement,
which creates a security interest in bank accounts or investment
accounts and governs the rights of the lender to obtain the funds
or securities in such accounts.

Most security interests in the U.S. for personal property (i.e., for
property other than real estate) are created under the Uniform Commercial Code (“UCC”). The UCC is a model law promulgated by a commission of experts in commercial law. It addresses issues relating to the
purchase and sale of goods, letters of credit, investments, and other matters including, in Article 9, secured transactions. The UCC has been
adopted, with some variations, by each of the states in the U.S., thereby
acquiring the force of law throughout the U.S.
In the U.S. federal system, most commercial law is “local,” or nonfederal. The UCC was created in an attempt to standardize commercial
law among the various states and thereby encourage interstate commerce.
Differences in commercial law among the states had made interstate commerce complicated and difficult.
Once a security interest or lien has been created, it must be recorded
or “perfected” so as to give notice of a lender’s lien and to establish the
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priority of a lender’s lien against other claimants. In the U.S., the priority
of most security interests is determined on a “first to file basis,” where
putting notice of the security interest in public records establishes the primacy of rights over later-filed interests. For real property interests, this
public filing system is maintained at the county level of government
(often in the Office of the County Recorder). For intellectual property
interests that are registered with the federal government, the filing system is maintained with the Patent and Trademark Office or the Copyright
Office. For most personal property interests, the filing system is maintained by a centralized state filing system, usually the Secretary of State.
The proper place to file UCC financing statements is in the filing office
in the state where the borrower is organized.10 Filing a financing statement gives the secured party priority with respect to the collateral
described in the financing statement over later-filed security interests.
Certain special categories of property have security interest procedures that are unique to that property. For example, motor vehicles are
registered in the U.S. with a Department of Motor Vehicles (“DMV”)
maintained in each one of the states; security interests are registered by
noting the security interest on the certificate of title issued by the DMV.
Airplanes are registered under a federal system with the Federal Aviation
Administration (“FAA”). Security interests for airplanes are filed with the
FAA in Omaha, Nebraska.
Because of the numerous procedures potentially applicable to security interests, early in the documentation process, counsel for the lender
normally delivers a “Collateral Questionnaire” to be completed by the
buyer. The completed Collateral Questionnaire will contain all information necessary for a lender to obtain and perfect his security interests. A
sample Collateral Questionnaire is annexed to this chapter as Appendix
2A-A and gives a buyer an idea of the scope of asset disclosure that will
be required.
There can be a significant issue with financings involving guaranties given by affiliated entities. Most lenders require guaranties from each
U.S. member of the group of companies affiliated with the borrower
because funds can be moved among and used by affiliates. There may be
certain exceptions available for special purpose or single asset-type affiliates. In most cases, entities affiliated with the borrower will be able to
10

Most entities in the U.S. are chartered by and existing under the laws of a state,
which determines where financing statements need to be filed. For other types of borrowers, different filing rules apply.
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access the credit facility11 for borrowing purposes, so the guaranty is justified by underwriting standards. Were a sponsor to designate an affiliated entity to not provide a guaranty, the credit agreement would limit the
flow of loan proceeds or other funds from borrowing or guarantor entities to the excluded entity.12
When the guarantor is a non-U.S. entity, different rules apply. For
example, U.S. tax law “deems” a dividend in an amount roughly equivalent to the undistributed earnings of a non-U.S. subsidiary acting as a
guarantor, resulting in dividend taxable income to the U.S. parent company but no cash proceeds to pay the resulting tax. For that reason, most
U.S. credit facilities do not require guaranties from foreign subsidiaries.
The same “deemed dividend” issue would arise if a U.S. borrower were
to pledge the stock or other equity ownership interest of the foreign subsidiary. There is a “safe harbor” under applicable U.S. tax regulations for
a stock pledge of less than two-thirds of the equity entitled to vote. For
this reason, a pledge of 65 percent of the stock of foreign subsidiaries is
the customary solution.
In obtaining a loan secured by the assets of the obligated group, a
lender must consider the rights of certain third parties and the effect these
rights may have on the lender’s ability to exercise his rights and foreclose on collateral. For example, landlords in the U.S. typically have
claims arising under state law against assets of a tenant in the event that
the tenant does not pay rent or otherwise discharge his obligations under
a lease agreement. These rights can have priority over the rights of a
secured lender. Therefore, a lender may require a “landlord waiver” that
would govern the respective rights and responsibilities of landlord and
lender in the event of defaults under the lease or loan documents. Additionally, under the UCC, in certain circumstances a third party in possession of collateral of the borrower may have certain rights with respect to
that collateral. The UCC treats a consignment (delivery of possession of
an item to a third party for sale by such third party) as a secured transaction; a consignee or its secured lenders have priority rights with respect
to the item. For this reason, lenders require waivers of priority rights on

11
“Credit facility” refers to the various types of credit available under one agreement
from one lender or group of lenders, such as revolving loans, term loans, letters of credit,
and capital expenditure lines of credit.
12
Excluded entities can be referred to as “Nonrestricted Subsidiaries” because covenant limitations in the credit agreement do not affect directly the excluded entity.
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behalf of consignees. The “consignee’s waiver” then addresses the rights
of the parties in the event of a credit agreement default.
[C] Loan Closing
Once the loan transaction has been structured and the various documents and agreements have been negotiated, the parties will proceed to
“close” the loan by signing and delivering the various agreements, instruments, documents, and certificates, and doing whatever else is contemplated by the credit agreement. One of the primary steps at closing is
payment of the applicable fees and expenses. Typical fees may include a
“closing fee” or “origination fee” payable to the lender, which can vary
in amount depending on current lending conditions, but typically ranges
from .25 percent to 2.00 percent of the principal loan amount. Other fees
may include a documentation or syndication fee.
In addition to lender fees, a borrower must pay (or reimburse the
lender for) certain service provider and other expenses incurred in connection with the loan transaction. Foremost among these expenses is the
cost of lender’s legal counsel which, in U.S. loan transactions, customarily is paid by the borrower.
There can be great variation in the amount of legal expenses,
depending upon the law firm involved and the market in which it performs loan services; whether the loan is secured or unsecured (secured
lending is more expensive to document and complete); the number of
companies comprising the obligated group; the number of states in which
the obligated group conducts business; and the extent of negotiation in
producing the loan documentation. Borrowers have no control over these
expenses. The bill is presented and paid at closing.
Other lender expenses that are shifted to the borrower in the U.S.
relate to the lender’s due diligence investigation of the borrower and the
borrower’s assets. Such expenses may include an analysis of the quality
of earnings of the borrower and the target; an appraisal of asset value; and
public record searches relating to the borrower and its assets.
Still more expenses incurred by the lender and borne by the borrower include the cost of protecting the lender’s security interest in the
assets. For example, financing statements must be filed with various public offices and a mortgage or other real property lien must be filed with
the appropriate county office. Lenders routinely require the issuance of
title insurance, a form of insurance of the lien on real property assets. In
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addition, certain states assess a mortgage tax or intangible tax on the
value of the loan or of the lien on assets located in that state.
At the loan closing, the obligated entities (or a designated officer)
must deliver various factual certificates related to the transaction. As
examples, an officer of the borrower must certify that:
1.

The companies are in compliance with financial covenants at
the closing;

2.

The borrower is “solvent,” meaning that the value of its assets
exceeds its obligations and the borrower expects to be able to
pay its obligations as they become due;

3.

All representations and warranties in the loan documents are
true at closing;

4.

True and correct copies of the charter documents of the borrower companies and resolutions authorizing the loan transactions are attached; and

5.

The acquisition transaction has closed in accordance with the
acquisition agreement.

Other loan closing documentation may involve risk mitigation
techniques on behalf of the lender. Interest rate hedges, for example, are
agreements that protect the borrower from significant changes in variable
interest rates indices. Similarly, the borrower may be required to hedge
against currency exchange rate fluctuations. Hedging transactions are
subject to their own documentation, involving additional cost and
expense for the borrower.
A senior lender may require cash management or treasury management relationships be established with the lead bank or other members of
the lender group. The borrowing group is expected to establish its primary bank accounts with the senior lender, if a bank, or perhaps a bank
of the lender’s choosing.
Closing of a new loan requires paying off existing loans and releasing existing liens on assets of the target. The incumbent bank issues a
“payoff letter,” setting forth the amounts required to pay off its loan. The
incumbent lender agrees to release its liens upon receipt of the payoff
amount.
A common feature of U.S. lending transactions is the delivery of
legal opinions from counsel for the borrower (also paid by the borrower).
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Primary counsel for the borrower opines on the enforceability of the loan
documents against the borrower or other obligated entities. When more
than one state jurisdiction is involved, counsel may need to provide a
legal opinion on enforceability for each state because, under the American federal system, most entities are formed under the laws of a state
rather than the federal government, and the establishment of liens and
security interests is primarily a matter of state law. Further, lawyers in the
U.S. are licensed by individual states and are proficient primarily in the
laws of that state. For these reasons, primary counsel for the borrower
may be unable to deliver all of the opinions required by a lender at closing and additional counsel may need to be retained. There can be advantages in transactions in more than one state to engage a national law firm
with a presence in or near the states involved.
§ 2A.06

OPERATING A BUSINESS SUBJECT TO A LOAN

A borrower subject to a credit agreement and other loan documents
is required to conduct business in accordance with the requirements of the
credit documentation. There are two types of such documents, or “covenants,” those that require timely reporting and those that govern operations.
[A] Notice Covenants
First among the obligations arising from credit documentation is the
requirement to deliver certain information to the lender on a periodic or
occurrence basis.
Periodic information deliveries include monthly or quarterly and
annual financial statements, sometimes together with a statement of a
third-party auditor or reviewer of the annual financial statements. Also,
the Chief Financial Officer of the borrower must deliver a periodic (typically quarterly) calculation of financial covenants set forth in the credit
agreement. The borrower may also be asked to deliver an annual budget
as long as the loan is outstanding.
For asset-based loans, the borrower must deliver periodic “borrowing based certificates,” which are calculations of the value of inventory
and accounts receivable that meet the standards set forth in the loan documentation. Additional mandatory periodic reports include notice of significant litigation involving the borrower; material notifications, such as
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potential legal violation notices from government authorities; and other
events related to potential financial risks to the borrower, such as notices
related to pension plan funding obligations.
[B] Operating Covenants
After closing a loan transaction, the most consequential provisions
of credit agreements are the covenants affecting the borrower, the assets,
and the conduct of business. Such covenants can be grouped broadly into
a few categories. These covenants prevent a borrower from undertaking
activities or commitments that could undermine the priority obligation to
pay off the loan.
First are the legal covenants. They relate to the legal existence of the
borrower and its compliance with all applicable laws and regulations. A
borrower must
1.

Maintain its legal existence in good standing in the state of its
incorporation or formation;

2.

Agree not to form new subsidiaries, or alternatively not to form
subsidiaries without, at the same time, making the subsidiaries
borrowers or guarantors of the credit facility;

3.

Agree not to issue additional equity, or only if the proceeds of
such issuance were to be used to repay the loan;

4.

Covenant not to enter into a new line of business other than that
contemplated at the loan closing; and

5.

Covenant to comply with all applicable laws, to be defined
broadly to include all laws, rules, and regulations promulgated
by federal, state, county, or municipal government authorities,
and other quasi-governmental bodies able to issue mandates
with the force of law.

Any laws that pose particularly significant risks to an enterprise are
the subject of additional specific covenants, including a requirement to
comply with all environmental laws, due to the risk of severe costs and
penalties that can arise under U.S. environmental protection statutes. In
addition, credit agreement covenants include a specific covenant related
to the maintenance of employee benefit plans, where applicable (called
ERISA plans; see Chapter 9). Liability may be remote for environmental
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and benefit plan covenants, but the potential costs can be enormous. By
imposing these covenants, the lender seeks to limit the possibility of
potentially catastrophic loss to his borrower.
A second class of covenants seeks to preserve the integrity and relative priorities in the capital structure of the borrower. Examples include a
“restricted payment covenant” restricting the issuance of dividends to or
the repurchase of equity from stockholders of the borrower, inasmuch as
the equity is a lower-priority level of capital. A restricted payment covenant limits other payments to stockholders in perhaps a different capacity (e.g., wages, a management fee, or an administrative fee payable to a
primary stockholder), as a means of blocking disguised dividend payments to junior levels of capital. Similarly, restricted payment covenants
will limit payments to or in respect of subordinated debt.
A third category of covenants seeks to protect the borrower’s assets
and the lender’s security interest in them. A borrower must covenant to
maintain casualty insurance coverage on all of its assets or, failing to do
so, authorize the lender to acquire such insurance and to make the borrower pay the premium cost.13 A borrower must promise to pay timely all
of its taxes, payment of which prevents the creation of “super-priority
liens” that could gain priority over the lender’s pre-existing liens on the
proceeds of collateral. A lender may also ask the borrower to covenant to
allow the lender access to the collateral so as to conduct inspections and
appraisals.
A fourth category of covenants may be described as limiting corporate transactions, matters that may fit into one of the preceding categories
but which also comprise a list of consequential developments that are prohibited, subject to express and narrowly defined exceptions. In this category, borrowers are prohibited from making substantial acquisitions of
another company or group of assets, and a separate but related covenant
prohibits the borrower from being party to a merger or similar transaction. A borrower may be prohibited from selling a substantial portion of
its own assets, subject to carefully specified exceptions and, even in the
latter case, the net proceeds of sale would be required to be used, at least
partially, to prepay the loans.

13

The proceeds of casualty insurance normally are paid to the secured lender in order
to pay down the debt, subject to express circumstances where the lender agrees to make
such proceeds available to the borrower to construct or acquire replacement property.
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Borrowers typically are prohibited from incurring additional indebtedness and from creating or allowing to exist liens on, or security interests in, a borrower’s assets. In addition to preserving the capital structure
of the borrower, such restrictions serve to protect the primacy of the existing lender and its ability to exercise discretion when declaring defaults
and commencing remedies against the borrower and the borrower’s
assets.
Borrowers will not have unrestricted freedom to spend borrowed
money. Restrictive provisions may be stated broadly (e.g., “general business purposes in compliance with applicable law”) or narrowly (“to pay
the purchase price for the acquisition of target”). An additional covenant
typically prevents the borrower from making new investments in, or loans
to, other persons.
There are exceptions to most of these restrictions on corporate transactions, some of which may exist under law and against which, therefore,
there may be no protections. Other exceptions are prohibitions deliberately drafted to allow certain limited occurrences that can be evaluated by
the lender in advance. Such limitations, in some cases, take the form of
a “basket,” a dollar amount of transactions that is permitted. For example,
the credit agreement may allow for the incurrence of additional unsecured debt up to $1,000,000 at any time outstanding, or the sale of assets
not to exceed $500,000 in any calendar year. In all cases, the lender is
seeking to preserve the ability of the borrower to pay the loan and the
value of the asset collateral, while the borrower is seeking to preserve as
much flexibility as possible in the operation of its business.
A special category is “financial covenants,” which are designed to
measure the financial performance of the borrower retroactively.14 These
covenants insure that the borrower remains capable of paying (and refinancing) the debt, and that the debt is “priced” appropriately (i.e., the
interest rate is high enough) to compensate for the risk of the loan. Financial covenants typically include some form of a “leverage ratio” (mentioned at the beginning of this chapter as a basis for determining interest
rate margins). Leverage ratios measure the earnings of the borrower as a
percentage of the borrower’s debt.
Another common financial covenant is a “fixed charge coverage
ratio” that measures the earnings of the borrower against debt payments
14

Financial covenants typically are calculated on a quarterly basis, and are submitted
30-45 days after quarter end (60-120 days after a quarter end that is also the end of the
fiscal year), when definitive financial data are available.
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(and perhaps other fixed charges) incurred during the same fixed period
of time. A lender expects the fixed charge coverage ratio to exceed 1.1 to
1.0, and may be set higher. A leverage ratio commonly is set from
between 3.0 to 1.0 and 5.5 to 1.0.
It can be expected that the ratios in acquisitions will not be as favorable as in other circumstances due to the debt incurred to finance the
acquisition. Therefore, it is common for the financial covenants to be set
somewhat loosely at the closing, but to become tighter over time as debt
decreases and operating efficiencies are realized.
There are numerous other covenants and variations that may be
appropriate for particular transactions or borrowers. When the transaction
includes subordinated debt, the lender may impose a leverage or fixedcharge ratio that includes only senior debt. Certain industries have
developed special financial covenants that are designed to assess the performance of a company in that industry.
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SAMPLE COLLATERAL
QUESTIONNAIRE
COLLATERAL QUESTIONNAIRE
Reference is made to [HOLDCO, INC.], a [________] corporation
(“Holdings”) and [OPERATING CORPORATION], a [_______] corporation (“Company”) and certain subsidiaries of Company (“Subsidiaries”) (each of Holdings, Company and such Subsidiaries, each a
“Grantor” and collectively, the “Grantors”).
Each Grantor hereby certifies as of [____________], 20[__] to
____________________ (“Agent”) that the following statements are true
and correct:
1. Legal Names, Organizations, Jurisdictions of Organization, Organizational Identification Numbers and Federal Identification Numbers.
The exact legal name of each Grantor as that name appears on its certificate of incorporation or other equivalent formation document, as
amended to date, its type of organization, its organizational identification
number and its federal tax identification are as follows:

Name

Type of
Organization

State of
Org.
Formation Number

Tax Id.

2. Chief Executive Offices and Mailing Addresses. The chief executive office address (or the principal residence if a particular Grantor is a
natural person) and the preferred mailing address of each Grantor are as
follows:
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Chief Executive Office

Mailing Address

3. Other Names, Etc. Except as set forth on Schedule 3 attached
hereto, no Grantor has changed its name, jurisdiction of organization or
its corporate structure in any way (e.g. by merger, consolidation, change
in corporate form or otherwise) within the past five (5) years.
4. Prior Addresses. Except as set forth below, no Grantor has
changed its chief executive office, or principal residence if a particular
Grantor is a natural person, within the past five (5) years:
Prior Address/City/State/Zip
Code/County

Grantor

5. Acquisitions of Equity Interests or Assets. Except as set forth
below, no Grantor has acquired the equity interests of another entity or
substantially all the assets of another entity within the past five (5) years:

Date of
Grantor Acquisition

Description
of
Acquisition

Name of Entity/
State of
Formation

Chief Executive
Office

6. Owned and Leased Real Property. Set forth below are all the locations where any Grantor owns or leases any real property:
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Site

APPENDIX 2A-A
Address

County/State

7. Other Current Locations.
(a) The following are all other locations in the United States of
America (if any) where any of its assets (including books and records) is
located:
Grantor

Site

Address

County/State

(b) The following are the names and addresses of all persons or entities other than any Grantor, such as lessees, bailees, consignees, warehousemen or purchasers of chattel paper, which have possession or are
intended to have possession of any of the assets of Grantors (including
books and records) and the nature of such party’s possession (such as bailee, consignee, lessee, warehouseman or other):
Name

Mailing Address County/State

Nature of Possession

8. Intellectual Property. Set forth below is a complete list of all
United States and foreign patents, copyrights, trademarks, trade names
and service marks registered or for which applications are pending in the
name of each Grantor and any other registered intellectual property held
by such Grantor:

Grantor

Type of IP Right

Country

Application/Registration
Number and Date

9. Securities; Instruments. Set forth below is a complete list of all
stocks, bonds, debentures, notes and other securities and investment property owned by each Grantor (provide name of issuer and a description of
security):
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Type of
Issuer

Number of
Shares
Owned

Total Shares
Outstanding Certificated

10. Bank Accounts.
The following is a complete list of all bank and investment accounts
(including securities and commodities accounts) maintained by each
Grantor:
Grantor

Bank/Financial Institution

Account Number and Type

11. Instruments and Tangible Chattel Paper. Attached hereto as
Schedule 11 is a complete list of all promissory notes, instruments (other
than checks to be deposited in the ordinary course of business), tangible
chattel paper, electronic chattel paper and other evidence of indebtedness
for borrowed money held by each Grantor, including all intercompany
notes between or among any two or more Grantors or any of their Subsidiaries.
12. Letter-of-Credit Rights. Attached hereto as Schedule 12 is a
complete list of all letters of credit issued in favor of each Grantor, as beneficiary thereunder.
13. Motor Vehicles. Attached hereto as Schedule 13 is a true and
correct list of all motor vehicles and other goods (covered by certificates
of title or ownership) owned by each Grantor, and the owner.
14. No Unusual Transactions. All of the assets of each Grantor have
been originated by each Grantor in the ordinary course of such Grantor’s
business or consists of goods which have been acquired by such Grantor
in the ordinary course from a person in the business of selling goods of
that kind.
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15. Commercial Tort Claims. Except as set forth on Schedule 15
attached hereto, there are no commercial tort claims held by any Grantor.
16. Authorization to File UCC Financing Statements. Agent or its
counsel are hereby authorized to file UCC financing statements for the
entities named in Section 1 as a Grantor that describe as collateral “all
assets” of the entities named in Section 1, whether such assets are now
owned or hereafter acquired, and sets forth such additional information
as Agent deems appropriate. If the contemplated financing transaction
between Agent and the above named entities or persons is not consummated, Agent will be expected to comply with applicable law regarding
the filing of such UCC termination statements as are necessary to terminate such UCC financing statements filed by Agent pursuant to this
authorization.
IN WITNESS WHEREOF, we have hereunto signed this Certificate
as of the date first written above.
[HOLDINGS]
By: ___________________
Name:
Title:
[OPERATING CORPORATION]
By: ___________________
Name:
Title:
[SUBSIDIARIES OF THE OPERATING
CORPORATION]
By: ____________________
Name:
Title:
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§ 3.02

EXECUTIVE SUMMARY

This chapter discusses (i) typical documentation for an acquisition
of a U.S. business, including the purposes to be served by the various
documents, their forms generally, and their principal features; (ii) the
approvals of the transaction parties and others necessary to complete an
acquisition; and (iii) the risks of litigation between the parties and of
shareholder litigation attendant to U.S. acquisitions.
Acquisition documents have many common features from one
acquisition to the next, but each transaction is unique. It is imperative for
each party to understand its own objectives and concerns, to conduct its
due diligence with those objectives and concerns in clear focus, and to
ensure that the acquisition documents address each objective and concern
appropriately in light of that due diligence.
§ 3.02

DOCUMENTATION—PURPOSES AND PREPARATION
FOR DRAFTING

Documents for U.S. acquisitions are prepared with three primary
objectives in mind:
1.

to establish clearly the buyer’s and seller’s respective rights and
duties both before and after the acquisition occurs;

2.

to allocate between the buyer and seller the various risks related
to the business to be acquired; and

3.

to minimize the likelihood of unhappy surprises for either party
in connection with the contemplated acquisition.

Accomplishing these objectives can lead to substantial negotiations
and lengthy and detailed documentation, but U.S. practitioners generally
believe those negatives are outweighed by the benefits of having clarity
on as many issues as possible.
In addition to conducting due diligence with as much care as time
will allow, an acquirer will benefit from taking the following steps in
preparation for, and in the process of, drafting the acquisition documentation:
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1.

Make a list of the sources of value to be obtained and sources
of risk to be avoided or minimized in the business to be
acquired;

2.

Work openly and closely with your counsel, accountants, financial advisors, and other experts you may have enlisted to assist
you;

3.

Obtain (directly or through your counsel) examples of documentation used by others for similar transactions, to assist with
understanding current practice and for help with ideas for
addressing difficult issues, but remember that your documentation must faithfully reflect your own transaction; and

4.

Trust your experience—if something seems too good to be true,
or doesn’t seem quite right, explore it until you are satisfied and
make sure it is addressed appropriately in the documentation.

§ 3.03

FORMS OF DOCUMENTS AND BUSINESS STRUCTURE

The principal document used in effecting a U.S. acquisition is the
purchase agreement, which
•

identifies the business to be purchased;

•

establishes the amount to be paid for it;

•

sets forth the buyer’s and seller’s obligations regarding the purchase
and related actions; and

•

identifies any ancillary documentation that may be required in connection with the acquisition.1

The forms of purchase agreements vary based on the structure of the
business to be acquired and based on the other considerations noted
below. The typical (though not exclusive) vehicle through which U.S.
business is conducted is the corporation, which is a legal entity separate
from its owners, who are called stockholders or shareholders because
their ownership interests, by virtue of applicable state statutes, take the

1

See § 3.05, infra, for a discussion of documents that are sometimes used to manifest
the parties’ intentions before a purchase agreement is negotiated and signed.
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form of stock, or shares, of the corporation. The stockholders do not operate the corporation’s business directly; rather, the corporation’s board of
directors, which is elected by the stockholders, is charged with that task.
The board of directors (or “board”), in turn, appoints officers who are
charged with conducting and directing the day-to-day operations of the
business.
Businesses that are not corporations, such as limited liability companies and limited partnerships, function very similarly. The limited
liability company or partnership is a legal entity separate from its owners, and is governed and operated by officers or managers appointed
directly or indirectly by the owners. To streamline the remainder of this
chapter’s discussion, we will posit that the U.S. business to be acquired
is BBI, the Delaware corporation described in the treatise hypothetical2
set forth in Chapter 2.
A U.S. corporation is either a “public” company, which means its
stock is registered with the U.S. Securities and Exchange Commission
(the “SEC”) and held by at least 500 different “unaccredited” owners or
2,000 different owners in total, or “private,” which means that its stock is
not so registered and is held by one owner or a relatively small (though
still possibly quite numerous) group of owners. A public company is
sometimes referred to as “publicly held,” “publicly traded,” “traded,” or
“registered.” A private company is sometimes referred to as being
“closely held” or simply “not public.”
Purchase agreements for U.S. businesses generally take one of three
forms: a merger agreement, a stock purchase agreement, or an asset purchase agreement. A merger agreement is made between the buyer (and
frequently a buyer subsidiary or other affiliate) and the corporation whose
business is to be acquired, and results in the latter corporation, with all of
its existing assets and liabilities intact, merging with the buyer or another
corporation controlled by the buyer, such that the selling corporation
becomes part of the buyer or becomes all or part of a surviving corporation owned by the buyer. A stock purchase agreement is made
between the buyer and the stockholders of the corporation whose business is to be acquired, and results in the buyer acquiring all of the stock
(ownership interests) of the corporation and thus acquiring the corporation itself with all of its existing assets and liabilities intact. An asset purchase agreement is made between the buyer and the corporation whose
business is to be acquired, and provides for (i) the buyer’s purchase of all
2

See § 2.02, supra, for the treatise hypothetical.
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or a specified subset of the properties and rights owned by the selling corporation and (ii) the buyer’s assumption of all or a specified subset of that
corporation’s liabilities. (For greater detail concerning each such type of
transaction, see Chapter 2.)
The form of acquisition chosen, and therefore the form of purchase
agreement used, is influenced by:
1.

the tax treatment the parties hope to achieve (see Chapters 6
and 7);

2.

the relative desirability of excluding specified assets or liabilities from the transaction (most easily done with asset purchase
agreements) (see Chapter 2); and

3.

the presence or absence of need for a mechanism to bind the
selling corporation’s stockholders who either cannot be located
or may be unwilling to execute an agreement to sell their stock
directly (achievable by using a merger or asset purchase
arrangement, by virtue of the ability to approve a merger or
asset sale binding all stockholders by a non-unanimous statutory vote) (see Chapter 2).

Except for the provisions setting forth the mechanics of purchase price
payment and closing of the transaction, however, merger agreements,
stock purchase agreements, and asset purchase agreements generally
include the same essential features, which we review below.
The purchase agreement is the focal point of documentation in a U.S.
acquisition, but various ancillary agreements can be important as well. For
example, a confidentiality agreement often is executed at the onset of discussions to protect the confidential information a seller (and in some situations a buyer) will have to share during the discussions. Employment, stay
incentive, and equity grant agreements may be used to secure or retain the
services of executives of the seller pending or following the acquisition’s
closing. Voting agreements may be used to ensure that the seller’s (or buyer’s, in some cases) directors and officers vote in favor of an acquisition
when it is presented for stockholder approval. Escrow agreements may be
used to set aside a portion of the purchase price for release based on
subsequent events, or as protection against damages arising from a seller’s breaches of its representations, warranties, or covenants.
Not every acquisition involves a negotiation resulting in execution
of a purchase agreement. An acquisition can also be made by means of a
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tender offer made by the buyer directly to the seller’s stockholders, who
may tender their stock to the buyer without execution of any purchase
agreement at any point in the process. Acquisitions by tender offer frequently are made in “hostile” situations when the buyer bypasses the seller’s management and board of directors.3
§ 3.04

PURCHASE AGREEMENT FEATURES AND HIGHLIGHTS

The contents of an agreement for a U.S. acquisition are dictated
almost entirely by business concerns important to the buyer and seller,
rather than by law. The chief exception to this precept is that, when the
transaction takes the form of a merger, the laws of the states in which the
buyer and seller are organized will require that the merger agreement set
forth (in addition to the other items desired by the parties): (i) the state
under the laws of which each merger participant exists; (ii) the entity that
will survive the merger; (iii) the financial terms of the merger, how those
terms will be implemented, and the basis of converting the stock of the
constituent corporations into stock of the surviving corporation or of
another corporation, cash, or other property; and (iv) the certificate of
incorporation (i.e., primary internal governance instrument) of the surviving corporation. The exact items required can differ from state to state,
so the items that would be required with respect to BBI (the Delaware
corporation in the treatise hypothetical) may be different from those that
would be required for USAW (the California corporation in that situation). Acquisition counsel must check state law carefully because missing
an applicable requirement can delay or even destroy completion of an
acquisition.
Convention, rather than any express legal requirement, has shaped a
fairly standardized format for U.S. acquisition agreements, whether they
are merger, stock purchase, or asset purchase agreements. The agreements generally are divided into major subject segments, often referred
to as “articles,” which in turn are divided into “sections” that set forth the
parties’ understanding on important items in each subject category.
A typical sequencing of acquisition agreement articles might be:
The Preamble; Article I—Definitions; Article II—The Merger (or Purchase of Shares, or Purchase of Assets); Article III—Seller’s Representations and Warranties; Article IV—Buyer’s Representations and
3

Tender offers are a topic worthy of separate discussion and are not addressed in this
chapter.
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Warranties; Article V—Certain Covenants; Article VI—Conditions to the
Closing; Article VII—Termination; Article VIII—Indemnification (or
Remedies); and Article IX—Miscellaneous.
[A] The Preamble
The beginning of a U.S. purchase agreement, generally not labeled
as a separate article, typically will set forth the date of the agreement,
identify the parties (buyer, seller, and any additional individuals, corporations, or other entities that will have rights or obligations under the
agreement), and recite the parties’ intentions to enter into an agreement
for the purchase transaction. The preamble may also recite prior or contemporaneous actions taken or to be taken by the parties for purposes of
consummating the transaction. In short, the preamble sets the stage for the
operative provisions of the agreement that will follow.
[B] Definitions
U.S. acquisition agreements make liberal use of defined terms, principally in order to maximize the precision of references, minimize ambiguity in making multiple references to the same concept, and minimize
repetitive references to the lengthier concepts for which the defined terms
stand as short-hand versions.
In many acquisition agreements, each defined term is defined in the
body of the agreement the first time it is used. It has become fairly common, however, to include a separate agreement article to identify all of
the agreement’s defined terms in one convenient place. The definitions
article typically appears either at the very beginning or at the very end of
the agreement. Sometimes each term used as a defined term in the agreement (typically denoted either by an initial capital letter, such as “ ‘Board’
means the company’s board of directors,” or by appearing in boldface
type) is defined in full in the definitions article; sometimes the defined
terms are listed alphabetically, with a reference, for each defined term, to
the agreement section in which its definition is set forth; sometimes a
combination of those techniques is used.
Acquisition participants must not underestimate the importance of
the definitions article. Terms that may be critical to transaction pricing
(such as “EBITDA,” “Net Worth,” or “Working Capital”); risk allocation
(such as “Material Adverse Change”); and effective limitations on the
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parties’ flexibility between the signing of the purchase agreement and
consummation of the transaction (such as “Material Contract” or “Ordinary Course of Business”), will be set forth there. It is imperative that
each transaction participant understand the context in which each defined
term is used in the body of the purchase agreement and ensure that the
definitions, in that context, are not skewed in a way that disfavors the participant.
[C] The Merger (or Purchase of Shares, or Purchase of Assets)
This article typically will set forth:
1.

the nature and structure of the transaction (merger, sale of stock,
or sale of assets);

2.

the amount and method of payment of the purchase price to be
paid for the business being acquired;

3.

when and where the “closing” (that is, consummation) of the
transaction will occur; and

4.

when the transaction is a merger, the legal effect of the transaction and the internal governance documents (the certificate of
incorporation and bylaws) of the entity surviving the merger.

When the transaction is a merger, this article will identify the merger participants and which entity (or entities) will merge into which other entity.
For example, the buyer may form a wholly owned subsidiary that will
merge into the seller corporation (a so-called “reverse triangular
merger”), with the seller surviving as a wholly owned subsidiary of the
buyer. This article will also set forth the merger consideration payable to
the selling corporation’s stockholders, which may consist of cash, stock
of the buyer, or both, or some other form of consideration, and will set
forth the steps that the seller corporation’s stockholders and the buyer
must take to effect the stockholders’ exchange of the certificates representing their stock for the merger consideration.
When the transaction is a sale of stock, this article will set forth the
consideration to be paid by the buyer directly to the stockholders of the
corporation whose business is being acquired, which may consist of cash,
stock of the buyer, or both, or some other form of consideration; and the
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steps for the exchange of the seller’s stock for that consideration, as is the
case with a merger agreement.
When the transaction is a sale of assets, this article will identify the
selling corporation’s assets that will, and that will not, be acquired, and
will identify the seller’s liabilities and commitments that will, and will
not, be assumed by the buyer. The article also will identify the consideration to be paid for the assets to be purchased, which will typically consist of cash payable directly to the selling corporation.
In asset sale transactions, unlike mergers or sales of stock, it is not
unusual to use a purchase price adjustment mechanism. Adjustments typically are based on variances at the time of closing from historical measures of the seller’s financial performance or financial condition that are
important to the buyer’s pricing of the transaction, such as earnings
before interest, taxes, depreciation, and amortization (“EBITDA”), working capital, or net worth. Purchase price adjustments typically are made
as promptly after closing as the measurement of the variance can be completed (generally within 90 days), but can also take the form of an “earnout” mechanism, in which a relatively low base price for the business is
established and incremental payments are “earned,” based on the business’s financial or operating performance reaching specified levels during a specified period (usually within a few years) following the closing.
When a purchase price adjustment is used, often a relatively high
portion of the estimated purchase price will be paid at the closing of the
transaction, with the remaining portion of the estimated price either paid
into escrow or “held back” by the buyer pending final determination of
the adjustment. In virtually all transactions utilizing a purchase price
adjustment, the parties will agree on, and set forth in the purchase agreement, a process for resolving disputes between them regarding the adjustment to be made. These processes typically include referral of the dispute
to an accountant or other financially literate third party who is independent of both the buyer and seller. See Chapter 2 for additional discussion
of purchase price adjustments.
In addition to the substantive matters set forth above, the merger (or
purchase of stock or purchase of assets) article will establish the place
and time for the closing of the acquisition. The closing, or consummation
of the purchase transaction, generally consists of the delivery of the
purchase price to the seller (or sellers), and the simultaneous delivery of
various documents or making of governmental filings to evidence that all
of the conditions to the closing have been met (or waived) and that ownership of the selling corporation (or its assets) has passed to the buyer.
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Because most of these deliveries now are, or can be, accomplished electronically, many practitioners do not attach significance to the location
chosen for the closing, which is typically the offices of the buyer’s or the
seller’s counsel for the transaction.
The timing of closing is much more important than the place. Generally, transaction participants favor minimizing the time that elapses
between signing a purchase agreement and closing the purchase transaction. The negatives of delay, from both a buyer’s and a seller’s perspective, include that:
1.

it is possible for a third party to appear with a better transaction
that the seller’s board of directors may have to entertain;

2.

the seller’s business could deteriorate before the buyer can
assume control (whether because of uncertainty in the minds of
employees, suppliers, and customers, or otherwise);

3.

the buyer’s ability to pay for or finance the acquisition may
deteriorate between the signing and closing;

4.

important initiatives that the buyer or seller might otherwise
take with the business to be acquired often must be deferred
until the transaction closes; and

5.

a cataclysmic event could occur with respect to the business, or
in the capital markets generally, that would cause a failure of
one of the conditions to closing.

The key difference between the buyer’s and seller’s concerns about delay
is that the seller’s concern about a higher third-party offer will focus more
on the additional expense, delay, and disruption occasioned by a third party’s entry, and on the risk that no transaction will occur and that the seller,
therefore, will be perceived as “damaged goods” were the original transaction to be abandoned.
Occasionally, either the buyer or the seller may favor a longer time
between signing and closing when, for example, the pricing mechanism
and the seller’s operating performance during the delay would operate to
increase the purchase price (favoring the seller) or decrease it (favoring
the buyer). Other considerations that could favor a delay include the buyer’s desire for additional time to complete due diligence or preparation for
integrating the acquired business into the buyer’s operations, or the buyer’s need for additional time to complete its purchase price financing
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arrangements. The seller might favor a delay should a contingency
depressing the purchase price, such as pending litigation against the
seller, be resolved before a delayed closing with a favorable purchase
price impact for the seller.
It is relatively rare, but not unheard of, to sign definitive documents
for a U.S. acquisition and close the acquisition simultaneously. Typically,
however, consummating an acquisition requires approvals of, or altered
arrangements with, certain third parties such as shareholders, governmental authorities (such as Hart-Scott-Rodino antitrust preclearance—see
Chapter 11), financing sources, counterparties to commercial contracts,
and employees. Transaction parties usually are reluctant to talk with third
parties about a transaction before they know they have an agreement, but
obtaining the requisite approvals and arrangements requires such discussions. The discussions inevitably are disruptive, and invite risks of taint
associated with publicizing a transaction that may then fail to occur.
These risks, coupled with the need for pre-closing discussions, militate against a simultaneous signing and closing. Moreover, when the
seller is publicly traded, soliciting the required approval of the seller’s
shareholders entails the filing of proxy materials with the SEC, obtaining
clearance for mailing the materials, and conducting a shareholder’s meeting to vote on the acquisition. Each of these steps is predicated on the
prior existence of a definitive purchase agreement.
Closings typically are scheduled to occur on the second or third
business day following the date of satisfaction (or waiver) of the last condition to closing to be satisfied (or waived). Typical conditions to closing
(reviewed in more detail below) that require time and effort to satisfy
include the receipt of any necessary governmental approvals and thirdparty consents, and the receipt of any necessary shareholder approval.
Examples of less common time-sensitive conditions to closing include
obtaining an Internal Revenue Service ruling on the tax treatment of the
transaction, or on some other tax issue of financial significance, or obtaining a no-action letter from the SEC (i.e., comfort that the SEC staff will
not take enforcement action) concerning a securities registration issue.
When the purchase transaction involves a publicly traded buyer or
seller whose shareholders must approve the transaction, just the process
of preparing the requisite vote solicitation materials for filing with the
SEC (two to four weeks); getting and responding to the SEC staff’s comments and obtaining clearance for circulation (four to eight weeks); and
giving stockholders sufficient time to assimilate those materials and vote
on the transaction (three to six weeks), can be expected to necessitate a
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delay between signing and closing of two to five months. Transactions
not requiring the vote of public stockholders generally can be consummated more rapidly, but are still subject to delays occasioned by the other
closing conditions that require performance of time-consuming tasks.
[D] Seller’s Representations and Warranties
The seller’s representations and warranties (normally called “representations,” or in professional slang, “seller’s reps”) constitute the seller’s affirmations to the buyer regarding the condition of the business to
be purchased and the business’s relationships with its owners, employees, customers, suppliers, and other third parties. They also allocate risk
between the buyer and seller because, through negotiation, the seller may
make representations that it cannot be sure are true; in making the representation, the seller assumes the risk that, if not true, the buyer could
refuse to close or the seller could be obliged to pay damages or suffer a
reduced purchase price should the buyer elect, despite the discovery of
the untruth, to go forward.
The seller’s representations generally comprise two parts: statements made in the body of the purchase agreement, and an accompanying set of schedules. The schedules set forth exceptions to the otherwise
categorical statements set forth in the representations. For example, a
typical representation might read, “Except as set forth in Schedule 3.12,
Seller is subject to no order, decree, or ruling issued by a court of competent jurisdiction that would prevent Seller from offering or selling its
products in the state of . . . . ” Schedule 3.12 would then identify any
order, decree, or ruling that would prevent the seller from offering or selling its products in the specified market.
The seller’s representations are highly negotiated. The buyer will
want them to be as expansive as possible, with as few exceptions as possible set forth on the schedules, to assure the buyer that the company it is
buying is “clean” and to leave with the seller the risks attendant to imperfections in the condition of the business or in its relationships with third
parties. When the buyer produces the first draft of the purchase agreement, it usually will be expansive with the seller’s representations, in
order to hold the seller responsible and to “smoke out” issues for negotiation.
The seller, by contrast, will want to make minimal representations
so that imperfections will not give the buyer a basis for not closing the
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transaction, or a basis for negotiating a reduction of the purchase price,
or suing the seller to recover damages for a false representation. So, when
the seller produces the first draft of the merger agreement, its version
of the seller’s representations may be quite abbreviated, seeking to induce
the buyer to limit its demand for representations to those that the buyer
must have in order to proceed with the acquisition.
Notwithstanding the tactical advantages of producing the first draft
of the purchase agreement, buyers and sellers tend to be more compromising when both need to reach an agreement quickly. The party delivering the initial agreement draft likely will take a more even-handed
approach, proffering a draft that favors its own position, but that is also
relatively palatable to the other party.
In a typical transaction, both the buyer and the seller conduct extensive due diligence regarding the seller’s business (see Chapter 2) before
and during the process of negotiating the purchase agreement. The information derived from this effort affects the language of the seller’s representations and the content of the related disclosure schedules, both of
which evolve during the negotiations and exchange between the parties
of, typically, two, three, or many more drafts of the purchase agreement.
Despite the commonality of the core subjects of the seller’s representations, and the somewhat formulaic language used in addressing them,
both the scope of the subjects covered and the language nuances will
reflect the parties’ respective particular needs and concerns, and their
relative leverage in the negotiations.
In addition to the differences motivated by the parties’ particular
priorities, there are some general differences between typical publicly
traded sellers’ representations and typical private sellers’ representations.
Publicly traded sellers’ representations tend to be qualified not only by
reference to the accompanying disclosure schedules, but also by reference to the annual, quarterly, and episodic reports filed publicly by the
seller pursuant to the Securities Exchange Act of 1934 (the “1934 Act”).
Publicly traded sellers’ representations also are generally less expansive
and more liberally qualified by referring only to circumstances or events
characterized as “material,” than are private sellers’ representations. This
distinction rests in part on the notions that the most important information about the public seller is already captured in the 1934 Act reports that
are readily available, and that the trading price for the seller’s common
equity, which theoretically is based on that information, serves as a good
proxy for fixing the value of the seller’s business.
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When the purchase transaction takes the form of a merger or sale of
assets, the representations about the business normally are made by the
seller corporation. Under certain but infrequent circumstances involving
a merger or sale of assets, the corporation’s stockholders may join in
those representations. When the transaction takes the form of a sale of
stock, the representations about the business typically will be made by its
stockholders, or by the stockholders who have controlled the business’s
operations.
Regardless of who is making the representations, their scope typically will be broad enough to touch on a wide range of issues with legal
implications, such as those relating to corporate and tax law, employment
and employee benefits law, and environmental, real estate, and intellectual property law, among other disciplines. It is imperative that the executive and legal team “quarterbacking” the acquisition enlist expertise from
each relevant discipline, from the due diligence phase through completion of the negotiations, to ensure that the representations and warranties,
and other relevant portions of the acquisition agreement (such as covenants and closing conditions), account adequately for each of these
implications.
A seller typically will make the following representations about its
business:
Qualification and Organization. Confirms the seller’s (and each
of its subsidiaries’) valid existence and right to do business in its state of
organization and elsewhere, and its compliance with its organizational
documents (e.g., certificate of incorporation and bylaws).
Capital Stock. Confirms the kind and amount of the seller’s stock
(equity interests) outstanding and its valid issuance, any rights the seller’s stockholders or others may have to acquire stock or other interests or
voting rights in the seller, and any agreements between the seller and any
stockholder, or among stockholders, relating to the voting or disposition
of any of the seller’s stock.
Corporate Authority; No Violation. Confirms the seller’s ability
to enter into and consummate the purchase agreement as a matter of internal authorizations and procedure and with respect to any governmental
authorization or third-party consent that may be required.
Reports and Financial Statements. Confirms compliance of the
seller’s periodic and episodic reports with the 1934 Act and SEC requirements (when the seller is public), and conformity of the seller’s financial
statements with generally accepted accounting principles.
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Internal Controls and Procedures. Confirms the existence of and
the seller’s use of and adherence to controls and procedures that are
designed to ensure accurate and timely gathering and reporting of all
material financial and other business information required under the 1934
Act (for publicly traded sellers).
No Undisclosed Liabilities. Confirms the absence of material
liabilities of the seller other than those disclosed in the seller’s financial
statements, typically with exceptions for certain other liabilities incurred
in the ordinary course of business.
Compliance with Law; Permits. Confirms the seller’s compliance
with general legal requirements applicable to its business and the seller’s
possession of all permits and other governmental authorizations necessary for the seller to own its properties and conduct its business.
Environmental Laws and Regulations. Confirms the seller’s compliance with applicable laws designed to protect the environment;
although this representation takes on more importance for businesses
involved in heavy industry or other activities that may generate pollution
or hazardous waste, virtually every purchase agreement will contain some
environmental representation because of the high costs attendant to dealing with environmental law violations.
Employee Benefit Plans. Identifies all of the seller’s compensation
and other plans and arrangements that provide benefits to the seller’s
employees, and confirms the plans’ and arrangements’ compliance with
the Employee Retirement Income Security Act of 1974 (“ERISA”) and
other applicable laws; like the environmental law representation, this representation is prominent because of the complex laws that govern
employee compensation and benefits, the high costs attendant to noncompliance with those laws, and the significant costs associated with
employee compensation and benefits generally.
Absence of Certain Changes or Events. Confirms that there has
been no material change in the seller’s conduct of its business from the
way the business was conducted during the period covered by the seller’s
latest audited financial statements, and that there has been no significant
event or development that has had or would reasonably be expected to
have a material adverse effect on the seller’s operating or financial performance (sometimes referred to as the “MAC” clause—material adverse
change—or the “MAE” clause—material adverse effect).
Investigations; Litigation. Confirms the absence of governmental
investigations regarding the seller’s business or activities and the absence
of lawsuits against the seller. (A business whose products can readily
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cause injury to consumers or others who work with its products (such as
USAW or BBI in the treatise hypothetical) may include a similar, but
separate, representation concerning its products liability experience. See
Chapter 13.)
Proxy Statement; Other Information. Confirms that the proxy
statement and related materials to be used by the seller to solicit the
approval of shareholders (when the seller is public) will not contain false
or misleading information or omissions, and will comply with the applicable requirements of the 1934 Act and the SEC; because this representation relates to action to be taken by the seller after the purchase
agreement is signed, it is sometimes set forth as one of the seller’s covenants (reviewed below) rather than as a representation.
Tax Matters. Confirms the seller’s filing of all required tax returns
and payment of all taxes imposed on it, and its compliance with all applicable tax laws, and sets forth information on any tax sharing agreement
or other tax matter that may affect the value of the seller’s business or the
consequences to the buyer or the seller of proceeding with the purchase
transaction.
Employee Relations Matters. Identifies whether any of the seller’s
employees are represented by labor unions, confirms the seller’s compliance with applicable laws relating to worker safety, compensation, child
labor, immigration, employment discrimination, and similar matters, and
may cover the nature of the seller’s relationships with its employees more
generally.
Intellectual Property. Confirms the seller’s ownership of, or other
rights to use, the patents, trademarks, copyrights, trade secrets, and other
intellectual property rights that are important to the value of the seller’s
business, the absence of violations by third parties of those rights and of
violations by the seller of third parties’ intellectual property rights, and
discloses matters relating to intellectual property rights that may be
affected by consummation of the proposed purchase of the seller’s business.
Real Property. Confirms the status of the seller’s ownership of or
other rights to use the land and buildings used in the conduct of the seller’s business, the condition of the seller’s facilities, and the status of
leases to which the seller is a party as either landlord or tenant.
Opinion of Financial Advisor. Confirms the seller’s receipt of a
qualified financial advisor’s opinion to the effect that the consideration
being paid to the seller’s stockholders in the transaction is fair to them
from a financial point of view.
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Required Vote of Stockholders. Confirms the percentage of the
voting power of the seller’s stockholders that must vote in favor of the
transaction in order for the transaction to be consummated.
Takeover Statutes. Confirms the absence of any statutory or contractual measure that would block consummation of the transaction, or
that the seller has taken any action necessary to disable any such measure. (This representation highlights an area for counsel’s attentiveness to
differing state-law requirements: for example, a Delaware corporation,
such as BBI in the treatise hypothetical, would not be subject to a statute
imposing certain requirements on a buyer crossing specified levels of
stock ownership, but such requirements might well be imposed if BBI
were an Ohio corporation.)
Material Contracts. Identifies the relationships with third parties
that are important to the seller’s business and confirms the absence of (or
identifies) any material breach of those agreements by the seller or by any
other party to any such agreement.
Insurance. Identifies the insurance coverage maintained by the
seller for its business operations and properties and confirms the
adequacy of that coverage for the business and properties.
Affiliate Transactions. Identifies any transaction between the seller
and any of its affiliates, such as its directors or officers or any of their
family members or any company controlled by any such person.
Finders or Brokers. Identifies any finder, broker, or financial advisor engaged by the seller who is entitled to any payment in connection
with the transaction.
Representations and warranties of the scope set forth above are typical in most sale transactions. When the buyer has concerns about particular features of the seller’s business, however, or when there has been a
recent major legislative development or world event, it is customary to
find additional representations and warranties addressing those areas of
particular concern or addressing the effect of the recent development on
the seller’s business. Examples of industry-specific or company-specific
representations and warranties might include those referring to immigration law compliance, product and warranty claims (alluded to above);
compliance with laws relating to plant closings and employee terminations, with customs and export control laws and regulations, or with
applicable U.S. or foreign antitrust laws; and compliance with the Foreign Corrupt Practices Act. An example of legislation that might draw
particular focus is the Dodd-Frank Wall Street Reform and Consumer
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Protection Act, passed in July 2010, which imposed certain incremental
corporate governance obligations on publicly-traded companies.
When the transaction takes the form of a sale of stock, the stockholders of the corporation whose business is being sold will make a separate set of representations and warranties confirming their stock
ownership; the absence of any claim against that stock, and of any
obstacle to the sale of the stock; their authority to enter into the sale transaction; and the enforceability of their agreement to sell their stock.
[E] Buyer’s Representations and Warranties
The function and structure of the buyer’s representations and warranties, and the process of arriving at their final form, are identical to the
function, structure, and process for the seller’s representations and warranties. The scope of the buyer’s representations and warranties, however, and therefore the due diligence and negotiating energy devoted to
them can vary significantly, based on the form and timing of payment of
the consideration payable to the seller’s stockholders or to the seller.
When the consideration payable to the seller’s stockholders or the
seller consists of the buyer’s stock, the buyer’s representations and warranties generally will be as comprehensive as the seller’s representations
and warranties because the seller’s stockholders or the seller will be buying an ownership interest in the buyer. In such instances, the seller’s advisors will insist that the terms of each buyer representation and warranty
match the seller’s counterpart exactly (except for the detailed, businessparticular information that appears on the corresponding schedules),
unless there are very good reasons for any distinction.
When the consideration payable to the seller’s stockholders or seller
consists of cash payable in full at the time of closing, and the closing is
expected to occur within a matter of weeks or a few months after the signing, the buyer’s representations and warranties typically will be limited
to those establishing that the buyer is able legally and financially to consummate the transaction without material impediment, such as those confirming:
1.

the buyer’s valid existence and authority to conduct its business
as it is currently being conducted;

2.

the buyer’s authority to consummate the purchase;
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3.

that the consummation will not violate any contractual or legal
obligation to which the buyer is subject;

4.

the buyer’s financial condition and financial wherewithal to
consummate the purchase; and

5.

the absence of any litigation or negative development that
would have a material adverse effect on the buyer’s ability to
consummate the purchase.

When the consideration payable to the seller’s stockholders or seller
consists of cash, a portion of which will be held back pending the operation of an earn-out mechanism, or pending expiration of the period during which the buyer may assert claims arising from the transaction
(typically a year or longer), or for any other reason that will delay the
closing for more than a matter of a few months, the seller will expect the
buyer’s representations and warranties to contain sufficient breadth about
the buyer’s business condition and operations to provide the seller some
comfort that the buyer will be able to pay the remaining portion of the
purchase price when it becomes due. In these circumstances, the buyer’s
representations and warranties may take the same form that they would
take if the purchase consideration consisted of the buyer’s stock, or may
be a less expansive subset of that form but more expansive than the “all
cash at closing” version of the buyer’s representations and warranties.
Leverage, that is, the parties’ relative bargaining strength, may
change the final negotiated terms in important ways. The foregoing discussion highlights the subject areas and relationship between the seller’s
representations and warranties, on one hand, and the buyer’s representations and warranties, on the other hand, that one would expect to find generally, but does not account for leverage. Among the factors affecting
leverage are:
1.

the parties’ relative financial strength;

2.

the current trends of the parties’ respective businesses;

3.

the near-term and long-term effects on each party of positive or
negative industry-wide developments;

4.

whether one party wants, or needs, the transaction to occur
more than the other does; and

5.

the skill and assertiveness exuded by the parties’ respective
executive teams and advisors.
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Indeed, leverage affects all of the terms of a U.S. business purchase
agreement, including the covenants—that is, the parties’ promises to each
other—to which we turn next.
[F] Covenants
The buyer’s promise to pay for the business being purchased and the
seller’s promise to convey the business to the buyer in exchange for that
payment are not the only promises the parties make to each other in connection with the transaction. There are many others relating to:
1.

the parties’ conduct of business operations between the signing
of the agreement and the closing;

2.

employment matters;

3.

implementation of the transaction and its consequences;

4.

public statements and stockholder vote solicitation when the
seller is publicly traded; and

5.

the treatment of equity awards held by the seller’s executives
and others.

When either party’s representations and warranties must be
extended in scope, it would not be unusual to make a parallel extension
in that party’s covenants relating to the same subjects.
[1] Conduct of Business Covenants
The seller generally will agree to conduct its business in the ordinary course, and to use commercially reasonable efforts to preserve its
relationships with its employees, customers, and suppliers between the
signing and closing.
In addition to this general undertaking, the seller often will agree to
specific limitations (in many cases, with appropriate exceptions) on a
series of other actions that it might otherwise take between the signing
and the closing, such as:
•

declaring extraordinary dividends or making other distributions of
cash or property;

•

altering its capital structure;
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•

increasing compensation or other employee benefits;

•

changing accounting policies or procedures;

•

changing its governing instruments;

•

issuing additional stock or other equity interests;

•

purchasing outstanding seller stock or other equity interests;

•

incurring or prepaying indebtedness;

•

disposing of material properties or assets;

•

entering into, changing, or terminating material contracts;

•

acquiring material assets or another business;

•

making unbudgeted capital expenditures;

•

opening or closing a substantial line of operations;

•

making loans;

•

entering into, changing, or terminating transactions with the seller’s
affiliates;

•

abandoning or failing to protect material intellectual property;

•

taking steps toward a recapitalization or dissolution;

•

waiving legal claims against third parties or settling litigation;

•

making payments to financial advisors other than pursuant to disclosed arrangements; or

•

agreeing to or announcing an intention to do any of the things that are
prohibited by those limitations.

Purchase agreement covenants such as those listed here often include an
additional covenant: the buyer acknowledges that the seller remains
solely in control of the seller’s business pending the closing, subject to
the limitations of those covenants, and disclaims control by the buyer
over the seller’s business decisions and operations.
For the same reason that the parties’ representations and warranties
will be parallel when the consideration consists of the buyer’s stock, the
buyer’s covenants for the period between signing and closing typically
will parallel the seller’s when the consideration is buyer stock. Should
the consideration consist of cash, however, and the closing not be delayed
appreciably, the buyer’s covenants for this period would likely be
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limited or nonexistent. But should a portion of the cash consideration
be payable subject to the business’s post-closing performance or other
future contingencies, the buyer’s covenants for this period would
approach the expansiveness of the seller’s. In addition, under these circumstances, the buyer may be required to make certain covenants relating to the post-closing period to assure the seller a fair ability to receive
the delayed consideration.
[2] Covenants Regarding Employment Matters
Sellers often want to look out for their employees when selling their
businesses. In many cases, the seller will bargain for covenants from the
buyer regarding the treatment, following the closing of the transaction, of
the seller’s former employees. Because most U.S. jurisdictions still
observe the “employment at will” doctrine, however, it is extremely rare
for a buyer to agree to maintain the employment of any particular
employee or group of employees for any specified period following the
closing.
The employment covenants, when present, frequently relate to:
(a) salaries and other cash compensation payable to employees for
the first year or two following the closing;
(b) the employees’ eligibility for healthcare and other benefits during that period, including crediting of their years of service
with the seller for eligibility purposes and coverage for preexisting medical conditions;
(c) eligibility and credited service for retirement plan benefits, the
level of benefits to be provided in relation to those formerly
provided by the seller, and similar matters.
There are grounds to question the strict enforceability of covenants
the buyer does make regarding compensation and benefits, because
employees are rarely parties to the purchase agreement and buyers typically resist making the employees third-party beneficiaries of the buyer’s
promises with power to enforce them. Nevertheless, buyers generally do
honor these covenants once they have been negotiated and the parties
have agreed to them.
U.S. laws relating to employment matters are intricate and carry significant penalties for their violation. It would be imprudent for either a

3-23

§ 3.04[F]

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

buyer or a seller to enter negotiations over them without skilled employee
relations and employee benefits advisors.
[3] Transaction Implementation Covenants
The parties to a U.S. purchase agreement typically will agree to several steps that one or the other, or both, will take in order to facilitate consummation of the purchase transaction, and with respect to certain postclosing circumstances. For example, each party will agree to use
“commercially reasonable” efforts, or “best” efforts, or “reasonable best”
efforts, to obtain any governmental or third-party approval that is necessary to consummate the transaction. Should documents other than the purchase agreement be necessary for the transaction, such as employment or
consulting agreements, escrow agreements, legal opinions, or other
instruments, each party will agree to deliver those documents for which
it is responsible. Typically, each party will also agree to a general undertaking to use its commercially reasonable efforts (or one of the variations
noted above) to take all other actions necessary to consummate the transaction.
It is not unusual for each party to acknowledge that it is not relying
on any representation, warranty, or promise concerning the other party’s
business that is not set forth explicitly in the purchase agreement. Less
commonly, but with some frequency, each party may also acknowledge
that the other party may rely on the first party’s representations and warranties, for purposes of compliance with closing conditions or pursuing
post-closing damages claims, even were the relying party to know or have
reason to believe that those representations and warranties may be untrue;
alternatively, a clause to the opposite effect—a so-called “antisandbagging” clause—may be included in the agreement.
The seller will agree to permit the buyer to continue its due diligence regarding the seller’s business, including examination of the seller’s books and records and physical facilities, which the buyer will agree
to do without undue interference with the seller’s continuing conduct of
business. When the consideration payable to the seller’s stockholders or
to the seller consists of the buyer’s stock, the parties will make a parallel
covenant with respect to the buyer’s business. The seller may make covenants relating to the discharge of the seller’s indebtedness, tax matters,
outstanding litigation, or other items, depending on the particular significance of those items to the seller’s business or to the transaction, and will
make covenants relating to obviating the effect of state takeover statutes
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or contractual arrangements that would otherwise interfere with closing
the transaction. The buyer would make parallel covenants were the consideration for the purchase to consist of the buyer’s stock.
In purchase transactions other than those in which the seller’s stockholders sell their stock directly to the buyer, it has become common for
the buyer to prohibit the seller and its advisors from seeking a similar
transaction with a third party that would supplant the transaction with the
buyer (a so-called “no shop” clause), and for the seller to negotiate a
so-called “fiduciary out” exception to that prohibition. The buyer, of
course, wants to preserve its bargain. In various U.S. jurisdictions,
however—most importantly, Delaware, which has the most-developed
corporate law jurisprudence in the United States—the seller’s directors’
fiduciary duties to the seller’s shareholders are held in many circumstances to include a duty to entertain a prospect of obtaining superior
value for the seller’s stockholders, even after a purchase agreement has
been signed with the buyer, until the seller’s stockholders have approved
the transaction. Thus, the seller’s directors are given a “fiduciary out”
from the obligation to consummate the buyer’s transaction if a transaction promising superior value to the seller’s stockholders were to intervene. The exercise of the fiduciary out, however, would be conditioned
on the seller’s payment to the buyer of a very substantial “break-up” fee.
In circumstances in which the buyer’s participation in another business
acquisition, either as a buyer or as a seller, would impair its ability to consummate the transaction at hand, the buyer may agree to “no-shop” and
“fiduciary out” provisions parallel or similar to those to which the seller
would agree.
Discussion of the detailed, often intricate, and evolving terms, conditions, and consequences of various actions pursuant to “no-shops,” “goshops,” and “fiduciary outs” is beyond the scope of this chapter. A
prospective acquirer of a U.S. business must secure advice from experienced counsel in negotiating any such provision.
As to matters dealing with post-closing consequences of a purchase
transaction, a buyer commonly agrees, at the seller’s insistence, to maintain protection for the seller’s former officers and directors against claims
made against them for their actions in those capacities, at the same level
and scope as the protection they enjoyed prior to the closing. These agreements typically cover both the expense reimbursement and indemnity
coverage that was available directly from the seller prior to the closing,
and the directors’ and officers’ (so-called “D&O”) insurance coverage
that the seller carried before the closing. When the consideration for the
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purchase consists wholly or partially of the buyer’s stock, such that the
seller’s former stockholders retain an ownership interest in the buyer, or
when payment of some portion of the consideration may be delayed significantly, the buyer may also agree to covenants regarding the composition of its board of directors for some period following the closing, the
location, or manner of conducting its business, or similar matters.
[4] Public Company Covenants
When either the buyer or the seller is publicly traded, the parties
typically will agree that neither party will make any public announcement regarding the transaction, except as required by law, without first
obtaining the approval of, or consulting with (or at least notifying) the
other party. When a publicly traded party must solicit the vote of its stockholders in connection with the transaction, that party typically will agree
to ensure that its solicitation materials are complete, accurate, and not
misleading; to comply with all federal securities and other laws applicable to the solicitation; to keep the other party apprised of all communications with the SEC and other relevant authorities regarding the
solicitation materials; and to use its reasonable efforts to finalize and mail
its solicitation materials as soon as is practicable.
When the seller’s executives, other employees, or directors hold
outstanding equity awards (such as stock options, restricted stock, stock
appreciation rights, or similar instruments) and the seller’s equity will not
be traded publicly following consummation of the transaction, the purchase agreement will contain a mechanism for converting those awards
into cash payments or into an equity interest in an entity surviving the
closing. Both parties’ advisors must pay careful attention to the terms of
those awards and the plans pursuant to which they were issued to ensure
that the mechanism selected does not violate the holders’ rights and give
rise to significant claims against the seller, its directors or officers, or the
buyer.
[G] Conditions to the Closing
U.S. purchase agreements establish certain events or circumstances,
known as “conditions,” that must occur or exist at the time established for
closing in order for either party or both parties to be obligated to consummate the transaction. These terms are often categorized as conditions
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to each party’s obligation to close, conditions to the seller’s (but not the
buyer’s) obligation to close, and conditions to the buyer’s (but not the
seller’s) obligation to close.
Typical conditions to each party’s obligation to close include:
1.

receipt of any required approval of the transaction by the seller’s stockholders and the buyer’s stockholders;

2.

the absence of any law or any judgment, order, or decree that
prohibits consummation of the transaction;

3.

the expiration of any Hart-Scott-Rodino waiting period (see
Chapter 11);

4.

the receipt of any other governmental or third-party approval of
the transaction that the parties have agreed is necessary; and

5.

when the purchase consideration consists of any securities to
be traded publicly after consummation of the transaction, the
effectiveness of the registration statement covering the issuance
of those securities and the listing of them for trading on the stock
exchange on which the trading is to occur.

Typical conditions to the seller’s (but not the buyer’s) obligation to
close include:
1.

the continuing accuracy of the representations and warranties
made by the buyer in the purchase agreement;

2.

the buyer’s performance of the covenants it made in the purchase agreement, to the extent they were to be performed by the
time of closing;

3.

the seller’s receipt of a certificate from the buyer confirming
satisfaction of the conditions relating to the buyer’s representations, warranties, and covenants;

4.

the payment (or immediate availability) of the consideration to
be paid to the seller’s stockholders or to the seller; and

5.

the seller’s receipt of any ancillary agreement, legal opinion, or
other instrument to be delivered by the buyer in connection with
consummation of the transaction.
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Typical conditions to the buyer’s (but not the seller’s) obligation to
close include:
1.

the continuing accuracy of the representations and warranties
made by the seller (or the seller’s stockholders, or both) in the
purchase agreement;

2.

the seller’s (or seller’s stockholders’) performance of the covenants it (or they) made in the purchase agreement, to the extent
they were to be performed by the time of closing;

3.

the buyer’s receipt of a certificate from the seller (or seller’s
stockholders) confirming satisfaction of the conditions relating
to the seller’s (or seller’s stockholders’) representations, warranties, and covenants;

4.

the buyer’s receipt of any ancillary agreement, legal opinion,
stock certificate, or other instrument to be delivered by the
seller (or the seller’s stockholders) in connection with consummation of the transaction; and

5.

the exercise of dissenters’ rights with respect to less than a
specified percentage of the seller’s outstanding stock. (Dissenters’ rights are the rights of stockholders who dissent from the
transaction to have the value of their stock appraised judicially,
and to be paid that value rather than the value established in the
purchase agreement. Because of the risk that the judicially
appraised value may be higher than the agreed-upon value, buyers typically limit allowable dissenters’ rights exercises to a
level between 5% and 15% of the seller’s outstanding stock.)

Buyers attach particular importance to the condition that there has
been no material adverse change in the seller’s business between the signing of the purchase agreement and the closing, although in some jurisdictions (particularly Delaware) it has become difficult to establish that a
material adverse change has occurred. This condition may be embedded
in the condition that the seller’s representations (one of which will relate
to the absence of any material adverse change) remain accurate at the
closing, or may be set forth as a separate, stand-alone condition.
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[H] Termination
The parties to a U.S. purchase agreement frequently specify the circumstances under which the agreement can be terminated without the
purchase being consummated, and correspondingly specify the consequences to each party of a termination under each circumstance. A typical litany of termination triggers might include:
(i)

termination by mutual consent of the parties;

(ii)

termination by either party, so long as it is not in breach of any
of its obligations, when the deadline established by the parties
for the closing has arrived with one or more closing conditions not satisfied;

(iii) termination by either party should any requisite approval of
the seller’s or the buyer’s stockholders not be received;
(iv) termination by either party so long as it is not in breach of any
of its obligations and the other party has breached the agreement and has not cured the breach;
(v)

termination by the seller if it enters into an agreement to sell
its business to a third party, so long as the seller’s stockholders have not already voted to approve the agreement, the seller
has not breached any “no-shop” obligation, and the seller pays
any required break-up fee to the buyer; and

(vi) termination by either party if the other party’s board of directors has withdrawn or failed to reaffirm its recommendation in
favor of the transaction, or has failed to conduct a stockholder’s meeting and to use its best efforts to secure a favorable
vote.
The consequences of termination to each party depend in part on
the parties’ relative bargaining leverage. A typical set of consequences
might be:
(a) on a termination described in clause (i) or (ii), above, each
party will pay its own expenses and will have no further obligation to the other party;
(b) on a termination described in clause (iii), above, the party
whose stockholders have failed to approve the transaction will
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pay the other party’s expenses in connection with the transaction, or will pay those expenses plus a limited fee;
(c) on a termination described in clause (iv), above, the party in
breach will pay the other party’s expenses in connection with
the transaction or, if the breach were knowing or intentional,
will be liable to the terminating party for liquidated damages
or such damages as the terminating party can prove;
(d) on a termination described in clause (v), above, the seller will
pay the specified break-up fee, or that fee plus all or a specified portion of the buyer’s expenses in connection with the
transaction; and
(e) on a termination described in clause (vi), above, the nonterminating party will pay the terminating party’s expenses in connection with the transaction, or those expenses plus a break-up
fee or more limited fee.
[I] Indemnification
In the context of a purchase agreement for a U.S. business, indemnification connotes, essentially, a promise by one party to protect the
other party after the closing from damages that arise from the promising
party’s breach of a representation, warranty, or covenant in the purchase
agreement.
Indemnification arrangements are relatively common in circumstances in which both the indemnifying party and protected party continue in existence and remain available for dealing with damage claims,
either directly or through a representative, following the closing. In a sale
of assets transaction, the selling corporation would ordinarily be providing indemnity protection to the buyer. In a merger or a sale of stock, the
stockholders of the business being sold, or perhaps only the principal
stockholders, would be the buyer’s expected source of indemnity protection. In a merger in which the seller is publicly traded, however, there will
typically be no indemnification provided because the seller will have disappeared as an independent entity, and it will be impracticable to identify
and engage the seller’s stockholders for purposes of holding them responsible for the seller’s breaches.
Were a purchase agreement to contain no indemnification provisions, the basic law of contracts would provide a remedy for a party that
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sustained damages from the other party’s breach of a representation, warranty, or covenant. The perceived value of indemnification provisions is
that they let the parties supplant the contract law precepts that would otherwise govern claims between them in several important ways.
First, the indemnity usually covers not only the damages from a
breach, but also the injured party’s legal and other expenses, such as
investigative costs incurred in connection with defending against thirdparty claims connected with the breach and obtaining a recovery from the
indemnifying party.
Second, indemnification provisions generally provide that they are
the protected party’s exclusive remedy for any claim arising from the purchase transaction, establish a period within which any indemnity claim
must be made (generally two years or less following the closing), and
prohibit recovery for any claim not made within that period. These
arrangements shorten substantially the deadline for making claims for
breach of the purchase agreement that would otherwise prevail under
applicable statutes of limitation.
Third, indemnification provisions typically impose limits on the
amount that can be recovered by an aggrieved party. “Baskets” preclude
any recovery until the aggregate amount of claims reaches a specified
threshold amount (typically a small percentage or a fraction of a percentage of the purchase price). “Caps” preclude recovery of more than a
specified maximum amount of damages (with an amount equal to 10% or
15% of the purchase price an increasingly common measure). Recoverable amounts are sometimes further limited by subtracting amounts reimbursed by the aggrieved party’s insurance coverage, or amounts
corresponding to tax benefits realized by the aggrieved party because of
the damages at issue.
Indemnity provisions typically establish a mechanism for the
defense of claims made against the protected party by a third party that
arise from, or are connected with, the indemnifying party’s breach of a
representation, warranty, or covenant. These provisions generally require
the indemnifying party to cover the costs of the defense, permit the
indemnifying party to conduct the defense with its own counsel (subject
to the aggrieved party’s reasonable approval rights), and require the
indemnifying party to pay the damages levied by a court with respect to,
or amounts paid in settlement of, the claims.
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[J] Miscellaneous
The “Miscellaneous” article in the purchase agreement contains the
passages, often called “boilerplate,” that cover:
1.

the allocation between the parties of responsibility for various
expenses;

2.

the mechanics of making the agreement legally effective;

3.

the law that will govern interpretation of the agreement and disputes arising under it, and where suits may be brought to
enforce the agreement;

4.

the availability of a jury trial for litigation arising under the
agreement;

5.

the mechanics for sending notices regarding matters arising
under the agreement;

6.

limitations on the parties’ ability to assign their respective
rights and responsibilities under the agreement;

7.

the severability of any part of the agreement found to be illegal
or otherwise unenforceable;

8.

the absence of any understanding between the parties that is not
set forth in the agreement;

9.

the absence of third-party beneficiaries of the agreement;

10.

the mechanics for changing the agreement and for a party’s
waiver of its various rights under the agreement; and

11.

the effect of the agreement’s headings on the interpretation of
the agreement.

These items are called “boilerplate” because they appear, in largely standardized form, in virtually every purchase agreement and are often not
considered important enough to merit significant negotiation. While
many of these items deservedly get scant attention from the parties during the negotiation process, a few of them can be important when problems arise.
For example, parties often attach importance to the law that will
govern the agreement, particularly when one state’s law is perceived to
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be more favorable to the buyer or the seller, or is better understood or better developed than other states’ laws and thus can add certainty to the parties’ expectations. Similarly, both parties will want the “home court”
advantage that is perceived to exist when the parties agree that the courts
in one party’s or the other’s home state have exclusive jurisdiction over
any dispute that may arise. For a more detailed discussion of these issues,
see Chapter 5.
Agreements to waive the right to a jury trial are common when both
parties believe that judges generally have more business sophistication
than juries and therefore likely will come to a more sound result; a party
that perceives itself to be weaker than the other, however, or that believes
that the general public in the locale in which a dispute would be tried
would be sympathetic to it, will resist including a waiver of jury trial
rights. And the parties may, alternatively, agree to submit disputes to arbitration or another form of dispute resolution rather than to a court. See
Chapter 4 for discussion of the considerations relevant to choosing a
mode for dispute resolution.
§ 3.05

ANCILLARY AGREEMENTS

The purchase agreement is the lengthiest and generally the most significant agreement used in making an acquisition of a U.S. business, but
various other kinds of agreements can assume importance in a transaction. Some of the agreements frequently included in the mix are:
•

confidentiality agreements;

•

voting agreements;

•

employment, equity grant, and stay incentive agreements; and

•

escrow agreements.

[A] Confidentiality Agreements
Negotiation and execution of a confidentiality agreement commonly precedes preparation of the purchase agreement in the acquisition
of a publicly traded company and is not uncommon with respect to private companies. These agreements stem from sellers’, and frequently
buyers’, concerns that news about a pending acquisition may create
uncertainty among, and disruption of the seller’s relationships with, the
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seller’s employees, customers, suppliers, and, in the case of publicly traded
entities, investors. Buyers and sellers thus have reasons to keep both the
fact of the negotiations, and their trade secrets, strictly confidential.
The confidentiality agreement typically will require the buyer and
its agents to keep nonpublic (usually trade secret) seller information, and
the information that a transaction is under discussion, confidential, and
will preclude the use of any such seller information for any purpose other
than evaluating the proposed transaction (prohibited uses including, for
example, competing with the seller or trading in the seller’s securities).
Particularly in transactions involving publicly traded sellers, the confidentiality agreement will also impose a “standstill” requirement prohibiting the buyer from purchasing additional seller stock, attempting an
acquisition of the seller unless the seller’s board of directors has welcomed the attempt expressly, or taking steps to attempt to influence control or management of the seller. The confidentiality agreement frequently
will prohibit the buyer from hiring any of the seller’s employees for a
specified period of time should no transaction ultimately be consummated.
Negotiations of confidentiality agreements can become quite
involved. The points of contention tend to center around the duration of
the confidentiality and standstill obligations (both of which frequently
settle between one and two years), the scope of, and triggers for early
release of, the standstill obligation, such as the seller’s signing of a definitive acquisition agreement with a third party, or the launch by an unrelated third party of a bona fide tender offer to the seller’s stockholders to
acquire all of the seller’s stock.
[B] Voting Agreements
A buyer of a U.S. business frequently will seek to have any stockholder of the seller that holds a significant percentage of the seller’s stock
execute a voting agreement at the time the purchase agreement is
executed. A selling stockholder executing such an agreement typically will
agree to vote all of the seller stock the stockholder then holds or thereafter
acquires in favor of the sale transaction, and to not sell any of its shares
before the stockholder vote occurs (or to require the buyer of any such
shares to execute an agreement to vote them in favor of the transaction).
The stockholder may also agree to other standstill provisions similar to
those found in confidentiality agreements, and may extract from the buyer
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the right to not vote as agreed if the seller were to exercise a “fiduciary out”
under the purchase agreement (as described above).
[C] Employment, Equity Grant, and Stay Incentive Agreements
Executives of the seller, who will take positions with the buyer following the closing, generally desire security with respect to the terms of
their new employment. They want to know, before closing, what their
responsibilities and authority will be, as well as their compensation, duration of employment, and the financial and other consequences of any subsequent voluntary or involuntary termination of employment under
various circumstances.
When the buyer is publicly traded, these agreements frequently
include, or are accompanied by, separate agreements covering the equity
elements of the executive’s compensation, which may consist of grants
of buyer stock or options or other rights to acquire such stock, or rights,
which are valued with reference to the value of the buyer’s stock. When
there is more than one potential buyer competing to buy the seller’s business, the seller’s executives may be tempted to look out for themselves
rather than focusing solely on the best interests of the seller. Careful
boards of directors of the seller in such situations will prohibit prospective buyers from discussing the terms of employment and equity grants
with the seller’s executives until after a purchase agreement is executed
in an effort to prevent the executives from slanting the bidding process in
favor of one competing bidder over others for their own personal benefit.
The continued viability of the seller’s business and the success of a
transaction can depend upon the continuity of the seller’s personnel. In
circumstances in which the seller’s executives or lower-level management are not certain to have positions with the buyer following consummation of the transaction, the seller may execute “stay incentive”
agreements that provide for extending incremental cash compensation or
other benefits to the affected employees in exchange for their commitment to continue serving the seller through the date of consummation of
the transaction.
[D] Escrow Agreements
An escrow agreement may be used when a portion of the purchase
price is to be paid subsequent to the closing based on an earn-out formula or
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some other post-closing determinant, or after any damages arising from a
potential breach of the purchase agreement by the seller have been
determined. The use of an escrow agreement typically signifies that the
buyer and the seller want to ensure that the consideration at issue is available, and that neither party is willing to let the other have complete control
over that consideration while the ultimate entitlement to it remains
unresolved.
In a typical escrow agreement, a bank or other financial institution
will hold the consideration at issue under an agreement that sets forth specific steps that must be taken for its release. Typically, these steps will
include notice of an intent to claim the consideration, given by the party
claiming to be entitled to the release to the other party and the escrow
agent, an opportunity for that other party to object to the release, and
completion of a dispute resolution process should any such objection be
raised. The escrow agent would reserve the right not to distribute the
escrowed consideration unless it were to receive an acceptable opinion
of counsel in support of the release, and would disclaim liability for any
of its acts or omissions unless it had engaged in willful wrongdoing or
grossly negligent behavior.
Fees charged by escrow agents are generally not prohibitive, but
prudent buyers and sellers will get multiple quotes for escrow services
because fees can vary widely from one institution to another based on the
policies of the institutions and the circumstances of the parties and of the
transaction.
§ 3.06

TRANSACTION APPROVALS

Consummating the acquisition of a U.S. business typically requires
corporate approvals, for example, the approval of the seller’s board of
directors and shareholders, and may require various governmental
approvals as well.
[A] Corporate Approvals
The board of directors of a U.S. corporation owes to the corporation
and its stockholders the fundamental duties of care and loyalty. In discharging their duty of care, directors must inform themselves adequately
with respect to any action they propose to take. In discharging their duty
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of loyalty, directors must always act with the best interest of the corporation’s stockholders in mind without letting their personal interests
interfere.
Discharging the duties of care and loyalty in the context of a sale of
the corporation entails, among other things, determining whether the proposed transaction will maximize the value that could be realized by the
corporation’s stockholders. Even if the initial acquisition proposal were
attractive, if the transaction would result in a sale of control or a break-up
of the corporation, the seller’s directors may conduct either a discretely
targeted or open auction of the company in an effort to attract the highest
bids possible before selecting a buyer and signing an agreement; alternatively, the directors may sign an acquisition agreement with the initial
prospective buyer, but still insist that the agreement include an express
authorization (a so-called “go shop” provision) to seek higher bids for the
corporation during a specified period of time following the signing. In
lieu of either of these approaches, the directors may choose some other
mechanism to perform a “market check” to ensure that they are obtaining
the maximum value they can obtain for the seller’s stockholders. Whatever strategy the board chooses to maximize value in the transaction, a
buyer of a U.S. corporation faces the prospect of having to compete with
other bidders to acquire the seller, and of having a period of weeks or
months of uncertainty regarding whether it will be the ultimate purchaser.
One or more of the seller’s directors may have interests with respect
to a potential transaction that are different from the seller’s stockholders’
interests generally. For example, the seller’s Chief Executive Officer
(who often will serve as one of the seller’s directors) may have an interest in retaining his executive position, or in joining a prospective buyer
in the acquisition of the company; or one or more of the directors may
have been appointed by, or otherwise be affiliated with, a prospective
buyer. In these situations, the seller’s board of directors often appoints a
special committee of the board, whose members are free of such conflicting interests, to conduct the analysis of the proposed transaction and to
interact with the buyer, in order to ensure that the board’s actions are
taken only with the stockholders’ best interests in mind. The use of such
a special committee can add delay to the process, but not enough to overcome the value of enabling both the seller and the buyer to demonstrate
that the ultimate transaction resulted from a process designed to ensure
fairness to the seller’s stockholders and that all requisite steps were taken
to maximize stockholder value.
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Approval of the seller’s stockholders generally is required when the
acquisition takes the form of a merger or a sale of the seller’s assets.
(However, when the acquisition takes the form of an acquisition of the
seller’s stock directly from the seller’s stockholders, either via negotiations or a tender offer for the stock, neither the seller’s directors nor its
stockholders, acting as a body, will be required to approve the transaction
before it can be consummated.) When the consideration payable to the
seller’s stockholders consists of the buyer’s stock, approval of the buyer’s stockholders also generally is required if the amount of buyer stock
to be issued would represent 20 percent or more of the amount of the buyer’s stock that was outstanding before the issuance. Stockholder approval
requirements, and the fiduciary duty standards applicable to a selling entity’s board of directors, can vary from state to state, and both the buyer’s
and the seller’s counsel must be attentive to the requirements of the state
in which the seller is incorporated to ensure that the requisite board processes are followed and requisite stockholder approval is obtained.
When stockholder approval is required, a U.S. corporation’s board
of directors generally will solicit the stockholders’ votes in favor of the
transaction by means of a written document, called a “proxy statement,”
in which the board requests each stockholder’s “proxy” authorizing the
board to vote the stockholder’s stock in favor of the transaction. The SEC
regulates extensively the form and content of proxy statements used in
soliciting the votes of stockholders of publicly traded corporations. These
proxy statements must be filed with and cleared by the SEC before they
can be mailed to stockholders, and the process of preparing, filing, and
obtaining clearance can take anywhere from six weeks to three or four
months. Proxy statements for privately held companies are not subject to
SEC form and content regulation, filing, or clearance, and thus can be
prepared and used much more promptly.
Any entity electing to use a proxy statement must ensure that it contains all information material to the stockholders’ decision on how to vote
on the transaction and that it is accurate in all material respects, both to
ensure the fairness of the vote and in light of the possibility of litigation
regarding the transaction (as discussed below). The delay inherent in the
proxy process adds to the inescapable delays arising from the board’s
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other fiduciary obligations, all the while leaving an acquisition at risk for
intervention by a third party with designs on the seller.4
[B] Governmental Approvals
Transactions meeting specified size thresholds will be subjected to
the Hart-Scott-Rodino antitrust preclearance process (see Chapter 11),
and certain transactions will require CFIUS approval (see Chapter 14). In
addition to these approvals, the acquisition or change in control of companies in certain regulated industries may be subject to various state and
other federal governmental approvals. Businesses whose acquisition may
require such additional approvals include:
•

energy utilities;

•

banks and other financial institutions;

•

airlines and other aviation service providers;

•

insurance companies;

•

radio, television, and other telecommunications businesses;

•

transportation providers (such as shipping and trucking companies);

•

hospitals and other healthcare providers; and

•

businesses providing goods or services to the U.S. Department of
Defense.

The regulations in these industries can be complex, even arcane, and
navigating the approval requirements can be as much art as science. In
any acquisition involving a business in an industry regulated by the state
or federal government, both the buyer and the seller should obtain assistance from counsel experienced in dealing with the applicable regulations and with the agencies that administer them. This counsel can assist
not only in securing the requisite approvals, but in preparing appropriate
purchase agreement covenants and conditions to ensure that the parties’
objectives are achieved with respect to that element of the acquisition
process.
4

The parties’ understandings with regard to their respective rights and obligations in
connection with the various board and stockholder approvals and other matters discussed
above will be reflected in covenants and conditions set forth in the purchase agreement.
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In addition to attending to the approvals necessary to consummate
an acquisition, the buyer must prepare in advance to deal with various
governmental approvals that may be necessary for continued operation of
the business following consummation of the acquisition, such as those
arising from the legal areas of customs, export controls, and immigration.
See Chapters 16, 17, and 18.
§ 3.07

LITIGATION RISKS

Any acquisition of a U.S. business presents the possibility of litigation, either between the buyer and the seller, or by the seller’s stockholders against the seller, the buyer, or both the seller and the buyer.
[A] Litigation Between the Parties
Were the buyer or the seller to perceive that the other party has
materially breached its obligations under the purchase agreement prior to
the closing date, and the aggrieved party were to believe the breach not
resolvable by agreement between the parties so that the closing could go
forward, the aggrieved party may sue the violating party, either for an
order directing the violating party to cure its breach, or for damages.
However, such suits are rare, presumably because both parties to an
acquisition agreement are motivated to find a way to close the transaction rather than to recover damages on failing to do so.
Rarity does not mean, however, that such suits cannot happen. Circumstances can arise under which one party or the other may determine
that closing the transaction is no longer desirable (such as when the seller’s business experiences a significant downturn after the purchase agreement is signed), or under which one party or the other becomes unable to
perform its obligation to close (such as when the buyer’s financing for the
acquisition becomes prohibitively expensive or unavailable). In situations involving a downturn in the seller’s business, the buyer may attempt
to assert that the seller has experienced a “material adverse change” or
“material adverse effect,” triggering a failure of a condition that legitimizes
the buyer’s refusal to close. In situations involving a buyer’s dramatically
more costly or failed financing, the buyer will attempt to exercise its
“financing out,” particularly when the agreement contains a financing
condition, while the seller may seek a ruling ordering the buyer to close
or requiring the payment of substantial damages for its failure to do so.
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It is not possible to enter a U.S. purchase transaction completely
insulated from the possibility of a lawsuit. When the transaction has
closed but either party nonetheless believes that the other has violated its
obligations before or after the closing, the aggrieved party may bring suit
to recover under any applicable indemnification provisions in the purchase agreement (as discussed above), or, in the absence of such provisions, under the contract law of the state whose law governs the
transaction.
Litigation between parties to a purchase agreement is never desirable. Even the “winner” in the litigation will have failed in some measure
to get everything it wanted initially, and will have spent substantial
amounts of money and diverted substantial executive energy in connection with pursuing the litigation. This reality underscores the importance
of negotiating and drafting purchase agreements as carefully and precisely as possible, in an effort to anticipate problems that might otherwise arise, and to eliminate as much ambiguity as possible regarding
points that may become disputed.
[B] Litigation by Stockholders
Stockholder suits against the seller and its board of directors have
become commonplace in U.S. acquisitions involving publicly traded sellers, particularly when seller executives or directors have actual or perceived conflicts of interest with respect to the transaction. The plaintiffs
in these suits, which are frequently filed before the plaintiff has any
means of knowing whether the allegations in the complaint are true or
untrue, uniformly allege that the seller’s board of directors breached its
fiduciary duties and failed to obtain the maximum value available to the
seller’s stockholders in connection with the transaction. The plaintiff may
also allege that there was false or inadequate disclosure in the proxy statement used to secure stockholder approval of the transaction.
Some of these suits have merit and result in orders against the closing of the transaction, negotiation of higher consideration for the seller’s
stockholders, changes in disclosure in advance of the definitive stockholder votes on the transaction, or payment of damage awards to the
injured plaintiffs. In many cases, however, the suit has little or no merit
and is settled at or about the time the purchase transaction closes, often in
exchange for changes in various nonmonetary terms of the purchase
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agreement or relatively insignificant changes in the proxy statement disclosure, and often for little or no change in the consideration ultimately
payable to the seller’s stockholders. The likelihood that a stockholder suit
will be filed, and the threat of cumbersome and expensive remedies
should the actions of the seller’s board of directors be found wanting,
underscore the importance to both the buyer and the seller of the seller’s
sale process, and of the seller conducting its negotiations with the buyer
as rigorously as possible.
In addition to stockholder suits, many states make the quasilitigation remedy of “dissenters’ rights” or “appraisal rights” available to
seller stockholders who believe that the consideration payable under the
purchase agreement is unfairly low. These rights, typically available in
connection with mergers and sometimes available in connection with
other forms of acquisitions, are pursued in a lengthy judicial or quasijudicial process, and their exercise generally is subject to the stockholder’s compliance with several exacting conditions. For these reasons, the
exercise of dissenters’ or appraisal rights is rare, but because of the risk
that an award could be substantial, buyers commonly negotiate for a closing condition that permits the buyer not to close the purchase should dissenters’ or appraisal rights be exercised with respect to more than a
relatively small percentage (typically 5% to 15%) of the seller’s outstanding stock.
The United States is known to be litigious. The risk of litigation can
never be eliminated, but prudent, deliberate, and thorough diligence in the
preparation and execution of purchase and related transaction documents,
accounting carefully for the legal and equitable rights of all concerned,
can reduce both the threat of litigation being launched and the likelihood
of a complainant’s success.
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THE ALTERNATIVE DISPUTE
RESOLUTION CLAUSE IS NOT
BOILERPLATE
Margaret Rosenthal and Dawn Kennedy
§ 4.01

Executive Summary

§ 4.02

Overview

§ 4.03

Choosing an Alternative Dispute Resolution Procedure
[A] Mediation
[1] Advantages
[a] Mediation Is Business Friendly and CostEffective
[b] Mediation Forces Parties to Focus Their
Positions
[c] You Select the Mediator
[d] Confidentiality
[e] Allows for More Inventive Resolutions
[2] Limitations
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§ 4.02

EXECUTIVE SUMMARY

Parties in the process of closing a deal do not want to contemplate
future disputes arising from the deal agreement, which may be why, very
often, parties treat the alternative dispute resolution (“ADR”) provisions
in such agreements as boilerplate. However, the importance of including
ADR provisions favorable to your interests should not be underestimated. Parties must understand the importance of how the terms of an
ADR provision are drafted because, should a dispute about the deal arise,
this provision will govern how and where the dispute will be resolved,
what law will govern resolution of the dispute, what witnesses will be
available, what kind of information may be exchanged in the process, and
who will bear the costs of process.
Any dispute resolution process has its advantages and limitations.
No single mechanism is best in all situations. Choosing the mechanism
and determining its contours requires a thoughtful examination and consideration of what the terms of your agreement are and where you anticipate issues or disputes to arise. Parties should be aware that ADR does
not guarantee that the parties will reach an outcome that is less costly or
more favorable than litigation in court. In mediation, for example, a resolution may not be reached at all and the parties may have no choice but
to proceed to arbitration or litigation. In arbitration, the arbitrator may not
“split” the baby; you may be left with a decision that is manifestly unfavorable to you and difficult to appeal since arbitration awards typically
can be challenged only in circumstances of manifest disregard for the law,
corruption, or fraud. For this reason and for the reasons discussed
throughout the chapter, the inclusion of an ADR provision and its terms
should be considered carefully, and never appended as an afterthought.
§ 4.02

OVERVIEW

Every agreement is susceptible to subsequent competing interpretations and disagreements. Every agreement, therefore, contains a clause
that addresses disputes that may arise in the application of the agreement.
Usually, parties prefer ADR to conventional litigation. However, the
ADR clause in a purchase agreement and other acquisition documents is
not boilerplate.1 It is unwise to underestimate the importance of ADR
1

See Chapter 3, Acquisitions: Documentation, Approval, and Litigation Risks, for a
discussion of other deal provisions that tend to be overlooked or treated as boilerplate.
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provisions with procedures that are favorable to one’s client when resolving conflicts that may arise down the road.
The language and terms of ADR provisions will govern the mechanism for resolving disputes, including how expensive the process will be,
how long it may take, where the fight will occur, and who will decide the
result. When drafting an ADR provision, it is critical to be aware of one’s
role in the transaction—who will be making the promises and representations, and who is likely to be in the position of enforcing obligations.
The terms of a favorable ADR provision may depend on whether you will
more likely be making a claim under the agreement or defending one.
These issues should be considered when drafting acquisition and
other transaction agreements. Think of them as a prenuptial. You are still
in love (here with the deal), but you are realistic about how your partner
in the deal could disappoint you. The procedures you put in place at this
time will be critical to putting you on solid footing should the unexpected
occur.
§ 4.03

CHOOSING AN ALTERNATIVE DISPUTE RESOLUTION
PROCEDURE

ADR is not “one size fits all.” The two most common ADR methods are arbitration and mediation.2 Generally, as discussed more fully
below, mediation is a non-binding settlement process assisted by a neutral third party, whereas arbitration typically is a process whereby one or
more neutral arbitrators render a binding decision, which resolves a dispute in favor of one party and against the other.
Because of the increasing popularity and profitability of these methods, the ADR industry is attracting exceptionally qualified mediators and
arbitrators who are often retired judges or lawyers with expertise in the
fields related to the dispute.3 Many of the leading ADR firms will employ
only neutrals with a minimum of 10 to 15 years of experience.

2

Alternative dispute resolution options available in the United States may differ from
those available elsewhere. See Chapter 5, What Is Different When the Acquirer Is Foreign?, for a discussion of differences between acquisitions in the United States and those
in other countries.
3
See Chapter 13, The U.S. Justice System and Products Liability Law, for a discussion
of the importance of ADR as a forum alternative to courts in products liability cases.
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The advantages or disadvantages of a particular method or procedure can depend on the context of the dispute, identification of the parties, the parameters of the acquisition contract, and the nature of the
potential disputes that may arise. A process can be a disadvantage in one
situation but work favorably in another. It is important when selecting
an ADR method to determine what you seek to achieve or avoid when
engaging in the process, and whether it is important to you to fashion
your own remedy to a dispute.
Finally, one may choose both procedures—mediation and
arbitration—and require that the parties first utilize mediation to try to
reach an agreed resolution of some or all of the disputes that may arise.
When mediation is unsuccessful, it may be followed by binding arbitration. Consider the following when deciding which procedure is best
for you.
[A] Mediation
The greatest value of mediation is that it allows the parties to craft
their own solution to a dispute and avoid the often prohibitive cost of litigation (in court or arbitration). The mediator is not empowered to render
a decision, binding or otherwise, on the merits of a party’s position, or to
mandate any particular solution. Instead, it is the mediator’s job to bring
the parties together and to assist them in identifying settlement terms that
are not necessarily what either party wants but on which they are willing
to agree in order to settle a dispute. The mediator often changes the focus
of a dispute from arguments about who is right to identifying what objectives the parties have in common.
Mediators have said that they know they have a good settlement
when both sides are a little unhappy. For the mediator, this proposition
means that each party had to give a little to get a settlement and the parties have achieved the proverbial “win-win” that comes with resolving
their own dispute.
To accomplish a settlement, the mediator’s role is often to take the
emotion and anger out of a dispute. The value of mediators who are
retired judges or attorneys with expertise in the subject matter of the dispute is that they can help the parties be realistic about the strengths and
weaknesses of their positions. Often mediators paint positions in the
harshest light in order to encourage willingness to compromise.
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When selecting a mediator, consider the following checklist of
items:
1.

Does resolution of the dispute require specialized knowledge of
the subject matter, and does the proposed mediator have that
expertise?

2.

Does the proposed mediator have sufficient mediation experience and a strong success rate for settlement?

3.

Does this mediation require a retired judge or attorney, or an
expert in another field, such as an accountant?

4.

What is the mediator’s reputation? Do the proposed mediator’s
references give strong endorsements and state they would use
the mediator again without hesitation? Are the comments about
the mediator relevant to your dispute?

5.

Is the mediation format and mediator’s style compatible with
your needs? Does the mediator command the respect of the parties? Is the candidate’s background free of experience that may
indicate a bias against your position?

6.

In advance of the mediation, the parties each prepare a written
statement or brief for the mediator. The parties must decide
what information to share with the other side, what to share
only with the mediator, and what to keep in their back pockets
until the need to disclose arises. Sometimes parties may wish to
share the most favorable statement of the case with the other
side, but reserve more critical information and potential exposure points in a cover letter to the mediator.

A mediation often begins with a joint session in which parties meet
face to face with the mediator. The mediator reminds the parties that the
process is confidential, and the parties sign a confidentiality agreement.
The parties also have an opportunity to present their positions to the
mediator and to each other. Depending on the complexity of the issues
and the amount in dispute, the parties may state only their arguments and
goals, or they may make major presentations. This joint meeting may
make ultimate resolution more likely, but may also foster increased posturing by the parties.
At the conclusion of the joint session, the mediator usually will
identify material areas of conflict and the issues that are to be resolved.

4-6

ALTERNATIVE DISPUTE RESOLUTION

§ 4.03[A]

Thereafter, depending on the mediator’s style or the rules of the mediation, the mediator will have separate sessions with the parties, or meet
jointly, or engage in some combination of both. In the separate sessions,
parties may convey information that they wish the mediator to share with
the other side and, sometimes, if beneficial to the mediator’s administration of the process, the parties will provide information to the mediator
with instructions to keep it confidential. The mediator’s back-and-forth
conferences with the parties to discuss issues and present offers and
counter-offers has been compared to “shuttle-diplomacy.”
When there is an impasse in negotiations, a mediator may formulate
and present a “mediator’s proposal” for settlement. The mediator’s proposal often will be based on the mediator’s own objective analysis of the
case and what the mediator has learned about each party’s settlement
needs and goals. Mediators typically do not make a proposal unless they
have assurance or a very strong belief or tip-off from the parties that the
proposal will be accepted. With a proposal, neither party has to be the first
to “back down” in order to achieve the proposed compromise. After the
mediator has presented the proposal, the parties typically have a certain
period of time in which to accept or reject it and the mediator reveals the
parties’ decisions only when both parties accept the proposal.
[1] Advantages
The advantages of mediation over arbitration or in-court litigation
are many and varied and include the following:
[a]

Mediation Is Business Friendly and Cost-Effective

The mediation process often enables the parties to avoid loss of time
and money incident to litigation. Mediation offers a method by which the
parties can exchange information and thereby avoid the cost of protracted
written discovery and depositions, pretrial motions practice, and trial
before an arbitrator or in court.4 The cost-bearing arrangement of mediation is also business-friendly as the parties typically agree to split the cost,

4

“Discovery” is the legal term for the exchange of information. Formal discovery typically consists of deposition-taking, the exchange of requests for admissions and documents, and responses to written interrogatories.
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which usually includes an hourly or daily charge for the mediator’s services, a retainer fee, and a nominal case management fee.
Mediation may achieve faster results. Because mediation is nonbinding, it tends to be less contentious, permitting resolution more
quickly than with traditional arbitration or litigation. The parties control
how long the mediation should continue, and when or if the mediator
should declare an impasse.
[b]

Mediation Forces Parties to Focus Their Positions

Mediation forces the parties to perform due diligence and evaluate
the strengths and weaknesses of their positions and their potential liability and exposure before investing financially and emotionally in their dispute and litigation. As mediation may present the parties’ best
opportunity to fashion their own remedy, mediation encourages an “allhands-on-deck” analysis of a client’s case by its management. In addition, the presence of a third-party neutral mediator allows the parties to
focus, offering an objective evaluation of the strengths and weaknesses
of their case.
[c]

You Select the Mediator

The parties can choose their mediator based on the mediator’s experience and expertise or, when appropriate, on stature and character (such
as a retired judge). The parties do not have to select a judge or attorney;
they may decide that a tax accountant or CPA is most suitable to act as
the mediator. In some disputes, however, one side may be more obstinate, and it may be best to select a mediator who can deal effectively with
that party.
[d]

Confidentiality

A party with sensitive information it needs to shield from the public
can benefit from dispute resolution through mediation. In addition, the
confidential nature of the mediation process promotes candor and greater
risk-taking with respect to revealing information. It may reveal the other
party’s previously undisclosed strategy and case theories, which can help
convince the parties that settlement is necessary. However, mediation
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may, when the dispute does not settle, give the other party a postmediation advantage.
[e]

Allows for More Inventive Resolutions

Remedies available in judicial proceedings are limited by the law.
Arbitration produces a binding decision, and arbitrators often are accused
of opting to “split the baby,” leaving neither side fulfilled. In mediation,
the parties choose the outcome and can create solutions. For example, in
one mediated dispute related to allegedly defective inventory transferred
during the sale of a business, the parties reached a settlement giving the
dissatisfied buyer preferred credit for buyer’s purchases of other goods
from the seller and its affiliated companies. Such a resolution would
never have been ordered by a court or arbitrator. In mediation, the options
for creative solutions are limited only by what the other party will accept.
[2] Limitations
As with any process, there are some disadvantages to mediation that
should be considered, including the following:
[a]

Limited Exchange of Information Before Mediation

When the purchase agreement or other acquisition-related agreement provides for mediation as the first step in the process,5 the parties
may not have enough information to formulate a reasonable settlement.
The process may require initiation of arbitration or litigation to permit
some written or deposition discovery, or the parties may agree to share
information as part of the mediation process. The party to a dispute with
less access to pertinent information may be at a disadvantage if the filing
of a claim were not to precede the mediation and the parties were not to
have engaged in traditional discovery. By contrast, if the less-informed
party were not to have a good faith interest in settling the case, it may use
the mediation as a vehicle for gathering information informally to defend
5

Although this chapter discusses contractual provisions that provide for mediation
preceding arbitration or litigation, the mediation process can also be used after, or
concurrently with, arbitration or litigation to resolve all or some particular aspects of a
dispute.

4-9

§ 4.03[B]

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

against claims. For example, when one party indicates that it has “numerous witnesses” who can testify to a particular event or in support of a particular position, the other side may, if mediation were to prove fruitless,
seek to depose such witnesses, or propound written discovery, to determine the extent of the witnesses’ purported knowledge.
[b]

Not All Disputes Are Best Resolved Through Mediation

Not all disputes are best resolved through mediation. Perhaps the
issue is the method of valuation where there are two choices, and neither
party will agree to the other. Litigation or binding arbitration may be the
most direct and cost-effective route to resolution. Also, when a company
fears multiple claims over the same issue, it may be best to litigate the
issue to dissuade other claims (of course, that choice requires prevailing
in the arbitration or litigation).
[c]

Parties May Withdraw from the Process at Any Time

Although the voluntary nature of mediation has advantages, a disadvantage is that parties may withdraw at any time, resulting in an expenditure that only prolongs the dispute without resolving it.
[B] Arbitration
Arbitration, like mediation, utilizes a neutral third party, but unlike
mediation, the arbitrator has the authority to render a binding decision. An
arbitrator may be a retired judge, an attorney with experience or special
knowledge in an area of law that is the subject of the dispute, or simply
an expert in the field that is the subject of the arbitration. Depending on
the complexity of the issues, the amount in controversy, and the significance of the decision to the parties, there can be a single arbitrator or a
panel of arbitrators (usually three).
There are many factors to consider in selecting an arbitrator:
1.

Does the arbitration require specialized knowledge of the subject matter?

2.

Does the proposed arbitrator have appropriate training, expertise, or experience?
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3.

Does the applicable law require a specialized knowledge of a
particular legal system?

4.

Does the proposed arbitrator’s background and experience indicate a receptivity to, or a bias against, your likely position?

5.

Does this arbitration require a retired judge or an attorney, or an
expert in another field, such as an accountant?

6.

Do the proposed arbitrator’s references give strong endorsements indicating that the arbitrator was thoughtful and unbiased and stating that they would use the arbitrator again without
hesitation?

7.

Does the nature and scope of the dispute lend itself best to a
single arbitrator, or is a panel more appropriate for the dispute?

An arbitration functions like a “mini-trial.” The arbitrator will
review written statements of the case, hear testimony, review evidence,
and render a binding opinion on liability and damages. By agreeing to
arbitration, the parties waive their right to a jury trial. In this way, arbitration parallels litigation, but it is intended to be quicker and more costeffective (although, as noted below, often it is not) and offers privacy to
the parties that formal litigation cannot achieve.
In international contracts, it is important to know whether the courts
with jurisdiction will enforce the arbitration clause. The law in many
countries had been moving favorably toward arbitration, but a recent
trend is developing in the other direction, particularly in the area of
investor-state disputes.
An arbitrator’s decision is typically final and subject to review by a
court in only very limited circumstances, if at all. In many countries, arbitration awards cannot be appealed. In the United States, appeal is limited
to corruption, fraud, or undue means; misconduct by the arbitrator; corruption or bias of the arbitrator; or, where the arbitrator exceeded his or
her powers such that the decision cannot be corrected without affecting
its merits.
Arbitration is available in a variety of formats. The traditional arbitration involves each party presenting its case, including damages, with
the arbitrator reaching a decision based on the arbitrator’s view of the
merits. “Baseball arbitration,” “night baseball arbitration,” and “high-low
arbitration” are examples of arbitration formats where each party presents a proposed award or all parties present a proposed range for the
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arbitrator’s award. These alternative formats make sense where the parties wish to hasten resolution and avoid a “splitting the baby” style determination; they force the parties to ensure that their first offer is their “best
and final” offer.
Baseball arbitration. The parties each select a settlement figure
and the arbitrator evaluates the merits of each party’s position and
chooses one of the settlement figures proposed.
Night baseball arbitration. The parties each select a settlement figure without revealing that figure to the arbitrator. The arbitrator then
evaluates the merits of each party’s position and independently
selects a settlement figure. The party’s figure closest to the figure
independently chosen by the arbitrator is the one that “wins.”
High-low arbitration. The parties agree upon a range within which
the settlement figure should fall. When the arbitrator’s decision falls
within this range, the parties will agree to accept the arbitrator’s figure. When it is lower than the lowest figure on the range, the defendant will pay this lowest agreed-upon figure. When the arbitrator’s
decision is higher than the highest point on the range, the defendant
will pay the highest agreed-upon figure. The parties may choose to
hide, or to reveal, their range to the arbitrator.
There are several well-regarded arbitration providers that handle
business disputes arising from acquisitions, including:
The International Chamber of Commerce International Court
of Arbitration (“ICC”). Located in Paris, France, it administers
arbitration proceedings around the world. The ICC has its own arbitration rules and its costs are determined by a scale based on the
amount in dispute. The ICC provides administrative oversight and
will review the final arbitration award to ensure enforceability.
However, because of these increased services, the ICC may be more
expensive than alternatives.
The American Arbitration Association (“AAA”). Maintains an
International Center for Dispute Resolution (“ICDR”), based in
New York City. It maintains its own set of rules and conducts arbitrations throughout the world.6
6

See http://www.adr.org/sp.asp?id=28819 (last visited June 30, 2010).
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The London Court of International Arbitration (“LCIA”). Like
the ICC, the LCIA administers arbitrations throughout the world and
under a variety of systems of laws as well as its own set of rules.
LCIA is one of the oldest ADR providers and scheduling with the
LCIA is thought to be easier than with the AAA or ICC.7
The International Centre for Settlement of Investment Disputes
(“ICSID”). The ICSID is an agency of the World Bank and hears
disputes between foreign investors and states under specialized
ICSID Rules of Procedure for the Institution of Conciliation and
Arbitration Proceedings.
United States Commission on International Trade Law (“UNCITRAL”). Provides rules for ad hoc arbitrations that are organized
by the parties without the assistance of an organized arbitration
forum.
[1] Advantages
Because of its somewhat more limited scope, arbitration can be
quicker and more cost-effective than litigation, but does not provide many
of the enforcement tools available through domestic litigation in court.
For international disputes, arbitral awards are more easily enforced than
domestic judgments because the New York Convention, ratified by 117
countries, provides rules and procedures for enforcement.
[a]

Control Over Selection of the Arbitrator

In arbitration, as with mediation, the parties choose the third-party
neutral, or at least the forum that will choose the arbitrator. The forum
rules vary considerably in how the arbitrator is chosen, unless the parties
have reached agreement on this important issue in the arbitration clause.
Because the role of an arbitrator is not to facilitate a resolution, but actually to formulate one, it is important to select an arbitrator free of all bias.
For example, a former plaintiffs’ attorney who has represented employees throughout his or her career may not be an ideal arbitrator candidate
should a party be a large corporate employer involved in a labor dispute.
7

See Richard M. Asbill & Steven M. Goldman, eds., Fundamentals of International
Franchising (ABA 2001).
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Confidentiality

Arbitration proceedings are not public. When a company wishes to
avoid public attention or media exposure, the privacy afforded by arbitration may make it preferable to alternatives.
[c]

Arbitrator Has Expertise to Make Informed Decision

The arbitrator’s decision may be more informed and less emotionally driven than a jury decision. The parties are free to choose the arbitrator or panel of arbitrators and thus may control the level of the
arbitrator’s expertise and experience, which may yield a more predictable
result.
[d]

May Be Quicker and Less Costly Than Litigation

Because the rules of evidence and procedure typically are more flexible in arbitration, getting to trial may be less costly and quicker than
court litigation. Also, in the absence of a congested court docket, a decision may be rendered more quickly in a judicial proceeding. Courts also
tend to enforce arbitration clauses because of the burden it lifts from their
dockets.
[2] Limitations
Some of the procedural mechanisms of judicial proceedings are
more limited or not available in arbitration proceedings.
[a]

Discovery and Motion Practice May Be Limited

Discovery in arbitration proceedings is often more limited than in
formal litigation, a disadvantage for the party with less access to information. The likelihood of summary adjudication without trial and presentation of evidence may be more limited because arbitrators may be more
reluctant to grant motions without a trial of the issues. In the end, the
improbability of summary adjudication may make the process lengthier
and more costly than court litigation.
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May Be More Costly

Arbitration may be more costly than litigation. Initial filing fees for
arbitration usually are greater than court filing fees. Parties do not pay
judges, but they do pay arbitrators, and the costs exponentially increase
when the parties opt for a panel, rather than a single arbitrator. Arbitrators self-regulate: there are no controls on the time they devote to a dispute, nor on the expenses they may incur and claim. When there are
hearings, they may have to travel to the site and stay overnight, or for several nights, at the expense of the parties. Arbitrators tend to be less firm
about deadlines than judges, and there are typically no “fast track” arbitration rules.8
[c]

Award Is Difficult to Appeal

Typically, an arbitration award may be challenged only in circumstances of manifest disregard for the law, corruption, or fraud, making it
much more difficult to appeal an arbitration award than a judicial
decision.
[d]

Arbitrator’s Compromise Award

Arbitrators often depend on arbitrations to make a living. Consequently, some parties frequently using a particular arbitration service may
have an unstated advantage. ICSID’s arbitrator lists come from governments, placing private parties at an inherent disadvantage in stateinvestor disputes.
Arbitrators may be reluctant to appear too harsh, hoping that parties
may select the arbitrator again. Therefore, an arbitrator may be more
likely to reach a compromise award in lieu of an objective decision or
award on the merits. An arbitrator may also be more likely to base a decision on general principles of equity rather than on the rules of evidence
or law that would apply in a judicial proceeding.9

8

See California Practice Guide: Alternative Dispute Resolution, 5:3 (Rutter Group,
2008).
9
California Practice Guide: Alternative Dispute Resolution, supra.
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[e]

Remedies Are Limited

The arbitrator has less power to compel parties to perform actions
or to order them to refrain. Arbitrators, unlike judges, do not typically
have the authority to render injunctive relief, unless there is an explicit
provision in the arbitration agreement, although many of the international
arbitral fora—like the ICDR—recently have promulgated rules for emergency interim relief. Even when the arbitrator is conferred with the power
to grant injunctive relief, there are more limited enforcement mechanisms than are otherwise available through litigation in court.
§ 4.04

THE ALTERNATIVE DISPUTE RESOLUTION
CONTRACT PROVISION

Whether an agreement designates mediation or arbitration, or both,
for dispute resolution, there are considerations and challenges in drafting
the contractual provision or agreement. The following questions (some of
which are discussed in more detail in the following subsections) exemplify the types of issues that must be considered:
1.

Will ADR be optional or mandatory?

2.

Will one party be able to initiate ADR, or will it require the
agreement of both parties to select an ADR process?

3.

Will mediation be required before arbitration?

4.

Will all disputes be subject to the ADR process, or will some
issues be reserved for resolution in court?

5.

Will the arbitrator have the authority to grant motions and
issue injunctive relief?

6.

How will the arbitrator/mediator be chosen?

7.

Where will the alternative dispute resolution procedure take
place?

8.

What rules of mediation or arbitration will govern?

9.

What state or country’s law will govern?

10.

What time limits will apply?

11.

How will costs of the process be paid or divided?
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12.

Will there be a written decision with findings of fact and conclusions of law?

13.

How will the outcome be enforced?

14.

What language will be used for the arbitration?

[A] Should ADR Be Mandatory or Optional?
The decisions as to which ADR procedure to use and whether ADR
should be mandatory or optional depend upon what disputes may be
anticipated to arise, and each party’s specific role in the process. When
drafting the provision, one should weigh the advantages and disadvantages of mediation and arbitration outlined above, and determine which
one likely would be most beneficial (assuming one would be). It is necessary to determine, in making this decision, whether the procedural safeguards of judicial proceedings would be preferable.
For example, ADR is best left optional when there may be a need to
engage in full-blown discovery. Mediation does not usually allow for discovery and more limited discovery is available through arbitration. By
contrast, should you expect to be on the receiving end of claims and
demands for discovery, it may be better to require a mandatory ADR process. When the nature of anticipated claims makes summary adjudication
in traditional court proceedings more promising, the additional costs of a
prolonged ADR process should be avoided. Similarly, it may be impossible to predict whether an unforeseen dispute may be resolved best with
a sympathetic jury, in which case a mandatory ADR clause would be
inadvisable. ADR allows the parties greater control over the proceedings
and may provide a party with greater access to pertinent information, an
advantage where ADR is mandatory, but the choice is not simple.
The parties may wish to designate what will be “taken away” from
the process when a dispute is not resolved. For example, a mediation provision may indicate that the parties will conclude the mediation with a
term sheet should the dispute not be settled.
[B] Should Mediation Be Required Prior to Arbitration?
Unless time likely will be of the essence, mediation prior to arbitration can be beneficial. In mediation, the parties, not the neutral, are
responsible for crafting their own resolution. In the interest of efficiency,

4-17

§ 4.04[C]

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

it may be wise to provide that the terms of an arbitration will be determined through mediation, should arbitration prove necessary.
Still, mediation prior to arbitration can have drawbacks. A party
without a good faith intention to settle, for example, might agree to prearbitration mediation as a means of stalling. A way to avoid this tactic
may be to place a time limit on how long mediation may proceed before
the matter is subject to arbitration.
[C] What Terms Will Be Resolved by the ADR Provision Itself?
The parties may wish to decide upon all of the material elements of
an ADR procedure in the ADR clause. Alternatively, when the contours
of the possible disputes are unforeseeable, the provision should specify
that the material elements of ADR will be decided upon only when a conflict arises. The advantage of committing to the fundamental terms of the
ADR process before a conflict arises is that the parties are in a less contentious posture and more likely to be able to come to an agreement. Time
limits, the scope of issues to be addressed, the scope of discovery permitted, and how costs are to be divided are terms typically addressed in the
ADR provision.
[D] How Will the Neutral Be Chosen?
The parties may wish to decide that the third-party neutral will come
from a particular arbitration or mediation association, and that the rules
of the association will govern the process. The ADR clause can specify
whether the neutral will be a retired judge or a lawyer, what type of expertise the neutral will have, and whether there will be a single neutral or a
panel (in the case of arbitration). It may even be appropriate to identify
preferred neutrals in the agreement. When the parties choose to agree
upon an arbitrator at a later date, the parties may wish to specify how a
conflict regarding the choice of an arbitrator will be resolved.
[E] Where Will the Arbitration Take Place?
Numerous factors must be considered by the parties when choosing
a forum, as the choice may dictate what procedural rules will apply, what
courts are available to review or enforce a result, and whether a process
is available to compel third-party witnesses or documents. Other factors
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to be considered include familiarity with the forum and the convenience
and costs of the forum to potentially friendly witnesses. The location of
the office of the ADR provider or the office of one of the parties or their
counsel may be designated.
The place of arbitration can be used for strategic advantage. The
place of arbitration determines the procedural rules that will apply to the
arbitration, such as whether witnesses and documents from third parties
can be compelled. In addition, a party may negotiate for a locale in order
to place costs on an opponent or make the attendance of opposing witnesses difficult. In our experience, one franchisor insisted upon a London
arbitration in its franchise agreements when its offices were in New York
and the franchisees were around the world.
[F] In What Language Will the Process Be Conducted?
Where litigation takes place typically dictates the language of the
proceedings. Such is not the case with ADR, where the parties are free to
designate the language or languages that will be used during the process
regardless of location.
[G] What Rules Will Apply?
ADR provisions generally, and arbitration provisions in particular,
should specify the rules of a particular ADR organization that will apply.
Unless otherwise stated, this specification often operates as an implied
agreement that the designated organization will administer the process,
and that the neutral will be selected according to its rules.
[H] To What Extent Should an ADR Clause Address Discovery?
The desirable scope of the discovery process during ADR depends
on the nature of the dispute and what the parties hope to achieve. It also
depends on which party has information and which will be seeking it.
Because arbitration should offer a less formal and less expensive process,
discovery should be more focused and limited, but in negotiating an
agreement, it is important to be alert to whether you likely will be protecting information or seeking it.
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To the extent that the nature and issues of a likely later dispute are
known, the parameters of discovery should be set forth in the ADR provision. However, disputes may be completely unforeseeable when the
ADR clause is drafted, such that it may be best to agree that the rules of
a chosen ADR provider will govern.
In international arbitrations, the International Bar Association
(“IBA”) has a suggested set of Rules for Taking Evidence in International Arbitration. They contain a compromise of disclosure rules
between the broad rules of civil procedure in the United States and the
more limited disclosure rules in most other countries.
[I] What Is the Scope of the Motions Practice in Arbitration?
Many ADR providers apply comprehensive arbitration rules that
allow an arbitrator to hear and render decisions upon dispositive motions.
It generally is best to follow the rules of the chosen arbitration association, unless there is reason to believe they will not be favorable in the
event of a dispute.
[J] What Time Limits Will Apply?
Both resources and anticipated degrees of patience may dictate fixing a time limit on ADR before moving to litigation.
[K] How Will Costs Be Divided?
Who will incur what costs associated with the ADR method should
be specified in the ADR provision. The parties may wish to split costs
evenly, if permitted by law, or may wish to allocate costs according to the
party raising the dispute, or to permit recovery of all fees and costs by
the prevailing party.
[L] How Will the Outcome Be Enforced?
In the United States, state and federal law provide mechanisms for
enforcement of contractual arbitration and mediation. Settlement agreements reached pursuant to mediation are also governed by traditional
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contract principles (and the law to be applied usually is dictated by the
terms of the agreement).
Enforcement of arbitration awards may be more complex. The Federal Arbitration Act (“FAA”) governs the enforcement of arbitration
awards made pursuant to written contracts involving interstate or foreign
commerce or maritime transactions. States may have legislation tracking
the provisions of the FAA, but to the extent that state law conflicts with
the FAA, the FAA governs. The FAA’s sweep is broad because the phrase
“involving interstate . . . commerce” has been liberally construed.10
The FAA implements the Convention on Recognition and Enforcement of Foreign Arbitral Awards (the “Convention”) to which the United
States and many other countries are signatory. The Convention provides
United States federal courts with subject matter jurisdiction over actions
subject to the Convention and, where personal jurisdiction exists, requires
enforcement of arbitration agreements between citizens or entities of different countries and of awards in foreign arbitration proceedings, regardless of the amount in controversy unless the agreement is “null and void,
inoperative or incapable of being performed.” The Convention also confers federal courts with the power to confirm foreign arbitration awards.
The Convention presumes that an arbitration award is confirmable and
places the burden of proof upon the party challenging the award.
§ 4.05

CONCLUSION

The delay, costs, risks, and publicity associated with litigation may
make mediation and arbitration attractive alternatives. However, it is
10

The United States Supreme Court recently reinforced the integrity of arbitration as
a dispute resolution mechanism with a 5-4 decision in AT&T Mobility v. Concepcion, 563
U.S. ___ (2011). In holding that the Federal Arbitration Act (“FAA”), 9 U.S.C. § 2, preempted California’s rule that most arbitration agreements with class action waiver provisions were unconscionable, the Court made several observations reflecting a federal
policy favoring arbitration. Citing past precedent, the Court noted that the “ ‘principal purpose’ of the FAA is to ‘ensur[e] that private arbitration agreements are enforced according
to their terms.’ ” The Court further observed that the discretion allowed parties in designing arbitration processes permits “for efficient, streamlined procedures tailored to the type
of dispute . . . [i]t can be specified . . . that the decisionmaker be a specialist in the relevant field, or that proceedings be kept confidential to protect trade secrets.” The Court
commented, generally, that the benefits of private dispute resolution over litigation in
court include: “ ‘lower costs, greater efficiency and speed, and the ability to choose expert
adjudicators to resolve specialized disputes.’ ”
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important to remember that the advantages and disadvantages of the various ADR options depend on the nature of the dispute and whether you
are likely to be initiating dispute resolution or answering a complaint, and
whether you will be the party with access to documents and information,
or the party seeking to obtain them. There are benefits to an ADR provision well-crafted, and risks associated with one that is not. Even wellcrafted, the provision may not be appropriate for the parties. It should
never be included automatically, or without careful consideration of all
options, because in practice an ADR clause is anything but boilerplate.

2012 SUPPLEMENT
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EXECUTIVE SUMMARY

Although the legal and practical issues for a buyer of a U.S. entity
mostly are the same regardless whether the buyer is American or foreign,
this chapter alerts the foreign buyer to what is different in the United
States. The foreign acquirer may be surprised by the ways the purchase
price in a transaction is determined and negotiated, and there are significant areas in the due diligence process that are likely to be unfamiliar.
This chapter highlights certain features of letters of intent and confidentiality agreements in the context of acquisition transactions before turning to specific aspects of the acquisition agreement itself, particularly the
preparation of choice of law, choice of forum, and arbitration clauses.
This chapter adopts the point of view of the foreign acquirer to
address other typical components of an acquisition agreement in the
United States that may not be familiar, and finishes with peculiarly
American features in the closing of a transaction and in the post-closing
period, particularly with respect to certain filing requirements triggered
only when the acquirer is foreign.
§ 5.02

STRUCTURE, PROCEDURE, AND EXECUTION

There are some uniquely American aspects to determining purchase
price and conducting due diligence and to certain agreements.
[A] Determination of Purchase Price
No matter the nature of the deal, whether for stock or for assets, the
purchase price always is the result of negotiations between the seller and
the buyer. As one wants the price high and the other low, a solid evaluation of the value of the target business is of utmost importance. Appraisals define the price range potentially agreeable to buyer and seller, assist
both sides in defining their positions for negotiations, and provide reference values for accounting and tax purposes.
A non-U.S. party should be aware of the following:
1.

The party that pays for a professional evaluation of a business
expects results favorable to it. Rarely do the parties agree to a
joint evaluation. Consequently, foreign parties should always
consider obtaining their own evaluation.
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2.

Parties take a more aggressive approach to negotiations in the
United States than they take in most other jurisdictions. Initial
negotiating positions in the United States cannot generally be
relied upon as potential “middle ground” for agreement.

3.

All drafting of documents in the United States must be very precise, especially for clauses covering post-closing adjustments to
the purchase price, which need to define the exact standards
(e.g., net equity, working capital) and accounting methods (e.g.,
inventory evaluation, receivables reserves, reserves for loss
contingencies such as product liability, employment related or
benefit matters, environmental, litigation) to be used in determining adjustments1 as well as the mechanism for resolving
disputes.2

4.

While post-closing adjustments protect the buyer, “earn-outs,”
which have become popular in privately negotiated cash transactions, provide the seller with a chance to increase the purchase price by participating in the continuing success of the
target company. They may even motivate a sale by enabling and
encouraging the seller to remain as a manager following the
transaction. Earn-out clauses can be complex because the buyer
and the seller have different objectives, each seeking their
respective advantage: The seller wants the managerial position
to have authority and the opportunity to earn; the buyer wants
to circumscribe the managerial position and not jeopardize his
own ultimate control. The buyer, therefore, wants to make sure
that accounting methods are well defined, in particular what
charges may reduce earnings (e.g., capital investments, corporate overhead, inter-company and group charges, depreciation
in general, amortization of the purchase price, R&D costs,
employee compensation), and that the buyer remains in control
of all entrepreneurial decisions. The buyer also wants to allow
the earn-out to act as a security for possible indemnification
claims arising from breach of representation and warranties
(and perhaps other claims), which can be accomplished by
allowing earn-out amounts to be available as set-offs against

See also § 3.04[C] supra.
See also § 4.03 supra.
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such indemnification or other claims. A sample of a relatively
short earn-out provision is included as Appendix 5-A.
[B] Due Diligence
“Due diligence” is treated in detail in other chapters of the treatise
(see especially Chapter 2, § 2.04[C] supra). It has become a technical
term even in civil law jurisdictions, and therefore will be familiar to the
foreign practitioner as referring to the general business, financial,
legal—contracts, litigation (see Chapter 13), compliance (see Chapter
18), intellectual property (see Chapter 10)—and tax aspects of a transaction (see Chapters 6 and 7), as well as the associated practical aspects
(e.g., utilization of actual and virtual data rooms). Nonetheless, certain
aspects of U.S. style due diligence appear to be unique:
1.

Human resources play an especially large role in U.S.-based
transactions because workforce costs are a substantial component of deal value. Such costs are much more than wages and
salaries; the greatest costs are in benefits and in contractual
terms that may protect workers in a number of acquisition scenarios. Liabilities and risks associated with the workforce often
are the most under-appreciated, poorly estimated, and
un-quantified issues in deals today. The foreign acquirer needs
benefits consultants, actuaries and counsel to address valuation,
adjustments to the purchase price, and representations and warranties. Particular attention must be given to the issue of
“underfunding,” that is, when a defined benefit plan’s current
assets are insufficient to cover the existing aggregate benefit
obligations under the plan. “Withdrawal liability” is a typical
consequence in connection with acquisitions involving “multiemployer plans” (e.g., benefit plans sponsored by unions)
where different employers have contributed to the plan on
behalf of their employees but where all employers remain
jointly and severally liable for all plan obligations. The foreign
acquirer also will want to pay particular attention to the target’s
obligations regarding retiree medical benefits and life insurance
and their scope, as these obligations may be funded only on an
ongoing basis and may not be apparent from the target’s financials. An additional surprise to the foreign acquirer may be the
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concept of “controlled group” liability: When an employer
sponsoring a defined benefit plan is a member of a “controlled
group,” each group member is jointly and severally liable for
the funding of a plan and, thus, the foreign acquirer may
directly inherit significant liabilities without being able to limit
them. Inherent in the due diligence process is always the planning for the post-acquisition period. The foreign acquirer will
want to determine whether specific benefits can be changed or
terminated, and the possible timing of such adjustments (pre- or
post-closing). Were the planning for the post-acquisition period
to involve a reduction of the headcount, the foreign acquirer
would need to take note of the provisions of the “WARN” Act,
requiring employers who meet certain minimum numeric
thresholds to provide 60 days advance notice before a mass layoff or a plant closing can be made. All issues addressed in the
foregoing are treated in more detail in Chapter 9.
2.

When there are collective bargaining agreements in place with
one or more unions (in American parlance, the company is then
“union”), company owners may have special obligations, such
as to bargain in good faith with the union itself, and not only
with employees. Acquisition of the company might trigger an
obligation to bargain. See Chapter 9.

3.

Environmental liabilities are among the most important in
determining purchase price, adjustments, and potential longterm costs. A “Phase I” analysis for the property based on public records (discussed in Chapter 2) is essential, and a Phase II
Report may turn out to be necessary as well. Environmental
laws in the American system may overlap and the acquirer of a
company must observe both federal and state statutory and
regulatory requirements. A new owner faces liability exposure
under the “owner/operator” concept (a sort of “piercing the corporate veil” analysis pursuant to which a parent company can
be held liable for environmental problems at the subsidiary
company); it is important to know whether there are structures
in place or may be developed that would alleviate potential
“owner/operator” liability. A buyer may also want to investigate whether insurance coverage is available for certain types
of environmental damage and/or against environmental claims.
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4.

There is no Continental European style “real estate register” in
the United States that reveals definitively and with “legal
authority” (so that everybody can rely on it) the legal situation
of real estate such as ownership, mortgages, easements, and
other encumbrances. Rather, the necessary assurances are
obtained by taking out “title insurance” through which an insurance company insures the legal situation of the property so that,
in the event it turns out that the legal situation is different from
that covered by the policy, there may be at least some degree of
compensation for the defect. Title insurers require a property
survey prior to issuing title insurance, and it is not uncommon
for the survey to reveal issues such as unrecorded encumbrances or encroachments on neighboring properties. In U.S.
law, even when title appears unclouded, an owner is responsible for knowing of all legal encumbrances, such as easements
or limitations on use arising for property on an international
border. The foreign acquirer should insist that any propertylimiting issues be resolved by the seller prior to closing, and
should be sure to ask all the necessary questions.

5.

A seller may not have clear, unencumbered title to the assets it
is trying to sell. It is for the buyer to find out through “lien
searches” whether any assets of the target serve as collateral for
obligations to third parties, as well as whether there are any
“judicial liens” (i.e., liens imposed as a result of money judgments) or “tax liens” (i.e., liens imposed by federal, state, or
local tax authorities for unpaid taxes) against the target and its
property.

6.

A seller may not have clear title to intellectual property, which
could be the most valuable part of the transaction. Establishment of title to intellectual property in the United States is
different from most other countries. A foreign buyer needs to
know what it is acquiring and what it is worth, which requires
a different kind of due diligence in the United States. See Chapter 10.

7.

Other questions that loom large in U.S. due diligence investigations include: What is the exposure of the U.S. target to product liability claims? See Chapter 13. Will the target’s products,
and by implication the acquisition itself, raise national security
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concerns and trigger special agency review? See § 5.04, infra,
and Chapters 14 and 15. Will the target’s products be subject to
specific regulations (such as registration and export control
requirements for military or “dual use” products, or security
clearances, possibly combined with access and control restrictions)? See Chapter 18. Is the target active in markets that raise
compliance issues, in particular in the “hot” field of the Foreign
Corrupt Practices Act? See Chapter 18. What are the implications of foreign ownership of the target on trade restrictions
imposed by the United States with respect to products and parts
that the foreign acquirer wants to continue to export from the
United States? See Chapter 18.
All steps mentioned in the foregoing—environmental studies, lien
searches, intellectual property searches, surveys and title insurance,
HR/litigation/national security/regulatory reviews—are unavoidable in
terms of additional costs and time, which should be factored in for purposes of due diligence and completion of the transaction. None of the
issues addressed here is necessarily a deal breaker, but each one may
affect the pricing of the transaction, the planning for the post-acquisition
period, and the options for integrating the target into the foreign acquirer’s business.
[C] Agreements (Other Than the Acquisition Agreement)
This subsection discusses aspects of certain documents and agreements that may be used in an M&A transaction.
[1] Letters of Intent, Memoranda of Understanding, and
Term Sheets
“Letters of Intent,” “Memoranda of Understanding,” and “Term
Sheets” serve foreign acquirers, especially, a useful purpose, because they
provide the opportunity to address upfront business points at the core of
the transaction, such as scope (stock or assets), purchase price and payment (escrows, earn-outs), key executives required to stay on, postclosing commercial arrangements between seller and buyer (cooperation,
supply contracts). They are particularly clarifying where there may be
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language or other hazards of comprehension. For further explanation of
letters of intent, see Chapter 2.
Although similar, the nomenclature does not refer to identical documents. Typically, a “Letter of Intent” refers to a letter addressed by one
of the parties to the other and requiring a countersignature. A “Memorandum of Understanding” describes a protocol format with respect to certain key points; a “Term Sheet” lists the key elements of the deal, often
very generally. One or another is more appropriate, depending on the
transaction and circumstance. For an acquisition of a company listed on
a U.S. stock exchange, for example, the signing of a letter of intent or
term sheet may trigger disclosure obligations; an unsigned term sheet
usually is preferred.
Foreign acquirers often ignore the fact that, even though the chosen
format legally is not binding, it marks “the deal.” In the ensuing negotiations, the parties inevitably circle back to the first document to remind
everyone of the original deal, which serves as a “road map” for all to follow. Therefore, only the most essential issues should find their way into
the original document. Other issues can await negotiations for the definitive agreement.
The greater the detail in the initial instrument, the greater the apparent commitment and consequently the greater exposure to litigation (for
breach of contract or failure to negotiate in good faith or some similar
cause of action) should a final agreement not be reached. It is best, therefore, to show restraint in preparing a letter of intent, memorandum of
understanding, or term sheet. Should the parties not want to be bound,
they state so in a clause along the following lines:
Only Final Agreement Binding. This letter [memorandum/term
sheet] sets forth only some of the parameters that may become part
of an eventual acquisition agreement. It is understood, therefore, that
,]
[, except with respect to the provisions in paragraph
the points addressed in this letter [memorandum/term sheet] are not
based on any agreement between the parties and that the parties do
not intend to be bound by any agreement until a definitive acquisition agreement has been duly executed by the parties, satisfactory
to our respective counsel and in the customary form for such transactions. Such agreement will include satisfactory representations,
warranties, covenants and indemnities of [name of target or name(s)
of owner(s)].
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Key words may be added to the “preview” at the end of the foregoing hypothetical provision. For example, the following might be added
to the last sentence:
as well as non-compete covenants for ______ and an escrow to cover
certain contingencies to be defined in the definitive acquisition
agreement (such as a shortfall in the members’ equity or indemnification claims).

It is also advisable to manage the expectations of buyer and seller,
and reduce risks of claims for breach of an obligation to negotiate in good
faith, by adding the following clause:
Termination of Negotiations. It is understood that each of the parties
may terminate the negotiations at any time, that there is no obligation to continue the negotiations and that each party will bear its
own expenses and any professional fees in connection with the negotiation of the definitive acquisition agreement and its consummation.

Notwithstanding the need to manage expectations that could give
rise to litigation should negotiations fail by highlighting the non-binding
character of the document’s provisions, the parties may want to make certain provisions binding. This “exception to the rule” may apply with particular importance to letters of intent in a cross-border transaction, where
exclusivity provisions (also called “no-shop” provisions) have become
common: the seller promises, usually for a period of 30–90 days, not to
look for an alternative buyer while the buyer who is party to the letter
conducts due diligence and the parties negotiate a definitive agreement.
A very basic example:
No Shopping. In consideration for the substantial resources to be
committed to the acquisition by the buyer, between the date hereof
, neither the target nor any agent acting on
and
behalf of the target shall directly or indirectly, through any member,
officer, director, employee or agent or otherwise, solicit, initiate,
encourage, participate in any negotiation or discussion or enter into
any agreement in respect of or cooperate with any person regarding
(including, without limitation, by way of furnishing any non-public
information concerning, or affording access to, the business, properties or assets of the target), any Acquisition Proposal (as hereinafter defined). The term “Acquisition Proposal” means any proposal
(other than a proposal by the buyer) for (i) the acquisition of all or
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a substantial portion of the equity interests or assets of the target, or
(ii) a merger, consolidation or other business combination pursuant
to which any other person would acquire the target or any substantial interests therein, or (iii) the acquisition, lease, exchange, mortgage, pledge, disposition or other transfer, in any manner (including
any arrangement having substantially the same economic effect as a
sale of assets), directly or indirectly, of a substantial portion of the
assets of the target, in a single transaction or a series of related
transactions. (Also, see the discussion of “no-shop,” “fiduciary-out,”
and “break-up fee” clauses in Chapter 3.)

These types of clauses are tailored to the individual circumstances of the
transaction. Their scope and effect depend on the law of the applicable
jurisdiction.
There is only rarely a reciprocal term binding the buyer not to
search out other targets, probably because the expenditure of resources in
a good faith conduct of due diligence far exceeds, normally, the cost to
the seller to stay off the market for a limited period. Nor would a letter of
intent normally contain provision for a break-up fee, which would imply
too much about expectations.
[2] Confidentiality Agreements
There is no real difference between domestic and cross-border transactions with respect to the utilization of confidentiality agreements,
which are discussed in some detail in Chapters 3, 9, and 10. However, a
foreign acquirer ought to be particularly vigilant to allow carve-outs from
the confidentiality obligation with respect to information that the buyer
may easily obtain from other sources, and ought not to permit unreasonable limitations on hiring employees should the acquisition not be consummated.
Also, although it may seem unusual for parties from civil law jurisdictions, clauses in confidentiality agreements permitting equitable relief
(specific performance, injunction) are not per se objectionable. They try
to create by contractual means what the procedural laws in civil law jurisdictions provide, namely, the possibility to enjoin violations of the
assumed confidentiality obligations.
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SPECIFICS OF THE ACQUISITION AGREEMENT

Potential foreign acquirers of U.S. businesses should pay particular
attention to certain significant provisions of the acquisition agreement,
including choice of law and choice of forum provisions.
[A] Applicable Law; Choice of Law
One of the most neglected provisions in acquisition agreements is
the one addressing “applicable law.” Despite the effort to think of everything in crafting an acquisition agreement, things inevitably are forgotten
or overlooked. It then becomes important how the forgotten or overlooked issues will be decided, as different legal systems have different
approaches to questions such as an agreement’s structure, design, and
enforceability, the scope of mutual obligations and covenants, consequences of breach and non-performance, and the availability and scope
of remedies. Note that there can be significant differences depending on
which state’s law is invoked. For example, the concept of “good faith”
may take on a very different meaning, and the remedies for a breach of
the duty of “good faith” may vary significantly from state to state. The
parties therefore need to make a definite and unambiguous choice of the
law which is to govern their relationship, and not leave that question to
chance or default.
[1] Acquisition Agreement
Parties typically try to make their respective home law, that is, the
laws of the jurisdiction of their respective places of business, the prevailing choice, and when they cannot agree, they frequently “compromise”
with the laws of a third “neutral” jurisdiction that has nothing to do with
the transaction.
While Delaware law is often invoked as the de facto “national” corporation law of the United States, there should be a reasonable relationship between the jurisdiction whose laws will govern and the transaction
itself. In an asset deal, the applicable law should be of the jurisdiction of
the location of the assets; in a stock deal, applicable law should be of the
jurisdiction of the place of business of the target company. A third or
“neutral” choice may be justified only when the parties or their counsel
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are familiar with the laws of that jurisdiction. For example, a third jurisdiction would be justified when a European buyer wants to acquire a nonpublic target company in Minnesota, buyer and seller both hire counsel
in New York, and they elect New York law to govern the transaction.3
Choice of law jurisdiction for an asset deal may be more difficult
when the seller has branches or establishments in various jurisdictions.
Although legally possible, the choice of multiple jurisdictions would
make the transaction unnecessarily complicated. Parties should focus on
the location of the majority of the assets.
For a stock deal, even when the target company has subsidiaries, the
parent target’s jurisdiction should be preferred. However, should the foreign buyer acquire the stock of subsidiaries (“sister” companies), which
have places of business in different jurisdictions, the choice could be
more complicated. If the headquarters of the target company and its main
business activity were in different places, the foreign buyer should think
about what might be the most convenient jurisdiction. The important
decision is to choose one: allowing multiple jurisdictions is a legal but illadvised option. Instead, parties should choose the law of the jurisdiction
in which the most valuable or important company has its headquarters.
There are jurisdictions to be preferred, and jurisdictions to be
avoided. When the parties agree to avoid a jurisdiction, they must be clear
in the choice of law clause to do so. Because the application of conflicts
of law principles—as contrasted to choice of law—could catapult them
into a set of laws that the parties, by their choice, wanted to avoid, the
conflict of laws rules of the chosen jurisdiction should be excluded. Similarly, the parties should exclude specifically, in an asset deal, the application of the United Nations Convention on Contracts for the
International Sale of Goods, because the Convention provides for remedies that are taken from both the common law and civil law systems and
may, therefore, result in unwanted or surprising consequences for either
side.
An example for a choice of law clause would be:
“This
Agreement shall be governed by and construed and enforced in accordance with the laws of the State of New
3
Some jurisdictions, such as New York, require minimum contract values, when there
is no other relationship to the jurisdiction, before a transaction may be subjected to its
laws. See, e.g., Section 5-1401 of the New York General Obligations Law, which
addresses the choice of law and requires a $250,000 minimum. Most cross-border transactions are likely to exceed those thresholds.
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York applicable to agreements made and fully to be performed in
such state, without giving effect to conflict of laws principles. [The
application of the United Nations Convention on Contracts for the
International Sale of Goods is expressly excluded.]”

[2] Consummation of the Transaction
Parties can choose a jurisdiction for the laws to govern their agreement, but they cannot choose the jurisdiction governing the process of
consummating the agreement. It does not matter whether the transaction
is for assets or stock.
The law applying to transfers of assets depends on the assets. The
law applying to real estate and tangible assets, for example, is the law of
the jurisdiction of their location. The transfer of intangible assets is governed by the law to which they already are subject (for example, the registration of an assignment of a trademark with the United States Patent
and Trademark Office; see Chapter 10).
The law applying to the transfers of securities is the law of the “issuer’s jurisdiction,” normally the jurisdiction where the target company is
organized. When the purchase involves the stock of several companies
(e.g., “sister companies”), the laws applicable to each transfer will be the
laws of the respective jurisdiction where each of the companies is organized.
To avoid complication or delay, a foreign acquirer needs to know
before trying to conclude a transaction the requirements arising under
each of the applicable sets of laws. Particularly new for the foreign
acquirer may be the differences, and overlap, of the federal and state laws
in the American legal system.
[B] Choice of Forum; Arbitration
Parties should take care in selecting the forum for and method of
dispute resolution.
[1] Forum Clauses
In addition to choosing the law that should apply to a transaction,
parties should agree on where and by whom disputes will be settled. It
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may be most practical and efficient to choose a court within the jurisdiction whose law the parties have selected, saving the time and expense of
experts who would have to tutor a court somewhere else about the laws
of another jurisdiction.4
A foreign buyer may not be familiar with the American legal system and therefore may not be necessarily comfortable with the most logical venue because it may seem too close physically to the place of
business of the target company. Whether for that or any other reason the
parties agree to a different venue and jurisdiction, the foreign buyer will
have to make sure that the chosen court will apply the laws of another
jurisdiction and that any ensuing judgment will be enforceable in other
jurisdictions. A potential lawsuit for indemnification against the domestic
seller as a result of a breach of representations and warranties, for
example, will require certainty that any recovery judgment is enforceable
in the jurisdiction where the bulk of the seller’s assets are located. In the
American federal system, under the “full faith and credit” clause of the
United States Constitution, states will enforce judgments from their sister
states, but were domestic courts called upon to apply foreign law, or foreign courts asked to apply the law of a domestic jurisdiction, the issue of
enforceability could be serious. In such instances, a buyer may want an
“enforceability opinion.”5
The parties may agree to a single and specific court to decide all disputes, but American courts do not automatically view the selected forum
as “exclusive.” Unless the forum clause in the agreement expressly states
that the selected court is to have exclusive jurisdiction, the dispute could
end up being litigated somewhere else. A clause making exclusive a
mutually agreed forum might read:
Any and all disputes, actions, proceedings, claims and counterclaims arising under, out of or in connection with, or in any way
relating to, this Agreement or any of the other transaction documents, as well as the transactions contemplated hereby or thereby,
shall be exclusively decided by, and each of the parties hereby submits to, the exclusive jurisdiction of any New York State or Federal
4

Some states, such as New York, require certain minimum contract values to permit
a transaction to be subjected to its courts if those courts would not have jurisdiction otherwise. See, e.g., Section 5-1402 of the New York General Obligations Law, which refers
to choice of forum and requires a $1,000,000 minimum. Most cross-border transactions
are likely to exceed those thresholds.
5
See § 5.04 infra.
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court sitting in the City of New York, and each of the parties hereby
waives any objection to the laying of venue and the defense of an
inconvenient forum and agrees that a final judgment in any such
action or proceeding shall be conclusive and may be enforced in
other jurisdictions by suit on the judgment or in any other manner
provided by law.

A forum clause may set out not only where, but who—whether a
judge or a jury—will settle a dispute. Juries in the United States, unlike
in many foreign countries, decide civil as well as criminal cases. The foreign buyer, therefore, may want a clause waiving trial by jury, both
because of cost and because of the risk of bias against foreigners in a local
jury, especially in cases where local jobs may be at stake.
Sellers may want a simplified version of service of process to overcome the potential challenge of serving a foreign party. A foreign buyer
should not make such a concession easily. Without it, the Convention of
15 November 1965 on the Service Abroad of Judicial and Extrajudicial
Documents in Civil or Commercial Matters may be applicable, with the
effect of slowing down litigation undertaken by a domestic seller.
Jury and service of process clauses might read:
Waiver of Jury Trial. EACH PARTY WAIVES ITS RIGHTS TO A
TRIAL BY JURY OF ANY CLAIM, COUNTER-CLAIM OR ACTION
OR CAUSE OF ACTION BASED UPON OR ARISING OUT OF OR
RELATED TO THIS AGREEMENT, THE OTHER TRANSACTION
DOCUMENTS, OR THE TRANSACTIONS CONTEMPLATED
HEREBY OR THEREBY, IN ANY ACTION, PROCEEDING OR
OTHER LITIGATION OF ANY TYPE BROUGHT BY ANY OF THE
PARTIES AGAINST ANY OTHER PARTY, WHETHER WITH
RESPECT TO CONTRACT CLAIMS, TORT CLAIMS, OR OTHERWISE.
Service of Process. EACH PARTY HEREBY WAIVES PERSONAL
SERVICE OF ANY AND ALL PROCESS UPON IT AND CONSENTS THAT ALL SUCH SERVICE OF PROCESS MAY BE MADE
BY REGISTERED MAIL (RETURN RECEIPT REQUESTED)
DIRECTED TO SUCH PARTY AT ITS ADDRESS SET FORTH IN
SECTION __ AND SERVICE SO MADE SHALL BE DEEMED TO
BE COMPLETED FIVE DAYS AFTER THE SAME SHALL HAVE
BEEN SO DEPOSITED IN THE U.S. MAILS.
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[2] Arbitration
The authors of Chapter 4 warn of the limitations and potential
pitfalls in committing commercial disputes to alternative dispute resolution, especially arbitration. Nevertheless, for a foreign buyer, arbitration
may be the best option. Domestic sellers will not want to settle disputes in
foreign courts, and foreign buyers may feel uncomfortable in a U.S. court.
However deliberately or knowledgeably (and the authors doubt how
considered this decision may be), referral to arbitration is now the common choice, particularly for dispute resolution in cross-border transactions.
Several venues have emerged, sometimes with their own rules and
procedures, for cross-border disputes, including the International Chamber of Commerce in Paris, the Chambers of Commerce in Vienna and
Zurich, the Stockholm Arbitration Institute, the London Court of International Arbitration, and the Hong Kong International Arbitration Centre.
When the seller is American or the assets are located in the United States,
there are also American arbitration organizations with their own procedures, such as the Commercial Arbitration Rules of the American Arbitration Association, the International Arbitration Rules of JAMS
(originally “Judicial Arbitration and Mediation Services”), and the International Institute for Conflict Prevention and Resolution (CPR) Rules for
Non-Administered Arbitration of International Disputes.
A foreign acquirer will have particular concerns in the selection of
an institution and an arbitrator that would not confront parties in a domestic transaction. There may be disagreement, for example, over the nationality of an arbitrator, language skills, and the language in which the
arbitration will be conducted, in addition to allocations of costs and fees,
evidentiary and procedural rules, and whether a single arbitrator or a
panel will be convened. Arbitrations in the United States commonly are
conducted in English, requiring English-speaking arbitrators and counsel.
Should the parties contemplate conducting proceedings in any other language, they need to say so in the agreement. They also need to specify
whether an arbitrator must be of any particular nationality, whether they
will have one arbitrator or a panel, how they intend to allocate costs and
fees, and what evidentiary and procedural rules they intend to follow.6 An
arbitration clause, consequently, may become far more comprehensive
than those that may be suggested by established arbitration organizations.
An agreement to arbitrate could be as complex as this model (options and
6

For more extensive consideration of drafting arbitration clauses, see § 4.04 supra.
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alternatives are bracketed, and need to be reviewed whether appropriate
under specific circumstances):
a. If any dispute, controversy or claim shall arise as to which the
parties cannot agree concerning the interpretation, validity or
performance of any provision of this Agreement or otherwise
arising out of or relating to this Agreement, or the negotiation or
breach thereof, any such dispute, controversy or claim shall
exclusively be settled by arbitration in accordance with [insert
the chosen arbitration institute and its procedural rules]. In the
event of any such dispute, controversy or claim, either party may
serve a written demand upon the other that any such dispute,
controversy or claim be submitted to arbitration to be effected by
arbitrators, selected as hereinafter provided. Any such proceeding shall be conducted and take place in [insert location], or
such other place as the parties may agree. Any arbitration shall
be controlled by and conducted in the [insert language of
choice] language.
b. Within ten (10) days of the date of such written demand, the
party serving such demand shall deliver to the other party a written designation of an arbitrator. The other party shall, within ten
(10) days after receipt of such designation, deliver to the first
party a written designation of an arbitrator selected by such
other party. The two arbitrators so designated shall designate a
third arbitrator (the Chairman) mutually acceptable to them, but
if the two arbitrators are unable, within five (5) days, to agree
upon the Chairman, or if the other party shall fail to designate
an arbitrator within ten days after the designation of an arbitrator by the first party, the first party may apply to [presiding judge
Court of Appeals, or the selected arbitration
of the
Chamber of
organization or the president of the
Commerce] for the appointment of such second arbitrator and/
or the Chairman. Each arbitrator must be able to read and speak
the [insert chosen language of arbitration] language fluently.
citizen [and either a judge
The Chairman must be a
or having the qualifications to become a judge]. [Or single arbitrator: The arbitration shall be conducted before a single arbitrator mutually agreeable to the parties, or if no agreement can
be reached, then selected by . . . .].
c. The arbitration shall be conducted in accordance with the laws
,
and rules of civil procedure of the State of
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including the rules of discovery of such state. [Or: in accordance with the procedural rules of the selected arbitration organization.] [Or: The parties shall be entitled to reasonable
discovery, and the arbitrators shall have the power upon application of either party to make all appropriate orders for discovery of documents, responses to interrogatories and depositions,
to which power the parties hereto specifically consent.] [Or: The
parties to this Agreement expressly intend to impose limited and
streamlined discovery into the arbitration process. To this end,
all discovery shall be limited to information directly relevant to
the issue at hand. A discovery schedule shall be established by
the arbitrators in conjunction with the parties. Each party may
serve on the other five (5) clearly-worded document requests,
eight (8) interrogatories, two (2) primary witness statements
containing facts and/or opinions underlying their positions relating to the issue at hand, and two (2) responsive witness statements addressing points contained in the other party’s primary
witness statements. A deposition, limited in time to four hours,
shall be permitted of any person submitting a witness statement.]
d. The arbitrator(s) shall make detailed findings of fact and law in
writing in support of his/her/their decision or report which shall
be in writing and shall state the reasons upon which it is based.
The costs of arbitration [including the reasonable attorneys’ fees
of the parties] shall be borne by either or both of the parties in
relation to their relative winning or losing on the issues involved,
as the arbitrators shall award. [In addition the losing party shall
reimburse the prevailing party for attorneys’ fees and disbursements and court costs incurred by the prevailing party in successfully seeking any preliminary equitable relief or judicially
enforcing any arbitration award.]
e. The parties hereto agree to be conclusively bound by the decision or report of such arbitrators. Nothing herein shall be construed to mean that any decision of the arbitrator is subject to
judicial review or appeal, and the parties hereto hereby waive
any and all rights of judicial appeal or review, on any ground
whatsoever.
f. Judgment upon any award so rendered by the arbitrator(s) may
be entered in any court in any country, or application may be
made to such court for a judicial acceptance of the award and
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another of enforcement, as the laws of such jurisdiction may
require or allow.
g. The provisions of this Section shall not be deemed to preclude
either party hereto from seeking preliminary injunctive or other
equitable relief to protect or enforce its rights hereunder, or to
prohibit any court from making preliminary findings of fact in
connection with granting or denying such preliminary injunctive
or other equitable relief pending arbitration, or to preclude
either party hereto from seeking permanent injunctive or other
equitable relief after and in accordance with the decision of the
arbitrator(s).]

A more basic clause (not covering all of the points discussed above)
would be:
Each of the parties agrees that any dispute or controversy arising out
of or in connection with this Agreement or any alleged breach thereof
, pursuant to
shall be settled by arbitration in
[insert the chosen arbitration institute and its procedural rules]. If
the parties cannot jointly select a single arbitrator to determine the
matter, one arbitrator shall be chosen by each of the parties (or, if a
party fails to make a choice, by [insert the chosen arbitration organization] on behalf of such party) and the two arbitrators so chosen
will select a third (or, if they fail to make a choice, by [insert the chosen arbitration organization]). The decision of the single arbitrator
jointly selected by the parties, or, should three arbitrators be
selected, the decision of any two of them will be final and binding
upon the parties and the judgment of a court of competent jurisdiction may be entered thereon. [The arbitrators shall have the power
to award only compensatory damages, and not punitive damages or
treble damages under either common law or statutory law.] The
arbitrator or arbitrators shall award the costs and expenses of the
arbitration, including reasonable attorneys’ fees, disbursements,
arbitration expenses, arbitrators’ fees and the administrative fees of
[insert the chosen arbitration organization], to the prevailing party as
shall be determined by the arbitrator or arbitrators [a clause could
also provide that parties will bear all their own costs and fees].

[C] Other Components of the Acquisition Agreement
Civil law countries generally have adopted the Anglo-American
way of drafting and preparing M&A agreements. Consequently, the
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details about the main elements of documents of an acquisition agreement
should be familiar to foreign acquirers, including provisions addressing:7
1.

Description of target or assets, as well as excluded assets and
assumed and excluded liabilities.

2.

Purchase price, adjustments thereto, net equity/working capital
guarantees, agreement on accounting principles and evaluation
methods (evaluation of assets, specifically equipment, receivables, and inventory), collection guarantees regarding receivables, earn-outs, also: mechanics of dispute resolution in
matters relating to purchase price.

3.

Representations and warranties, especially as to financials,
environmental matters, compliance with laws (specifically, the
Foreign Corrupt Practices Act), tax compliance, product liability, employee benefits. Also: mutual assurances that parties
have no knowledge of breaches, “10b-5” clauses,8 correction of
mistakes, assurance of sufficient opportunity for due diligence.

4.

Indemnification provisions: procedures, caps/baskets, reimbursement, provisions regarding the finality of contractual
indemnification. In this context, it is important to address specifically the survival of the indemnification obligations relating
to representations and warranties, which, under American legal
concepts, would otherwise expire with the closing of the transaction.

5.

Covenants covering the period between signing and closing,
such as obligations to obtain governmental clearances and
third-party consents, conduct of business, public disclosures,
no-shop, tax filings, further due diligence.

7

See also § 3.04 supra.
This term refers to clauses intended to protect the integrity of the disclosure process,
such as “Neither this Agreement (including the Schedules and Exhibits hereto) nor any
other of the Purchase Documents contains, with respect to Seller or the Business, any
untrue statement of material information or omits to state material information necessary
to make the statements therein not misleading. Seller has no information which has
resulted or would reasonably be expected in the future to result in a Material Adverse
Effect and which has not been set forth in this Agreement.”
8
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6.

Closing conditions (especially “Material Adverse Change
clauses”9 and their limitations), break-up fees, and closing
deliveries.

7.

“Boilerplate” language: notice provisions, no waiver, severability, both parties negotiated, integration.

These clauses are addressed in more detail in Chapter 3, especially
in § 3.04 supra.
§ 5.04

THE CLOSING OF A TRANSACTION AND
POST-CLOSING MATTERS

The concept of a “closing” of a transaction will be familiar to the
foreign buyer, as many civil law jurisdictions make the same distinction
between the creation of the mutual obligations of the parties in the acquisition agreement and its consummation. Consequently, the details about
the completion of transactions contained in Chapter 3 should be familiar
to foreign acquirers. There are, nevertheless, a few things that may come
as a surprise.
As most countries have enacted antitrust and merger control laws, it
will come as no surprise that the basic U.S. statute governing the legality
of mergers and acquisitions, Section 7 of the Clayton Act, prohibits transactions reducing competition or creating a monopoly. However, under the
Hart-Scott-Rodino Antitrust Improvements Act, the monitoring of potentially anti-competitive transactions and the enforcement of the antitrust
laws is entrusted to two federal agencies, the Antitrust Division of the
9

In the context of closing conditions, “Material Adverse Change clauses” would allow
the buyer to refuse to close. A typical clause would state: “ ‘Material Adverse Change’
means an occurrence or event, not caused by or resulting from an act or omission of
Buyer, which significantly diminishes the value of the Business or has or is reasonably
likely to have a material adverse impact or effect on:
(a) the Business, its operations, assets, liabilities, prospects or condition (financial or
otherwise) other than an occurrence or event generally affecting the economy or the industry in which it competes, or
(b) the ability of Seller to perform its obligations under any of the Purchase Documents, or the validity or enforceability of any of the Purchase Documents or the rights
and remedies of Buyer under any of the Purchase Documents.” While these types of
clauses were more or less routinely accepted in acquisition agreements, they have become
more heavily negotiated lately, as sellers try to diminish their impact by adding exceptions as to what constitutes a “material adverse change.”
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U.S. Department of Justice, and the Bureau of Competition of the Federal Trade Commission. Both agencies have the legal authority to investigate a proposed acquisition, and to ask a court to prevent the acquisition
from being consummated, or to order the unwinding of a closed acquisition. While the nationality of the acquiring firm is irrelevant for the antitrust review process, the procedures are complex and the foreign acquirer
will therefore want to establish early in the transaction the substantive,
procedural, and time requirements of this process. For a more in-depth
discussion of the antitrust issues in acquisitions, see Chapter 11, especially § 11.05 covering premerger notification procedures as applied to
non-U.S. acquirers.
The most significant (and potentially far-reaching) of potential surprises may come under the Foreign Investment and National Security Act
of 2007 (“FINSA”), which brought changes to the so-called “ExonFlorio” amendment to the Defense Production Act. FINSA, as did ExonFlorio, allows the U.S. Government to scrutinize foreign investment in
the United States when “national security” may be affected. However,
FINSA substantially expanded the powers of the President to order the
divestment of a foreign buyer’s acquisition of a U.S. business and specifically covers acquisitions involving “critical infrastructure” and “critical technology.” Chapters 14 and 15 of this treatise examine FINSA in
detail.
Comparatively mundane items that may surprise a foreign buyer
include the following:
1.

U.S. jurisdictions do not have corporate registries. Consequently, parties cannot rely on public records to confirm that
everyone at the table at closing has the necessary corporate
authorizations to execute and deliver the transaction documents. At closing, the parties will, therefore, exchange certificates issued by officials of the parties that confirm the
necessary corporate authorizations have been in fact obtained.

2.

In the absence of corporate registries, parties have no obvious
way of knowing the positions individuals hold within their
respective companies. The exchange of certificates of incumbency confirms and identifies positions and titles and certifies
the corporate representatives as to their signatures.

3.

European parties are accustomed to a “real estate register” and
to legally educated notaries that have no equivalent in the
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United States. In a U.S. transaction, therefore, the title insurance company generally assumes the role of agent to arrange
for the simultaneous exchange of the transfer and recording of
title documents, as well as the pay-out of the purchase price.
4.

Counsel for buyers and sellers normally exchange at closing
legal opinions—conclusory statements without legal
reasoning—confirming that the acquisition agreement is “legal,
valid, binding and enforceable in accordance with its terms”
and that it “has been duly authorized.” This exchange of opinions is reciprocal: the seller requires such an opinion from the
buyer’s counsel; the buyer must obtain such an opinion from
seller’s counsel. In this way, respective representations are
backed by legal opinions. Parties to a cross-border transaction,
however, need to determine whether there are additional outstanding legal issues that should be covered by the opinion; it is
not uncommon for negotiations about the scope of opinions to
uncover problems and reservations leading to a restructuring or
even abandonment of the transaction. It needs to be noted
though that more and more law firms are resisting giving such
opinions, especially on the seller’s side where the firm has been
retained just to undertake the transaction.

5.

Even domestic wire transfers to complete timely payments
sometimes are challenging. Wire transfers originating in foreign countries, particularly on different sides of the international dateline, require special attention.

6.

Certain taxes and other charges may become due, simultaneously with, shortly before, or shortly after closing. It is not
unusual for them to be overlooked, especially when different
jurisdictions are involved. Examples include stamp taxes on
stock transfers (e.g., when the closing of a stock deal takes
place in New York) and bulk sales taxes (e.g., when assets are
transferred in connection with the closing of an asset deal and
the assets are located in a state that charges bulk sales tax and
no exception applies). Some states require transfer taxes to be
paid before the transaction is allowed to close, which can be
challenging when the value of the assets cannot, or can only
with great difficulty, be determined at that point. Fines, late
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charges, and penalties may apply should these taxes not be
properly reported and paid.
7.

Closings trigger various government filings, including one,
often overlooked, that applies specifically to companies with
foreign ownership. Beginning in 2009, acquisitions by a foreign acquirer have to be reported by the filing of a “Form 605”
with the Bureau of Economic Analysis of the U.S. Department
of Commerce. This form is required from every U.S. business
enterprise in which a foreign entity has a direct or indirect ownership interest of 10 percent or more of the voting stock (or an
equivalent interest when the business is unincorporated) at any
time during the quarter when the transaction takes place. This
report must be filed 30 days after the close of each calendar or
fiscal quarter end, that is, following the end of the calendar
quarter of the closing and then each following calendar quarter.
(There are exemptions from filing should certain thresholds as
to total assets, revenues, and net income not be exceeded.) A
fine may be enforced by the Department of Commerce were
this report not made or only made late.
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SAMPLE EARN-OUT PROVISION
(Assumes asset deal, target business will be continued by the
Buyer as a division/branch, the “Business”)
Consideration; Purchase Price
1.1 The total consideration for the Purchased Assets and for the
non-compete and non-solicitation covenants of the Seller contained
in Article XI (the “Purchase Price”) shall be (i)
Dollars ($
), subject to adjustment in accordance with
Section
(the “Base Amount”) plus (ii) the additional payments
(the “Earn-Out Payments”), if any, payable to the Sellers, in an amount,
and pursuant to the terms and conditions of Section 1.2.
1.2 With respect to the periods set forth below in this Section 1.2,
the Buyer will pay to the Seller as part of the Purchase Price the EarnOut Payments which shall be based on EBIT. The term “EBIT” means,
for any period of determination, the gross revenue generated by the Business (determined in accordance with Generally Accepted Accounting
Principles, as generally applied by the Buyer, adjusted as set forth on
Exhibit A) minus the usual operating expenses incurred by the Business
(including, without limitation, any and all direct third party expenses
incurred by the Seller in respect of the operation of the Business, which
may consist of, by way of example only, legal expenses, payroll processing expenses and expenses in connection with the administration of
retirement plans) and depreciation of those assets of the Business comprising existing fixed assets (“Permitted Expenses”), and including (i) an
annual charge for the Buyer’s information technology up to a maximum
of $
per annum and (ii) beginning January 1, 20
,
an annual charge with respect to additional employee benefits actually provided to the employees of the Business up to a maximum of
$
per annum (pro-rated on a monthly basis for partial periods), but excluding all other corporate overhead charges, regional and
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head office charges or other charges or amounts allocated to the Business
by any Affiliate of the Buyer or expenses not directly incurred by the
Business, including with respect to general and administrative expense
allocations or charges or expenses relating to accounting, human
resources, legal and compliance, information technology, nor will any
services be provided to the Business by any Affiliate of the Buyer, except
at rates that are at least as favorable as the Business could obtain from
third parties.
(a) No later than December 1, 20
[year following Closing]
(or within thirty (30) days thereafter), the Buyer shall pay to the Seller
an Earn-Out Payment (the “First Period Amount”) in respect of EBIT
of the Business for the 12-month period beginning October 1,
20
[year of Closing, assuming Closing occurs prior to October 1]
and ending on September 30, 20
[year following Closing] (such
12 month period, the “First Period”) calculated as follows:
FPA = $ (Targeted Earn-Out Amount) ×
EBIT/$ (Targeted EBIT for First Period)

whereby:
FPA = the First Period Amount
EBIT = the EBIT for the First Period

provided that in no event shall the Buyer be obligated to pay an
Earn-Out Payment for the FPA in excess of $
.
[second year following
(b) No later than December 1, 20
Closing], the Buyer shall pay to the Seller an Earn-Out Payment (the
“Second Period Amount”) in respect of the EBIT for the 12-month
period ending September 30, 20
[second year following Closing] (such 12 month period, the “Second Period”) calculated as follows:
SPA = $ (Targeted Earn-out Amount) ×
EBIT/$ (Targeted EBIT for Second Period)
plus, if applicable, the FPA Rollover Amount

whereby:
SPA = the Second Period Amount
EBIT = the EBIT for the Second Period
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provided that in no event shall the Buyer be obligated to pay an
Earn-Out Payment for the SPA in excess of $
.
(c) Notwithstanding anything to the contrary in this Section
1.2, (i) in the event that the First Period Amount exceeds $ [maximum Earn-out Amount], such excess (the “FPA Rollover Amount”)
shall be added to the Second Period Amount as determined pursuant
to Section 1.2(b), provided that in no event shall such sum exceed
$
.
(d) The Buyer shall provide the Seller with an Earn-Out Report
at the respective dates on which an Earn-Out Payment is first due
(the “Earn-Out Report”), setting forth in reasonable detail the basis
for the Buyer’s determination of the EBIT of the Business, including, without limitation, monthly itemizations of revenue and Permitted Expenses. The Buyer shall provide any additional supporting
information not set forth in the Earn-Out Report which the Seller
reasonably requests in order to verify the accuracy of the determination of the First Period Amount, the Second Period Amount, or
EBIT set forth in such Earn-Out Reports. In addition to the EarnOut Reports, no later than 45 days after the end of each calendar
quarter Buyer shall provide the Seller quarterly reports of EBIT of
the Business for such quarter.
(e) The Buyer shall on request by the Seller made within
ninety (90) days of receipt by the Seller of the respective Earn-Out
Report make available for review the books and records of the
Buyer related to the Business in order for the Seller to verify the
accuracy of the determination of the EBIT as set forth in the EarnOut Report. The Seller may request by notice to the Buyer within
such ninety (90)-day period that such determination(s) be audited by
an independent certified public accountant selected by the Seller,
and the auditor shall be provided access to books and records relating to the Business as requested by the auditor. The auditor’s decision shall, subject to the Buyer providing prompt access to the
books and records as requested by the auditor, be made within
ninety (90) days of his/its appointment and shall be binding upon
the parties and non-appealable. Buyer shall pay to the Seller any
adjustment payment to any previous Earn-Out Payments within
fourteen (14) days of the auditor’s decision thereof, together with
interest thereon from the original prior due date of the Earn-Out
Payment at the rate equal to [LIBOR] [plus one percentage point].
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The Seller shall bear all costs of any such audit, except that if the
amount of any adjustment payment required by the Buyer based on
the auditor’s decision represents more than 5% of the amount which
was the subject of the disagreement, then the Buyer shall pay all
costs of the audit.
(f) From the Closing Date through the conclusion of the Second Period the Business will be operated like a separate, stand alone
entity and in such manner as to not commingle any other business,
operations or liabilities, except as are approved by the Seller in writing, which such approval shall not be unreasonably withheld or
delayed. The Buyer shall provide all capital reasonably necessary
for the operation of the Business as has been required in the ordinary course of business prior to the date hereof. The Business will
be conducted as conducted in the ordinary course of business prior
to the date hereof, with only those changes (including only those
additional expenses) as are provided for in this Agreement and
approved by the Seller in writing, which such approval shall not be
unreasonably withheld or delayed. No Business Employee’s
employment with the Buyer shall be terminated prior to the conclusion of the Second Period without the prior written consent of the
Seller, which such approval shall not be unreasonably withheld or
delayed; provided, however that the limitation on termination set
forth in this sentence shall not apply to the termination of any
employee for cause or due to poor performance.
(g) The right of the Seller to a portion of the Earn-Out Payment, if any, shall not be represented by a certificate or other instrument, shall not represent an ownership interest in Buyer or the
Business and shall not entitle the Seller to any rights common to any
holder of any equity security of the Buyer.
(h) Nothing in this Agreement creates a fiduciary duty on the
part of the Buyer to the Seller in respect of the Earn-Out Payments.
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STRUCTURING THE DEAL:
TAXES AND TREATIES

CHAPTER 6

DOMESTIC TAX ISSUES
Jeffrey Paravano and John R. Lehrer II
§ 6.01

Executive Summary

§ 6.02

General Overview of U.S. Income Tax System
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EXECUTIVE SUMMARY

The U.S. federal income tax system is complex and cumbersome. It
may, but should not, deter foreign companies and individuals from investing in the United States. With patience and an able tax adviser, foreigners
find the U.S. federal income tax system navigable and even, sometimes,
rewarding. This chapter provides an overview of important domestic, federal (i.e., United States) income tax issues, but not a complete picture of
the tax system necessary to understand all of the tax implications of making an investment in the United States. These tax implications focus not
only on the provisions that can impact the initial investment in the United
States, but also on the investor’s continuing tax obligations for as long as
the U.S. investment is owned.
This overview includes foundational concepts such as sources of
governmental authority; reporting requirements and due dates; the Internal Revenue Service (“IRS”) audit process; controversies over tax matters; tax shelters; and monetary and criminal penalties. It also examines
the U.S. federal income tax consequences of each step in the life-cycle of
a corporation and of a partnership, respectively, including formation;
acquisitions of assets; acquisitions of stock (or of partnership interests,
including transfers); distributions; redemptions; and liquidations. In addition, it discusses other key U.S. federal income tax matters, including the
“substance over form” doctrine; characterization of an instrument as debt
or equity; discharge of indebtedness income; worthless stock and bad
debt deductions; and amortization of intangibles. Finally, a copy of a tax
due diligence checklist that can be utilized by acquirers of assets or equity
interests is included as Appendix 6-A.
This chapter does not address: state or local income taxes that also
may be imposed on a transaction where at least one of the parties to the
transaction is formed in or located in that state or locality, or on a transaction that has a connection to a particular state or locality; the international dimensions of U.S. federal income tax; nor the U.S. federal income
tax laws applicable to the use of employees and independent contractors.
The international tax component to the U.S. federal income tax system is
addressed in the next, companion chapter; this chapter is intended as
the foundation for Chapter 7. The U.S. federal income tax laws applicable to the use of employees and independent contractors is discussed in
Chapter 9.
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GENERAL OVERVIEW OF U.S. INCOME TAX SYSTEM

Business conducted in the United States may be subject to as many
as three separate income taxes: federal, state, and local. The U.S. Congress (“Congress”) enacts federal income tax laws; federal tax regulations are drafted by the U.S. Department of the Treasury (“Treasury”) and
the IRS, and subsequently issued jointly by Treasury and the IRS. The
federal income tax laws of the United States apply to the worldwide
income of all United States citizens, residents, and business entities, as
well as the income from carrying on a trade or business within the United
States by non-U.S. persons.
The legislature of each state is responsible for developing state
income tax laws, which vary widely from state to state. The income tax
laws of a particular state generally apply only to residents of that state and
businesses operating in that state. Many states have empowered local
authorities within a state to implement local income tax laws.
[A] Sources of U.S. Federal Income Tax Authority
The foundation of the U.S. federal income tax system is the Internal
Revenue Code. Congress first enacted tax statutes in 1873; however, the
current version of the Internal Revenue Code traces its roots back to
1913. There have been major revisions to the Internal Revenue Code
since that time, with the latest occurring in 1986. Between 1986 and the
present, numerous amendments to the Internal Revenue Code have been
made. Consequently, the current U.S. federal income tax system is based
upon the Internal Revenue Code of 1986 with amendments (“the
Code”).1
The Code is not the sole source of legal authority for taxpayers subject to federal income tax. Taxpayers must comply with Treasury Regulations and judicial authorities, and must consider IRS written
determinations in specific cases, including Revenue Rulings and Revenue Procedures that, by their terms, apply broadly to all taxpayers. In
addition, the IRS provides specific written advice in the form of Technical Advice Memoranda, Field Service Advice, and Private Letter Rulings, among others.

1

Title 26 of the United States Code, 26 U.S.C. § 1, et seq.
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[1] Taxation on Worldwide Income
The United States imposes a tax on the worldwide income of “U.S.
Persons.” For this purpose, a “U.S. Person” includes:
(a) An individual who is a citizen of the United States or is treated
as a resident of the United States for U.S. federal tax purposes;
(b) A partnership that is created or organized in or under the laws
of the United States or any state thereof (including the District
of Columbia). For this purpose, a partnership may also include
a syndicate, group, pool, joint venture, or other unincorporated
organization through which any business, financial operation,
or venture is carried on;
(c) A corporation or other entity treated as a corporation that is created or organized in or under the laws of the United States or
any state thereof (including the District of Columbia); and
(d) Certain estates and trusts.
The United States also imposes a tax on certain non-U.S. individuals, partnerships, corporations, estates, and trusts on the portion of their
income that is “effectively connected with” the conduct of a U.S. trade
or business. A more detailed discussion of this topic is included in Chapter 7.
[2] Annual Taxation/Calendar and Fiscal Taxable Years
The U.S. federal income tax regime is based upon a “taxable year.”
Taxpayers, in certain instances, may select their “taxable year,” which is
not necessarily the calendar year. For example, a C corporation may
select its own taxable year, while an S corporation generally must have a
taxable year ending December 31 unless a business purpose for using a
different taxable year is established.2 A partnership must use the common
taxable year of more than 50 percent of the partners, if one exists, unless
a business purpose for a different taxable year is established to the satisfaction of the Treasury.

2

Differences between C and S corporations will be explained in § 6.02[B][1] infra.

6-7

§ 6.02[A]

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

[3] Accounting Methods—Generally
A taxpayer is required to use one or more “methods of accounting”
to compute the amount of recognizable taxable income or loss that he will
report to the IRS resulting from transactions undertaken during a taxable
year. A “method of accounting” is understood for taxes to refer to any
regularized practice or procedure for determining when to recognize
items of income and expense. A taxpayer is required to compute taxable
income under the method of accounting that the taxpayer regularly uses
to compute his income in keeping his books. However, when a taxpayer
does not regularly use a method of accounting, or when the method used
does not clearly reflect the income of the taxpayer, the computation of
taxable income must be made under a method that does clearly reflect
income in the opinion of the U.S. Secretary of the Treasury (or his or her
delegate).
There are four permissible methods for computing taxable income:
(1) cash receipts and disbursements (the “cash method”); (2) accrual; (3)
any other method permitted by Chapter 1 of the Code; and (4) any combination of the prior three methods as permitted in Treasury Regulations.
The cash and accrual methods are the most frequently used, but a taxpayer’s particular circumstances may require some other accounting method.
Income is recognized, under the cash method, in the year of actual
or constructive receipt. Expenses are deductible in the year of actual payment. The year in which the income is earned or the expense is incurred
is not determinative of the year in which recognition is to occur for tax
purposes.
The cash method is not available for taxpayers who meet one of the
following three requirements: (1) C corporations with average annual
gross receipts in excess of $5 million; (2) partnerships (other than farming businesses) with both a C corporation (other than a qualified personal
service corporation) as a partner and average annual gross receipts of
more than $5 million; and (3) taxpayers involved in tax shelters.
Income is recognized under an accrual method in the year in which
(1) all the events have occurred that fix the taxpayer’s right to receive the
income, and (2) the amount of the income may be determined with reasonable accuracy. All events that fix the right to receive income need not
occur in the same year. When relevant events occur over two or more
years, the right to receive income becomes fixed in the year in which the
last event occurs. Expenses are deductible in the year in which (1) all
events have occurred that establish the fact of liability; (2) the amount of
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the liability can be determined with reasonable accuracy; and (3) economic performance has occurred. Just as with items of income, all events
that establish the fact of liability and economic performance need not
occur in the same year. However, a deduction is available only in the first
year by which all three conditions have been satisfied.
When a taxpayer is engaged in one or more trades or businesses, the
taxpayer may use a different method of accounting for each trade or business, but must continue to use the same method of accounting in computing his taxable income until he requests and receives Treasury’s
consent to change, which is done by filing IRS Form 3115 (Application
for Change in Accounting Method). The IRS may require a taxpayer to
revert to his original method of accounting, even if the original method
of accounting were an impermissible method, if the taxpayer were to have
made a change without consent.
[4] Reporting Requirements/Due Dates
This subsection discusses certain reporting requirements relating to
annual tax return due dates, tax shelters, and information statements.
[a]

Annual Tax Returns/K-1s

Every domestic entity is required to file a federal income tax return
or informational return each year. The time for filing the return depends
upon whether the entity’s taxable year is a calendar year or a fiscal year,
the type of tax, and the type of return.
A corporation whose taxable year is a calendar year must file its federal income tax return on either IRS Form 1120 (U.S. Corporation
Income Tax Return), for domestic corporations, or IRS Form 1120-F
(U.S. Income Tax Return of a Foreign Corporation), for foreign corporations, on or before March 15 following the close of the taxable year. A
corporation that has a fiscal year for its taxable year must file its U.S. federal income tax return on or before the fifteenth day of the third month
following the close of the taxable year. For example, a corporation with
a March 31 fiscal year end must file its U.S. federal income tax return for
the prior taxable year on or before June 15. A corporation has the option
to file an IRS Form 7004 (Application for Automatic Extension of Time
To File Certain Business Income Tax, Information, and Other Returns) to
request an automatic six-month extension of the due date for the original
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return as long as the extension is requested on or before the due date of
the original return. This extension request, however, does not relieve the
corporate taxpayer of its obligation to pay all U.S. federal income tax due
on or before the original due date of the federal income tax return.
A domestic partnership must file a federal income tax return on IRS
Form 1065 (U.S. Return of Partnership Income) for each taxable year
unless that partnership has no income, deductions, or credits for that taxable year. The partnership return must be filed on or before the fifteenth
day of the fourth month following the end of the partnership’s taxable
year. For calendar year partnerships, the due date for the partnership
return is April 15 for the preceding taxable year. A partnership has the
option to file an IRS Form 7004 (Application for Automatic Extension of
Time To File Certain Business Income Tax, Information, and Other
Returns) to request an automatic five-month extension of the due date for
the original return as long as the extension is requested on or before the
due date of the original return. For calendar year partnerships that have
filed a timely and valid IRS Form 7004 requesting a five-month extension, the extended due date for the partnership return is September 15 for
the preceding taxable year. The partnership also will provide information
statements (i.e., Schedule K-1s) to each of the partners in the partnership
on or before the due date for the partnership return. These Schedule K-1s
will furnish each partner’s share of the partnership’s income, deductions,
and credits for the taxable year.
[b]

Tax Shelters

Taxpayers who participate in so-called “reportable transactions” are
required to disclose their participation on an IRS Form 8886 (Reportable
Transactions Disclosure Statement), which is attached to the taxpayer’s
timely filed federal income tax return for the taxable year. For this purpose, a reportable transaction includes: (1) listed transactions that the IRS
has determined to be a tax avoidance transaction and identified by notice,
regulations, or other form of published guidance as a listed transaction;
(2) confidential transactions that are offered to a taxpayer under conditions of confidentiality and for which the taxpayer has paid an adviser
such as a lawyer or an accountant a minimum fee;3 (3) transactions for
3

Not all transactions for which a taxpayer has paid an adviser such as a lawyer or an
accountant a minimum fee require the taxpayer to comply with a reporting obligation. A
reporting obligation exists when the adviser requires the taxpayer to limit the disclosure
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which the taxpayer or a related party has the right to a full or partial
refund from an adviser of fees if all or part of the intended tax consequences from the transaction were not sustained; (4) certain transactions
in which a taxpayer claims a loss generally in excess of $10 million for
a single taxable year or $20 million for any combination of taxable years;
and (5) transactions that are the same or substantially similar to one of
the types of transactions that the IRS has identified by notice, regulation,
or other form of published guidance as a transaction of interest. A taxpayer’s failure to include such a disclosure statement on a timely filed return
subjects the taxpayer to penalties, which, in certain cases, may not be
waived or abated.
[c]

Information Statements

Taxpayers who engage in certain transactions, including exchanges,
distributions, and reorganizations, are required to attach information
statements to their U.S. federal income tax returns for the year in which
such transactions occur. Typically, these transactions include: (1) a taxfree liquidation of a corporation that meets the requirements of Section 332
of the Code; (2) an exchange of property for stock that meets the requirements of Section 351 of the Code; (3) a tax-free distribution of stock that
meets the requirements of Section 355 of the Code; and (4) a tax-free
reorganization under Section 368 of the Code. Failure to file these information statements may expose a taxpayer to monetary penalties.
[5] Statements of the IRS’s Position
The IRS answers inquiries of individuals and organizations, “whenever appropriate in the interest of sound tax administration,” about the tax
effects of their acts or transactions, or about their status for U.S. federal
tax purposes. Answers are provided through either revenue rulings or private letter rulings, both of which describe the IRS’s conclusions regarding how the U.S. federal income tax laws apply to a set of facts. A

of the tax treatment or tax structure of the transaction for purposes of keeping confidential the adviser’s tax strategies. Caution should be exercised when hiring an adviser should
the adviser require such limitations on disclosure as part of the engagement, as it is possible that the tax treatment or tax structure of the transaction may not be supportable under
applicable U.S. federal income tax law.
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revenue ruling has a generic set of facts upon which the IRS conclusion
is reached, whereas a private letter ruling has facts that are specific to one
particular taxpayer’s circumstances. All taxpayers with the same facts as
those set forth in a revenue ruling can rely on its conclusions, while reliance on the private letter ruling is exclusive to the requesting taxpayer.
The IRS provides taxpayers with other statements of the IRS’s position with respect to a particular U.S. federal income tax item or practice
before the IRS, most commonly in one of the following forms: (1) revenue procedures; (2) technical advice memoranda; (3) determination letters; (4) chief counsel advice; (5) acquiescences; (6) the Internal Revenue
Bulletin; (7) the Internal Revenue Manual; (8) information letters; (9)
news releases and other publications; and (10) oral communications.
Some of these statements, such as revenue procedures, can be used and
cited by taxpayers as precedent, while others cannot. The statements that
cannot be used or cited as precedent, however, are instructive as to the
IRS’s analysis of a particular issue.
A revenue procedure provides guidance to taxpayers on the procedures that taxpayers must follow for obtaining letter rulings, information
letters, and making other requests of the IRS. A technical advice memorandum is the response in memorandum form of the IRS National Office
to the IRS field offices to any technical or procedural question developed
during “any proceeding” about the interpretation and application of tax
law, tax treaties, regulations, revenue rulings, notices, or other precedents
to “a specific set of facts.” IRS district directors issue determination letters in response to written taxpayer inquiries, applying principles and
precedents previously announced by the IRS National Office to specific
facts in the inquiry. Chief counsel advice is guidance to IRS field personnel in response to requests for legal guidance on specific taxpayer
issues. A statement of acquiescence or nonacquiscence by the IRS is a
public announcement as to whether the IRS will follow the holding of a
court in a particular case.4 The IRS publishes in the Internal Revenue
4
The IRS is bound to change its policies due to an adverse decision of the U.S.
Supreme Court, but not of other lower federal courts, including the U.S. Tax Court. The
IRS, at times, will indicate whether it will acquiesce or refuse to acquiesce (i.e., “nonacquiesce”) to an adverse decision by any of the lower federal courts. When the IRS does
acquiesce to an adverse decision, it adopts the decision as the general policy of the IRS.
When the IRS issues a statement of nonacquiescence to an adverse decision, that adverse
decision must still be followed by the IRS provided the decision could be used or cited as
precedent in an applicable court; however, the IRS is not required to follow that decision
in other courts.
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Bulletin official IRS rulings and procedures and Treasury Decisions,
executive orders, tax conventions, legislation, court decisions, and other
items of general tax interest. The Internal Revenue Manual compiles
the policies, procedures, instructions, and guidelines governing the IRS’s
organization and operations. An information letter is an IRS statement
calling attention to what the IRS believes to be a well-established interpretation or principle of U.S. federal income tax law; however, such statements are not applied to a specific set of facts. The IRS issues an
information letter to provide general information that the IRS thinks will
assist the individual or the organization making the request.
[a]

IRS Private Letter Ruling Process

Taxpayers may request the IRS’s opinion as to U.S. federal income
tax treatment of a particular transaction prior to the filing with the IRS of
a tax return or report, including information related to the transaction that
may be required by law. Typically, a taxpayer will ask the IRS to provide
a private letter ruling on the taxpayer’s specific facts to assure that the
IRS and taxpayer agree upon the tax consequences resulting from the taxpayer’s particular transaction. Taxpayers may request from the IRS determination letters, as well as other forms of advice on related procedures,
such as closing agreements, information letters, and oral advice. Although
the IRS charges fees, ranging from $275 up to $14,000, to process such
requests, taxpayers’ requests are common occurrences. In addition, taxpayers usually pay lawyers and accountants to prepare such requests and
to supplement them as may be needed after a request has been filed.
Because of the potentially significant cost, it is prudent to consider the
potential value of benefit or risk mitigation beforehand. In some circumstances, a taxpayer may decide that the actual cost for advice may exceed
any expected benefits.
The IRS issues numerous revenue procedures each year. Usually,
the first two issued each year explain the requirements for obtaining a private letter ruling or other form of advice. Failure to abide by these
requirements delays the IRS’s processing of the request or, in some circumstances, results in the IRS requiring the taxpayer to restart the request
process.
The IRS provides, in the third revenue procedure issued each year,
a list of those substantive tax areas in which the IRS will not provide
advice to taxpayers. The IRS also specifies other circumstances in which
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it will not issue advice, including: (1) when identical issues are already
under examination by an IRS field office, under consideration by IRS
Appeals, or pending in litigation in a case involving the same or a related
taxpayer; (2) when the request is prior to the issuance of a regulation or
other published guidance covering the same tax area as the advice
requested by taxpayers; (3) when the request pertains to issues that the
IRS regards as “frivolous;” and (4) when the transaction that is the subject of the ruling request has not been completed.
The nature of a request for advice and the IRS’s workload determine processing time, which is usually anywhere between one month and
one year following the initial submission by the taxpayer. The IRS typically will want the taxpayer to provide additional information, or will
want to talk with the taxpayer about the request. The IRS will make
requested advice public in the Internal Revenue Bulletin without disclosing taxpayer-specific information (e.g., name, address, taxpayer identification number). The IRS can, in rare circumstances, modify or revoke the
private letter ruling even after it has been issued to a taxpayer.
Local IRS offices must follow private letter rulings obtained by a
taxpayer from the IRS National Office in determining such taxpayer’s
U.S. federal income tax liability with respect to the particular matter
addressed by the private letter ruling, subject to verification of certain
underlying facts and law. Prior to following the private letter ruling, the
local IRS office determines: (1) whether the taxpayer has applied properly the private letter ruling to the taxpayer’s specific facts; (2) whether
the representations made by the taxpayer in obtaining the private letter
ruling were accurate and supported by later events; (3) whether the transaction was carried out substantially as described in the private letter ruling; and (4) whether there has been any change in the law applicable to
the period during which the transaction or a continuing series of transactions was completed.
[6] Circular 230
Many taxpayers rely on tax professionals, typically lawyers and
accountants, to represent them in dealing with the IRS. The Treasury has
issued rules governing the conduct and recognition of such persons in
Treasury Circular 230 (“Circular 230”), which is intended to encourage
current best practices and restore public confidence in tax professionals.
Concerns as to the contents of Circular 230 usually arise in the context of
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U.S. federal income tax return preparation and the provision of written
tax advice.
[7] IRS Audit Process
The IRS routinely selects to audit federal tax returns, especially
those filed by large corporate taxpayers. Most taxpayers, however, are
never audited. Only those tax returns for which the statute of limitations
for review and assessment remains open (generally three years following
the due date or the filing date of the return, whichever is later) may be
audited. Once a taxpayer’s return is selected for audit, an IRS revenue
agent is assigned, the IRS informs the taxpayer, and the revenue agent
contacts the taxpayer to schedule an appointment for an examination. For
corporate returns, contact is made with the treasurer of the corporation or
another executive directly connected with the preparation of the return.
For partnership returns, the partner designated for tax matters is contacted. The IRS expects that, frequently, the revenue agent will be
referred to the taxpayer’s accountant or attorney to set a date for the
appointment. Once the revenue agent ensures that an IRS Form 2848
(Power of Attorney and Declaration of Representative) is on file, he will
contact the taxpayer’s representative to schedule an examination. This
examination will take place either at the IRS’s offices or at the taxpayer’s
place of business (in the case of corporations or partnerships).
Either prior to or after an examination, a revenue agent may request
the taxpayer to provide information that “may be” relevant or material. A
taxpayer may choose not to furnish the IRS with the information
requested, but the revenue agent has the power to issue a summons directing the taxpayer or the keeper of the records to produce the requested
information. Taxpayers usually comply with IRS requests for additional,
non-privileged information without awaiting a summons.
Following an examination, the revenue agent issues a report that
typically identifies those areas in which the IRS agrees that the taxpayer
reported an item correctly (i.e., “no change areas”), as well as those items
in which the IRS disagrees with the taxpayer’s reporting. In the latter
case, the revenue agent specifies adjustments to be made to the taxpayer’s return and may, in certain circumstances, assert that penalties and
interest are due and owing to the IRS in addition to any additional tax that
may be due as a result of the revenue agent’s adjustments. A taxpayer
must respond to the IRS directly or initiate litigation should the taxpayer
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disagree with the agent’s adjustments. The due date for this response or
initiation of litigation varies; however, when a timely response is not sent
or a lawsuit is not timely initiated, the IRS may assess the taxpayer for
any additional tax that may be due and owing.
[a]

TEFRA

Partnerships are tax-reporting, not tax-paying, entities. In 1982,
Congress added to the Code the so-called “TEFRA” rules that require tax
treatment for certain partnership items, such as income, loss deductions,
and credits, to be determined in a single, unified partnership-level proceeding, rather than in separate proceedings for each partner.5 Good counsel is needed for a partnership audit pursuant to the TEFRA rules because
of their complexity.
[8] Civil (Monetary) and Criminal Penalties
Failure to comply with the internal revenue laws and regulations of
the United States can result in the imposition of criminal or civil (i.e.,
monetary) penalties, or both. When the IRS imposes any type of monetary penalty as a result of a failure to pay any amount of tax, it is highly
likely that the taxpayer will owe the IRS interest, at a rate varying
monthly, on the amount of the underpayment.
Criminal penalties may be imposed in a variety of situations. An
attempt to willfully evade or defeat paying U.S. federal income taxes is
considered a felony and can result in a fine of not more than $100,000
($500,000 in the case of a corporation) and/or imprisonment of not more
than five years per violation. Corporate exposure to criminal penalties
potentially means exposure to imprisonment for corporate officers, directors, employees or even shareholders were they found to have caused the
corporation to engage in income tax evasion, participate in a scheme to
avoid taxes, or fail to file a return. The most celebrated of tax-related
cases may be Al Capone who, for all his criminal acts, was imprisoned
for income taxevasion.
A willful failure to file a return or to pay an estimated tax is considered a misdemeanor and can result in a fine of not more than $25,000
($100,000 in the case of a corporation) and/or imprisonment of not more
5

TEFRA is an acronym for the Tax Equity and Fiscal Responsibility Act of 1982.
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than one year per violation. And when a taxpayer files a fraudulent U.S.
federal income tax return, statement, or other document he knows to be
false as to any material matter, he can be fined up to $10,000 ($50,000 in
the case of a corporation) and/or imprisoned for not more than one year
per violation. The statute of limitations for criminal offenses generally
ranges from three to six years from the date of the offense.
The IRS can impose monetary penalties without imposing criminal
penalties. The IRS may assess a penalty of 0.5 percent per month (up to
25%) of the total tax due for failure to file a U.S. federal income tax
return by the return’s due date. When the neglect to file is found to be
willful, however, there may be criminal penalties.
An inaccurate tax return can yield a penalty equal to 20 percent of
the understated amount of tax. The penalty is increased to 30 percent
where a taxpayer has an understatement of tax related to a tax shelter and
the tax shelter has not been disclosed adequately on the taxpayer’s return.
[9] Controversy/Litigation
When the IRS determines that a taxpayer owes additional tax, the
IRS issues a notice to the taxpayer with supporting reasons. The taxpayer
can either resolve any disagreements through an administrative negotiation and settlement process with the IRS Appeals Office, or can sue the
government. Venue may be appropriate in the U.S. Tax Court, a federal
district court, or the U.S. Court of Federal Claims. The rules and procedures vary in these different courts, making the choice of forum particularly important.
[a]

IRS Appeals Office

The IRS, in order to minimize expenditures of time and money by
the government and taxpayers, encourages negotiations and settlement
rather than litigation. The IRS Office of Appeals processes tens of thousands of cases each year and reaches a settlement agreement in approximately 85 to 90 percent of them.
The IRS Office of Appeals is an independent office of the IRS and
is not bound by the determinations of IRS revenue agents at the end of
the examination process. It has jurisdiction over a wide range of cases
including: (1) pre-assessment cases, involving income, estate, gift, and
miscellaneous excise tax (whether before or after a notice of deficiency
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has been issued) as well as employment and certain excise tax liabilities;
(2) post-assessment penalties; (3) initial or continuing tax exemption or
foundation classification; (4) seizures, levies, and Notices of Filing a Federal Tax Lien; (5) jeopardy levies; (6) claims for refund and settlement of
refund suits; (7) IRS offers in compromise and installment agreements;
and (8) administrative costs and interest abatements.
Even when a case fits within one or more of the categories set forth
above, the IRS Office of Appeals may not have jurisdiction without
approval from another party. The IRS Office of Appeals does not have
jurisdiction over cases that: (1) are already docketed in a court; (2) concern
penalties for fraud; (3) are criminal cases; (4) involve a refund or credit
in excess of $2 million without the approval of Congress’ Joint Committee
on Taxation; (5) are interrelated, where taxpayers may take inconsistent
positions with respect to the same item or transaction; (6) involve
bankruptcy; and (7) concern constitutional and religious arguments.
In many situations, a particular case is sent to the IRS Office of
Appeals from a local office prior to the IRS sending a statutory notice
of deficiency to a taxpayer. Once a case is transferred to the IRS Office
of Appeals, an IRS Appeals Officer is assigned and begins the review process. An IRS Appeals Officer gathers and reviews documentation from
the IRS examination team and from the taxpayer before making an independent assessment of the merits of positions taken. The IRS Appeals
Officer then meets with the taxpayer at least once in person seeking
settlement. Settlement leads to a binding, written contract with the IRS to
close the matter. Should the IRS Office of Appeals be unable to reach a
settlement, it will issue the taxpayer a statutory notice of deficiency. Upon
receipt of the notice, a taxpayer must decide whether to sue the IRS, pay
the assessed amount and seek a refund, or permit the IRS to assess the
amount due. The taxpayer in a civil tax controversy can select among
three different court forums.
[b]

U.S. Tax Court

Congress created the U.S. Tax Court, headquartered in Washington,
D.C., with limited authority to adjudicate matters involving “deficiencies,” a specially defined statutory term, in income, gift, or estate tax and
certain excise taxes on private foundations and foundation managers, but
not other types of taxes such as employment taxes. In addition, in certain
situations, the Tax Court has jurisdiction over overpayments of tax.
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Unlike judges in the U.S. District Court and U.S. Court of Claims, Tax
Court judges may travel to various locations in the United States to hear
cases. The Tax Court is different from those other courts.
There are 19 Tax Court judges appointed by the President for
15-year terms. The Tax Court’s Chief Judge also appoints special trial
judges, whose jurisdiction is limited to: (1) declaratory judgment proceedings; (2) small cases where the amount in dispute generally does not
exceed $50,000; (3) proceedings where neither the amount of deficiency
in dispute, as defined under the small case statute, nor the amount of an
overpayment, exceeds $50,000; and (4) any other proceeding the Chief
Judge may designate.
A taxpayer is required to file a petition generally within 90 days, but
up to 150 days in the case of proceedings involving partners in TEFRA
partnerships, following the receipt of a notice of deficiency to bring suit
in the Tax Court. The Tax Court is not a so-called “refund forum.” Unlike
tax matters brought before a U.S. District Court or the U.S. Court of
Claims, taxpayers do not have to make payment to the IRS of the deficiency amount in order for the Tax Court to have jurisdiction. The Tax
Court does not allow jury trials and has its own rules of practice and procedure, which may differ from the Federal Rules of Civil Procedure. For
example, the Tax Court requires parties to stipulate to the facts of a case.
The Tax Court will follow its own past judicial precedent, and is not
bound to follow decisions of the U.S. District Court or the U.S. Court of
Federal Claims when deciding a particular matter. The Tax Court, however, must interpret and apply the relevant tax law for a particular matter
consistently with the Court of Appeals for the jurisdiction in which the
taxpayer resides, even if that Court’s past judicial precedent were to have
been inconsistent with the Tax Court’s judicial precedent.6 Such Courts
of Appeals have exclusive jurisdiction to review decisions of the Tax
Court in the same manner and to the same extent as decisions of district
courts in civil actions tried without a jury.
[c]

U.S. District Court

There are 94 federal judicial districts throughout the United States,
including at least one district in each state, the District of Columbia, and
Puerto Rico. In addition, the territories of the Virgin Islands, Guam, and
6

The venue for a Tax Court trial has no correlation to the venue for the appeal of a
Tax Court decision.
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the Northern Mariana Islands have federal district courts. There are over
650 presidentially appointed District Court judges with life tenure. The
District Courts, within their defined geography, have jurisdiction over
almost all categories of federal cases, including civil and criminal tax matters.
Whereas the Tax Court hears unsettled disputes over deficiencies
where the IRS says a taxpayer has not paid enough, the U.S. District
Court is where taxpayers sue for refunds. Therefore, unlike in the Tax
Court, here taxpayers must first pay all amounts the IRS says are due and
claim a refund that the IRS will have disallowed or failed to address for
six months. The Federal Rules of Civil Procedure then control. The taxpayer must file a complaint; there is discovery and a trial as in all other
civil matters in district court, including the possibility of trial by jury.
Whereas in Tax Court counsel for the United States come from the Chief
Counsel’s office at the IRS, in district court, attorneys from the U.S.
Department of Justice’s Tax Division represent the Government.
[d]

U.S. Court of Federal Claims

The U.S. Court of Federal Claims, headquartered in Washington,
D.C. and also created by Congress, has limited authority to adjudicate
matters involving claims for money that arise from the U.S. Constitution,
federal status, executive regulations, or an express or implied-in-fact contract with the United States Government. Similar to the Tax Court, judges
of the U.S. Court of Federal Claims may travel to other locations in the
United States to hear cases.
The U.S. Court of Federal Claims has 24 presidentially appointed
judges serving 15-year terms. The court also has Special Masters,
restricted to certain vaccine injury cases.
Prior to initiating suit in the U.S. Court of Federal Claims, a taxpayer must consider the following nuances that may directly impact the
outcome of the case. First, unlike the Tax Court, a taxpayer must pay all
amounts due to the IRS in order for the U.S. Court of Federal Claims to
have jurisdiction over a matter. A taxpayer generally obtains judicial
review under the refund method by instituting a suit for refund in the U.S.
Court of Federal Claims, having first paid the full amount of the contested tax and having filed a claim for refund that the IRS has either disallowed or failed to act upon for six months. Second, a refund suit in the
U.S. Court of Federal Claims is commenced by the filing of a complaint
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and goes through the discovery and trial phases of a case in the same
manner as other federal litigation. Third, the Federal Rules of Civil Procedure are the governing practice and procedural rules in a matter before
the U.S. Court of Federal Claims. Fourth, the U.S. Court of Federal
Claims does not allow a trial by jury. Fifth, attorneys from the U.S.
Department of Justice’s Tax Division represent the Government in matters before the U.S. Court of Federal Claims. Finally, and at times most
important, prior judicial precedent can apply from the Tax Court or a U.S.
District Court.
[B] Choice of Entity—Tax Implications
Organizational forms—corporations, partnerships, limited liability
companies, and sole proprietorships—the subject of chapters on mergers
and acquisitions, have significantly different tax implications.
[1] Corporation
The two most common types of corporations for U.S. federal
income tax purposes are the “C corporation” and the “S corporation.”
Whereas a C corporation is an independent taxpaying entity that pays corporate income tax on its earnings regardless of ownership (even when the
owner may itself be a tax-exempt organization), an S corporation is not a
taxpaying entity and its shareholders report their allocable share of the S
corporation’s income expenses, gains, losses, and credits on their individual U.S. federal income tax returns. Not all corporations will qualify
as S corporations as a result of strict qualification requirements.
[2] Partnership
A partnership, like an S corporation, is a so-called “pass-through”
entity and does not, itself, pay taxes. Partners report on their U.S. federal
income tax returns an allocable share of the partnership’s income,
expenses, gains, losses, and credits for a given year. A partnership may
include a legal partnership recognized under state law, as well as a syndicate, group, pool, joint venture, or other unincorporated organization
through which any business, financial operation, or venture is carried on.
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[3] Limited Liability Company
A domestic limited liability company (“LLC”) is a hybrid entity for
U.S. federal tax purposes. When the domestic LLC has only one owner
(i.e., a single-member LLC), it is treated as a so-called “disregarded
entity,” and is ignored for U.S. federal tax purposes. The assets and
liabilities of the single-member LLC are treated as assets and liabilities
of the owner of the LLC. When the LLC has more than one owner, it may
be treated either as a partnership, the default classification, or as an association taxable as a corporation.
[4] Sole Proprietorship
A sole proprietorship is not an independent taxpaying entity.
Instead, it is treated as a so-called “pass-through” entity, as its owner
reports the sole proprietorship’s income, expenses, gains, losses, and
credits on his individual U.S. federal income tax return.
[5] Entity Classification Election—IRS Form 8832
A domestic LLC, as well as some foreign entities, may make an
election to choose, or change, its classification for U.S. federal tax purposes by filing an IRS Form 8832 (Entity Classification Election). This
entity classification election provides a significant amount of flexibility
in planning business transactions, especially in the international context,
where a taxpayer can have an entity recognized for state law (or foreign
law) purposes including limited liability, but ignored for U.S. federal tax
purposes. Only one such change for an entity may be made every 60
months. The entity classification election may have a retroactive or
delayed effective date, but the retroactive date may not be more than 75
days prior to the date the form is filed and the delayed effective date may
not be more than 12 months after the form is filed.
Taxpayers elect to change an entity’s classification for U.S. federal
tax purposes in order to satisfy the requirements of various provisions of
the Code to achieve tax or business objectives. Most often, but not
always, changes to entity classification are made to convert an entity
taxed as a corporation for U.S. federal tax purposes, to a disregarded
entity to eliminate the double layer of taxation that applies to corporations under the U.S. federal income tax system.
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CORPORATE LIFE CYCLE—KEY TAX PROVISIONS

At each stage in the lifecycle of a corporation, from formation
through liquidation, a taxpayer must consider whether it wants to pay currently U.S. federal income tax or explore possible opportunities to avoid
or defer the payment of U.S. federal income tax. This decision by the taxpayer has a material impact on the transactions from formation through
liquidation of a corporation. There can be advantages, and disadvantages,
arising from paying taxes on a current basis, or deferring them.
[A] Formation—Taxable/Tax Free
The formation of a corporation and the related exchange of cash and
other property for stock is a “taxable event” in which gain or loss is recognized unless the Code provides otherwise. Hence, there are tax implications immediately upon the formation of a corporation.
Section 351 of the Code provides that “[n]o gain or loss shall be recognized if property is transferred to a corporation by one or more persons
solely in exchange for stock in such corporation and immediately after the
exchange such person or persons are in control (as defined in Section
368(c)) of the corporation.” Consequently, the following requirements
must be met for no gain or loss to be recognized: (i) there must be a transfer of “property” to a corporation;7 (ii) the transfer must be made solely
in exchange for “stock;” and (iii) “control” of the transferee corporation
must be possessed by the transferor or the co-transferors immediately
after the transfer. Liabilities of the shareholder may be assumed by the
corporation without triggering the recognition of gain on the transfer
(and, thus, without incurring a tax liability) except to the extent the sum
of the liabilities assumed exceeds the total adjusted basis of the property
transferred. When there is such an excess in liability, it is treated as gain
from the sale or exchange of such property, and is subject to U.S. federal
income tax.
The non-recognition rule of Section 351 does not apply to transfers
of property to a corporation that would be treated as an “investment company,” even though the other requirements for non-recognition may otherwise be satisfied. An “investment company” for these purposes
7

Section 351 of the Code does not provide a list of items that would be treated as
“property” for purposes of these provisions. It does, however, provide a limited set of
items that would not be considered “property.”
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includes: (1) a regulated investment company; (2) a real estate investment trust; (3) a corporation more than 80 percent of whose assets
(excluding cash and nonconvertible debt securities) are held for investment and consist of readily marketable stock or securities, or of interests
in regulated investment companies or real estate investment trusts.
When the above requirements are met, the shareholder’s adjusted
basis in the corporate stock received equals the shareholder’s aggregate
adjusted basis in the property transferred to the corporation. The shareholder’s holding period for the corporate stock received includes the
holding period that it had in the assets transferred to the corporation, provided that the assets transferred constituted capital assets in the hands of
the shareholder. The corporation’s basis in the property received from the
shareholder generally is the same as the shareholder’s basis in the property, increased by the amount of any gain recognized by the shareholder.
The corporation’s holding periods for the assets transferred by the shareholder include the shareholder’s holding periods for the same assets.
EXAMPLE 1:
USAW forms a new corporation, NewCo, and transfers property
with an adjusted basis of $1,000 and a fair market value of $9,000
to NewCo in exchange for all of NewCo’s stock.
This transaction meets the requirements of Section 351 and is not
taxable to either USAW or NewCo. USAW has a tax basis of $1,000
in its NewCo stock worth $9,000. NewCo has a tax basis of $1,000
in the property contributed to NewCo by USAW.
[B] Acquisition of Assets
An acquisition of assets from a corporation is a “taxable event” in
which gain or loss is recognized, unless the Code provides otherwise.
When assets of a corporation are sold or exchanged for cash or other
property, gain or loss is recognized. However, when assets of a corporation are transferred to another corporation through a merger, consolidation, or some other form of “reorganization” of a corporation for U.S.
federal income tax purposes, gain or loss may not be recognized.
One important distinguishing feature between a taxable sale of
assets and a tax-free asset reorganization is that an acquirer’s basis for tax
purposes in assets purchased in a taxable sale is adjusted to equal the
amount paid for the assets in the case of a taxable sale, whereas the
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acquirer’s basis for tax purposes in assets acquired through a tax-free asset
reorganization is not adjusted to equal the fair market value of the stock
exchanged for the assets. This basis differential to an acquirer resulting
from a taxable sale versus a tax-free reorganization should be considered
at the time of the acquisition because it will impact an acquirer’s depreciation deduction amounts as well as any computations of gain or loss from a
subsequent sale of the acquired assets. Acquisitions of stock normally are
not treated as asset acquisitions for any purposes (and therefore are not
taxable events to the acquired corporation), but there are two situations,
described below, in which an acquisition of stock of an acquired corporation is treated as an acquisition of assets for tax purposes, resulting in an
adjustment of the basis in assets to fair market value.
[1] Taxable Sale of Assets
Assuming that there are no applicable Code provisions that provide
otherwise, when the corporation’s tax basis in an asset that is sold is less
than the amount received from the sale of the asset, the corporation recognizes taxable gain upon the sale. Conversely, when the corporation’s
tax basis in an asset that is sold is greater than the amount received from
the sale, the corporation recognizes a taxable loss upon the sale.
EXAMPLE 2:
NewCo sells the property that it received in Example 1 to a third
party for $12,000.
NewCo recognizes taxable gain on the transaction of $11,000 calculated as follows:
Amount Realized: $12,000
Less: Tax Basis: –$ 1,000
Gain Recognized: $11,000
EXAMPLE 3:
NewCo sells the property that it received in Example 1 to a third
party for $800.
NewCo recognizes taxable loss on the transaction of $200 calculated as follows:

6-25

§ 6.03[B]

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

Amount Realized: $ 800
Less: Tax Basis: –$1,000
Loss Recognized: $ 200
[2] Tax-Free Reorganizations
The term “reorganization,” for tax purposes, is very different than a
business reorganization. For tax purposes, the term “reorganization” can
apply to both stock and asset reorganization, including mergers, consolidations, acquisitions of the assets of a corporation, acquisitions of the
stock of a corporation, recapitalizations, and changes in the form or place
of organization. If a transaction were to qualify as a tax-free reorganization, tax would not be paid with respect to the transaction.
Whether a particular transaction meets the qualifications of a taxfree reorganization is a negotiation point for buyers and sellers because a
seller in a tax-free reorganization has the payment of taxes on the appreciation of stock or assets deferred until some future date, whereas a buyer
has paid fair market value to acquire either stock or assets and has a basis
in the stock or assets acquired equal to the seller’s pre-reorganization
basis. Thus, any tax due for the historical appreciation in the stock or
assets acquired by a buyer passes from the seller to the buyer’s responsibility. This result is the reason for the negotiation between the buyer and
the seller as to whether the transaction will be structured to qualify as a
tax-free reorganization.
Each type of reorganization has its own specific requirements,
including whether the stock received in exchange for the assets is voting
or non-voting, and the amount of the historical business assets of the
transferring corporation that must be acquired. The following, subject to
variation according to the type of asset reorganization, are mandatory
requirements common to all reorganizations:
(a) The reorganization must be undertaken pursuant to a plan of
reorganization that is generally, but not in all cases, a written
document identifying each step that will be undertaken in a
transaction;
(b) A corporate, non-tax business reason for undertaking the transaction;
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(c) An intent to carry on the historical business operations of the
corporation transferring assets; and
(d) Continuing stock ownership in the acquiring corporation by
historic shareholders of the corporation transferring assets.
It is possible for a transaction to satisfy all of the requirements for
more than one type of reorganization for which, in most cases, there are
applicable ordering rules that assist taxpayers in determining how to characterize the particular transaction for U.S. federal income tax purposes.
Such characterization may have an impact on the full tax consequences
to each party in the reorganization, including the calculation of basis.
It is possible for a transaction to fail to meet one or more of the
requirements for each type of tax-free reorganization, in which case
the transaction is fully taxable with all gains and losses recognized by
the corporation transferring assets. Taxpayers who want the transaction to
be taxable will make sure the transaction fails at least one of the mandatory requirements for each type of tax-free reorganization. When a transaction fails to qualify as a tax-free reorganization, any tax due on the
historical appreciation of the stock or assets acquired is the responsibility
of the seller, not the buyer.
[3] Equity Transaction Treated as Asset Transaction for Tax
Purposes
Transactions involving the acquisition or disposition of stock of a
corporation can, in some instances, result in the corporation’s basis in its
assets being adjusted to fair market value, provided applicable requirements under Sections 336(e) or 338 of the Code are met and an affirmative election is made by an appropriate taxpayer. This treatment is for tax
purposes only as, for all other legal purposes, the transaction will not be
recharacterized as an asset acquisition or disposition, but will be characterized instead as a stock acquisition or disposition.
These provisions governing the acquisition or disposition of stock
require, among other things, that at least 80 percent of the voting stock
and 80 percent of the total value of stock of a corporation either be
acquired or disposed of in any 12-month period. There may be additional
requirements for particular transactions arising under Sections 336(e) and
338 of the Code.
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[C] Acquisition of Stock
An acquisition of stock of a corporation is a “taxable event” in
which gain or loss is recognized unless the Code provides otherwise.
However, when stock in a corporation is transferred to another corporation through some form of “reorganization” for tax purposes, gain or loss
may not be recognized. The differences between taxable and tax-free
sales of stock are exactly the same as the differences between taxable and
tax-free sales of assets.8
Although distributions with respect to stock normally are taxable to
shareholders, taxpayers are allowed to divide a corporation with more
than one discrete line of business into multiple corporations with one or
more (but less than all) lines of business. Some or all of the discrete transactions may be tax-free, but they must satisfy complex requirements discussed below.
[1] Taxable Sales of Stock
Assuming that there are no applicable Code provisions providing
otherwise, when a stockholder’s tax basis in stock that is sold is less than
the amount received from the sale, the stockholder recognizes a taxable
gain upon the sale. Conversely, when the stockholder’s tax basis in stock
that is sold is greater than the amount received from the sale, the stockholder recognizes a taxable loss.
EXAMPLE 4:
USAW has a tax basis of $1,000 in the NewCo stock that it owns.
USAW sells 100% of its NewCo stock to a third party for $12,000.
USAW recognizes a taxable gain on the transaction of $11,000 calculated as follows:
Amount Realized: $12,000
Less: Tax Basis: –$ 1,000
Gain Recognized: $11,000

8

See § 6.03[B] supra.
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EXAMPLE 5:
USAW has a tax basis of $1,000 in the NewCo stock that it owns.
USAW sells 100% of its NewCo stock to a third party for $800.
USAW recognizes a taxable loss on the transaction of $200, calculated as follows:
Amount Realized: $ 800
Less: Tax Basis: –$1,000
Loss Recognized: $ 200
[2] Tax-Free Reorganizations and Distributions of Stock
Section 6.03[B][2], supra, discusses tax-free reorganizations with
respect to both assets and stock where one corporation is acquiring stock
or assets from another corporation. In addition to these so-called “acquisitive” distributions, there are so-called “divisive” reorganizations in which
stock of a corporation is distributed in a tax-free manner to both the stockholders and the distributing corporation. These “divisive” distributions of
stock divide one corporation into two or more along business lines for
valid corporate business reasons. The requirements to qualify as a taxfree “divisive” distribution are extremely complex.
[3] Section 304 (Acquisition of Corporate Stock by a Related
Corporation)
The acquisition of stock of one corporation by another is a taxable
acquisition treated as the purchase and sale of a capital asset. However,
when one or more persons or corporations is in “control”9 of each of two
different corporations and acquires stock in return for property, such
property is treated as a distribution in redemption of the stock of the
acquiring corporation. The distribution that is not treated as a stock acquisition is taxed, in part, as ordinary income to the person(s) making the
sale. When such an acquisition of stock is treated as a distribution in
redemption for tax purposes, it is possible that the seller’s basis in the
sold stock may not be taken into account when calculating the tax due.
9

“Control” means the ownership of stock possessing at least 50% of the total combined voting power or value of a corporation.
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[4] Limitations on Use of Net Operating Losses, Excess
Foreign Taxes, and Other Tax Attributes Available to
Offset Taxable Income
The seller of stock of a domestic corporation may require some payment to be incorporated into the sales price for the value of the corporation’s net operating losses, capital loss carryovers, carryovers of excess
foreign taxes under Section 904(c) of the Code, carryforwards of general
business credit under Section 39 of the Code, and carryovers of minimum tax credits under Section 53 of the Code. Sections 382, 383, and 384
of the Code limit the utilization of a “loss corporation’s” pre-change
losses to offset post-change income when a “loss corporation” undergoes
an “ownership change.” A “loss corporation” is defined broadly as a corporation that has one or more of the following: net operating losses, capital loss carryovers, carryovers of excess foreign taxes under Section
904(c) of the Code, carryforwards of general business credit under Section 39 of the Code, carryovers of minimum tax credits under Section 53
of the Code, and assets whose aggregate fair market value is less than
their aggregate tax basis.
Under Section 382 of the Code, the amount of the taxable income
of a loss corporation for any year following an ownership change that
may be offset by taxable losses generated prior to the ownership change
may not exceed the “annual Section 382 limitation.” An “ownership
change” occurs when new or existing shareholders of a corporation have
increased their ownership of the corporation’s stock by 50 percent or
more (by value) during any rolling three-year period. The determination
of whether an ownership change has occurred is highly technical. The
“annual Section 382 limitation” is calculated by multiplying the equity
value of the loss corporation (subject to certain downward adjustments)
by a long-term tax-exempt rate prescribed by the IRS.
EXAMPLE 6:
NewCo, a calendar year taxpayer, is a corporation formed on January 1, 2009. NewCo generated a taxable loss (i.e., a “net operating
loss”) of $1,000,000 for its 2009 taxable year. On January 1, 2010,
NewCo underwent a Section 382 ownership change. The calculated
annual Section 382 limitation as a result of this ownership change is
$30,000. NewCo generates $150,000 of taxable income for its 2010
taxable year.
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NewCo can utilize $30,000 of its $1,000,000 of net operating losses
from the 2009 taxable year to offset its $150,000 of taxable income
in 2010. NewCo, consequently, pays tax on $120,000 of the
$150,000 of taxable income that it generated in 2010 and has
$970,000 of net operating losses available for future use. Had a Section 382 ownership change not occurred, NewCo could have utilized $150,000 of its $1,000,000 of net operating losses to offset its
taxable income in 2010, with $850,000 of its net operating losses
available for future use.
[a]

Section 383 (Limitation on Use of Capital Losses and
Other Tax Attributes)

Similar to Section 382 of the Code, Section 383 limits the use of a
“loss corporation’s” capital loss carryovers, carryovers of excess foreign
taxes under Section 904(c) of the Code, carryforwards of general business credit under Section 39, and carryovers of minimum tax credit under
Section 53. A loss corporation’s use of these tax attributes for U.S. federal income tax purposes for any taxable year cannot exceed the loss corporation’s “annual Section 382 limitation.”
[b]

Section 384 (Limitation on Use of Losses to Offset
Gains from Some Asset Sales)

Section 384 of the Code applies to transactions that combine a loss
corporation with a corporation (i.e., a “gain corporation”) that has builtin gain assets (i.e., assets whose aggregate fair market value exceeds their
aggregate adjusted tax basis). If one or more of the built-in gain assets of
the gain corporation were sold within the five-year period after the loss
corporation and gain corporation combined, there may be a limitation on
the use of the available taxable losses to offset the gain from the sale of
the built-in gain assets under Section 384 of the Code.
[D] Distributions
For non-tax purposes, distributions and dividends are used interchangeably by non-tax professionals. For tax purposes, however, a distribution has a different tax result from a dividend. A distribution of
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property made by a corporation to a shareholder (whether domestic or
foreign) is treated in three steps under Section 301 of the Code:
(a) First, as a dividend to be included in the gross income of the
recipient, provided the corporation has sufficient earnings and
profits;
(b) Second, any portion of the distribution not treated as a dividend is applied to reduce the adjusted basis of each share of the
corporation’s stock owned by the shareholder upon which a
distribution was made;10 and
(c) Third, any portion of the distribution not treated as a dividend
and not reducing the basis in stock, is treated as gain from the
sale or exchange of property.
The amount of the distribution is the amount of money received plus
the fair market value of any property received, determined at the date of
the distribution. “Property” for purposes of Section 301 means securities,
and other property, except that stock in the corporation making the distribution (or rights to acquire stock in that corporation) is not treated as
property for purposes of Section 301. A corporation’s own note also
qualifies as “property” for purposes of Section 301.
No gain or loss is recognized by the distributing corporation on a
cash distribution (not in complete liquidation) with respect to its stock (or
rights to acquire its stock). However, gain is recognized by the distributing corporation on the distribution of appreciated property to one or more
of its shareholders.11

10
A foreign corporation’s receipt of an “extraordinary dividend” from a domestic corporation, which would not be treated as a “dividend,” could result in an increase in the
amount of U.S. federal income tax owed on the receipt of the dividend. An “extraordinary
dividend” means any dividend with respect to a share of stock when the amount of such
dividend equals or exceeds a prescribed threshold percentage of the corporation’s adjusted
basis in the stock. The threshold percentage for preferred stock is 5%, and 10% for all
other stock.
11
A distributing corporation’s debt obligations are specifically excluded from this
exception to the general rule of no gain or loss recognition by the distributing corporation.
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EXAMPLE 7:
USAW owns five shares of stock in NewCo and has an adjusted
basis of $200 per share. NewCo has decided to make a distribution
to its shareholders of $100 per share. At all times relevant to the distribution, NewCo has earnings and profits equal to $300.
Assuming USAW is not eligible for the dividends-received deduction (to be defined below), $300 of the $500 that USAW receives in
the distribution is treated as a dividend and USAW pays U.S. federal income tax on this distribution at ordinary tax rates (not capital
gains tax rates). The remaining $200 of the $500 that USAW
receives reduces USAW’s adjusted basis in its NewCo stock by $40
per share (i.e., USAW would have an adjusted basis in its NewCo
stock of $160 per share after receipt of the distribution).
[1] Earnings and Profits
A corporation’s earnings and profits are intended to be a measure of
the economic income of the corporation available for distribution, in the
form of dividends, to its shareholders. The Code does not define “earnings and profits”; case law and IRS rulings provide guidance for computing earnings and profits for tax purposes.
Earnings and profits rules often require different treatment for items
of income and expense than is required by the U.S. federal income tax
laws. The result is that an item of income or expense may be recognized
at a different time, in a different amount, or in a different manner for earnings and profits purposes than it would be for federal income tax purposes.
[2] Dividends-Received Deduction
The full amount of a distribution is included in the gross income of
a recipient as a dividend when the distributing corporation has sufficient
earnings and profits available to make a distribution. However, dividends
received by a corporation may qualify for the dividends-received deduction to exclude 70–100 percent of such dividend amount from the recipient corporation’s gross income, depending upon the recipient
corporation’s ownership.
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[E] Redemptions
A corporation with excess cash can, instead of distributing the cash
to its shareholders, repurchase (i.e., redeem) the shares of its own stock
from its shareholders from time to time. When the redemption of shares
does not result in either the complete sale of a shareholder’s corporate
stock back to the corporation nor a significant reduction in such shareholder’s ownership percentage of the corporation, the shareholder pays
tax on the redemption as if it were a distribution. However, when the
redemption of shares does result in either the complete sale of a shareholder’s corporate stock back to the corporation, or a significant reduction in such shareholder’s ownership percentage of the corporation, the
redemption is treated as an exchange of stock by the shareholder and
results in capital gain or loss.
Capital gains in the United States are not taxed at the same rates as
ordinary income. The amount included in the taxable income of a shareholder from any redemption equals the amount of money received, plus
the fair market value of the other property received in exchange for shares
of the corporation owned by the shareholder.
[F] Liquidations
A transfer of property of a corporation to its shareholders in liquidation of the corporation is a taxable event for both the shareholder of the
liquidating corporation and the liquidating corporation itself. The shareholder recognizes gain or loss on the difference between the fair market
value of the property received from the liquidating corporation in the liquidation and the shareholder’s adjusted basis in its liquidating corporation stock. The liquidating corporation recognizes gain or loss on the
difference between the fair market value of the property transferred to the
shareholder in the liquidation and the liquidating corporation’s adjusted
basis in such property.
It is possible for the liquidation of a corporation to be tax-free to
both a corporate (but not an individual) shareholder as well as to the liquidating corporation, provided that (1) the shareholder owns stock of the
liquidating corporation representing 80 percent of the vote and 80 percent of the value of the liquidating corporation; (2) the distribution by the
liquidating corporation is in complete cancellation or redemption of all of
its stock; (3) the transfer of all the liquidating corporation’s property
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occurs within the same taxable year; and (4) the fair market value of the
assets of the liquidating corporation are in excess of the liabilities of the
liquidating corporation in order for the shareholder to receive something
of positive value from the corporation in exchange for its stock. This last
requirement becomes very important when a corporation is not doing well
financially and desires to liquidate, a not-infrequent situation when the
economy is in recession.
§ 6.04

PARTNERSHIP LIFE CYCLE—KEY TAX PROVISIONS

This section addresses key tax considerations in the life cycle of a
partnership, from formation through liquidation.
[A] Formation
A foreign acquirer investing in a partnership in the United States can
acquire an interest in an existing partnership from a partner, or can contribute property to either a newly formed partnership or an existing partnership in exchange for an interest. When the latter investment is chosen,
Section 721(a) of the Code provides that “[n]o gain or loss shall be recognized to a partnership or to any of its partners in the case of a contribution of property to the partnership in exchange for an interest in the
partnership.” Consequently, the statutory language outlines the following
threshold requirements for avoiding the recognition of gain or loss upon
the contribution of property to a partnership: (i) a contribution of “property” to a partnership; and (ii) a transfer in exchange for an interest in the
partnership.
Under the first threshold requirement, a partner is required to contribute “property.” The IRS has acknowledged that there are no precise,
consistent definitions for the terms “contribution,” “property,” and
“exchange” included in Section 721(a) of the Code. However, the IRS has
held that Section 351 of the Code is analogous to Section 721 because
Section 351 addresses property transfers to corporations in exchange for
stock. As with Section 721, Section 351 does not define “property.” However, the known inclusions and exclusions strongly suggest that the term
encompasses whatever may be transferred.
Under the second threshold requirement, the transfer of property
must be made in exchange for an interest in the partnership. This rule
applies whether the contribution is made in the process of formation, or
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to a partnership that is already formed and operating. The nonrecognition rule of Section 721(a) for gain does not apply to transfers of
property to a partnership that would be treated as an “investment company” if the partnership were incorporated, even though the requirements
of Section 721(a) may otherwise be satisfied. An “investment company”
for these purposes has the same definition as an investment company for
purposes of Section 351, including: (1) a regulated investment company;
(2) a real estate investment trust; (3) a corporation more than 80 percent
of whose assets (excluding cash and nonconvertible debt securities) are
held for investment and consist of readily marketable stock or securities,
or of interests in regulated investment companies or real estate investment trusts.
[1] Partnership Disguised Sales
When a new partner contributes property in order to join a partnership, neither the new partner nor the partnership experiences a gain or
loss for tax purposes. There is, however, an exception to this rule. The
“disguised sale rule” provides that, when the partnership receiving the
contributed property distributes the property back to the contributing partner in the form of cash or other property, the transaction is considered a
sale: the partnership is paying consideration for receipt of the property.
A sale in this form is like a sale in any other form, and is treated as
a taxable event effective as of the date that the partnership becomes the
owner of the contributed property. Contributions of property (other than
money or an obligation to contribute money) are treated as sales, however, only if, based on all the facts and circumstances, a distribution of
money or other consideration (directly or indirectly) from the partnership
to the partner would not have been made “but for” the contribution of the
property to the partnership, and a distribution of money or other consideration either were made simultaneously with the property contribution or
would not be dependent on the entrepreneurial risks of partnership operations.
When a contribution and a distribution occur simultaneously, there
is no entrepreneurial risk that the distribution will not be made and the
“but for” test normally is satisfied. Thus, virtually all simultaneous transfers fall within the disguised sales rules and are taxable events.
A transfer of property or cash to the partner buying into a partnership with property may be a taxable event, deemed a sale, even when the
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distribution is not simultaneous with the property transfer. There are two
rebuttable presumptions that a sale is taking place: (1) transfers occurring
within a two-year period are presumed to constitute a sale unless the facts
and circumstances clearly establish that no sale occurred; and (2) when
the transfers are more than two years apart, they are presumed not to constitute a sale unless the facts and circumstances clearly establish the contrary. Below is a list of ten “facts and circumstances,” existing on the date
of the first of the related transfers, which tend to prove that a disguised
sale has occurred. All of these facts and circumstances involve some
formal obligation for the new partner to be compensated for his contribution:
(a) The timing and amount of the subsequent transfer are determinable with reasonable certainty at the time of the original
transfer;
(b) The transferor has a legally enforceable right to the subsequent
transfer;
(c) The partner’s right to receive distributions of money or other
consideration is secured in any way, taking into account the
period for which it is secured;
(d) A person has made or is obligated to make contributions to the
partnership to enable it to make distributions to a partner;
(e) A person has made or is obligated to make (taking into account
any contingencies) a loan to the partnership to enable it to
make distributions to a partner;
(f)

The partnership has incurred or is obligated to incur debt to
make distributions to a partner, taking into account the likelihood the partnership will actually be able to incur the debt;

(g) The partnership holds liquid assets in excess of the needs of its
business that are expected to be available to make distributions;
(h) Partnership distributions, partnership allocations, or control of
partnership operations are designed to effect an exchange of
the benefits and burdens of owning contributed property;
(i)

The amount of the distribution to a partner is disproportionately large in relation to his general and continuing interest in
partnership profits; and
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The partner has no obligation to return distributions to the partnership or, if such an obligation were to exist, its present value
would be relatively small.

There is no analogous list of factors to rebut the presumption that transfers within the two-year period are a sale. However, taxpayers may be
able to rely on the absence of these factors to establish that a sale has not
occurred.
There are exceptions to the disguised sale rules. Guaranteed payments for capital, preferred returns, and operating cash flow distributions
are presumed not to be part of a disguised sale even when made within
two years of a contribution. Payments for qualified reimbursement of preformation expenditures are not treated as part of a sale.
[2] Basis and Holding Period
The partnership disguised sale rules may modify each of the rules
governing a partner’s adjusted basis in a partnership interest, and holding
period requirements for tax purposes, but otherwise these generalizations
apply: the partner’s initial basis in its partnership interests when the partnership forms equals the partner’s aggregate adjusted basis in the property it transferred to the partnership with applicable adjustments for
liabilities assumed by the partnership. The partner’s holding period for
the partnership interests received upon formation includes the holding
period that it had in the assets transferred to the partnership, provided that
the assets transferred constituted capital assets in the hands of the partner.
The partnership’s basis in the property received from the partner
should be the same as the partner’s basis in the property, increased by the
amount of any gain recognized by the contributing partner, and adjusted
for liabilities transferred to the partnership. The partnership’s holding
periods for the assets transferred by the partner upon formation should
include the partner’s holding periods for the same assets.
EXAMPLE 8:
USAW forms a new partnership, “Partnership,” and transfers property with an adjusted basis of $1,000 and a fair market value of
$9,000 to Partnership in exchange for a 50% interest in Partnership.
This transaction meets the requirements of Section 721 and is not
taxable to either USAW or Partnership. USAW has a tax basis of
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$1,000 in its interest in Partnership worth $9,000. Partnership has a
tax basis of $1,000 in the property contributed to Partnership by
USAW
[B] Acquisition/Transfer of Partnership Interests
This subsection discusses the tax implications of the acquisition or
transfer of partnership interests, including “technical termination” of a
partnership under Section 708 of the Code.
[1] Recognition of Gain or Loss on Sale or Exchange of
Partnership Interest
A partner is required to recognize gain or loss upon the sale to, or
exchange with, another party of an interest in a partnership for cash or
other property. The amount of gain recognized is equal to the fair market
value of any cash and other property received by the selling partner less
such partner’s tax basis in his or her partnership interest where the fair
market value of the assets received is greater than the selling partner’s tax
basis in the partnership interest. A selling partner will recognize loss from
the sale or exchange of the partnership interest to the extent that his or
her tax basis in the partnership interest is in excess of the fair market
value of the cash and other property received in exchange for the interest.
The acquiring party’s initial tax basis in the partnership interest acquired
equals the fair market value of any cash and other property paid for the
partnership interest. The partnership’s tax basis in its assets is not
impacted by the sale or exchange of a partnership interest by a partner to
another party, unless a Section 754 election (discussed below) has been
made by the partnership, or the partnership has a substantial built-in loss
(i.e., the aggregate fair market value of the partnership assets is substantially less than the partnership’s aggregate tax basis in the assets) immediately after the sale or exchange.
[2] Technical Termination of Partnership—Section 708
For U.S. federal income tax purposes, a partnership continues until
it is terminated, which may occur for one of only two reasons. First, a
partnership terminates when the operations of the partnership are discontinued and no part of any business, financial operation, or venture of the
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partnership continues to be carried on by any of the partners. Second, a
partnership terminates, for tax purposes, when there is a sale or exchange
of 50 percent or more of the total interest in partnership capital and profits within a 12-month period (i.e., a “Technical Termination”).
Partners recognize no gain or loss in a Technical Termination. The
terminated partnership is deemed to contribute all of its assets and liabilities to a newly formed partnership in exchange for a partnership interest.
Immediately thereafter, the original partnership is deemed to liquidate
(solely for tax purposes), distributing the interests in the new partnership
to its partners.
Application of the Technical Termination rules is subjective. First,
not all transactions are included in the definition of a “sale or exchange”
of a partnership’s interest and capital. As we have seen, a contribution of
property to a partnership does not constitute a sale or exchange unless
there is some guarantee of compensation for the contribution. The disguised sale rules provide exceptions. Second, the application of the Technical Termination rules is mechanical. As long as the literal terms of the
rules are met, no Technical Termination will occur. Thus, a partnership
can structure a transaction to avoid a Technical Termination.
[C] Partnership Distributions
A partner in a partnership generally does not recognize any gain or
loss for tax purposes on the receipt of a non-liquidating distribution from
a partnership of either money or partnership property. There are, however, exceptions to this rule. The two exceptions that most frequently
apply, and require a partner to recognize gain, are when: (1) the amount
of money distributed to a partner is in excess of the partner’s basis in the
partnership; and (2) the partnership distributes built-in gain property (i.e.,
property that has a fair market value in excess of tax basis at the time of
the contribution) that was contributed by one partner to another partner
within seven years of the property being contributed to the partnership. A
partner’s basis in his interest in the partnership is reduced (but not below
zero) by the amount of money and adjusted basis (to the partner) of the
partnership property distributed. When a partnership distributes property
other than money to a partner in a non-liquidating distribution, the partner’s basis in the property received is equal to the partnership’s basis in
the property distributed.
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EXAMPLE 9:
USAW, a partner in Partnership, has a basis of $1,000 in Partnership. On January 15, 20XX, Partnership distributes money in the
amount of $1,200 to USAW in a non-liquidating distribution.
USAW’s basis in Partnership is reduced to zero upon receipt of the
$1,200 from Partnership. USAW also recognizes a taxable gain in
the amount of $200 ($1,200 – $1,000) as a result of the receipt of
the amount distributed from Partnership.
[D] Liquidation of a Partnership Interest
The rules and most frequently applied exceptions for recognizing
gain or loss in a liquidating distribution are the same as for a nonliquidating distribution when only the partner’s interest in the partnership
(and not the entire partnership itself) is terminated. However, in a liquidation of its partnership interest, a partner does not recognize a loss upon
receipt of the liquidating distribution unless the distribution consists
solely of money, unrealized receivables, and partnership inventory.
The amount of loss a partner may recognize may be limited. The
basis of any property distributed by a partnership to a partner in complete
liquidation is equal to the partner’s basis in the partnership interest immediately prior to the distribution, reduced by any cash received. When
more than one piece of property is distributed to a partner, there is a complex formula prescribed in the Code for allocating the partner’s basis in
the partnership to the property received in complete liquidation.
[E] Section 754 (Optional Basis Adjustments)
One common election for a partnership, which is irrevocable, is a
“Section 754 election” that, once made, applies to all transfers of partnership interests and distributions of partnership assets to partners during the
taxable year in which the election is filed, and to all subsequent taxable
years. When a Section 754 election is in effect, the partnership’s basis in
its assets can be adjusted up or down with respect to a particular partner
at the time such partner acquires his or her partnership interest in order to
remove any disparity between the partner’s and the partnership’s bases in
the assets allocable to the partner. The removal of this disparity works to
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eliminate artificial increases or decreases in income (or loss) at the partnership level.
Many, but not all, partnerships make a Section 754 election. The
election is more likely to be helpful than harmful. However, there are two
prevalent reasons why a partnership may not make a Section 754 election. First, making the election requires the partnership to increase its
record-keeping function to track each partner’s basis in each asset. The
more assets that a partnership owns, the more costly such accounting is
for the partnership. Second, the benefits of a partnership making the election are not consistent for each partner: the election may result in a downward adjustment to some, but not all, partners’ bases in their partnership
interest.
§ 6.05

OTHER KEY TAX PROVISIONS/CONSIDERATIONS

An acquirer of a U.S. business entity should be aware of some other
significant tax provisions and considerations.
[A] Substance Over Form
A taxpayer subject to the U.S. federal income tax laws is entitled to
design a transaction in order to minimize the amount of U.S. federal
income tax he must pay, provided that the transaction is undertaken consistent with the law, and the form chosen for the transaction reflects its
substance. Otherwise, the IRS may assert that the transaction should be
recharacterized, treated in accordance with its substance, and consequently subject to greater taxation.
[1] Step Transaction Doctrine
One manifestation of the substance-over-form principle is the “step
transaction doctrine,” wherein separate steps of an integrated transaction
may be combined and treated, for tax purposes, as a single transaction.
Courts have applied three tests to determine whether to invoke the step
transaction doctrine in a particular situation: the “end-result test,” “the
mutual interdependence test,” and the “binding-commitment test.” Only
one of the three tests, however, needs to be satisfied for the steps of an
integrated transaction to be combined and treated, for tax purposes, as a
single transaction.
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End-result test. The end-result test applies when separate prearranged transactions are parts of a single transaction intended from the
beginning to achieve a certain final result. Proof is required of an agreement or understanding between the parties to bring about the final result,
even in the form of subjective intent. The government, however, is not
allowed to create events that never took place in order to apply the step
transaction doctrine.
Mutual interdependence test. This is a variation of the “end-result
test.” The individual steps of the overall transaction would be meaningless unless taken together, with all steps having to be completed. When a
court finds that certain steps of a transaction were meant to disguise or
obscure the interdependence of the steps, the step transaction doctrine is
likely to apply. When the contrary is true—the steps apparently are discrete and independent—the integrity of each step is respected and the
doctrine does not apply.
Binding-commitment test. When the taxpayer is under an obligation to undertake successive steps, the steps are not independent of one
another and the steps are combined and treated, for tax purposes, as a
single transaction.
[2] Circular Flow of Cash
Both the courts and the IRS routinely apply a “circular flow of cash
doctrine,” which is effectively a subset of the three main tests for the step
transaction doctrine. The courts and the IRS frequently raise the circular
cash flow doctrine in cross-border restructuring where cash purchases and
sales are entered in order to avoid non-U.S. tax consequences or to satisfy non-tax requirements.
Under the circular flow of cash doctrine, transfers of cash or other
liquid assets may be disregarded when, as part of a pre-arranged plan, the
cash or other liquid assets ultimately return to the original transferor. The
U.S. federal income tax treatment then is determined according to the
substance of the transaction after disregarding the circular flow of cash or
other liquid assets.
The leading authority on the “circular flow of cash” doctrine is IRS
Revenue Ruling 83-142, 1983-2 C.B. 68 (1983), which is based on a
transaction involving a foreign subsidiary. In this ruling, the taxpayer
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owned a foreign subsidiary (“FY”), which owned a second foreign subsidiary (“FZ”). The taxpayer desired to acquire FZ, but foreign law prohibited a distribution of the FZ shares by FY. The taxpayer therefore
purchased the FZ shares from FY for cash; FY distributed an amount of
cash in excess of the amount of cash paid for the FZ shares back to the
taxpayer. A portion of the amount of cash distributed was to return the
cash paid by the taxpayer to FY for the FZ shares, with the remaining distributed amount equal to the amount of withholding taxes paid to the foreign government.
Despite the fact that the purchase of the stock of FZ by FY apparently was respected as a separate step under the applicable foreign law,
the IRS ruled that the cash transfers relating to the purchase of the FZ
stock (not the distribution of cash by FY to the taxpayer related to the
payment of withholding tax) should be ignored for purposes of determining the U.S. federal income tax characterization of the transaction. It
appears from the IRS’s ruling (although not specifically stated) that the
IRS looked to whether there was a real, non-tax business reason for each
step in the overall transaction and determined that such a reason existed
for only FY’s distribution of cash to the taxpayer that was related to the
payment of withholding taxes, which was the only piece of the distribution that FY actually had to pay from its own funds (as opposed to a
return of the taxpayer’s own funds). As a result, the IRS ruled that the
steps related to the payment of cash by the taxpayer to FY and the subsequent return of the same cash should be ignored for purposes of analyzing the U.S. federal income tax characterization of the transaction.
[B] Debt versus Equity
Investors may invest in a business entity either by loaning the entity
money or by acquiring equity. Each has a different tax consequence. For
example, a corporation may deduct from taxes interest paid on debt as an
ordinary and necessary business expense. However, corporate distributions to shareholders do not reduce the corporation’s taxable income. As
there are many hybrid instruments in existence today, it is often difficult
to determine whether an instrument is identified correctly as debt or
equity. The courts and the IRS can change the investor or business entity’s U.S. federal income tax characterization and treatment of the hybrid
instrument, at their discretion, when the underlying facts support the
IRS’s characterization.
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There is no definitive statutory definition of “debt,” and there are no
regulations to determine whether an interest in a corporation or partnership is to be treated as equity or indebtedness, even though the Secretary
of the Treasury is authorized by statute to prescribe such regulations. Section 385 of the Code sets forth some of the factors that any such regulations must take into account: (a) whether there is a written
unconditional promise to pay on demand or on a specified date a sum certain in return for an adequate consideration to pay a fixed rate of interest;
(b) whether there is subordination to or preference over any indebtedness
of the corporation; (c) the ratio of debt to equity of the corporation; (d)
whether there is convertibility into the stock of the corporation; and (e)
the relationship between the holdings of stock in the corporation and the
holdings of the interest in question. Judgments remain case by case and
within the discretion of the courts and the IRS.
[1] Debt/Equity: The Case Law
Courts apply an overall “facts and circumstances” test to distinguish debt from equity. The principal factors that have emerged from the
case law are:
(a) Names given to the documents evidencing indebtedness;
(b) The presence or absence of a maturity date;
(c) The source of payments;
(d) The right to enforce payment of principal and interest;
(e) Participation in management;
(f)

A status (i.e., the level of subordination) equal or inferior to
that of unrelated corporate creditors;

(g) The intent of the parties;
(h) “Thin” or adequate capitalization (i.e., little or no equity);
(i)

Identity of interest between creditor and stockholder;

(j)

Payment of interest only out of dividends (as opposed to operating profits);

(k) The ability of the borrower to obtain loans from outside lending institutions; and
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The extent to which the debtor used the advance to buy capital
assets.

These factors, with none necessarily more important than any other,
are used only to guide courts in answering the basic question as to
whether the parties intended to create a bona fide debtor-creditor relationship in a manner comporting with economic reality, and in which the
creditor was reasonable in his expectation of repayment.
[2] Debt/Equity: IRS Pronouncements
The IRS, in Notice 94-47, 1994-1 C.B. 357, relying in large part on
the case law, announced its position on hybrid forms of financial instruments, that is, debt that may be treated, on the one hand, as debt for tax
purposes but, on the other hand, as equity for financial accounting purposes. The Notice indicates that the following factors, none of which is
controlling, are considered by the IRS in the course of examinations: (1)
whether there is an unconditional promise on the part of the issuer to pay
a sum certain on demand or at a fixed maturity date that is in the reasonably foreseeable future; (2) whether the holder possesses the right to
enforce the payment of principal and interest; (3) whether the rights of
the holder of the instrument are subordinate to rights of general creditors;
(4) whether the instruments give the holder the right to participate in the
management of the issuer; (5) whether the issuer is thinly capitalized; (6)
whether there is identity between the holder of the instruments and the
equity holders of the issuer; (7) the label placed upon the instrument by
the parties; and (8) whether the parties intend to treat the instrument as
debt or equity for regulatory, rating agency, or financial accounting, that
is, non-tax, purposes.
[C] Consequences of Discharging Indebtedness
Generally, the discharge of indebtedness is considered taxable
income. However, a taxpayer may be able to exclude cancellation of debt
income from gross income in limited situations under Section 108 of the
Code. Exceptions include the discharge of indebtedness when the taxpayer is in a bankruptcy case under title 11 of the United States Code (“a
title 11 case”), and when a taxpayer is insolvent (but not in an amount
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exceeding the amount by which the taxpayer is insolvent).12 No income
can be realized from the discharge of indebtedness to the extent that payment of the liability would have given rise to a deduction.
When in a title 11 case or insolvency, a taxpayer who has “discharge of indebtedness income” (income derived from the discharge of
indebtedness) excluded from his taxable income is required to reduce the
following tax attributes in the order identified: net operating losses, general business credits, minimum tax credits, capital loss carryovers, basis
of property held by the taxpayer, passive activity loss and credit carryovers, and foreign tax credit carryovers. The Code, however, provides the
taxpayer an option to reduce, first, the taxpayer’s basis in depreciable
property.
There are other provisions in Section 108 of the Code that taxpayers can rely upon to minimize or eliminate the amount of discharge of
indebtedness income that may be earned from engaging in a particular
transaction, especially when something of value is paid to the creditor
with respect to a debt. For example, Section 108(e)(6) of the Code is
applicable where a shareholder of a corporation has loaned the corporation money and, instead of requiring the corporation to make payment on
the loan, the shareholder contributes the loan to the capital of the corporation. No new stock in the corporation is issued to the shareholder in
exchange for this capital contribution. In this case, the corporation is
treated as having satisfied the loan with an amount of money equal to the
shareholder’s adjusted basis in the loan (and does not have one of its
debts discharged). It is possible, however, depending upon such adjusted
basis and the loan amount, for a corporation to have discharge of indebtedness income even when Section 108(e)(6) applies.
A debtor corporation or partnership may transfer either stock or an
interest in capital or profits to a creditor in exchange for the loaned
amount. The loan then is treated as having been satisfied with an amount
of money equal to the fair market value of the stock or interest in the partnership. When the fair market value of the stock or interest in the partnership is less than the loan amount, the corporation or partnership has
discharge of indebtedness income in the amount of the difference.
A debtor may issue a debt instrument less valuable than an original
loan amount, but nonetheless intended to satisfy the original loan. Where
12

For these purposes, “insolvent” means the excess of liabilities over the fair market
value of assets, as determined on the basis of the taxpayer’s assets and liabilities immediately before the discharge.

6-47

§ 6.05[D]

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

the issue price of the new debt instrument is less than the original loan
amount, the corporation or partnership will realize discharge of indebtedness income.
[D] Amortization of Intangibles
Intangible assets are acquired in almost every instance where an
entity is acquired. See especially Chapter 10. Section 197 of the Code
deals with intangibles, including goodwill, going concern value, covenants not to compete, franchises, trademarks, trade names, patents, copyrights, formula, process, design, pattern, know-how, and format.
Taxpayers are entitled, in some cases, to amortize the adjusted basis of
any of these intangibles over a 15-year period, beginning with the month
in which the intangible was acquired. Whereas the amortization of a taxpayer’s adjusted basis in an intangible reduces the adjusted basis amount
that would be taken into account in the computation of gain or loss on the
future sale of the intangible, the impact of this amortization is that it
reduces a taxpayer’s taxable income by the amortized amount. There are
intangibles eligible for depreciation or amortization noted also in other
parts of the Code, but when they satisfy the definitions set forth in Section 197, the rules of Section 197 always apply.
[E] Worthless Stock and Bad Debt Deductions
This subsection describes the rules relating to deductions for losses
from “worthless” securities and “bad” debt.
[1] Worthless Stock Deductions
A taxpayer is allowed a deduction for any loss sustained during the
taxable year that is not compensated, whether by insurance or in some
other way, such as through losses from worthless securities. A security,
unlike debt, cannot be partially worthless: it is either wholly worthless or
not worthless at all.
“Securities” include shares of stock in a corporation, rights to
receive a share of stock in a corporation, and bonds, notes or other evidence of indebtedness to pay a fixed or determinable sum of money
issued by a corporation with interest coupons or in registered form. The
amount of loss taken as a deduction must not exceed the adjusted basis
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for determining the loss from the sale or other disposition of the property
involved. The loss deduction must be taken in the year in which the loss
occurs.
There are some differences for the tax treatment of worthless securities. Any loss resulting from a “security” that is a capital asset13 that
became worthless during a taxable year is treated as a loss from the sale
or exchange of a capital asset. Thus, the taxpayer would recognize a capital loss. However, if a corporation were determined to be affiliated with
a taxpayer who is a domestic corporation, any security in such corporation would not be treated as a capital asset. Rather, such losses resulting
from securities that are not capital assets and that become wholly worthless during the taxable year are deductible as ordinary losses (and not as
capital losses).
A taxpayer claiming worthlessness for a stock bears the burden of
proof that the stock indeed is worthless, meaning that it has neither liquidating value nor potential value. The test is whether a prudent businessman would have agreed that the stock in an affiliated corporation is
wholly worthless during the taxable year in which a loss deduction is
being claimed.
A corporation will be found to have no liquidating value when its
liabilities (including contingent liabilities) exceed the fair market value of
its assets (determined without regard to tax attributes). A company has no
potential value when there is no hope or expectation that the company
will become valuable sometime in the future, as identified by an identifiable event. An “identifiable event” must be an event “as would clearly
evidence to the person of average intelligence, under the circumstances,
that no probability of realization of anything of value from this investment, by sale, liquidation, or otherwise, thereafter existed.” There must
be, then, some overt event or series of events establishing such worthlessness. An identifiable event includes the sale of property.
Although a sale of stock in a company for which a worthless stock
deduction is being claimed may appear inconsistent with the concept
of worthlessness, this principle may be reconciled by considering that
worthlessness is a factual determination assessed at a particular time. The
worthlessness determination must be made using a reasonable person’s
interpretation of the facts available at a fixed point in time, not with the
13

Stock and debt instruments are always “capital assets” for an investor. For U.S. federal income tax purposes, gains or losses from capital assets are taxed at lower tax rates
than rates that apply to non-capital assets.
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benefit of hindsight. Therefore, an investment in stock for a nominal price
does not automatically foreclose a prior determination of worthlessness.
[2] Bad Debt Deductions
Unlike securities, it is possible for a debt to become partially worthless during a taxable year when only a portion of the debt is recoverable.
The amount of the loss taken as a deduction must not exceed the creditor’s adjusted basis in the debt less any reduction to basis as a result of
any bad debt deductions taken in prior taxable years. The rules for the
determination of a debt becoming worthless and the timing for a taxpayer
taking a bad debt deduction are based upon relevant facts and circumstances, the same as with a worthless stock deduction.
In order for a debt that has become worthless to be deductible, it
must be a bona fide debt arising from a debtor-creditor relationship, based
upon a valid and enforceable obligation to pay a fixed or determinable
amount of money. Gifts and contributions to capital are not considered
bad debt for tax purposes. However, a debt that is not due and owing at
the time of the deduction does not necessarily prevent a taxpayer from
taking a bad debt deduction when the underlying facts support a determination that some or all of the debt will never be repaid.
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TAX DUE DILIGENCE CHECKLIST
A.

TAXES.

Definitions:
“Governmental Authority” means any domestic, foreign or multinational federal, state, provincial, regional, municipal or local governmental or administrative authority, including any court, tribunal, agency,
bureau, committee, board, regulatory body, administration, commission
or instrumentality constituted or appointed by any such authority.
“Person” means an individual, corporation, partnership, limited
liability company, association, trust or any other entity or organization,
including a Governmental Authority.
“Tax” means (i) any income, gross receipts, capital gains, license,
occupancy, payroll, employment, excise, severance, stamp, occupation,
premium, windfall profits, environmental (including Taxes under Section
59A), customs duties, capital stock, franchise, unincorporated business,
profits, withholding, information, social security (or similar), unemployment, disability, workers’ compensation, real property, personal property,
unclaimed property, ad valorem, sales, use, transfer, registration, value
added, alternative or add-on minimum, accumulated earnings, personal
holding company, estimated, or other tax, report or assessment of any
kind whatsoever imposed by any Governmental Authority, including any
interest, penalty, assessment, or addition thereto, whether disputed or not;
and (ii) any obligations under any agreements or arrangements with
respect to any Taxes described in clause (i) above.
“Tax Return” means any return, declaration, report, claim for
refund, or information return or statement relating to Taxes, including all
schedules or attachments thereto, and including any amendment thereof.
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Tax Due Diligence Requests:
1.

Provide copies of all Tax Returns filed with respect to all taxable periods ending on or after [•] plus any other Tax Returns
with respect to which the statute of limitations remains open.
Also provide all audit determinations and other correspondence relating thereto or state that there is none.

2.

Confirm that outside stock basis is equal to inside asset basis.

3.

Provide copies of all documents relating to enterprise zone
or similar tax abatement, tax reduction, or tax refund programs relating to [•]. Describe all benefits received to date
under existing agreements and any potential liability of [•]
(whether recoupment, loss of past or future benefits, or otherwise) under any such agreement. Describe whether any transfers or deemed transfers of assets or stock may result in any
loss or change to continuing benefits, and describe any consent or certificate or procedure for maintaining such benefits.

4.

Provide comprehensive list of all Taxes and jurisdictions
(including deficiency claims) payable in respect of [•].
Explain sales tax history of [•].

5.

Describe current Tax audit issues (federal, state, local, property or foreign) relating to [•] and provide copies of tax audit
reports including income, franchise, sales and use, property
and payroll received in the last five years or state that there is
none.

6.

Provide a schedule describing in detail any ongoing Tax disputes, together with copies of any notice of assessment, revenue agents’ reports, correspondence, etc. with respect to any
pending federal, state, foreign, provincial or similar tax proceeding, with regard to open years or items relating to [•] or
state that there is none.

7.

Provide copies of revenue agent’s closing agreements or similar reports (federal, state, local or foreign) relating to [•]
received in the last 5 years or state that there is none.

8.

Provide copies of articles of incorporation, by-laws and any
other documents that explain voting and economic rights relating to outstanding stock of [•].
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9.

Provide copies of all option, restricted stock, deferred shares,
warrant or other stock incentive agreements relating to [•],
including any stock appreciation rights or phantom stock
agreement plans, if any. Provide copies of all deferred compensation plans, arrangements or agreements.

10.

Provide copies of all buy-sell agreements, close corporation
agreements, voting trust agreements, or other similar types of
agreements relating to [•] or state that there is none.

11.

Provide copies of all shareholder debt obligations to which [•]
is a party or state that there is none.

12.

Provide copy of all debt obligations with outside creditors
which are convertible into stock of [•] or state that there is
none.

13.

Provide schedules of all [•] debt to shareholders that is not evidenced by a note or otherwise or state that there is none.

14.

Provide a list of all current [•] shareholders along with all
information that may be required for purposes of reporting the
taxable stock transaction pursuant to Section 6043 or 6043A
and all forms issued pursuant thereto. Provide a summary of
all dividend distributions shareholders during past twenty-four
(24) months or state that there is none. Describe any payments
made since [•] to any shareholder other than as dividends.

15.

Provide documentation on any corporate merger, stock purchase, or asset purchase transaction where [•] was a party or
state that there is none.

16.

Provide detail of all changes in stock ownership of [•] since [•]
and all stock ownership changes relating to any Section 382
limitation. Provide an itemization of all federal and state
NOLs, carry-forward credits, and similar tax attributes and
explain whether [•] may use those after the contemplated
transaction.

17.

List all jurisdictions (whether foreign or domestic) to which
any Tax is or has been properly payable by [•] during the past
five years.
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18.

Provide copies of all state apportionment information and factors for [•].

19.

Describe all Tax Returns, other than the federal consolidated
income tax return, filed by [•] on a consolidated, combined, or
unitary basis, along with a list of entities whose activities are
included with such filings.

20.

Describe whether [•] is subject to any Tax liability in any jurisdiction where [•] does not file Tax Returns, and whether any
claim has ever been made or reasonably could be made by a
Governmental Authority in any such jurisdiction that [•] is, or
may be, subject to Taxation by that jurisdiction.

21.

Provide copy of the most recent tax basis balance sheet including all liabilities of [•] that will not be fully satisfied at Closing. Provide a list of all intangibles and intellectual property
and estimate their value. Describe how and when intangibles
and intellectual property were acquired.

22.

Provide copies of any check-the-box elections filed by [•] or
state that there is none.

23.

Provide copies of all IRS Forms 3115 filed by or on behalf of
[•] for changes in accounting methods during the last five tax
years or state that there is none.

24.

Provide copies of all ruling requests or determination letter
requests relating to [•] made to any Governmental Authority
responsible for the imposition of any Tax or state that there is
none.

25.

Provide copies of all rulings or determinations obtained by [•]
from any Governmental Authority responsible for the imposition of any Tax or state that there is none.

26.

Provide summary of delinquent Taxes of [•] or state that there
is none.

27.

Provide copies of all tax memos, opinions, and other relevant
tax research memoranda relating to [•] or state that there is
none.

28.

Summarize any Tax exposure items or areas of [•] or state that
there is none.
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29.

Describe any reason why any Tax Return and/or report filed
by or on behalf of [•] is not true, correct and complete.

30.

Describe any Taxes owed by [•] that will be due prior to the
Closing but will not be paid.

31.

Describe any Tax Return of [•] that is required to be filed on
or before the date that is ninety (90) days after the Closing.

32.

Provide detailed documentation that unpaid Taxes will not
exceed any reserve for Tax liability on [•]’s books (as distinguished from any reserve for deferred Taxes established to
reflect timing differences between book and Tax income).

33.

Describe any inquiry, request for information, examination,
audit, Tax deficiency, assessment or charge, or any proposal or
assertion (tentatively or definitely) by any taxing Governmental Authority against [•] for which there are not adequate
reserves on the balance sheet.

34.

Describe any pending requests for waivers of the time to
assess any Tax relating to [•].

35.

Describe any liens with respect to Taxes upon any of the properties or assets, real or personal, tangible or intangible of [•]
(other than liens for property taxes not yet due).

36.

Describe whether [•] is obligated by any contract, agreement,
governing document or other arrangement to indemnify any
other Person with respect to Taxes. Describe any tax sharing
or similar arrangement and whether [•] is now or has during
the last four years been a party to or bound by any contract,
agreement, governing document or other arrangement
(whether or not written and including any arrangement
required or permitted by law) which (i) requires [•] to make
any Tax payment to or for the account of any other Person, (ii)
affords any other Person the benefit of any net operating loss,
net capital loss, investment tax credit, foreign tax credit, charitable deduction or any other tax credit or Tax attribute (including deductions and credits related to alternative minimum
taxes), (iii) requires or permits the transfer or assignment of
income, revenues, receipts or gains to [•].
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37.

Note the periods for which [•] has been a member of any affiliated, consolidated, combined or unitary group for any Tax purpose. Describe the group for each period. Describe whether [•]
has any liability or potential liability for Taxes of any Person
under Treasury Regulation Section 1.1502-6.

38.

Provide a list detailing any intercompany charges (including
receivables, payables, intangibles, licensing agreements,
leases, commission arrangements, management services), and
the currency in which such charges are stated.

39.

Describe any intercompany contracts involving [•].

40.

Describe any income, gain, deduction, loss, or similar items,
whether or not recognized or incurred, resulting from any
intercompany transaction to which [•] is a party. Identify any
deferred item and in which entity the item resides.

41.

Describe all sales for which gain has been reported under the
installment method of accounting for Tax purposes and for
which gain is required to be recognized for Tax purposes by
[•] from or after the Closing Date and any other transactions
entered into by [•] before the Closing which may result in Tax
owed by [•] after the Closing.

42.

Describe any Tax reserves included in the “Deferred Taxes” or
similar line item in the combined balance sheets of [•]
included in the financial statements. Separately identify and
itemize each by dollar amount.

43.

Describe [•] independent contractor relationships and provide
copies of IRS Forms 1099.

44.

Describe any income in excess of $10,000 that has been
accrued under GAAP (or any other accounting method used by
[•]) that has not been accrued for Tax purposes.

45.

Describe whether [•] or any shareholder has participated in or
cooperated with an international boycott within the meaning
of Section 999 or has been requested to do so in connection
with any transaction or proposed transaction.

46.

Describe any sales or transfer tax that will be due as a result
of the transactions contemplated by the parties. Describe the

6-56

DOMESTIC TAX ISSUES

APPENDIX 6-A

manner by which [•] shareholders will obtain any sales tax certificate of authority or other governmental approval required
in connection with the transfer of stock in connection with the
transactions.
47.

Provide copies of all unclaimed property reports filed by [•]
since [•] or state that there is none.

48.

Document that [•] is current on all sales, unemployment, social
security, excise, and other tax payments.

49.

Provide copies of all real estate tax filings by [•] since [•].

50.

Describe the availability of any exemption certificates.

51.

Describe all significant losses, capital or ordinary, claimed on
any Tax Return of [•] relating to periods ending on or after [•].

52.

Identify the persons responsible for filing various [•] Tax
Returns, business licenses, and annual reports.

53.

Provide all relevant information relating to the calculation of
claimed research credits since 1997, including base period
information. Provide details regarding any other tax credits
(investment tax credits, foreign tax credits, development tax
credits, or any other credit carryforward amounts). Will contemplated transaction result in the loss of the availability of
research credits or change on base-period research expenses?

54.

Provide a list of all countries in which [•] is doing business,
whether or not liable for taxes, including a list of countries and
amounts involved where inventory is held on consignment.
a. With respect to sales to customers outside the United
States, provide a description of how such sales are solicited, negotiated, and consummated, whether such sales are
effected by a sales force employed by [•] and whether any
such sales force travels to foreign jurisdictions.
b. Describe whether [•] has any office or fixed place of business outside the United States.

55.

Describe [•]’s transfer pricing policies, including a detailed
explanation of the calculation of transfer prices.
a. Provide a description of any exposure that exists with
respect to transfer pricing.
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b. Provide a description of any transfer pricing issues that
have been the subject of correspondence with any taxing
jurisdictions and the status of these issues or a description
of how they were resolved.
c. Provide any intercompany transfer pricing agreements
(including intercompany service agreements) or other
documentation.
d. Provide any qualified cost sharing agreements with
respect to intellectual property development and copies of
any intellectual property licenses.
56.

With respect to duties (import/export):
a. Provide a description of [•]’s duty policies/procedures,
b. Provide a schedule outlining duties paid/collected for all
taxable periods ending on or after [•],
c. Provide a description of any prior or ongoing disputes or
assessments concerning customs duties.

57.

Provide all VAT returns filed by [•] in any jurisdiction for all
taxable periods ending on or after [•].
a. Describe whether any taxing authorities have challenged
[•]’s treatment of VAT.
b. Provide a reconciliation between the figures for sales and
purchases reflected on any foreign financial statements
(e.g., statutory accounts) to the figures for sales and purchases as reflected on periodic VAT returns.

58.

Provide, with respect to all taxable periods ending on or after
[•], any IRS Forms 1118, 5471, 5472, 5713, 8865, and TD F
90-22.1 filed by [•] or related to [•].
a. Provide all supporting workpapers for such forms.
b. Provide [•]’s portion of any calculations involving foreign
tax credits.
c. Provide [•]’s portion of any calculations involving export
sales incentives such as FSC/ETI.
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59.

Provide withholding returns and forms filed by [•] or related
to [•] for all taxable periods ending on or after [•], including
IRS Forms 1099, 1096, 1042, 1042S, and W-8.

60.

Provide any gain recognition agreements filed under Section
367 involving [•].

61.

Confirm that all officers and employees of [•] are U.S. residents.

62.

Describe whether [•] concludes transactions in nonfunctional
currency. If so, provide dates of all nonfunctional currency
transactions creating basis in existing assets.
a. Describe any hedging procedures for foreign currency
exposures.
b. List any loans or intercompany charges involving [•] that
are not denominated in U.S. dollars.

63.

Describe whether [•] has claimed benefits under an income tax
treaty (including any treaty-based return positions as to permanent establishment).
a. Describe the relevant treaty and treaty-based return position.
b. Describe how the entity claiming the relevant treaty benefits qualified for the treaty benefits.
c. Provide all certificates of residency.

64.

Provide copies of all foreign tax rulings that have been
requested or received (e.g., tax holidays, special transfer pricing agreements) by [•] or on its behalf.

65.

Describe any special foreign or other tax incentives benefiting
[•].

66.

Provide a description of the status of any foreign tax examinations for the taxable periods ending on or after [•] (whether
current, settled, or pending), copies of any revenue agency
reports received in connection with such examinations, copies
of any closing letters, a copy of any waivers to extend the statute of limitations. If there is no formal documentation, provide a description of the nature of any potential contest and a
description of the issues and amounts potentially involved.
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67.

Provide any elections for foreign tax purposes (e.g., have
assets been written-up for tax purposes in any foreign jurisdiction) made by [•] or on its behalf.

68.

Provide [•]’s portion of any calculations under Section 199
(domestic production activities).
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§ 7.01

EXECUTIVE SUMMARY

Taxes can be a significant cost to a successful business. In the
United States, federal corporate taxes at 35 percent, combined with state
and local taxes, can result in an effective tax rate of around 40 percent,
among the highest corporate tax rates in the world. For a foreign acquirer,
this high tax rate can be exacerbated by the potential for taxation of an
overlapping amount of income in the home country, double taxation that
can be devastating to the bottom-line, the after tax return on investment.
Unfortunately, all too frequently, acquirers procrastinate with respect to
tax planning and tax structuring because the apparent need for such planning does not arise until the venture proves to be successful.
The problem with a “wait and see” approach to tax planning is that
it can result in a postponement rendering planning too late, or too costly
to implement. Long-term tax planning and structuring should take place
at the time of the acquisition.
A foreign acquisition of a U.S.-based company, or group of companies, can result in meaningful tax synergies. For example, the United
States, in addition to its high corporate income tax rate, taxes income on
a worldwide basis unlike many foreign jurisdictions. Foreign-based multinational corporations generally have a lower worldwide effective tax
rate than U.S.-based multinational corporations. When a U.S.-based multinational corporation becomes a foreign-based multinational corporation
(pursuant to an inversion transaction or foreign takeover), usually there
are tax synergies reducing the tax burden of the U.S.-based corporation,
even when the U.S. operations of a foreign-based multinational corporation remain subject to U.S. tax, because of tax deductible payments to a
foreign parent or affiliate (withholding tax can be reduced in certain circumstances to the extent the income recipient can qualify for the benefits
of an income tax treaty with the United States).
Foreign operations, over time, can be moved out of the U.S. taxing
jurisdiction to a foreign jurisdiction with lower taxes than the 35 percent
U.S. federal rate. It is also possible to expand the business outside of the
United States; new business opportunities would be taxed at lower rates
in either the foreign jurisdiction into which the business is expanded or in
the foreign jurisdiction in which the corporation’s headquarters are
located. Thus, even where it may be prohibitive, whether for costs or
some other reason, to move existing foreign operations out of the United
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States, non-U.S. growth opportunities would almost certainly be structured under the new foreign parent to take advantage of lower non-U.S.
tax rates.
The following former U.S.-based multinational corporations have
reduced their effective tax rates by at least 30 percent, as compared to
their pre-inversion effective tax rate, benefiting from the synergies
described here:1

Year of
Inversion

Pre-Inversion
Effective
Tax Rate2 (%)

Current
Effective
Tax Rate3
(%)

Percentage
Change
(%)

Foster Wheeler
AG
Cooper Industries
plc
Ingersoll-Rand plc

2001

29.5

24.9

(15.6)

2002

34.5

15.8

(54.2)

2001

34.1

21.9

(35.8)

Tyco International
Ltd.

1997

34.2

17.2

(49.7)

Inverted Company

The United States has tax rules, in two broad categories, specific to
international operations and ventures for foreign persons doing business
in the United States (“inbound taxation”)4 and for U.S. taxpayers doing
business overseas (“outbound taxation”).5 Both are important for acquisitions of a U.S. business by a foreign person: the inbound rules address

1

This reduction is consistent with the Department of the Treasury’s Report to Congress on Earnings Stripping, Transfer Pricing, and U.S. Income Tax Treaties, dated
November 2007, which indicated that the worldwide effective tax rate for inverted companies generally is reduced by one-third.
2
The pre-inversion effective tax rate is as of the following periods for the companies
listed: (i) Foster Wheeler AG—Fiscal year 2000; (2) Cooper Industries plc—2001; (iii)
Ingersoll-Rand plc—2000; and (iv) Tyco International Ltd.—For the 12-month period
ending September 30, 1997.
3
The current effective tax rate is as of the following periods for the companies listed:
(i) Foster Wheeler AG—2011; (ii) Cooper Industries plc—2011; (iii) Ingersoll-Rand
plc—2011; and (iv) Tyco International Ltd.—2011.
4
The current U.S. federal income tax system is based upon the Internal Revenue Code
of 1986 with amendments (the “Code”), Title 26 of the United States Code. Most of the
“inbound” international tax rules are found in 26 U.S.C. §§ 861 to 898.
5
The “outbound” international tax rules are found in 26 U.S.C. §§ 901 to 999.
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taxation of the foreign person; the outbound rules address taxation of any
existing international operations of the U.S. target. In addition, certain
fundamental principles underlie the application of the U.S. international
tax rules, including residency, entity classification, and the application of
income tax treaties. This chapter addresses each of these principles first,
and then discusses the basic rules applicable to inbound and outbound
taxation.
Section 7.06 of this chapter addresses specifically the tax implications of different approaches to foreign acquisitions, following on directly
from the four Mergers and Acquisitions chapters in Part I of the treatise.
The terms and concepts necessary to appreciate § 7.06 are defined and
explained in the prior four sections, but a reader comfortable with the
basic tax concepts and focused on the tax implications of a planned acquisition may want to turn directly to § 7.06.
§ 7.02

THE U.S. INTERNATIONAL TAXATION REGIME:
GENERAL CONSIDERATIONS

There are two bases on which countries typically exercise the right
to impose income taxes, one referring to residency and the other to
income source.
[A] Residency
The United States taxes are based on residency for U.S. resident
individuals and business entities and on source for all other taxpayers
(i.e., foreign taxpayers that are non-resident individuals and companies).
The United States taxes all “U.S. persons” on their worldwide income,
regardless where that income originates.6 U.S. persons include U.S. citizens, resident aliens, and business entities organized under the laws of the
United States or one of the states.7

6
The United States is not alone in this practice. Other countries taxing their residents
on their worldwide income include Australia, Brazil, Canada, China, India, Uganda, the
United Kingdom, and Russia.
7
The United States, uniquely, taxes all citizens, even when permanently domiciled in
a foreign country.
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Non-residents, in contrast, are taxable only on U.S.-source income.
Thus, a non-resident owner of a U.S. business may be taxable on U.S.source income derived from that business, whether in the form of dividends, interest, or on the income earned directly by the business. There
are, however, numerous exceptions to this general rule.
[B] Individuals
Corporate and individual tax rules are different, and this treatise is
concerned primarily with corporations. The process of an acquisition in
the United States, nonetheless, impacts the tax situation of executives and
other employees who often must spend considerable time in the United
States.
An individual becomes a resident8 in the United States either by
obtaining a “green card” or by meeting a “substantial presence” test,
which is met in one of two ways: either by spending at least 183 days during the taxable year in the United States, or by spending at least 31 days
during the current year and “substantial portions” of time in the United
States during the three-year period ending in the current year.9 A number
of other rules further define “resident” for U.S. federal tax purposes in
more specific circumstances and for establishing tax residency in the
United States.
EXAMPLE 1:
Ahmad is a resident of Saudi Arabia, which has no income tax
treaty in force with the United States. Ahmad is employed by
SaudiSteelCo, which is exploring the acquisition of a U.S. refiner.
Ahmad begins to spend significant time in the United States negotiating the transaction, beginning with 190 days in 2009. This substantial presence causes him to become a U.S. resident for 2009,

8

U.S. residency for tax purposes is significantly different from residency for immigration purposes, and with a substantially lower threshold. Obtaining a U.S. work permit, or
“green card,” automatically subjects an individual to U.S. tax. See Chapter 16 for a more
thorough discussion of immigration issues.
9
“Substantial portions” of time for this purpose is when the sum of (i) one-sixth of the
days spent in the United States during the second preceding year; (ii) one third of the days
spent in the United States in the preceding year, and (iii) the days present in the United
States in the current year total at least 183 days.
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thereby subjecting him to U.S. income taxation on his worldwide
income.
EXAMPLE 2:
Bruno is a resident of Brazil, which has no income tax treaty in
force with the United States. Bruno works for BrazilCoffeeCo,
which is negotiating new sales agreements with U.S. coffee distributors. Bruno spends 240 days in 2009, 165 days in 2010, and 90 days
in 2011 in the United States. Bruno spends more than 31 days in the
United States in 2011 and the sum of one-sixth of the days in 2009
(40), one-third of the days in 2010 (55), and days in 2011 is 185
days. This substantial presence causes him to become a U.S. resident in 2011, thereby subjecting him to U.S. income taxation on his
worldwide income.
[C] Business Entities
Businesses, like individuals, are classified as either U.S. residents or
non-residents. Business residency is established solely on the basis of the
place of incorporation. Thus, any business formed under the laws of one
of the states of the United States is domestic; any business formed under
the laws of a foreign country is foreign.10 The United States, unlike many
jurisdictions around the world, does not focus on management and control of an entity to determine residency.
[1] Classification of Business Entities
All business entities, regardless of residency, are classified for U.S.
federal tax purposes as either a corporation, a partnership, or disregarded
as separate from its owner (a “disregarded entity,” also sometimes called
a “branch”). Corporations may have one or many owners. Entities are
treated as disregarded only when they have one owner; a partnership
requires multiple owners. State law affects whether the entity may be
treated as a corporation, partnership, or disregarded for federal income
tax purposes.
10

The two exceptions to this general rule are (1) in the case of an inversion, discussed
in § 7.06[C][3] infra, and (2) certain stapled entities (where the foreign stock is “stapled”
to the stock of a U.S. corporation; “stapled stock” is comprised of the stock of two corporations that cannot be separated from one another).
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Only a corporation is taxable on its income. Income earned by a
partnership or a disregarded entity (called “pass-through” or “transparent” entities) flows through to the owner, who then is taxable on the
income.11 In addition, dividends from a corporation are taxable to the
receiving shareholder, or may be subject to U.S. withholding tax. Thus,
income earned by a corporation is subject to two levels of tax, once at
the corporation level, and again at the shareholder level, whereas income
earned by a partnership or a disregarded entity is taxed only once, to the
owner.
[a]

Default Classifications

In the United States, entities that are incorporated under state law
are classified as corporations. Entities organized under foreign laws
equivalent to the corporation laws of the states of the United States are
classified as corporations and are “per se” corporations. Common per se
corporations include, for example, European Societés Anonymes and
their equivalents. Other types of business entities may elect classification, as discussed in § 7.02[C][1][b] infra.
[b]

Elective Classification

Entities that do not qualify as per se corporations may elect classification under the so-called “check-the-box” regime.12 These “checkable” entities may elect, subject to certain restrictions, to be treated as a
corporation or as a partnership (when there is more than one owner) or as
11

There is a special form of corporation, a so-called “Subchapter S” Corporation or
“S-Corporation,” designed for small businesses that provide for pass-through treatment.
The rules associated with S-Corporation status are many and complex; in performing due
diligence with respect to a U.S. target, it is important to inquire whether the target is or
was ever classified as an S Corporation. An S Corporation is not eligible to be publicly
traded. As discussed below, another form of corporation for state law purposes, a “limited
liability company,” also can be afforded pass-through treatment for U.S. tax purposes.
Although partnerships generally are pass-through, certain partnerships are eligible to be
publicly traded, in which case the partnership can become taxable like a corporation at
the entity level.
12
The “check-the-box” regime is unique to the United States and a substantial departure for a regime normally focused on substance over form. The “check-the-box” regime
has been criticized by many U.S. lawmakers, and there have been proposals in recent
years to limit its application, none of which has been considered seriously.
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a disregarded entity (when there is only one owner). A U.S. limited liability company (“LLC”) may elect its classification under the check-thebox rules, as can most foreign business entities.
All business entities have a default classification for U.S. federal tax
purposes. A U.S. partnership or LLC defaults to pass-through status. A
foreign business entity where the owners have limited liability defaults to
classification as a corporation, but is often checkable. All “checkable”
entities may change classifications by filing Form 8832 with the Internal
Revenue Service (“IRS”), but no more often than once every five years.
[c]

Entity Classification Implications

An entity’s classification impacts tax treatment, before and after
acquisition. A foreign business owner is treated as directly engaged in
business in the United States when the U.S. business entity is a passthrough, but is subject to a second level of tax when the U.S. business
entity is a corporation.
Because of the relationship between entity classification and tax
treatment, it may be ideal in some instances to acquire the United States
business through the use of a foreign holding company, such as a company organized in a jurisdiction with which the United States has an
income tax treaty. Where a holding company is interposed between a foreign owner of a U.S. business and the U.S. business itself, the holding
company typically is eligible to choose its own classification for tax purposes, either as a corporation or as a pass-through entity, even where it is
treated differently under foreign law.
Entities treated differently for the United States than for foreign purposes are called “hybrid” entities (treated as a pass-through under U.S.
law, but as a corporation under foreign law) or “reverse-hybrid” entities
(treated as a corporation under U.S. law, but as a pass-through under foreign law). These so-called “hybrid” and “reverse-hybrid” entities may
have many uses for tax planning in acquiring or forming a U.S. business
entity.
EXAMPLE 3:
GermanCo, organized in Germany, establishes a Luxembourg
S.a.r.l. as a wholly owned subsidiary (Luxco). Luxco acquires a U.S.
target corporation. Luxco files a check-the-box election to be disregarded for U.S. tax purposes. Luxco is regarded as a corporation for
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German and Luxembourg purposes but disregarded for U.S. tax purposes. It is a hybrid entity.
Hybrid and reverse-hybrid entities can be used to eliminate certain
intercompany transactions under the tax law of one country while the
same transaction is regarded under the tax law of another country.
EXAMPLE 4:
U.S.Co forms a U.K. subsidiary as a U.K. private limited company.
The U.K. subsidiary files a check-the-box election to be disregarded for U.S. tax purposes. U.S.Co loans money to the U.K.
subsidiary. Interest payments are deductible in the U.K., but are disregarded for U.S. tax purposes.
Hybrids and reverse-hybrids can be used in a number of other ways,
depending on the circumstances, and may be useful especially for nonU.S. subsidiaries of the U.S. target company. For example, hybrids and
reverse-hybrids may be used to pool earnings and profits of multiple entities for foreign tax credit planning (discussed below).
[D] Bilateral Tax Treaties with the United States
U.S. income tax treaties apply when a foreign person or entity
acquires a U.S. business. The United States has entered into approximately 60 bilateral income tax treaties, which usually bar the United
States from taxing the business profits of a resident of a treaty country
unless that person has a permanent establishment (“PE”) in the United
States. Treaties also frequently provide for reduced rates of withholding
on dividends, interest, and royalties derived from the United States or foreign countries.
An individual or business entity enjoys the benefits of an income tax
treaty when it is a “resident” of one of the treaty’s contracting states,
which generally is the case when an individual or business entity is a resident for purposes of domestic law. Where an individual or business is a
resident of both contracting states to a treaty, the applicable treaty commonly will have a “tie-breaker” provision to resolve residency.
U.S. tax treaties typically contain a “Limitation on Benefits” clause
that provides barriers against “treaty shopping,” which is the practice of
obtaining treaty benefits without substance. Such barriers would deny
benefits, for example, where a foreign acquirer from a non-treaty country
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created a holding company in a treaty country solely to obtain treaty benefits. When a foreign investor seeks the benefits of a tax treaty, he should
be sure to insert in the representations and warranties section of an acquisition agreement or debt instrument that the other party is both a “resident” for purposes of the applicable tax treaty, and qualifies for the
benefits of the treaty under the applicable limitation on benefits clause.
[1] Relationship Between U.S. Tax Law and Treaties
There is no hierarchy under U.S. law between U.S. tax statutes and
U.S. tax treaties. When the two conflict, the one adopted later in time controls. U.S. courts, however, frequently seek to harmonize the two. In
recent years, the U.S. Congress, courts, and the IRS have found taxpayer
abuses of tax treaty provisions, leading the IRS frequently to enforce statutes designed to deny inappropriately claimed treaty benefits.
[2] Tax Treaty Procedural Issues
Certain procedural issues must be considered when tax treaties
apply.
[a]

Treaty-Based Return Positions

A taxpayer must disclose, on a statement (Form 8833) attached to
the taxpayer’s return, when he is taking the position that a treaty overrules a tax statute. This rule requires taxpayers to disclose return positions such as when (i) a treaty exempts a foreign corporation from the
branch profits tax (discussed below); (ii) a foreign person’s income is
“effectively connected” with a U.S. trade or business (discussed below),
but is not attributable to a PE; (iii) a treaty permits a foreign tax credit
that would not be permitted under U.S. tax law; or (iv) residency is determined by reference to a treaty rather than the general U.S. tax residency
rule discussed above.
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Mutual Agreement Procedures

Nearly all tax treaties provide mutual agreement procedures
whereby a tax official of either country (commonly called the “competent authority”), or a taxpayer, can request that the competent authorities
of the two countries agree on a consistent way of taxing particular transactions. Such procedures, invoked to avoid double taxation, often are
time consuming, and the process can be a disincentive to taking advantage of this form of treaty relief.
[c]

Information Exchanges

Nearly all U.S. tax treaties require the tax authorities to share and
exchange tax information. Such an information exchange may be in reference to a particular transaction, or in the ordinary course of tax administration. These procedures allow the IRS or the revenue service of
another contracting state to examine the dealings and operations of a taxpayer in both contracting states and to share information.
§ 7.03

U.S. INTERNATIONAL TAXATION OF FOREIGN
INVESTORS

Two taxing schemes apply to foreign investors: (i) taxation on
income “effectively connected” with a U.S. trade or business; or (ii) taxation of passive income, called in the United States “fixed, determinable,
annual and periodical” income. There are deviations and exceptions to
these two general schemes, including treaty modifications and a unique
system of taxation for foreign owners of U.S. real property.
[A] Effectively Connected Income
Foreign persons engaged in a U.S. trade or business (“USTB”) are
taxable on income “effectively connected” with that trade or business,
whether directly from its activities, indirectly from becoming a member
in an entity treated as a “partnership” for U.S. tax purposes that does business in the United States, or through an agent who conducts business in
the United States. Effectively connected income (“ECI”) is taxed on a net
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basis (i.e., expenses are deductible against gross income)13 at the same
rates applicable to residents, currently at a maximum rate of 35 percent.
A non-resident must be engaged in a USTB in order to be considered as
having any ECI.
[1] U.S. Trade or Business (“USTB”) Standard
The term “USTB” is not defined by statute, but rather by case law.
A USTB results from business activities in the United States that are considerable, continuous, and regular. A non-resident is not engaged in a
USTB when the activities are sporadic and isolated. Management of U.S.
investments from afar is not considered engaging in a USTB. For
example, a non-resident merely collecting dividends from a U.S. corporation is not considered to be engaged in a USTB.14
A non-resident regularly traveling to the United States in order to
sell or conclude sales of property likely is engaged in a USTB. Other
examples where non-residents have been found to be engaged in USTBs
include direct management of real estate investments located in the
United States, or management of U.S. investments in an investment fund
through the fund’s U.S. office.
A non-resident alien or foreign corporation is deemed engaged in a
USTB when it is a member of a partnership engaged in a USTB. Consequently, a non-resident acquiring a U.S. LLC that is treated as a partnership likely will be taxed on ECI, thereby potentially creating a tax
exposure for other, unrelated U.S.-source income otherwise not taxable.
A non-resident can be considered to be engaged in a USTB through
an agent located in the United States even when there is no formal agency

13

A tax return must be filed in order to preserve the deductibility of expenses. If no
return were filed, ECI could be taxed on a gross basis. As discussed below, a non-resident
may benefit from filing a “protective return,” filed only to preserve deductions.
14
The Supreme Court case of Higgins v. Commissioner of the Internal Revenue Service, 312 U.S. 212 (1941), is the seminal case often cited for the proposition that merely
collecting income from investments is not a trade or business, but in the context of trade
or business deductions. In Continental Trading, Inc. v. Commissioner of the Internal Revenue Service, 265 F.2d 40 (9th Cir. 1959), the Ninth Circuit Court of Appeals held that
the trade or business definition applied by the Supreme Court in Higgins also applied to
non-resident aliens investing in the United States. Since this case, other circuits and the
IRS have adopted the Ninth Circuit’s view.
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agreement. For example, the U.S. Tax Court found an agency relationship to exist when a foreign manufacturer sold goods through a U.S. distributor and the agreement between the manufacturer and the distributor
was structured such that the distributor had no risk of loss, but rather was
merely a consignment agent.
Courts most easily find non-residents engaged in a USTB through
agency principles when parties are related, or a U.S. operation is dependent on a foreign owner for all of its business. For example: a foreign corporation acquires a U.S. company; the foreign acquirer directs its U.S.
subsidiary to perform certain activities on the foreign parent’s behalf. The
foreign parent may be found to be engaged in a USTB through the U.S.
subsidiary, exposing certain of the foreign parent’s income to U.S. taxation. Foreign acquirers sensitive to the tax implications of being engaged
in a USTB should structure carefully contractual relationships with U.S.
subsidiaries so as to avoid agency status, which cannot be accomplished
with a “no agency” clause in a contract. To avoid agency status, the U.S.
subsidiary cannot be allowed to negotiate on behalf of the foreign parent
or enter into agreements on its behalf.
[2] Exceptions for Certain Investment Income
A non-resident trading in U.S. stocks or securities on his own
account, even through an agent located in the United States, is not
engaged in a USTB. Similarly, a non-resident who is a dealer and trades
in stocks or securities in the United States through an agent is not engaged
in a USTB, provided the agent is independent.
This stock trading exception (also called the “trading safe harbor”)
was added to the Code after U.S. courts had determined that “investing”
is not a trade or business (and, consequently, a foreign investor could not
have a trade or business in the United States) but that “trading” in securities was a trade or business. Thus, a non-resident could be engaged in a
trade or business in the United States merely by engaging in sufficiently
active trading even were the trading entirely for his own account. The
U.S. Congress has since amended the statute, creating an exception for
trading in stocks or securities. As discussed in § 7.03[B][5] infra, this
exception can be extremely beneficial to foreign investors because the
United States does not tax capital gains provided the non-resident is not
engaged in a USTB.
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The trading safe harbor will not apply where a non-resident is sufficiently involved with an investment in the United States to be treated as
engaged in a USTB. For example, where a foreign investment fund
actively solicits investors, manages fund assets in the United States (comprised of equity interests in U.S. companies), and exercises significant
business judgment and decision-making in the United States, the investment fund could be engaged in a USTB. If engaged in a USTB, the sale
of the U.S. equity interests, which otherwise would be tax exempt, would
be subject to tax as ECI.
[3] Treaty Modifications and Permanent Establishments
Tax treaties provide that a non-resident is taxable on certain business profits generated by a permanent establishment (“PE”). A PE is a
fixed place of business through which the business of an enterprise is carried out, such as an office, factory, mine, or place of management, but a
PE also can exist where no premises are available or required but the
enterprise has some operating space at its disposal. A resident of a treaty
jurisdiction may have business operations in the United States sufficient
for a USTB, but not a PE (whose “activity” threshold is higher) and, as
a result, would not be taxable on the business profits of that enterprise.15
Taxation standards for PEs are similar to those for USTBs. An independent agent, such as a broker, commission agent, or other agent acting
in the ordinary course of business, will not give rise to a PE, but where
the agent is dependent and acts habitually for the foreign principal with
authority to conclude binding contracts, the business profits on U.S.earned income would be taxable.
“Back-office” or support activities conducted in the United States,
such as the maintenance of a fixed business solely for the purpose of
advertising, for the supply of information, or for scientific research, do
not give rise to a PE. Nor do other activities that have a preparatory or
auxiliary character for the enterprise, depending on specific provisions of
the applicable treaty.

15

As discussed above, in order to ensure that treaty benefits are retained, a taxpayer
must file Form 8833 disclosing the treaty-based return position to the IRS.
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[4] Branch Profits Tax and Branch Level Interests Tax
Corporate income in the United States is subject to two levels of tax,
corporate and shareholder. In order to create parity between the choice of
engaging in business in the United States through the acquisition of a U.S.
corporation and directly engaging in business in the United States, a nonresident corporation engaged in a USTB is subject to a second level of
tax known as the “branch profits tax.”
The branch profits tax is designed to prevent a foreign corporation
from paying, as a branch, only corporate and not shareholder taxes otherwise applicable to U.S. subsidiaries. The branch profits tax is 30 percent of the so-called “dividend equivalent amount,” which is the
effectively connected earnings and profits (the ECI of the U.S. branch of
a foreign corporation) reduced or increased by the increase or decrease,
respectively, in the U.S. net assets (the assets of the U.S. branch less its
liabilities). Thus, the branch profits tax calculates cash earned in and
withdrawn from the United States as if it were a dividend from the U.S.
branch.
The branch level interest tax treats interest received by a foreign
corporation from its U.S. branch the same way, as income from U.S.
sources subject to withholding. The idea is to treat the interest expense of
a U.S. branch as nearly as possible like interest paid by a U.S. subsidiary
corporation. However, the tax assessment can be complicated by tax treaties, the timing of interest deductions, and other issues.
[5] Return Filing Requirements and Audit Implications
Non-resident individuals and businesses earning ECI or business
profits attributable to a PE are required to file income tax returns annually on IRS Form 1040-NR (U.S. Non-Resident Alien Tax Return) or IRS
Form 1120F (U.S. Income Tax Return of a Foreign Corporation). Foreign
partnerships earning ECI for business profits attributable to a PE or ECI
from a USTB are required to file annually Form 1065 (U.S. Return of
Partnership Income).
Non-residents may always file a protective “0” return when they
believe they have earned no ECI or business profits because they were
not engaged in a USTB, or did not maintain a PE. Such returns preserve
the ability to claim tax deductions in the United States were the IRS ultimately to determine that there is ECI or income attributable to a PE; the
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returns also begin tolling the statute of limitations for any potential violations of U.S. tax law that may result in penalties.
The time for the IRS to assert penalties for reporting violations runs
from the return’s filing date. In some situations, the IRS may assert penalties for three years, but for gross income understatements, the IRS may
assert penalties for up to six years. When no return has been filed, the
time limit for the IRS to seek taxes and penalties never begins to run.
Although the very filing of a tax return arguably increases exposure to an
IRS audit (and the IRS has increased enforcement efforts and audits on
foreign tax returns), failure to file can create eternal risks of taxes and
penalties.
Any U.S. target in an acquisition has significant tax and reporting
requirements. Noncompliance can impact adversely the target’s value and
cost a foreign acquirer substantial penalties and unpaid taxes. Thus, it is
important to incorporate representations and warranties into any acquisition or similar agreement that the U.S. target has complied fully with all
applicable tax laws and has paid all taxes. It also may be necessary to
enter into a separate tax sharing agreement to allocate future taxes related
to an acquisition.
[B] Fixed, Determinable, Annual, and Periodical Income
A flat 30 percent withholding tax is imposed on certain types of passive income earned by non-residents where the income is not ECI. This
income, described as “fixed or determinable annual or periodical gains,
profits, and income,” or “FDAP,” and including items such as dividends
and interest, is taxable on a gross basis, whereas ECI is taxable on a net
basis. This withholding tax would apply, for example, to dividends paid
to the foreign acquirer from its U.S. target, interest payments on debt
owed to the foreign acquirer by the U.S. business, or royalties paid by the
U.S. target for exploiting intangibles in the United States. Treaty provisions, which usually lower the rate of withholding, may impact significantly taxes on FDAP income.
[1] Generally
FDAP income includes U.S.-source (i) interest and interest equivalents, (ii) dividends and other corporate distributions, (iii) royalties, (iv)
rents, (v) annuities, and (vi) other similar payments. U.S.-source capital
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gains, however, are excluded. U.S. payers are required to withhold the tax
from remittances to non-residents and pay it directly to the IRS on their
behalf. When the tax liability is satisfied by the withheld tax, and provided there is no ECI, the taxpayer is not required to file a U.S. tax return.
Recovery of withholding in excess of the tax liability requires filing a
U.S. tax return.
“Gross basis” means that there are no deductions nor other allowances for costs incurred in earning or collecting the income. Indirect earnings, such as FDAP income to foreign partners from a U.S. partnership,
are taxed this way with the partnership acting as the withholding agent.
Foreign trusts and estates are equally subject to the withholding tax on
U.S.-source FDAP income.
[2] Interest
FDAP income includes not only interest, but also interest equivalents, such as original issue discount (“OID”). The 30-percent withholding tax, however, is often not imposed on interest because of a variety of
Code and treaty-based exceptions.
“OID” refers to the excess of a debt instrument’s face amount over
the price for which the instrument was issued originally. It accrues over
the life of the instrument and the holder is required to recognize as interest income the amount accruing in each year. However, because the interest has not been paid out, there is nothing upon which to withhold.
Withholding tax is imposed as a collection mechanism only when there is
a cash payment. Consequently, where a foreign holder receives a payment of interest or principal under an OID instrument, the withholding
tax is imposed on all accrued OID, but only when the instrument is later
sold or exchanged.
Portfolio interest, which includes most interest received from unrelated borrowers by taxpayers other than banks, is exempt from withholding. The portfolio interest exemption does not apply to amounts received
by non-residents who own 10 percent or more of the total combined voting power of the stock of the payer company. Consequently, the portfolio
interest exemption does not apply where a non-resident buys a large stake
in a U.S. company. It also does not apply to payments of “contingent”
interest (interest determined by reference to receipts, sales, a change in
value of the property owned by the debtor, dividends, partnership distributions, or similar payments made by the debtor or related person; also
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sometimes called “equity kickers”). A foreign investor making a debt
investment in a U.S. company should ensure that the debt instrument
complies with the portfolio interest requirement, which requires that the
transferability of the debt instrument be limited. In addition, the portfolio
interest exemption does not apply to bearer bonds issued after March 8,
2012. Withholding tax does not apply to interest on bank deposits, a
policy that encourages non-residents to make deposits with U.S. banks.
Treaties frequently exempt foreign persons from withholding tax on
interest. When the portfolio interest or bank deposit exemption is not
available, a foreign acquirer should consult all potentially applicable
income tax treaties.
[3] Dividends
Dividends, which are subject to 30-percent withholding (but there
are exceptions, including when treaties apply), are distributions by corporations of current or accumulated earnings and profits. They include
“substitute” payments, such as those received as a result of a securities
lending transaction. For example, when a non-resident loans to a U.S.
bank stock of a U.S. company, obligating the bank to pay the stock
dividends to the non-resident, those “substitute” dividend payments
are subject to withholding. In the case of certain equity swaps on U.S.
stock, payments made after December 31, 2012, are also subject to withholding.15.1
Dividends are partially or wholly exempted from withholding tax
when at least 80 percent of the payer’s gross income during the three-year
period preceding the current year is foreign-source income derived in the
active conduct of business in a foreign country or a U.S. possession.
[4] Rents
Rents derived from the use of real or personal property located in
the United States are subject to withholding tax in theory, but rarely in
fact, because (i) the activities of managing real property, whether carried
on by the owner or agents of the owner, are a USTB and, consequently,
15.1

Ordinarily, swap payments are sourced to the recipient of a swap payment under
U.S. law and, consequently, foreign persons are not taxed on the receipt of a swap payment. This new rule “re-sources” equity swap payments, or U.S. securities, to be U.S.
sourced.
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the rents are ECI; or (ii) a non-resident property owner may make an election (as discussed in § 7.03[C][3] infra) to treat the rents, to the nonresident’s benefit, as ECI.
[5] Capital Gains and Losses
With the usual exception for taxpayers engaged in a USTB, nonresidents’ capital gains and losses are not treated as FDAP income and
are exempt from withholding. Because the U.S. does not tax capital gains
as FDAP income, foreign investors not engaged in a USTB may buy and
sell equity interests in U.S. companies and not be subject to tax. A narrow exception applies, however, when a non-resident is physically
present in the United States for at least 183 days during a taxable year,
whereupon the excess of U.S.-source capital gains is taxed at 30 percent.
[6] Impact of Treaties
Treaty provisions apply to reduce rates of withholding for those
residents of countries that have bilateral income tax treaties with the
United States. The applicable rates of withholding on interest, dividends,
royalties, and other payments vary depending on the treaty, but some generalizations can be made.
Commonly, tax treaties with the United States provide for no withholding on interest. Withholding rates on dividends can vary significantly
depending on the applicable treaty, but many treaties provide for a maximum withholding rate of 15 percent. The withholding rate on dividends
may be further reduced when the dividend is paid to a shareholder who
owns more than 10 percent of the paying corporation. Tax treaties provide for no withholding on royalties. Treaties, however, typically do not
address withholding for rents.
[a]

Treaty Benefits for Fiscally Transparent Entities

Many U.S. tax treaties have provisions to deal with “fiscally transparent entities,” which include partnerships and other entities that receive
pass-through tax treatment (i.e., the income of the business entity is taxable to the owner of the entity and not the business entity itself). Under
provisions common to U.S. tax treaties, income earned by a fiscally transparent entity is considered earned by a treaty resident only when the
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income of the entity is considered income of a resident of one of the treaty
partners. For example, if a foreign corporation in a non-treaty country
were to form a partnership in a treaty jurisdiction that is not taxed at the
partnership level, the income derived by that foreign corporation through
the partnership would not be eligible for the treaty benefits.
Notwithstanding possible treaty provisions, U.S. domestic law and
regulations deny reductions in withholding tax with respect to any item
“derived through an entity” that, under U.S. tax law, is treated as a fiscally transparent entity when:
1.

The item is not, under the laws of the treaty country, considered
income of the foreign person claiming the treaty benefit;

2.

The treaty does not contain a provision on the applicability of
the treaty in the case of income derived through a fiscally transparent entity; and

3.

The treaty country does not impose tax on distribution of such
item of income from such entity to the recipient.

This provision in domestic law is intended to deny treaty benefits to
hybrid entities (for an explanation of hybrid entities, see § 7.02[C][1][c]
supra). Regulations interpreting this provision against treaty-shopping
have expanded its scope.
EXAMPLE 5:
Entity A is a business organization formed under the laws of Country X that has an income tax treaty in effect with the United States.
A is treated as a partnership for U.S. federal income tax purposes. A
is also treated as a partnership under the laws of Country X, and
therefore Country X requires the interest holders in A to take into
account separately, on a current basis, their respective shares of the
items of income paid to A, whether or not distributed to the interest
holder. The character and source of the items in the hands of the
interest holders are determined as if such items were realized
directly from the source from which they were realized by A. A
receives royalty income from U.S. sources that is not effectively
connected with the conduct of a trade or business in the United
States. A is fiscally transparent in its jurisdiction with respect to the
U.S.-source royalty income in Country X and, thus, A does not
derive such income for purposes of the U.S.-X income tax treaty.
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Limitation on Benefits

U.S. tax treaties often include so-called “limitation on benefits”
clauses,16 which differ depending on the treaty jurisdiction and may be
quite complex. They are designed to deny treaty benefits where certain
objective manifestations of “treaty shopping” are present. Treaty shopping is the practice of forming entities in countries with which the U.S.
has a tax treaty merely in order to obtain treaty benefits where there is no
other nexus to the treaty country. The limitation on benefits provisions
usually has objective ownership tests, requiring the beneficial interests in
an entity to be owned substantially by residents of the treaty country. In
addition, they usually have a “base erosion test,” requiring that a certain
percentage of the income of the recipient not be paid in the form of
deductible payments to persons in a non-treaty jurisdiction (which would
erode or reduce the value of the tax base).
[C] Acquiring U.S. Real Property
U.S. real property includes all land and unsevered natural products
of the land (i.e., crops, timber, and mineral deposits), buildings, inherently permanent structures, and the structural components of buildings
and structures. Real property also includes personal property associated
with the use of real property, including such items as movable walls and
furnishings, mining equipment, farm machinery, equipment used predominantly to construct real property improvements, beds and other furniture owned by the owner or operator of a lodging facility and used in
operating that facility, and office furniture and equipment provided by a
lessor for the use of lessees of office space.
The Foreign Investment in Real Property Tax Act (“FIRPTA”) treats
direct and indirect ownership of U.S. real property the same way: a nonresident’s gain or loss when disposing of a U.S. real property interest is
deemed to be effectively connected with a trade or business carried on in
the United States, even when the property investment is wholly passive.17
16

Limitation on benefits clauses are exceptional to U.S. tax treaties; such provisions
rarely are utilized by other countries. However, other countries are becoming more stringent about treaty shopping than in the past. For example, China has now put in place many
barriers to utilizing bilateral tax treaties to avoid Chinese taxes.
17
FIRPTA was motivated by a native protectionism in response to significant acquisitions of U.S. landmarks during the 1980s.
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The gain or loss is combined with income, gain, or loss for the taxable
year from any business actually carried on by the taxpayer in the United
States and, should the taxpayer so elect, with other income from U.S. real
property.
An interest in real property solely as a creditor may not be a U.S.
real property interest. However, an interest may include any direct or indirect right to share in the appreciation in the value of, or in the gross or
net proceeds or profits generated by, the real property. Thus, a nonresident’s contractual right to certain proceeds derived from U.S. real
property may be a U.S. real property interest subject to FIRPTA. FIRPTA
is not significantly altered by treaties, as most tax treaties reserve the right
to tax real property for the country in which the real property is situated.
[1] Holding Interests Through Partnership, Trust, or Estate
A U.S. real property interest includes an interest in real property
held through beneficial ownership of a partnership, trust, or estate. Disposition of an interest in a partnership, trust, or estate holding U.S. real
property is subject to the FIRPTA tax. Thus, for example, a nonresident’s interest in a U.S. partnership that owns U.S. real property
would be subject to FIRPTA based on the portion of the partnership assets
consisting of U.S. real property.
[2] Holding Interests Through a Corporation
Equity in a U.S. corporation, including any equity not in the form
of shares of stock, is treated as a U.S. real property interest when the U.S.
corporation is a “U.S. real property holding corporation” at any time during the five years preceding the taxpayer’s disposition of the interest.18 A
U.S. real property holding corporation is a U.S. corporation owning interest in U.S. real property that equals or exceeds 50 percent of the aggregate fair market value of the corporation’s assets. Portfolio securities are
not counted in applying this 50-percent asset test.

18
The “five-year” rule is important in performing due diligence because, when a U.S.
corporation is a U.S. real property holding corporation at any time during the preceding
five years, the holder of that U.S. corporation’s stock is subject to FIRPTA, even should
the U.S. corporation not be a U.S. real property holding corporation throughout the entire
five years.
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When a corporation owns 50 percent or more of the fair market
value of all classes of the stock of another corporation (the subsidiary),
the parent is treated as owning a proportionate share of each asset of that
subsidiary.
EXAMPLE 6:
A foreign acquirer is evaluating a purchase of U.S. Corporation A,
a U.S. holding company. Corporation A does not own any U.S. real
property. Eighty percent of Corporation A’s assets consist of 50 percent of the stock of Corporation B; 70 percent of the fair market
value of Corporation B’s assets consist of U.S. real property. Corporation A is treated as a U.S. real property holding corporation
because 56 percent (80 percent times 70 percent) of Corporation A’s
assets are treated as real property. As a result, depending on the
seller, the foreign acquirer could be subject to a withholding obligation on its purchase of Corporation A. The foreign acquirer is also
subject to tax on its sale of Corporation A, even though the transaction might otherwise have qualified for exemption as a nonresident’s sale of capital gain property.
Were there any question as to whether a U.S. target could be treated
as a U.S. real property holding corporation, it would be necessary to
obtain valuations of all of the assets. Additionally, consideration should
be given to including a representation in an acquisition agreement with
respect to treatment as a U.S. real property holding corporation.
[3] Election to Treat Income as “Effectively Connected”
As discussed in § 7.03[B][4] supra, rents are FDAP income absent
active involvement by a non-resident in managing the property (i.e.,
being engaged in a U.S. trade or business). An election allows a nonresident alien individual or foreign corporation to elect to treat all income
derived from real property located in the United States (or any interest in
such property) as effectively connected with a U.S. trade or business.
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Such an election is attractive for a non-resident because he or she
then can obtain deductions to offset income. When rental income is not
effectively connected with the conduct of a U.S. trade or business, a nonresident pays 30-percent tax on the gross rents with no deductions, such
as for interest or depreciation, because the rents would be FDAP income.
By contrast, when income is ECI, rental income may be offset by deductions for depreciation and interest. Thus, an election to treat the real property income as ECI may allow rental income to be tax-free, instead of
taxable at a 30-percent gross tax rate.
For individuals, the election applies only to income from real property held for the production of income. A non-resident makes the election
by including a statement with a timely filed U.S. income tax return and:
(a) A complete schedule of all real property in the United States,
or any interest in real property in the United States, of which
the non-resident is beneficial owner, including each property’s
exact location;
(b) An indication of the extent to which the taxpayer has direct or
beneficial ownership in each such item of real property, or
interest in real property;
(c) A description of any substantial improvements on any such
property; and
(d) Identification of any and all taxable years when elections of
any kind for the treatment of income from real property have
been made.
[D] Withholding
Any person having control, receipt, or custody of income, or who
disposes of or pays such income subject to the FDAP tax, must withhold
and remit tax to the IRS. Persons obligated to withhold are called “withholding agents.” A withholding agent must fulfill certain payment and
reporting requirements, or risk being liable himself for the withholding
tax; the taxpayer subject to withholding may be subject to certain reporting requirements as well, in particular to obtain reduced withholding
(such as prescribed by a treaty) or to claim refunds of withheld amounts.
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[1] Payments Subject to Withholding at Source
Withholding must occur when an item subject to withholding is
paid. An amount is deemed paid, however, when it is included in the beneficial owner’s gross income under the cash method of accounting, even
when the actual transfer of cash has not occurred.19
The amount subject to withholding is the amount of gross income,
unreduced by any deductions. In some circumstances, the amount withheld may exceed the gross income upon which the non-resident is subject
to tax. For example, a payment of interest may be in part a return of capital to a particular non-resident holder of a debt instrument. Regardless of
the holder’s tax position, the entire payment is subject to withholding.
When a withholding agent determines that an item payable to a foreign person is subject to withholding, the agent is responsible for determining whether the payee is entitled to an exemption from withholding
or to a reduced rate. Several items are excluded from this requirement
regardless of the status of the payee (or beneficial owner of the payment):
(a) Income from non-U.S. sources;
(b) Interest on deposits with banks, insurance companies, and certain other financial institutions;
(c) Interest and OID on instruments issued for terms of 183 days
or less;
(d) Interest and dividends from a U.S. corporation deriving at least
80 percent of its gross income from trades or business activity
carried on outside the United States (in the case of dividends,
to the extent the dividends are allocable to the gross income
from those trades or businesses);
(e) Dividends paid by a foreign corporation out of earnings and
profits for a year when the corporation was subject to the
branch profits tax described in § 7.03[A][4] supra; and
(f)

Payments on swaps or notional principal contracts.

19

See Chapter 6 on Domestic Tax Issues for a discussion of the cash method of
accounting for tax purposes.
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These excluded items, however, may be subject to withholding unless
certain documentation requirements are met, particularly from the nonresident to the withholding agent.20
[2] Withholding on Real Property Dispositions
Absent documentation, an agent normally must withhold at least 10
percent of gross income from a real property disposition unless he
receives a withholding certificate from the IRS that a non-resident may
obtain by filing with the IRS Form 8288-B. Usually, despite the 10 percent withholding, the actual tax imposed on a real property disposition is
much less.21
[3] Obtaining Treaty Benefits
An income tax treaty between the United States and the country of
the payee (or beneficial owner’s) residence may reduce or eliminate withholding. The withholding agent would need:
(a) A withholding certificate or other documentation from the
payee sufficient to establish foreign status, including the beneficial owner’s tax identification number and representation
that the beneficial owner satisfies the applicable terms of the
treaty; and
(b) Confidence that the payee’s claim is not false, and that the IRS
certificate corresponds to the payment and can be relied upon.
Such documentation has been consolidated on IRS Form W-8BEN,
but different filings may be required in unique circumstances, such as
payments involving hybrid entities or partnerships. Absent providing
these forms to a withholding agent, any payments of FDAP income are
subject to 30-percent withholding. Institutional withholding agents, such

20

For example, portfolio interest is exempt from withholding tax. In order to obtain
an exemption from withholding, a foreign portfolio interest recipient must provide a completed Form W-8BEN to the withholding agent.
21
Withholding on real property is applied on the gross sale amount. The tax is applicable only on the gain from the sale (i.e., net gain). Obtaining a withholding certificate
may reduce the withholding to only the tax applicable on the net gain.
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as banks and other financial institutions, pay close attention to withholding requirements and often specifically request certification from nonresident account holders.
[4] Deductions, Treaty Benefits, and Earnings Stripping
One important feature of many of the FDAP types is the tax deductibility of certain payments, which, when combined with treaty benefits,
represents a significant potential tax synergy for a foreign acquirer. For
example, a foreign acquirer or a foreign subsidiary of a foreign acquirer
qualifying for tax treaty benefits that exempt withholding on interest may
benefit from the U.S. tax provision making interest payments deductible
for U.S. corporations; interest payments on a debt instrument would then
be deductible to the U.S. target and incur no U.S. withholding tax because
the interest payment would be subject to tax only to the extent the jurisdiction of the foreign recipient taxes the payment. Still, related-party
interest payments must be at arm’s length in accordance with transfer
pricing principles and other limits may apply.22
Although meaningful U.S. tax savings can be achieved by injecting
deductible payments such as interest expense on related-party indebtedness into a structure, such techniques are not without their limitations.
Section 163(j) of the Code provides certain so-called “earnings stripping” rules that limit the benefit of the interest deduction where the U.S.
borrower is too thinly capitalized (generally a debt equity ratio of greater
than 1.5 to 1) and the interest is not taxable in the hands of the related
party (because, for example, of the application of a treaty). A company
can expect to have such deductions denied where the net interest expense
is in excess of 50 percent of adjusted taxable income, the latter calculated
for this purpose in a manner intended to replicate cash flow and implying
a cash coverage ratio of 2 to 1. Even with this limitation, nonetheless, a
fairly robust reduction in taxable income is available through the injection of arm’s length, related-party indebtedness.

22
U.S.-developed intellectual property can be extremely difficult to migrate and
achieve tax synergies on royalty payments given the “commensurate with income” standard applicable to intellectual property under the U.S. transfer pricing regime. However,
royalties on foreign-developed intellectual property exploited in the United States are tax
deductible and hence another potential tax synergy.
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[5] Foreign Account Tax Compliance Act (“FATCA”)
The U.S. Congress enacted the Foreign Account Tax Compliance
Act (“FATCA”) on March 18, 2010, and added its provisions to the Code.
On January 17, 2013, the Treasury and the IRS issued final regulations
implementing FATCA, although the implementation timeline in the final
regulations has been postponed by six months.
FATCA is a broad reporting and withholding regime designed to
improve tax compliance involving financial assets held offshore. FATCA
requires foreign financial institutions (“FFIs”) to report certain information on assets held by U.S. taxpayers. Non-compliant FFIs are subject to
significant withholding on payments from the United States. The substantive provisions of FATCA will be phased in over the course of the
next several years.
[a]

FATCA Implementation

An FFI is defined as any financial institution, which is a foreign
entity. A financial institution is defined as any entity that (i) accepts
deposits in the ordinary course of a banking or similar business, (ii) holds
financial assets for the account of others as a substantial portion of its
business, or (iii) is engaged (or holds itself out as being engaged) primarily in the business of investing, reinvesting, or trading in securities, partnership interests, or commodities. This broad definition includes not only
foreign banks, but also foreign investment funds, investment trusts, insurance companies, commodities traders, and certain internal treasury or
similar financial centers of multinational groups. The withholding reporting and other requirements are applied to all FFIs (including foreign partnerships), provided the common parent company owns more than 50
percent of each of the affiliates (“Expanded Affiliated Group”).
FATCA, when effective, will impose on FFIs a broad set of extraterritorial rules and regulations aimed at ensuring the tax compliance of
U.S. persons with respect to their non-U.S. investment activities. To
accomplish this goal, FATCA requires that FFIs perform certain customer
due diligence activities, make certain reporting to the IRS, and withhold
taxes from payments to certain persons. Were an FFI not to agree to bear
these new obligations that FFI would be subject to withholding on a broad
range of payments from U.S. payors. These new obligations are in addition to withholding and reporting obligations imposed under prior law on
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U.S. withholding agents and U.S. offices or branches of FFIs, but do not
result in double withholding. FATCA imposes obligations on FFIs as a
whole, including foreign offices and foreign-to-foreign transactions of
FFIs, regardless of whether an FFI has any U.S. branches.
The core of FATCA is the requirement imposed on U.S. payors of
(i) interest, dividends, royalties, and other U.S.-source income (known as
“U.S.-source FDAP payments”)23 and (ii) gross proceeds from sales of
property of a type which can produce U.S.-source interest or dividends24 to
withhold tax at a rate of 30 percent from any such “withholdable” payment
made to any FFI that has not entered into an “FFI Agreement” (to become a
“Participating FFI”) with the IRS. The FFI Agreement will require the FFI
to identify, report, and, in some cases, withhold on payments made to holders of U.S. accounts and certain other persons. Although the FATCA rules
are tax rules, it is important to understand that the rules were devised
largely by the same individuals in the U.S. government responsible for the
implementation and enforcement of anti-money-laundering and knowyour-customer (“AML/KYC”) rules. The objective of FATCA is not to collect tax revenue, but to coerce FFIs to enforce compliance of U.S.
taxpayers, with potentially financially devastating tax withholding
consequences for refusing. FATCA could oblige an FFI to recognize the
withholding requirements specifically in its financial statement.
The IRS will begin accepting applications to enter into FFI Agreements on January 1, 2013. June 30, 2013, is the last date to enter into an
FFI Agreement to preclude withholding (on FDAP) beginning on January 1, 2014. The effective date for all FFI Agreements entered into before
July 1, 2013, will be July 1, 2013. The effective date for FFI Agreements
entered into on or after July 1, 2013, will be the date the FFI enters into
the FFI Agreement.24.1
The FATCA withholding rules were slated originally to apply to payments made after December 31, 2012, but this implementation date has
23

FDAP means “fixed or determinable annual or periodical gains, profits and
income,” and is the legal acronym for payments subject to withholding under pre-FATCA
law discussed in 7.03[B], supra.
24
As noted above, U.S.-sourced capital gains are exempt from withholding, but such
gains may ultimately be subject to withholding to the extent required by FATCA.
24.1
Certain FATCA rules apply to nonfinancial foreign entities (“NFFEs”). FATCA
requires all withholding agents, including U.S. branches of FFIs and Participating FFIs,
to withhold 30% from a withholdable payment made to a non-exempt NFFE, unless the
NFFE certifies that it has no substantial U.S. owners or provides identifying information
for each substantial U.S. owner. Exempt NFFEs include publicly traded entities and their
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been deferred by the proposed regulations until after December 31, 2013.
The application of the FATCA withholding tax does not extend to certain
preexisting accounts and to payments made with regard to certain
grandfathered “obligations” which were outstanding on January 1, 2013
(obligations issued before January 1, 2013). For this purpose,
grandfathered “obligations” do not include accounts that lack a definitive
expiration or term, such as equity, savings and demand deposits, or brokerage and custodial agreements to hold financial assets for the account of
others.
The critical dates for implementation of the main requirements are
as follows:
1.

Execution of FFI Agreements. The IRS will begin accepting
applications to enter into FFI Agreements through a Web portal
on August 19, 2013. The last date to enter into an FFI Agreement to preclude withholding beginning on July 1, 2014, is
April 25, 2014. The effective date for all FFI Agreements
entered into before June 30, 2013 will be June 30, 2014. The
effective date for FFI Agreements entered into on or after July
1, 2014 will be the date the FFI enters into the FFI Agreement.

2.

Due Diligence. Participating FFIs, that is, those entering into an
FFI Agreement, have a responsibility to identify and document
U.S. accounts, recalcitrant account holders, and accounts held
by non-Participating FFIs in accordance with certain required
verification and due diligence procedures. Participating FFIs
are required to identify and report holders of financial accounts
that are specified U.S. persons or U.S.-owned foreign entities.

3.

Reporting of U.S. Accounts. On March 31, 2015, the first
reporting is due for certain U.S. and recalcitrant accountholders
identified based on the required due diligence procedures.

4.

Withholding. The withholding implementation dates differ for
various types of withholdable payments. Payments made with

affiliates; entities organized in a U.S. possession that are wholly owned by bona fide residents of that possession; foreign governments and international organizations, their political subdivisions, agencies, and instrumentalities; and “active” NFFEs. Active NFFEs are
NFFEs, the income of which consists of less than 50% passive income and the assets of
which consist of less than 50% assets earning passive income. Participating FFIs and other
withholding agents must have procedures in place to make these necessary determinations and withholdings.
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regard to certain obligations in existence on July 1, 2014, are
not subject to withholding, although they are subject to reporting. With respect to U.S.-source FDAP payments (interest, dividends, royalties, rent, etc.), withholding applies to payments
made on or after July 1, 2014. With regard to gross proceeds
from sale of assets that can produce U.S.-source interest or dividends, withholding applies to payments made on or after January 1, 2017. A complex passthru payment-withholding regime
will apply to payments made on or after January 1, 2017.24.2
[b]

Important FATCA Exceptions

The regulations provide exceptions for certain types of entities from
being treated as FFIs (and instead treated as NFFEs). The excluded entities exempted from being treated as FFIs include:
•

Holding companies—of which substantially all activities involve owning all or a portion of the stock of one or more subsidiaries engaged in
trades or businesses—are exempt. However, an entity would not
qualify for this exemption if it were to function or hold itself out as an
investment fund, the purpose of which is to acquire or fund companies
and then hold interests in those companies as investments.

•

A start-up entity that is not yet operating a business, and has no prior
operating history, but is investing capital with the intent to operate a
nonfinancial business, is exempt. Similar to investment funds, an
entity that functions or holds itself out as an investment fund will not
qualify for the exemption.

•

Nonfinancial entities either liquidating or emerging from bankruptcy
are exempt. An entity that was not a financial institution during the
preceding five years and is in the process of liquidating its assets or is
reorganizing with the intent to continue or recommence operations as
a nonfinancial entity is exempt.

•

Financing or hedging centers of nonfinancial groups are exempt. An
entity that primarily engages in financing and hedging transactions
24.2

The reporting and withholding requirements of the passthru regime are not yet
known. No formal regulations have yet been proposed. It is likely FFIs will have to calculate percentages of payments, according to a formula probably to be specified in the
regulations, to non-participating FFIs or recalcitrant account holders.
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with or for members of its affiliated group that are not financial institutions are exempt, provided that the affiliated group is primarily
engaged in a nonfinancial business and the relevant entity does not
provide financing or hedging services to non-affiliates.
•

Certain charitable and non-profit entities are exempt.

In addition, certain FFIs will be treated as “deemed-compliant” and,
consequently, no FFI agreement is necessary. The first category of deemedcompliant FFIs consists of “registered deemed-compliant” FFIs, which
register with the IRS and meet certain procedural requirements. The following types of FFIs qualify as registered deemed-compliant FFIs:
•

A local FFI, which includes a bank or similar deposit-taking organization, securities broker, dealer, financial planner, or investment advisor that is licensed and regulated under the laws of its country of
organization and is active only in that country.

•

FFIs that are non-reporting members of affiliated groups that include
one or more Participating FFIs when the non-reporting entity meets
certain requirements intended to ensure that it does not maintain
accounts for specified U.S. persons.

•

Qualified collective investment vehicles, which are FFIs solely
because they are foreign investment entities, when (i) they are regulated as investment funds in their country of organization; (ii) each
holder of record over certain specified amounts is a Participating FFI,
a registered deemed-compliant FFI, or a U.S. person other than a
specified U.S. person; and (iii) all other FFIs in its affiliated group are
either Participating FFIs or registered deemed-compliant FFIs.

•

A restricted fund that is an FFI solely because it is a foreign investment entity, when (i) it is regulated as an investment fund in its country of organization when that country is FATF-compliant;24.3 (ii) its
interests are sold through distributors that are Participating FFIs and
are not offered to U.S. persons or non-Participating FFIs; (iii) the fund
complies with certain requirements ensuring that it does not maintain
accounts for specified U.S. persons; and (iv) all other FFIs in its

24.3

Financial Action Task Force (“FATF”) compliant countries are those jurisdictions
that meet certain international norms with respect to anti-money laundering (“AML”) and
combatting financing of terrorism (“CFT”).
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affiliated group are either Participating FFIs or registered deemedcompliant FFIs.
The second category of deemed-compliant FFIs consists of “certified deemed-compliant FFIs,” which need only certify their status to a
withholding agent. A certified deemed-compliant FFI is not required to
register with the IRS and includes the following entities:
•

An FFI which is a non-registering local bank that operates and is
licensed solely as a bank in its country of organization and engages
primarily in the business of making loans and taking deposits in that
country. There are certain asset limits on such entities and their larger
affiliated groups.

•

An FFI which is a retirement fund that is organized for the provision
of retirement or pension benefits when it meets certain requirements.

•

Certain charitable and non-profit organizations.

•

An FFI that holds only low value accounts that is not a foreign investment entity or insurance FFI.

The third category of deemed-compliant FFIs is “ownerdocumented FFIs,” which covers certain foreign investment entities. An
owner-documented FFI is required to submit certain information about its
equity holders to withholding agents. In order to qualify as an ownerdocumented, deemed-compliant FFI, a foreign investment entity must not
(i) be affiliated with any FFI other than an entity that is an FFI solely
because it is a foreign investment entity; or (ii) maintain a financial
account for a non-Participating FFI.
[c]

Intergovernmental Agreements

The primary method in which many FFIs may be regulated under
FATCA is through intergovernmental agreements (“IGAs”) for implementation. IGAs are executive agreements between the U.S. Treasury
Department and the agency or branch of a foreign government responsible for tax collection (e.g., in many countries, the Ministry of Finance).
IGAs are not treaties and, consequently, are not subject to Senate ratification. The U.S. Treasury currently is negotiating more than 50 such
IGAs to implement FATCA. Whereas most FFIs likely will find IGAs
helpful in the long run, in the near term uncertainty may linger until those
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countries signing IGAs adopt additional legislation and regulations to
eliminate barriers to FATCA implementation.
The IGAs are designed to create a bilateral approach to implementing
FATCA. Among other things, the IGAs generally provide a means of
addressing certain privacy laws by allowing reporting to the local country,
which then exchanges information with the United States. Most countries
appear to have embraced FATCA and the IGA approach, as such jurisdictions share a goal of increasing transparency and combatting global tax
evasion. At the same time, other countries opposed to elements of FATCA
ultimately have expressed a willingness to enter into an IGA, recognizing
that FATCA will impact FFIs doing business in their jurisdictions.
Treasury has published two versions, reciprocal and non-reciprocal,
of the first model IGA (the “Model 1 Agreements”), which were developed in conjunction with the governments of France, Germany, Italy,
Spain, and the United Kingdom (the “E.U.5 Countries”). The U.S. and the
E.U.5 Countries agreed to explore a common approach to FATCA implementation to allow FFIs resident in each of those countries to report the
information on assets held by U.S. taxpayers, as required by FATCA,
directly to their local tax authorities. The local authorities, in turn, would
share the information automatically with the IRS. Taxpayers would not
report the information directly to the IRS themselves. Most countries are
opting to enter into Model 1 Agreements.
Treasury released a second model agreement template on November 14, 2012 (the “Model 2 Agreement”). Instead of requiring reporting
to the local jurisdiction and information exchange between the local jurisdiction and the IRS, the Model 2 Agreement requires information to be
exchanged directly by the FFIs with the IRS. Thus far, only Switzerland
and Japan have indicated an intent to enter into a Model 2 Agreement.
§ 7.04

ACQUIRING U.S. CORPORATIONS WITH FOREIGN
SUBSIDIARIES (“OUTBOUND TAXATION”)

For tax purposes, a foreign company’s acquisition of a U.S. corporation with foreign subsidiaries, what is called a “sandwich structure”
(foreign-U.S.-foreign), is seldom optimal.
[A] Worldwide System of Taxation
The U.S. corporation, as in the case of a U.S. resident, is taxable on all
of its income earned worldwide, including income earned in foreign
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countries, although tax on the active foreign corporate earnings from
foreign subsidiaries may be deferred until they are repatriated. The Obama
administration proposed in its 2011 budget a re-examination of this deferral
system, although this re-examination is not likely to occur before 2011. It
currently is unclear what changes will be made to the deferral system.
Because of possible changes in U.S. tax law, foreign acquirers are
aggressively requesting expanded indemnifications for taxes in acquisition agreements, especially coverage of taxes related to any changes that
may occur in the law. U.S. sellers are resisting such indemnifications,
defining new terrain for hard bargaining in foreign acquisitions.
Notwithstanding that active income earned by a foreign subsidiary
at present may be deferred, the United States limits deferral with respect
to certain passive and readily moveable income under the Subpart F (of
the Code) regime. In addition, where a U.S. corporation has a minority
interest in a foreign corporation, an anti-deferral regime for minority
investments, the passive foreign investment company (“PFIC”) provisions, may apply.
A U.S. corporation owning a foreign corporation may be taxed
twice, in the United States and abroad. To prevent double taxation on the
same income, the United States has a foreign tax credit system that allows
U.S. corporations a U.S. tax credit for taxes paid to foreign countries on
foreign-source income.
[B] Subpart F Generally
U.S. shareholders (defined below) of controlled foreign corporations (“CFCs”) are currently taxable on “Subpart F” income, including
certain categories of income earned by a foreign corporation such as
(i) foreign personal holding company income (“FPHCI”); (ii) foreign
base company sales income (“FBCSI”); (iii) foreign base company services income (“FBCSVI”); and (iv) insurance income, bribes, and boycott income.25
[Next page is 7-33.]

25

Insurance income, bribes, and boycott income arise less frequently and are not discussed here. We note, however, that bribes in violation of the Foreign Corrupt Practices
Act (“FCPA”) (see Chapter 18) give rise to Subpart F income.
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[1] Controlled Foreign Corporations (“CFCs”)
A “U.S. shareholder” is a U.S. person owning at least 10 percent of
a foreign corporation’s stock. The term “U.S. person” includes U.S. corporations and U.S. partnerships. A foreign corporation is a CFC when
more than 50 percent of its stock, by voting power or value, is owned by
U.S. shareholders (taking into account only U.S. persons owning at least
10 percent).
EXAMPLE 7:
A foreign corporation is 100 percent owned by 11 unrelated U.S.
corporations, each owning only 9.1 percent of that foreign corporation’s stock. The foreign corporation is not a CFC.
EXAMPLE 8:
A foreign corporation is 51 percent owned by one U.S. corporation
and 49 percent by unrelated foreign entities. The foreign corporation is a CFC.
EXAMPLE 9:
Foreign Corporation X acquires all of U.S. Corporation Y. Y owns
all of foreign Corporation Z. Notwithstanding that all of Z is indirectly owned by X (hence X, a foreign corporation, owns Z, a foreign corporation) and, therefore, Z’s ultimate ownership is entirely
foreign, because Y is a U.S. corporation (even though owned by foreign Corporation X), Z is a CFC.
Consequently, foreign owners of U.S. corporations and partnerships may
be affected significantly by the U.S. anti-deferral regime because foreign
earnings of the subsidiaries of a U.S. corporation or partnership may still
be taxable by the United States.
Actual, indirect, and constructive ownership is taken into account in
applying the 10 percent and more than 50 percent thresholds. Options to
acquire constitute constructive ownership. Thus, a U.S. corporation with
an option to acquire 51 percent of the shares of a foreign corporation constructively owns that foreign corporation, making it a CFC. Constructive
ownership is ignored, however, in determining the shareholder’s pro rata
share of the resulting Subpart F income.
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[2] Foreign Personal Holding Company Income
Subpart F income includes foreign personal holding company
income (“FPHCI”) (dividends, interest, income equivalent to interest,
rents and royalties, and annuities) earned by a CFC. Dividend or interest
income may be excluded from FPHCI, however, when the CFC receives
the income from a corporation that is a related person organized under the
laws of the same foreign country as the CFC, and uses a substantial part
of its assets in a trade or business in its country of organization.
A more liberal exception to FPHCI is available for tax years beginning before January 1, 2010 under the temporary Section 954(c)(6) “lookthrough” rule.26 The look-through rule for related CFCs considers
dividends, interest, rents, and royalties received or accrued from a CFC
that is not to be FPHCI to the extent that it is not allocable to Subpart F
income (effectively connected income) of the related CFC.
EXAMPLE 10:
U.S. Corporation A owns foreign Corporation B located in Luxembourg. Foreign Corporation B owns foreign Corporation C located
in Germany. Corporations B and C, both foreign and located in foreign countries, are treated as CFCs because of ultimate U.S. ownership. C’s only income for 2008 is 1 million Euros, active
manufacturing (non-Subpart F) income. C pays a 500,000 Euro dividend to Corporation B. Under the look-through rule, the dividend,
income to Corporation B that is a CFC, does not give rise to Subpart F income.
Absent the applicability of the same country dividend exception or
the look-through exception, dividends, interest, rents, and royalties paid
from one CFC to a related CFC give rise to FPHCI.

26

The “look-through” rule has been extended once and may be further extended or
made permanent.

7-34

U.S. INTERNATIONAL TAX REGIME

§ 7.04[B]

[3] Foreign Base Company Sales Income
[a]

Sales of Personal Property

Foreign base company sales income (“FBSCI”) earned by a CFC
from selling personal property (any tangible property that is not real property) is treated as Subpart F income. Many countries have a worldwide
tax system that currently taxes passive income such as FPHCI, but the
United States is unique in taxing sales of personal property abroad.
FBCSI is income derived in connection with the purchase of personal property from a related person and its sale to any other person, the
sale of personal property to any person on behalf of a related person, the
purchase of personal property from any person and its sale to a related
person, or the purchase of personal property from any person on behalf
of a related person, where:
1.

The purchased property (or, for property sold on behalf of a
related person, the property sold) is manufactured, produced,
grown, or extracted outside the country under the laws of which
the controlled foreign corporation is created or organized; and

2.

The property is sold for use, consumption, or disposition outside such foreign country or, when purchased on behalf of a
related person, is purchased for use, consumption, or disposition outside such foreign country.

“Related person” here is defined as an individual, corporation, partnership, trust, or estate that controls, or is controlled by, the CFC; or, a corporation, partnership, trust, or estate that is controlled by the same person
or persons who control the CFC.
Based on these definitions, sales income with respect to personal
property purchased by a CFC from an unrelated party and sold to an unrelated party should not be FBCSI if such property were neither purchased
nor sold on behalf of a related party. Additionally, FBCSI does not
include income derived in connection with the purchase and sale of personal property when the property is sold for use, consumption, or disposition in the country under the laws of which the controlled foreign
corporation that purchases and sells the property is created or organized.
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Exception for Certain “Personal” Property

There is an exception for CFCs manufacturing the personal property they sell. Income that would otherwise be FBCSI does not include
income from the sale of personal property manufactured, produced, or
constructed by a CFC in whole or in part from personal property that it
has purchased. A CFC is considered to have manufactured personal property that it sells when the property sold is not the “same” as property that
it purchased. Property sold is not the same as purchased when it has been
(i) substantially transformed prior to sale or (ii) it satisfies the “purchased
components” test.
When purchased personal property is “substantially transformed”
prior to sale, the property sold is treated as having been manufactured,
produced, or constructed by the selling corporation. Examples of substantial transformation include: converting wood pulp to paper; processing steel rods into screws; and processing whole tuna into canned tuna
fish.
The sale of personal property is treated as the sale of a manufactured product rather than the sale of component parts (the “purchased
components” test) when the operations of the seller are “substantial in
nature” and “generally considered to constitute the manufacture, production, or construction of property.” This test is deemed satisfied when the
direct labor and factory burden of the seller account for 20 percent or
more of the total cost of goods sold.
Regulations issued in December 2008, effectively acknowledging
modern business practices, provide that a CFC can satisfy the manufacturing exception when the CFC provides a contribution to the manufacturing process sufficient to treat it as the manufacturer of the final product
even were it to outsource the physical manufacturing activity.
[4] Foreign Base Company Service Income
Foreign base company services income (“FBCSVI”), also a type of
Subpart F income, includes income derived in connection with the performance of technical, managerial, engineering, architectural, scientific,
skilled, industrial, commercial, or like services performed for or on behalf
of any related person outside the country under the laws of which the
CFC is created or organized. It does not include services performed

7-36

U.S. INTERNATIONAL TAX REGIME

§ 7.04[B]

within a CFC’s country of organization regardless of whether such services are performed on behalf of any related person. Services performed
for a related party by a CFC outside its country of organization normally
are treated as FBCSVI.
[5] CFC Investments in U.S. Property
A U.S. shareholder of a CFC must increase taxable income by a pro
rata share of the increase in earnings invested by the CFC in U.S. property for the taxable year. Thus, such a U.S. shareholder may have to pay
U.S. tax on income that has not been received. The intended effect of this
rule is to tax certain transactions that result in the substantial economic
equivalent to a dividend, even when no formal dividend is paid.
U.S. property investments by a CFC that may result in tax to the
U.S. shareholder include (1) tangible property located in the United
States; (2) stock of a U.S. corporation; (3) obligations of a U.S. person;
and (4) certain intangibles, such as patents and copyrights used in the
United States. When a CFC guarantees, or pledges its assets to secure the
obligations of a U.S. person, the CFC is treated as holding that obligation. The same treatment may apply when a U.S. shareholder pledges a
sufficient amount of stock of the CFC.
EXAMPLE 11:
Alpha, a U.S. multinational, borrows $1,000 from a bank. Alpha’s
foreign subsidiary, a CFC, pledges its assets to secure Alpha’s debt.
The CFC is treated as loaning $1,000 to Alpha, which is treated as
an investment in U.S. property potentially resulting in taxable
income to Alpha.
EXAMPLE 12:
The same as above, but Alpha pledges 80 percent of the stock of its
subsidiary to the bank, and pledges not to allow the CFC to borrow
money or pledge its own assets and not pay any dividends except as
required to make payments on the loan. The subsidiary is treated as
using its assets indirectly to secure Alpha’s debt to the bank. Consequently, the subsidiary is treated as loaning the funds to Alpha,
which then is treated as an investment in U.S. property potentially
resulting in taxable income to Alpha. Regulations currently allow a

7-37

2013 SUPPLEMENT

§ 7.04[C]

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

parent to pledge less than 66 and 2/3 percent of a foreign subsidiary
to be pledged without deeming a loan from the CFC to the parent.
Thus, had Alpha pledged only 65 percent of the stock of the CFC,
the CFC would not be deemed to have loaned the funds to Alpha.
[6] Check-the-Box Planning
As discussed in § 7.02[C][1] supra, certain entities are eligible to
elect to be treated as “disregarded entities” for U.S. tax purposes. This
“check-the-box” planning can be useful in the context of Subpart F. By
using a holding company and checking the box on the subsidiaries, intercompany payments can be eliminated, which can result in a substantial
reduction in Subpart F income.
A common strategy for U.S. multinationals is to employ a “super
holdco” structure. The U.S. parent forms a subsidiary in a low- or no-tax
jurisdiction (the “holdco”) and then conducts all foreign operations
through subsidiaries in the low- or no-tax jurisdiction. All or most operations owned by the holdco elect to be treated as “disregarded.” Thus, dividends to the holdco are disregarded and not subject to U.S. tax as FPHCI,
allowing cash to be redeployed for foreign investment without incurring
U.S. tax and minimal or no tax in the holdco’s jurisdiction. This common
structure presents a tax-advantaged opportunity, provided the acquisition
can be structured such that the “holdco” ultimately is removed from U.S.
ownership.
[C] Foreign Tax Credits
The U.S. foreign tax credit system mitigates the consequences of
double taxation, where income earned abroad is taxed in the foreign
country and also in the United States.27 A U.S. taxpayer may claim a
credit for foreign taxes paid on its foreign-source income, thereby reducing the otherwise applicable U.S. tax imposed under the U.S. worldwide
tax system.28 Foreign acquirers of U.S. businesses similarly benefit from
27

The foreign tax credit is elective. A deduction is also available in lieu of the credit.
A credit, a dollar for dollar offset to U.S. taxes, is usually but not always more beneficial
than a deduction, depending on a taxpayer’s particular facts.
28
“Indirect” foreign tax credits are allowed for foreign taxes paid by a foreign subsidiary of a U.S. corporation. The indirect foreign tax credit is allowed when dividends
are distributed from the foreign subsidiary to the U.S. parent.
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foreign tax credits to the extent the U.S. business is taxable by foreign
countries, protecting them from double taxation.
[1] Creditable versus Non-Creditable Foreign Taxes
To receive credit for payments to a foreign government, the payments must be (i) a tax; (ii) paid or accrued to a foreign country; and (iii)
an income, war profits, or excess profits tax (or must be paid in lieu of
such a tax). A “tax” for purposes of credit is a compulsory payment pursuant to the authority of a foreign country. Foreign income taxes and
withholding taxes will be creditable under these requirements.
Penalties, fines, interest, and customs duties are not taxes. Value
added taxes are not creditable taxes. Payments to foreign governments
made in order to receive specific economic benefits, such as royalty payments for natural resource use, are not taxes. When payments combine a
tax and a non-creditable payment, credit is granted only for the taxable
portion of the payment.
For a payment to be considered compulsory, a taxpayer must minimize the foreign tax liability, which requires that the taxpayer exhaust all
remedies in order to obtain all possible refunds and otherwise to minimize the foreign tax liability.
EXAMPLE 13:
U.S. Corporation owns a foreign corporation (a CFC) that earns
$100 and incorrectly files and pays $30 tax on that income when
$20 in tax was due. Only $20 then is creditable, and the CFC must
obtain a refund from the foreign government for the other $10 in
overpaid tax. No credit is allowed for the additional $10 in overpayment, even were the CFC not to collect the refund.
[2] Limitation System
A complex limitation system restricts the use of foreign tax credits.
Credits are subject to an overall limit. The credit granted may not exceed
the tax against which the credit is claimed, multiplied by (i) the taxpayer’s taxable income from foreign sources, divided by (ii) the taxpayer’s
worldwide income. This basic limit ensures that foreign tax credits cannot be used to offset U.S. taxes on U.S.-source income. In addition, in a
foreign country that imposes a higher rate of tax than the United States,
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the credit limitation would prevent subsidizing the foreign country by
reducing the U.S. tax below zero.
There are other limits. Two foreign tax credit “baskets” minimize
cross crediting and possible manipulation of foreign taxes and tax credits. The “general” basket covers most active business operations, while
the “passive” basket covers passive income, such as dividends, interest,
rents, and royalties (the passive basket includes all of the items covered
as foreign personal holding company income under Subpart F). The limit
based on foreign tax liability applies separately for each basket of
income. In no event can the tax credit exceed the actual foreign taxes on
the income.
EXAMPLE 14:
U.S. Corporation X earns $200 of general basket income. $100 of
that income is foreign source; Corporation X pays $40 of foreign
taxes on that income. Corporation X also earns $200 of passive basket income of which $100 is foreign source. Corporation X pays $15
in foreign taxes on the passive income. Corporation X’s taxable
income is $400 ($200 general plus $200 passive); it is liable for
$140 in U.S. taxes ($400 times 35 percent). Corporation X has an
overall limitation of $70 ($140 times $200 divided by $400). Additionally, Corporation X has a passive basket limit of $35 ($70 times
$100 divided by $200), and a general basket limit of $35 ($70 times
$100 divided by $200). Thus, Corporation X may use a $15 foreign
tax credit on its passive income and a $35 foreign tax credit on its
general income for a total foreign tax credit of $50, even though
Corporation X paid $55 in foreign taxes.
There are many other complexities to the foreign tax credit limitation system that are beyond the scope of this treatise. Because the credit
system is imperfect, it frequently results in some measure of double taxation, but there are many ways to reduce liabilities through tax planning.
There also are ways that taxpayers have used the foreign tax credit
system to their advantage, by receiving credits that effectively eliminate
U.S. taxes on foreign income.28.1

28.1

Such strategies currently are being limited by new law, such as Section 909 of the
Code. Section 909 defers foreign tax credits until related foreign income is taken into
account.
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U.S. TRANSFER PRICING REGIME

The IRS has the authority to reallocate all forms of
income—including income, gains, deductions, losses, credits, and other
allowances—between a foreign entity and its U.S. subsidiary (or any two
companies under “common control,” with one being in the United States)
whenever necessary in order to prevent evasion of taxes. This authority
sometimes limits the ability to use intercompany pricing among related
entities to provide tax benefits by moving profit to low tax jurisdictions.
The IRS authority is intended to prevent taxpayers from artificially shifting profits and making fictitious sales. The IRS authority, however, does
not prevent taxpayers from structuring operations such that the income
earned in low tax jurisdictions has economic substance.
“Common control” is defined broadly under U.S. law. It includes
any two enterprises seeking the same general financial goal, not necessarily a parent and subsidiary, which could result in two businesses
treated as “controlled” for purposes of the U.S. transfer pricing regime,
even when they are not under common ownership.
The U.S. transfer pricing regime’s underlying notion of tax evasion
aims to treat controlled and uncontrolled taxpayers the same way, by
determining the “true taxable income” of the controlled taxpayer. The
IRS’s authority to make these adjustments is not limited to sham transactions, but also allows for adjustments where distortions are inadvertent.
“True taxable income” is determined by applying the “arm’s-length standard,” treating a controlled taxpayer in the same manner as two uncontrolled taxpayers operating at arm’s length. The OECD and many
countries besides the U.S. have adopted this standard.29
Despite the broad definition of “common control,” most often the
IRS employs its transfer pricing authority in order to adjust items between
a U.S. company and a foreign affiliate,30 a situation that may arise when
a foreign owner of a U.S. company attempts to shift income away from
the U.S. company. In order to determine whether pricing and rates for
intercompany transactions are at arm’s length, a company must apply a
29

Countries adopting the arm’s-length standard include China, the United Kingdom,
Ireland, Germany, Japan, Australia, and India.
30
Reallocating items of income between two U.S. companies often does not result in
any additional tax revenue and, consequently, the IRS uses its authority much less frequently in situations involving two domestic companies. States in the United States, however, often stand to gain by such allocations and are more likely to exercise their own
authority to reallocate income among affiliated U.S. companies.
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rigorously documented transfer pricing method for controlled transactions.
EXAMPLE 15:
A foreign manufacturer operating out of a jurisdiction with a lower
tax rate than the United States acquires a U.S. distributor to sell certain goods in the U.S. market. After acquiring the distributor, the
foreign manufacturer consistently operates the U.S. distributor at a
loss, often by selling goods to the U.S. distributor at inflated prices.
This arrangement evades U.S. taxes by shifting profit outside the
United States in the jurisdiction with a lower tax rate. The IRS has
the authority to reallocate the U.S. income from sales by reducing
the price of the goods charged to the U.S. distributor and, consequently, by reducing the U.S. distributor’s deductions and increasing its taxable income. The IRS thus applies the “arm’s length
standard” by assuming that, in an arm’s-length transaction, the foreign manufacturer would not be charging the U.S. distributor an
inflated price that would lead the distributor to buy the merchandise
from the manufacturer and sell it at a loss. Without a correlative
adjustment in the foreign jurisdiction, the IRS adjustment can lead
to double taxation.
Income reallocated by the IRS is taxed in both the United States and
in the foreign country that originally taxed the income prior to adjustment. Often, where the taxing authorities of the United States and the foreign country are in dispute, a taxpayer can seek agreement between the
“competent authorities” of the two countries. The mutual agreement process, however, often takes considerable time. It is better to avoid it, applying a transfer pricing method and preparing transfer pricing
documentation in accordance with both countries’ transfer pricing
regimes.
[A] United States versus OECD Transfer Pricing Regimes
The OECD and its member countries, and many other countries outside the OECD, have adopted the arm’s-length standard, although some
countries have resisted, arguing that the standard is difficult to apply
because it relies too much on individual facts and circumstances. Some
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have advocated apportioning income based on a formulaic approach but
there is little movement away from the arm’s-length standard.
The differences between the United States and the OECD are only
in details and emphases. For example, the United States applies a strict
“best method” approach to transfer pricing based on individual facts and
circumstances, and requires rigorous documentation to prove that the best
method was applied, which sometimes is interpreted to require disproving all other traditional methods.31 The OECD prefers certain traditional
methods, but allows taxpayers to prove that some alternative method
delivers a reasonable result without necessarily disproving the use of
every other method.
The United States and the OECD differ to some extent on the treatment of intangibles. The United States has established a “commensurate
with income” standard that requires the taxpayer’s income earned from
an intangible to be “commensurate” with income produced by the intangible. This requires a taxpayer to predict an income stream from an intangible in order to determine arm’s-length pricing, notwithstanding that
actual and projected profitability may differ significantly. Under this standard, the IRS may reallocate income when the resulting income generated by an intangible is significantly higher or lower than projected, such
that the actual income generated by the intangible is not commensurate
with the taxpayer’s income earned from the intangible. No other country
in the world utilizes the commensurate-with-income standard for intangibles.
[B] Implications of the Arm’s-Length Standard
The broadly common use of the arm’s-length standard should serve
to protect against double taxation, but differences and imperfections in
the application of the arm’s-length standard can give rise to some exposure. The very existence of the standard affects every related-party transaction, including (i) acquiring a company from a controlled party; (ii)
acquiring securities from or selling securities to a controlled party; (iii)
establishing partnership allocations among partners; (iv) charging interest
or paying interest to a controlled party; (v) entering into notional principal contracts or swaps with a controlled party; (vi) establishing royalties
31

The “best method” is the one that provides the most reliable method of an arm’slength result, considering factors such as the comparability between controlled and uncontrolled transactions and the quality of the data and assumptions.
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rates or cost shares for intangibles between controlled parties; (vi) establishing rates for intercompany corporate services; and (vii) purchasing
and selling goods between controlled parties. This list is not exhaustive:
many other transactions may require a complete analysis of transfer pricing methods and prices charged.
[1] Purchase and Sale of Interests in U.S. Companies
Implications of the U.S. transfer pricing regime begin with the purchase of a company. Frequently, interests in companies are sold to related
parties or unrelated parties have a common avenue to minimize taxes,
making it particularly important to be sure that the sale is conducted as if
parties were operating at arm’s length. Once the target is acquired, opportunities arise to shift profits among the commonly controlled entities
through the normal channels of intercompany sales transactions. The IRS
is sensitive to and unforgiving about transactions whose economics are
manifestly distorted to minimize taxes.
[2] Interest
Interest charged to controlled parties must be at arm’s-length rates,
meaning at rates that would be charged by a bank. Documentation of contemporaneous unrelated bank interest rates may be required. The United
States has an interest safe harbor, ranging from 70 to 120 percent of the
then applicable federal rate (“AFR”) as published in a monthly IRS revenue ruling. These safe harbor rates may be useful in highly leveraged
acquisitions of U.S. companies.
[3] Intangibles
Intangibles, by definition, are not always apparent and often are
embedded in products, as with pharmaceuticals, electronics, machinery,
chemicals, and artistic reproductions (e.g., CDs, DVDs, and art prints).
The party producing the intangible asset receives the asset’s allocable
income upon sale of the product. Manufacturers using an intangible asset
made by someone else typically have to pay a royalty.
Allocations are more complicated when two or more parties develop
an intangible asset together and enter into a cost-sharing agreement for
the co-development of the intangible.
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EXAMPLE 16:
A foreign electronics manufacturer acquires a U.S. software developer. After the acquisition, the two companies start a joint project to
develop a new handheld device, with hardware developed by the
manufacturer, and software developed by the software company.
The two may enter into a cost-sharing agreement, anticipating
development costs.
The IRS recently issued new regulations governing cost-sharing
agreements because of opportunities for abuse. The regulations require
the parties to a cost-sharing arrangement to calculate the value of any
contributed technology (a “platform contribution”) when entering the
agreement, and requiring the contributor to be adequately compensated.
Cost-sharing agreements for intellectual property development represent a significant tax opportunity. When intellectual property of a U.S.
target is to be further developed by a foreign acquirer, the two can enter
into a cost-sharing agreement to develop the intellectual property jointly.
The shared costs are tax deductible, and the arrangement can be structured for the foreign acquirer in a low-tax jurisdiction (or an intellectual
property holding company of the foreign acquirer organized in one of the
popular intellectual property holding company jurisdictions) to earn the
maximum royalties possible from exploitation of the co-developed intellectual property. The revenue stream from the co-developed intellectual
property would then be subject to a lower rate of tax than would apply in
the United States.
[4] Services
Related taxpayers often overlook intercompany services, which can
take many forms, such as accounting, information technology (including,
as examples, maintenance of a server and wide area network), corporate,
legal, and logistics. Under recently issued regulations, certain low-cost
services, such as basic bookkeeping or logistics, may be charged at cost,
but most services, especially when they constitute a major expense for
one of the parties, require an intercompany charge with an appropriate
markup.
[Next page is 7-45.]
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[C] Documentation Requirements and Penalties
Transfer pricing documentation must include:
1.

Overview of the taxpayer’s business;

2.

Analysis of economic and legal factors affecting pricing of the
taxpayer’s property or services;

3.

Description and chart of the taxpayer’s organizational structure, covering all related parties engaged in transactions potentially relevant;

4.

Documents explicitly required by the transfer pricing regulations;

5.

Description of the chosen transfer pricing method with explanation of why it was chosen;

6.

Description of alternative methods considered and explanation why they were not used;

7.

Description of controlled transactions (including terms of sale)
and internal data used to analyze those transactions;

8.

Description of comparable transactions used to evaluate the
controlled transactions, how comparability was evaluated, and
any adjustments made;

9.

Explanation of economic analysis and projections used;

10.

Description of relevant data obtained by the taxpayer after the
end of the taxable year, before filing a tax return, establishing
whether the taxpayer selected and applied a specified method
in a reasonable manner; and

11.

General index of principal and background documents, with
description of the record-keeping system used for them.

The transfer pricing documentation must exist contemporaneously
with the filing of a return, even though preparing transfer pricing documentation is time consuming and often requires assistance from economists. So long as the contemporaneously prepared transfer pricing
documentation contains a reasonable application of the best method, the
documentation serves as a defense to the imposition of penalties.
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Despite a taxpayer’s best efforts, the IRS is predisposed to assert
that the documentation does not contain a reasonable application in order
to assert penalties, and therefore may attempt to adjust the transactions
and reallocate income. No matter how well the taxpayer has done in satisfying the requirements technically, the IRS can still succeed in adjusting income.
Substantial penalties may be imposed for inadequate documentation. There is a penalty of 20 percent of the tax deficiency resulting from
(i) a price that is set at 200 percent or more than the correct price or 25
percent or less than the correct transaction price; or (ii) a total net adjustment of the lesser of $5 million or 10 percent of the gross receipts. There
also is a 40 percent penalty applicable to the deficiency in tax resulting
from (i) a price set at 400 percent or more than the correct price or 25
percent or less than the correct transaction price; or (ii) a net adjustment
that exceeds the lesser of $20 million or 20 percent of gross receipts. The
only ways to be sure to avoid the penalties: pricing must be set at arm’s
length and documentation must be thorough.32
§ 7.06

ACQUISITION CONSIDERATIONS

Planning an acquisition requires planning to accommodate ongoing
business operations, and calculating tax effects of continuing the U.S.
business for the indefinite future or disposing of the U.S. business altogether.
[A] Acquisition Planning
Although it is difficult to move any part of a business outside the
United States because of U.S. rules prohibiting the movement of business
assets offshore (including both the anti-inversion and reorganization provisions of Section 367), foreign persons often find organizational and tax
advantages in forming a holding company outside of the United States to
own a U.S. business. Holding companies may be formed to take advantage of tax treaties, consolidate ownership, or to address complications

32

Adequate documentation often requires the assistance of qualified economists.
When the IRS attempts to assert penalties and the taxpayer’s protests eventually are litigated in courts, the courts are forced to rely on the better economic justification of the
transfer pricing.
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because of the tax status of the U.S. business (partnership, disregarded
entity, or corporation).
[1] Implications of Forming a Holding Company
When foreign purchasers are all in the same country sharing a tax
treaty with the United States, a holding company may have no particular
advantages. When purchasers live in different countries, a holding company can provide significant advantages.
When forming a holding company, it is beneficial to form an entity
that can elect its U.S. tax treatment. A U.S. LLC, which limits liability
for its owners, is flexible. It is not a per se corporation under U.S. law,
and therefore can elect to be treated either as a corporation or as a passthrough entity. A holding company can be formed to own the U.S. LLC
and can accommodate multiple foreign investors. Multiple foreign persons residing in different countries may consolidate ownership of a new
U.S. business through a holding company formed in a country with which
the United States has a tax treaty, thereby affording the new company all
the advantages the tax treaty may offer. Foreign limited companies also
can elect U.S. tax classification, but often are taxable as a corporation in
their country of organization. Thus, electing pass-through treatment for a
foreign limited company results in a hybrid.33 Whenever a hybrid entity
is used, it is necessary to consult any applicable treaty provisions addressing fiscally transparent entities.
[2] Forming a Holding Company in a Treaty Jurisdiction
Forming an entity in a treaty jurisdiction may allow a foreign investor in a non-treaty jurisdiction beneficial treaty rates on dividends and
interest, often including reduced withholding tax on dividends remitted
from the United States to a foreign business owner. Often there is no
withholding on interest payments to a foreign debt owner in a treaty jurisdiction.34
The formation of a holding company in a treaty jurisdiction requires
the establishment of residency, which often requires, in turn, that the
33

See § 7.02[C][1][c] supra.
Note, however, that earnings stripping rules limit the amount of interest that a U.S.
corporation can deduct when paid to a foreign investor, preventing the foreign investor
from leveraging a U.S. business with too much debt to avoid tax on the interest payments.
34
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holding company has some substance in the treaty jurisdiction. Typically,
a treaty will require, for residency, that the company be “managed and
controlled” from the country of organization. For example, a foreign
investor residing in Brazil, a country that does not have a tax treaty with
the United States, and wanting to invest in a U.S. business, would have
to form a holding company in a jurisdiction with which the United States
has a tax treaty, such as Cyprus. Under Cypriot law, the holding company
must be a Cypriot resident, which requires that the holding company be
“managed and controlled” from Cyprus. Unfortunately, the “management
and control” test is applied differently by different countries and the foreign investor seeking the tax treaty advantage must choose his country of
residency wisely.
The formation of a holding company and the establishment of residency in a treaty jurisdiction are not the only steps necessary to assure
advantaged tax treatment. Income passed through the treaty jurisdiction
is entitled to treaty benefits only after successful application of the “limitation on benefits” clause. As discussed in § 7.03[B][6][b] supra, U.S. tax
treaties have limitations on benefits clauses that frequently prevent application of the treaty. For example, notwithstanding the residency of the
holding company, when all of the foreign investors reside in jurisdictions
that have no tax treaty with the United States, a limitation on benefits
clause typically denies application of the treaty to the holding company.
There are variations. The limitation on benefits clause often may be
overcome when a majority of the foreign investors reside in treaty jurisdictions. Some limitations on benefits clauses are less stringent than others, and may allow for more significant ownership by non-treaty
jurisdiction residents.
[3] Hybrid Arrangements
Hybrid arrangements allow formation of an entity taxable as a corporation under foreign but not U.S. law. They are most typically used by
U.S. corporations with foreign investments, which means only one owner
(the U.S. corporation), making the hybrid a “branch” of the foreign corporation. This structure allows a foreign acquirer of a U.S. corporation to
avoid application of Subpart F, but it may not benefit the foreign acquirer
because it makes the U.S. corporate subsidiary taxable on all of the earnings of the branch.
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Reverse hybrid arrangements allow formation of an entity not taxable under foreign law, but taxable as a corporation under U.S. law. It is
sometimes possible to form an entity that qualifies for treaty benefits
under a tax treaty, but is not taxable under the local law of the country of
organization. A foreign investor could then take advantage of treaty benefits while avoiding local tax on the holding company in the treaty jurisdiction.
A number of U.S. tax treaties prevent application of the treaty to a
hybrid entity by denying residency to hybrids (often referred to in modern treaties as “fiscally transparent entities”) or by applying a limitation
on benefits clause. The Code similarly contains certain restrictions on
benefits for hybrids. When the foreign acquirers forming the hybrid are
residents of the treaty country in which the hybrid was formed, they
qualify for treaty benefits, but in forming a reverse hybrid, they are not
residents of the treaty jurisdiction and the reverse hybrid is not likely to
qualify for treaty benefits.
[B] Acquiring Partnerships
As discussed in Chapter 6, partnerships are not subject to income
tax under U.S. federal tax law. In recent years, the more commonly used
entity in the United States is a U.S. LLC. A foreign investor acquiring a
U.S. LLC or a U.S. partnership, however, is treated as purchasing assets
only, and when there is only one foreign acquirer, the LLC is disregarded.
When there are multiple foreign acquirers, the tax law treats the
LLC as a partnership. Either way, the foreign acquirers will be engaged
in a USTB as a result of the acquisition (at least to the extent the LLC
has U.S. business activities). To avoid engaging in a USTB, a foreign
investor can have the LLC elect to be treated as a corporation, but may
have to reorganize a partnership into a corporation or LLC to avoid being
engaged in a USTB. Although this arrangement protects the foreign
investor from direct tax, the resulting U.S. corporation is taxable. A resident of a treaty country investing in a U.S. pass-through entity may have
a PE.
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[1] U.S. Trade or Business Complications
Once engaged in a USTB, a foreign person is taxable on ECI, the
income earned by the U.S. pass-through entity. For example, if a foreign
corporation were to acquire a U.S. LLC engaged in a USTB, the foreign
corporation would also be engaged in a USTB and taxable on all ECI.
Thus, it is possible for a foreign person not otherwise engaged in a USTB,
but who owns U.S. assets that generate income, such as capital gains not
taxable as ECI, to become taxable on the income generated by those
assets as a result of the acquisition of a U.S. LLC.
[2] Partnership Withholding and Returns
A U.S. partnership must withhold from a foreign partner, whether
the partnership is foreign or domestic, an amount equal to the “applicable
percentage” of the partnership’s ECI allocable to the foreign partner. The
applicable percentage is the highest rate of tax applicable to U.S. persons
(currently 35 percent), and must be withheld by the partnership on any
distributions to a foreign partner. The partnership remits the withheld
amounts to the IRS and reports the withheld amounts on Form 8804.
As discussed in § 7.03[A][5] supra, once a foreign person is
engaged in a USTB or has a PE in the United States, that foreign person
must file U.S. income tax returns. A U.S. partnership with a foreign partner must file Form 1065, and the partner should receive a Schedule K-1
from the partnership, to be included with his tax return, showing his allocable share of partnership income. The withheld income may be credited
against the foreign partner’s actual U.S. tax liability.
[C] Acquiring Corporations
Corporate earnings are subject to two levels of taxation, on the U.S.
corporation and on shareholders for dividend distributions. Activities of a
U.S. corporation are not attributed to a foreign investor, so a foreign
investor is not considered to be engaged in a USTB simply by way of
acquiring a U.S. corporation. The U.S. corporation is taxed on current
earnings, whereas the foreign shareholder is taxed personally only upon
the receipt of income from the corporation, typically in the form of dividends.
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So long as a foreign acquirer intends to reinvest U.S. corporate earnings in the United States, the corporate vehicle is attractive because the
earnings are subject to only one tax. A foreign investor resident in a treaty
jurisdiction may also benefit from a reduced treaty rate on dividends. A
foreign investor residing in a non-treaty jurisdiction may acquire ownership of the U.S. corporation through an entity resident in a country with
which the United States has a tax treaty in order to obtain its benefits.
[1] Dividend Payments
Dividends to a foreign shareholder of a U.S. corporation are subject
to the 30-percent withholding tax discussed in § 7.03[B] supra, but the
foreign shareholder may seek an exemption or reduction from withholding by providing the U.S. corporation a valid reason for exemption or
reduction on a Form W-9. Relief from withholding does not alter the obligation to file and pay taxes on dividends. Benefits from a tax treaty can
be obtained with a Certificate of Residency from the IRS, available
through filing Form 8306.
[2] Interest Payments
Interest payments to a foreign person are subject to withholding,
reducible often to zero through tax treaties, which requires certification
by filing Form W-8BEN with the withholding corporation.35 The interest
paid by a U.S. corporation is deductible against the corporation’s taxable
income. Thus, a foreign owner of a U.S. corporation residing in a treaty
jurisdiction may be able to lend that U.S. corporation money and repatriate interest, which would be exempt from U.S. withholding tax and also
deductible by the U.S. corporation, resulting in no U.S. tax.
Notwithstanding the ability to minimize U.S. tax through treaty benefits, a foreign owner of a U.S. corporation must be wary of the earnings
stripping rules that limit a U.S. corporation’s ability to deduct excessive
amounts of interest. A foreign-owned U.S. corporation may be subject to

35

Requirements to provide Form W-8BEN and other similar documents discussed in
this chapter that are ordinarily provided to mitigate withholding taxes should be incorporated into any applicable debt instrument or relevant agreement.
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the earnings stripping rules when the debt to equity ratio for that U.S.
corporation exceeds 1.5 to 1 at the close of the taxable year. The U.S.
corporation can be denied deductions on the excess interest expense,
which is the amount of interest exceeding a certain ratio based on that
U.S. corporation’s taxable income.
[3] Inversions and Expatriation of U.S. Corporate Assets
It is not difficult to expand a U.S. business abroad, but very difficult
to move the U.S. business itself outside of the United States. Section 367
of the Code imposes an “exit tax” on the movement of corporate assets
outside the United States. Section 7874 of the Code (the “anti-inversion
rules”) prevents avoidance of that exit tax and, in some cases, taxes a U.S.
corporation that has moved outside of the United States as if it were still
a U.S. corporation.
[a]

Expatriation of U.S. Corporate Assets

Tax liabilities can arise for a foreign investor from an otherwise taxfree corporate reorganization when U.S. corporate assets are expatriated
from the United States, and then only on the difference between the fair
market value and the basis in the expatriated corporate assets. In certain
circumstances, however, the U.S. corporation can enter into a “gain recognition agreement,” requiring the corporation to recognize gain on the
sale of the foreign assets for a period of time (currently five years). Thus,
in the absence of a 5-year gain recognition agreement (where available),
were a foreign person to acquire a U.S. corporation and then move part
of it to another country, tax would result on the gain in the value of the
assets moved to the other country.
When a foreign corporation’s stock is used to pay for the stock of a
U.S. corporation, U.S. shareholders must recognize gain, subject to exceptions involving limited U.S. ownership of the foreign corporation, or
subject to U.S. shareholders entering into a gain recognition agreement.
Gain recognition may also be avoided where the expatriated assets are in
an active foreign business, or in other very narrow circumstances involving transfer of the stock of the foreign corporation. Similar rules apply
for more complex mergers and acquisitions of U.S. corporations using
foreign corporation stock.
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In reorganizations where a U.S. person loses control of a foreign
corporation, the U.S. corporation is required to pay tax on a “deemed
dividend” to the extent of the previously untaxed earnings and profits of
the de-controlled foreign corporation. This tax applies when an acquisition is structured to remove foreign operations from U.S. control in an
effort to achieve long-term tax synergies, but can be offset in some
instances by net operating losses of the U.S. target. In the planning stages
of the acquisition, the cost of the tax on the deemed dividend should be
balanced against the long-term tax synergies achieved from moving foreign operations out from under U.S. ownership, with consideration for
potential offsets such as U.S. net operating losses.
[b]

Treatment of Expatriated Entities and Their
Foreign Parents

Section 7874 of the Code, added in 2004, provides that the taxable
income of an “expatriated entity” (a U.S. corporation or partnership in
which substantially all of the assets are acquired by a foreign corporation
or partnership, at least 60 percent of the foreign corporation or partnership is owned by the same shareholders or partners and which does not
have substantiated business activities in the new foreign jurisdiction) can
be no less than the entity’s “inversion gain” in any year. This floor for
defining taxable income prevents U.S. corporations or partnerships from
re-incorporating or reorganizing outside the United States without incurring an “exit charge,” which is the taxable gain on the assets of the corporation or partnership.
When at least 80 percent of the expatriated entity or partnership is
owned by the same shareholders or partners, it remains taxed as a U.S.
corporation. Thus, there is no tax benefit in moving a U.S. corporation or
partnership outside the United States where at least 80 percent of the
ownership in that U.S. corporation or partnership is the same. Exceptions
apply for internal reorganizations.
In testing the overlap in ownership, certain stock is disregarded,
including stock held within the family of corporations as well as stock
sold in a public offering. The effect of this rule is that an entity can be
treated as subject to the inversion rules even though the historic ownership is diluted below the required thresholds by newly issued shares.
The rules of Section 7874 do not apply when the expanded affiliated group including the expatriated entity conducts substantial business
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activities in the expatriated entity’s new country of organization. New
regulations interpreting this rule clarify that an expanded affiliated group
will be considered to have substantial business activities in a foreign
jurisdiction only when 25 percent of its employees, assets, and gross
income are in that jurisdiction. The employee test must be met with
respect to both total headcount and compensation (preventing a group
from stocking the foreign jurisdiction with low-pay employees to meet
the test). The asset test requires at least 25 percent of the group’s tangible
personal property and real property used in the active conduct of a trade
or business to be located in the foreign jurisdiction. The income test is
met only when at least 25 percent of the group’s income occurs from
transactions in the ordinary course of business with unrelated customers
in the foreign jurisdiction. Thus, this new bright-line three-part test makes
it difficult to ever rely on this exception to Section 7874.
The anti-inversion rule often is neglected in structuring a deal and
can become an unanticipated problem. There is, however, opportunity to
structure a merger so as to avoid the rule’s application. For example, were
a foreign corporation to enter into a tax-free reorganization with a U.S.
corporation, where former shareholders of the U.S. target were to own 59
percent of the combined entity that, presumably, would be foreign, then
the combined foreign corporation would (i) not be treated as foreign
because the 80 percent shareholder threshold would not be met; and (ii)
there would be no minimum amount of gain and no limit on using tax
attributes of the U.S. target. Thus, while such an acquisition would be taxable under Section 367 of the Code, discussed above, the Section 367 tax
might be offset using net operating losses of the U.S. target. The resulting structure would have migrated the U.S. target out of the United States
in a tax efficient manner, achieving substantial tax synergies provided the
foreign acquirer is organized in a low-tax jurisdiction.
It is also possible for a merger transaction among roughly equal
entities to avoid creating an inversion transaction.
EXAMPLE 17:
USAW is a U.S. domestic corporation publicly traded on the New
York Stock Exchange. JIC is a Japanese corporation publicly traded
on the Tokyo Stock Exchange. Pursuant to JIC’s plan to acquire
USAW, JIC forms foreign Newco in Singapore. Newco forms
USAcquisitionCo as a domestic merger subsidiary and FAcquisitionCo, a foreign merger subsidiary. USAcquisitionCo merges with
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and into USAW, with USAW surviving the merger, and the former
USAW shareholders receiving 50 percent of Newco shares in
exchange for their USAW shares. Pursuant to a scheme of arrangement, FAcquisitionCo merges with and into JIC, with JIC surviving
the merger, and the former JIC shareholders receiving 50 percent of
Newco shares in exchange for their JIC shares. After the transactions, the former USAW shareholders and JIC shareholders each
own 50 percent of Newco, and Newco wholly owns USAW and JIC.
This transaction can be accomplished without running afoul of the
U.S. anti-inversion rules, and can be structured to be largely tax free
to the U.S. shareholders and target.
The comprehensive example below is an application of many concepts discussed in this chapter, based on the facts of the treatise hypothetical:36
EXAMPLE 18:
USAW, in addition to its California and Delaware subsidiaries, has
a Cayman Islands subsidiary that operates as a holding company for
its international operations (“USAW International Holdings”).
USAW International Holdings has subsidiaries in Germany
(“USAW Germany”), Singapore (“USAW Singapore”), and Dubai
(“USAW Dubai”). USAW has significant net operating losses for
U.S. tax purposes.
JIC desires USAW’s U.S. and foreign operations. Pursuant to JIC’s
plan to acquire USAW, JIC forms foreign Newco in Switzerland.
Newco forms USAcquisitionCo as a domestic merger subsidiary
and FAcquisitionCo, a foreign merger subsidiary. USAcquisitionCo
merges with and into USAW, with USAW surviving the merger, and
the former USAW shareholders receiving 41 percent of Newco
shares in exchange for their USAW shares. Pursuant to a scheme of
arrangement, FAcquisitionCo merges with and into JIC, with JIC
surviving the merger, and the former JIC shareholders receiving 59
percent of Newco shares in exchange for their JIC shares. After the
transactions, the former USAW shareholders own 41 percent and
JIC shareholders own 59 percent of Newco, and Newco wholly
owns USAW and JIC. Assume, for purposes of this example, that
36

See § 2.02 supra for the treatise hypothetical facts.
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Newco is subject to Swiss corporate income tax at a cantonal rate of
14 percent.
In order to avoid the resulting “sandwich structure,” where Newco
owns USAW which owns USAW International Holdings, USAW
distributes the stock of USAW International Holdings to Newco so
that Newco directly owns USAW International Holdings. The distribution results in a deemed dividend to USAW. Because USAW
has net operating losses and because it is not limited from using
those losses (as former shareholders of USAW own at least 40 percent of the combined Newco), USAW can offset the deemed dividend with its net operating losses to minimize U.S. tax in the
transaction. Assuming that USAW does not have accumulated earnings and profits, the distribution to Newco is not a dividend and no
U.S. withholding tax applies to the distribution. Going forward,
USAW International Holdings would no longer be subject to subpart F. The subpart F income and dividends from USAW International Holdings was taxed at 35 percent. Cayman Islands does not
tax USAW International Holdings. Local taxes still apply to USAW
International Holdings’ subsidiaries, but dividends paid through
USAW International Holdings and to Newco are not subject to tax
by either the Cayman Islands or Singapore. If, for example, USAW
Dubai were not taxed by the United Arab Emirates and no withholding tax were applied to dividends from USAW Switzerland to
USAW International Holdings, Newco would have reduced the
overall effective tax rate on USAW Dubai’s income, previously subject to subpart F at 35 percent, to 14 percent (the tax rate of the
Swiss parent, Newco).
Newco loans funds to USAW. The amount of the loan is about 40
percent of the total equity Newco has in USAW. Interest payments
on the loan are deductible from USAW’s U.S. tax return because the
interest deduction is not limited by the earnings stripping rule of
Section 163(j). Newco qualifies for treaty benefits with USAW and,
consequently, the interest payment is exempt from U.S. withholding
tax under the U.S.-Swiss treaty. The interest is taxable at a 14 percent rate under the applicable Swiss cantonal tax rate. Thus, through
debt financing, Newco has lowered the effective tax rate on the
income earned by USAW that USAW pays out in interest on the
loan from 35 percent (the U.S. rate) to 14 percent (the Swiss rate),
lowering the overall global effective tax rate on Newco’s income.
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This comprehensive example, as complex as it may seem, oversimplifies the planning that would be necessary to achieve the intended
results, and makes several convenient assumptions. The example, however, demonstrates how JIC and USAW, in the new merged structure,
were able to find tax synergies and reduce the overall effective rate of tax
applicable to the combined worldwide income of the two companies,
increasing the value of the combined companies in excess of the value of
JIC and USAW separately.
[D] Other Operational Considerations
Other tax-related considerations in planning an acquisition are transfers of intangibles and foreign currency implications.
[1] Transferring Intangibles Within the U.S. Tax Regime
Transfers of intangibles outside the United States are taxable
because the transferring corporation is deemed to receive a stream of
income commensurate with the income that the intangibles earn. This
income, treated as a deemed royalty payment, is taxable as ordinary
income in the United States: a foreign investor must pay arm’s-length
royalties for intangibles embedded in an acquisition. If intellectual property were to be further developed after the acquisition, the best opportunity for tax savings would be in entering a cost-sharing agreement
between the foreign acquirer and its U.S. target. In addition, any time
intellectual property is to be transferred, consideration must be given to
intellectual property protections. See Chapter 10.
[2] Foreign Currency Implications
For tax purposes, transactions are accounted in a taxpayer’s “functional currency.” Every separate business unit of a taxpayer has its own
functional currency. The default functional currency in the United States
is the U.S. dollar, but foreign businesses often have functional currencies
other than the U.S. dollar. Because U.S. tax liabilities are determined in
U.S. dollars, foreign currency amounts must be translated into dollars and
tax gain or loss results when the relative values of the taxpayer’s functional currency and another currency change while a taxpayer owns or has
a position denominated in that other currency. In some cases, business
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units may have a functional currency different than the normal currency
of the country in which they operate.
EXAMPLE 19:
Foreign Corporation F organized in Japan buys all of the stock of
U.S. Corporation A. Corporation A owns CFC B organized in the
Cayman Islands. CFC B owns U.K. Limited Company C that has
elected to be treated as disregarded as separate from CFC B for U.S.
tax purposes. U.K. Limited Company C owns a manufacturing plant
in South Africa. U.S. tax laws view this structure as involving only
three business entities: Corporation F, Corporation C, and CFC B.
There are, however, five business units, each having its own functional currency: Corporation F has the yen, Corporations C and CFC
B have the U.S. dollar (the latter notwithstanding that its “normal”
currency is the Cayman Islands dollar), U.K. Limited Company has
the euro or British pound, and the manufacturing plant has the rand.
Complex rules govern nearly every aspect of foreign currency gain
or loss calculations, including the timing of income recognition, calculation method, character of the gain or loss, source of the gain or loss, and
the exchange rate used. Foreign exchange tax issues are mostly relevant
to U.S. taxpayers, but often arise for foreign owners of U.S. companies
with foreign operations.37
[a]

Effects of Foreign Currency on Debt Instruments and
Equity

Foreign currency effects on debt instruments arise when a U.S. corporation borrows or lends money in a non-functional currency (any currency other than the U.S. dollar). Interest payments and receipts are
37

Where a U.S. corporation has foreign subsidiaries, all transactions of the foreign
subsidiaries must be translated into U.S. dollars for purposes of calculating the U.S. corporate tax liability on foreign earnings. Example: Foreign Person F owns U.S. Corporation A. U.S. Corporation A owns CFC B organized in Switzerland and has the Swiss franc
as its functional currency. CFC B’s transactions giving rise to Subpart F income must be
translated from Swiss francs to U.S. dollars to determine U.S. Corporation A’s tax liability from the Subpart F income. When CFC B later distributes a dividend to U.S. Corporation A in the amount of the Subpart F income, U.S. Corporation A must recognize
foreign currency gain or loss on the difference between the exchange rate when the
income was taxed and when it was later distributed.
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translated into U.S. dollars based on the average rate during the period
the interest is accrued. Exchange gain or loss is realized on payment or
receipt of interest when the exchange rate of accrued interest is different
from the spot rate on the date of payment. Payments of principal are
translated also using the spot rate at the date of repayment, but often
result in foreign currency gain or loss in the amount of the repayment,
multiplied by the difference between the exchange rate when the currency was loaned and when the principal is paid. Additional complications arise where the debt instrument involves original issue discount.
Equity securities denominated in a non-functional currency are
translated using the spot rate as of the date of purchase when bought and
as of the date of sale when sold. Consequently, there is no foreign currency gain or loss with respect to equity instruments.
[b]

Forwards, Futures, Options, Hedges, and
Other Derivatives

Forwards, futures, options, hedges, and other derivative transactions are commonly used either to invest in foreign currency or to minimize foreign currency exchange risk. The tax treatment depends on both
the type and purpose of the transaction.
Exchange gain or loss results from a forward, future, option, or
similar derivative when the instrument is denominated in a currency other
than the functional currency. Exchange gain or loss on a forward, future,
or option contract is the amount realized by the taxpayer on the contract,
less any amounts paid to close out the forward position.
EXAMPLE 20:
F and A both use the U.S. dollar as their functional currency and
agree to a contract under which F agrees to sell and A agrees to buy
100 euros for $150 in 90 days. If A were to cancel the contract for
$10, then F would have an exchange gain of $10 and A, an exchange
loss of $10.
Notional principal contracts, governed by the foreign currency rules
when they are determined with reference to a non-functional currency, are
also commonly used derivatives. Currency swaps, requiring the parties to
exchange periodic payments in different currencies, swapping the principal amount at maturity, are the most common of these transactions.

7-59

2013 SUPPLEMENT

§ 7.06[D]

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

Exchange gain or loss on a currency swap is calculated by treating the
payments as though made under a hypothetical debt instrument in the currency received.
Special rules integrate foreign currency hedges with the underlying
contract being hedged. Hedges must meet strict documentation requirements to qualify for tax treatment as a hedge. No exchange gain or loss
is recognized because the gain or loss on the hedge is integrated into the
normal gain or loss recognized in the transaction.
EXAMPLE 21:
Foreign Corporation F, organized in Japan, contracts to sell equipment to U.S. Corporation A for 1,000 yen at the time of delivery in
one year. At the time of the sale, $1 is exchangeable for 100 yen. To
hedge the executory contract, U.S. Corporation A enters into a forward contract to exchange $10 for 1,000 yen in one year, fixing U.S.
Corporation A’s price for the equipment. U.S. Corporation A documents the forward contract as a hedge to manage the foreign currency risk on the purchase. At the end of the year, $1 is
exchangeable for 90 yen. Without the hedge, U.S. Corporation A
would have to pay $11.11 to exchange for enough yen to buy the
equipment. Instead, U.S. Corporation A exchanges $10 for 1,000
yen and pays for the equipment. If the contract were not marked as
a hedge, U.S. Corporation A would be taxed on $1.11 gain on the
forward contract and would have $11.11 basis in the equipment. The
hedge, however, may be integrated into the purchase; U.S. Corporation A recognizes no exchange gain or loss and has a $10 basis in
the equipment.
Numerous complications can result from foreign currency transactions. A thorough examination of the complexity is beyond the scope of
this treatise, but other issues may include determining the source of
exchange gain or loss, whether exchange gain or loss of a CFC is Subpart
F income, and foreign tax credit calculation for foreign taxes paid in nonfunctional currencies.

2013 SUPPLEMENT

7-60

APPENDIX 7-A

CURRENT U.S. INCOME TAX
RATES AND WITHHOLDING
RATES
INDIVIDUALS

Current U.S. Individual Income Tax Rates
Over (Column 1)
($)

Not over
($)

Tax on Column 1
($)

Percentage over
(%)

0
8,925

8,925
36,250

–
892.50

10
15

36,251
73,201
111,526

73,200
111,525
199,175

4,991.25
14,228.75
53,884.25

25
28
33

199,176
225,001

225,000

53,884.25
62,923.00

35
39.6

ADDITIONAL NOTES
This chart provides only the basic individual income tax rates (and
the rates applicable on effectively connected income earned by foreign
persons). Different rates may apply in the case of married taxpayers and
heads of household. In certain circumstances, particularly with taxpayers
with substantial itemized deductions, an alternative minimum tax
(“AMT”), currently at a rate of 25 percent, may apply.
The tax rate on long-term capital gains (assets held for more than
12 months) and qualified dividend income (dividends from domestic corporations and foreign corporations in treaty countries) currently is 20 percent. The above graduated rates apply to short-term capital gains (assets
held for 12 months or less). Capital gains tax is applied only to (i) U.S.
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persons; and (ii) foreign persons where the capital gains are effectively
connected with a U.S. trade or business (“USTB”) (in which case only
the above graduated tax rates always apply).
Income tax often is paid through the withholding mechanism in the
case of persons employed in the United States. Other persons not subject
to regular withholding instead must pay quarterly deposits of one quarter
of the estimated tax due for the year, subject to a number of exceptions.
CORPORATIONS

U.S. Corporation Tax Rates (Applies only to U.S. Corporations)
Over $
(Column 1)
($)

Not over
($)

Tax on Column 1
($)

Percentage on
excess
(%)

0
50,000
75,000
100,000

50,000
75,000
100,000
335,000

–
7,500
13,750
22,250

15
25
34
39

335,000
10,000,000
15,000,000
18,333,333

10,000,000
15,000,000
18,333,333

113,900
3,400,000
5,150,000

34
35
38
35

The 39 percent tax rate applies to taxable income between $100,000
and $335,000 to eliminate the benefit of the 15 percent and 25 percent
rates, and the 38 percent tax rate applies to taxable income between
$15,000,000 and $18,333,333 to eliminate the benefit of the 34 percent
rate. Corporations also are required to prepay the estimated tax liability
in four quarterly installments.
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WITHHOLDING TAXES
U.S. source dividends, interest, rents, royalties, salaries, wages, premiums, annuities, compensation, and other fixed or determinable annual
or periodical income are subject to 30 percent withholding. When the
income is effectively connected with a USTB, no withholding applies, so
long as the foreign recipient provides a completed Form W-8ECI to the
payor. A foreign recipient that earns effectively connected income also
must file U.S. tax returns.
Capital gains are not subject to withholding, except for the sale of
U.S. real property, in which case 10 percent of the gross sale price must
be withheld unless a withholding certificate is obtained for a reduced
amount.
Different rates apply in the case of a recipient located in a treaty
jurisdiction, so long as the recipient provides Form W-8BEN to the payor.
The treaty rates can be summarized as follows:
United States Income Tax Treaty Withholding Rates
Interest
Paid by
U.S.
Obligors
General
(h)

Paid by U.S.
Corporations
General (a,h)

Dividends
Qualifying
for Direct
Dividend
Rate (a,h)

Australia

10(c)

15(c,l)

15(c,l,m)

Austria

0(j,c)

15(c,e)

5(e,c)

Barbados

5(c)

15(c,e)

5(b,c,e)

Belgium

0(j,c)

15(c,o,p)

5(c,m,o,p)

Canada

0(c,j,ii)

15(c,l)

5(l,c)

10(c)

10(c)

10(c)

0

30

30

Recipient

China, People’s
Republic of
Commonwealth
of Independent
States
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Royalties
(h)
5(c)/5(c)/
5(c)
0(c)/10(c)/
0(c)
5(c)/5(c)/
5(c)
0(c)/0(c)/
0(c)
0(c)/10(c)/
0(c)
10(c)/10(c)/
10(c)
0/0/0
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United States Income Tax Treaty Withholding Rates
Interest
Paid by
U.S.
Obligors
General
(h)
10(c)

Paid by U.S.
Corporations
General (a,h)
15(c)

Dividends
Qualifying
for Direct
Dividend
Rate (a,h)
5(c,b)

0(c)

15(c,e)

5(b,c,e)

Denmark

0(k,c)

15(c,o,p)

5(c,m,o,p)

Egypt

15(d)

15(d)

5(d,b)

Estonia

10(k,c)

15(c,e)

5(b,c,e)

Finland

0(k,c)

15(c,o,p)

5(c,m,o,p)

France

0(c)

15(c,l)

5(b,c,l)

Germany

0(j,c)

15(c,o,p)

5(c,m,o,p)

Greece
Hungary

0(d)
0(c)

30
15(c)

30
5(c,b)

0(k,c)

15(c,l,o)

5(c,l,o)

Recipient
Cyprus
Czech

Iceland (new
treaty)
Iceland (old
treaty)
India

0(c)

15(c)

5(c,b)

15(c,f)

25(c,e)

15(b,c,e)

Indonesia

10(c)

15(c)

10(c,b)

0(c)
171/2(f)

15(c.l)
25(e)

15(l.c)
121/2(b,e)

15(c)

15(c)

5(c,b)

Ireland
Israel
Italy
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Royalties
(h)
0(c)/0(c)/
0(c)
10(c)/0(c)/
0(c)
0(c)/0(c)/
0(c)
0(d)/0(d)/
15(c)
5(c,g)/10(c)/
10(c)
5(c)/0(c)/
0(c)
5(c)/0(c)/
0(c)
0(c)/0(c)/
0(c)
0(d)/30/0(d)
0(c)/0(c)/
0(c)
0(c)/5(c)/
0(c)
0(c)/30/0(c)
10(c,g)/
15(c)/15(c)
10(c,g)/
10(c)/10(c)
0(c)0(c)0(c)
15(c)/10(c)/
10(c)
10(c)/8(c)/
5(c)
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United States Income Tax Treaty Withholding Rates

Recipient
Jamaica

Interest
Paid by
U.S.
Obligors
General
(h)
12 1/2(c)

Paid by U.S.
Corporations
General (a,h)
15(c)

Dividends
Qualifying
for Direct
Dividend
Rate (a,h)
10(c,b)

Japan

10(c,n,o)

10(c,n,o,p)

5(b,c,n,o,p)

Korea, Rep. of

12(c)

15(c)

10(c,b)

Kazakhstan

10(c)

15(c,i)

5(b,c,i)

Latvia

10(k,c)

15(c,e)

5(b,c,e)

Lithuania

10(k,c)

15(c,e)

5(b,c,e)

Luxembourg

0(c)

15(c,e)

5(b,c,e)

Mexico

15(c)

10(c,l)

5(c,l,m)

Morocco

15(c)

15(c)

10(c,b)

Netherlands

0(c)

15(c)

5(b,c,m)

New Zealand

10(c)

15(c)

15(c)

Norway

0(c)

15(c)

15(c)

0(c)/0(d)/
0(c)

Pakistan
Philippines

30
15(c)

30
25(c)

15(d,b)
20(c,b)

Poland

0(c)

15(c)

5(c,b)

Portugal

10(d)

15(d,e)

5(b,d,e)

0(d)/30/0(d)
15(c)/15(c)/
15(c)
10(c)/10(c)/
10(c)
10(d)/10(d)/
10(d)
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Royalties
(h)
10(c)/10(c)/
10(c)
0(c,n)/0(c,n)/
0(c,n)
15(c)/10(c)/
10(c)
10(c)/10(c)/
10(c)
5(c,g)/10(c)/
10(c)
5(c,g)/10(c)/
10(c)
0(c)/0(c)/
0(c)
10(c)/10(c)/
10(c)
10(d)/10(c)/
10(c)
0(c)/0(c)/
0(c)
10(c)/10(c)/
10(c)
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United States Income Tax Treaty Withholding Rates
Interest
Paid by
U.S.
Obligors
General
(h)
10(c)

Paid by U.S.
Corporations
General (a,h)
10(c)

Dividends
Qualifying
for Direct
Dividend
Rate (a,h)
10(c)

Russia

0(c)

10(c,i)

5(b,c,i)

Slovak Republic
Slovenia

0(c)

15(c,e)

5(b,c,e)

5(c)

15(c,l)

5(b,c,l)

South Africa

0(j,c)

15(c,e)

5(e,c)

Spain

10(c)

15(c,e)

10(b,c,e)

Sweden

0(c)

15(c,o,p)

5(b,c,m,o,p)

Switzerland

0(c)

15(c,e)

5(e,c)

15(f,c)

15(c,e)

10(e,c)

Recipient
Romania

Thailand

Royalties
(h)
15(c)/10(c)/
10(c)
0(c)/0(c)/
0(c)
10(c)/0(c)/
0(c)
5(c)/5(c)/
5(c)
0(c)/0(c)/
0(c)
8(c)/8(c)/
5(c)
0(c)/0(c)/
0(c)
0(c)/0(c)/
0(c)
8(c,g)/5(c)/
15(c)
15(c)/30/0(c)

Trinidad &
Tobago
Tunisia

30

30

30

15(c)

20(c,e)

14(b,c,e)

10(c,g)/
15(c)/15(c)

Turkey

15(c,f)

20(c,e)

15(e,c)

5(c,g)/10(c)/
10(c)

Ukraine

0(c)

15(c,i)

5(b,c,i)

0(c,k,n)

15(c,n)

5(c,m,n)

10(c,k)

15(c,l)

5(b,c,l)

10(c)/10(c)/
10(c)
0(c,n)/0(c,n)/
0(c,n)
5(c,g)/10(c)/
10(c)

United
Kingdom
Venezuela
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NOTES
This chart was obtained from information contained in IRS Publication 515 and has not been verified for accuracy. This chart is only a
summary and a more complete explanation of these items is contained in
IRS Publication 515. There are numerous exceptions and conditions that
vary from treaty to treaty and no two tax treaties are completely identical. The actual treaty language should be consulted prior to making significant acquisition decisions that require application of the treaty to
obtain tax benefits.
(a) No tax is imposed on a percentage of any dividend paid by a
U.S. corporation that received at least 80 percent of its gross income from
an active foreign business for the three-year period before the dividend is
declared.
(b) The reduced rate applies to dividends paid by a subsidiary to a
foreign parent corporation that has the required percentage of stock ownership. In some cases, the income of the subsidiary must meet certain
requirements (e.g., a certain percentage of its total income must consist
of income other than dividends and interest). For Italy, the reduced rate is
10 percent when the foreign corporation owns 10 percent to 50 percent of
the voting stock (for a 12-month period) of the company paying the dividends. For Japan, dividends paid by a more than 50 percent owned corporate subsidiary are exempt when certain conditions are met.
(c) The exemption or reduction in rate does not apply when the
recipient has a permanent establishment in the United States and the property giving rise to the income is effectively connected with this permanent establishment. Under certain treaties, the exemption or reduction in
rate also does not apply when the property giving rise to the income is
effectively connected with a fixed base in the United States from which
the recipient performs independent personal services. Even with the
treaty, when the income is not effectively connected with a trade or business in the United States by the recipient, the recipient will be considered
as not having a permanent establishment in the United States under IRC
Section 894(b).
(d) The exemption or reduction in rate does not apply when the
recipient is engaged in a trade or business in the United States through a
permanent establishment that is in the United States. However, when the
income is not effectively connected with a trade or business in the United
States by the recipient, the recipient will be considered as not having a
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permanent establishment in the United States for the purpose of applying
the reduced treaty rate to that item of income. IRC Section 894(b).
(e) The rate in column 2 applies to dividends paid by a regulated
investment company (“RIC”) or a real estate investment trust (“REIT”).
However, that rate applies to dividends paid by a REIT only when the
beneficial owner of the dividends is an individual holding less than a 10
percent interest (25% in the case of Portugal, Spain, Thailand, and Tunisia) in the REIT.
(f) The rate is 10 percent when the interest is paid on a loan granted
by a bank or similar financial institution. For Thailand, the 10 percent rate
also applies to interest from an arm’s-length sale on credit of equipment,
merchandise, or services.
(g) This is the rate for royalties for the use of, or the right to use,
industrial, commercial, and scientific equipment. The rate for royalties for
information concerning industrial, commercial, and scientific know-how
is subject to the rate in column 4 (“other royalties”), but use “industrial
royalties” rate for reporting purposes.
(h) Under some treaties, the reduced rates of withholding may not
apply to a foreign corporation unless a minimum percentage of its owners are citizens or residents of the United States or the treaty country.
(i) The rate in column 2 applies to dividends paid by a RIC. Dividends paid by a REIT are subject to a 30 percent rate.
(j) The rate is 15 percent (30% for Germany) for contingent interest
that does not qualify as portfolio interest. Generally, this interest is based
on receipts, sales, income, or changes in the value of property.
(k) The rate is 15 percent for interest determined with reference to
(a) receipts, sales, income, profits, or other cash flow of the debtor or a
related person, (b) any change in the value of any property of the debtor
or a related person, or (c) any dividend, partnership distribution or similar payment made by the debtor to a related party.
(l) The rate in column 2 applies to dividends paid by a RIC or REIT.
However, that rate applies to dividends paid by a REIT only when the
beneficial owner of the dividends is (a) an individual holding not more
than a 10 percent interest in the REIT, (b) a person holding not more than
5 percent of any class of the REIT’s stock and the dividends are paid on
stock that is publicly traded, or (c) a person holding not more than a 10
percent interest in the REIT and the REIT is diversified.
(m) Dividends paid by an 80-percent owned corporate subsidiary
are exempt when certain conditions are met.
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(n) Exemption or reduced rate does not apply to amount paid under,
or as part of, a conduit arrangement.
(o) Amounts paid to a pension fund that are not derived from the
carrying on of a business, directly or indirectly, by the fund are exempt.
This exemption includes amounts paid by a REIT only if the conditions
in footnote p are met. For Sweden, the pension fund must not sell or make
a contract to sell the holding from which the dividend is derived within 2
months of the date the pension fund acquired the holding.
(p) The rate in column 2 applies to dividends paid by a RIC or REIT.
However, that rate applies to dividends paid by a REIT only when the
beneficial owner of the dividends is (a) an individual or a pension fund
holding not more than a 10 percent interest in the REIT, (b) a person holding not more than 5 percent of any class of the REIT’s stock and the dividends are paid on stock that is publicly traded, or (c) a person holding not
more than a 10 percent interest in the REIT and the REIT is diversified.
Dividends paid to a pension fund from a RIC, or a REIT that meets the
above conditions, are exempt.
LOCAL TAXES
Many states, counties, and municipalities apply separate income,
business, and occupation, or property taxes in addition to the federal taxes
discussed above. A full discussion of applicable state, local, and municipal taxes is beyond the scope of this treatise. The most significant of these
taxes are state level income taxes. Approximately 45 states tax corporate
or business income. Only four states (Nevada, Texas, Washington, and
Wyoming) apply no state level corporate income tax, but separate business and occupation or franchise taxes may apply in those states. State
income tax rates vary widely, but often are approximately between 7 and
10 percent (e.g., California and New York currently tax corporate income
at 8.84% and 7.5%, respectively).
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§ 8.01

§ 8.02

EXECUTIVE SUMMARY

Foreign investors from countries that have signed bilateral investment treaties with the United States have assurances, additional to those
normally available under U.S. law, that their investments will be protected from government interference. These treaties promise that foreign
investors will be protected from arbitrary and discriminatory treatment
and provide legal recourse to international arbitration tribunals in the
event those promises are broken. Foreign investors should be cognizant
of the benefits of these treaties and the potential advantages they may
confer vis-à-vis investors from countries that lack such treaties with the
United States, particularly as foreign investments receive more careful
scrutiny for national security concerns.
§ 8.02

INTRODUCTION

Foreign investors and their U.S. investments may be protected from
government interference not just by U.S. law, but also by international
treaty when the United States has signed a bilateral investment treaty
(“BIT”) or a free trade agreement (“FTA”) with the foreign investor’s
home country. BITs and FTA chapters1 addressing international investment provide legal standards to protect foreign investors and their investments from a host country government’s discrimination, expropriation, or
other breaches of international law. Over the last 20 years, these agreements increasingly have provided foreign investors with direct recourse
against the host country government for violations of these investment
protections through ad hoc investor-state arbitration proceedings. In some
cases, foreign investors have won settlements or arbitration awards
against the host country government for millions of dollars.
The United States has national interests that, to a certain extent,
compete with each other for the simultaneous expansion and contraction
1
FTAs cover a range of different trade, investment, and other commercial issues, each
of which typically constitutes a self-contained “chapter” of the agreement. The North
American Free Trade Agreement, for example, contains chapters on “National Treatment
and Market Access for Goods,” “Government Procurement,” “Financial Services,” “Competition Policy, Monopolies and State Enterprises,” “Intellectual Property,” and “Investment” among others. BITs and FTAs often contain special immigration provisions that
extend advantages to treaty partners to obtain visas for business purposes. The FTA with
Australia, for example, creates a special E-3 expedited business visa for 10,500 Australians coming to the United States every year. See Chapter 16.
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of foreign investment. Political and economic policies for promoting
international investment globally push for the liberalization of foreign
investment in the United States. Those policies are balanced, however,
with increasing concerns about preserving national security and protecting against the risk of terrorist threats. Even while the United States
recently negotiated FTAs with South Korea, Colombia, and Panama,2
each containing a chapter dedicated to the expansion and protection of
foreign investment, the United States also passed legislation to codify the
role of the Committee on Foreign Investment in the United States
(“CFIUS”) to review, modify, or even reject foreign investments that, in the
U.S. government’s judgment, would threaten national security interests.3
The lines between government measures to preserve national security and discriminatory, economically protectionist measures, have the
potential to become blurred at the intersection of these competing policy
interests.4 The question of whether a CFIUS measure to block or change
the terms of a foreign investment might give rise to an investor-state arbitration claim, notwithstanding exceptions for essential security measures
in the agreement, has yet to be tested.
Regardless of whether a particular investment raises national security questions, foreign investors should be aware of the legal protections
that they and their foreign investments enjoy under BITs and FTAs and
their rights to seek recourse when necessary. Section 8.03 below discusses the most common investor protections contained in BITs and FTA
investment chapters to which the United States is a party. These standards are based on the U.S. Model Bilateral Investment Treaty (“U.S.
Model BIT”), which has served as a template for U.S. negotiations of
such agreements. Understanding the free investment principles contained
in the U.S. Model BIT will help foreign investors to identify possible
government interference and possible treaty protection with respect to
their own U.S. investments.5
2

The United States’ FTAs with South Korea, Colombia, and Panama have yet to be
ratified by the U.S. Congress as of the printing date for this chapter.
3
See Chapter 14, National Security Review of Acquisitions by Foreigners, and Chapter 15, Managing the Separate Regulatory and Political Processes for Investment in the
United States, for further treatment of U.S. regulation of foreign investments in the United
States.
4
Similar questions can be raised as to whether measures for environmental protection,
labor rights, public health, or consumer safety are necessarily legitimate government regulation or sometimes constitute disguised economic discrimination in a particular case.
5
Foreign investors should contact their country’s embassy in the United States to
determine the existence and current status of any BITs or FTAs with the United States.
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Section 8.04 examines the relationship between BIT principles and
CFIUS reviews of investments for national security concerns, and considers whether CFIUS-imposed restrictions or changes in an investment
might constitute a breach of a BIT.
§ 8.03

U.S. BILATERAL INVESTMENT TREATIES AND FREE
TRADE AGREEMENTS PROTECT FOREIGN
INVESTMENT IN THE UNITED STATES

Foreign investors should be aware of BITs or FTAs between their
home country and the United States which may provide protection from
government measures that impermissibly harm foreign investments.
[A] Why BITs, and for Whom?
BITs are the modern-day descendants of Friendship, Commerce and
Navigation treaties that the United States has had with its allies since the
country’s founding. The United States began negotiating BITs in the
1980s to expand on the benefits in those early treaties by protecting U.S.
investment interests abroad, encouraging market-oriented trade and
investment policies, and further developing rules-based systems for U.S.
international commercial relations. Today, because these agreements are
mutual, they benefit both U.S. investors abroad and foreign investors in
the United States.
[1] U.S. Policy Behind BITs
United States foreign policy in the 1990s favored the removal of
barriers to international investment, particularly as President George
H.W. Bush sought to promote reform in Eastern Europe, and as President
Bill Clinton saw globalization as a path to economic interdependency and
the sharing of democratic values. Many U.S. businesses saw foreign
investment as an opportunity to expand profits by selling to new markets
or to lower the costs of production by obtaining access to less expensive
labor or raw materials.
The United States concluded a comprehensive free trade agreement
with Canada in 1988 that included some protections for foreign investment, and shortly thereafter began negotiations to extend similar benefits
to Mexico. U.S. business owners welcomed the reduction of costly trade
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and investment barriers, but were not enthusiastic about depending exclusively on the Mexican judicial system to protect those investments from
government interference, particularly in light of the history of Mexican
nationalization of foreign oil operations. Thus, the United States insisted
in its negotiations with Mexico that the North American Free Trade
Agreement (“NAFTA”) include a chapter that would protect U.S. foreign
investments.6 NAFTA’s Chapter Eleven established baseline principles of
protection for foreign investment and provided foreign investors with the
right to submit to ad hoc arbitration tribunals claims against the host government for violation of those protections.
It appeared to some, especially to Members of Congress, that the
United States, as the leading capital-exporting economy in the world,
would benefit in economic terms much more than its partners from agreements to lower foreign investment barriers. There was no obvious reason
for denying reciprocal foreign investment benefits in a BIT with Poland
or in an FTA investment chapter with Mexico and Canada. Neither the
United States nor Canada, in their desire to encourage and protect their
investors in Mexico under NAFTA, anticipated that they themselves
would be subjected to a significant number of investor-state arbitration
claims.7 Yet, 13 years after the implementation of NAFTA, Canada and
the United States have been named as respondents almost as frequently
as Mexico in investor-state claims brought under NAFTA’s Chapter
Eleven.8
The surprising number of investor-state claims did not dissuade the
United States from pursuing other agreements. Since signing NAFTA in
1993, the United States has negotiated and signed at least 11 FTAs with
investment chapters containing BIT-like protections.9 By 2008, the
6

U.S. Gen. Accounting Office, North American Free Trade Agreement: Assessment of
Major Issues, 2 GAO/GGD-93-137 19-20 (1993).
7
See Daniel M. Price, Supplement: NAFTA Chapter 11 Investor-State Dispute Settlement: Frankenstein or Safety-Valve?, 26 Can.-U.S. L.J. 1, 7 (2001) (“[M]ost BITs were
concluded with developing countries that have very little investment either in the United
States or Canada”).
8
By October 1, 2007, NAFTA Chapter 11 cases had been filed 17 times against
Mexico, 18 times against Canada, and 14 times against the United States. See Canadian
Centre for Policy Alternatives, NAFTA Chapter 11 Investor-State Disputes 16 (2008),
http://www.policyalternatives.ca/Reports/2008/01/ ReportsStudies1814/.
9
The United States has signed FTAs with Colombia, Panama, and South Korea, which
are pending Congressional approval. Other than NAFTA, the United States has FTAs in
force with Israel, Jordan, Chile, Singapore, Australia, Morocco, and Bahrain. U.S. FTAs
with Peru and Oman are pending implementation.
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United States already had begun informal talks to negotiate BITs with
China, Brazil, and India, and has BIT agreements in place with approximately 40 countries.10
The Bipartisan Trade Promotion Authority Act of 200211 expressed
Congress’s stance on the principles for continuing U.S. negotiations of
agreements to promote foreign investment:
[T]he principal negotiating objectives of the United States regarding
foreign investment are to reduce or eliminate artificial or tradedistorting barriers to foreign investment, while ensuring that foreign
investors in the United States are not accorded greater substantive
rights with respect to investment protections than United States
investors in the United States, and to secure for investors important
rights comparable to those that would be available under United
States legal principles and practice. . . .12

[2] The U.S. Model BIT
The U.S. State Department posted the draft text of a model BIT as
a template for future U.S. negotiations in 2004.13 BITs and FTA investment chapters executed since that time have been faithful to the core principles of that model. The U.S. Model BIT incorporates the basic standards
for protecting foreign investment originally found in NAFTA, with
refinements to account for legal developments from investor-state arbitration tribunal awards, and the desires of Congress with respect to the
President’s trade and investment negotiation objectives.14
The Preamble of the U.S. Model BIT states the objectives of future
BIT agreements:

10

See U.S. Trade Compliance Center, U.S. Department of Commerce, Bilateral Investment Treaties, http://tcc.export.gov/Trade_Agreements/Bilateral_Investment_Treaties/
index.asp.
11
19 U.S.C. §§ 3801 et seq.
12
19 U.S.C. § 3802(b)(3).
13
See U.S. State Department & U.S. Trade Representative, U.S. Model BIT (2004),
http://www.state.gov/e/eeb/rls/othr/ 38602.htm. A copy of the U.S. Model BIT is included
as Appendix 8-A. Unless otherwise indicated, all citations made only to an “Article,” are
citations to articles of the U.S. Model BIT.
14
The U.S. Model BIT follows negotiating objectives articulated by Congress in the
Bipartisan Trade Promotion Authority Act of 2002.
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•

“to promote greater economic cooperation” with the treaty partner
country “with respect to investment”;

•

to “stimulate the flow of private capital and the economic development of the Parties”;

•

to “maximize effective utilization of economic resources and improve
living standards”;

•

to “provid[e] effective means of asserting claims and enforcing rights
with respect to investment under national law as well as through international arbitration”;

•

“to achieve these objectives in a manner consistent with the protection of health, safety, and the environment, and the promotion of internationally recognized labor rights”;

•

and to encourage “reciprocal protection of investment.”15

These principles have been shaped by the United States’ reaction to
investor-state arbitration awards that have been issued during the past 20
years.
[3] Application of U.S. Model BIT Provisions to Foreign
Investors and Their Investments
The U.S. Model BIT protects foreign investors and their investments and allows them to submit a claim against the United States to arbitration for violating the BIT’s legal standards protecting foreign
investment.16 The “Parties” to the BIT are the United States and the other
country to sign the treaty.
An “investor of a Party” is defined as “a national or an enterprise of
a Party, that attempts to make, is making, or has made an investment in
the territory of the other Party[.]”17 The foreign investment protections in
15
See U.S. Model BIT at 1. Compare with Congress’s objectives in the Bipartisan
Trade Promotion Authority Act of 2002 at 19 U.S.C. § 3802(b)(3).
16
The United States is liable for violations committed by government-owned
enterprises as well as state and local governments. See Article 2(2) (“A Party’s obligations. . . shall apply (a) to a state enterprise or other person when it exercises any
regulatory, administrative, or other governmental authority delegated to it by that Party;
and (b) to the political subdivisions of that Party.”).
17
Article 1. A foreign government and its state-owned enterprises also may qualify as
an “investor of a Party” under Article 1.
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the BIT apply to measures of one Party (e.g., the United States) as they
relate to an “investor of the other Party” to the BIT.18 U.S. investors are
not able to claim the benefits of the BIT in the United States, but similar
rights and protections are available to them under U.S. domestic law.19
The definition of an “investment” is, in some respects, very broad.
It includes:
•

an enterprise, such as “a corporation, trust, partnership, sole proprietorship, joint venture, association, or similar organization”;20

•

“shares, stock, and other forms of equity participation in an enterprise”;

•

“bonds, debentures, other debt instruments, and loans”;

•

“futures, options, and other derivatives”;

•

“turnkey, construction, management, production,
revenue-sharing, and other similar contracts”;

•

“intellectual property rights”;

•

“licenses, authorizations, permits, and similar rights conferred pursuant to domestic law”;

•

“other tangible or intangible, movable or immovable property, and
related property rights, such as leases, mortgages, liens, and pledges.”

concession,

Arbitration tribunals that have interpreted BITs to which the United
States is a party sometimes have construed the meaning of an “investment” more broadly than perhaps the United States intended. In the U.S.
Model BIT, the United States has added notes to clarify the scope of
investment to which it has consented. Even some of the defined “investments” would not be considered protected by the BIT in the United
States’ view because they lack in some way traditional characteristics of
18

See Article 2(1).
For example, the Takings Clause of the Fifth Amendment to the U.S. Constitution
protects U.S. companies from expropriation by the U.S. Federal Government, which
requires “just compensation” for any taking of property for public use. The Fourteenth
Amendment to the Constitution applies the same restriction to state and local governments. The Equal Protection Clause of the Constitution provides additional protection
from discriminatory treatment. There has been some debate over whether BITs do and
should provide foreign investors greater protection from government interference than
U.S. companies enjoy under U.S. law.
20
See Article 1 definitions of “investment” and “enterprise.”
19
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foreign investment. To this end, the United States has included language
limiting investments to assets “that ha[ve] the characteristics of an investment, including such characteristics as the commitment of capital or other
resources, the expectation of gain or profit, or the assumption of risk.”
Tribunals sometimes treat prior investor-state arbitration decisions
as a body of jurisprudence from which to draw understanding about the
meaning of similar BIT terms. The precise contours of what constitutes
an investment will depend on the finally negotiated text of the BIT
between the United States and its treaty partner, as well as the ad hoc
arbitration tribunal’s application of the treaty language.
[B] U.S. Government Obligations Under BITs with Respect to
Foreign Investments and Investors
Many of the BIT protections for foreign investors have a long history in international law. The concept of a country providing treatment no
less favorable than it provides its own nationals (“national treatment”) or
nationals from another country (now known as “most-favored-nation
treatment”) can be traced to European Friendship, Commerce and Navigation (“FCN”) treaties in the nineteenth century, if not earlier.21 These
FCN treaties were bilateral agreements in which the parties to the treaty
established basic rules and rights for their nationals as they did business
in the territory of the other party.22 As the use of corporate entities to do
business became more prevalent, FCN treaties began to extend corporations the same rights and treatment as individuals, “not to give foreign
corporations greater rights than domestic companies, but instead to assure
them the right to conduct business on an equal basis without suffering discrimination based on alienage.”23 U.S. FCN treaties executed after World
War I began to reflect this change.24
Customary principles of international law such as national treatment, most-favored-nation treatment, and compensation for expropriation became codified in treaties over time. Modern-day BITs and FTA

21

See Restatement (Third) of Foreign Relations Law, § 801, Reporters’ Note 1
(1987).
22
See Herman Walker, Jr., Modern Treaties of Friendship, Commerce and Navigation,
42 Minn. L. Rev. 805, 805-806 (1958).
23
Sumitomo Shoji America, Inc. v. Avagliano, 457 U.S. 176, 186-188 (1982).
24
Sumitomo, 457 U.S. 176, 186, n.17.
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investment chapters reflect the most current evolution of these principles
as international law.
[1] National Treatment
The United States must provide foreign investors and their investments “national treatment” under Article 3 of the U.S. Model BIT:
Each Party shall accord to investors of the other Party treatment no
less favorable than that it accords, in like circumstances, to its own
investors with respect to the establishment, acquisition, expansion,
management, conduct, operation, and sale or other disposition of
investments in its territory.25

A similar provision applies to the foreign investors’ investments in the
United States.
Each Party shall accord to covered investments treatment no less
favorable than that it accords, in like circumstances, to investments
in its territory of its own investors with respect to the establishment,
acquisition, expansion, management, conduct, operation, and sale or
other disposition of investments.26

These provisions prohibit federal, state, and local governments from discriminating against foreign investors and their investments on the basis
of nationality.
In the case S.D. Myers v. Canada,27 an American waste management company submitted an arbitration claim against the Government of
Canada for denying the company national treatment under Article 1102
of NAFTA. The company had created a company in Canada to collect
environmentally hazardous waste and remove it to the company’s U.S.
facilities where the waste could be destroyed. In an effort to favor Canadian waste removal companies in competition with the American investor, Canada imposed a ban on the export of the waste to the United States.

25

Article 3(1).
Article 3(2).
27
See S.D. Myers v. Canada, Partial Award on the Merits, NAFTA (UNCITRAL),
November 13, 2000, ¶¶ 252-257.
26
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The NAFTA Chapter Eleven tribunal hearing the claim ruled in favor of
the investor, finding that Canada had accorded it treatment less favorable
than it accorded, in like circumstances, investors in its own territory.
[2] Most-Favored-Nation Treatment
Article 4 of the U.S. Model BIT requires the United States to provide foreign investors and their investments the same treatment that it
provides to investors and investments from countries that are not signatories to the BIT:
1.

Each Party shall accord to investors of the other Party treatment no less favorable than that it accords, in like circumstances, to investors of any non-Party with respect to the
establishment, acquisition, expansion, management, conduct,
operation, and sale or other disposition of investments in its
territory.

2.

Each Party shall accord to covered investments treatment no
less favorable than that it accords, in like circumstances, to
investments in its territory of investors of any non-Party with
respect to the establishment, acquisition, expansion, management, conduct, operation, and sale or other disposition of
investments.28

The most-favored-nation treatment clause operates in a similar way to the
national treatment clause, but the comparison is made to treatment provided to foreign investors of another country rather than to domestic
investors.
Mexico submitted an arbitration claim against the United States
under several provisions of NAFTA for breaches of, among other things,
the obligation of most-favored-nation treatment with respect to foreign
investment under NAFTA Chapter Eleven and cross-border services
under NAFTA Chapter Twelve. Mexico claimed, and the United States
effectively conceded, that Mexican trucking companies were being
denied the right to invest in international transportation companies in the
United States, and to provide cross-border trucking services, even though

28

Article 4(1) & (2).
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Canadian companies had been afforded those rights. The arbitration panel
agreed that the United States’ actions had denied Mexican companies
most-favored-nation treatment.29
[3] Minimum Standard of Treatment Under Customary
International Law
The United States commits under Article 5 to provide foreign
investments the minimum standard of treatment under customary international law:
1.

Each Party shall accord to covered investments treatment in
accordance with customary international law, including fair and
equitable treatment and full protection and security.

2.

For greater certainty, paragraph 1 prescribes the customary
international law minimum standard of treatment of aliens as
the minimum standard of treatment to be afforded to covered
investments. The concepts of “fair and equitable treatment” and
“full protection and security” do not require treatment in addition to or beyond that which is required by that standard, and
do not create additional substantive rights. The obligation in
paragraph 1 to provide:
(a) “fair and equitable treatment” includes the obligation not
to deny justice in criminal, civil, or administrative adjudicatory proceedings in accordance with the principle of
due process embodied in the principal legal systems of
the world; and
(b) “full protection and security” requires each Party to provide the level of police protection required under customary international law.30

This standard has been subjected to a wide range of interpretations
by governments, arbitrators, advocates, and scholars. BITs to which the
United States is not a party, and which contain subtle variations in the text
29

See In the Matter of Cross-Border Trucking Services, Secretariat File No. USAMEX-98-2008-01, ¶¶ 295-298, (Panel Final Report of February 6, 2001), available at
http://www.naftaclaims.com/disputes_us_trucking.htm.
30
Article 5(1) and (2).
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of this obligation, have been interpreted much more broadly than the formulation found in U.S. FTA investment chapters or the U.S. Model BIT.
The range of opinions about the scope of the minimum standard of treatment under international law created such concern among the United
States and its NAFTA treaty partners that the senior trade officials of the
United States, Canada, and Mexico issued a formal, joint interpretation
of the obligation under NAFTA in 2001:31
Minimum Standard of Treatment in Accordance with International Law
1.

Article 1105(1) prescribes the customary international law minimum standard of treatment of aliens as the minimum standard of
treatment to be afforded to investments of investors of another
Party.

2.

The concepts of “fair and equitable treatment” and “full protection and security” do not require treatment in addition to or
beyond that which is required by the customary international law
minimum standard of treatment of aliens.

3.

A determination that there has been a breach of another provision of the NAFTA, or of a separate international agreement,
does not establish that there has been a breach of Article
1105(1).

In addition, the U.S. Model BIT includes a separate annex to further
articulate, but not in a very enlightening way, the United States’ view of
what is encompassed by the minimum standard of treatment:
The Parties confirm their shared understanding that “customary
international law” generally and as specifically referenced in Article
5 [Minimum Standard of Treatment] and Annex B [Expropriation]
results from a general and consistent practice of States that they follow from a sense of legal obligation. With regard to Article 5 [Minimum Standard of Treatment], the customary international law
minimum standard of treatment of aliens refers to all customary
international law principles that protect the economic rights and
interests of aliens.32

31

NAFTA Free Trade Commission, Notes of Interpretation of Certain Chapter 11 Provisions (July 31, 2001).
32
U.S. Model BIT, Annex A.
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The essence of these formulations seems to be that: (1) a “denial of
justice” or an “abuse of process” in judicial or administrative proceedings will constitute a breach of the minimum standard of treatment; (2) a
government’s breach of representations made to a foreign investor, upon
which the investor reasonably relied, may be a breach of the minimum
standard of treatment; and (3) the government’s violation of a treaty obligation should not necessarily be considered a violation of the minimum
standard of treatment under international law: it would be a violation only
to the extent that it conflicts with customary international law as applied
to the rights traditionally provided to aliens (meaning foreign nationals)
in the domestic territory.
Tribunals continue to struggle with the precise application of this
obligation, but one case may be illustrative. In Loewen v. United States,
a Canadian mortuary company was in a $6 million contract dispute with
a Mississippi funeral home. When the dispute went to trial in the Mississippi state courts, counsel for the local funeral home relied heavily on
prejudicial, nationalistic rhetoric to persuade the jury to rule against the
Canadian company. The jury awarded $74 million to the local funeral
home as damages for emotional distress from the dispute, and an additional $400 million as punitive damages, which at the time amounted to
the largest jury verdict in Mississippi state history. The state then required
payment of a bond in the amount of 125 percent of the verdict ($625 million) as a prerequisite for appealing the decision. The Canadian company
submitted an arbitration claim against the United States for violation of
national treatment and the minimum standard of treatment under international law, claiming that the national discrimination in the court proceedings led to a denial of justice.
The tribunal found that the conduct of the state trial had been “a disgrace” and that it “constituted a miscarriage of justice amounting to a
manifest injustice as that expression is understood in international law.”
The tribunal added that “the whole trial and its resultant verdict . . . cannot be squared with minimum standards of international law and fair and
equitable treatment.”33

33
The Loewen Group, Inc. and Raymond L. Loewen v. United States, ICSID Case No.
ARB(AF)/98/3, ¶¶ 54, 119, 137 (Award of June 26, 2003). As a side note, the company
still did not prevail before the tribunal for two technical reasons. First, the tribunal found
that the company had not exhausted its remedies under domestic law—a finding that was
highly criticized by some observers, but which remains beyond the scope of this chapter.
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A number of cases suggest that an investor may have legitimate
expectations with respect to their foreign investment that, if denied by the
government, may constitute a breach of the minimum standard of treatment.34 These expectations may be based on specific representations
made by the government to induce the investment, or they may be reasonable expectations regarding the fairness and transparency of administrative decisions concerning the investment.
[4] Expropriation and Compensation
Article 6 prohibits the United States from taking the foreign investor’s investment without fair compensation and due process of law:
1.

Neither Party may expropriate or nationalize a covered investment either directly or indirectly through measures equivalent
to expropriation or nationalization (“expropriation”), except:
(a) for a public purpose;
(b) in a non-discriminatory manner;
(c) on payment of prompt, adequate, and effective compensation; and
(d) in accordance with due process of law and Article 5 [Minimum Standard of Treatment] (1) through (3).

2.

The compensation referred to in paragraph 1(c) shall:
(a) be paid without delay;
(b) be equivalent to the fair market value of the expropriated
investment immediately before the expropriation took
place (“the date of expropriation”);

Second, the company had undertaken a bankruptcy restructuring that converted the company into a U.S. entity. No longer was it a foreign investor for purposes of NAFTA Chapter 11, which proved fatal to its claim.
34
See, e.g., Waste Management v. Mexico, ICSID Case No. ARB(AF)/00/3, ¶ 98
(Award of April 30, 2004) (“breach of representations . . . reasonably relied on by the
claimant.”); Técnicas Medioambientales Tecmed S.A. v. Mexico, (Award, May 29, 2003)
¶¶ 154, 157 (“basic” and “fair expectations” of domestic laws applicable to investment).
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(c) not reflect any change in value occurring because the
intended expropriation had become known earlier; and
(d) be fully realizable and freely transferable.35
In Metalclad v. Mexico, Metalclad, a U.S. waste disposal company,
alleged that Mexico wrongfully had refused to permit Metalclad to open
and operate a hazardous waste facility that Metalclad had built in La
Pedrera, San Luis Potosi. The facility had been approved by federal officials, but a construction permit was denied by the municipality and permission to operate the facility was refused. Metalclad submitted a claim
to arbitration under NAFTA Chapter Eleven for Mexico’s breach of
NAFTA Article 1110 regarding expropriation, and breach of the NAFTA
Article 1105 minimum standard of treatment.
The tribunal found that Mexico had indeed violated its obligations
regarding the minimum standard of treatment and expropriation. With
respect to the expropriation, the tribunal explained that an expropriation
is not limited to open and deliberate takings of property, but also may
include interference with the use of property that has the effect of depriving the owner of its reasonable expectations in the economic benefit of
property.36
Other tribunals have applied a stricter standard, presuming that government regulations affecting a foreign investment do not constitute an
expropriation so long as the regulations are non-discriminatory and do not
breach specific representations to the foreign investor regarding regulations applicable to the investment.37
[5] Transfers (Profits, Dividends, etc.)
Article 7 requires the United States to allow the transfer of funds
freely and without delay:
1.

Each Party shall permit all transfers relating to a covered investment to be made freely and without delay into and out of its territory. Such transfers include:

35

Article 6(1) & (2).
See Metalclad Corp. v. The United Mexican States, ICSID Case No. ARB(AF)/
97/1, ¶ 103 (Award of August 30, 2000).
37
See, e.g., Methanex Corp. v. United States (Award of August 3, 2005) Part IV,
Ch. D ¶ 7.
36
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(a) contributions to capital;
(b) profits, dividends, capital gains, and proceeds from the
sale of all or any part of the covered investment or from
the partial or complete liquidation of the covered investment;
(c) interest, royalty payments, management fees, and technical assistance and other fees;
(d) payments made under a contract, including a loan agreement;
(e) payments made pursuant to Article 5 [Minimum Standard
of Treatment] (4) and (5) and Article 6 [Expropriation and
Compensation]; and
(f)

payments arising out of a dispute.

2.

Each Party shall permit transfers relating to a covered investment to be made in a freely usable currency at the market rate
of exchange prevailing at the time of transfer.

3.

Each Party shall permit returns in kind relating to a covered
investment to be made as authorized or specified in a written
agreement between the Party and a covered investment or an
investor of the other Party.

4.

Notwithstanding paragraphs 1 through 3, a Party may prevent a
transfer through the equitable, non-discriminatory, and good
faith application of its laws relating to:
(a) bankruptcy, insolvency, or the protection of the rights of
creditors;
(b) issuing, trading, or dealing in securities, futures, options,
or derivatives;
(c) criminal or penal offenses;
(d) financial reporting or record-keeping of transfers when
necessary to assist law enforcement or financial regulatory authorities; or
(e) ensuring compliance with orders or judgments in judicial
or administrative proceedings.
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Transfer clause provisions rarely have been the subject of modern
investor-state arbitration claims, but free transfer provisions were at issue
in a recent case involving the U.S.-Argentina BIT.38 Continental Casualty Co. v. The Argentine Republic involved the investment of Continental Casualty Company (“Continental”), a U.S. Company, in CNA
Aseguradora de Riesgos del Trabajo S.A. (“CNA”), an insurance company incorporated in Argentina that was wholly owned by Continental.
Continental claimed that Argentina breached the U.S.-Argentina BIT
because it enacted a series of decrees and resolutions that destroyed the
legal security of the assets held by CNA and prevented CNA from, among
other things, transferring certain funds to the United States. Specifically,
Continental wished to transfer out of Argentina certain assets held by
CNA in dollars.
The ICSID tribunal found that the transfer at issue here was not protected under Article V (the transfers provision of the U.S.-Argentina BIT)
because it was not a transfer “related to an investment.” The tribunal
found that the prevented transfer was not one that was essential or typical
to the making, controlling, or maintenance of an investment, nor was it
“proceeds from the sale or liquidation of all or any part of an investment.”39 Further, the tribunal found that the transfer did not correspond
to any payment obligations or involve the transfer of ownership of the
funds involved. The tribunal recognized that, before Argentina had issued
its decree, the movement of funds would have been legitimate from a
business point of view, but it explained, in a somewhat conclusory fashion, that not all “trans-border movement[s] of funds” by a subsidiary are
“related to an investment.”40 The tribunal characterized CNA’s prevented
transfer as one that would have been a “short-term placement out of
Argentina” that was “merely a change of type, location and currency of
part of an investor’s existing investment,” and therefore not a protected
transfer under Article V.41

38
See Continental Casualty Co. v. The Argentine Republic, ICSID Case No. ARB/
03/9 (Award of September 5, 2008).
39
Continental Casualty, ICSID Case No. ARB/03/9 at 108.
40
Continental Casualty, ICSID Case No. ARB/03/9 at 108.
41
Continental Casualty, ICSID Case No. ARB/03/9 at 109.
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[6] Performance Requirements
Article 8 prevents the United States from requiring, among other
things that the foreign investor purchases goods or services provided in
the host country’s territory; exports a certain percentage of goods or services; achieves a given percentage of domestic content; or transfers technology or proprietary knowledge.42 Performance requirements also
prohibit the government from conditioning the receipt of some advantage
on achieving a given level of domestic content in manufacturing a product; purchasing goods produced in the host government’s territory; tying
the volume or value of imports to exports or to foreign exchange inflows;
or restricting sales of goods or services by tying them to the volume or
value of exports or to foreign exchange earnings.43 There are numerous
exceptions.
In Archer-Daniels Midland & Tate and Lyle Ingredients America v.
Mexico,44 a NAFTA Chapter Eleven tribunal found that Mexico had
breached its obligation under NAFTA Article 1106 not to impose performance requirements on the American investors. The investor-claimants
argued that Mexico had provided an exemption from a 20 percent tax on
the use of high-fructose corn syrup in soft drinks for companies who used
sugar instead. This exemption effectively required Mexican investors to
use cane sugar in their products instead of the foreign investors’ highfructose corn syrup.
[7] Senior Management and Boards of Directors
Article 9 prohibits the United States from requiring that senior management appointees be of a particular nationality:
1.

Neither Party may require that an enterprise of that Party that is
a covered investment appoint to senior management positions
natural persons of any particular nationality.

2.

A Party may require that a majority of the board of directors, or
any committee thereof, of an enterprise of that Party that is a
covered investment, be of a particular nationality, or resident in

42

See Article 8(1)
See Article 8(2).
44
See Archer-Daniels Midland & Tate and Lyle Ingredients America v. Mexico, ICSID
Case No. ARB(AF)/04/05 (Award of November 21, 2007).
43
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the territory of the Party, provided that the requirement does not
materially impair the ability of the investor to exercise control
over its investment.
[C] Recourse for Foreign Investors Harmed by Government
Measures
BITs allow foreign investors to pursue consultations, negotiations,
and, if necessary, formal arbitration proceedings to obtain remedies for
harm to their foreign investments caused by government measures in
breach of BIT obligations.
[1] Consultations and Negotiation
Foreign investors have alternatives to initiating arbitration proceedings to resolve disputes with the United States over government measures interfering with foreign investment. When a foreign investor’s
home country has entered into a BIT with the United States, the foreign
investor may request its own government to obtain information and enter
discussions about the offending U.S. government measures. Article 11(3)
of the U.S. Model BIT reaffirms the right of U.S. treaty partners to seek
and obtain clarification about such measures:
3. Provision of Information
(a) On request of the other Party, a Party shall promptly provide
information and respond to questions pertaining to any actual
or proposed measure that the requesting Party considers might
materially affect the operation of this Treaty or otherwise substantially affect its interests under this Treaty.
(b) Any request or information under this paragraph shall be provided to the other Party through the relevant contact points.
Foreign investors do not have to rely exclusively on their own government to raise concerns about a threat to investor protections. The U.S.
Model BIT provides that the investor, who potentially could be a claimant for the United States’ apparent breach of BIT obligations, may seek
formal consultations and negotiation directly with the United States government:
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Article 23: Consultation and Negotiation
In the event of an investment dispute, the claimant and the respondent should initially seek to resolve the dispute through consultation
and negotiation, which may include the use of non-binding, thirdparty procedures.

Some have suggested that such consultations would be mandatory in the
event the foreign investor later proceeds to submit an arbitration claim.
There is precedent for the resolution of investor-state disputes
through settlement negotiations. American investor Ethyl Corp. reportedly settled its dispute with Canada for $18 million after Ethyl Corp. won
a preliminary decision that a NAFTA Chapter Eleven tribunal would
indeed have jurisdiction of the claim against Canada. According to a
recent United Nations Council for Trade and Development (“UNCTAD”)
report, about 27 percent of investor-state arbitration cases concluded
worldwide through 2007 had been settled amicably, while another 13 percent were resolved without public disclosure.45
[2] Submission of Dispute to Arbitration
Sixty percent of investor-state arbitration cases that had been concluded through 2007 proceeded to the final award stage of arbitration.
Favorable outcomes in those cases were split almost evenly between
investor-claimants and state-respondents.46
Article 24 of the U.S. Model BIT provides the legal basis for foreign investors to submit a claim to arbitration for violation of the BIT’s
investment protections. The foreign investor may submit a claim that the
United States breached one of its obligations under Articles 3 through 10
(national treatment, most-favored-nation treatment, etc.), and that the foreign investor “has incurred loss or damage by reason of, or arising out of,
that breach.”47 The foreign investor similarly may claim a breach of an
“investment authorization” or an “investment agreement.”48 The claim
45

UNCTAD, Latest Developments in Investor-State Dispute Settlement, IIA Monitor
No. 13 (2008), http://www.unctad.org/en/docs/iteiia20083_en.pdf.
46
UNCTAD, Latest Developments in Investor-State Dispute Settlement, IIA Monitor
No. 13 (2008), http://www.unctad.org/en/docs/iteiia20083_en.pdf.
47
See Article 24(1).
48
See Article 24(1). An “investment authorization” is “an authorization that the foreign investment authority of a Party grants to a covered investment or an investor of the
other Party.” See Article 1. An “investment agreement” is defined under Article 1 as:
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may be submitted by the foreign investor on its own behalf, or on behalf
of a U.S. enterprise that it owns or controls.
Foreign investors must agree to waive their rights to pursue legal
remedies before U.S. courts or administrative tribunals in exchange for
the right to proceed with arbitration of the claim against the United States
for breach of the BIT.49 This provision limits the possibility of “double
recovery”—receiving compensation twice in two different forums for the
same injury.
The U.S. Model BIT provides for tribunals consisting of three members. Typically the foreign investor and the United States each appoint its
own arbitrator, and then the two parties seek mutual agreement on a third
arbitrator who serves as the chairperson of the proceedings.50 The investor may choose from arbitration rules promulgated by the United Nations
Commission on International Trade Law (“UNCITRAL”), the International Center for the Settlement of Investment Disputes (“ICSID”), or
may agree with the United States to different rules administered by some
other arbitral institution.51
The investor is required to give the United States notice of its intent
to arbitrate at least 90 days before submitting its actual claim.52 This
period may provide an opportunity for negotiations toward settlement.
The arbitration proceedings usually consist of both written submissions and oral hearings. The U.S. Model BIT requires that the proceedings be made public except to the extent that confidential business
information or other information must be protected from disclosure.53
a written agreement between a national authority of a Party and a covered
investment or an investor of the other Party, on which the covered investment or the investor relies in establishing or acquiring a covered investment
other than the written agreement itself, that grants rights to the covered
investment or investor:
(a) with respect to natural resources that a national authority controls,
such as for their exploration, extraction, refining, transportation, distribution, or sale;
(b) to supply services to the public on behalf of the Party, such as
power generation or distribution, water treatment or distribution, or telecommunications; or
(c) to undertake infrastructure projects, such as the construction of
roads, bridges, canals, dams, or pipelines, that are not for the exclusive or
predominant use and benefit of the government.
49

See Article
See Article
51
See Article
52
See Article
53
See Article
50

26(2).
27(1).
24(4).
24(2).
29(1) and (2).
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The arbitration tribunal decides the dispute in accordance with the
terms of the BIT and international law. In some cases involving investment agreements with the government, the tribunal may apply the substantive law specified in the agreement or the law of the host country
government, namely the United States.54
The tribunal is empowered by the U.S. Model BIT to issue an award
for monetary damages, including interest, and restitution of property.55
The tribunal may also award attorney’s fees and costs. Punitive damages
are prohibited.
§ 8.04

APPLICABILITY OF BITS TO CFIUS REVIEWS

Were a CFIUS review to deny a foreign investment for economically protectionist reasons disguised as “essential security interests,” the
foreign investor may have recourse under a BIT with the United States.
[A] Could a CFIUS Review Lead to a BIT Claim?
The imposition of measures ostensibly to mitigate national security
risks could, in some circumstances, conflict with BIT obligations.
Remember that an “investor of a Party” is defined as “a national or an
enterprise of a Party, that attempts to make, is making, or has made an
investment in the territory of the other Party” according to Article 1 of
the U.S. Model BIT.56 Thus, a foreign investor who attempts to make a
foreign investment but is unsuccessful due to government intervention

54

See Article 30.
See Article 34(1).
56
Emphasis added. Mihaly Int’l Corp. v. Democratic Socialist Republic of Sri Lanka,
ICSID Case No. ARB/00/2 (Award of March 15, 2002) was the first ICSID case involving pre-investment expenditures. The ICSID tribunal in Mihaly did not consider business
development expenditures made prior to a final contract to constitute an investment protected under the U.S.-Sri Lanka BIT. However, the outcome in Mihaly likely would have
been different had it been brought under NAFTA. See Thomas W. Walde, Mihaly v. Sri
Lanka, Transnational Dispute Management, February 2004, http://www.transnationaldispute-management.com/samples/freearticles/tv1-1-digest_02.htm (“Given the fact that
few investors will go through an expensive arbitration merely to recoup losses suffered in
“seeking to make an investment,” there has not yet been a NAFTA case on point, but the
difference would likely have been determinative if the Mihaly claim would have been a
NAFTA case.”).
55
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that potentially violates the BIT obligations would have standing to assert
a BIT claim.
Government measures that prohibit or impose restrictions on a foreign investment in the United States, particularly when such prohibition
or restriction might not apply to similarly situated U.S. companies, raise
questions about the compatibility of such measures with BITs and FTA
investment chapters. For example, CFIUS action to block an acquisition
that a domestic company would be free to pursue raises national treatment questions. Most-favored-nation treatment might be questioned were
CFIUS to block the transaction of a company from Oman when the same
transaction would be permitted for a company from Canada. Were CFIUS
to impose a “mitigation agreement” requiring the foreign investor to
ensure that a majority of the board of directors on the U.S. subsidiary be
Americans, it might conflict with BIT standards regarding senior management and boards of directors.
No one would suggest that BITs and FTA investment chapters guarantee foreign investors an unconditional, unencumbered right of foreign
investment. There may be legitimate policy reasons unrelated to economic discrimination that explain why a foreign investor may be confronted with restrictions on its investment.57 BITs often contain
exceptions intended to cover policies upon which the two countries place
higher importance, including national security.
Nevertheless, where there are BIT protections in place and the U.S.
government provides different treatment as between foreign and domestic investors or foreign investors from two different countries, one should
examine whether the BIT contains applicable exceptions for disparate
treatment. Even where an exception exists, the possibility remains that an
international tribunal may decide that it does not adequately protect the
government’s measures from claims for breach of the BIT protections.
[1] The “Essential Security Interests” Exception
The U.S. Model BIT includes an exception to the standards for foreign investment protection for measures taken by the government in the
name of “essential security interests.”
57

Bona fide, non-discriminatory general taxation measures, for example, would not
rise to the level of a compensable expropriation under most BITs. See Feldman v. Mexico,
ICSID Case No. ARB(AF)/99/1, ¶ 106 (Award of December 16, 2002) available at http://
naftaclaims.com/Disputes/Mexico/Feldman/FeldmanFinalAward.pdf.
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Article 18: Essential Security
Nothing in this Treaty shall be construed:
1.

to require a Party to furnish or allow access to any information
the disclosure of which it determines to be contrary to its essential security interests; or

2.

to preclude a Party from applying measures that it considers
necessary for the fulfillment of its obligations with respect to
the maintenance or restoration of international peace or security, or the protection of its own essential security interests.

The United States would take the position that this exception must
be construed broadly. It would argue that the phrase “Nothing in this
Treaty shall be construed” means that none of the investor’s protections
(national treatment, expropriation, even the right to submit a claim to
arbitration) could be invoked with respect to essential security measures.
The United States also would point to the words “that it considers” in subparagraph 2, where “it” refers to the government, as indication that a tribunal must defer to the judgment of the host country government as to
what measures must be taken for the protection of essential security interests. It likely would argue that national security is an issue so central to
the concept of sovereignty under international law that it would be
improper for any tribunal to pass judgment on what a sovereign country
may or may not do to protect its citizens and national interests. These
arguments would receive careful consideration by an international
tribunal.
[2] Unlawful Economic Protectionism Disguised Under
Express Policy Exceptions to BITs
Tribunals have construed narrowly at times even the most important
public policy exceptions in treaties promoting free trade and investment
when it appeared that the exception invoked by the government merely
hides measures taken in furtherance of economically protectionist interests. It does not appear that any tribunal has considered a conflict between
a treaty’s free trade and investment provisions and a country’s national
security interests. However, several tribunals have considered conflicts
between stated goals of environmental protection, public health and
safety, and free trade and investment.
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In S.D. Myers v. Canada, a U.S. waste management company, S.D.
Myers, argued that the Canadian government breached its obligation of
national treatment under NAFTA Chapter Eleven when it imposed a ban
on the export of environmentally hazardous waste, making it possible for
the waste to be destroyed only in Canada.58 The tribunal agreed with the
American investor and awarded damages. Had Canada not imposed the
export ban, Canadian companies who otherwise would not have found it
cost-effective to dispose of their waste in Canada would have been
encouraged to use the services of lower-cost American operations such as
S.D. Myers.59 Canada claimed that it should not be liable for the breach
in light of the general exceptions found in Article XX(b) of the General
Agreement on Tariffs and Trade (“GATT”), allowing countries to undertake measures necessary to protect human, animal, or plant life or health.
Article 1114(1) of NAFTA also provides that:
Nothing in this Chapter shall be construed to prevent a Party from
adopting, maintaining or enforcing any measure otherwise consistent with this Chapter that it considers appropriate to ensure that
investment activity in its territory is undertaken in a manner sensitive to environmental concerns.

The tribunal was not persuaded of Canada’s stated intent that the ban was
aimed at environmental protection, saying that Canada “could have satisfied any health or environmental concerns it had in a manner that did
not impair open trade.”60 The tribunal pointed out that “the protectionist
intent of the lead Minister in this matter . . . was reflected in decisionmaking at every stage that led to the ban.”61
World Trade Organization (WTO) tribunals have second-guessed
countries’ invocation of policy exceptions to the GATT and WTO Agreements intended to promote free trade. In EC – Tariff Preferences, a WTO
panel looked at whether the European Community’s generalized tariff
preferences scheme, which gave special arrangements to 12 listed countries to combat drug production and trafficking, could be justified under
58

See S.D. Myers v. Canada, Partial Award on the Merits, NAFTA
November 13, 2000.
59
S.D. Myers v. Canada, Partial Award on the Merits, NAFTA
November 13, 2000.
60
S.D. Myers v. Canada, Partial Award on the Merits, NAFTA
November 13, 2000, at ¶ 298.
61
S.D. Myers v. Canada, Partial Award on the Merits, NAFTA
November 13, 2000, at ¶ 162.
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Article XX(b) of GATT.62 The Panel ultimately concluded that Article
XX(b) could not be invoked to justify the EC measure because the tariff
preferences were not “necessary” to protect human life or health, and that
the tariff preferences were unjustifiably discriminatory because they
granted benefits to some seriously drug-affected countries, but not others.63
In U.S.—Gasoline, the WTO Appellate Body considered whether a
U.S. measure under the Clean Air Act that set out different rules for
domestic and imported gasoline, with the asserted purpose of regulating
emissions to prevent air pollution, was justifiable by Article XX(g) of
GATT 1994.64 The United States argued that imported gasoline was relegated to a more exacting statutory baseline requirement than domestic
gasoline because it was more difficult to verify that foreign gasoline met
EPA refinery requirements, so the differential treatment under the U.S.
measure helped ensure that all gasoline met the required EPA standards.65
The United States also argued that subjecting its domestic refiners to a
similarly stringent requirement would have imposed “impossible” “physical and financial” burdens.66
The WTO Appellate Body found that the U.S. measure constituted
“unjustifiable discrimination” and a “disguised restriction on international trade” under the Article XX chapeau, and hence was not justifiable
under Article XX(g).67 It concluded that the United States had more than
one alternative course of action available to impose statutory baselines to
regulate gasoline emissions, without making a distinction between
domestic and imported gasoline.68 Although the measure was found to be
within the range of those concerning the protection of human, animal, and
62
See Panel Report, European Communities—Conditions for the Granting of Tariff
Preferences to Developing Countries, ¶¶ 7.178-224, WT/DS246/R (Dec. 1, 2003).
63
See Panel Report, European Communities—Conditions for the Granting of Tariff
Preferences to Developing Countries, ¶ 7.228, WT/DS246/R (Dec. 1, 2003).
64
See Appellate Body Report, United States—Standards for Reformulated and Conventional Gasoline, 22-30, WT/DS2/AB/R (May 20, 1996).
65
Appellate Body Report, United States—Standards for Reformulated and Conventional Gasoline, 22-30, WT/DS2/AB/R (May 20, 1996).
66
Appellate Body Report, United States—Standards for Reformulated and Conventional Gasoline, at 28-29, WT/DS2/AB/R (May 20, 1996).
67
Appellate Body Report, United States—Standards for Reformulated and Conventional Gasoline, at 28-29, WT/DS2/AB/R (May 20, 1996). (The “chapeau” is the introductory paragraph that precedes subsections (a) through (j) in Article XX; the French term
is used conventionally in international agreements).
68
Appellate Body Report, United States—Standards for Reformulated and Conventional Gasoline, at 25, WT/DS2/AB/R (May 20, 1996).
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plant life or health by the Panel, and this finding was not appealed to the
Appellate Body, it is the necessity of the discriminatory aspect of the
measure, “not the necessity of the policy goal that was to be examined”
under Article XX.69
Not all tribunals have elevated free trade and investment goals over
public policy exceptions. In the EC—Asbestos case, the WTO Appellate
Body upheld an EC (French) import ban on asbestos that contained the
chemical chrysotile as justifiable protection of human life or health under
Article XX(b) of GATT 1994.70 Investor-state arbitration tribunals have
also upheld express exceptions in BITs and FTA chapters in certain cases,
while leaving the door partially open for investors to claims of harm to
their foreign investments.71
[B] Conclusion
Whether a measure undertaken by CFIUS could give rise to a BIT
claim may depend largely on the facts of the particular case. The “essential security interests” exception is broadly worded and there are plausible policy reasons why the United States and other countries might not
want ad hoc arbitration tribunals sitting in judgment over the choices the
government takes to protect its citizens in a time of heightened security
concerns.
Then again, even U.S. officials have been concerned that legislation
and regulations intended to protect national security not be drafted in such
a way that they could be abused, or construed as abused, to undermine
policies promoting free and non-discriminatory flows of international
investment. U.S. industry representatives recommended in 2009 that the
69
See Panel Report, United States—Standards for Reformulated and Conventional
Gasoline, ¶¶ 6.20-29, WT/DS2/R (May 20, 1996).
70
See Appellate Body Report, EC—Measures Affecting Asbestos and AsbestosContaining Products, ¶¶ 155-175, WT/DS135/AB/R (Mar. 12, 2001).
71
See Canfor Corp. v. United States, Decision on the Preliminary Question, NAFTA
(UNCITRAL), June 6, 2006, available at http://www.state.gov/documents/organization/
67753.pdf (finding that NAFTA Article 1901(3) prohibited investment claims relating to
antidumping or countervailing duties, yet permitting claims to proceed for harm from legislation regarding the redistribution of such duties to American companies); United Parcel
Service of America, Inc. v. Canada, Award on Jurisdiction, NAFTA (UNCITRAL),
November 22, 2002, available at http://www.policyalternatives.ca/Reports/2007/07/
ReportsStudies1678 (dismissing some claims based on Article 1502(3)(d) pertaining to
monopolies and state enterprises, but allowing others to continue to the merits phase).
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United States should consider softening the “essential security” exception in its Model BIT language to allow foreign investors greater assurances that their investments would not be disrupted by disguised
protectionist motivations.72 Specifically, they recommended that foreign
investment regulations to protect national security follow the principles
of proportionality, transparency, and accountability articulated by the
Organization for Economic Cooperation and Development.73
Just as there have been occasions in which tribunals have discredited measures taken in the name of environmental or public health concerns as disguised economic protectionism, one can imagine a factual
scenario in which measures taken in the name of essential security interests overreach. It is not inconceivable that a peculiar set of circumstances
might lead a tribunal to decide that certain investment restrictions were
not “necessary for the fulfillment of [the United States’] obligations with
respect to the maintenance or restoration of international peace or security, or the protection of its own essential security interests.”74
Even if foreign investors were never confronted with a CFIUS
review, they should be aware of their rights under applicable BITs and
FTAs so they can be assured that their U.S. investments will be protected, and so they can be prepared to defend their U.S. investments in
accordance with the rights afforded them under international law.

72

ACIEP Report on Model BIT Lacks Consensus on Critical Issues, Inside U.S. Trade,
October 2, 2009.
73
See, e.g., Guidelines for Recipient Country Investment Policies Relating to National
Security, Organisation for Economic Co-operation and Development (May 25, 2009),
available at http://www.oecd.org/dataoecd/11/35/43384486.pdf.
74
Article 18(2).

8-30

APPENDIX 8-A

U.S. MODEL BIT
2004 Model BIT
TREATY BETWEEN THE GOVERNMENT OF THE
UNITED STATES OF AMERICA AND THE GOVERNMENT OF
[Country] CONCERNING THE ENCOURAGEMENT AND
RECIPROCAL PROTECTION OF INVESTMENT
(http://www.state.gov/documents/organization/117601.pdf)
The Government of the United States of America and the Government of [Country] (hereinafter the “Parties”);
Desiring to promote greater economic cooperation between them
with respect to investment by nationals and enterprises of one Party in the
territory of the other Party;
Recognizing that agreement on the treatment to be accorded such
investment will stimulate the flow of private capital and the economic
development of the Parties;
Agreeing that a stable framework for investment will maximize
effective utilization of economic resources and improve living standards;
Recognizing the importance of providing effective means of asserting claims and enforcing rights with respect to investment under national
law as well as through international arbitration;
Desiring to achieve these objectives in a manner consistent with the
protection of health, safety, and the environment, and the promotion of
internationally recognized labor rights;
Having resolved to conclude a Treaty concerning the encouragement and reciprocal protection of investment;
Have agreed as follows:
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SECTION A
Article 1: Definitions
For purposes of this Treaty:
“central level of government” means:
(a) for the United States, the federal level of government; and
(b) for [Country], [].
“Centre” means the International Centre for Settlement of Investment
Disputes (“ICSID”) established by the ICSID Convention.
“claimant” means an investor of a Party that is a party to an investment
dispute with the other Party.
“covered investment” means, with respect to a Party, an investment in
its territory of an investor of the other Party in existence as of the date of
entry into force of this Treaty or established, acquired, or expanded thereafter.
“disputing parties” means the claimant and the respondent.
“disputing party” means either the claimant or the respondent.
“enterprise” means any entity constituted or organized under applicable
law, whether or not for profit, and whether privately or governmentally
owned or controlled, including a corporation, trust, partnership, sole proprietorship, joint venture, association, or similar organization; and a
branch of an enterprise.
“enterprise of a Party” means an enterprise constituted or organized
under the law of a Party, and a branch located in the territory of a Party
and carrying out business activities there.
“existing” means in effect on the date of entry into force of this Treaty.
“freely usable currency” means “freely usable currency” as determined
by the International Monetary Fund under its Articles of Agreement.
“GATS” means the General Agreement on Trade in Services, contained
in Annex 1B to the WTO Agreement.
“government procurement” means the process by which a government
obtains the use of or acquires goods or services, or any combination
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thereof, for governmental purposes and not with a view to commercial
sale or resale, or use in the production or supply of goods or services for
commercial sale or resale.
“ICSID Additional Facility Rules” means the Rules Governing the
Additional Facility for the Administration of Proceedings by the Secretariat of the International Centre for Settlement of Investment Disputes.
“ICSID Convention” means the Convention on the Settlement of Investment Disputes between States and Nationals of Other States, done at
Washington, March 18, 1965.
[“Inter-American Convention” means the Inter-American Convention
on International Commercial Arbitration, done at Panama, January 30,
1975.]
“investment” means every asset that an investor owns or controls,
directly or indirectly, that has the characteristics of an investment, including such characteristics as the commitment of capital or other resources,
the expectation of gain or profit, or the assumption of risk. Forms that an
investment may take include:
(a) an enterprise;
(b) shares, stock, and other forms of equity participation in an
enterprise;
(c) bonds, debentures, other debt instruments, and loans;1
(d) futures, options, and other derivatives;
(e) turnkey, construction, management, production, concession,
revenue-sharing, and other similar contracts;
(f)

intellectual property rights;

1

Some forms of debt, such as bonds, debentures, and long-term notes, are more likely
to have the characteristics of an investment, while other forms of debt, such as claims to
payment that are immediately due and result from the sale of goods or services, are less
likely to have such characteristics.
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(g) licenses, authorizations, permits, and similar rights conferred
pursuant to domestic law;2, 3 and
(h) other tangible or intangible, movable or immovable property,
and related property rights, such as leases, mortgages, liens,
and pledges.
“investment agreement” means a written agreement4 between a national
authority5 of a Party and a covered investment or an investor of the other
Party, on which the covered investment or the investor relies in establishing or acquiring a covered investment other than the written agreement
itself, that grants rights to the covered investment or investor:
(a) with respect to natural resources that a national authority controls, such as for their exploration, extraction, refining, transportation, distribution, or sale;
(b) to supply services to the public on behalf of the Party, such as
power generation or distribution, water treatment or distribution, or telecommunications; or
(c) to undertake infrastructure projects, such as the construction of
roads, bridges, canals, dams, or pipelines, that are not for the
exclusive or predominant use and benefit of the government.

2

Whether a particular type of license, authorization, permit, or similar instrument
(including a concession, to the extent that it has the nature of such an instrument) has the
characteristics of an investment depends on such factors as the nature and extent of the
rights that the holder has under the law of the Party. Among the licenses, authorizations,
permits, and similar instruments that do not have the characteristics of an investment are
those that do not create any rights protected under domestic law. For greater certainty, the
foregoing is without prejudice to whether any asset associated with the license, authorization, permit, or similar instrument has the characteristics of an investment.
3
The term “investment” does not include an order or judgment entered in a judicial or
administrative action.
4
“Written agreement” refers to an agreement in writing, executed by both parties,
whether in a single instrument or in multiple instruments, that creates an exchange of
rights and obligations, binding on both parties under the law applicable under Article
30[Governing Law](2). For greater certainty, (a) a unilateral act of an administrative or
judicial authority, such as a permit, license, or authorization issued by a Party solely in its
regulatory capacity, or a decree, order, or judgment, standing alone; and (b) an administrative or judicial consent decree or order, shall not be considered a written agreement.
5
For purposes of this definition, “national authority” means (a) for the United States,
an authority at the central level of government; and (b) for [Country], [ ].
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“investment authorization”6 means an authorization that the foreign
investment authority of a Party grants to a covered investment or an
investor of the other Party.
“investor of a non-Party” means, with respect to a Party, an investor that
attempts to make, is making, or has made an investment in the territory
of that Party, that is not an investor of either Party.
“investor of a Party” means a Party or state enterprise thereof, or a
national or an enterprise of a Party, that attempts to make, is making, or
has made an investment in the territory of the other Party; provided, however, that a natural person who is a dual national shall be deemed to be
exclusively a national of the State of his or her dominant and effective
nationality.
“measure” includes any law, regulation, procedure, requirement, or practice.
“national” means:
(a) for the United States, a natural person who is a national of the
United States as defined in Title III of the Immigration and
Nationality Act; and
(b) for [Country], [ ].
“New York Convention” means the United Nations Convention on the
Recognition and Enforcement of Foreign Arbitral Awards, done at New
York, June 10, 1958.
“non-disputing Party” means the Party that is not a party to an investment dispute.
“person” means a natural person or an enterprise.
“person of a Party” means a national or an enterprise of a Party.
“protected information” means confidential business information or
information that is privileged or otherwise protected from disclosure
under a Party’s law.
“regional level of government” means:

6

For greater certainty, actions taken by a Party to enforce laws of general application,
such as competition laws, are not encompassed within this definition.
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(a) for the United States, a state of the United States, the District
of Columbia, or Puerto Rico; and
(b) for [Country], [ ].
“respondent” means the Party that is a party to an investment dispute.
“Secretary-General” means the Secretary-General of ICSID.
“state enterprise” means an enterprise owned, or controlled through
ownership interests, by a Party.
“territory” means:
(a) with respect to the United States, [ ].
(b) with respect to [Country,] [ ].
“TRIPS Agreement” means the Agreement on Trade-Related Aspects of
Intellectual Property Rights, contained in Annex 1C to the WTO Agreement.7
“UNCITRAL Arbitration Rules” means the arbitration rules of the
United Nations Commission on International Trade Law.
“WTO Agreement” means the Marrakesh Agreement Establishing the
World Trade Organization, done on April 15, 1994.
Article 2: Scope and Coverage
1. This Treaty applies to measures adopted or maintained by a Party
relating to:
(a) investors of the other Party;
(b) covered investments; and
(c) with respect to Articles 8 [Performance Requirements], 12
[Investment and Environment], and 13 [Investment and Labor], all
investments in the territory of the Party.
2. A Party’s obligations under Section A shall apply:

7

For greater certainty, “TRIPS Agreement” includes any waiver in force between the
Parties of any provision of the TRIPS Agreement granted by WTO Members in accordance with the WTO Agreement.
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(a) to a state enterprise or other person when it exercises any
regulatory, administrative, or other governmental authority delegated to it by that Party; and
(b) to the political subdivisions of that Party.
3. For greater certainty, this Treaty does not bind either Party in relation to any act or fact that took place or any situation that ceased to exist
before the date of entry into force of this Treaty.
Article 3: National Treatment
1. Each Party shall accord to investors of the other Party treatment
no less favorable than that it accords, in like circumstances, to its own
investors with respect to the establishment, acquisition, expansion, management, conduct, operation, and sale or other disposition of investments
in its territory.
2. Each Party shall accord to covered investments treatment no less
favorable than that it accords, in like circumstances, to investments in its
territory of its own investors with respect to the establishment, acquisition, expansion, management, conduct, operation, and sale or other disposition of investments.
3. The treatment to be accorded by a Party under paragraphs 1 and
2 means, with respect to a regional level of government, treatment no less
favorable than the treatment accorded, in like circumstances, by that
regional level of government to natural persons resident in and enterprises constituted under the laws of other regional levels of government
of the Party of which it forms a part, and to their respective investments.
Article 4: Most-Favored-Nation Treatment
1. Each Party shall accord to investors of the other Party treatment
no less favorable than that it accords, in like circumstances, to investors
of any non-Party with respect to the establishment, acquisition, expansion, management, conduct, operation, and sale or other disposition of
investments in its territory.
2. Each Party shall accord to covered investments treatment no less
favorable than that it accords, in like circumstances, to investments in its
territory of investors of any non-Party with respect to the establishment,
acquisition, expansion, management, conduct, operation, and sale or other
disposition of investments.
8-37

APPENDIX 8-A

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

Article 5: Minimum Standard of Treatment8
1. Each Party shall accord to covered investments treatment in
accordance with customary international law, including fair and equitable
treatment and full protection and security.
2. For greater certainty, paragraph 1 prescribes the customary international law minimum standard of treatment of aliens as the minimum
standard of treatment to be afforded to covered investments. The concepts of “fair and equitable treatment” and “full protection and security”
do not require treatment in addition to or beyond that which is required
by that standard, and do not create additional substantive rights. The obligation in paragraph 1 to provide:
(a) “fair and equitable treatment” includes the obligation not to
deny justice in criminal, civil, or administrative adjudicatory proceedings in accordance with the principle of due process embodied
in the principal legal systems of the world; and
(b) “full protection and security” requires each Party to provide the level of police protection required under customary international law.
3. A determination that there has been a breach of another provision
of this Treaty, or of a separate international agreement, does not establish
that there has been a breach of this Article.
4. Notwithstanding Article 14 [Non-Conforming Measures] (5)(b)
[subsidies and grants], each Party shall accord to investors of the other
Party, and to covered investments, non-discriminatory treatment with
respect to measures it adopts or maintains relating to losses suffered by
investments in its territory owing to armed conflict or civil strife.
5. Notwithstanding paragraph 4, if an investor of a Party, in the situations referred to in paragraph 4, suffers a loss in the territory of the other
Party resulting from:
(a) requisitioning of its covered investment or part thereof by
the latter’s forces or authorities; or
(b) destruction of its covered investment or part thereof by the
latter’s forces or authorities, which was not required by the necessity of the situation,
8

Article 5 [Minimum Standard of Treatment] shall be interpreted in accordance with
Annex A.
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the latter Party shall provide the investor restitution, compensation, or
both, as appropriate, for such loss. Any compensation shall be prompt,
adequate, and effective in accordance with Article 6 [Expropriation and
Compensation] (2) through (4), mutatis mutandis.
6. Paragraph 4 does not apply to existing measures relating to
subsidies or grants that would be inconsistent with Article 3 [National
Treatment] but for Article 14 [Non-Conforming Measures] (5)(b) [subsidies and grants].
Article 6: Expropriation and Compensation9
1. Neither Party may expropriate or nationalize a covered investment either directly or indirectly through measures equivalent to expropriation or nationalization (“expropriation”), except:
(a) for a public purpose;
(b) in a non-discriminatory manner;
(c) on payment of prompt, adequate, and effective compensation; and
(d) in accordance with due process of law and Article 5 [Minimum Standard of Treatment] (1) through (3).
2. The compensation referred to in paragraph 1(c) shall:
(a) be paid without delay;
(b) be equivalent to the fair market value of the expropriated
investment immediately before the expropriation took place (“the
date of expropriation”);
(c) not reflect any change in value occurring because the
intended expropriation had become known earlier; and
(d) be fully realizable and freely transferable.
3. If the fair market value is denominated in a freely usable currency, the compensation referred to in paragraph 1(c) shall be no less than
the fair market value on the date of expropriation, plus interest at a commercially reasonable rate for that currency, accrued from the date of
expropriation until the date of payment.
4. If the fair market value is denominated in a currency that is not
freely usable, the compensation referred to in paragraph 1(c)—converted

9

Article 6 [Expropriation] shall be interpreted in accordance with Annexes A and B.
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into the currency of payment at the market rate of exchange prevailing on
the date of payment—shall be no less than:
(a) the fair market value on the date of expropriation, converted into a freely usable currency at the market rate of exchange
prevailing on that date, plus
(b) interest, at a commercially reasonable rate for that freely
usable currency, accrued from the date of expropriation until the
date of payment.
5. This Article does not apply to the issuance of compulsory licenses
granted in relation to intellectual property rights in accordance with the
TRIPS Agreement, or to the revocation, limitation, or creation of intellectual property rights, to the extent that such issuance, revocation, limitation, or creation is consistent with the TRIPS Agreement.
Article 7: Transfers
1. Each Party shall permit all transfers relating to a covered investment to be made freely and without delay into and out of its territory.
Such transfers include:
(a) contributions to capital;
(b) profits, dividends, capital gains, and proceeds from the sale
of all or any part of the covered investment or from the partial or
complete liquidation of the covered investment;
(c) interest, royalty payments, management fees, and technical
assistance and other fees;
(d) payments made under a contract, including a loan agreement;
(e) payments made pursuant to Article 5 [Minimum Standard
of Treatment] (4) and (5) and Article 6 [Expropriation and Compensation]; and
(f) payments arising out of a dispute.
2. Each Party shall permit transfers relating to a covered investment
to be made in a freely usable currency at the market rate of exchange prevailing at the time of transfer.
3. Each Party shall permit returns in kind relating to a covered
investment to be made as authorized or specified in a written agreement
between the Party and a covered investment or an investor of the other
Party.
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4. Notwithstanding paragraphs 1 through 3, a Party may prevent a
transfer through the equitable, non-discriminatory, and good faith application of its laws relating to:
(a) bankruptcy, insolvency, or the protection of the rights of
creditors;
(b) issuing, trading, or dealing in securities, futures, options, or
derivatives;
(c) criminal or penal offenses;
(d) financial reporting or record keeping of transfers when
necessary to assist law enforcement or financial regulatory authorities; or
(e) ensuring compliance with orders or judgments in judicial
or administrative proceedings.
Article 8: Performance Requirements
1. Neither Party may, in connection with the establishment, acquisition, expansion, management, conduct, operation, or sale or other disposition of an investment of an investor of a Party or of a non-Party in its
territory, impose or enforce any requirement or enforce any commitment
or undertaking:10
(a) to export a given level or percentage of goods or services;
(b) to achieve a given level or percentage of domestic content;
(c) to purchase, use, or accord a preference to goods produced
in its territory, or to purchase goods from persons in its territory;
(d) to relate in any way the volume or value of imports to the
volume or value of exports or to the amount of foreign exchange
inflows associated with such investment;
(e) to restrict sales of goods or services in its territory that such
investment produces or supplies by relating such sales in any way
to the volume or value of its exports or foreign exchange earnings;
(f) to transfer a particular technology, a production process, or
other proprietary knowledge to a person in its territory; or

10

For greater certainty, a condition for the receipt or continued receipt of an advantage referred to in paragraph 2 does not constitute a “commitment or undertaking” for the
purposes of paragraph 1.
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(g) to supply exclusively from the territory of the Party the
goods that such investment produces or the services that it supplies
to a specific regional market or to the world market.
2. Neither Party may condition the receipt or continued receipt of
an advantage, in connection with the establishment, acquisition, expansion, management, conduct, operation, or sale or other disposition of an
investment in its territory of an investor of a Party or of a non-Party, on
compliance with any requirement:
(a) to achieve a given level or percentage of domestic content;
(b) to purchase, use, or accord a preference to goods produced
in its territory, or to purchase goods from persons in its territory;
(c) to relate in any way the volume or value of imports to the
volume or value of exports or to the amount of foreign exchange
inflows associated with such investment; or
(d) to restrict sales of goods or services in its territory that such
investment produces or supplies by relating such sales in any way
to the volume or value of its exports or foreign exchange earnings.
3. (a) Nothing in paragraph 2 shall be construed to prevent a
Party from conditioning the receipt or continued receipt of an
advantage, in connection with an investment in its territory of an
investor of a Party or of a non-Party, on compliance with a requirement to locate production, supply a service, train or employ workers, construct or expand particular facilities, or carry out research
and development, in its territory.
(b) Paragraph 1(f) does not apply:
(i) when a Party authorizes use of an intellectual property right in accordance with Article 31 of the TRIPS Agreement, or to measures requiring the disclosure of proprietary
information that fall within the scope of, and are consistent
with, Article 39 of the TRIPS Agreement; or
(ii) when the requirement is imposed or the commitment
or undertaking is enforced by a court, administrative tribunal,
or competition authority to remedy a practice determined after
judicial or administrative process to be anticompetitive under
the Party’s competition laws.11

11

The Parties recognize that a patent does not necessarily confer market power.
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(c) Provided that such measures are not applied in an arbitrary
or unjustifiable manner, and provided that such measures do not
constitute a disguised restriction on international trade or investment, paragraphs 1(b), (c), and (f), and 2(a) and (b), shall not be
construed to prevent a Party from adopting or maintaining measures, including environmental measures:
(i) necessary to secure compliance with laws and regulations that are not inconsistent with this Treaty;
(ii) necessary to protect human, animal, or plant life or
health; or
(iii) related to the conservation of living or non-living
exhaustible natural resources.
(d) Paragraphs 1(a), (b), and (c), and 2(a) and (b), do not apply
to qualification requirements for goods or services with respect to
export promotion and foreign aid programs.
(e) Paragraphs 1(b), (c), (f), and (g), and 2(a) and (b), do not
apply to government procurement.
(f) Paragraphs 2(a) and (b) do not apply to requirements
imposed by an importing Party relating to the content of goods necessary to qualify for preferential tariffs or preferential quotas.
4. For greater certainty, paragraphs 1 and 2 do not apply to any commitment, undertaking, or requirement other than those set out in those
paragraphs.
5. This Article does not preclude enforcement of any commitment,
undertaking, or requirement between private parties, where a Party did
not impose or require the commitment, undertaking, or requirement.
Article 9: Senior Management and Boards of Directors
1. Neither Party may require that an enterprise of that Party that is
a covered investment appoint to senior management positions natural persons of any particular nationality.
2. A Party may require that a majority of the board of directors, or
any committee thereof, of an enterprise of that Party that is a covered
investment, be of a particular nationality, or resident in the territory of the
Party, provided that the requirement does not materially impair the ability
of the investor to exercise control over its investment.
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Article 10: Publication of Laws and Decisions Respecting
Investment
1. Each Party shall ensure that its:
(a) laws, regulations, procedures, and administrative rulings of
general application; and
(b) adjudicatory decisions
respecting any matter covered by this Treaty are promptly published or
otherwise made publicly available.
2. For purposes of this Article, “administrative ruling of general
application” means an administrative ruling or interpretation that applies
to all persons and fact situations that fall generally within its ambit and
that establishes a norm of conduct but does not include:
(a) a determination or ruling made in an administrative or
quasi-judicial proceeding that applies to a particular covered investment or investor of the other Party in a specific case; or
(b) a ruling that adjudicates with respect to a particular act or
practice.
Article 11: Transparency
1. Contact Points
(a) Each Party shall designate a contact point or points to
facilitate communications between the Parties on any matter covered by this Treaty.
(b) On the request of the other Party, the contact point(s) shall
identify the office or official responsible for the matter and assist,
as necessary, in facilitating communication with the requesting
Party.
2. Publication
To the extent possible, each Party shall:
(a) publish in advance any measure referred to in Article
10(1)(a) that it proposes to adopt; and
(b) provide interested persons and the other Party a reasonable
opportunity to comment on such proposed measures.
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3. Provision of Information
(a) On request of the other Party, a Party shall promptly provide information and respond to questions pertaining to any actual
or proposed measure that the requesting Party considers might materially affect the operation of this Treaty or otherwise substantially
affect its interests under this Treaty.
(b) Any request or information under this paragraph shall be
provided to the other Party through the relevant contact points.
(c) Any information provided under this paragraph shall be
without prejudice as to whether the measure is consistent with this
Treaty.
4. Administrative Proceedings
With a view to administering in a consistent, impartial, and reasonable manner all measures referred to in Article 10(1)(a), each Party shall
ensure that in its administrative proceedings applying such measures to
particular covered investments or investors of the other Party in specific
cases:
(a) wherever possible, covered investments or investors of the
other Party that are directly affected by a proceeding are provided
reasonable notice, in accordance with domestic procedures, when a
proceeding is initiated, including a description of the nature of the
proceeding, a statement of the legal authority under which the proceeding is initiated, and a general description of any issues in controversy;
(b) such persons are afforded a reasonable opportunity to
present facts and arguments in support of their positions prior to any
final administrative action, when time, the nature of the proceeding,
and the public interest permit; and
(c) its procedures are in accordance with domestic law.
5. Review and Appeal
(a) Each Party shall establish or maintain judicial, quasijudicial, or administrative tribunals or procedures for the purpose of
the prompt review and, where warranted, correction of final administrative actions regarding matters covered by this Treaty. Such tribunals shall be impartial and independent of the office or authority
entrusted with administrative enforcement and shall not have any
substantial interest in the outcome of the matter.
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(b) Each Party shall ensure that, in any such tribunals or procedures, the parties to the proceeding are provided with the right to:
(i) a reasonable opportunity to support or defend their
respective positions; and
(ii) a decision based on the evidence and submissions of
record or, where required by domestic law, the record compiled by the administrative authority.
(c) Each Party shall ensure, subject to appeal or further review
as provided in its domestic law, that such decisions shall be implemented by, and shall govern the practice of, the offices or authorities with respect to the administrative action at issue.
Article 12: Investment and Environment
1. The Parties recognize that it is inappropriate to encourage investment by weakening or reducing the protections afforded in domestic environmental laws.12 Accordingly, each Party shall strive to ensure that it
does not waive or otherwise derogate from, or offer to waive or otherwise derogate from, such laws in a manner that weakens or reduces the
protections afforded in those laws as an encouragement for the establishment, acquisition, expansion, or retention of an investment in its territory.
If a Party considers that the other Party has offered such an encouragement, it may request consultations with the other Party and the two Parties shall consult with a view to avoiding any such encouragement.
2. Nothing in this Treaty shall be construed to prevent a Party from
adopting, maintaining, or enforcing any measure otherwise consistent
with this Treaty that it considers appropriate to ensure that investment
activity in its territory is undertaken in a manner sensitive to environmental concerns.
Article 13: Investment and Labor
1. The Parties recognize that it is inappropriate to encourage investment by weakening or reducing the protections afforded in domestic labor
laws. Accordingly, each Party shall strive to ensure that it does not waive
12

For the United States, “laws” for purposes of this Article means an act of the United
States Congress or regulations promulgated pursuant to an act of the United States Congress that is enforceable by action of the central level of government.
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or otherwise derogate from, or offer to waive or otherwise derogate from,
such laws in a manner that weakens or reduces adherence to the internationally recognized labor rights referred to in paragraph 2 as an encouragement for the establishment, acquisition, expansion, or retention of an
investment in its territory. If a Party considers that the other Party has
offered such an encouragement, it may request consultations with the
other Party and the two Parties shall consult with a view to avoiding any
such encouragement.
2. For purposes of this Article, “labor laws” means each Party’s statutes or regulations,13 or provisions thereof, that are directly related to the
following internationally recognized labor rights:
(a) the right of association;
(b) the right to organize and bargain collectively;
(c) a prohibition on the use of any form of forced or compulsory labor;
(d) labor protections for children and young people, including
a minimum age for the employment of children and the prohibition
and elimination of the worst forms of child labor; and
(e) acceptable conditions of work with respect to minimum
wages, hours of work, and occupational safety and health.
Article 14: Non-Conforming Measures
1. Articles 3 [National Treatment], 4 [Most-Favored-Nation
Treatment], 8 [Performance Requirements], and 9 [Senior Management
and Boards of Directors] do not apply to:
(a) any existing non-conforming measure that is maintained by
a Party at:
(i) the central level of government, as set out by that
Party in its Schedule to Annex I or Annex III,
(ii) a regional level of government, as set out by that
Party in its Schedule to Annex I or Annex III, or
(iii) a local level of government;

13

For the United States, “statutes or regulations” for purposes of this Article means an
act of the United States Congress or regulations promulgated pursuant to an act of the
United States Congress that is enforceable by action of the central level of government.
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(b) the continuation or prompt renewal of any non-conforming
measure referred to in subparagraph (a); or
(c) an amendment to any non-conforming measure referred to
in subparagraph (a) to the extent that the amendment does not
decrease the conformity of the measure, as it existed immediately
before the amendment, with Article 3 [National Treatment], 4
[Most-Favored-Nation Treatment], 8 [Performance Requirements],
or 9 [Senior Management and Boards of Directors].
2. Articles 3 [National Treatment], 4 [Most-Favored-Nation Treatment], 8 [Performance Requirements], and 9 [Senior Management and
Boards of Directors] do not apply to any measure that a Party adopts or
maintains with respect to sectors, subsectors, or activities, as set out in its
Schedule to Annex II.
3. Neither Party may, under any measure adopted after the date of
entry into force of this Treaty and covered by its Schedule to Annex II,
require an investor of the other Party, by reason of its nationality, to sell
or otherwise dispose of an investment existing at the time the measure
becomes effective.
4. Articles 3 [National Treatment] and 4 [Most-Favored-Nation
Treatment] do not apply to any measure covered by an exception to, or
derogation from, the obligations under Article 3 or 4 of the TRIPS Agreement, as specifically provided in those Articles and in Article 5 of the
TRIPS Agreement.
5. Articles 3 [National Treatment], 4 [Most-Favored-Nation Treatment], and 9 [Senior Management and Boards of Directors] do not apply to:
(a) government procurement; or
(b) subsidies or grants provided by a Party, including
government-supported loans, guarantees, and insurance.
Article 15: Special Formalities and Information Requirements
1. Nothing in Article 3 [National Treatment] shall be construed to
prevent a Party from adopting or maintaining a measure that prescribes
special formalities in connection with covered investments, such as a
requirement that investors be residents of the Party or that covered investments be legally constituted under the laws or regulations of the Party,
provided that such formalities do not materially impair the protections
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afforded by a Party to investors of the other Party and covered investments pursuant to this Treaty.
2. Notwithstanding Articles 3 [National Treatment] and 4 [MostFavored-Nation Treatment], a Party may require an investor of the other
Party or its covered investment to provide information concerning that
investment solely for informational or statistical purposes. The Party shall
protect any confidential business information from any disclosure that
would prejudice the competitive position of the investor or the covered
investment. Nothing in this paragraph shall be construed to prevent a
Party from otherwise obtaining or disclosing information in connection
with the equitable and good faith application of its law.
Article 16: Non-Derogation
This Treaty shall not derogate from any of the following that entitle an
investor of a Party or a covered investment to treatment more favorable
than that accorded by this Treaty:
1.

laws or regulations, administrative practices or procedures, or
administrative or adjudicatory decisions of a Party;

2.

international legal obligations of a Party; or

3.

obligations assumed by a Party, including those contained in an
investment authorization or an investment agreement.

Article 17: Denial of Benefits
1. A Party may deny the benefits of this Treaty to an investor of the
other Party that is an enterprise of such other Party and to investments of
that investor if persons of a non-Party own or control the enterprise and
the denying Party:
(a) does not maintain diplomatic relations with the non-Party;
or
(b) adopts or maintains measures with respect to the non-Party
or a person of the non-Party that prohibit transactions with the enterprise or that would be violated or circumvented if the benefits of this
Treaty were accorded to the enterprise or to its investments.
2. A Party may deny the benefits of this Treaty to an investor of the
other Party that is an enterprise of such other Party and to investments of
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that investor if the enterprise has no substantial business activities in the
territory of the other Party and persons of a non-Party, or of the denying
Party, own or control the enterprise.
Article 18: Essential Security
Nothing in this Treaty shall be construed:
1. to require a Party to furnish or allow access to any information
the disclosure of which it determines to be contrary to its essential security interests; or
2. to preclude a Party from applying measures that it considers necessary for the fulfillment of its obligations with respect to the maintenance or restoration of international peace or security, or the protection
of its own essential security interests.
Article 19: Disclosure of Information
Nothing in this Treaty shall be construed to require a Party to furnish or
allow access to confidential information the disclosure of which would
impede law enforcement or otherwise be contrary to the public interest,
or which would prejudice the legitimate commercial interests of particular enterprises, public or private.
Article 20: Financial Services
1. Notwithstanding any other provision of this Treaty, a Party shall
not be prevented from adopting or maintaining measures relating to financial services for prudential reasons, including for the protection of investors, depositors, policy holders, or persons to whom a fiduciary duty is
owed by a financial services supplier, or to ensure the integrity and stability of the financial system.14 Where such measures do not conform
with the provisions of this Treaty, they shall not be used as a means of
avoiding the Party’s commitments or obligations under this Treaty.
2. (a) Nothing in this Treaty applies to non-discriminatory measures of general application taken by any public entity in pursuit of
monetary and related credit policies or exchange rate policies. This
14

It is understood that the term “prudential reasons” includes the maintenance of the
safety, soundness, integrity, or financial responsibility of individual financial institutions.
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paragraph shall not affect a Party’s obligations under Article 7
[Transfers] or Article 8 [Performance Requirements].15
(b) For purposes of this paragraph, “public entity” means a
central bank or monetary authority of a Party.
3. Where a claimant submits a claim to arbitration under Section B
[Investor-State Dispute Settlement], and the respondent invokes paragraph 1 or 2 as a defense, the following provisions shall apply:
(a) The respondent shall, within 120 days of the date the claim
is submitted to arbitration under Section B, submit in writing to the
competent financial authorities16 of both Parties a request for a joint
determination on the issue of whether and to what extent paragraph
1 or 2 is a valid defense to the claim. The respondent shall promptly
provide the tribunal, if constituted, a copy of such request. The arbitration may proceed with respect to the claim only as provided in
subparagraph (d).
(b) The competent financial authorities of both Parties shall
make themselves available for consultations with each other and
shall attempt in good faith to make a determination as described in
subparagraph (a). Any such determination shall be transmitted
promptly to the disputing parties and, if constituted, to the tribunal.
The determination shall be binding on the tribunal.
(c) If the competent financial authorities of both Parties, within
120 days of the date by which they have both received the respondent’s written request for a joint determination under subparagraph
(a), have not made a determination as described in that subparagraph, the tribunal shall decide the issue left unresolved by the competent financial authorities. The provisions of Section B shall apply,
except as modified by this subparagraph.
(i) In the appointment of all arbitrators not yet appointed
to the tribunal, each disputing party shall take appropriate
15

For greater certainty, measures of general application taken in pursuit of monetary
and related credit policies or exchange rate policies do not include measures that expressly
nullify or amend contractual provisions that specify the currency of denomination or the
rate of exchange of currencies.
16
For purposes of this Article, “competent financial authorities” means, for the United
States, the Department of the Treasury for banking and other financial services, and the
Office of the United States Trade Representative, in coordination with the Department of
Commerce and other agencies, for insurance; and for [Country], [ ].
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steps to ensure that the tribunal has expertise or experience in
financial services law or practice. The expertise of particular
candidates with respect to financial services shall be taken into
account in the appointment of the presiding arbitrator.
(ii) If, before the respondent submits the request for a
joint determination in conformance with subparagraph (a), the
presiding arbitrator has been appointed pursuant to Article
27(3), such arbitrator shall be replaced on the request of either
disputing party and the tribunal shall be reconstituted consistent with subparagraph (c)(i). If, within 30 days of the date the
arbitration proceedings are resumed under subparagraph (d),
the disputing parties have not agreed on the appointment of a
new presiding arbitrator, the Secretary-General, on the request
of a disputing party, shall appoint the presiding arbitrator consistent with subparagraph (c)(i).
(iii) The non-disputing Party may make oral and written
submissions to the tribunal regarding the issue of whether and
to what extent paragraph 1 or 2 is a valid defense to the claim.
Unless it makes such a submission, the non-disputing Party
shall be presumed, for purposes of the arbitration, to take a
position on paragraph 1 or 2 not inconsistent with that of the
respondent.
(d) The arbitration referred to in subparagraph (a) may proceed with respect to the claim:
(i) 10 days after the date the competent financial authorities’ joint determination has been received by both the disputing parties and, if constituted, the tribunal; or
(ii) 10 days after the expiration of the 120-day period
provided to the competent financial authorities in subparagraph (c).
4. Where a dispute arises under Section C and the competent financial authorities of one Party provide written notice to the competent financial authorities of the other Party that the dispute involves financial
services, Section C shall apply except as modified by this paragraph and
paragraph 5.
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(a) The competent financial authorities of both Parties shall
make themselves available for consultations with each other regarding the dispute, and shall have 180 days from the date such notice
is received to transmit a report on their consultations to the Parties.
A Party may submit the dispute to arbitration under Section C only
after the expiration of that 180-day period.
(b) Either Party may make any such report available to a tribunal constituted under Section C to decide the dispute referred to
in this paragraph or a similar dispute, or to a tribunal constituted
under Section B to decide a claim arising out of the same events or
circumstances that gave rise to the dispute under Section C.
5. Where a Party submits a dispute involving financial services to
arbitration under Section C in conformance with paragraph 4, and on the
request of either Party within 30 days of the date the dispute is submitted
to arbitration, each Party shall, in the appointment of all arbitrators not
yet appointed, take appropriate steps to ensure that the tribunal has expertise or experience in financial services law or practice. The expertise of
particular candidates with respect to financial services shall be taken into
account in the appointment of the presiding arbitrator.
6. Notwithstanding Article 11(2) [Transparency—Publication], each
Party shall, to the extent practicable,
(a) publish in advance any regulations of general application
relating to financial services that it proposes to adopt;
(b) provide interested persons and the other Party a reasonable
opportunity to comment on such proposed regulations.
7. The terms “financial service” or “financial services” shall have
the same meaning as in subparagraph 5(a) of the Annex on Financial Services of the GATS.
Article 21: Taxation
1. Except as provided in this Article, nothing in Section A shall
impose obligations with respect to taxation measures.
2. Article 6 [Expropriation] shall apply to all taxation measures,
except that a claimant that asserts that a taxation measure involves an
expropriation may submit a claim to arbitration under Section B only if:
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(a) the claimant has first referred to the competent tax authorities17 of both Parties in writing the issue of whether that taxation
measure involves an expropriation; and
(b) within 180 days after the date of such referral, the competent tax authorities of both Parties fail to agree that the taxation measure is not an expropriation.
3. Subject to paragraph 4, Article 8 [Performance Requirements] (2)
through (4) shall apply to all taxation measures.
4. Nothing in this Treaty shall affect the rights and obligations of
either Party under any tax convention. In the event of any inconsistency
between this Treaty and any such convention, that convention shall prevail to the extent of the inconsistency. In the case of a tax convention
between the Parties, the competent authorities under that convention shall
have sole responsibility for determining whether any inconsistency exists
between this Treaty and that convention.
Article 22: Entry into Force, Duration, and Termination
1. This Treaty shall enter into force thirty days after the date the Parties exchange instruments of ratification. It shall remain in force for a
period of ten years and shall continue in force thereafter unless terminated in accordance with paragraph 2.
2. A Party may terminate this Treaty at the end of the initial tenyear period or at any time thereafter by giving one year’s written notice
to the other Party.
3. For ten years from the date of termination, all other Articles shall
continue to apply to covered investments established or acquired prior to
the date of termination, except insofar as those Articles extend to the
establishment or acquisition of covered investments.

17

For the purposes of this Article, the “competent tax authorities” means:
(a)

for the United States, the Assistant Secretary of the Treasury (Tax Policy),
Department of the Treasury; and
(b) for [Country], [ ].
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SECTION B
Article 23: Consultation and Negotiation
In the event of an investment dispute, the claimant and the respondent
should initially seek to resolve the dispute through consultation and negotiation, which may include the use of nonbinding, third-party procedures.
Article 24: Submission of a Claim to Arbitration
1. In the event that a disputing party considers that an investment
dispute cannot be settled by consultation and negotiation:
(a) the claimant, on its own behalf, may submit to arbitration
under this Section a claim
(i) that the respondent has breached
(A) an obligation under Articles 3 through 10,
(B) an investment authorization, or
(C) an investment agreement; and
(ii) that the claimant has incurred loss or damage by reason of, or arising out of, that breach; and
(b) the claimant, on behalf of an enterprise of the respondent
that is a juridical person that the claimant owns or controls directly
or indirectly, may submit to arbitration under this Section a claim
(i) that the respondent has breached
(A) an obligation under Articles 3 through 10,
(B) an investment authorization, or
(C) an investment agreement; and
(ii) that the enterprise has incurred loss or damage by reason of, or arising out of, that breach,
provided that a claimant may submit pursuant to subparagraph (a)(i)(C)
or (b)(i)(C) a claim for breach of an investment agreement only if the subject matter of the claim and the claimed damages directly relate to the
covered investment that was established or acquired, or sought to be
established or acquired, in reliance on the relevant investment agreement.
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2. At least 90 days before submitting any claim to arbitration under
this Section, a claimant shall deliver to the respondent a written notice of
its intention to submit the claim to arbitration (“notice of intent”). The
notice shall specify:
(a) the name and address of the claimant and, where a claim is
submitted on behalf of an enterprise, the name, address, and place
of incorporation of the enterprise;
(b) for each claim, the provision of this Treaty, investment
authorization, or investment agreement alleged to have been
breached and any other relevant provisions;
(c) the legal and factual basis for each claim; and
(d) the relief sought and the approximate amount of damages
claimed.
3. Provided that six months have elapsed since the events giving rise
to the claim, a claimant may submit a claim referred to in paragraph 1:
(a) under the ICSID Convention and the ICSID Rules of Procedure for Arbitration Proceedings, provided that both the respondent and the non-disputing Party are parties to the ICSID
Convention;
(b) under the ICSID Additional Facility Rules, provided that
either the respondent or the non-disputing Party is a party to the
ICSID Convention;
(c) under the UNCITRAL Arbitration Rules; or
(d) if the claimant and respondent agree, to any other arbitration institution or under any other arbitration rules.
4. A claim shall be deemed submitted to arbitration under this Section when the claimant’s notice of or request for arbitration (“notice of
arbitration”):
(a) referred to in paragraph 1 of Article 36 of the ICSID Convention is received by the Secretary-General;
(b) referred to in Article 2 of Schedule C of the ICSID Additional Facility Rules is received by the Secretary-General;
(c) referred to in Article 3 of the UNCITRAL Arbitration
Rules, together with the statement of claim referred to in Article 18
of the UNCITRAL Arbitration Rules, are received by the respondent; or
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(d) referred to under any arbitral institution or arbitral rules
selected under paragraph 3(d) is received by the respondent.
A claim asserted by the claimant for the first time after such notice of
arbitration is submitted shall be deemed submitted to arbitration under
this Section on the date of its receipt under the applicable arbitral rules.
5. The arbitration rules applicable under paragraph 3, and in effect
on the date the claim or claims were submitted to arbitration under this
Section, shall govern the arbitration except to the extent modified by this
Treaty.
6. The claimant shall provide with the notice of arbitration:
(a) the name of the arbitrator that the claimant appoints; or
(b) the claimant’s written consent for the Secretary-General to
appoint that arbitrator.
Article 25: Consent of Each Party to Arbitration
1. Each Party consents to the submission of a claim to arbitration
under this Section in accordance with this Treaty.
2. The consent under paragraph 1 and the submission of a claim to
arbitration under this Section shall satisfy the requirements of:
(a) Chapter II of the ICSID Convention (Jurisdiction of the
Centre) and the ICSID Additional Facility Rules for written consent
of the parties to the dispute; [and]
(b) Article II of the New York Convention for an “agreement
in writing[.”] [;” and
(c) Article I of the Inter-American Convention for an “agreement.”]
Article 26: Conditions and Limitations on Consent of Each Party
1. No claim may be submitted to arbitration under this Section if
more than three years have elapsed from the date on which the claimant
first acquired, or should have first acquired, knowledge of the breach
alleged under Article 24(1) and knowledge that the claimant (for claims
brought under Article 24(1)(a)) or the enterprise (for claims brought
under Article 24(1)(b)) has incurred loss or damage.

8-57

APPENDIX 8-A

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

2. No claim may be submitted to arbitration under this Section
unless:
(a) the claimant consents in writing to arbitration in accordance with the procedures set out in this Treaty; and
(b) the notice of arbitration is accompanied,
(i) for claims submitted to arbitration under Article
24(1)(a), by the claimant’s written waiver, and
(ii) for claims submitted to arbitration under Article
24(1)(b), by the claimant’s and the enterprise’s written waivers
of any right to initiate or continue before any administrative tribunal or court under the law of either Party, or other dispute settlement procedures, any proceeding with respect to any measure
alleged to constitute a breach referred to in Article 24.
3. Notwithstanding paragraph 2(b), the claimant (for claims brought
under Article 24(1)(a)) and the claimant or the enterprise (for claims
brought under Article 24(1)(b)) may initiate or continue an action that
seeks interim injunctive relief and does not involve the payment of monetary damages before a judicial or administrative tribunal of the respondent, provided that the action is brought for the sole purpose of preserving
the claimant’s or the enterprise’s rights and interests during the pendency
of the arbitration.
Article 27: Selection of Arbitrators
1. Unless the disputing parties otherwise agree, the tribunal shall
comprise three arbitrators, one arbitrator appointed by each of the disputing parties and the third, who shall be the presiding arbitrator, appointed
by agreement of the disputing parties.
2. The Secretary-General shall serve as appointing authority for an
arbitration under this Section.
3. Subject to Article 20(3), if a tribunal has not been constituted
within 75 days from the date that a claim is submitted to arbitration under
this Section, the Secretary-General, on the request of a disputing party,
shall appoint, in his or her discretion, the arbitrator or arbitrators not yet
appointed.
4. For purposes of Article 39 of the ICSID Convention and Article
7 of Schedule C to the ICSID Additional Facility Rules, and without
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prejudice to an objection to an arbitrator on a ground other than nationality:
(a) the respondent agrees to the appointment of each individual member of a tribunal established under the ICSID Convention or the ICSID Additional Facility Rules;
(b) a claimant referred to in Article 24(1)(a) may submit a
claim to arbitration under this Section, or continue a claim, under
the ICSID Convention or the ICSID Additional Facility Rules, only
on condition that the claimant agrees in writing to the appointment
of each individual member of the tribunal; and
(c) a claimant referred to in Article 24(1)(b) may submit a
claim to arbitration under this Section, or continue a claim, under
the ICSID Convention or the ICSID Additional Facility Rules, only
on condition that the claimant and the enterprise agree in writing to
the appointment of each individual member of the tribunal.
Article 28: Conduct of the Arbitration
1. The disputing parties may agree on the legal place of any arbitration under the arbitral rules applicable under Article 24(3). If the disputing parties fail to reach agreement, the tribunal shall determine the
place in accordance with the applicable arbitral rules, provided that the
place shall be in the territory of a State that is a party to the New York
Convention.
2. The non-disputing Party may make oral and written submissions
to the tribunal regarding the interpretation of this Treaty.
3. The tribunal shall have the authority to accept and consider
amicus curiae submissions from a person or entity that is not a disputing
party.
4. Without prejudice to a tribunal’s authority to address other objections as a preliminary question, a tribunal shall address and decide as a
preliminary question any objection by the respondent that, as a matter of
law, a claim submitted is not a claim for which an award in favor of the
claimant may be made under Article 34.
(a) Such objection shall be submitted to the tribunal as soon as
possible after the tribunal is constituted, and in no event later than
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the date the tribunal fixes for the respondent to submit its countermemorial (or, in the case of an amendment to the notice of arbitration, the date the tribunal fixes for the respondent to submit its
response to the amendment).
(b) On receipt of an objection under this paragraph, the tribunal
shall suspend any proceedings on the merits, establish a schedule for
considering the objection consistent with any schedule it has
established for considering any other preliminary question, and issue
a decision or award on the objection, stating the grounds therefor.
(c) In deciding an objection under this paragraph, the tribunal
shall assume to be true claimant’s factual allegations in support of
any claim in the notice of arbitration (or any amendment thereof)
and, in disputes brought under the UNCITRAL Arbitration Rules,
the statement of claim referred to in Article 18 of the UNCITRAL
Arbitration Rules. The tribunal may also consider any relevant facts
not in dispute.
(d) The respondent does not waive any objection as to competence or any argument on the merits merely because the respondent did or did not raise an objection under this paragraph or make
use of the expedited procedure set out in paragraph 5.
5. In the event that the respondent so requests within 45 days after
the tribunal is constituted, the tribunal shall decide on an expedited basis
an objection under paragraph 4 and any objection that the dispute is not
within the tribunal’s competence. The tribunal shall suspend any proceedings on the merits and issue a decision or award on the objection(s), stating the grounds therefor, no later than 150 days after the date of the
request. However, if a disputing party requests a hearing, the tribunal may
take an additional 30 days to issue the decision or award. Regardless of
whether a hearing is requested, a tribunal may, on a showing of extraordinary cause, delay issuing its decision or award by an additional brief
period, which may not exceed 30 days.
6. When it decides a respondent’s objection under paragraph 4 or 5,
the tribunal may, if warranted, award to the prevailing disputing party reasonable costs and attorney’s fees incurred in submitting or opposing the
objection. In determining whether such an award is warranted, the tribunal shall consider whether either the claimant’s claim or the respondent’s
objection was frivolous, and shall provide the disputing parties a reasonable opportunity to comment.
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7. A respondent may not assert as a defense, counterclaim, right of
set-off, or for any other reason that the claimant has received or will
receive indemnification or other compensation for all or part of the
alleged damages pursuant to an insurance or guarantee contract.
8. A tribunal may order an interim measure of protection to preserve the rights of a disputing party, or to ensure that the tribunal’s jurisdiction is made fully effective, including an order to preserve evidence in
the possession or control of a disputing party or to protect the tribunal’s
jurisdiction. A tribunal may not order attachment or enjoin the application of a measure alleged to constitute a breach referred to in Article 24.
For purposes of this paragraph, an order includes a recommendation.
9. (a) In any arbitration conducted under this Section, at the
request of a disputing party, a tribunal shall, before issuing a decision or award on liability, transmit its proposed decision or award to
the disputing parties and to the non-disputing Party. Within 60 days
after the tribunal transmits its proposed decision or award, the disputing parties may submit written comments to the tribunal concerning any aspect of its proposed decision or award. The tribunal
shall consider any such comments and issue its decision or award
not later than 45 days after the expiration of the 60-day comment
period.
(b) Subparagraph (a) shall not apply in any arbitration conducted pursuant to this Section for which an appeal has been made
available pursuant to paragraph 10 or Annex D.
10. If a separate, multilateral agreement enters into force between
the Parties that establishes an appellate body for purposes of reviewing
awards rendered by tribunals constituted pursuant to international trade or
investment arrangements to hear investment disputes, the Parties shall
strive to reach an agreement that would have such appellate body review
awards rendered under Article 34 in arbitrations commenced after the
multilateral agreement enters into force between the Parties.
Article 29: Transparency of Arbitral Proceedings
1. Subject to paragraphs 2 and 4, the respondent shall, after receiving the following documents, promptly transmit them to the nondisputing Party and make them available to the public:
(a) the notice of intent;
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(b) the notice of arbitration;
(c) pleadings, memorials, and briefs submitted to the tribunal
by a disputing party and any written submissions submitted pursuant to Article 28(2) [Non-Disputing Party submissions] and (3)
[Amicus Submissions] and Article 33 [Consolidation];
(d) minutes or transcripts of hearings of the tribunal, where
available; and
(e) orders, awards, and decisions of the tribunal.
2. The tribunal shall conduct hearings open to the public and shall
determine, in consultation with the disputing parties, the appropriate
logistical arrangements. However, any disputing party that intends to use
information designated as protected information in a hearing shall so
advise the tribunal. The tribunal shall make appropriate arrangements to
protect the information from disclosure.
3. Nothing in this Section requires a respondent to disclose protected information or to furnish or allow access to information that it may
withhold in accordance with Article 18 [Essential Security Article] or
Article 19 [Disclosure of Information Article].
4. Any protected information that is submitted to the tribunal shall
be protected from disclosure in accordance with the following procedures:
(a) Subject to subparagraph (d), neither the disputing parties
nor the tribunal shall disclose to the non-disputing Party or to the
public any protected information where the disputing party that provided the information clearly designates it in accordance with subparagraph (b);
(b) Any disputing party claiming that certain information constitutes protected information shall clearly designate the information at the time it is submitted to the tribunal;
(c) A disputing party shall, at the time it submits a document
containing information claimed to be protected information, submit
a redacted version of the document that does not contain the information. Only the redacted version shall be provided to the nondisputing Party and made public in accordance with paragraph 1;
and
(d) The tribunal shall decide any objection regarding the designation of information claimed to be protected information. If the
tribunal determines that such information was not properly designated, the disputing party that submitted the information may (i)
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withdraw all or part of its submission containing such information,
or (ii) agree to resubmit complete and redacted documents with corrected designations in accordance with the tribunal’s determination
and subparagraph (c). In either case, the other disputing party shall,
whenever necessary, resubmit complete and redacted documents
which either remove the information withdrawn under (i) by the disputing party that first submitted the information or redesignate the
information consistent with the designation under (ii) of the disputing party that first submitted the information.
5. Nothing in this Section requires a respondent to withhold from
the public information required to be disclosed by its laws.
Article 30: Governing Law
1. Subject to paragraph 3, when a claim is submitted under Article
24(1)(a)(i)(A) or Article 24(1)(b)(i)(A), the tribunal shall decide the
issues in dispute in accordance with this Treaty and applicable rules of
international law.
2. Subject to paragraph 3 and the other terms of this Section, when
a claim is submitted under Article 24(1)(a)(i)(B) or (C), or Article
24(1)(b)(i)(B) or (C), the tribunal shall apply:
(a) the rules of law specified in the pertinent investment authorization or investment agreement, or as the disputing parties may
otherwise agree; or
(b) if the rules of law have not been specified or otherwise
agreed:
(i) the law of the respondent, including its rules on the
conflict of laws;18 and
(ii) such rules of international law as may be applicable.
3. A joint decision of the Parties, each acting through its representative designated for purposes of this Article, declaring their interpretation of a provision of this Treaty shall be binding on a tribunal, and any
decision or award issued by a tribunal must be consistent with that joint
decision.
18

The “law of the respondent” means the law that a domestic court or tribunal of
proper jurisdiction would apply in the same case.
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Article 31: Interpretation of Annexes
1. Where a respondent asserts as a defense that the measure alleged
to be a breach is within the scope of an entry set out in Annex I, II, or III,
the tribunal shall, on request of the respondent, request the interpretation
of the Parties on the issue The Parties shall submit in writing any joint
decision declaring their interpretation to the tribunal within 60 days of
delivery of the request.
2. A joint decision issued under paragraph 1 by the Parties, each acting through its representative designated for purposes of this Article, shall
be binding on the tribunal, and any decision or award issued by the tribunal must be consistent with that joint decision. If the Parties fail to
issue such a decision within 60 days, the tribunal shall decide the issue.
Article 32: Expert Reports
Without prejudice to the appointment of other kinds of experts where
authorized by the applicable arbitration rules, a tribunal, at the request of
a disputing party or, unless the disputing parties disapprove, on its own
initiative, may appoint one or more experts to report to it in writing on
any factual issue concerning environmental, health, safety, or other scientific matters raised by a disputing party in a proceeding, subject to such
terms and conditions as the disputing parties may agree.
Article 33: Consolidation
1. Where two or more claims have been submitted separately to
arbitration under Article 24(1) and the claims have a question of law or
fact in common and arise out of the same events or circumstances, any
disputing party may seek a consolidation order in accordance with the
agreement of all the disputing parties sought to be covered by the order
or the terms of paragraphs 2 through 10.
2. A disputing party that seeks a consolidation order under this
Article shall deliver, in writing, a request to the Secretary-General and to
all the disputing parties sought to be covered by the order and shall
specify in the request:
(a) the names and addresses of all the disputing parties sought
to be covered by the order;
(b) the nature of the order sought; and
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(c) the grounds on which the order is sought.
3. Unless the Secretary-General finds within 30 days after receiving
a request under paragraph 2 that the request is manifestly unfounded, a
tribunal shall be established under this Article.
4. Unless all the disputing parties sought to be covered by the order
otherwise agree, a tribunal established under this Article shall comprise
three arbitrators:
(a) one arbitrator appointed by agreement of the claimants;
(b) one arbitrator appointed by the respondent; and
(c) the presiding arbitrator appointed by the SecretaryGeneral, provided, however, that the presiding arbitrator shall not be
a national of either Party.
5. If, within 60 days after the Secretary-General receives a request
made under paragraph 2, the respondent fails or the claimants fail to
appoint an arbitrator in accordance with paragraph 4, the SecretaryGeneral, on the request of any disputing party sought to be covered by
the order, shall appoint the arbitrator or arbitrators not yet appointed. If
the respondent fails to appoint an arbitrator, the Secretary-General shall
appoint a national of the disputing Party, and if the claimants fail to
appoint an arbitrator, the Secretary-General shall appoint a national of the
non-disputing Party.
6. Where a tribunal established under this Article is satisfied that
two or more claims that have been submitted to arbitration under Article
24(1) have a question of law or fact in common, and arise out of the same
events or circumstances, the tribunal may, in the interest of fair and efficient resolution of the claims, and after hearing the disputing parties, by
order:
(a) assume jurisdiction over, and hear and determine together,
all or part of the claims;
(b) assume jurisdiction over, and hear and determine one or
more of the claims, the determination of which it believes would
assist in the resolution of the others; or
(c) instruct a tribunal previously established under Article 27
[Selection of Arbitrators] to assume jurisdiction over, and hear and
determine together, all or part of the claims, provided that
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(i) that tribunal, at the request of any claimant not previously a disputing party before that tribunal, shall be reconstituted with its original members, except that the arbitrator for
the claimants shall be appointed pursuant to paragraphs 4(a)
and 5; and
(ii) that tribunal shall decide whether any prior hearing
shall be repeated.
7. Where a tribunal has been established under this Article, a claimant that has submitted a claim to arbitration under Article 24(1) and that
has not been named in a request made under paragraph 2 may make a
written request to the tribunal that it be included in any order made under
paragraph 6, and shall specify in the request:
(a) the name and address of the claimant;
(b) the nature of the order sought; and
(c) the grounds on which the order is sought. The claimant
shall deliver a copy of its request to the Secretary-General.
8. A tribunal established under this Article shall conduct its proceedings in accordance with the UNCITRAL Arbitration Rules, except as
modified by this Section.
9. A tribunal established under Article 27 [Selection of Arbitrators]
shall not have jurisdiction to decide a claim, or a part of a claim, over
which a tribunal established or instructed under this Article has assumed
jurisdiction.
10. On application of a disputing party, a tribunal established under
this Article, pending its decision under paragraph 6, may order that the
proceedings of a tribunal established under Article 27 [Selection of Arbitrators] be stayed, unless the latter tribunal has already adjourned its proceedings.
Article 34: Awards
1. Where a tribunal makes a final award against a respondent, the
tribunal may award, separately or in combination, only:
(a) monetary damages and any applicable interest; and
(b) restitution of property, in which case the award shall provide that the respondent may pay monetary damages and any applicable interest in lieu of restitution.
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A tribunal may also award costs and attorney’s fees in accordance with
this Treaty and the applicable arbitration rules.
2. Subject to paragraph 1, where a claim is submitted to arbitration
under Article 24(1)(b):
(a) an award of restitution of property shall provide that restitution be made to the enterprise;
(b) an award of monetary damages and any applicable interest
shall provide that the sum be paid to the enterprise; and
(c) the award shall provide that it is made without prejudice to
any right that any person may have in the relief under applicable
domestic law.
3. A tribunal may not award punitive damages.
4. An award made by a tribunal shall have no binding force except
between the disputing parties and in respect of the particular case.
5. Subject to paragraph 6 and the applicable review procedure for
an interim award, a disputing party shall abide by and comply with an
award without delay.
6. A disputing party may not seek enforcement of a final award
until:
(a) in the case of a final award made under the IC SID Convention,
(i) 120 days have elapsed from the date the award was
rendered and no disputing party has requested revision or
annulment of the award; or
(ii) revision or annulment proceedings have been completed; and
(b) in the case of a final award under the ICSID Additional
Facility Rules, the UNCITRAL Arbitration Rules, or the rules
selected pursuant to Article 24(3)(d),
(i) 90 days have elapsed from the date the award was rendered and no disputing party has commenced a proceeding to
revise, set aside, or annul the award; or
(ii) a court has dismissed or allowed an application to
revise, set aside, or annul the award and there is no further
appeal.
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7. Each Party shall provide for the enforcement of an award in its
territory.
8. If the respondent fails to abide by or comply with a final award,
on delivery of a request by the non-disputing Party, a tribunal shall be
established under Article 37 [State-State Dispute Settlement]. Without
prejudice to other remedies available under applicable rules of international law, the requesting Party may seek in such proceedings:
(a) a determination that the failure to abide by or comply with
the final award is inconsistent with the obligations of this Treaty;
and
(b) a recommendation that the respondent abide by or comply
with the final award.
9. A disputing party may seek enforcement of an arbitration award
under the ICSID Convention or the New York Convention [or the InterAmerican Convention] regardless of whether proceedings have been
taken under paragraph 8.
10. A claim that is submitted to arbitration under this Section shall
be considered to arise out of a commercial relationship or transaction for
purposes of Article I of the New York Convention [and Article I of the
Inter-American Convention].
Article 35: Annexes and Footnotes
The Annexes and footnotes shall form an integral part of this
Treaty.
Article 36: Service of Documents
Delivery of notice and other documents on a Party shall be made to
the place named for that Party in Annex C.
SECTION C
Article 37: State-State Dispute Settlement
1. Subject to paragraph 5, any dispute between the Parties concerning the interpretation or application of this Treaty, that is not resolved
through consultations or other diplomatic channels, shall be submitted on
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the request of either Party to arbitration for a binding decision or award
by a tribunal in accordance with applicable rules of international law. In
the absence of an agreement by the Parties to the contrary, the UNCITRAL Arbitration Rules shall govern, except as modified by the Parties
or this Treaty.
2. Unless the Parties otherwise agree, the tribunal shall comprise
three arbitrators, one arbitrator appointed by each Party and the third, who
shall be the presiding arbitrator, appointed by agreement of the Parties. If
a tribunal has not been constituted within 75 days from the date that a
claim is submitted to arbitration under this Section, the SecretaryGeneral, on the request of either Party, shall appoint, in his or her discretion, the arbitrator or arbitrators not yet appointed.
3. Expenses incurred by the arbitrators, and other costs of the proceedings, shall be paid for equally by the Parties. However, the tribunal
may, in its discretion, direct that a higher proportion of the costs be paid
by one of the Parties.
4. Articles 28(3) [Amicus Curiae Submissions], 29 [Investor-State
Transparency], 30(1) and (3) [Governing Law], and 31 [Interpretation of
Annexes] shall apply mutatis mutandis to arbitrations under this Article.
5. Paragraphs 1 through 4 shall not apply to a matter arising under
Article 12 or Article 13.
IN WITNESS WHEREOF, the respective plenipotentiaries have
signed this Treaty.
DONE in duplicate at [city] this [number] day of [month, year], in
the English and [foreign] languages, each text being equally authentic.
FOR THE GOVERNMENT OF FOR THE GOVERNMENT OF
THE UNITED STATES OF AMERICA:
[Country]:
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Annex A
Customary International Law
The Parties confirm their shared understanding that “customary
international law” generally and as specifically referenced in Article 5
[Minimum Standard of Treatment] and Annex B [Expropriation] results
from a general and consistent practice of States that they follow from a
sense of legal obligation. With regard to Article 5 [Minimum Standard of
Treatment], the customary international law minimum standard of treatment of aliens refers to all customary international law principles that
protect the economic rights and interests of aliens.
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Annex B
Expropriation
The Parties confirm their shared understanding that:
1. Article 6 [Expropriation and Compensation] (1) is intended to
reflect customary international law concerning the obligation of States
with respect to expropriation.
2. An action or a series of actions by a Party cannot constitute an
expropriation unless it interferes with a tangible or intangible property
right or property interest in an investment.
3. Article 6 [Expropriation and Compensation] (1) addresses two
situations. The first is direct expropriation, where an investment is nationalized or otherwise directly expropriated through formal transfer of title
or outright seizure.
4. The second situation addressed by Article 6 [Expropriation and
Compensation] (1) is indirect expropriation, where an action or series of
actions by a Party has an effect equivalent to direct expropriation without
formal transfer of title or outright seizure.
5. (a) The determination of whether an action or series of actions
by a Party, in a specific fact situation, constitutes an indirect expropriation, requires a case-by-case, fact-based inquiry that considers,
among other factors:
(i) the economic impact of the government action,
although the fact that an action or series of actions by a Party
has an adverse effect on the economic value of an investment,
standing alone, does not establish that an indirect expropriation has occurred;
(ii) the extent to which the government action interferes
with distinct, reasonable investment-backed expectations; and
(iii) the character of the government action.
(b) Except in rare circumstances, non-discriminatory regulatory actions by a Party that are designed and applied to protect
legitimate public welfare objectives, such as public health, safety,
and the environment, do not constitute indirect expropriations.
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Annex C
Service of Documents on a Party
United States
Notices and other documents shall be served on the United States by
delivery to:
Executive Director (L/EX)
Office of the Legal Adviser
Department of State
Washington, D.C. 20520
United States of America
[Country]
Notices and other documents shall be served on [Country] by delivery to: [insert place of delivery of notices and other documents for [Country]]
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Annex D
Possibility of a Bilateral Appellate Mechanism
Within three years after the date of entry into force of this Treaty,
the Parties shall consider whether to establish a bilateral appellate body
or similar mechanism to review awards rendered under Article 34 in arbitrations commenced after they establish the appellate body or similar
mechanism.
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§ 9.01

§ 9.02[A]

EXECUTIVE SUMMARY

American employment law is predicated on two fundamental legal
concepts that generally are regarded as being favorable to employers:
namely, that parties are free to set the terms and conditions of employment, and that absent a formal contract, most employment is “at will.”
Although these two core concepts permeate American employment law,
they are often subsumed into a complex labyrinth of local, state, and federal administrative, statutory, and judicial authority—a labyrinth that is
full of traps for the unwary. In addition, employment law implicates
immigration, export control, and government contracting issues.
Beyond the general laws regulating the employment relationship
between an individual and his or her employer are two specialized areas
that can be of particular importance in the context of a business acquisition. The first involves traditional labor law, that is, the interaction
between companies and labor unions. The second relates to employee
benefits law, arising under the Employee Retirement Income Security Act
(“ERISA”),1 and other related tax and benefits laws.
This chapter overviews the types of employment, labor, and
employee benefits laws that exist in the United States, and then discusses
certain elements of these laws that may be most germane to a foreign entity’s acquisition or opening of a U.S.-based business.
§ 9.02

EMPLOYMENT LAW

This section discusses significant employment laws and issues that
typically must be addressed in an acquisition of a U.S. company.
[A] The Employment-At-Will Doctrine and Its Limitations
In the absence of a statutory, regulatory, or contractual basis to the
contrary, an employee and his employer are free to set the terms and conditions of their employment relationship. In the absence of a contract of
specified duration, the relationship is terminable at any time, by either
party, without prior notice, and for any lawful reason or no reason at all.
Against this somewhat freewheeling backdrop, however, a complex and

1

29 U.S.C. § 1001, et. seq.
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dynamic framework has evolved to limit the otherwise unbridled right of
the parties to structure and terminate their relationships.
The laws governing the employer-employee relationship have many
sources. Employers and employees generally are subject to federal, state,
and, in some cases, county and municipal law. Within the federal and
state systems, there generally are three sources of such law: legislatively
enacted statutes, judicially created common law rights, and regulatory
and administrative pronouncements from those administrative agencies
tasked with supervising those programs and administrative schemes
established pursuant to the legislative enactments. Because each state and
the federal government have different laws, what may be lawful in one
state may not be lawful in another, and what may be a lawful practice
under federal law may be unlawful under state law. In crafting employment policies and procedures for facilities in more than one state,
employers must be cognizant that one size does not fit all, and a single
disgruntled employee has the capability of causing a great many problems for an employer, in many different judicial and administrative fora.
[B] The Federal Statutory Overlay Generally Applicable to
Groups of Individual Employees
Employment cases typically involve one individual plaintiff, but
two types of employment statutes involve groups of, as well as individual, employees and, therefore, warrant special consideration in the
context of acquisitions.
[1] Plant Closings and Mass Layoffs—Acquisitions Can
Trigger Liability
Under the federal Worker Adjustment and Retraining Notification
Act (the “WARN Act”),2 employers who meet certain minimum numeric
thresholds must provide 60 days’ advance notice before a mass layoff or
a plant closing can be ordered. The WARN Act, and the regulations promulgated under it, specifically contemplate business acquisitions and the
effect such acquisitions have on an entity’s WARN Act notification duty.
When other WARN Act thresholds are met, a layoff or plant closing
involving an “employment loss” of 50 or more employees in a particular
2

29 U.S.C. § 2101, et seq.
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time period can trigger a duty to provide a WARN Act notification. Under
the WARN Act, the term “ ‘employment loss’ means . . . an employment
termination, other than a discharge for cause, voluntary departure or
retirement, . . . a layoff exceeding 6 months, or . . . a reduction in hours
of work of more than 50 percent during each month of any 6-month
period.”3
Often, when a business is being sold, whether through a merger or
other acquisition or an asset purchase, employees may be laid off by the
seller prior to the acquisition. Sometimes, employees may, at the time of
the transaction, cease to be employed by one employer, and may, or may
not, become employed by the acquiring entity. When they become
employees of the acquiring entity, such employees may be employed on
different terms and conditions than they enjoyed with their previous
employer. In yet other circumstances, the acquiring entity may lay off
employees following the purchase. There is potential liability for failing
to provide the WARN notice. It is important to determine who has responsibility for issuing it.
The WARN Act protects the seller when the employment loss occurs
“[a]fter the effective date of the sale,” in which case, “the purchaser shall
be responsible for providing notice for any plant closing or mass layoff.”4 Conversely, when the employment loss occurs at or before the time
of the sale, the seller has the duty to provide the WARN Act notices.
The “termination” of employment with one employer, immediately
followed by employment by the acquiring entity, does not necessarily
mean that an employment loss for WARN Act purposes has occurred. As
stated in the WARN Act’s regulations, “[a]lthough a technical termination of the seller’s employees may be deemed to have occurred when a
sale becomes effective, WARN notice is only required where the employees, in fact, experience a covered employment loss.”5 Whether an
employee has suffered a “covered employment loss,” even though the
employee is working with the acquiring entity, depends on the terms and
conditions of employment that the employee has with his or her new
employer. It is important for sellers and buyers not to assume that continued employment, albeit on different terms and conditions of employment, will avoid a WARN notification duty.

3

29 U.S.C. § 2101(a)(6)(A)-(C).
29 U.S.C. § 2101(b)(1).
5
20 C.F.R. § 639.6.
4
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The WARN regulations suggest that “[i]t may be prudent for the
buyer and seller to determine the impacts of the sale on workers, and to
arrange between them for advance notice to be given to affected employees. . . .”6 One element of any purchase agreement that should be considered by both the purchaser and the seller is an indemnification clause for
any WARN Act liability. For example, an agreement could provide
whether the purchaser or seller is responsible for providing a WARN Act
notice, if necessary, and that if the other party were found liable for failing to provide the notice, the party accepting responsibility for providing
the WARN notice would indemnify the other party for such liability.
[2] Wage and Hour Practices—Counterintuitive and
Sometimes Conflicting Statutes and Regulations Apply
Federal and state wage and hour laws constitute a second area of
labor and employment law that tends to involve groups of employees.
Indeed, the federal Fair Labor Standards Act (“FLSA”)7 and related state
laws have provided fertile ground for significant collective actions
involving hundreds or perhaps thousands of workers and millions of dollars. In addition to these employee actions, the Wage and Hour Division
of the U.S. Department of Labor (“DOL”), which has the responsibility
for governmental administration and enforcement of the FLSA, has
become increasingly assertive. Unannounced DOL investigations and
company-wide audits delving into the details of an employer’s payroll
policies and practices are common.
Employees not otherwise exempt from statutory coverage are
entitled, under the FLSA, to a minimum hourly wage and may work only
a certain maximum number of hours before they are entitled to overtime,
generally paid at one and one-half times the employees’ regular rate of
pay. There is a plethora of potential legal problems associated with these
basic requirements, perhaps most significantly, whether employees have
been classified properly as being “exempt” from the wage and hour laws.
Employees paid on a salary basis are not automatically exempt from
being paid overtime. Unless an employee performs certain duties that
qualify that employee for one of the major FLSA administrative, executive,
or professional exemptions,8 or one of the statute’s other exemptions, a
6

20 C.F.R. § 639.4(c)(2).
29 U.S.C. § 201, et seq.
8
29 U.S.C. § 213(a)(1).
7
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salaried employee may qualify for overtime pay. A purchaser of an
organization with large numbers of “white collar” salaried employees, such
as in the financial services or insurance sectors, would be well served to
evaluate whether there are any large and latent wage and hour
liabilities that may follow the acquisition. A purchaser cannot rely on a
[Next page is 9-9.]
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seller having classified employees correctly and should assign priority to
this concern when performing due diligence.
There are wage and hour issues in addition to employee classification. An acquirer should be alert to:
a. Determining an employee’s regular rate of pay, especially
where an employee receives bonuses or other premiums;
b. Determining what constitutes “hours worked;”
c. Tracking hours worked;
d. Tracking time associated with the donning (putting on) and
doffing (taking off) of uniforms and with other preliminary and
postliminary activities (activities that occur just before and just
after the principal working hours, and that may be integral to the
employee’s work day);
e. Employer charges to employee’s wages, such as for the purchase and maintenance of employee uniforms;
f.

Deductions to salaried employees’ pay for absences, especially
in the context of a temporary plant shutdown or a partial day
absence; and

g. Whether an alternative payment structure could be used.
States have their own wage and hour laws with different requirements from the federal FLSA. What might be permissible under federal
law may not be permitted under state law. For example, in addition to the
administrative, executive, and professional exemptions, the FLSA provides numerous exemptions for which there are no state law equivalents
that apply to particular industries. Although, as a general rule, overtime is
not required when a non-exempt employee does not work more than 40
hours in a week under the FLSA, some states require overtime when more
than a certain number of hours are worked in a single day. Other states
have meal period and rest break requirements. Most states have different
requirements about paying employees upon termination. Some states
require employees to be paid accrued vacation upon termination.9
An acquiring entity should conduct comprehensive state-by-state
and federal review of a seller’s wage and hour practices to determine
9

Many states have different statutes of limitation than the federal FLSA, some of
which can look back as far as six years to find a violation.
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whether there are any hidden liabilities that the purchaser may acquire,
and to familiarize itself with the responsibilities it will have, especially
under state law, on an ongoing basis. Should a comprehensive review
prior to purchase prove impractical, then, as with the WARN Act, an
acquiring entity should, at a minimum, require an indemnification clause
in the purchase agreement.
[C] Anti-Discrimination Laws, Retaliation Claims, and
Whistleblower Actions
Both federal and state laws, which often have different criteria and
requirements, prohibit discrimination against persons falling within certain protected classes. Numerous municipalities and counties also have
anti-discrimination laws.
Although virtually all anti-discrimination laws potentially could
give rise to class action lawsuits, most discrimination claims are brought
by individuals. Whereas federal anti-discrimination laws prohibit discrimination on the basis of race, national origin, gender, religion, age, veteran status, and disability, state laws often add prohibitions against
discrimination based on marital status, sexual orientation, political affiliation, and family responsibilities.
Most of these anti-discrimination statutes, as well as other legislative enactments, including workers’ and unemployment compensation
and specialized whistleblower statutes such as the Sarbanes-Oxley Act,10
have provisions that make it unlawful to take adverse employment action
against individuals who have complained about potentially unlawful conduct. The retaliation and whistleblower employment protections often
prove more problematic for employers than the merits of an employee’s
underlying complaint.
[1] Hypothetical Case Study—Innocent Decisions Can Lead
to Lawsuits and Possible Liability
The anti-discrimination and anti-retaliation protections balance the
exposure Americans generally experience as employees at will. Consider
the following hypothetical situation, elements of which will be discussed
again later in this chapter:
10

18 U.S.C. § 1514(A). See Chapter 12.
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EMPLOYMENT LAW HYPOTHETICAL:
The Widget Company, long having been a privately held familyowned business, was sold eight months ago to a publicly traded
international corporation, Parent, Inc. Widget manufactures parts
that are used in the automobile industry, but a portion of its business supplies parts to a military contractor of the United States Government. Recent immigrants comprise a fair portion of its
manufacturing workforce.
Due to an economic downturn, Parent, Inc. determines that Widget
needs to make a reduction in force in short order, with some of Widget’s administrative functions being handled by Parent’s corporate
offices, and some of Widget’s private sector manufacturing operations being moved overseas. As part of its restructuring, Parent
sends a number of its managers from its Chinese subsidiary to Widget to observe some of these operations. Additionally, each department head is instructed to review departmental operations and to
separate at least one employee from employment.
Widget has two technology managers, Sally, a white female who is
42 years old, and Robert, an African-American male who is 35.
Robert has been with the company for six years and Sally for only
two. Sally joined the company after a successful military career.
Still a reservist, Sally sometimes needs days off to perform military
weekend duty. Given Robert’s tenure, he currently has a higher salary than Sally.
Both employees have performed satisfactorily over their tenure,
although Sally has a slightly higher annual performance rating,
based on reviews conducted approximately ten months ago, before
the sale of the business. Parent, Inc. installs a new Chief Technology Officer (“CTO”). The CTO, a 50-year-old white male and member of the same country club as Robert, selects Sally for the layoff.
Robert, he notes, has more company seniority than Sally.
Widget has two accountants. The first, Jack, is a 28-year-old white
male with tenure of three years, a top college degree, and an MBA.
The second, Alice, is a 59-year-old white female who has been with
the company for 25 years, worked her way up from a clerk position,
and had been on good terms with Widget’s prior owners. To attract
Jack with his prestigious degrees, Widget offered him a high
starting salary; he is currently paid more than Alice despite the vast
difference in seniority.
9-11
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Historically, Alice has been a satisfactory performer, with a higher
performance rating than Jack in the pre-acquisition performance
review conducted ten months ago. Following the acquisition, however, the company’s newly installed Chief Financial Officer
(“CFO”), a 35-year-old white male who attended the same business
school as Jack, has become dissatisfied with Alice’s performance.
She has not adjusted well to the CFO’s goals for the accounting
group, which emphasize being proactive in monitoring expenses
and in using a new computer system and accounting program linked
to Parent, Inc.’s information network.
The CFO’s dissatisfaction with Alice has not been documented,
although he says he has counseled her on numerous occasions.
Indeed, the CFO questioned Alice’s capabilities when she had
reported six months ago that certain members of the sales group had
been backdating orders to inflate the prior quarter’s revenue, that
this backdating might have an effect on Widget’s bottom line, which
in turn might affect Parent’s revenues, itself then a potential target
for an acquisition. When the CFO looked into the matter, he found
nothing to substantiate Alice’s report. At the time of the layoff, the
CFO selects Alice for separation from employment because, in his
view, Jack is now performing better than Alice, and will be the better performer in the long term.
Widget’s human resources (“HR”) manager, unable to review the
rationales for each individual’s selection, or the history of each
employee, because the corporate restructuring is on a fast track,
accepts the staff reduction recommendations of the CTO and CFO.
Both Sally and Alice, having been terminated, sue Widget and Parent
for age and gender discrimination. Sally also brings claims for reverse
race discrimination and discrimination based on her military service.
She informs the Defense Department that foreign nationals from
China have had access to the facility in which military parts are made.
Alice contacts Immigration and Customs Enforcement to report that
undocumented aliens are working on the plant floor. She claims she
was a whistleblower who had reported potential securities fraud,
and that she was merely a bookkeeper who should have been paid
overtime.
The termination decisions in this hypothetical illustration may have
appeared to the decision-makers as innocent consequences of economic
9-12
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conditions, but they resulted in potentially massive litigation and exposure to liability. A skilled executive, no doubt, would have spotted at least
some of the potential issues when laying off Sally and Alice, yet these
sorts of claims occur with regularity.
[2] Burdens of Proof in a Typical Discrimination Case
An understanding of how courts in the United States evaluate
employment discrimination claims would have enabled mitigation of at
least some of the potential for liability in the hypothetical situation discussed above. Sally and Alice, the plaintiffs in these cases, under the typical “burden shifting analysis” often utilized by American courts to
evaluate discrimination claims, have the burden of establishing that: (a)
they were in a protected class; (b) adverse employment action was taken
against them; and (c) the action took place in circumstances giving rise to
the inference of possible discrimination.11 This inference is generated
when similarly situated employees are treated more favorably than the
employee in the protected classification.
Sally arguably can meet the elements of discrimination by alleging
that she is female, over the age of 40, white, and rated more highly than
Robert on the last performance review. Similarly, Alice can allege that she
is a female over the age of 40 and more highly rated than Jack on the most
recent formal performance review.
After the plaintiffs have established this prima facie case, the legal
burden shifts to the employer to show that it took its actions for legitimate, nondiscriminatory reasons.12 Each termination, when analyzed
independently of all other factors, might pass this test, but when seen
together, Widget has a problem.
Looking
only
at
Sally’s
termination,
an
objective
factor—seniority—was used in the Technology Department, even though
it had the effect of eliminating the better performer. A seniority-based
decision could serve as a legitimate nondiscriminatory reason for the
company’s decision. Likewise, Alice’s termination, viewed in isolation,
in which a performance-based decision was made in the Accounting
11
See, e.g., McDonnell Douglas Corp. v. Green, 411 U.S. 792 (1973); Texas Dep’t of
Community Affairs v. Burdine, 450 U.S. 248 (1881); Raytheon Corp. v. Hernandez, 540
U.S. 44 (2003).
12
See, e.g. McDonnell Douglas Corp., 411 U.S. 792; Texas Dep’t of Community
Affairs, 450 U.S. 248; Raytheon Corp., 540 U.S. 44.
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Department, might pass muster. Performance, like seniority, can serve as
a legitimate nondiscriminatory basis for an employer’s decision to terminate an employee (although the lack of documentation of recent performance might make the termination less defensible, even when viewed in
isolation).
Widget’s inconsistency creates a problem when the terminations are
seen together. Seniority, allegedly used for the decision in one department, was ignored in another. Performance-based evaluation was not consistently applied. The net result of two individual decisions was that the
older female employees, with superior documented performance records,
were terminated by male supervisors in favor of younger males who were
part of each executive’s social networks. As discovery in each case proceeds, the female employees will probably learn that, albeit for different
reasons, they were earning less money than their similarly situated male
counterparts, creating additional pay discrimination claims.
It is not hard to see where these cases could end. We do not have to
ascribe good or bad motives; we only have to see the facts as a court
might see them. The company could be required to pay out substantial
settlements, or at least face grueling litigation. In addition, the employees’ claims likely would subject the Company to government scrutiny,
particularly with respect to the potential technology transfer, immigration, and securities laws violations.
[3] Planning and Preparation Are the Keys to Reducing
Liability
In the United States, anti-discrimination laws send a message—do
not discriminate. For purposes of the analysis and advice here, we want
to assume that the company in the hypothetical above was not discriminating. Instead, through errors in planning and management, it was perceived to have discriminated and would pay a very high price.
What could Widget have done differently? First and foremost,
advance planning and the devotion of adequate resources to the company’s HR function in the months and years prior to a layoff pays dividends
in the long haul. A strong human resources staff, one that is capable of
standing up to front line managers, is absolutely essential in any organization, especially one that is going through a major restructuring. These
individuals must be trained to know the basics of employment law, and to
know that they have support at a corporate level. Frontline executives
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must be trained to recognize that employment decisions must be made in
a careful, coordinated fashion in collaboration with the HR staff. Such
decisions cannot be made “on the fly” because they must be properly
vetted.
In the hypothetical above, the HR manager should have looked at
the potential cumulative impact of the layoffs on the company’s workforce. The manager likely then would have seen the adverse impact on
the company’s older female employees. The HR manager could have
probed each manager’s rationale for his decision. Seeing the inconsistency between the executives’ approach, the HR manager should have
instructed each executive that: (a) the decision-making process across
departments must be consistent; and (b) when performance is to be the
determinative factor, only documented performance ratings and reviews
will be accepted as a basis for a decision. At a minimum, undocumented
performance must be consistent with documented reasons.
The HR manager should have identified the potential for additional
claims by reviewing the employees’ files. The manager should have seen
that Alice had a potential whistleblower claim, and that Sally’s status as
a military reservist placed her in a protected class. Periodically reassessing pay bands could have helped reduce the possibility of a pay discrimination claim and, in the hypothetical, would have revealed that at least
two of the company’s female employees were paid less than their similarly situated male colleagues.
The company would have benefited from an independent auditor, as
opposed to Alice’s immediate supervisor, when investigating Alice’s
complaints about financial irregularities. Such complaints must be taken
very seriously, not to avoid or dispose of them, but to consider the possible truth in the matter. Seemingly meritless claims cannot be assumed
to be meritless, nor can their treatment imply that they were prejudged
that way. Whoever was to investigate the complaint, it should not have
been the employee’s immediate supervisor, or anyone else with authority
to punish the messenger. The fact of a meritless complaint should not
have had anything to do with the decision to terminate Alice’s employment, nor should it be possible for a court to infer otherwise.
As shown above, the old adages “act in haste, repent in leisure,” and
“an ounce of prevention is worth a pound of cure,” apply with particular
force in employment law.
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[D] Other Employment Law Issues
There are various other employment law issues that may be implicated in any particular acquisition transaction.
[1] Joint and Single Employer
One of the purposes of having separate parent and subsidiary companies is to limit liability and discovery, in the context of litigation, to the
subsidiary company. The hypothetical above provides a warning for
acquiring entities: the two employees did not limit their lawsuit to their
immediate employer. Instead, they also sued the acquiring company.
Although there may be economic efficiencies in consolidating certain
aspects of operations between a parent and its subsidiary, there are also
risks, especially where the parent company is involved in the decisionmaking process of the subsidiary’s labor and employment functions. The
more intertwined the parent and subsidiary become, the more likely the
parent will be made a party to litigation. Because of the breadth of discovery permitted both in state and federal courts, an acquiring entity can
create significant exposure for itself when integrating its labor and
employment functions.
[2] Independent Contractors
The very existence of an employer-employee relationship is not
always clear when independent contractors are retained. When the
contractor is classified as an employee, however, there are different tax
and benefits implications for both the business and the contractor.
Classification does not depend merely on what the parties choose to
call the relationship. Instead, it depends on the particular facts and circumstances as to the degree of control the business has over the individual’s performance of services. More individual autonomy suggests
classification as an independent contractor. Other key factors to be taken
into account as part of this facts and circumstances analysis are: (1)
whether expenses incurred by the individual when providing services to
the business are reimbursed; (2) whether the individual or the business is
responsible for providing necessary tools or supplies; (3) the form of any
written contract between the individual and the business; and (4) whether
the services performed by the individual for the business are a key aspect
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of the business. No one factor makes the individual an employee or independent contractor.
When an individual is classified as an independent contractor, the
individual must complete the Internal Revenue Service (“IRS”) Form
W-9 (Request for Taxpayer Identification Number and Certification). The
IRS requires the business to keep the completed IRS Form W-9 in its files
for four years in case any questions about the classification arise.
A business that pays an individual for services as an independent
contractor is not required to withhold and remit taxes with respect to such
payments unless the individual is a nonresident alien. When a business
pays someone who is not its employee $600 or more for services provided during the year, it has to complete and provide to the independent
contractor by January 31 of the year following payment an IRS Form
1099-MISC (Miscellaneous Income) with a copy to the IRS by the following February 28 (or March 31 if the business were to file the 1099
electronically). Payments to a nonresident alien are reported on IRS Form
1042-S (Foreign Persons’ U.S. Source Income Subject to Withholding)
and some taxes may have to be withheld.
When an individual is classified as an employee, the employer must
withhold federal income tax from the employee’s wages, the amount
depending upon the number of withholding allowances the employee
claims on IRS Form W-4 (Employee’s Withholding Allowance Certificate). An employer should have one W-4 in its files for each employee.
In addition to U.S. federal income tax, an employer must withhold
Social Security and Medicare taxes from its employees’ wages: Social
Security at a rate of 6.2 percent of all wages earned by each employee up
to $106,800 (for 2010; there can be changes from year to year), Medicare
at 1.45 percent. An employer is required to pay an additional amount of
Social Security taxes (out of its own funds) at a rate of 6.2 percent for
wages up to $106,000 per employee (making the total tax rate for Social
Security 12.4%), and an additional 1.45 percent for Medicare (bringing
that total rate to 2.9%). An employer also must pay federal unemployment tax (“FUTA”) entirely out of its own funds, at a rate in 2010 of 6.2
percent of wages paid to an employee up to the first $7,000 of wages paid
during the year.
All federal employment taxes withheld by, or to be paid by, the
employer must be deposited by the employer, either monthly or semimonthly, through the Electronic Federal Tax Payment System. The
employer is required to provide to each employee an IRS Form W-2
(Wage and Tax Statement) by January 31 of the year following payment,
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and send a copy for each of its employees to the U.S. Social Security
Administration by February 28 of the year following payment (or March
31 should the employer file the forms electronically). And there are state
employment taxes that vary from state to state.
Were an individual to be classified incorrectly as an independent
contractor, he or she might be eligible for additional employee benefits,
higher wages, and coverage under the workers’ compensation and unemployment compensation laws. Employees also generally have greater protection under federal and state anti-discrimination laws. Consequently,
independent contractor arrangements reduce corporate taxes significantly, but only by reducing employee benefits and protections.
[3] Government Contracting and Export Control Issues
Government contractors have more employment obligations than
private employers. The Service Contract Act13 and the Davis Bacon
Act,14 as well as other statutes and executive orders, impose affirmative
requirements on all federal contractors in terms of wages, benefits, and
affirmative action. In addition, as discussed in Chapter 18, and highlighted in the hypothetical above, technology transfer and export control
issues must be considered when foreign nationals are brought into U.S.
facilities, particularly defense contractors’ facilities. Disgruntled employees are more likely to report perceived violations of federal contracting
requirements, and terminated employees are more likely to be disgruntled.
[4] Immigration Issues
The essential employment rule to “keep workers happy” is underscored by the hazards created by disgruntled employees. They may be
prone to allege all manner of corporate misconduct, including failure to
comply with immigration laws. As discussed in Chapter 16, employers
must be certain to obtain from all employees proof of eligibility to work
in the United States. Penalties are serious. A company considering an
acquisition, therefore, should review the target company’s compliance
with U.S. immigration laws.
13
14

41 U.S.C. § 351, et seq.
40 U.S.C. § 3141, et seq.
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[5] Changing Federal Laws
There are many other federal laws, frequently subject to change and
clarification, that impact the employer-employee relationship. Between
January 2008 and March 2009, new laws were passed prohibiting discrimination based on genetic information,15 while old laws relating to disability discrimination and equal pay were modified and expanded;16 new
regulations regarding family and medical leave were promulgated.17
Additional laws and regulations and increased governmental enforcement of labor and employment laws can be anticipated in the Obama
Administration, including with respect to whistleblowers.18 Employers
must monitor changes in employment law to avoid violations of requirements they never knew existed.
[6] State Laws
The common law, which varies from state to state, enables employees to bring defamation, negligent hiring and retention, misrepresentation, detrimental reliance, and breach of contract claims. Employers must
take particular care, therefore, when disciplining or terminating employees.
[7] Separation Agreements
In recent years, there has been increased litigation over the scope
and validity of separation agreements. More specifically, plaintiffs have
raised issues over whether releases are valid under federal and state law,
whether the agreements constitute retaliation, and whether discriminatory
benefits are being provided. These concerns are heightened in situations
involving more than one employee where at least one of the employees is
over the age of 40, as federal law, the Age Discrimination in Employment Act,19 requires that release agreements have specific terms. In such
circumstances, a substantial amount of time must be provided for an
15

Genetic Information Nondiscrimination Act of 2008, Pub. L. No. 110-233 (2008).
Americans with Disabilities Act Amendments Act, Pub. L. No. 110-325 (2008);
Lilly Ledbetter Fair Pay Act, Pub. L. No. 111-2 (2009).
17
See 73 Fed. Reg. 67933 (Nov. 17, 2008) (amending 29 C.F.R. Part 825).
18
See § 12.05[E][1][d], infra.
19
29 U.S.C. § 621, et seq.
16
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employee to consider or revoke the separation agreement, and additional
information must be provided to the affected employees. Moreover, state
laws may preclude the waiver of certain claims or require specific terms
be included in agreements. In a difficult economic environment, a company should take particular care in drafting its agreements to ensure that
any agreement actually resolves its relationship with its former employee
and does not itself generate litigation.
[8] Changes in Corporate Control Impact Employees and
Intellectual Property Rights
Changes in corporate control affect employee relations and possibly
ownership of intellectual property. Some employees may have benefit
rights applicable specifically when a new corporate entity takes control
of a facility, especially if the new owner tries to change benefits and other
terms of employment. Senior employees may have contractual rights to
terminate their relationship with the employer and receive a severance.
An acquiring entity should review the contractual status of key employees, particularly to avoid unwanted employee departures.
Employees may claim ownership of intellectual property, especially
upon departure. Part of the essential due diligence regarding intellectual
property must include establishing uncontested corporate ownership.
Where employees have plausible claims, or are free of confidentiality or
non-compete clauses that might otherwise keep intellectual property from
leaving the target company, an acquirer must see to adjustments in the
acquisition price and take appropriate steps to preserve and protect intellectual property for the company. See Chapter 10.
[9] Social and Religious Issues Increasingly Impact the
Workplace
In recent years, the American workplace has become a battleground
for “liberal” and “conservative” social values, a trend likely to accelerate
amidst polarized politics. Employers have received little or ambiguous
guidance from recent court decisions and statutory enactments for navigating between these values.
Employees may now refuse to participate in certain activities or perform certain tasks that they claim offend religious conscience (such as the
termination of pregnancies), and employers may resist certain
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government mandates (such as dispensing birth control). The latter
example is pending in an Oklahoma federal trial court (on remand from
the federal Tenth Circuit).19.1 In Hobby Lobby Stores, Inc. v. Sebelius, the
ownership of a private corporate employer contends that the Affordable
Care Act would require the violation of sincerely held religious beliefs by
requiring the provision of certain forms of contraception to employees as
part of its employer-sponsored health care plans. Whereas Hobby Lobby
Stores’ resistance has been upheld thus far, other cases have reached differing results on similar facts.19.2
§ 9.03

LABOR LAW CONSIDERATIONS

Unions in the United States typically are not as strong or as empowered as in many other countries. Nevertheless, they often are present and
consideration of their role is important in a corporate transaction. The
presence of labor unions and the terms and conditions of any collective
bargaining agreement between a union and an employer are important
elements of any due diligence process.
[Next page is 9-21.]

19.1

See Hobby Lobby Stores, Inc. v. Sebelius, No. CIV-12-1000-HE, 2013 WL
3869832 (W.D. Okla. July 19, 2013) (issuing a preliminary injunction), on remand from
Hobby Lobby Stores, Inc. v. Sebelius, ___ F.3d __, No. 12-6294, 2013 WL 3216103 (10th
Cir. June 27, 2013) (en banc reversal of denial of preliminary injunction).
19.2
See, e.g., Conestoga Wood Specialties Corp. v. Secretary of U.S. Dept. of Health
& Human Services, ___ F.3d ___, No. 13-1144, 2013 WL 3845365 (3d Cir. July 26, 2013)
(2-1 decision affirming denial of preliminary injunction).
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[A] Overview
For over 70 years, U.S. labor law has been calibrated to balance the
rights of employees to deal with their employers on an organized, collective basis, with the rights of employers to operate their businesses without undue constraint on the free flow of capital. An acquirer of a company
that retains a sufficient number of a seller’s employees generally must
engage in collective bargaining with a union that has represented the seller’s employees. In certain circumstances, such as a stock transaction, the
purchaser must assume and follow any collective bargaining agreement
that the seller previously negotiated with the union.
Labor relations are subject to legislative change. A union could
emerge, perhaps because of legislative changes (such as will be discussed
below), even were one not to have existed when merger or acquisition
negotiations had begun.
[B] Unions in the United States
The role and importance of labor unions in the United States has
been in steep decline, but now is in flux. In 1950, nearly one-third of all
employees in the United States belonged to a union. By 2008, only 12.4
percent of the overall workforce was unionized. The percentage of unionized employees was only 7.6 percent in the private sector, the lowest percentage since 1901.20
The sharp diminution in union membership has mirrored the changing nature of the U.S. economy. Many traditionally unionized manufacturing jobs have been eliminated or outsourced abroad while traditionally
unorganized service-oriented jobs have increased dramatically. The proliferation of employment laws regulating many diverse aspects of the
employment relationship has reduced the role of unions in protecting
employee job security. Employers recognize, a lot more today than in
1901, the benefits of treating employees fairly, typically without the need
for a third party.
The decline of union membership has led to an important change in
the leadership of the union movement. In 2005, a number of major labor

20

The Bureau of Labor Statistics has estimated that 36.8% of government employees
are union members.
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unions left the AFL-CIO, the historical umbrella organization for organized
labor. This seceding group, known as “Change to Win,” encompasses
several well-known trade union names, including the Service Employees
International Union, the International Brotherhood of Teamsters, the
Laborer’s International Union of North America, UNITE HERE, the
United Farm Workers of America, and the United Food and Commercial
Workers International Union. This new coalition has emphasized the
importance of obtaining new union members. In 2007, according to the
U.S. Department of Labor, overall union membership—including unionized government workers—increased by 311,000, the largest increase
since 1983. In 2008, the number of unionized workers in the private sector
alone increased by approximately 150,000. Unions, therefore, remain a
significant, and growing, employment force. The Great Depression of
the 1930s spawned labor protections, and current comparable economic
conditions, which began in 2008, may well do the same.
[C] The Role of Unions in the Workplace
Labor unions are organizations that represent employees on workplace issues involving wages, hours, and other employment terms and
conditions. The relationship between unions and employers, in particular,
and labor and management, in general, is governed primarily by federal
law under the National Labor Relations Act (“NLRA”).21 Enacted by
Congress in 1935 and amended several times since, the NLRA guarantees that employees have the right to form, join, or assist unions and to
engage in collective bargaining with their employer through representatives of their own choosing. The NLRA also ensures that employees have
the right to refrain from most activities attendant to unions and collective
bargaining.
The NLRA provides that employers or unions interfering with rights
of employees protected by the Act have committed “unfair labor practices.” The remedies and penalties for violating the NLRA are civil, not
criminal. Congress has entrusted the determination whether unfair labor
practices have been committed to an administrative agency of the federal
government, the National Labor Relations Board (“NLRB”).22

21
22

29 U.S.C. § 151, et seq.
29 U.S.C. § 160.
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Under current law, and to ensure that employees can choose freely
their own representatives, the NLRB has established detailed procedures
by which employees can exercise this choice in a secret ballot election.
The NLRB administers and conducts these elections, ensures the legality
of election conduct by unions and employers, and determines whether the
group of employees that seeks union representation shares a sufficient
mutual interest in wages, hours, and other employment conditions and
otherwise is a unit appropriate for purposes of the election. In general,
when a majority of the employees voting in an election choose to be represented by a union, an employer must duly meet and negotiate with the
union; an employer cannot bypass the union and negotiate directly with
its employees.
The NLRA explicitly requires both unions and employers to bargain with each other in good faith,23 but only over wages, hours, and
other terms and conditions of employment, the so-called “mandatory subjects of bargaining.” When either a union or an employer demands that a
mandatory subject of bargaining be included in a collective bargaining
agreement, the other party must at least discuss it. The parties are under
no obligation, however, to agree to proposals made concerning mandatory subjects of bargaining.
Both an employer and a union may insist upon their position in collective bargaining until they reach deadlock or “impasse.” The U.S.
Supreme Court has made clear that once impasse is reached, an employer
may unilaterally implement the terms of its last, best, and final offer.
Either the union or an employer may “use the economic weapons at their
disposal [e.g. a strike or a lockout] to secure their respective aims.”24
Any matter that is not “wages, hours, and other terms and conditions of employment” is characterized as a “permissive” subject of bargaining. Both parties are free to raise and bargain about a permissive
subject, unless the subject is illegal. A permissive subject need not be discussed at the bargaining table, and one party may not compel the other to
address it as a condition of executing a collective bargaining agreement.
And, although an employer may not insist to impasse upon a permissive
subject of bargaining, an employer does not violate the bargaining obligation imposed by the Act by instituting unilateral changes in matters that
are permissive subjects of bargaining if impasse were otherwise reached.
For example, an employer cannot insist that certain individual employees
23
24

29 U.S.C. § 158(d).
See First Nat’l Maintenance Corp. v. NLRB, 452 U.S. 666, 675 (1981).
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be present on the union’s negotiating team. This issue is considered an
internal union matter and a permissive subject of bargaining. Likewise,
neither the union nor the employer can demand that collective bargaining
negotiations be formally recorded by a tape recorder or otherwise transcribed. This issue, too, is permissive.
In one set of negotiations in which the authors were counsel, a
union—frustrated by the pace of the negotiations—vigorously contended
that all outstanding issues about which the parties could not agree should
be submitted to a third-party arbitrator to resolve. Under current law, any
such insistence upon “interest arbitration” is a permissive subject of bargaining. The union, therefore, could not insist to impasse upon interest
arbitration and ultimately withdrew its demand. The employer and the
union then reached an agreement.25
The presence of unions can limit the ability of employers to deal
directly with employees. Unions may restrict the freedom of employers
to take action or change terms and conditions of employment. The specter of strikes or slowdowns may exist during collective bargaining negotiations. Friction among employees and a fractured workplace may ensue.
The costs of goods and services often increase and corporate transactions
can become more complex.
[D] Corporate Transactions—Labor Relations Principles Buyers
Must Know
This subsection discusses the different labor law principles that
apply to stock acquisition and asset purchase transactions, and provides
related practical advice.
[1] Stock Acquisitions
By its very nature, a stock transfer involves “the continuing existence of a legal entity, albeit under new ownership.”26 Therefore, as a general labor law principle, a purchaser who takes control of a seller’s

25
As discussed further in this chapter, legislation has been proposed to require
employers and unions negotiating their first collective bargaining agreement to proceed to
interest arbitration when they have not reached agreement within 120 days of the employees’ selection of a union to represent them.
26
See, e.g., TKB Int’l Corp., 240 NLRB 1082, 1083 n.4 (1979).
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company by stock transfer remains bound by a collective bargaining
agreement or agreements into which the seller may have entered.
This principle recognizes that a stock transfer does not result in a
different enterprise. The seller’s company remains in existence; only
stock changes hands. Consequently, just as the company remains in existence, obligations under the collective bargaining agreement of a stock
transferor remain in existence as well. For example, one hospital that
acquires the stock of another hospital would remain bound by the collective bargaining agreement of the hospital selling its stock. In this stock
transaction, the collective bargaining agreement would be purchased in
the same way that other debts and obligations are purchased. The acquiring hospital may have established certain terms in its own collective bargaining agreement, such as agreement that the hospital would not
maintain a cafeteria for employees after 8:00 P.M. The acquired hospital’s
collective bargaining agreement might promise a cafeteria open until
11:00 P.M. The agreements in the respective hospitals, despite the acquisition, would remain the same, with the cafeteria still closing in one at
8:00 P.M., and in the other at 11:00 P.M.
[2] Asset Purchases
Unlike in a stock purchase that preserves the company and its obligations, when an employer purchases all the assets of a separate
employer, he generally purchases the right to operate his business as he
sees fit, without the labor relations duties and obligations of the seller.
Under certain circumstances, however, a purchaser may be required to
recognize and bargain with the union that represented the seller’s employees, and may even be bound by the seller’s collective bargaining agreement. The purchaser is then the legal “successor” of the seller.27 A
purchaser may become a “successor” of the seller where (i) a majority of
the purchaser’s employees, consisting of a “substantial and representative complement” in an appropriate bargaining unit, are former employees of the seller and (ii) the similarities between the two operations

27

The labor definition of a “successor” exists separate and apart from the definition of
a successor discussed elsewhere. See § 17.07, infra, in reference to customs; see, generally § 5.02, supra, in reference to collective bargaining agreements.
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demonstrate a “substantial continuity between the enterprises.”28 For
example, a newspaper publisher purchases the assets of another newspaper and continues to publish out of the same place, with the same machinery, equipment, and methods of production. The purchaser employs most
of the seller’s employees and supervisors. Under these circumstances,
there will be “substantial continuity between the enterprises,” and the
publishing purchaser will be a labor law successor of the seller.
[a]

The Majority Requirement

The requirement that a successor employ a majority of the predecessor employer’s employees has been interpreted to mean that a majority of the purchaser’s workforce is comprised of former employees of the
seller, not that the purchaser has hired a majority of the seller’s workforce. Thus, that the purchaser has hired only a small percentage of the
employees in the seller’s bargaining unit generally will not preclude a
finding of successorship status, as long as a majority of the purchaser’s
employees are former employees of the seller.
A purchaser cannot discriminate against the seller’s employees in
hiring his workforce in order to avoid the obligation to recognize the
union, although a purchaser is not obligated to hire the employees of the
predecessor. A purchaser who unlawfully attempts to avoid a potential
bargaining obligation through discriminatory hiring practices may lose
his right to set the initial terms and conditions of his employees’ employment, as discussed below. The purchaser may, under these circumstances,
be required to restore the terms and conditions of employment established under the seller’s collective bargaining agreement and to abide by
these terms until a new agreement can be reached, or until the parties
reach impasse.
[b]

The “Substantial and Representative Complement”
Requirement

The collective bargaining obligation arises when a purchaser
employs a majority of the seller’s employees. When operations precede
28

See Fall River Dyeing Corp. v. NLRB, 482 U.S. 27, 41 (1987); Howard Johnson
Co. v. Detroit Local Joint Executive Bd., 417 U.S. 249, 263 (1974); NLRB v. Burns Int’l
Sec. Servs., Inc., 406 U.S. 272, 278-79 (1972).
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the hiring of the entire workforce, and the size of the purchaser’s workforce is increasing, it is important to identify the time at which the majority test should be applied. The courts and the NLRB have held that the
purchaser’s workforce should be examined on the date that it constitutes
a “substantial and representative complement” of its eventual composition.29
Factors to be considered in determining whether a purchaser has
hired a “substantial and representative complement” include:
1.

Whether the job classifications designated for the operation
were filled, or substantially filled;

2.

Whether the operation was in normal or substantially normal
production;

3.

The size of the employee complement;

4.

The time expected to elapse before a substantially larger
complement would be at work; and

5.

The relative certainty of the purchaser’s expected expansion.

[c]

The “Continuity of Operations” Requirement

“Continuity of operations” is critical in determining whether an
acquirer is a labor law successor. The Supreme Court has stated that the
following factors are relevant in making this determination:
1.

Whether the business of both employers is essentially the same;

2.

Whether the employees of the new company are doing the same
jobs in the same working conditions under the same supervisors; and

3.

Whether the new entity has the same production process, produces the same products, and has basically the same body of
customers.30

These factors are to be analyzed from the perspective of the employees, and no single factor is controlling. For example, little weight is given
to changes in marketing and sales strategies, or in the use of trade names,
29
30

Fall River Dyeing Corp., 482 U.S. 27, 50-51.
See Fall River Dyeing Corp., 482 U.S. 27, 43.
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because these differences have little impact on the employees’ day-to-day
activities.
[d]

Right of Successor to Set Initial Terms and Conditions of
Employment

Despite a successor employer’s general bargaining obligation, a purchaser considered to be the successor of the seller generally has the right
to set unilaterally the initial terms and conditions of employment for its
employees. A successor can be required to bargain with the union before
determining the initial terms and conditions of employment in two situations: (i) where the successor voluntarily and expressly assumes the obligations of the seller’s contract, and (ii) where the successor employer
makes it “perfectly clear that [it] plans to retain all of the employees in
the unit . . . [under circumstances in] which it will be appropriate to have
him initially consult with the employees’ bargaining representative.”31
The NLRB has limited this “perfectly clear” exception to “circumstances
in which the new employer has either actively, or, by tacit inference, misled employees into believing they would all be retained without change
in their wages, hours, or conditions of employment, or at least to circumstances where the new employer . . . has failed to clearly announce its
intent to establish a new set of conditions prior to inviting former employees to accept employment.”32 As an example, when an employer says that
it wants everyone “to stay on the job and will carry on as usual,” the
employer could not later unilaterally decide to change employee wages
or other terms and conditions of employment without first bargaining
with the union.33 However, when a successor offers a predecessor’s
employees temporary employment and puts employees on notice that
their terms and conditions of employment will not stay the same, the
successor has the right to establish initial terms and conditions of
employment.34

31

NLRB v. Burns Int’l Sec. Servs., Inc., 406 U.S. 272, 291 (1972).
Spruce Up Corp., 209 NLRB 184, 185 (1974).
33
See Spitzer Akron, Inc. v. NLRB, 540 F.2d 841, 843 (6th Cir. 1976).
34
See generally, S&F Market St. Healthcare LLC v. NLRB, 2009 U.S. App. LEXIS
14071 (D.C. Cir., June 30, 2009).
32
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“Successors and Assigns” Clauses

A seller’s collective bargaining agreement may contain a so-called
“successors and assigns” clause. For the most part, unions will have difficulty enforcing a contractual “successor and assigns” clause against an
asset purchaser. The Supreme Court has stated that, in an asset sale, the
seller remains in existence, which affords employees “a realistic remedy
to enforce their contractual obligations.”35
“Successors and assigns” clauses may be simple: “The parties agree
that this agreement shall be binding upon them and their respective successors and assigns.” They may also be complicated:
Transfer of Company Title or Interest
The Employer’s obligations under this Agreement shall be binding
upon its successors, administrators, executors and assigns. The
Employer agrees that the obligations of this Agreement shall be
included in the agreement of sale, transfer or assignment of the business. In the event an entire active or inactive operation, or a portion
thereof, or rights only, are sold, leased, transferred or taken over by
sale, transfer, lease, assignment, receivership or bankruptcy proceedings, such operation or use of rights shall continue to be subject
to the terms and conditions of this Agreement for the life thereof.
Transactions covered by this provision include stock sales or
exchanges, mergers, consolidations, spin-offs or any other method
by which a business is transferred.
It is understood by this Section that the signator Employer shall not
sell, lease or transfer such run or runs or rights to a third party to evade
this Agreement. In the event the Employer fails to require the
purchaser, transferee, or lessee to assume the obligations of this
Agreement, as set forth above, the Employer (including partners
thereof) shall be liable to the Local Union(s) and to the employees
covered for all damages sustained as a result of such failure to require
the assumption of the terms of this Agreement until its expiration
date, but shall not be liable after the purchaser, the transferee or lessee
has agreed to assume the obligations of this Agreement . . .
The Employer shall give notice of the existence of this Agreement
to any purchaser, transferee, lessee, assignee, or other entity
35

Howard Johnson Co., 417 U.S. 249, 257.
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involved in the sale, merger, consolidation, acquisition, transfer,
spin-off, lease or other transaction by which the operation covered
by this Agreement or any part thereof, including rights only, may be
transferred. Such notice shall be in writing, with a copy to the
. . . Union, at the time the seller, transferor or lessor makes the purchase and sale negotiation known to the public or executes a contract or transaction as herein described, whichever first occurs. The
Union shall also be advised of the exact nature of the transaction,
not including financial details.
In the case of the simple and general “successor and assigns” clause,
courts and arbitrators most often will not ascribe special legal significance to the existence of the clause. Without more detail, it is considered
to be too amorphous to impose bargaining or contractual obligations. In
the case of the more detailed and specific “successors and assigns”
clause, the Seller has committed to require the Purchaser to assure the
existing collective bargaining agreement, and the clause outlines the damages that will be incurred if, in fact, the agreement were not assumed. In
this latter instance, a court may not allow the transaction to close should
there be no mutually acceptable understanding among the Seller, the Purchaser, and the Union concerning the Purchaser’s willingness to adhere
to the terms and conditions of employment in the collective bargaining
agreement (or, at the very least, to terms and conditions of employment
that are acceptable to the Union).
[f]

Seller’s Unfair Labor Practices

A purchaser may be responsible for, and may be required to remedy, the unfair labor practices of a seller when the purchaser had notice
of the seller’s violations before acquiring the seller’s business. This obligation may apply even when the purchaser himself has not engaged in
any unlawful conduct. He may inherit the responsibility as he might
inherit any other liability in the transaction.
[g]

Treatise Hypothetical Case Study—JIC Confronts CAE’s
Collective Bargaining Agreement

Applying the treatise hypothetical described in § 2.02, Japan International Corp. (“JIC”) has identified as a target company the aircraft
engine business of U.S. Air & World, Inc. (“USAW”), which operates
through a wholly owned subsidiary known as California Aircraft Engines,
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Inc. (“CAE”). CAE employs 400 people in its Los Angeles plant, all of
whom are covered by a collective bargaining agreement.
Should JIC pursue the purchase of the CAE aircraft engine business, in all likelihood it will have to deal with the union that represents
the CAE employees. That CAE is a wholly owned subsidiary of USAW
and is a separate corporate entity separate and apart from USAW would
not necessarily nullify labor law obligations arising out of the collective
bargaining relationship between CAE and the union if JIC were to acquire
USAW. In a stock purchase, the collective bargaining agreement would
continue as it did before the transaction. Even in an asset purchase, it
would be difficult to operate the CAE aircraft engine plant in such a way
as to avoid the application of the NLRA “successor” doctrine discussed
earlier in this chapter. Because all the employees at the plant are covered
by a collective bargaining agreement, the continued operation of the
plant—especially in an employee-friendly state such as California—will
likely mean that at least 50 percent of the employees working at the plant
after the conclusion of the acquisition will be former CAE employees.
JIC is also contemplating an asset purchase that includes the fiberglass blade business of Buffalo Blade, Inc. (“BBI”), which has 150
employees in Buffalo, New York, who are not covered by a collective bargaining agreement. JIC, therefore, might consider whether it would be
possible to combine the operations of CAE and BBI in order to avoid any
complications arising out of CAE’s union relationship. The disparate geographical locations (2500 miles apart) and distinct nature of the two businesses, however, make the intermingling of employees impractical.
Further, staffing CAE’s aircraft engine business with employees of BBI’s
fiberglass business likely would lead to legal challenges if CAE employees were displaced by BBI employees. CAE’s union would contend that
the employees it represents, experienced in CAE’s aircraft engine business, were not hired because of their union affiliation, which would violate the NLRA.
As discussed below, JIC’s due diligence must encompass the terms
and conditions of the CAE collective bargaining agreement to ensure that
its labor costs and work rules are not unduly stringent and do not constitute a material impediment to the transaction. Were JIC intending to
renegotiate the terms of the collective bargaining agreement, it would
need to consider the impact of substantial changes in the agreement on
the morale and productivity of the CAE employees, and whether such
changes might lead to labor unrest, including strikes or other work stoppages.
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Hypothetical Case Study—Additional Potential Liability
in a Unionized Workplace

In § 9.02[C][1], we described a hypothetical transaction involving
Parent, Inc.’s acquisition of The Widget Company. Imagine that the
manufacturing employees are represented by a union, the International
Brotherhood of Widget Makers (“IBWM”).
Just three months before Parent’s acquisition of Widget, the IBWM
and Widget signed a collective bargaining agreement (“CBA”) that was
not set to expire for another five years. The CBA contained a provision
that, among other things, required Widget to bargain with the Union over
any proposed reductions in force. The CBA also contained a standard
“successors and assigns” clause that obligated Widget to ensure that any
acquirer would adhere to the terms of the existing CBA.
After Parent acquired Widget, Parent decided to make some
changes. Parent realized that the manufacture of the widgets could be
done more economically from Parent’s subsidiary in China and so, Parent proposed laying off the entire manufacturing department based in the
United States to achieve this efficiency. Since it completely eliminated
the manufacturing division, Parent believed it was no longer bound by the
CBA between Widget and IBWM, and ceased all communications with
IBWM.
Parent also wanted to keep some domestic manufacturing presence
in the United States, albeit much smaller, and decided to hire back 20 percent of the former manufacturing employees. In order to decide which
employees to hire back, Parent had the VP of Manufacturing conduct exit
interviews with each of the laid-off employees. One of the questions
asked concerned the employee’s perception of the effectiveness of their
representation by IBWM; another asked whether the employee believed
it was necessary to have union representation at all. Coincidentally, all of
the former manufacturing employees whom Parent chose to rehire
expressed negative opinions of IBWM’s representation, and also stated
that they did not think a union was necessary to protect their rights as
workers. They said they trusted Parent to fully and fairly look out for their
interests.
The layoffs, the interviews, and the questions may have been
intended innocently, but they were all bad ideas as executed. Acquirers
must take special care when dealing with unionized workforces. In addition to the potential employment law problems, acquirers must deal with
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the Union and face potential unfair labor practice charges from the
NLRB.
Even though the CBA in the hypothetical here between Widget and
IBWM contained a “successors and assigns” clause, it did not automatically mean that Parent was bound by the pre-existing CBA (although the
Union will likely so argue). It did, however, mean great caution was
required. Because Parent was not a party to the original CBA, it should
not be bound by the “successors and assigns” clause. That clause might
serve, nevertheless, to give the IBWM a potential claim against Widget
for failing to honor its promise to require that any acquirer adopt the
existing CBA.
In addition to the potential liability of the federal WARN Act (discussed earlier in this chapter), Parent could face an unfair labor charge
practice for laying off the entire U.S. manufacturing division and then hiring back only those employees who were least likely to push for the
Union’s reinstatement. More likely than not, Parent’s hiring modus operandi would lead to a finding of discrimination against the IBWM, based
on Union animus. Thus, although the “successors and assigns” clause
should not, in and of itself, bind Parent, it is possible that Parent, nonetheless, could be declared a successor. If Parent were deemed a successor, it would have a duty to continue to bargain with the Union, and could
encounter serious impediments were it seeking to change the essential
terms and conditions of employment for the union workers.
[3] Practical Considerations
It is impossible to overstate the importance of “due diligence”
regarding labor issues for a corporate transaction. An acquiring company
must ferret out the existence of collective bargaining agreements; pending union representation petitions, or other incipient union organizational
activities; and any pending unfair labor practice charges. A due diligence
checklist for labor and employee benefits is included as Appendix 9-A.
It makes sense for a stock transferee or asset purchaser who intends
to operate with a majority of a seller’s unionized employees to meet with
a seller’s union as soon as it is legal and practicable to do so, in order to
forestall the many labor and employment law issues and human resource
problems that can arise in a workforce transition. Particularly in the current uncertain and volatile economic climate, unions approached early in
the transaction may accept a more “realistic” and less hardened and

9-33

2014 SUPPLEMENT

§ 9.03[E]

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

emotional approach to such critical issues as job loss, wage, and benefit
concessions that may prove critical to a short-term transition and longterm profitability. Placing time, effort, and care in employee communications can and will help allay the uncertainty that inevitably arises in a
transfer of ownership. Sensitivity to and respect for employee concerns
are never misplaced.
[E] A Fully Constituted NLRB—Change on the Horizon
For the first time in nearly ten years, the NLRB has five confirmed
Board members. Although comprehensive legislative labor law reform
has stalled, the Board through rulemaking and decision-making may act
to streamline NLRB election procedures, increase union access to
employees, and thereby generally make it easier for unions to organize
employees. Emboldened action by the NLRB may exacerbate tensions
between organized labor and the business community that arguably have
become more acute during the recent economic slowdown.
§ 9.04

EMPLOYEE BENEFIT ISSUES IN FOREIGN
ACQUISITIONS OF U.S. COMPANIES

The benefits that virtually all U.S. companies provide their employees, officers, and, sometimes, even their directors, can become one of the
most expensive and unalterable concerns in a foreign acquisition.
[A] Overview
Benefits may include, both during employment and, under specified
circumstances, after employment, pensions, health care, life insurance,
disability, bonuses, or other compensation. Because benefit plans can
obligate a company for many years into the future, comprehensive due
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diligence on employee benefit plans is an essential prerequisite for the
consummation, and often for the very structuring, of a transaction.
This section describes (i) the types of employee benefit plans that a
U.S. company may have for its employees; (ii) some potential employee
benefit liabilities that can be anticipated and factored into the purchase
price; and (iii) various options available to purchasers to continue to provide benefits to the newly acquired employees.
[B] Types of Employee Benefit Plans
This subsection discusses the main categories of employee benefit
plans that a U.S. company typically may have for its employees; qualified pension plans, welfare benefit plans, and executive compensation
plans.
[1] Qualified Pension Plans
There are two types of qualified pension plans in the United
States—defined benefit plans, and defined contribution plans. A “qualified pension plan” is one that meets technical legal requirements established in the Internal Revenue Code (the “Code”) and receives favorable
tax advantages—for example, the assets held in the plan are not subject
to taxes, the company can deduct the contributions made to the plan on
behalf of employees, and the contributions made to the plan on behalf of
employees are not taxable income to the employees until benefits are
received.
[a]

Defined Benefit Plans

A defined benefit plan specifies a formula for determining employee
pension benefits, usually in the form of an annuity (i.e., monthly payments made over the life of the retired participant and his surviving
spouse), typically based on a number of factors such as years of service,
age, and salary. Defined benefits are funded on a group basis determined
by the calculations of an actuary, using actuarial assumptions about longterm interest rates, mortality, turnover, retirement age, and other factors.
The employer is obligated to make contributions sufficient to pay all of
the promised benefits. While the benefits are fixed, the value of the contributions can fluctuate with the investment performance of the plan
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assets and the plan’s actuarial assumptions, creating possibilities for
significant funding liabilities (or, in good times, a surplus). In order to
recover any surplus in a defined benefit plan, the plan would have to be
terminated and substantial excise taxes would have to be paid.
“Cash balance” or other “hybrid” plans are a unique type of defined
benefit plan under which benefits at retirement are typically based on a
participant’s account balance credited each year with a pay credit (normally a fixed percentage of income) and a specified interest rate (fixed or
variable, linked to an index such as a one-year Treasury bill). Increases
or decreases in the value of the plan’s investments do not affect the benefit amounts promised to participants. Like regular defined benefit plans,
cash balance plans are required to offer an annuity form of payment at
retirement, although employees may be given an option of receiving a
lump sum payment. Additionally, these plans may have a significant funding liability or a surplus; the investment risk is entirely the employer’s.
[b]

Defined Contribution Plans

Defined contribution plans do not ordinarily involve funding liabilities for companies, although the plan sponsor of a “money purchase plan”
may have a liability for unpaid contributions for current or past years. The
participant, not the employer, takes the risk of investment performance.
Defined contribution plans are all individual accounts: each participant has an individual bookkeeping account that records the participant’s
total interest in plan assets. Contributions to the plan are allocated among
the participants in accordance with the plan’s rules and credited to the
individual accounts.
Plan assets may be invested collectively by a professional investment manager, or the plan may permit participants to direct investment of
the assets held in their accounts among various investment options (usually mutual funds). When an employee retires or otherwise terminates
employment, the amount of the participant’s benefits under the plan are
determined solely on the basis of the vested amounts credited to her
account.
Employers are required by law to make an annual mandatory contribution to a “money purchase plan.” The contribution formula is fixed
in the plan and is usually based on a percentage of the employee’s annual
compensation. In the alternative, a “profit sharing plan” leaves to the
employer’s discretion whether to make a contribution, and how much, in
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any given year. Defined contribution plans often include a 401(k) elective deferral feature: employees may voluntarily elect to have the
employer contribute a portion of their salaries into the plan on a pre-tax
basis.
A “stock bonus plan,” another type of defined contribution plan,
provides benefits similar to those of a profit sharing plan, except that benefits are paid in employer stock. An “employee stock ownership plan”
(“ESOP”) is the most common stock bonus plan.
[c]

Multiemployer Pension Plans

“Multiemployer pension” plans are collectively bargained and more
than one employer contributes. They usually are defined benefit plans,
although they may also be defined contribution plans, including 401(k)s.
Employers are required, pursuant to the terms of their collective bargaining agreements (or other written agreement), to make contributions in a
specified amount on behalf of their bargaining unit employees. The multiemployer plans are run by boards of trustees representing both the contributing employers and the labor union, on behalf of employees.
Employers obligated to contribute to multiemployer pension plans may
have liabilities for the payment of delinquent contributions, and for withdrawal liability should their obligations cease for whatever reason.
[2] Welfare Benefit Plans
“Welfare benefit” plans may provide medical benefits, life insurance, disability, salary continuation, severance, dependent care, adoption
assistance, medical reimbursement, supplemental unemployment compensation, educational assistance, and other benefits that might be provided to employees. Many welfare benefit plans are funded through the
purchase of insurance, but some U.S. companies may self-fund all or
some of the obligated benefits. In some cases, the company may pay the
benefits directly out of its general assets, while in others, the company
may fund a tax-exempt trust. These trusts may be overfunded or underfunded. A foreign acquirer may inherit a surplus, or a debt. Unlike with
defined benefit pension plans, surplus assets in a tax-exempt welfare trust
may not revert to an employer, but may be used to provide other types of
employee benefits to employees.
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When employees are represented by a labor union, the collective
bargaining agreement may require contributions to a multiemployer
health and welfare plan. Just like with multiemployer pension plans, the
employer obligated to contribute to multiemployer health and welfare
plans may have liabilities for the payment of delinquent contributions, but
unlike multiemployer pension plans, when an employer’s obligation to
contribute to the health and welfare plan ceases, there is generally no
liability to the plan thereafter.
U.S. companies sometimes provide their retirees with postretirement medical and/or group term life insurance benefits. Normally,
such benefits are not “vested,” and an employer may on a prospective
basis amend, modify, suspend, or terminate them at any time. However,
some employers, usually as a result of collective bargaining, have promised contractually to pay benefits for the “lifetime” of their former
employees. Lifetime medical benefits for retirees, particularly in the
United States, can represent a substantial liability to an acquiring company who may inherit having to pay for some or all of the benefits. A concern to a prospective acquirer of a U.S. company sponsoring a retiree
medical plan is the difficulty in assessing the potential liability imposed
by such plans since many factors contributing to the costs are difficult to
predict—for example, longevity, co-morbidities, medical cost inflation,
and medical advances.
Other types of welfare plans with substantial unfunded liabilities
may be severance pay or change of control plans that may, but not necessarily, trigger payments to the employees of the U.S. company being
acquired upon an acquisition. In an acquisition, one issue that frequently
arises is whether the sale triggers the payment of severance benefits to all
employees of the acquired company (even if they were to continue in the
employ of the buyer) or whether the benefits would be paid only to those
who become unemployed as a result of the sale.
[3] Executive Compensation Plans
U.S. companies have many different types of executive compensation plans to retain and award executives of the company. They can be
supplemental executive retirement programs (“SERPs”), voluntary salary,
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or bonus deferred compensation plans, and other “top-hat” plans.36
Because these benefits would be taxable if “funded,” most executive
compensation programs are unfunded (i.e., they are merely an unsecured
promise by the employer to pay) and are subject to a substantial risk of
forteiture. Even though benefits are unfunded, however, some employers
accumulate monies to pay the obligations in either a separate employer
account or a “rabbi trust.”37 Executives may also be provided with special insurance benefits, including extra life and disability insurance, and
post-retirement medical and life insurance policies.
Executive compensation plans can include stock plans and other
equity arrangements, including incentive stock options, nonqualified
stock options, restricted stock, stock appreciation rights, and phantom
stock plans. Very often these plans call for an acceleration in vesting of
the options, stock rights, or stock in the event of a change of control.
Executive compensation plans do not have to be “plans” or “programs” at all, and they do not have to apply to more than one person. Very
often, executive employment agreements may contain explicit provisions
for executive compensation, including bonuses and enhanced payments
upon a change in control or involuntary terminations. The enhancements
may include acceleration in the vesting of stock options, immediate vesting and payment of deferred compensation benefits, and other “golden
parachute” provisions.38
[C] Assumption of Benefit Liabilities in Asset Acquisitions, Stock
Acquisitions, and Mergers
The chapters on mergers and acquisitions in this treatise explain
various forms of foreign investment and many of their implications. See

36

“Top-hat” plans are nonqualified deferred compensation plans that are limited to a
select group of management or highly compensated employees.
37
In the United States, a “rabbi trust” may be used by companies to set aside assets
for promised compensation to an executive in the future, and the assets held in the trust
must be within the reach of general creditors in the event of an employer’s insolvency or
bankruptcy.
38
“Golden parachute” provisions are terms contained in agreements between the company and key executives requiring payments of amounts in excess of their usual compensation in the event that control of the company changes or there is a change in the
ownership of a substantial portion of the company’s assets. The potential purchaser may
be obligated to pay the associated increased costs when acquiring the company.
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Chapters 2, 3, and 5. Each form of acquisition or investment has effects
on, and is affected by, employee benefit plans. When a U.S. company is
purchased through an asset sale, the purchaser may or may not assume
the target’s liabilities, including those of the U.S. company’s employee
benefit plans. When the purchaser agrees to employ all or some of the
U.S. company’s employees, it may also agree, but is not required, to
assume certain employee benefit obligations or liabilities of the U.S.
company.
In a stock acquisition, the purchaser assumes both the assets and the
liabilities of the U.S. company by operation of law, including its
employee benefits’ assets, obligations, and liabilities. In a merger (where
two companies combine and only one survives), the survivor corporation
usually assumes the assets and liabilities of the corporation that “disappeared.”
[D] Potential Liabilities of Employee Benefit Plans
This subsection discusses potential employee benefit liabilities that
a U.S. company may incur.
[1] Funding Liabilities for Single Employer Defined Benefit
Plans
When economic growth seemed inevitable, not much attention was
paid to the possibility that defined benefit plans could be underfunded or
create distressing liabilities. Conservative investments tied to market performance seemed guaranteed, over time, to grow. The global recession,
accompanied by dropping interest rates, has changed those presumptions.
Many defined benefit plans fully funded through 2007 are now substantially underfunded. Uncertainty in the markets, as well as the new
funding rules under the Pension Protection Act of 2006 (“PPA”),39 have
discouraged purchasers from assuming defined benefit plans. Indeed,
many defined benefit plans have been either frozen (i.e., no further benefit accruals are permitted) or terminated.

39

H.R. 4, Pub. L. No. 109-280, 120 Stat. 780.
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Contributions to defined benefit plans must be made in amounts at
least equal to those required under minimum funding rules set by the
Code and ERISA.40 When an employer sponsoring a defined benefit plan
is a member of a “controlled group,” each group member is jointly and
severally liable for payment of such contributions.41
The alternative methods and rules by which a plan is determined to
have met its minimum funding requirements are sufficiently complex as
to make it essential for a purchaser considering whether to assume a U.S.
company’s defined benefit plan to retain his own actuary for an independent and professional assessment of potential liabilities. The purchaser
will have to obtain from the U.S. company the plan’s actuarial reports and
Form 5500s, which will disclose the “funding standards account.” The
funding standards account should be zero or have a credit balance each
year.
When a plan sponsor fails to make required plan contributions and
the funding standard account is negative (i.e., there is a funding deficiency), the IRS does not disqualify the plan, but the employer is liable

40

Code §§ 412 and 430, 26 U.S.C. §§ 412 and 430; ERISA §§ 302 and 303, 29 U.S.C.
§§ 1082 and 1083.
41
Code §§ 412(b)(2) and (d)(3) and 430(K)(1), 26 U.S.C. §§ 412(b)(2) and (d)(3) and
430(K)(1). The definition of “controlled group” used for imposing liability for missed
minimum funding contributions includes an entity in a parent-subsidiary group or a
brother-sister group of corporations or unincorporated trades or businesses and also affiliated service groups and other related employers. Parent-subsidiary controlled groups are
groups in which a parent company directly or indirectly owns 80% of at least one subsidiary. Brother-sister controlled groups exist when the same five or fewer shareholders
(i.e., individuals, trusts, or estates) own 80% or more of two or more companies and, taking into account the lowest ownership percentage in each company for each shareholder,
the same shareholders own more than 50% of each company. Affiliated service groups are
generally limited to professional service organizations that have common ownership with
one regularly performing services for the other or one being regularly associated with the
other in performing services to third parties. A company whose principal business is performing management functions for one other organization also will be deemed an affiliated service group with the organization for which such functions are so performed. NonU.S. entities may be included in the definition of “controlled group”; however, direct
claims against them in U.S. courts may be difficult to make, unless they meet the minimum contacts test that permits U.S. courts to assert jurisdiction. See, e.g., GCIUEmployer Ret. Fund v. Goldfarb Corp., 565 F.3d 1018 (7th Cir. May 11, 2009); Central
States, Southeast & Southwest Areas Pension Fund v. Reimer Express World Corp., 230
F.3d 934 (7th Cir. 2000).
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for a 10 percent excise tax on the deficiency under Code § 4971(a).42 Failure to correct the deficiency after notice from the Internal Revenue Service (the “IRS”) may precipitate an additional excise tax up to 100
percent of the accumulated funding.43 The funding requirements and the
excise taxes are the obligation not only of the plan sponsor: every member of the plan sponsor’s controlled group is jointly and severally liable.
A purchaser may need to investigate whether the U.S. company has
applied to the IRS for a waiver of any accumulated funding deficiency. A
plan sponsor who has experienced a temporary substantial business hardship may apply to the IRS for a waiver of the minimum funding standards.44 The waiver keeps excise taxes from being imposed and allows
an additional three years to amortize the deficiency.
The IRS imposes a statutory lien in favor of the plan (to be perfected and enforced by the Pension Benefits Guaranty Corporation
(“PBGC”), a federal corporation created by ERISA) in the amount of the
aggregate unpaid balance of required minimum contributions on all property or rights to property, whether real or personal, belonging to the plan
sponsor (and all property of the employer’s controlled group) when an
employer does not obtain a waiver for any funding deficiency exceeding
$1 million.45
Upon assumption of a company’s defined benefit plan, the purchaser is required by law (with limited and narrow exceptions) to pay premiums to the PBGC. The PBGC guarantees payments of limited benefits
to participants of defined benefit plans in the event that the plans are
insolvent or unable to pay benefits on an ongoing basis.
The PBGC receives no funds from general tax revenues. Operations
are financed by insurance premiums from employers that sponsor defined
benefit pension plans, money earned from investments, and funds
received from pension plans that the PBGC takes over.
[2] Notice to PBGC of Reportable Events
ERISA Section 404346 requires that defined benefit plan administrators (or sponsors) report certain events to the PBGC, usually within 30
42

26 U.S.C. § 4971(a).
See Code § 4971(b), 26 U.S.C. § 4971(b).
44
See Code § 412(c), 26 U.S.C. § 412(c).
45
See Code § 430(k), 26 U.S.C. § 430(k); ERISA § 303(k), 29 U.S.C. § 1083(k).
46
29 U.S.C. § 1343.
43
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days of knowledge that a reportable event has occurred (unless notice has
been waived). In some cases, advance notice is required. Reportable
events include: (i) active participant reduction; (ii) failure to make
required minimum funding payments; (iii) inability to pay benefits when
due; (iv) distributions to a substantial owner; (v) changes in contributing
owner or control group; (vi) liquidation of contributing sponsor or controlled group member; (vii) extraordinary dividend or stock redemption;
(viii) transfer of benefit liabilities; (ix) default of a loan with an outstanding balance of $10 million or more; and (x) bankruptcy or similar settlement of the plan sponsor or any member of its controlled group.47
ERISA Section 4010 requires the reporting of actuarial and financial information by controlled groups with defined benefits plans that
have significant underfunding. A 4010 filing is required when the funding target attainment percentage (“FTAP”) of a plan maintained by the
contributing sponsor or any member of its controlled group is less than
80 percent. A 4010 filing is also required when the IRS has granted minimum funding waivers in excess of $1 million (which have not been satisfied in whole or in part) to any plan maintained by any member of the
controlled group, or when a required funding installment has not been
made, resulting in the imposition of a lien in favor of the plan as provided under Code § 430(k).47.1
The regulations provide a de minimis exception to the 4010 reporting requirement: Were the aggregate controlled group funding shortfall
less than $15 million, no filing would be required. Moreover, were an
individual plan to have fewer than 500 participants, and the plan’s shortfall not to exceed $15 million, actuarial information as to specific plans
would not need to be filed. Information submitted under Section 4010 is
entered into an electronic database maintained by the PBGC for detailed
analysis. The PBGC reviews the analysis to determine whether there are
risks to the pension insurance system and to focus resources on those situations that pose the greatest risk. When 4010 information is not timely
provided, the PBGC may assess a penalty against each member of the
controlled group of up to $1,100 per day.
ERISA Section 4062(e) also requires that the plan sponsor notify the
PBGC when an employer ceases operations at a facility and, as a result,
more than 20 percent of employees participating in the plan are terminated.
47

See ERISA § 4043(c), 29 U.S.C. § 1343(c); 29 C.F.R. §§ 4043.20 through 4043.35
(post-event notices); 29 C.F.R. §§ 4043.61 through 4043.68 (pre-event notices).
47.1
ERISA § 4010, 29 U.S.C. § 1319; 29 C.F.R. §§ 4010.1–4010.15.
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The notice must be provided within 60 days from the later of (i) the cessation date, or (ii) the date the number of employees terminated as a result of
cessation exceeds 20 percent. The PBGC may then require payment of a
portion of unfunded liability into the plans, request a securitized interest in
assets, request an escrow payment to the PGBC, or request that a bond be
posted for a period of five years. Were the plan to terminate within five
years of the event, the escrow or bond would be used to fund the plan as
needed.48 The PBGC may impose penalties on plan sponsors for failure to
comply with the notice requirements within the time frame required by law.
Whenever a defined benefit plan covers a U.S. company’s employees, the PBGC may become involved in the transaction. The PBGC has
an Early Warning Program that “focuses on transactions that may pose an
increased risk of long-run loss to the pension insurance program. In
reviewing for long-run loss, PBGC generally focuses on transactions by
two types of companies: (a) financially troubled companies; and (b) companies with pension plans that are underfunded on a current liability
basis.”49 PBGC will contact a company for information about a particular
transaction when (i) the plan sponsor has a below investment-grade bond
rating with a pension plan that has a liability in excess of $25 million; or
(ii) the plan sponsor (regardless of its bond rating) has a pension plan that
has current liability in excess of $25 million with an unfunded current
liability in excess of $5 million.
Companies may contact PBGC in advance of a transaction to find
out whether the transaction would raise any pension regulatory concern.
Were the PBGC to believe that the transaction could increase a risk of
loss to it if the plan were involuntarily terminated,50 the PBGC would
seek to negotiate with the plan sponsor certain “protections” for the pension insurance program (e.g., additional cash contributions to the pension
funds, letters of credit, guarantees, security interests in assets). Were
negotiations unsuccessful, the PBGC could seek involuntary termination
of the plan.51

48

ERISA §§ 4062(e) and 4063(b) and (c), 29 U.S.C. §§ 1362(e) and 1363(b) and (c);
29 C.F.R. §§ 4062.8 and 4062.9.
49
Technical Update 2000-3: PBGC’s Early Warning Program, July 24, 2000 (updated
on January 4, 2008).
50
ERISA § 4042(a)(4) and (c)(1), 29 U.S.C. §§ 1342(a)(4) and (c)(1).
51
See, e.g., PBGC v. Fel Corp., 798 F. Supp. 239 (D.N.J. 1992).
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[3] Funding Liabilities for Multiemployer Pension Plans
Collective bargaining agreements applicable to employees of U.S.
companies should indicate whether the employer (and, in some cases, an
acquiring company) is required to contribute on behalf of some or all of
its employees to one or more multiemployer plans. When there are obligations to contribute to multiemployer defined benefit pension plans, a
purchasing entity needs to examine the multiemployer pension plan’s
funding status.
Multiemployer defined benefit plans are likewise subject to minimum funding rules established under Code Sections 412 and 431,52 and
those rules apply as if all participants in the plan were to have a single
employer.53 Under current rules, should the multiemployer plan experience financial problems, go into reorganization, or become insolvent,
contributing employers may be required to increase plan contributions
while benefits for participants and beneficiaries would likely have to be
reduced.54
Should the plan’s minimum funding standards not be met in any one
year, contributing employers may be assessed a 5 percent excise tax on
any funding deficiency. Should the funding deficiency not be corrected,
the IRS may impose a 100 percent tax on the remaining deficiency.55
Employers contributing to the plan are liable, according to the statute, for
the excise taxes, although Treasury has never promulgated regulations on
how the excise taxes would be imposed amongst the contributing employers.56 The IRS may waive all or part of the excise tax should it find that
the funding deficiency was due to reasonable cause and steps have been
taken to remedy the shortfall.57
The PPA substantially changed the multiemployer plan funding
rules in 2006. Each year, a plan’s actuary must certify to the IRS and the
plan sponsor whether the plan (i) is in “endangered” or “critical” status
for the plan year; and (ii) is making progress in meeting the requirements
of the funding improvement plan or rehabilitation plan should it already
be in endangered or critical status. Plans less than 80 percent funded or
with a projected funding deficiency within seven years are “endangered.”
52

26 U.S.C. §§ 412 and 431.
Code § 413(b)(5), 26 U.S.C. § 413(b)(5).
54
ERISA §§ 4244A and 4245(a) and (c), 29 U.S.C. §§ 1425 and 1426(a) and (c).
55
Code §§ 4971(a)(2) and (b)(2), 26 U.S.C. §§ 4971(a)(2) and (b)(2).
56
Code § 413(b)(6), 26 U.S.C. § 413(b)(6).
57
Code § 4971(f)(4), 26 U.S.C. § 4971(f)(4).
53
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“Critical plans” are less than 65 percent funded, with a projected funding
deficiency within five years or insufficient assets to pay benefits within
seven years.58
Once a multiemployer plan reaches an “endangered” status, the
board of trustees of the plan is required to develop a “funding improvement plan” that would provide the bargaining parties with options to
improve funding by reducing future benefit accruals and/or by requiring
additional employer contributions.59 For critical status plans, the board of
trustees must adopt a “rehabilitation plan” to improve the funding status
over a period of time.60 In addition, when an employer contributes to a
multiemployer plan certified to be in “critical status,” the employer is
obligated by law to pay to the plan a 5 percent surcharge on the contributions required in the first year, and a 10 percent surcharge for each critical year thereafter until a new collective bargaining agreement is
negotiated with the employer, including contribution terms that are consistent with the rehabilitation plan.61
In 2010, Congress passed special temporary funding rules under
Code § 431(b)(8) to ameliorate the immediate effects of the new PPA
rules, especially given the downturn in U.S. financial markets exacerbating the underfunding of pension plans.61.1 The relief allows multiemployer plans that meet certain solvency conditions to elect to take a longer
time to fund for investment losses incurred in either or both of the first
two plan years ending after August 31, 2008 (“eligible loss years”).
A prudent purchaser taking on a multiemployer pension plan covering employees of a U.S. company should obtain certifications from the
plan’s actuary as to the funding status of the plan, and should ascertain
whether the plan elected the special funding rules for the eligible loss
years or is making scheduled progress in meeting the requirements of any
funding improvement or rehabilitation plan. Without such information, a
foreign purchaser could acquire unintentionally a substantial liability.

58

Code § 432(b)(1) and (2), 26 U.S.C. § 432(b)(1) and (2).
Code § 432(c), 26 U.S.C. § 432(c).
60
Code § 432(e), 26 U.S.C. § 432(e).
61
Code § 432(e)(7), 26 U.S.C. § 432(e)(7).
61.1
Code § 431(b)(8), 26 U.S.C. § 431(b)(8), was added by Section 211(a)(2) of the
Preservation of Access to Care for Medicare Beneficiaries and the Pension Relief Act of
2010 (“PRA 2010”), Pub. L. No. 111-192. See also IRS Notice 2010-83.
59
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[4] Delinquent Employer Contributions to Multiemployer
Plans
Effective due diligence should reveal whether a U.S. target with a
collective bargaining agreement and a requirement to contribute on behalf
of employees to multiemployer plans is current in its contribution obligations. In a stock sale or merger, the purchaser would be deemed the
“employer” and could be held responsible for past delinquencies to the
plans.
Even if there were an asset sale in which the purchaser declined to
assume the U.S. company’s obligations to contribute under the collective
bargaining agreement on behalf of its newly acquired U.S. workforce, the
purchaser could still be held jointly and severally liable for delinquent
contributions as a “successor employer” under ERISA, were a court to
determine that: (i) there was a substantial continuity in the business, both
before and after the sale; (ii) the successor employer had notice of the predecessor’s liability before the acquisition; and (iii) imposition of such
liability would vindicate an important public policy.62
Because of enhanced liabilities, a foreign purchaser needs to be sure
the seller is not in arrears in its contribution obligations to the multiemployer plan before making the acquisition. When a multiemployer plan
sues successfully to collect delinquent contributions, ERISA Section
502(g)(2)63 requires the federal district court to award interest (as specified in the plan on those unpaid contributions); liquidated damages in the
amount of 20 percent of unpaid contributions or the assessed interest (if
higher); reasonable attorneys’ fees and costs; plus other appropriate legal
or equitable relief.
[5] Withdrawal Liability to Multiemployer Plans
When a company either completely or partially withdraws from the
multiemployer plan, the company may be required to pay “withdrawal
62

See, e.g., Einhorn v. M.L. Ruberton Construction Co., No. 09-4204 (3d Cir. Jan. 21,
2011); Moriarity v. Svec I, 164 F.3d 323 (7th Cir. 1998); Upholsterers Int’l Union Pension Fund v. Artistic Furniture of Pontiac, 920 F.2d 1323 (7th Cir. 1990); Hawaii Carpenters Trust Fund v. Waiola Carpenters Shop, Inc., 823 F.2d 289 (9th Cir. 1987); cf. Schilling
v. Intown Healthcare of Upper Ohio Valley, Inc., 2008 U.S. Dist. LEXIS 45233 (S.D.
Ohio, 2008) (purchaser of business assets of an employer was liable for unpaid medical
claims of the newly acquired employees).
63
29 U.S.C. § 1132(g)(2).
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liability,” an allocation of a proportionate share of the plan’s unfunded
vested benefits, to the withdrawing company. Whether withdrawal liability is triggered upon the sale of a U.S. company depends upon the type of
acquisition, and whether employer contributions would continue to be
made to the plan either by the purchaser or seller.64 The PPA rules require
the multiemployer plan to provide to a contributing employer, upon
request, information regarding the employer’s withdrawal liability, which
assists the parties needing to know the amount of withdrawal liability that
might be triggered by the transaction.
Normally in a stock purchase (or merger), payments into a multiemployer benefit plan continue because the employer contributing to the
plan is not deemed to have changed. However, the purchaser succeeds to
the entire contribution history of the U.S. company, which could result in
a large withdrawal liability if the purchaser in the future were to experience a partial or complete withdrawal.
An asset sale triggers withdrawal liability when the seller is no
longer obligated to make any other contributions to the multiemployer
pension plan (i.e., a complete withdrawal). Even if the seller were to continue to be obligated to make contributions to such a plan on behalf of its
employees in another business, the transaction may result in a partial
withdrawal (triggering partial withdrawal liability) if the seller’s contributions were less than 30 percent of the contributions the company had
made prior to the sale.65
The imposition in an asset sale of withdrawal liability on the seller
may be avoided under an exception in ERISA Section 4204,66 which
requires that: (i) the sale must be a bona fide arm’s-length transaction
between unrelated parties; (ii) the purchaser must assume an obligation
to contribute to the plan for substantially the same number of contribution base units (“CBUs”—the number of hours worked) for which the
seller had an obligation to contribute to the plan; (iii) the purchaser must
post a bond, secure a letter of credit, or place in escrow an amount equal
to one year of contributions (doubled if the plan were in reorganization)
64

A complete withdrawal occurs when the company permanently stops contributing
to the plan, either because it is no longer obligated to contribute to the plan (e.g., the expiration of a collective bargaining agreement) or because it ceased all operations covered
by the plan. A partial withdrawal occurs when there is: (i) a decline of 70% or more in the
company’s contribution base units (i.e., the number of hours worked); or (ii) a partial cessation of the company’s obligation to contribute. See ERISA § 4205, 29 U.S.C. § 1385.
65
ERISA §§ 4203 and 4205, 29 U.S.C. §§ 1383 and 1385.
66
29 U.S.C. § 1384.
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in case it ceases to contribute to the plan or withdraws during the subsequent five years; and (iv) the sale contract must provide that if the new
company were to withdraw within the next five plan years, the seller
would be secondarily liable for any unpaid withdrawal liability that the
seller would have incurred upon the sale without the benefit of this special rule.67 ERISA Section 4204 operates to reduce the seller’s exposure
from primary liability to secondary liability, triggered only when the purchaser withdraws within five years and fails to pay the withdrawal liability. Also, the purchaser picks up only the last five years of the seller’s
contribution history.68 Should the buyer and seller not comply with
ERISA Section 4204, the buyer would start as a new contributing
employer. When the plan has adopted the “free look” rule (as permitted
under ERISA Section 4210),69 the buyer (as a new employer) may be able
to withdraw within the first six years and not incur any withdrawal
liability.
For the seller and buyer to avail themselves of the ERISA Section
4204 exception, it is important that the asset purchase agreement be written in a manner that clearly reflects the parties’ intent. In HOP Energy
LLC v. Local 553 Pension Fund,69.1 the asset purchase agreement was
intended to provide an exemption from withdrawal liability for the seller
under ERISA Section 4204. However, other language in the asset purchase agreement negated the obligation of the purchaser to contribute to
the plan substantially the same number of CBUs for which the seller was
obligated to contribute. Thus, the sale of assets was found not to meet the
requirements of ERISA Section 4204 and withdrawal liability was
assessed against the seller.
ERISA anticipates that obligations to pay withdrawal liability to
multiemployer plans may be so onerous as to encourage transactions
whose principal purpose is to evade or avoid withdrawal liability. ERISA
Section 4212(c) provides that, when a principal purpose of a business
transaction is to avoid withdrawal liability, the assessment of withdrawal
liability is determined and collected without regard to the transaction.
67

Under PBGC regulations, there are some class exemptions to the bond/letter of
credit/escrow requirements. See 29 C.F.R. §§ 4204.11 through 4204.13. Individual
exemptions can also be granted by the PBGC. See 29 C.F.R. §§ 4204.21 and 4204.22.
68
See ERISA § 4204(b)(1), 29 U.S.C. § 1384(b)(1).
69
29 U.S.C. § 1390. The “free look” rule that may be adopted by multiemployer plans
allows an employer to enter the plan for a defined period and withdraw without incurring
withdrawal liability.
69.1
2010 WL 33 98475 (S.D.N.Y. Aug. 26, 2010).
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When the plan attempts to assess withdrawal liability based on a sham
transaction and the company disputes such claim, an arbitrator reviews
the facts and circumstances to determine whether the avoidance of withdrawal liability was one of the principal motivating factors for the transaction.70
Withdrawal liability is imposed upon the contributing employer and
members of its controlled group (as of the time of withdrawal).71 Businesses need not be economically related to satisfy the common control
test.72 Even though the obligation for withdrawal liability ordinarily does
not pass to an unrelated purchaser in an arm’s-length assets transaction,
courts have found (just as with delinquent contributions to multiemployer plans) that when there is sufficient continuity in operations
between the two companies and the purchaser had notice of the prior
liability, the successor employer may be held liable.73
In the event that either the seller or purchaser receives a notice of
withdrawal liability and a demand for payment, it is necessary to respond
to the assessment immediately. The time period for requesting review of
the plan sponsor’s determination and any other matter is limited to 90
days. Moreover, withdrawal liability payments must be paid in accordance with the schedule set forth in the notice, beginning no later than 60
days after the date of the demand, notwithstanding any request for review
or appeal of the amount of liability or its payment schedule.74 Most matters must first be decided by an arbitrator and the arbitrator’s opinion may
be reviewed by the federal court. Unknowing parties many times find
themselves with a withdrawal liability judgment against them because
70
See ERISA § 4212(c), 29 U.S.C. § 1392(c). See, e.g., Santa Fe Pac. Corp. v. Central
States Pension Fund, 22 F.3d 725 (7th Cir. 1994); SuperValue, Inc. v. Board of Trustees
of Southwestern Pennsylvania & Western Maryland Area Teamsters & Employers Pension Fund, 500 F.3d 334 (3d Cir. 2007) (Section 4212(c) does not just apply to sham or
fraudulent transactions, but is violated when one of the main reasons for entering into the
transaction is to limit withdrawal liability).
71
ERISA § 4001(b)(1), 29 U.S.C. § 1301(b)(1). See Harrell v. Eller Maritime Co.,
2010 WL 38 35150 (M.D. Fla. Sept. 30, 2010); Western Conf. of Teamsters Pension Trust
Fund v. Allyn Transp. Co., 832 F.2d 502 (9th Cir. 1997); IUE Pension Fund v. Barker &
Williamson, Inc., 788 F.2d 118 (3d Cir. 1986).
72
See, e.g., Central States, Southeast & Southwest Areas Pension Fund v. Ditello, 974
F.2d 887 (7th Cir. 1992).
73
See, e.g., Chicago Truck Drivers Union Pension Fund v. Tasemkin, 59 F.3d 48 (7th
Cir. 1995).
74
There is a special exception to this rule for withdrawal liability based upon an
“evade or avoid” transaction under ERISA Section 4212(c).
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they did not adhere to the strict procedural rules under ERISA and the
PBGC regulations to challenge the assessment or the amount of liability.
[6] Single Employer Defined Benefit Termination Liability
A plan sponsor normally is free to terminate a pension plan at any
time (unless the termination would violate the terms of an existing collective bargaining agreement) as long as the plan has sufficient assets to
pay all benefit liabilities as of the distribution date.75 In such a “standard
termination,” all benefits accrued to the date of termination become fully
vested.76 The plan administrator must distribute to participants and beneficiaries all of the benefits earned under the plan, whether in the form of
an annuity purchased from an insurer or, were the plan to so provide, in
a lump sum.
When a plan does not have sufficient assets to pay all benefits, it can
be terminated only in a “distress termination,” initiated voluntarily by the
plan administrator, or an “involuntary termination,” initiated by the
PBGC. For a distress termination, the plan sponsor and each member of
its controlled group must meet one of the following requirements: (i) liquidation in bankruptcy or other insolvency proceedings; (ii) termination
approved by a bankruptcy court upon a finding that the plan sponsor will
be unable to pay its debts pursuant to a plan of reorganization and will be
unable to continue in business outside the Chapter 11 (of the Bankruptcy
Code) reorganization process; or (iii) the PBGC determines that termination of the plan is necessary to enable the company’s payments of its
debts while staying in business or to avoid unreasonably burdensome
pension costs of a declining workforce.77 Collectively bargained plans
cannot be terminated in violation of any collective bargaining agreement.78
The PPA added disclosure provisions that allow “affected parties” to
request information from the plan administrator in the case of a distress
termination, and from a plan administrator, plan sponsor and the PBGC, in

75

ERISA § 4041(b)(1)(D), 29 U.S.C. § 1341(b)(1)(D).
Code § 411(d)(3), 26 U.S.C. § 411(d)(3).
77
ERISA § 4041(c)(2), 29 U.S.C. § 1341(a)(2). See, e.g., In re Falcon Prods., Inc., 497
F.3d 838 (8th Cir. 2007); In re Kaiser Aluminum Corp., 456 F.3d 328 (3d Cir. 2006).
78
ERISA § 4041(a)(3), 29 U.S.C. § 1341(a)(3).
76
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the case of an involuntary termination.78.1 In addition, in a distress termination, the plan administrator must provide a notice of the intent to terminate
to each affected party and the PBGC,78.2 which may impose penalties of up
to $1,100 per day were a plan sponsor or plan administrator to fail to
disclose plan termination information when required to do so.
A voluntary termination (standard or distress) requires advance
notice to participants, beneficiaries, labor unions, and the PBGC at least
60 days (but not more than 90 days) before the termination date.79 The
PBGC will then determine whether plan assets are sufficient to satisfy all
benefit liabilities or guaranteed benefits. When the assets are found to be
sufficient, the plan administrator may proceed with the termination.80
When found to be insufficient, the PBGC and plan administrator must
enter into an agreement terminating the plan under ERISA Section
404281 and appointing the PBGC as the plan’s trustee.82
The PBGC may seek involuntary termination of an underfunded
defined benefit plan in the following circumstances: (i) the plan has not
satisfied minimum funding standards; (ii) the plan will be unable to pay
benefits when due; (iii) a “reportable event” has occurred involving a plan
asset distribution to a “substantial owner;” or (iv) the PBGC’s long-run
loss with respect to the plan “may reasonably be expected to increase
unreasonably” if the plan were not terminated.83 The termination may be
effectuated by an agreement between the PBGC and the plan administrator or, if there were no agreement, the PBGC would seek a court order
terminating the plan. The PBGC would then, either by agreement or by
court order, proceed to have itself appointed as trustee of the plan. The
PBGC assumes the obligation to pay guaranteed benefits.
The PBGC must try to recover monies that may be owed to the plan,
asserting three types of liability claims: (i) for the unfunded accrued
liabilities under the plan as of the date of plan termination (calculated
using the conservative assumptions in the PBGC regulations) (“termination liability”); (ii) for unpaid contributions to the plan; and (iii) for
78.1
ERISA §§ 4041(c)(2)(D) and 4042(c)(3); 29 U.S.C. § 1341(c)(2)(D) and
1342(c)(3); 29 C.F.R. §§ 4041.51 and 4042.4.
78.2
29 C.F.R. §§ 4041.41, 4041.43.
79
ERISA §§ 4041(a)(2) and (c)(1), 29 U.S.C. §§ 1341(a)(2) and (c)(1); 29 C.F.R.
§§ 4041.23, 4041.41(a)(1) and 4041.43(a).
80
ERISA § 4041(c)(3)(B)(i) and (ii); 29 C.F.R. § 4041.47(a) and (c).
81
29 U.S.C. § 1342.
82
ERISA § 4041(c)(3)(B)(iii), 29 U.S.C. § 1341(c)(3)(B)(iii).
83
ERISA § 4042(a)(1)-(4), 29 U.S.C. § 1342(a)(1)-(4).
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unpaid PBGC premiums.84 Each of these liabilities is a joint and several
obligation of the contributing plan sponsor and each member of its controlled group.85 If the PBGC’s termination liability claim were not paid
upon demand, a lien would arise in the amount of the lesser of the termination liability or 30 percent of the net worth of the plan sponsor and
its controlled group.86 The PBGC may perfect its lien to obtain a security
interest in the assets of the plan sponsor or members of its controlled
group (assuming a bankruptcy petition has not been filed). The PBGC
may sue to enforce its lien, or may settle termination liability and other
claims.
Similar to the “evade and avoid” provision relating to withdrawal
liability, ERISA Section 406987 provides that, when a principal purpose
of any person in entering into a transaction is to evade liability for funding a pension plan and the transaction becomes effective within five years
before termination of the plan, that person (and its controlled group on
the termination date) can be held liable as if the person were a contributing sponsor as of the date of the plan’s termination.88
When a purchaser is considering termination of a target’s defined
benefit plan, it will want not only assurances that the minimum funding
liabilities have been satisfied through the date of sale, but also that the
seller will fund the benefit liabilities on the date of sale on a termination
basis. Also, the purchaser’s due diligence should include representations
or warranties that a PBGC lien has not attached to the seller’s assets.
[7] Qualification of Pension Plans
A foreign purchaser may want to assume responsibility to continue
a target’s pension plan(s) (whether a defined benefit plan or a defined
contribution plan). Significant tax advantages depend on the continued
qualification of such plans. In advance of purchase, the purchaser needs

84

See ERISA §§ 4007 and 4062(b) and (c), 29 U.S.C. §§ 1307 and 1362(b) and (c).
ERISA § 4062(a), 29 U.S.C. § 1362(a).
86
ERISA § 4068(a), 29 U.S.C. § 1368(a).
87
29 U.S.C. § 1369.
88
See PBGC v. White Consol. Indus., Inc., 215 F.3d 407 (3d Cir. 2000) (court found
that the parties engaged in an evasion transaction by transferring unfunded plan in a
highly leveraged buyout in which assumption of the pension liabilities was the sole consideration for the business).
85
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to determine whether the seller’s plans meet the requirements for qualification under the Code and the applicable Treasury regulations, whether
they are: (i) in a proper written form; (ii) amended to be in compliance
with all recent changes in the law; (iii) covered by a determination letter;
and (iv) being administered in accordance with the requirements of the
Code and the terms of the plan. This process should be completed by
someone familiar with the tax rules governing pension plans because,
should the IRS later determine that the plan is not compliant with the
Code, adverse tax and financial consequences could include: (i) disallowance of employer business deductions on contributions; (ii) taxation of
plan participants on employer contributions; (iii) taxation of the trust’s
earnings; and (iv) ineligibility for tax-free rollover distributions.
Just as there are severe penalties for assuming liabilities unwittingly, there are rewards for discovering problems in advance. Most qualification issues discovered during due diligence may be corrected through
the IRS Employee Plans Compliance Resolution Systems (“EPCRS”),
enabling the plan to continue to provide retirement benefits on a taxfavored basis.89 Depending on the type and the extent of the qualification
deficiencies, and whether an IRS audit already has been initiated, failures
may be corrected under the Self-Correction Program (“SCP”), the Voluntary Correction with Service Approval Program (“VCP”), or the Audit
Closing Agreement Program (“Audit CAP”). Corrections for operational
failures in transferring plan assets to the purchaser during a merger or
acquisition must be entered by the last day of the first plan year beginning after the transaction.89.1
[8] Liabilities of Nonqualified Deferred Compensation Plans
As explained above, there are many types of nonqualified deferred
compensation arrangements that may constitute important and integral
components of a U.S. company’s employees’ compensation package. Due
diligence should: (i) identify all current nonqualified deferred compensation plans or individual arrangements that the seller has granted to its
employees; (ii) determine whether, as a result of the acquisition, vesting
will be accelerated; (iii) determine the amount of payments that may be
89

See Rev. Proc. 2008-50, 2008-35 I.R.B.
The IRS recently disqualified a plan that was not amended to comply with the
qualification rules under the Code. See Christy & Swan Profit Sharing Plan v. Comm’r of
Internal Revenue, T.C. Memo. 2011-62 (Mar. 15, 2011).
89.1
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due on or after the transaction date (which may require an actuarial report
for defined benefit-type plans); (iv) ascertain whether money to pay obligations has been set aside in a rabbi trust or an employer account, or
whether life or annuity insurance products have been obtained to provide
payment for some or all of the commitments; and (v) determine whether
and to what extent the plan or arrangement may be amended or terminated (should the parties so desire). As noted above, a due diligence
checklist for labor and employee benefits is included as Appendix 9A.
In the past, renegotiating executive compensation arrangements in
connection with an acquisition was not difficult. With the passage of
Code Section 409A,90 there are now many new requirements on deferred
compensation arrangements, including restrictions on changing the terms
of the arrangements that may thwart the needs of the transaction and the
parties. It is necessary, in conducting due diligence, to ascertain which
arrangements are covered by Code Section 409A and which are not.91
Section 409A covers a broad array of promises to pay compensation in
the future. A “deferral of compensation” under Code Section 409A occurs
when the service provider has a legally binding right during a taxable year
to compensation that is or may be payable in a later taxable year, unless
specifically excluded.92
The rules under Section 409A governing deferred compensation are
technical and complex. Payment timing must be specified in writing and
payment of deferred compensation is only permitted to occur: (i) upon a
separation from service, disability, or death; (ii) at a time (or according to
a fixed schedule) specified before the deferral; (iii) in the event of an
unforeseeable emergency; and (iv) upon a change of control.93 Most of
these distribution events are defined narrowly in the regulations or in the
statute itself. For example, a “separation from service” has a specific definition in the Section 409A regulations.94 When an employee is terminated and provides no additional services to the company after the date
90

26 U.S.C. § 409A, added by the American Jobs Protection Act of 2004, Pub. L. No.
108-357, 118 Stat. 1418.
91
This chapter focuses on Code § 409A in the employment context—i.e., plans provided by employers to employees. However, Code § 409A applies to arrangements
between “service recipients” and “service providers.” Thus, arrangements that cover corporate directors, independent contractors, consultants, and others may also be subject to
Code § 409A and should be disclosed in the due diligence process.
92
26 U.S.C. § 1.409A-1(b)(1).
93
Code § 409A(a)(2), 26 U.S.C. § 409A(a)(2).
94
See 26 C.F.R. § 1.409A-1(h).
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of termination, there is a separation of service. However, an employee
may be terminated, but still continue to provide some services to the
employer as an independent consultant. In such a case, whether a separation from service has occurred depends on the amount of reduction in
the employee’s service level with the employer. There are also special
rules governing when a leave of absence is deemed a “separation from
service.”
The regulations provide that a separation from service does not
occur in a stock purchase when a business is being sold. In an asset purchase transaction, an employee leaving the employ of the seller is treated
as incurring a separation from service unless the parties agree otherwise.95
Where a change in control is a payment trigger, the definition of
“change in control” contained in the Section 409A regulations must be
used.96 Thus, Section 409A may prohibit a payment upon the occurrence
[Next page is 9-55.]

95

The Treasury regulations accord the buyer and seller in an asset purchase the discretion to specify (in writing, no later than the closing date) whether a service provider
providing services to the seller immediately before the transaction and providing services
to the purchaser immediately after the transaction has incurred a “separation from service.”See 26 C.F.R. § 1.409A-1(h)(4).
96
See 26 C.F.R. § 1.409A-3(i)(5) (defining “change in control” for purposes of Code
§ 409A).
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of an initial public offering (“IPO”), a spin-off transaction, or an acquisition that does not result in a “change in control” as defined for purposes
of Section 409A.
Discretionary acceleration of payments of deferred amounts is prohibited. For instance, when an amount is to be paid only upon death, disability, or a separation from service, the agreement cannot be renegotiated
to provide an acceleration of payment before one of these events.
There are limited exceptions to this anti-acceleration rule.97 One
notable exception is the termination and liquidation of the deferred compensation arrangements by the company having the obligation to make
the payments within 30 days preceding, or 12 months following, a change
of control event. For this exception to be available, (i) all similar types of
deferred compensation arrangements sponsored by the company for all
employees who have experienced the change in control event must be terminated; and (ii) all deferred compensation amounts must be distributed
within 12 months of the termination.98
Code Section 409A also imposes limits on when payments may be
delayed, allowing a subsequent change in the time and form of payment
(when permitted under the plan), but only when (i) the change does not
take effect until at least 12 months after it was made; (ii) the new payment date is at least five years after the date that the original payment was
to be made; and (iii) the change is made at least 12 months before the date
the original payment was to be made.99 The parties may not want to
restructure the arrangements within the confines of these rules.
There are two special rules allowing for delayed payments related
to a change in control event. For equity arrangements, if the company or
other third party purchases the stock or stock rights from the executive,
the deferred amounts otherwise payable can be paid on the same schedule or under the same conditions applicable to shareholders generally as
long as it is paid within five years from the change of control event.100
Also, before or in connection with a change of control event, the parties
can agree to extend the vesting period for deferred compensation amounts
that would otherwise vest upon a change of control.101

97

See 26 C.F.R. § 1.409A-3(j)(4).
See 26 C.F.R. § 1.409A-3(j)(ix)(B).
99
See 26 C.F.R. § 1.409A-2(b)(1).
100
See 26 C.F.R. § 1.409A-3(i)(5)(iv)(A).
101
See 26 C.F.R. § 1.409A-3(i)(5)(iv)(B).
98
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Section 409A also requires that amounts to be paid to “specified
employees” of a publicly traded company on account of a separation from
service be delayed for six months.102 Many times the executives who may
be specified employees want to be paid right away.
There are notable exclusions from the Section 409A rules, the
“short-term deferral exception,” and the “involuntary separation pay plan
exclusion.” The short-term deferral exception provides that compensation is not subject to Section 409A if, under the terms of the arrangement,
the amounts were to be paid by the later of: (i) 21⁄2 months after the end
of the calendar year in which the benefits were no longer subject to a substantial risk of forfeiture, or (ii) 21⁄2 months after the end of the employer’s fiscal year in which the benefits were no longer subject to a
substantial risk of forfeiture.103
A payment conditioned upon an involuntary separation from service
can qualify as a substantial risk of forfeiture. “Involuntary separation”
includes unilateral termination of the employee by the employer and can
also encompass an employee’s resignation for “good reason” (e.g., the
employee’s salary was substantially reduced, or his position was changed
to one of less responsibility, or there was a material breach by the
employer of the employment agreement).104 Thus, were an agreement to
provide that a payment would be made to an employee involuntarily separated from service within 60 days of termination, the promise to pay the
compensation would fall within the short-term deferral exception and not
be subject to the restrictions of Section 409A.
Separation pay promises (which do not satisfy the short-term deferral rules) may be excluded from Section 409A restrictions when the following conditions apply:
(i)

Compensation may be paid only upon an “involuntary termination” (including a resignation by the employee for “good
reason”) or a qualifying “window program”;

102

Code § 409A(a)(2)(B), 26 U.S.C. § 409A(a)(2)(B); 26 C.F.R. § 1.409A . For purposes of this rule, a “specified employee” generally includes the company’s 50 most
highly compensated officers or certain employees with significant ownership, as determined in accordance with Code § 416(i) and its regulations.
103
See 26 C.F.R. § 409A-1(b)(4).
104
26 C.F.R. § 409A-1(n) (defining “involuntary separation from service” for Code
§ 409A purposes).
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Payments do not exceed two times the employee’s annual
compensation (up to the compensation limit under Code Section 401(a)(17),105 which is $ 245,000 for 2010); and

(iii) Payments are completed by the end of the second calendar
year following the calendar year in which the termination
occurs.106 An example of this exclusion is a provision in an
employment agreement that says an employee who was involuntarily terminated prior to the expiration of the term of the
agreement would be entitled to receive his annual compensation, to be paid monthly for a period of two years. If the payments to be made under this provision were to exceed twice
the Code Section 401(a)(17) limit, only the excess portion
would be subject to the requirements of Code Section
409A.107
The exclusion for separation pay arrangements would not apply to
the extent separation pay acts as a substitute for, or replacement of,
amounts that would otherwise be subject to Section 409A. For example,
if an executive were to obtain a right to separation pay in exchange for
giving up a right to a payment of deferred compensation subject to Section 409A, the separation pay would not be excluded from coverage
under Section 409A, but instead would be treated as a payment of the
original amount of deferred compensation.108
Certain equity arrangements are excluded from the rules of Section
409A. There is a general exclusion for stock rights or stock appreciation
rights (“SARs”), with an exercise price that can never be less than fair
market value of the underlying shares on the date of grant.109 This exclusion applies only when the awards are made with respect to “service
recipient stock,” which means common stock of the employer that does
105

26 U.S.C. § 401(a)(17).
26 C.F.R. § 409A-1(b)(9)(iii).
107
There are other specific exclusions from Code § 409A (e.g., outplacement services, reimbursements of business expenses, post-separation medical benefits, and in-kind
benefits) that will not be discussed here. See 26 C.F.R. § 1.409A-1(b)(9)(v).
108
26 C.F.R. § 1.409A-3(f) (“A forfeiture or voluntary relinquishment of an amount
of deferred compensation will not be treated as a payment of compensation, but there is
no forfeiture or voluntary relinquishment for this purpose if an amount is paid, or a legally
binding right to a payment is created that acts as a substitute for the forfeited or voluntarily relinquished amount”).
109
26 C.F.R. § 1.409A-1(b)(5)(i).
106
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not have dividend preferences.110 Further, the options or SARs cannot
have any additional deferral feature that allows for deferral of income
beyond its original term. Incentive stock options under Code Section 422
and options granted under an employee stock purchase plan under Code
Section 423 likewise are not subject to Section 409A.111
The consequences of noncompliance with Code Section 409A are
substantial, although the penalties fall principally on the executives themselves, not on the acquiring foreign entity. Even though the executives
may never receive any of the income, all amounts deferred under a noncompliant nonqualified deferred compensation arrangement (and all other
plans of the same type) are includible as income in the year in which the
amounts were first deferred, or the year in which the amounts no longer
are subject to a “substantial risk of forfeiture” as defined in Code Section
409A(d)(4).112 These taxable amounts are subject to a 20 percent penalty
tax and interest to the extent that income attributable to prior tax years
was not recognized in those prior years.113
The value of a target’s assets is necessarily reduced by the liabilities
incurred through benefits packages, including not only cash payments to
the executives, but also all equity compensation that may be owed to
employees, such as various stock option, bonus, or long-term incentive
plans. Plans may contain provisions for changes in control (typically
including vesting acceleration and extension of a post-termination exercise period). The amounts employees with vested options are likely to
claim ought to decrease the purchase price for the acquired company
(should the liability be passed to the purchaser), or reduce the seller’s
profit (were the liability to remain with the seller). To overcome this calculation, a purchaser and seller may agree to terminate outstanding equity
awards or replace them with equivalents to be issued by the purchaser.114
When there are change of control agreements in a targeted company, the parties need to determine whether the “golden parachute” rules
in Code Sections 280G and 4999 will be triggered.115 These rules apply
to both publicly traded and non-publicly traded companies; however, for
a company whose stock is not publicly traded, payments approved by the
110

26 C.F.R. § 1.409A-1(b)(5)(iii).
26 C.F.R. § 1.409A-1(b)(5)(ii).
112
26 U.S.C. § 409A(d)(4).
113
Code § 409A(a)(1), 26 U.S.C. § 409A(a)(1).
114
Stock options and SARs excluded from Section 409A rules can be exchanged for
equivalent rights in a transaction. See 26 C.F.R. § 1.409-A-1(b)(5)(v)(D).
115
26 U.S.C. §§ 280G and 4999.
111
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shareholders are not subject to Code Section 280G. The corporation may
not claim any deduction for golden parachute payments made to an
executive, and the executive must pay an additional 20 percent nondeductible excise tax on the amount of such golden parachute payments.116
However, not infrequently, the executive is entitled to a supplemental
payment to cover the excise tax as well as the normal federal income tax
liability and the additional excise tax liability associated with the “grossup” payment itself.
Golden parachute payments are made when an executive, in the
context of a change of control, would be entitled to benefits that have an
aggregate present value equal to at least three times the executive’s “base
amount” (which constitutes the executive’s average taxable compensation over the five taxable years ending before such change in ownership
or control).117 Golden parachute provisions apply to any officer, shareholder, or highly compensated individual (including employees and independent contractors) who performs personal services for the corporation.
Code Section 162(m) may be implicated in a transaction.118 It denies
a publicly held company a deduction for compensation in excess of $1
million for any tax year paid to certain employees—the principal executive officer, and any other employee who is subject to the Securities and
Exchange Commission’s disclosure rules by being one of the three highest compensated officers (other than the principal executive officer or the
principal financial officer).
[9] COBRA Liability
Under the Consolidated Omnibus Budget Reconciliation Act of
1985119 (“COBRA”), employers sponsoring group health plans (except
for small employers) must make available continuation health coverage
to those employees and dependents who lose coverage as a result of a
“qualifying event,” including specifically a termination of employment
116

The golden parachute rules were enacted based on a concern that: (i) significant
payments to executives could hinder the acquisition of a corporation by making it prohibitively expensive; (ii) golden parachute payments could encourage the key employees
to support a takeover that might not be in the best interests of the shareholders; and (iii)
such payments would reduce the amount payable to shareholders.
117
Code § 280G(b)(2) and (d), 26 U.S.C. § 280G(b)(2) and (d); 26 C.F.R. § 1.280G-1.
118
26 U.S.C. § 162(m).
119
Pub. L. No. 99-272, 100 Stat. 82.
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(for reasons other than gross misconduct). Treasury regulations define
whether a particular business transaction results in a termination of
employment for COBRA purposes.120 Stock sales are not qualifying
events for employees who continue to be employed by the business that
was sold, regardless whether the employees are provided with group
health coverage after the sale.121
By contrast with a stock sale, a sale of assets is deemed a termination of employment for active employees unless (i) the purchaser is a
“successor employer” and the affected employees are employed by the
purchaser immediately after the sale; or (ii) the employee or dependent
does not lose coverage under the seller’s group health plan after the
sale.122
The regulations provide that the parties to a business transaction
may allocate responsibility contractually for providing COBRA continuation coverage.123 In the event that the party to whom the responsibility
was allocated contractually fails to perform, or in the event that the parties do not allocate responsibility contractually, the regulations provide a
“default rule.”
Whether a stock sale or an asset sale, the default rule allocates to
the seller the responsibility to provide COBRA coverage to individuals
who become entitled prior to or as a result of the transaction, as long as
the seller (or another member of its controlled group) continues to maintain a group health plan after the sale.124 In the event that the seller ceases
to provide any group health plan to any employees in connection with the
sale, the purchaser in a stock sale is obligated to provide COBRA coverage to the seller’s employees who lost coverage as a result of the transaction. In the case of an asset sale, when the purchaser continues the
business operations (associated with the assets purchased) without interruption or substantial change, the buyer is the successor employer and is
required to provide COBRA coverage to employees losing coverage as a
result of the transaction.

120

See
See
122
See
123
See
124
See
121

26
26
26
26
26
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C.F.R.
C.F.R.
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The IRS may assess a nondeductible excise tax of $100 per day per
qualified beneficiary (up to a maximum of $200 per day) during any noncompliance period.125
COBRA has extensive statutory notice provisions.126 In a sale of
assets, COBRA notices must be provided to employees even though the
purchaser may have agreed to provide equivalent coverage to those
employees after the acquisition. The plan administrator, should the parties fail to respect the notice provisions, may be sued by beneficiaries
under ERISA Section 502(c)(1) for penalties.127
[10] Post-Retirement Medical and Life Benefits
Some U.S. companies promise their employees post-retirement
medical and life insurance benefits that may represent significant
unfunded liabilities. The sellers may maintain that these retiree medical
liabilities are not true liabilities because they can be terminated at any
time, but that claim may not hold up. To be sure, in a stock sale, or when
the purchaser will become a successor employer, the buyer must ascertain from the plan document, the summary plan description (“SPD”),
communications to employees, and applicable collective bargaining
agreements, whether the seller has retained specifically the right to terminate retiree medical and life insurance benefits.
Retirees’ lawsuits over an employer’s termination or reduction of
their benefits have met with mixed results. Non-collective bargaining
employees have not been protected from loss or changes to their retiree
benefits when the plan or SPD, communicated to employees, has included
explicit language, reserving the right of the employer to amend, modify,
or terminate the retiree benefits.128
Collectively bargained retiree benefits have enjoyed somewhat
greater protections from the courts, which have looked to the language of
the collective bargaining agreement to determine whether the language
evinces an intent to vest retiree benefits. When there has been an ambiguity in the provisions of the collective bargaining agreement, courts have
125

Code §§ 4980B(b) and (c)(3), 26 U.S.C. §§ 4980B(b) and (c)(3).
Code § 4980B(g)(1)(D), 26 U.S.C. § 4980B(g)(1)(D); ERISA § 606(a)(4), 26
U.S.C. § 1166(a)(4).
127
29 U.S.C. § 1132(c)(1).
128
See, e.g., Nichols v. Alcatel USA, Inc., 532 F.3d 364 (5th Cir. 2008); Stearns v.
NCR Corp., 297 F.3d 706 (8th Cir. 2002).
126
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looked to extrinsic evidence to ascertain whether the bargaining parties
intended that retiree benefits would survive the expiration of the agreement.129 However, even when courts have found that the retiree benefits
vested and could not be terminated, they have not necessarily forbade the
termination of retiree benefits by the bargaining parties for future retiring
employees, or denied that the benefits could not be changed in any
way.130
Because of the large and growing costs associated with retiree medical plans and their potential liabilities, it is important that they be considered early in the negotiation process. When the parties intend for the
purchaser to assume responsibility for retiree medical benefits and/or life
insurance of the acquired entity, the purchaser needs his own actuary to
study the actuarial reports and ascertain what assumptions were made and
how they may impact potential liabilities. Further, the purchaser needs to
know whether the retiree benefits can be changed or terminated. Negotiations should address which employees, former employees, and retirees
are transferring, who is liable for providing medical benefits to each
group of employees, former employees, and retirees, and what portion of
the reserves in the tax-exempt trust will be transferred to cover the actuarially determined accrued liability for the transferred individuals. Adjustments to the purchase price to cover the liabilities may also be
negotiated.
[11] The 2010 Health Care Reform
In 2010, Congress passed a landmark health care reform bill,
entitled the “Patient Protection and Affordable Care Act: (“PPACA”).131
The law was intended to provide near universal health care coverage to
the citizens of the United States. Although most health care insurance in
the United States was provided through employers prior to enactment of
this legislation, there was no federal requirement that employers offer
129
See, e.g., Noe v. Polyone Corp., 520 F.3d 548 (6th Cir. 2008); Cole v. ArvinMeritor, Inc., 2008 WL 5211802 (6th Cir. 2008);
130
See, e.g., Winnett v. Caterpillar, Inc., 553 F.3d 1000 (6th Cir. 2009) (the collective
bargaining agreement protected only those who had actually retired, not those employees
who may have been eligible to retire but had not yet done so); Zielinski v. Pabst Brewing
Co., 463 F.3d 615 (7th Cir. 2006) (collectively bargained shutdown agreement provided
vested retiree benefits, but did not lock in benefit co-payments at the 1971 rates).
131
P.L. 111-148, as modified by the Health Care and Education Reconciliation Act of
2010 (P.L. 111-152).
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health insurance coverage. Employer coverage was voluntary, and
employees could choose whether to enroll.
Beginning in 2015, the new law requires individuals to obtain
“minimum essential coverage” for themselves and their dependents. Individuals can obtain coverage through their employer (if available), through
state-based exchanges, or through government programs, such as Medicare or Medicaid (if eligible). Almost all individuals who do not obtain
health plan coverage will be required to pay a penalty. Should individuals
be unable to afford the purchase of health coverage based on certain limitations, PPACA will provide subsidies in the form of tax credits and
reduced costs.
Also beginning in 2015, any large employer (i.e., one that employs
an average of at least 50 full-time equivalent employees during the previous calendar year, applying the “control group” rules) must offer coverage to its full-time employees or face a penalty. Were the large
employer not to provide health coverage to its full-time employees, and
were at least one of its full-time employees to enroll in an exchange,
qualifying for a federal subsidy, the employer would have to pay a penalty equal to the total number of full-time employees times $2,000
(divided into monthly payments). However, in calculating the penalty, the
first 30 full-time employees will not be counted. In addition, even though
a large employer may provide its full-time employees with health coverage, if at least one full-time employee were to enroll in an exchange and
qualify for a subsidy, the employer would have to pay a penalty of $3,000
per year for each employee who obtains subsidized exchange coverage.
PPACA originally required that employers offer health coverage to
employees and pay a portion of the premiums to provide vouchers to eligible employees for their purchase of coverage in an exchange. The
employees eligible for these vouchers were those whose required premium contribution under the employer’s health plan is between 8 percent
and 9.8 percent of the employee’s household income; to be eligible for
the exchange, the employee cannot participate in the employer’s plan.
The requirement was eliminated recently.132
PPACA includes a non-deductible excise tax on so-called “Cadillac
plans,” beginning in 2018. The excise tax is 40 percent on the aggregate
cost of employer-sponsored health coverage, exceeding a threshold sum,
for each employee. There are different amounts for individual coverage
132

The voucher was eliminated in the federal budget law—the Department of Defense
and Full-Year Continuing Appropriations Act of 2011, Pub. L. No. 112-10.
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and family coverage. The amounts will be established some time before
the 2018 effective date.
PPACA imposes requirements on group health plans offered by
employers. For example, group health plans must (i) not establish any
lifetime limits or annual limits on the dollar value of essential health benefits; (ii) when providing dependent coverage, continue to make such
coverage available for an adult child until the child turns age 26; (iii) not
rescind coverage with respect to a covered participant, except in the event
of fraud or misrepresentation; (iv) provide first-dollar coverage for preventive health services; and (v) not impose any pre-existing condition
exclusions. There are numerous other detailed requirements that
employer-sponsored plans will need to satisfy.
PPACA requirements will necessitate employers doing business in
the United States to determine first whether they are required to provide
coverage (or face a penalty) pursuant to the statute, independent of contractual obligations with employees or unions. Regardless whether they
will be required to provide health coverage, potential employers must
decide whether they will provide (or continue to provide) coverage (when
they have discretion) and, if not, how much they may face in penalties.
Finally, employers who decide to offer (or continue to offer) coverage
will need to ensure that their group health plans (whether insured or selffunded) satisfy the requirements of the new law.
The PPACA has faced a number of legal challenges from various
states, individuals, and other entities. On June 28, 2012, the United States
Supreme Court upheld as constitutional the salient provisions of the
PPACA discussed in this chapter.132.1 By a 5-4 margin, the Court concluded that the requirement that individuals obtain health plan coverage
and the accompanying penalty that is imposed on individuals who do not
obtain coverage was justified under Article I, Section 8 of the U.S. Constitution as a “tax” under Congressional power “to lay and collect
taxes.”132.2

132.1

National Fed’n of Indep. Bus. v. Sebelius, 132 S. Ct. 2566 (2012).
Sebelius, 132 S. Ct. 2566, 2573. The Court also concluded that the individual
mandate was not constitutionally justified by Congress’ power under the Constitution’s
Commerce Clause. The Court struck down as unconstitutional a portion of the PPACA’s
Medicare expansion; that infirmity in the legislation, however, did not otherwise
adversely impact other sections of the PPACA.
132.2

2014 SUPPLEMENT
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In the aftermath of the Supreme Court’s decision, U.S. employers
have begun to take the necessary steps to decide whether to offer the comprehensive health insurance required by the PPACA or to pay a substantial annual tax penalty. Unfortunately, how exactly PPACA will operate
has yet to be fully understood by most employers and employees (and
perhaps not yet by most lawmakers or regulators either). Congressional
action to clarify, modify, or repeal the PPACA is unlikely in the near
future and much likely depends on how the political process unfolds in
2012 and 2013. Employers are awaiting additional regulatory guidance
and clarification.
[E] Decisions on Benefits for Newly Acquired Employees
Once the purchaser has conducted due diligence on the employee
benefit plans of the U.S. company and apprised itself of any potential
liabilities, the purchaser has to decide whether to assume any of the plans
or programs or provide any others to newly acquired employees. A foreign purchaser should expect to negotiate with a labor union should one
be involved.133
[Next page is 9-65.]

133

The purchaser in a stock acquisition becomes the automatic successor to any collective bargaining agreement of the acquired entity. Thus, an existing collective bargaining agreement will continue in effect after the stock sale. See, e.g., Esmark, Inc. v. NLRB,
887 F.2d 739 (7th Cir. 1989). In asset acquisitions, successorship to existing union contracts is not automatic. Rather, the purchaser has the option to accept or reject a current
collective bargaining agreement between the seller and the union representing its employees. See, e.g., NLRB v. Burns Int’l Sec. Servs., Inc., 406 U.S. 272 (1972).
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The purchaser in a stock purchase transaction will become the new
plan sponsor of the sellers’ existing plans, unless (i) the seller agrees to
terminate its plans and distribute benefits (if permitted), or (ii) the seller
agrees to merge its plans into the purchaser’s plans. Benefit professionals
knowledgeable of the technical rules under ERISA and the Code for terminations and mergers of plans will be needed should either of these
options be chosen.
The seller and the purchaser in a stock purchase may agree to freeze
the seller’s plans (i.e., no further benefit accruals are permitted). The purchaser would become the new sponsor and pay benefits under the frozen
plans as they become due. The costs of maintaining a frozen plan (administration, reporting, and funding), however, are almost the same as maintaining an ongoing plan, which is particularly true for a defined benefit
plan. The purchaser may also terminate the assumed plan after the acquisition has been completed.
The seller’s plans can be modified by the seller even prior to the
close of the transaction, or by the purchaser after the transaction, as long
as the changes conform to requirements of law. The seller may require in
the purchase agreement that the benefits under the assumed plans become
fully vested on the sale of the business in order to protect the benefits of
employees who may be terminated as a result of the sale. Or, the purchaser or the seller may reduce benefits on a prospective basis.
There are instances in which the acquired business has no plans of
its own and its employees participate in plans sponsored by a parent corporation or by another related company of the seller. In that case, the purchaser would not become responsible for a related company’s plan as a
result of a stock purchase.
In other instances, the seller’s plans may cover employees, not only
of the business being acquired, but also of other divisions or subsidiaries
of the seller that are not being acquired. In such cases, the parties may
want to explore the possibility of a plan “spin-off,” or establishment of a
“clone plan.” In a plan spin-off, the plan covering the employees of the
seller would be split into two plans—one for the soon-to-be acquired
employees, the other for the remaining employees. The plan for the newly
acquired employees would be assumed by the purchaser. Or, the purchaser may establish an identical plan to cover newly acquired employees while the seller transfers all assets and liabilities attributable to the
newly acquired employees to the new purchaser’s plan.
In an asset acquisition, the purchaser does not have to take the seller’s plans at all. However, the purchaser may decide to continue the plans,
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merge the seller’s plan into the purchaser’s, or negotiate a “spin-off” or a
transfer of assets and liabilities to the purchaser’s new clone plan. Or a
whole different set of benefits, more in line with what the purchaser may
already be providing to its other employees, may be provided to the
newly acquired employees as part of the integration of the purchasing and
purchased assets. No matter how the employee benefit plans and programs are handled in the acquisition, however, it is for the purchaser to
communicate to the affected employees what they should be able to
expect once the deal is done.
§ 9.05

CONCLUSION

Employee benefit and pension plans are potentially among the most
expensive liabilities in a merger or acquisition. A foreign company may
not be familiar with the intricacies of the U.S. laws governing employee
benefit plans, which are designed to provide employees protection, especially when ownership or control of an enterprise changes hands. Many
times U.S. laws in this domain are “traps for the unwary.” Aggressive due
diligence is essential for controlling cost and for emerging with a dedicated, productive, and loyal workforce.

2012 SUPPLEMENT

9-66

APPENDIX 9-A

DUE DILIGENCE CHECKLIST
FOR LABOR AND EMPLOYEE
BENEFITS
I.

DOCUMENTATION TO REQUEST
1.

Collective bargaining agreements covering employees participating in employee benefit plans.

2.

Retirement plans, along with any amendments and summary
plan descriptions.

3.

Current Determination Letters from the IRS.

4.

Medical and fringe benefit plans (e.g., life, AD&D, short-term
disability and long-term disability), along with any amendments and summary plan descriptions.

5.

Insurance contracts under which employee benefits are provided.

6.

Administrative services agreements.

7.

Contracts with plan vendors (e.g., actuaries, consultants,
financial advisors, auditors, stop loss carriers, administrators,
etc.).

8.

Form 5500s for the plans for the prior three years, along with
financial statements.

9.

Copy of actuarial reports of defined benefit plans (both single
employer and multiemployer) in which employees participate
for the prior three years.

10.

Actuarial reports of self-funded, tax-exempt trust funds which
provide medical benefits to employees for the prior three
years.
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11.

FAS 106 reports for the last three years if the plan sponsor provides retiree medical benefits.

12.

Notices received by the plan sponsor from the pension plan’s
enrolled actuary regarding the funding status of the plan.

13.

Lawsuits (or letters threatening lawsuits) against the employer,
plan administrator, or insurer relating to employee benefit
plans and benefits to be provided thereunder.

14.

Equity compensation plans, which may be set forth in plan
documents, award agreements, or individual employment
agreements.

15.

Minutes evidencing shareholder approval of equity awards
and copies of all registrations of options with the Securities
Exchange Commission (e.g., on a Form S-8) or with state
agency where required.

16.

Severance agreements or plans.

17.

Individual employment agreements, including “ex-pat,” noncompetition, and confidentiality agreements, and agreements
that have been terminated but under which the Company is
obligated to make payments to the former employee.

18.

“Independent Contractor” agreements.

19.

Director and Officer errors and omissions policies, Employment Practices Liability Insurance, and Fiduciary liability
policies.

20.

Notices demanding withdrawal liability or notices estimating
the amount of liability in the event of a withdrawal.

21.

Notices of audit of the plans sent by the Department of Labor
(“DOL”) or the Internal Revenue Service (“IRS”) and resolution letters.

22.

Employee handbooks and manuals.

23.

Notices of any audits, investigations, or reviews being conducted by the U. S. Department of Labor, Equal Employment
Opportunity Commission, Internal Revenue Service, Pension
Benefit Guaranty Corporation, or any other comparable federal or state governmental agency or entity.
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24.

Any past, pending, or threatened grievance, administrative
charge or complaint, arbitration demand, or litigation concerning claims of employment discrimination, wage and hour violations, occupational safety and health issues, or other
comparable workplace problems occurring within the last six
years.

25.

Any and all representation petitions filed with the National
Labor Relations Board within the last five years or other documentation or information regarding any union organizational
efforts within the last five years.

26.

Any and all strikes, lockouts, slowdowns, and other labor or
workplace disruptions within the last five years.

27.

Documentation describing workers’ compensation and unemployment compensation experience, including rating and history of claims, within the last five years.

ISSUES TO BE EVALUATED

A. REVIEW OF SINGLE EMPLOYER PENSION PLANS
1.

Is the plan document in compliance with current law? Have all
required plan amendments been made? Is the retirement plan
covered by a current IRS favorable determination letter?

2.

Have there been any operational problems with the plans that
have not been corrected through the DOL or IRS voluntary correction programs? Operational problems may involve, among
other things:
(a) failure to satisfy plan coverage and nondiscrimination testing;
(b) improper calculations of distributions to participants and
beneficiaries;
(c) delinquent plan loans;
(d) improper hardship withdrawals;
(e) failure to comply with eligible rollover distributions rules;
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failure to make timely distributions of excess deferrals or
excess contributions;

(g) failure by the employer to timely transmit participants’
elective deferrals into the plan;
(h) the existence of non-exempt prohibited transactions;
(i)

for defined contribution plans holding employer stock,
failure to properly make any federal or state securities filings, if applicable;

(j)

for defined benefit plans, failure to satisfy the funding
rules;

(k) failure to provide required notices to participants and
beneficiaries; and
(l)

breaches of fiduciary duty or prohibited transactions.

3.

Will the transaction cause a partial termination of the seller’s plan
with respect to the participants who are terminated from employment by the seller? If so, vesting may need to be accelerated. If
not, will provisions be added to the seller’s plan to fully vest
affected participants or to recognize service with the buyer?

4.

Will the seller’s plan be terminated as a result of the transaction? If so, are there sufficient assets available in the plan to pay
the accrued benefits through the date of termination? If not, will
the seller sufficiently fund the plan to allow accrued benefits to
be paid to participants upon termination of the plan?

5.

Will the seller’s plan be “frozen” and/or will all or some of the
assets of the seller’s plan be transferred to the purchaser’s plan?

6.

Are there any unresolved, asserted claims or lawsuits that have
been made against the employer, plan administrator, or insurer
relating to pension plans or benefits provided thereunder?

7.

Has the IRS or DOL provided notice of or conducted an audit
on the pension plan? Had an audit been conducted, what was
the outcome?

8.

Do notices of reportable events need to be provided to the PBGC?

9.

Has there been a cessation of operations at a facility resulting
in the termination of 20 percent or more of the employees
participating in the plans as a result of the transaction?
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B. REVIEW OF MULTIEMPLOYER PENSION PLANS
1.

Is the seller current in its contribution obligations to the multiemployer plan? Is the collective bargaining agreement under
which the seller contributes to the plan still in effect?

2.

Will the contemplated transaction have the effect of terminating the seller’s obligation to contribute to the multiemployer
plan altogether or will the seller continue to be obligated to contribute on behalf of a portion of its workforce?

3.

Will the buyer, as a result of the transaction, assume the obligation to contribute to the multiemployer plan on behalf of the
employees? If so, will the exception in ERISA § 4204 be available and used?

4.

Has the seller informed the multiemployer plan of the contemplated transaction? Will the multiemployer plan assess withdrawal liability as a result of the transaction?

5.

Has the seller received a demand for payments of withdrawal
liability from the multiemployer plan? If not, what is the estimated amount of withdrawal liability that would be assessed as
a result of the transaction?

6.

Is the seller part of a controlled group of corporations that may
be liable for withdrawal liability of another entity?

7.

Has the multiemployer plan notified the seller that the plan is in
“endangered” or “critical” funding status? Has the multiemployer plan developed a funding improvement plan or rehabilitation plan?

8.

If the seller were responsible for payment of withdrawal liability, but the buyer would begin to contribute to the multiemployer plan after the transaction, would the plan terms allow a
“free-look” for a certain period of time?

C. REVIEW OF WELFARE BENEFIT PLANS
1.

Are the plan documents in compliance with current law? Have
all required plan amendments been made?
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2.

Are all employees offered the same benefit options or are there
different benefit options for different groups of people?

3.

Are all benefits insured or are some plans self-funded?

4.

Do employees share in the costs for any of the welfare benefit
plans and, if so, do they do so on a pre-tax or after-tax basis?

5.

Have there been (or are there) any operational problems with
the plans that have not been corrected? If so, could those problems potentially jeopardize the tax advantage of the benefits or
result in penalties being assessed against the plan sponsor?
Operational problems may involve, among other things:
(a)

failure to provide benefits to eligible employees;

(b)

nondiscrimination testing;

(c)

failure by the employer to timely transmit participant
contributions to the plan or insurer;

(d)

failure to provide required notices to participants and
beneficiaries; and

(e)

noncompliance with the plan rules.

6.

Does the employer sponsor one or more self-funded taxexempt trusts to provide medical benefits to its employees? If
so, have the actuarial reports for the last three years been
reviewed to determine whether assets are sufficient to pay for
liabilities incurred to the date of the transaction?

7.

Has the employer purchased stop-loss insurance and, if so, are
reimbursements due under the stop-loss policy?

8.

If the plan covers more than 100 participants, have the independent auditors reports for the last three years been
reviewed?

9.

Are post-retirement medical benefits being provided to retirees? If so, have the FAS 106 reports for the last three years
been reviewed to determine the projected costs of providing
those benefits?

10.

Have the post-retirement medical benefits been promised to
retirees for their lifetime or may they be terminated? If lifetime benefits have not been promised, will post-retirement
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medical benefits continue to be provided? If so, who will
assume the financial obligation to provide those benefits?
11.

Does the employer carry out the COBRA obligations in-house
or has COBRA notifications been outsourced? Who will
assume COBRA notifications for affected employees who may
be terminated or lose coverage as a result of the transaction?

12.

Does the employer or the insurance company issue the certificates of creditable coverage? Will they need to be issued to the
affected employees as a result of the transaction?

13.

Are there any unresolved, asserted claims or lawsuits that have
been made against the employer, plan administrator, or insurer
relating to the welfare benefit plans or benefits provided thereunder?

14.

Has the IRS or the DOL provided notice of or conducted an
audit on the welfare benefit plans? Had an audit been
conducted, what was the outcome?

D. EQUITY COMPENSATION
1.

Have the incentive stock options (“ISOs”) granted to the seller’s employees complied with all the requirements of Code
§ 422? Are the awards’ exercise price at least the stock’s fair
market value as of the date of grant?

2.

Are the nonqualified stock options (“NSOs”) granted to the
seller’s employees subject to Code § 409A because the exercise
price was less than the fair market value at the date of grant or
the option includes a feature for a deferral of compensation
other than the deferral of income recognition until the date of
exercise or disposition? If so, do the options comply with the
requirements of § 409A?

3.

Do the terms in individual employment contracts override the
equity plan provisions?

4.

Will the contemplated transaction constitute a change in control
under the terms of stock option plans or agreements? If so, will
all non-vested stock options vest on a change in control? Or will
some or all of the non-vested options be forfeited upon a change
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in control? Will the transaction accelerate the exercise period
for vested options?
5.

Do the stock option plans or agreements contain provisions
which control the disposition of the optionees’ shares upon a
change in control?

6.

As a result of the transaction, will the targets’ outstanding
options be converted to “equivalent options” in the surviving
company and become the liabilities of the surviving company?

E. OTHER NON-EQUITY EXECUTIVE COMPENSATION
1.

Have all non-equity executive compensation plans (including
programs and arrangements) been identified and the obligations
thereunder been reviewed and quantified? Has it been determined which entity is going to pick up the liabilities for such
plans after the transaction?

2.

Have the plans been reviewed for Code § 409A compliance? If
the plans have been found to be noncompliant, can they be voluntarily corrected under applicable Treasury guidance? Has
there been proper IRS reporting on executive compensation?

3.

Have the documents manifesting the funding vehicles been
reviewed (e.g., rabbi trusts, annuity contracts, and/or life insurance products)? What effect will the contemplated transaction
have on the funding of the executive compensation commitments in the future? What future financial commitments need to
be made to the funding vehicles to satisfy the obligations on the
payment date?

4.

Will the contemplated transaction trigger an immediate payment obligation under plans?

5.

Will the payments to certain executives upon a change of
control be affected by the golden parachute rules under Code
§§ 280G and 499? What payments must be included in the
calculation to determine the amount of the excess parachute
payment?

6.

Will the Code § 162(m) $1 million cap on executive compensation be triggered by payments to be made to certain executives of publicly-held companies upon a change in control?
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What performance-based compensation may be excluded from
the $1 million cap?
7.

Will changes need to be made to existing employment agreements or will the purchaser and executives enter into new,
superseding employment agreements?

F. COLLECTIVE BARGAINING CONSIDERATIONS FOR A
FOREIGN INVESTOR
1.

Where the Seller is unionized and has an existing collective bargaining agreement—Statutory successorship issues arising
under the National Labor Relations Act (“NLRA”):
(a) Sale of Stock. In a stock purchase, the obligation to bargain in good faith and any existing collective bargaining
agreement generally continues unless there are preacquisition negotiated changes.
(b) Asset Purchase. In an asset purchase, is the purchaser a
successor to the Seller under the NLRA?
(i)

Do former employees of the Seller constitute at least
50% of the new employees performing the work formerly performed by union employees?

(ii) Is the business of the Seller the same as or similar
to the business of the Purchaser for the same or
similar customers?
(c) If the Purchaser were a legal successor under the NLRA,
there would exist an obligation to bargain with the union
over wages, hours and other terms and conditions of
employment for all employees performing work previously performed by the Seller’s union employees.
(d) Terms of the collective bargaining agreement could also
be applied if the agreement is assumed expressly in the
asset purchase agreement or implicitly by conduct after
the acquisition.
2.

Contractual obligations when the Seller is unionized and has an
existing collective-bargaining agreement:
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(a) Does the language of the collective bargaining agreement
require that the union receive notice of the transaction,
notice plus an opportunity to bargain, or otherwise
attempt to impart potential liability upon the Seller or the
Buyer?
(b) What, if any, practical problems does the collective bargaining agreement present for the purchaser’s future
business operations? Are work rules overly stringent and
onerous? Will contractual requirements governing this
unionized operation have any impact on operations at
other facilities of the Purchaser that are not unionized?
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§ 10.02

EXECUTIVE SUMMARY

Most businesses own more than physical property. They also own
ideas, ways of doing and making things, and ways of presenting what
they know and who they are. This “intellectual property,” typically protected by patents, trademarks, copyrights, and trade secrets, can make up
a significant portion of a company’s value. Part of learning what is being
bought in a transnational transaction, the due diligence in an acquisition,
is learning what is in the intellectual property portfolio of the target company, and making sure that valuable property is properly and fully transferred.
A company’s intellectual property portfolio can be among its most
valuable assets. Historically, minimal, if any, effort was spent reviewing
the intellectual property and technology assets and liabilities of a target
company in an acquisition or direct investment because of the short duration of the due diligence period, the unfamiliarity of many transactional
attorneys with intellectual property matters, and the intangible nature of
intellectual property assets. A thorough due diligence process can uncover
potential risks of infringement from an acquisition. Responsible officials
involved in the acquisition of a company with appreciable intellectual
property assets can no longer afford this luxury of ignorance.
A general discussion of the typical types of intellectual property
involved in an acquisition is contained in § 10.02. Section 10.03 then
offers specific instructions on how to conduct intellectual property due
diligence. Section 10.04 discusses how to structure provisions to ensure
proper intellectual property transfer. This chapter concludes with a comparative analysis between U.S. and foreign patent law in § 10.05.
§ 10.02

GENERAL OVERVIEW OF INTELLECTUAL PROPERTY

Intellectual property law, although governed around the world by
similar laws and rules, nonetheless is particular to every country. Intellectual property must be protected according to these particular laws and
rules, country by country. There are four primary types of intellectual
property rights in most countries: patents, copyrights, trademarks, and
trade secrets. Each has its own applicable laws and rules.
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[A] Patents
This subsection discusses the purpose, applicable law, and methods
of procurement and enforcement relating to patents.
[1] Purpose
Patent law serves a similar purpose in countries throughout the
world. In the United States, patent law is derived from the “Intellectual
Property Clause” of the United States Constitution,1 which gives Congress the power to secure for limited times to “inventors” exclusive rights
to their discoveries, for the purpose of promoting the progress of science
and the useful arts. Unlike in most other countries, where both natural
persons and corporate entities may apply for a patent, in the United States
only the inventors may apply for a patent.
Ownership of an invention is passed from an inventor to an
employer frequently as a result of a contract of employment that requires
employees to assign inventions to their employers. Thus, a party evaluating patents of a target company must be certain to review employment
contracts when evaluating patent title and ownership.
[2] Applicable Law
In most countries, to be eligible for patent protection, an invention
must be (a) of patentable subject matter and useful; (b) novel (i.e., containing an aspect that is new); and (c) non-obvious in light of the teachings of the prior art. There are additional disclosure requirements found
in the patent system of many countries.
Whereas patent protection for business methods in Israel, China,
India, Mexico, and most of Europe is difficult to obtain, United States
patent law does not exclude patents on methods of doing business. An
acquiring or investing company should be mindful, however, that this
area of law has been evolving and the value of business method patents
needs to be considered under current law. Patent law is set forth in Title
35 of the United States Code (U.S.C.).
The patentability of software in most countries largely depends on
how the patent claims are drafted and whether the software can be tied to
1

U.S. Const. art. 1, § 8, cl. 8.
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something physical. For example, while a claim reciting a computer program stored on a CD-ROM is unpatentable in China for failing to disclose the technical solution of the software,2 it is patentable in the United
States.
The United States allows software patents with conditional guidelines. For example, a claim to a software invention without the invention
being tied to any physical machine or physical steps may be rejected as
merely reciting mental steps. In Fort Properties, Inc. v. American Master
Lease, LLC,3 the trial court held that a patent directed to methods for performing tax-deferred real estate exchanges was invalid for not satisfying
the transformation prong of the machine-or-transformation test—which is
one often-used legal test to determine whether the subject matter of a process is eligible for patenting, being satisfied only when the process is
either: (a) implemented with a particular machine that is specifically
designed to execute the process in a non-trivial way; or (b) a process that
transforms an element from one state to another.
[3] Procurement
This subsection describes the process for procuring and maintaining
a patent.
[a]

Prosecution

Most countries designate a particular government agency to grant
patent rights. In the United States, applications for patents must be made
to the United States Patent and Trademark Office (“U.S. PTO”). A patent
examiner at the U.S. PTO, upon receipt of an application, analyzes
whether the application complies with statutory requirements, such as
whether it is patentable subject matter or “useful” and meets disclosure
requirements. Separately, the analysis requires a search for relevant public information, or “prior art,” within the field of the invention. The examiner decides whether the application is patentable over the prior art
identified in the search, that is, whether, compared to the prior art, the

2

See Guidelines of Examination (2006), Chapter 9, Section 2, available at http://
www.sipo.gov.cn.
3
No. 8:07-cv-365, slip op. (C.D. Cal. Jan. 22, 2009).
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invention is new, and “non-obvious,” and explains the reasons for rejecting or allowing the applicant’s claims in a letter termed an “office action.”
This process commonly is referred to as the “prosecution” of the application.
When an examiner rejects a patent claim in an office action, the
applicant has the option of arguing patentability of the invention over
the examiner’s cited prior art, with or without amending the claims. When
the examiner maintains the rejection, despite the applicant’s argument or
amendment, the decision typically is made “final,” meaning that the
applicant cannot have further amendments entered by right. When
the applicant thinks he can meet the objections of the examiner through
an amendment after final, he may ask the examiner to reconsider the
amended application without a further search. Otherwise, in response to a
final amendment, the applicant might file a request for continuing examination, along with the payment of additional fees to keep prosecuting the
application, or may appeal the rejection to the Board of Patent Appeals
and Interferences (“BPAI”). Discretion resides entirely with the examiner. A patent is issued when the patent examiner allows the claims and
the issue fee has been paid. When an application is rejected and an appeal
is made to the BPAI, the Board may reverse the examiner’s rejection, at
which point the application may be procedurally returned to the examiner
for further processing and issuance of a patent.
[b]

Annuity and Maintenance Fees

Most foreign countries require annual payments called “annuity
fees,” in order to maintain a patent. Many foreign countries also require
payment of annuities during the pendency of a patent application. For
U.S. Patents, a patent owner must make payments to the U.S. PTO at
regular intervals, 3.5, 7.5, and 11.5 years from the date the patent is
granted in order to maintain the patent and prevent it from expiring. An
acquiring company should determine whether the target company’s patents are still in force by confirming the payment of maintenance and
annuity fees.
[c]

Patent Terms

In most countries, a patentee enjoys a patent term of 20 years from
the earliest claimed “priority date” provided that maintenance fees have
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been paid. The priority date is the earliest filing date that can be claimed
for a patent, which can be the date of an earlier related application under
an international convention such as the Paris Convention, or the Patent
Cooperation Treaty (“PCT”), or under national law. The Paris Convention allows applicants to delay foreign filing for up to 12 months from the
earliest priority filing while still claiming the benefit of the earlier priority date. The underlying purpose of this treaty is to allow applicants time
to determine the commercial value of an invention before incurring the
considerable cost of foreign filing.
The PCT permits applicants from signatory countries to obtain a
delay in filing foreign applications (and incurring the associated costs) for
a period of up to 30 months from the earliest priority date while still
claiming the benefit of that priority filing. A PCT application, however, is
only a place holder and will not itself mature into any foreign patents.
Separate foreign applications would still need to be filed before the expiration of the 30-month period in any countries in which protection is
sought.
In the United States, the duration of the patent may be subject to
patent term adjustments because U.S. PTO’s administrative delays are not
uncommon. For example, if the patent examiner were not to provide a
first office action within 24 months of receipt of a complete patent application, the patent term may be adjusted. Each additional day the office
action is delayed is added to the term extension of the patent. Conversely,
however, the applicant is required to respond to an office action within
three months of the action’s mailing date. Each day the response is
delayed is deducted from the term extension. For patents filed prior to
June 8, 1995, the base patent term is either 20 years from the earliest
claimed filing date, or 17 years from the issue date, whichever is longer.
[4] Enforcement
Ownership of a patent confers a right to exclude others from “practicing” an invention, which covers the acts of making, using, selling,
offering to sell, or importing into a jurisdiction a patented product or process. Infringement in most countries exists when someone without rights
to an invention or its equivalent makes it or uses, sells, offers to sell,
imports, or exports it. In the event that there is an infringing importation
into the United States, enforcement of the patent can be had through the
federal courts or, separately, as a trade violation through the United States
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International Trade Commission (“ITC”). Remedies before the ITC, however, are limited to an exclusionary order barring further importation,
whereas monetary damages can be sought in court.
A party may sue for indirect infringement when a competitor
actively and knowingly induces another to infringe, or contributes to
another’s infringement of a patent. Contributory infringement in the
United States requires the making, using, selling, offering to sell, importing, or exporting of a component part of an apparatus or process that is a
non-staple article of commerce: the component does not contribute to
infringement, for example, when it has no infringing alternative uses. An
acquiring company can assess the full value of a target company’s patent
portfolio only by identifying opportunities and needs for enforcement,
and also risks where patents may no longer be enforceable.
[B] Copyrights
This subsection discusses the purpose, applicable law, and methods
of procurement and enforcement relating to copyrights.
[1] Purpose
The basic principles of copyright law were first enunciated in Britain in 1710. Since then, copyright law has been harmonized internationally. In the United States, it derives from the same “Intellectual Property
Clause” of the Constitution as does patent law, which gives Congress
power to secure for limited times to authors an exclusive right to their
writings for the purpose of promoting the progress of science and the useful arts.
The purpose of copyright law is to foster the creation of as many
works of art, literature, music, and other “works of authorship” as possible, for the ultimate purpose of benefiting the public. To meet this end,
copyright ownership encourages writing by granting authors a temporary
monopoly, or ownership of exclusive rights, for a specified period of
time. However, the acquiring or investing company needs to be aware that
the United States recognizes no absolute, natural right in an author to prevent others from copying or otherwise exploiting his work. In balancing
the public interest with the rights of an individual author, courts tend to
tip the scale toward public interests, limiting the author’s exclusive rights
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through “fair use” and other exceptions. Fair use includes the use of copyrighted material in academic writings and parodies. For example, a
famous parody of the well-known movie Gone With the Wind entitled
The Wind Done Gone was held not to be a copyright infringement
because it was a parody (and rejoinder) of the original movie’s depiction
of race relations.
[2] Applicable Law
The United States Copyright Law is set forth in Title 17 of the
U.S.C.4 In addition, the United States signed the Berne Convention in
1989, which requires its signatories to give authors from other signatory
countries automatic copyrights for creative works as soon as the work is
“fixed.”
[a]

Scope

U.S. copyright law protects “works of authorship” that are original
and “fixed.” The types of “works of authorship” protectable include eight
broad categories under 17 U.S.C. § 102(a): literary; musical; dramatic;
pantomimes and choreographic; pictorial, graphic, and sculptural; motion
pictures and other audiovisual; sound recordings; and architectural. Originality is the fundamental prerequisite for copyrightability, but the threshold requirement of originality is low, requiring only evidence of
independent creation and some minimal degree of creativity. Whereas
phone book listings have been found to lack the requisite creativity necessary to warrant copyright protection, documents created by a company,
including user manuals and product software, would have copyright protection.
A copyright issue that frequently arises in corporate transactions is
the ownership of photographs taken by an unrelated party and used by the
company in sales and marketing materials. In the absence of an express
written agreement, ownership of the copyrights in such photographs
resides with the photographer and may be subject to limitations on their
use by the company.

4

17 U.S.C. § 101, et seq.

10-11

§ 10.02[B]

[b]

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

Exclusive Rights

The copyright statute defines the enforceable limits of copyright in
terms of a series of exclusive rights. Under 17 U.S.C. § 106(1)-(6), for
example, the owner of a copyright has the exclusive right of reproduction, adaptation, distribution, performance, display, and transmission of
digital sound recordings. Thus, a party who reproduces another party’s
work (a book, for example) or distributes another party’s music without
a license from the copyright owner would be infringing.
[c]

Duration

The term of copyright depends on the jurisdiction where the work
was created. As a general rule, for works created in 1978 or later, United
States copyright extends for the life of the author plus 70 years for individuals or, for works of corporate authority, 95 years from publication or
120 years from creation. Part of intellectual property due diligence must
be to determine, applying the many factors, whether a specific copyright
is still in force.
[3] Procurement
The process for obtaining a copyright is less involved than for a
patent. Protection of a copyright does not require an application. Instead,
copyright is secured automatically when the work is created, and a work
is “created” when it is “fixed” in a tangible medium, for example, handwritten on paper, stored in memory on a computer, copied onto a CD or
DVD, etc. for the first time. Registration at the Copyright Office is not
required for protection, but it is necessary for enforcement, to obtain
statutory damages and attorney’s fees in cases of infringement.
[4] Enforcement
Copyright infringement is enforced as a civil matter. In the United
States, in order to enforce copyright in court, the copyright owner should
first register the work with the Copyright Office to establish ownership
of the work. Registration may also allow the plaintiff to elect statutory
damages and possible attorney’s fees.
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[C] Trademarks
This subsection discusses the purpose, applicable law, and methods
of procurement and enforcement relating to trademarks.
[1] Purpose
The purpose of the trademark law around the world is basically the
same, namely to protect consumers from confusion as to sources of origin of products and services in the marketplace. Unlike copyright and
patent laws, the United States Constitution does not contain language
relating to the protection of trademarks. Trademark protection grew out
of the tort of unfair competition developed under state common law. The
purposes of a trademark are to mark distinctively either the ownership or
the origins of the products to which the trademark is attached so as to
secure trademark proprietors’ fruits of their labor and to prevent fraud and
deception by competitors.5
[2] Applicable Law
The substance of trademark laws around the world is also very similar, although significant procedural differences in obtaining trademarks
exist. The United States government has set up a federal trademark
regime under the Commerce Clause6 of the U.S. Constitution. The governing statute, the Lanham Act, is in Title 15 of the U.S.C.7 and, accordingly, actions for trademark infringement typically are brought in federal
court.8 State laws, such as the right of publicity, complement the federal
legal scheme and may be part of a federal action.

5

See Victor Tool Machine Corp. v. Sun Control Awnings, Inc., 299 F. Supp. 868,
aff’d, 411 F.2d 792 (6th Cir. 1969).
6
U.S. Const. art. 1, § 8, cl. 3.
7
15 U.S.C. §§ 1051-1127.
8
For some rare cases involving unregistered trademarks, a local trademark dispute
may be brought in state court, which may be an appropriate forum, for example, for cases
involving localized interests, such as two neighborhood restaurants opening under similar
names in the same town.
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[3] Procurement
An applicant can register a trademark with the U.S. PTO by showing that the mark is capable of identifying the source of particular goods
or services. The mark must not conflict with (be confusingly similar to)
another mark, and must be used generally in interstate commerce or commerce between the United States and a foreign country. A registration
may also issue on the basis of a corresponding foreign registration and a
bona fide intent to use the trademark in commerce in the United States.
Thus, it is possible for a U.S. trademark registration to issue in some circumstances prior to any use of the trademark in commerce. However, the
failure to make us of the trademark in commerce can jeopardize the validity of the registration and subject it to cancellation. In addition to statutory rights arising from federal registration, common law rights can arise
from the use of a mark in commerce.
In the United States, legal actions can arise upon the infringement
of unregistered marks, but federal registration of trademarks provides significant advantages in enforcement. A federally registered trademark provides prima facie evidence of the validity of the mark, greater potential
remedies in case of infringement, and notice to others by appearing on the
trademark register. A federal registration also provides the U.S. PTO with
a basis for refusing registration of the same or a confusingly similar mark
by someone else.
The U.S. PTO examines trademarks on both absolute and relative
grounds, determining whether a trademark is inherently registrable under
U.S. law, and whether it is in conflict with a prior registration or a prior
filed application. Whether a mark is inherently registrable depends on
such things as whether it is generic (the common commercial name of the
product or service to which it is applied); whether it is merely descriptive
of the goods or services to which it is applied and not recognized by consumers as a designation of source of origin; whether it is merely a surname, geographic indicator (such as “Nashville Broadcasting Network”);
whether it is immoral or scandalous (e.g., a nude photograph of a couple
embracing for a newsletter about relationships has been held scandalous); and whether it is comprised of a flag or other insignia of the United
States or another country or municipality, among others. When an applicant does not agree with the U.S. PTO examining attorney’s decision, he
may appeal to the Trademark Trial and Appeal Board (“TTAB”).
When a trademark is found to be registrable and not in conflict with
other marks, the application is published in U.S. PTO’s Official Gazette.
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An opposition to the trademark may be filed within 30 days of such
publication by anyone who believes that he or she will be harmed by the
registration of the mark. Grounds for opposition include descriptiveness,
functionality (primarily consisting of a utilitarian advantage, such as
certain colors being more universally coordinated or absorbing less heat)
and, most commonly, that it is confusingly similar with the opposing
party’s prior mark.
Once the trademark is registered with the U.S. PTO, a third party
may still seek to cancel the registration on similar grounds as an opposition without a significant increase in burden of proof. When a trademark has been registered for more than five years, a presumption of
incontestability may attach upon the filing of a Declaration of Incontestability; the grounds for cancellation would then be limited. Both opposition proceedings and cancellation proceedings take place before the
TTAB. An unsatisfied litigant before the TTAB may appeal to a federal
district court or to the U.S. Court of Appeals for the Federal Circuit.
[4] Enforcement
A trademark owner will enforce his trademark rights against another
party usually on two grounds: (a) consumers are likely to be confused
regarding the origin of the products or services based on the alleged
infringer’s use of the same or a similar mark; and (b) the alleged infringer’s use of the mark dilutes the distinctiveness or reputation for quality of
a famous trademark. An example of confusingly similar marks would be
OGGETTI for decorative home furniture and furnishings and
BELL’OGETTI for functional furniture for housing electronics. An
example of a mark diluting the distinctiveness of a famous mark would
be the use of TIFFANY for a restaurant diluting the famous New York
TIFFANY jeweler.
Trademark owners enforce their trademark rights through various
means. Most typically, enforcement is pursued through demand letters to
the alleged infringer, the filing of oppositions and cancellations with the
TTAB, and actions brought in federal court.
[D] Trade Secrets
This subsection discusses the purpose, applicable law, methods of
protection, and enforcement relating to trade secrets, and compares them
to patents.
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[1] Purpose
In the United States, trade secret law protects confidential business
information from unauthorized disclosure or use obtained through
improper means. The Uniform Trade Secrets Act9 defines “trade secret”
as information, including a formula, pattern, compilation, program,
device, method, technique, or process, that:
(i)

derives independent economic value, actual or potential, from
not being generally known to, and not being readily ascertainable by proper means by other persons who can obtain economic value from its disclosure or use, and

(ii)

is the subject of efforts that are reasonable under the circumstances to maintain its secrecy.

Examples of information that can be protected by trade secrets
under this definition include:
•

formulas,

•

manufacturing know-how,

•

compilations of information (such as customer lists),

•

bid prices,

•

computer programs, and

•

technical designs.

Thus, a trade secret is information of commercial value whose form
can be exceedingly variable and includes both technical and nontechnical information. Owing to the requirement that it not be “generally
known,” more than one company can have rights separately in the same
trade secret. The maintenance of its secrecy is the key to the need for its
legal protection.
[2] Applicable Law
While there is no uniform body of law applicable to the protection
of trade secrets internationally, both the North American Free Trade
9

Model Unif. Trade Secrets Act § 1(4) (1970) (amended 1985).
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Agreement (“NAFTA”) and the Uruguay Round Agreement on TradeRelated Aspects of Intellectual Property Rights (“TRIPs”) contain provisions directed to the protection of trade secrets.10 In the United States,
unlike patent and copyright laws, which are federal, trade secret rights are
determined mostly by state law. Approximately 45 states have adopted the
Uniform Trade Secrets Act (“UTSA”),11 a model law drafted to define
better the rights and remedies of common law trade secrets and to provide consistency among the several states.
There are other applicable federal laws. The Economic Espionage
Act of 199612 makes the theft or misappropriation of a trade secret a federal crime. The statutory penalties are different for the theft of trade
secrets to benefit foreign powers under 18 U.S.C. § 1831(a) and the theft
for commercial or economic purposes under 18 U.S.C. § 1832. The Computer Fraud and Abuse Act of 2006 (“CFAA”)13 provides civil and criminal causes of action for trade secret misappropriation involving
computers.
[3] Protection
Maintaining secrecy is often expensive, requiring physical security
and legal measures, company policies, and adequate employee education.
Physical security measures, for example, help to screen out maintenance
staff from gaining access into sensitive areas. Policies and employee education can reduce inadvertent disclosure, such as an interviewer disclosing details about an upcoming product to a job candidate. A legal
instrument, such as a covenant-not-to-compete, may prevent former
employees from taking institutional knowledge elsewhere. Such measures are not only advisable, but necessary to sustain a claim of trade
secrets misappropriation, which requires the complainant to show that
reasonable measures have been taken to preserve secrecy.
Although a trade secret disclosed pursuant to an implied contract or
in a confidential relationship is entitled to equitable protection even in the
absence of an express agreement, there are benefits to entering an express
contract. For example, when an employee leaves a firm, a dispute may
arise as to what knowledge and skills the employee has gained during his
10

See NAFTA, Article 1711; TRIPS Section 7.
Model Unif. Trade Secrets Act (1970) (amended 1985).
12
18 U.S.C. §§ 1831-39.
13
18 U.S.C. § 1030, et seq.
11

10-17

§ 10.02[D]

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

or her employment that he or she is free to use, and what knowledge or
skills remain the property of the employer. Such a dispute can be avoided
by the incorporation of non-compete clauses in employment contracts,
setting forth precise limits. To be enforceable, such covenants not-tocompete must be reasonable in territory and duration, and in the scope of
activities that are prohibited.
Contractual agreements can be used to create confidentiality obligations with “nonemployees” such as independent contractors. The contract
can define the rights and duties of nonemployees to keep an employer’s
proprietary information secret. An express non-disclosure agreement, for
example, puts an employee or an independent contractor on notice of the
trade secret owner’s claims.
[4] Enforcement
Internationally, the legal grounds for an action concerning trade
secrets may find a basis in diverse legal services. For example, a cause of
action for the misappropriation of trade secrets may find a basis internationally in a country’s contract, tort, criminal, intellectual property, or
employment law. These disparate standards provide a formidable challenge to companies wishing to do business there. In the United States,
unlike for patents, copyrights, and trademarks, there is no federal civil
cause of action for trade secret misappropriation. Instead, trade secrets
must be protected through state misappropriation laws. The UTSA is the
model in almost all states.
According to the UTSA, the “misappropriation” of a trade secret is
the (a) acquisition of the secret through improper means or from another
person knowing that he acquired the secret by improper means, or (b) the
disclosure or use of the secret without consent when the circumstances
create a duty not to disclose or use it. Such circumstances exist when the
trade secret has been acquired improperly, or has been acquired under an
obligation not to disclose or use it; or from someone else who had an obligation not to disclose it; or by accident or mistake, if before using or disclosing the trade secret the person acquiring it learned that it was a trade
secret.
Remedies for misappropriation of trade secrets under Sections 3 and
4 of the UTSA are injunctions, damages (including punitive damages),
and, in cases of bad faith or willful and malicious misappropriation, reasonable attorney’s fees.
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[5] Comparison with Patents
Trade secret legal protection is different from protection for patents
because trade secret rights cannot be used to prevent competitors from
learning the secrets through “reverse engineering.”14 In some cases, trade
secret protection may be a more advantageous option than patenting. For
example, trade secret protection does not require that the information be
new and non-obvious. The fact that others may have developed the same
trade secret earlier does not prevent the trade secret from being protectable, as long as it is not generally known. The trade secret may also relate
to information that does not fall within one of the categories of patentable subject matter, for example, the trade secret may relate to client lists
that are not patentable.
Patent infringement of manufacturing and chemical processes may
be difficult to detect; keeping the process as a trade secret may provide a
better competitive advantage. For example, unlike patents that have limited duration, trade secrets can last perpetually. That is, a process or
means of manufacture that can be kept reliably secret may provide a competitive advantage for a longer period as a trade secret than as a patent.
Alternatively, if the value of the trade secret were to have a limited useful
life, the cost of obtaining a patent may not be justified. Therefore, where
patent protection is not available, or where a product is unlikely to be
reverse engineered or independently developed by others, the decision on
how best to protect the invention would favor keeping the information as
a trade secret rather than to obtain a patent.
§ 10.03

INTELLECTUAL PROPERTY DUE DILIGENCE

This section provides guidance on conducting a thorough due diligence review of a target company’s intellectual property portfolio.
[A] General Intellectual Property Due Diligence Issues
One of the first steps in conducting intellectual property due diligence is to identify and locate the intellectual property assets of the target

14

“Reverse engineering” refers to figuring out the secret from knowledge of the finished or end product and working backwards.
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company, beginning with a request from the target company for all intellectual property-related information and documents that may be relevant
to the company’s past, present, and future business. The following items
typically should be included in such a request:
1.

A listing of all patents and trademarks and other intellectual
property and related agreements including U.S. and foreign patents, patent applications, trademarks, service marks, trademark
or service mark applications, and copyrights;

2.

All agreements in which the target company has assigned,
licensed, or has an obligation to assign or license its intellectual
property rights to third parties;

3.

All agreements in which intellectual property owned by third
parties is licensed to the target company, or in which there
exists an obligation to license such intellectual property to the
target company;

4.

All past and present employment and consultant agreements;

5.

Indemnification of any claims, litigation relating to any past and
present claims of infringement, invalidity or ownership involving the target company that have intellectual property-related
claims; and

6.

Documents and information related to right-to-use studies and
intellectual property-related opinions performed for or on
behalf of the target company.

However, disclosure of such opinions, including those prepared by outside legal counsel, may be subject to attorney-client privilege; preliminary agreements may need to be executed between the target company
and the acquiring entity in order to preserve such privilege.
A target company’s intellectual property rights can range from outright ownership to a license, or something in between. The target company may have granted intellectual property rights or liens to third parties
such that the ownership of rights may be in question. Consequently, the
response to the initial due diligence request, as well as a need to perform
one’s own due diligence as a respectable investor, inevitably leads to
supplemental searches being necessary, including computerized and
manual searches to better define and identify the target’s intellectual
property.
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Supplemental searches typically include:
1.

Performing database searches in the relevant jurisdictions to
identify patent rights, registered copyrights, and registered
trademarks both for intellectual property owned by the target
company, and for intellectual property owned by third parties
relevant to the products and services of the target company;

2.

The examination, analysis, and verification of the results of the
aforementioned searches;

3.

The review and analysis of intellectual property agreements,
including licenses, consulting and confidentiality agreements,
assignments, and other documents; and

4.

Examination and analysis of third-party intellectual property
rights for infringement issues with regard to the products and
services made by the target company, including the review of
information relating to any past and present litigation or claims
of infringement, invalidity, and ownership involving the intellectual property of the target company.

In addition to an evaluation of the portfolio’s worth, the search
results may enable an assessment of the merits of claims raised in litigation and arbitration proceedings, potential claims against third parties for
infringement, and analysis of possible exposure to infringement claims by
third parties.
[B] Intellectual Property Due Diligence Checklist
The following lists some typical intellectual property due diligence
steps:
[1] Patents
(a) Review all United States and foreign issued patents and pending and abandoned patent applications both owned by the target and owned by third parties to the extent they are relevant to
the target’s product or services;
(b) Examine all patent searches conducted by or on behalf of the
target in relation to the inventions of the target;
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(c) Confirm that all issued patents have been properly maintained
and that the target has paid all maintenance fees to the appropriate Patent Offices worldwide;
(d) Evaluate the scope and nature of any transfer of rights by
evaluating all relevant agreements, including licensing and
manufacturing agreements; and
(e) Identify and evaluate all actual or pending claims of patent
infringement asserted by or against the target company.
[2] Trademarks
(a) Examine all trademarks and service marks used by the target;
(b) Examine all trademarks and service marks registered by the
target in the United States and foreign jurisdictions;
(c) Review all quality control manuals, files, or guidelines relating
to goods or services sold under the marks;
(d) Review all trademark licenses; and
(e) Identify and evaluate all actual or pending claims of trademark
infringement asserted by or against the target company.
[3] Copyrights
(a) Review all copyrighted works that the target has created, commissioned, or to which it has acquired rights;
(b) Evaluate all work-for-hire agreements and contracts relating to
consulting services and development work;
(c) Review all documents concerning copyright registrations,
including applications, correspondence, transfers, and security
interests;
(d) Review all licenses related to copyrighted works used by the
target company; and
(e) Identify and evaluate all actual or pending claims of copyright
infringement asserted by or against the target company.
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[4] Trade Secrets
(a) Identify material trade secrets utilized by the target company;
(b) Determine whether non-disclosure agreements have been
executed with key employees, consultants, and other individuals or entities having access to the target company’s confidential information;
(c) Determine whether non-compete agreements have been
executed between the target company and its key personnel;
(d) Evaluate security policies including physical, technical, and
administrative security procedures employed by the target
company; and
(e) Review and evaluate all relevant agreements including knowhow licenses and technical assistance agreements.
[C] Certain Factors Can Affect the Value of a Target Company’s
Intellectual Property
Licenses, assignments, work-for-hire agreements, and escrow agreements may impact the value of a target company’s patents, trademarks,
and copyrights:
[1] Licenses
Corporations often seek to license patents, trademarks, and copyrights from others in order to use the technology or ideas associated with
that intellectual property to further the corporation’s business. A license
agreement may grant the target company rights to a third party’s intellectual property, or it may grant a third party rights to the target company’s
intellectual property. In either case, license agreements may contain terms
that affect the value of the intellectual property licensed by the agreement, particularly in the context of an acquisition by another party.
For instance, a license agreement can grant the licensee exclusive
worldwide rights, or it may be limited to a license for a specific field of
technology or geographic region of use. Additional terms in the license,
or the absence of terms in the agreement, could limit the licensee’s ability to transfer the license to the acquiring company. Such issues can affect
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the value of a target company’s intellectual property, making it important
to identify them at an early stage of the acquisition.
[2] Assignments
An “assignment” can be used to transfer intellectual property rights
held by one party, the assignor, to another party, the assignee. It is
extremely common for an inventor to assign her rights in a patent to the
company that employs her. Assignments can also be used to transfer
trademark and copyright ownership from one party to another.
■ Practice Tip: When reviewing a target company’s intellectual property, the acquiring company should ensure that
the rights to the intellectual property are properly assigned
to the target company and then properly recorded with the
relevant government authority, such as the Patent & Trademark Office. The acquiring company should also verify that
the rights to the intellectual property can be further
assigned to the acquiring company and determine whether
any consults are required to do so. When intellectual property has not been assigned properly to the target company,
it may not be owned by the target company, which can
diminish any value that intellectual property would have to
the acquiring company. Deficiencies in assignments can
be cured. For an acquiring company, it is best to cure them
before completion of the transaction.
[3] Work-for-Hire Agreements
The person who creates a work is the legally recognized author, particularly in the case of copyright. However, in the United States, when a
work-for-hire agreement is in place between an employee and an
employer, the employer is considered the legal author of the work. In
some countries, this arrangement is referred to as “corporate authorship.”
Under this exception, the actual creator need not be given public credit
for the work, and any public recognition of actual authorship will not
affect the work’s legal status.
Copyrights and “moral rights” are recognized separately among parties to the Berne Convention for the Protection of Literary and Artistic
Works. Moral rights include an author’s right to identify herself publicly
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as the author and to maintain the integrity of the work. An author retains
moral rights to the work, even though the copyright may be transferred to
the employer. The author’s moral rights allow her to create derivative
works, and to obtain permission from the employer to distribute the work
herself.
■ Practice Tip: For transactions taking place in the United
States, an acquiring company should verify whether the target company has work-for-hire agreements with its
employees, to ensure that it owns the copyrights in their
work. In a transaction taking place elsewhere, the acquiring company should obtain copies of any agreements with
authors that may grant them distribution rights, in order to
determine whether those agreements diminish the value of
the work.
[4] Intellectual Property Escrow Agreements
An intellectual property escrow agreement provides that a neutral
third party holds intellectual property applications based on the terms and
conditions of an agreement created by the licensee, licensor, and the neutral third party. The neutral third party must implement the terms and conditions of the intellectual property escrow agreement, which can be used
to ensure that the licensor properly maintains and supports the intellectual property subject to the escrow agreement. Again, the terms of the
intellectual property escrow agreement should be reviewed carefully to
determine whether there are clauses that may limit or prohibit the transfer of the intellectual property subject to the agreement.
[D] A Company’s Ability to Enforce Intellectual Property Rights
Raises Related Issues
This subsection discusses some issues that can affect a company’s
ability to enforce its intellectual property rights.
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[1] Covenants Not to Sue
A covenant not to sue is an agreement between parties, or a public
statement, which allows a third party to commit acts that would otherwise infringe an owner’s intellectual property rights. This type of covenant often is used in open source, green technologies, and
pharmaceuticals, in order to foster additional research and development.
For poor countries, such a covenant may allow citizens access to low cost
drugs that otherwise would be cost-prohibitive due to licensing fees,
especially those that tend to accompany blockbuster drugs. This covenant, however, may have various terms or limits. Other limits apply to
certain parts of a family of intellectual property rights, a particular purpose, or the fields of use.
[2] Indemnification
Indemnification provisions can protect an acquiring company from
infringement actions when using purchased assets of a target company.
Indemnification provisions can require the target company to defend and
pay for any damages resulting from a judgment against the acquiring
company, or may cap any payment of damages resulting from a lawsuit.
The cap may be, for example, the amount paid for the acquisition of the
target company. The provisions may limit the indemnification to a certain
time from the purchase, or to a certain time period following notice of a
lawsuit.
Indemnification provisions for lawsuits may detail how notice must
be provided, who will choose defense counsel, who will be in charge of
strategy, and when to settle. They may also relate to ownership of the purchased intellectual property, providing for defense of any challenges to
the ownership of the intellectual property purchased.
[3] Employment Policies and Agreements
Employment agreements must be tailored for particular countries or
jurisdictions to ensure enforceability of the covenants in them. Most large
U.S. corporations have policies that require their employees to sign
employment agreements that may require that all intellectual property
rights developed by the employee be assigned to the corporation. Such
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agreements may also require that the employee acknowledge the corporation’s intellectual property rights, and may state that he is under an obligation not to disclose them to third parties. While certain covenants may
be enforceable in the United States, these same covenants may be in contravention of public policy outside the United States and render the entire
agreement unenforceable.
■ Practice Tip: An acquiring company should assess the
target company’s policies in defining the respective obligations of an employee and the target company regarding any
developed intellectual property. Such obligations are of
greatest importance in the protection of trade secrets; corporate policies may outline steps that must be taken in
order to protect trade secrets, and may state the obligations
of the employee to bring to the attention of the target company any known infringement, whether by the target company itself, or by a third party. Established policies also
normally reveal who owns developed intellectual property, when it can be published, who can publish it, and
what conditions may apply to publication.
[4] Non-Disclosure Clauses or Agreements
A non-disclosure clause or agreement (“NDA”) allows a corporation to share its intellectual property with business partners with whom
the corporation may be co-developing a product or from whom it needs
input for further product development. In exchange for receipt of the
intellectual property, business partners agree not to disclose the intellectual property to a third party. An NDA may be used to advance manufacturing, whether through solicitation of a price quotation, or for
development of a prototype. Other NDA purposes include enabling the
acquiring company (or an investor) to perform due diligence on a target
company.
An NDA can be particularly important for patents, preventing a
time-based statutory bar running from the date of public disclosure. Corporations often want to disclose an invention to customers so they can
obtain feedback on improvements, or to develop the product to customer
specification. Disclosure of an invention to a business partner, without an
NDA, limits or eliminates patent rights in many countries.
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■ Practice Tip: An acquiring company should assess a target company’s NDAs to determine its enforcement rights or
non-disclosure obligations. Without an agreement, a party
receiving intellectual property is not obligated to protect
intellectual property from disclosure. Thus, it would be difficult to prevent any disclosure of the intellectual property
by the receiving party to a third party.
[E] Valuation of Intellectual Property Rights
The value of intellectual property, being intangible, is difficult to
quantify. Intellectual property has both monetary (financial) and nonmonetary (strategic) value. Determination of intellectual property value is
important for:
1.

Sale or transfer of assets (either individually or as part of an
overall corporate purchase or stock purchase transaction);

2.

Investment decisions;

3.

Management decisions regarding maintaining or developing an
intellectual property portfolio;

4.

Tax considerations; and

5.

Strategy decisions regarding sale or license.

Monetary measurement may not always be as important as strategic
considerations. For example, an intellectual property asset such as a
patent, which is a right to exclude others from the marketplace in the
patented invention, may provide practical benefits such as product recognition, marketing, or cross-licensing. The patent may provide crosslicensing opportunities or deter competitors from asserting their own
intellectual property rights.
The value of practical benefits, difficult to quantify, may also be
subject to different quantification methods.
[1] Methods of Evaluating Intellectual Property Assets
Intellectual property assets are evaluated through some combination
of four methods: sunk cost, market comparison, expected income, and
rules of thumb.
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Sunk Cost Method

A first method for valuing intellectual property is called the “sunk
cost” or “replacement cost” method. It is used often in the accounting
world for tangible assets. Past costs of acquisition or, in some cases, a calculated cost of replacement is estimated for the asset. For patents, trademarks, or copyright, the sunk cost would include the costs of the
historical research and development and acquisition of the associated
intellectual property.
For intellectual property, the replacement cost method suffers from
two weaknesses. First, this method can overstate the value of a possibly
useless asset when the intellectual property is not being used in the marketplace. Second, the true value and potential income to be derived from
a valuable intellectual property asset likely will exceed the sunk legal and
development costs invested by the innovator. And, while the legal cost of
protection usually is easy to determine, it often is not clear how to allocate research and development costs. An example of the first weakness,
overstating the value of an asset, occurs when significant resources are
expended in developing intellectual property rights in products that do not
achieve commercial success. Using sunk costs to determine the value of
the intellectual property associated with these products would yield a
gross overestimate. Other than for some book accounting and tax purposes, the cost approach often is inappropriate.
[b]

Market Comparable Method

A second method often used to value intellectual property assets is
the “market comparable method.” Here, the asset is compared to similar,
or comparable, assets for which there are records of a license or sale. This
method is used frequently in industries where licensing is common and
the licensing rates are known and predictable. Examples include electronics, healthcare, pharmaceutical, and software industries, with the pharmaceutical industry generally commanding a higher royalty rate than
computers and electronics.
The market comparable method also suffers from two primary deficiencies. First, all intellectual property assets tend to be, almost by definition, different from one another and hence unique. Therefore,
identifying a comparable asset can be difficult.
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To help focus the search for comparable transactions, comparables
can be defined by:
•

Similar technology,

•

Intellectual property type,

•

Geographic scope,

•

Industry,

•

Expected life,

•

Degree of exclusivity, and

•

Number of assets, for example, number of patents and trademarks,
involved.

The second deficiency of this method for valuation is that it relies
on the availability of information about past transactions. In industries
where transactions are confidential, essential information often is not
available.
■ Practice Tip: The acquiring or investing company using
the market comparable method for evaluation should
determine whether the target company is in one of the
licensing-intensive industries where surveys on licensing
rates are available and are shared confidentially among
participants. Access to the licensing rates can make this
valuation method operational, overcoming the inherent
deficiencies.
[c]

Expected Income Method

A third method for valuing intellectual property is the “expected
income,” or “net present value/discounted cash flow” method. In some
versions of this method, a decision tree, or outcome probability tree, is
generated using probabilities of future events and associated revenue
streams that can be associated with the owner’s use of the intellectual
property assets. Any probable income streams, whether a one-time lump
sum or a stream of profits or royalties, are added up to form an estimate
of the net present value of the asset. This method can be particularly useful in determining a “ballpark” valuation.
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Despite the potential utility of this method, it is only as good as the
assumptions that go into it, and thus there are risks in relying on it. Several variables are considered, such as regulatory approval, customer or
industry acceptance, and the strength and scope of the intellectual property protection.
The licensing of a pharmaceutical product illustrates the application
of assumptions in the analysis. In developing a pharmaceutical product,
some known risks include regulatory approval and patient acceptance. To
determine the royalties for license, one presumes that these risks decrease
as the product moves through the normal stages of its development, from
pre-clinical success to Federal Drug Administration (“FDA”) approval.
Based on such an assumption, royalties the licensee has to pay should
increase as the product advances through the stages of development
because every advance implies reduced risk. However, these factors
applied to pharmaceuticals may not be as useful in another industry.
Understanding results with this method of valuation requires understanding the applicability of assumptions by industry.
[d]

Rules of Thumb Method

The fourth category of valuation methods is the so-called “rule(s) of
thumb.” Examples include the “25% rule,” in which the value of the asset
is 25% of the expected net profit of the products or services associated
with the intellectual property protection. A problem with this rule, however, is that it often is difficult to determine what profit line should be
used because it can be unclear whether the profits include fixed, general,
and overhead costs.
Another rule of thumb is the “5% rule,” in which the value of the
asset is 5% of the expected gross sales of the products or services associated with the intellectual property protection. One problem with the 5%
rule is that it does not reflect that some products or services may be much
more profitable than others. Another, also true of the 25% rule, is that it
fails to take into account the degree of exclusivity afforded by the intellectual property right, or a license to it.
Shorthand rules of thumb always depend, to some degree, on a prediction of future revenue. Ultimately, they apply arbitrary percentages to
the various assumptions applicable in the “at present value” or “discounted present value” income method.
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■ Practice Tip: Because each of the available methods to
value intellectual property has its own weaknesses, it is
best to calculate using all four methods. The ultimate
choice of methodology then can be influenced by the purpose of the valuation and a more precise consideration of
the nature of the asset or portfolio. For example, in an
arm’s-length asset or stock sale transaction, each party may
wish to begin, for negotiation purposes, with a selected
valuation method, in order to steer the resulting transaction
price in their own desired direction. Some methods may be
more suitable for tax purposes than others. For example,
the impact of a revenue stream over time upon a company’s taxes may be more profitable than the impact of a
single lump sum payment for a license.
[2] License Valuation Issues
Licensing the use of intellectual property requires evaluation. How
much to pay or be paid is a first question. Compensation for a license can
be in a single payment at the time of transaction, or in the form of a running royalty. Combinations of these two compensatory schemes are also
common. A single payment at the outset has the advantage of sparing the
parties all need to exchange financial information regarding the royalty
base. However, an advantage of royalty bearing agreements is that the
risk of success or failure of the products or services embodying the intellectual property, and the strength of intellectual property enforcement, are
shared by both parties.
Other factors can impact the value of a license. For example, the
value of an exclusive license may be higher than the value of a nonexclusive license. Factors such as the geographic scope, the length of the
license, and any exchange of know-how or trade secrets, all may impact
a license negotiation.
[3] Other Intellectual Property Valuation Issues
Intellectual property valuation has different implications in the
United States from valuation in other countries. For example, patent and
other intellectual property lawsuits in the United States can pay off in
multimillion dollar damages; damage awards outside the United States
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typically are much smaller. In some countries, patents come with a “use
it or lose it” requirement: failure to commercialize a patented invention
can lead to the loss of patent rights, or to a compulsory licensing payment at a rate set by the government. There is no such use requirement in
the United States.
Tax considerations are distinct in the United States. Different tax
rates may apply, depending on whether income is realized through the
sale of an asset or by royalty payment. The United States has no value
added tax (“VAT”), and hence no inherent tax liability from the mere sale
of an asset without reference to income from the transaction. In an asset
acquisition, the cost of acquiring intangibles may be amortizable for tax
purposes over 15 years.
§ 10.04

STRUCTURING INTELLECTUAL PROPERTY
TRANSFER PROVISIONS

This section highlights some of the major considerations in structuring intellectual property transfer provisions.
[A] Assignment and Transfer
This subsection discusses the authority and requirements for the
assignment of patents, copyrights, trademarks, and trade secrets.
[1] Patent Assignments
A patent assignment transfers ownership to an assignee, conferring
the rights the original patentee held in the patent. To be valid, the assignment must be in writing, although there are no specific requirements as
to what the writing must say. It must evidence the parties’ intent that the
assignor will part with his rights in the patent and the assignee will obtain
all of those rights. The assignment of patents is authorized under 35
U.S.C. § 261.
■ Practice Tip: The U.S. PTO recommends that an assignment of a patent or application for a patent be acknowledged by a notary public or other like officer, so as to
provide prima facie evidence that the assignment was
executed.
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[2] Copyright Assignments
Like for patents, assignment of copyright transfers complete ownership, and like for patents, the assignment must be in writing to be valid.
Examples of such writing include an instrument of conveyance, a note,
or a memorandum of the transfer. Whatever the type of writing, it must
be signed by the owner of the rights conveyed or his agent. Like patent
assignments, while a certificate of acknowledgment is not required for the
transfer to be valid, such an acknowledgment provides prima facie evidence of the transfer’s execution. The assignment of copyrights is authorized under 17 U.S.C. § 201.
There is no specific formula for the written transfer, but it must evidence the intent of the parties to transfer copyright rights. Presumably
essential words, such as “transfer” and “copyright,” are not essential as
long as the intent to transfer the copyright is unambiguous.
[3] Trademark Assignments
As with the assignment of patents and copyrights, a trademark must
be assigned by duly executed writing, and an acknowledgment is prima
facie evidence of the execution of the assignment.
The assignment of trademarks is authorized under 15 U.S.C. § 1060,
which states:
A registered mark or a mark for which an application to register has
been filed shall be assignable with the good will of the business in
which the mark is used, or with that part of the good will of the business connected with the use of and symbolized by the mark.15

■ Practice Tip: A trademark cannot be assigned independent of its goodwill. An acquiring or investing company
must ensure that the writing includes language denoting
the transfer of all the goodwill of the business associated
with the trademark; it is not enough to assign rights in the
trademark alone. When the transfer is valid, including
transfer of all goodwill, the assignee becomes the new
owner of the trademark and may exercise an owner’s
rights.
15

15 U.S.C. § 1060(a)(1).
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A registered mark or a mark for which an application to register has
been filed is assignable, but an intent-to-use application that has been
filed is assignable only subject to certain limitations. The applicant is
required to have filed, first, a verified statement of use, or an amendment
alleging use. When neither has been filed, the applicant may not assign
the trademark unless the entire business has been sold. Were the applicant to have assigned his trademark interest before filing a verified statement of use or an amendment alleging use, he could encounter severe
consequences. In Clorox Co. v. Chemical Bank, the TTAB held that such
an assignment is not only invalid, but it also “voids the application or any
resulting registration.”16 As only a mark that is in actual use carries with
it an assignable interest, an acquiring or investing company should keep
in mind the limitations on assignable trademarks.
[4] Trade Secret Assignments
Trade secrets, too, like patents, copyrights, and trademarks, may be
assigned. Although there is not a lot of legal discourse involving the
assignment of trade secrets, such an assignment occurs only when the
holder of the trade secret expressly and volitionally acts to transfer his
rights in the secret. Because trade secrets are subject to state law, any
assignment would be subject to state contract law interpretation. Thus,
like the assignment of patents, copyrights, and trademarks, an assignment
of a trade secret would require a contractual arrangement where the intent
of the parties to transfer the trade secret rights is clear. Once the trade
secret is assigned, the assignor may not use the secret, absent the assignee’s permission, unless the assignor assigned only part of his interest in
the secret.
[B] Representations and Warranties
Representations and warranties are key points of negotiation when
acquiring a U.S. company, particularly with respect to intellectual property. Representations and warranties are not a substitute for due diligence, but they can provide a more complete picture of the intellectual
property of a target company and allocate some of the risks associated

16

Clorox Co. v. Chem. Bank, 40 U.S.P.Q.2d 1098 (1996).
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with acquisition and investment. A breach of representations and warranties in a transfer agreement may give rise to a future claim for damages.
When drafting representations and warranties, the acquiring company should keep in mind the differences between various types of intellectual property assets and should not assume that representations and
warranties applicable in one country are applicable in the United States.
Two types of representations and warranties are included in a typical transfer agreement. First, there are general and mutual representations
and warranties between the parties, which include language to the effect
that each signing party has the right and authority to enter into the agreement, that the agreement is legal and binding, and that the agreement is
not in conflict with, or in violation of, any other contract to which either
signatory may be a party.17
Second, there are representations and warranties specifically concerning the intellectual property assets of the target company. The strongest representations and warranties that the acquiring company can seek
are those that include no exceptions or disclosures.18 When the acquiring
company has executed the recommended intellectual property due diligence, however, the strength of the representations and warranties in the
transfer agreement might be subject to exceptions or limitations (such as
licenses, assignments, claims of infringement, or other encumbrances).19
When negotiating a transfer agreement, the acquiring company
often will request the following representations and warranties from the
target company:
1.

The target company has provided an accurate and complete list
of all of its intellectual property assets;

2.

The target company has provided a list of all licenses to third
parties that are currently existing or contingent;

3.

The acquiring company will be acquiring all intellectual property rights necessary to run the target company;

4.

The licenses listed are all those licenses from third parties necessary to run the target company;

17
See Lisa M. Brownlee, Intellectual Property Due Diligence in Corporate Transactions § 1.34 (8th ed. 2007) [hereinafter “Brownlee”]; Michael A. Epstein, Epstein on Intellectual Property § 18.02[F] (5th ed. 2010).
18
Brownlee at § 1.37.
19
Brownlee at § 1.37.
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5.

There are no previously granted assignments, transfers, conveyances, encumbrances (including liens), or any other rights
or interests concerning the intellectual property assets;

6.

The target company has good title to the intellectual property
assets and can convey title to said assets to the acquiring company free of any previously granted assignments, conveyances, liens, claims, or other encumbrance;

7.

There are no claims, judgments, settlements, or litigation
pending with regard to the intellectual property assets;

8.

The target company’s intellectual property rights and assets
are valid and enforceable;

9.

None of the target company’s intellectual property assets,
products, or licensed rights infringes upon third-party rights;
and

10.

The acquiring company’s future use of the intellectual property assets will not infringe upon any third-party rights.20

A target company will almost certainly seek to modify or qualify the
representations and warranties requested by the acquiring company. The
target company may seek to insert qualifying phrases, such as “to the best
of [target company’s] knowledge,” and limiting phrases referencing
“materiality.” As a result, representation and warranty provisions can create significant contention during the drafting of a transfer agreement. The
provisions are essential to obtain a clear picture of the intellectual property being acquired but, more importantly, representations and warranties
function in risk allocation. It is imperative that the acquiring company
understand the intellectual property assets of a target company and how
best to protect itself upon transfer.
[C] Indemnification
An indemnification provision gives one party financial responsibility over liabilities incurred by another party. With respect to transfer
agreements and intellectual property, indemnity provisions typically place
financial responsibility for infringement claims arising under certain factual situations on the target company, the seller of the intellectual property rights.
20

Brownlee at § 13:38.
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A typical indemnification provision has two parts. The first defines
the particular situation in which one party (the seller, or target company)
will take financial responsibility for liability incurred by the other party
(the acquiring company). The second provides that the seller will defend
the acquiring company in any legal action arising from such a situation.21
An indemnification provision also typically requires that each party
promptly notify the other party of any claim of infringement for which
the other is responsible, and that each party cooperate with the other in
the defense of any claim.22
The acquiring company will want indemnification from the target
company for any loss, damage, expense, or liability (including costs and
reasonable attorney’s fees) that may result from any intellectual property
infringement or claim or other liability arising from the seller’s breach of
a representation or warranty in the transfer agreement. When drafting
indemnification provisions, the acquiring company should be mindful of
any territorial limits or financial caps placed on the indemnification. For
example, the provision may limit indemnification to claims brought in the
United States, or may be limited to the amount actually paid by the other
party.
The target company may attempt to limit indemnification to a territory covered in the agreement, but the acquiring company may negotiate for a broader indemnification provision covering the largest possible
territory, including foreign infringement claims. The acquiring company
may negotiate, too, for a provision providing the greatest amount of
indemnification. Acquiring companies will want indemnification provisions to survive the term of the transfer agreement.
[D] Recordation of Assignments
Owners of intellectual property generally have the ability to transfer
all or a part of their property interest through licenses, assignments, mortgages, grants, transfers of ownership upon death, or by other means.
Although not required, documents pertaining to intellectual property
transfers may be recorded with the U.S. PTO and U.S. Copyright Office,
as appropriate. These offices do not enforce recorded agreements, but
they do maintain official records relating to copyrights, trademarks, and
patents. Recording a document is voluntary, but offers many advantages.
21
22

Michael A. Epstein, Epstein on Intellectual Property § 18.02[J].
Michael A. Epstein, Epstein on Intellectual Property § 18.02[J].
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Recordation of an assignment can protect an assignee from subsequent
bona fide purchasers, establish priority between conflicting transfers, and
create a public record of a transfer that can, in turn, provide “constructive
notice” to the public of facts contained in the transfer document.
[1] Copyrights
A “transfer of copyright ownership” or other copyright document
may be recorded with the U.S. Copyright Office when the recordation
requirements set forth under copyright law, the regulations, and Copyright Office practices are satisfied.23 To be recorded, a copyright document must: (a) have an original signature of the individuals who executed
the document (or a properly certified photocopy); (b) be complete by its
own terms (all referenced documents attached); (c) be legible and capable
of being legibly photocopied; and (d) be accompanied by the appropriate
fee.24 The U.S. Copyright Office Web site (www.copyright.gov) offers
further information on the recordation of a copyright document, including current recording fees, the appropriate mailing address, and recording
forms. The date of recordation of a copyright assignment is the date on
which the written copyright document is received in the Copyright Office
in “proper form” and with the “proper fee.”
[2] Trademarks
Registered trademarks, common law trademarks, and trademark
applications based on actual use are assignable rights. The U.S. PTO
maintains all records of information on trademark assignments. To be
considered timely, an assignment of trademark must be reported within
three months after the date of the assignment, or prior to a subsequent
purchase. Trademark law permits the recordation of:
•

the original trademark document,

•

a copy of the trademark document,
23

Recordation and Transfers of Other Documents, U.S. Copyright Office, at 2, available at http://www.copyright.gov/circs/circ12.pdf.
24
Recordation and Transfers of Other Documents, U.S. Copyright Office, at 3-4.
Although not mandatory, the Copyright Office also offers the use of a Document Cover
Sheet to facilitate recordation. Recordation and Transfers of Other Documents, U.S.
Copyright Office, at 2.
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•

a copy of an extract from the document evidencing the effect on title,
or

•

a statement signed by both parties to the transfer of property explaining how the conveyance affects transfer title.

The U.S. PTO Web site (www.uspto.gov) provides further information on recording a trademark assignment with the U.S. PTO, including
current fees, forms, and online recordation. A timely recording provides
prima facie evidence of execution and, thus, establishes superior rights
over a subsequent purchaser.
[3] Patents
The recording of patent assignments is very similar to that of trademarks, as both are administered by the U.S. PTO. In order for the assignment of a patent or patent application to be recordable, the assignment
must identify the patent or patent application by number, date (of filing
for an application), name of the inventor, and the title of the invention as
stated in the patent or patent application. The U.S. PTO Web site
(www.uspto.gov), as for trademarks, provides more information regarding the recording of patent assignments.
As with trademarks, if a patent or patent application assignment
were not recorded in the U.S. PTO within three months of the date of the
patent or patent application, it would be “void against a subsequent purchaser for a valuable consideration without notice, unless it is recorded
prior to the subsequent purchase.”25 It is, therefore, important for the
acquiring company to record patent or patent application assignments,
such as to nullify the target company’s possible attempt to further assign
those rights.
§ 10.05

COMPARATIVE ANALYSIS BETWEEN U.S. AND
FOREIGN PATENT LAW

Protecting intellectual property rights worldwide poses unique challenges in each jurisdiction. Two of the most important laws that vary
worldwide relate to “priority” and the substance of the disclosure that
25

U.S. PTO, Assignments and Licenses, http://www.uspto.gov/web/offices/pac/doc/
general/assign.htm (last visited May 23, 2010).
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must be made in a patent application. Most of the world utilizes a “firstto-file” system wherein inventive priority goes to the inventor who files
his invention at the patent office first. The United States, however, maintains a “first-to-invent” system in which the first person to invent is
entitled to the patent even were he or she to file later than someone else
who, independently, developed the same invention.
Another major difference between the United States and the rest of
the world is the “best mode” requirement in the United States. It requires
the inventor to disclose his preferred manner of practicing the invention,
if any exists, at the time the patent application is filed. This requirement
is largely absent in other jurisdictions.
[A] India
Like in the United States, the patent term in India lasts 20 years,
subject to an annual renewal fee. Patent infringement actions have a statute of limitations of three years, and a patentee may seek an injunction
and damages. Unless contractually provided, an employee’s invention is
not assigned to his or her employer, even if the invention were made during the course of his or her employment. Thus, a party evaluating Indian
patents should be certain to review employment contracts when evaluating patent title and ownership to ensure that no basis exists for an
employee to claim ownership to a patent being purchased.
Patent applications in India are handled by four regional offices,
located in Kolkata, Mumbai, Delhi, and Chennai. An applicant files in the
office in his or her geographic region. Applications are published every
week. In addition, India participates in the PCT, which allows patent
application owners additional time in which to file abroad while still
claiming an earlier priority date.
Traditionally, India’s patent system disallowed patents on chemical
and pharmaceutical compositions, but today patent protection is available
for products and processes having novelty, an inventive step, and utility,
whatever they may be. To contain an “inventive step,” an invention must
contain a technical advance or economic significance that must not have
been obvious to one of skill in the art. In addition, “utility” is defined as
being capable of industrial application. Notably, computer programs are
not patentable, although computer hardware running software is patentable, as are applications utilizing software.
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[B] Latin America
Patent law is newer in Latin America than in many other parts of
the world. Countries with pharmaceutical manufacturing tend to have
more developed patent laws. For instance, contrary to the United States,
Mexico follows a first-to-file system. Patent applications can be filed
only by Mexican counsel, and applications must satisfy the requirements
of novelty, inventive activity, and industrial application. Business methods, methods of medical treatment, biological processes, and computer
software are not patentable. Enforcement of patent rights is not well
developed in Mexico and typically requires diligent policing by a patent
owner even after a judgment of infringement is obtained.
Brazil, like Mexico, has relatively well developed patent laws. A
patent holder must use the patent commercially or the patent owner loses
the right to enjoin others from using the invention. The requirements for
patentability in Brazil are absolute novelty, industrial nature, and inventive nature. Patent term is 20 years, but only 15 years for utility model
patents (improved arrangement of known materials), and 10 years for
design patents.
Due to its status as a major pharmaceutical market, most major drug
companies seek patent protection in Brazil, which has led to a backlog of
applications. The Government of Brazil may break patents in the interest
of public health at any time.
[C] Europe
The individual patent systems of Europe have long histories and
have provided the origins of most of the world’s modern patent laws. The
focus here, however, is on the patent system established under the European Patent Convention (“EPC”), which is separate from the European
Union (“EU”), and with different membership. For example, Switzerland
is a member of the EPC but not the EU.
The purpose of the European patent is not, as in the United States,
to create a unitary right enforceable throughout the European Community. Rather, the EPC creates a unified prosecution phase before the European Patent Office, thereby eliminating the need to file and prosecute a
separate patent application in each of the European countries where one
seeks to obtain patent protection.
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Against the need for a single, harmonized prosecution procedure,
the EPC provides a legal framework where a Contracting State to the EPC
may file a single patent application for examination for compliance with
the requirements of the EPC in any official language of an EPC contracting state. Once the European Patent Office (“EPO”) grants the patent, the
patent owner is entitled to a bundle of national patents effective in each
of the Contracting States designated in the patent application. The EPC
proceeding thus effectively centralizes the prosecution in one language
and defers the costs of translations until the time of grant.
This language arrangement is not as generous as it may first seem.
Patent applications are prosecuted only in English, French, and German,
the official languages of the EPO. An application that is not filed in one
of the official languages must be translated into one of the three. A patent
application under the EPC may be filed at the European Patent Office at
Munich, Germany, or at its sub-offices at The Hague, Netherlands, or
Berlin, Germany. The patent application, alternatively, may be filed at a
national patent office of a Contracting State when the law of a Contracting State so permits.
Patentability requirements are set forth in Article 52(1) of the EPC,
which requires that European patents be granted for any inventions susceptible to industrial application that are new and involve an inventive
step. The EPC requires all Contracting States to give a European patent a
term of 20 years from the actual filing date of an application.
The EPC provides two additional centralized proceedings after grant
or opposition, on the one hand, and limitation and revocation, on the
other. The opposition procedure allows a third party to challenge a European patent within nine months of the date of grant on one of the grounds
set out in Article 100 of EPC, such as the issue of patentability. A request
for limitation or revocation, on the other hand, can be filed only by the
proprietor of the patent, a request he may undertake to limit centrally the
claim scope through amendments, or to revoke the claims altogether
through a centralized procedure. An application of the limitation procedure may be to strengthen the patent in view of newly discovered prior
art documents.
Once the European patent has been granted by the EPO and
becomes a group of national patents in each of the designated Contracting States, all post-grant proceedings, except for opposition procedure
and the limitation and revocation procedures earlier discussed, fall under
the exclusive jurisdiction of national courts. Consequently, infringement
of the same European patent must be litigated in each relevant national
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court, even when the lawsuit is against the same defendant. Issues with
patent validity similarly are within the province of national law and
national courts.26
[D] Canada
Canada has always had very close trade and political ties with the
United States, so it should come with no surprise that the Canadian patent
law shares many similarities with the American patent system. Some of
the similarities include:
1.

Twenty year patent term, with the clock starting from the date
the patent application was filed;

2.

Patentability requirements of novelty, non-obviousness, and
utility;

3.

One year grace period from the first public disclosure of an
invention in which to file a Canadian patent application; and

4.

Eighteen months pre-grant publication.

Despite many similarities between the two bodies of law, nonetheless, there are some major differences. Unlike the United States, Canada
has a first-to-file system like Europe’s and Mexico’s.
Therefore, even though Canada has a one year grace period for filing an application from the first public disclosure of an invention, any
delay in the filing of a Canadian patent application may result in losing
the race to the patent office. Because of the first-to-file rule in Canada, it
is not possible to obtain there a patent by asserting an invention date earlier, that is, “swear behind,” the date of a reference disclosure to remove
it as a prior art reference. It is also not possible, as it is in the United
States, to challenge a competitor’s co-pending application in an administrative proceeding, in which the earlier to invent would be awarded the
patent.
Another notable difference is the joint ownership of patents. Under
U.S. patent law, any co-owner has the right to license the patent, or even
give away his rights freely. In Canada, by contrast, a co-owner of a patent
cannot transfer anything less than an entire interest in the patent without
26

National law and national courts also apply to trademarks, the rights in which are
national in nature.
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first obtaining the consent of the other co-owners. A co-owner, thus, cannot license away patent rights over the other co-owner’s objections. A
company interested in acquiring or investing in a Canadian company,
therefore, should take into account such limitations when entering into a
joint research agreement in Canada.
[E] East Asia
The WTO’s TRIPs Agreement, to which many Asian countries have
become signatories, has made patent rights much more important in the
region because it has made patent protection available to foreign companies. For example, the number of patents granted to non-resident applicants in the Intellectual Property Office of the Philippines from
2005–2006 increased more than 150 percent.27 However, the extent of
patent protection in Asia is only as good as the ability to enforce, which
remains less than optimum by Western standards.
The scope of protection varies within each Asian jurisdiction. The
discussion here focuses on countries in the Far East.
[1] Japan
Japan has a first-to-file patent system. The governing law is the
Patent Act of Japan, most of whose features are similar to the patent laws
of other jurisdictions.
Article 29 of the Patent Act of Japan states that a patent may be
granted for an invention when the invention is industrially applicable,
novel, and inventive, with a six-month grace period before a patent application must be filed. Disclosures made through printed publications, telecommunication lines, study meetings, and exhibitions, or disclosures
against the will of the applicant seeking a patent within the six-month
period, do not destroy the novelty of the invention. Patents last 20 years
from the filing date.
Examination of a patent application is initiated by a request for
examination and the payment of requisite fees. An examiner at the Japanese Patent Office (“JPO”) examines the patentability of the application,

27

WIPO World Patent Report, 2008, p. 40.
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and generally notifies the applicant of the reasons for refusal before making a decision either to refuse or to grant a patent. An applicant dissatisfied with an adverse decision from the JPO examiner can request a trial
against the examiner’s decision within 30 days of its receipt.
Two decades ago, patent enforcement in Japan had been difficult
due to the Japanese cultural aversion to conflicts, combined with a slow
litigation process, late injunctions, and small monetary awards. Today’s
situation is very different, beginning with the potential rewards, with
recent damage awards in the tens of millions of U.S. dollars. The first in
this new trend came in October 1998, when the Tokyo District Court
ordered payment of 25 million U.S. dollars in damages in a patent
infringement suit concerning a stomach medicine.
Larger damage awards are complemented by a more efficient process, which began with the establishment of an intellectual property High
Court with exclusive appellate jurisdiction over patent cases and JPO
appeals. The duration of trials and the number of hearings have been
reduced, and greater imagination is being applied to alternative remedies,
including preliminary injunctions, the destruction of articles, and assistance to recover lost business reputation, such as ordering the infringer to
post apologies in a widely circulated newspaper.
[2] Korea
Patents can be obtained in a fairly timely process in South Korea.
Korea’s Patent Act was revised in January 2007 and became effective as
of July 1, 2007. It covers inventions, utility models, and designs.
An invention is patentable in Korea when it is industrially applicable, novel, and involves an inventive step. Like Japanese law, Korean
patent law allows a six-month grace period to file. An invention that was
publicly known, or worked in or outside Korea, or described in a publication distributed in or outside Korea prior to the filing of the patent
application, does not destroy novelty.
The Korean patent law provides civil and criminal actions for patent
infringement. The types of civil remedies include preliminary and permanent injunctive relief, compensation for damages, and restoration of
injured business goodwill or reputation. A patentee can also file a criminal complaint upon which the infringer can be criminally prosecuted and
penalized.
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[3] China
There are three types of patents in China—invention patents, utility
models, and designs. The terms are 20 years from the filing date for
invention patents, and 10 years for utility models and designs. Most foreign companies do not enforce their invention patents in China. The
enforcement activities instead are focused on design patents and utility
model patents because they are easier and cheaper to obtain, maintain,
and enforce than invention patents.
The requirements for patentability are novelty, inventiveness, and
practical applicability. Significant changes, however, have been made to
these requirements since China’s latest amendment to its patent law, promulgated on December 27, 2008, and in full effect on October 1, 2009.
The new patent law has raised the bar on the novelty standard in
China. Prior to the amendment, public use outside of China, such as sales,
offer for sales, and manufacturing, had no effect on the patentability of a
Chinese patent application. This territorial restriction allowed domestic
companies to claim patent rights for inventions or utility models that had
been used in foreign countries but not in China. As amended, the new
patent law establishes an absolute novelty standard that eliminates those
exceptions. Any public use worldwide prior to the earliest date to which
a patent is entitled will destroy the novelty of the patent.
Another significant change in the new patent law is a validity
defense for infringement proceedings. Under the pre-amendment law,
infringement proceedings were heard in a People’s Court, and validity
was considered separately by the Chinese Re-Examination Board, a split
jurisdiction that could lead to anomalous results concerning, for instance,
the scope of a claim. Under the new law, a patent can be challenged in an
infringement action as being invalid, that is, that it is not novel or it is
obvious, over prior art. Prior to this change in the law, validity could be
challenged only in a separate proceeding before the Chinese Patent
Office.
[4] Taiwan
Taiwan has a first-to-file patent system and absolute novelty
requirements. Taiwan also has a six-month grace period similar to
Korea’s and Japan’s, whereupon a prior public disclosure made for
research or experimental purposes, or made through an exhibition at a
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trade show sponsored or recognized by the Taiwan government, or made
through an involuntary disclosure, does not destroy the novelty of the
patent. The types of patents covered by Taiwanese law include invention,
a new utility model, and new designs. It may take three to five years to
prosecute a patent in Taiwan.
While most countries are signatories to the PCT, Taiwan is not one
of them. An applicant, therefore, does not have the option of obtaining a
Taiwanese patent through the PCT route.
Civil remedies may include monetary damages and permanent and
preliminary injunctive relief. The patentee may apply to the district court
for a provisional attachment order, which would freeze the assets owned
by the adverse party to serve as the whole or a part of compensation for
the damages that may be awarded in a judgment.
[F] Russia
The framework of the patent law of the post-Soviet Russian Federation has been in existence only since October 4, 1992. All patent rights
acquired in the former USSR automatically retain their validity in the
Federation. The last reform came into effect on January 1, 2008, when the
Russian Federation Council adopted Part IV, “Rights for intellectual
activity’s results and means of individualization,” of the Civil Code.28
The new law replaced the previous Patent Law of the Russian Federation
and has been viewed as part of Russia’s effort to become a member of
the WTO. The Russian Federation is a member of the PCT and the Paris
Convention.
Russia’s patent regime includes patents, utility models, and industrial designs. Patent terms are 20 years from the date of filing in the Russian Patent Office. Industrial designs were extended on January 1, 2008,
from ten to fifteen years. Utility model patents are granted for ten instead
of five years.
Peculiar to Russia’s patent system is its industrial design application. A Russian industrial patent application requires both drawings and a
disclosure explaining the use of the design and the set of essential features, the latter requirement generally absent in other countries. Industrial
design applications are examined substantively by the Russian Patent
Office for novelty.
28

Federal Law No. 230-FZ “Civil Code of the Russian Federation, Part Four” (Dec.
18, 2006).
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There are two stages of examinations in Russia, formal examinations, and examination on the merits. Formal examination is for compliance with documentation requirements, statutory compliance, for
example, unity of invention and patentable subject matter, and to determine whether any amendments add new matter. A formal examination is
conducted within two months from the date of receipt of the application.
Within three years from the filing date, an applicant or any third
party must request examination on the merits or the application is deemed
abandoned. During examination on the merits, the Patent Office may
request supplementary information or information on prior art and make
the determination as to the patentability of the patent application.
§ 10.06

CONCLUSION: THE UNITED STATES AND THE
WORLD

Much of the world relies on a first-to-file system. The United States
does not. Enforcement of intellectual property rights probably is stronger
in the United States than anywhere else. But despite the emergence of
global protections, most pronounced in TRIPs, the establishment, valuation, and protection of intellectual property rights vary significantly from
country to country. For a company acquiring another company in the
United States, where intellectual property rights may be the most valuable part of the transaction, knowing what is there, how to value it, and
how to protect it could be the most important due diligence in the transaction. Understanding, at a minimum, that assumptions from the experience of another country may not apply in the United States, may turn out
to be the most important understanding of all.
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§ 10A.01

EXECUTIVE SUMMARY

Potential foreign investors in the United States must decide whether
they want to do business with the government. Many companies in the
United States do business with the government, and the company a foreign buyer may acquire, or in which a foreigner may invest, may be one
of them. Foreign investors may want to avoid such companies, seek them
out, or consider a Greenfield investment with a primary objective being
to develop government business.
It is important for a prospective foreign buyer to devote some due
diligence resources to determine whether a seller performs any public
contracts (federal, state, and local). Should the prospective foreign buyer
find that the target company has government contracts, it can determine
how important those contracts are to the company’s overall business and
then decide whether it wants to continue with them. However, the buyer
may have little choice. The prospective change in ownership may give
rise to important changes in the status of the seller’s government contracts, or even give rise to termination of them. Nevertheless, there are
ways to structure the transaction so as to mitigate or even eliminate government restrictions on foreign owners.
Foreign investors, through due diligence and preference, must know
one thing and learn another: whether they want to do business with the
government, and whether the company they seek to acquire or invest in
has government contracts.
The acquisition, merger or takeover of a U.S. business must not
pose a threat to national security. See Chapters 14 and 15. Under the Foreign Investment and National Security Act of 2007, the Committee on
Foreign Investment in the United States (“CFIUS”) has heightened power
when reviewing proposed foreign investment, especially in those transactions where the U.S. seller performs important government contracts.
It would be prudent for a foreign buyer to undertake sufficient due
diligence to understand whether the seller is performing classified work
in any of its facilities or those of another (e.g., subcontractor, prime contractor, or government facility). A corporate merger or acquisition involving a foreign buyer could jeopardize the seller’s security clearance and its
ability to continue performing under its classified contracts, which could
give rise to termination, in whole or in part, of one or more federal contracts. The uninformed foreign buyer, thus, could lose a valuable part of
the business as a direct consequence of the acquisition itself.
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The focus of this chapter is on many of the duties, responsibilities,
rights and remedies incumbent on the parties to federal government contracts in the United States. The discussion is limited, as throughout the
treatise, to the federal government. The requirements applicable to contracts awarded by agencies and instrumentalities of the fifty states and
other territories of the United States may vary considerably from federal
law and from state to state.
This chapter is unique because the federal “procurement process”
(defined below) is unlike the commercial marketplace that every other
chapter addresses. Commonly recognized rules of free-market enterprise,
arm’s length negotiations, and the laws of the various states govern the
commercial marketplace. The federal government marketplace, by contrast, is more highly regulated. It requires contractors to understand the
process and ensure compliance with the legal requirements of contract
administration processes and procedures, and is governed by one body of
federal law (consisting of federal statutes, regulations, rules, contract
clauses and decisions).
§ 10A.02

FEDERAL STATUTES, REGULATIONS, GUIDELINES

The federal contract marketplace exists under a comprehensive
regime of statutes and regulations, agency guidelines, and the legal precedent originated by various contract tribunals. The amalgam of these
various authorities is commonly called the “procurement process.”
Disputes, controversies, protests and claims are encountered routinely at some point during the process of forming, awarding and performing federal prime contracts. The mechanism for resolving those
controversies is focused on preserving the integrity of the procurement
process itself. In order to protect the government, preserve the integrity
of the procurement process, and allow for a level playing field between
and amongst competitors, the laws governing the federal procurement
process may give rise to criminal, civil and administrative proceedings to
ensure that contractors comply fully with applicable law and contract
requirements and conduct their business in an ethical manner.
In this chapter, we will discuss a variety of statutory, regulatory, and
precedential authorities that impact the procurement process. The reader
is cautioned, however, that a detailed analysis of statutes and regulations
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is beyond the scope of this chapter, which is intended to heighten the buyer’s awareness of the complexities associated with federal contracting but
does not substitute for legal advice with respect to a specific transaction.
[A] The Competition in Contracting Act
Under the Competition in Contracting Act (“CICA”),1 procuring
agencies are required to maximize competition to the extent practicable.
Notwithstanding this mandate, there are situations in which the government may conduct sole-source acquisitions as well as limited competition procurements (such as small business set-aside contracts).2 CICA
then focuses primarily on acquisition planning and agency decisions and
actions leading up to contract award. Unsuccessful offerors are afforded
the opportunity to challenge the procuring agency’s acquisition decisions, including the evaluation of offers and the selection of awardee(s).
■ Practice Tip: The buyer will want to know whether the
seller has open offers in and, if so, whether those procurements are being conducted under full and open
competition, limited competition, or on a sole source
basis.
[B] The Contract Disputes Act of 1978
Under the Contract Disputes Act of 1978 (“CDA”),3 contractors
(offerors who have been awarded a contract) and the government must
utilize the administrative procedures specified in the CDA to present and
resolve contract disputes and controversies. Typically, a contract dispute
involves a contractor’s formal request for additional compensation,
1

41 U.S.C. §§ 253 et seq., 10 U.S.C. §§ 2301 et seq.
Government contracts, and the statutes, regulations, rules and clauses that govern
them, are replete with uniquely defined words, terms and conditions. In order to understand fully the substance of a government contract, the contractor must understand the terminology and appreciate that these unique contracting terms differ from the common
meaning that may otherwise attach to them. For example, the terms “procurement” and
“acquisition” are synonymous and are used interchangeably among contracting personnel
when referring to the government’s process for acquiring goods and services. Unless otherwise indicated elsewhere in this chapter, any reference to “acquisition” is understood to
mean “procurement.”
3
41 U.S.C. §§ 601–13.
2
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additional time, or some form of declaratory relief concerning the contract requirements.
A dispute can arise out of government-directed change orders or
constructive changes that result from government action or inaction.
When a dispute develops, the contractor may first present a formal
request for equitable adjustment asking for more money, more time, or
other form of relief. The government will either grant the relief, deny it,
or grant partial relief. Before the contractor can pursue a higher review of
the agency’s decision, however, it must submit a formal claim and request
a final decision. The government, too, may present a claim to the contractor to obtain relief resulting from contractor actions and inactions.
Only the duly authorized contracting officer may consider and
decide a contractor’s claim. As with the Request for Equitable Adjustment (“REA”), discussed in § 10A.05[E][2] infra, the contracting officer
issues a final decision that either allows or denies the claim, or grants partial relief.
Should the contractor wish to appeal an adverse final decision, it
may do so by filing a formal claim appeal. There are specific tribunals
established to consider contract claim appeals, including the Armed Services Board of Contract Appeals (“ASBCA”), the Civilian Board of Contract Appeals (“CBCA”) and the U.S. Court of Federal Claims (“COFC”).
These forums have exclusive jurisdiction to consider these types of government contract controversies.
■ Practice Tip: The buyer will want to know whether the
seller has filed any claims or requests for equitable
adjustment on any of its contracts, or whether the
government has asserted any claims against the seller.
[C] The Small Business Act
The Small Business Act of 19584 has given rise to many different
socio-economic set-aside programs, the purpose of which is to provide a
competitive advantage for specifically designated socio-economically
disadvantaged small businesses by selectively excluding those competitors not eligible under specifically tailored set-aside criteria. All such setasides are for the benefit of small businesses. Large businesses are not
4

15 U.S.C. §§ 631 et seq.
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eligible to compete for set-aside contracts, precisely because they are not
small businesses.
The rationale behind the policy for small businesses is that large
businesses are well established and have resources typically not available
to small businesses. The set-aside programs help level the playing field
so that small businesses can compete more effectively for a share of the
government’s procurement budget.
There are small business set-asides for minority owned businesses;
service-disabled veteran-owned (“SDVO”) small businesses; historically
underutilized business zone (“HUBZone”) businesses; and womenowned small businesses, among others. Any enterprise that does not
qualify within a legally recognized socio-economic group is per se ineligible to participate as a prime contractor in that type of set-aside.
Controversies involving the eligibility of small businesses to participate in set-aside procurements are resolved routinely through some
sort of eligibility “protest” proceeding. An eligibility protest proceeding,
most often referred to as a “size protest,” is a formal challenge to determine whether the protested enterprise is other than small for purposes of
participating in a particular set-aside acquisition. When found to be other
than small, the business is excluded from the competition.
Size protests are filed initially with the procuring agency. The procuring agency, in turn, refers such size protests to the U.S. Small Business Administration (“SBA”), the cognizant federal agency responsible
for deciding small business size protests. The SBA decides whether the
protested concern actually meets all of the applicable small business eligibility requirements and, therefore, is eligible to participate in set-aside
procurements. The SBA’s protest decisions may be appealed to the
SBA’s Office of Hearings and Appeals (“OHA”).
Small business set-aside programs have been the subject of fraud
and abuse. Although intended to benefit small businesses by carving out
a small but important percentage of the procurement budget solely for
small businesses, often it is necessary for the small business to team up
with a large business in order to perform the contract requirements. It is
very easy for the two entities to create an unintended affiliation (through
common ownership, control, management, shared resources, and still
other arrangements). Anytime an affiliation is established, the SBA aggregates the revenue and employment of both companies, usually resulting
in the small business being deemed ineligible to participate in a particular set-aside.
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Whereas the size protest is a post-award mechanism for validating
the eligibility of the small business to receive an award, in 2010 the government created a pre-award verification process whereby the small
business offeror must affirmatively demonstrate that it meets the eligibility requirements. The U.S. Department of Veterans Affairs (“DVA”)
developed the rules for these proceedings and presides over all of them.
For example, in order to receive a SDVO small business set-aside contract from DVA, the agency must affirmatively verify (once annually) that
the contractor still qualifies to compete in such a set-aside. Such a verification proceeding is not like a protest, where one offeror challenges the
awardee’s status; rather, it is an affirmative determination by the agency
that the awardee is eligible. Under the initial rules promulgated by DVA,
the verification process is not done in collaboration with the SBA.
[D] The False Claims Act
Under U.S. law, it is a crime to submit a false claim to the United
States or any of its operating agencies, departments, corporations or other
entities. The False Claims Act5 is a powerful weapon in the government’s
war against fraud and all of its attendant permutations. During 2009 (the
most recent year of available federal data), the federal government, relying on the False Claims Act, recovered in excess of US$3 billion from
individuals and companies involved in the performance and administration of federal contracts and agreements.
[E] The Program Fraud Civil Remedies Act
Whereas the federal government may pursue criminal penalties
under the False Claims Act, it may pursue civil penalties, as well, under
the Program Fraud Civil Remedies Act.6 One of the primary tools for
exposing false claims, false statements, false certifications, and other
forms of fraud is the qui tam lawsuit, a civil action filed under seal, usually by a private citizen possessing information about the alleged violations. The plaintiff, commonly referred to as the “relator,” must be the
original source of the allegations. The government has the opportunity to

5
6

31 U.S.C. §§ 3729 et seq.
31 U.S.C. §§ 3801 et seq.
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examine the case, investigate the allegations and, were the case to be considered meritorious, to intervene in the litigation. If the case should be
proved at trial or settled, the relator would be entitled to receive a portion
of the damages recovered by the government.
[F] Executive Order 12549 and Executive Order
12689—Suspension and Debarment
By Executive Orders 12549 and 12689 and their various implementing regulations, the federal government is to do business only with persons (companies and individuals) that are “presently responsible,” a status
that constitutes a prerequisite for award of federal contracts and an ongoing requirement throughout performance of federal contracts. The term
“present responsibility” encompasses many business concepts and capabilities, such as possession of technical expertise and production capacity
to satisfy the government’s requirements; having sufficient financial
means and access to credit or other working capital needed to finance performance of the contract; a proven record of honest and ethical business
dealing; and many other considerations.
Companies or persons who have violated procurement laws in particular, as well as other laws, are per se considered to be not presently
responsible and may be suspended or debarred from contract bids.7 Suspension and debarment are administrative measures specifically developed to protect the government from unethical and unscrupulous
contractors. When suspended or debarred, contractors are effectively prohibited from competing for new government contracts, although they may
be permitted to complete contracts awarded prior to the effective date of
suspension or debarment. Federal agencies take this administrative remedy seriously; contractors are on notice to do the same.
[G] Federal Acquisition Regulation
The Federal Acquisition Regulation (“FAR”)8 is a comprehensive
regulatory regime containing innumerable rules and requirements for
participating in federal acquisitions. These rules are not applicable, as a
matter of law, to non-procurement programs, but agencies that award
7
8

48 C.F.R. § 9.4.
48 C.F.R. Parts 1-53.
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non-procurement agreements may, and often do, incorporate various
aspects of the FAR. These are the rules and regulations that define the
procurement process.
In addition to regulations implementing statutory requirements and
Executive Orders, the FAR contains hundreds of detailed, cumbersome,
often unclear and occasionally ambiguous contract clauses, any number
of which are commonly included in prime contracts awarded by the government. Most contractors learn quickly that to achieve success in the
federal marketplace one must master the arcane language of government
contracts, for which there is no commercial counterpart.
[H] Federal Acquisition Regulation Agency Supplements
Various federal acquisition regulation agency supplements9 include
additional regulations, rules, requirements and contract clauses that are
focused specifically on a particular agency’s mission. For example, the
Department of Energy has certain requirements (48 C.F.R. Parts 901-04)
distinct from those applicable to the General Services Administration (48
C.F.R. Parts 500-04) or the Department of Defense (48 C.F.R. Parts
201-53).
[I] Contract Clauses
There are many standard contract clauses that are incorporated routinely into every federal procurement contract. They are published at FAR
Part 52, and corresponding Parts found in the agency FAR supplements.
§ 10A.03

TYPES OF GOVERNMENT PROGRAMS

In general, there are two types of government funded programs,
procurement and non-procurement. There are significant differences
between them.

9

48 C.F.R. Parts 200-9905.
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[A] Procurement Programs
The government normally utilizes a procurement program to acquire
goods and services from the private sector in fulfillment of a
government-specific requirement. Examples include the acquisition of
consulting services; construction of buildings and other structures; development and production of weapons systems, specialized vehicles, computers, software, medical equipment and supplies, to name just a few.
When a government agency needs an item or service in order to fulfill an
official mission, it relies on some form of procurement contract subject
to and governed by the FAR and, usually, one or more agency supplements.
[B] Non-Procurement Programs—The Federal Grant and
Cooperative Agreement Act of 1977
The government from time to time funds what are commonly known
as “non-procurement programs.” They are intended to help fulfill public
policy objectives, such as fundamental research and development into
energy, health care, pharmaceuticals research, education, international
and humanitarian assistance; aid and emergency relief; and transportation
safety. Participating entities are usually hospitals, universities and
colleges—non-governmental organizations (normally structured as nonprofit entities established under Sections 501c(3), 501c(6), or other provisions under the U.S. Internal Revenue Code). Non-procurement
agreements are manually governed by various “circulars” such as Office
of Management and Budget (“OMB”) Circulars A-110 and A-122, among
others, and agency rules promulgated to implement the requirements
specified in the circulars.10
From time to time, commercial, for-profit enterprises are permitted
to participate in non-procurement programs, but unlike with procurement
contracts, parties to a non-procurement agreement are not permitted to
include or recover from the government any measure of profit for the
work that they perform. Non-procurement programs are neither subject
to, nor governed by, the FAR or the agency supplements, unless the
awarding agency expressly incorporates such provisions into the agreements. Non-procurement programs are most often effectuated through the
award of grants and cooperative agreements (through which both parties,
10

31 U.S.C. §§ 6301-6308.

10A-13

2012 SUPPLEMENT

§ 10A.03[C]

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

the government and the awardee, are required to contribute financially to
the work the awardee is to perform).
[C] Procurement and Non-Procurement Programs Are Governed
by Different Rules
As a general rule, federal procurement contracts are governed by the
FAR and the agency FAR supplements.11 Other regulations may also
apply to any given procurement contract and a separate examination of
each contract will reveal whether there are additional requirements.
In contrast, non-procurement programs are governed in the first
instance by circulars issued by the OMB, such as OMB Circular
A110—Uniform Administrative Requirements for Grants and Agreements with Institutions of Higher Educations, Hospitals and Other NonProfit Organizations; and A-122—Cost Principles for Non-Profit
Organizations. These rules specify that for-profit commercial entities will
be governed by selected provisions from the FAR, such as FAR Part 31
and OMB Circular A-133—Audits of States, Local Government and
Non-Profit Organizations. Each agreement should be reviewed, as part of
due diligence in a transaction, to determine whether additional OMB Circulars or FAR Parts are applicable.
■ Practice Tip: In conducting its pre-closing due diligence, the prospective buyer should require the seller to
present two different schedules of its federal contracts,
one listing all of its federal procurement contracts and
subcontracts, the other identifying all of its nonprocurement agreements and subagreements. The buyer
must understand that these types of contracts are subject
to different rules and regulations.
§ 10A.04

U.S. PROCUREMENT AND INTERNATIONAL TRADE
LAWS: DOMESTIC PREFERENCES UNDER WTO GPA

Some international trade laws materially impact the competition for
and performance of U.S. government contracts, particularly: (1) “Buy
11

The FAR is codified at 48 C.F.R. Parts 1-53; the supplements are codified at 48
C.F.R. Parts 200-9905.
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American” laws establishing domestic preferences for U.S. products,
materials and end items; (2) the Government Procurement Agreement
(“GPA”) established by the World Trade Organization (“WTO”) in 1994
as a means of opening domestic procurement to foreign competitors; and
(3) free trade agreements (“FTA”) under which U.S. domestic preferences can be satisfied by products produced in FTA countries. As FTAs
and the GPA are expected to open procurement opportunities, Buy American laws are designed to close them, and sometimes they trump apparent
FTA guarantees. See Chapter 19 for a more comprehensive examination
of international trade laws and foreign investment.
[A] “Buy American” and “Buy America” Preferences in
Government Procurements
Buy American laws and preferences are understood universally as
inherently protectionist. U.S. and international trade laws allow for
national security exceptions; no country is required to solicit offers from
or award contracts to foreign entities where the goods, services or information to be procured pertain to matters of national security. However,
laws that discriminate between domestic and foreign goods merely
because the goods are foreign generally are forbidden by international
trade agreements.
The most critical exception to the essential international trade principle that all goods should be treated identically regardless of country of
origin is in connection with government procurement. The “most favored
nation” principle does not apply where a government is the purchaser,
which is why there is a specific agreement, the GPA, for this purpose. At
the same time, however, U.S. procurement law includes several provisions designed to give a preference to U.S.-manufactured end items under
one or more buy America or buy American provisions. There are three
generally recognized domestic procurement preferences for end items of
American origin:
(1) The 1933 Buy American Act (“BAA”),12 which establishes
statutory preferences and sets out various tests to determine whether
end items truly qualify as domestic end items.
(2) There is also the Buy America preference applicable to
transit and transportation projects funded in whole or in part with
12

41 U.S.C. § 10(a-d).
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U.S. Department of Transportation funding (the “DOT
Preference”).13
(3) There is also a “Buy American” provision included in the
American Recovery and Reinvestment Act of 200914 (“ARRA Preference”). The ARRA Preference imposes a general requirement that
any public building or public works project funded in whole or in
part with funds earmarked for ARRA projects must use construction
materials and manufactured items produced in the United States.
Specifically, Section 1605 of ARRA specifies that for any ARRA
funded project requiring the construction, alteration, maintenance or
repair of a public building or public work, 100% of the iron, steel and
manufactured goods used in the project must be produced in the
United States. There are a few exceptions, which may or may not
apply. Compliance with the ARRA Preference and the applicability
of exceptions must be determined by the contractor on a “per product” basis.

It is essential that the foreign buyer recognize that U.S. procurement law encompasses several different domestic preference scenarios,
any one of which may be applicable to a given federal contract. It is not
uncommon for a contractor to have to comply with each of these preferences across its portfolio of federal contracts.
Under the governing regulations applicable to the BAA and the
DOT Preference, the contractor must demonstrate that the end item to be
delivered or integrated into the final deliverable has been or will be manufactured or produced in the United States. An end product manufactured
entirely of materials and components that were themselves made or produced in the United States presents a compelling case for having been
made in America. Yet, were the end item acquired by the government to
include materials and components of non-U.S. origin, the contractor
would have to demonstrate that the materials and components underwent
“substantial transformation” in the United States during the end item
manufacturing process in order for the end product to qualify as a domestic end item in fulfillment of the domestic preference recited in the underlying contract. When subject to the ARRA Preference, the contractor must
show that iron or steel in end items consisting predominantly of iron or
steel were produced in the United States.

13
14

49 U.S.C. § 5323j.
Pub. L. No. 111-5, 123 Stat. 115 (Feb. 2009).
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The FAR regulations require that, for substantial transformation, at
least 51% of the cost of labor required during the manufacturing process
be provided by U.S. laborers working in U.S. facilities, and the manufacturing process must give rise to a substantial transformation of the constituent components into something new and distinct. There is
considerable administrative precedent providing still further guidance on
the sorts of manufacturing activities that have qualified as substantial
transformation. Hence, a detailed discussion of substantial transformation is beyond the scope of this chapter.
As noted above, separate and apart from the BAA are the Buy
American requirements established in the American Recovery and Reinvestment Act of 2009 (“ARRA”).15 Under ARRA, any project funded in
whole or in part with ARRA funds is subject to the Buy America provisions recited at FAR 25.6, in lieu of the BAA provisions set forth at FAR
25.5, which focus on “substantial transformation” of components and
materials at an American facility.
Buy American preferences make it very difficult for foreign manufacturers to sell their non-domestic finished end products to the U.S. government in connection with requirements located on the continental
United States (“CONUS”). These same manufacturers have a somewhat
easier time selling products to meet U.S. requirements that exist “off the
continental U.S.” (“OCONUS”), but even then the United States maintains one or more lists of countries whose products are barred from sale
to the United States. See Chapter 18.
[B] GPA’s Impact on Domestic Preferences in Government
Procurements
Most of the world’s industrialized countries are WTO members and
signatories of the WTO’s GPA, whose objective is to establish standards
applicable to the national procurement process that ensure transparency
in the selection of successful offerors and the award of associated contracts. Each WTO member who is a party to the GPA is required to establish formally the schedule of goods, services and construction services for
which it will be open to foreign contractors (the “coverage commitment”). The GPA also provides mechanisms for resolving procurement
disputes and controversies.
15

Pub. L. No. 111-5, 123 Stat. 115 (Feb. 2009).
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There are two principal benefits to being a GPA signatory: (1)
domestic companies located in each GPA member country can compete
for procurement contracts conducted by the other GPA member countries, and (2) each GPA member country should realize enhanced competition and benefit from lower prices.
[C] Free Trade Agreements
Under the U.S. GPA coverage commitment, the United States can
invoke in any of its tenders (solicitations) the terms and conditions in one
or more FTAs, such as the North American Free Trade Agreement
(“NAFTA”). It also sometimes carves out areas of eligibility under the
various domestic preference provisions described above “for national
security” or other public policy reasons. The value thresholds typically
are revised every two years. The most recent revision is effective January
2010 through December 2011, as set forth in FAR Part 25.
WTO and GPA obligations do not necessarily open the United States
fully to foreign competition for government contracts. Domestic preferences can oblige foreign contractors to perform on U.S. territory and to
impose strict conditions even for performance outside the United States.
[D] Gaining a Domestic Foothold in the United States
The foreign contractor located in a GPA member country has two
potential avenues for gaining greater participation in U.S. funded contract requirements: (1) rely upon the U.S. GPA coverage commitment to
compete for eligible procurements, or (2) establish a domestic production
capacity in the United States to comply with domestic preference requirements and qualify as a domestic corporation. Establishing a U.S. presence can be accomplished from the ground up, whether by creating a new
enterprise or by acquiring an existing domestic facility.
Whereas the scope of national security review can be narrowed
when the foreign entrant into the U.S. marketplace develops a Greenfield
project, there may be advantages for the foreign company interested in
participating more fully in U.S. contracts to acquire an existing U.S.
entity that already has a portfolio of government contracts. The attraction
of a merger or acquisition in this instance derives from acquiring, rather
than having to create, the infrastructure associated with government contracts in order to compete for and perform the government’s unique
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requirements. In considering whether to acquire an existing capacity
(plant, equipment, contract portfolio, marketing and portfolio administrative expertise), the foreign buyer should determine whether the target
seller is performing “classified” contract work, which may be determined
by whether the seller holds a security clearance. The seller and buyer
must then proceed with great caution to preserve the security clearance
because the security clearance easily could be revoked and the classified
contracts terminated or de-scoped to remove classified work.
When a foreign buyer is intent on gaining a contracting footprint in
the United States, due diligence requires determining whether the U.S.
target presents a meaningful opportunity to gain contracting capabilities
that will enable the foreign buyer to compete more effectively for requirements sought by other countries that are parties to the GPA. Arguably, the
GPA is based on a reasonably comprehensive and effective federal procurement process already established in the United States through a comprehensive regime of federal statutes, regulations, agency guidelines, and
dispute resolution procedures. The GPA has not substantially altered the
U.S. procurement system, but no doubt has profoundly enhanced the procurement processes of other GPA member countries that were not so welldeveloped before becoming GPA members.
§ 10A.05

OVERVIEW OF LAW GOVERNING U.S.
PROCUREMENT PROCESS

In this section, we discuss statutes and regulations that are widely
viewed by government agencies, contractors and attorneys as comprising
the legal framework for the U.S. procurement process. These laws establish the requirements and exceptions for such things as: full and open
competition; socio-economic set-aside programs; cost accounting rules;
intellectual property and data rights; change orders; termination procedures; claims; contract formation and performance controversies; dispute
resolution procedures; and contract close-out procedures. These laws also
form the foundation for administrative, civil and criminal enforcement
investigations and proceedings commonly associated with fraudulent
conduct. We then provide guidance for conducting due diligence on the
seller’s contract portfolio to determine whether any of the contract assets
are the subject of a controversy.
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[A] Purpose of Procurement Process and Dispute Resolution
The purpose of the procurement process is to ensure fairness for all
stakeholders, including the procuring agency, prospective offerors, government and contracting personnel relative to the formation and performance of contracts. Each stakeholder has duties and responsibilities to
ensure that everyone adheres to applicable law throughout every phase of
the acquisition process. When a problem occurs or a dispute or controversy arises in connection with a particular acquisition, the procurement
process affords all stakeholders an equal and reasonable opportunity to
challenge an agency’s action through formal dispute resolution proceedings (“protests” and “claim appeals”).
In each such dispute, the actions and decisions of the procuring
agency and its officials are the subject of scrutiny. When the agency’s
procurement decision is found to have been arbitrary, irrational, unreasonable, capricious, or in violation of law, the agency’s decision is
reversed and corrective action required. The entire process is intended to
have the government pay fair and reasonable prices, through competition, for the goods and services that it procures.
In addition to addressing pre-award contract formation controversies, the procurement process encompasses post-award disputes between
prime contractors and the government. Invariably, post-award controversies center on claims for additional compensation or time for performance, or for declaratory relief as to the proper interpretation of a
disputed contract term or condition.
[B] The Role of Competition and How it Is Achieved
Federal agencies are required by law to achieve full and open competition to the maximum extent practicable when seeking to acquire
goods, services and construction services.16 As discussed in § 10A.02[C],
supra, there are exceptions for socio-economic criteria designed to benefit small businesses, including set-asides for small businesses, HUBZone businesses, and Section 8(a) businesses, to name just a few. For
those exceptions, only contractors meeting the eligibility criteria for the

16

10 U.S.C. § 2304 (Department of Defense acquisitions); 41 U.S.C. § 253 (civilian
agency acquisitions); FAR Subpart 6.1.
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designated socio-economic group may participate in the procurement
competition.17
There are exceptions besides those for small businesses. For
example, the government from time to time will conduct a sole source
procurement when there is only one responsible source capable of meeting the government’s requirements within the time frame needed. Even if
there were more than one capable source, were the government to have
an urgent and compelling need (such as for armor plating to deflect
improvised explosive devices (“IEDs”), or night vision goggles, or
anthrax vaccine), and time would not permit the government to conduct
a competitive procurement, it may resort to sole source procurement.
Other examples of exceptions permitting sole source procurement
involve sustaining the U.S. industrial mobilization base of specialized and
essential industrial infrastructure, such as shipbuilding, or, from time to
time, the government may need to forego full and open competition in
order to fulfill international agreement(s) and treaties. And there are other
exceptions.18 Where an agency elects to conduct other than full and open
competition, it can do so only after it has issued a written justification setting forth the basis for, and reasons in support of, such election. 19
A primary consideration during due diligence, when the foreign
buyer is examining the seller’s government procurement portfolio, is
whether any existing contracts were awarded based on less than full and
open competition. It may be that the continuation of such contracts, or the
further procurement of such contracts, would depend upon the same or a
similar acquisition plan developed by the agency that had applied
uniquely to the predecessor contract. Alternatively, the benefit of less than
full competition might continue once having been applied. Only careful
examination of the terms will tell.
The bidding history for a contract may indicate how future acquisitions for the same goods, services or construction services will be conducted. The foreign buyer would want to know whether it would have to
compete fully for each follow-on contract or would benefit from less than
full and open competition. Mere awareness of that knowledge and the
associated competitive risks could factor into the calculus for determining the transaction price and the terms of payment. Full and open competition poses greater risk that the seller may not receive subsequent
17

FAR Subpart 6.200.
FAR 6.302.
19
FAR 6.303.
18
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awards, thereby justifying a lower purchase price or different terms of
payment, whereas less than full and open competition could reduce the
risk that the seller would not win a follow-on contract, thereby justifying
a higher price or expedited timeframe for payment of the purchase price.
■ Practice Tip: In conducting its pre-closing due diligence, the foreign buyer should analyze the seller’s procurement contract portfolio in order to understand the
acquisition history for each open contract, make betterinformed judgments about award risks associated with
future follow-on acquisitions, and to arrive at a more
complete calculus of the true value of the transaction.
[C] Understanding the FAR and the Associated Agency
Supplements
The FAR is applicable to all federal agency procurements, both
civilian and military (the Department of Defense, or “DOD”). Each
agency has developed its own supplement to the FAR, augmenting the
FAR requirements with coverage specific to that agency.
The FAR consists of rules and regulations in fifty-one Parts that
cover innumerable procurement topics, all of which are relevant to the
procurement process, but not all of which bear upon each and every
acquisition. For example, the FAR provisions that implement specific
statutes pertaining to construction services (such as the Davis-Bacon Act,
which requires payment of minimum wages as specified by the Department of Labor) will not be applicable to contracts for non-construction
services or manufacturing. But there are many, many regulations and
clauses, and not all regulations and clauses apply to all contracts. Clauses
applicable to fixed-price contracts typically do not apply, for example, to
cost-type contracts.
As a matter of nomenclature, each FAR Part has one or more clauses
implementing the key provisions of that Part of the FAR. The FAR
clauses are all designated by 52.2XX; the XX corresponds to the FAR
Part. So, for example, the clauses at FAR 52.227 correspond to the regulations at FAR Part 27. The clauses at 52.209 pertain to FAR Part 9.
Among the more salient FAR Parts are the following:
Part 2—Definitions. FAR Part 2 contains definitions for words and
phrases (including acronyms) that appear throughout the FAR. In addition to these definitions, there are many more defined terms associated
2012 SUPPLEMENT
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with each part, and each subpart. It is essential for the federal contractor
to understand that words encountered in federal government contracts do
not necessarily have the normal and customary meaning that may be
encountered outside of the contractual context.20
Part 3—Improper Business Practices and Personal Conflicts of
Interest. It is a common requirement in most corporate transactions for
the buyer to require representations and warranties on the part of the
seller. See Chapters 3 and 5. One such representation or warranty typically is the seller’s guarantee that it has not engaged in improper or
unethical business practices, either in the transaction or in prior business.
FAR Part 3 sets forth a panoply of improper and unethical business
practices prohibited by federal law, encompassing such things as kickbacks, gratuities, favors, inside information, and a gift of any and every
kind. See Chapter 18 on anti-corruption laws. These same kinds of practices may not, however, be prohibited in the country where the foreign
buyer is either organized or does business. The foreign buyer needs to be
familiar with practices prohibited in the United States as described in
FAR Part 3 and the associated contract clauses.
Part 6—Competition Requirements. The government is required to
conduct full and open competition to the maximum extent practicable.
But, of course, there are statutory exceptions to competition, several of
which are described above.
■ Practice Tip: The foreign buyer should inquire into the
seller’s contract portfolio, as part of its due diligence, to
understand whether any of the contracts were awarded
under less than full and open competition, and whether
any pending bids or proposals were submitted under less
than full and open competition.
Part 9—Contractor Qualifications. FAR Part 9 sets forth the qualifying criteria for becoming a government contractor and for maintaining
the contractor’s good standing to do business with the federal government, establishing “present responsibility.” The U.S government will do
business with entities that are “presently responsible.” Subpart 9.1 establishes the many criteria and procedures used by the agency to determine
presently responsible. Subpart 9.4 establishes the criteria and procedures

20

See FAR 2.000 et seq.
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to be used by federal agencies for conducting suspension and debarment
proceedings in connection with federal procurement controversies.
Part 12—Acquisition of Commercial Items. Part 12 affords the government and contractors a streamlined process for acquiring “commercial
items” and “commercial services.” See FAR Part 2 for definitions.
Part 16—Types of Contracts. There are several types of contracts
used by the government. Firm, fixed-price contracts allocate maximum
risk of performance to the contractor and incentivize the contractor to
achieve the lowest costs of performance in order to increase profit margins. There are several varieties of cost-type contracts whereby the contractor is reimbursed for allowable direct and indirect costs up to an
agreed-upon ceiling or funding limitation. Such contracts allow the contractor to recover a fixed fee in addition to costs. Cost-type contracts, by
their nature, impose greater risk of performance on the government, which is why most of them incorporate a budget with amounts to
be reimbursed for various line items of activity and rules governing how
project funds are to be allocated among budget line items.
In addition to cost-type and fixed-price contracts, there is the indefinite delivery indefinite quantity (“ID IQ”) contract, and the time and
materials contract (“T&M”). The ID IQ contract incorporates a schedule
of fixed unit prices for goods and services. Under the ID IQ, the government is obligated to purchase a minimum quantity of goods or services
but, within certain limits, can order any quantity at any time. Thus, the
government can issue individual orders for delivery of goods or services
at varying times and in varying quantities. Under the T&M contract, the
government acquires services at fixed unit prices (inclusive of wages,
allocable indirect costs, and profit), and materials at cost.
Part 19—Small Business Programs. This Part of the FAR sets forth
the many rules governing the socio-economic programs associated with
various set-asides for small businesses.
Part 22—Application of Labor Laws to Government Acquisitions.
Federal contractors are subject to myriad labor laws promulgated by the
U.S. Department of Labor (“DOL”). See Chapter 9. DOL oversees compliance with and enforcement of these labor laws. Applicable clauses are
found at FAR 52.222.
Part 25—Foreign Acquisitions. ITAR, Buy American Act, ARRA,
International Trade Considerations, and Domestic Preferences. Federal
contractors are subject to many laws and regulations concerning import
and export controls, such as the International Traffic In Arms Regulation
(“ITAR”) (export controls), Buy America Act and Buy American Act, and
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ARRA, to name just a few. These legal requirements are discussed in
Chapter 18.
Part 27—Patents, Data, and Copyrights. This Part of the FAR captures the rules governing the allocation of rights in intellectual property
(“IP”), whether developed in performing a government contract or developed at private expense but used in support of contract performance. See
Chapter 10 for our discussion of copyright, trademark, patents, and trade
secrets laws. Unless otherwise agreed in the terms of the prime contract,
the contractor normally owns all rights, title and interest in intellectual
property developed under the prime contract. However, the government
may be entitled to receive unlimited rights in that same intellectual property, which may include items delivered to the government as well as data
created during performance but not otherwise delivered to the
government.
Parts 30—Cost Accounting Standards Administration. Certain large
contractors are subject to the cost accounting standards (“CAS”) developed by the Cost Accounting Standards Board (“CASB”).21 The CAS
have been developed to ensure that large contractor organizations with
multiple operating segments and subsidiaries develop and maintain consistent cost accounting controls, policies and procedures. Companies that
are subject to CAS requirements must complete a CAS statement explaining their accounting system and associated controls, policies and procedures. Once established, the accounting system may not materially be
altered by the contractor without prior government approval.
Part 31—Contract Cost Principles and Procedures. FAR Part 31 sets
forth the cost rules and regulations applicable to virtually all government
procurement contracts with commercial entities, recognizing that there
are specific rules applicable to each type of contract (fixed-price, costtype, T&M, etc.). These rules establish criteria and procedures for determining eligibility, allowability, and reasonableness of costs incurred in
performance of government contracts.
Part 33—Protests, Disputes, and Appeals. Routine contracting disputes are resolved under the regulations at FAR 52.233. Offerors
aggrieved during the pre-award stage of a procurement are entitled to
challenge the agency’s action by filing a “protest” directly with the procurement agency, the Government Accountability Office (“GAO”), or the
COFC. The protest, when sustained, usually results in the agency having
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48 C.F.R. Chapter 99.
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to implement corrective action to cure any defects. During or after contract performance, the contractor may request equitable adjustments to
recover additional money or obtain more time to perform as a result of
agency action or inaction. The contractor may also avail itself of the formal dispute resolution process by filing claims against the government to
recover additional compensation, receive additional time, or obtain
declaratory relief relative to a term, provision or contract requirement.
And the government may file claims against the contractor.
Part 42—Contract Administration and Audit Services. Contractors
who compete for and win cost-type contracts are subject to an annual
government audit (the “incurred cost audit”) of direct and indirect costs.
These audits are conducted by the Defense Contract Audit Agency
(“DCAA”), the Financial Services Advisory Board (“FASB”), or, occasionally, by the implicated agency’s Office of Inspector General (“OIG”)
or a private audit firm under contract to the agency. The audit results in
the issuance of a final audit report, used by the procuring agency to establish provisional and final indirect cost rates and to disallow individual elements of direct or indirect costs found by auditors to be unallowable
under FAR Part 31.
Part 49—Termination of Contracts. The government is entitled to
terminate contracts for default whenever the contractor performs unsatisfactorily and fails to timely cure the causes. When a contract is terminated for default, the government may seek to recover from the defaulted
contractor any cost increases resulting from reprocurement. The government may also terminate a contract for its convenience, regardless of how
the contractor may be performing. Usually, the contractor will be allowed
to recover costs resulting from the termination for convenience. In each
instance, FAR Part 49 sets forth the rules and procedures governing the
termination process and the resolution of claims asserted in connection
with the government termination actions.
[D] Additional Provisions
The parties to a prime contract are not limited solely to the terms
and conditions recited in the standard clauses (FAR Part 52) and agency
supplements. They can negotiate the inclusion of “tailored” clauses and
provisions specifically drafted for a particular contract. For example, the
parties can vary the terms of the standard data rights clause (52.227-14)
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to narrow (or expand) the scope of rights. One example important to service contractors performing research and development contracts involves
the transfer of ownership in data and other intellectual property developed under the contract. Under FAR 52.227-7014 (Rights in Data), the
government normally acquires certain rights to use, disclose and publish
data developed under the contract, but the contractor retains ownership of
those same data unless the parties negotiate a tailored clause transferring
title.
■ Practice Tip: The foreign buyer should consider analyzing the seller’s contract portfolio to determine whether
the seller accepted tailored clauses granting the government greater or lesser rights than those established in the
specified FAR clauses.
[E] The Foreign Buyer Will Want to Know the Health of the
Contracts Comprising the Seller’s Procurement Contract
Portfolio
There are many types of procurement controversies and disputes
that could materially impact the health of the contract portfolio. Such
controversies and disputes are important to the foreign buyer.
[1] Procurement Protests
When the seller is embroiled in pre-formation protest litigation, the
buyer needs to know the potential impact of favorable and unfavorable
outcomes, which will vary depending on whether the seller is defending
an award that it received, or challenging a contract award to a competitor.
[2] Requests for Equitable Adjustment (“REAs”) and Claims
Whenever the procuring agency changes the contract, the contractor
is entitled to submit a Request for Equitable Adjustment (“REA”) seeking additional compensation, additional time to perform, or some other
form of relief. Alternatively, the contractor can forego submission of an
REA and present a formal claim to the agency under the disputes clause
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of the contract.22 There are no statutory deadlines for purposes of resolving REAs, but a claim filed under the disputes clause must be resolved
within a reasonable period of time (sixty days), unless the agency informs
the inquiring contractor that it will require more time.23
Sellers subject to the Sarbanes-Oxley Act and its reporting requirements are required to record the value of any claims and REAs that meet
or exceed the materiality standard for internal financial audit purposes.
See Chapter 12.
■ Practice Tip: The foreign buyer needs to know, for each
contract in the seller’s portfolio, whether there are pending REAs or claims and, if so, the expected outcome.
The foreign buyer needs to know whether there
exist any bases for submitting REAs or claims not yet
asserted to the procuring agency and, if not, why not.
The buyer should inquire, for each claim filed to
date, whether the agency has issued a final decision and
whether a claim appeal has been timely commenced.
Even though a buyer can rely upon a seller’s representations and warranties relative to the profitability,
compliance, and future viability of each contract in its
federal portfolio, the buyer should consider conducting
its own due diligence on the contract portfolio as a basis
for validating in advance the seller’s self-assessments.
[3] Contract Completion, Incurred Cost Audits and
Close-out Controversies
Once a contractor has completed performance of a given contract, it
is necessary for the parties formally to “close out” the contract. The closeout process is multifaceted, with duties and responsibilities falling on the
government as well as the contractor.
One of the fundamental purposes of the close-out process is to
obtain a final accounting of all invoices received and all payments made,
ensuring that all financial obligations have been satisfied. The close-out
process also ensures that all elements required of the contractor have been
22
23

FAR 52.233-1.
41 U.S.C. § 605.
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performed in full. The government independently verifies that all contract requirements have been satisfied, including the receipt of all deliverables, and the disposal or return of all government furnished property.
It is not uncommon for completed contracts to remain open for an
extended period—perhaps years—after performance completion, especially in connection with cost–type contracts subject to multiple financial
audits during and after performance. There are many types of financial
audits applicable to a given contractor or type of contract, of which the
more common are (1) annual incurred cost audits, (2) interim financial
audits, and (3) close-out audits. Each accomplishes a different functional
objective.
The incurred cost audit is based upon the annual incurred cost submission prepared by the contractor. The incurred cost submission is
intended to capture all of the allowable, allocable and reasonable direct
and indirect costs incurred by the contractor during the audit period. Normally, the contractor will review all costs incurred in performance as part
of its invoicing process to ensure that it excludes any unallowable costs
(the inclusion of unallowable costs can give rise to liability). In preparing
its incurred cost submission, which includes all costs incurred in performing all contracts during the year, the contractor is afforded one more
opportunity to identify and exclude unallowable costs within the meaning of FAR 31.201-6. This same cost submission is also used to establish
indirect cost rates for the just completed accounting period (for purposes
of establishing final indirect cost rates for such period) and provisional
indirect cost rates to be used for proposals and billing purposes.
The interim financial audit, usually a contractual requirement to be
performed by a contractor’s outside accounting firm or by one of the government audit agencies, typically is conducted in connection with a single
contract. Its purpose is to verify that the contractor is identifying and
accumulating satisfactorily accounting and financial information relating
to performance. These audits frequently are used in connection with large
value contracts, and first-time contractors.
The interim financial audit is required when the contractor is
allowed to draw down against a government letter of credit, or through
some other means is obtaining funding advances even before costs have
been incurred. Both parties can ensure the contractor’s financial needs are
in line with the amount of funds drawn from the advance account. It is
not uncommon for contractors, inadvertently, to draw down funds that
materially exceed the costs anticipated for the period covered by the
advance (usually one month).
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The close-out audit affords both parties one final opportunity to
verify cost incurrence for the entire period of contract performance, even
when one or more interim audits already have been conducted. During a
close-out audit, the contractor must apply final indirect cost rates for each
accounting period. Thus, if the contract term were five years, the contractor would need final indirect cost rates for each of the five years.
As part of the close-out process, a contractor presents a final invoice
for payment of any outstanding amounts due. This notice may include a
year-by-year reconciliation reflecting net adjustments resulting from
appreciation of final indirect cost rates and reductions of unallowable
costs or costs in excess of agreed-upon ceiling amounts. Before the government renders payment, the contractor must execute a standard release
of the government for all liability arising under or relating to the contract, save only those items the contractor specifically identifies as not
otherwise being released. This release is the contractor’s last opportunity
to identify any disputes or controversies that could become the subject of
an REA or claim.
■ Practice Tip: A buyer should request disclosure from
the seller of all releases issued in favor of the government
in connection with each contract in the federal portfolio.
§ 10A.06

INTELLECTUAL PROPERTY CONSIDERATIONS IN
PUBLIC CONTRACTS

Chapter 10 is devoted to the laws creating statutory protection for
patents, copyrights and trademarks. In this section, we examine the creation, preservation and allocation of rights in proprietary intellectual
property that is used during performance of federal contract requirements, as well as intellectual property that is developed while performing
those requirements. The creation, preservation and allocation of rights are
particularly complicated when a portion of work is to be performed by
one or more subcontractors. Depending on the specific requirements
specified in the prime contract, the government is always entitled to
receive certain minimum rights to use, and allow others to use, intellectual property essential to fulfillment of the requirements, but there are
many factors that shape the form and substance of those rights. This section explains the process central to issues pertaining to intellectual property rights.
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[A] Ownership and Title
Whenever the government awards a contract, especially one for
research and development, software development, or technical services,
it is likely the contractor’s performance will give rise to the development
of technical data or computer software. As a matter of policy, the federal
government determined long ago that it must acquire certain rights in
such data but does not need to acquire ownership or title. Hence, under
the stimulus data rights clauses, the prime contractor will own, exclusively, all information and data that it first develops in performance of its
duties under a prime contract. The regulation and implementation clauses
in the FAR presume the contractor’s ownership and address only the government’s retention of minimum rights. At the same time, however, regulations do not prevent the parties from negotiating a transfer of title in the
performance data to the government.
[B] Allocation of IP Rights to Government
The parties to a government contract understand that the term “data”
has a unique, specific definition.24 Data include any recorded information
which, in turn, includes computer software and all data that are not computer software.
When data are developed during the performance of a contract and
with government funds, the government is entitled to unlimited use, publication, and display rights. When the data are proprietary to the contractor, having been developed exclusively at private expense, and the
government approves their use in support of contract performance, the
government will be entitled to have (a) limited rights in proprietary “technical data,” and (b) restricted rights in proprietary “computer software.”
There is no such thing as limited rights in computer software or restricted
rights in technical data. “Technical data” encompass all manner of data
that are not computer software.
For restrictive rights computer software and limited rights technical
data, the operative regulations and implementing clauses confer upon the
government certain specified rights that will apply unless the parties
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negotiate and memorialize a different set of rights, remedies and prohibitions.25
When the government approves the use of proprietary technical data
and computer software, and the parties have negotiated limited and
restricted rights that differ from those specified in the regulations, the parties normally capture those understandings in a separate license agreement to be included as an addendum to the main contract document. An
important consideration here is the contractor’s need to label its proprietary data before they are delivered to the government. When the contractor fails to label proprietary information properly at the time of
delivery, the government may receive unlimited rights by waiver. By failing to give notice that the data were proprietary, the contractor may waive
any rights or remedies it would otherwise have had to hold the government accountable for use or disclosure beyond the license agreement.
In those instances where contract performance does not require the
use of proprietary information, under applicable regulations (FAR Part
27, DFARS Part 227, and the implementing clauses found at FAR 52.227
and DFARS 252.227, respectively) the government is entitled to receive
unlimited rights in data first developed during performance of a contract
regardless of whether the data are central or merely incidental to performance. In Small Business Innovative Research (“SBIR”) programs, the
government receives a lesser scope of rights for a period of four years
(under DFARS 252.227-7018, it is a period of five years), after which the
scope of rights automatically expands to unlimited rights.26 During the
incubation period, the SBIR contractor is afforded the opportunity to
commercialize the SBIR data.
The government’s use of such SBIR rights is limited to government
purposes. The government may not use the data for procurement purposes but may disclose such data for use by support contractors. After
expiration of the preferential term, the government may continue to use
SBIR data for government purposes and allow others to use the data on
its behalf. Under the DOD FAR Supplement, the preferential term is five
years.
Even though a contractor owns data developed in performance of a
contract, the grant of unlimited rights in such data in favor of the government may preclude the contractor from charging the government a fee
25

See FAR 52.227-14(b)(3). See also Department of Defense Federal Acquisitions
Regulation Supplement (“DFARS”) 252.227-7014(a)(14) and DFARS 252.227-7013(b).
26
FAR 52.227-20.

2012 SUPPLEMENT

10A-32

DOING BUSINESS WITH THE U.S. GOVERNMENT

§ 10A.06[C]

in any future contract that would utilize such data during performance.
With unlimited rights in hand, the government is free to use and allow
others to use those same data in connection with future contracts, but the
contractor would be able to license the data to its commercial customers
without limitation.
■ Practice Tip: As part of its due diligence, a foreign
buyer should request a schedule of intellectual property
assets (including technical data and computer software)
which the seller developed in whole or in part with government funds awarded in connection with a procurement or non-procurement program. See Chapter 10.
The buyer should also ask the seller to identify those
intellectual property assets that are subject to unlimited
rights, or lesser rights (such as SBIR rights) granted in
favor of the federal government or any of its agencies.
[C] Subcontractor Rights and Obligations
It is incumbent upon the prime contractor to obtain from each subcontractor the minimum rights necessary for the prime contractor to fulfill its obligations under FAR 52.227-14 and any related clauses included
in the contract.27 As with other clauses, terms and conditions included in
the prime contract, the prime contractor must be able to transfer data
rights from the subcontractors in order to be able to deliver the associated
data rights to which the government is entitled. Should a prime contractor fail to acquire the necessary rights from each of its subcontractors, the
prime contractor may be at risk of default.
■ Practice Tip: In conducting its due diligence, the buyer
should require the seller to provide a schedule of intellectual property that has been developed by each of its
subcontractors performing work on any federal
contracts.

27

FAR 52.227-14(h).
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[D] Validation Proceedings
In order to use proprietary information associated with its means,
methods, tooling and equipment in performance of its obligations under
a contract, a contractor must provide reasonable advance written notice
to the government of its intent, identifying each item of proprietary information. The government must know, before signing the contract, whether
performance will be conditioned upon the utilization or incorporation of
proprietary information and data because the government may not be
interested in tethering its current and potential future requirements to a
proprietary technology or platform. When the government elects not to
utilize proprietary data and information, it instructs the offeror to produce
form, fit, and function data in lieu of proprietary data. Form, fit and function data are a non-proprietary substitute, providing the government with
sufficient information to enable the government to use the contract deliverables even without the contractor’s proprietary information.
Alternatively, when the government is prepared to allow the contractor to utilize proprietary information and data, it does so knowing that
it will be entitled to receive only restricted rights to use proprietary commercial software and limited rights to use proprietary technical data
owned by the contractor. Notwithstanding a contractor’s designation of
proprietary information, the government may at any time after the award
of a contract request the contractor to provide sufficient information upon
which the government may verify independently the validity of all claims
of proprietary status.
■ Practice Tip: The buyer should inquire as a matter of
due diligence whether any validation audits have been
initiated or completed against the seller for each of the
contracts listed in its federal portfolio. For each such
audit, the seller should be required to produce the
government’s written validation report or functionally
equivalent documentation.
[E] Patents—Ownership and Allocation of Rights
In addition to the development of data, a contractor may conceive
or reduce to practice one or more inventions during performance, called
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“subject inventions.”28 The government, recognizing that a particular subject invention may be patentable under U.S. or foreign patent laws, allows
a contractor to retain title to any subject invention, but the contractor must
affirmatively assert that right by (a) providing written notice to the government of all subject inventions; (b) notifying the government in writing
of its election to retain title to the subject invention; and (c) taking appropriate action to prepare and prosecute one or more patent applications.
The government retains a non-exclusive, non-transferable, irrevocable,
paid-up license to practice or have practiced for or on behalf of the United
States the subject invention throughout the world.
If the contractor were to fail to fulfill any of the conditions associated with its election rights, it could forfeit its ownership rights and interests in the subject invention. From time to time, the parties may agree that
the government should acquire ownership of any subject inventions.
Although such an arrangement may not be common, under the right circumstances it may be more equitable for the government to elect title and
incur the cost of patenting or otherwise protecting a subject invention.
One possible scenario favoring government ownership may be
where the work giving rise to the invention is in connection with a classified contract and the subject invention may itself be classified by the
agency. In that circumstance, any patent on the subject invention likely
also would be classified, whereupon the contractor may be prohibited for
a period of years, for national security reasons, from commercializing the
technology. If the contractor were to elect title and incur the cost of securing a patent, it likely would not enjoy any return on its investment, as the
government already would have an irrevocable, royalty free, fully paidup license to use the subject invention. Were the government not required
to pay a royalty, and no one else were entitled to license the invention
from the contractor (due to national security considerations), the contractor would receive no benefit from owning the invention yet would have
invested considerably in trying to protect it.
■ Practice Tip: The buyer should request from the seller a
schedule of subject inventions developed under each of
its federal contracts, along with a copy of each invention
disclosure submitted under each of its federal contracts.

28

FAR 52.227-12.
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[F] Labeling Requirements
In order for a contractor to protect its interests in proprietary information and data that the government has authorized it to use in performance of a federal contract, the contractor must adhere strictly to the
labeling requirements established in applicable regulations.29 These labeling requirements describe the rights and prohibitions associated with government utilization of (a) limited rights data, (b) restricted rights data, and
(c) SBIR rights data. In construing these labeling requirements, the contract disputes forums have adopted a rigid view that imposes on the contractor an unqualified duty to apply verbatim the legends set forth in the
data rights clause. These legends serve as notice to all government
employees who may have access to or be required to use the contractor’s
proprietary information in fulfilling their official duties on behalf of a
government agency.
§ 10A.07

COST ACCOUNTING STANDARDS

Certain contractors and subcontractors are required, in addition to
complying with the cost rules and regulations established at FAR Part 31,
to comply with government mandated CAS.30 The purpose of the CAS
requirements is to ensure that the contractor adequately explains its actual
cost accounting practices which, by operation of clause FAR 52.230–2,
the contractor is required to follow.
■ Practice Tip: The buyer should ascertain during the due
diligence process whether the seller is subject to CAS or
modified CAS coverage and, when it is, identify each
contract in the federal portfolio that is subject to CAS
coverage or modified CAS coverage.
§ 10A.08

SUBCONTRACTING CONSIDERATIONS

It is common in federal contracting for prime contractors to award
one or more subcontracts, consulting agreements, and purchase orders for

29
30

FAR 52.227–14.
41 U.S.C. § 422; FAR Part 30 CAS Administration.
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goods and services. There are many consultations associated with subcontracting work in support of federal prime contracts.
[A] Written Agreements vs. Oral Understandings
Subcontracts should be documented by a written agreement, preferably before the subcontractor commences performance. Because the subcontracted work is in support of a federal prime contract, the
subcontractor can reasonably expect to be subject to many of the same
contracting requirements imposed on the prime contractor. However,
unless and until the subcontracting parties reach an explicit agreement as
to the applicability of those federal provisions, the prime contractor could
run a significant risk by relying solely on an oral agreement or a course
of dealing with its subcontractor to establish the rights, duties, and remedies of the parties. Oral agreements, consequently, are not a reliable
basis for enforcing upon subcontractors compliance with federal contracting requirements, and the subcontractor’s failure to perform puts the
prime contractor at risk. When dealing with the federal government, a
handshake will not suffice for any of the parties, primary or secondary.
■ Practice Tip: The buyer should request the seller to provide a written schedule identifying all written and oral
subcontracts, consulting agreements, vendor agreements and purchase orders for each of its open federal
contracts, and provide evidence of all such agreements.
[B] Teaming Agreements
Subcontracting relationships usually commence well before award
of a federal prime contract. Parties with complementary capabilities routinely enter into teaming agreements or similar arrangements for purposes of preparing and submitting a bid or proposal jointly to the
contracting agency.
Under a teaming arrangement, one of the parties usually is designated as the offeror and eventual prime contractor should the government
select that offeror for the contract award. The other parties to the teaming
agreement then serve as subcontractors.
Teaming agreements need to be in writing. They need to be executed
by the parties before work commences on the proposal submission. They

10A-37

2012 SUPPLEMENT

§ 10A.08[C]

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

not only define the roles of the parties with respect to the federal government and the bid but also allocate specific responsibilities among the contracting and subcontracting parties.
■ Practice Tip: The buyer should request from the seller a
written schedule identifying all teaming agreements and
team members, and the associated federal program that
each team is pursuing. The buyer should confirm that
such agreements are in writing.
[C] Non-Disclosure Agreements
Team members may be competitors, and subcontractors may be
competitors with the prime contractor on unrelated programs. Because of
such potentially conflicting interests, it is normal and customary for parties to execute non-disclosure agreements, in writing, prior to exchanging
proprietary information such as trade secrets or sensitive financial or
commercial information. See Chapter 10.
■ Practice Tip: The buyer should request the seller to provide a written schedule identifying all open nondisclosure agreements, the parties who have entered into
them, and evidence that they are in writing.
[D] Joint Venture Agreements
Sometimes two or more entities may opt to create a formal joint
venture (not unlike a partnership) to pursue a specific program. Joint ventures are more common in connection with large dollar value procurement and non-procurement programs. The joint venture is a separate legal
entity, independent of each of the parties, and formalized in written documents. Joint ventures, where the signatories agree to such things as working capital, financial contributions, the allocation of work, and a host of
other rights, remedies, duties and obligations, may be subject to distinct
tax treatment. See Chapter 6.
■ Practice Tip: When conducting its due diligence, the
buyer ought to request a written schedule from the seller
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identifying all joint ventures, single-purpose entities, limited liability corporations, partnerships, and any other
similar arrangements to which it is a party for purposes of
performing a federal government contract.
§ 10A.09

CLASSIFIED PROGRAMS

National security is the most common barrier to foreign participation in government contracting because it usually involves classified programs in which only those persons granted security clearances under
applicable U.S. laws are entitled and authorized to have access to and use
of classified program information, facilities and equipment. An individual or company subject to foreign ownership, control or influence
(“FOCI”) is not eligible for a security clearance. Foreign buyers, therefore, are excluded from government contracting whenever a security
clearance is required. Among those federal agencies that routinely classify work to be performed under a contract are the Departments of
Defense, Energy, Homeland Security, and the National Aeronautics and
Space Administration, to name just a few.
Once an individual or company is granted a security clearance, it is
obligated to inform the government as soon as possible should it later
become subject to FOCI. A foreign acquisition would trigger such a duty
to disclose, and if the buyer and seller were to proceed with a transaction
yielding a change of control or significant influence on behalf of a foreign buyer, without first assessing the contractor’s continuing eligibility
to hold its security clearance, the contractor would face a substantial risk
of having its security clearance revoked.
Foreign acquisition may not automatically destroy the target company’s ability to do business with the government. It may be possible, for
example, to restructure the U.S. entity (seller) from a single corporation
into two operating subsidiaries. One subsidiary would capture commercial work and unclassified government work. This subsidiary would have
no limitations on operation or control by the foreign owner. The other
subsidiary would capture classified government contracts. In order to perform the classified work, the classified subsidiary would, of course, need
to receive or retain a security clearance or other special access arrangement. The classified subsidiary, in order to retain a facility clearance notwithstanding new and foreign ownership, must be controlled and
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managed by U.S. citizens (outside directors, trustees) who, despite the
foreign ownership, are legally independent of the foreign owner.
This last point may appear contradictory, but under U.S. law it is
possible to bifurcate an ownership interest into legal and equitable rights.
Legal rights encompass such things as the rights to vote the ownership
interests, elect directors, appoint executives, establish policies, procedures and controls, and in general control the company. The equitable
interests go more to the tangible benefits and responsibilities that accompany ownership, such as the right to receive dividends and profit distributions, the liability that goes along with an operating loss, and ancillary
liability for taxes and similar obligations.
In order for the foreign owner to have a reasonable prospect for
retaining a classified security clearance granted to the domestic entity, the
foreign owner must mitigate all FOCI attributed to or flowing from its
interest in the domestic entity. The buyer and seller may collaborate on a
pre-closing initiative to develop a FOCI mitigation plan, which typically
has three elements:
1.

Mitigation of ownership interests that would otherwise subject
the U.S. entity to direct foreign control. The foreign owner must
(a) appoint an independent outside board of directors or trustees
to govern the seller entity, (b) appoint disinterested individuals
to operate the company, and (c) develop written operating procedures designed to insulate the foreign owners from asserting
any legal control over the U.S. entity. For all purposes, direct
legal control must reside in the hands of the appointed directors,
trustees, and executives, each of whom must be a U.S. citizen
and be eligible to receive a personal security clearance.

2.

Mitigation of foreign interests separate and apart from ownership, which could give rise to foreign indirect control of or influence over the U.S. entity. Indirect control and influence can
result from dependence upon a foreign owner for technology,
working capital, contracts and orders, labor, equipment, trade
secrets, and any other resources necessary for the U.S. operation
to function properly. These arrangements, while not prohibited,
must be documented and the rights and remedies that flow to the
foreign owner must be such that it cannot use its business influence to control or compel the U.S. entity to take actions that
could compromise classified work.

3.

Where the foreign owner is not willing to bifurcate its legal and
equitable interests, it may be able to pursue other security
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arrangements that would allow it to perform classified work on
a limited basis, such as under the auspices of a special security
agreement. See Chapter 18 for a discussion of restrictions on the
export of defense articles and information included on the U.S.
Munitions List established in ITAR and other regulations.

■ Practice Tip: It is imperative for the buyer and seller to
have a clear meeting of the minds regarding all federal
contracts involving classified program work. The buyer
should request the seller to identify all classified contracts and, for each contract, explain the nature of the
work it is performing, as well as any classified work performed by subcontractors. The seller should be reminded
that it is prohibited from sharing with the foreign buyer or
any of its U.S. representatives any classified information
associated with its classified contracts.
§ 10A.10

UNDERSTANDING THE SELLER’S CONTRACT
PORTFOLIO

Despite all the warnings here for the buyer to obtain as much information as possible about a target company’s business with the federal
government, the buyer is unlikely to obtain perfect and complete information. Unfortunately, it is also unlikely that the buyer will be able to
secure perfect and complete remedies, even with elaborate and tailored
representations and warranties, should it encounter serious problems with
government contracts after closing. An investment in due diligence, however, is likely to be more cost-effective than an attempt to recover damages later on.
[A] Assessing the Problems, Controversies
After completing its due diligence, the buyer should be in a position
to ascertain whether there are any material problems, disputes, claims or
controversies associated with each federal contract in the seller’s portfolio. The buyer should be permitted to examine the complete file for each
contract, including the solicitation, the seller’s proposal or bid, the contract, all modifications to the contract, all invoices issued under the contract, and all correspondence between the seller and the government.
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[B] Valuing Intellectual Property Developed With Government
Funding
Regardless of the type of transaction contemplated by the buyer and
seller, there likely will be a transfer of intellectual property to the buyer.
The buyer should learn during due diligence the funding source for those
items of intellectual property it intends to acquire. It is safe to assume that
the seller owns any intellectual property that it developed with government funds, but there may be encumbrances in the government’s residual
rights related to the property, particularly unlimited rights in any data and
information for which the government paid. The government also likely
has unlimited rights in any subject invention developed in performance
of a federal contract or subcontract in support of a federal contract. Both
the intellectual property itself, and the existence and extent of government rights, must factor into a valuation of each such asset. Due diligence should enable the buyer to validate (or not) the credibility of the
seller’s asset valuations as to intellectual property. See Chapter 10.
[C] Preserving Security Clearances
When the seller’s federal portfolio includes classified programs, it
is imperative for the buyer and seller to assess the impact of FOCI on the
ability of the buyer to continue performing the classified program work
on a post-closing basis. It is safe to assume that the introduction of FOCI
issues will jeopardize the contractor’s continuing eligibility for retention
of its facility clearance, and further safe to assume that the buyer and
seller will need to collaborate on development of a FOCI mitigation plan
before closing.
There will be circumstances in which it would be advisable to commence plan implementation before closing. For example, a seller with
clearance should inform the security agency in advance of the planned
transaction and submit a plan for transition to the foreign buyer, coupled
with its plan for mitigating FOCI. The mitigation plan should include the
proposed slate of independent directors (or trustees) for advance approval
by the security agency. Advance approval will go a long way toward
expediting the clearance process after the transaction closes.
Resolution of FOCI issues can take many months. A buyer must
decide how important it is for the transaction to preserve security clearances or, at a minimum, the contractor’s ability to have access to and use
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of classified program information under a special security agreement or
similar arrangement.
[D] Representations and Warranties
There are innumerable compliance requirements embedded in every
prime contract and every properly negotiated subcontract. As a consequence of all those regulations and contract requirements, the buyer
should consider inclusion of representations and warranties specifically
tailored to address the rights, remedies, duties and obligations unique to
government contracts. The buyer will need to assess the legal sufficiency
and enforceability of the representations and warranties in the peculiar
legal environment of federal contracts.
§ 10A.11

ENFORCEMENT ACTIONS, FORUMS, AND
AUTHORITIES

For as long as the government has been awarding contracts to private parties, it has endeavored to develop a comprehensive statutory and
regulatory framework to balance multiple interests, including: (i) maximizing competition to achieve firm and reasonable prices; (ii) providing
contractors with reasonable dispute resolution procedures; and (iii) protecting the government from unscrupulous contracts. Protest proceedings
help to ensure that procurements are conducted fairly under the CICA.31
Claim appeals provide the contracting parties with a fair and impartial
forum for resolving performance controversies under the CDA. And when
it comes to enforcement proceedings, the government has at its disposal,
applicable to procurement and non-procurement programs alike, an arsenal of statutes designed to ferret out fraud and other improper actions on
the part of contractors and government employees. These statutes include
the False Claims Act32 and the Program Fraud Civil Remedies Act,33 two
of the most powerful anti-fraud tools available to the government.

31

41 U.S.C. §§ 253 et seq.
31 U.S.C. §§ 3729-33.
33
31 U.S.C. § 3801, 7 C.F.R. § 400.451.
32
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[A] Criminal Misconduct—Investigation and Prosecution
Where there is fraud, there usually is criminal conduct. By its very
nature, a false claim typically involves submission of a claim (invoice,
voucher, or other request for payment) that is by design factually
inaccurate.
A fraudulent claim may include one or more false statements, false
certifications or false claims, each constituting a separate violation of one
or more federal criminal statutes, such as 18 U.S.C. § 1001. Each violation is separately prosecutable in criminal court and can lead to imprisonment. Each also can give rise to civil court proceedings for actual
damages, enhanced damages (usually measured as treble the actual damages), and statutory damages in the amount of $11,000 per violation, as
well as other fines or penalties.
The government may come to learn of actual or potential fraud in
any of several ways, including financial and process audits, a whistleblower lawsuit, also known as a qui tam lawsuit, an anonymous tip, or
contractor disclosure. When the government thinks fraud has been committed, it may initiate a formal investigation, including the issuance of
subpoenas and search warrants, into the contractor’s operations and business dealings.
Multiple federal agencies, led by the Department of Justice (“DOJ”)
acting through the cognizant Assistant United States Attorney (“AUSA”),
and including the Defense Criminal Investigative Service (“DCIS”), one
or more Offices of Inspector General (“OIG”), the Federal Bureau of
Investigation (“FBI”), and possibly others, usually collaborate in federal
investigations that can run for protracted periods of time. When the investigation turns up credible evidence of fraudulent conduct, DOJ prosecutes under a standard requiring proof beyond a reasonable doubt that
the contractor (or named individuals) committed criminal fraud.
[B] Civil Impropriety—Investigation and Lawsuit
In addition to criminal prosecution, the government may decide to
initiate a civil lawsuit or intervene in any pending qui tam lawsuit. Here,
rather than fines or imprisonment, the government seeks to recover funds
fraudulently obtained by the contractor under a standard of proof requiring a preponderance of the evidence. The government may recover actual
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damages, as well as enhanced damages and statutory damages for each
statutory violation.
[C] Administrative Proceedings—Investigation and Debarment
When a contractor is convicted of a crime; enters into a plea agreement; has a civil judgment issued against it; settles a civil lawsuit filed
by the government or a relator; or is found to have committed any
improper act, the government may initiate suspension and debarment proceedings. The contractor may be suspended from participation in government procurement and non-procurement programs for as long as it takes
the government to determine whether the contractor is “presently responsible.” 34 The government issues a notice with its grounds for suspension,
and the contractor is afforded the opportunity to present evidence in
opposition to its suspension. After presentation of all such evidence, an
agency “suspension and debarment” official (“SDO”) determines either
that the person is presently responsible, and thereby restores the contractor’s eligibility to participate in federally funded procurement and nonprocurement programs, or that the person has not shown present
responsibility, in which case the SDO will propose the person be
debarred.
When the SDO issues the written notice of proposed debarment, the
contractor is afforded a second opportunity to submit evidence in an
effort to demonstrate that it is presently responsible. The contractor must
prove by a preponderance of the evidence that it is presently responsible,
notwithstanding prior bad acts or misconduct that led to the contractor’s
suspension and then to its proposed debarment. The contractor normally
endeavors to meet in person with the suspension and debarment official
in order to present its evidence and, when warranted, there may be an evidentiary hearing to allow sworn testimony. In most debarment cases, the
SDO has before him compelling evidence of impropriety by the contractor. This evidence often times is in the form of a conviction, a civil judgment, a civil settlement, or written admissions. Denial of wrongdoing is
usually not an option.
At the conclusion of the debarment proceedings, the SDO considers
all evidence introduced into the administrative record and renders a decision in accordance with subpart FAR 9.4 and any specific agency rules.
34

FAR Subpart 9.4.
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Contractors found presently responsible are permitted to resume contracting activity with the federal government.
The SDO has substantial discretion to decide the term of any debarment, but the norm is three years. There are instances of debarment running thirty years, and even for a lifetime for cases of especially egregious
violations involving systemic fraud.
The debarred contractor may at any time during the term of debarment present new evidence and information tending to show that it is
presently responsible. The SDO normally considers such information but
is not obligated to alter the initial debarment decision. The debarred contractor normally will appear before the SDO for the same agency that
originally debarred it. A debarred contractor may also appeal the agency’s decision in a U.S. District Court under the Administrative Procedures Act,35 when it believes that the debarment decision was improper,
irrational, arbitrary, capricious, or otherwise in violation of law.
During the period of suspension or debarment, a contractor usually
is permitted to complete outstanding contracts, but the government is prohibited from extending any of the existing contracts beyond the originally prescribed completion date. The government may not exercise any
option periods on any of its contracts with that contractor. The contractor
is prohibited from participating in new federal contracting opportunities
(both procurement and non-procurement programs) and thus cannot submit any bids, quotes or offers, whether solicited or unsolicited, to any federal agency. Suspension and debarment obviously can be very expensive,
even fatal, for the affected contractor, especially one who may be totally
dependent on federal contracts for its annual revenue.
§ 10A.12

CONCLUSION

Doing business with the federal government can be very profitable,
but it is not easy. The best run companies are not immune from employee
misconduct in the performance and administration of federal contracts,
making the whole company liable, and the most seasoned government
contractors are susceptible to errors and omissions that can lead to investigations, significant expenses, and losses. Foreign buyers must be especially vigilant because of the national security limitations in government
procurement.
35

5 U.S.C. §§ 701 et seq.
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There is no adequate replacement for a buyer’s pre-closing due diligence on a seller’s federal contract portfolio. It is not necessary that the
buyer master all there is to know about the seller’s portfolio, but it will
prove substantially beneficial for the buyer to understand contract commitments, problems encountered by the seller in attempting to fulfill
those commitments, intellectual property assets, and national security
limitations. The buyer needs to know what it is buying. When
government contracts are involved, it needs to know more than when
there are none.
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§ 11.01

§ 11.02

EXECUTIVE SUMMARY

Analysis for possible violation of antitrust laws is a sine qua non of
a planned acquisition in the United States. Particularly when the acquisition target is a competitor in the United States of the potential buyer,
antitrust inquiries or challenges may emerge from several sources, including the U.S. Department of Justice or the Federal Trade Commission
(“FTC”) at the federal level, state attorneys general at the state level, and
private parties who are customers or competitors of the acquired or
acquiring firms.
Even when the target is not a competitor of the acquirer, the acquirer
and the target must follow premerger reporting and notification procedures in the United States, which are triggered by the size of the transaction and the parties, not by substantive antitrust concerns. An acquirer
must plan on incurring the time and expense necessary to satisfy these
requirements, and to bear the risk of regulatory rejection.
§ 11.02

INTRODUCTION—GENERAL LEGAL AND
ECONOMIC STANDARDS

Acquisitions of U.S. firms or assets by non-U.S. acquirers often
entail antitrust review, particularly when the acquiring and acquired firms
are direct competitors. U.S. antitrust review ordinarily is non-political;
the review process is the same for foreign acquirers and for domestic
acquirers. The process can be complex, however, because two different
federal antitrust enforcement agencies—the Antitrust Division of the Justice Department and the Bureau of Competition of the Federal Trade
Commission—share overlapping jurisdiction. State attorneys general and
private parties also have legal authority to challenge potentially anticompetitive transactions. Antitrust investigations and litigation affect relatively few proposed transactions, but when they occur, those events can
be time-consuming and expensive, and may result in substantially modifying the transaction, or even preventing it or forcing its abandonment.
This chapter overviews the legal and economic standards for antitrust review of proposed mergers and acquisitions and of the procedures
through which such reviews are conducted.
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ANTITRUST PRINCIPLES APPLIED TO MERGERS AND
ACQUISITIONS—STANDARDS FOR IDENTIFYING
POSSIBLE ANTITRUST ISSUES

The basic statute governing the legality of mergers and acquisitions
under the antitrust laws is Section 7 of the Clayton Act, which prohibits
any transaction “where in any line of commerce or in any activity affecting commerce in any section of the country, the effect of such acquisition
may be substantially to lessen competition, or to tend to create a
monopoly.”1 The application of the statute requires a predictive judgment
by courts and antitrust enforcement agencies about the likely future competitive impact of a merger or acquisition. Such transactions are deemed
unlawful when their probable effect is anticompetitive, that is, when they
are likely to produce higher prices to consumers, or other adverse effects
such as reduced product quality, service, or innovation.
U.S. antitrust review involves only mergers or acquisitions that
affect the domestic U.S. market. U.S. antitrust authorities do not have
jurisdiction to examine transactions whose only substantial effect is on
foreign markets. If, however, an acquisition or merger were to involve a
foreign company that makes sales or owns assets in the United States,
either directly or through subsidiaries, or that could be regarded as a
potential entrant into the U.S. market that transaction would be subject to
U.S. antitrust review. U.S. authorities have sometimes been criticized for
attempting to apply U.S. antitrust laws extraterritorially. Those laws do
not reach foreign acquisitions or mergers, however, unless those transactions are likely to have an identifiable anticompetitive effect on U.S.
domestic markets.
Mergers and acquisitions are classified in two general categories for
purposes of antitrust analysis: horizontal and vertical.
[A] Potential Reduction of Competition in Horizontal
Transactions
Antitrust issues arise most often from horizontal transactions, which
are mergers or acquisitions combining two or more firms that compete
1

15 U.S.C. § 18. The Federal Trade Commission employs Section 5 of the Federal
Trade Commission Act, 15 U.S.C. § 45, which incorporates the standards of Section 7 of
the Clayton Act and additionally allows the FTC authority somewhat broader than the letter of the Clayton Act.
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directly with each other at the same market level. Horizontal transactions
can reduce competition by significantly increasing concentration in a
market, that is, by increasing the portion of sales or capacity in the market in the possession of a small number of firms.
Increased concentration may lead to lessened competition in two
ways. The first, “coordinated interaction,” is the ability of competitors in
the market, either by outright agreement or by an increase in the predictability of each other’s actions, to lessen the intensity of competition and
raise prices above the levels that existed prior to the transaction. The second, “unilateral effects,” creates by merger or acquisition a firm with a
dominant market share, if not a monopoly, that has the power to increase
prices above competitive levels, regardless of a rival’s responses.
EXAMPLE:
Unilateral Effects: In late 2010, the Federal Trade Commission
found that a previously consummated acquisition produced anticompetitive unilateral effects in the markets for three types of battery separators (membranes that are placed between the positive and
negatively charged plates in batteries to prevent electrical short circuits). In two of the markets, the merged firm had market shares of
100 percent, and implemented substantial price increases after the
acquisition. In 2012, a federal court of appeals affirmed the FTC’s
decision, and its order to divest the acquired company.1.1
EXAMPLE:
Coordinated Interaction: In 2011, the Justice Department challenged the merger of the second and third largest producers of digital do-it-yourself tax preparation products, that is, software that
enables consumers to prepare their own tax returns. The two merging companies had market shares of 15.6 percent and 12.8 percent,
and would have had a combined share after the merger of 28.4 percent. The only other significant competitor had a market share of
62.2 percent, which meant that two firms would have controlled
90.6 percent of the market. The district court granted the Department’s request to block the transaction, primarily on the basis of
probable anticompetitive effects through coordinated interaction.
1.1

In the Matter of Polypore Int’l, Inc., 2010 FTC LEXIS 96 (Dec. 13, 2010), aff’d
sub nom. Polypore Int’l, Inc. v. FTC, 686 F.3d 1208 (11th Cir. 2012).
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The court held that the government established, through evidence of
increased industry concentration resulting from the merger, a presumption that the two major remaining firms would coordinate their
behavior, either through overt collusion or implicit understanding,
to restrict output and achieve profits above competitive levels.1.2
The case was based on coordinated interaction rather than unilateral
effects because the market leader was not involved in the acquisition. The acquisition, in the Justice Department’s view, did not augment the leading firm’s market position, but it did reduce the
number of significant competitors from three to two. (The only basis
on which the government could have pursued the leading firm
would have been by alleging monopolization or attempted monopolization unrelated to the proposed merger, had there been facts to
support such a charge.)
Most investigations and challenges to horizontal transactions
involve mergers or acquisitions between actual competitors, that is, firms
that compete head-to-head in the present. Transactions involving potential competitors can also raise antitrust issues when one of the firms is
deemed likely in the future to enter the market occupied by the other firm,
either reducing concentration in that market or exercising a disciplining
influence on the market by its perceived presence at the market’s edge.
Investigations and litigation involving potential competition transactions
were common in the 1970s; today, the enforcement agencies seldom pursue that theory, and most horizontal merger and acquisition investigations involve actual, not potential, competitors.
[B] Potential Reduction of Competition in Vertical Transactions
Vertical mergers and acquisitions combine firms whose relationship
to each other is typically as supplier and customer rather than as competitors. They are at different levels of a market. The principal concern with
vertical transactions is that they may foreclose competitors’ access either
to suppliers (input foreclosure), or to customers who constitute a significant portion of the market (downstream foreclosure). Although the antitrust enforcement agencies examine mergers and acquisitions for
anticompetitive vertical effects, horizontal transactions combining actual
competitors remain their primary focus of attention.
1.2

United States v. H&R Block, Inc., 833 F. Supp. 2d 36 (D.D.C. 2011).
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EXAMPLE:
In 2010, the Justice Department and the Federal Communications
Commission (“FCC”) required Comcast, the largest video programming distributor in the United States through cable systems and
other outlets, and NBC Universal, a leading provider of video content such as news, sports and entertainment programming, to agree
to conditions before they could proceed with a proposed joint venture. The Justice Department and the FCC were concerned that the
companies could disadvantage competing video programming distributors by denying them equal access to content created by NBC
Universal. The Justice Department consent order, and a companion
FCC order, require the joint venture to license content on reasonable terms to Comcast’s cable, satellite, telephone, and online competitors, and provide mechanisms to resolve licensing disputes. The
case illustrates the necessity to consider vertical as well as any horizontal competitive issues where one of the parties is a dominant supplier of needed inputs to downstream competitors.
[C] Identification of Relevant Product and Geographic Markets
for Antitrust Analysis
An initial step in assessing the competitive effects of any merger or
acquisition is to define the relevant product and geographic markets in
which the parties to the transaction compete. The product market is generally defined as those products that are reasonable substitutes for each other,
and that exhibit cross-elasticity of demand, for example, products as to
which a price increase for one product will cause increased purchases of the
other product. The geographic market is generally defined as the smallest
[Next page is 11-7.]
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area in which a price increase will not cause buyers to purchase products
from outside that area.
EXAMPLE:
In 2007, the FTC challenged the merger of two grocery chains that
specialized in premium organic and natural foods. A lower court
rejected the challenge, finding that such stores did not constitute a
valid product market because consumers viewed conventional
supermarkets as substitutes. An appeals court reversed the lower
court’s decision, however, because significant numbers of consumers would not switch to conventional supermarkets even if prices
increased at stores like the merging companies. The premium
organic and natural stores therefore constituted a product market
in which the merger excessively increased concentration and
presented a likelihood of higher prices.2 The case illustrates the
necessity of carefully testing whether the enforcement agencies may
regard potential substitutes—here, conventional supermarkets—as
too different from the businesses of the merging firms—here, premium organic and natural foods stores—to provide a competitive
constraint on the merged firm.
[D] Application of Justice Department and FTC Merger
Guidelines
Both the Justice Department and the FTC use a set of Horizontal
Merger Guidelines, which the two agencies first issued jointly in 1984
and most recently revised in 2010, as their basic analytical tool for evaluating horizontal mergers and acquisitions.3
The 2010 Merger Guidelines list types of evidence of anticompetitive effects from mergers, not all of which require definition of relevant
product and geographic markets. When announcing the issuance of the
revised Merger Guidelines, the two enforcement agencies stated that
“market definition is not an end itself or a necessary starting point of
merger analysis[.]”
Types of evidence of mergers’ anticompetitive effects specified in
the Merger Guidelines include:
2

FTC v. Whole Foods Mkt., 533 F.3d 869 (D.C. Cir. 2008).
U.S. Department of Justice and Federal Trade Commission, Horizontal Merger
Guidelines (2010), available at http://www.justice.gov/atr/public/guidelines/hmg-2010
.html.
3
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•

Actual adverse effects observed in mergers that already have been
consummated before they are investigated;

•

Direct comparisons based on experience, such as “recent mergers,
entry, expansion or exit in the relevant market;”

•

Effect on market shares and concentration in a relevant market;

•

Elimination of substantial head-to-head competition between the
merging firms; and

•

Elimination of the disruptive role of a merging party (sometimes
described as a “maverick” competitor).

The Guidelines classify a merger’s impact on “market shares and
concentration in a relevant market” as only one of several types of
anticompetitive effects that may result from a merger. In prior versions
of the Guidelines, however, and in court decisions over several decades of
merger challenges, this type of evidence has been the primary basis for
determining the legality of mergers. Although the revised Merger
Guidelines seek to move away from exclusive reliance on this mode of
analysis, that change will not occur quickly or easily. In fact, much of
the text of the revised Guidelines continues to be devoted to explaining the
significance to the enforcement agencies’ analysis of market definition,
market shares, and concentration. Firms considering acquisitions in the
United States should, therefore, continue to pay close attention to the
traditional market-based analysis.
Once the relevant product and geographic markets have been
defined (a process addressed in the Guidelines), the revised Merger
Guidelines use an arithmetic formula to measure market concentration,
and the effect of a proposed merger on concentration. That formula calls
for adding the sum of the squares of the market shares of each firm participating in the relevant market before and after the proposed transaction. That total sum for all the firms is called the Herfindahl-Hirschmann
Index (“HHI”).
The Merger Guidelines rely on the post-transaction HHI, and the
change in the HHI produced by the transaction, as an initial indication of
whether a transaction is potentially anticompetitive.4 The Merger Guidelines divide markets into three levels of concentration, according to the
markets’ post-transaction HHIs.
4

For example, were a market to consist of five firms, each with a market share of
20 percent, the pre-transaction HHI would be 2,000, i.e., (20 × 20) + (20 × 20) + (20 × 20)

11-8

ANTITRUST ISSUES IN ACQUISITIONS

§ 11.03[D]

•

Markets resulting from mergers with a post-merger HHI below 1500
are considered unconcentrated, and are unlikely to have adverse competitive effects.

•

Markets resulting from mergers with a post-merger HHI between
1500 and 2500 are considered moderately concentrated. Significant
potential competitive concerns are raised when the merger increases
the HHI by more than 100 points.

•

Markets resulting from mergers with a post-merger HHI greater than
2500 are considered highly concentrated. Significant potential competitive concerns are raised when the merger increases the HHI
between 100 and 200 points. Mergers in such markets that increase
the HHI by more than 200 points are presumed to be likely to enhance
market power, and are likely to be regarded as problematic, although
that presumption may be rebutted “by persuasive evidence showing
the merger is unlikely to enhance market power.”

The Merger Guidelines state that mergers that involve an HHI increase of
fewer than 100 points are unlikely to have adverse competitive effects,
regardless of post-merger concentration.
Other factors cited in the Merger Guidelines that play important
roles in competitive analysis include:
•

The ease (or difficulty), likelihood, and speed of new market entry
sufficient to defeat a merger’s anticompetitive effects;

•

The ability of powerful buyers to counteract higher prices or other
anticompetitive effects that might result from a merger;

•

Whether the transaction will produce efficiencies that may offset any
anticompetitive effects (although the Guidelines state that efficiencies
are likely to make a difference in merger analysis only when the likely
adverse competitive effects “are not great”); and

•

Whether one of the merging firms would otherwise fail, causing its
assets to exit the market.

In practice, factors other than market shares and concentration may
lead the FTC and the Justice Department not to challenge transactions
+ (20 × 20) + (20 × 20) = 2,000. If one of those firms were to acquire another, the
post-transaction HHI would be 2,800, i.e., (40 × 40) + (20 × 20) + (20 × 20) + (20 × 20)
= 2,800. The change in the HHI produced by the transaction would be 800.
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that nominally violate the numerical HHI thresholds set out in the Merger
Guidelines. In a commentary on the Merger Guidelines issued in 2006,
the enforcement agencies noted that they frequently do not take action
against transactions that result in increases in concentration beyond those
that the Merger Guidelines appear to tolerate.5
EXAMPLE:
In 2008, after an extended investigation, the Justice Department
decided not to challenge the merger of XM and Sirius, the only two
existing satellite radio competitors, even though the transaction
could reasonably be regarded as creating a monopoly in satellite
subscription radio services. The Justice Department concluded that
the two firms did not compete significantly for consumers who had
already subscribed to one of the two services, that competition for
new vehicle installation was already resolved by long-term solesource contracts, and that new technologies were emerging as alternatives for retail consumers who were choosing between the two
services. The Justice Department also concluded that substantial
efficiencies would result from the combination of the two firms. The
case illustrates the necessity to consider potential responses to a
government investigation as early as practicable, and to allow
sufficient time for completion of a protracted investigation.
Recent merger enforcement has tended toward challenges based on
unilateral effects analysis (described in the Guidelines as “enhanc[ing]
market power simply by eliminating competition between the merging
parties”), and away from challenges based on coordinated effects
(described in the Guidelines as “enhanc[ing] market power by increasing
the risk of coordinated, accommodating, or interdependent behavior
among rivals”). The revised Merger Guidelines tacitly recognize this shift
in emphasis by discussing unilateral effects mergers first, and coordinated interaction mergers second; in the previous version of the Guidelines (last revised in 1997), that order was reversed.

5

Federal Trade Commission and U.S. Department of Justice, Commentary on the
Horizontal Merger Guidelines 15 (2006), available at http://www.usdoj.gov/atr/public/
guidelines/215247.htm. The 2010 Merger Guidelines state that the 2006 Commentary
“remains a valuable supplement to these Guidelines.”
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ANTITRUST ENFORCEMENT PROCEDURES

Legal authority to enforce the antitrust laws with regard to acquisitions is distributed among numerous actors, including federal law
enforcement agencies, state governments, and private parties. As a result,
an acquisition can encounter challenges at several levels.
[A] Federal Enforcement—Justice Department and Federal Trade
Commission
Antitrust enforcement at the federal level with regard to acquisitions is shared between the Antitrust Division of the U.S. Department of
Justice and the Bureau of Competition of the FTC.6 Both agencies have
the legal authority to investigate a proposed acquisition, and to ask a court
to prevent the acquisition from being consummated or (less frequently),
to order the unwinding of an acquisition that has already taken place. The
Justice Department and the FTC have a liaison agreement through which
they agree on which of them will review particular acquisitions. As a
result of this coordination process, a particular acquisition may be
reviewed by the Justice Department or the FTC, but never by both agencies simultaneously.
Criminal penalties rarely, if ever, result from acquisition investigations. As noted in Section 11.05 below, however, large civil penalties can
be imposed on parties who fail to follow premerger notification procedures.
The antitrust review process focuses exclusively on the competitive
effect of an acquisition. Other considerations, such as national security or
preserving U.S. ownership of the target company, have no role in the process. The nationality of the acquiring firm, both in theory and in practice,
is irrelevant.7

6

In particular industries, other federal agencies have legal authority to review acquisitions either instead of the Justice Department and the FTC, or in conjunction with them.
For example, the Federal Communications Commission reviews acquisitions of licensed
telecommunications firms in addition to the Justice Department. The Federal Reserve
Board also shares jurisdiction over bank acquisitions with the Justice Department, while
the Surface Transportation Board has authority to review acquisitions of rail carriers.
7
See § 14.06, infra, for a discussion of CFIUS review of acquisitions with regard to
national security considerations.
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[B] Enforcement by State Attorneys General
The attorneys general of all 50 states (and of other jurisdictions such
as the District of Columbia and Puerto Rico) also have the authority to
investigate and to ask a court to block or undo an acquisition. State governments have the legal authority to challenge acquisitions independently, but state governments often investigate and seek to block
acquisitions by working in cooperation with the Justice Department or the
FTC at the federal level. The decision of the Justice Department or the
FTC not to challenge an acquisition, however, or to settle a challenge on
particular terms, does not prohibit state governments from mounting their
own challenge, or from seeking different or more extensive remedies than
the federal agencies obtain. In most instances, the federal and state
authorities act together in merger enforcement; challenges undertaken by
state governments without federal involvement are uncommon.
EXAMPLE:
The FTC reached agreement on a consent order with two merging
supermarket chains that required the companies to divest a number
of stores to resolve the FTC’s concerns about the acquisition. The
State of California also challenged the acquisition, and sought to
compel the companies to make more extensive divestitures than the
FTC had required. The Supreme Court held that the FTC’s consent
order with the companies did not foreclose California from continuing to pursue the case, and to seek divestitures beyond those
obtained by the FTC.8 The case illustrates the necessity to anticipate that the approaches of the federal and state governments to an
acquisition can be different, and to attempt to resolve federal and
state concerns in a coordinated fashion.
State governments are not empowered to employ the premerger
notification and investigative procedures of the Hart-Scott-Rodino Antitrust Improvements Act (“HSR Act”).9 Only the Justice Department and
the FTC have that authority although they can share information submitted under the Act when the companies under investigation give permission.

8
9

California v. American Stores Co., 495 U.S. 271 (1990).
15 U.S.C. § 18a.
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[C] Enforcement by Private Parties
The antitrust laws allow private parties, such as customers or competitors of the merging firms, to bring suit to block the transaction. Like
state governments, private parties can challenge transactions even though
the federal enforcement agencies have chosen not to object to the transaction or have resolved their concerns through a settlement.
Courts often limit, however, the standing of private parties to bring
merger challenges. Customers of the merging firms are usually accorded
the ability to sue to block the transaction. Suits by competitors often are
not permitted, however, because even anticompetitive mergers usually
benefit competitors by raising price levels. Suits by employees who lose
their jobs because of mergers are almost never allowed. Like challenges
by state governments acting alone, merger challenges mounted solely by
private parties are rare. They often are settled by monetary payments
rather than by divestitures.
[D] Jurisdictional Considerations
The antitrust jurisdiction of federal and state enforcement authorities is so broad that both federal and state authorities are likely to have
jurisdiction to investigate and challenge the great majority of acquisitions. Few acquisitions are so small that they are beyond the jurisdiction
of the Justice Department or the FTC although, of course, those agencies
rarely concern themselves with very small transactions. Because federal
and state antitrust jurisdiction overlaps, state attorneys general can challenge acquisitions even when one of the federal enforcement agencies is
also involved, so long as the acquisition has an impact on the particular
states in question.
In the JIC hypothetical example discussed in Chapter 2, JIC manufactures aircraft engines, but does not operate in the United States. California Aircraft Engines, Inc., a subsidiary of the target company, U.S. Air
and Wind, Inc., manufactures aircraft engines in California and sells them
in the United States. The federal antitrust enforcement agencies, the Justice Department or the FTC, would have jurisdiction to investigate
whether the acquisition might reduce competition by eliminating JIC as a
potential entrant in the U.S. market for aircraft engines. The Attorney
General of California would also have jurisdiction to investigate whether
the acquisition would reduce potential competition in California for

11-13

2014 SUPPLEMENT

§ 11.05

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

aircraft acquisitions, as would other state attorneys general if the
acquisition might reduce competition in those states. As noted above,
state attorneys general usually coordinate their investigations with the
FTC or the Justice Department, although the states are not legally
required to do so. In rare circumstances, a state may proceed independently against an acquisition that the federal enforcement agency decides
not to challenge, or can seek additional relief that the federal enforcement agency has decided not to request.
§ 11.05

PREMERGER NOTIFICATION PROCEDURES
AS APPLIED TO NON-U.S. ACQUIRERS

The HSR Act requires advance notification to the FTC and the Justice Department of acquisitions where both the value of the acquisition
and the “size” of the parties are above certain thresholds, unless the
acquisition is otherwise exempt. When an acquisition meets the thresholds that trigger an HSR Act filing, the transaction may not be closed for
30 days after the HSR Act filings have been submitted by both parties,
unless the FTC and the Justice Department have agreed to an earlier termination of the 30-day period. The HSR Act filing requirements have
nothing to do with whether the parties are competitors, or whether the
transaction presents competitive concerns; rather, the requirement
depends entirely on the size of the parties and the value of the transaction. The HSR Act system is designed to afford the FTC and the Justice
Department the ability to delay and investigate potentially anticompetitive acquisitions prior to their closing, reflecting the belief that competition can be most efficiently protected by preventing problematic
acquisitions rather than by attempting to undo them after they already
have been consummated.10
Where the parties are not competitors, and where the acquisition is
not otherwise likely to affect competition, preparation and submission of
the HSR Act filing is rarely more than a time-consuming formality. Each
party must prepare its own filing, setting forth basic information about the
transaction, the party’s business, and a detailed breakdown of the lines of
commerce in which the party derives revenue. While the filing entails
some additional expense and inconvenience, and observation of the wait-

10

See Chapter 3, supra, for a discussion of documentation issues with regard to HartScott-Rodino premerger notification considerations.
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ing period can sometimes frustrate the preferred timeline for closing the
transaction, the HSR Act procedure is rarely a significant obstacle where
the transaction poses no competitive concerns.
Regardless of whether a transaction presents competitive concerns,
when the parties do not observe applicable premerger notification procedures, the federal enforcement agencies often seek and obtain large civil
penalties for noncompliance, sometimes in the millions of dollars.
When an acquisition will bring two competing businesses under
common ownership, the HSR Act procedure can become a substantive
hurdle. Similarly, when the acquisition otherwise has the potential to
affect competition adversely—for example, by vertically integrating two
complementary businesses in a manner that will give the combined firm
an anticompetitive advantage in either upstream or downstream
markets—HSR Act procedures can substantially delay, and in some cases
prevent, the closing of the acquisition. When the FTC or the Justice
Department believes the acquisition may substantially lessen competition, the reviewing agency may issue a Request for Additional Information (informally called a “Second Request”) requiring the production of
additional documents and other information that can necessitate months
of preparation and document review. Disputes sometimes arise between
parties and the enforcement agency about whether the parties have substantially complied with a Second Request.
HSR Act procedures allow the FTC or the Justice Department, by
issuing a Second Request before the 30-day waiting period expires, to
require a second 30-day waiting period after all parties have substantially
complied with the Second Request. Parties engaged in settlement negotiations with the FTC or the Justice Department, or who want additional
time to convince the enforcement agency not to challenge a transaction,
often agree not to close the transaction even after the second 30-day waiting period has expired, or to give the agency advance notice before a closing occurs.
Transactions that do not require HSR Act procedures because they
fall below the filing thresholds are nevertheless potentially subject to antitrust challenge. The FTC and the Justice Department have the authority
to challenge transactions that are too small for HSR Act purposes,
although those transactions often have been completed already. Under
those circumstances, the FTC and the Justice Department can seek to
unwind the transaction, even when such action requires dividing the
merged company after integration already has occurred.
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EXAMPLE:
In 2008, the Justice Department challenged a competitor’s acquisition of a manufacturer of semiconductors used for defense and space
purposes that did not require an HSR Act filing, even though the
acquisition had been completed nearly six months prior to the filing
of the Justice Department’s suit. The case illustrates the necessity to
plan for antitrust considerations even in relatively small transactions, and to keep in mind that antitrust issues can be raised even
after such transactions are completed and closed.
[A] When the Target Is a U.S. Entity
When a U.S. entity, or assets located in the United States, is being
acquired, a non-U.S. purchaser ordinarily will be subject to HSR Act procedures to the same extent as a U.S. purchaser would be. The acquisition
must be analyzed under two primary “size” tests, the “Size of Transaction” and the “Size of Person.” Only when the transaction meets both of
these tests will an HSR Act filing be required.11
[1] The “Size of Transaction” Test
An HSR Act filing is required only when the acquisition would give
the buyer voting securities and/or assets of the seller of at least $70.9 million in value (adjusted as of 2013). (All HSR Act dollar thresholds are
indexed for inflation and adjusted annually.) For HSR Act purposes, the
value of the transaction is not necessarily limited to the value of voting
securities and assets being acquired as part of the transaction, but can also
include (i) the value of any voting securities of the target already held by
the buyer; (ii) assets acquired by the buyer from the same seller during
the previous 180 days; (iii) additional assets to be acquired by the buyer
from the seller pursuant to a pending agreement or letter of intent.
Ordinarily, the value of a transaction is defined by the purchase
price or, in the case of publicly traded voting securities, by reference to
the exchange price. Where the purchase price is not readily defined,
however—such as transactions involving contingent payments or
11

In addition, HSR Act procedures apply only if either the buyer or the seller “is
engaged in commerce or in any activity affecting commerce.” Rarely, if ever, will this
requirement be the basis for avoiding an HSR Act filing obligation.
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nonmonetary consideration—the buyer may be required to determine the
fair market value of the transaction for HSR Act purposes.
[2] The “Size of Person” Test
Transactions with a value greater than $283.6 million (adjusted as
of 2013) require an HSR Act filing regardless of the size of the parties.
For transactions with a value between $70.9 million (adjusted as of 2013)
and $283.6 million (adjusted as of 2013), however, no filing is required
unless the parties also meet the “Size of Person” test. The “Size of
Person” test requires that one of the following criteria be satisfied:
(a) A person with total assets or annual net sales of at least $141.8
million (adjusted as of 2013) is acquiring voting securities or
assets from a person engaged in manufacturing who has annual
net sales or total assets of at least $14.2 million (adjusted as of
2013);
(b) A person with total assets or annual net sales of at least $141.8
million (adjusted as of 2013) is acquiring voting securities or
assets from a person not engaged in manufacturing who has
total assets of at least $14.2 million (adjusted as of 2013); or
(c) A person with total assets or annual net sales of at least $14.2
million (adjusted as of 2013) is acquiring voting securities or
assets from a person with total assets or annual net sales of at
least $141.8 million (adjusted as of 2013).
For HSR Act purposes, the “persons” whose total assets and annual
net sales must be considered are not necessarily the parties to the transaction, but the ultimate parent entities of those parties, that is, the individuals or entities deemed ultimately to control the parties. Thus, each
party’s ultimate parent entity must be identified before the “Size of Person” test can be applied.
[B] When the Target Is a Non-U.S. Entity
Although the HSR Act is concerned principally with acquisitions of
voting securities or assets of U.S. entities, an HSR Act filing may be
required even when the target is a non-U.S. entity.
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[1] Non-U.S. Assets
The acquisition of assets located outside the United States is exempt
from HSR Act procedures unless those assets (together with any other
non-U.S. assets that must be aggregated for HSR Act purposes) generated sales in excess of $70.9 million (adjusted as of 2013) in or into the
United States during the seller’s most recent fiscal year. Even in this situation, the acquisition of the non-U.S. assets will be exempt when (i) the
ultimate parent entities of both the buyer and seller are foreign; (ii) the
aggregate sales of those ultimate parent entities in or into the United
States are less than $156.0 million (adjusted as of 2013) in their respective most recent fiscal years; (iii) the aggregate total assets of those ultimate parent entities located in the United States are less than $156.0
million (adjusted as of 2013); and (iv) the value of the transaction, including the non-U.S. assets, is less than $283.6 million (adjusted as of 2013).
[2] Voting Securities of Non-U.S. Issuers
The acquisition of voting securities of a non-U.S. issuer by a nonU.S. person is exempt from HSR Act procedures unless (i) the acquisition will confer control on the issuer and (ii) the issuer (together with all
entities the issuer controls) either holds assets in the United States with a
value greater than $70.9 million (adjusted as of 2013) or made aggregate
sales of more than $70.9 million (adjusted as of 2013) in or into the
United States in the issuer’s most recent fiscal year. When controlling
interests in multiple foreign targets are being acquired from the same
seller, the U.S. assets and sales must be aggregated for purposes of the
$70.9 million limitation. Just as with non-U.S. assets, however, even an
acquisition that meets the $70.9 million threshold will be exempt when
(i) the ultimate parent entities of both the buyer and seller are foreign; (ii)
the aggregate sales of those ultimate parent entities in or into the United
States are less than $156.0 million (adjusted as of 2013) in their respective most recent fiscal years; (iii) the aggregate total assets of those ultimate parent entities located in the United States are less than $156.0
million (adjusted as of 2013); and (iv) the value of the transaction, including the voting securities of the non-U.S. target, is less than $283.6 million (adjusted as of 2013).
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[C] Comparison with Foreign Premerger Notification
Procedures
Although the premerger notification and subsequent “prescreening” requirements of the HSR Act are analogous to those of the
European Union, China, and a number of other non-U.S. jurisdictions,
there are significant distinctions. For example, while the EU notification
thresholds focus almost exclusively on the parties’ worldwide and
Community-wide sales, the HSR Act looks to the value of the acquisition
and to the assets, as well as sales, of the parties. Both the buyer and seller
ordinarily are required to file separately under the HSR Act, unlike the
joint filings accepted in many jurisdictions. Perhaps most importantly,
while the EU, Chinese, and many other merger regulations require affirmative approval from the reviewing agency before a transaction may be
consummated, the Hart-Scott-Rodino Act permits the parties to close
after the appropriate waiting periods have passed when neither the FTC
nor the Justice Department has taken any action to extend the waiting
period or block the transaction.
Where a transaction is reportable under both the HSR Act and one
or more non-U.S. merger laws, the FTC and the Justice Department will
seek to coordinate their review with those of other reviewing competition
authorities. The United States has entered into various cooperation agreements with other jurisdictions, including the European Union, Canada,
and Australia, which allow competition authorities to share certain information in connection with antitrust investigations. In addition, the International Antitrust Enforcement Assistance Act authorizes the FTC and the
Justice Department to enter into written agreements with non-U.S.
enforcement authorities to exchange confidential information when the
exchange is in the public interest, and to collect evidence in the United
States on behalf of foreign competition authorities. To facilitate this cooperation, the HSR Act form includes a voluntary question as to whether
non-U.S. competition filings are required for the transaction.
§ 11.06

LITIGATION PROCEDURES IN MERGER AND
ACQUISITION CASES

If the FTC or the Justice Department were to conclude that a merger
or acquisition would be anticompetitive, the agency that has been investigating the transaction could file suit in a federal district court (i.e., a
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trial-level court) to seek an order from the court preventing the transaction from being completed. One or more state attorneys general often join
in suits filed by the federal antitrust enforcement agencies. The enforcement agency can seek an emergency order (a temporary restraining order)
that can halt the transaction for a maximum of 20 days, or a longer-term
order (a preliminary injunction or a permanent injunction) that can block
the transaction for a longer period of time, or forbid the transaction altogether. In most instances, the enforcement agency and the parties agree
on a schedule under which both sides can obtain documents and deposition testimony relevant to the transaction, leading to a hearing before a
federal district judge on whether an injunction against the transaction
should be issued. Such hearings usually are scheduled on an expedited
basis, and take place several weeks after the suit is filed.
When the suit is brought by the Justice Department, the question of
whether the transaction is anticompetitive is decided by the federal district court where the suit has been filed. When the suit is brought by the
FTC, however, the role of the court is to determine whether to enjoin the
transaction so that the FTC can have the time to determine in an administrative proceeding whether the transaction is anticompetitive. Were the
court to issue an injunction, the merits of the case would be heard before
an administrative law judge who is an independent employee of the FTC.
Either the parties to the transaction or the FTC staff can appeal the administrative law judge’s decision to the full five-member FTC, which sits as
an adjudicative body to hear the appeal. Appeals from an FTC decision
may be taken by the parties (but not the FTC staff) to a federal circuit
court of appeals.
In federal district court cases brought by either the Justice Department or the FTC, both the companies that are parties to the transaction
and the government agencies may appeal the court’s decision to issue (or
to deny) an injunction to the federal circuit court of appeals that reviews
the decisions of that district court. Pending mergers and acquisitions are
typically fragile. Transaction agreements usually contain a date after
which the parties may withdraw should the transaction not have been
completed, and the parties may call off transactions significantly delayed
in litigation. When the FTC or the Justice Department succeeds in obtaining an injunction from a federal district court, companies often decide to
abandon the transaction rather than wait until the appeal process (or the
FTC administrative litigation process) runs its course.
Companies can settle merger or acquisition challenges with the
enforcement agency at any point in the HSR Act process, or in the course
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of litigation, whenever the agency believes that a remedy short of preventing the transaction altogether would preserve competition. The companies may agree to an order (a “consent order”) requiring the sale (or
“divestiture”) of assets of the acquired company, the acquiring company,
or a combination of the two, to an acquirer approved by the enforcement
agency. The companies have the burden of identifying an acceptable
acquirer that can operate the divested assets as a viable competitor with
the merged firm. The enforcement agency may require that a satisfactory
acquirer be identified in advance, or may permit the companies to agree
in the consent order to divest certain assets within a prescribed period of
time. Should the time period expire without an acceptable buyer, the consent order may require that sale of the assets be turned over to an
appointed trustee who will find a buyer.
FTC consent orders are made available for public review and comment by the FTC itself before the agency finally accepts them. Under the
Tunney Act,12 Justice Department consent orders are subject to a public
notice and comment period supervised by the federal district court, and
the court decides at the end of that process whether the consent order
should be accepted. The role of the court is limited, however, and Justice
Department consent orders are seldom rejected after Tunney Act review.
§ 11.07

CONCLUSION—ANTITRUST ISSUES IN
ACQUISITION PLANNING

Any party considering acquisitions of companies or assets in the
United States should take antitrust considerations into account, including
both the procedural issues involved in HSR filings and the substantive
issues involved in determining whether U.S. antitrust enforcement
authorities might investigate or challenge the transaction as potentially
anticompetitive. The size of the transaction and the parties are the most
important variables regarding HSR filings. The substantive issues require
a careful analysis of competitive conditions in the U.S. market that goes
well beyond the size of the deal and its participants. Foreign acquirers
have no special exemption from these requirements, but there are no special antitrust rules for foreign acquirers that impede their ability to accomplish transactions that affect the U.S. market.

12

15 U.S.C. § 16(b)-(h).
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§ 12.01

§ 12.02

EXECUTIVE SUMMARY

The Sarbanes-Oxley Act of 2002 was landmark legislation responding to a series of corporate scandals that shook the U.S. capital markets
early in the decade. Based on the principles of greater accountability
and transparency, the law changed practices of public company auditing
and corporate governance and restored confidence in the American
marketplace.
This chapter reviews the volatile, post 9/11 economic period that led
to the law’s enactment and offers a checklist of the provisions that will be
of interest to those considering investment transactions in the United
States.
§ 12.02

THE PURPOSE AND ACHIEVEMENTS OF
SARBANES-OXLEY

The Sarbanes-Oxley Act of 2002 (“SOX”)1 made important changes
to U.S. law and U.S. policy in the practices of corporate governance,
accounting, auditing, and financial reporting for U.S. public companies.
The changes were intended to restore confidence in the integrity and
honesty of the public securities markets.
Among the law’s most prominent changes was to assert a federal
role in the area of corporate governance, which previously had been jurisdiction exercised solely by the states. The main corporate governance
goal of the law was to strengthen public company boards of directors and
to increase the natural tension between boards and management in order
to achieve more effective corporations. Additionally, the law replaced
self-regulation in the auditing profession with an independent, statutory,
non-profit oversight corporation that derives its authority directly from
the securities regulator, an independent agency.
SOX was written with the individual investor in mind. It gave
the U.S. Securities and Exchange Commission (“SEC”) new authority
and dramatically increased the independent agency’s funding. SOX
imposed new transparency and reporting requirements on public companies and added new penalties—many of them criminal—for violations.
The law defined several new federal crimes and increased penalties for
some existing crimes.
1

Pub. L. No. 107-204, 116 Stat. 745 (codified as amended in scattered sections of 11,
15, 18, 28, and 29 U.S.C.).
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In addition to revamping corporate governance procedures related to
accounting, auditing, and financial reporting, SOX sought to reduce
conflicts of interest among the so-called corporate “gatekeepers” who
surround public companies, including securities analysts and lawyers.
Later, the Credit Rating Agency Reform Act of 20062 continued the reform
effort by seeking to remove regulatory barriers to entry and to increase
competition in the ratings industry.
SOX raised corporate financial and governance standards and
changed the nature of what it means to be a public company in the United
States, placing more emphasis on the responsibility to shareholders, both
institutional and individual. It was the product of a strategic decision by the
United States to fortify the quality of public company accounting, auditing,
and financial reporting. SOX asserted the United States’ sovereign role
in requiring that certain standards be met in order for companies to list
securities on U.S. exchanges and to make them available to American
investors. As a result, it revealed the interconnection of the global economy,
as well as the fissures with non-U.S. regulators and non-domestic
companies seeking to access American capital markets.
§ 12.03

THE CRISIS TO WHICH SOX RESPONDED

SOX will always be remembered as Congress’s reaction to the fraud
and bankruptcies of the Enron and WorldCom era, but it was much broader
than the dozens of companies that were indicted for criminal and civil
offenses related to their accounting, reporting, and corporate governance
practices. The larger issue was the involvement of corporate gatekeepers,
including conflicted analysts, accountants, and lawyers who should have
been safeguarding the interests of shareholders, employees, and retirees,
but were not. An even larger issue was that a shocking series of public
company bankruptcies had undermined investor confidence in U.S.
markets and companies.
During this period, there was a loss of approximately $8 trillion of
U.S. market capitalization, which triggered a fear of widespread collapse
and market freefall. Although the immediate task was to stitch together
solutions to cover an array of problems, the more important undertaking
was to restore the trust of U.S. and international investors in the safety

2

Pub. L. No. 109-291, 120 Stat. 1327-1339 (Sept. 29, 2006).
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and soundness of American companies and the U.S. marketplace. Legislation that accomplished the first goal but did not achieve reforms to
increase market confidence would be judged correctly as a failure. SOX
cannot and should not be credited with the market’s rise between 2002
and 2007, but it certainly would have been blamed had the opposite trend
occurred.
Although the circumstances at each troubled company were unique,
patterns emerged. It was impossible to predict how many companies
would be afflicted with accounting and corporate governance problems,
but it seemed apparent that the problems were not limited to a handful.
The challenge in crafting SOX was to ascertain the problems and solutions, and to find the template that covered them all in order to write
appropriate, broad legislation.
A constellation of bankruptcies and accounting problems appeared
in different sectors across the capital markets in just a few short months,
revealing weaknesses in U.S. public company corporate governance and
financial reporting. It was disturbing that a few people in key positions
could manipulate the books and bring down a company while the rest of
the executives, board members, and management remained unaware of
any problem.
The two most well-known of the companies engaged in fraudulent
conduct were Enron and WorldCom, iconic favorites of investors due to
their spectacular financial returns. Other companies with accounting
problems, such as Global Crossing, Tyco, and Adelphia, magnified the
systemic problems. The sudden failures of Enron and WorldCom stunned
nearly everyone, except perhaps the few who perpetrated the fraud within
the companies, and some of their executives. As fraud had been necessary
to make Enron and WorldCom appear so successful, so it would spread
to competing companies that struggled to keep pace with the skyrocketing
stock prices, profits, and shareholder returns. Ultimately, it became clear
that the companies’ outward successes concealed rotten financial cores
hidden from investors.
[A] Enron
Beginning as a natural gas pipeline company, Enron became an
innovator in energy trading and energy futures. The company invented
new methods of contracting, purchasing, and delivering various forms
of energy for utilities and industry. Because of its size as a Fortune
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10 company, its status as the seventh largest U.S. corporation by revenue
in 2000, and its unique role in America’s energy marketplace, its sudden
disintegration left its clients scrambling and a large hole in the energy
sector.
The first tipoff to the Enron debacle was the electricity crisis of
2000 and 2001 that resulted in rolling blackouts in the Western part of
the United States. However, the first real sign of trouble was the
surprise resignation of then-Chief Executive Officer Jeffrey Skilling in
mid-August of 2001.
The $49 billion Enron Corporation filed for bankruptcy on
December 2, 2001. The first Congressional hearing was held by two
House Financial Services subcommittees on December 12. During the
hearing, the chief accountant of the SEC, Robert Herdman, asked whether
there could be other Enrons in the making, answered, “There may be.”3
The committee reviewed, for example, the exercise of executives’
stock options prior to the bankruptcy declaration. At the time, executives’
stock sales were publicly reported within a 90-day period, which
eventually was reduced to 48 hours by SOX. The 90-day period prevented
investors from knowing what executives knew about the conditions of
the company. During the pre-bankruptcy period, there was a blackout in
the employees’ 401K plan, preventing employees from reducing their
dependence on Enron while the stock price was in its tailspin, another
abusive practice that would be addressed by SOX.
Throughout the winter of 2001–2002, the SEC staff quietly
reviewed the financial statements of all Fortune 500 companies. They
found no obviously new Enrons awaiting collapse. The staff conceded,
however, that there was no way to detect outright fraud that could have
been lurking beneath the public reports. Their research was an early
identification of the need for internal controls and more transparency.

3

Herdman, Robert K. Transcript of testimony before the House Financial Services
Subcommittee on Capital Markets, Government Sponsored Enterprises and Insurance
and the Subcommittee on Oversight and Investigations on “The Enron Collapse: Impact
on Investors and Financial Markets.” (Washington, D.C., House Financial Services
Committee) Dec. 12, 2001, p. 41, available at http://commdocs.house.gov/committees/
bank/hba76958.000/hba76958_0f.htm.
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[B] Arthur Andersen
In March 2002, the Department of Justice indicted the entire firm of
Arthur Andersen, previously the gold standard in the accounting industry,
for obstruction of justice in the Enron case. It was an unprecedented and
arguably rash decision to indict the entire firm: ultimately, it reduced
competition in the accounting industry at a time when American public
companies were going to need accounting firms the most.
Arthur Andersen accountants argued that Enron’s officials created
special purpose entities outside the purview of accountants, and that they
did not have any authority to look into them. Their complaint was valid:
they were being held responsible for something they had no legal authority
or ability to address. In 2005, the Supreme Court overturned the Arthur
Andersen conviction,4 effectively exonerating 28,000 employees, but
by then the company already had been disbanded. The Arthur Andersen
death penalty probably was the biggest mistake in the whole process
of unwinding the corporate scandals. Surely the firmwide penalty did not
fit the crime.
[C] Global Crossing
In January 2002, the telecommunications company Global Crossing
filed for bankruptcy with $30.1 billion in assets. At the time, Global
Crossing was the fifth largest U.S. bankruptcy, and at this writing it ranks
fourteenth.5
Global Crossing’s mission was to build out the world’s largest
fiber-optic network for high-speed data. At its height, the company
operated on five continents.
The Global Crossing bankruptcy was a serious blow to the telecommunications sector of the economy. Yet, its effect on Capitol Hill and in
the public debate was not as pervasive as that of Enron and WorldCom.
Global Crossing executives wildly overestimated the demand for
fiber-optic telecommunications capacity. As the tech economy sank
in 2001, company officers allegedly used the accounting for complex
capacity swaps to improve the company’s financial results.
In March 2002, the House Financial Services Committee held a
hearing that delved into the accounting and corporate governance issues
4
5

Arthur Andersen, LLP v. United States, 544 U.S. 696 (2005).
BankruptcyData.com
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at Global Crossing, also highlighting the lack of reliable financial
statements. The Committee found that Global Crossing sold and leased
fiber-optic capacity to other companies. The proper accounting treatment
of these transactions—specifically whether revenue is realized immediately or over time—depends on how the contracts are written. Global
Crossing also swapped fiber-optic capacity with other companies in
reciprocal agreements. There are accounting rules for nonmonetary transactions, and questions arose as to whether Global Crossing was abiding
by them.
The rules required that such transactions be undertaken for real
economic reasons and not primarily to improve certain financial
statements. In his testimony at the Financial Services Committee hearing,
the SEC’s deputy chief accountant said in reference to articles in the
business press regarding the practice, “Many of these articles suggest that
the companies entering into these transactions may have inappropriately
inflated their operating results by recognizing revenue for the network
capacity sold, and recording long-term fixed assets for the capacity
purchase.”6
The SEC complaint against three Global Crossing officers alleged
that they failed to provide material information so that investors could
judge how the transactions were affecting the performance of the company. The three officers settled, and each paid $100,000 in civil penalties
without denying or admitting wrongdoing. Global Crossing eventually
emerged from bankruptcy.
Investors demanded action to address the wrongs that had been
committed and to shore up confidence in the markets. Those wrongs were
understood to be in the practices of corporate governance, accounting,
and auditing, not competition. In early March, President Bush proposed a
ten-point plan for corporate reform. At that time, the Financial Services
Committee already was drafting the first version of what would become
SOX, and the panel passed it after several days of consideration in
mid-April. The full House of Representatives followed two days later,
passing H.R. 3763, the Corporate and Auditing Accountability, Responsibility, and Transparency Act, by a bipartisan vote of 334-90.
6
Morrissey, John M. Testimony before the House Financial Services Subcommittee on
Oversight and Investigations hearing on “The Effects of the Global Crossing Bankruptcy
on Investors, Markets, and Employees.” (Washington, D.C., U.S. Securities and Exchange
Commission) Mar. 21, 2002, p. 7, available at http://financialservices.house.gov/media/
pdf/032102jm.pdf.
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The Senate Banking Committee had held extensive hearings at the
same time. However, with no further catastrophic news that spring, then
Senate Majority Leader Tom Daschle (Democrat from South Dakota)
decided that the Senate would put off action on corporate responsibility
until fall.
In early June, with legislation passed by the House but not the
Senate, then Chairman and CEO of Goldman Sachs, Henry Paulson,
delivered a speech at the National Press Club that came to be known
as the industry “mea culpa speech.” He recommended numerous
proposals that were far more stringent than the House bill, and other
business groups and executives soon lined up behind his message. Taken
together, the Paulson speech and the WorldCom bankruptcy meant that a
moderate approach to legislation was no longer viable.
[D] WorldCom
Beginning as a local Mississippi long-distance telephone provider,
WorldCom had become the country’s second largest long-distance carrier
and a member of the Fortune 500. The local company acquired other
telecommunications companies throughout the 1990s, and completed a
$37 billion merger with MCI in 1997. MCI WorldCom, which renamed
itself “WorldCom” in 2000, was best known for challenging the market
dominance of the regional Bell operating companies, the system that had
remained after the AT&T divestiture of the early 1980s.
WorldCom’s competitive challenge to the existing Bell structure
was an important factor in bringing new telecommunications capabilities
and lower costs to U.S. consumers. Synonymous with the new telecommunications marketplace of greater choice and lower price, WorldCom
also provided unique services to the federal government.
WorldCom’s company restatement on June 25, 2002 instigated SEC
and Department of Justice investigations. Earnings had been overstated
by $3.8 billion, and the company had treated current expenses as capital
expenditures in order to spread them into the future. The House Financial
Services Committee held a hearing on July 8, and WorldCom filed for
bankruptcy protection on July 21.
The WorldCom news was a bombshell on Capitol Hill. With assets
of nearly $104 billion at bankruptcy, WorldCom was much larger than
Enron. At the time, it was the largest bankruptcy to date. At this writing,
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it is the third largest bankruptcy in U.S. history, behind Lehman Brothers
and Washington Mutual.7
At the July 8 hearing, then-WorldCom Chief Executive Officer
Bernard Ebbers and the company’s former chief financial officer, Scott
Sullivan, both exercised their rights under the Fifth Amendment of the
U.S. Constitution and declined to testify. The hearing highlighted the role
of the cheerleading analyst, Jack Grubman, who was WorldCom’s greatest
promoter on Wall Street, even though he had not disclosed his attendance at
board meetings and his knowledge of the company’s problems.
Grubman steered valuable initial public offering (IPO) shares—and
their quick profits—from Salomon Smith Barney to Ebbers. Grubman
was a glaring example of how the ties between research analysts and the
investment banking side of their companies tainted the research they produced. Because of Grubman and others, the practice of steering valuable
IPO shares to clients as a reward for their investment banking business,
a practice referred to as “spinning,” came under great scrutiny at the
Financial Services Committee, the SEC, and the New York Attorney
General’s office. Ebbers, who used his WorldCom stock shares to finance
other business ventures, requested and received a $400 million loan from
the company to meet his margin calls.
The accumulation of the bankruptcies and other corporate problems
led President Bush to call for legislation to be completed before the August
recess. He proposed the addition of new criminal penalties. Suddenly, after
WorldCom, the full Senate could not move fast enough to complete the
legislation. Both Houses moved on the President’s proposals for increasing
penalties for various violations of securities laws, including increased
penalties for altering or destroying documents, mail fraud, wire fraud,
certification of false financial statements, plus increased whistleblower
protections.
The bill addressed other critical matters, requiring disclosure related
to corporate codes of ethics and better disclosure of off-balance-sheet
transactions, prohibiting corporate loans to executives, eliminating 401K
blackout periods, and requiring electronic disclosure of company stock
trades by corporate insiders within 48 hours. House Republican negotiators
added a provision strengthening “Fair funds,” which are administered by
the SEC to compensate defrauded investors.
House Republicans also sought to ameliorate language regarding
listing-standard compliance for non-U.S. companies, an issue that caused
7

BankruptcyData.com.
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an uproar in Europe immediately after the law’s enactment because
the provision made the reach of the U.S. legislation extraterritorial,
subjecting Europeans to American law.
The entire process of hearings, markups, floor action, conference,
final passage, and enactment took approximately eight months. The
signing ceremony was held in the East Room of the White House on
July 30, 2002.
§ 12.04

ACCOUNTABILITY AND TRANSPARENCY

SOX was built on the principles of increasing accountability and
increasing transparency in American public companies. Its priority, from
the beginning, has been application to the largest public companies in
order to cover the greatest numbers of investors. Large companies were
required to comply with all of Section 404, beginning in 2004.
The greatest expense for companies of any size is the auditor attestation requirement in Section 404, because of the need to pay for external
auditing. While SOX-compliant companies have reduced their internal
costs substantially over the years, the external auditing costs have been
slower to decline.
The SEC delayed the application of Section 404 internal controls over
financial reporting provisions to smaller publicly traded companies several
times after SOX’s enactment. Since then, Section 404 has been adapted to
reduce implementation costs for all companies. Particular attention has
been given to smaller companies that may be more vulnerable to fraud but
are also less able to afford all of Section 404’s disciplines.
In the summer of 2007, the auditing standard for internal controls
was replaced with a risk-based approach that is scalable to the size of the
company.8 The SEC issued interpretive guidance to help management
apply the standard.9
Smaller publicly traded companies with market capitalizations
below $75 million currently are compliant with Section 404 (part A),
which requires management to assess the effectiveness of internal
controls. The only remaining point of controversy for SOX has been the
long-standing question as to whether smaller publicly traded companies,
8

See Auditing Standard No. 5 of the Public Company Accounting Oversight Board,
available at http://pcaobus.org/Standards/Auditing/Pages/Auditing_Standard_5.aspx.
9
See SEC Release No. 34-55929 (June 20, 2007), available at http://www.sec.gov/
rules/interp/2007/33-8810.pdf.
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also known as non-accelerated filers, should be exempt from the auditor
attestation section of Section 404 (part B). Since SOX was enacted,
the SEC periodically has approved exemptions for smaller companies
while working with the Public Company Accounting Oversight Board
(“PCAOB” or “the Board”) to find practical ways to control their costs
and allow the provision to be implemented. Now, instead of continuing
case-by-case exemptions, Congress has chosen to exempt the smaller
companies permanently in Section 989G of the Dodd-Frank Wall Street
Reform and Consumer Protection Act.
§ 12.05

SARBANES-OXLEY SECTIONS WITH REQUIREMENTS
FOR ISSUERS AND IMPLICATIONS FOR
MERGER/ACQUISITION TRANSACTIONS

Companies issuing registered securities available to the public on
U.S. exchanges are subject to all provisions of SOX because the term
“issuer” in Section 2 of SOX means an issuer as defined in the Securities
Exchange Act of 1934 (the “Exchange Act”). The securities of an issuer
are registered under Section 12 of the Exchange Act, or the issuer is
required to file reports under Section 15 of the Exchange Act, or has filed
a registration statement that has not yet become effective under the
Securities Act of 1933 but the registration has not been withdrawn. SOX
is extra-territorial: virtually all of the requirements, prohibitions, penalties, and other provisions of SOX apply regardless of whether the issuer
is domiciled in the United States or in another country. However, a great
effort has been made by the SEC, the PCAOB, the self-regulatory organizations, and the exchanges to coordinate efforts with their respective
counterparts all over the world and to make practical accommodations for
international variations in business practices and corporate structures.
Multinational company executives should be aware that U.S. laws
may apply to entities in their corporate chain even though the entities may
not be organized or located within the United States. SOX is just one
example that illustrates this point.10
SOX is aimed at increasing investor confidence by strengthening the
governance and reporting of public companies, but there are anti-fraud
provisions that apply more broadly to individuals and to U.S. companies

10

See also Chapter 18’s treatment of the Foreign Corrupt Practices Act.
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regardless of whether they meet the definition of an issuer under SOX.
Companies referred to as “voluntary filers,” and non-U.S. companies
exempt from SEC reporting requirements, may be subject to some SOX
requirements.
What follows are descriptions of each title and checklists for the
law’s sections with specific requirements, prohibitions, penalties, or
liability for issuers. Although the descriptions sometimes quote the law,
they should be considered general, plain English summaries; they do not
include complete detail. Only selected sections of the law are included;
other sections may have additional implications. This chapter is not
intended as legal advice applicable to any specific company or transaction, such as a U.S. listing, merger, or acquisition.
Those considering merger or acquisition transactions with U.S.listed companies subject to SOX requirements should consider the complete provisions of SOX,11 as well as implementing regulations and
guidance from the SEC,12 related requirements and standards from the
PCAOB,13 exchange listing standards of the appropriate exchange, and
relevant case law. All of these resources and others14 were consulted for
the brief checklists that follow.
[A] Title I: Public Company Accounting Oversight Board
Title I of SOX creates the PCAOB and places it squarely within
SEC authority, as mentioned above (Section 107).15 The specific responsibilities of the PCAOB are to: (1) register accounting firms that conduct
audits on U.S.-listed issuers; (2) write auditing standards and issue rules
to ensure quality, ethics, and independence; (3) conduct periodic inspections of registered accounting firms; and (4) conduct investigations and
to discipline and sanction violations. Title I represents an important conclusion that Congress reached following the outbreak of corporate scandals, that the concept of self-regulation as it had been applied to the
auditing of publicly traded companies was inadequate.
11

Pub. L. No. 107-204, available at http://thomas.loc.gov.
Available at www.sec.gov.
13
Available at www.pcaob.org.
14
See, e.g., John T. Bostelman, Robert E. Buckholz, Jr., & Marc R. Trevino, Public
Company Deskbook, Sarbanes-Oxley and Federal Governance Requirements (New York,
NY: Practising Law Institute, 2009).
15
15 U.S.C. § 7217.
12
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Foreign-based accounting firms and issuers are subject to SOX
requirements, which created an uproar, particularly in the European
Union, and resulted in the criticism that the United States was legislating
beyond its borders. Foreign issuers and auditors expressed concerns that,
by complying with the requirements of SOX, they would violate, in some
cases, their own sovereign laws and corporate governance constructs.
The regulatory flexibility that was built into Title 1 was both needed
and used soon after the law’s passage in order to address the extraterritoriality issues posed by the law. The Commission and the Board sought
to ameliorate legal conflicts for foreign issuers and auditors by extending
the registration period and limiting the requirement to those who provide
significant work on the audit report of a U.S. issuer. Additionally, the
PCAOB has made allowances for the possibility that non-domestic
accounting firms might decline to submit certain requested information
for registration or inspection on the basis that it could violate their home
laws. The Board has made progress regarding the overall timing and conduct of inspections of non-U.S. accounting firms.
While the overall issue of the relationship of the SEC and the
PCAOB to non-U.S. issuers and non-U.S. public company auditing firms
has taken a number of years to address, U.S. officials have worked diligently to make the policies of SOX function in the reality of today’s international business world.
To date, the only serious legal challenge to SOX has been Free
Enterprise Fund et al. v. Public Company Accounting Oversight Board et
al. The case was argued before the U.S. Supreme Court on December 7,
2009 and decided on June 28, 2010.16
The suit was brought on behalf of Beckstead and Watts LLP, a
Nevada accounting firm, and the Free Enterprise Fund, a nonprofit organization. Plaintiffs sought a declaratory judgment that the PCAOB was
unconstitutional, a nullification of prior Board actions against Beckstead
and Watts, and an injunction preventing the Board from exercising its
powers. The United States defended SOX.
Petitioners argued that SOX violated the Constitution’s separation
of powers doctrine by restricting removal of Board members to the SEC
and only “for cause,” thus limiting the Executive’s power to execute the
law. Petitioners further argued that the President’s authority under the

16

Free Enterprise Fund v. PCAOB, 561 U.S. __, 130 S. Ct. 3138 (2010), available at
http://www.supremecourt.gov/opinions/09pdf/08-861.pdf.
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Constitution’s Appointments Clause was contravened because PCAOB
Board members are appointed by the SEC rather than the President.
A divided Supreme Court held, 5-4, that presidential authority was
restricted by providing two levels of “for cause” protection. According to
SOX, the President can remove SEC Commissioners only for cause, and
the SEC can remove PCAOB Board members only for cause. The Court
excised the two-word tenure restriction for board members. Additional
challenges in the case under the Appointments Clause were rejected by
the Court as being without merit.
Chief Justice Roberts wrote the Court opinion for the majority,
which included Justices Scalia, Kennedy, Thomas, and Alito. Justice
Breyer wrote the dissent, joined by Justices Stevens, Ginsburg, and Sotomayor.
The suit was intended as a constitutional broadside against the
Board and SOX, but the Court ruled narrowly: “We reject such a broad
holding. Instead, we agree with the Government that the unconstitutional
tenure provisions are severable from the remainder of the statute.”17
The Supreme Court rejected most of the significant constitutional
challenges to SOX. The resolution of the case had little or no practical
effect on the PCAOB’s operations because of the improbability of SEC
action to remove a Board member. The decision, thus, modestly adjusted
the law, but the PCAOB survived constitutional challenge and continues
to ensure the integrity of public company audits.
[1] A Checklist for Title I
Companies seeking to list on U.S. exchanges or those considering
merger or acquisition transactions should consider Sections 102, 105,
and 106.
[a]

Section 102

Section 10219 requires PCAOB registration for accounting firms
that audit companies that are issuers as defined by SOX, thus bringing

17

Free Enterprise Fund, 130 S. Ct. 3138, 3161.
[Reserved.]
19
15 U.S.C. § 7212.
18
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them under Board oversight, requiring measures to avoid auditor conflicts of interest and the use of Board-approved standards. The requirement applies to public auditing firms.
[b]

Section 105

Section 10520 directs the Board to establish investigations and conduct disciplinary proceedings. In the due course of its investigations, the
PCAOB may require the testimony of persons associated with registered
public accounting firms; may require the production of audit work papers
and other documentation from registered public accounting firms; may
request testimony and documents from other persons, including clients of
registered public accounting firms; and may seek issuance of subpoenas
by the SEC in order to obtain testimony or documents. Documents and
testimony must be considered relevant and material to investigations of
violations of SOX or securities laws.
The PCAOB must coordinate its investigatory activities with the
SEC and may refer matters to other federal regulators, other federal law
enforcement entities, state attorneys general, or other state regulatory
authorities. In cases of noncooperation with investigations, the PCAOB
may impose sanctions such as suspension of a person from being associated with a registered public accounting firm, or revocation of registration of a public accounting firm, or other lesser sanctions. Section 105
also sets limits for civil monetary penalties for each violation at $100,000
for an individual and $2,000,000 for an entity. For intentional conduct,
fines may be up to $750,000 for an individual or $15,000,000 for an
entity. Larger fines and more severe penalties are to be applied in the
cases of intentional and knowing conduct, including reckless conduct,
and repeated instances of negligent conduct. Sanctions may be imposed
on registered public accounting firms for failure to supervise.
[c]

Section 106

Section 10621 states that foreign public accounting firms that prepare or furnish audit reports of U.S. issuers are subject to SOX and to the
rules of the PCAOB and the SEC. The Section provides authority for the
20
21

15 U.S.C. § 7215.
15 U.S.C. § 7216.
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Commission and the Board to exempt particular foreign accounting firms
from the provisions of the Act and its related regulations when exemption serves the public interest or protects investors.
In most instances, SOX does not indicate any differences between
the treatment of U.S.-based companies and non-U.S.-based companies.
However, for audit reports, SOX specifically states that foreign public
accounting firms preparing audit reports for companies offered on American exchanges are subject to the new structure of accounting oversight.
[B] Title II: Auditor Independence
Title II of SOX sets forth requirements to ensure auditor independence, thereby seeking to improve audit quality and reliability. Both in
the United States and abroad, the relationship between auditors and the
companies they audit was a central issue during the era of Enron,
[Next page is 12-19.]
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WorldCom, Global Crossing, Tyco, Parmalat, and Royal Ahold accounting
scandals.
An independent auditor helps to ensure an objective outside audit.
The purpose of restricting the non-audit functions is to prevent an
audit company from being in the difficult position of auditing its own
accounting. Also, the restrictions ensure that auditing firms do not
tread into decision-making territory that is more properly occupied by
management.
As with other sections of SOX, concerns were expressed by non-U.S.
issuers and international regulators that Title II would create problems
abroad. The auditor rotation requirement was among those concerns, due to
a lack of competition and expertise in the accounting industry, particularly
in developing countries. More generally, the U.S. accounting and auditing
marketplace continues to lack adequate competition following Arthur
Andersen’s destruction by indictment of the entire firm in the Enron case.
As with Title I, there was concern that some of the law’s requirements
could conflict with home laws for non-U.S. auditors and issuers.
Prior to SOX, the common practice was for company management
to hire and supervise auditors. Over several iterations, Congress made
clear that the responsibility should be undertaken by an independent audit
committee of the board of directors, an important change in corporate
governance practices.22
[1] A Checklist for Title II
Companies seeking to list on U.S. exchanges, or those considering
merger or acquisition transactions, need to consider Sections 201, 202,
203, 204, and 206.
[a]

Section 201

Section 20123 lists certain non-audit services that registered public
accounting firms may not provide to companies they audit. The section
22

Guidance from the SEC may be found at www.sec.gov. In addition to the regulations
and releases, there is a helpful paper entitled “Audit Committees and Auditor
Independence” and “Applications of the Commission’s Rules on Auditor Independence
Frequently Asked Questions” from the Office of the Chief Accountant. Another important
reference is “Rules of the Board,” specifically Section 3, entitled “Professional Standards,”
which is available at www.pcaob.org.
23
15 U.S.C. § 78j-1(g).
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also states that tax and other non-audit services are permissible provided
that pre-approval is granted by the company’s audit committee.
Subject to clarification from the SEC and the PCAOB, issuers may
not contract with their auditors for designated non-audit services in order
to ensure audit integrity by eliminating lucrative consulting contracts:
1.

Bookkeeping or other services related to the accounting records
or financial statements of the audit client;

2.

Financial information systems design and implementation;

3.

Appraisal for valuation services, fairness opinions, or
contribution-in-kind reports;

4.

Actuarial services;

5.

Internal audit outsourcing services;

6.

Management functions or human resources;

7.

Broker or dealer, investment adviser, or investment banking
services;

8.

Legal services and expert services unrelated to the audit; and

9.

Any other service that the Board determines, by regulation, to
be impermissible.

As it implemented Title II, the SEC made adjustments and
responded to practical issues raised by both domestic and non-domestic
participants in the U.S. capital markets and their supporting functions.
For instance, in resolving an international issue, the SEC clarified
that accounting firms are able to provide tax advice because, in some
countries, tax advice is defined as legal advice, which otherwise would
be prohibited by SOX.
[b]

Section 202

Section 20224 requires that all auditing and non-audit services
performed by an issuer’s auditor be pre-approved by the company’s audit
committee or, alternatively, the board of directors.
A board’s audit committee may delegate its authority for preapproval to one or more of the board’s independent directors. In addition
24

15 U.S.C. § 78j-1(i).
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to the pre-approval requirement for audit or non-audit services, approval
of non-audit services must be disclosed to investors in the issuer’s
financial reports.
[c]

Section 203

Section 20325 requires the rotation of the lead audit partner or
concurring audit partners every five years.
The requirement regarding partner rotation has been interpreted by
the SEC to apply to partners participating in the audit of the issuer or its parent, and to subsidiary lead partners when the subsidiary contributes more
than 20 percent of revenues or assets. The SEC regulations implementing
this section delineate that lead and concurring partners should observe a
five-year “time out” before returning to the audit of the company. SEC
rules stipulate that certain other significant members of the audit engagement team rotate out after seven years and observe a two-year “time out.”
[d]

Section 204

Section 20426 requires public company accounting firms to report to
their audit clients’ audit committees critical accounting practices to be
used, all alternative treatments of financial information, and material
communication with management. Audit committees need to review
auditor independence before and after important changes or transitions.
[e]

Section 206

Section 20627 requires a one-year cooling-off period should any
member of a public accounting firm’s audit team be subsequently
employed as an executive by the audit client.
The cooling-off period has been interpreted to apply to lead and
concurring partners and members of the audit engagement team who
contribute more than 10 hours on the project. Those who contribute
incidentally to the audit are exempted. These employment restrictions
apply to the issuer, not to affiliates.
25

15 U.S.C. § 78j-1(j).
15 U.S.C. § 78j-1(k).
27
15 U.S.C. § 78j-1(l).
26
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Issuers must wait one full year before hiring a member of an audit
engagement team to serve as chief executive officer, chief financial
officer, chief accounting officer, or an equivalent position.
[C] Title III: Corporate Responsibility
Title III of SOX defines a corporation’s responsibility to its employees, shareholders, and retirees, emphasizing the personal responsibility of
management executives and board members. It reminds that corporate
dollars come from—and corporate profits belong to—investors.
In some instances, the Sections in Title III respond to specific incidents or practices from the various corporate scandals that precipitated
the enactment of SOX. For example, there were instances of insider
trades during pension fund blackouts for employees and retirees that were
reprehensible: at Enron, executives used their insider knowledge to avoid
personal losses, while employees were prohibited from trading and
thereby forced to absorb the losses of their retirement accounts.
The strengthening of Fair funds made a congressional statement that
the SEC should be engaged in the business of attempting to make harmed
investors whole: wronged investors should have the SEC working on
their behalf without necessarily having to file suits themselves or join
class-action suits.
[1] A Checklist for Title III
Companies seeking to list on U.S. exchanges or those considering
merger or acquisition transactions should consider Sections 301, 302,
303, 304, 305, 306, and 308.
[a]

Section 301

Section 30128 requires all audit committee members to be independent (non-affiliated and receiving no additional compensation from the
issuer) and must be members of the board of directors. Audit committees
must establish procedures for the treatment of complaints or anonymous
tips regarding accounting or auditing matters, and are responsible for the

28

15 U.S.C. § 78f(m).
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appointment, compensation, and oversight of the work of registered
public accounting firms.
Section 301 also gives the SEC authority to direct national securities exchanges to de-list public companies that are not in compliance with
this section.
Audit committees have authority to hire independent counsel or
other advisers; issuers must provide adequate funding for audit committees and any outside advisers engaged to assist. The audit committee
determines what is appropriate funding.
[b]

Section 302

Section 30229 requires a company’s chief executive officer and chief
financial officer to sign and to certify each quarterly or annual report
required under the Exchange Act. The certification indicates that, to the
officer’s knowledge, the report fairly represents the company’s financial
condition, and that it does not contain untrue statements nor does it omit
relevant financial information. These signing officers are responsible for
the company’s internal controls. The signing officers must report to the
auditors and to the audit committee any deficiencies in internal controls
or fraud.
Section 302, increasing the personal responsibility of individuals,
was included because CEOs and CFOs had been claiming that accounting manipulation was committed by their subordinates.30
The certification requirement applies to companies voluntarily
submitting reports to the SEC. In most instances, these companies are not
considered issuers. In order to meet the requirements of SEC regulations,
issuers have ramped up their preparatory procedures for the required
certification.
[c]

Section 303

Section 30331 makes it unlawful “to fraudulently influence, coerce,
manipulate or mislead” any certified public accountant in the course of

29

15 U.S.C. § 7241.
Section 906 contains similar reporting requirements for CEOs and CFOs, with
severe criminal penalties for violations.
31
15 U.S.C. § 7242.
30
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an audit in order to cause the company financial statements to be
materially misleading.
Section 303 applies to officers and directors of issuers, but also to
“any other person acting under the direction” of an officer or director of
an issuer.
[d]

Section 304

Section 30432 directs that, when there is an accounting restatement
because of material noncompliance resulting from misconduct, the chief
executive officer and the chief financial officer must forfeit certain
incentive and equity-based compensation received over the previous year
and must reimburse the company. Often referred to as the “clawback” or
“disgorgement” provision, Section 304 was included to remove financial
incentives for misconduct and to deny management executives personal
benefit from misconduct. Section 304 has deterred misconduct by
returning proceeds to the company and, therefore, to the shareholders.
[e]

Section 305

Section 30533 clarifies the SEC’s authority to bar an individual from
serving as a company officer or director due to securities law violations
and unfitness. The purpose of the authority is to prevent demonstrably
dishonest executives from victimizing investors again. It allows the SEC
to seek equitable relief for investors in federal court.
Section 305 lowers the standard for barring an individual from serving as a director or officer from “substantial unfitness” to “unfitness.”34
Bars may be permanent or for a specified period of time.
[f]

Section 306

Section 306,35 a provision written expressly in response to the Enron
scandal, prohibits directors and officers of an issuer from the purchase,
32

15 U.S.C. § 7243.
15 U.S.C. § 78u(d)(2), 15 U.S.C. § 77t(e).
34
A related Section, Section 1105, gives the SEC new authority for barring individuals
from serving as officers or directors of public companies in its own administrative
proceedings.
35
15 U.S.C. § 7244; 29 U.S.C. §§ 1021, 1132.
33
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sale, or transfer of any equity security of that issuer that is acquired in
connection with service or employment as a director or officer during
pension fund blackout periods when employees and retirees are unable to
make trades. A blackout period is defined as more than three consecutive
business days during which the ability of 50 percent of participants or
beneficiaries of individual retirement account plans to trade is suspended.
Additionally, retirement plan participants must be given 30 days’ notice
before a blackout period, with some limited exceptions. The notice must
be written and must include the reason for the blackout period, identified
investments affected, expected duration of the blackout period, a
statement that the participant should evaluate the investment, and other
information as determined by the Secretary of Labor.
The Secretary of Labor is authorized to assess civil penalties against
plan administrators of up to $100/day for failure to provide notice.
Section 306 is the only one for which Congress specifically indicated a private right of action, which means individuals can sue boards of
directors and executive officers.
This provision prevents executives from trading in advance of bad
news about their company for the purposes of avoiding losses that will
later be borne by shareholders.
The SEC’s regulation for this provision is known as “Regulation
BTR” (blackout trading restriction). It specifically accommodates
non-U.S. issuers by establishing a two-part test to determine whether the
issuer has a significant U.S. workforce that could be affected negatively
by blackout trading. The two tests are whether the issuer employs
15 percent or less of its total workforce in the United States, and whether
it has 50,000 or fewer employees in the United States.
[g]

Section 308

Section 30836 supplements funds created by the SEC to benefit
investors with civil monetary penalties obtained by the Commission for
violations of the Exchange Act. Proceeds obtained from an enforcement
case comprise a specific Fair fund dedicated to compensating the victims

36

15 U.S.C. § 7246.
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of that particular case. Since the passage of SOX, the SEC has returned
$5 billion to investors through the use of Fair funds.37
Prior to SOX, only disgorgement (payments from defendants
designed to deprive them of their ill-gotten gains) were directed to Fair
funds; civil penalties went to the U.S. Treasury. Section 308 directs civil
monetary penalties to the Fair funds, which significantly increases the
effectiveness of the effort to compensate victims.
[D] Title IV: Enhanced Financial Disclosures and
New Costs of Doing Business
An important part of the SOX task was to restore the trust and
confidence of investors in U.S. markets because they were, as the American
saying goes, “voting with their feet” and going elsewhere. There was
a broad perception that public company financial statements did not
reflect the truth, discouraging investment. Unfortunately, sound public
companies were also victims of the investing public’s growing mistrust.
Despite the popular demand for SOX in order to restore trust in the
stock market, since the law’s enactment, there has been criticism of its
cost. Although the expected costs of implementing SOX were considered
and debated during the crafting of the legislation, it was impossible to
predict or to accurately quantify costs at the time. It was fairly certain,
nonetheless, that the requirements of SOX would increase demand
for accounting and auditing services and, as a result, their cost would
increase as well. The indictment and subsequent dissolution of Arthur
Andersen further reduced competition in the industry and exacerbated
the tightness of the marketplace.
Costs associated with the SOX experience have been relatively easy
to measure. They have varied widely among companies, but generally
costs associated with implementation of the legislation have declined
over the years. Companies on the cutting edge of best practices at the time
of the legislation’s passage adapted more easily, while the new law was
much more difficult for others.
Less tangible results of SOX than cost have been more difficult to
measure, particularly the value of audit quality and overall financial reporting accuracy. A Center for Audit Quality survey of public company audit
37

U.S. Securities and Exchange Commission press release, May 19, 2009, “SEC
Announces $843 Million FAIR Fund Distribution to Harmed AIG Investors,” available at
http://www.sec.gov/news/press/2009/2009-115.htm).

12-26

SARBANES-OXLEY: PRACTICAL ISSUES

§ 12.05[D]

committee members released on March 18, 2008, found that 82 percent of
those surveyed believed that audit quality had improved in recent years.
Three-quarters of the audit committee members surveyed said that audit
quality was very good or high.38
[1] A Checklist for Title IV
Companies seeking to list on U.S. exchanges or those considering
merger or acquisition transactions must consider Sections 401, 402, 403,
404, 406, 407, 408, and 409.
[a]

Section 401

Section 401,39 written in direct response to the off-balance sheet
transactions at Enron, requires that material corrections identified by registered public accounting firms in accordance with generally accepted
accounting principles (“GAAP”) must be reflected in periodic financial
reports. Annual and quarterly financial disclosure reports that are filed
with the SEC must disclose off-balance-sheet transactions that may have
a material current or future effect on company revenues or expenses.
So-called pro forma financial information included in periodic disclosures to the SEC cannot contain untrue statements and must not omit
material facts. The pro forma financial information must reconcile with
the financial condition of the company under GAAP.
The SEC rules implementing Section 401 are intended to result in
greater transparency for off-balance-sheet transactions and non-GAAP
accounting, with an increased focus on disclosure in the management
discussion and analysis included in annual reports.
[b]

Section 402

Section 40240 prohibits public companies from making personal
loans to their directors and officers. Specifically, it prohibits issuers and
38
News release. “Post-SOX Audit Quality Has Improved, Say Nation’s Audit
Committee Members,” (Washington, D.C., Center for Audit Quality) Mar. 18, 2008,
available at www.thecaq.com.
39
15 U.S.C. § 7261.
40
15 U.S.C. § 78m(k).

12-27

§ 12.05[D]

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

their subsidiaries from extending credit, maintaining credit, or arranging
for credit in the form of personal loans. It applies to both U.S. and
non-U.S. issuers, although qualified foreign banks meeting certain
conditions and foreign governments are exempted. Credit that was
extended prior to the law’s enactment is also exempted.
Explicitly permitted is credit that is: provided by the issuer in the
ordinary course of credit business; made available to the public by the
issuer; or made by the issuer on terms that are no more favorable than
those granted to the general public. The Section was intended to address
egregious instances of corporate money being lent to executives in order
to pay off personal debt or for other personal uses. After an initial concern
about the provision,41 it has been interpreted to permit virtually all
instances of usual corporate practices, such as the use of corporate credit
cards, loans from 401(k) plans, retention bonuses, and advances for
reimbursable expenses
[c]

Section 403

Section 40342 requires disclosure to the SEC of stock transactions
involving management and principal stockholders or “insiders’” (defined
as officers, directors, or shareholders with more than 10 percent of any
class of equity) by the end of the second business day following the
transaction. Trades must be disclosed to the public electronically on
the SEC Web site and the corporate Web site of the issuer. Similar to the
blackout trading prohibition of Section 306, Section 403 seeks to make
insider trades of an issuer’s stock public knowledge available to all investors. The provision has been credited for reducing dramatically instances
of timing manipulation of stock options.
[d]

Section 404

Section 40443 requires that issuers’ annual reports state the responsibility of management for establishing and maintaining adequate internal control structure and procedures for financial reporting and must
41
Joint statement of 25 law firms, “Sarbanes-Oxley Act, Interpretive Issues
§ 402–Prohibition of Certain Insider Loans,” Oct. 15, 2002, available at http://
content.lawyerlinks.com/sec/directors_officers/pdfs/soxact_402_25_firm_mailing.pdf.
42
15 U.S.C. § 78p(a)-(b).
43
15 U.S.C. § 7262.
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contain an assessment of the effectiveness of the internal control structure and the procedures for financial reporting. Section 404 also requires
registered public accounting firms that prepare audit reports to attest to
and report on the issuer’s management assessment. Section 404 has been
very controversial because it increases the demand and costs for external
auditing services when the supply of such services has been in decline.
With time and experience, companies have been able to reduce substantially their Section 404 internal compliance costs; external auditing
fees have been slower to decline. Companies have fared best when concentrating on what they can control, their internal costs, rather than the
external marketplace.
To help ease compliance with Section 404, the SEC issued new
guidance in 2007 for the management assessment, and the PCAOB
replaced its auditor attestation standard. The SEC has made numerous
accommodations for newly public companies, non-accelerated U.S. issuers, and foreign private issuers. Further guidance for small issuers has
been provided by the Committee of Sponsoring Organizations of the
Treadway Commission (“COSO”).44
Congress made the most significant change in SOX since its enactment as part of the Jumpstart Our Business Startups (JOBS) Act,44.1
which was signed by the President on April 5, 2012. The legislation
responded to the recent economic downturn with a collection of ideas
intended to stimulate growth in newly created, small, and midsize companies.
Title I of the legislation is known as the “on-ramp” for its efforts to
facilitate the entry of private companies into the listed marketplace. As
part of the changes included in this title, which was meant to encourage
initial public offerings, the law creates a new class of issuer, the “emerging growth company.”
Companies qualifying for the new classification are not required to
fulfill the auditor attestation of their internal controls, Section 404(b).44.2
However, the management of each emerging growth company continues
to be subject to the internal control over financial reporting of Section
404(a).

44

See http://www.coso.org/IC.htm.
Pub. L. No. 112-106, 126 Stat. 306 (Apr. 5, 2012).
44.2
Id. § 103.
44.1
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Section 406

Section 406,45 by SEC rule, requires issuers to disclose whether
(and, if not, the reason) the issuer has adopted a code of ethics for senior
financial officers, specifically principal financial officers, comptroller or
principal accounting officer, or other persons performing these functions.
This disclosure is made in annual reports. Codes of ethics, when
they exist, are required to be made public. When they do not exist, an
explanation is required.
[f]

Section 407

Section 407,46 by SEC rule, requires issuers to disclose whether
(and, if not, the reason) the issuer’s audit committee has one member who
is a financial expert. The Section sets “considerations” for the SEC to use
in promulgating its regulation regarding the definition of the term “financial expert.” Specifically, a financial expert: has an understanding of generally accepted accounting principles and financial statements;
experience in the preparation or auditing of financial statements of comparable issuers; experience in the application of these principles in connection with accounting for estimates, accruals, and reserves; experience
with internal accounting controls; and an understanding of audit committee functions.
Issuers without a financial expert on the audit committee may
engage a consultant to fulfill the requirement, and other accommodations
may be made for foreign issuers.
[g]

Section 408

Section 40847 requires the SEC to review disclosures of issuers a
minimum of once every three years. The Section instructs the SEC to
emphasize certain considerations for review: issuers that have material
restatements; issuers with volatile stock prices; issuers with the largest
market capitalization; emerging companies with disparities in price to
earning ratios; issuers whose operations significantly affect any material

45

15 U.S.C. § 7264.
15 U.S.C. § 7265.
47
15 U.S.C. § 7266.
46
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sector of the economy; and other relevant factors as determined by the
Commission.
Section 408 is another section arising directly from the Enron experience. Several years before the bankruptcy, the SEC passed on reviewing Enron’s filings because of the size of the company and the complexity
of its “special purpose entities.” As a result, SOX required more regular
reviews, and the law also increased the SEC’s resources substantially in
order to accommodate the staffing and funding necessary for the entire
SOX effort.
[h]

Section 409

Section 40948 requires issuers to disclose to the public material
changes in companies’ financial condition or operations. It addresses one
of SOX’s most important goals, to increase the amount of real-time information available to investors. Disclosures must be in plain English and
must be made on a rapid and current basis, which has produced
[Next page is 12-31.]

48

15 U.S.C. § 78m(l).
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modernization of information technology systems. SEC rules delineate
triggering events that meet the definition of “material change.”
[E] Criminal Penalties Titles
With hundreds of successful convictions, the post-Enron/
WorldCom era was a historic period in the prosecution of white-collar
crime. The Bush Administration established a Corporate Fraud Task
Force in order to coordinate the various agencies’ efforts in investigations
and prosecutions of corporate criminal activity. The Administration
recommended new federal crimes and increased penalties. Both houses of
Congress added even more crimes and penalties.
The convicts of the era were prosecuted with laws that predated
SOX, but SOX gave the U.S. Department of Justice and the U.S.
Attorneys additional tools and new flexibility, contained predominantly in
Titles VIII, IX, and XI. Companies seeking to list on U.S. exchanges or
those considering merger or acquisition transactions should be aware of
potential criminal exposure for violations of federal securities and fraud
statutes.
[1] Title VIII: Corporate and Criminal Fraud
Accountability
[a]

Section 802

Section 80249 imposes criminal penalties for two new federal
crimes—destruction, alteration, or falsification of records in federal
investigations and bankruptcy; and destruction of corporate audit records.
Fines and imprisonment up to 20 years for the former; fines and imprisonment up to 10 years for the latter.50
Responding directly to the document destruction of Enron auditing
papers at Arthur Andersen, the statute specifies that accountants who conduct audits of public issuers are required to retain all audit or review work
papers for five years from the end of the fiscal period in which the audit

49

18 U.S.C. §§ 1519, 1520.
This section is related to other provisions tightening up the handling of auditing
documents, Sections 103 and 1102.
50
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or review was concluded. However, in order to standardize retention
time for all documentation, the SEC set retention time at seven years.
[b]

Section 803

Section 80351 amends bankruptcy law so that debts incurred in the
violation of securities fraud laws are not dischargeable. This amendment
increases the pool of funds available to victims of corporate fraud.52
Perpetrators of fraud are on notice that bankruptcy will not discharge debts.
[c]

Section 804

Section 80453 sets a new statute of limitations for private rights of
action involving claims of fraud, deceit, manipulation, or contrivance.
Section 804 extends the time during which perpetrators of fraud are
exposed to private lawsuits, extending the statute of limitations to the
earlier of two years after discovery of the facts constituting the violation
or five years after the violation.
[d]

Section 806

Section 80654 creates a new civil action in order to protect
employees of publicly traded companies who engage in lawful acts to
provide information to federal authorities regarding their employers.
“Whistleblowers” are protected from discharge, demotion, suspension,
threats, harassment, or any other form of employment discrimination.
Covered in the Section are investigations conducted by federal regulatory
or law enforcement agencies, Members of Congress or congressional
committees regarding mail fraud, wire fraud, bank fraud, securities fraud
against shareholders, any SEC rule or regulation, or any federal law
regarding fraud against shareholders.

51

11 U.S.C. § 523(a).
See the discussion of the related Section 308, Fair fund for investors in
§ 12.05[C][1][g], supra.
53
28 U.S.C. § 1658.
54
18 U.S.C. § 1514A.
52
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Section 807

Section 80755 creates a new securities fraud crime of knowingly
defrauding shareholders of publicly traded companies, punishable with
fines and/or prison sentences of up to 25 years.
The standard for securities fraud is knowledge. Legislators sought
to create a new, specific crime of securities fraud, as much of this activity
had been prosecuted previously as mail fraud or wire fraud. The Section
increases the exposure of perpetrators of securities fraud.
[2] Title IX: White-Collar Crime Penalty Enhancements
[a]

Section 902

Section 90256 subjects anyone convicted of attempting fraud or
conspiring to commit fraud to the same penalties as if the offenses were
committed.
[b]

Section 903

Section 90357 increases the potential maximum penalties for mail
fraud and wire fraud from five to twenty years.
[c]

Section 904

Section 90458 increases the possible penalties for violations of the
Employment Retirement Income Security Act (“ERISA”) or its regulations. For individuals, the maximum penalties are increased to $100,000
and up to 10 years imprisonment. Fines for organizational defendants
are increased from $100,000 to $500,000.

55

18
18
57
18
58
29
56

U.S.C.
U.S.C.
U.S.C.
U.S.C.

§ 1348.
§ 1349.
§§ 1341, 1343.
§ 1131.
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Section 906

Section 90659 assigns criminal penalties for violations of the certification requirements in Section 302 (see above) to fines of up to $1,000,000,
or imprisonment of up to 10 years, or both. An officer who knowingly
certifies a periodic report that does not comport with this Section could,
upon conviction, be fined up to $5,000,000 or be imprisoned up to 20 years,
or both.
[3] Title XI: Corporate Fraud Accountability
[a]

Section 1102

Section 110260 creates a new federal crime, tampering with a record
or otherwise impeding an official proceeding. Anyone who corruptly
alters, destroys, mutilates, or conceals a record, document, or other
object, or attempts to do so, with the intent to impair the object’s integrity or availability for use in an official proceeding, or who otherwise
obstructs, influences, or impedes any official proceeding, or attempts to
do so, could be fined or imprisoned, upon conviction, up to 20 years in
prison or both.
[b]

Section 1103

Section 110361 gives the SEC new authority to petition a federal
district court for a temporary freeze and escrow of certain assets. The
authority may be used in the course of a lawful investigation of securities
violations were it to appear likely that the issuer might make extraordinary
payments to company directors, officers, controlling persons, agents, or
employees. The assets would be held in a court-supervised, interestbearing account for 45 days, and the order may be extended for 45 days
for good cause.

59

18 U.S.C. § 1350.
18 U.S.C. § 1512.
61
18 U.S.C. § 78u-3(c)(3).
60
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Section 1105

Section 110562 gives the SEC new authority to prohibit any person
from serving as an officer or director of a publicly traded company were
conduct to demonstrate that the person is unfit. The authority may be used
in any cease-and-desist proceeding. A prohibition may be conditional or
unconditional and may be for a specified period of time or permanent.
Section 1105 criminalizes the conduct prohibited in Section 305.
[d]

Section 1106

Section 110663 increases criminal penalties for violations of the
Securities Exchange Act from $1 million to $5 million for individuals,
from 10 years to 20 years imprisonment for each violation; and from $2.5
million to $25 million for each entity.
[e]

Section 1107

Section 110764 provides additional “whistleblower” protection so as
to increase the likelihood of exposing managerial misconduct. Retaliation against a whistleblower, defined as taking any action harmful to any
person, including interference with the lawful employment or livelihood
of any person, against anyone providing truthful information relating to
the commission or possible commission of any federal offense, has been
criminalized. Those convicted may be fined or imprisoned up to 10 years,
or both. This section effectively criminalizes the activity forbidden in
Section 806.
§ 12.06

SOX—A DECADE LATER

The Enron/WorldCom era happened a decade ago and, as a result of
the passage of time, it may be easy for some to view SOX as an overreaction.
While they are rarely specified, there are many SOX contributions
that improve accounting, auditing, corporate governance, and financial
62

15 U.S.C. § 78u-3(f).
15 U.S.C. § 78ff(a).
64
18 U.S.C. § 1513.
63
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reporting systems. First among these contributions was the restoration of
investor confidence, which steadied the markets. Additionally, accounting problems at Fannie Mae and Freddie Mac became known as a result
of compliance with SOX mandates: had it not been for SOX, these
accounting irregularities would have continued for an unknown period of
time. The law’s requirements essentially ended the practice of backdating
stock options. As described above, as a result of SOX, the SEC has
returned $5 billion to wronged investors through Fair funds.
Despite these achievements, memories are sometimes short about
the severity of market volatility in response to numerous surprise bankruptcies and the uncertainty about the underlying cause of the collective
corporate problems. The achievements of SOX, consequently, are often
underappreciated.
It was something of a necessary risk for the United States to raise
its corporate governance standards. When SOX was enacted, many feared
that listing standards, collectively and outside the United States, would
seek their lowest common denominator in a short-term effort to capture
business. Just as there is international competition in business, similarly,
there is also competition in the regulatory world.
The basic models of economics would tell us that regulatory constructs would naturally seek their optimum levels: too much regulation
would discourage businesses from listing and accessing the public markets, too little would leave investors vulnerable to fraud and wary of lending their money.
Other countries have adapted SOX principles to their own corporate
structures and practices to a striking degree. The law’s principles have
spread throughout the world and also have been applied as best practices
for America’s non-profit and higher education sectors.
In 2007, Japan updated its financial regulations with enactment of
the Financial Instruments and Exchange Law, also known as FIEL or
J-SOX. The European Union revised its Eighth Company Law Directive,
requiring its member states to oversee auditors. Canada created a public
oversight board. South Korea, Singapore, and Australia all increased their
auditor oversight. Dozens of other countries throughout the world have
taken similar actions.
After the enactment of SOX, the PCAOB’s first chairman, William
McDonough, may have had the most difficult task of handling diplomacy
and negotiation with other countries. Essentially, the PCAOB was
charged with addressing the fact that financial services regulation is done
by sovereign states, while businesses now operate in a truly integrated
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global fashion. Since enactment of the law, the Board, working directly
under the SEC, has made great strides in working with counterparts all
over the world to ensure high audit quality of all U.S.-listed companies.
Now, more than ten years beyond its enactment, the implementation
and the practice of the law continues to evolve. Since the White House
signing ceremony on July 30, 2002, the United States has experienced
recovery, boom, bust, and, at this writing, a lengthy period of weak recovery. While economic conditions and opinions have changed dramatically,
the law remains the same, having been adjusted slightly in the intervening decade. Based on the principles of transparency and accountability,
Sarbanes-Oxley achieved the goal of restoring investor confidence and
has stood the test of time. It has disciplined corporate conduct, and it
applies to all, domestic and foreign alike, doing business in the United
States.
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§ 13.02

EXECUTIVE SUMMARY

Citizens in the United States often attempt to vindicate their rights
in the court system. This fact has created an unnecessary fear on the part
of foreign corporations of doing business in the United States. Although
this fear is not well-founded, the unfamiliar can be frightening and the
U.S. judicial system does differ in significant ways from the court systems of other countries.
One of the most significant differences between the United States
and other legal systems is the approach of the U.S. judicial system to
defective products and products liability claims. This chapter overviews
the American judicial system and then examines the inherently American
approach to products liability claims.
Doing business in the United States means accepting responsibility
for products liability actions and, potentially, accepting responsibility
for defective products. With good counsel, however, the risks of doing
business in the United States can be minimized, maximizing profit.
§ 13.02

INTRODUCTION

“Products liability” is the term U.S. courts use to describe the area
of law involving the liability of companies for their actions supplying
goods to purchasers and other users. Products liability law imposes liability on a business for injuries to any person caused by a defective product.
The person injured does not have to be the purchaser—companies are
liable for injuries to people who use the product and even to people who
are merely bystanders.
To the casual international observer, products liability law in the
United States is confusing and sometimes humorous. A woman in the
United States sued and won a substantial monetary award when she spilled
hot coffee on her lap. A burglar recovered money from a garage door
manufacturer after getting trapped in a garage by a malfunctioning garage
door. In Texas, a woman won $780,000 after she tripped over a small child
in a furniture store. It made no difference in the mind of the jury that the
child was her own son. More recently, a judge in Washington, D.C., the
capital of the United States, sued a dry cleaner for losing his pants and
sought over $50 million in damages. Even though the case was dismissed
and the judge recovered nothing, the dry cleaner was forced to close one
of its business locations after spending a significant amount of money
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defending against the frivolous lawsuit. Although these cases can bring a
smile to the face of anybody who reads about them, the companies forced
to pay out money did not consider the suits to be humorous.
Products liability laws in the United States create significant concerns
for unwary international investors. In fact, “fear of litigation” is one of the
top concerns of executives at foreign-owned companies doing business in
the United States.1 Nevertheless, foreign investors should not allow these
concerns to stop them from investing in the United States because, even
though the results of these outrageous cases make good headlines, the
results are not the norm. Foreign companies should appreciate that doing
business in the United States likely is different than doing business in
their home country, but they can and should adjust accordingly. The
American legal system is inherently fair and, generally, comes to appropriate conclusions.
Understanding the U.S. judicial system and the theories of recovery
in products liability should calm fears and resolve uncertainty surrounding investing in the United States. Such understanding can also save
foreign investors a lot of money.
§ 13.03

THE UNITED STATES LEGAL FRAMEWORK

The characteristics of the American judicial system and the risks of
exposure to products liability suits should lead a foreign company contemplating the acquisition of a business in the United States to consider:
1.

Where the acquired company will operate (in which states);

2.

Where the company will concentrate manufacturing and
management facilities;

3.

Whether the acquired company will operate as a branch or as
a subsidiary of the parent company;

4.

Whether the parent company will have a considered strategy
regarding the jurisdiction of state and federal courts;

5.

Whether the company is prepared to bear the risk of the
American jury system;

1

Letter from Bill Marriott to President George W. Bush, Aug. 23, 2007, available at
http://www.ita.doc.gov/td/pec/Civil_Justice_Reform.pdf (last visited June 14, 2010).
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6.

Whether the company has a strategy for possible class action
lawsuits;

7.

Creation of document management systems responsive to
possible discovery requirements in lawsuits;

8.

A strategy for controlling the threat of punitive damages;

9.

Whether the company could face criminal liability;

10.

An acknowledgement of contingent fees; and

11.

A strategy for controlling potential defense costs through the
retention of experienced, competent counsel.

[A] State versus Federal Courts2
There are two distinct sets of laws in the United States, federal and
state. Federal laws operate across the entire United States. The United
States has no national products liability law, but there are federal laws
that impact products liability issues and claims. To complicate matters,
each of the 50 states has products liability laws of its own. A business
operating in the United States, therefore, could be subject to as many different legal frameworks as the number of states in which it does business
or in which its products are sold or purchased. In the United States, a
company can be sued in both federal court and state court on the exact
same set of facts because, sometimes, state law and federal law overlap.
EXAMPLE 1:
One year ago, the blades on wind turbines operating in Los
Angeles, California and Cooperstown, New York broke free and
seriously injured local residents. These blades were manufactured
by Buffalo Blades, Inc. (“BBI”) in its Buffalo, New York plant.
Among those injured were employees of the wind turbine company
that purchased the blades for use in the wind turbines. One group
sued both BBI and JIC in state courts in New York, and a different
group sued both entities in California. Each group also sued both
entities in federal district court. The companies, caught entirely
off-guard, thought that the laws in each state were the same as
2

Alternative dispute resolution, or “ADR,” can be especially important as an alternative
forum to the State and Federal Courts. For an in-depth discussion of alternative dispute
resolution, see Chapter 4, supra.
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federal law and prepared a single defense based on federal law. JIC
and BBI never looked at the laws of New York or California. The
companies won the federal cases, but lost both state actions because
they never considered state laws and did not engage the services of
local lawyers to help the companies achieve favorable outcomes.
Plaintiffs’ lawyers know the U.S. system and choose courts, or
forums, strategically. Nearly 34 percent of those suing businesses for
violations of U.S. products liability law in federal court succeeded in
2002–2003, with a median damage award of $350,000.3 State courts
awarded even higher damage amounts, with a median damage award
in 2001 of $450,000; nearly 40 percent of plaintiffs won $1 million
or more.4
Choosing a forum to obtain a favorable verdict is known as “forum
shopping,” a practice frowned upon by the U.S. judicial system, but lucrative for enterprising plaintiffs and their attorneys. The median damage
award in the 75 largest counties in the United States ranged in 2001 from
$2.5 million in Palm Beach, Florida, to $14,000 in Fairfax County,
Virginia (a Washington, DC suburb), to as little as $4,000 in Cook
County, Illinois (Chicago). Courts in Philadelphia, Pennsylvania awarded
over $149 million to plaintiffs in 2001.5
Lucrative damage awards encourage plaintiffs and their attorneys to
file lawsuits in state courts where damage awards typically are higher
than in federal courts. Plaintiffs and their attorneys calculate where a
lawsuit will be most profitable; companies on defense must calculate how
to stay out of the courts in those forums.
[B] Defenses to Jurisdiction
Two primary defenses are available when defending a products
liability action in an unfavorable jurisdiction: forum non conveniens and
lack of personal jurisdiction.

3
Thomas H. Cohen, Federal Tort Trials and Verdicts, 2002-03, Bureau of Justice
Statistics, NCJ 208713 (Aug. 2005) (these data are the most recent available).
4
Thomas H. Cohen, Tort Trials and Verdicts in Large Counties, 2001, Bureau of
Justice Statistics, NCJ 206240 (Nov. 2004) (these data are the most recent available).
5
Cohen, Tort Trials and Verdicts in Large Counties, 2001.
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[1] Forum Non Conveniens
Forum non conveniens is a doctrine that allows a U.S. court to
dismiss a lawsuit against a foreign company when there is a more
convenient forum elsewhere. “Convenience” refers, above all, to the
geographic distance from the court to the company, other parties, and
witnesses. But there are additional considerations. When a court is
deciding whether to grant forum non conveniens dismissal, it considers
three elements: (1) the availability of an alternative forum; (2) the public
interest; and (3) private interests.6 Because the court generally will give
weight to the plaintiff’s choice of forum, it is the defendant’s burden to
prove these elements.
When a defendant invokes forum non conveniens, the court must
first consider whether there is an adequate alternative forum. Plaintiffs
may argue that a foreign tribunal closer to the foreign company is not
adequate because it is not as favorable to the plaintiff. This factor could
be considered by the court, but it is not determinative. For instance, even
though the remedies may not be the same, a forum is adequate as long as
it provides plaintiff with a remedy. Generally, a court will ask whether a
fair trial is available in an alternative forum, not whether the alternative
would be better or worse for the plaintiff. After a court determines that
there is an alternative forum available, it will weigh private and public
interest factors to determine whether to dismiss the case for forum non
conveniens. Controlling weight is not given to any one factor in the
balancing process.
The public interest factors include the relative court congestion of
the local court, the cost of the trial (including translation costs, when
necessary) to taxpayers, and the ease of applying the applicable law
(and avoiding problems with conflicts of laws) should the applicable law be
that of a foreign jurisdiction. The private interest factors considered by the
court will be the location of the parties, the location of witnesses,
the availability of process for attendance of unwilling witnesses, and the
location of any other evidence, including paper documents or electronic
computer files. A foreign company can escape an expensive trial in an
inhospitable court when it can convince a court that there is an adequate
alternative forum available and public and private interest factors weigh
in favor of transfer.
6

Some states, such as Florida, require, in most instances, that all the defendants
consent to transfer to the alternative forum.
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[2] Personal Jurisdiction
Not every court will hear a case against a company in the United
States that has been acquired by a foreign company. A U.S. court must
have “personal jurisdiction” over the company doing business in the
United States. Whether a court has personal jurisdiction depends on
the amount and type of business a company transacts in the particular
state where the court sits.
There are two types of personal jurisdiction in the United States,
general and specific. Understanding these types of jurisdiction could
affect locational decisions for new operations.
[a]

General Jurisdiction

General jurisdiction arises when a company has such systematic and
continuous business contacts with a jurisdiction that it can be subject to
any lawsuit filed in that jurisdiction from activity anywhere in the world.
General jurisdiction exists over a company in a jurisdiction where a
company transacts most of its business or produces most of its product in
one specific location. A court will determine where a company has its
nerve center (business headquarters where strategic decisions are made)
or its muscle center (main location where production and distribution of
a product occurs) in deciding whether general jurisdiction exists. A plaintiff can bring a claim in the United States for a cause of action arising
anywhere in the world in the place where a company is subject to general
jurisdiction.
[b]

Specific Jurisdiction

Specific jurisdiction is based upon state law and the U.S. Constitution. The state laws, called “long-arm statutes” (because they enable the
state to reach out, with a long arm, to claim jurisdiction), expressly
identify specific activities that will subject a company to the jurisdiction
of the courts in a particular state. For example, were a company to sell a
product in Ohio or sign a contract there, the company may be subject to
specific jurisdiction in Ohio only for claims arising from a particular
transaction in Ohio.
Once a court determines that there is an applicable state long-arm
statute, the court must determine whether the exercise of jurisdiction
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complies with the U.S. Constitution. This analysis considers whether a
company could have predicted or foreseen the possibility of an injury
occurring in that state with respect to its product that could lead an individual to sue the company there. Specific jurisdiction means that a company is only subject to lawsuits in that state for claims arising out of the
specific business transacted in that state by the foreign company or its
U.S. acquisition.
[3] Subsidiaries
The decision whether to set up or acquire a U.S. company as a
department of the larger foreign company or as a separate U.S. subsidiary
can have important implications for exposure to products liability claims.
When the acquisition becomes a department or part of the larger, foreign
company, the foreign company is subject to jurisdiction based upon the
activities of the acquired company in the United States. If, instead,
the U.S. company were set up as an independent and separate subsidiary,
the parent company could be insulated from the jurisdiction of U.S.
courts.
Even if the U.S. subsidiary were set up as a separate and independent entity, the foreign parent company could still be subject to jurisdiction in the U.S. courts. A recent decision by a U.S. court found that
foreign citizens could sue a foreign company in the United States based
partly on the conduct of the U.S. subsidiary.6.1 The court determined that
the foreign company could be subject to jurisdiction in the United States
even when the injury to the foreign citizens occurred from acts or events
outside the United States.
A local acquisition in the United States could be incorporated separately as a separate subsidiary, but the parent company must then be sure
to maintain the subsidiary’s financial and management independence.
Otherwise, a plaintiff could still reach the assets of the parent company.
It is essential, therefore, that a foreign corporation seeking a presence in
the United States work with counsel in the United States to remain up-todate on any recent court decisions or changes in U.S. law. U.S. counsel
also should have recall and contingency plans ready in case of
emergencies.

6.1

Bauman v. Daimler Chrysler Corp., 644 F.3d 909 (9th Cir. 2011).
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[C] The American Jury System
Trial by jury in a civil case to which plaintiffs are entitled by law is
different in the United States from most everywhere else. In the U.S. judicial system, the role of the jury is to evaluate and judge the facts as they
are presented by the lawyers for both sides at trial. The jury then must
follow the legal instructions of the judge in order to reach a verdict.
In the United States, a jury usually is made up of average citizens
with no legal training and little or no prior experience serving on a jury.
These “peers” of the plaintiff decide both liability and the damage
amount, which is often an unsettling revelation for any company doing
business in the United States.
The risk of a large verdict from a jury is a serious concern for a company operating in the United States. Between 1992 and 2001, the median
average jury award in state courts more than quadrupled, from $120,000
to $543,000.7 This history of jury results has encouraged companies to
settle claims before trial, which in turn has encouraged more lawsuits.
Still, settlements often are perceived as an essential containment of otherwise unpredictable awards.
[D] Class Action Lawsuits
When a great number of people have been injured by an individual
product, a judge in the United States may combine all claims that may be
filed into one case. When a judge decides to combine these claims, one
or two members of the injured group of people, or “class,” will represent
the entire class. Such a combination of claims is known as a “class
action” lawsuit. Class action lawsuits can turn into the most expensive of
all legal actions; companies typically resist the formation and certification of a class, but this preference is not always in the company’s best
interest.
Before a judge can certify a class action, those individuals seeking
to form a class must satisfy certain legal requirements. These requirements define the terrain upon which a foreign corporation can defend
against the formation of a class.
The first requirement for a class action is for the court to approve,
or “certify,” a class of injured people. To be certified, the people suing a
corporation must be so numerous that it is impracticable for their law7

Cohen, Tort Trials and Verdicts in Large Counties, 2001.
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suits to proceed individually. Although frowned upon, some attorneys in
the United States will use television advertising to find members of a
potential class action. Even so, judges generally are unwilling to burden
many different courts with essentially the same case.
For the case to be effectively the same, there must be common questions of law or fact shared by the class members. The existence of such
“common questions” means that the injuries suffered and the claims filed
by the individual members are almost exactly the same.
A class action eliminates the presence of most of the injured people
in favor of representatives who must themselves have injuries similar to
each other and typical of the rest of the class. Finally, the class must be
represented, as a legal requirement, by competent legal counsel.
Companies resist class actions, above all, because everyone injured
by a product does not have to join the class. In the United States, it is presumed that all injured parties are part of a class. An injured person may,
however, “opt out” or choose not to join a class. Once that person has
chosen to opt out, he or she may wait to bring his or her own lawsuit.
Consequently, if one class action succeeds, every other person injured by
that product who is not bound by the class action can proceed against the
company, using the evidence against the company from the successful
class action to assist in proving that the company released a defective
product.
As much as a company may be inclined to resist the certification of
a class, and thus avoid a class action lawsuit, a company may nonetheless
benefit from a class action lawsuit. A company can resolve all of its liability related to members of the class in one single court action. Once members of a class obtain a judgment or settle in a U.S. court, none of them
can bring a cause of action against the company for its defective product
at a later time. Additionally, when one class action is unsuccessful, that
failure discourages other attorneys from bringing a suit based on the same
product.
Recent laws in the United States have tried to limit the number of
class actions brought against companies, but the laws have not always
been effective. For example, a class cannot be certified in federal court
unless the claim as a whole exceeds $5 million, but there is no statistical
evidence that this reform has arrested the filing of class actions. When the
claim does exceed $5 million, however, this legislation makes it easier for
a company to transfer the class action from a state to a federal court. As
stated earlier, having the trial for such a large case in a federal court could
have a significant impact on the trial’s outcome. Consequently, counsel at
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foreign companies should be aware of the total dollar amount at stake in
any class action. In a recent decision, which is now U.S. law, the U.S.
Supreme Court stressed the importance of “common questions” of law
and fact.7.1 A group of people trying to bring a class action must now offer
“substantial proof” that claims by the potential members of the class
action are based on “common questions.” Were the possible members of
the class action unable to offer “substantial proof” that these common
questions exist, the class action lawsuit could not proceed. A thorough
analysis of the possible claims of all the possibly injured parties, therefore, is an important step when faced with a class action lawsuit. The
Supreme Court has reaffirmed this approach by affirming that class members must demonstrate that damages are measurable on a class wide
basis.7.2
For a foreign company about to do business in the United States by
manufacturing or selling products, the lesson is that class actions are
always expensive, but can be good or bad depending on the number and
geographic dispersal of potential complainants. Companies can take
advantage of the advice of experienced legal counsel to limit legal
exposure.
[E] Discovery
Discovery, the process of gathering tangible and electronic documents, testimony, and information related to a claim filed against a company for a defective product, is another aspect of the U.S. judicial system
that can catch unwary foreign investors off guard. Procedural discovery
requirements add additional and significant financial and time burdens to
any litigation. A court can order a company to produce any documents
that are relevant to any claim or defense offered by any party in a case.
The information sought does not have to be admissible at trial. It only has
to be calculated to lead to the discovery of information that is admissible
at trial.
As the use of computers and e-mail has become more widespread,
companies are required to give opposing parties electronic information as
well as paper copies of information. Discovery of electronic information
can be even more burdensome because, once a company reasonably

7.1
7.2

Wal-Mart Stores, Inc. v. Dukes, 131 S. Ct. 2541 (2011).
Comcast Corp. v. Behrend (“Comcast”), 133 S. Ct. 1426 (2013).
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anticipates litigation about a defective product, it must make every effort
to save any and all potentially relevant electronic documents.
A company that does not comply with the retention requirements of
discovery could be subject to sanctions ranging from monetary damages,
to dismissal of a defense, to a victory for the injured party without any
further showing by the injured party. All companies, foreign and domestic, doing business in the United States have an affirmative obligation to
maintain records in the ordinary course of business. A company should
develop a document retention program, including retention of all e-mail
and other electronic documents that explicitly lays out the requirements
for retaining documents and for destroying them after the time required
to store them has passed.
[F] Punitive Damages
Punitive damages are yet another potentially expensive aspect of
doing business in the United States that can catch unwary foreign companies by surprise. Beyond “compensatory” damages awarded to make an
injured party “whole,” punitive damages may be awarded to punish the
corporation that manufactured, sold, or distributed the defective product
in the United States. Punitive damages are awarded when the conduct of
the company is deemed to be “willful, malicious, or fraudulent.” Juries
can award punitive damages, although judges, often shocked and surprised by the amount of punitive damages, have been known, not infrequently, to reduce or even set them aside.
In 2005, of the 350 product liability trials that occurred in the United
States, 101, or nearly 30 percent, were won by the plaintiff. Although
infrequent, plaintiffs recovered punitive damages 1 percent of the time,
despite seeking punitive damages in 99 trials.7.3 As discussed below,
punitive damages are awarded to “punish” a corporation for bad behavior. These damages, although rare, can often be unlimited.
Many foreign countries do not award punitive damages and refuse
to enforce punitive damage awards imposed by U.S. juries. Although
most European countries have enforced punitive damage awards from
U.S. juries, Germany and Italy have refused. The U.S. Supreme Court has
attempted to limit punitive damages, but some juries continue to award

7.3

Thomas H. Cohen & Kyle Harbacek, Punitive Damage Awards in State Courts,
2005, Department of Justice Special Report (Mar. 2011).
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very large punitive damage verdicts to victims of defective products that
often far exceed compensatory damages.
Opinions regarding punitive damages differ within the United
States. Some states ban or limit punitive damages, but most allow them
as a means of deterrence as well as a punishment to warn companies not
to distribute defective products. Foreign companies fearing such exposure should consider the treatment of punitive damages in their own countries, as well as in the jurisdictions they are considering for business
ventures in the United States.
[G] Criminal Liability
It is very rare for a corporation in the United States to face criminal
charges as the result of a defective product. Recently, nonetheless, in the
largest drug safety settlement ever, the U.S. subsidiary of a Japanese drug
manufacturer pled guilty to criminal charges for, among other things,
making material false statements to the Food and Drug Administration.7.4
In 2013, Toyota Motor Corporation reached a monetary settlement with
29 states, apparently avoiding criminal liability for claims related to
alleged defects in its automobiles. Also in 2013, BP agreed to a $4 billion
settlement with the United States government to resolve criminal liability
related to the oil spill in the Gulf of Mexico, including resolution of
claims that BP hid and did not provide information to the United States
government. This settlement was the largest criminal resolution in U.S.
history, and included $1.3 billion in criminal fines, $100 million more
than the second-largest criminal fine of $1.2 billion.
These examples make it clear that criminal liability for a defective
product can arise in the United States when a company attempts to hide
the existence of the defective product. A company doing business in the
United States should never hide the existence of a defective product and
should always consult counsel regarding state products liability laws.
Companies doing business in the United States should also remain aware
of any pending or proposed laws that could affect criminal liability for
manufacturing or distributing defective products.

7.4

United States v. Ranbaxy USA, Inc., JFM-13-cr-0238 (D. Md. May 13, 2013).
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[H] Defense Costs
Many foreign investors consider the United States the world’s most
litigious country. Fear of the often extraordinary costs of litigation
encourages lucrative settlements that encourage more litigation. According to research, one organization estimated the total annual cost of litigation in the United States to be around $210 billion.8 This outlay is one
reason why “many foreign investors view the U.S. legal environment as
a liability when investing in the United States.”8.1
This cash outlay is far from the whole story. Litigation in the United
States can continue for years, requiring not only expensive legal representation, but also the time and energy of corporate personnel. Talented
legal counsel can help control the cost and avert very expensive verdicts.
Often, as expensive as the legal counsel may seem to be, the alternatives
(no representation; lower-quality and sometimes less expensive lawyers)
are far more costly in the long run.
Unlike in many other countries, where the loser pays the legal costs
of the winning party, the “American Rule” governing in the United States
requires parties to bear their own costs. Attorneys in the United States
believe that the American Rule allows greater access to the legal system
for injured parties otherwise unable to pursue a claim in court out of fear
that they may have to pay the unpredictable and unmanageable costs
incurred by the prevailing party. The American Rule, however, often
encourages parties to bring frivolous lawsuits where the potential litigation costs can so exceed reasonable damages as to induce unjust settlements.
[I] Contingent Fees
In the United States, many lawyers provide their services in return
for payment based upon a favorable outcome. These payments, or “contingent” fees (in some countries, such as China, for various areas of law,
they are called “bonuses”), are paid to the attorney only when there is a
monetary recovery for his client. For example, suppose an attorney agrees
8
John B. Henry, Fortune 500: The Total Cost of Litigation Estimated at One-Third
Profits, The Metropolitan Corporate Counsel 28 (Feb. 2008).
8.1
International Trade Administration, U.S. Department of Commerce, Assessing
Trends and Policies of Foreign Direct Investment in the United States 6 (2008), available
at http://www.trade.gov/publications/abstracts/trends-policies-fdi-2008.asp.

13-15

2014 SUPPLEMENT

§ 13.04

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

to represent an injured person in a products liability case. In exchange for
the representation, the injured person will not, at first, pay the attorney
any fee at all. Instead, the injured party will pay the attorney a percentage
of any recovery to the injured party. In some cases, that percentage could
be one-third of the total recovery. Hence, in this example, if a jury were
to award an injured party $10 million, the attorney for the injured party
would receive a contingent fee of $3 million. If the injured party were to
recover nothing, the attorney would not get paid for his work.
This system has both benefits and costs. A contingent fee system
gives an injured person access to the U.S. court system even when she is
unable to pay for an attorney. The attorney makes a judgment about the
probability of success and places, in effect, a bet. The injured person provides the attorney with a claim; the attorney bets on the claim and provides the injured person with a chance at recovery. Were the injured
person to lose her case, she would owe her attorney nothing. If she were
to win, she would pay the attorney only a percentage of her recovery.
The cost of the contingent fee system is that attorneys have a significant incentive to file a products liability claim, even when it is frivolous, because a company may choose to settle. In that case, the attorney
would still receive a percentage of the settlement, often with very little
expenditure or effort.
In the United States, some law firms take only cases based on a contingent fee. Officials at a foreign company doing business in the United
States should bear in mind that the attorney representing an injured party
is likely to have taken the injured party’s case on a contingent fee basis.
These attorneys, therefore, may have an incentive to hold out for a large
verdict or a high dollar settlement. Conversely, they may settle for a lower
dollar amount because of a need to be paid for their services.
§ 13.04

PRODUCTS LIABILITY DEFECT CLAIMS

Every theory of recovery in a products liability action put forward by
a plaintiff has one thing in common—the product at issue must be defective. To succeed on a claim, the plaintiff must be able to show that the
product was defective when the product left the control of the manufacturer
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or seller. There are three types of defects: manufacturing, design, and
marketing.9
[A] Manufacturing Defect
A manufacturing defect occurs when a manufactured or sold product differs from other products of the same kind manufactured or sold by
the same company. For example, a company that manufactures round
washers faces products liability claims when it fails to control the production process and inadvertently produces oblong washers. In this case,
the design of the product should have produced a safe product, but something went wrong. To succeed on a claim for a manufacturing defect, a
plaintiff must show that the variance of the product from the design plan
made the product dangerous or unsafe so that it caused harm because of
a flaw when the product was made.10 The problem during the manufacturing process makes the product more dangerous than either the company that manufactured the product or the consumer who bought the
product could have reasonably expected.
EXAMPLE 2:
Bottle Inc. is responsible for manufacturing 5 million bottles per
year. Over the past 50 years, Bottle Inc. perfected the design of its
product and has had no problem with it. The machines are checked
three times per day, cleaned every week, and inspected by the
regional director every month. Additionally, workers inspect one out
of every 500 bottles to control product quality.
Last week, an employee of Bottle Inc. accidentally struck a bottlemaking machine with his mop as he cleaned up the floor around the
machine. When the worker hit the machine, it caused the machine
to skip. Unfortunately, when the machine skipped, the machine
failed to seal one bottle at the required temperature.

9

When acquiring an entity operating in the United States, it is important to determine
whether there is any existing products liability exposure that could force the acquiring
company to incur expensive legal bills or that could expose the acquiring company to
liability for products already on the market. For a discussion of how to limit outstanding
liability and to minimize litigation risks, see § 3.05[D] supra.
10
See, e.g., McCabe v. American Honda Co., 123 Cal. Rptr. 2d 303 (Ct. App. 2002).
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Months later, Victoria Victim purchased a bottle of fizzy pop from
a store. As she opened the bottle, the bottle exploded and severely
injured her hand, arm, and face. In this case, Victoria Victim was
injured by a defective product that was the result of a manufacturing defect.
[Next page is 13-17.]
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[B] Design Defect
A design defect occurs when there is an error in the blueprints for a
product. A design defect makes the product unreasonably dangerous to
the consumer. To succeed on a design defect claim, a plaintiff must
show that there is either a less dangerous modification or an alternative
design that was economically feasible.11 When attempting to decide
whether an alternative design was available, the court will consider
numerous factors, including:12
•

The need for the product;

•

The availability of alternative products;

•

The obviousness of the danger;

•

The feasibility of eliminating the danger without impairing the use
of the product or making the product overly expensive.

When considering defects in a design, a company must also make
an effort to determine the product’s foreseeable uses. For example, it is
foreseeable that a person will use spray paint to paint walls or to paint a
shelf. It is also foreseeable that the painting could be done around
children or that children could access the spray paint. To meet the
foreseeable alternative test, a company should make sure the product has
a child-safety protection cap. This consideration of foreseeable risks will
help to protect a company against adverse verdicts.
EXAMPLE 3:
After Victoria Victim’s accident, Bottle Inc. decided to change its
bottle so that the cap would come off if the pressure became too
strong. The designers decided that if the cap came off the bottle, the
bottle would not break even if there were a small, unknown problem in the bottle. The designers found no applicable government
standards.
The designers knew that the cap could come off the bottle with
enough force to injure the person holding it, and they considered
attaching an inexpensive, plastic holder to keep the cap attached.
But the plastic holder changed the appearance of the bottle in an
11
12

See, e.g., 63A Am. Jur. 2d Products Liability § 869 et seq.
See, e.g. McCabe, 123 Cal. Rptr. 2d 303.
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unappealing way. Consequently, they did not attach the plastic
holder.
After Victoria Victim left the hospital, following her previous injury,
she stopped at the market for a drink. She carefully examined the
bottle for small cracks, found none, and walked to the counter to
purchase the drink. The store clerk picked up the bottle, turned it
upside down to read the price, and placed it back on the counter.
When he did so, he accidentally knocked the bottle over. The movement of the carbonated liquid inside the bottle caused the pressure
to build, and the cap flew off the bottle and directly into Victoria’s
eye. In this case, Victoria was injured by a defective product that
was the result of a design defect.
It is a common misconception that complying with government
safety standards will protect a company from a claim of a design defect.
In the United States, the Consumer Product Safety Commission
(“CPSC”) works to protect consumers from injury from thousands of
products under the CPSC’s jurisdiction by establishing standards for safe
products and by banning products from the marketplace when there is no
reasonable standard available. The Consumer Product Safety Act
(“CPSA”),13 the umbrella statute establishing the CPSC, confers upon the
CPSC authority to impose a penalty of up to $100,000 for a single
violation of the CPSA, and to impose a penalty of up to $15 million for
a related series of violations.
When considering the appropriate penalty under the CPSC and
related laws, the CPSC considers, among other factors, the nature
and extent of the defect, the size of the company charged with violating
the CPSA, the severity of any possible injury, and the number of defective
products in the market.14 As stated by CPSC Commissioners, “The Commission expects companies to follow all mandatory and voluntary safety
standards as a matter of course.”15 Consequently, any entity looking to do

13

15 U.S.C. § 2051, et seq.
See, e.g., Press Release, CPSC Approves Final Rule on Civil Penalty Factors
(Mar. 16, 2010), available at http://www.cpsc.gov/cpscpub/prerel/prhtml10/10168.html
(last visited June 14, 2010).
15
Statement of The Honorable Thomas H. Moore, The Honorable Robert S. Adler,
and The Honorable Inez M. Tannenbaum on the Final Interpretive Rule on Civil Penalty
Factors, Consumer Product Safety Commission, March 10, 2010.
14
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business in the United States must pay close attention to the safety standards of the CPSC, and cannot consider satisfaction of the mandatory
safety standards sufficient for protection against product liability claims.
The CPSC, in consultation with industry leaders, has made significant efforts since its inception to decrease the hazards of household items
by removing unreasonably dangerous products from the marketplace.
Were a court to allow evidence of failure to comply with the CPSC standards at trial, the evidence could help a jury determine that a product’s
design is unreasonably dangerous. Compliance with a government standard, or the lack of a standard, does not automatically shield a company
doing business in the United States from a design defect claim. Compliance with government regulations may be evidence that a product is not
defective, but that evidence alone is not determinative.
In August 2008, President George W. Bush signed legislation to
increase funding for the CPSC that consumer groups considered “the
most significant improvements to the CPSC since its establishment in the
1970s.”16 It is unclear how future administrations will treat products
liability, and this uncertain environment will create new risks for corporations looking to do business in the United States. Significant opportunities exist, therefore, for foreign companies to suggest regulatory
schemes and approaches for the new administration to consider as future
presidents shape the role of the CPSC.
[C] Marketing Defect
The third type of defect creating products liability exposure is a
marketing defect, which refers to a failure to warn of a product’s inherent
dangers, or a failure to advise purchasers of the proper use of a product.17
Sometimes a product is dangerous in a way that is not readily apparent to
a purchaser or a subsequent user. Usually a warning is acceptable when
there is no available alternative, but the product still remains dangerous
for its intended use. Rather than removing a useful and necessary product
from commerce, the product must contain an adequate warning. An
adequate warning conveys to a purchaser or user of the product known
hazards and risks, and it explains how to use the product properly. A

16

Ruth Mantell, Bush Signs Product-Safety Overhaul Into Law, MarketWatch,
August 14, 2008.
17
See, e.g., 50A Cal. Jur. 3d Products Liability § 66 et seq.
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warning is inadequate when it does not understandably convey the severity of the potential harm to a user. If a manufacturer knew about dangers,
and those dangers were not made known to consumers or users in an
understandable manner, the manufacturer could be liable under products
liability law.
EXAMPLE 4:
Bottle Inc.’s subsidiary, LadderCo, manufactures ladders. Two years
ago, the executives of LadderCo determined that ladders are a dangerous product even when used properly and that there is a chance
a customer could fall if the ladder were not set up properly or could
touch an electrical wire accidentally if the customer were to climb
too high. The executives of Bottle Inc. considered consulting a lawyer regarding whether they should place a warning label on the ladder to warn people of the possible danger from an unstable ladder,
but decided against it at the last minute because they believed that
everyone knows how to set up a ladder and to avoid electrical wires.
Plus, in their minds, a lawyer was an unnecessary expense.
Victoria Victim, after leaving the hospital a second time and vowing
never to try a bottled drink again, returned home to find that the
light bulb above her doorway needed replacement. Victoria went to
her garage and retrieved her LadderCo ladder. Purchased just before
her recent hospital stay, Victoria had never used the ladder before.
Always a person who reads instructions, Victoria looked for the
instructions on how to set up the ladder safely. Finding no instructions, she did her best but failed to push the stabilizing bar into
place. She placed the ladder under the light socket, removed the
light bulb, and began to replace it. As she reached to replace the
bulb, her finger touched a stray wire, and she received a slight electrical shock. As her finger drew back sharply, the ladder rocked
backwards because the stabilizer bar was not in place. Victoria fell
from the ladder and broke her arm. In this case, Victoria Victim was
injured by a defective product that was the result of a marketing
defect.
A foreign company faced with a marketing defect claim should
examine both state and federal law. Federal law and state law sometimes
conflict with respect to the marketing requirements of a certain product.
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In accordance with a recent decision by the U.S. Supreme Court, a company cannot be found liable under state law marketing requirements when
the company is in compliance with federal marketing requirements.17.1 A
thorough examination of both federal and state law, therefore, is essential.
§ 13.05

THEORIES OF RECOVERY

Once a plaintiff establishes that a product is defective, there are
three main theories of recovery for products liability: negligence, strict
liability, and breach of warranty.
[A] Negligence
The first claim that a plaintiff may attempt to establish in products
liability is a negligence cause of action. To establish a cause of action for
negligence, a plaintiff must show that a company did not exercise the
appropriate standard of care when it supplied a product.18
In the United States, the appropriate standard of care is that of a reasonable person under the same or similar circumstances.19 Every company supplying a product has a duty to exercise reasonable care when a
manufacturer or distributor supplies a product to a consumer or user. The
fact finder (a jury when there is one, or a judge when there is not) decides
whether a company has exercised reasonable care. A company is negligent, therefore, if it did not exercise reasonable care.
Sometimes, it is unclear whether a company has exercised reasonable care. For example, if an individual drank orange juice and broke a
tooth on a rock inside the bottle, there could be an assumption that the
rock fell into the orange juice during the manufacturing process because
of improper oversight by the distributor. In such a case, a plaintiff may
argue the doctrine of res ipsa loquitur, which translates to “the thing
speaks for itself.” When an injury occurs and is of a type that would not
have occurred without the manufacturer’s negligence, the doctrine of res
ipsa loquitur may apply.20
Res ipsa loquitur is not easily understood by foreign companies.
Negligence is the cause of action, but res ipsa loquitur fills a gap in the
17.1

PLIVA, Inc. v. Mensing, 131 S. Ct. 2567 (2011).
See, e.g., Merrill v. Navegar, Inc., 28 P.3d 116 (Cal. 2001).
19
See, e.g., Mosley v. Arden Farms Co., 157 P.2d 372 (Cal. 1945).
20
See, e.g., San Juan Light & Transit Co. v. Requena, 224 U.S. 89 (1912).
18
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law when there is no other evidence to explain an injury other than the
occurrence of an event that would not have occurred but for the lack of
oversight by the producer or distributor.
Even if negligence were shown, a manufacturer may not be entirely
responsible for an injury. User responsibility is a defense against a negligence cause of action in the United States, and some states reduce the
amount of a damage award by a percentage based on the negligence of
the user.
United States courts have limited the application of the theory that
any negligence on the part of the plaintiff would relieve the negligent
company of all liability. The defense, known as “contributory negligence,” is not generally available in the United States as a complete
defense. Instead, the doctrine of “comparative negligence” has taken its
place to reduce damage awards based on the relative amount of the plaintiff’s own negligence. For example, if a jury were to find a plaintiff 30
percent negligent, the defendant company would be responsible for only
70 percent of the damage award. Consequently, a company is not entirely
liable when a user uses a product improperly or contributes to the accident in some other manner.
[B] Strict Liability
Sometimes a plaintiff is unable to prove any negligence on the part
of the manufacturer, but the plaintiff is injured and expects to recover
damages. Some states do not require a plaintiff to demonstrate negligence for certain products and, instead, use a different theory, “strict
liability.”
Under a strict liability theory, a manufacturer or supplier is responsible for the injury caused to the plaintiff regardless of negligence.
Although the manufacturer or supplier may have taken every reasonable
step to prevent injury, the manufacturer or supplier may be held accountable anyway because of the nature of the product.
EXAMPLE 5:
A strict liability standard can apply to inherently dangerous products. Dynamite, Inc. is an explosives and fireworks manufacturer
that operates in the State of Ohio, where local law holds fireworks
manufacturers to a strict liability standard. Dynamite, Inc. performs
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frequent inspections of its factory and has exercised all possible care
in the design, manufacture, and distribution of its product.
Victoria Victim, after leaving the hospital yet again, decided to
throw a party at her home. After researching party ideas, Victoria
decided to have fireworks. She purchased her fireworks from Dynamite, Inc. The fireworks had the appropriate warnings, the best
[Next page is 13-23.]
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design available in the fireworks industry, and a certified fireworks
inspector inspected them just before the sale to Victoria.
At the party, Victoria set the fireworks off as a way to encourage her
guests to begin eating. One firework, however, veered off course,
flew through the window of Victoria’s home, and exploded in the
middle of her living room. Within minutes, the entire house was on
fire. Even though Dynamite, Inc. took every precaution, Victoria
Victim’s home was destroyed, and she could bring a products
liability action based on a strict liability standard.
The cornerstone of strict products liability is the Restatement Second
of Torts, which lays out the rule of strict liability in Section 402A:
(1)

(2)

One who sells any product in a defective condition unreasonably dangerous to the user or consumer or to his property is
subject to liability for physical 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 is
sold.

The ruIe stated in Subsection (1) applies although
(a)

the seller has exercised all possible care in the preparation and sale of his product, and

(b)

the user or consumer has not bought the product from or
entered into any contractual relationship with the seller.

The supplier or manufacturer must supply the product at the initial
stage. There is not, however, any requirement that the person bringing a
lawsuit purchased the product directly from the manufacturer or supplier.
Additionally, that product must not be substantially changed by the consumer or the user for the plaintiff to proceed on a theory of strict liability.
A company faced with a strict liability products liability claim may
defend based on the theory of comparative negligence because, notwithstanding the danger unknown in advance, the consumer may still have
used the product in some dangerous way that contributed to the accident.
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The amount of recovery can be limited by the amount of negligence
on the part of the plaintiff.
A plaintiff could have been so voluntarily and unreasonably negligent that the claim of strict liability will be dismissed entirely. In a strict
liability case, however, a company cannot simply disclaim any liability
by stating that the consumer or user uses the product at his own risk.
[C] Breach of Warranty
There are two different types of warranties: “express” and
“implied.” An “express” warranty is written or stated unambiguously; an
“implied” warranty is one reasonably inferred from other information
about the product and its sale.
To succeed on a breach of express warranty theory, a plaintiff must
show that a company gave a consumer an express warranty. The plaintiff
must then show that the supplier or manufacturer breached that warranty,
and that the defendant’s failure to abide by the terms of the express
warranty resulted in the plaintiff’s injury.
The Uniform Commercial Code (“UCC”), a model set of laws
adopted by many states, addresses express warranties.21 For a plaintiff to
bring a claim based on a breach of express warranty, the warranty must
be the “basis of the bargain.” The breach of the warranty does not have
to be the fault of the defendant. The only requirement is that the warranty
itself was breached.
The UCC also addresses breaches of implied warranties of
merchantability for an ordinary purpose and fitness for a particular
purpose.22 When a merchant sells goods, there is an implied warranty
that the goods are fit for the purpose for which they were sold. Any good
that is sold by a manufacturer or supplier is automatically assumed to be
fit for the ordinary purpose for which it was sold.
EXAMPLE 6:
The ordinary purpose of a car is to be driven on highways at speeds
within the limits prescribed by law. Consequently, even though a car
manufacturer may not specifically guarantee that a car can travel on

21
22

U.C.C. § 2-313.
U.C.C. §§ 2-314 and 2-315.
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a highway at 60 miles per hour, there is an implied warranty of merchantability for the ordinary purpose of driving the car at 60 miles
per hour on a highway.
If instead, a customer wants to purchase a car for the particular
purpose of driving on sand dunes, and relays that information to the
car’s seller, the customer and the seller entered into an agreement
that the customer could drive the car on sand dunes. If the car
cannot be driven on sand dunes, the seller could be responsible for
breaching an implied warranty of fitness for a particular purpose.
A company can defend against a breach of warranty claim on the
comparative negligence theory, where the overall damage award to the
plaintiff would be reduced by the negligence of the plaintiff. A defendant
company may also defend against a breach of warranty claim if the
plaintiff assumed the risk. If the company (or salesperson) were to advise
the consumer of all known dangers, or the consumer disclaimed the risk
(saying, for example, that the danger did not matter and the consumer
wanted the product anyway), and the consumer proceeded to use the
product and be injured, the consumer would have no viable cause of
action.
EXAMPLE 7:
A customer enters a car dealership and requests a car that can be
driven on sand dunes. The seller, after finding a particular car that
could be driven on sand dunes, warned the customer that the car
could be driven on sand dunes but it could flip over if driven at
speeds over 45 miles per hour. The customer, who really wanted the
car, promised not to drive the car over 45 miles per hour, purchased
the car, and drove it on sand dunes. The customer felt comfortable
that the car could exceed 45 miles per hour, and pushed the car to
60 miles per hour. Unfortunately, the car tipped over on the first
turn, and the driver and passenger were both seriously injured. The
seller, after consulting with an attorney, asserted that the customer
was both advised of the danger and assumed the risk of driving the
car at speeds exceeding 45 miles per hour on sand dunes. The jury
found the seller not responsible for the injuries to the driver and the
passenger because the seller disclaimed the known risks and the
driver assumed the risk of driving the car over 45 miles per hour.
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PRODUCTS LIABILITY INSURANCE

A foreign company may be able to obtain products liability insurance
in the United States to help pay adverse judgments and defense costs. Insurance, however, is not always available, and the cost of insuring inherently
dangerous products, in particular, can be extraordinarily high.
When considering products liability insurance, a foreign company
must remember that insurance costs in the United States are approximately
six times higher than those in Europe, largely because of the greater risk of
substantial verdicts. Tort costs make up almost 2 percent of the Gross
Domestic Product of the United States, thereby raising “the expected cost
of operating a business in the United States for both existing firms and
potential entrants.”23 Products liability insurance, although an effective
means of defraying the costs of an expensive verdict, is itself expensive.
Consequently, foreign companies should consider products liability
insurance a cost of doing business in the United States, particularly in
reference to the products they have in mind to sell.
§ 13.07

PRODUCTS LIABILITY REFORM

Products liability reform, under the banner “tort reform,” is often
considered by the U.S. Congress and state legislatures because of the high
cost of doing business that jury verdicts have imposed. To date, Congress
has not enacted a comprehensive national scheme to address products
liability in the United States. All 50 states continue to move in their own
directions, some having passed reforms limiting damage awards.24
Foreign companies should appreciate that tort reform, like the laws
related to the imposition of strict liability, is the product of political
processes in the United States. Insurance companies, especially, are
aggressive at the state and federal levels in trying to reduce their
own exposure through legislation that would limit rights to sue and cap
awards when suits are successful. All corporate citizens can influence
these laws when they elect to participate in lobbying, trade associations,
and the political process more generally.

23

Charles G. Schott, The U.S. Litigation Environment and Foreign Direct Investment,
International Trade Administration, U.S. Department of Commerce (Oct. 2008).
24
See, e.g., Ronan Avraham, Database of State Tort Law Reforms, April 2010,
available at http://ssrn.com/abstract=902711 (last visited June 14, 2010).
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LESSONS TO BE LEARNED FROM OTHER
INTERNATIONAL COMPANIES

From lead-painted toys to toxic baby milk, from the recall of thousands of vehicles manufactured by Toyota Motor Corporation to the fouling of seafood and fish from BP oil in the Gulf of Mexico, products
liability issues impact the reputation of foreign companies doing business
in the United States every day, even when the impacted company did not
necessarily manufacture the defective product. For example, a defective
product with purely domestic consequences, such as toxic baby milk in
China, has negative implications for all Chinese companies doing business in the United States. Although Americans do not believe that all
products manufactured in a particular foreign country are faulty because
of one defective product from that country, many people do become
reluctant to buy other products from that country.
When the impact of faulty products is felt in the United States, the
consequences can be far more severe than damage to a company’s, or
even a whole country’s, reputation. After failing to alert U.S. purchasers
of problems with their vehicles, Toyota faced nearly 200 federal lawsuits
and a $16 million fine assessed by the National Highway Traffic Safety
Administration because, as explained by the United States Secretary of
Transportation, Ray LaHood, Toyota officials “knowingly hid a dangerous defect.”25 As explained by the CPSC, “one can have the best safety
program in the world in terms of identifying product hazards, but if he or
she does not report the hazards to the Commission in a timely manner,
the person will still be subject to a penalty for failing to report.”26 Had
Toyota informed officials in the United States of the problems with its
vehicles, Toyota may have avoided this fine and might have managed better the inevitably adverse public relations fall-out from its defective automobiles.
In addition to Toyota, litigation against BP as a result of the oil spill
in the Gulf of Mexico continues. BP’s stock price still has not recovered
from the disaster as uncertainty surrounds the potential damages claims
against the company, which could range into the territory of $30 to $40
25

Angela Greiling Keane & Alan Ohnsman, Toyota Hid Pedal Defect, Violating Law,
U.S. Says, Bloomberg.com (Apr. 6, 2010), available at http://www.bloomberg.com/apps/
news?pid=20601080&sid=autV2ql2r7lE (last visited June 14, 2010).
26
Statement of The Honorable Thomas H. Moore, The Honorable Robert S. Adler and
The Honorable Inez M. Tannenbaum on the Final Interpretive Rule on Civil Penalty Factors, Consumer Product Safety Commission (Mar. 10, 2010).
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billion. Regardless of the damage related to the actual spill, BP did considerable damage to its reputation by appearing to conceal evidence
before the United States Congress. Pictures of its Chief Executive sailing
on his yacht during the height of the clean-up efforts did not help the
company in the eyes of Americans, either. Appropriate guidance and the
judgment of legal professionals can help companies avoid these damaging outcomes.
Toyota’s and BP’s experiences highlight the importance for a company to notify both the American public and appropriate public officials
once the company is aware of a defective product. Before announcing a
product recall and notifying appropriate agencies, however, a foreign corporation should consult counsel to determine the time frame for announcing the recall pursuant to the laws of the United States; to plan a
coordinated effort to recall the product; disseminate information; and to
craft a unified litigation and public relations strategy. The same approach
must apply when faced with a disaster such as the BP oil spill. By pursuing a coordinated approach, companies doing business in the United
States can keep consumers safe, potentially reduce their liability, and
return non-defective products to American consumers as quickly, safely,
and responsibly as possible. Delay, however, even for the purpose of
managing the recall, can bring its own penalties.
§ 13.09

CONCLUSION

The United States is a litigious country, perhaps the world’s most
litigious country. Individuals are encouraged to vindicate rights through
judicial processes. It is common to claim fault when injured, and to seek
compensation from wherever fault may lie. There are more lawyers per
capita in the United States than anywhere else in the world for good reason: citizens are encouraged to use their courts and have the means generally to do so.
Doing business in the United States means manufacturing and selling in the most important consumer market in the world. It also means
accepting risks of exposure to products liability actions, and accepting
responsibility for defective products. There are ways to reduce risk and
exposure, but not without understanding the basic political and judicial
system as it applies to products liability.
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EXECUTIVE SUMMARY

The advent and advancement of U.S. environmental law since the
1970s has been animated by the view that a clean environment and the
sustainable use of resources are keys to long-term economic growth,
human health, and societal well-being. The economic success of the
United States—home to more than a quarter of the world’s 500 most profitable companies1—has demonstrated decisively that prosperity is compatible with environmental stewardship, a view shared by many other
nations with mature industrialized economies. This view also has taken
hold in rapidly industrializing countries, such as China, which are
increasingly regulating activities that contaminate air, water, and the
land.2
Anyone contemplating the acquisition of a U.S. business needs to
consider the target company’s current and past compliance with environmental laws; environmental conditions at sites currently or formerly
owned or operated by the target or its predecessors; and any off-site location to which the target company may have sent hazardous substances for
disposal. Businesses operating in the energy, natural resources, and manufacturing fields may be the primary focus of environmental laws and
rules, but virtually every business is affected to some degree by today’s
environmental regulations.
Complying with environmental laws and managing environmental
risk are complex endeavors. The cost of compliance can contribute significantly to a company’s operating costs. Missteps can have severe consequences, as violations can lead to civil or, in extreme cases, criminal
liability for the company, its directors, officers, and other employees.
In addition to regulating ongoing operations, environmental laws
impose liability for remediating historical contamination, both on and off
site. For example, companies with unblemished compliance histories can
fall prey to the federal Superfund statute’s notoriously severe liability
regime, which imposes strict, joint and several liability for the entire cost
of cleaning up contamination based on sometimes-tenuous connections to
1

CNN Global 500 (July 31, 2013), available at http://money.cnn.com/magazines/
fortune/global500/2012/countries/US.html.
2
See, e.g., People’s Daily Online, Plant shutdowns likely as emission standards kick
in (Mar. 15, 2013), available at http://english.peopledaily.com.cn/90778/8168243.html
(describing likely shutdown at some iron and steel plants in China as new environmental
standards take effect). Note: People’s Daily is the official newspaper of the Communist
Party of China.
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a site and with little regard for which party may be principally responsible for causing the problem.
While a buyer should be mindful of the potential for assuming environmental liabilities as a consequence of an acquisition, there are several
strategies available to limit and manage these risks without scuttling the
deal, as described in § 13A.05, infra.
§ 13A.02

SOURCES OF ENVIRONMENTAL LAW

Beginning in the 1970s, the United States Congress has nationalized much, though not all, of environmental law. The states also have significant authority to administer and enforce some federal regulatory
programs, and to enact and enforce their own environmental laws and
regulations.
[A] Federal Environmental Law
Federal statutes govern air emissions (the Clean Air Act), discharges to water (the Clean Water Act), hazardous and solid waste management (the Resource Conservation and Recovery Act, known as
“RCRA”), and remediation of contaminated sites (the Comprehensive
Environmental Response, Compensation, and Liability Act, known as
“CERCLA” or “Superfund”). Congress established broad principles in
these statutes, directing that implementation of the goals should be established through regulation, thus rendering U.S. environmental law primarily an administrative scheme.
The U.S. Environmental Protection Agency (“EPA”), an independent agency within the Executive branch of the federal government, is
empowered to promulgate and implement environmental regulations
under the federal environmental statutes. The Administrative Procedure
Act3 generally requires agencies, such as EPA, to give notice of their proposed regulations and to provide an opportunity for any person to comment publicly. Some environmental statutes, such as the Clean Air Act
(“CAA”),4 provide additional procedures for public participation in rulemaking. Agencies must take comments into account when issuing final

3
4

5 U.S.C. § 551, et seq.
42 U.S.C. § 7607(d).
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regulations, a process called “notice and comment,” a hallmark of U.S.
administrative law.
Regulations promulgated under environmental statutes create
numerous requirements for businesses. Environmental regulations often
are detailed prescriptions implicating only certain industries. For
example, regulations may require industry-specific control technologies
to limit air emissions, or require storage of hazardous waste in tanks
meeting design specifications. It is, therefore, important to understand the
specific types of regulations that apply to the business being acquired.
EPA is charged with implementing and enforcing the regulations
that it promulgates, both from its headquarters in Washington, D.C., and
from its ten regional offices, each of which may have different policies
despite generally uniform administration. Companies in New York
(Region 2) may have interactions with EPA slightly different from companies in Texas (Region 6) or California (Region 9). EPA handles its own
administrative enforcement matters, but matters involving civil enforcement in the federal courts or criminal prosecutions are handled by the
U.S. Department of Justice on EPA’s behalf.
To a much lesser degree, agencies other than EPA promulgate and
implement environmental regulatory programs. For example, a permit
from the Army Corps of Engineers is required for projects that involve
filling certain wetlands.
This chapter discusses the major federal environmental statutes for
corporate transactions, but there are numerous other federal environmental laws (as well as state and local statutes and rules) with requirements
that may be important to a specific transaction. For example, if the target
company’s current or planned operations could harm or harass endangered species, one would need to consider the implications of the Endangered Species Act.5 Or, if the target were to manufacture, import, process,
or distribute chemical substances, it would be important to assess its compliance with the Toxic Substances Control Act of 1976.6
[B] The Role of the States
The several states are delegated significant authority to administer
and enforce some federal regulatory programs, including programs under
the CAA, Clean Water Act (“CWA”), and RCRA. The states also retain
5
6

16 U.S.C. § 1531, et seq.
15 U.S.C. § 2601, et seq.
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authority to enact and enforce their own environmental laws and regulations, provided that federal law does not preempt them.
State law may be more stringent than federal law and may cover
subjects that are not addressed by federal law. For example, land use
regulations, including zoning and project siting requirements, typically
are promulgated at the county, city, or township level. They are not determined by the federal government. In addition, some states have property
transfer laws that trigger environmental disclosure or remediation
requirements upon the transfer of real property. Thus, it is important to
consider the laws of each state implicated by a planned transaction that
could affect the feasibility, timing, or value of the deal.
§ 13A.03

POTENTIAL LIABILITIES ASSOCIATED WITH REAL
PROPERTY

When a transaction involves the transfer of an interest in real property, the purchaser should consider potential liabilities under federal and
state laws for onsite and offsite environmental conditions. A purchaser
should also be mindful of compliance with any applicable state laws
affecting the transfer of contaminated property. If a property might be
contaminated or be at risk of contamination from neighboring properties,
the purchaser should consider obtaining an environmental site assessment performed by a qualified professional.
[A] CERCLA
For most transactions, the Comprehensive Environmental Response,
Compensation & Liability Act (“CERCLA”), also known as the “Superfund” statute, poses the greatest risk of significant environmental liabilities. CERCLA imposes liability for the cost of investigating and cleaning
up contamination wherever it is located, including off-site. The contamination may have occurred long ago, resulting from practices that were
lawful at the time. For example, this chapter’s authors have represented
companies facing claims under CERCLA for contamination arising from
industrial activities performed in service to the U.S. Government during
World War II, and for government-approved mining operations on federal land that ceased more than a half-century ago.
In some cases, the historical operations were by a distant corporate
predecessor. The historical operations giving rise to the liability might be
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unknown to the facility’s current owner or operator. Parties subject to
environmental liability have an incentive to ferret out the other potentially liable parties to help shoulder the cost of the cleanup. Consequently, parties are motivated to explore decades of corporate histories in
an effort to impose liabilities on other entities. For example, in 2005, the
State of New Jersey sued a handful of companies under the New Jersey
Spill Compensation and Control Act,7 which is similar to CERCLA, for
the costs incurred and to be incurred by the state to remediate a portion
of the Passaic River.8 Two of the named defendants then asserted crossclaims against more than 300 additional parties, implicating a century’s
worth of industrial activity along the Passaic River.
A CERCLA defendant is potentially liable, even when he may not
have caused or contributed to the contamination, because CERCLA
imposes liability on persons who have a nexus to the site in any one of
four ways:
(1)

current owners or operators;

(2)

former owners or operators at the time hazardous substances
were released at the site;

(3)

persons who arranged for disposal of hazardous substances
that came to be located at the site; and

(4)

persons who transported hazardous substances that came to be
located at the site.9

Liability is presumptively joint and several, meaning the entire cost of the
cleanup can be imposed on any liable person.
The prospect of strict, joint and several liability under CERCLA
means that a prospective purchaser of contaminated property (or of a
company with CERCLA liabilities) risks taking on significant liabilities.
For example, EPA has estimated the cost for remediating the stretch of
river at issue in the Passaic River litigation, noted above, to be in the
range of $1 billion to $4 billion. Liable persons may, however, sue each
other for contribution to arrive at an equitable allocation of costs.10
7

N.J.S.A. § 58:10-23.11, et seq.
NJDEP v. Occidental Chem. Corp., No. L-9868-05 (N.J. Super. Ct. Law Div.).
9
42 U.S.C. § 9607(a).
10
42 U.S.C. § 9613(f)(1) (providing that “the court may allocate response costs among
liable parties using such equitable factors as the court determines are appropriate”); see,
8
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A potentially liable party under CERCLA is at risk of receiving a
Unilateral Administrative Order (“UAO”) from EPA compelling him to
undertake remedial action at a contaminated site.11 A UAO cannot be
challenged in court until after the cleanup is completed, at which time the
UAO recipient can seek to prove that he was not liable under CERCLA.
Were the recipient not to obey the UAO, however, daily civil penalties
could be imposed at $37,500 per day, and could accumulate into the millions of dollars. In addition, if the court were to find that the party did not
have a “good faith” basis to challenge the order, he could be held liable
for treble damages—three times EPA’s costs for cleaning up the site.12 As
one court wryly observed of EPA’s UAOs, given the draconian penalty
scheme, “[s]uch an invitation is not easily declined.”13
So severe is EPA’s UAO regime that General Electric Company
recently challenged it on constitutional grounds, arguing that it violates
due process. The challenge was rejected.14
The authors have advised companies in negotiating alternatives to a
UAO, such as administrative orders on consent and consent judgments. In a
negotiated resolution, the company may influence the scope of the
remedial action rather than be subject to a UAO. From EPA’s perspective,
agreed resolutions are attractive because they avoid litigation costs and
cleanup delays, while preserving the agency’s remediation budget for other
sites.
When CERCLA was enacted in 1980, it provided only three limited
defenses to liability: where the contamination was caused solely by (1)
an act of God, (2) act of war, or (3) acts or omissions of a third party with
whom the potentially responsible party (“PRP”) had no contractual relationship. The courts have construed the “act of God” defense to exclude

e.g., Boeing v. Cascade Corp., 207 F.3d 1177, 1188 (9th Cir. 2000) (holding that “[a] district judge must use discretion to determine which factors are appropriate in the particular
case” and finding that the district judge had not “abused his discretion by using volume
as the basis for allocation in this case”).
11
42 U.S.C. § 9606(a).
12
42 U.S.C. § 9607(c)(3); see, e.g., United States v. LeCareaux, Civ. No. 90–1672
(HLS), 1992 WL 108816 (D.N.J. Feb. 19, 1992) (awarding three times the amount that
defendants’ noncompliance caused the United States to incur).
13
Emhart Indus., Inc. v. Home Ins. Co., 515 F. Supp. 2d 228, 231 n.4 (D.R.I. 2007).
14
See General Elec. Co. v. Jackson, 610 F.3d 110 (D.C. Cir. 2010), cert. denied, 131
S. Ct. 2959 (2011).
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foreseeable events with preventable effects.15 The “act of war” defense
was invoked in connection with the September 11, 2001 terrorist attack.16
The third defense, sometimes called the “innocent landowner
defense,” is meant to address the situation where the purchaser reasonably believed that the site he was acquiring was not contaminated. To
qualify, the purchaser must have taken appropriate steps to investigate the
potential for contamination, had “no reason to know” that hazardous substances were disposed of on the site, and exercised due care upon discovering the contamination.17
The exercise of due care upon discovery of contamination is a key
requirement that can frustrate the use of this third defense. For example,
in Franklin County Convention Facilities Authority v. American Premier
Underwriters, Inc.,18 a purchaser who immediately ceased work and contacted an environmental consultant upon discovering contamination at an
acquired facility was nonetheless ineligible for the innocent landowner
defense because he did not timely prevent the further migration of the
contamination once it was discovered.
In 2002, Congress added important defenses to liability for purchasers of contaminated property, enacting the Small Business Liability Relief
and Brownfields Revitalization Act. These new defenses are known as
“the Bona Fide Prospective Purchaser (“BFPP”) Defense” and the “Contiguous Property Owner (“CPO”) Defense.”19

15

See, e.g., United States v. Stringfellow, 661 F. Supp. 1053, 1061 (C.D. Cal. 1987)
(“[T]he Court finds that the rains were not the kind of ‘exceptional’ natural phenomena to
which the narrow act of God defense . . . applies. The rains were foreseeable . . . and any
harm caused by the rain could have been prevented through design of proper drainage
channels.”).
16
See In re September 11 Litig., Nos. 21 MC 101(AKH), 08 Civ. 9146(AKH), 2013
WL 1137320, at *17 (S.D.N.Y. Mar. 20, 2013) (holding that the owner and lessees of the
World Trade Center were not liable under CERCLA for the environmental remediation
costs that arose from the hijacked airplanes’ collisions with the World Trade Center).
17
EPA, General Guidelines on All Appropriate Inquiries, available at http://
www.epa.gov/brownfields/aai/aaigg.htm.
18
240 F.3d 534, 548 (6th Cir. 2001).
19
EPA, Bona Fide Prospective Purchasers, available at http://www.epa.gov/oecaerth/
cleanup/revitalization/bfpp.html; EPA, Contiguous Property Owners, available at http://
www.epa.gov/compliance/cleanup/revitalization/cpo.html.
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The protection from liability for BFPPs is designed to encourage
revitalization of contaminated properties (“brownfields”) that are not currently being put to productive use.20 The BFPP defense exempts purchasers of property with known contamination from liability under CERCLA
when all disposal of hazardous substances at the site ended before the
date of purchase, which must be after January 11, 2002, and the purchaser does the following:
1.

conducts all appropriate inquiry, which typically means conducting a Phase I environmental site assessment that complies
with standards established by the American Society for Testing
and Materials (“ASTM”);21

2.

exercises appropriate care with respect to prior releases of hazardous substances;

3.

cooperates with and provides site access to EPA and those
undertaking remediation;

4.

complies with land use restrictions;

5.

complies with EPA’s information requests;

6.

provides all legally required notices; and

7.

has no affiliation with any person liable for the contamination.

In December 2012, EPA issued guidance extending, under most circumstances, the protections of BFPP status to tenants of contaminated properties.22
The CPO Defense is a related defense that bestows BFPP status on
a person whose property is contaminated by a release on a neighboring
site owned by someone else. EPA usually will not engage in a sitespecific determination regarding an owner’s or tenant’s BFPP status until

20
EPA’s Model Agreement and Order on Consent for Removal Action by a Bona Fide
Prospective Purchaser is available at http://www.epa.gov/compliance/resources/policies/
cleanup/superfund/bfpp-ra-mem.pdf.
21
A Phase I environmental assessment is a limited investigation by a qualified environmental consultant to document the environmental conditions at the site. See infra, at
§ 13A.03[C]; see also supra, at § 2.07[B][2].
22
EPA, Revised Enforcement Guidance Regarding the Treatment of Tenants Under the
CERCLA Bona Fide Prospective Purchaser Provision (Dec. 5, 2012), available at http://
www.epa.gov/enforcement/cleanup/documents/policies/superfund/tenants-bfpp-2012.pdf.
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a potential enforcement scenario presents itself, so a company considering becoming a tenant at a potentially contaminated property needs to
assess carefully how EPA’s new policy likely would apply in its case.
[B] State Laws Affecting Real Estate Transactions
Many states have counterparts to CERCLA. State-law analogues
may have different liability schemes, however, and the defenses and limitations to liability can vary from state-to-state. For example, CERCLA
was amended in 1999 to exempt from CERCLA liability certain persons
who “arranged for recycling of recyclable materials,”23 but not all states
have adopted a similar exemption from liability under similar state laws.
New Jersey’s Spill Compensation and Control Act, in another
example, establishes that any person who has discharged, or “is in any
way responsible for any hazardous substance,” shall be strictly liable,
jointly and severally, without regard to fault, for all the state’s cleanup
and removal costs.24 By contrast, CERCLA merely posits a rebuttable
presumption that PRPs are jointly liable, which a PRP may overcome by
proving “that a reasonable basis for apportionment exists” to limit the
scope of his liability to the damages attributable to him.25 Thus, a PRP
potentially faces broader liability under the New Jersey Spill Compensation and Control Act than under CERCLA, at least in the first instance.
To avoid paying more than their share of the cleanup costs, defendants
under the New Jersey Act may identify and sue other financially viable
PRPs for contribution.
Some states have real property transfer laws that impose obligations
in conjunction with the sale of contaminated property. For example, New
Jersey’s Industrial Site Recovery Act (“ISRA”),26 requires notice to the
New Jersey Department of Environmental Protection,27 an assessment of

23

42 U.S.C. § 9627.
N.J.S.A. 58:10-23.11.
25
See Burlington N. & Santa Fe Ry. Co. v United States, 556 U.S. 599, 614, 616-20
(2009) (holding that the district court’s decision to cap a PRP’s liability at 9% of the
cleanup costs was a reasonable apportionment where it was based on a multi-factor formula that included the duration of the lease; the size of the leased parcel relative to the
overall contaminated site; and a 50% upward adjustment as a margin of error).
26
N.J.A.C. 7:26B.
27
See General Information Notice, available at http://www.nj.gov/dep/srp/srra/forms/
gin_form.pdf.
24
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potential contamination, and at least a plan to remediate known contamination at certain industrial sites prior to significant transfers of ownership
interests or the cessation of operations.28 A target company is subject to
ISRA when its business involves the “generation, manufacture, refining,
transportation, treatment, storage, handling or disposal of hazardous substances,”29 and it is a business whose North American Industry Classification System (“NAICS”) code is listed in Appendix C of the ISRA
rule,30 which encompasses numerous and diverse industries, including
chemical manufacturing (NAICS code 325) and Computer and Electronic Product Manufacturing (NAICS code 334). For example, an agreement to purchase an industrial facility in New Jersey from a chemical
manufacturer would trigger ISRA’s notification requirement and potentially necessitate site remediation, as would an agreement to purchase a
controlling interest in the manufacturer through a stock purchase.
Many states have voluntary cleanup programs, providing a mechanism for obtaining a covenant not to sue from the state, which typically
covers future purchasers. Similarly, states often will issue “no further
action” letters following removal and remediation of underground storage tanks (“USTs”), indicating that nothing further is required of the
property owner.31 It is important to investigate the potential for USTs during environmental due diligence for transactions because of the risk of
undetected leaks of contaminants. EPA, recognizing the risk posed by
USTs, requires notice within 30 days of bringing a UST into use.32 USTs
are a potential source of significant liability even when they have not
leaked. For example, EPA issued an administrative penalty of
28
ISRA does not apply to some forms of transactions, including, for example, “[c]orporate reorganization[s] not substantially affecting the ownership or control of the industrial establishment,” the “execution of a lease for a period of less than 99 years,” or the
“recording of any mortgage, security interest, collateral assignment or other lien.”
N.J.A.C. 7:26B-2.1(1), (11), & (15).
29
N.J.A.C. 7:26B-1.4.
30
Available at http://www.nj.gov/dep/srp/regs/isra/isra_c.htm.
31
See, e.g., California Regional Water Board Notice of Proposed No Further Action
(Mar. 12, 2013), available at http://www.waterboards.ca.gov/northcoast/public_notices/
proposed_site_cleanup_decisions/pdf/2013/130312_BradySportShop_PN.pdf (proposing
“no further action” determination for site of leaking heating oil UST); New York Dept. of
Envtl. Conservation Public Notice of Availability of Proposed Remedial Action Plan for
Comment (Feb. 17, 2010), available at http://www.dec.ny.gov/enb/20100217_not3.html
(proposing “No Further Action, with continued Site Management” for site of removed
leaking petroleum UST).
32
See 40 C.F.R. § 280.22.
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approximately $250,000 against a wholesale distributor for failure to
comply with standards for USTs, citing the risk of future undetected
leaks.33
[C] Environmental Site Assessments
The target company’s real property usually is the principal locus of
its potential environmental liabilities. A standard part of environmental
due diligence for real property is the “Phase I environmental site assessment,” or “Phase I.” A Phase I report documents “recognized environmental conditions” (“RECs”), such as the presence of hazardous
substances.
Obtaining a Phase I report that complies with the standards established by ASTM usually is required to satisfy the “all appropriate inquiry”
requirement for the defenses to liability under CERCLA discussed in
§ 13A.03[A], supra. A typical Phase I report costs less than $10,000,
although the cost varies depending on the size and complexity of the site.
There are four parts to a standard Phase I report:
(1)

a search of publicly available environmental records regarding
the property and surrounding area, including information
about historical site use;

(2)

voluntary interviews with the current site owner and operator
and other available persons who may have information about
environmental conditions or incidents at the property;

(3)

a walk-through inspection to identify visible indications of
potential RECs; and

(4)

a report that outlines the scope of work, limitations, findings,
conclusions and, if requested, recommendations regarding further investigation.

Phase I reports do not involve invasive sampling of any kind (e.g., soil,
surface water, or groundwater). Depending on the results of the Phase I,
however, a purchaser may wish to obtain a Phase II report, which
involves sampling to investigate RECs further.
33

EPA Press Release, EPA Proposes Penalty Against Arkansas Company for Underground Storage Tank Violations (Aug. 7, 2003), available at http://www.epa.gov/
newsroom/index.htm.
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POTENTIAL LIABILITIES ASSOCIATED WITH
FACILITY OPERATIONS

When a transaction involves the acquisition of an ongoing business,
the purchaser should consider the potential liabilities and costs involved
in rectifying past or current defects from non-compliance with environmental laws regulating the operations.
[A] Scope of Potential Monetary Penalties
Most federal environmental statutes impose daily civil monetary
penalties for noncompliance. The maximum amount is revised upward
periodically to keep pace with inflation. Effective January 2009, the
maximum daily penalty of $37,500 for CERCLA applies equally to the
CWA, the CAA, and RCRA.34 Thus, if the business being purchased
neglected to obtain a required permit for a process installed years prior,
the sum of the daily penalty could be in the hundreds of thousands or
even millions of dollars. For example, a manufacturer of building materials paid a $230,000 fine for operating a major source of regulated air
emissions without obtaining a permit under Ohio’s statute implementing
the CAA.35
Willful violations of environmental laws can result in even greater
monetary penalties. A person who knowingly treats, stores, or disposes of
a hazardous waste without a permit faces a maximum fine of $50,000 per
day and up to five years in prison.36 For example, Southern Union Co., a
natural gas distributor, was indicted in 2007 for unlawfully storing liquid
mercury at a facility in Rhode Island for 762 days, which corresponded
to a maximum potential fine of $38.1 million (the actual penalty imposed
was a $6 million fine and $12 million in payments for community service
projects).37
34

40 C.F.R. § 19.4.
See Consent Order and Final Judgment, State of Ohio v. CertainTeed Corp., Case
No. 2007-CV-0647, Ohio Ct. of Comm. Pleas (Oct. 18, 2009), available at http://
www.epa.ohio.gov/portals/27/enforcement/year_2009/
CertainTeed_final_CO_101909.pdf.
36
42 U.S.C. § 6928(d)(2)(A).
37
This case reached the Supreme Court. The company moved for judgment of acquittal on the ground that the court engaged in impermissible judicial fact finding by calculating the number of days of violation without submitting that issue to the jury. After being
denied in the district and appellate courts, the company found success in the Supreme
35
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[B] Permits
[1] Permits Often Are Required
Permits often are required for activities affecting the environment,
such as emissions to air, discharges of effluent to water, disposal of
dredged or fill material to water, injection of fluids into a well, and treatment, storage, and disposal of hazardous waste. Moreover, not all permits
automatically transfer to a new owner, particularly in the case of an asset
sale. The purchaser of an ongoing business should ensure that the target
company possesses the necessary permits for its operations and confirm
that the permits will remain in effect post-closing. When permits may not
be included in the transaction, the purchaser needs to determine what
steps, if any, are required to transfer them to the new owner or how the
new owner may obtain new permits.
In some cases, notice to the agency issuing the permit is required in
advance of, or soon after, closing. Examples of such permits include:
(i)

permits issued under the RCRA for the management of hazardous wastes;

(ii)

permits issued under the CAA for the management of air
emissions;

(iii) permits issued under the CWA for the management of discharges to surface water; and
(iv) permits issued under the Safe Drinking Water Act for the management of discharges to groundwater.
Identifying the key permits and transfer requirements during the due diligence phase can avoid business interruption and the potential imposition
of significant liabilities. When the target company is party to a consent
decree or order with EPA or a state agency, the consent decree or order
may specify the requirements for transferring ownership of the facility
and transferring responsibility for the continuing obligations under the
consent decree or order.

Court, which held that the issue of the number of days of violation must be submitted to
a jury. See Southern Union Co. v. United States, 132 S. Ct. 2344 (2012).
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[2] Permits Are Not Always Enough
A purchaser should be mindful that even fully permitted operations
can give rise to tort liability to third parties for property damage, personal injury, or nuisance. As explained by the Texas Supreme Court, “[a]
permit removes the government imposed barrier to the particular activity,” but “[a]s a general rule, a permit granted by an agency does not act
to immunize the permit holder from civil tort liability from private parties for actions arising out of the use of the permit.”38 For example, a
holder of a permit to operate an underground injection well, although
authorized by the state to conduct that activity, may nonetheless be held
liable to a third party for subsurface trespass damages resulting from the
permitted activity.39
In addition to permit requirements and limitations, the prospective
purchaser should consider any requirements and limitations resulting
from lease terms, to ensure that current operations are compliant and any
planned future operations are permissible. It is common for lease agreements to address expressly whether, and under what conditions, hazardous substances may be used onsite.
Here is an example of a lease provision that ties the permissibility
of the use of hazardous substances to those “customarily used” in the relevant business:
The Tenant shall not permit the Premises to be a site for the use, generation, treatment, manufacture, storage, disposal or transportation of
Hazardous Materials with the exception of materials customarily
used in construction, operation, use or maintenance of the Business,
provided such materials are used, stored and disposed of in compliance with Hazardous Materials Laws.

A prospective purchaser should confirm that the target’s current
operations and any planned future operations are consistent with local
zoning laws. For example, zoning laws might prohibit a company planning to acquire a warehouse in an area zoned for commercial use from
using that site as a hazardous waste storage facility, which is a use that is
typically confined to industrial zones.

38
39

FPL Farming Ltd. v. Envtl. Processing Sys., L.C., 351 S.W.3d 306, 310 (Tex. 2011).
See FPL Farming Ltd., 351 S.W.3d 306, 310.
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[C] Regulation of Hazardous Waste
Hazardous waste is regulated under federal law. Solid waste that is
not hazardous is regulated primarily at the state and local levels and is
subject to less onerous requirements.
The principal statute governing hazardous waste is RCRA,40 which
sets forth a “cradle to grave” régime for managing hazardous waste from
its point of generation through its ultimate disposal. Facilities that store,
treat, or dispose of hazardous waste are required to obtain a RCRA permit unless they are exempt under the statute. Exemptions are for small
quantity generators of hazardous waste (generally those generating less
than 100 kg/month), and those accumulating waste in tanks on a shortterm basis.
Hazardous wastes are listed in 40 C.F.R. Part 261. Solid waste that
is not listed under RCRA may still be “hazardous” when it exhibits one
of four characteristics: ignitability, corrosivity, reactivity, and toxicity.41
The requirements for a permitted facility are extensive and detailed.
A permitted facility typically is required to demonstrate its financial ability to address whatever contamination might result from its operations
and to secure third-party liability insurance. It is also responsible for carrying out corrective action for releases of hazardous substances.42
[D] Regulation of Discharges to Water
Operations that involve discharges to waters of the United States
typically require a permit under the National Pollutant Discharge Elimination System (“NPDES”) established by the Federal Water Pollution
Control Act43 (also known as the Clean Water Act (“CWA”)). An NPDES
permit limits the types and amount of pollutants that can be discharged.
“Pollutant” is defined in the statute very broadly. Violations of a permit limit can result in civil monetary penalties or loss of the permit, which
can disrupt facility operations. It is important to evaluate whether an
40

42 U.S.C. § 6901, et seq.
Ignitable wastes can create fires under certain conditions, are spontaneously combustible, or have flash points less than 60 °C/140 °F. 40 C.F.R. § 261.21. Corrosive wastes
are acids or bases. 40 C.F.R. § 261.22. Reactive wastes are unstable under normal conditions. 40 C.F.R. § 261.23. Toxic wastes are harmful or fatal when ingested, inhaled, or
absorbed. 40 C.F.R. § 261.24.
42
42 U.S.C. § 6924(u).
43
33 U.S.C. § 1251, et seq.
41
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acquired facility requires or has NPDES permits and, if so, whether the
facility’s compliance history demonstrates its ability to satisfy the permit
limits.
A prospective purchaser should consider whether real property
included in the proposed transaction contains wetlands. The CWA limits
a property owner’s right to modify wetlands (e.g., saturated lands,
streams, or lakes) that have a significant nexus to waters of the United
States.44 Construction, such as facility expansion, affecting such wetlands requires a permit from the U.S. Army Corps of Engineers, issued
under Section 404 of the CWA.
The process to secure a wetlands permit can take several months. To
obtain approval, an applicant must show that the impacts to wetlands cannot be avoided, that the construction plan incorporates reasonable efforts
to minimize such impacts, and that any unavoidable impact will be offset
through compensatory mitigation, such as the restoration, establishment,
enhancement or preservation of a different wetland or other aquatic
resource. In addition, the states have enacted laws to protect wetlands and
have their own permitting requirements. For example, in the State of
Florida, wetland management is under the jurisdiction of (i) the Florida
Department of Environmental Protection, (ii) Florida’s five water management districts, and (iii) the U.S. Army Corps of Engineers.
[E] Regulation of Air Emissions
Under the Clean Air Act,45 EPA sets national standards for air quality called the National Ambient Air Quality Standards (“NAAQS”). The
states then implement plans to achieve the NAAQS, requiring permits for
sources of air emissions. EPA has promulgated NAAQS for sulfur

44

See 40 C.F.R. § 122.2. Determining whether affected waters qualify as waters of the
United States can be complex. For example, it may not be readily apparent that marshland abuts an ephemeral tributary that feeds into a distant, traditional navigable water
body for several months of the year. The Supreme Court sought to clarify the standards
for determining whether a wetland is within the permitting jurisdiction of the United
States Army Corps of Engineers in Rapanos v. United States, 547 U.S. 715 (2006), but
the application of these standards continues to be the subject of litigation. See, e.g., United
States v. Donovan, 661 F.3d 174 (3d Cir. 2011) (affirming district court’s finding that the
wetland filled by the property owner was within the permitting jurisdiction of the United
States Army Corps of Engineers under Rapanos).
45
42 U.S.C. § 7401, et seq.
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dioxide, nitrogen oxide, particulate matter, carbon monoxide, ozone, and
lead.
EPA also promulgates emissions standards for air pollutants, called
the National Emission Standards for Hazardous Air Pollutants, which are
not covered by the NAAQS. EPA specifies the control technology
required for many industries, called the Maximum Achievable Control
Technology Standards.
EPA’s Clean Air Act standards often prompt challenges by industry
and environmental groups, with the latter demanding even more stringent
regulation. The authors of this chapter have represented successfully various industries in opposing petitions by environmental groups for more
stringent regulation.46 In addition, many sources of regulated air emissions are required to obtain operating permits, which typically are issued
by a state permitting authority, with oversight from EPA.
§ 13A.05

STRATEGIES FOR LIMITING ENVIRONMENTAL
LIABILITIES

A buyer should consider several strategies for limiting the type and
scope of environmental liabilities that potentially he may assume as part
of the transaction. The first line of defense is through due diligence to discover and evaluate the target’s potential liabilities associated with site
conditions and facility operations, as described in §§ 13A.03 and 13A.04,
supra. To the extent potential liabilities are quantifiable, they can be taken
into account in setting the purchase price. Thorough due diligence and
appropriate price adjustment often are the best protections from future
environmental liabilities.
After due diligence, the second level of protection is geared toward
potential liabilities that are unknown, unforeseen, or otherwise unquantifiable at the time of the deal. The key tools for managing these potential
liabilities are (a) structuring the deal so that the seller retains them; (b)
obtaining contractual indemnification and representations and warranties
from the seller; (c) purchasing insurance; or (d) structuring the deal so
that the assumed liabilities are contained within a subsidiary with genuine corporate separateness from the parent corporation.

46

See, e.g., Association of Battery Recyclers, Inc., v. EPA, Nos. 12-1129, 12-1135,
12-1130, 12-1134, 2013 WL 2302713 (D.C. Cir. May 28, 2013).
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[A] Structuring the Deal
As explained in Chapter 2, supra, the structure of a transaction
largely dictates the disposition of the seller’s liabilities. The acquisition
of a company through the purchase of all of its stock, where there is continuity of the corporate existence, typically transfers the seller’s environmental liabilities to the purchaser. Likewise, in a merger, the successor
corporation assumes the liabilities of its predecessors, including environmental cleanup costs and monetary penalties.
In contrast to a stock purchase, the acquisition of another company’s assets, such as a manufacturing facility, typically does not constitute
an assumption of the seller’s liabilities. There are, however, exceptions.
For example, a court could find that a transaction characterized as an
asset sale was actually a “de facto merger,” or that the sale amounted to
a “mere continuation” of the enterprise.47 Persons with claims against the
seller might assert that the asset sale was a fraudulent conveyance
intended to limit the claimant’s ability to recover against the seller. The
United States has made such claims with some success in pursuing cost
recovery under CERCLA.48 Specific to the environmental context, the
purchaser of contaminated property becomes liable under CERCLA as
the current owner, although the seller may remain additionally liable.
To minimize the risk of acquiring liabilities when purchasing most
or the entirety of seller’s assets, the purchaser should consider using cash
instead of stock to avoid the appearance of “de-facto merger” with, or
“mere-continuation” of, the seller’s enterprise. It is also preferable for the
seller not to distribute sale proceeds immediately. Risk of unintentionally
acquiring liabilities is heightened when the purchaser and seller share
common personnel or offices.
It is good practice to state clearly in the sale agreement the environmental liabilities assumed, if any, and those specifically not assumed. The
terms should address allocation of all liabilities, both known and
unknown.
47

See, e.g., United States v. General Battery Corp., Inc., 423 F.3d 294, 305 (3d Cir.
2005) (holding that the acquisition of battery manufacturer by the purchasing corporation
constituted a de facto merger so as to render purchaser and his successor responsible under
CERCLA for liabilities of battery manufacturer).
48
See, e.g., United States v. Barrier Indus., Inc., 991 F. Supp. 678, 681 (S.D.N.Y.
1998) (granting government’s motion to void CERCLA defendant’s conveyance of real
property asset to spouse as a fraudulent conveyance under the Federal Debt Collection
Procedures Act).
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[B] Indemnification and Representations and Warranties
Contractual indemnification and representations and warranties can
provide important coverage for unknown environmental liabilities.49 A
typical representation is that, except as specifically disclosed, the seller is
and has been in material compliance with all applicable environmental
requirements, including laws and permits; that there are no pending or
threatened actions or proceedings against the seller with respect to any
environmental laws; and there are no conditions or circumstances at any
real property owned, operated, or leased by the seller that could give rise
to liability under any environmental laws. A purchaser should be mindful, however, that material adverse effect qualifiers, if any, limit the value
of representations and warranties.
Unlike an insurance policy, contractual indemnification secured as
part of the purchase agreement does not require the buyer to pay annual
premiums for the coverage. But indemnification, representations and warranties are only as valuable as the financial strength of the party offering
the protections. In the case of a merger or purchase of all the stock of
another company, there generally is not a post-closing entity to underwrite a contractual indemnification.
In a purchase of substantially all of the assets of a company, the
value of indemnity may be limited after the sale proceeds are distributed
to the seller’s shareholders or members. Requiring the seller to place
some of the proceeds in escrow for a fixed period of time may be appropriate in some cases. For example, escrows can be useful when the seller
of the assets expects to distribute the proceeds and dissolve the company,
or when the company’s continuing operations are unlikely to be substantial enough to support its indemnity obligations. An escrow arrangement
may also provide a vehicle for the seller to cap his continuing liability
post-sale.
Even when indemnification provides contractual recourse against
the seller, it does not provide immunity from suit by the United States or
other potential plaintiffs. The cost of defending against a suit, however,
may be covered under the terms of the contractual indemnity provided in
the purchase agreement.

49

See supra § 3.04[D], [E] (discussing representations and warranties).
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[C] Insurance
A buyer may supplement the protections afforded by the contractual
indemnification provided under the purchase agreement by obtaining
insurance from a reputable carrier. Purchasers may be able to limit the
cost of potential environmental liabilities associated with known contaminated property by purchasing pollution insurance to cap the cost of known
remediation. A purchaser may wish, as well, to consider environmental
remediation insurance to protect against existing contamination that was
not uncovered through due diligence. Still another form of coverage to
consider is representations and warranties insurance, which protects the
buyer against loss in connection with inaccuracies in the seller’s representations and warranties.
In contrast to indemnity provided by a seller under a purchase agreement, a buyer must pay annual premiums to maintain coverage secured
under purchased insurance policies. The coverage typically is more
secure than contractual indemnification from a seller because reputable
insurers will be more financially capable of paying a covered claim than
most sellers.
As with contractual indemnification provided under a purchase
agreement, the fact that a claim is covered by insurance does not provide
immunity from suit, but the cost of defending against a claim may be covered under the terms of the insurance policy.
In addition to purchasing insurance, a buyer should review the target’s insurance policies, including its historical insurance program, to
determine whether the target has valuable coverage that should transfer
as part of the deal. Commercial general liability insurance policies issued
after 1986 typically contain a broad exclusion for liability arising from
contamination. Most directors’ and officers’ coverage policies exclude
claims arising out of contamination. Whereas coverage may be available
under earlier policies, it is common for a company to have no existing
coverage for environmental liabilities.
[D] Protecting the Parent Corporation
When acquiring a contaminated asset or a company with environmental liabilities or operations that may give rise to environmental liabilities, the purchaser should evaluate the possibility of acquiring it through
an appropriately capitalized subsidiary, minimizing the parent’s role in
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management and operation of the subsidiary. Even then, CERCLA
plaintiffs, including the United States, have pursued recovery of cleanup
costs, sometimes aggressively, from parent corporations of liable subsidiaries. The U.S. Supreme Court has held that parent corporations are not
automatically liable under CERCLA for sites operated by their subsidiaries, but can be subject to operator liability when they exert actual control
over the facility’s day-to-day operations related to pollution.50
A parent corporation may also be liable under CERCLA derivatively for its subsidiary’s actions in operating a facility, but only if “the
corporate veil may be pierced.” 51 The “corporate veil” can be pierced to
impose liability or obligations on the parent or the shareholders when the
separateness of the corporate entities is not observed.
Corporate veil piercing is not restricted to the parent-subsidiary relationship. The corporate veil may also be pierced as between sister corporations, i.e., two subsidiaries of the same parent corporation.52 When a
subsidiary acquires contaminated property or a business with environmental liabilities, therefore, it is important to maintain corporate separateness to protect the parent (and other subsidiaries) from inadvertently
becoming exposed to the liabilities.

50

United States v. Bestfoods, 524 U.S. 51 (1998).
Bestfoods, 524 U.S. 51, 63.
52
See, e.g., In re Appalachian Fuels, LLC, No. 12-8026, 2013 WL 1694769 (B.A.P.
6th Cir. Apr. 19, 2013) (considering in a bankruptcy case whether to pierce the corporate
veil as between two sister corporations to impose responsibility on the one for the liabilities of the other, but holding that the factual record did not warrant doing so).
51
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GLOSSARY OF
ENVIRONMENTAL LAW TERMS
ASTM

American Society for Testing and Materials

BFPP
CAA

Bona Fide Prospective Purchaser
Clean Air Act

CERCLA
CPO
CWA

Comprehensive Environmental Response, Compensation,and Liability Act
Contiguous Property Owner
Clean Water Act

EPA
ISRA
NAAQS
NAICS
NPDES
PRP

Environmental Protection Agency
Industrial Site Recovery Act
National Ambient Air Quality Standards
North American Industry Classification System
National Pollutant Discharge Elimination System
Potentially Responsible Party

RCRA
REC

Resource Conservation and Recovery Act
Recognized Environmental Condition

UAO
UST

Unilateral Administrative Order
Underground Storage Tank
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EXAMPLES OF INFORMATION
THAT BUYERS MAY WISH TO
REQUEST FROM SELLERS AS
PART OF ENVIRONMENTAL DUE
DILIGENCE
1.

List of properties currently or formerly owned, leased, or operated by Seller, with a description of operations and applicable
Standard Industrial Classification (“SIC”) codes.

2.

Reports regarding environmental conditions at properties currently or formerly owned, leased, or operated by Seller (e.g.,
Phase I/II environmental assessments, site investigation/
remediation plans, or closure reports).

3.

List and description of current and former surface impoundments, underground storage tanks and above-ground storage
tanks, documents regarding any leaks or discharges therefrom,
or any closure, removal, or abandonment thereof.

4.

List and description of any current or former equipment or
structures containing mercury, Polychlorinated biphenyls
(PCBs), asbestos, or lead-based paint, documents regarding
management, removal or abatement thereof.

5.

Environmental permits, licenses, registrations, authorizations,
or other approvals held by Seller (e.g., those required for air
emissions, discharges to water, storm water management, or
the storage, treatment, or disposal of hazardous waste).

6.

Documents regarding Seller’s compliance with environmental
legal requirements (e.g., air emissions monitoring data, discharge monitoring reports, inspection reports, communications with, and submissions to regulators).
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7.

Documentation of environmental compliance program and
employee training.

8.

Each facility’s hazardous waste generator status under RCRA;
list and description of the types and amount of solid and hazardous waste generated.

9.

List of transporters used and copies of manifests for off-site
disposal of hazardous waste.

10.

List of current and former on-site and off-site waste disposal
facilities to which the Seller has sent hazardous or nonhazardous waste, including any municipal landfills.

11.

Notices of violation from environmental regulators.

12.

Information requests received under Section 104(e) of CERCLA or state-law analogs and the Seller’s responses thereto.

13.

List and description of all sites for which the Seller has been,
or to its knowledge may be, named as a potentially responsible party under CERCLA or state-law analogs.

14.

List and description of threatened, pending, or recently
resolved administrative, civil, or criminal actions alleging violations of environmental laws, responsibility for site investigation and/or cleanup costs, or liability for damages arising
out of the Seller’s use, generation, handling, treatment, storage, disposal, release, investigation and/or remediation of hazardous substances, waste or other chemicals.

15.

Consent orders, judgments, settlement agreements, waivers or
variances received from or executed with any regulator.

16.

Description of known current or historical non-compliance
with environmental laws.

17.

Spill Prevention, Control and Countermeasure Plans; documents regarding any spill or release of hazardous substances
(e.g., incident reports or notifications).

18.

Filings under the Emergency Planning and Community Right
to Know Act or state-law analogs; notifications of releases of
hazardous substances under CERCLA or state-law analogs.

19.

List and description of acquisitions or divestitures of assets
involving the allocation of actual or potential environmental
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responsibility and/or liability and/or scheduled disclosure of
environmental matters by the parties.
20.

Purchase and sale or lease of any property involving allocation of actual or potential environmental responsibility and/or
liability and/or scheduled disclosure of environmental matters
by the parties.

21.

Financing or credit facility agreements that include environmental covenants and/or indemnities.

22.

Letters prepared for auditors and public accountants concerning potential environmental liabilities, including those prepared by outside counsel.

23.

Environmental reserves, financial assurance instruments,
insurance policies, or other financial mechanisms for addressing potential environmental liabilities.

24.

Expenditures over past five years and budgets/projections for
future capital expenditures to control pollution, investigate
and/or remediate environmental conditions, manage waste, or
for purposes of compliance with any permit condition or other
legal requirement.
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§ 14.01

§ 14.01

EXECUTIVE SUMMARY

Public commentary often gives foreign companies the erroneous
impression that the United States is hostile to foreign investment. The
United States does have a demanding process to review proposed acquisitions that might threaten national security, but the country nonetheless
remains very open to foreign investment.
Acquisitions that the President of the United States determines to be
a threat to “national security” can be undone even years after they have
been consummated. National security is not defined, but is intended to
be interpreted expansively, to include homeland security, critical infrastructure (such as facilities for the production and distribution of energy),
and critical technologies. Therefore, when there is a plausible argument
that national security could be threatened by a proposed acquisition, the
prospective acquirer should consider seeking a review by the Committee
on Foreign Investment in the United States (“CFIUS”) in advance in
order to obtain the safe harbor provided in the Foreign Investment
National Security Act of 2007 (“FINSA”).1
Most proposed transactions are cleared through CFIUS without
restrictions in a 30-day process. Others go through an additional, more
intense, 45-day review that usually results in clearance without restriction. However, the parties may modify their transaction voluntarily to
reduce the possible risk to national security, and other transactions may
be cleared as a result of a mitigation agreement in which the acquirer
makes certain commitments to mitigate the threat to national security. A
few transactions are abandoned when it becomes apparent they would not
be cleared.
Early attention to the CFIUS process is critical in a potentially
controversial foreign acquisition because, even though most CFIUS
reviews are completed within 30 days, it may take a good deal longer to
conduct the necessary due diligence and gather the information needed
to make a CFIUS filing. Even when the CFIUS review itself presents no
obstacles to completion of a transaction, the potential for adverse popular
or congressional reactions counsels early attention and preparation.
Public opinion and corresponding congressional complaint have torpedoed
deals after they had cleared CFIUS review.
Concerns about possible adverse public reaction, or protracted
CFIUS review, can play an important role in corporate decision-making
1

Pub. L. No. 110-49, 121 Stat. 246 (2007).
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when potential transactions are evaluated, especially when potential
sellers conclude they should prefer controversy-free buyers, even at a less
attractive price. Careful analysis of the national security risk prior to a
choice of buyer may limit the potential selling options, but might also
reassure a seller about making the most profitable deal.
§ 14.02

OVERVIEW OF NATIONAL SECURITY REVIEWS

Foreign companies considering investments in the United States
often are confused about the degree to which the United States is open to
foreign investment. They hear terms such as CFIUS, Exon-Florio, and
FINSA, and claims that the United States is now hostile to foreign investment, especially from China and the Middle East. The controversy, and
to some extent hysteria, that arose when Dubai Ports World (“DPW”)
acquired, and then was forced by Congress to divest, operations in several
key U.S. ports is the source of much of this confusion. However, the
reality is that the United States remains one of the economies most open
to foreign investment. When it comes to greenfield investments creating
new businesses in the United States, with a few very limited exceptions,
such as airlines, foreigners are as free to invest as Americans.
The United States does have procedures for reviewing certain foreign
acquisitions of existing businesses under FINSA, conducted by CFIUS.
However, as the U.S. Treasury Department noted when it published its
guidance on the CFIUS process in December 2008, “CFIUS focuses solely
on any genuine national security concerns raised by a covered transaction,
not on other national interests.”2
The purpose of this chapter is to help persons considering a foreign
acquisition in the United States to determine whether that acquisition is
likely to raise national security concerns that implicate FINSA and, when
it does, to explain the CFIUS review process. Sections 14.03 and 14.04
provide historical context and explanation of the events that shaped the
FINSA legislation and the current CFIUS review process. Section 14.05
delves into the statutory and regulatory language to help foreign investors determine whether a CFIUS review of their proposed transaction
would be advisable. Section 14.06 describes the CFIUS review process.
Finally, Section 14.07 notes our recommendation that the parties prepare
2

Department of the Treasury, Office of Investment Security; Guidance Concerning the
National Security Review Conducted by the Committee on Foreign Investment in the
United States, 73 Fed. Reg. 74567 (Dec. 8, 2008).

14-4

NATIONAL SECURITY REVIEW

§ 14.02

an effective strategy for dealing with the public and congressional
relations aspects of the acquisition. It was a failure in public and congressional relations and not technical problems in the CFIUS review that led
to the DPW fiasco. See Chapter 15 for a detailed discussion of this
last issue.
The President of the United States may order the divestment of a
foreigner’s controlling interest in a U.S. business should he determine
that such control threatens U.S. “national security.” The CFIUS review
system works through voluntary filings by the parties to proposed transactions, seeking to take advantage of the safe harbor that a CFIUS
approval prior to the acquisition provides. The safe harbor prevents the
President from undoing the deal pursuant to his authority under FINSA.
The CFIUS process is disciplined by the authority FINSA provides
CFIUS to self-initiate a review as to whether any “covered transaction”
threatens U.S. national security at any time. That authority is seldom
used, but its existence means that foreign acquirers should give serious
consideration to voluntary CFIUS filings before any difficulties may
emerge.
For most companies, CFIUS review takes only 30 days.3 By seeking
it voluntarily before the acquisition is consummated, the foreign acquirer
can obtain assurance that its investment would not be destroyed by a
CFIUS review, perhaps years after the acquisition. For a small number of
companies, CFIUS review may become an additional 45-day in-depth
investigation. Even at this stage, however, most acquisitions are approved,
although often with conditions.
FINSA seeks to reconcile the congressional goal of maintaining an
open environment for foreign investment with national security concerns.
In most cases, these goals are reconciled without the need to impose any
conditions on the transaction. Occasionally, CFIUS will enter into mitigation agreements in which the government approves the acquisition in return
for some changes in the transaction’s terms, or in the future governance
structure of the target company. On very rare occasions, no mitigation
agreement can be reached and the parties voluntarily abandon the proposed
acquisition, rather than face a negative CFIUS recommendation to the
President. However, in such situations it is better for the foreign investor
3

Congress established this 30-day period to mirror the 30-day review period for HartScott-Rodino premerger reviews for antitrust purposes so as not to put foreign bidders
at a timing disadvantage vis-à-vis domestic bidders. See Chapter 11 for a discussion of
antitrust issues related to acquisitions of U.S. businesses.
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to learn that the deal cannot go through before it is consummated, than
for it to be subject to a divestment order months, or even years, later.
Potential foreign investors, worried about possible CFIUS review,
sometimes back out before the proposed deal is ever considered by CFIUS,
and sometimes they could be mistaken. When genuinely interested in an
acquisition, it is probably better to have it tested than to presume an
unfavorable outcome. However, potential sellers may also decide with
whom to do business based on speculation about national security and
potential delays in consummating a deal. Such considerations likely played
a role in Motorola’s decision, during the summer of 2010, to sell a business
unit to Nokia of Finland instead of Huawei of China, even though Huawei
was offering a higher price. The perception that Huawei is a front for
the People’s Liberation Army may have concerned Motorola, speculating
on possible CFIUS review. A few days after Motorola accepted the
Nokia bid, it sued Huawei for theft of trade secrets. Motorola likely was
deterred, by potential CFIUS review but possibly even more by its own
business concerns, from selling a business unit to a company it was
accusing of theft of its intellectual property.
§ 14.03

THE DUBAI PORTS WORLD CONTROVERSY

The controversy that erupted in February 2006, over the acquisition
of a British company managing ports in the United States by DPW of the
United Arab Emirates, focused congressional and public attention on
perceived threats to national security through foreign acquisition of U.S.
infrastructure, and on foreign acquisitions in general. DPW is owned
indirectly by the Government of Dubai and controlled by the ruler of
Dubai. It proposed buying a British company, Peninsular and Oriental
Steam Navigation Company, which owned leases to manage major U.S.
port facilities in New York, New Jersey, Philadelphia, Baltimore, New
Orleans, and Miami. In October 2005, DPW discussed the proposed
acquisition with CFIUS.
DPW followed up with a formal CFIUS notification in
February 2006. CFIUS cleared the acquisition in the initial 30-day
review period, even after intense controversy erupted in the press and in
Congress. On March 8, 2006, the Appropriations Committee of the U.S.
House of Representatives then voted 62-2 to block the deal as an
amendment to an emergency appropriations bill. The next day, DPW
announced that it would turn over operation of the U.S. ports to a U.S.
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entity. It eventually sold its U.S. operations to AIG Global Investment
Group, a New York-based asset management company whose own
notoriety was to command public attention in September 2008.
Outside observers do not think DPW made any technical mistakes
in its filing with CFIUS. After all, CFIUS treated the proposed acquisition as a routine deal between two foreign entities that could be cleared
by lower levels in the bureaucratic chain during the initial 30-day review
period when most transactions are cleared. DPW’s big mistakes were in
not anticipating the controversy that would erupt when the deal became
public knowledge,4 and in apparently having no effective strategy for
handling the public and congressional perceptions of the deal. See
Chapter 15. CFIUS member agencies added fuel to the media and political firestorm surrounding the transaction by clearing it at low levels in the
bureaucratic chain, without the extended review that Congress thought it
mandated in the 1992 Byrd Amendment whenever the acquirer is controlled by a foreign government.5
Congress responded to the DPW controversy by enacting FINSA.
The first attempts at legislation sought to enhance substantially U.S.
Government scrutiny of foreign investment. However, as the legislation
made its way through Congress, some members insisted it would not be
good policy to create a serious impediment to foreign investment.
Consequently, FINSA tightened up CFIUS’ procedures and updated the
factors to consider with respect to “national security” to include postSeptember 11 concerns about critical infrastructure, energy, and critical
technologies, but did not alter fundamentally the openness of the United
States to foreign investment.
The salutary effects of the celebrity associated with the DPW controversy have been clarification of procedures and potentially efficient
ways to get deals done. Companies should consider seeking a CFIUS
review whenever the U.S. business to be acquired plays any role in U.S.
national security, which the investor should expect to be defined broadly.
Such open and preemptive action typically is to a foreign acquirer’s
benefit.

4

The CFIUS process itself is confidential and CFIUS does not disclose to the public
the existence or any of the details of companies’ filings with CFIUS.
5
The courts have agreed with CFIUS that the Byrd Amendment did not mandate an
extended review in all such cases.
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BRIEF HISTORY OF U.S. REGULATION OF FOREIGN
INVESTMENT FOR NATIONAL SECURITY REASONS

The U.S. Government, for decades, has had limited tools to inhibit
foreign investment in areas thought critical to national security. For
example, the Department of Defense has long had the ability to inhibit
foreign acquisitions of defense contractors and subcontractors through its
control of Facility Security Clearances. These clearances are needed for a
company or any of its facilities to obtain access to classified information
that often is essential to the performance of a defense contract or subcontract. With some limited exceptions, once the Department of Defense
determines that a company is under Foreign Ownership, Control, or Influence (“FOCI”) that company (and its subsidiaries) is no longer eligible
for a Facility Security Clearance unless the Department of Defense enters
into an agreement with the company to continue its clearance in return
for mitigation measures. The Department of Defense could not prohibit a
foreigner from acquiring any U.S. company, but it could impair the value
of an acquisition by denying the acquired company U.S. Government
contracts for which Department of Defense Facility Security Clearances
were required.
A wave of foreign acquisitions of U.S. businesses in the mid-1980s,
particularly by Japanese companies, caused many commentators, government officials, and politicians to be concerned that the U.S. Government
had insufficient tools to make sure these acquisitions would not impair U.S.
national security. Congress responded with the Exon-Florio Amendment to
the Defense Production Act, part of the Omnibus Trade and Competitiveness Act of 1988.6
The Exon-Florio Amendment authorized the President to investigate
the effect on national security of acquisitions that could result in foreign
control by persons engaged in U.S. interstate commerce, but only to the
extent they engaged in interstate commerce within the U.S. The President
was authorized, following an investigation, to suspend or prohibit an
acquisition were he to find that the foreign interest might take action
threatening to impair national security, and that no alternative provision of
6
The Exon-Florio Amendment was enacted as Section 5021 of the Omnibus Trade and
Competitiveness Act of 1988, Pub. L. No. 100-418, 102 Stat. 1107, and is codified, as
amended, at 50 U.S.C. App. § 2170). The original authorization was scheduled to expire
in 1991, but was made permanent by Section 8 of the Defense Production Act Extension
and Amendments of 1991. Pub. L. No. 102-99, 105 Stat. 487.
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law would provide adequate and appropriate authority. The Exon-Florio
Amendment also gave the President authority to seek divestment of a
foreign person’s controlling interest in a U.S. company were the President
to make such findings. President Reagan delegated his authority to conduct
reviews under the Exon-Florio Amendment to CFIUS.
Congress added to the Exon-Florio Amendment in Section 837 of
the National Defense Authorization Act for Fiscal Year 1993.7 The most
significant addition was the “1992 Byrd Amendment,” which required
CFIUS to conduct an extended Exon-Florio review whenever it receives
a notification of a proposed merger, acquisition, or takeover by an entity
controlled by or acting on behalf of a foreign government that could result
in control of a U.S. business affecting national security.
CFIUS clears most notified transactions without initiating an
extended 45-day review. Congress thought the Byrd Amendment
removed that option for transactions involving entities controlled by foreign governments. A major aggravating factor in the DPW controversy
was CFIUS’ failure to comply with the congressional understanding of
the Byrd Amendment.
The following statistics demonstrate the impact of the Exon-Florio
Amendment from its inception in 1988 to the DPW controversy in 2006:8
National Security Reviews

1697

Extended investigations
Voluntary withdrawals before completion of the investigation
Cases submitted to the President
President prohibited the transaction

31
17
12
1

These national security reviews had a broader impact than the limited number of transactions that were halted. CFIUS occasionally entered
into agreements with parties to mitigate the perceived effect on national
security of their proposed transactions. More often, the parties on their

7

Pub. L. No. 102-484 (1992).
Data compiled from the following sources: CFIUS Annual Report to Congress
(Dec. 2008), available at http://www.treas.gov/offices/international-affairs/cfius/docs/
CFIUS-Annual-Rpt-2008.pdf; GAO, Defense Trade: Enhancements to the Implementation of Exon-Florio Could Strengthen the Law’s Effectiveness, GAO-05-686 (Sept. 2005);
GAO, Defense Trade: Identifying Foreign Acquisitions Affecting National Security Can
Be Improved, GAO/NSIAD-00-144 (June 2000).
8
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own initiative may have modified their planned transactions to eliminate
or minimize national security concerns
EXON—FLORIO CASE STUDIES
Mamco Manufacturing, Inc.—The President prohibited the 1989
acquisition of Mamco Manufacturing, Inc. (“Mamco”), a Seattle
aerospace parts manufacturer, by the China National AeroTechnology Import and Export Corporation (“CATIC”), which was
owned by the Chinese government and acted as a purchasing
agent for the Chinese military. Mamco machined and fabricated
metal parts for aircraft, mostly for civilian uses. It had no classified
contracts with the U.S. Government, but some of its technology
was controlled for export to China and the acquisition would give
CATIC unique access to U.S. aerospace companies.
Mamco notified CFIUS of CATIC’s intention to acquire Mamco in
late 1989. While CFIUS was conducting its initial review, CATIC
purchased all of the voting stock of Mamco on November 30, 1989.
Thereafter, CFIUS decided to conduct an extended investigation to
assess Mamco’s technological capabilities and the national security
implications of CATIC’s purchase. That investigation culminated on
February 1, 1990 with a Presidential order requiring CATIC to
divest all of its interest in Mamco within 90 days. CATIC withdrew
a request to sell its interest to other Chinese companies after it
appeared likely that CFIUS would not approve. When CATIC did
not sell its interest in Mamco within six months of the President’s
order, the Treasury Department placed Mamco in the hands of
American trustees and restricted CATIC’s access to the company
until CATIC ended its financial stake.
Verio, Inc.—CFIUS cleared NTT Communications (“NTT”), a
subsidiary of Nippon Telephone & Telegraph Corporation, to acquire
Verio, Inc. (“Verio”), a U.S. internet service provider, in 2000
after the parties agreed to a strict ban on any Japanese government
involvement in the U.S. business. Verio was the world’s largest
operator of Web sites for businesses and a leading provider of
comprehensive internet services. At the time, the Japanese government was the majority shareholder of NTT’s parent company. The
acquisition ran into opposition from the U.S. Justice Department and
the Federal Bureau of Investigation (“FBI”) because Japanese law
prohibits wiretapping. The FBI was also concerned about the

14-10

NATIONAL SECURITY REVIEW

§ 14.04

possibility that NTT could move Verio’s servers and data offshore.
According to press reports, NTT resolved these concerns through
negotiations under the CFIUS process by agreeing that the Japanese
government would not be involved in Verio’s business; it would create a separate division within Verio, staffed exclusively by U.S.
nationals, to handle government surveillance requests; and it would
restrict non-U.S. nationals’ access to customer billing and calling
information.
Global Crossing, Ltd.—CFIUS reviewed a proposed acquisition in
2003 of Global Crossing, Ltd., a company with a U.S. fiber optics
network, by Singapore Technologies Telemedia (“STT”), a Singapore company, and Hutchinson Whampoa Ltd., a Hong Kong company. Global Crossing, Ltd. provided essential telecommunications
services to a large number of U.S. entities, including the U.S. Department of Defense. The company filed for bankruptcy in 2002 and several domestic and foreign companies sought to acquire it. Foreign
ownership of its fiber optics network raised concerns that the U.S.
Government could become vulnerable to eavesdropping by foreign
intelligence agencies. CFIUS member agencies and Members of
Congress also expressed strong concerns about Hutchinson Whampoa’s ties to the Chinese military, while several agencies reportedly
opposed STT’s bid because of its ties to the Singapore government.
Hutchinson Whampoa dropped out when CFIUS decided to conduct
an extended investigation. CFIUS then cleared the acquisition by
STT, but only after it agreed to put U.S. citizens on the board of Global Crossing.

Foreign investment was not a major post-9/11 concern until 2004,
when members of Congress, concerned about a perceived lack of effective congressional oversight of the CFIUS review process, asked the Government Accountability Office to prepare a study on the implementation
of the Exon-Florio Amendment. Congressional concern grew in June
2005 when the China National Offshore Oil Corporation (“CNOOC”)
announced its intention to acquire Unocal, a U.S. energy company.
The CNOOC bid was withdrawn prior to CFIUS review, but it
caused the media and many members of Congress to raise questions about
the transfer of control of certain sectors of the U.S. economy to foreign
companies, especially ones controlled by countries that might not be sympathetic to U.S. regional security concerns.
CNOOC’s proposed acquisition of Unocal, followed by the DPW
controversy, focused congressional attention on CFIUS, the potential for
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harm to U.S. national security that could arise from foreign control of
energy, infrastructure, and critical technologies, and on investment by
entities under the control of foreign governments. The public debate,
however, was not all one-sided. The Administration convinced Congress
to balance national security concerns with the need for the United States
to remain open to foreign investment, leading to FINSA’s passage on July
26, 2007.
The purpose of FINSA, as stated in its preamble, is:
To ensure national security while promoting foreign investment and
the creation and maintenance of jobs, to reform the process by which
such investments are examined for any effect they may have on
national security, to establish the Committee on Foreign Investment
in the United States, and for other purposes.

The President issued an Executive Order and the Treasury Department,
on behalf of CFIUS, published Final Regulations to implement FINSA on
November 21, 2008.9 The Treasury Department published non-binding
guidance on the types of transactions that present national security considerations on December 8, 2008 based on its experience with CFIUS
reviews to date.10 The requirements of FINSA, as elaborated by the Final
Regulations, are discussed in detail in §§ 14.05 and 14.06 infra.
The following are the statistics on national reviews for the four most
recent calendar years (2008-2011) for which CFIUS has issued Annual
Reports:
National security reviews

424

Extended investigations
Voluntary withdrawals (most re-filed)
Cases submitted to the President

133
48
0

During those same four years, there were several thousand foreign
acquisitions of U.S. companies. Thus, only a very small percentage were
subject to a review. Of those that were, approximately 11 percent were
withdrawn, mostly in order to revise the transaction and resubmit it for
9
Regulations Pertaining to Mergers, Acquisitions, and Takeovers by Foreign Persons,
73 Fed. Reg. 70702 (Nov. 21, 2008) (codified at 31 C.F.R. pt. 800).
10
Department of the Treasury, Office of Investment Security; Guidance Concerning
the National Security Review Conducted by the Committee on Foreign Investment in the
United States, 73 Fed. Reg. 74567 (Dec. 8, 2008).
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review, although sometimes the parties decided not to go through with the
deal, usually for reasons unrelated to CFIUS. Hence, only a very small
number of reviews resulted in a transaction being abandoned. Although
CFIUS has not yet issued a report on transactions in 2012, that year did
see the first case submitted to the President since FINSA was enacted.
That case, Chinese-owned Ralls Corporation’s acquisition of four wind
farm projects in Oregon, was only the second time that the President has
ordered divestment, the first occurring in 1990 under the old Exon-Florio
Amendment.
§ 14.05

TRANSACTIONS SUBJECT TO NATIONAL
SECURITY REVIEWS

Not all foreign investment is subject to national security review
under FINSA. A particular transaction must fit within the statute’s definition of a “covered transaction,” which is broad, but does not include
transactions that cannot result in a foreign person gaining control of an
existing U.S. business. “Control” and “foreign person” are the definition’s key words, discussed in detail in § 14.05[A] infra. “Transaction”
and “U.S. business” also are terms whose interpretation can affect outcomes.
A transaction, to be reviewed, must implicate “national security,”
whose meaning is discussed in detail in § 14.05[B] infra. FINSA requires
heightened scrutiny of otherwise reviewable transactions when the
acquirer is a foreign government. Acquisitions by governments are discussed in § 14.05[C] infra.
Although acquisitions in certain sectors, such as defense industries
and energy, in our view, are more likely to raise national security concerns, FINSA does not prohibit foreign acquisitions in any sector of the
U.S. economy, nor does it necessarily predetermine the outcome of a
CFIUS review. CFIUS analyzes each transaction before it based on the
unique facts of that transaction. For example, in September 2012, President Obama ordered Chinese-owned Ralls Corporation to divest its ownership in four wind farm projects in Oregon, not because of any particular
concern about wind farms, but ostensibly because the wind farms in question overlap with a restricted airspace and bombing zone used by military
aircraft out of Naval Air Station Whidbey Island. (Other foreign companies, however, are operating in the same area.) By contrast, CFIUS has
cleared foreign acquisitions of defense contractors where the totality of
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the facts indicated no threat to national security interests that could not
be mitigated.
[A] “Covered Transactions” Are Broadly Defined
FINSA defines “covered transaction” to mean any “mergers, acquisitions, or takeovers . . . by or with foreign persons which could result in
foreign control of persons engaged in interstate commerce in the United
States.” The Final Regulations define “covered transaction” to mean “any
transaction that is proposed or pending after August 23, 1988, by or with
any foreign person, which could result in control of a U.S. business by a
foreign person.”
These definitions cover the obvious case in which control over a
U.S. company is to be transferred from a U.S. to a foreign owner. However, they also cover less obvious situations, such as when one foreign
entity transfers control to another. The DPW controversy, which triggered the passage of FINSA, arose when control over a company that
operated certain U.S. port facilities was to move from a British to a
Middle Eastern owner. Moreover, structuring a deal as an asset purchase,
rather than a stock purchase, will not insulate a transaction from CFIUS’
purview: the purchase of substantially all of the assets of a U.S. business
can be a “covered transaction.”
The Final Regulations distinguish between the acquisition of an
existing U.S. business, on the one hand, and greenfield investments or
strictly real estate transactions, on the other. The former is a covered
transaction, while the latter two are excluded. However, even when a
transaction is predominantly a greenfield investment or a real estate transaction, should any aspect of the transaction involve the transfer of control
over an existing U.S. business to a foreign person, the parties should
assume the transaction would be covered.
“Control” is the critical factor in determining whether a transaction
is “covered.” Congress left the definition of “control” to CFIUS, whose
Final Regulations at § 800.204(a) define “control” as:
the power, direct or indirect, whether or not exercised, through the
ownership of a majority or a dominant minority of the total outstanding voting interest in an entity, board representation, proxy voting, a
special share, contractual arrangements, formal or informal
arrangements to act in concert, or other means, to determine, direct,
or decide important matters affecting an entity. . . .
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CFIUS’ commentary to the Final Regulations emphasizes the distinction
between “ownership” and “control,” and that control is the determinative
factor. Thus, contractual arrangements that give a foreign person control
over important matters of a U.S. business, but do not change the formal
ownership structure, can be covered transactions.
REGULATORY EXAMPLES OF IMPORTANT
MATTERS
The regulatory definition of “control” provides the following
examples of important matters, which indicate control when a person has
a right to decide them:
(1)

The sale, lease, mortgage, pledge, or other transfer of any of
the tangible or intangible principal assets of the entity, whether
or not in the ordinary course of business;

(2)

The reorganization, merger, or dissolution of the entity;

(3)

The closing, relocation, or substantial alteration of the production, operational, or research and development facilities of the
entity;
[Next page is 14-15.]

14-14.1

2014 SUPPLEMENT

NATIONAL SECURITY REVIEW

§ 14.05[A]

(4)

Major expenditures or investments, issuances of equity or
debt, or dividend payments by the entity, or approval of the
operating budget of the entity;

(5)

The selection of new business lines or ventures that the entity
will pursue;

(6)

The entry into, termination, or non-fulfillment by the entity
of significant contracts;

(7)

The policies or procedures of the entity governing the treatment of non-public technical, financial, or other proprietary
information of the entity;

(8)

The appointment or dismissal of officers or senior managers;

(9)

The appointment or dismissal of employees with access to
sensitive technology or classified U.S. Government information; or

(10)

The amendment of the Articles of Incorporation, constituent
agreement, or other organizational documents of the entity
with respect to the matters described in paragraphs (a)(l)
through (9) of this section.

The definition also provides the following non-exclusive examples
of standard minority shareholder protections that, in and of themselves,
do not confer control:
(1)

The power to prevent the sale or pledge of all or substantially
all of the assets of an entity or a voluntary filing for bankruptcy or liquidation;

(2)

The power to prevent an entity from entering into contracts
with majority investors or their affiliates;

(3)

The power to prevent an entity from guaranteeing the obligations of majority investors or their affiliates;

(4)

The power to purchase an additional interest in an entity to
prevent the dilution of an investor’s pro rata interest in that
entity in the event that the entity issues additional instruments
conveying interests in the entity;

(5)

The power to prevent the change of existing legal rights or
preferences of the particular class of stock held by minority
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investors, as provided in the relevant corporate documents
governing such shares; and
(6)

The power to prevent the amendment of the Articles of
Incorporation, constituent agreement, or other organizational
documents of an entity with respect to the matters described in
paragraphs (c)(l) through (5) of this section.

The definition of “control” is not limited to immediate transfers of
control. One of the examples provided in the Final Regulations states that,
even were the foreign acquirer to agree not to exercise its voting and other
rights for ten years, the transaction still would be covered.
The “dominant minority” language recognizes that control can
change even when the acquirer is obtaining substantially less than
50 percent of a company’s shares. The Final Regulations set 10 percent as
the minimum threshold for control, but only when the acquisition is made
for purely passive investment purposes, by providing in § 800.302(b) that
the following is not a “covered transaction:”
A transaction that results in a foreign person holding ten percent or
less of the outstanding voting interest in a U.S. business . . . , but
only if the transaction is solely for the purpose of passive investment. (citation omitted)

Section 800.223 of the Final Regulations further clarifies that:
Ownership interests are held or acquired solely for the purpose of
investment if the person holding or acquiring such interests does not
plan or intend to exercise control, does not possess or develop any
purpose other than passive investment, and does not take any action
inconsistent with holding or acquiring such interests solely for
the purpose of passive investment. (emphasis in original, citation
omitted)

Thus, we recommend that, whenever a transaction that could impact
national security will result in a foreigner acquiring more than a 10 percent
interest in an existing U.S. business, or any interest should the purpose be
other than a passive investment, the parties should consider notifying
the deal to CFIUS for review prior to consummating the acquisition.
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CASE STUDIES—EXAMPLES OF CONTROL
Section 800.204 of the Final Regulations provides the following
examples of situations that do, or do not, constitute “control” for purposes
of the Regulations:
EXAMPLE 1:
Corporation A is a U.S. business. A U.S. investor owns fifty percent
of the voting interest in Corporation A, and the remaining voting
interest is owned in equal shares by five unrelated foreign investors.
The foreign investors jointly financed their investment in Corporation A and vote as a single block on matters affecting Corporation
A. The foreign investors have an informal arrangement to act in
concert with regard to Corporation A and, as a result, the foreign
investors control Corporation A.
EXAMPLE 2:
Same facts as in Example 1 with regard to the composition of
Corporation A’s shareholders. The foreign investors in Corporation A
have no contractual or other commitments to act in concert, and have
no informal arrangements to do so. Assuming no other relevant facts,
the foreign investors do not control Corporation A.
EXAMPLE 3:
Corporation A, a foreign person, is a private equity fund that routinely acquires substantial interests in companies and manages them
for a period of time. Corporation B is a U.S. business. In addition to
its acquisition of seven percent of Corporation B’s voting shares,
Corporation A acquires the right to terminate significant contracts of
Corporation B. Corporation A controls Corporation B.
EXAMPLE 4:
Corporation A, a foreign person, acquires a nine percent interest
in the shares of Corporation B, a U.S. business. As part of the
transaction, Corporation A also acquires certain veto rights that
determine important matters affecting Corporation B, including the
right to veto the dismissal of senior executives of Corporation B.
Corporation A controls Corporation B.
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EXAMPLE 5:
Corporation A, a foreign person, acquires a 13 percent interest in the
shares of Corporation B, a U.S. business, and the right to appoint
one member of Corporation B’s seven-member Board of Directors.
Corporation A receives minority shareholder protections listed in
§ 800.204(c), but receives no other positive or negative rights
with respect to Corporation B. Assuming no other relevant facts,
Corporation A does not control Corporation B.
EXAMPLE 6:
Corporation A, a foreign person, acquires a 20 percent interest in the
shares of Corporation B, a U.S. business. Corporation A has negotiated an irrevocable passivity agreement that completely precludes it
from controlling Corporation B. Corporation A does, however,
receive the right to prevent Corporation B from entering into
contracts with majority investors or their affiliates and to prevent
Corporation B from guaranteeing the obligations of majority
investors or their affiliates. Assuming no other relevant facts,
Corporation A does not control Corporation B.
EXAMPLE 7:
Corporation A, a foreign person, acquires a 40 percent interest and
important rights in Corporation B, a U.S. business. The documentation pertaining to the transaction gives no indication that Corporation
A’s interest in Corporation B may increase at a later date. Following
its review of the transaction, the Committee informs the parties that
the notified transaction is a covered transaction, and concludes action
under section 721. Three years later, Corporation A acquires the
remainder of the voting interest in Corporation B. Assuming no
other relevant facts, because the Committee concluded all action
with respect to Corporation A’s earlier investment in the same U.S.
business, and because no other foreign person is a party to this
subsequent transaction, this subsequent transaction is not a covered
transaction.
EXAMPLE 8:
Limited Partnership A comprises two limited partners, each of which
holds 49 percent of the interest in the partnership, and a general
partner, which holds two percent of the interest. The general partner
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has sole authority to determine, direct, and decide important matters
affecting the partnership and a fund operated by the partnership. The
general partner alone controls Limited Partnership A and the fund.
EXAMPLE 9:
Same facts as in Example 8, except that each of the limited partners
has the authority to veto major investments proposed by the general
partner and to choose the fund’s representatives on the boards of
the fund’s portfolio companies. The general partner and the limited
partners each have control over Limited Partnership A and the fund.
Another issue that is critical to determining whether a proposed
transaction is “covered” is whether the proposed acquirer is a “foreign
person.” Section 800.216 of the Final Regulations defines a “foreign
person” to mean “(a) Any foreign national, foreign government, or
foreign entity; or (b) Any entity over which control is exercised or
exercisable by a foreign national, foreign government, or foreign entity.”
This definition might appear to include foreign subsidiaries of U.S.
companies because they are separate legal entities established under
foreign law. However, CFIUS, in response to comments on its Proposed
Regulations, added the following language to the definition of “foreign
entity” contained in Section 800.212 of the Final Regulations:
(b) Notwithstanding paragraph (a), any branch, partnership, group
or sub-group, association, estate, trust, corporation or division of a
corporation, or organization that demonstrates that a majority of the
equity interest in such entity is ultimately owned by U.S. nationals is
not a foreign entity.

Thus, acquisitions of U.S. businesses by foreign subsidiaries of U.S.
companies would not be covered transactions. Acquisitions of U.S. businesses by U.S. subsidiaries of foreign companies, by contrast, would be.11
CASE STUDIES—EXAMPLES OF FOREIGN
PERSONS
Section 800.216 of the Final Regulations provides the following
examples of entities that are, or are not, foreign persons for purposes of
the regulations:
11

The U.S. subsidiary of a foreign company would be both a “foreign person” when
it is the acquiring party, and a “U.S. business” when it is the party being acquired.
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EXAMPLE 1:
Corporation A is organized under the laws of a foreign state and is
only engaged in business outside the United States. All of its
shares are held by Corporation X, which controls Corporation A.
Corporation X is organized in the United States and is wholly owned
and controlled by U.S. nationals. Assuming no other relevant facts,
Corporation A, although organized and only operating outside the
United States, is not a foreign person.
EXAMPLE 2:
Same facts as in the first sentence of Example 1. The government
of the foreign state under whose laws Corporation A is organized
exercises control over Corporation A through government interveners. Corporation A is a foreign person.
EXAMPLE 3:
Corporation A is organized in the United States, is engaged in
interstate commerce in the United States, and is controlled by
Corporation X. Corporation X is organized under the laws of a
foreign state, its principal place of business is located outside the
United States and 50 percent of its shares are held by foreign nationals and 50 percent of its shares are held by U.S. nationals. Both
Corporation A and Corporation X are foreign persons. Corporation A
is also a U.S. business.
EXAMPLE 4:
Corporation A is organized under the laws of a foreign state and
is owned and controlled by a foreign national. A branch of
Corporation A engages in interstate commerce in the United States.
Corporation A (including its branch) is a foreign person. The branch
also is a U.S. business.
EXAMPLE 5:
Corporation A is a corporation organized under the laws of a foreign
state and its principal place of business is located outside the United
States. Forty-five percent of the voting interest in Corporation A is
owned in equal shares by numerous unrelated foreign investors, none
of whom has control. The foreign investors have no formal or
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informal arrangement to act in concert with regard to Corporation A
with any other holder of voting interest in Corporation A.
Corporation A demonstrates that the remainder of the voting interest
in Corporation A is held by U.S. nationals. Assuming no other
relevant facts, Corporation A is not a foreign person.
EXAMPLE 6:
Same facts as Example 5, except that one of the foreign investors controls Corporation A. Assuming no other relevant facts,
Corporation A is not a foreign entity pursuant to § 800.212(b), but it
is a foreign person because it is controlled by a foreign person.
CASE STUDIES—EXAMPLES OF COVERED
VERSUS NON-COVERED TRANSACTIONS
The following are examples of transactions covered by the Final
Regulations contrasted with transactions that are not covered:
EXAMPLE 1:
Corporation A, a foreign person, proposes to purchase 50 percent
of the shares in Corporation X, a U.S. business, from Corporation B,
also a U.S. business. Corporation B would retain the other 50 percent
of the shares in Corporation X, and Corporation A and Corporation B
would contractually agree that Corporation A would not exercise its
voting and other rights for ten years. The proposed transaction is a
covered transaction.
EXAMPLE 2:
Corporation X is a U.S. business, but is wholly owned and
controlled by Corporation Y, a foreign person. Corporation Z, also a
foreign person, but not related to Corporation Y, seeks to acquire
Corporation X from Corporation Y. The proposed transaction is
a covered transaction because it could result in control of
Corporation X, a U.S. business, by another foreign person,
Corporation Z.
EXAMPLE 3:
Corporation A, a foreign person, buys a branch office located entirely
outside the United States of Corporation Y, which is incorporated in
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the United States. Assuming no other relevant facts, the branch
office of Corporation Y is not a U.S. business, and the transaction is
not a covered transaction.
EXAMPLE 4:
Corporation A, a foreign person, makes a start-up, or “greenfield,”
investment in the United States. That investment involves such
activities as separately arranging for the financing of and the
construction of a plant to make a new product, buying supplies and
inputs, hiring personnel, and purchasing the necessary technology.
The investment may involve the acquisition of shares in a newly
incorporated subsidiary. Assuming no other relevant facts, Corporation A will not have acquired a U.S. business, and its greenfield
investment is not a covered transaction.
EXAMPLE 5:
Corporation A, a foreign person, purchases substantially all of the
assets of Corporation B. Corporation B, which is incorporated in the
United States, was in the business of producing industrial equipment, but stopped producing and selling such equipment one week
before Corporation A purchased substantially all of its assets. At the
time of the transaction, Corporation B continued to have employees
on its payroll, maintained know-how in producing the industrial
equipment it previously produced, and maintained relationships
with its prior customers, all of which were transferred to
Corporation A. The acquisition of substantially all of the assets of
Corporation B by Corporation A is a covered transaction.
EXAMPLE 6:
Corporation X, a foreign person, seeks to acquire from Corporation
A, a U.S. business, an empty warehouse facility located in the
United States. The acquisition would be limited to the physical
facility, and would not include customer lists, intellectual property,
or other proprietary information, or other intangible assets or the
transfer of personnel. Assuming no other relevant facts, the facility
is not an entity and therefore not a U. S. business, and the proposed
acquisition of the facility is not a covered transaction.
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EXAMPLE 7:
Same facts as Example 6, except that, in addition to the proposed
acquisition of Corporation A’s warehouse facility, Corporation X
would acquire the personnel, customer list, equipment, and inventory management software used to operate the facility. Under these
facts, Corporation X is acquiring a U.S. business, and the proposed
acquisition is a covered transaction.
EXAMPLE 8:
Corporation A, a foreign person, and Corporation X, a U.S. business,
form a separate corporation, JV Corporation, to which Corporation A
contributes only cash and Corporation X contributes a U.S. business.
Each owns 50 percent of the shares of JV Corporation and, under the
Articles of Incorporation of JV Corporation, both Corporation A and
Corporation X have veto power over all of the matters affecting JV
Corporation identified under § 800.204(a) (1) through (l0), giving
them both control over JV Corporation. The formation of JV
Corporation is a covered transaction.
EXAMPLE 9:
Corporation A, a foreign person, and Corporation X, a U.S. business,
form a separate corporation, JV Corporation, to which Corporation A
contributes funding and managerial and technical personnel, while
Corporation X contributes certain land and equipment that do not in
this example constitute a U.S. business. Corporations A and B each
have a 50 percent interest in the joint venture. Assuming no other
relevant facts, the formation of JV Corporation is not a covered
transaction.
EXAMPLE 10:
Corporation A, a foreign person, notifies the Committee that it
intends to buy common stock and debentures of Corporation X, a
U.S. business. By their terms, the debentures are convertible into
common stock only upon the occurrence of an event the timing of
which is not in the control of Corporation A, and the number of
common shares that would be acquired upon conversion cannot
now be determined. Assuming no other relevant facts, the
Committee will disregard the debentures in the course of its
covered transaction analysis at the time that Corporation A acquires
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the debentures. In the event that it determines that the acquisition of
the common stock is not a covered transaction, the Committee will
so inform the parties. Once the conversion of the instruments
becomes imminent, it may be appropriate for the Committee to
consider the rights that would result from the conversion and
whether the conversion is a covered transaction. The conversion of
those debentures into common stock could be a covered transaction,
depending on what percentage of Corporation X’s voting securities
Corporation A would receive and what powers those securities
would confer on Corporation A.
EXAMPLE 11:
Same facts as Example 10, except that the debentures at issue
are convertible at the sole discretion of Corporation A after
six months, and if converted, would represent a 50 percent interest
in Corporation X. The Committee may consider the rights that
would result from the conversion as part of its assessment.
EXAMPLE 12:
Corporation A, a foreign person, acquires nine percent of the
voting shares of Corporation X, a U. S. business. Corporation A
also negotiates contractual rights that give it the power to
control important matters of Corporation X. The acquisition by
Corporation A of the voting shares of Corporation X is not solely
for the purpose of passive investment and is a covered transaction.
EXAMPLE 13:
Corporation X, a U.S. business, produces armored personnel
carriers in the United States. Corporation A, a foreign person,
seeks to acquire the annual production of those carriers from
Corporation X under a long-term contract. Assuming no other
relevant facts, this transaction is not a covered transaction.
EXAMPLE 14:
Same facts as Example 13, except that Corporation X, a U.S.
business, has developed important technology in connection with the
production of armored personnel carriers. Corporation A seeks to
negotiate an agreement under which it would be licensed to
manufacture using that technology. Assuming no other relevant facts,
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neither the proposed acquisition of technology pursuant to that
license agreement, nor the actual acquisition, is a covered
transaction.
EXAMPLE 15:
Same facts as Example 13, except that Corporation X suspended all
activities of its armored personnel carrier business a year ago and
currently is in bankruptcy proceedings. Existing equipment provided by Corporation X is being serviced by another company,
which purchased the service contracts from Corporation X. The
business’s production facilities are idle but still in working condition, some of its key former employees have agreed to return if the
business were resuscitated, and its technology and customer and
vendor lists are still current. Corporation X’s personnel carrier business constitutes a U.S. business, and its purchase by Corporation A
is a covered transaction.
EXAMPLE 16:
Corporation A, which is a U.S. business, borrows funds from Corporation B, a bank organized under the laws of a foreign state and
controlled by foreign persons. As a condition of the loan, Corporation A agrees not to sell or pledge its principal assets to any other
person. Assuming no other relevant facts, this lending arrangement
does not alone constitute a covered transaction.
EXAMPLE 17:
Same facts as in Example 16, except that Corporation A defaults on
its loan from Corporation B and seeks bankruptcy protection. Corporation A has no funds with which to satisfy Corporation B’s claim,
which is greater than the value of Corporation A’s principal assets.
Corporation B’s secured claim constitutes the only secured claim
against Corporation A’s principal assets, creating a high probability
that Corporation B will receive title to Corporation A’s principal
assets, which constitute a U.S. business. Assuming no other relevant facts, the Committee would accept a notice of the impending
bankruptcy court adjudication transferring control of Corporation
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A’s principal assets to Corporation B, which would constitute a covered transaction.
[B] The President Has Broad Discretion in Defining “National
Security”
The President may “suspend or prohibit any covered transaction”
whenever the President finds credible evidence “that the foreign interest
exercising control might take action that threatens to impair the national
security” and other provisions of law do not provide adequate and appropriate authority to protect the national security. The legislation exempts
these actions and findings from judicial review.12
The President’s broad discretion to define “national security” means
that a cautious foreign investor would be well advised to seek CFIUS
clearance whenever a plausible argument could be made that the transaction might implicate national security. This section provides guidance
to help investors decide whether such an argument could be made with
respect to their proposed transactions. However, a conclusion that a proposed transaction might implicate national security merely means that the
investor should seek CFIUS clearance. In most cases, clearance would be
forthcoming because other factors, such as an abundance of alternative
suppliers, are likely to lead CFIUS to conclude that the transaction does
not pose a risk to national security or that any such risk can be mitigated.
The Treasury Department’s commentary on proposed regulations
that it published in 1989 to implement the original Exon-Florio Amendment provided the following guidance on interpreting “national security”
for purposes of a CFIUS review:
[T]he intent of the regulations is to indicate that notice, while voluntary, is clearly appropriate when, for example, a company is being
acquired that provides products or key technologies essential to the
U.S. defense industrial base. However, the regulations are not
12

Notwithstanding the statutory bar, the U.S. District Court for the District of Columbia allowed one claim in Ralls Corporation’s challenge to President Obama’s divestment
order to proceed on the question of whether the divestment order violated the Due Process Clause of the U.S. Constitution by depriving Ralls of property without an opportunity to review, respond to, or rebut any evidence upon which CFIUS or the President
based their orders. The court dismissed all remaining claims on the grounds that the statute bars judicial review of Presidential actions under FINSA. Ralls Corp. v. Committee
on Foreign Inv. in the U.S., No. 12-1513, 2013 WL 681203 (D.D.C. Feb. 26, 2013).
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intended to suggest that notice should be submitted in cases where
the entire output of a company to be acquired consists of products
and/or services that clearly have no special relation to national security, e.g., toys and games; food products; hotels and restaurants; or
legal services.13

[Next page is 14-27.]

13

Department of the Treasury, Notice of Proposed Rulemaking and Request for Public Comments, Regulations Pertaining to Mergers, Acquisitions, and Takeovers by Foreign Persons, 54 Fed. Reg. 29744, 29746 (July 14, 1989).
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Unfortunately, this guidance is not particularly helpful because the
phrase “essential to the U.S. defense industrial base” is not very precise.
It certainly would include any acquisitions of companies that sell military
equipment or services, directly or indirectly, to the U.S. Department of
Defense. It leaves open to interpretation whether companies that supply
materials or services to defense contractors are themselves “essential to
the U.S. defense industrial base.” For example, the steel mill that sells
steel as a raw material to a naval shipbuilder might be “essential to the
U.S. defense industrial base.” The mining companies that provide iron
ore and coal to that steel mill might be “essential to the U.S. defense
industrial basis.”
“National security,” for purposes of determining whether a CFIUS
notification should be made, is not limited to defense contractors and
other matters directly affecting the military. FINSA clarifies that national
security “shall be construed so as to include those issues relating to
‘homeland security,’ including its application to critical infrastructure.”
The factors that CFIUS must consider in its reviews include the potential
national security related threats to “critical infrastructure, including major
energy assets,” “critical technologies,” and “U.S. requirements for
sources of energy and other critical resources and materials.”
The Treasury Department’s guidance on the types of transactions
that have presented national security considerations in prior CFIUS
reviews, published on December 8, 2008,14 also indicates a very broad
view of national security. It groups the types of transactions that have
presented national security considerations into four broad categories. The
first category consists of businesses that provide goods or services, as
contractors or subcontractors, to federal, state, or local governments.
Examples in this category include:
1.

Companies with access to classified information;

2.

Companies in the defense, security, and law enforcement
sectors;

3.

Companies selling goods and services to the government in the
information technology, telecommunications, energy, natural
resources, and industrial product sectors; and

14

Department of the Treasury, Office of Investment Security; Guidance Concerning
the National Security Review Conducted by the Committee on Foreign Investment in the
United States, 73 Fed. Reg. 74567 (Dec. 8, 2008).
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Companies whose work with the government creates vulnerability to sabotage or espionage.

The second category consists of businesses whose operations, products or
services have implications for U.S. national security regardless of
whether they are government contractors or subcontractors. Examples in
this category include:
1.

Companies in the energy sector;

2.

Companies involved in the exploitation and transportation of
natural resources;

3.

Companies in the transportation sector such as maritime
shipping, ports, aviation maintenance and repair; and

4.

Companies that could directly affect the U.S. financial system.

The third category consists of infrastructure, including major energy
assets. The fourth category consists of critical technologies that may be
useful in defending, or seeking to impair U.S. national security. Examples
in this category include:
1.

Companies designing or producing semiconductors and other
equipment or components;

2.

Companies involved in cryptography, data protection, Internet
security, and network intrusion detection; and

3.

Companies engaged in research and development, production
or sale of technology, goods, software or services that are
subject to U.S. export controls.

The Treasury Department cautioned that the examples in its guidance are
not exhaustive and are of transactions that have raised national security
considerations, but not necessarily national security risks. The U.S.
Government is not seeking to discourage foreign investment in these
areas, but merely providing some guidance on the types of transactions
for which a CFIUS notification may be recommended.
[1] Defense Industries
Defense industries could be defined very broadly to cover all
industries supplying goods and services to the U.S. Department of
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Defense. However, for purposes of national security reviews of foreign
acquisitions we think that definition would be too broad. For example,
the Defense Department purchases a wide range of goods and services
many of which are no different than those purchased by civilian
organizations and even private households (e.g., office supplies, food,
and other basic consumer items). Many of these products and services
are the same as or closely analogous to the goods and services identified
as not affecting national security in the commentary for the proposed
regulations implementing the original Exon-Florio Amendment.
For purposes of this chapter, we will define “defense industries”
to mean those industries that supply, directly or indirectly, products
or services that fall within the following parameters set forth in
Section 120.3 of the International Traffic in Arms Regulations15 for
designating an article or service as being a “defense article” or “defense
service:”
An article or service may be designated or determined in the future
to be a defense article . . . or defense service . . . if it:
(a) Is specifically designed, developed, configured, adapted, or
modified for a military application, and
(i)

Does not have predominant civil applications, and

(ii)

Does not have performance equivalent (defined by form,
fit and function) to those of an article or service used for
civil applications; or

(b) Is specifically designed, developed, configured, adapted, or
modified for a military application, and has significant military
or intelligence applicability such that control under this
subchapter is necessary.

Any contemplated foreign acquisition of companies supplying “defense
articles” or “defense services” should begin with a presumption that a
notification to CFIUS would be advisable. Because such companies would
be at the core of any reasonable person’s understanding of “essential
to the U.S. defense industrial base,” foreign persons contemplating
acquisitions of such companies should try to anticipate the national
security concerns that CFIUS member agencies are likely to have about
the proposed transaction and think about ways to resolve them.
15

See § 18.03, infra, for a discussion of the International Traffic in Arms Regulations.
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Foreign acquisitions of companies that do not produce “defense
articles,” and do not provide “defense services,” may still be considered to
pose a risk of impairing national security, depending upon other factors
such as the nature of the acquiring company. For example, a company that
is one of only a few domestic companies supplying a critical input to
defense contractors might be considered “essential to the U.S. defense
industrial base” even though none of its products or services would
themselves be considered defense articles or services. Furthermore, FINSA
expanded the factors CFIUS is required to consider in determining whether
there is a risk to “national security.” They now include critical
infrastructure, critical technologies, energy, and other critical resources.
[2] Critical Infrastructure
Section 800.208 of the Final Regulations defines “critical
infrastructure” to mean “a system or asset, whether physical or virtual, so
vital to the United States that the incapacity or destruction of the particular
system or asset of the entity over which control is acquired pursuant to
that covered transaction would have a debilitating impact on national
security.” Given the context in which FINSA and the Final Regulations
were crafted, foreign investors should not be surprised to see the
definition of “critical infrastructure” interpreted to cover certain transportation, communication, and energy facilities, among others. However,
whether a particular facility would be considered “critical infrastructure”
would depend on the facts specific to that particular facility.
FINSA was motivated in large part by the DPW controversy, which
involved control over the operation of U.S. seaports. The incapacity of
those seaports and, similarly, river ports, airports, railroads, and other
transportation facilities, may be viewed by CFIUS member agencies as
debilitating to national security, depending upon the particular facilities
involved.
Trucking companies and facilities that service them probably would
not meet the definition of “critical infrastructure.” There are so many
of them that it would be unlikely the incapacity of any one company’s
system could have a debilitating impact on national security. However,
much of the controversy surrounding the DPW transaction involved
foreign control creating a risk of terrorists bringing weapons of mass
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destruction into the United States.16 Such concerns could be expressed,
although to a lesser extent, over foreign ownership of trucking companies
and facilities, particularly at or near border crossings.
Foreign investors should expect CFIUS member agencies to take a
broad view of “critical infrastructure” with respect to communication
facilities and services. The use of the word “virtual” in the definition of
“critical infrastructure” in the Final Regulations indicates that companies
providing software and services that are important to telecommunications
structures, including the Internet, are likely to be swept up within that
definition. Again, whether a particular infrastructure facility is “critical”
would depend upon the unique facts pertaining to it.
For any given transaction, “critical infrastructure” is likely to be
interpreted broadly, to cover all infrastructure that could be considered
important to the functioning of the United States as a society. The
Department of Homeland Security, for reasons unrelated to CFIUS
reviews, has designated 18 Critical Infrastructure and Key Resources
sectors in its National Infrastructure Protection Plan:17
•

Agriculture and Food

•

Banking and Finance

•

Chemical

•

Commercial Facilities

•

Communications

•

Critical Manufacturing

•

Dams

•

Defense Industrial Base

•

Emergency Services

•

Energy

•

Government Facilities

•

Healthcare and Public Health

•

Information Technology
16

DPW also involved several major ports, which would certainly meet the definition
of “critical infrastructure.”
17
A description of the 2009 National Infrastructure Protection Plan is available at
http://www.dhs.gov/files/programs/editorial_0827.shtm#0 (last visited May 26, 2010).
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•

National Monuments and Icons

•

Nuclear Reactors, Materials, and Waste

•

Postal and Shipping

•

Transportation Systems

•

Water

The definition of “critical infrastructure” in the Final Regulations indicates
that the relevant analysis is on the particular systems and assets of the
company to be acquired. Thus, just because a company falls within one of
these sectors should not necessarily mean that its operations or facilities
would satisfy the definition of “critical infrastructure,” particularly
because any one company’s assets or systems may be too small to make a
material difference. Nevertheless, until and unless CFIUS provides
further guidance, foreign investors contemplating the acquisition of U.S.
companies involved in any of these sectors should give serious
consideration to filing a voluntary notification seeking a CFIUS national
security review.
[3] Critical Technologies
The term “critical technologies,” as defined in Section 209 of the
Final Regulations, covers:

18

1.

Items controlled under the International Traffic in Arms
Regulations (see Chapter 18, Section 18.03);

2.

Items controlled under the Export Administration Regulations
(“EAR”) for reasons of national security, chemical and
biological weapons proliferation, nuclear non-proliferation,
missile technology, regional stability and surreptitious listening
(see Chapter 18, Section 18.04);

3.

Nuclear equipment, software and technology specified in the
Assistance to Foreign Atomic Energy Activities Regulations
and the Export and Import of Nuclear Equipment and Materials
Regulations; and

4.

Agents and toxins specified in the Export and Import of Select
Agents and Toxins Regulations.18

Citation omitted.
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The International Traffic in Arms Regulations control defense articles,
services, and technologies described in the U.S. Munitions List. Generally, any item specifically designed, developed, configured, adapted, or
modified for military application without dominant civilian applications
would be included on the U.S. Munitions List.19
The inclusion of the EAR in the definition of “critical technologies”
makes it particularly broad because the EAR is intended to cover civilian
items. For example, the EAR controls for export thousands of models of
computers and electronic equipment for at least one of the reasons listed
in the definition of “critical technologies.” Most of these models could be
exported to most countries without an export license. Nevertheless, they
remain subject to export control under the EAR and, thus, could support
a very broad interpretation of “critical technologies” for purposes of
CFIUS review.
We doubt the CFIUS member agencies would take such a broad
view of critical technologies. More likely a concern would arise were a
particular technology requiring a license to be exported to the foreign
acquirer in its home country. In such a circumstance, a CFIUS filing may
be advisable.20
The nuclear equipment, software, and technology included in the
definition of “critical technologies” cover all items subject to the export
and import controls of the Nuclear Regulatory Commission and the
Department of Energy’s Assistance to Foreign Atomic Energy Activities
Regulations. The items subject to the Nuclear Energy Commission export
and import controls include: nuclear reactors and specially designed
equipment and components for nuclear reactors; plants that separate heavy
water, uranium, and other nuclear fuel elements; and certain nuclear
materials and by-products. The items subject to the Department of Energy’s
Assistance to Foreign Atomic Energy Activities Regulations include:
activities involving nuclear reactors and other nuclear fuel cycle
facilities for the following: fluoride or nitrate conversion; isotope
separation (enrichment); the chemical, physical or metallurgical
processing, fabricating, or alloying of special nuclear material;
production of heavy water, zirconium (hafnium-free or lowhafnium), nuclear-grade graphite, or reactor-grade beryllium;
production of reactor-grade uranium dioxide from yellowcake; and
certain uranium milling activities.
19
20

A copy of the U.S. Munitions List is included as Appendix 18-A infra.
See § 18.04, infra, for a detailed discussion of export controls under the EAR.
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The agents and toxins specified in the Export and Import of Select
Agents and Toxins regulations include:
1.

Biological agents and toxins listed by the Department of Agriculture’s Animal and Plant Health Inspection Service as having
the potential to pose a severe threat to plant health or plant
products.

2.

Biological agents and toxins listed by the Department of
Agriculture’s Animal and Plant Health Inspection Service as
having the potential to pose a severe threat to animal health or
animal products.

3.

Biological agents and toxins listed by the Secretary of Health
and Social Services as having the potential to pose a severe
threat to public health or safety.

[4] Energy and Other Critical Resources
Neither FINSA nor the Final Regulations defines “U.S. requirements for sources of energy and other critical resources and materials.”
The U.S. House of Representatives’ Committee Report on FINSA does
state that:
The Committee expects that acquisitions of U.S. energy companies
or assets by foreign governments or companies controlled by foreign
governments including any instance in which such foreign government has used energy assets to interfere with or influence policies or
economic conditions in other countries in ways that threaten the
national security of those countries—will be reviewed closely for
their national security impact. If such acquisitions raise legitimate
concerns about threats to U.S. national security, appropriate
protections as set forth in the statute should be instituted including
potentially the prohibition of the transaction.21

This statement reflects concerns that arose in 2005 in response to the
attempt by CNOOC, majority-owned by the Government of China, to
acquire Unocal, the ninth largest U.S. oil company with substantial oil
and natural gas holdings in Asia. Critics worried not only that critical
21

House Report 110-24—Foreign Investment and National Security Act of 2007,

at 15.
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energy supplies would pass from U.S. to foreign control, but that they
would pass into the hands of the Chinese Government, which was
pursuing a global strategy of seeking to secure energy supplies for
China’s growing demand.
Critics also worried about the impact of a CNOOC acquisition of
Unocal on other countries in Asia. CNOOC already had control of a large
portion of Indonesia’s natural gas production, and Unocal was a major
producer of natural gas in Indonesia. Taiwan obtains 60 percent of its
natural gas from Indonesia, which also is a major supplier to Japan and
South Korea. Unocal held substantial interests in Azerbaijan, and critics
were concerned that the transfer of those interests to Chinese control
could have pressured Azerbaijan to be more accommodating to China and
Russia and less accommodating to the United States and its allies.
Public and congressional opposition to the deal caused CNOOC to
drop its bid to acquire Unocal before the transaction reached a formal
CFIUS review. However, the bid went far enough to raise concerns about
access to energy supplies that did not neatly fall within the traditional
understanding of “national security.” Congress, therefore, added language in FINSA requiring CFIUS to consider U.S. requirements for
sources of energy and other critical resources and materials in its national
security reviews.
Foreign investors should anticipate that any significant investment in
energy companies that would result in control by a foreign entity is a likely
candidate for a voluntary notification to CFIUS. It is less certain, however,
what Congress meant by “other critical resources and materials.” The
Treasury Department guidance published on December 8, 2008 is not
helpful here: it repeats the terms “energy” and “natural resources” without
indicating which natural resources, other than energy, would constitute a
critical resource. Until more guidance can be obtained from CFIUS’
handling of cases under the new FINSA requirements, foreign investors
should, at a minimum, expect critical resources and materials to include
those 18 sectors that the Department of Homeland Security has designated
as Critical Infrastructure and Key Resources sectors in its National
Infrastructure Protection Plan.22 Although Homeland Security developed
that list for purposes unrelated to CFIUS, in the absence of guidance on
how CFIUS is applying this part of FINSA, the Homeland Security list may
be a proxy for direct experience or guidance. Foreign investors also should
give serious consideration to a CFIUS filing when seeking to acquire U.S.
22

Those sectors are listed in § 14.05[B][2] supra.
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companies making products that are essential raw materials for defense
industries and critical infrastructure (e.g., mining companies, steel, and
other metal producers).
The discussion above demonstrates that a very broad swath of the
U.S. economy could be considered to be involved with critical
infrastructure, critical technologies, and other aspects of national security
subject to FINSA. It bears repeating, however, that simply because a
transaction would be subject to review under FINSA does not mean the
United States discourages foreign investment in that area. In most cases,
CFIUS would clear the transaction. In the inevitable tension between
foreign investment and national security, national security is not, in
the United States, an excuse to block foreign investments unless there
are genuine, unavoidable risks to national security that cannot otherwise
be resolved.
[C] Foreign Government-Controlled Transactions
The Byrd Amendment, added to the original Exon-Florio language
in 1992, presumed that the threat to national security is greater when a
foreign government is the acquirer. However, the Byrd Amendment was
ambiguous. Several transactions in which foreign governments had an
interest, most conspicuously DPW, received CFIUS approval without an
extended review. FINSA, the congressional reaction to DPW, tightened
the presumption that “foreign government-controlled transactions” would
be subjected to an extended CFIUS review beyond the 30 days in which
most transactions are reviewed.
The statute defines “foreign government-controlled transaction”
to mean “any covered transaction that could result in control of any
person engaged in interstate commerce in the United States by a foreign
government or an entity controlled by or acting on behalf of a
foreign government.” Section 800.213 of the Final Regulations defines
“foreign government” to mean:
[A]ny government or body exercising governmental functions, other
than the United States Government or a subnational government of
the United States. The term includes, but is not limited to, national
and subnational governments, including their respective departments, agencies, and instrumentalities.
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Sovereign wealth funds and commercial businesses owned by foreign
governments would not appear to meet this definition. Thus, the critical
question for those entities is whether CFIUS would consider them to be
“controlled by or acting on behalf of a foreign government.”
The Final Regulations, as discussed in § 14.05[A] supra, contain a
very expansive definition of “control.” A passive government investment
constituting a small minority of the voting shares of a company is unlikely
to make that company a foreign government-controlled entity, or its
proposed acquisition of a U.S. business a “foreign government-controlled
transaction.” However, should there be any greater involvement by the
foreign government in the acquiring entity, we would recommend a careful
review of the discussion of “control” in the December 2008 CFIUS
Guidance.23
The CFIUS process, as described below, consists of an initial 30-day
national security review and, only when necessary, a subsequent 45-day
national security investigation. However, FINSA provides that “if [CFIUS]
determines that the covered transaction is a foreign government-controlled
transaction, [CFIUS] shall conduct an investigation. . . .” This requirement
can be waived, but only when the Secretary of the Treasury and the head of
agency designated as the lead agency for CFIUS’ review of the transaction
“jointly determine . . . that the transaction will not impair the national
security of the United States.” These agency heads may delegate this
waiver authority to their immediate deputies (e.g., the Deputy Secretary of
the Treasury), but no further down the chain of authority.
FINSA’s legislative history indicates that Congress expects the
Secretary of the Treasury and the head of the lead agency, in exercising
their waiver authority, to distinguish among foreign government-controlled
entities based on the type and source of government involvement. For
example, the U.S. House of Representatives’ Committee Report stated
that acquisitions by government-owned companies making decisions for
inherently governmental, as opposed to commercial, considerations
create heightened national security concerns. By contrast, the House
Committee Report noted that many foreign governments maintain
pension funds that operate like the public employee pension funds of
many U.S. states. The Committee Report stated that “the Committee
is not aware of any national security concerns associated with such
23

See Department of the Treasury, Office of Investment Security; Guidance Concerning the National Security Review Conducted by the Committee on Foreign Investment in
the United States, 73 Fed. Reg. 74567 (Dec. 8, 2008).
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entities making investments in the United States.” The Treasury
Department’s guidance published on December 8, 2008 reiterates this
distinction by noting:
In reviewing foreign government controlled transactions, CFIUS
considers, among all other relevant facts and circumstances, the extent
to which the basic investment management policies of the investor
require investment decisions to be based solely on commercial
grounds; the degree to which, in practice, the investor’s management
and investment decisions are exercised independently from the
controlling government, including whether governance structures are
in place to ensure independence; the degree of transparency and
disclosure of the purpose, investment objectives, institutional arrangements, and financial information of the investor; and the degree to
which the investor complies with applicable regulatory and disclosure
requirements of the countries in which they invest.24

FINSA imposes additional analytical requirements on the conduct of
CFIUS investigations of “foreign government-controlled transactions.”
CFIUS must consider in such investigations the current intelligence
assessments of:
1.

the adherence of the subject country to non-proliferation control
regimes . . . ;

2.

the relationship of such country with the United States,
specifically on its record on cooperating in counter-terrorism
efforts . . . ; and

3.

the potential for transshipment or diversion of technologies
with military applications, including an analysis of national
export control laws and regulations.25

These considerations should not pose any difficulties for foreign companies and investment funds that are controlled directly, or indirectly, by
governments of NATO members and other close U.S. allies, but might
complicate CFIUS reviews of transactions by companies and investment

24

73 Fed. Reg. 74567, 74571 (Dec. 8, 2008).
See 50 U.S.C. App. § 2170(f)(9). CFIUS is directed to consider these factors “as
appropriate” in all investigations, but “particularly” in investigations of foreign
government-controlled transactions. 73 Fed. Reg. 74567, 74571 (Dec. 8, 2008).
25
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funds controlled by governments elsewhere in the world. The most likely
concern arises over the potential for transshipment and diversion.
Not all transactions in which a sovereign wealth fund, a governmentowned company, or other foreign government entity has an interest will
be subject to an extended CFIUS review. The foreign government interest
could be small enough that CFIUS could determine in the initial review
stage that it does not cause the transaction to meet the definition of a
“foreign government-controlled transaction.” Alternatively, the U.S.
business to be acquired or the proposed acquirer may be sufficiently
removed from national security concerns that the requirement for an
extended investigation will be waived. Nevertheless, attorneys and
others working on proposed acquisitions by entities in which a foreign
government has an interest should prepare for an extended and rigorous
CFIUS investigation.
§ 14.06

THE CFIUS PROCESS

To navigate the CFIUS process successfully, a potential foreign
investor or acquirer must understand: the CFIUS structure; the review
timeline; the information required in a voluntary notification; and
practices relating to the use of mitigation agreements.
[A] CFIUS Member Agencies
CFIUS is chaired by the Secretary of the Treasury, whose Office of
Investment Security acts as CFIUS’ secretariat, publishing the FINSA
implementing regulations, receiving notifications of any transactions
submitted to CFIUS for review, filing reports to Congress, and otherwise
taking care of the ministerial functions necessary for CFIUS to fulfill its
obligations under FINSA.
Congress required in FINSA that the following persons or their
designees be voting members of CFIUS:
•

The Secretary of the Treasury

•

The Secretary of Homeland Security

•

The Secretary of Commerce

•

The Secretary of Defense

•

The Secretary of State
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•

The Attorney General of the United States

•

The Secretary of Energy

The Secretary of Labor and the Director of National Intelligence are ex
officio non-voting members of CFIUS. Congress authorized the President
to add other members and President Bush added:
•

The United States Trade Representative

•

The Director of the Office of Science and Technology Policy

He also ordered the following persons or their designees to observe and
participate in CFIUS activities as non-members:
•

The Director of the Office of Management and Budget

•

The Chairman of the Council of Economic Advisers

•

The Assistant to the President for National Security Affairs

•

The Assistant to the President for Economic Policy

•

The Assistant to the President for Homeland Security and Counterterrorism

When CFIUS is reviewing a transaction, the Secretary of the Treasury
is required to designate one or more of the committee members to be the
lead agency or agencies for CFIUS’ consideration of the transaction.
The lead agency is responsible for negotiating any mitigation agreements
with the parties to the transaction, or other conditions necessary to protect
national security. The lead agency also is responsible for monitoring
the completed transaction, including compliance with any mitigation
agreement.
[B] The Review Timeline
The CFIUS process should begin at least five business days before
the filing of a formal notification, when a party to a proposed transaction
contacts CFIUS informally to consult on the filing of a voluntary notice
seeking clearance for the transaction. These informal consultations may
provide sufficient comfort to the parties to some marginal transactions to
obviate their perceived need for a CFIUS review.
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The formal proceedings begin with a party to the transaction filing
a voluntary notice which, when accepted, starts a 30-day initial review
period.26 The Final Regulations detail for several pages in the Federal
Register27 the information about the proposed transaction, the parties to
it, and the U.S. business to be acquired, that must be included with
the voluntary notice. The person filing the notice, who must be a senior
company official, must certify its accuracy. Should the CFIUS staff
conclude that not all of the required information has been provided they
may reject the notification or defer acceptance and the start of the 30-day
review period.
FINSA requires the Director of National Intelligence to conduct
an analysis of any threat to national security posed by the notified
transaction and report his findings to CFIUS not later than 20 days after
the day that CFIUS accepts the voluntary notice. This analysis must
“incorporate the views of all affected or appropriate intelligence agencies
with respect to the transaction.” One of the reasons that CFIUS
encourages informal consultations before filing is to allow more time for
this national security analysis.

26
Any member of CFIUS also can file an agency notice instituting a CFIUS review of
the transaction, up to three years after its completion, or thereafter, upon request from the
Secretary of the Treasury.
27
Regulations Pertaining to Mergers, Acquisitions, and Takeovers by Foreign Persons,
73 Fed. Reg. 70702 (Nov. 21, 2008) (codified at 31 C.F.R. pt. 800).
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CFIUS REVIEW PROCESS
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It is anticipated that most 30-day reviews will end with a determination
that the proposed transaction does not require any action to protect
national security.28 In such cases, the parties will be notified in writing,
with the notice acting as a bar to subsequent Presidential action prohibiting or undoing the transaction under the authority of FINSA. FINSA
also requires that when CFIUS terminates a review with a no-action
notice, the Treasury Department and the lead agency for the specific
transaction must certify to Congress that “there are no unresolved
national security concerns that is the subject of the notice or report.” This
certification must be signed by an official at the assistant-secretary level
or higher.
Should any member of CFIUS advise the Chair that it believes the
proposed transaction poses an unmitigated risk to national security;
should the transaction be foreign government-controlled; or should the
transaction result in foreign control of critical infrastructure and CFIUS
conclude that the transaction could impair national security, then CFIUS
will commence a full 45-day investigation. Most investigations will end
with a notification that, in effect, will act as a CFIUS clearance for the
transaction. However, some investigations will end with the voluntary
withdrawal of the notification, subject to CFIUS’ approval, and the cancelation of the proposed transaction when it becomes obvious that the
national security concerns cannot or will not be resolved. In very rare circumstances, CFIUS will complete the investigation with a recommendation to the President to block the proposed transaction.29
FINSA expressly authorizes CFIUS to enter into agreements with
any party to a covered transaction to mitigate the threat to national security. These mitigation agreements may be concluded at either the review
or investigation stage of the CFIUS proceedings. In some cases, the parties may voluntarily withdraw their notification, with the approval of
CFIUS, and resubmit it, to allow more time for the parties to work out a
mitigation agreement that resolves the national security concerns otherwise raised by the proposed transaction.
Section 800.801(b) of the Final Regulations provides civil penalties
for intentional or grossly negligent violations of mitigation agreements
28
On October 6, 2008, Nova Daly, Deputy Assistant Secretary of the Treasury for
Investment Security, stated that 84 percent of cases are cleared during this 30-day period.
29
CFIUS also can recommend that the President not block the transaction or, when
the CFIUS member agencies cannot reach consensus, they may notify the President of
their disagreement with a split recommendation.
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not to exceed $250,000 or the value of the transaction. This civil penalty
is separate from any damages the government may seek pursuant to the
terms of the mitigation agreement.
CASE STUDY—RALLS WIND FARMS
Ralls Corporation, incorporated in Delaware and owned by two Chinese nationals who are senior managers in the Sany Group in China,
acquired interests in four Oregon wind farms, called the “Butter
Creek Projects,” from Terna Energy USA Holding Corporation
(Terna), a Greek company, in March 2012. The project sites overlap
a restricted airspace and bombing zone used by military aircraft out
of Naval Air Station Whidbey Island. The original developers,
Oregon Windfarms LLC, obtained in 2010 and 2011 a “Determination of No Hazard” from the Federal Aviation Administration
(“FAA”) for each of the projects, which included a Department of
Defense review to prevent, minimize, or mitigate adverse impacts on
military operations and testing.
Only one of the four Butter Creek projects intruded upon
restricted airspace. The U.S. Navy alerted Ralls of concerns, and
Ralls cooperated with the Navy to relocate the project. The new location required new approvals (approvals for the other three projects
had conveyed with acquisition), and the Navy wrote to the Oregon
Public Utility Commission on Ralls’ behalf.
Ralls and Terna did not submit a notification to CFIUS until
after the transaction closed, two months after construction had
begun, and only then because CFIUS requested that they do so. Notwithstanding advice from a Treasury Department official to postpone construction until after CFIUS’ review was completed, Ralls
continued construction of Chinese wind turbines on the four sites.
After conducting the initial 30 day review, CFIUS determined
that a full investigation was needed. It also imposed an interim mitigation order on July 25, 2012, ordering Ralls to stop all construction and
operations at the wind farms and prohibiting access to the project sites
except by CFIUS-approved U.S. citizens. On August 2, 2012, CFIUS
amended that order to prohibit Ralls from selling or transferring any
Sany-produced items to third parties for use at the project sites and
from selling the project companies without first giving CFIUS notice
and opportunity to object to any intended buyer.
President Obama issued an Order on September 28, 2012 prohibiting the ownership of the wind farm companies by Ralls, the two
Chinese individuals who owned Ralls, or Sany, because of “credible
evidence” that they, “through exercising control of the [companies,]
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might take action that threatens to impair the national security of the
United States.” Ralls was given 90 days to divest and 14 days to
remove all structures or physical objects from the project sites. The
Presidential Order also prohibits Ralls and its agents from accessing
the project sites, from selling or otherwise transferring any items produced by Sany to any third party for use on the sites, and from selling or transferring the project companies until all affixed items have
been removed and CFIUS has been provided notice and the opportunity to object to any intended recipient.
Ralls sued on September 12, 2012 claiming that CFIUS’s
interim mitigation order violates the Exon-Florio Amendment and
the Administrative Procedure Act. Ralls subsequently amended its
complaint to include President Obama’s order and a claim that the
divestiture requirement is an unconstitutional “taking” of property
without due process of law because Ralls was not given an opportunity to review, respond to, or rebut any evidence upon which
CFIUS or the President based their orders. The court, on February
26, 2013, dismissed Ralls’ claims that the President’s order violated
the Exon-Florio Amendment and the Administrative Procedure Act,
finding that the President acted within his powers under those laws
and that the statute prohibits judicial review. The court found that it
did have jurisdiction to consider the constitutional challenge and,
therefore, allowed it to proceed without making any ruling on the
merits of the claim.
The Ralls case reinforces at least three points. First, threats to
national security can vary drastically based on the facts of the case.
In Ralls, it was not what the target company did that created the
national security issue. Ralls was building wind farms in Oregon, as
were many other companies, foreign and domestic. Instead, it was
who they were, and their location.
The fact that this project is Chinese is particularly troubling.
Sany has said it wanted to develop wind farms in this location
because it wanted to demonstrate the superiority of its products in
direct competition with wind farms erecting turbines from Denmark,
the United States, and other countries in the same geographic area. It
then hoped to market its wind turbines elsewhere in the United
States. Because CFIUS is secretive, the fact that the project was Chinese has not been identified as the salient cause for rejection, but the
Butter Creek Projects were proceeding without difficulty when
owned by a Greek company.
Second, the location, in proximity to military installations, created a basis for rejecting the projects. Nonetheless, it is significant
that the U.S. Navy and the Department of Defense both had been
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involved directly in providing or championing approvals for Ralls,
and wind farms owned by other foreign interests were operating in
the area.
Third, foreign businesses, especially Chinese, should give very
serious thought to filing voluntary notices with CFIUS prior to closing a transaction, even when the project does not self-evidently raise
a security question. In this case, Ralls certainly knew of military concerns, having been engaged by the U.S. Navy regarding location.
Because the courts cannot review the merits of a divestiture
order from the President, working with CFIUS to address national
security concerns prior to an acquisition is essential. Had Ralls done
so, it might have been possible to work out some mitigation arrangement that would have allowed at least some part of the transaction to
go through. Even were that not possible (and this case raises doubts
because problems arose not from the nature of the project—wind
farms—nor strictly from location—because other foreign operations
were in the area)—but apparently because the project was Chinese),
Ralls would have avoided the costs and adverse press of an acquisition and forced divestiture.
There remain abundant opportunities for Chinese investment in
the United States, but the Ralls case does suggest that they may face
particular scrutiny. It would be prudent for Chinese buyers, in
particular, to err on the side of caution by voluntarily seeking CFIUS
review when there appears to be even a remote possibility of national
security concerns, and that they organize for effective diplomatic,
political, and public relations before their projects go public.
CASE STUDY—3COM
3Com Corporation (“3Com”) entered into an agreement in which
Bain Capital LLC (“Bain”), a U.S. private equity firm, and Huawei
Technologies Co. Ltd. (“Huawei”), a Chinese technology company,
would acquire 3Com. Under the proposed deal, Huawei would own
a 16.6% stake with an option to increase it by another 5%, and would
have only a passive investment role. The three companies submitted
a joint voluntary notification to CFIUS in October 2007. This deal
was one of the first to be reviewed following the effective date of
FINSA. In accordance with FINSA, the Office of the Director of
National Intelligence prepared a classified national security threat
assessment that reportedly described the deal as posing a threat to
U.S. national security. Consequently, CFIUS initiated an extended
45-day investigation, rather than clearing the deal after the initial
30-day review.
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Two major concerns reportedly led CFIUS agencies to oppose the
deal. The first was the inclusion in the deal of 3Com’s subsidiary
Tipping Point, which sells network-based intrusion prevention equipment used by the Pentagon and U.S. intelligence agencies. The second concern was Huawei’s reported connections to the Chinese
government. There also were allegations in the press that Huawei
had engaged in corporate espionage and intellectual property theft
and was involved in high tech exports to Saddam Hussein’s regime
and the Taliban. Several members of Congress introduced legislation
to block the deal, citing the alleged connections between Huawei and
Chinese military and intelligence agencies.
The expectation was that the parties would negotiate a mitigation
agreement with CFIUS during the 45-day investigation period that
would resolve the concerns of the CFIUS agencies while allowing
the deal to go forward. However, the parties were unable to come to
terms with CFIUS and withdrew their application rather than have
CFIUS recommend that the President bar the deal. At the time the
parties stated their intention to continue to negotiate in hopes of
reaching a mitigation agreement that would allow them to

[Next page is 14-45.]
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resubmit their notification and obtain a clearance from CFIUS.
However, on March 20, 2008, Bain announced that it was backing
out of the agreement to acquire 3Com due to CFIUS opposition.
[C] Information Required in a Voluntary Notification to CFIUS
A voluntary notice of a proposed transaction should be filed jointly
by all parties to the transaction and must be accompanied by
certifications signed by the Chief Executive Officer or duly authorized
designee of each party attesting to the accuracy and completeness of
the information provided as to that party. However, in the case of a
hostile takeover, the regulations permit fewer than all the parties to the
transaction to file the notice: they are required to provide information
with respect to the non-notifying parties to the extent known or
reasonably available to them.
The Final Regulations require the notifying parties to submit
extensive, detailed information on the proposed transaction and the parties
to it. The information must be submitted in English or, in the case of
existing documents, with certified English translations. The following is a
partial summary of the type of information required:
1.

A detailed summary of the proposed transaction;

2.

Name, address, nationality and other identifying information
for each of the parties to the proposed transaction, including
the chain of ownership and ultimate owners of those parties;

3.

The business activities of each of the parties;

4.

Detailed information on U.S. Government contracts or
subcontracts;

5.

A list of the Export Control Classification Numbers of all
items produced or traded by the U.S. business to be acquired
that are subject to the EAR (see Chapter 18, Section 18.04);

6.

Detailed information on products and services of the U.S.
business to be acquired that are subject to the International
Traffic in Arms Regulations (see Chapter 18, Section 18.03) or
subject to export controls administered by the Department of
Energy or Nuclear Regulatory Commission;

7.

The plans of the foreign person for the U.S. business;
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8.

Whether a foreign government has certain ownership interests
or other rights in the foreign acquirer;

9.

Detailed personal identification information on the directors
and senior officers of the foreign acquirer and any companies
above it in the chain of ownership to the ultimate owner, and any
natural person owning 5 percent or more of the ultimate parent
company; and

10.

The opinion of the acquirer as to whether it is a foreign person,
whether it is controlled by a foreign government, and whether
the transaction would result in control of a U.S. business by a
foreign person.

A full checklist of the required information as set forth in Section 800.402
of the Final Regulations is included as Appendix 14-A. To safeguard
individual privacy, the personal identification information must be set
forth in a separate document from the main notice. Much of this
information can and should be obtained as part of the due diligence and
document preparation for the underlying transactions, as discussed in
Chapters 2 and 3.
The requirement that the parties provide information on whether the
U.S. business produces or trades in items subject to the various export
control regimes may be particularly burdensome for many companies. For
example, the items subject to the Export Administration Regulations
(“EAR”) include all items in the United States, all U.S. origin items
wherever located, certain U.S.-origin parts and components of foreign
items, and certain foreign items that are the direct product of U.S.-origin
software or technology. The only exceptions are items subject to the
exclusive export jurisdiction of certain other agencies, publications, and
publicly available technology and software. Because of the broad product
scope of the EAR, most businesses in the United States produce or trade in
items within that scope even when they do not export those items. The
EAR, the International Traffic in Arms Regulations (“ITAR”), and other
export control requirements are explained in detail in Chapter 18 on U.S.
Export Controls.
The Final Regulations not only require parties to list defense
articles, services, and technical data that the U.S. business produces or
trades that are described in the U.S. Munitions List portion of the ITAR
but they also require parties to list “articles and services (including those
under development) that may be designated or determined in the future
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to be defense articles or defense services . . . .” This provision has been
criticized as vague and inappropriate as it would require private parties to
speculate about what the State Department might do in some other future
circumstances.
One of the more controversial aspects of the Proposed Regulations
was the provision allowing CFIUS to reject any voluntary notification,
effectively requiring the parties to refile and restart the 30-day clock
when they do not provide follow-up information requested within two
business days. Several organizations submitted comments on the Proposed Regulations complaining about this provision. They observed it
often would be necessary to obtain follow-up information requested by
CFIUS from sources overseas; given differences in time zones and public
holidays in different countries, and the need to translate documents into
English, it often would be impossible to provide requested information in
only two business days. CFIUS, in response to these comments, amended
the provision in the Final Regulations to allow three business days to provide requested follow-up information. The extra business day should
reduce, but not eliminate, the problems in obtaining information within
the deadline from abroad, particularly as the definition of “business day”
in the Final Regulations is limited to business days as observed by the
U.S. Government. No account is taken of differences among countries in
the business week or public holidays. The Final Regulations contemplate
that the Staff Chairperson of CFIUS could grant an extension if requested
in writing, but it is likely to be a major burden on all parties to a CFIUS
review, including the Staff Chairperson handling many extension
requests.
[D] Mitigation Agreements
Both FINSA and the original Exon-Florio legislation reflect a tension between national security concerns and the economic need to maintain an open investment environment. During the 1990s, CFIUS
developed a practice of entering into agreements with the parties to proposed transactions to mitigate the possible effects of the transaction on
national security, short of requiring that the parties abandon the transaction altogether. Congress formalized this practice in FINSA because it
viewed mitigation agreements as a way of reconciling the competing
goals of preventing foreign acquisitions that might harm national security
with the desire to encourage foreign investment.
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Fourteen of the 147 CFIUS reviews conducted in 2007 were
resolved through mitigation agreements.30 That number, however, may
reflect the apex of mitigation agreement use, as the Executive Order
issued in 2008 regulated the use of mitigation agreements and only 16
cases were resolved through mitigation agreements from 2008 through
2010.
Mitigation agreements originated outside of the CFIUS process with
the Department of Defense, which has used them for many years to
address the impact of foreign ownership and control over companies that
have classified contracts with the military or intelligence agencies. In
many cases, the military or intelligence agencies cannot easily shift critical contracts to other suppliers when an existing supplier comes under
foreign ownership or control. Therefore, rather than terminate the company’s security clearances, the Department of Defense will negotiate
arrangements to safeguard its security concerns, notwithstanding the foreign ownership or control of the contractor.
Companies do have some leverage when negotiating mitigation
agreements with CFIUS, as long as they use that leverage intelligently.
The companies need to find the right balance so that, in exploiting this
leverage, they do not go too far and cause key agencies to oppose the
acquisition. Here, political advice can be critical in assessing what leverage the company has and how best to use it. See Chapter 15.
FINSA now provides express statutory authority for CFIUS to negotiate, monitor, and enforce mitigation agreements.31 FINSA requires that
any mitigation agreement shall be based on a risk-based analysis, conducted by CFIUS, of the threat to national security that arises as a result
of the covered transaction. FINSA authorizes the lead agency for the
transaction, as designated by the Secretary of the Treasury, to negotiate,
modify, monitor, and enforce any mitigation agreement, based on that
agency’s expertise with the issues related to the transaction.
Mitigation agreements take many different forms and are tailored
individually to address the specific security risks raised by the proposed
transaction. In some cases, a simple commitment letter addressing a specific issue of concern may be sufficient. In other cases, CFIUS may insist
upon a formal written agreement in which the parties make detailed
commitments to resolve the national security concerns posed by the

30

CFIUS Annual Report to Congress (Dec. 2008) available at http://www.treas.gov/
offices/international-affairs/cfius/docs/CFIUS-Annual-Rpt-2008.pdf
31
50 U.S.C. App. § 2170(l).

2013 SUPPLEMENT
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transaction. The following are some of the elements found in previous
CFIUS mitigation agreements:
•

Security plan and designated security officer

•

Background checks for key personnel

•

Limitation on foreign personnel’s involvement in certain sensitive
tasks

•

Certification of export control compliance

•

Provision of customer lists

•

Notifications of certain security incidents, such as cyber attacks

•

Compliance with various international, industry, and/or federal
standards, guidelines, and recommended practices

•

U.S. Government’s right to site visits and access to books and records

•

Audits

•

Notification of changes to key management positions, and

•

Liquidated damages for breach

Although CFIUS has the upper hand in negotiating mitigation
agreements, the private parties do have some leverage. For example:
1.

FINSA and Executive Order 11858 require that any condition
in a mitigation agreement be supported by a written analysis
explaining why the condition is necessary to address a particular national security threat;

2.

CFIUS may not impose a condition if the risk it seeks to address
could be addressed adequately through some other legal mechanism, such as the export control laws or Defense Department
security clearances;

3.

Executive Order 11858 prohibits CFIUS member agencies from
using the negotiations to obtain leverage on other issues—such
as seeking concessions from foreign governments;

4.

FINSA provides that methods that CFIUS devises for ensuring
compliance with mitigation agreements cannot place unnecessary burdens on a party to the transaction; and
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Certain proposed mitigation provisions may be in conflict with
national treatment rights that foreign investors may have under
Free Trade Agreements or Bilateral Investment Treaties, which
are discussed in Chapter 8.

Although the Government will not share classified information that may
be motivating national security concerns, the private parties generally are
able to determine what those concerns are and, knowing the business
better than the government, may be able to propose less burdensome
alternatives to address them.
Finally, the CFIUS review is a multi-agency process. It was set up
that way so that a variety of interests could be considered and balanced.
This balancing of interests is likely to result in a more reasonable outcome from the perspective of the private parties than if only one agency
were making the decision. For example, the U.S. military has an interest
in ensuring the economic viability of critical defense contractors. Other
CFIUS agencies, such as the Treasury Department, have an interest in
making sure that CFIUS does not discourage foreign investment through
insisting upon overly onerous conditions in mitigation agreements.
FINSA directed CFIUS to issue regulations providing civil penalties for any violation of mitigation agreements. Sections 800.801(b) and
(c) of the Final Regulations contain the following penalties for violations
of mitigation agreements:
(b) Any person who, after the effective date, intentionally or
through gross negligence, violates a material provision of a mitigation agreement entered into with, or a material condition imposed
by, the United States under section 721(l) may be liable to the United
States for a civil penalty not to exceed $250,000 per violation or the
value of the transaction, whichever is greater. Any penalty assessed
under this paragraph shall be based on the nature of the violation and
shall be separate and apart from any damages sought pursuant to a
mitigation agreement under section 721(l), or any action taken under
section 721(b)(1)(D).
(c) A mitigation agreement entered into or amended under
section 721(l) after the effective date may include a provision
providing for liquidated or actual damages for breaches of the
agreement by parties to the transaction. The Committee shall set
the amount of any liquidated damages as a reasonable assessment
of the harm to the national security that could result from a breach
of the agreement. Any mitigation agreement containing a liquidated
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damages provision shall include a provision specifying that the
Committee will consider the severity of the breach in deciding
whether to seek a lesser amount than that stipulated in the contract.

CFIUS now has potentially draconian powers to enforce the terms of
mitigation agreements.
§ 14.07

PUBLIC AND CONGRESSIONAL RELATIONS
CAMPAIGNS

A key element of success in many CFIUS reviews will be obtaining
congressional and media neutrality or support. Therefore, parties considering CFIUS notifications of transactions that might appear controversial
should consider supplementing their legal work in the CFIUS process
with public and congressional relations campaigns. See Chapter 15.
§ 14.08

THE UNITED STATES IS OPEN TO FOREIGN
INVESTMENT, BUT PAY ATTENTION TO NATIONAL
SECURITY CONCERNS

The United States remains committed to an open investment environment and treating foreign investors on an equal footing with their
domestic competition in the vast majority of cases where the foreign
investment does not threaten to impair the national security of the United
States. It was for this reason that Congress set the initial CFIUS review
deadline at 30 days, to coincide with the 30-day antitrust review period
under the Hart-Scott-Rodino procedures.32 Even after the implementation
of FINSA, most cross-border mergers and acquisitions do not require a
CFIUS review. Nevertheless, the expanded view of national security
mandated by FINSA, and the expansive definition of “covered transactions” in the Final Regulations, do mean that CFIUS national security
reviews of proposed acquisitions of U.S. businesses are going to be a
crucial part of the transaction for many foreign investments in existing
U.S. businesses.
The most important considerations for success in a CFIUS review are
understanding in advance the institutional and other concerns of the CFIUS
member agencies, and creative thinking about how to demonstrate that
32

See § 11.05 supra.
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those concerns are not threatened, or to mitigate them. Companies
also must think carefully about the terms of any proposed mitigation
agreements, as the government now has draconian powers to enforce those
terms. In some cases, the terms that would be required to mitigate the
concerns of CFIUS member agencies would make the transaction no longer
attractive to the parties. Nevertheless, in most cases early attention to the
CFIUS process and to the legitimate concerns of the member agencies can
ensure smooth and timely proceedings that result in CFIUS clearance
without restrictions, or on terms that preserve the value of the transaction
for all parties.
Finally, CFIUS approval is not always the end of the story. It is
important to pay attention to potential concerns of Congress and the
general public. See Chapter 15 for guidance.
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REQUIRED CONTENTS OF A
CFIUS VOLUNTARY NOTICE
(31 C.F.R. § 800.402)
§ 800.402

CONTENTS OF VOLUNTARY NOTICE.

(a) If the parties to a transaction file a voluntary notice, they shall
provide in detail the information set out in this section, which must be
accurate and complete with respect to all parties and to the transaction.
(See also paragraph (l) of this section and § 800.701(d) regarding
certification requirements.)
(b) In the case of a hostile takeover, if fewer than all the parties to
a transaction file a voluntary notice, each notifying party shall provide the
information set out in this section with respect to itself and, to the extent
known or reasonably available to it, with respect to each non-notifying
party.
(c) A voluntary notice filed pursuant to § 800.401(a) shall describe
or provide, as applicable:
(1) The transaction in question, including:
(i) A summary setting forth the essentials of the transaction, including a statement of the purpose of the transaction,
and its scope, both within and outside of the United States;
(ii) The nature of the transaction, for example, whether
the acquisition is by merger, consolidation, the purchase of
voting interest, or otherwise;
(iii) The name, United States address (if any), website
address (if any), nationality (for individuals) or place of incorporation or other legal organization (for entities), and address
of the principal place of business of each foreign person that is
a party to the transaction;
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(iv) The name, address, website address (if any), principal place of business, and place of incorporation or other legal
organization of the U.S. business that is the subject of the
transaction;
(v) The name, address, and nationality (for individuals)
or place of incorporation or other legal organization (for entities) of:
(A) The immediate parent, the ultimate parent, and
each intermediate parent, if any, of the foreign person
that is a party to the transaction;
(B) Where the ultimate parent is a private company,
the ultimate owner(s) of such parent; and
(C) Where the ultimate parent is a public company,
any shareholder with an interest of greater than five
percent in such parent;
(vi) The name, address, website address (if any), and
nationality (for individuals) or place of incorporation or
other legal organization (for entities) of the person that will
ultimately control the U.S. business being acquired;
(vii) The expected date for completion of the transaction,
or the date it was completed;
(viii) A good faith approximation of the net value of the
interest acquired in the U.S. business in U.S. dollars, as of the
date of the notice; and
(ix) The name of any and all financial institutions
involved in the transaction, including as advisors, underwriters, or a source of financing for the transaction;
(2) With respect to a transaction structured as an acquisition of
assets of a U.S. business, a detailed description of the assets of the
U.S. business being acquired, including the approximate value of
those assets in U.S. dollars;
(3) With respect to the U.S. business that is the subject of the
transaction and any entity of which that U.S. business is a parent
(unless that entity is excluded from the scope of the transaction):
(i) Their respective business activities, as, for example,
set forth in annual reports, and the product or service categories of each, including an estimate of U.S. market share for
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such product or service categories and the methodology used
to determine market share, and a list of direct competitors for
those primary product or service categories;
(ii) The street address (and mailing address, if different)
within the United States and website address (if any) of each
facility that is manufacturing classified or unclassified products or producing services described in paragraph (c)(3)(v) of
this section, their respective Commercial and Government
Entity Code (CAGE Code) assigned by the Department of
Defense, their Dun and Bradstreet identification (DUNS)
number, and their North American Industry Classification
System (NAICS) Code, if any;
(iii) Each contract (identified by agency and number) that
is currently in effect or was in effect within the past five years
with any agency of the United States Government involving
any information, technology, or data that is classified under
Executive Order 12958, as amended, its estimated final
completion date, and the name, office, and telephone number
of the contracting official;
(iv) Any other contract (identified by agency and
number) that is currently in effect or was in effect within the
past three years with any United States Government agency or
component with national defense, homeland security, or other
national security responsibilities, including law enforcement
responsibility as it relates to defense, homeland security, or
national security, its estimated final completion date, and the
name, office, and telephone number of the contracting official;
(v) Any products or services (including research and
development):
(A) That it supplies, directly or indirectly, to any
agency of the United States Government, including as a
prime contractor or first tier subcontractor, a supplier to
any such prime contractor or subcontractor, or, if known
by the parties filing the notice, a subcontractor at any
tier; and
(B) If known by the parties filing the notice, for
which it is a single qualified source (i.e., other acceptable
suppliers are readily available to be so qualified) or a sole
source (i.e., no other supplier has needed technology,
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equipment, and manufacturing process capabilities) for
any such agencies and whether there are other suppliers
in the market that are available to be so qualified;
(vi) Any products or services (including research and
development) that:
(A) It supplies to third parties and it knows are
rebranded by the purchaser or incorporated into the products of another entity, and the names or brands under
which such rebranded products or services are sold; and
(B) In the case of services, it provides on behalf of,
or under the name of, another entity, and the name of any
such entities;
(vii) For the prior three years—
(A) The number of priority rated contracts or orders
under the Defense Priorities and Allocations System
(DPAS) regulations (15 CFR part 700) that the U.S.
business that is the subject of the transaction has received
and the level of priority of such contracts or orders
(“DX” or “DO”); and
(B) The number of such priority rated contracts or
orders that the U.S. business has placed with other entities
and the level of priority of such contracts or orders, and
the acquiring party’s plan to ensure that any new entity
formed at the completion of the notified transaction
(or the U.S. business, if no new entity is formed)
complies with the DPAS regulations; and
(viii) A description and copy of the cyber security plan,
if any, that will be used to protect against cyber attacks on the
operation, design, and development of the U.S. business’s
services, networks, systems, data storage, and facilities;
(4) Whether the U.S. business that is being acquired produces
or trades in:
(i) Items that are subject to the EAR and, if so, a description (which may group similar items into general product
categories) of the items and a list of the relevant commodity
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classifications set forth on the CCL (i.e., Export Control
Classification Numbers (ECCNs) or EAR99 designation);
(ii) Defense articles and defense services, and related
technical data covered by the USML in the ITAR, and, if so, the
category of the USML; articles and services for which commodity jurisdiction requests (22 CFR § 120.4) are pending; and
articles and services (including those under development) that
may be designated or determined in the future to be defense
articles or defense services pursuant to 22 CFR § 120.3;
(iii) Products and technology that are subject to export
authorization administered by the Department of Energy
(10 CFR part 810), or export licensing requirements
administered by the Nuclear Regulatory Commission (10 CFR
part 110); or
(iv) Select Agents and Toxins (7 CFR part 331, 9 CFR
part 121, and 42 CFR part 73);
(5) Whether the U.S. business that is the subject of the
transaction:
(i) Possesses any licenses, permits, or other authorizations other than those under the regulatory authorities listed
in paragraph (c)(4) of this section that have been granted by
an agency of the United States Government (if applicable,
identification of the relevant licenses shall be provided); or
(ii) Has technology that has military applications (if so,
an identification of such technology and a description of such
military applications shall be included); and
(6) With respect to the foreign person engaged in the transaction and its parents:
(i) The business or businesses of the foreign person and
its ultimate parent, as such businesses are described, for
example, in annual reports, and the CAGE codes, NAICS
codes, and DUNS numbers, if any, for such businesses;
(ii) The plans of the foreign person for the U.S. business
with respect to:
(A) Reducing, eliminating, or selling research and
development facilities;
(B) Changing product quality;
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(C) Shutting down or moving outside of the United
States facilities that are within the United States;
(D) Consolidating or selling product lines or
technology;
(E) Modifying or terminating contracts referred to
in paragraphs (c)(3)(iii) and (iv) of this section; or
(F) Eliminating domestic supply by selling products
solely to non-domestic markets;
(iii) Whether the foreign person is controlled by or acting
on behalf of a foreign government, including as an agent or
representative, or in some similar capacity, and if so, the
identity of the foreign government;
(iv) Whether a foreign government or a person controlled
by or acting on behalf of a foreign government:
(A) Has or controls ownership interests, including
convertible voting instruments, of the acquiring foreign
person or any parent of the acquiring foreign person, and
if so, the nature and amount of any such instruments, and
with regard to convertible voting instruments, the terms
and timing of their conversion;
(B) Has the right or power to appoint any of the
principal officers or the members of the board of directors of the foreign person that is a party to the transaction
or any parent of that foreign person;
(C) Holds any contingent interest (for example,
such as might arise from a lending transaction) in the foreign acquiring party and, if so, the rights that are covered
by this contingent interest, and the manner in which they
would be enforced; or
(D) Has any other affirmative or negative rights or
powers that could be relevant to the Committee’s determination of whether the notified transaction is a foreign
government-controlled transaction, and if there are any
such rights or powers, their source (for example, a
“golden share,” shareholders agreement, contract, statute,
or regulation) and the mechanics of their operation;
(v) Any formal or informal arrangements among foreign
persons that hold an ownership interest in the foreign person
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that is a party to the transaction or between such foreign
person and other foreign persons to act in concert on particular
matters affecting the U.S. business that is the subject of the
transaction, and provide a copy of any documents that
establish those rights or describe those arrangements;
(vi) For each member of the board of directors or similar
body (including external directors) and officers (including
president, senior vice president, executive vice president, and
other persons who perform duties normally associated with
such titles) of the acquiring foreign person engaged in the
transaction and its immediate, intermediate, and ultimate
parents, and for any individual having an ownership interest of
five percent or more in the acquiring foreign person engaged
in the transaction and in the foreign person’s ultimate parent,
the following information:
(A) A curriculum vitae or similar professional
synopsis, provided as part of the main notice, and
(B) The following “personal identifier information,”
which, for privacy reasons, and to ensure limited distribution, shall be set forth in a separate document, not in the
main notice:
(1) Full name (last, first, middle name);
(2) All other names and aliases used;
(3) Business address;
(4) Country and city of residence;
(5) Date of birth;
(6) Place of birth;
(7) U.S. Social Security number (where
applicable);
(8) National identity number, including
nationality, date and place of issuance, and expiration date (where applicable);
(9) U.S. or foreign passport number (if more
than one, all must be fully disclosed), nationality,
date and place of issuance, and expiration date and,
if a U.S. visa holder, the visa type and number, date
and place of issuance, and expiration date; and
(10) Dates and nature of foreign government
and foreign military service (where applicable),
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other than military service at a rank below the top
two non-commissioned ranks of the relevant foreign country; and
(vii) The following “business identifier information” for
the immediate, intermediate, and ultimate parents of the foreign person engaged in the transaction, including their main
offices and branches:
(A) Business name, including all names under
which the business is known to be or has been doing
business;
(B) Business address;
(C) Business phone number, fax number, and
e-mail address; and
(D) Employer identification number or other
domestic tax or corporate identification number.
(d) The voluntary notice shall list any filings with, or reports to,
agencies of the United States Government that have been or will be made
with respect to the transaction prior to its closing, indicating the agencies
concerned, the nature of the filing or report, the date on which it was filed
or the estimated date by which it will be filed, and a relevant contact point
and/or telephone number within the agency, if known.
EXAMPLE:
Corporation A, a foreign person, intends to acquire Corporation X,
which is wholly owned and controlled by a U.S. national and
which has a Facility Security Clearance under the Department of
Defense Industrial Security Program. See Department of Defense,
“Industrial Security Regulation,” DOD 5220.22- R, and “Industrial
Security Manual for Safeguarding Classified Information,”
DOD 5220.22-M. Corporation X accordingly files a revised Form
DD SF-328, and enters into discussions with the Defense Security
Service about effectively insulating its facilities from the foreign
person. Corporation X may also have made filings with the
Securities and Exchange Commission, the Department of Commerce, the Department of State, or other federal departments and
agencies. Paragraph (d) of this section requires that certain specific
information about these filings be reported to the Committee in a
voluntary notice.

14-60

NATIONAL SECURITY REVIEW

APPENDIX 14-A

(e) In the case of the establishment of a joint venture in which one
or more of the parties is contributing a U.S. business, information for
the voluntary notice shall be prepared on the assumption that the foreign
person that is party to the joint venture has made an acquisition of
the existing U.S. business that the other party to the joint venture is
contributing or transferring to the joint venture. The voluntary notice shall
describe the name and address of the joint venture and the entities that
established, or are establishing, the joint venture.
(f) In the case of the acquisition of some but not all of the assets of
an entity, § 800.402(c) requires submission of the specified information
only with respect to the assets of the entity that have been or are proposed
to be acquired.
(g) Persons filing a voluntary notice shall, with respect to the foreign
person that is a party to the transaction, its immediate parent, the U.S.
business that is the subject of the transaction, and each entity of which the
foreign person is a parent, append to the voluntary notice the most recent
annual report of each such entity, in English. Separate reports are not
required for any entity whose financial results are included within the
consolidated financial results stated in the annual report of any parent of
any such entity, unless the transaction involves the acquisition of a U.S.
business whose parent is not being acquired, in which case the notice shall
include the most recent audited financial statement of the U.S. business that
is the subject of the transaction. If a U.S. business does not prepare
an annual report and its financial results are not included within
the consolidated financial results stated in the annual report of a parent, the
filing shall include, if available, the entity’s most recent audited financial
statement (or, if an audited financial statement is not available, the
unaudited financial statement).
(h) Persons filing a voluntary notice shall, during the time that the
matter is pending before the Committee or the President, promptly advise
the Staff Chairperson of any material changes in plans, facts and
circumstances addressed in the notice, and information provided or
required to be provided to the Committee under § 800.402, and shall
file amendments to the notice to reflect such material changes. Such
amendments shall become part of the notice filed by such persons under
§ 800.401, and the certification required under § 800.402(l) shall apply to
such amendments. (See also § 800.701(d).)
(i) Persons filing a voluntary notice shall include a copy of the most
recent asset or stock purchase agreement or other document establishing
the agreed terms of the transaction.
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(j) Persons filing a voluntary notice shall include:
(1) An organizational chart illustrating all of the entities
or individuals above the foreign person that is a party to the
transaction up to the person or persons having ultimate control of
that person, including the percentage of shares held by each; and
(2) The opinion of the person regarding whether:
(A) It is a foreign person;
(B) It is controlled by a foreign government; and
(C) The transaction has resulted or could result in control
of a U.S. business by a foreign person, and the reasons for
its view, focusing in particular on any powers (for example,
by virtue of a shareholders agreement, contract, statute, or
regulation) that the foreign person will have with regard to the
U.S. business, and how those powers can or will be exercised.
(k) Persons filing a voluntary notice shall include information as to
whether:
(1) Any party to the transaction is, or has been, a party to a
mitigation agreement entered into or condition imposed under
section 721, and if so, shall specify the date and purpose of such
agreement or condition and the United States Government signatories; and
(2) Any party to the transaction has been a party to a transaction previously notified to the Committee.
(l) Each party filing a voluntary notice shall provide a certification
of the notice consistent with § 800.202. A sample certification may be
found on the Committee’s section of the Department of the Treasury
website, available at http://www.treas.gov/offices/international-affairs/
cfius/index.shtml.
(m) Persons filing a voluntary notice shall include with the notice a
list identifying each document provided as part of the notice, including
all documents provided as attachments or exhibits to the narrative
response.
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§ 15.01

§ 15.02

EXECUTIVE SUMMARY

The United States has a long-standing practice and policy of
supporting the free flow of capital throughout the world. Despite highly
publicized events that may have given a contrary impression, the United
States welcomes inbound foreign direct investment transactions and
projects provided they do not harm national security.
During the Dubai Ports World (“DPW”) controversy in 2006, an
acquisition that had been cleared by the Committee on Foreign Investment
in the United States (“CFIUS”) faced overwhelming public and congressional criticism. In the DPW case, CFIUS lost the confidence of Congress
and, as a result, investors faced a potentially hostile atmosphere in the
United States for politically sensitive projects that in fact were sound from
a national security perspective.
Following the DPW case, Congress legislated for more communication with the Executive Branch and more transparency surrounding the
CFIUS process. The result is greater certainty and fairness for foreign
direct investment. Nonetheless, savvy investors who bring proposals
with political implications should recognize that, parallel to the CFIUS
process, it is important to have a public and congressional relations
strategy.
§ 15.02

FOREIGN INVESTMENT IS WELCOMED IN THE
UNITED STATES

The world’s appetite for the dollar and for investing in the United
States has remained strong despite the credit crisis and the housing and
mortgage market meltdown in the closing years of the last decade. With
a gross domestic product of nearly $14 trillion, the United States remains
the world’s largest economy in any one country. It continues to be seen
by foreign investors as a safe harbor for investment that is sustained by a
free and stable democracy, an open economy, and a skilled work force. In
spite of recent economic difficulty, these conditions continue to assure
foreign investors of long-term prospects for economic growth in the
United States, with the additional value of a tariff-free, continental marketplace created by the North American Free Trade Agreement.
The United States welcomes all forms of investment that do not
compromise or damage its national security, a longstanding principle that is
reflected throughout U.S. policy. Physical plant and manufacturing-sector
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investments are considered particularly desirable because they create
and sustain jobs. However, since 9/11, national security has become
an overwhelming issue in the United States, at times making
non-controversial investments the subject of concern and scrutiny.
Foreign investors recognize this change and have welcomed the
significant effort in Congress and in the Executive Branch to smooth
the process of direct investment. The value of the U.S. market for this
purpose remains strong, but potentially controversial investments now
require significantly more strategic planning. Investors must navigate a
new national security review process (at CFIUS), which is examined in
Chapter 14. In addition, savvy investors separately must take into account
potential political dynamics and must devise sophisticated public and
government relations strategies to parallel their economic assessments and
business plans.
The DPW controversy, and other events around the same time,
demonstrated that government approval of a transaction may be necessary
but may not be sufficient for its long-term viability. In the DPW case, the
political dynamics in Congress and in the United States as a whole
overwhelmed the technical CFIUS process. As a result, investors
were faced with the worrisome prospects of public debate standing in the
way of foreign direct investment completely free of technical national
security objections.
Recent changes in the U.S. government’s process for reviewing
investments in certain sectors, specifically the Foreign Investment
and National Security Act of 2007 (“FINSA”)1 and its implementing
regulations,2 have reassured the international community that the United
States will guard against inappropriate restrictions for entry of foreign
capital. The new law codifies, in most respects, pre-existing policies and
procedures within the national security review process, but makes changes
in order to address the varied concerns raised by the DPW experience.
The new standards continue the guiding principle that governmental
review should seek to enable the transaction to go forward and should
require adjustment in the presence of national security concerns.
The passage of FINSA and the U.S. Treasury’s implementation of
the law’s regulations have been well-received, both domestically and

1

Pub. L. No. 110-49, 121 Stat. 246 (2007).
Regulations Pertaining to Mergers, Acquisitions, and Takeovers by Foreign Persons,
73 Fed. Reg. 70702 (Nov. 21, 2008) (codified at 31 C.F.R. pt. 800).
2
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throughout the international investment community. The effort has
renewed Congress’s faith in the CFIUS process that had been lost during
the DPW affair. It reestablished CFIUS’s authority in the policy space of
national security analysis. At the same time, it has restored international
investors’ faith that the United States will be consistent and fair in
applying its policies.
Since recovery from the shock of 9/11, sophisticated policymakers
recognize the critical importance of forging and solidifying relationships
with American allies against terror. Rather than being a threat to national
security, foreign investment often enhances efforts to protect the United
States and its people.
When investments are conceived, structured, and presented properly,
they will face few obstacles. Under the new framework of FINSA, the
United States remains one of the most open markets for foreign capital.
Rather than being viewed as burdensome, the discipline of preparing for
presentation to CFIUS will contribute to a solid foundation for a project’s
ultimate economic success. Additionally, advance planning and sound
strategy for congressional, government, and public relations will support
the accomplishment of foreign investment transactions.
Chapter 14 addresses the more technical aspects of the FINSA law
for potentially controversial foreign investments. This chapter focuses on
practical advice for managing the political processes that surround such
projects, as well as for the separate and distinct regulatory process that is
conducted by CFIUS.
Although it did not end happily, the DPW episode is an important
prelude to the consideration of foreign direct investments that move
through CFIUS under FINSA. Consequently, this chapter opens with a
discussion of the DPW transaction and summarizes the lessons learned,
then offers suggestions intended to inspire thoughtful strategies for
regulatory and political success for such projects, as well as some
practical advice.
§ 15.03

DUBAI PORTS WORLD: WHAT WENT WRONG

No current discussion of the CFIUS regulatory process is complete
without a thorough review of the DPW controversy that occurred
in 2006.
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[A] Reviewing the Dubai Ports World Controversy
Prior to DPW, the vast majority of Americans had never heard of
CFIUS, the process by which non-U.S. investments are reviewed for their
potential impact on national security. An unfortunate chapter in U.S. trade
history, the DPW episode revealed the isolationist and protectionist
sentiments in the United States that coexist with an open society and an
appetite for free trade. The controversy was the result of a combination
of misunderstanding, misinformation, and post-9/11 fear.
DPW’s purchase of the British-owned Peninsular and Oriental
Steam Navigation Company (“POSNC”), worth nearly $7 billion, was
never a threat to U.S. security. In fact, the DPW involvement would have
resulted in better relations in a troubled part of the world, specifically a
more productive connection with the United Arab Emirates (“UAE”), a
close and supportive U.S. ally in the Middle East. A moderate Arab
state, Dubai has contributed to the fight against terrorism, notably in
combating terrorist financing.
With lessons learned as a result, Congress and the President enacted
FINSA, and the U.S. Treasury issued the law’s implementing regulations
in order to adjust the CFIUS process to conform with the new, statutory
requirements. The goal was to increase the transparency of the process
and to increase overall communication with Congress in order to avoid,
and if possible eliminate, such unproductive volatility in the future. The
DPW case is the rare exception to a CFIUS process that almost always
achieves a satisfactory result.
[B] A Combination of Fear and Doubt
Fear and doubt—fear of terrorism among Americans generally, and
doubt within Congress about the soundness of the CFIUS process—
converged to create the firestorm of public debate that surrounded the
DPW transaction.
The attacks of 9/11 presented CFIUS with additional challenges
that included the physical and technological vulnerability of U.S.
infrastructure. In the years since 2001, written agreements have become
common as a way to resolve issues raised in the CFIUS process.
During the controversy, some members of Congress tried to
challenge and to reopen the CFIUS decision that was made in favor of
the DPW acquisition of POSNC. The role of Congress in the process

15-6

MANAGING REGULATORY & POLITICAL PROCESSES

§ 15.03[C]

became an issue. Previously, there had been general agreement in the
United States that Congress as an institution, and individual members
and senators, should not be involved in specific CFIUS proceedings and
decisions. The Exon-Florio legislation3 requires confidentiality from
CFIUS members regarding filings; however, the requirement (before the
passage of FINSA) did not apply to Congress. Some concluded that this
ambiguity, specifically the difference in how the law applied to the two
branches of government, was a major factor contributing to the confusion
and disagreement about the CFIUS process that arose in the DPW affair.
The rancorous, highly charged atmosphere created by the DPW
controversy resulted in a CFIUS process that became more difficult for
foreign investors. In a study for the National Foundation for American
Policy, Swinging the Pendulum Too Far: An Analysis of the CFIUS
Process Post-Dubai Ports World, David Marchick found higher numbers
of filings, full investigations, withdrawals of projects, and reviews that
required presidential decisions.4 Marchick found longer review times,
despite the statutory requirement, and an increased number of mitigation
agreements, thus implying greater scrutiny and demands on investors after
DPW. The concern about inhibiting foreign investment persisted after
DPW, leading Congress and the Bush Administration to address the
problem with FINSA.
[C] The DPW Case
For the eight months that it was in effect, the POSNC purchase
gave DPW corporate ownership of long-term port leases for some
terminal operations in seven U.S. ports (Baltimore, Miami, New Jersey,
New Orleans, New York, Philadelphia, and Tampa) and other stevedoring
operations along the Atlantic and Gulf Coasts. At the time, approximately
one-third of American ports had corporate control based outside the
United States, but none based in the Middle East.
3
The “Exon Florio Amendment” was enacted as Section 5021 of the Omnibus Trade
and Competitiveness Act of 1988, Pub. L. No. 100-418, 102 Stat. 1107, and is codified,
as amended, at 50 U.S.C. § 2170. The original authorization was scheduled to expire in
1991, but was made permanent by Section 8 of the Defense Production Act Extension and
Amendments of 1991. Pub. L. No. 102-99, 105 Stat. 487.
4
Marchick, David. Swinging the Pendulum Too Far: An Analysis of the CFIUS
Process Post-Dubai Ports World, National Foundation for American Policy, policy brief,
January, 2007, available at http://www.nfap.com/researchactivities/studies/NFAPPolicy
BriefCFIUS0107.pdf (last visited May 27, 2010).
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[D] DPW Would Have Enhanced Security
While the transaction gave DPW corporate ownership of the ports’
leases and some terminal operations, it did not change the security procedures used at U.S. ports, which are conducted by the U.S. Government.
As detailed in the House Financial Services Subcommittee hearing on the
issue, held on March 1, 2006, then-Department of Homeland Security
Deputy Secretary Michael Jackson noted that terminal operators do not
run ports, nor do they provide or oversee security for the port complex.5
At the hearing, Jackson said, “The public fears that the DPWorld
transaction have generated on this point are misplaced and lack a firm,
factual foundation.” He noted that the U.S. Coast Guard has jurisdiction
over port security, and the U.S. Customs and Border Patrol (“CBP”), an
agency of the U.S. Department of Homeland Security, oversees
cargo security. U.S. longshoremen operate the cranes and handle cargo
containers. State and local governments actually own the ports. DPW
was proposing to assume operations at 24 terminals in 6 port facilities, or
“less than five percent of the facilities in those six ports,” according to
Jackson’s testimony.
Additionally, DPW directly manages one of the largest and most
sophisticated ports in the world, at Jebel Ali, securing cargo ships prior to
their arrival at U.S. ports. According to congressional testimony from the
U.S. Department of Defense, Jebel Ali “is the only carrier-capable
port in the Gulf.”6 The secure freight initiative, undertaken after 9/11,
continues to be implemented by U.S. CBP yet, according to the agency,
approximately 11 million cargo containers arrive at U.S. ports each year,
to date without serious incident.
The global freight system is interdependent: the shipping port of
origin has as much interest in maintaining security as the receiving one. The
5

Jackson, Michael. Testimony before the House Financial Services Subcommittee
on Domestic and International Monetary Policy, Trade and Technology hearing on
“Foreign Investment, Jobs and National Security: the CFIUS Process.” (Washington,
D.C., U.S. Department of Homeland Security) March 1, 2006, pp. 2-3, available at http://
financialservices.house.gov/archive/hearings.asp@formmode=detail&hearing=444.html
(last visited May 27, 2010).
6
Edelman, Eric S. Testimony before the House Financial Services Subcommittee
on Domestic and International Monetary Policy, Trade and Technology hearing on
“Foreign Investment, Jobs and National Security: the CFIUS Process.” (Washington,
D.C., U.S. Department of Defense) March 1, 2006, pp. 5-6, available at http://
financialservices.house.gov/media/pdf/030106ee.pdf (last visited May 27, 2010).
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U.S. container security initiative is multi-layered, and the security goal
is to interdict any threat before cargo is loaded on U.S.-bound ships,
according to the CBP’s Container Security Initiative, 2006-2011 Strategic
Plan.7 Dangerous cargo placed on U.S.-bound vessels is already a
terrorist threat, as detecting and disabling dangerous material in a U.S.
port is infinitely more complicated with a dramatically smaller chance
of success.
Jackson testified,
DPWorld has played an invaluable role in the establishment of
the first foreign-port screening program that the U.S. started in the
Middle East. That’s because Dubai also volunteered to help in this
innovative approach to security. DPWorld has voluntarily agreed to
participate in screening of outbound cargo for nuclear material, and
it has worked closely with CBP and the Dubai Customs Authority to
target high-risk containers destined for the U.S. These screening
programs could not have been successfully implemented without the
cooperation of Dubai Ports World.

Also at the March 2006 hearing, the Department of Defense witness,
Eric S. Edelman, then-Under Secretary of Defense for Policy, stated,
Dubai was the first Middle Eastern entity to join the Container
Security Initiative—a multinational program to protect global trade
from terrorism. It was also the first Middle Eastern entity to join the
Department of Energy’s megaports initiative, a program aimed at
stopping illicit shipments of nuclear and other radioactive material.
The UAE has also worked with us to stop terrorist financing
and money laundering by freezing accounts, enacting aggressive
anti-money laundering and counter-terrorist financing laws and
regulations, and exchanging information on people and entities
suspected of being involved in these activities. As you may know,
the UAE provides the United States and our coalition forces with
important access to their territory and facilities. General Pace has
summed up our defense relationship by saying that ‘in everything
that we have asked and work with them on, they have proven to be
very, very solid partners.’ The UAE provides excellent access to its
seaports and airfields like al Dhafra Air Base, as well as overflight
7

U.S. Customs and Border Patrol, “Container Security Initiative, 2006-2011 Strategic
Plan,” available at http://www.cbp.gov/linkhandler/cgov/trade/cargo_security/csi/csi_
strategic_plan.ctt/csi_strategic_plan.pdf (last visited May 27, 2010).
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through UAE airspace and other logistical assistance. We have more
Navy port visits in the UAE than any other port outside the United
States.

Similarly, C. David Welch, then-Assistant Secretary of State for
Near Eastern Affairs, said,
The UAE is a longstanding friend and ally of the United States, and
a key partner in the Global War on Terror. . . . The UAE provides
U.S. and Coalition forces with critical support for our efforts in
Iraq and Afghanistan, including unprecedented access to its ports
and territory, overflight clearance, and other critical logistical
assistance. As a moderate Arab state, the UAE has long supported
the Israeli-Palestinian peace process and shares our goal of a stable
economic, political and security environment in the Middle East.8

From the differing points of view of all facets of the U.S. government
represented in CFIUS, the consensus was that the transaction should go
forward. CFIUS asked and DPW agreed to enforceable assurances that
cooperation and information-sharing regarding port management would
continue. Once this agreement was completed, CFIUS approved the DPW
acquisition after an initial 30-day review.
[E] Incomprehension and Political Rejection
Unusually heated rhetoric from members of Congress in late
February and early March, 2006, and a news media “feeding frenzy”
overwhelmed the facts. The American public became enraged by the
idea that an Arab state-owned company would have any ownership or
involvement in U.S. ports. In the 109th Congress, more than 20 pieces of
legislation were introduced by members of Congress to address the
DPW issue.
There also were misperceptions that the DPW review by CFIUS
was rushed and that it was conducted in secret. During the March 1
House Financial Services Subcommittee hearing, then-Treasury Deputy
Secretary Robert M. Kimmitt refuted these two charges, detailing the
8

Welch, C. David. Testimony before the House Financial Services Subcommittee on
Domestic and International Monetary Policy, Trade and Technology hearing on “Foreign
Investment, Jobs and National Security: the CFIUS Process.” (Washington, D.C., U.S.
Department of State) March 1, 2006, p. 1.
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CFIUS review process that followed regular order with a 30-day investigation and subsequent follow-up on additional assurances with DPW.
DPW renewed its filing and specifically requested an extended,
45-day investigation. The transaction was approved again. Ultimately,
however, DPW officials announced that they would divest the port
operations at the earliest opportunity, and eight months later, they
completed a sale to a U.S.-based company.
[F] Explaining the Outcome
So what went wrong with a well-conceived project thoughtfully
proposed and properly completed by an enterprise of a U.S. ally?
There is a great deal to be learned from the controversy about the
importance of a solid foundation of support for a project. Additionally, it
is an example of the sometimes overwhelming nature of a news story that
initially sets public perception and then drives public opinion.
News with a particular angle now spreads rapidly through both
the new media of news Web sites, social networking, blogging and
videography, as well as the traditional, so-called “mainstream media.” It
can shape public opinion and the opinions of other reporters quickly, and
erroneous, so-called “viral” stories are difficult to correct. Uncorroborated reports that have not been subjected to the scrutiny of journalism
editing can appear in blogs or in other social networking, which are then
quoted and referenced in well-known, mainstream media. In 2006, the
Internet’s social networking, blogging, and alternative news sites had yet
to gain the prominence they now hold. At the time, cable television and
radio talk shows were the main drivers of the media debate. In the DPW
case, the fact that the project was announced previously and reported by
trade publications made little difference in the overheated atmosphere.
The issue of Arab ownership of U.S. port contracts was exploited
further by some public officials who spoke too soon in an attempt to use
the story for political gain. Again, regular order had been followed in the
CFIUS process for the DPW purchase, and the CFIUS decision was
sound; however, those facts were lost amid the controversy. In the face of
withering criticism from members of both parties and from all parts of the
political spectrum, CFIUS, after the 45-day review of the transaction,
reached the same conclusion that the acquisition presented no national
security issue: it is an important indication that CFIUS executes a narrow
review that is separate and distinct from public discourse.
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The entire DPW affair underscores the importance of building
support around direct investment projects so they are able to withstand
challenge. As DPW painfully illustrates, representatives of a foreign
investment project must consider the larger political and public context,
in addition to fulfilling what is needed for the mechanics of the CFIUS
process.
[G] Lessons from DPW
Unfortunately, the DPW affair sent a negative signal throughout
the world that the United States was not interested in receiving foreign
direct investment. It happened at a time when the United States faced a
persistent trade deficit. The affair, however, informed the public and
Congress as a whole about the CFIUS process. It allowed Congress to
review the system and to make beneficial changes to increase
transparency while maintaining the integrity and autonomy of the CFIUS
process.
The goal of the United States should be to remain open and secure,
even though these two objectives are not always easy to reconcile.
Congress eventually addressed the dilemma responsibly and did not
capitulate to the irrational fear and protectionist sentiment that might
have followed from DPW. The CFIUS process could have become so
burdensome that foreign-based companies would have been unwilling
and unable to undertake U.S. investments. Fortunately, the United States
is back to the business of actively soliciting and encouraging foreign
direct investment but, regrettably, the opportunity to deepen ties and the
alliance with Dubai was lost.
The FINSA law that resulted one year after the controversy was an
example of congressional restraint and bipartisanship, maintaining the
important distinction that Congress should be informed about the overall
CFIUS process and its outcomes but should not participate directly in
specific decisions. The law does not permit Congress to request, to
instigate, or to mandate CFIUS reviews; the Committee reports to Congress annually.
In addition to the annual report, FINSA requires CFIUS to report to
Congress on every concluded review or investigation. The report on each
transaction occurs only after all deliberative action has been concluded.
FINSA requires CFIUS project approvals to be signed by higher-ranking
officials at the Treasury Department and at the designated lead agency.
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DPW was a watershed event in the history of foreign direct investment in the United States. Ultimately, an unexpectedly favorable final
result was reached: the new FINSA law was enacted and communication
with the U.S. Congress improved, as did, potentially, the overall vetting
of controversial projects.
The resolution of DPW also may have been an important event in
U.S. foreign policy. It required the United States to rededicate itself to
its allies in the Middle East and to the principles of free trade, and it
clarified how the United States would assert its national security interests
in economic affairs.
In their study, Global FDI Policy, Correcting a Protectionist Drift,
David M. Marchick and Matthew J. Slaughter examined whether increased
complexity of foreign investment review processes represent reduced
openness (increased protectionism) or greater clarity and direction for
investors.9 Marchick and Slaughter documented an increased number of
transactions filed with CFIUS, an increased number of second-stage
investigations, and an increase in conditional mitigation agreements for
approved transactions following the DPW controversy. They did not find
an increase in these numbers after the 9/11 attacks, leading them to
conclude that “CFIUS’s efforts to tighten the process were more related
to institutional tensions with Congress—and the CFIUS agencies’ desire to
inspire congressional confidence in the process—than to a change in
the security environment.”10
Marchick and Slaughter reach the following conclusion about
FINSA:
“In the United States, passage of FINSA was welcomed by leading
business organizations, including the U.S. Chamber of Commerce and
the Organization for International Investment, which represents many of
the biggest foreign investors in the United States, not because the
business community wanted new regulation of FDI [foreign direct
investment] but rather because of the business community’s view that

9

Marchick, David M. & Slaughter, Matthew J. Global FDI Policy, Correcting a
Protectionist Drift. (New York, New York, and Washington, D.C., Council on Foreign
Relations, Council Special Report The Bernard and Irene Schwartz Series on American
Competitiveness) June 2008, pp. 29-31. See www.cfr.org.
10
Marchick, David M. & Slaughter, Matthew J. Global FDI Policy, Correcting a
Protectionist Drift. (New York, New York, and Washington, D.C., Council on Foreign
Relations, Council Special Report The Bernard and Irene Schwartz Series on American
Competitiveness) June 2008, at 30.
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passage of FINSA would improve the increasingly hostile political
environment surrounding FDI.”11
In the post-DPW era of foreign transactions, a sound public strategy
is a critical consideration for a project’s ultimate economic success. The
entire DPW affair is instructive for current transactions, and its resolution
in the form of the FINSA law makes such a firestorm highly unlikely
to recur.
[H] The Legislative Response: Legislative Reforms of CFIUS
Through FINSA
After the DPW controversy finally was settled with the company’s
announcement of its intent to divest itself of the POSNC piece, Congress
turned its attention to reviewing the law, regulations, and executive
orders pertaining to the CFIUS process. In the summer of 2006, the
House Financial Services Committee produced and the House of
Representatives passed a measured reform bill with an overwhelming
bipartisan vote that became the template for what ultimately became law
in 2007. With the bipartisan vote and support from the Administration,
FINSA was enacted to revise and to update the law covering national
security reviews of foreign investments.
Listed below are significant items covered in the new law, or in the
accompanying Executive Order and regulatory guidance from the
Department of the Treasury. Anyone considering a merger, acquisition,
or takeover that might be a “covered transaction” under FINSA (subject
to CFIUS review) should consult the full Treasury regulations that
implement the law. They were published in the Federal Register on
Friday, November 21, 2008, by the Department of the Treasury Office of
Investment Security.12 This list is not intended as a complete summary of
the FINSA reforms.

11

Marchick, David M. & Slaughter, Matthew J. Global FDI Policy, Correcting a
Protectionist Drift. (New York, New York, and Washington, D.C., Council on Foreign
Relations, Council Special Report The Bernard and Irene Schwartz Series on American
Competitiveness) June 2008, at 31.
12
Regulations Pertaining to Mergers, Acquisitions, and Takeovers by Foreign Persons,
73 Fed. Reg. 70702 (Nov. 21, 2008) (codified at 31 C.F.R. pt. 800), available at http://
www.treas.gov/offices/international-affairs/cfius/docs/CFIUS-Final-Regulations-new.pdf
(last visited May 27, 2010).
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[1] Codification
Arguably the most important change made by FINSA is that it
codified the CFIUS process into law: previously, the process had operated
by Executive Order implementing the directives of the Exon-Florio
provision.
[2] Covered Transactions
Interested investors should consult the regulations for complete
details on whether a specific transaction should be submitted for CFIUS
review. A foreign person or entity does not control an entity when it
holds 10 percent or less of the voting interest and when the interest is
held for the purpose of passive investment. There are examples of
covered transactions in which the percentage of voting securities being
purchased is lower than 10 percent but the holding is not a passive
investment. Regular investments undertaken by individuals or financial
services companies for investment purposes only are also not considered
covered transactions. Greenfields, or start-up investments, are not
considered covered transactions. Assets acquired by a foreign person are
not covered transactions when the asset is not considered a U.S. business.
[3] CFIUS Membership
Through the law and the implementing Executive Order, CFIUS,
which has been adjusted through the years, consists of nine members: the
Secretaries of State, Treasury, Defense, Homeland Security, Commerce,
and Energy, the Attorney General, the U.S. Trade Representative, and
the Director of the Office of Science and Technology. The Director of
National Intelligence and the Secretary of Labor are ex-officio members.
The Director of National Intelligence provides intelligence analysis.
The law allows the President to add members to the Committee.
President George W. Bush added the Director of the Office of Management and Budget; the Chairman of the Council of Economic Advisers;
the Assistant to the President for National Security Affairs; the Assistant
to the President for Economic Policy; and the Assistant to the President
for Homeland Security and Counterterrorism.
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[4] Lead Agency
The U.S. Treasury is the chair of CFIUS, with responsibility for the
Committee’s communications, meetings, and records. Treasury has the
responsibility of designating a lead agency for the consideration of each
covered transaction. Treasury may designate itself the lead agency.
[5] Confidentiality
The revised law maintains confidentiality of transaction information
related to the CFIUS process. It does not prevent disclosure to Congress;
however, it states that members of Congress and their staff members are
accountable for the release of information.
[6] Reporting to Congress
The law requires an annual report to Congress on the activities of
CFIUS, as well as the aggregated state of foreign investment in the
United States. Certain members of Congress may request briefings. In
addition to responding to certain House members’ or senators’ requests
for briefings, CFIUS is required to send reports to certain House members
and senators after every concluded review or investigation of a covered
transaction.
[7] Certification Requirement
Filers must certify that information regarding their transactions is
accurate and within the law.
[8] Clearances
For concluded, 30-day reviews, the Treasury and any lead agency
must certify at the Assistant Secretary level or higher. For concluded
45-day investigations, the certification must be made by a Deputy
Secretary or Secretary. For concluded actions, for both foreign
government-controlled transactions and for critical infrastructure cases for
which risks have been mitigated, the Deputy Secretary or Secretary of the
Treasury and the lead agency must state that the transaction “will not
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impair” national security. These changes formalize a higher level of
responsibility in the Executive Branch.
[9] Mitigation Agreements
Agreements are to be based on a written, risk-based analysis of the
national security threat posed by the transaction, a requirement added by
the revised executive order.
§ 15.04

ACHIEVING LONG-TERM INVESTMENT PROJECT
SUCCESS

What follows here is general, practical advice about navigating the
CFIUS process—as well as the separate arenas of congressional and public
opinion—in the post-9/11, post-DPW era. It should not be considered a
complete list of everything that might need to be done, nor would it be
suitable for every transaction and every situation. It would not be the best
advice, for example, for a takeover of a company performing classified
contracts in the U.S. defense industry. Some projects will be high-profile
and easily comprehensible to the public, while others may attract no
public attention whatsoever. Consequently, the advice here is meant to
serve as general guidance to inspire critical thought and thorough
planning when considering foreign investment projects.
[A] Create a Plan to Build Support
When multinationals or companies based outside the United States
seek to merge or to acquire in a completely unclassified, high-profile
project, building the right support and effectively dealing with federal,
state, and local governments are critical for success. Unlike in many
other countries, U.S. public opinion, often shaped by current news,
elected officials, and community leaders, may play an important role in
determining the ultimate, long-term success of a project. A strong
foundation of public and private support may be useful in overcoming
unexpected problems that may arise. The CFIUS determination is
separate and based solely on technical national security analysis, and the
process is conducted under congressional directive not to impose barriers
to foreign investment. Whereas the United States seeks to maintain its
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commitment to the free flow of capital and investment, it is possible for
a CFIUS approval to be at odds with the larger, national consensus.
[B] Whether to File for Review
Among the first tasks to be completed when preparing a U.S. merger
or acquisition is a thoughtful decision about whether the project is a
“covered transaction,” which determines whether it should be submitted
to CFIUS for review. Filing is voluntary, but CFIUS may initiate a review
at any time (in practice, CFIUS always requests a voluntary filing): any
unapproved deal may be unwound after closing. Approved projects, along
with any additional agreements to mitigate concerns, receive a permanent
safe harbor. See Chapter 14.
Full due diligence on the target, the acquirer, and the transaction
must be conducted in order to document and to support the decision
whether to file. Such due diligence should include a review of statute,
regulation, executive order, and guidance. It also should include practical
considerations about the project as seen from the vantage point of CFIUS
as a whole and its individual members. The U.S. Treasury may serve as
the lead agency for a CFIUS filing, or another agency may be designated
as the lead. Regardless, it is important to remember that all CFIUS
participants have a voice as the Committee reaches its decision. Particular
care should be taken when the acquiring company is state-owned or
domiciled in a country that has sensitive foreign policy or defense policy
issues with the United States.
[C] Perform Thorough, Advanced Due Diligence
A foreign acquirer may undertake due diligence itself, but in the
unfamiliar political terrain of the United States it probably is best, as
with so many other aspects of the acquisition process, to retain counsel.
Counsel must learn everything possible about the project, including all
companies and individuals involved, in order to maximize the project’s
advantages, to minimize its difficulties, and to address unexpected
external events. For instance, counsel must learn in advance whether the
acquirer and target have government ties or subsidies, and whether they
perform defense or classified contracts. The company’s complete record
of compliance with export controls, sanctions, corporate governance, and
other laws should be compiled. It is important to consider whether the
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transaction will confer new capability on the acquirer. Inasmuch as
domestic employment will have no bearing whatsoever on a CFIUS
determination, counsel will want to know what impact the acquisition
could be expected to have on current U.S. employees, and how many jobs
might be created by the project and as a result of related economic
activity. Counsel must learn whether the target company is part of
the defense industry, possesses technologies critical to the national
defense, or is involved with export-controlled items, and whether it might
be considered part of critical U.S. infrastructure or possesses strategic
resources.
[D] Evaluate National Security Factors
FINSA outlines a list of national security factors that CFIUS
and possibly the President may consider. Larger, U.S. national security
concerns may include: the continued ability of a domestic industry to
meet U.S. defense needs; the effect of any foreign involvement on
production; and whether foreign involvement increases the risk of
assisting proliferation of certain weapons. The CFIUS process takes into
account only the national security risk that may be posed by the
transaction in question: other foreign policy or defense goals are not
considered.
After due diligence on the companies and the transaction, potential
issues should be identified during the planning stages, as well as mitigation plans that could be proposed to ameliorate any concerns.
[E] Review Personnel
A background review of management officers and board members
should be conducted. Review all significant associations and identify
potential issues, which could be personal, legal, or reputational, and
create a plan for responding should they be raised either within the
CFIUS process or in related public discourse.
[F] Comprehensive Transaction and Project Planning
After studying all participants in the transaction—companies and key
individuals—and the terms of the transaction itself, it is important to
consider the venues, organizations, and people most likely to be affected. A
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comprehensive strategy for the transaction and the overall project should
be constructed for dealing with Congress, the news media, local communities, state and local governments, as well as labor unions or other groups
that may be affected directly by the merger or acquisition. For each group, a
strategy should be created for each stage of the transaction and project. A
project strategy should outline comprehensively the best conceptual
approach for presentation. It should set specific goals and delineate
the actions to be taken in order to achieve them. The strategy should
include timelines and personnel assignments. Also, it should be flexible,
anticipating and planning for possibilities both likely and less likely.
[G] Emphasize Benefits of the Project for the United States
Although not taken into consideration by the CFIUS process, the
single most valuable potential feature of a foreign merger or acquisition is
the creation of new jobs in the United States. All elected officials—local,
state, and federal—are concerned about local job creation or job losses.
When a project may create new employment, the foreign acquirer should
consider emphasizing this advantage.
Next to jobs as value to local government officials and members
of Congress are new infusions of capital that could benefit the local
community. And finally in the value chain is the introduction and
development of new technology that could create new jobs, could propel a
local community into the forefront of technology, and could create new
export opportunities for American products and services.
[H] Promote the Transaction with Influential Supporters
Local officials and local leaders who are willing to speak up on
behalf of the project are tremendous allies. It may be advisable to inform
them in advance and to consult them for advice on how best to engage
the community in question positively and persuasively.
[I] Consider Opponents and Plan for Adverse External Events
It is helpful to imagine worst-case scenarios, problematic actions
from the project’s possible opponents or competitors (a foreign company
or interest may have particular need for advice from consultants or
lawyers very knowledgeable about American society and politics in order
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to accomplish effectively these tasks). Consider how the project could be
portrayed in its worst light and how such a portrait of the project could
be perceived by the American general public, elected officials, members
of the Administration, etc. Early in the process, strategies and responses
may be planned, including arguments to be presented and people to
consult. Be prepared to respond to criticism quickly and on a large scale,
including Internet news, blogs, and social networking. This undertaking
may be the most difficult of all because proponents of a project may find
it difficult to imagine why others might not be enthusiastic. It takes
particular effort and creative thinking to imagine negative reactions, but
it is essential.
§ 15.05

PRESENTING THE PLAN TO CFIUS

The CFIUS process is a formal, regulatory proceeding: each CFIUS
department or agency conducts its own analysis. The various analyses
subsequently are discussed in CFIUS-wide meetings. The final rule
encourages pre-filing consultation with Treasury, which facilitates
communication with the rest of the departments and agencies. As the
chair of CFIUS, Treasury is the point of entry for pre-filing discussions,
which can be invaluable for ensuring a smooth process.
Some outside the United States may infer that the CFIUS process
would be skewed toward economic interests because of Treasury’s
chairmanship. That is not the case. Treasury is a member of the National
Security Council and, since 9/11, has increased the resources it devotes to
its intelligence capabilities, particularly in the areas of anti-terrorist
financing and the freezing of terrorist assets. Additionally, as a result of
FINSA, the Director of National Intelligence provides independent
analysis as an ex-officio CFIUS member.
Each CFIUS member department or agency inevitably brings its
own point of view to the transaction, but the goal of the group is to reach
a joint decision representing the overall position of the U.S. government
without obligating the President to appear to favor one agency’s views
over another’s. CFIUS members are mindful, therefore, that they must
accommodate the views of other members and must resolve differences
of opinion without, if at all possible, presidential involvement.
Foreign acquirers should treat informal consultation with Treasury
or other CFIUS members as a partnership in which they are trying to
address concerns and to resolve differences. The most successful
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interventions will reflect a desire to solve problems, not to negotiate or
bargain.
§ 15.06

PRESENTING THE PLAN TO CONGRESS AND
OTHER PUBLIC OFFICIALS

This section provides strategies for maximizing the support of
elected and other public officials.
[A] What Every Member of Congress Wants to Hear
All elected officials are interested to know of economic development
efforts in their communities. In general, they do not like to be surprised,
regardless of whether the news is positive or negative.
The CFIUS agencies are the key decision makers in CFIUS, and
Congress’s involvement in that process is delineated through FINSA
alone. Yet, outside the formal regulatory procedure (and provided they
comport with FINSA confidentiality requirements), members of Congress
may choose to express their opinions or concerns, and they likely will be
heard. For every project, therefore, a tailored strategy for dealing with
congressional as well as state and local officials should be designed and
implemented.
[B] Understanding Congress
The Capitol building’s dome is a national and global symbol of
democracy. It attracts democracy’s champions and detractors. It was a
planned target of the terrorist attacks of 9/11 and often is the backdrop of
choice for large public protests on controversial national issues. Inside the
Capitol complex, Congress writes new and amends existing law. The
American political system in this respect is unique, because Congress
writes and amends laws independent of the executive branch. In the
American “separation of powers,” Congress is a separate body independent
of, and often competing with, the President. For purposes of foreign acquisitions, House members and senators protect and promote their constituencies while interpreting the national interest. A controversial foreign
acquisition is likely to draw attention inside Congress and outside as well.
Congress is a bicameral representative legislature comprised of
the House of Representatives and the Senate. There are 435 members of

15-22

MANAGING REGULATORY & POLITICAL PROCESSES

§ 15.06[B]

the House of Representatives. Congressional districts for the House are
apportioned based on a decennial census, and House members are elected
every two years. There are only 100 senators, 2 for each of the 50 states,
elected for staggered 6-year terms. Members of the House and the Senate
may support, oppose, or decline to take a position regarding a foreign
acquisition.
Both legislative chambers are organized around committees that are
assigned jurisdiction according to subject matter. A foreign acquisition
involving transportation, for example, would draw the attention of
different committees than a project involving defense.
A strategy to maximize congressional support for a project (and to
minimize opposition) might logically begin with the local House members
and senators who represent the geographic area where the project
is located. A strategy also may call for contact with members of the
congressional leadership and with those members who serve on the
committees with relevant legislative jurisdiction. The United States is
overwhelmingly a two-party system, and party affiliations may matter,
depending on the nature of a project.
The strategy must include both the House of Representatives and the
Senate and must consider party affiliations. A good beginning is thorough
research into the positions, views, and legislative records of the House
members and senators in the relevant jurisdictions and on the critical
committees.
Unlike some bicameral systems with an upper and lower house, the
chambers of Congress have complementary responsibilities. They must
cooperate, and yet they also compete with each other. Consequently, the
support of a senator without the support of the local House member
potentially could create problems by exposing a difference in position,
particularly when they are of the same party. It is important for promoters
of a project to be nonpartisan and inclusive of those who may be affected
by, or those who may take an interest in, the project.
House members and senators have tremendous latitude and influence
in the exercise of their basic congressional duties. They decide what is
important to their constituencies, and they project, with the ability to
legislate, what is good for the country. They have the potential to be
powerful allies or formidable foes.
Despite the rigid formalities of the legislative process, Capitol Hill
is also an informal place where personal relationships are valued.
Those considering transactions are well-advised to remember that the
DPW controversy was an exception, not the rule. It is unusual for any
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specific foreign investment project to be the subject of particular legislative
action in the House or the Senate. However, particular House members,
senators, or committees also could choose to make a project the subject of
congressional commentary or debate, rather than official legislative action.
It is important, therefore, to anticipate the potential interest of all elected
officials, while recognizing that House members and senators have no role
in the CFIUS decision-making process itself, which is conducted entirely
within the Executive Branch. DPW did demonstrate that, while CFIUS
may seem, and formally is, impervious to congressional views and public
opinion, the final outcome of a project may depend on both.
[1] The Nature of the House
House members face direct elections every two years. Their ties to
their districts must be strong and well-maintained. The House, known
for its relative transparency and energetic debate, is regarded as more
partisan and more confrontational than the Senate. House members tend
to be younger, and many become senators later in their political careers.
Perhaps in part due to the frequency of their election campaign
cycles, House members tend to react more quickly than senators, whether
legislating, convening a hearing, or simply commenting in the news. In
communicating about a project to Congress, it may be a consideration to
begin with the House because any adverse news or rumor will more
promptly elicit a response there.
[2] The Nature of the Senate
Although the two congressional chambers share legislative responsibilities (one cannot make law without the other), the Senate is more
deliberative, and senators are considered to be higher ranking officials
than House members. All 100 senators have personal relationships with
each other, and every senator shows great courtesy and deference to all
other senators regardless of party affiliation.
Unlike in the House of Representatives, in the Senate, legislation is
open to unlimited debate and amendment, unless there are 60 votes to
“invoke cloture,” meaning, to end debate. In practice, cloture means that
each senator has the ability to object to the movement of legislation by
continuing debate and forcing a vote. Because of the rules of the Senate,
every senator enjoys a measure of power unheard of in the House.
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[3] Executing the Congressional Strategy
Once a strategy has been formulated and preparatory research has
been completed, it is time to begin seeking meetings with the specific
House members and senators who should be contacted. An entire list is not
always necessary in advance. One possible strategy, when a project will be
concentrated in one or two states or House congressional districts, is to
begin by meeting with relevant House members and senators based on
geographical representation. These members might be asked for guidance
regarding contact with congressional leadership and with the committees
of jurisdiction. Thus, the list can be built organically, beginning with
the single most affected member of the House or the Senate. However,
the more complex or geographically widespread the project, the less
serviceable this strategy will be.
A Senate office, serving the larger constituency of a state, is a larger
operation than a House office. Nevertheless, staff functions are similar
and basic guidance for navigating them holds true for both the House and
the Senate. For ease of reference, the discussion that follows refers only
to House members.
Members have Washington offices and offices in their home districts.
Contact normally begins with staff, unless the foreign acquirer has direct
access to a member. Staff members may be identified through publicly
available directories. A typical Washington office for a House member
includes between eight and a dozen staff members. A typical Washington
office for a senator includes 25-30 staff members.
Although congressional staff functions are differentiated (typically
including a chief of staff, secretary, scheduler, legislative and communications directors, legislative assistants, and a receptionist), all congressional
staff members respond to requests from constituents or constituent groups,
but only for the member they serve. Congressional courtesy dictates that
members of Congress serve their own congressional districts. It is
considered improper, for instance, for one member to involve himself in a
matter that is located in another member’s congressional district. Members
may work together when more than one congressional district is affected,
which is common with urban areas. When contact is required with House
leadership or a House committee, protocol dictates that the member
representing the geographical area be informed of any such contact first.
House members keep in close touch with local officials in their
districts. They are keenly interested in economic development projects.
Local job creation, as well as potential job losses or dislocation, are of
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great interest to any House member or senator. Matters involving labor
unions and immigration, as well as projects affecting trade, homeland
security, or the local environment will also easily attract attention.
Each local area throughout the United States is unique, and public
opinion and attitudes will vary from town to town or from county to
county.
Contacting a member regarding a foreign investment project could
include anything from informing an appropriate staff member in a district
office to meeting with the member to enlist general support for the investment. A meeting with the member is considered high profile and should
be conducted by a person of similar stature from the company
(or companies).
A meeting with a member of the House or Senate typically is
initiated by a telephone call or e-mail to the chief of staff. Be prepared to
explain the purpose of the meeting, and expect to speak with the
scheduler to arrange an agreeable date and time. Follow up the initial call
with a written request or e-mail with as much detail as possible outlining
the purpose of the meeting and naming the attendees. Many offices
require a written meeting request.
[4] Up a Notch to Congressional Leadership
It is unlikely but possible that contact with a member of the House
or Senate leadership would be part of a foreign investment transaction,
unless a member of the leadership represents a congressional district or
state that would be affected by the project. For whatever reason such
a meeting might come about, the foreign visitor should be aware that
leaders in the House and Senate are prominent national political figures
and it is useful to know who they are and what they do.
The Senate majority leadership team includes a majority leader
(arguably the most powerful figure in Congress) and a majority whip/
assistant majority leader, who is charged with managing floor operations,
forging compromises, and generally building support for legislation.
Similarly, the minority party in the Senate elects a minority leader and
minority whip.
In the House, the majority party elects the speaker, majority leader,
and majority whip. The minority elects the minority leader and minority
whip.
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The entire group of members (Senate Democrats, Senate Republicans, House Republicans) is called a “conference,” except the Democrats
in the House refer to themselves as a “caucus.” In addition to the officials
mentioned above, the three conferences and the caucus elect additional
leaders who manage the policy formation and communications functions
for each group.
[5] Committees and Subcommittees
It is more likely that a CFIUS-reviewable foreign investment
transaction would require or would benefit from contact with House and
Senate committees or subcommittees than with House or Senate
leadership, as these committees are devoted to specific areas of subject
matter.
All federal legislative jurisdiction is divided among approximately
17 standing committees in each chamber (although the House adds two
additional standing committees to cover administration of the House
and ethics). Committees and subcommittees are formed to give thorough,
initial evaluation and consideration of legislation, and the first step in the
legislative process after a bill is introduced is to refer it to the appropriate
committee. Members who serve on committees for a number of years
develop their expertise in these various issue areas.
Each committee is led by a chairman of the majority party and a
ranking member from the minority party. Each leads the committee
members of his own party. Subcommittees also have chairmen and
ranking minority members. Committees and subcommittees in the House
have many more members than their Senate counterparts. Chairmen
wield great power, and there are frequent contests for committee control.
The major topic areas covered by the committees include Agriculture,
Appropriations, Armed Services, Banking and Housing (called Financial
Services in the House), Budget, Transportation, Energy, Environment and
Public Works (called Natural Resources in the House), Finance (called
Ways and Means in the House), Foreign Relations (called Foreign Affairs
in the House), Health Education and Labor, Homeland Security, Indian
Affairs, Judiciary, Rules, Small Business, and Veterans’ Affairs.
Thus, each committee has its corresponding “sister” committee in
the other chamber; however, jurisdictional assignments vary quite a bit
between the two chambers. Legislative jurisdiction is further divided
to create subcommittees. Committees and subcommittees are the real
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workhorses of the Congress and, in addition to their legislative
responsibilities they perform the important function of overseeing
the Executive Branch. For instance, the Agriculture Committees
in the House and Senate oversee the U.S. Department of Agriculture,
the Transportation Committees in the House and the Senate oversee the
U.S. Department of Transportation, etc.
Regarding CFIUS itself, the committees with oversight responsibility are, in the Senate: Banking, Housing, and Urban Affairs; and in the
House: Financial Services; Foreign Affairs; and Energy and Commerce.
As previously mentioned, foreign investment projects most often
remain outside the formal legislative process. However, many of them may
come under committee jurisdictions where there are oversight powers and
responsibilities. Among the committees, competition for jurisdictional
turf is keen. It is important to consider and to respect jurisdictional
sensibilities. Failing to recognize overlapping authority or responsibility
would be a mistake. Alternatively, meeting with or providing information
to too many committees could create needless complexity and could
offend a committee that has clear, primary jurisdiction. Similarly,
interacting with fairness to both the minority and majority sides is
essential. Every election presents the possibility that the majority party
could be defeated and that the minority party could be elected to lead. A
project might begin with one party in power, but need to be finished with
the other party holding the majority.
Committee staffs are organized differently from the staffs of
members, and dealing with them is somewhat different. Committee staff
members are employed by the chairman or the ranking minority member.
In some committees there is a tradition of bipartisan staff, employed by
both the minority and the majority.
Committee staffs are larger than personal staffs. For the prominent
committees, they tend to range from 10 to 60 for the majority, and
perhaps 10 to 20 for the minority. The majority has a larger budget, more
staff, and larger office space, all of which is part of the advantage of
winning the most recent election.
A member’s office staff exists to help the member serve the local
congressional district or state. Committee staffs are focused on
legislative issues that are pending before the committee, and many staff
members are lawyers who have expertise in specific policy areas and
who are skilled at writing laws.
Committee contact, whether it is in the form of meetings, written
information, or telephone calls, could be with committee chairmen or
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ranking members, subcommittee chairmen or ranking members, with
rank-and-file panel members, or with majority or minority committee or
subcommittee staff. Contact could be initiated through the chairman’s/
ranking minority member’s personal office chief of staff, through the
chairman’s/ranking minority member’s committee chief of staff, or
through the proper committee legislative counsel or professional staff
member.
Another appropriate point of contact with a committee could be one
of the committee’s members who is supportive of the proposed project or
transaction. A member from the affected district or a senator from the
affected state may be seated on an appropriate committee of jurisdiction
and, if supportive, may agree to assist with facilitating contact with the
committee.
[6] Public Relations Affecting Congress
House members and senators are prominent public officials in their
communities, districts, and states. Should the acquiring company consider
any announcements, news conferences, or groundbreaking ceremonies,
inform and invite all appropriate elected officials, particularly members
of the House and the Senate.
House members, senators, and some staff members speak to the news
media frequently. With the exception of classified information, the content
of meetings with members should be considered public information. Even
classified information has been known to appear in the press. All House
and Senate members have clearance for receiving classified information;
staff members may or may not be cleared. Most Capitol Hill staff
members do not have security clearances, unless they work in the areas
of intelligence or defense. Acquiring company officials and their counsel
or representatives must be alert to confidentiality considerations in all of
their communications with Congress.
[7] Practical Advice for Congressional Visits
Should Capitol Hill visits be part of a project’s overall public strategy,
visitors should be aware that security on Capitol Hill was increased
significantly following the terrorist attacks of 9/11. Visitors must pass
through security screening that includes metal detectors similar to
an airport security process. Sometimes there are lines at the entrances
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to House and Senate office buildings, so it is important to allow
sufficient time.
Congress has its own police force, the Capitol Hill Police, charged
with protecting the Capitol campus and the members of the House and
the Senate. Congress is its own secure jurisdiction.
Visits on business generally will take place in members’ offices, not
in the legislative chambers. Each House member is given an office in one
of the three House office buildings—Cannon, Longworth, and Rayburn—
located directly across Independence Avenue from the U.S. Capitol. Each
Senate member is given an office in one of the three Senate office
buildings—Russell, Dirksen, and Hart—located directly across Constitution Avenue from the Capitol. Underground tunnels and two separate
subways connect virtually all of the buildings in the Capitol complex.
Were a floor or committee vote to be called at the same time as an
appointment, the meeting location could be changed quickly by staff to
allow the member to continue voting while conducting the meeting.
Because of the legislative schedule, actual time spent with the member is
likely to be relatively short; most members schedule appointments for no
more than 15 or 30 minutes.
Appointments may be made in Washington during times when
Congress is in session. Appointments may be made in home districts or
states during district work periods, which are breaks in the Congress’s
legislative schedule. The House and Senate schedules of sessions and
district work periods, when members return to their home states and
districts, are public. Typically, members are in Washington from Monday
or Tuesday evening through the business day on Thursday. Most members
within reasonable travel distance to Washington return to their home
states and districts every Thursday or Friday until the legislative session
begins the next week.
[8] Ethics
In response to concern about lobbying and gifts, Congress revamped
lobbying laws, as well as internal House and Senate ethics rules, in
September 2007.13 The new law and the internal rules further restrict
House members, senators, and staff members regarding the receipt of
any gifts, meals, and hospitality. Also, the new law requires increased
13

Honest Leadership and Open Government Act of 2007, Pub. L. No. 110-81, 121
Stat. 735 (2007).
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disclosure of lobbying activities. In the wake of continuing “gifts and lobbying” scandals, ethics and compliance with the new law and rules are
sensitive matters on Capitol Hill.
The Obama Administration put in place new rules for the Executive
Branch in January, 2009.14 Foreign acquirers are well-advised to know
and to comply with the law and the rules, as a failure in this area is a serious matter and could doom a project no matter what its merits.
§ 15.07

IF DPW WERE TO BE RECONSIDERED UNDER FINSA

DPW and its advisers were proficient and skilled in guiding the
DPW ownership proposal. They could not have foreseen the events that
derailed their project, despite CFIUS approval. Today, however, the same
project would be subject to a different law, FINSA, and might benefit
from the many lessons the DPW outcome taught. Consideration of the
same proposal today is an entirely hypothetical but instructive exercise in
before, and after, FINSA.
Although Treasury chairs CFIUS, Treasury may designate itself or
another agency or department as lead agency on any particular project.
For DPW or a similar proposal, it would be important to satisfy the concerns of the Department of Homeland Security and related agencies,
although the viewpoints of all CFIUS members should be considered.
DPW highlighted the potential need for significant public relations
capacity. It also exposed the need for a coordinated campaign on Capitol
Hill to build general support for the project.
Hypothetically, if the DPW acquisition were presented today, what
might be the content and strategy of an effort to assure its approval?
Dubai’s alliance with the United States and its stand against terror would
be important to explain and to stress. Although DPW would not be
involved in port security procedures, its experience with ensuring secure
ports and cargo would be logical to emphasize. Additionally, the scale of
the capital investment could be stressed for its potential for local job
growth, especially as the U.S. continues to boost shipping security
efforts.
It would be important to build political support prior to beginning
the CFIUS process. Numerous urban and port areas along the Atlantic and

14

See Exec. Order No. 13,490, Ethics Commitments by Executive Branch Personnel,
74 Fed. Reg. 4673 (Jan. 26, 2009).
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Gulf Coasts would be affected, which would provide both the opportunity and the need to make numerous contacts with public officials. Members of the House and the Senate who represent the affected areas would
be informed and asked for support. Supporters’ committee assignments
would be considered. The project ought to garner the support of at least
one member on the relevant committees of jurisdiction.
§ 15.08

A BETTER ATMOSPHERE FOR DIRECT INVESTMENT IN
THE UNITED STATES

Seven months before the DPW debacle rebuffed an ally in the
Middle East, a significant investment proposal from China, the China
National Offshore Oil Company’s (“CNOOC”) bid for Unocal in July
2005, had aroused similar objections. As DPW rattled members of Congress because Middle East ownership aroused terrorism concerns, so the
CNOOC bid hit the hot-button issue of U.S. energy independence.
Notwithstanding that U.S. law mandates confidentiality during the
CFIUS process to protect the committee’s prerogatives, public reactions
exposed the tension between business confidentiality and a democracy’s
demand for transparency in government. A foreign investor must be conscious of this tension and aim for as much transparency as reasonably
possible.
DPW and CNOOC effectively advised other foreign acquirers of the
importance of political support and public opinion in the United States.
In addition to planning and conducting due diligence for the regulatory
process, acquirers with transactions that could be high profile would be
well-advised to add adaptable and expandable public and government
relations capacity to their plans in order to meet changing needs.
Sensitivity regarding both the Middle East and China is likely to
continue for some time, and these areas of the world are not the only ones
that arouse controversy in the United States. However, the DPW and
CNOOC experiences do not teach that investors from these areas of the
world are not welcome in the United States.
The DPW effort ultimately was stymied by political controversy,
and memories of the issue have receded. However, it remains a crucial
episode because it was the catalyst for FINSA reforms to the CFIUS process. Until the autumn of 2012, it seemed that acquirers approaching the
United States with proposed projects or transactions found a much less
volatile atmosphere than the one that had existed just a few years prior.
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Projects in general continue to be approved, even when potentially
controversial. However, in September 2012, President Obama invoked
presidential authority to nullify the Ralls/Sany acquisition of Terna Energy’s Butter Creek wind farm projects in Oregon. Only in the case of an
aircraft parts manufacturer in 1989 had presidential authority been
applied to unwind a transaction. Ralls’ Fifth Amendment claim of an
unconstitutional taking remains pending in the United States District
Court for the District of Columbia. In May 2013, Shuanghui Holding
Corporation announced its $7.1 billion acquisition of Smithfield Foods.
Although the slaughter and processing of hogs and pork have no obvious
national security implications, Smithfield requested CFIUS review and
Members of the United States House of Representatives and the Senate
urged CFIUS to include food safety as a national security consideration.
At this writing, the matter remains pending before CFIUS.
Going forward, FINSA’s vision of providing greater certainty and
fairness to potential international investors while at the same time
improving communications with Congress will continue to be tested.
Since FINSA’s enactment, new realities of slow growth and stubbornly
high unemployment in the United States as well as the complex global
changes in international finance are providing the economic context surrounding the CFIUS process. Nonetheless, the law’s concepts and structure remain a positive influence over inbound investment.
§ 15.09

RESOLUTION: RECOGNIZING THE BENEFITS OF
INBOUND INVESTMENT

The passage of the FINSA law represents a better way to move forward with investments in the United States. Congress is better informed
overall and, as an institution, it is more aware of its proper role and limitations. True national security issues that would damage U.S. security or
would compromise U.S. international objectives remain paramount. At
the same time, economic growth and recovery in the United States
depends on nurturing ties with the rest of the world. The benefits of direct
investment are well-documented; millions of Americans hold secure,
high-paying jobs with U.S. subsidiaries of non-U.S. parent companies,
often better compensated than similar positions with U.S. companies.15

15

Organization for International Investment, Insourcing Statistics, available at http://
www.ofii.org/insourcing-stats.htm.
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Despite the obvious mutual benefits, specific foreign direct investment projects with cross-border capital flows have the potential to touch
off contentious disputes requiring political resolution. A successful result
may require time and effort and money. To complicate matters, local areas
within congressional districts and states may be affected, even though
there is no direct congressional role in the approval of specific projects.
For all of these reasons, advance planning and a sound strategy are essential for success.
Undertaking a potentially controversial project is not all risk without reward, nor is it all exposure without protection. There are treaties
that provide particular protections. Chapter 8 reviews the legal protections and rights of recourse available when the foreign investor’s home
country has a bilateral investment treaty or free trade agreement with the
United States.
The 2007 FINSA law may have made the CFIUS process more
complex, and perhaps more regulatory, but it also provides greater certainty and consistency. Even if more challenging, it is a significant
improvement over previous law. The proper roles of Congress, the participating agencies, and the White House have been clarified. Perhaps
most important, Congress familiarized itself with the inner workings of
CFIUS and now receives after-the-fact reports on concluded reviews or
investigations and annual reports.
CFIUS under FINSA is a legally mandated process that performs a
narrow, technical review of investment in the United States for national
security considerations. At a different, political level, a national consensus is achieved through public debate. Foreign investors who understand
the need for public and political support—and who plan for it—will be
much more likely to achieve long-term success.
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§ 16.02

EXECUTIVE SUMMARY

It would be almost impossible to purchase or start a company in the
United States from abroad without being able to visit or bring from
abroad key personnel. U.S. immigration laws are among the most complex in the world. Acquiring or investing firms should address immigration issues early in the process, and remain vigilant about immigration
concerns throughout the transaction. Changes in an employee’s personal
or professional circumstances often will require a change in visa status.
U.S. laws place a heavy burden on employers who can be vulnerable to
severe penalties, including hefty fines and imprisonment, should they find
themselves on the wrong side of the immigration laws.
§ 16.02

IMMIGRATION—A PRIMARY CONSIDERATION

Any person making a business acquisition in the United States will
need to consider visa implications. It makes little sense to purchase or
start a company without the ability to stay in the United States to manage
and oversee it, and to be able to bring in personnel from abroad. The
immigration implications must be considered early in the decisionmaking process so that the acquisition is structured to create positions that
will qualify for work visa status.
An acquiring foreign enterprise may acquire foreign employees possessing temporary immigration visas. Depending on their citizenship and
the citizenship of the acquiring company, the visa status of these employees could change and must be reviewed in the context of the transaction.
Since the September 11, 2001 terrorist attacks, the United States has
developed one of the most complicated immigration systems in the world,
with Customs (“CBP”) and Citizenship and Immigration Service (“CIS”)
protecting U.S. borders together, one from dangerous goods and the other
from inadmissible aliens. Consequently, acquiring or investing firms
should include an immigration expert on their acquisition or investment
team.1

1

See § 2.07, supra, for a discussion of other advisers who should be involved in a
potential merger or acquisition of a U.S. company.
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This chapter focuses on the non-immigrant visas a foreign business
person can use to enter and leave the United States throughout the transaction process, and immigration law implications once the acquisition or
investment has been completed.2
§ 16.03

THE BUSINESS VISITOR

Typically, someone interested in making an investment in the United
States wants to make more than one exploratory trip. The simplest option,
when coming from a qualifying country, is to use the Visa Waiver Program (“Program”),3 which is good for 90-day visits. Applications for the
Program are now done on the Electronic System for Travel Authorization
(“ESTA”) website at https://esta.cbp.dhs.gov/esta. The alternative, for
visits of more than 90 days, or for visitors from non-qualifying countries,
is the B-1 visa.4 Either without a visa (subject to the Program), or on a
B-1 visa, the visitor can perform no work for an American company and
cannot be paid by one.
EXAMPLE:
Jessica Farve, the Comptroller of a German company, needs to come
to a related company in the United States for meetings to discuss the
potential acquisition of a U.S. company. She may visit under the
Program because her plans are for a “permissible activity” (she will
not be compensated by a U.S. company nor do any work for one);
she plans to stay in the United States for only 30 days; and Germany is a qualifying country. After successfully registering with the
ESTA website (see § 16.03[C], infra), Jessica can pick up her visa
under the Visa Waiver Program at the Frankfurt International Airport before she departs.

2
Immigration law is governed by the provisions of the Immigration and Nationality
Act of 1952, as amended, 8 U.S.C. § 1101, et seq. and related regulations in the Code of
Federal Regulations (C.F.R.).
3
8 C.F.R. § 217.1, et seq.
4
8 C.F.R. § 214.2(b).
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[A] Permissible Activities
Visits under the Program or with a B-1 visa involve the same criteria, but qualification for the Program requires citizenship in a listed
country5 and visits of no more than 90 days. B-1 visas are for:
1.

An employee of a foreign-based company or office of a U.S.
company coming to the United States to engage in consultations with U.S. business associates regarding an acquisition;

2.

Activities of foreign business people attending professional or
business conferences;

3.

Activities of business employees or independent business
people coming to the United States to undertake independent
research, such as market or product research, not connected
with sales or service contracts or the solicitation of business;
and

4.

Activities of a foreign investor coming to the United States to
take steps to set up an investment.6

[B] How to Obtain a B-1 Visa
To obtain a B-1 visa, the foreign person must apply at a U.S. consulate or embassy located closest to his or her place of residence. In determining whether to issue a business visa, the consular officer considers
whether the applicant:
1.

Has a residence in a foreign country that he does not intend to
abandon;

2.

Intends to enter the United States for a period of limited duration; and

3.

Seeks admission for the sole purpose of engaging in authorized
activities relating to business and will not commence employment, academic studies, or any other business activity that
requires a different visa.

5

See § 16.03[C], infra.
This B-1 activity is only to set up an investment; once the investment is made the
investor must apply for an E visa.
6
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In making this determination, the consular officer may request documentation that the applicant:
•

Has access to sufficient funds to cover his expenses in the United
States and on the return trip home;

•

Has realistic plans regarding the visit;

•

Requested a period of time in the United States that is consistent with
the purpose of the trip;

•

Understands that the length of stay is limited;

•

Has reasonably strong and permanent ties outside the United States;
and

•

If applicable, can show that his or her family abroad will receive support during the trip to the United States.

Because the visa is intended to be temporary, strong permanent ties
to the home country are very important and must show every reason why
the foreign person would not be trying or be interested in staying long in
the United States. These ties can consist, among other things, of a home
or other property, family, position, pension, and bank accounts.
B-1 visas are normally issued for a six-month period and can be
extended in the United States, upon a demonstration of need, for up to one
year, by filing a petition with the CIS. Normally, the CIS requests a copy
of a return ticket home, which can have an open date (simply confirming
funds have been expended and as a demonstration of intent), before granting any extension.
B-1 visa holders should carry a company letter supporting the visa
application by confirming:
•

The purpose of the trip;

•

The trip’s limited duration; and

•

The visa holder’s employment and strong ties to the home country.

Immigration officers have authority to question an applicant for
admission thoroughly, as well as to search his belongings. It is best to
relax and cooperate; expressions of displeasure typically are not wellreceived. When an immigration officer at the border refuses admission,
the visa holder may (1) withdraw the application for admission and return
home on the next and nearest available transportation (at his own
2013 SUPPLEMENT
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expense); or (2) insist on a hearing on the issue of admissibility. When
the second option is chosen, the officer has discretion to allow the visa
holder to continue to his destination, but require him to appear promptly
at a local CIS office for further examination. In some instances, a hearing
may be held immediately at the border, or the person may be held in
detention. This is a discretionary decision made at the time of the entry.
[C] Visa Waiver Program
Nationals of designated countries may visit the United States for up
to 90 days, without a business visa, under the Visa Waiver Program.
Thirty-six countries have qualified for the Program, based on historically
low rates of visa refusals:
Andorra

Hungary

New Zealand

Australia

Iceland

Norway

Austria

Ireland

Portugal

Belgium

Italy

San Marino

Brunei

Japan

Singapore

Czech Republic

Latvia

Slovakia

Denmark

Liechtenstein

Slovenia

Estonia

Lithuania

South Korea

Finland

Luxembourg

Spain

France

Malta

Sweden

Germany

Monaco

Switzerland

Greece

the Netherlands

United Kingdom

EXAMPLE:
Jenna Depp, an architect and British national, needs to attend a
builder’s convention in Chicago to determine the feasibility of purchasing a small construction company in the United States. After
successfully registering at the ESTA website, Jenna applies for Visa
Waiver at London Heathrow Airport before boarding her flight. She
can remain in the United States for up to 90 days on the visa
waiver.
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Although the “permissible activities” allowed under the Program
and with a B-1 visa are identical, there are important programmatic and
bureaucratic differences. In the Program:
1.

No visa stamp is required in the visitor’s passport; therefore,
there is no need to visit a U.S. Consulate before traveling to the
United States;

2.

The authorized period of stay cannot exceed 90 days (there are
no extensions); and

3.

Visitors who enter the United States under the Program cannot
apply to the CIS for a change of status to another visa category.

At the end of the 90-day period, the business visitor must leave to countries other than Canada, Mexico, or the islands off the U.S. coast before
reentering the United States on the Program. These rules could change
because they were developed when passport requirements for travel to
and from those destinations were different than requirements to other
countries, but they emphasize that leaving and returning under the Program is taken seriously.
Every traveler seeking to enter the United States under the Program
must have a machine-readable passport. Passports issued on or after
October 26, 2006, must be “E-Passports.” Effective January 31, 2008, all
travelers entering the United States by land or sea must present proof of
citizenship and identity. All eligible travelers who wish to use the Visa
Waiver Program must also register online at https://esta.cbp.dhs.gov.
In January 2004, the U.S. Visitor and Immigration Status Indication
Technology (“US-VISIT”) program was launched, which, when fully
implemented, will record the entry and exit of all foreign visitors to the
United States and will maintain each visitor’s travel history. Currently, all
travelers under the Program who travel through a port where US-VISIT
is in operation will have both of their index fingers fingerprinted and their
digital photograph taken. Both forms of identity will then be scanned
against law enforcement and national security lookout lists.
[D] North American Free Trade Agreement
Under the North American Free Trade Agreement (“NAFTA”),
Canadian and Mexican business visitors can enter the United States temporarily in the business classification without first obtaining a B-1 visa
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from a U.S. Consulate.7 Instead, the visitor must obtain a visa from the
NAFTA officer at the port of entry by providing:
1.

Proof of Canadian or Mexican citizenship;

2.

Documents demonstrating visa is for conducting business
activities; and

3.

Evidence that the business activity is in one of the occupations
listed in Schedule 1 of NAFTA, and that the visitor is not seeking to enter the U.S. labor market.

Schedule 1 of NAFTA expands for Canadians and Mexicans the list
of B-1 activities acceptable for other nationalities. The most noteworthy
expansion is the allowance for installers, repair, and maintenance personnel to perform functions under after-sales contracts in the United States.
Unlike the Visa Waiver Program, the NAFTA visa can be extended without the visitor leaving the United States.
§ 16.04

PROFESSIONAL VISAS

After an investment or acquisition has been completed, a business
person may need a longer term work visa in order to manage and direct
the acquisition in the United States.8 There are three possibilities: the L
visa for intracompany transfers; the H-1B visa for specialty occupations;
TN and E visas for investors.
[A] The L Visa for Intracompany Transfers
The L visa is used widely by international companies with a U.S.
presence to transfer employees to the United States. The L-1A is for
executives and managers, good for up to seven years; the L-1B is for
employees with specialized knowledge, good for up to five years.
To obtain an L-1A or L-1B classification, a person must meet the
following CIS Requirements:9
7

8 C.F.R. § 214.2(b)(4).
Foreigners who spend a considerable time in the United States may be considered
residents under U.S. tax laws. See § 7.02[B], supra, for a discussion of the rules under
which an individual becomes a “resident” of the United States for tax purposes.
9
8 U.S.C. § 1101(a)(15)(L).
8
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[1] Prior Employment with the Company Abroad in an
Executive, Managerial, or Specialized Knowledge
Capacity
Foreign workers must have completed a minimum of one year of
continuous employment outside the United States with the foreign company within the three-year period immediately preceding the temporary
transfer to the United States in order to be eligible for an L visa. During
the one-year period of employment outside the United States, the foreign
worker must have been employed in either an executive,10 managerial,11
or specialized knowledge12 capacity. Upon transfer to the United States,
the foreign worker must serve in one of these capacities, although not
necessarily the same one as during the preceding period abroad.
[2] The U.S. Employer Must Be a Qualifying Organization
CIS regulations provide that a qualifying U.S. employer must be a
parent, branch, subsidiary,13 affiliate,14 or 50/50 joint venture of the
employer abroad.
10

8 C.F.R. § 204.5(j)(2). An “executive” is defined as a person who (A) directs the
management of the organization or a major component or function of the organization;
(B) establishes the goals and policies of the organization, component, or function; (C)
exercises wide latitude in discretionary decision making; and (D) receives only general
supervision or direction from higher level executives, the board of directors, or stockholders of the organization.
11
8 C.F.R. § 204.5(j)(2). A “manager” is defined as a person who (A) manages the
organization, or a department, subdivision, function, or component of the organization;
(B) supervises and controls the work of other supervisory, professional, or managerial
employees, or manages an essential function within the organization, or a department or
subdivision of the organization; (C) if another employee or other employees are directly
supervised, has the authority to hire and fire or recommend those as well as other personnel actions (such as promotion and leave authorization), or, if no other employee is
directly supervised, functions at a senior level within the organizational hierarchy or with
respect to the function managed; and (D) exercises discretion over the day-to-day operations of the activity or functions for which the employee has authority.
12
8 C.F.R. § 214.2(l)(ii)(D). “Specialized knowledge” professionals are professionals
who have special knowledge of the company’s product, service, research, equipment,
techniques, management, or other interests, and its application in international markets;
or, an advanced level of knowledge or expertise in the company’s processes or procedures.
13
A “subsidiary” is defined by the CIS as a firm, corporation, or other legal entity of
which a parent owns, directly or indirectly (1) more than half of the entity and controls
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[3] The Transferee Must Be Qualified for the Position in the
United States
The U.S. employer must establish that the transferee is qualified to
perform the duties of the position. This requirement normally is met by
filing a description of the proposed transferee’s detailed employment history, educational background, as well as a letter from the petitioning
employer affirming that the transferee’s qualifications meet the requirements of the position.
[4] The Transferee Wants to Open a New Office
Often the L-1A visa holder is coming to the United States to open a
new office for the foreign parent. In these circumstances, CIS requires
additional information:
1.

Proof that the new enterprise has leased or subleased office
space;

2.

The proposed nature of the office;

3.

Proof that the new enterprise has been incorporated in a state;
and

4.

Proof that the new enterprise has the financial means to pay its
expenses and the salary of the L visa holder, or proof that the
foreign parent has the means and will support the new enterprise until it is able to support itself.

New office L visas are normally issued for a one-year period.

the entity; (2) half of the entity and controls the entity; (3) 50 percent of a 50/50 joint venture and has equal control and veto power over the entity; or (4) less than half of the entity,
but in fact controls the entity.
14
An “affiliate” is defined by the CIS as (1) one of two subsidiaries both of which are
owned and controlled by the same parent or individual; (2) one of two legal entities owned
and controlled by the same group of individuals, each individual owning and controlling
approximately the same share or proportion of each entity; or (3) certain partnerships
organized in the United States to provide accounting services along with managerial or
consulting services.
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EXAMPLE:
Skye Bailey, the Vice President of Business Development for ABC
Technology Ltd., an Indian software company, is coming to the
United States to establish ABC Technology Inc. Skye has registered
the company in Delaware, and has leased offices and opened a bank
account with a $50,000 check from the Indian parent company for
start-up costs. The L-1A visa status is appropriate for Skye’s activities. Were he already in the United States on a valid B-1 visa, he
could apply for a change of status to the L-1A visa while remaining
in the United States.
A business person already in the United States on a valid B-1 visa
(Visa Waiver does not qualify) may remain in the United States and apply
for a change of status, to an L-1A visa, once a new office has been established, the premises have been leased, and operations there are about to
begin.
Whereas an H-1B visa requires a college or university degree, an L
visa transferee within a company does not. The spouse of the transferee
can obtain a work permit to work in the United States for any employer,
and the L-1A visa (but not the L-1B) provides an “express route” for permanent resident status (“green card”) without having to test the labor
market.
L visas are exclusive to their holders and the companies where they
work. They cannot be transferred or carried to a new unrelated employer.
The work status and the green card process end immediately upon termination of employment.
[B] The H-1B Visa for Specialty Occupations
The H-1B visa is issued to temporary workers who have the
required education or experience for a “specialty occupation.”15 U.S.
companies rely on this visa category to hire temporarily, for up to a sixyear period, new foreign workers or foreign workers employed by a
related company abroad for less than one year. Thus, when a foreign company makes an acquisition and wishes to send someone to direct and manage the acquisition in the United States who has not worked for the parent

15

8 U.S.C. § 1101(a)(15)(H).
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company abroad for the required one year, the H-1B visa is the logical
option.
The CIS uses a two-part test to determine whether a foreign worker
is eligible for the H-1B visa. First, the position has to qualify as a specialty occupation.16 Second, the foreign worker must be qualified to perform the job.17
Before filing the H-1B petition with CIS, the employer must file
with the Department of Labor a labor condition application (“LCA”) that
contains representations regarding the wages and working conditions of
the position offered. The LCA protects U.S. workers by ensuring that
employers do not obtain H-1B status for foreign workers who are willing
to work for wages or under conditions that are substantially below rates
and levels offered to U.S. workers.18 Notice of the LCA filing must be
made publicly available to all employees at the intended place of employment for ten business days. Violations of the terms of the LCA expose the
employer to civil monetary penalties, and a temporary or permanent ban
from hiring others in the H-1B visa status.19
16
A bachelor’s degree or higher university degree in the specialty (or its equivalent)
is normally the minimum requirement to enter the occupation in the United States; the
university degree must be common to the industry in parallel positions among similar
organizations or, in the alternative, the position’s duties and responsibilities are so complex or unique that they can be carried out successfully only by a person with such a
degree; the employer typically requires a bachelor’s or higher degree (or its equivalent)
for the position; or the nature of the position’s duties is so specialized and complex that
the knowledge required to perform the duties is usually associated with the attainment of
a bachelor’s or higher degree.
17
The U.S. university degree required for the occupation or the foreign equivalent; and
the equivalent of the required degree based on a combination of education, training, and
progressively responsible experience in the specialty occupation. The equivalent of a
degree can be a combination of college level courses and professional experience. Three
years of professional experience are considered equivalent to one year of college
education.
18
The employer is required to attest to the following in the LCA: (1) the H-1B worker
will be paid at least the actual wage paid to all of the employer’s other workers with similar experience and qualifications for the position in question at the place of employment,
or the prevailing wage for the occupation in the area of employment, whichever is higher;
(2) the working conditions provided to the H-1B worker will not adversely affect the
working conditions of similarly employed U.S. workers; (3) no strike or lockout is occurring in the place of employment; and (4) notice of the filing of the LCA has been provided to the bargaining representative of the applicable labor union, or if none exists, has
been posted in a conspicuous location at the place of employment.
19
8 C.F.R. § 214.2(h)(4)(i)(B).
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EXAMPLE:
Jerald Ray, a Czech medical researcher, needs to come to the United
States to manage the research and development department of a
newly acquired U.S. subsidiary of a Czech pharmaceutical company. Jerald was newly hired and therefore does not qualify for the
L intracompany transfer visa. Jerald has a Masters degree in biochemistry and the U.S. position requires at least a bachelor’s degree.
His skills and education make him highly specialized. Thus, the
H-1B visa is a very good visa option.
H-1B workers cannot be “benched” or laid-off. Should they be fired
before the expiration of the visa, however, the employer would be liable
for the reasonable costs of the person’s return transportation to their last
foreign residence (normally the home country).
Whereas L visas provide foreign companies with U.S. operations
flexibility and long-term arrangements, the H-1B visa is advantageous for
the individual foreign worker because he can change employers in the
United States through a petition for transfer filed by the prospective new
employer.20 The foreign worker transferring his H-1B visa can start working for the new employer as soon as CIS issues a receipt for the application, without waiting for the petition to be approved.
There is an annual quota of H-1B visas. Currently, only 65,000 new
H-1B visas are issued annually for first-time H-1B visa holders.21 Part of
the 65,000 annual allotment, moreover, is set aside for citizens of Chile
and Singapore pursuant to treaties with the United States. An additional
20,000 new H-1B visas, augmenting the 65,000 cap, are available each
fiscal year to persons who have a master’s or higher degree from a U.S.
institution of higher education.
The demand for H-1B visas far exceeds the supply. While the
demand was reduced immediately following the recession of 2008, it has
risen each year since, beginning in 2009. In 2012, for example, the quota
was reached within just over two months of its opening. As a result, there
were no new H-1B visas available for the balance of the year. This shortage can be expected to recur in future years unless there is a legislative
fix to the H-1B cap.

20

There can be no gap in employment and the maximum time cannot exceed six years
for all employers (except those in the green card process).
21
8 C.F.R. § 214.2(h)(8)(i)(A).

2013 SUPPLEMENT

16-14

IMMIGRATION OPTIONS

§ 16.04[C]

Once the maximum allowable time in H or L status has been
reached (six years for the H-1B, seven years for the L-1A, and five years
for the L-1B), a foreign worker must reside outside the United States for
at least one year before obtaining a new L or H visa. Foreigners with other
non-immigrant visas (or with ESTA authorization) may visit the United
States during this period, but time spent in the U.S. does not count toward
the one-year period abroad. Should status change during the visa period,
from, say an L visa to an H-1B (changing employer), the time permitted
on one applies to the other. Thus, conversion from L-1A status after four
years would leave only two eligible years on the H-1B visa. A full year
away, however, could restart the time allowed.
[C] The NAFTA Visa
Canadian and Mexican nationals can enter the United States to perform professional activities in more than 60 professions, including law,
medicine, science, and teaching, under a special NAFTA visa. Annex 2 to
the North American Free Trade Agreement lists the qualifying professions in this category and the qualifications that are required:22
Accountant
Architect
Computer Systems
Analyst
Disaster Relief Insurance
Claims Adjuster
Economist
Engineer
Forester
Graphic Designer
Hotel Manager
Industrial Designer
Interior Designer
Land Surveyor
Landscape Architect
Lawyer
Librarian

22

Management Consultant
Mathematician
(including Statistician)
Medical/Allied
Professional:
Dentist
Dietitian
Medical Technologist
Nutritionist
Occupational Therapist
Pharmacist
Physician (teaching
&/or research only)
Physiotherapist/
Physical Therapist
Psychologist
Recreational Therapist
Registered Nurse

Veterinarian
Range Manager/
Range Conservationist
Research Assistant
(post-secondary
educational institution)
Scientific Technician/
Technologist
Scientist:
Agriculturist (including
Agronomist)
Animal Breeder
Animal Scientist
Apiculturalist
Astronomer
Biochemist
Biologist
Chemist
Dairy Scientist

8 C.F.R. § 214.6(a).
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Epidemiologist
Geneticist
Geochemist
Geologist
Geophysicist
(Oceanographer)
Horticulturalist
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Meteorologist
Pharmacologist
Physicist
Plant Breeder
Poultry Scientist
Zoologist
Social Worker
Sylviculturist (including
Forestry Specialist)

Teacher:
College
Seminary
University
Technical Publications
Writer
Urban Planner
Vocational Counselor

Most of these occupations require either a baccalaureate degree from a U.S.
or Canadian university, or a licenciatura degree from a Mexican university.
EXAMPLE:
Tony Snow, a Canadian engineer, must move to the United States to
manage an engineering firm. Since Tony has a Bachelor’s degree in
engineering and “Engineer” is listed in NAFTA as a qualifying profession for the TN visa, Tony can apply for the TN at the border. He
will need, however, a TN officer to adjudicate his petition upon its
presentation, and so should present himself at a major port of entry.
The advantage of this “Trade NAFTA” or “TN” visa is that the
Canadian worker can apply at the port of entry, obtaining it quickly and
conveniently in exchange for a fee and presentation of proper documentation. Mexican nationals must apply for the visa at the U.S. Consulate
closest in proximity to their home. The TN visa is now valid for three
years, and can be renewed as long as the person remains employed and is
able to satisfy the “temporary” intent requirement, primarily by maintaining sufficient ties abroad.
[D] E-1 and E-2 Visas for Investors
The E visa category was established to give effect to treaties
between the United States and foreign countries that provide reciprocal
benefits to respective nationals investing in the other country or conducting trade between them.23 Treaties or equivalent arrangements providing
for trade and investment (E-1 and E-2) status are in effect with the following countries:
23

8 C.F.R. § 214.2(e).
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Argentina
Belgium
Canada
Colombia

Australia
Bolivia
China (Taiwan only)
Costa Rica

Austria
Bosnia & Herzegovina
Chile
Croatia

Denmark
Finland

Estonia
France

Ethiopia
Germany

Honduras
Italy
Kosovo
Luxembourg
Montenegro

Iran
Japan
Latvia
Macedonia
Netherlands

Ireland
Jordan
Liberia
Mexico
Norway

Oman
Philippines

Pakistan
Poland

Paraguay
Serbia

Singapore
Spain
Switzerland
Turkey

Slovenia
Surinam
Thailand
United Kingdom

South Korea
Sweden
Togo

Treaties conferring only E-1 treaty-trader status exist with the
following:
Brunei
Greece
Israel

Treaties conferring E-2 treaty investor status only exist with the
following:
Albania
Bahrain
Cameroon
Czech Republic
Georgia
Kazakhstan
Moldova

Armenia
Bangladesh
Congo (Brazzaville)
Ecuador
Grenada
Kyrgyzstan
Mongolia

Azerbaijan
Bulgaria
Congo (Kin Shasa)
Egypt
Jamaica
Lithuania
Morocco

Panama
Slovak Republic
Tunisia

Romania
Sri Lanka
Ukraine

Senegal
Trinidad & Tobago
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E-1 Treaty-Trader status is available to companies engaged in trade
with the United States as long as the trade is substantial and is principally
between the United States and the treaty country. There is no set minimum dollar amount to determine whether trade is “substantial.” Instead,
“substantial” is measured by the volume, number of transactions, and the
continued course of trade. Judgments are case by case and appeal to common sense. Because a company must demonstrate a continued course of
trade, trade must have commenced before the petition is filed, and more
than half of all the international trade in which the company’s U.S. office
engages must be with the treaty country. Once the company qualifies, the
visa can be issued for employees with supervisory, executive, or essential
skills, all the categories covered by all L and H visas.
E-2 Treaty-Investor status is used by foreign persons to perform services related to a substantial investment in the United States. A principal
investor qualifies for an E-2 visa when the purpose of a visit to the United
States is the development and direction of the investment. When there is
more than one investor in a company, a controlling interest test is applied
to determine which investor is responsible for the development and direction of the company.
Because these visas are enabled by treaties, the foreign nationals eligible for them must come from the same countries both originating the
investment and partnering by treaty with the United States. Only a British
national would be eligible, for example, for an E visa on behalf of a
British investor.
The CIS defines a treaty investor as a foreign person who
Has invested or is actively in the process of investing a substantial
amount of capital in a bona fide enterprise in the United States, as
distinct from a relatively small amount of capital in a marginal enterprise solely for the purpose of earning a living. . . .24

The investment must be a real operating enterprise producing a service or
good. For a newly formed company, this requirement can be satisfied by
the submission of a business plan, financial projections, business license,
contracts, or letters of intent, and other evidence that the new company
has a realistic prospect of generating revenue in the marketplace. Proof
of incorporation of the company and a lease or deed of ownership for the
office space must also be submitted with the petition.
24

8 C.F.R. § 214.2(e)(ii)(2).
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EXAMPLE:
A French company sets up a new subsidiary in the United States
with a substantial financial investment. The investing French company wishes to send two of its employees—Jessica, a British
national, and Jenna, a French national—to work at the U.S. enterprise as general managers. Both Jessica and Jenna have managerial
qualifications obtained while working for the French company.
Assuming the U.S. entity has been registered as a qualified sponsoring entity, Jenna, as a French national, could qualify for an E visa to
perform services as a general manager in the United States. However, Jessica, who has the same professional qualifications as Jenna,
will not qualify for an E visa because she does not have the same
nationality as that of the investing French company.
[1] Special Requirements for Investors
To qualify for an E-2 visa, an applicant must benefit from:
(a) A treaty, including a Bilateral Investment Treaty (see Chapter
8), between the United States and the country of which the
treaty enterprise is a “national;”
(b) At least 50 percent ownership of the investing enterprise by
nationals of the treaty country;
(c) Citizenship in the treaty country by principal investors and
enterprise employees seeking admission through the treaty
enterprise; and
(d) Having an essential role in the enterprise, either as the investor
who will develop and direct the investment, or as a qualified
manager or specially trained and highly qualified employee
necessary for the investment’s development.
An investment, to qualify for E-2 status, must be:
1. An active investment. The investor must make an irrevocable
commitment of funds that represents an actual, active investment.
2. A substantial investment. The investment must be substantial,
taking into account only those financial transactions in which
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the investor’s own resources are at risk.
3.

[a]

Able to create jobs. The investment cannot be marginal, one
that will support only the investor and his family; it should create job opportunities for U.S. workers.
An Active Investment

The qualifying investment must be “active.” The invested money
must be put “at risk” in a real operating business producing a service or
product. Non-qualifying investments include:
1.

Uncommitted funds in a bank account, even a business account;
and

2.

Passive or speculative investment held for potential appreciation in value, such as undeveloped land or the securities of a
business in which the investor is not actively engaged.

EXAMPLE:
Jessica Favre, an investor, purchases a shopping center that is occupied and has been in business for many years. The investment is
“active” because Jessica must continue to provide services to tenants, manage and maintain the shopping center, and lease space.
Were Jessica merely to hire a management company to manage the
shopping center, the investment would become passive because Jessica would appear not to be actively involved in the business.
[b]

A Substantial Investment

There is no minimum dollar amount necessary for an investment to
be considered “substantial.” The investment must be:
1.

Proportional to the total value of the particular enterprise in
question (a test usually applied to investments in existing businesses); or

2.

An amount “normally” considered necessary to establish a
viable enterprise of the type contemplated (a test typically
applied to new businesses).
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When a foreign parent is investing in a new subsidiary, the investment
will be considered separately from any other investments in already existing subsidiaries in the United States.
[i] Qualifying Investments.
ments include:

Normally, the qualifying invest-

•

Loans secured by the investor’s own assets, such as a mortgage on
real property;

•

Unsecured loans;

•

Cash reserves placed in a business account at the disposal of the business for purchase of equipment, property, or start-up inventory; and

•

Value of purchased equipment and property.

[ii]
include:

Non-Qualifying Investments.

Non-qualifying investments

•

Mortgage debt;

•

Loans for which the lending institution has recourse against a guarantor in the event of nonpayment by the investor; and

•

Cash not held in reserve by the corporation, such as cash held in personal bank accounts.

The investment, to qualify, cannot be marginal, solely for the purpose of
earning a living for the investor and his family. The marginality of an
investment enterprise is measured by its capacity to employ U.S. workers
in addition to the foreign investor and the investor’s family members.
Thus, the investor must prove that:
1.

The business enterprise is the type that will require employees
beyond the investor in order to operate; and

2.

Reliable projections of income can be made that show sufficient funds will be generated beyond a living wage for the
investor, to pay salaries to U.S. workers.
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[2] Transferring Personnel
Employees of a qualifying E enterprise may also receive E status,
as long as they are treaty nationals who will serve as executives, supervisors, or as essential employees. To be “essential,” an employee must
possess special skills and qualifications that are needed by the E enterprise. Essential employees are frequently needed to:
(a) Establish the enterprise (start-up);
(b) Train or supervise persons serving in technical positions, such
as manufacturing, maintenance, or repair technicians; or
(c) Continuously monitor and develop product improvement and
quality control.
Assuming that the treaty enterprise continues to possess the nationality of the treaty country, an E visa can be renewed indefinitely as long
as the trade is substantial, for the E-1 visa, or the investment continues to
exist, for the E-2 visa. Treaty employees may be authorized to work for
either a parent treaty enterprise or any subsidiary of the parent, as long as
evidence of the parent-subsidiary relationship was presented at the time
the E status was obtained. The spouse of an E visa holder can obtain a
work permit to work for any employer in the United States.
[E] E-3 Visas for Australian Citizens
The E-3 visa category for Australian citizens is the product of the
Free Trade Agreement between the United States and Australia. It is
available only to Australian citizens who will work in the United States
in a specialty occupation. They do not have to be working in an
Australian-owned enterprise or in some new foreign investment. Currently, 10,500 E-3 visas may be issued each year in this category.25
The E-3 visa category is a composite of the H-1B and E-1/E-2 visa
categories. It is limited to occupations that require:
1.

25

Theoretical and practical application of a body of highly specialized knowledge; and

8 U.S.C. § 1101(a)(15)(E)(iii).
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Attainment of a bachelor’s degree or higher (or the equivalent)
in the specialty field.

The U.S. employer must attest to the wage and working conditions in an
LCA to be submitted to the Department of Labor. The certified LCA and
other necessary evidence for the classification can be presented directly
to the U.S. Consulate closest to the applicant’s home for review and
approval. As the E-3 category is a treaty-based visa, it does not require a
CIS petition prior to visa issuance at the U.S. Consulate.
§ 16.05

IMMIGRATION ENFORCEMENT

This section describes the main U.S. immigration enforcement
agency and one of its programs designed to help employers comply with
the law.
[A] ICE and IRCA
Employers must always comply with all U.S. immigration laws.
Immigration and Customs Enforcement (“ICE”), created post-9/11 (in
March 2003), is the largest investigative branch of the Department of
Homeland Security (“DHS”) and has been enforcing immigration laws
aggressively. It combines law enforcement functions of the former Immigration and Naturalization Service (“INS”) and the U.S. Customs Service. Its stated mission is to protect the United States against terrorist
attacks. According to its website, ICE “target[s] illegal immigrants; the
people, money and materials that support terrorism and other criminal
activities.”26 U.S. law imposes severe penalties—including hefty fines
and imprisonment—on employers when they hire foreigners not authorized to work in the United States. Thus, not only the workers are at risk:
the burden of proof regarding worker eligibility falls on employers. The
Immigration Reform and Control Act (“IRCA”)27 mandates that employers verify the employment eligibility of all new employees through the
Form I-9 process.
Most ICE investigations take up to one year and can involve other
investigative agencies. At a minimum, all employers should have
26

See http://www.ice.gov.
Pub. L. No. 99-603, 100 Stat. 3359 (1986) (codified in scattered sections of 7, 8,
26, 42, and 50 U.S.C.).
27
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documented I-9 training in voluntary audits, I-9 “experts” within the
company, and I-9 compliance programs, both to avoid running afoul of
the law, and to demonstrate a good faith attempt to comply with IRCA.
ICE investigations have exposed egregious violations of criminal
statutes, sending a strong deterrent message to all employers who knowingly employ illegal aliens. For example, in 2008, ICE charged a current
and former executive of a franchisee that owned 11 McDonald’s restaurants in and around Reno, Nevada, as well as the corporation itself, with
federal felony immigration offenses for encouraging illegal aliens to
reside in the United States and knowingly hiring illegal workers. The corporation agreed to pay a $1 million fine and be placed on probation. In
addition, the franchisee’s former vice-president faced a maximum penalty of up to 5 years in prison and a $250,000 fine. He ultimately was sentenced to 3 years of probation and 40 hours of community service.
Worksite enforcement cases often involve additional violations,
such as alien smuggling, alien harboring, document fraud, money laundering, fraud, or worker exploitation. Extreme cases, however, do not
diminish ICE’s growing attention to the less extreme. Employers will be
held accountable, and ICE’s bureaucracy and investigative reach are
growing.
[B] ICE’s IMAGE Program
Not everything about ICE is threatening to employers. There is one
program that can actually help protect them. On July 26, 2006, DHS
introduced the “ICE Mutual Agreement Between Government and
Employers” (“IMAGE”). With the increase in criminal prosecutions of
worksite violations, DHS claims that it has been flooded by requests from
employers seeking information on how to avoid hiring illegal aliens.
According to DHS, IMAGE, which is a voluntary program, has been
designed to provide answers to these questions and help employers comply with the law.
As part of the IMAGE program, ICE and CIS provide education and
training on proper hiring procedures, fraudulent document detection, use
of E-Verify (formerly known as the Basic Pilot Employment Verification
Program), and anti-discrimination procedures. However, employers seeking to participate in IMAGE must first agree to submit to an I-9 audit by
ICE. After enrollment, the employer must also implement DHS’s Best
Hiring Practices.

2013 SUPPLEMENT
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The DHS Best Hiring Practices are to:
1.

Use E-Verify for all hiring;

2.

Establish an internal training program, with annual updates, on
how to manage completion of Form I-9 (Employee Eligibility
Verification Form), how to detect fraudulent use of documents
in the I-9 process, and how to use the Basic Pilot Employment
Verification Program;

3.

Permit the I-9 and E-Verify process to be conducted only by
individuals who have received training, and include a secondary review as part of each employee’s verification to minimize the potential for a single individual to subvert the
process;

4.

Arrange for annual I-9 audits by an external auditing firm or a
trained employee not otherwise involved in the I-9 and electronic verification process;

5.

Establish a self-reporting procedure for reporting to ICE any
violations or discovered deficiencies;

6.

Establish a protocol for responding to no-match letters
received from the SSA (these are letters sent by the Social
Security Administration to the employer informing it that the
alien’s name and social security numbers do not match and
require additional investigation for validity);

7.

Establish a Tip Line for employees to report activity relating
to the employment of unauthorized (illegal) aliens, and a protocol for responding to employee tips;

8.

Establish and maintain safeguards against use of the verification process for unlawful discrimination;

9.

Establish a protocol for assessing the adherence to the “Best
Practices” guidelines by the company’s contractors/subcontractors; and

10.

Submit an annual report to ICE to track results and assess the
effect of participation in the IMAGE program.
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All IMAGE participants gain membership in DHS’s E-Verify,
administered by CIS. This program enables employers to verify the eligibility of newly hired employees to work in the United States by matching their names and social security numbers. This Internet-based system,
which is available in all 50 states and is currently free to employers, provides an automated link to the SSA database and DHS immigration
records. Companies that comply with the program will be “IMAGE certified,” a distinction that ICE hopes will be an industry standard.
§ 16.06

INTERPRETING MIXED SIGNALS

As with export controls and foreign investment screening, the
United States has been sending mixed signals to foreigners about immigration. On the one hand, the United States wants to appear open as a
market for goods, capital, and people. On the other hand, post-9/11, the
United States has wanted to assert controls responsive to the perceived
needs of a security state. This ambivalence has led to confusion in many
areas of the law, including immigration. The strategic solution for those
interested in investing in the United States is to exploit as much as possible the “open” side of the balance while respecting the security side.
Once the balance is recognized and understood, immigration laws do
encourage foreign investors to staff their new enterprises with the best
personnel they can find.
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§ 17.01

§ 17.02

EXECUTIVE SUMMARY

The mission of the U.S. Customs Service changed in its urgency and
focus following the terrorist attacks of September 11, 2001, as witnessed by
the agency’s reorganization in the new Department of Homeland Security
as Customs and Border Protection (“CBP”). The renewed mandate to keep
American borders secure from potentially threatening imports has
extended CBP’s responsibilities beyond the United States’ borders to other
countries. The U.S. Congress has insisted that all imports be screened,
irrespective of the overwhelming size of the task. Foreign investors importing or exporting goods between the United States and other countries have
to be conscious of these heightened security concerns, and the changes in
laws and regulations that have accompanied them, while remaining
focused on the commercial aspects of their foreign investments.
Through careful planning, foreign investors can ensure that they will
minimize the cost of customs duties on imported parts and products; avoid
unnecessary liabilities under U.S. customs law; maximize predictability
and efficiency in international chains of production; comply with U.S.
national security and anti-terror initiatives conducted by multiple government agencies; and prevent competitors from raising potential fraud or
national security concerns to interfere with acquiring and operating a U.S.
business.
§ 17.02

INTRODUCTION

Companies that depend on moving supplies and products into the
United States must master compliance with U.S. customs laws in order
to maximize their success. Failure to do so creates unnecessary risks of
incurring additional duties, penalties, fines and forfeitures, and jeopardizes
the ability to meet delivery deadlines predictably and competitively.
Post-9/11 security measures enforced by CBP can become additional
obstacles to the efficient flow of goods for the unwary. Foreign investors
need to be cognizant of these laws in the operation of their own businesses
and investments, but also in the due diligence stages of considering an
acquisition to avoid the assumption of a target company’s liabilities for
violations.
Section 17.03 provides an overview of the U.S. customs laws governing the proper identification of imported goods and the calculation of

17-3

§ 17.03

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

applicable duties. Section 17.04 outlines CBP’s “reasonable care” and
“informed compliance” policies, which are the standards by which
importers are expected to comply with U.S. customs laws. Section 17.05
describes CBP’s enforcement powers and proceedings, followed by
Section 17.06’s treatment of national security policies with which CBP
has been charged post-9/11. Finally, Section 17.07 identifies the customs
risks for which a foreign acquirer should watch when evaluating whether
to acquire an importing U.S. business entity.
§ 17.03

OVERVIEW OF U.S. CUSTOMS LAW

Goods imported into the United States are either dutiable or dutyfree. The factors determining whether and how much duty should be paid
are the classification, valuation, and origin of the goods.
[A] Tariff Classification
Imported goods are classified according to the Harmonized Tariff
Schedule of the United States (“HTS”), which contains a comprehensive
list of code numbers, assigned to various categories and names of goods.1
The HTS is based on the Harmonized Commodity Description and Coding
System (“HS”), which was developed by the World Customs Organization
(“WCO”) and adopted by almost every country in the world. The HS
provides six-digit classification codes for some 5,000 categories of
products. The HTS incorporates the HS codes and adds as many as
four more digits (ten in total) to each code for purposes of further
classification and statistical recordkeeping.
The first two digits of the code indicate chapter headings.
Chapter 44, for example, comprises “Wood and articles of wood; wood
charcoal.” The first four digits of the code constitute “headings;” six
digits constitute “subheadings.”
The “General Rules of Interpretation,” or “GRI,” establish a
hierarchy of simple rules that govern proper classification under the HTS.
For example, GRI 1 requires that goods must be classified initially in reference to the first four-digit headings provided in the code “and any relative

1

The HTS is maintained by the U.S. International Trade Commission, and is available
at http://www.usitc.gov/tata/hts/bychapter/index.htm.
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section or chapter notes” before referring to the six-digit subheadings or
eight-digit classification levels.
In addition to the classification code and description of the imported
article, the HTS specifies the applicable customs duty rate and identifies
any preferential tariff rates under free trade agreements or other
programs, as the following sample HTS page illustrates.
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Column 1 “General” provides the applicable duty rate for goods
from countries with which the United States has normal trade relations.
Column 2 rates previously applied to products of Communist countries.
Today, the Column 2 rates are almost never used.2
The abbreviations under Column 1 “Special” indicate various free
trade agreement or other preferential arrangements that apply. For
example, “AU” signifies preferential treatment under the U.S.-Australia
Free Trade Agreement, “CA” and “MX” refer to preferential treatment for
Canadian and Mexican goods under the North American Free Trade
Agreement, “D” signifies preferential treatment under the African Growth
and Opportunity Act. These and other terms are explained in the HTS
with the General Rules of Interpretation.
When goods are subject to duty, the rate may be ad valorem, specific,
or compound. Most rates are ad valorem, meaning duty is assessed at a
percentage of the value of the merchandise (e.g., 3 percent). A specific rate
is a stated amount of duty assessed per unit of weight or other measurement
(e.g., 25 cents per kilogram). A compound rate is a combination of both. The
applicable rates vary from one classification of goods to another, so
classification can become a critical factor in determining whether and
how much duty should be assessed.
The initial decision about the classification of merchandise is made
by the “importer of record,” the owner or purchaser of the imported
merchandise or other designated person preparing the entry documents.
The classification decision may be reviewed by a CBP import specialist
who determines which of the numerous items described in the HTS most
correctly describes the merchandise.
Import specialists are assigned only specific lines of merchandise,
and thus become experts in those lines. It is not unusual for the import
specialist to meet with the importer, the customs broker, or attorney to
discuss the nature of the merchandise. CBP also may conduct a scientific
analysis of the merchandise in its laboratory.
[1] Notification of Increased Duties
If an import specialist were to disagree with the HTS classification
on the entry documents as proposed by the importer of record, he would
2

The HTS specifies that Column 2 applies to goods imported from Cuba and North
Korea, but because other laws prohibit almost all trade with those countries, Column 2 is
very rarely used.
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re-designate the HTS number for that entry of imported goods. This
re-designation of the classification could reduce the applicable tariff rate
or, more likely, increase it. The importer would be notified promptly
should CBP, based on the recommendation of the import specialist,
determine that the entered rate or value of any merchandise is too low.3
“Liquidation” of the entry, meaning, the final computation of the
duty obligations, must be made within 20 days of the notice, unless CBP
believes there are compelling reasons to the contrary. The rate may be
appealed by filing a “protest” (a request for an administrative review of
the determination) within 180 days after liquidation of the entry.
[2] Tariff Classification Ruling Letters
An importer, exporter, or anyone who has a direct and demonstrable
interest in the issue has the right to obtain a binding ruling on the
classification of merchandise before the merchandise enters the United
States. Advance ruling letters give trading companies the security of
knowing the rate of duty to be paid on merchandise imported into the
United States.
A request for a tariff classification ruling includes a description of
the merchandise, its use, composition, any technical designation, value,
purchase price, and selling price in the United States. The requesting
party may ask CBP for confidential treatment of certain information in
the ruling request by designating the information as confidential, and by
providing the reasons why the information must be protected.
Should the recipient of a ruling letter disagree with CBP’s classification, the recipient may appeal the ruling directly to CBP Headquarters
in Washington, D.C. Once a ruling is issued, the tariff classification must
be used on all future entries.
A CBP ruling letter is binding to the particular transaction described
in the request for the ruling until it is modified or revoked. Ruling letters
are applicable to other transactions only when the articles are identical
and involve like facts. Rulings that involve precedential decisions are
published in the Customs Bulletin. Inconsistent decisions by different
CBP area offices must be brought to the attention of CBP Headquarters,
which will review the inconsistency and issue a decision. Sometimes the
port director will note an inconsistency and ask Headquarters to rule, but
3

See 19 C.F.R. § 152.2. When the increase in duties on that entry is less than $15, it
is considered de minimis.
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it is incumbent upon the applicant to make sure any discrepancies are
referred for attention.
[B] Valuation
Establishing the value of imported merchandise is necessary for
CBP to make a proper assessment of duties where, as in most cases, the
applicable duty rate is ad valorem. The importer of record is responsible
for reporting accurately the value on the CBP entry documents.
The most common method for determining the value of imported
goods is the “transaction value,” usually the sales price, which is defined
by law as:4
. . . the price actually paid or payable for the merchandise when sold
for exportation to the United States, plus amounts equal to—
(A)

the packing costs incurred by the buyer with respect to the
imported merchandise;

(B)

any selling commission incurred by the buyer with respect to
the imported merchandise;

(C)

the value, apportioned as appropriate, of any assist5;

(D)

any royalty or license fee related to the imported merchandise
that the buyer is required to pay, directly or indirectly, as a condition of the sale of the imported merchandise for exportation
to the United States; and

(E)

the proceeds of any subsequent resale, disposal, or use of the
imported merchandise that accrue, directly or indirectly, to the
seller.

When the transaction value of the merchandise cannot be determined,
other methods are available, such as the transaction value of identical or
similar merchandise.6

4

19 U.S.C. § 1401a(b)(1).
An “assist” is an item provided by the buyer for free or at a reduced cost for use in
the production of the merchandise to be imported and sold in the United States. Assists
include, among other items, materials that become part of the imported product, and tools
used to make the product.
6
See 19 U.S.C. § 1401a(a)(1).
5
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[C] Rules of Origin
In simple cases, imported goods that are grown, produced, or
manufactured wholly in a foreign country are deemed to originate from
that country. The origin of an imported product, however, can become a
surprisingly complex determination for sophisticated products with parts
from many different countries. U.S. law provides “rules of origin” to
help determine an imported product’s country of origin.
[1] Purposes
The importer must declare the origin of the goods being imported in
the entry documents. This declaration serves multiple purposes:
1.

Duty Assessment. Customs duties may vary depending on the
origin of the imported good. In some cases, antidumping and
countervailing duties also may apply to certain goods from a
particular country.

2.

Marking and Labeling Requirements. Declaration of origin
helps ensure compliance with laws requiring the physical marking and labeling of goods.

3.

Maintaining National Trade Statistics. Declaration of origin
allows the government to collect and monitor statistics on the
flow of goods into the United States.

4.

Determining Eligibility for Duty Preferences Under
Legislative Programs and Free Trade Agreements (FTAs).
Goods originating from certain countries may be entitled to
preferential duty rates under U.S. legislative programs and
international agreements. Programs such as the Generalized
System of Preferences, the Caribbean Basin Economic
Recovery Act, and NAFTA provide for zero or reduced tariff
rates when the article is a “product” of the beneficiary country.

5.

Quotas. Declarations of origin allow the government to monitor
quotas that are specific to the country of origin of the product.

6.

Duty Drawback. Where an imported article becomes part of a
new article “manufactured or produced” in the United States
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and then is exported, U.S. law provides for the refund of duties
paid on the originally imported article.7
[2] Substantial Transformation Test
CBP Regulations define “country of origin” to mean:
. . . the country of manufacture, production or growth of any article
of foreign origin entering the U.S. Further work or material added to
an article in another country must effect a substantial transformation
in order to render such other country the country of origin within the
meaning of this part.8

Traditionally, CBP and U.S. courts have applied what is called a
“substantial transformation” test to determine the country of origin for an
article that has undergone changes in the manufacturing, growth, or production process. When the article takes on a new name, character, or use9
as a result of the process in another country, it is said to have undergone
a “substantial transformation” that warrants a new country of origin.
In addition to the new name, character, and use of the article, CBP and the
courts have considered the value added by the manufacturing; the nature
of the process used to make the components of the article; the “essential
character” of the finished article; and changes in tariff classification as a
result of the manufacturing. Merchandise assembled in one country, from
components imported from other countries, may be marked with the
name of the country of assembly when a substantial transformation has
occurred to make it a product of that country. The courts repeatedly

7

For an article to qualify for duty drawback, there must be “a transformation, a new and
different article must emerge having a distinctive name, character or use.” Anheuser-Busch
Brewing Ass’n v. United States, 207 U.S. 556 (1908). This case led to the emergence of
the “substantial transformation” test used to determine the origin of imported goods that
undergo production changes sufficient to warrant a change in the designated origin of
the good.
8
19 C.F.R. § 134.1(b) (emphasis added).
9
See Anheuser-Busch Brewing Ass’n v. United States, 207 U.S. 556 (1908), United
States v. Gibson-Thomsen Co., 27 C.C.P.A. 267 (C.A.D.) (1940); Torrington v. United
States, 764 F.2d 1563, 1568 (Fed. Cir. 1985); National Juice Products Ass’n v. United States,
628 F. Supp. 978 (Ct. Int’l Trade 1986).
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have stressed that substantial transformation cases are decided on a
case-by-case basis.10
[3] Tariff Shifts (Changes in Classification)
Goods imported from Canada or Mexico—both countries that
signed the North American Free Trade Agreement (“NAFTA”) with the
United States, are subject to a different methodology for determining their
origin. Canada and Mexico were concerned that the “substantial transformation” test was too subjective to determine origin. Therefore, NAFTA
provided a detailed and arguably more predictable rules of origin scheme,
the purpose of which was to ensure that goods produced or manufactured
in NAFTA member countries would be entitled to preferential tariff
treatment consistent with the goal of promoting free trade.11
Goods manufactured entirely in a NAFTA member country are
considered to originate from that country and enter the United States
duty-free. Goods manufactured in a NAFTA member country from articles
that do not originate in a NAFTA member country may be eligible for
NAFTA country of origin designation, but only in certain circumstances. In
order to provide more predictability in determining when an article has
undergone a change sufficient to re-designate it as originating from a
NAFTA country, NAFTA partners negotiated a lengthy list of each
change in the tariff schedule classification that would qualify for a new
designation of origin. This change is called a “tariff shift” because the
processing or manufacturing that applies to the good results in a shift in
tariff classification numbers within the HTS.
Tariff shift rules of origin resemble a codification of the subjective
“substantial transformation” test applied in U.S. common law to determine
the origin of a good. Under the tariff shift rules of origin, the substantial
transformation that an imported good must undergo in order to be deemed
as originating from the country where the change occurred is expressed
10
CBP proposed a new rule in July 2008 to move away permanently from “substantial
transformation,” in favor of the “tariff shift” method for determining a good’s country of
origin for most imports. This method would rely heavily on changes in the classification
headings for the finished article to establish a change in the article’s origin. The change
would conform to “tariff shift” rules of origin adopted with respect to the North American
Free Trade Agreement and other more recent U.S. trade agreements. CBP, however, has
yet to adopt the proposal as a final rule.
11
See North American Free Trade Agreement Act, Statement of Administrative Action,
H.R. Doc. 103-159 at 492 (1993) (NAFTA SAA).

17-11

§ 17.03[D]

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

in terms of a specified change in tariff classification resulting from further
processing.
For example, consider the origin of artificially flavored lemonade
imported from Mexico. The lemonade would be classified under
Chapter 22 (“Beverages, spirits and vinegar”) of the HTS, with the tariff
code 2202.10.60. Assume that sugar from India is used to make the
lemonade, and that the water and other flavoring ingredients all originate
in Mexico.
There is a NAFTA “tariff shift” rule of origin for “[a] change to
sweetened and/or flavored waters of subheading 2202.10 from any other
chapter.”12 The Indian sugar used to make the lemonade would be classified in HS Chapter 17 (“Sugars and sugar confectionary”). The lemonade
would qualify for preferential treatment under NAFTA because none of
the inputs originating outside of Mexico is classified in Chapter 22. The
only input originating outside of Mexico (the Indian sugar) is classified
under “any other chapter” as provided in the rule of origin. Thus,
the Indian sugar has undergone a tariff shift that is sufficient under
the NAFTA rules of origin to merit re-designation as a new product
originating in Mexico.
Some of the United States’ post-NAFTA free trade agreements
(“FTAs”) do not employ tariff shift schedules for their rules of origin.
For example, the United States’ FTAs with Israel and Morocco rely on
application of the traditional “substantial transformation” test applied in
the courts. However, the more recent U.S. FTAs apply tariff shift rules of
origin similar to the tariff shift rules in NAFTA.13
[D] Marking/Labeling Requirements
All articles of foreign origin imported into the United States must
be marked in a manner as to indicate to the ultimate purchaser in
the United States the name of the country of origin of the imported article,
unless specifically excepted. The marking must be in a conspicuous place
in legible English as permanently as the article will permit. The intent of
Congress has been that the ultimate purchaser may, by knowing where
the goods were produced, be able to buy or refuse to buy them, if such
marking should influence the decision.
12

See 19 C.F.R. § 102.20 under HTSUS 2202.10.
See U.S.-Chile FTA Article 4.1(b)(i); U.S.-Australia FTA Article 5.1(b)(i); CAFTADR Article 4.1(b)(i).
13
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Certain articles are exempted from the marking requirements, such
as articles:
1.

that are incapable of being marked;

2.

that cannot be marked prior to shipment to the United States
without injury;

3.

that cannot be marked prior to shipment to the United
States except at an expense economically prohibitive of its
importation;

4.

for which the marking of the containers will reasonably
indicate the origin of the articles;

5.

which are crude substances;

6.

imported for use by the importer and not intended for sale in
their imported or any other form;

7.

to be processed in the United States by the importer or for his
account other than for the purpose of concealing the origin of
such articles and in such manner that any mark contemplated
by this part would necessarily be obliterated, destroyed, or
permanently concealed;

8.

for which the ultimate purchaser must necessarily know the
country of origin by reason of the circumstances of their
importation or by reason of the character of the articles, even
though they are not marked to indicate their origin;

9.

which were produced more than 20 years prior to their
importation into the United States;

10.

entered or withdrawn from warehouse for immediate exportation or for transportation and exportation;

11.

of American fisheries which are free of duty;

12.

of possessions of the United States;

13.

of the United States exported and returned;

14.

which cannot be marked after importation except at an expense
that would be economically prohibitive unless the importer,
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producer, seller, or shipper failed to mark the articles before
importation to avoid meeting the requirements of the law.14
Appendix 17-A is a list of specific products exempt from the marking
requirements pursuant to 19 C.F.R. § 134.33. However, even when
the articles themselves are exempt from marking, their containers must be
marked clearly with the country of origin. When imported products are
repacked or manipulated after leaving CBP’s custody, the importer must
certify that it will not obscure or conceal the country of origin marking
appearing on the article; otherwise, it must certify that the new container
will be marked with the country of origin.
Articles that are not marked correctly are subject to additional duties
of 10 percent of the final appraised value of the article, unless they are
exported or destroyed under CBP’s supervision.15 Incorrectly marked
items can be brought into Foreign-Trade Zones16 or certain bonded
warehouses for marking before entering the U.S. customs territory.
Depending on the marking problem, in certain circumstances an
arrangement may be made with CBP to correct the problem at the CBP
port-of-entry. Any intentional removal of a country of origin marking
may result in criminal penalties of up to $5,000 and/or imprisonment for
one year.17
[E] Protests
CBP decisions regarding the classification of goods, the applicable
duty rate, or the appraised value of merchandise may be challenged by
the importer in a formal protest. The submission of a protest informs CBP
that the importer disagrees with the decision and would like CBP to
reconsider and reverse its decision. The filing of a protest also ensures
that if CBP were not to reverse its decision, the importer would have an
opportunity to seek review and reversal by the court having jurisdiction,
the United States Court of International Trade (“CIT”). The protest must
14

19 C.F.R. § 134.32.
19 C.F.R. § 134.2.
16
“Foreign-trade zone” is a restricted-access site, in or adjacent to a Customs port of
entry, operated pursuant to public utility principles under the sponsorship of a corporation
granted authority by the Board and under supervision of the Customs Service, See 15
C.F.R. § 400.2(e).
17
19 C.F.R. § 134.4.
15
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be filed within 180 days of the liquidation of entries for the imported
goods subject to the decision being challenged.
§ 17.04

“REASONABLE CARE” AND “INFORMED
COMPLIANCE”

U.S. law requires importers to use “reasonable care” in completing
and submitting accurate entry documentation with respect to classification, valuation, origin, and other information to ensure that the proper
duties are assessed on imported merchandise and accurate statistics
are collected.18 They must meet marking and labeling requirements, and
have an obligation to maintain “informed compliance” with CBP laws,
regulations, and policies:
Informed compliance is a shared responsibility between CBP and
the import community wherein CBP effectively communicates its
requirements to the trade, and the people and businesses subject to
those requirements conduct their regulated activities in accordance
with U.S. laws and regulations. A key component of informed
compliance is that the importer is expected to exercise reasonable
care in his or her importing operations.19

CBP provides publications on myriad import subjects on its
Web site to facilitate importers’ “informed compliance.”20 Among the
publications, CBP provides several checklists consisting of questions
that an importer might ask itself to self-assess whether “reasonable care”
is being taken to comply with the law. These excerpted checklists are
included as Appendix 17-B.
CBP regulations require importers, customs brokers, and owners of
importing businesses, among others, to maintain for inspection records
relating to their customs entries for five years from the date of entry of
the imported goods. Records pertaining to duty drawback21 claims must
18

See 19 U.S.C. § 1484.
“Importing Into the United States: A Guide for Commercial Importers,” U.S.
Customs and Border Protection, Publication # 0000-0504, (Dec. 05, 2006), available at
http://www.cbp.gov/linkhandler/cgov/newsroom/publications/trade/iius.ctt/iius.pdf.
20
See http://www.cbp.gov/xp/cgov/trade/legal/informed_compliance_pubs.
21
Where an imported article becomes part of a new article “manufactured or
produced” in the United States and then is exported, U.S. law provides for the refund of
duties paid on the originally imported article. See note 7 supra.
19

17-15

§ 17.04

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

be kept for three years. Failure to produce records in a timely fashion
in response to a request for production can lead to the imposition of
penalties in amounts up to the lesser of $100,000 or 75 percent of the
value of entries subject to inspection.
Additional recordkeeping requirements apply for entries claiming
preferential duty rates under U.S. FTAs. For example, NAFTA provides a
legal framework for establishing, documenting, and verifying claims for
preferential treatment under the NAFTA “tariff shift” rules of origin.
NAFTA Article 50122 introduced the requirement that a Certificate of Origin be provided to certify that an imported good originated from the territory of one of the NAFTA Parties.23 Although the importer makes
the claim for preferential treatment when imported goods cross the
border, the NAFTA Parties place responsibility for the claim on the
exporter by requiring it to complete and sign the Certificate of Origin in
support of the claim,24 and to “promptly notify in writing all persons to
whom the Certificate was given by the exporter or producer” when the
exporter has reason to believe that the Certificate contains any incorrect
information.25 Where the exporter is not the producer of the imported
good, it still can sign and complete the Certificate based on “(i) its
knowledge of whether the good qualifies as an originating good, (ii) its
reasonable reliance on the producer’s written representation that the
good qualifies as an originating good, or (iii) a completed and signed
Certificate for the good voluntarily provided to the exporter by the
producer.”26 Hence, exporters bear the burden under NAFTA of proving
the validity of any asserted claim by an importer for preferential
treatment.
At the time of importation, the importer must: “(a) make a written
declaration, based on a valid Certificate of Origin that the good qualifies
as an originating good; (b) have the Certificate in its possession at the
time the declaration is made; (c) provide, on the request of that Party’s
customs administration, a copy of the Certificate; and (d) promptly make
a corrected declaration and pay any duties owing where the importer has

22

19 C.F.R. Part 181.
See NAFTA Article 501(1).
24
NAFTA Article 501(3).
25
NAFTA Article 504(1).
26
NAFTA Article 501(3).
23
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reason to believe that a Certificate on which a declaration was based
contains information that is not correct.”27
The NAFTA Parties agreed upon a Certificate of Origin form that
requires the exporter to provide the names, addresses, and tax identification
numbers for the exporter, producer, and importer; the “blanket period”
for the imported goods;28 a description of the goods; the HTS tariff
classification number; the “preference criterion” or basis for which the
goods are to be considered “originating” within the NAFTA territories;
whether the exporter is the producer; whether a net cost calculation was
used to determine the origin of the goods; the country of origin; and the
signed certification of the exporter.29
Since NAFTA, FTAs have taken a different approach to establishing that an imported good originates in the applicable FTA country.
The burden for establishing the claim for preferential treatment lies
with the importer, instead of the exporter, and the certification of an
import’s originality has become less formal, although much of the same
information is included.
§ 17.05

ENFORCEMENT

The importer is liable for violations of the customs laws. Penalties
range from civil fines and forfeitures to criminal prosecution and
imprisonment.
[A] Actions Giving Rise to Penalties
Section 592 of the Tariff Act of 193030 provides that no person by
fraud, gross negligence, or negligence:

27

NAFTA Article 502(1).
The “blanket period” is the period for which the Certificate of Origin applies to
multiple importations of identical goods, but not to exceed 12 months. See NAFTA
Article 501(5).
29
See U.S. Department of Homeland Security, Bureau of Customs and Border Protection CBP Form 434 for imports into the United States at http://forms.cbp.gov/pdf/
CBP_Form_434A.pdf.
30
19 U.S.C. § 1592(a)(1).
28
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may enter, introduce, or attempt to enter or introduce any
merchandise into the commerce of the United States by
means of:
a. any document, written or oral statement, or act which is
material and false, or
b. any omission which is material, or

2.

may aid or abet any other person to violate the above.

The statute is applicable regardless of whether it actually deprives CBP
of collecting revenue properly owed.31
A document, statement, act, or omission is material when it has
the potential to alter the classification, appraisement, or admissibility of
merchandise, or the liability for duty, or if it tends to conceal an unfair
trade practice under the antidumping or countervailing duty laws, or an
unfair act involving patent or copyright infringement.32
There are three degrees of culpability under Section 592: negligence,
gross negligence, and fraud.
Negligence. A violation is determined to be negligent if it results
from an act or acts (of commission or omission) done through either
the failure to exercise the degree of reasonable care and competence
expected from a person in the same circumstances in ascertaining
the facts or in drawing inferences therefrom, in ascertaining the
offender’s obligations under the statute, or in communicating
information so that it may be understood by the recipient. As a
general rule, a violation is determined to be negligent if it results
from the offender’s failure to exercise reasonable care and
competence to ensure that a statement made is correct.
Gross Negligence. A violation is determined to be grossly negligent
if it results from an act or acts (of commission or omission) done
with actual knowledge of or wanton disregard for the relevant facts
and with indifference to or disregard for the offender’s obligations
under the statute.
Fraud. A violation is determined to be fraudulent if the material false
statement or act in connection with the transaction was committed
31
32

United States v. F.A.G. Bearings Corp., 8 C.I.T. 201 (Ct. Int’l Trade 1984).
19 C.F.R. Part 171.
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(or omitted) knowingly, that is, was done voluntarily and intentionally, as established by clear and convincing evidence.33
Officers of corporations are not excluded from civil penalties under
Section 592 because of a claim that they were acting in their corporate
capacities.34
[B] Penalty Procedures
Should CBP have reasonable cause to believe that there has been a
violation of Section 592, it must issue a written notice to the person concerned stating the intention to issue a claim for a monetary penalty. In the
notice, CBP makes a tentative determination of the degree of culpability
and the amount of the proposed claim.
Normally, the named person has 30 days from the date of the mailing
of the notice to make a written and oral presentation. Longer and shorter
periods also can be specified in the notice. Thereafter, CBP considers
all available evidence, including the degree of culpability, the existence
of prior disclosure, the seriousness of the violation, and the existence of
mitigating, aggravating, or extraordinary factors. Mitigating factors
include:
Contributory Customs Error. This factor includes misleading or
erroneous advice given by a CBP official only if it appears that the
violator reasonably relied upon the information. If the claimed
erroneous advice was not given in writing, the violator has the burden
of establishing this claim by a preponderance of the evidence. The
concept of comparative negligence may be utilized in determining
the weight to be assigned to the factor. If it is determined that
the CBP error was the sole cause of the violation, the penalty is to
be canceled. If the CBP error contributed to the violation, but the
violator is also culpable, the CBP error is to be considered as a
mitigating factor.
Cooperation with the Investigation. In order to obtain the benefits
of this factor, the violator must exhibit cooperation beyond that
expected from a person under investigation for a CBP violation.
33
34

19 C.F.R. Part 171.
United States v. Appendagez, Inc., 5 C.I.T. 74 (Ct. Int’l Trade 1983).
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Some examples of the cooperation contemplated include assisting
CBP officers to an unusual degree in auditing the books and
records of the violator, and assisting CBP in obtaining additional
information relating to the subject violation or other violations.
Merely providing the books and records of the violator may not be
considered cooperation justifying mitigation.
Immediate Remedial Action. This factor includes the payment of
the actual loss of duties prior to the issuance of a penalty notice and
within 30 days of the determination of the duties owed. In certain
extreme circumstances, this factor may include the removal of an
offending employee. The correction of organizational or procedural
defects will not be considered a mitigating factor. It is expected that
any importer or other involved individual will seek to remove or
change any condition that contributed to the existence of a violation.
Inexperience in Importing. Inexperience is a factor only if it
contributes to the violation and the violation is not due to fraud or
gross negligence.
Prior Good Record. For the violator to benefit from this factor, the
violation must have occurred as a result of negligence or gross
negligence, and the violator must be able to show a consistent pattern
of importations without violation of Section 592, or any other
statute prohibiting false or fraudulent importation practices.35
Aggravating factors include:
. . . obstructing the investigation, without evidence, providing misleading information concerning the violation, and prior substantive
violations of Section 592 for which a final administrative finding of
culpability has been made.36

Extraordinary factors that are considered are:
Inability to obtain jurisdiction over the violator or inability to
enforce a judgment against the violator.
Inability to Pay the Mitigated Penalty. The party claiming
the existence of this factor must present documentary evidence
35
36

19 C.F.R. Part 171.
19 C.F.R. Part 171.
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in support thereof, that is, copies of income tax returns, current
financial statements, and independent audit reports.
Extraordinary Expense. This factor may include such expenses
as those incurred in providing one-time computer runs solely for
submission to CBP to aid it in analyzing a case involving an unusual
number of entries with each entry involving several factors, that is,
violations involving subheading 9802.00.80 of the HTS. Usual
accounting and legal expenses (both general and CBP), or the cost
incurred in instituting remedial action, would not be considered
extraordinary expenses.
CBP’s Knowledge. Additional relief in non-fraud cases will be
granted if it is determined that CBP had actual knowledge of a
violation and failed to inform the violator so that it could have taken
early corrective action. In such cases, if a penalty is to be assessed
involving repeated violations of the same kind, the maximum
penalty amount for violations occurring after the date on which
actual knowledge was obtained by CBP will be limited to two
times the loss of revenue in revenue-loss cases or 5 percent of
dutiable value in non-revenue-loss cases or 2 percent of dutiable
value in non-revenue-loss cases if the violations were the result of
negligence. This factor shall not be applicable when substantial
delay in the investigation is attributable to the violator.37
CBP must notify the alleged violator whether a violation was found.
When a person is liable for additional duties, the notice must state the
amount due and how it was calculated. The additional duties are payable
within 30 days.
[C] Types and Calculation of Penalties
The law provides a range of penalties depending on the circumstances and presence of mitigating factors:
Negligence. An amount not to exceed
1.

37

the lesser of

19 C.F.R. Part 171.
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a. the domestic value of the merchandise, or
b. twice the duties, or
2.

if the violation did not affect the assessment of duties, 20 percent
of the dutiable value of the merchandise.

Gross Negligence. An amount not to exceed
1.

the lesser of
a. the domestic value of the merchandise, or
b. four times the duties, or

2.

If the violation did not affect the assessment of duties, 40 percent
of the dutiable value of the merchandise.

Fraud. An amount not to exceed the domestic value of the merchandise.38
When a person discloses to CBP a violation before, or without
knowledge of, the commencement of a formal investigation of the
violation, the merchandise is not seized and any monetary penalties are
reduced:
1.

For fraudulent violations,
a. One times the loss of duties, or
b. If there is no loss of duties, 10 percent of the dutiable value
of the merchandise.

2.

For grossly negligent and negligent violations, the interest on
any loss of duties, computed from the date of liquidation at the
rate applied under Section 6621, Internal Revenue Code of
1954, as amended (26 U.S.C. § 6621).39

The person under investigation has the burden of proving the lack
of knowledge that a formal investigation has been commenced.40

38

19 C.F.R. Part 171.
19 C.F.R. Part 171.
40
19 C.F.R. § 162.71, § 162.73(b), and § 162.74.
39
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[D] Seizure and Duties
Merchandise can be seized and forfeited when a monetary penalty
is not paid within the specified time. Should CBP believe that a person is
insolvent or beyond the jurisdiction of the United States, the merchandise
may be seized to protect the revenue of the United States.41
When the United States has been deprived of revenue because of a
violation, CBP shall require that the duties be paid regardless of whether
a monetary penalty is assessed.42
The statute of limitations for violations arising out of Section 592 is
five years.43
[E] Criminal Penalties
Falsification of information provided to CBP officers is a criminal
offense, which may result in fines, imprisonment of up to two years, or
both.44 Criminal penalties may be enforced with respect to each offense
involving an importation of goods.
§ 17.06

THE POST-9/11 WORLD

CBP has adopted new policies post-9/11 to reduce security risks for
cargo entering the United States. Importers need to be aware of these
policies as they currently exist and continue to evolve.
[A] C-TPAT—Security Issues
Following September 11, 2001, CBP concluded that the security of
cargo transactions could be ensured only through close cooperation with
the ultimate owners of the international supply chain, such as importers,
carriers, consolidators, licensed customs brokers, and manufacturers.
CBP therefore formed the Customs-Trade Partnership Against Terrorism
program (“C-TPAT”) in November 2001.

41

19
19
43
19
44
18
42

C.F.R. § 162.75.
C.F.R. § 162.79b and § 162.80.
U.S.C. § 1621.
U.S.C. § 542.
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C-TPAT is a supply chain security program for international cargo
and conveyances. It allows CBP to designate certain importers, customs
brokers, terminal operators, carriers, and foreign manufacturers as being
low-risk, trusted import traders who have good supply chain security
procedures and controls. CBP reduces screening of imported cargo for
these companies, enabling it to focus instead on screening efforts for
import cargo transactions involving unknown or high-risk import traders.
CBP has a tiered C-TPAT membership structure. CBP asserts that
benefits are afforded to C-TPAT members commensurate with the level of
membership in the program. Applicants to the program submit corporate
information, a supply chain security profile, and an acknowledgement
of voluntary participation. The supply chain security profile outlines
the specific security measures that the company has in place, addressing
topics such as personnel security; physical security; procedural security;
access controls; education, training and awareness; manifest procedures;
conveyance security; threat awareness; document processing; business
partners and relationships; vendors; and suppliers. CBP vets the applicant’s
security profile, and reviews the compliance and violation history of the
company. Upon approval, the applicant is designated a Tier 1, certified,
low-risk partner.
Certified Tier 1 members become Tier 2 members when CBP
performs an on-site C-TPAT validation to verify the member’s security
measures. A C-TPAT participant is selected for validation based on the
strategic threat posed by a particular geographic region; security-related
anomalies; import volume and value; participation in the “Free and Secure
Trade” (“FAST”) or other expedited commercial clearance programs, or as
a matter of routine program oversight. CBP and C-TPAT members conduct
validations together, customized on the basis of the member’s business
model and security profile. The scope of the validation changes and
expands, but it can include inspection of specific portions of the supply
chain, manufacturing sites, foreign logistics providers, and foreign ports.
C-TPAT also requires that members periodically provide a review of their
company’s established and proposed security practices and procedures.
Tier 3 designations are reserved for those companies that exceed
minimum security requirements and demonstrate a commitment to secure
practices.
Many C-TPAT “benefits” were routine CBP operations before 9/11.
Intensified security, however, raised costs, which CBP elected to shift to
the private sector. Permission to “self-police,” for example, represents a
shifting of burdens and responsibilities. Hence, joining C-TPAT has
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meant for most companies regaining the customs clearance efficiency
they had enjoyed before 9/11, but now at their own expense.
CBP prefers to emphasize the benefits of C-TPAT membership,
not the burdens, and lists a number of those benefits on its Web site. The
primary benefits are a reduction in the number of CBP inspections, and
fewer delays at the border. Other specific benefits include:
1.

A C-TPAT supply chain specialist to serve as the CBP liaison
for validations, security issues, procedural updates, communication, and training;

2.

Access to the Status Verification Interface (“SVI”), enabling
members to identify other low-risk, certified business partners;

3.

Reduced selection rate for Compliance Measurement Examinations;

4.

Reduced risk scores in CBP’s automated targeting system,
lowering the likelihood of inspections; and

5.

Access to “FAST” lanes on the Canadian and Mexican borders.

The exact benefits provided to a C-TPAT member company depend on
that company’s level of participation in the C-TPAT. So, for example,
while a Tier 1 company may get a reduced risk score in CBP’s automated
targeting system, a Tier 2 company’s score may be further reduced, and
a Tier 3 company’s score may be reduced further still.
C-TPAT members must agree to implement increased security
throughout their international supply chain in exchange for their low-risk
designation. They must agree to protect the supply chain, identify security
gaps, and implement specific security measures and best practices, allowing C-TPAT to extend its reach to the security practices of companies not
enrolled in the program. Examples of how C-TPAT members have
tightened security in their supply chain include:
•

Conducting regular audits of vendors to ensure compliance with
C-TPAT security guidelines;

•

Conditioning contractual business relationships with service providers
and vendors based on C-TPAT participation and adherence to C-TPAT
security guidelines;
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Obtaining cargo security training for quality assurance personnel or
non-security related auditors who visit foreign vendors and factories
on a regular basis.45

CBP and Canada’s Border Services Agency (“CBSA”) signed an
agreement on June 28, 2008 that recognizes the compatibility of C-TPAT
with Canada’s cargo security program, Partners in Protection (“PIP”). The
mutual recognition agreement was concluded after extensive collaboration between CBSA and CBP and after a detailed comparison of the cargo
security programs of the two countries. The arrangement recognizes
that both countries apply similar security standards and perform similar
site validations when approving companies for membership in their
respective cargo security programs. The mutual recognition agreement is
intended to streamline the flow of commerce between Canada and the
United States and, though separate applications are required for membership in each program, it is intended to make it easier for a company
that is a participant in one program to become a participant in the other.
Working toward its goal of globalizing supply chain security standards,
CBP recently has signed similar mutual recognition agreements with
New Zealand and Jordan.
[B] Importer Security Filing Rule
The Importer Security Filing rule—originally called the “10+2”
initiative, for the number of additional data elements it originally required
from importers and carriers—was implemented by CBP in January 2009
to satisfy the requirements outlined in the Security and Accountability for
Every Port Act of 2006.46
The initiative is intended to improve CBP’s ability to target highrisk cargo prior to vessel loading by identifying actual cargo movement,
improving the accuracy of cargo descriptions, and by allowing CBP to
identify low-risk shipments earlier in the supply chain. CBP previously
relied on carrier manifest information to perform advance targeting prior
to vessel loading. The new rule imposes heightened requirements on
45
See U.S. Customs and Border Protection, Securing the Global Supply Chain,
available at http://www.cbp.gov/linkhandler/cgov/trade/cargo_security/ctpat/what_ctpat/
ctpat_strategicplan.ctt/ctpat_strategicplan.pdf.
46
Importer Security Filing and Additional Carrier Requirements; Interim Final Rule,
73 Fed. Reg. 71730 (Nov. 25, 2008).
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importers and ocean carriers to provide additional data elements that do
not appear on the carrier manifest.
Importers must file 8 data elements electronically with CBP 24 hours
before cargo is laden aboard a vessel destined for the United States:
•

Seller (or owner) name and address

•

Buyer (or owner) name and address

•

Importer of record number/foreign trade zone applicant identification
number

•

Consignee number(s)

•

Manufacturer (or supplier) name and address

•

Ship-to name and address

•

Country of origin

•

Commodity Harmonized Tariff Schedule number

Two additional data elements must be submitted as early as possible, but
no later than 24 hours prior to a ship’s arrival at a U.S. port. These data
elements are:
•

Container stuffing location

•

Consolidator (stuffer) name and address

The rule requires that the following two pieces of information be
provided by carriers, in addition to existing carrier requirements, before
cargo is brought into the United States by vessel: (1) a vessel stow plan
used to transmit information about the physical location of cargo loaded
aboard a vessel bound for the United States; and (2) container status
messages provided to CBP daily that report container movements and
changes in status (e.g., empty or full).
Goods in transit, or foreign cargo remaining on board (“FROB”),
require reporting only five additional data elements in the Importer
Security Filing:
•

Booking party name and address

•

Foreign port of unlading

•

Place of delivery
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•

Ship-to party name and address

•

Commodity HTSUS number at the 6 to 10 digit level

CBP may assess liquidated damages against the importer for failing
to file a timely, complete, or accurate Importer Security Filing, in the
amount of $5,000 per violation, with a maximum of $10,000 per filing.
Carriers also may be assessed liquidated damages for failing to satisfy
their Importer Security Filing requirements.
§ 17.07

SUCCESSOR LIABILITY: CUSTOMS LAW ISSUES IN
ACQUISITIONS

Not every acquisition or investment will involve the movement of
goods into the customs area of the United States. Whenever the movement of goods is implicated, however, it is prudent to establish whether
any customs-related liabilities are outstanding, and to develop a customs
compliance plan.
Foreign investors considering the purchase of a U.S. company
involved in the importation of goods need to examine whether the target
company has any undisclosed liabilities to CBP in connection with its
import business. The company may owe CBP customs duties, antidumping, and countervailing duties. It may have unpaid penalties or liquidated
damages, or CBP may have seized shipments. The target company may
have committed negligence or worse in its representations on entries with
respect to the classification, valuation, or origin of goods. It may have
failed to maintain proper records associated with those entries, exposing
a risk to an audit and substantial penalties.
The CIT, which has exclusive jurisdictional authority over customs
matters, has explained that principles of successor liability apply to
customs law as in other contexts: “[W]here assets of A. have been taken
over by B., a promise by B. to pay A.’s debts should be enforceable in
actions at law by A.’s creditors.”47 A corporate successor is responsible
for a predecessor’s debts—including debts to CBP—when:
1.

there is an express or implied agreement to assume past debts;

2.

the change in corporate form constitutes a de facto merger;

47

See United States v. Ataka America, Inc., 826 F. Supp. 495, 498 (Ct. Int’l Trade
1993) (internal citations and quotations omitted).
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3.

the successor is a mere continuation of its predecessor; or

4.

the change in corporate form was motivated by the intent to
defraud creditors.48

The CIT delineated tests for what constitutes a de facto merger and
what is a “continuation.” The court considers four factors to determine the
occurrence of a de facto merger: a continuity of management; continuity
of shareholders; the immediate dissolution of the seller corporation; and,
the buying corporation’s assumption of liabilities ordinarily necessary for
the continuance of business operations.49
Whereas a merger involves the combination of two entities, a
continuation “entails the transformation of only one.”50 In a continuation,
a new corporation, which has purchased all of the assets of the old
corporation, proceeds exactly as if it were the old corporation. As with a
de facto merger, a key element of a continuation is the continuity of
officers, directors, and shareholders.51
CBP has expressed approval of a successor liability test applied by
the U.S. Bureau for Industry and Security (“BIS”), a Division of the
Department of Commerce. BIS has taken the position that it will penalize
successor companies for export violations under the “substantial continuity” test, a broader version of the “mere continuation” test that eliminates
the need for a continuity of shareholders.52 The “substantial continuity”
test does not require a literal purchase of assets to impose successor liability, so long as there is some form of an asset transfer. Under this test,
BIS considers whether the successor (1) retains the same employees,
supervisory personnel, and the same production facilities in the same
location; (2) continues production of the same products; (3) retains the
same business name; (4) maintains the same assets and general business
operations; and (5) holds itself out to the public as a continuation of the
previous corporation.
48

Ataka America, 826 F. Supp. 495, 498.
Ataka America, 826 F. Supp. 495, 499.
50
Ataka America, 826 F. Supp. 495, 499.
51
Ataka America, 826 F. Supp. 495, 499.
52
BIS’s “substantial continuity” test was upheld by a U.S. Coast Guard Administrative Law Judge in Sigma-Aldrich case, see Order Denying Respondents’ Motions for
Summary Decision, Sigma-Aldrich Bus. Holdings, Inc., 01-BXA-06, Sigma-Aldrich
Corp., No. 01-BXA-07, Sigma-Aldrich Research Biochemicals, Inc. No. 01-BXA-11
(Dep’t of Commerce Bureau of Indus. & Sec. Aug. 29, 2002), available at http://
www.bis.doc.gov/enforcement/casesummaries/sigma_aldrich_alj_decision_02.pdf.
49
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Companies concerned about successor liability with regard to
customs compliance should conduct a thorough due diligence examination to minimize the potential liabilities of the target company’s past
activities, as well as to avoid future compliance issues. Some items on
the due diligence list echo the items important in the preparation of a
compliance plan:
1.

Understanding the breadth of the target company’s import
practices;

2.

Reviewing prior customs proceedings, including any pending
and completed enforcement actions, as well as customs reports,
ruling requests, and a representative sample of entry documents;

3.

Ensuring that the company’s customs compliance monitors
have access and authority to elicit information from the various
areas necessary to ensure compliance, such as accounting,
engineering, design, purchasing, and shipping and receiving;

4.

Reviewing internal import compliance manuals and reviewing
policies or procedures related to CBP recordkeeping requirements;

5.

Ensuring compliance with relevant customs laws, regulations,
and relevant free trade agreements; and

6.

Ensuring compliance with respect to other agencies who share
overlapping jurisdiction with CBP for imported articles,
such as:
a. U.S. Department of Agriculture (“USDA”), Animal Plant
and Health Inspection Service (“APHIS”), which has
jurisdiction over the importation of plants and animals that
may threaten agricultural health;
b. U.S. Fish & Wildlife Service (“FWS”), which regulates the
importation of animals, plants, and their products under
U.S. law and the Convention on International Trade in
Endangered Species of Wild Fauna and Flora (“CITES”);
c. The Food & Drug Administration (“FDA”);
d. The Bureau of Alcohol, Tobacco and Firearms (“ATF”);
e. The Environmental Protection Agency (“EPA”);
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The U.S. Department of Transportation (“DOT”); and

g. The U.S. Consumer Product Safety Commission (“CPSC”),
which regulates domestic and imported consumer products
that may present safety hazards.
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SPECIFIC PRODUCTS
EXEMPTED FROM
MARKING REQUIREMENTS
(19 C.F.R. § 134.33)
Code of Federal Regulations]
[Title 19, Volume 1]
TITLE 19—CUSTOMS DUTIES
CHAPTER I—BUREAU OF CUSTOMS AND BORDER PROTECTION, DEPARTMENT OF HOMELAND SECURITY; DEPARTMENT
OF THE TREASURY
PART 134_COUNTRY OF ORIGIN MARKING—Table of Contents
Subpart D_Exceptions to Marking Requirements
Sec. 134.33 J-List exceptions.
Articles of a class or kind listed below are excepted from the requirements of country of origin marking in accordance with the provisions
of section 304(a)(3)(J), Tariff Act of 1930, as amended (19 U.S.C.
1304(a)(3)(J)). However, in the case of any article described in this list
which is imported in a container, the outermost container in which the
article ordinarily reaches the ultimate purchaser is required to be marked to
indicate the origin of its contents in accordance with the requirements of
subpart C of this part. All articles are listed in Treasury Decisions 49690,
49835, and 49896. A reference different from the foregoing indicates an
amendment.
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Articles

References

Art, works of.
Articles classified under subheadings 9810.00.15,
9810.00.25, 9810.00.40 and 9810.00.45, Harmonized Tariff
Schedule of the United States

T.D. 66–153.

Articles entered in good faith as antiques and rejected as
unauthentic.
Bagging, waste.
Bags, jute.
Bands, steel.
Beads, unstrung.
Bearings, ball, 5/8–inch or less in diameter.
Blanks, metal, to be plated.
Bodies, harvest hat.
Bolts, nuts, and washers.
Briarwood in blocks.
Briquettes, coal or coke.
Buckles, 1 inch or less in greatest dimension.
Burlap.
Buttons.
Cards, playing.
Cellophane and celluloid in sheets, bands, or strips.
Chemicals, drugs, medicinal, and similar substances, when
imported in capsules, pills, tablets, lozenges, or troches.
Cigars and cigarettes.
Covers, straw bottle.
Dies, diamond wire, unmounted.
Dowels, wooden.
Effects, theatrical.
Eggs.
Feathers.
Firewood.
Flooring, not further manufactured than planed, tongued
and grooved
Flowers, artificial, except bunches.
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Flowers, cut.
Glass, cut to shape and size for use in clocks, hand,
pocket, and purse mirrors, and other glass of similar
shapes and sizes, not including lenses or watch crystals.
Glides, furniture, except glides with prongs.
Hairnets.
Hides, raw.
Hooks, fish (except snelled fish hooks)
Hoops (wood), barrel.

T.D. 50205(3).

Laths.
Leather, except finished.
Livestock.
Lumber, sawed

T.D.s 49750;
50366(6).

Metal bars, except concrete reinforcement bars; billets,
blocks, blooms; ingots; pigs; plates; sheets, except
galvanized sheets; shafting; slabs; and metal in similar
forms.
Mica not further manufactured than cut or stamped to
dimensions, shape or form.
Monuments.
Nails, spikes, and staples.
Natural products, such as vegetables, fruits, nuts, berries,
and live or dead animals, fish and birds; all the foregoing
which are in their natural state or not advanced in
any manner further than is necessary for their safe
transportation.
Nets, bottle, wire.
Paper, newsprint.
Paper, stencil.
Paper, stock.
Parchment and vellum.
Parts for machines imported from same country as parts.
Pickets (wood).
Pins, tuning.
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Plants, shrubs and other nursery stock.
Plugs, tie.
Poles, bamboo.
Posts (wood), fence.
Pulpwood.
Rags (including wiping rags)
Rails, joint bars, and tie plates covered by subheadings
7302.10.10 through 7302.90.00, Harmonized Tariff
Schedule of the United States.
Ribbon.
Rivets.
Rope, including wire rope; cordage; cords; twines, threads,
and yarns.
Scrap and waste.
Screws.
Shims, track.
Shingles (wood), bundles of (except bundles of red-cedar
shingles)
Skins, fur, dressed or dyed.
Skins, raw fur.
Sponges.
Springs, watch.
Stamps, postage and revenue, and other articles covered in
subheadings 9704.00.00 and 4807.00.00, Harmonized
Tariff Schedule of the United States
Staves (wood), barrel.
Steel, hoop.
Sugar, maple.
Ties (wood), railroad.
Tides, not over 1 inch in greatest dimension.
Timbers, sawed.
Tips, penholder.
Trees, Christmas.
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Weights, analytical and precision in sets

T.D.s 49750;
51802.

Wicking, candle.
Wire, except barbed.

[T.D. 72–262, 35 FR 20318, Sept. 29, 1972, as amended by T.D.
85–123, 50 FR 29954, July 23, 1985; T.D. 89–1, 53 FR 51256, Dec. 21,
1988; T.D. 95–79, 60 FR, 49752, Sept. 27, 1995]
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IMPORTER SELF-ASSESSMENT
CHECKLISTS
[NOTE: The following checklists are excerpted from Importing Into the
United States: A Guide for Commercial Importers, U.S. Customs and
Border Protection, Publication # 0000-0504, (Dec. 05, 2006), available at
http://www.cbp.gov/linkhandler/cgov/newsroom/publications/trade/iius.
ctt/iius.pdf.]
GENERAL QUESTIONS FOR ALL TRANSACTIONS:
1. If you have not retained an expert (e.g., lawyer, customs broker, accountant, or customs consultant) to assist you in complying with
CBP requirements, do you have access to the CBP Regulations (Title 19
of the Code of Federal Regulations), the Harmonized Tariff Schedule of
the United States (generally referred to as the Harmonized Tariff Schedule), and CBPBulletin and Decisions? (All three are available from the
Superintendent of Documents, Tel. 202512.1800.) Do you have access to
the CBP Website at www. cbp.gov, or other research service that provides
the information to help you establish reliable procedures and facilitate
compliance with CBP law and regulations?
2. Has a responsible, knowledgeable individual within your
organization reviewed your CBP documentation to assure that it is full,
complete and accurate? If the documentation was prepared outside your
organization, do you have a reliable method to assure that you receive
copies of the information submitted to CBP, that it is reviewed for accuracy,
and that CBP is apprised of needed corrections in a timely fashion?
3. If you use an expert to help you comply with CBP requirements,
have you discussed your importations in advance with that person, and
have you provided him or her with complete, accurate information about
the import transaction(s)?
4. Are identical transactions or merchandise handled differently at
different ports or CBP offices within the same port? If so, have you
brought this fact to CBP officials’ attention?
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QUESTIONS BY TOPIC: MERCHANDISE DESCRIPTION &
TARIFF CLASSIFICATION
Basic Question: Do you know what you ordered, where it was made, and
what it is made of?
1. Have you provided a complete, accurate description of your
merchandise to CBP in accordance with 19 U.S.C. 1481? (Also, see 19
CFR 141.87 and 19 CFR 141.89 for special merchandise description
requirements.)
2. Have you provided CBP with the correct tariff classification of
your merchandise in accordance with 19 U.S.C. 1484?
3. Have you obtained a CBP ruling regarding the description of
your merchandise or its tariff classification (see 19 CFR Part 177)? If so,
have you followed the ruling and apprised appropriate CBP officials of
those facts (i.e., of the ruling and your compliance with it)?
4. Where merchandise description or tariff classification information is not immediately available, have you established a reliable
procedure for obtaining it and providing it to CBP?
5. Have you participated in a CBP classification of your merchandise in order to get it properly described and classified?
6. Have you consulted the tariff schedules, CBP informed
compliance publications, court cases or CBP rulings to help you properly
describe and classify the merchandise?
7. Have you consulted with an expert (e.g., lawyer, customs
broker, accountant, customs consultant) to assist in the description and/or
classification of the merchandise?
8. If you are claiming a conditionally free or special tariff
classification or provision for your merchandise (e.g., GSP, HTS Item
9802, NAFTA), how have you verified that the merchandise qualifies for
such status? Do you have the documentation necessary to support the
claim? If making a NAFTA preference claim, do you have a NAFTA
certificate of origin in your possession?
9. Is the nature of your merchandise such that a laboratory
analysis or other specialized procedure is advised for proper description
and classification?
10. Have you developed reliable procedures to maintain and
produce the required entry documentation and supporting information?
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VALUATION
Basic Questions: Do you know the “price actually paid or payable” for
your merchandise? Do you know the terms of sale? Whether there will
be rebates, tie-ins, indirect costs, additional payments? Whether “assists”
were provided or commissions or royalties paid? Are amounts actual or
estimated? Are you and the supplier “related parties”?
1. Have you provided CBP with a proper declared value for your
merchandise in accordance with 19 U.S.C. 1484 and 19 U.S.C. 1401 a?
2. Have you obtained a CBP ruling regarding valuation of the
merchandise (see 19 CFR Part 177)? Can you establish that you followed
the ruling reliably? Have you brought those facts to the attention of CBP?
2. Have you consulted the CBP valuation laws and regulations,
CBP Valuation Encyclopedia, CBP informed compliance publications,
court cases and CBP rulings to assist you in valuing merchandise?
4. If you purchased the merchandise from a “related” seller, have
you reported that fact upon entry? Have you assured that the value
reported to CBP meets one of the “related party” tests?
5. Have you assured that all legally required costs or payments
associated with the imported merchandise (assists, commissions, indirect
payments or rebates, royalties, etc.) have been reported to CBP?
6. If you are declaring a value based upon a transaction in which
you were/are not the buyer, have you substantiated that the transaction is
a bona fide “sale at arm’s length” and that the merchandise was clearly
destined to the United States at the time of sale?
7. If you are claiming a conditionally free or special tariff
classification or provision for your merchandise (GSP, HTS Item 9802,
NAFTA), have you reported the required value information and obtained
the documentation necessary to support the claim?
8. Have you produced the required entry documentation and
supporting information?
COUNTRY OF ORIGIN/MARKING/QUOTA
Basic Question: Have you ascertained the correct country of origin for
the imported merchandise?
1. Have you reported the correct country of origin on CBP entry
documents?
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2. Have you assured that the merchandise is properly marked upon
entry with the correct country of origin (if required) in accordance with
19 U.S.C. 1304 and any other applicable special marking requirements
(watches, gold, textile labeling, etc)?
3. Have you obtained a CBP ruling regarding the proper marking
and country of origin of the merchandise (see 19 CFR Part 177)? If so,
have you followed the ruling and brought that fact to the attention
of CBP?
4. Have you consulted with a customs expert regarding the correct
country-of-origin/proper marking of your merchandise?
5. Have you apprised your foreign supplier of CBP country-oforigin marking requirements prior to importation of your merchandise?
6. If you are claiming a change in the origin of the merchandise
or claiming that the goods are of U.S. origin, have you taken required
measures to substantiate your claim (e.g., do you have U.S. milling
certificates or manufacturers’ affidavits attesting to production in the
United States)?
7. If importing textiles or apparel, have you ascertained the correct
country of origin in accordance with 19 U.S.C. 3592 (Section 334, P.L.
103-465) and assured yourself that no illegal transshipment or false or
fraudulent practices were involved?
8. Do you know how your goods are made, from raw materials to
finished goods, by whom and where?
9. Have you ensured that the quota category is correct?
10. Have you checked the Status Report on Current Import
Quotas (Restraint Levels), issued by CBP, to determine if your goods are
subject to a quota category with “part” categories?
11. Have you obtained correct visas for those goods subject to visa
categories?
12. For textile articles, have you prepared a proper country
declaration for each entry, i.e., a single country declaration (if wholly
obtained/produced) or a multi-country declaration (if raw materials from
one country were transformed into goods in a second)?
13. Can you produce all entry documentation and supporting
information, including certificates of origin, if CBP requires you to
do so?
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INTELLECTUAL PROPERTY RIGHTS
Basic Question: Have you determined whether your merchandise or its
packaging use any trademarks or copyrighted material or are patented? If
so, can you establish that you have a legal right to import those items
into and/or use them in the United States?
1. If you are importing goods or packaging bearing a trademark
registered in the United States, have you established that it is genuine and
not restricted from importation under the “gray-market” or parallel-import
requirements of United States law (see 198 CFR 133.21), or that you
have permission from the trademark holder to import the merchandise?
2. If you are importing goods or packaging that contain registered
copyrighted material, have you established that this material is authorized
and genuine? If you are importing sound recordings of live performances,
were the recordings authorized?
3. Is your merchandise subject to an International Trade Commission or court-ordered exclusion order?
4. Can you produce the required entry documentation and
supporting information?
MISCELLANEOUS
1. Have you assured that your merchandise complies with other
agencies’ requirements (e.g., FDA, EPA, DOT, CPSC, FTC, Agriculture,
etc.) and obtained licenses or permits, if required, from them?
2. Are your goods subject to a Commerce Department dumping
or countervailing-duty investigation or determination? If so, have you
complied with CBP reporting requirements of this fact (e.g., 19 CFR
141.61)?
3. Is your merchandise subject to quota/visa requirements? If so,
have you provided a correct visa for the goods upon entry?
4. Have you assured that you have the right to make entry under
the CBP Regulations?
5. Have you filed the correct type of CBP entry (e.g., TIB, T&E,
consumption entry, mail entry)?
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ADDITIONAL QUESTIONS FOR TEXTILE AND APPAREL
IMPORTERS
Section 333 of the Uruguay Round Implementation Act (19 U.S.C.
1592a) authorizes the Secretary of the Treasury to publish a list of
foreign producers, manufacturers, suppliers, sellers, exporters, or other
foreign persons found to have violated 19 U.S.C. 1592 by using
false, fraudulent or counterfeit documentation, labeling, or prohibited
transshipment practices in connection with textiles and apparel products.
Section 1592a also requires any importer of record who enters or
otherwise attempts to introduce into United States commerce textile or
apparel products that were directly or indirectly produced, manufactured,
supplied, sold, exported, or transported by such named person(s) to show,
to the Secretary’s satisfaction, that the importer has exercised reasonable
care to ensure that the importations are accompanied by accurate
documentation, packaging and labeling regarding the products’ origin.
Under section 1592a, reliance solely upon information from a person
named on the list does not constitute the exercise of reasonable care.
Textile and apparel importers who have a commercial relationship with
any of the listed parties must exercise reasonable care in ensuring that the
documentation covering the imported merchandise, its packaging and its
labeling, accurately identify the importation’s country of origin. This
demonstration of reasonable care must rely upon more information than
that supplied by the named party.
In order to meet the reasonable care standard when importing textile
or apparel products and when dealing with a party named on this list,
an importer should consider the following questions to ensure that the
documentation, packaging and labeling are accurate regarding country-oforigin considerations. This list is illustrative, not exhaustive:
1. Has the importer had a prior relationship with the named party?
2. Has the importer had any seizures or detentions of textile or
apparel products that were directly or indirectly produced, supplied, or
transported by the named party?
3. Has the importer visited the company’s premises to ascertain
that the company actually has the capacity to produce the merchandise?
4. Where a claim of an origin-conferring process is made in
accordance with 19 CFR 102.2 1, has the importer ascertained that the
named party actually performed that process?
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5. Is the named party really operating from the country that he or
she claims on the documentation, packaging or labeling?
6. Have quotas for the imported merchandise closed, or are they
near closing, from the main producer countries for this commodity?
7. Does the country have a dubious or questionable history
regarding this commodity?
8. Have you questioned your supplier about the product’s origin?
9. If the importation is accompanied by a visa, permit or license,
has the importer verified with the supplier or manufacturer that the
document is of valid, legitimate origin? Has the importer examined that
document for any irregularities that would call its authenticity into
question?
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§ 18.02

EXECUTIVE SUMMARY

Export controls, economic sanctions, the anti-boycott laws, and the
Foreign Corrupt Practices Act do not directly prevent a foreigner from
acquiring assets or otherwise investing in the United States, unless the
foreign investment is from an embargoed country, such as Cuba, or by a
person on the Treasury Department’s Specially Designated Nationals List.
However, these laws and regulations can impact severely the economic
value of the acquisition and the ability of the new foreign owner to manage its investment. For example, export controls can restrict the technology that could be shared with the new foreign owner, and in certain cases
the continued ability of the acquired company to engage in certain activities after the acquisition. Finally, violations of these laws can result in
severe criminal and other penalties. Because companies generally remain
liable for past violations even after a change in ownership, due diligence
prior to the acquisition and adequate representations and warranties in the
acquisition agreements are critical. See Chapters 2 and Chapter 3.
§ 18.02

OVERVIEW OF EXPORT CONTROLS, SANCTIONS,
AND ANTI-CORRUPTION LAWS

Export control laws and regulations in principle refer only to the
export of goods, services, and technology from the United States to other
countries. Yet, they can create substantial obstacles to acquisition of U.S.
companies by foreigners. They can be a direct obstacle because of their key
role in national security reviews of foreign acquisitions of U.S. businesses
by the Committee on Foreign Investment in the United States (“CFIUS”).
For example, many of the regulations governing exports are incorporated
by reference into the CFIUS Regulations’ definition of “critical technologies.” These issues are discussed in detail in Chapter 14.
Export controls can create indirect obstacles because they can limit
the ability of the foreign parent to manage and obtain the full economic
benefit from its newly acquired U.S. business. For example, the target
company’s State Department registrations and export licenses could be
revoked, depending upon the nationality of the acquirer. Export licenses
may be needed for the target company to share technical information with
its new foreign parent and the “deemed export rule” may hinder the
ability of the new parent to place its own personnel in critical positions
within the newly acquired company.
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Most exports from the United States are regulated either by the State
Department’s Directorate of Defense Trade Controls (“DDTC”) or the
Commerce Department’s Bureau of Industry and Security (“BIS”). Generally speaking, DDTC is responsible for export controls on military
items and BIS is responsible for export controls on commercial products.
DDTC’s export controls are set forth in the International Traffic in Arms
Regulations (“ITAR”)1 and BIS’ export controls in the Export Administration Regulations (“EAR”).2 A few other agencies, such as the Treasury
Department’s Office of Foreign Assets Control (“OFAC”), also have
licensing authority over certain limited categories of exports.3
The Commerce and State Departments issued new final regulations
on April 16, 2013 and July 8, 2013 that narrow significantly the scope of
aircraft, ships, and land vehicles and parts for those various vehicles that
are subject to the more rigorous export control regime under the ITAR.
Consequently, starting on October 15, 2013 for aircraft, and January 6,
2014 for the other items, many of those items will be subject to EAR and
many of those transferred items will no longer need export licenses to
most destinations.
The controls under the EAR frequently are called “dual-use”
because they cover items that can be used for both military and commercial applications. However, that term can be misleading because the EAR
also governs exports of products with no military applications. Moreover,
if an item originally were designed for military applications, it would
remain subject to the ITAR, notwithstanding new civilian applications,
until such time as DDTC might determine that it no longer needs to be
controlled under the ITAR.

1

The ITAR and amendments thereto are available on the State Department website at
http://www.pmddtc.state.gov/regulations_laws/itar_official.html (last visited July 9,
2013).
2
The EAR and related information are available at http://www.bis.doc.gov/
policiesandregulations/ear/index.htm (last visited July 9, 2013).
3
The Obama administration is committed to reform of the U.S. export control regime
as part of its project to increase substantially U.S. exports. It is engaging in a rulemaking
process at the agency level to institute those reforms that can be undertaken without new
legislation from Congress. It also is working on proposed legislation to accomplish more
significant reform, including consolidating the export control function into one agency
with one positive list of export-controlled items. These reforms are a work in progress and
the end result could vary significantly from the initial proposals. Consequently, this chapter describes the U.S. export control regime as it exists in 2013. Changes to that regime
resulting from the reform effort underway will be reflected in future updates.
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In addition to export controls and U.S. economic sanctions, antiboycott laws and the Foreign Corrupt Practices Act continue to apply to
all U.S. businesses, notwithstanding that the parent may be foreign. Those
laws may require changes to practices of the foreign acquirer itself to the
extent those practices could be tied back to the U.S. company. For
example, a European company might routinely provide confirmation to
[Next page is 18-7.]
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Arab customers that the company does not do business with Israel. Once
that company acquires U.S. operations, continuing to provide a “no
business with Israel” confirmation could pose substantial risks of liability for the subsidiary under the U.S. anti-boycott laws. Similarly,
although bribery of government officials generally is prohibited throughout the world, U.S. companies, and in some cases foreign companies, face
liability under the Foreign Corrupt Practices Act for actions that, historically, have been viewed as a cost of doing business in many parts of the
world.
Knowledge of these restrictions on business practices should be an
important part of the due diligence process in planning an acquisition or
investment. The value of the future operating company depends on it.
§ 18.03

STATE DEPARTMENT EXPORT
CONTROLS—INTERNATIONAL TRAFFIC IN ARMS
REGULATIONS

The State Department’s enforcement of the ITAR can have a substantial adverse impact on a company should it come under foreign ownership. All companies that manufacture items subject to the ITAR, even
when they do not export, are required to register with DDTC. Registrants
must notify DDTC of any change in ownership; and foreign ownership
or control from certain countries could affect the continued validity of the
company’s registration. Moreover, export licenses or other authorizations
from DDTC may be required before the U.S. company can share technical information with its new foreign affiliates, or even with foreign
nationals that the new owners may wish to place in management positions. DDTC’s rules regarding dual nationals may require significant
changes in the foreign owner’s personnel policies before that owner could
take advantage of the U.S. company’s technology in its own operations,
changes that may conflict with foreign laws prohibiting discrimination.
[A] Scope of the ITAR
Items subject to the ITAR are set forth in the U.S. Munitions List,
which covers 20 broad categories of articles, services, and related technical data. It also includes a “miscellaneous articles” category that covers
“any article not specifically enumerated in the other categories . . . which
has substantial military applicability and which has been specifically
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designed or modified for military purposes.” A copy of the U.S. Munitions List is provided in Appendix 18-A.
The policy for subjecting items to the ITAR is as follows:
An article or service may be designated or determined in the
future to be a defense article or defense service if it:
(a) Is specifically designed, developed, configured, adapted, or
modified for a military application, and
(i)

Does not have predominant civil applications, and

(ii)

Does not have performance equivalent (defined by form,
fit and function) to those of an article or service used for
civil applications; or

(b) Is specifically designed, developed, configured, adapted, or
modified for a military application, and has significant military
or intelligence applicability such that control under this subchapter is necessary.
The intended use of the article or service after its export (i.e., for a
military or civilian purpose) is not relevant in determining whether
the article or service is subject to the controls of this subchapter.4

Notwithstanding this general policy, it is important to review all 21 categories of the U.S. Munitions List before concluding that a particular
product is not covered because some items that could be considered civilian (e.g., hunting rifles and commercial satellites) are captured on the
U.S. Munitions List for policy-related purposes.
DDTC, upon request, will provide a legally binding written determination as to whether a particular commodity is subject to the ITAR or
BIS jurisdiction under the EAR. This process is called a “commodity
jurisdiction review.” The person submitting a commodity jurisdiction
request must be either the manufacturer of the item or a designated representative of the manufacturer. In the latter case, the commodity jurisdiction request must be accompanied by a letter of authorization from the
manufacturer on company letterhead signed by a company official.
Companies usually request commodity jurisdiction reviews when
they are uncertain whether their product falls within one of the categories
on the U.S. Munitions List. However, companies also may use this process to seek removal of their product from the scope of the ITAR. Many
4

ITAR § 120.3 (22 C.F.R. § 120.3).
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technologies originally were developed for military applications, but over
time civilian applications were found and civilian products based on that
technology made their way into the market. Because those civilian products had their origins in the military technology, they remain subject to
the ITAR unless and until DDTC releases them in a commodity jurisdiction determination.
A company requests a commodity jurisdiction review by submitting
Form DS-4075 electronically to DDTC through its website, providing the
following information:
•

A description of the item

•

The item’s technological origin

•

Any U.S. Government funding used in the development of the item

•

The item’s current use

•

Sales information

•

Any special characteristics of the item

•

The item’s export history

•

Any other information that the company thinks would assist the government in its review
The commodity jurisdiction review letter usually is accompanied

by:
•

Marketing literature for the product

•

Specification sheets

•

Technical design drawings

•

Prior export licenses

•

Other materials the company thinks would assist the government in its
review

The commodity jurisdiction review is an interagency process
involving, at a minimum, DDTC, BIS, and the Defense Department’s
Defense Technology Security Administration. Other agencies may also be
involved, depending upon the issues arising in a particular review.
Congress may become involved because DDTC must submit a report to

18-9

2013 SUPPLEMENT

§ 18.03[A]

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

Congress at least 30 days before it may remove a commodity from the
U.S. Munitions List.
The commodity jurisdiction review can be very time consuming.
DDTC’s goal is to complete the review within 60 days, but many reviews
have taken substantially longer.
Companies should not think of a commodity jurisdiction request as
a comfort letter providing government confirmation of what the company
already knows. The transaction costs are high. While the review is ongoing, and they usually take many months, the company must treat the product as if it were subject to the ITAR. Thus, the company would need
DDTC licenses to export the product or even discuss its technical details
with foreign nationals in the United States, including many of the company’s own employees, and may need to enter technical assistance or
other formal agreements approved by DDTC. Also, unlike a national
security review of an acquisition (see Chapter 14), a commodity jurisdiction determination does not prevent DDTC from reasserting jurisdiction
over the product at some future date. For example, DDTC relinquished
jurisdiction over commercial satellites in the early 1990s, only to have
jurisdiction switched back to DDTC at the end of that decade. Thus, a
commodity jurisdiction review should be requested only when needed to
resolve uncertainties as to whether a product is subject to the ITAR, or
when a company believes it can make a strong case that the product
should be removed from control under the ITAR.
CASE STUDY—COMMODITY JURISDICTION
DETERMINATION SAVES THE COMPANY
XYZ,5 a foreign-owned U.S. electronics company, was under
criminal investigation for alleged ITAR violations. XYZ’s criminal
defense counsel recommended a plea agreement pursuant to which
XYZ would plead guilty to a criminal offense. However, a criminal
conviction for an ITAR violation would have barred DDTC by statute from issuing export licenses to XYZ. Such a ban would have put
the company out of business. We solved this problem by obtaining a
favorable commodity jurisdiction determination that would shift
jurisdiction over XYZ’s commercially most important products from
DDTC to BIS. We also negotiated a settlement agreement with BIS
that would allow the company to continue to export those products
following the shift of jurisdiction to BIS.
5

The name of the company and other identifying information has been changed in
order to protect client confidentiality.
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We began with a presentation to BIS that convinced that
agency that the XYZ products in question had been so modified for
civilian applications that they no longer should be regulated as military items. BIS then acted as XYZ’s champion in the interagency discussions. We also enlisted the aid of the congressman in whose
district XYZ was located to encourage DDTC and the Defense
Department to give XYZ’s commodity jurisdiction request a fair
hearing. The process took a year and required several meetings with
DDTC and Defense Department officials, but with the help of BIS
and the congressman, we were able to resolve all of the Defense
Department’s and DDTC’s concerns and DDTC issued a commodity
jurisdiction determination that the XYZ products in question are dual
use items subject to the export control jurisdiction of BIS. Separately, we negotiated an agreement with BIS whereby XYZ took
remedial actions that satisfied BIS that XYZ could retain its export
privileges under the EAR, notwithstanding the ITAR conviction.

[B] Registration of Manufacturers, Exporters, and Brokers with
the State Department
Anyone who manufactures items subject to the ITAR, or provides
defense services in the United States, must register with DDTC, even
when they do not export those items. U.S. persons, wherever located, and
foreign persons within the United States, who act as brokers with respect
to the manufacture, export, import, or transfer of defense articles and
defense services must register with DDTC as brokers. This last requirement applies even when the defense articles or defense services are
not of U.S. origin. A sample registration application is provided in
Appendix 18-B.
Registrants must notify DDTC at least 60 days in advance of any
intended transfer of ownership or control to a foreign person. This notification may result in a DDTC revocation of existing export licenses and
other authorizations should the foreign person be from a country subject
to an arms embargo (e.g., China).
[C] State Department Export Licensing
A DDTC license or other written authorization generally is required
to export any product subject to the ITAR to any country. Such a license
or other written authorization also is required to export technical data
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related to such products, or to provide defense services to foreign persons
in the United States or abroad. The U.S. Government retains jurisdiction
over U.S.-origin products even after they are exported. Therefore, reexports of U.S.-origin defense articles from one foreign country to another
require a DDTC license or other written authorization. And, as discussed
below, DDTC applies a “deemed export rule” that may require a license
or other authorization to disclose ITAR controlled technical data to foreign nationals in the United States, or to third country nationals in a foreign country.
The normal procedure to obtain authorization for the export of products subject to the ITAR is to apply for individual export licenses on a
transaction-by-transaction basis. Such licenses usually authorize exports
of specific products to specific end-users, up to a certain quantity and
value during a set period. The license is good for multiple shipments as
long as the licensed quantity and value have not been exceeded, and the
license term has not expired.
Other forms of approval include Technical Assistance Agreements,
Manufacturing License Agreements, and Warehouse and Distribution
Agreements into which the relevant parties have entered and which
DDTC has approved. An agreement approved by DDTC is required for a
U.S. person to provide a defense service or manufacturing know-how to
a foreign person, or to establish a distribution point abroad for defense
articles of U.S. origin for subsequent distribution to foreign persons. The
export of ITAR-controlled products and technical data may be covered in
the scope of an agreement as well. These agreements can cover more than
two parties and more than two countries (i.e., subcontractors).
A Technical Assistance Agreement is used when U.S. persons perform defense services for foreign persons, or export technical data related
to defense articles, other than technical data on how to manufacture a
defense article. For example, a Technical Assistance Agreement would be
used when a U.S. company is working with a foreign company on the
joint development of a weapons system. A Technical Assistance Agreement approved by DDTC may be needed for a U.S. company to share
technical data related to defense items with its foreign affiliates.
A Manufacturing License Agreement is used when a U.S. company
arranges for the actual manufacturing of ITAR-controlled products to take
place outside of the United States and needs DDTC authorization to transfer the manufacturing know-how to the foreign party (i.e., teach the foreign party how to manufacture the item). A Manufacturing License
Agreement also would be used in situations involving the assembly or
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repair of hardware abroad should the foreign party require manufacturing
data in order to complete the assembly or repair.
A Warehouse and Distribution Agreement is an agreement to establish a warehouse or distribution point abroad for ITAR-controlled products to be exported from the United States for subsequent distribution to
entities in an approved sales territory. Distribution must be limited to the
governments of the countries in the approved territory or to private entities seeking to procure defense articles pursuant to a contract with a government within the approved territory.
DDTC is precluded by statute from issuing export licenses or
approving agreements for export to countries subject to a U.S. or United
Nations arms embargo. Although this list is subject to frequent change, in
mid 2013 the embargoed countries were:
•

Afghanistan (other than the
Afghan government and U.S.
and allied forces in
Afghanistan)

•

Iran

•

Iraq (limited embargo)

•

Lebanon

•

Burma

•

Liberia

•

Belarus

•

Libya (limited embargo)

•

The People’s Republic of China

•

North Korea

•

Côte d’Ivoire

•

Pakistan (limited embargo)

•

Cuba

•

Somalia

•

Cyprus (limited embargo)

•

Sri Lanka

•

Democratic Republic of the
Congo

•

Sudan

•

Syria

•

Eritrea

•

Venezuela

•

Fiji

•

Vietnam

•

Haiti (limited embargo)

•

Zimbabwe

The most current list of countries subject to arms embargoes can be found
on the State Department’s website.6

6

http://www.pmddtc.state.gov/embargoed_countries/index.html.

18-13

2014 SUPPLEMENT

§ 18.03[D]

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

[D] The State Department’s Deemed Export Rule: The Problem
for Dual Nationals
Disclosing or transferring “technical data” pertaining to an ITARcontrolled product to a foreign person, whether in the United States or
abroad, is an “export” under the ITAR. Performing a defense service in
the United States for the benefit of a foreign person is also an export
under the ITAR. These regulatory provisions are called the “deemed
export rule” because disclosure to a foreign national is deemed to be an
export to that foreign national’s home country, even when the disclosure
takes place in the United States.
The deemed export rule means that the value of the target company’s intellectual property may vary greatly depending upon the nationality of the potential acquirer. Acquirers from countries subject to arms
embargoes7 would be unable to access any of the company’s intellectual
property that is subject to the ITAR because of the ban on export licenses
to those countries. By contrast, as discussed below, acquirers from NATO
members and other close U.S. allies may face bureaucratic hurdles, but
are likely to be able to gain access to that technology. See Chapter 10 for
a discussion of intellectual property issues, including due diligence and
valuation.
The deemed export rule can complicate the ability of foreign owners to manage a newly acquired U.S. company that makes products or
provides services subject to the ITAR. The owner would be considered a
foreign person, as would any individuals who are not U.S. citizens or permanent residents whom the owners might appoint to management positions. As a result of the deemed export rule, the U.S. company could not
disclose to the owner or those non-U.S. managers any technical data relating to ITAR-controlled products or services without first obtaining written authorization from DDTC.
The deemed export rule also applies to disclosures abroad to nationals of third countries, including persons who may be nationals of more
than one country (i.e., dual nationals). For example, DDTC views a disclosure in France to a person who is a French citizen born in Tunisia to
be an export to Tunisia as well as to France. This aspect of DDTC’s interpretation of the deemed export rule can cause serious problems for the
foreign company receiving the export.

7

See § 18.03[C] supra.
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DDTC enforces its deemed export rule with particular vigor when
third country nationals are involved. For example, U.S. exporters are
required to determine the nationality of all individuals who might have
access to ITAR-controlled products or services and to disclose that information to DDTC in their applications for export authorizations. DDTC
may authorize the export, but not authorize the foreign customer to allow
nationals of third countries, including dual nationals, to have access to the
exported product, service, or technical data. Alternatively, DDTC may
authorize only specifically named third country nationals to have access.
DDTC also may require that third country nationals sign non-disclosure
agreements before they may be granted access.
There are some limited exceptions to the requirement that explicit
DDTC authorization should be obtained and non-disclosure agreements
should be signed before third country and dual nationals can be given
access to ITAR controlled items. The following describes the major
exceptions:
1.

Canadian Government. Canadian citizen/dual-national
employees of the Canadian Department of National Defense,
the Canadian Communications Security Establishment, the
Canadian Space Agency, and The National Research Council
Canada do not need to be identified specifically and do not need
to execute non-disclosure agreements when they possess a
minimum SECRET-level security clearance.

2.

Australian Government. Australian citizen/dual national
employees of the Australian Department of Defense do not need
to be identified specifically and do not need to execute nondisclosure agreements as long as those employees are not also
nationals of countries subject to an arms embargo.

3.

Trusted Allies. The specific identification of dual/third country
employees in Technical Assistance and other agreements and
the requirement for those employees to sign non-disclosure
agreements is waived for companies located in the European
Union, Australia, Canada, Iceland, Japan, New Zealand, Norway, and Switzerland, provided:
a. The dual/third country employee does not hold nationality
from a country outside the listed countries; and
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b. The disclosures do not take place outside of those countries.
Thus, for example, a French company party to a Technical Assistance
Agreement would not have to identify and obtain non-disclosure agreements from employees who are citizens of other European Union countries, Australia, Canada, Iceland, Japan, Norway, New Zealand,
Switzerland, or the United States, as long as the disclosures were to take
place within those countries.
When determining nationality, DDTC considers country of origin or
birth in addition to citizenship. Thus, DDTC considers a Canadian citizen
born in China to be a dual national, Canadian and Chinese. Because
China is subject to an arms embargo, DDTC will not authorize disclosure
to that person.
DDTC’s enforcement of this rule creates a conflict between compliance with the ITAR and other countries’ laws prohibiting discrimination
on the basis of ethnicity or national origin. Some examples of the problems this conflict has caused for foreign companies are described in the
adjoining case studies. That conflict is avoided in the United States
because the ITAR’s definition of a “U.S. person” includes all U.S. citizens, U.S. permanent residents, persons granted asylum, and certain other
protected classes of immigrants. See Chapter 16.
CASE STUDY—RAYTHEON AUSTRALIA
DDTC approved Technical Assistance Agreements and Manufacturing License Agreements between The Raytheon Company and
its wholly-owned Australian subsidiary, Raytheon Australia Pty.,
which authorized the sharing of U.S.-origin technical data with Raytheon Australia Pty. Those agreements contained clauses, required by
DDTC pursuant to its deemed export rule, prohibiting access to any
of that material to third country nationals or dual nationals (e.g., Australian citizens born in a third country). DDTC informed Raytheon
in October 2005 that it required “information related to transfers of
technical data to all persons who were born in a country other than
Australia, even if they do not currently hold citizenship in or an
active passport from that third country.”
Raytheon Australia Pty. recognized that compliance with
DDTC’s demands would require it to inquire into the national origins of its employees and discriminate among its employees based
on their place of birth, actions prohibited by the Australian Capital
Territory’s Discrimination Act 1991. Raytheon, therefore, applied to
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the Human Rights Commission of the Australian Capital Territory
for an exemption from the Discrimination Act.
The Human Rights Commission denied the application, finding that DDTC’s requirements not only were in violation of the Discrimination Act 1991, but also violated the Australian federal Racial
Discrimination Act 1975 and the International Convention on the
Elimination of all Forms of Racial Discrimination. The Human
Rights Commission distinguished the Raytheon case from an exemption to comply with ITAR requirements granted to Boeing in the
Australian state of Victoria on the grounds that, in the Victoria case,
the exemption was limited to inquiries about the current nationality
of the employees (i.e., were they now Australian citizens), and not
their national origin.
CASE STUDY—BELL HELICOPTER CANADA
Bell Helicopter Canada originally accepted a Canadian citizen
into an internship program, but subsequently dismissed him because
his birth in Haiti disqualified him from working on ITAR-related
contracts in accordance with DDTC’s deemed export rule and the
arms embargo of Haiti. That individual, who had been a Canadian
citizen for almost 30 years, filed an unlawful discrimination complaint with the Québec Human Rights Commission, seeking monetary damages. The Commission found that Bell Helicopter Canada’s
actions violated the Québec Charter of Human Rights and Freedoms, whereupon the company settled the case to the satisfaction of
the complainant. The Commission also stated in its press release that:
The Commission reiterates its opposition to the application of
the ITAR rules in Québec because of their discriminatory impact. It
has conducted a legal analysis of the rules and concluded that they
include requirements that are inconsistent with the Québec Charter
of Human Rights and Freedoms. More specifically, they infringe the
right to equality without discrimination based on ethnic or national
origin. “We can no longer accept that companies established in
Québec submit to foreign rules that infringe on the values and rights
of citizens as recognized by the National Assembly,” says Gaétan
Cousineau, the president of the Commission. . . . It also points out
that any person who believes that his or her rights have been
infringed by the application of the ITAR rules may rely on the services of the Commission.
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[E] Penalties and Recent Enforcement Actions
Violations of the ITAR can result in severe criminal and civil penalties. Liability for past violations generally remains with the business even
after new owners acquire it. Therefore, pre-acquisition due diligence with
respect to past ITAR compliance and appropriate representations and
warranties in the acquisition agreement are critical. See Chapter 3. The
following penalties may be imposed for violations of the ITAR:
1.

Criminal—Ten (10) years in jail and/or $1 million fine. A
criminal conviction requires a finding of willfulness (i.e., that
the person knew the action was unlawful and did it anyway). A
criminal conviction acts as a statutory bar preventing DDTC
from issuing any export licenses or other authorizations when
the company convicted has any role in the transaction.

2.

Civil—$500,000 fine.

3.

Administrative—The company’s or individual’s name may be
placed on a list of persons who may not be involved, directly or
indirectly, in any transactions involving exports subject to the
ITAR.

The following synopses of consent agreements and press releases
posted on the DDTC and Justice Department websites discuss recent
enforcement actions:
Military Aircraft Engines and Components to Venezuelan Air
Force (October 26, 2012)—Kirk Drellich, the owner of SkyHigh
Accessories, Inc., an aircraft parts company in Florida, was sentenced to one year and one day in prison and was fined $50,000, after
pleading guilty to conspiracy to violate the Arms Export Control Act
(AECA). On July 30, 2012, Victor Brown, an aircraft parts broker in
Florida, pleaded guilty to conspiracy to violate the AECA. On July
27, 2012, Freddy Arguelles, a former Venezuelan Air Force pilot living in the United States, pleaded guilty to conspiracy to violate the
AECA. On July 13, 2012, Alberto Pichardo, an officer of the Venezuelan Air Force who was responsible for control of the Venezuelan
Military Acquisitions Office in Doral, Florida, pleaded guilty to conspiracy to violate the AECA. Each of these four defendants had been
charged on June 25, 2012, with conspiring to violate the AECA in
connection with their efforts to export to Venezuela U.S.-origin military aircraft engines and components from November 2008 through
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August 2010. According to the charges, co-conspirators residing in
Venezuela and Spain advised the defendants of specific defense
articles that the Venezuelan Air Force wanted to purchase. The defendants allegedly purchased and obtained the requested defense articles
from various U.S. suppliers. The defendants then made arrangements for the shipment of the defense articles to Venezuela. These
items included T56 military aircraft engines and components for
other military aircraft, including the F-16 fighter jet. Co-conspirators
residing in foreign countries paid the defendants and other
co-conspirators for their assistance in obtaining the defense articles.
U.S. State Department Announces Resolution of United Technologies Corporation Arms Export Control Enforcement Case
(June 28, 2012)—United Technologies Corporation, its U.S. subsidiary Hamilton Sundstrand Corporation (HSC), and its Canadian subsidiary Pratt & Whitney Canada Corp. (PWC) agreed to pay more
than $75 million as part of a “global settlement” with the U.S.
Departments of State and Justice to address illegal arms exports to
China, false and belated disclosures to the U.S. government about
these illegal exports, and other outstanding export violations.
According to the three-count criminal information filed by the Justice Department, PWC knew from the start of the Z-10 project in
2000 that the Chinese were developing a military attack helicopter
and that supplying it with U.S.-origin software would violate the
Arms Export Control Act (AECA) and the ITAR. Roughly $20.7

[Next page is 18-19.]
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million of this sum is to be paid to the Justice Department related to
three criminal charges. The remaining $55 million is payable to the
State Department as part of a separate consent agreement to address
576 alleged violations of the AECA and the ITAR. Up to $20 million of this penalty can be suspended if applied by UTC to remedial
compliance measures. As a result of PWC’s establishment of guilt
in a criminal proceeding for violations of the AECA and ITAR, the
U.S. State Department imposed a statutory debarment, subject to
certain exceptions, utilizing the authority provided in ITAR part
127. The UTC settlement underscores the U.S. government’s heightened vigilance over illegal exports of sensitive U.S. technology,
especially to China.8
Interturbine Aviation Logistics GmbH Consent Agreement
Signed (January 4, 2010)9—Interturbine Aviation Logistics GmbH
agreed to a $1 million civil penalty (most of which was suspended,
conditioned upon remedial measures) and to refrain from any transactions involving ITAR-controlled products or technical data for
two years to settle charges that it committed seven violations of the
ITAR. Those violations all arose out of one export to Germany. In
2004, Dow Corning advised its customers that certain ablative material was ITAR-controlled and no longer would be sold outside the
United States and Canada. Interturbine then was approached by a
former Dow Corning customer in Germany seeking to buy the material from Interturbine. Employees in Interturbine’s Business Development Unit arranged to have the material ordered from Dow
Corning for delivery to Interturbine’s branch in Texas. They then
arranged to have the material exported from Interturbine Texas to
Interturbine Germany without a license, using falsified export control documentation. Once in Germany, the Vice-President of Business Development deleted from the company’s computers the
record of the original shipment from the United States and created
a false entry to make it appear that the material originated in Germany. The scheme came to the attention of Interturbine’s higher
level management when the end-use customer questioned the lack
of U.S. export control authorization for the shipment. The penalties
8

http://www.state.gov/r/pa/prs/ps/2012/06/194223.htm; http://www.pmddtc.state.gov/
licensing/documents/UTC_Guidance.pdf.
9
http: // www.pmddtc.state.gov/compliance/consent_agreements / InterturbineAviation
.html.
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would have been much greater were it not for the company’s cooperation with the government’s investigation and its implementation
of substantial remedial measures. The Justice Department premised
its agreement not to pursue criminal charges on those remedial measures and DDTC used them as mitigating factors to reduce substantially the civil fines.
ITT Corporation to Pay $100 Million Penalty and Plead Guilty
to Illegally Exporting Secret Military Data Overseas (March 27,
2007)10—ITT Corporation agreed to pay a total of $100 million in
criminal and civil penalties and restitution to settle charges that it
exported technical data for a key component of night vision goggles
and other military equipment to Canada, China, Hong Kong, India,
Israel, Singapore, and the United Kingdom without a DDTC export
license. ITT entered a consent agreement with DDTC to settle many
of those charges in 2004 based on a voluntary self-disclosure, but
made material omissions in the reports it provided to DDTC as part
of that voluntary self-disclosure. As a result, criminal and new
administrative charges were brought for the original substantive violations and for providing false and misleading information to the
government. The $100 million settlement includes $2 million in
criminal fines; $20 million in new civil penalties paid to the State
Department; $28 million forfeiture of the proceeds of the illegal
actions; and $50 million in a deferred prosecution penalty that ITT
can reduce on a dollar-for-dollar basis by investing in the development of more advanced night vision technology for the U.S. military. The new consent agreement with the State Department came
into effect on December 21, 2007 and required, in addition to the
monetary penalty noted above, that ITT take certain remedial compliance measures.
§ 18.04

COMMERCE DEPARTMENT EXPORT
CONTROLS—EXPORT ADMINISTRATION
REGULATIONS

The export of products not subject to the ITAR is governed, with a
few limited exceptions discussed in § 18.05, infra, by BIS in accordance
with the EAR. The vast majority of those products, and technical data
10

http://www.justice.gov/opa/pr/2007/March/07_nsd_192.html.
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related to them, may be exported without a license to most destinations.
Nevertheless, the EAR still may affect the ability of a U.S. company to
share technical data with a foreign owner or engage in certain transactions that may be legal in the foreign owner’s home country. Conducting
due diligence on the target company’s compliance with the EAR and
obtaining representation and warranties regarding past compliance are
critically important. See Chapter 3. In most cases, the business postacquisition would be liable for any prior export control violations. This
successor liability issue is discussed in § 18.04[E].
[A] The EAR General Prohibitions
The following ten general prohibitions11 set forth the core export
control requirements of the EAR:
1. General Prohibition One—It is prohibited to export controlled items to listed countries without a license. It also is prohibited to reexport U.S.-origin products from one foreign
country to another without a license if a license would be
needed to export it to the new destination directly from the
United States. Licensing requirements vary greatly depending
upon the product or technology to be exported and the country
to which it is being exported. For example, virtually nothing
can be exported to Cuba without a license, but only a very limited number of products require a license to be exported to
Canada.
2. General Prohibition Two—It is prohibited to export from
abroad foreign-made items incorporating more than a de minimis amount of controlled U.S. content without a license if the
item would need an export license were it exported from the
United States to the new destination.
3. General Prohibition Three—It is prohibited to export from
abroad certain foreign-produced direct products of U.S. technology and software to Cuba and certain other prohibited destinations without a license.

11

See 15 C.F.R. § 736.2.
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4.

General Prohibition Four—It is prohibited to engage in
actions subject to a denial order. BIS may issue an order denying export privileges to persons found to have violated the
EAR. As a general rule it is prohibited to engage in any export
transactions in which persons subject to denial orders are a
party or otherwise would benefit. BIS almost never grants
licenses to engage in these activities.

5.

General Prohibition Five—It is prohibited knowingly to
export, reexport, or make an in-country transfer, without a
license, any item subject to the EAR to an end-user or end-use
that is prohibited by part 744 of the EAR (e.g., nuclear, chemical, or biological weapons, ballistic missiles, and terrorists).

6.

General Prohibition Six—It is prohibited to export or reexport, without a license, any item subject to the EAR to a country that is embargoed by the United States.

7.

General Prohibition Seven—U.S. persons are prohibited
from performing, without a license, certain financing, contracting, service, support, transportation, freight forwarding, or
employment activities knowing that those activities will assist
in the proliferation of nuclear, chemical, or biological weapons or missiles. U.S. persons also are required to comply with
certain procedures before they may export certain chemicals
that can be used to make chemical weapons and may not provide, without a license, certain technical assistance to foreign
persons with respect to encryption items.

8.

General Prohibition Eight—It is prohibited to route the
export or reexport of an item subject to the EAR through
Armenia, Azerbaijan, Belarus, Cambodia, Cuba, Georgia,
Kazakhstan, Kyrgyzstan, Laos, Mongolia, North Korea, Russia, Tajikistan, Turkmenistan, Ukraine, Uzbekistan, or Vietnam if a license would be required to export the item directly
to that country.

9.

General Prohibition Nine—It is prohibited to violate the
terms or conditions of a license, License Exception, or order
issued under or made a part of the EAR.

10.

General Prohibition Ten—It is prohibited to sell, transfer,
export, reexport, finance, order, buy, remove, conceal, store,
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use, loan, dispose of, transfer, transport, forward, or otherwise
service, in whole or in part, any item subject to the EAR with
knowledge that a violation of the EAR has occurred, is about
to occur, or is intended to occur in connection with the item.
General Prohibitions One, Two, and Three depend upon how particular
products are classified under the Commerce Control List (“CCL”) and the
specific reasons for control specified for the particular export destination
on BIS’ Country Chart. General Prohibitions Four through Ten are prohibitions on certain activities that apply to all items subject to the EAR
unless otherwise specified. The EAR expands upon these prohibitions in
extensive detail that takes up almost an entire volume of the Code of Federal Regulations.12
[B] Export Licensing Steps
Depending upon the particular products and the acquiring company’s nationality, export licenses may be needed for the acquired company
to share its products and technical data with its new foreign parent. The
following is a summary of the key steps in determining whether a BIS
export license is needed for a particular transaction:
[1] Step One: Is the Transaction Subject to the EAR?
The general rule is that the EAR covers exports of U.S. products and
technical data, including deemed exports of technical data, as discussed
in § 18.04[D], infra, and reexports of U.S. origin products and technology, as discussed in § 18.04[C], infra. An export is defined as “an actual
shipment or transmission of items subject to the EAR out of the United
States, or release of technology or software subject to the EAR to a foreign national in the United States.” “Reexport” means “an actual shipment or transmission of items subject to the EAR from one foreign
country to another foreign country; or release of technology or software
subject to the EAR to a foreign national outside the United States.”
There are some exceptions to the general rule. The EAR does not
apply to transactions that involve products or technology subject to the
jurisdiction of another U.S. Government agency (see § 18.03, supra and
12

15 C.F.R. Parts 730-774.
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§ 18.05, infra). Also, the EAR does not cover the export of information
materials that are in the public domain, such as published books and periodicals, motion pictures, etc. It does not cover publicly available technology and software, such as that arising from fundamental research. Nor
does it cover discussions that do not involve technology, which the EAR
defines as “[s]pecific information necessary for the ‘development,’ ‘production,’ or ‘use’ of a product.”
The EAR also covers certain ancillary transactions that do not necessarily require an export if the transaction would violate one of General
Prohibitions Four through Ten. See § 18.04[A], supra. Such transactions
require a separate analysis to which the remaining steps discussed in this
section do not apply.
[2] Step Two: How Is the Product Classified?
A company wishing to determine the export licensing requirements
for its products must first classify those products by reviewing each product’s technical specifications against the entries in the Commerce Control List. The Commerce Control List consists of several hundred Export
Commodity Classification Numbers (“ECCN”) that collectively cover
every product or technology that is subject to the EAR. Each ECCN entry
contains very detailed technical parameters describing the products, technologies, software, or materials that are covered by that ECCN. A sample
ECCN entry is provided in Appendix 18-C.
Any item subject to the EAR that does not fit within the technical
parameters of one of the listed ECCNs would be classified under a basket
category called “EAR99.” Should a company be uncertain which ECCN
applies to its product, it can ask BIS to review the product’s technical
parameters and provide the company with a commodity classification ruling, specifying the particular ECCN covering that product.
[3] Step Three: Is the Product Controlled for Export to the
Country of Ultimate Destination?
Each ECCN entry contains a field at the beginning of the entry stating the reasons why that particular ECCN is controlled for export. Reasons include national security (“NS”), nuclear nonproliferation (“NP”)
and anti-terrorism (“AT”), among others. EAR99 items require an export
license only if the transaction would violate one of General Prohibitions
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Four through Ten. The EAR contains a Commerce Country Chart on
which the reason for control applicable to the ECCN can be used to determine whether exports of that ECCN are controlled for export to a particular country. A copy of the Commerce Country Chart is provided in
Appendix 18-D. There is a row on the Commerce Country Chart for each
country and a column for each reason for control. When there is an “X”
where the row for a country intersects the applicable columns for each
reason for control, that product is controlled for export to that country.
When there are no Xs in any of the applicable columns, no export license
is needed. Should there be an X in any of the applicable columns, then a
company must proceed to Step 4.
The following example of the Commerce Country Chart, with the
rows for Australia, China, and Sudan and the reason for control columns
for Chemical & Biological Weapons, Nuclear Nonproliferation, National
Security and Anti-Terrorism, illustrates ECCN controls:

Commerce Country Chart
Reason for Control

Countries

Chemical &
Biological
Weapons
CB
1

Australia

X

China
Sudan

X
X

CB
2

CB
3

Nuclear Nonproliferation
NP
1

NP
2

National
Security
NS
1

AntiTerrorism

NS
2

AT
1

AT
2

X
X

X

X

X
X
X

X

X
X

X
X

For purposes of the illustration, assume for the company determined in
Step Two that its product is a digital integrated circuit classified under
subparagraph a.11 of ECCN 3A001. The reasons for control identified in
ECCN 3A001, as applicable to subparagraph a.11, are National Security
Column 2 (NS 2); and Anti-Terrorism Column 1 (AT 1). Using the above
chart, the company could determine that the product is not controlled for
export to Australia. The product is controlled, however, for export to
China, for national security reasons, and to Sudan for national security
and anti-terrorism reasons. The analysis for Australia ends here because
the product can be exported without a license, unless there is something
unusual about the particular transaction that would cause it to violate one

18-25

2014 SUPPLEMENT

§ 18.04[B]

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

of General Prohibitions Four through Ten. For shipments to China or
Sudan, by contrast, the company needs to proceed to Step Four.
[4] Step Four: Can One of the License Exceptions Set Forth
in the EAR Be Used?
Part 740 of the EAR13 contains 17 license exceptions, which override the licensing requirements for transactions that satisfy all of the
requirements set forth in the EAR for use of one of those exceptions.
Should a license exception apply, the exporter can ship the product under
the authority of that license exception using the license exception symbol
(e.g., CIV) in lieu of a license number on the export control documents.
Please note, nonetheless, that there may be various conditions on the use
of the license exception that must be satisfied in order to proceed without
a license. When no license exception applies, the exporter needs to apply
to BIS for a license.
Several of the most widely applicable License Exceptions are for
shipments of limited value (License Exception LVS); shipments to country group B (License Exception GBS); and shipments to civil end-users
(“CIV”). Whether these three license exceptions are available for certain
products is indicated at the top of the ECCN description applicable to that
product. For example, ECCN 3A001, which applies to the digital integrated circuit classified in Step Three, notes as follows:
License Exceptions
LVS: N/A for MT or NP
Yes for: $1500: 3A001.c
$3000: 3A001.b.1, b.2, b.3, b.9, .d, .e, .f, and .g
$5000: 3A001.a (except a.1.a and a.5.a when controlled for MT), and
.b.4 to b.7
GBS: Yes for 3A001.a.1.b, a.2 to a.13 (except .a.5.a when controlled
for MT), b.2, b.8 (except for TWTAs exceeding 18 GHz), b.9., b.10,
g. and h.
CIV: Yes for 3A001.a.3, a.4, a.7, and a.11.
The regulatory requirements for License Exceptions LVS and GBS prohibit their use for exports to China. However, License Exception CIV can
13

15 C.F.R. Part 740.
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be used for shipments to civilian end-users in China. The digital integrated circuit is classified under ECCN 3A001.a.11, which is eligible for
License Exception CIV. Therefore, that product can be shipped to civilian
customers in China under authority of License Exception CIV as long as
the exporter does not know (or have reason to know) that the product
would be diverted to a military use. Because Sudan is an embargoed
country, none of the license exceptions would apply to commercial sales
of digital integrated circuits to Sudan. Therefore, the exporter would need
to obtain a transaction-specific export license from BIS before exporting
that product to Sudan.
[5] Step Five: Apply for a License
The vast majority of exports can be made without a license because
the particular product is not controlled to the destination, or the transaction qualifies for one of the license exceptions. For the small number of
remaining exports, or exports that would violate one of General Prohibitions Four through Ten, the exporter must first obtain a license from BIS
that specifically authorizes the transaction. The exporter applies for a
license by submitting the application online through BIS’ Simplified Network Application Process.
BIS analyzes the license application and supporting documentation
by looking closely at the item to be exported, its destination, and its end
use. BIS also will evaluate the reliability of each party to the transaction,
often reviewing information available on those parties from the government’s intelligence agencies. BIS seeks to decide as many license applications as possible without referral to other agencies. However, the
Departments of State, Energy, and Defense, and the Arms Control and
Disarmament Agency, all have a right to review any application submitted to BIS for an export license.
Upon receipt of a license application, BIS conducts a cursory review
to determine whether the application is complete. If complete, BIS registers the application, which starts the clock on the regulatory deadlines
for BIS to complete its review. Within nine calendar days BIS must take
one of the following steps: approve or deny the license; inform the applicant that no license is needed; contact the applicant should additional
information be needed; or, refer the application for interagency review. If
referred to interagency review, the other agencies must inform BIS of any
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objections within 30 days of the referral or the agency is deemed to have
no objections to the issuance of a license.
When there is disagreement among the agencies, the dispute is
referred to interagency meetings at several higher levels. Should the
agencies remain in disagreement following these higher level reviews, the
dispute is referred to the President, although it is exceedingly rare for the
President to be the person making the ultimate decision on an export
license.
The EAR requires that all license applications be resolved or
referred to the President within 90 calendar days of the application being
first registered by BIS. However, the EAR provides that the clock stops
ticking when the applicant agrees to a delay; the application is on hold
pending a check on the identity and reliability of a recipient of controlled
items; an assurance is sought from a foreign government needed to avoid
the denial of a license; consultations are required with other countries
pursuant to certain multilateral export control regimes before a license is
issued; or, the application triggers certain statutory requirements for 30
days’ notice to Congress before the issuance of a license.
BIS processed 23,229 export license applications in Fiscal Year
2012, involving trade worth approximately $204.1 billion. BIS approved
19,817 applications, returned 3197 without action, and denied 143. The
average processing time was 26 days.
These statistics on BIS action may be a little misleading. The application pool is skewed towards transactions that would be granted a
license because companies generally are aware of the government’s current export control policies and usually do not bother submitting applications that have little chance of being approved. Also, many of these
licenses are approved with conditions that may be burdensome.
CASE STUDY
Nippon Medical Optics Ltd. (“NMO”) is considering investing
in ABC Optics Inc., (“ABC”), because NMO would like to incorporate ABC’s innovative direct view imaging equipment into products
that NMO manufactures in Japan and China.14 ABC does not know
whether an export license would be needed to send its equipment to

14

NMO and ABC are fictitious names. However, the facts presented in this case study
are based on several real life situations.
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Japan or China, but has confirmed that the equipment did not originate in a military project and has not been designed or modified for
any military applications. NMO and ABC determine that the equipment would be subject to the EAR because it is made in the United
States, but is not a defense article subject to the ITAR and does not
fall under the exclusive export jurisdiction of any other agency (see
§ 18.04 infra).
ABC reviews the Commerce Control List and concludes that,
because ABC’s direct view imaging equipment is a type of optical
sensor, it would be classified under either ECCN 6A002, ECCN
6A992, or EAR99. ABC’s product engineers first review the technical requirements for ECCN 6A002 and see that subsection (c) covers
direct view imaging equipment incorporating image intensifier tubes
having the technical characteristics set forth in subsection
6A002.a.2.a. ABC’s engineers review those characteristics and conclude that the image intensifier tubes used in ABC’s equipment have
those characteristics. Therefore, ABC’s equipment is classified under
ECCN 6A002.c.
The reasons for control that apply to that portion of the ECCN
are National Security Column 2 and Anti-Terrorism Column 1.
Licenses are required to ship items to China that are subject to
National Security Column 2. The companies also review the license
exceptions and determine that none is applicable. Therefore, unless
modified, ABC would require export licenses to ship its direct view
imaging equipment to NMO’s facilities in China.
Engineers from both companies review the products that NMO
wishes to produce in China using ABC’s equipment and determine
that a modified version of that equipment using image intensifier
tubes that fall outside of the specifications in subsection 6A002.a.2.a
would work in NMO’s products. The engineers then review the technical parameters for ECCN 6A992 and determine that ABC’s direct
view imaging equipment using the alternative image intensifier tubes
would be classified under ECCN 6A992. The reasons for control
listed under that ECCN are anti-terrorism and a special regional stability control requiring a license for exports to Iraq. Thus, the modified version of ABC’s equipment could be shipped to NMO’s
facilities in China without an export license.

[C] Reexport Controls and the De Minimis Rules
The United States maintains jurisdiction over U.S.-origin products
and technology even after they leave the United States. Thus, if a product
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would need an export license to be exported from the United States to
China, that same product would require an export license to be reexported from France to China even if the product originally had been
exported to France without the need for a license. Foreign-made products
also could require an export license if they were to contain more than a
de minimis level of U.S.-origin parts and components or were the direct
product of U.S.-origin technology. These rules can impose significant
burdens on an investor’s non-U.S. operations when that investor seeks to
integrate the products and technology of a newly acquired U.S. company
into its overseas operations.
Foreign-made products are not covered by this rule as long as the
controlled U.S.-origin parts, components, software, or technology fall
below the regulatory de minimis content levels. Those de minimis levels
are 10 percent for the embargoed and terrorist-supporting countries and
25 percent for all other destinations.
De minimis calculations are based on relative value. Only those
parts, components, software, and technology that would require a license
to be exported directly to the new destination are treated as controlled
U.S.-origin items for purposes of calculating whether the de minimis levels are exceeded. For example, if 30 percent of the value of a Japanese
product to be exported from Japan to China were derived from U.S.origin parts, but only half the value of those parts would require a license
to be exported directly to China, then the controlled U.S.-origin content
would be only 15 percent. The Japanese product would not be subject to
the U.S. reexport requirements because it would contain less than a de
minimis amount of controlled U.S. content. To determine whether a particular U.S.-origin part, component, software, or technology is controlled
to the new destination, the reexporter would need to follow the classification process discussed in § 18.04[B][1] through [4] supra.
CASE STUDY
Nippon Medical Optics Ltd. (“NMO”) is considering investing
in ABC Optics, Inc. (“ABC”), because NMO would like to incorporate ABC’s innovative direct view imaging equipment into products
that NMO manufactures in Japan and China and sells to hospitals in
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Asia, Europe, and the Middle East.15 The transaction would make
business sense for NMO only were NMO able to resell its products
to most of its world-wide customers without needing a U.S. export
license. The two companies have determined that a modified version
of the ABC equipment that would work in NMO’s products would
be classified under ECCN 6A992. (See Case Study in § 18.04[B]
supra.) The reasons for control stated for that entry (anti-terrorism
column 1 and regional stability) indicate that licenses are needed for
the ABC equipment only when exported to Iraq, Sudan, and the
embargoed countries of Cuba, Iran, North Korea, and Syria. Because
the modified ABC equipment could be exported to all countries other
than these six, NMO could go ahead with the transaction confident
that U.S. reexport controls would be an issue only if it were to ship
products containing the ABC equipment to one of those six
countries.
NMO subsequently receives orders for one of its products
incorporating the ABC equipment from hospitals in Iraq and Syria.
The ABC equipment requires a license to be exported to either country. Therefore, NMO needs to determine whether the controlled U.S.
content is de minimis. The ABC equipment is worth 15 percent of the
total value of the NMO product and is the only U.S. content in that
product. NMO may ship the product to Iraq without obtaining a U.S.
reexport license because the controlled U.S. content is less than the
25 percent de minimis threshold applicable to Iraq. However, a U.S.
reexport license would be needed for the shipment to Syria because
Syria is considered a terrorism-supporting country for which the de
minimis threshold is only 10 percent.

[D] The Deemed Export Rule Under the EAR
The deemed export rule under the EAR is similar to the ITAR’s
deemed export rule. Disclosure of “technical data” by any means in any
place, including visual observation or oral disclosure in the United States
to foreign visitors, constitutes an “export” within the meaning of the
EAR. However, there are some critical differences.

15

NMO and ABC are fictitious names. However, the facts presented in this case study
are based on several real life situations.
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First, most technical data subject to the EAR do not require an
export license to be released to nationals of most countries. Thus, the
practical effect of the deemed export rule would be limited to technical
data related to a limited number of highly sensitive products, or to disclosures to nationals of a small number of countries.
Second, the statutory prohibition on granting licenses for export to
countries, such as China, that are subject to an arms embargo, does not
apply to items subject to the EAR. Thus, depending upon the circumstances, it may be possible to obtain a license from BIS to release technical data to a Chinese national.
The third distinction is that BIS defines a foreign national, both for
purposes of deemed exports and deemed reexports, in accordance with a
“most recently acquired nationality” rule. BIS, unlike DDTC, considers
an individual admitted to permanent residence under the laws of a foreign country to be a national of that country. Thus, BIS considers a Canadian citizen born in China to be a Canadian for export control purposes.
BIS, like DDTC, defines a U.S. person for purposes of the deemed export
rule as including all U.S. citizens, U.S. permanent residents, persons
granted asylum, and certain other protected classes of immigrants. See
Chapter 16.
CASE STUDY
Nippon Medical Optics Ltd. (“NMO”) is considering investing
in a U.S. start-up company, ABC Optics Inc. (“ABC”), because of
ABC’s innovative direct view imaging equipment that NMO wants
to use as a component in its own products.16 The two companies
wish to enter a confidentiality agreement under which ABC would
reveal detailed technical information about its equipment and technology to NMO’s engineers, who would be visiting ABC’s facilities
in the United States. The problem: some of NMO’s engineers are
Chinese citizens who are not permanent residents of the United
States. Because ABC’s original equipment would be classified under
ECCN 6A002, which requires an export license to be shipped to
China (see Case Study in § 18.04[B] supra), ABC also would need
an export license to disclose technical data pertaining to that equipment to NMO’s Chinese engineers during their visit. Solution:
Obtain an export license or limit the discussion to the technical data
pertaining to the modified version of ABC’s equipment that would
16

NMO and ABC are fictitious names. However, the facts presented in this case study
are based on several real life situations.
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be classified under ECCN 6A992, which does not require a license
for export to China.

[E] Penalties and Recent Enforcement Actions
BIS will penalize successor companies for export violations under
the “substantial continuity” test, a broader version of the “mere continuation” test that eliminates the need for a continuity of shareholders.17 The
“substantial continuity” test does not require a literal purchase of assets
to impose successor liability so long as there is some form of an asset
transfer. Under this test, BIS considers whether the successor (1) retains
the same employees, supervisory personnel, and the same production
facilities in the same location; (2) continues production of the same products; (3) retains the same business name; (4) maintains the same assets
and general business operations; and (5) holds itself out to the public as
a continuation of the previous corporation.
The following are the maximum penalties that may be imposed for
each EAR violation:
1.

Criminal—10 years in jail and/or a fine up to the greater of five
times the value of the export or $1 million for willful violations.

2.

Civil—$250,000 fine.

3.

Administrative—The company’s or individual’s name may be
placed on a list of persons who may not be involved, directly or
indirectly, in any transactions involving exports subject to the
EAR, including exports that would otherwise not need a
license.

The following are synopses of BIS and Justice Department press
releases announcing some recent enforcement actions:

17

BIS’s “substantial continuity” test was upheld by a U.S. Coast Guard Administrative Law Judge in Sigma-Aldrich case, see Order Denying Respondents’ Motions for
Summary Decision, Sigma-Aldrich Bus. Holdings, Inc., 01-BXA-06, Sigma-Aldrich
Corp., No. 01-BXA-07, Sigma-Aldrich Research Biochemicals, Inc. No. 01-BXA-11
(Dep’t of Commerce Bureau of Indus. & Sec. Aug. 29, 2002), http://www.bis.doc.gov/
enforcement/casesummaries/sigma_aldrich_alj_decision_02.pdf.
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Cyber-Sting Nets Chinese National in Attempt to Export Sensitive Defense Technology (May 30, 2013)—Lisong Ma, a citizen of
China, pled guilty to violating the International Emergency Economic Powers Act by attempting to export weapons-grade carbon
fiber from the United States to China. Ma was arrested after
attempting to close a deal to acquire and export the specialized
materials, which have applications in the defense and aerospace
industries and therefore are controlled for export by the United
States Department of Commerce. During the investigation, federal
agents maintained a covert cyber-presence on Web sites related to
the brokering, purchase and sale of controlled commodities. In February 2013, the defendant e-mailed an undercover agent and indicated that he was interested in acquiring several different types of
high-grade carbon fiber and subsequently attempted to negotiate the
purchase of five tons of carbon fiber. During a teleconference, the
defendant and the undercover agents discussed the license requirement to export certain types of carbon fiber from the United States.
One of the agents told the defendant: “We can’t send this to China
without an export license, otherwise we risk going to jail.” The
defendant then told agents that he would soon be traveling to the
United States, and arranged a meeting to discuss further the terms
of a deal. On March 27, 2013, the defendant met with undercover
agents in the United States. The defendant ultimately decided to
ship a sample of weapons-grade, Toray-type T-800 carbon fiber
from the United States to China. He paid the undercover agents and
placed the material into a plain brown box. Ma falsely indicated on
the waybill and invoice that the package contained “clothing.” After
the defendant finished packing the box and completing the shipping
forms, the package was transported to a courier service, to be
shipped to China. The package was thereafter intercepted by agents
before it could be exported. Agents also intercepted and arrested the
defendant shortly thereafter. Ma faces up to 20 years in prison, as
well as forfeiture and a fine of up to $1 million.
Ericsson De Panama Pays $1.753 Million to Settle Charges of
Unlicensed Transshipments to Cuba (May 25, 2012)—Ericsson
de Panama S.A., of Panama City, Panama, agreed to pay a civil
penalty of $1.753 million to settle 262 violations of the EAR. BIS
alleged that the violations occurred between 2004 and 2007, and
that Ericsson de Panama knowingly implemented a scheme to route
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items from Cuba through Panama, repackaged the items to conceal
their Cuban markings, forwarded the items to the U.S. for repair
and replacement, and then returned the items to Cuba. Ericsson de
Panama avoided possible criminal prosecution and heavier fines by
voluntarily disclosing the violations to BIS and cooperating with
the investigation. In addition to the monetary penalty, the settlement
also requires a company-wide export audit conducted by an
independent third party of all transactions connected with Cuban
customers.18
Texas Firm and Its Foreign Affiliates Settle 288 Charges of
Unlicensed Exports and Reexports to Iran, Syria, and Other
Countries
(October
3,
2011)—Flowserve
Corporation,
headquartered in Irving, Texas, and 10 of its foreign affiliates
agreed to pay a civil penalty totaling $2.5 million to settle 288
charges of making unlicensed exports and reexports of pumps,
valves, and related components to Iran, Syria, and other countries
between 2002 and 2008. The unlicensed exports and reexports were
items classified under Export Control Classification Number 2B350
and controlled for reasons of chemical and biological weapons
proliferation. BIS also alleged that six of Flowserve’s foreign
affiliates caused the transshipment of EAR99 items to Iran and/or
the reexport of EAR99 items to Syria without the required U.S.
Government authorization.19
Michigan Company Fined for Illegal Exports to China, Others
(March 22, 2011)—ArvinMeritor, a Troy, Michigan-based company, agreed to pay a civil fine of $100,000 to settle allegations that
it shipped vehicle axles and seal assemblies to China and France,
and technical data to Italy, India, China, Mexico, South Korea and
Brazil, without BIS authorization. ArvinMeritor voluntarily disclosed the violations and cooperated with BIS’s investigation,
resulting in a substantially lower penalty than might have been
imposed.

18

http://beta-www.bis.doc.gov/index.php/about-bis/newsroom/press-releases/66-aboutbis/newsroom/press-releases/362-ericsson-de-panama-pays-1-753-million-to-settle-charges-ofunlicensed-transshipments-to-cuba.
19
http://beta-www.bis.doc.gov/index.php/about-bis/newsroom/archives/press-releasearchives/65-template/press-release/239-texas-firm-and-its-foreign-affiliates-settle-288-chargesof-unlicensed-exports-and-reexports-to-iran-syria-and-other-countries.
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Director of Singapore Firm Sentenced for Illegally Exporting
Controlled Aircraft Components to Iran (November 5, 2009)
—Laura Wang-Woodford, a U.S. citizen who served as a director of
Monarch Aviation Pte, Ltd. (“Monarch”), a Singapore company that
imported and exported military and commercial aircraft components
for more than 20 years, was sentenced to 46 months’ incarceration for
conspiring to violate the U.S. trade embargo by exporting controlled
aircraft components to Iran. Wang-Woodford was also ordered to
forfeit $500,000 to the United States Treasury Department.
§ 18.05

OTHER AGENCIES REGULATING EXPORTS

Several agencies in addition to DDTC and BIS have a role in regulating exports. Most regulate a limited group of export transactions
because those transactions are ancillary to substantive matters within the
agency’s jurisdiction. Other agencies have a role in export controls
because their control over U.S. borders and ports is critical to effective
enforcement of the export controls administered by other agencies. Set
forth below is a brief description of the export control roles played by the
most important of these other agencies.
[A] Office of Foreign Assets Control
The Treasury Department, Office of Foreign Assets Control
(“OFAC”), administers and enforces economic and trade sanctions
against targeted foreign countries, terrorism-sponsoring organizations,
and international narcotics traffickers. These sanctions in many cases prohibit, without a license from OFAC, exports to the sanctioned countries,
organizations, or persons. See § 18.06 infra for a description of OFAC’s
sanctions regimes.
[B] Nuclear Regulatory Commission and Department of Energy
The Nuclear Regulatory Commission licenses the export of nuclear
material and equipment. The Department of Energy Office of Arms Controls and Nonproliferation, Export Control Division, licenses the export
of nuclear technology and technical data for nuclear power and special
nuclear materials. The Department of Energy, Office of Fuels Programs,
licenses the export of natural gas and electric power.
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[C] Drug Enforcement Administration and Food and Drug
Administration
The Drug Enforcement Administration, Office of Diversion Control, Import-Export Unit, oversees the export of controlled substances and
the import and export of listed chemicals used in the production of controlled substances under the Controlled Substances Act. The Food and
Drug Administration, Import/Export, regulates the import and export of
other drugs and medical devices.
[D] Department of the Interior and the Environmental Protection
Agency
The Department of the Interior, Division of Management Authority,
controls the export of endangered fish and wildlife species. The Environmental Protection Agency, Office of Solid Waste, International and Transportation Branch, regulates hazardous waste exports.
[E] Patent and Trademark Office
The Patent and Trademark Office’s (“PTO”) Licensing and Review
section oversees patent filing data sent abroad. See Chapter 10 for a discussion of the PTO and intellectual property issues in general.
[F] Homeland Security—ICE and CBP
U.S. Customs and Border Protection (“CBP”) is responsible for
ensuring that all goods exiting the United States do so in accordance with
all applicable laws. Exporters must submit an Automated Export System
record to CBP at the time the goods leave the United States, which
provides information on the export control classification of the goods and
any applicable export licenses or license exceptions. U.S. Immigration
and Customs Enforcement (“ICE”) provides assistance to other agencies
in investigating possible violations of export control laws. See Chapter 17
for a discussion of CBP and ICE’s role in enforcing laws concerning
imports.
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U.S. INTERNATIONAL ECONOMIC SANCTIONS

The Office of Foreign Assets Control (“OFAC”) enforces economic
sanctions against targeted foreign countries, terrorists, international narcotics traffickers, and persons engaged in activities related to the proliferation of weapons of mass destruction. OFAC’s sanctions programs
consist of embargoes against a small number of countries, and list-based
sanctions applicable to individuals and groups who may be located anywhere in the world.
The countries currently subject to broad embargoes are Cuba, Iran,
North Korea, Sudan, and Syria. Sanctions programs exist for several
other countries, but are limited to prohibitions on transactions with specific sanctioned parties and are covered in the description of the listbased sanctions.
[A] Embargoes
Cuba, Iran, North Korea, Sudan, and Syria are currently subject to
the economic embargoes described below.
[1] Cuba
The Cuban Assets Control Regulations20 prohibit exports to Cuba,
importation of Cuban-origin goods or services, and any involvement by
U.S. persons in transactions in which Cuba or a Cuban national has an interest. The regulations also severely restrict travel to Cuba by U.S. persons.
The Cuban Assets Control Regulations define “U.S. person” to
include all U.S. citizens and permanent residents wherever located, all
people and organizations physically in the United States, and all branches
and subsidiaries of U.S. organizations throughout the world. The extraterritorial scope of the Cuban sanctions—covering actions outside of the
United States of separately incorporated foreign subsidiaries of U.S.
companies—can pose significant problems for multinational companies.
Several countries, such as Canada, have passed laws prohibiting their
companies from refusing to do business with Cuba for reasons of the U.S.
sanctions.
20

31 C.F.R. Part 515. The Cuban sanctions are available at http://www.treasury.gov/
resource-center/sanctions/Programs/pages/cuba.aspx (last visited July 10, 2013).
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Foreign investors in the United States should not be affected by the
extraterritorial scope of the Cuban Assets Control Regulations as a result
of their investment because the regulations assert extraterritorial jurisdiction by going down the corporate chain of ownership, not up. Thus, a
French parent of a U.S. subsidiary would not be subject to the regulations, whereas a French subsidiary of a U.S. parent would be. None of the
other sanctions regulations claims jurisdiction directly over foreign subsidiaries of U.S. companies.
[2] Iran
The Iranian Transactions Regulations21 prohibit virtually all trade
and investment activities with Iran, or entities owned or controlled by the
Government of Iran wherever located, by U.S. persons, wherever located.
However, unlike the Cuban Assets Control Regulations, the definition of
“U.S. persons” for these regulations does not include separately incorporated foreign subsidiaries of U.S. companies.22 Nevertheless, the U.S.
sanctions against Iran may affect indirectly the actions of foreign affiliates of U.S. companies, including foreign parent companies, because the
U.S. affiliate could be liable for a violation were it to have any involvement in its foreign affiliate’s transaction with Iran.
United Nations Security Council Resolution (UNSCR) 1929
imposes sanctions on Iran for its nuclear activities. Among its measures,
UNSCR 1929 includes targeted asset-freezing provisions and calls upon
all States to prevent the provision of financial services that could contribute to Iran’s nuclear aspirations. On July 1, 2010, President Obama signed
into law the Comprehensive Iran Sanctions, Accountability, and Divestment Act of 2010 (CISADA). This law builds upon UNSCR 1929 by
strengthening existing U.S. sanctions with respect to the Iranian energy
industry, and adds the potential for the imposition of serious limits on

21

31 C.F.R. Part 560. The Iranian sanctions are available at http://www.treasury.gov/
resource-center/sanctions/Programs/pages/iran.aspx (last visited July 10, 2013).
22
The distinction the Iranian Transactions Regulations and the other non-Cuban sanctions programs make between a foreign branch office and a separately incorporated foreign subsidiary is consistent with the extraterritorial scope of many U.S. regulatory
regimes, including the tax laws. See chapter 7 for a discussion of the extraterritorial reach
of the U.S. tax laws.
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access to the U.S. financial system for foreign financial institutions if they
engage in certain transactions involving Iran.23
In 2012, Congress passed the Iran Threat Reduction and Syria
Human Rights Act of 2012 and the Iran Freedom and CounterProliferation Act of 2012. Pursuant to these new laws President Obama
issued Executive Orders 13628 of October 9, 2012 and 13645 of June 3,
2013 that imposed broad sanctions on persons, including foreign persons,
who are found to have materially assisted Iranian entities committing
human rights abuses; Iranian entities who are themselves subject to U.S.
economic sanctions; foreign financial institutions engaging in foreign
currency transactions with Iran; and foreign financial institutions that
have facilitated transactions with the petroleum and automotive sectors of
Iran.
During the period 2011 through 2013, President Obama issued several Executive Orders barring sanctioned persons from access to the U.S.
financial system and from involvement in any U.S. export transactions.
The Orders sanction persons who directly and significantly contribute to
Iran’s development of petroleum resources;24 persons who sell goods, services, or technology to Iran to facilitate computer or network disruption,
monitoring, or tracking that could assist in or enable serious human rights
abuses;25 and persons who facilitate deceptive transactions to evade the
U.S. sanctions against Iran.26
[3] North Korea
The once all-encompassing embargo of North Korea has been loosened over the last decade. The most significant aspect of the remaining
OFAC sanctions27 prohibits the importation of goods of North Korean
origin without prior notification to and approval of OFAC. However,
almost all exports to North Korea would require a license from BIS,
which is unlikely to grant a license for most such exports.
23

http://treasury.gov/resource-center/sanctions/Programs/Documents/CISADA_english.
pdf (last visited July 10, 2013).
24
Executive Order 13590 of November 20, 2011.
25
Executive Order 13606 of April 22, 2012.
26
Executive Order 13608 of May 1, 2012.
27
31 C.F.R. Part 500. The North Korean sanctions are available at http://
www.treasury.gov/resource-center/sanctions/Programs/pages/nkorea.aspx (last visited
July 10, 2013).
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[4] Sudan
The Sudanese Sanctions Regulations28 prohibit exports to Sudan,
importation of Sudanese-origin products, and the involvement of U.S.
persons in most transactions involving Sudan or in which Sudan has an
interest. There are exemptions for certain regions in Darfur. The southern
part of Sudan became an independent country on July 9, 2011 called the
Republic of South Sudan. Consequently, as of that date, the Sudanese
Sanctions Regulations no longer apply to the territory of the Republic of
South Sudan. Unlike the Cuban Assets Control Regulations, the definition of “U.S. persons” for these regulations does not include separately
incorporated foreign subsidiaries of U.S. companies. Nevertheless, the
U.S. sanctions against Sudan may affect indirectly the actions of foreign
affiliates of U.S. companies, including foreign parent companies, because
the U.S. affiliate could be liable for a violation were it to have any
involvement in its foreign affiliate’s transaction with Sudan.
[5] Syria
The Syrian Sanctions Regulations prohibit exports to Syria, new
investment in Syria, and transactions by U.S. persons with individuals
and entities that cover a broad swath of the Syrian economy.29 President
Obama issued several Executive Orders barring sanctioned persons from
access to the U.S. financial system and from involvement in any U.S.
export transactions. The Orders sanction persons who sell goods, services, or technology to Syria to facilitate computer or network disruption,
monitoring, or tracking that could assist in or enable serious human rights
abuses;30 and persons who facilitate deceptive transactions to evade the
U.S. sanctions against Syria.31 Unlike the Cuban Assets Control Regulations, the definition of “U.S. persons” for the Syrian sanctions does not
include separately incorporated foreign subsidiaries of U.S. companies.
Nevertheless, the U.S. sanctions against Syria may affect indirectly the
28

31 C.F.R. Part 538. The Sudanese sanctions are available at http://www.
treasury.gov/resource-center/sanctions/Programs/pages/sudan.aspx (last visited July 10,
2013).
29
31 C.F.R. Part 542. The Syrian sanctions are available at http://www.treasury.gov/
resource-center/sanctions/Programs/pages/syria.aspx (last visited July 10, 2013).
30
Executive Order 13606 of April 22, 2012.
31
Executive Order 13608 of May 1, 2012.
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actions of foreign affiliates of U.S. companies, including foreign parent
companies, because the U.S. affiliate could be liable for a violation were
it to have any involvement in its foreign affiliate’s transaction with Syria.
[B] List-Based Sanctions
OFAC maintains lists of persons and entities whose assets are
blocked whenever they come within the jurisdiction of the United States,
such as through funds electronically transferred through the U.S. banking
system, and with whom U.S. persons may not engage in transactions.
These individually sanctioned persons include persons determined to be
owned or controlled or acting on behalf of the embargoed countries; certain dictators and former dictators and their cronies in the Balkans,
Belarus, Burma, Cote d’Ivoire, Congo, Iraq, Liberia, Libya, Somalia,
Yemen, and Zimbabwe; terrorists; narcotics traffickers; and proliferators
of weapons of mass destruction. For convenience, OFAC consolidates all
of these persons and entities on a single comprehensive list called the
“Specially-Designated Nationals” list.32 All U.S. persons should, as best
practices, screen the parties to their transactions against this list to ensure
that they are not doing business with a prohibited party.
[C] Penalties and Recent OFAC Enforcement Actions
Violations of OFAC’s economic sanctions programs can result in
severe criminal and civil penalties. Liability for past violations generally
remains with the business even after new owners acquire it. Therefore,
pre-acquisition due diligence with respect to past OFAC compliance and
appropriate representations and warranties in the acquisition agreement
are critical. See chapter 3. The penalties for violations of OFAC’s economic sanctions programs, other than those against Cuba and Foreign
Narcotics Kingpins, are as follows:
1. Criminal—20 years in jail and/or $1 million fine. A criminal
conviction requires a finding of willfulness (i.e., that the person
knew the action was unlawful and did it anyway).

32

This list is available at http://www.treasury.gov/resource-center/sanctions/SDN-List/
Pages/default.aspx (last visited July 19, 2011).

2014 SUPPLEMENT

18-42

EXPORT CONTROLS, SANCTIONS, & REGULATIONS

2.

§ 18.06[C]

Civil—$250,000 fine or twice the amount of the transaction
that is the basis for the violation. Thus, for example, were a
company to enter into an unlawful contract to sell $2 million
worth of goods and services to Iran, the U.S. Government could
seek a civil fine of up to $4 million.

Criminal penalties for violations of the Cuban Assets Control Regulations are up to 10 years in prison, $1 million in corporate fines, and
$250,000 in individual fines. Civil penalties up to $65,000 per violation
may also be imposed. Corporate criminal penalties for violations of the
Foreign Narcotics Kingpin Designation Act33 range up to $10 million in
fines; individual penalties range up to $5 million in fines and 30 years in
prison. Civil penalties of up to $1,075,000 may also be imposed administratively.
The following are synopses of OFAC press releases announcing
some recent enforcement actions:
EGL, Inc. Settles Potential Civil Liability for Alleged Violations
of the Cuban Assets Control Regulations and the Iranian Transactions and Sanctions Regulations (March 5, 2013)—EGL, Inc. of
Houston, TX, has agreed to pay $139,650 to settle potential civil
liability for alleged violations of the Cuban Assets Control Regulations, 31 C.F.R. part 515 (the “CACR”) and the Iranian Transactions and Sanctions Regulations, 31 C.F.R. part 560 (the “ITSR”).
The alleged violations of the CACR occurred from on or about April
19, 2005, to on or about December 15, 2008, when EGL’s foreign
affiliates engaged in 280 transactions in which they provided freight
forwarding services with respect to shipments to and from Cuba.
The alleged violations of the ITR occurred from on or about August
15, 2008, to on or about October 27, 2008, when affiliates of EGL
acted as the freight forwarder of ten shipments containing oil rig
supplies to Aban VIII, an oil drilling rig located in Iranian coastal
waters and operated by Petropars, an affiliated company of the
National Iranian Oil Company. EGL made a voluntary selfdisclosure of the alleged violations of the CACR, but did not make
a voluntary self-disclosure of the alleged violations of the ITR. The

33

21 U.S.C. § 1901-1908, 8 U.S.C § 1182; Foreign Narcotics Kingpin Sanctions
Regulations 31 C.F.R. Part 598.
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alleged violations constitute a non-egregious case. The base penalty
amount for the alleged violations was $206,889.
New York Resident and His Company Plead Guilty to Conspiracy to Export Computer-Related Equipment to Iran (October 7, 2011)—Jeng “Jay” Shih, 54, a U.S. citizen, and his Queens,
N.Y., company, Sunrise Technologies and Trading Corporation, pled
guilty to conspiracy to export U.S.-origin computers illegally from
the United States to Iran through the United Arab Emirates (UAE)
without first obtaining a license or authorization from OFAC. Under
the terms of the plea and related civil settlements with the BIS and
OFAC, Shih and his company have agreed to forfeiture of a money
judgment in the amount of $1.25 million. In addition, Shih and Sunrise are denied export privileges for 10 years, although this penalty
will be suspended provided that neither Shih nor Sunrise commits
any export violations.34
Individual Settles Sudanese Sanctions Violation Allegation
(April 26, 2011)—An individual from Houston, Texas, agreed to
pay a civil fine of $112,500 to settle allegations that he violated the
Sudanese Sanctions Regulations by facilitating a transaction involving the supply of jute bags to buyers in Sudan without an OFAC
license. Although the individual did not voluntarily disclose this
apparent violation, OFAC reduced the potential penalty by more
than half because of other mitigating factors, including the individual’s cooperation with OFAC’s investigation, the fact that the violation was not egregious, and his lack of a prior record of OFAC
violations.
Barclays Bank PLC Settles Allegations of Violations of Multiple
Sanctions Programs (August 2010)—Barclays Bank PLC agreed
to pay a civil fine of $176 million to settle allegations of violations
of the Sudanese Sanctions Regulations, the Iranian Transactions
Regulations, the Burmese Sanctions Regulations, and the Cuban
Assets Control Regulations. This settlement was part of a comprehensive settlement with the U.S. Department of Justice, OFAC and
the New York County District Attorney’s Office, in which Barclays
paid a total of $298 million. The apparent violations occurred as a
34

http://beta-www.bis.doc.gov/index.php/2011-09-12-15-56-29/2012-06-26-19-3502/press-release-archives/65-template/press-release/238-new-york-resident-and-hiscompany-plead-guilty-to-conspiracy-to-export-computer-related-equipment-to-iran.
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result of practices at Barclays to circumvent filters at U.S. banks
installed to detect transactions in violation of OFAC sanctions programs. As a result of these practices, Barclays routed at least 1,285
electronic funds transfers through Barclays New York and other
U.S. banks that should have been blocked pursuant to the sanctions
regulations noted above. Barclays voluntarily disclosed these violations. Voluntary disclosure and other mitigating factors helped
reduce the fine. However, aggravating factors, including the recklessness of the apparent violations and awareness of the conduct at
senior levels of the bank, partially offset the mitigating factors.
CASE STUDY
Dutch Bank ABN AMRO got into serious trouble with OFAC
and other U.S. regulatory agencies when its Dubai branch hid critical information from the U.S. branches through which it processed
transactions. The U.S. branches processed payments they should
have blocked pursuant to the Iranian Transactions Regulations and
OFAC sanctions that were then in place on Libya. The following are
some of the actions that ABN AMRO’s Dubai branch took to prevent the OFAC compliance screens in the U.S. branches from identifying the illicit transactions:
Removed all references to a sanctioned Iranian bank from the
payment instructions on wire transfers;
Reissued letters of credit to remove all references to Iranian
and Libyan banks;
Arranged to have the Libyan bank not endorse or stamp any
cleared checks submitted to the U.S. branches.

OFAC and other U.S. regulators fined ABN AMRO $80 million for these
violations and related money laundering violations. ABN AMRO also
agreed to a consent order in 2005 with the New York State Banking
Department, the Board of Governors of the Federal Reserve System, and
the Illinois Department of Financial and Professional Regulation, requiring it to take various measures to improve its OFAC and money laundering compliance procedures. That order was not lifted until September
2008.
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ANTI-BOYCOTT REGULATIONS

The U.S. Government opposes foreign boycotts of countries
friendly to the United States, in particular the Arab League boycott of
Israel. Congress has passed several laws seeking to prevent U.S. companies from complying with, or otherwise assisting, the boycott of Israel.35
These laws are implemented through the anti-boycott provisions of the
EAR,36 enforced by BIS, and certain provisions in the tax code37 that are
enforced by the Internal Revenue Service.
BIS penalizes U.S. persons who engage in activities prohibited by
the anti-boycott provisions of the EAR and requires U.S. persons to submit quarterly reports on certain boycott-related requests they may receive.
“U.S. persons,” for anti-boycott purposes, include U.S. companies and
their foreign subsidiaries, but not their foreign parents. However, actions
of a foreign parent taken on behalf of a U.S. subsidiary could create liability for the U.S. subsidiary.
The following actions are prohibited by the anti-boycott provisions
of the EAR, if done for reasons related to the foreign boycott:
1.

Refusing to do business with a boycotted country or its nationals;

2.

Discriminating against U.S. persons on the basis of race, religion, sex, or national origin;

3.

Furnishing information about race, religion, sex, national origin, or associations with charitable or fraternal organizations;

4.

Furnishing information about business relationships with boycotted countries or blacklisted persons;

5.

Implementing letters of credit with boycott conditions.

The anti-boycott provisions of the EAR contain the following limited exceptions to these prohibitions:

35
These laws are Section 8 of the Export Administration Act of 1979 (Pub. L. No.
96-72, § 8) and the Ribicoff Amendment to the 1976 Tax Reform Act (Pub. L. No. 94-455,
Title X, § 1064(a)).
36
15 C.F.R. Part 760.
37
26 U.S.C. § 999.
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1.

A U.S. person may comply with the import requirements of a
boycotting country that prohibit the importation of goods produced in the boycotted country, its companies, nationals, or
residents. This exception applies only to goods actually being
imported into the boycotting country.

2.

A U.S. person may comply with requirements of a boycotting
country prohibiting the shipment of goods to that country on a
carrier of the boycotted country, or designating a shipping route
that avoids the boycotted country.

3.

A U.S. person may comply with import and shipping document
requirements, such as designating the country of origin of the
goods, as long as the designation is done in positive terms (e.g.,
it is permissible to state that the goods are of U.S. origin, but
prohibited to state that they are not of Israeli origin).

4.

A U.S. person may comply with a boycotting country’s requirements regarding shipment and transshipment of exports from
that boycotting country.

There also are exceptions for compliance with the unilateral and specific
selection of vendors and goods by the customer in the boycotting country; compliance with immigration, passport, and employment requirements of a boycotting country; and compliance with local law while a
bona fide resident physically present in the boycotting country. However,
there are very exacting conditions on the use of these exceptions. A company should not rely on them without advice of counsel.
CASE STUDY—GOOD INTENTIONS LEAD TO
ANTI-BOYCOTT VIOLATION
International Supply Corporation (“ISC”),38 a U.S. company,
was bidding on a contract to supply equipment to construction sites
in Saudi Arabia. In connection with that bid, the Saudi Boycott
Office sent ISC a letter asking whether it conducted business with
Israel. ISC’s owner responded that of course the company does business in Israel; that he is Jewish, a member of B’nai B’rith, and has
always been a strong supporter of Israel. ISC committed three violations of the anti-boycott regulations in this statement. It furnished
information on the company’s business relationship with a boycotted
38

ISC is a fictitious name. However, the facts presented in this case study are based
on a real life situation.
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country, the religion of its owner, and its owner’s association with a
charitable organization. It did not matter that the owner had no intention of furthering the boycott when he made this statement. By providing this information, he gave the Boycott Office information that
the boycott office could use in its enforcement of the boycott. And,
he cooperated with the boycott by furnishing information to which
the Boycott Office was not entitled. However, because the owner did
not intend to violate the anti-boycott laws, neither he nor his company would be subject to criminal penalties for willful violations.

Criminal penalties for willful violations of the anti-boycott provisions of the EAR are 10 years in jail and/or a fine of $1 million. BIS also
can assess civil penalties of up to $250,000. The following are examples
of some recent enforcement actions:
1. Baker Eastern, S.A. (Libya) was ordered on June 12, 2013 to
pay a civil penalty of $182,325 to settle 66 allegations that it
violated the anti-boycott provisions of the EAR in connection
with the sale of goods and services from the United States to
Libya. The allegations involved 22 incidents of agreeing
to refuse to do business with Israel and other entities pursuant
to a boycott request and 44 incidents of furnishing information
on its own or other persons’ business relationships with Israel
or boycotted parties.
2. Bank of New York Mellon (BNYM) was ordered on August
19, 2011, to pay a civil penalty of $30,000 to settle 15 allegations that it violated the anti-boycott provisions of the EAR.
BIS alleged that during the year 2007, in connection with transactions involving the sale and/or transfer of goods or services
(including information) from the United States to United Arab
Emirates, BNYM (Shanghai Branch), on 15 occasions, furnished prohibited information in a statement certifying that the
goods were neither of Israeli origin nor contained Israeli materials. BNYM voluntarily disclosed the transactions to BIS.39

39

http://beta-www.bis.doc.gov/index.php/about-bis/newsroom/archives/press-releasearchives/65-template/press-release/235-four-companies-settle-antiboycott-charges.
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York International Corporation was ordered on November 5,
2009, as part of a settlement agreement, to pay a $140,850 fine
for six instances of agreeing not to do business with a boycotted person, 15 instances of furnishing information related to
the boycott of Israel, and 122 failures to report the receipt of
boycott requests.

The Internal Revenue Service requires U.S. taxpayers who do business in certain Arab League countries, believed to enforce the boycott of
Israel,41 to report any boycott-related requests they receive on IRS Form
5713 filed with the company’s annual tax return. A copy of IRS Form
5713 is provided in Appendix 18-E. A company can lose certain tax credits for cooperating with the Arab boycott of Israel. See Chapters 6 and 7
for a detailed discussion of domestic and international tax issues.
§ 18.08

FOREIGN CORRUPT PRACTICES ACT

The Foreign Corrupt Practices Act (“FCPA”)42 contains an antibribery section and a recordkeeping section. The U.S. Department of Justice is the chief enforcement agency, with exclusive jurisdiction over
criminal prosecutions for violations of the FCPA and civil actions against
U.S. persons who are not issuers of securities. The U.S. Securities and
Exchange Commission is responsible for civil enforcement of the recordkeeping and anti-bribery provisions with respect to issuers of U.S. registered securities.
[A] Anti-Bribery Provisions
The anti-bribery section of the FCPA43 prohibits U.S. persons, and
under certain circumstances foreign persons, from, directly or indirectly,
making corrupt payments to foreign officials for the purpose of obtaining
or keeping business. Each of the following elements must be established
in order for a violation of the anti-bribery provisions of the FCPA to exist:
40

[Reserved.]
Those countries, as listed by the IRS in a September 2013 Federal Register notice,
are Iraq, Kuwait, Lebanon, Libya, Qatar, Saudi Arabia, Syria, United Arab Emirates, and
the Republic of Yemen.
42
15 U.S.C. § 78dd-1, et seq.
43
15 U.S.C. §§ 78dd-1, 78dd-2, and 78dd-3.
41
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(a) an action by a person subject to the FCPA; (b) corrupt intent; (c) a
payment; (d) a prohibited recipient; and (e) a business purpose.
Persons Subject to the FCPA—U.S. companies and individuals
are subject to the FCPA wherever they are located. Separately incorporated foreign subsidiaries are not. However, the U.S. parent company may be held liable for the subsidiary’s actions were the parent
to have authorized, directed, or controlled the subsidiary’s activity.
Foreign companies may become subject to the FCPA when
they are issuers of U.S. registered securities. Foreign companies and
individuals also may become liable for FCPA violations when they
cause, directly or through agents, an act in furtherance of the corrupt payment to take place in the United States. For example, the
foreign owner of a U.S. company could be liable were it to instruct
its U.S. subsidiary to make travel arrangements, paid for by the foreign parent company, for a foreign government official to take his
family to Disney World, assuming the other elements of an FCPA
violation were present.
Corrupt Intent—The person making or authorizing the payment
must intend for the payment to induce the recipient to misuse his or
her official position wrongfully to direct business to the payer or
some other person. The corrupt act does not need to succeed in its
purpose for the FCPA to be violated. The FCPA prohibits payments
to influence the foreign official in his official capacity; to induce the
foreign official to do or omit any act in violation of his lawful duty;
or to induce the foreign official to use his or her influence improperly to affect or influence any act or decision. The unifying theme
to these prohibitions is that the purpose of the payment is to affect
the recipient in his or her official, not personal, capacity. Thus, for
example, the FCPA does not prohibit U.S. persons from giving
birthday and wedding gifts to a relative or friend who coincidentally happens to be a foreign government official.
Payment—A payment under the FCPA means paying, offering, or
promising to pay money or anything of value. It also includes authorizing another to pay or offer to pay money or anything of value.
Prohibited Recipient—Prohibited recipients include foreign
officials, foreign political parties, party officials, and candidates for
foreign political office. “Foreign official” means any officer or
employee of a foreign government, a public international
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organization (e.g., the World Bank), or any department or agency
thereof, or any other person acting in an official capacity. Thus, the
FCPA would not prohibit the payment of bribes to employees of
private companies. However, where the company is state-owned, an
employee of that company, depending upon the particular facts, might
be considered a foreign official.
Business Purpose—The FCPA bars payments to foreign officials
only when the purpose is to assist the company in obtaining or
retaining business. However, the Justice Department interprets these
words very broadly. It does not just mean the mere award or renewal
of a contract, and it is not limited to obtaining or retaining business
with the foreign official’s government. Thus, for example, the payment of a bribe to obtain a government permit needed to conduct
business with a private company would be a violation of the FCPA
were all the other elements of an FCPA violation met.
The business purpose rule is not limited to obtaining contracts.
For example, FCPA violations arise when a U.S. company makes a
payment for help in receiving a tax refund. Were the company entitled
to a refund, the bribe would still violate the FCPA.
[B] Recordkeeping Provisions
The recordkeeping section of the FCPA44 requires all issuers of U.S.
securities to keep records that reflect accurately all transactions and maintain adequate internal accounting controls. This section is not limited to
U.S. persons because it also covers foreign companies who have issued
stock or other security instruments on a U.S. exchange. Congress
included the recordkeeping requirements to prevent companies trading on
U.S. stock exchanges from having slush funds from which bribes could
be paid without an accounting trail. Perhaps the key difference between
these requirements and the steps that publicly traded companies otherwise would need to take to comply with securities laws, including
Sarbanes-Oxley, is that even transactions that are so small as to be immaterial need to be reflected accurately. See Chapter 12 for a discussion of
Sarbanes-Oxley. Companies need to have internal controls sufficient for
management to be able to detect payments that might constitute FCPA
violations.
44

15 U.S.C. § 78m.
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[C] Penalties for FCPA Violations
The FCPA imposes criminal penalties for willful violations of the
anti-bribery provisions of up to $2 million for corporations.45 Individuals
can be imprisoned for up to five years and fined up to $100,000.46 Note
that the Alternative Fines Act47 could result in even higher penalties, as it
authorizes fines of up to twice the benefit that the defendant expected to
receive by making the corrupt payment.
The SEC can bring a civil enforcement action in which the court can
impose civil fines of up to $500,000 for companies or $50,000 for individuals.48 Moreover, a person found in criminal violation of the FCPA can
be barred from government contracting and from receiving export
licenses. Conduct that violates the anti-bribery provisions of the FCPA
could, under certain circumstances, make that person vulnerable to a private cause of action for treble damages under the Racketeer Influenced
and Corrupt Organizations Act (“RICO”). Finally, FCPA violations also
can have adverse tax implications.49
Liability for past violations remains with the business even after
new owners acquire it. Therefore, pre-acquisition due diligence with
respect to past FCPA compliance and appropriate representations and
warranties in the acquisition agreement are critical. See Chapter 3.
The following is a summary of recent FCPA enforcement actions.
French Oil and Gas Company, Total, S.A., Charged in the United
States and France in Connection with an International Bribery
Scheme (May 29, 2013)—Total, S.A., a French oil and gas company
that trades on the New York Stock Exchange, agreed with the U.S.
Department of Justice to pay a $245.2 million monetary penalty to
resolve charges related to violations of the Foreign Corrupt Practices
Act (“FCPA”) in connection with illegal payments made through
third parties to a government official in Iran to obtain valuable oil and
gas concessions. In addition to the monetary penalties, Total also
agreed to cooperate with the department and foreign law enforcement, to retain an independent corporate compliance monitor for a
45

15 U.S.C. § 78ff(c)(1).
15 U.S.C. § 78ff(c)(2)(A).
47
18 U.S.C. § 3571(d).
48
See U.S. Dep’t Justice, Lay Person’s Guide to the FCPA, at 5, available at http://
www.justice.gov/criminal/fraud/fcpa/docs/lay-persons-guide.pdf.
49
See § 7.04[B] supra
46
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period of three years, and to continue to implement an enhanced
compliance program and internal controls designed to prevent and
detect FCPA violations. Separately, the U.S. Securities and Exchange
Commission (“SEC”) entered a cease-and-desist order against Total
in which the company agreed to pay an additional $153 million in
disgorgement and prejudgment interest. Total made approximately
$60 million in bribery payments between 1995 and 2004 under
purported consulting agreements for the purpose of inducing an
Iranian official to use his influence in connection with Total’s efforts
to obtain and retain lucrative oil rights in the Sirri A and E and South
Pars oil and gas fields. Total mischaracterized the unlawful payments
as “business development expenses” when they were, in fact, bribes
designed to influence a foreign official. Further, Total failed to implement effective internal accounting controls, permitting the consulting
agreements’ true nature and true participants to be concealed and
thereby failing to maintain accountability for assets.
BAE Systems PLC Pleads Guilty and Ordered to Pay $400 Million (March 1, 2010)—BAE Systems PLC (BAES), a multinational
defense contractor with headquarters in the United Kingdom, pled
guilty to conspiracy to defraud the United States, conspiracy to
make false statements about its Foreign Corrupt Practices Act compliance program, and conspiracy to violate the AECA and ITAR.
BAES was sentenced to a $400 million fine, 36-month probation,
and a $400 assessment. According to the court documents, BAES
represented to various U.S. government agencies that it would create and implement policies and procedures to ensure compliance
with the FCPA, but knowingly and willfully failed to create these
mechanisms. It made payments totaling more than £135 million to
intermediaries while aware of a high probability that part of the payments would be used to ensure that BAES was favored in foreign
government decisions regarding the purchase of defense articles. As
part of its guilty plea, BAES has agreed to maintain a compliance
program that is designed to detect and deter violations of the FCPA,
other foreign bribery laws implementing the OECD Anti-bribery
Convention, and any other applicable anti-corruption laws.50
[Next page is 18-53.]
50

http://www.justice.gov/opa/pr/2010/March/10-crm-209.html.

18-52.1

2014 SUPPLEMENT

APPENDIX 18-A

THE UNITED STATES
MUNITIONS LIST (22 C.F.R.
§ 121.1)

18-53

2013 SUPPLEMENT

APPENDIX 18-A

2013 SUPPLEMENT

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

18-54

EXPORT CONTROLS, SANCTIONS, & REGULATIONS

18-55

APPENDIX 18-A

2013 SUPPLEMENT

APPENDIX 18-A

2013 SUPPLEMENT

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

18-56

EXPORT CONTROLS, SANCTIONS, & REGULATIONS

18-57

APPENDIX 18-A

2013 SUPPLEMENT

APPENDIX 18-A

2013 SUPPLEMENT

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

18-58

EXPORT CONTROLS, SANCTIONS, & REGULATIONS

18-59

APPENDIX 18-A

2013 SUPPLEMENT

APPENDIX 18-A

2013 SUPPLEMENT

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

18-60

EXPORT CONTROLS, SANCTIONS, & REGULATIONS

18-61

APPENDIX 18-A

2013 SUPPLEMENT

APPENDIX 18-A

2013 SUPPLEMENT

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

18-62

EXPORT CONTROLS, SANCTIONS, & REGULATIONS

18-63

APPENDIX 18-A

2013 SUPPLEMENT

APPENDIX 18-A

2013 SUPPLEMENT

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

18-64

EXPORT CONTROLS, SANCTIONS, & REGULATIONS

18-65

APPENDIX 18-A

2013 SUPPLEMENT

APPENDIX 18-A

2013 SUPPLEMENT

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

18-66

EXPORT CONTROLS, SANCTIONS, & REGULATIONS

18-67

APPENDIX 18-A

2013 SUPPLEMENT

APPENDIX 18-A

2013 SUPPLEMENT

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

18-68

EXPORT CONTROLS, SANCTIONS, & REGULATIONS

18-69

APPENDIX 18-A

2013 SUPPLEMENT

APPENDIX 18-A

2013 SUPPLEMENT

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

18-70

EXPORT CONTROLS, SANCTIONS, & REGULATIONS

18-71

APPENDIX 18-A

2013 SUPPLEMENT

APPENDIX 18-A

2013 SUPPLEMENT

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

18-72

EXPORT CONTROLS, SANCTIONS, & REGULATIONS

18-73

APPENDIX 18-A

2013 SUPPLEMENT

APPENDIX 18-A

2013 SUPPLEMENT

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

18-74

EXPORT CONTROLS, SANCTIONS, & REGULATIONS

18-75

APPENDIX 18-A

2013 SUPPLEMENT

APPENDIX 18-A

2013 SUPPLEMENT

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

18-76

EXPORT CONTROLS, SANCTIONS, & REGULATIONS

18-77

APPENDIX 18-A

2013 SUPPLEMENT

APPENDIX 18-A

2013 SUPPLEMENT

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

18-78

EXPORT CONTROLS, SANCTIONS, & REGULATIONS

18-79

APPENDIX 18-A

2013 SUPPLEMENT

APPENDIX 18-A

2013 SUPPLEMENT

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

18-80

EXPORT CONTROLS, SANCTIONS, & REGULATIONS

18-81

APPENDIX 18-A

2013 SUPPLEMENT

APPENDIX 18-A

2013 SUPPLEMENT

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

18-82

EXPORT CONTROLS, SANCTIONS, & REGULATIONS

18-83

APPENDIX 18-A

2013 SUPPLEMENT

APPENDIX 18-A

2013 SUPPLEMENT

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

18-84

EXPORT CONTROLS, SANCTIONS, & REGULATIONS

18-85

APPENDIX 18-A

2013 SUPPLEMENT

APPENDIX 18-A

2013 SUPPLEMENT

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

18-86

EXPORT CONTROLS, SANCTIONS, & REGULATIONS

18-87

APPENDIX 18-A

2013 SUPPLEMENT

APPENDIX 18-A

2013 SUPPLEMENT

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

18-88

EXPORT CONTROLS, SANCTIONS, & REGULATIONS

18-89

APPENDIX 18-A

2013 SUPPLEMENT

APPENDIX 18-A

2013 SUPPLEMENT

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

18-90

EXPORT CONTROLS, SANCTIONS, & REGULATIONS

18-91

APPENDIX 18-A

2013 SUPPLEMENT

APPENDIX 18-B

THE UNITED STATES
DEPARTMENT OF STATE
STATEMENT OF REGISTRATION
(FORM DS-2032)

18-93

2013 SUPPLEMENT

APPENDIX 18-B

2013 SUPPLEMENT

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

18-94

EXPORT CONTROLS, SANCTIONS, & REGULATIONS

18-95

APPENDIX 18-B

2013 SUPPLEMENT

APPENDIX 18-B

2013 SUPPLEMENT

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

18-96

EXPORT CONTROLS, SANCTIONS, & REGULATIONS

18-97

APPENDIX 18-B

2013 SUPPLEMENT

APPENDIX 18-C

BUREAU OF INDUSTRY AND
SECURITY SAMPLE EXPORT
CONTROL CLASSIFICATION
NUMBER (ECCN 3A001)

18-99

2014 SUPPLEMENT

APPENDIX 18-C

2014 SUPPLEMENT

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

18-100

EXPORT CONTROLS, SANCTIONS, & REGULATIONS

18-101

APPENDIX 18-C

2014 SUPPLEMENT

APPENDIX 18-C

2014 SUPPLEMENT

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

18-102

EXPORT CONTROLS, SANCTIONS, & REGULATIONS

18-103

APPENDIX 18-C

2014 SUPPLEMENT

APPENDIX 18-C

2014 SUPPLEMENT

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

18-104

EXPORT CONTROLS, SANCTIONS, & REGULATIONS

18-105

APPENDIX 18-C

2014 SUPPLEMENT

APPENDIX 18-C

2014 SUPPLEMENT

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

18-106

EXPORT CONTROLS, SANCTIONS, & REGULATIONS

18-107

APPENDIX 18-C

2014 SUPPLEMENT

APPENDIX 18-C

2014 SUPPLEMENT

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

18-108

EXPORT CONTROLS, SANCTIONS, & REGULATIONS

18-109

APPENDIX 18-C

2014 SUPPLEMENT

APPENDIX 18-C

2014 SUPPLEMENT

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

18-110

EXPORT CONTROLS, SANCTIONS, & REGULATIONS

18-111

APPENDIX 18-C

2014 SUPPLEMENT

APPENDIX 18-D

BUREAU OF INDUSTRY AND
SECURITY COMMERCE
COUNTRY CHART (15 C.F.R.
PART 738 SUPP. 1)

18-113

2014 SUPPLEMENT

APPENDIX 18-D

2014 SUPPLEMENT

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

18-114

EXPORT CONTROLS, SANCTIONS, & REGULATIONS

18-115

APPENDIX 18-D

2014 SUPPLEMENT

APPENDIX 18-D

2014 SUPPLEMENT

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

18-116

EXPORT CONTROLS, SANCTIONS, & REGULATIONS

18-117

APPENDIX 18-D

2014 SUPPLEMENT

APPENDIX 18-D

2014 SUPPLEMENT

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

18-118

EXPORT CONTROLS, SANCTIONS, & REGULATIONS

18-119

APPENDIX 18-D

2014 SUPPLEMENT

APPENDIX 18-D

2014 SUPPLEMENT

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

18-120

EXPORT CONTROLS, SANCTIONS, & REGULATIONS

18-121

APPENDIX 18-D

2014 SUPPLEMENT

APPENDIX 18-D

2014 SUPPLEMENT

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

18-122

EXPORT CONTROLS, SANCTIONS, & REGULATIONS

18-123

APPENDIX 18-D

2014 SUPPLEMENT

APPENDIX 18-D

2014 SUPPLEMENT

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

18-124

EXPORT CONTROLS, SANCTIONS, & REGULATIONS

18-125

APPENDIX 18-D

2014 SUPPLEMENT

APPENDIX 18-D

2014 SUPPLEMENT

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

18-126

EXPORT CONTROLS, SANCTIONS, & REGULATIONS

18-127

APPENDIX 18-D

2014 SUPPLEMENT

APPENDIX 18-D

2014 SUPPLEMENT

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

18-128

EXPORT CONTROLS, SANCTIONS, & REGULATIONS

18-128.1

APPENDIX 18-D

2014 SUPPLEMENT

APPENDIX 18-D

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

[Next page is 18-129.]

2014 SUPPLEMENT

18-128.2

APPENDIX 18-E

UNITED STATES INTERNAL
REVENUE SERVICE
INTERNATIONAL BOYCOTT
REPORT (FORM 5713)

18-129

2013 SUPPLEMENT

APPENDIX 18-E

2013 SUPPLEMENT

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

18-130

EXPORT CONTROLS, SANCTIONS, & REGULATIONS

18-131

APPENDIX 18-E

2013 SUPPLEMENT

APPENDIX 18-E

2013 SUPPLEMENT

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

18-132

EXPORT CONTROLS, SANCTIONS, & REGULATIONS

18-133

APPENDIX 18-E

2013 SUPPLEMENT

APPENDIX 18-E

2013 SUPPLEMENT

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

18-134

EXPORT CONTROLS, SANCTIONS, & REGULATIONS

18-135

APPENDIX 18-E

2013 SUPPLEMENT

APPENDIX 18-E

2013 SUPPLEMENT

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

18-136

EXPORT CONTROLS, SANCTIONS, & REGULATIONS

18-137

APPENDIX 18-E

2013 SUPPLEMENT

APPENDIX 18-E

2013 SUPPLEMENT

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

18-138

EXPORT CONTROLS, SANCTIONS, & REGULATIONS

18-139

APPENDIX 18-E

2013 SUPPLEMENT

APPENDIX 18-E

2013 SUPPLEMENT

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

18-140

EXPORT CONTROLS, SANCTIONS, & REGULATIONS

18-141

APPENDIX 18-E

2013 SUPPLEMENT

APPENDIX 18-E

2013 SUPPLEMENT

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

18-142

EXPORT CONTROLS, SANCTIONS, & REGULATIONS

18-143

APPENDIX 18-E

2013 SUPPLEMENT

APPENDIX 18-E

2013 SUPPLEMENT

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

18-144

EXPORT CONTROLS, SANCTIONS, & REGULATIONS

18-145

APPENDIX 18-E

2013 SUPPLEMENT

APPENDIX 18-E

2013 SUPPLEMENT

M&A IN THE U.S.: GUIDE FOR NON-U.S. BUYERS

18-146

EXPORT CONTROLS, SANCTIONS, & REGULATIONS

18-147

APPENDIX 18-E

2013 SUPPLEMENT

CHAPTER 19

FOREIGN OWNERSHIP AND
TRADE REMEDIES
Elliot J. Feldman*
§ 19.01

Executive Summary

§ 19.02

How U.S. Trade Remedies Apply to Foreign Companies

§ 19.03

Implications of Foreign Ownership on AD/CVD Cases
[A] Standing to File or Oppose an AD/CVD Petition
[B] Calculation of U.S. Price in Dumping Analysis
Involving an Affiliate
[C] Exclusion of “Related Parties” in the ITC’s Injury
Determination

§ 19.04

Implications of Foreign Ownership in Other Trade
Remedy Cases
[A] Section 201 Safeguards
[B] Section 337

§ 19.05

Conclusion

*
Kavita Mohan’s assistance in the preparation of this chapter when she was an
associate in Baker & Hostetler’s Washington office is gratefully acknowledged.

19-1

FOREIGN OWNERSHIP & TRADE REMEDIES

§ 19.01

§ 19.02

EXECUTIVE SUMMARY

Despite the core principle of free trade—that goods fairly traded are
to be treated without distinction or discrimination as to their origin—
ownership, whether foreign or domestic, makes a difference in the treatment of a company, and of its goods, in the United States. The mere fact
of foreign ownership matters in the implementation of the U.S. trade
remedy laws, and may be used strategically for competitive advantage.
§ 19.02

HOW U.S. TRADE REMEDIES APPLY TO FOREIGN
COMPANIES

Perhaps the single most important global development enabling
world trade and encouraging cross-border transactions during the last
60 years was the progressive reduction of tariffs and the expansion of
principles of free trade. There would be little cross-border investment,
and little reason for this treatise, were it not possible to move goods,
services, and capital easily.
Free trade in principle has never meant entirely free trade in fact. As
a condition for lowering tariffs, signatories to the General Agreement
on Tariffs and Trade (“GATT”) after World War II agreed to permit the
targeted raising of tariffs when countries could prove, according to new
world trade rules to which they also agreed, that trade was “unfair.” Such
selective raising of tariffs on goods found to be unfairly traded are the
“remedies” permitted to every country that is a member of the World
Trade Organization (“WTO”).
The concept underlying the principle of trade remedies has always
been “most favored nation” (“MFN”). It has never meant, however, what
its name might imply. MFN does not mean that goods from one country
might be favored over goods from another. Instead, it has always meant
that the goods (and now services) from every country participating in the
GATT (and subsequently the WTO) must be treated equally. There are
only very limited exceptions (sanctions, export controls,1 safeguards) to
the principle that there is no legal basis to discriminate in the treatment
of goods from different countries, nor to discriminate against foreign

1

See Chapter 18 for a discussion on export controls, sanctions, and anti-corruption
laws and regulations that affect acquisitions by foreigners.
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goods within a country. But for these exceptions, only unfairly traded
goods may be treated differently, without distinction as to their origin.
The MFN principle implies that a foreign acquisition of a U.S.
company should make no difference with respect to world trade rules.
Ownership of a company ought not to change the presumption that all
goods fairly traded, no matter what their origin, must be treated the same
way, and that foreign goods are to be accorded the same treatment as goods
produced domestically. Like free trade, however, which has never been,
MFN has never quite been applied universally. Foreign acquisition
and ownership, in certain circumstances, can make a difference in the
application of world trade rules.
The official justification in the United States for “remedies” such as
antidumping duties (“AD”) and countervailing duties (“CVD”) is that
unfair trade distorts markets and creates a playing field that is uneven,
favoring imports over domestically produced goods. AD and CVD
remedies are to “level the playing field” for domestic industries allegedly
injured materially, or even merely threatened with material injury, by
unfair foreign competition.
The intellectual property equivalent of AD and CVD laws is known in
U.S. parlance as “Section 337,” that part of the trade law that screens
foreign products at the border when allegations are brought that
they infringe on the patent or trademark rights of domestic producers.
Section 3372 is particularly powerful because it can disrupt trade suddenly
and quickly through injunctive relief, sometimes stopping the entry
of products before infringement has been proved. It is a strategic tool for
intellectual property protection in the United States.
Other remedies, such as safeguards, are justified on different
grounds. Foreigners may not be doing anything “wrong” or “unfair” but
still may face trade restrictions because countries are entitled, according
to legal exceptions to the principles of free trade, to “safeguard” domestic industries in serious trouble as a result of rapidly increasing imports.
The United States, historically, has been one of the heaviest users
of these inherently protectionist tools, and critics have linked the use of
these protectionist tools to trade suppression. Other countries, however,
following the U.S. lead, have been increasing rapidly their own use of
trade remedies.
Trade remedies surely impact foreign investment decisions. Several
economic scholars, for example, have noted that a country’s use of AD
2

Section 337 of the Tariff Act of 1930, 19 U.S.C. § 1337.
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protection can give rise to increased foreign investment.3 Others think
protectionist policies may discourage investment by restricting the
movement of components necessary to assemble or manufacture in the
United States.4
This chapter does not attempt to advise companies about whether it
is economically advantageous to invest in the United States. It addresses
only the key consequences of foreign ownership and investment in
reference to four U.S. trade remedy laws: AD, CVD, Section 337, and
Section 2015 safeguards. When deciding whether to invest in or to
acquire a U.S. company, particularly one engaged in international trade,
it is important to recognize that the mere fact of foreign ownership does
make a difference, and to understand how.6
The decision to acquire or invest in a U.S. company ought to include
consideration of several questions:
•

Does the parent export to the United States?

•

If the parent were exporting, would it continue to export the same
product it would also produce in the United States?

•

Would the parent need to send parts or components to the subsidiary?

3
See, e.g., Bruce A. Blonigen & Robert C. Feenstra, Protectionist Threats and Foreign
Direct Investment, The Effects of U.S. Trade Protection and Promotion Policies (University of Chicago Press 1997) (concluding that the threat of protection had a substantial
impact on non-acquisition Japanese FDI in the United States in the 1980s); Bruce Blonigen and KaSaundra Tomlin, Tariff Jumping FDI and Domestic Firms’ Profits (June 2002),
http://papers.ssrn.com.
4
See, e.g., Giuseppe Nicoletti, Stephen S. Golub, Dana Hajkova, Daniel Mirza, &
Kwang-Yeol Yoo, The Influence of Policies on Trade and Foreign Direct Investment,
OECD Economic Studies No. 36 24-25 (2003) (noting that trading and investing are
substitute activities for those companies that produce the same products in different
locations, whereas trade and FDI are complementary activities for those multinational
corporations that take advantage of cross-country comparative advantage patterns and
fragment different stages of production in different countries. Further note that tariffs and
regulations can raise production costs.).
5
Section 201 of the Trade Act of 1974, discussed in § 19.04[A] infra.
6
The principle that foreign ownership makes a difference is common to several previous
chapters. For example, see Chapter 7 for tax considerations particular to foreign investors;
Chapter 8 notes that foreign investors from particular countries may have additional
protection under Bilateral Investment Treaties and Free Trade Agreements; Chapter 14
discusses the U.S. government’s procedures for reviewing foreign acquisitions of existing
businesses under the Foreign Investment National Security Act of 2007.
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•

Would the parent source parts or components from its own foreign
production, or from elsewhere?

•

What portion of the U.S. industry would the acquired subsidiary
represent?

•

Is there significant third country competition in the like product?

The answers to all these questions could affect whether the
acquisition should be made, and on what scale. They also suggest the
strategic possibilities of manufacturing in the United States. Good planning
will position the acquiring enterprise and its new U.S. company to compete
successfully in the United States, and in international markets.
Some U.S. trade remedy laws may be used strategically by the U.S.
subsidiaries of foreign companies to gain a competitive advantage. For
example, in 1994, BIC Corporation, the American unit of Société BIC
of France, filed AD and CVD petitions with the U.S. Department of
Commerce (“Commerce”) and with the U.S. International Trade
Commission (“ITC”) on behalf of the domestic disposable pocket lighter
industry against lighters from Thailand and China. Even though BIC was
operating but one small plant in the United States, and was shipping
substantial volumes of lighters into the United States from Mexico,
Guatemala, Spain, France, and other countries, Commerce initiated trade
remedy investigations, calling BIC “the sole U.S. Producer of disposable
pocket lighters,”7 despite BIC’s foreign ownership.8
BIC’s strategy was to raise the cost of imports from China and
Thailand that were competing not only with its U.S. production, but more
importantly with its own imports from third countries. China and
Thailand, at the time, were ranked first and third in imports; Mexico,
where BIC was increasing production, was ranked second but conspicuously was excluded from the petitions. Thus, BIC exploited a small U.S.
7

Initiation of Antidumping Duty Investigations: Disposable Pocket Lighters From the
People’s Republic of China and Thailand, 59 Fed. Reg. 29412 (June 7, 1994); Notice of
Initiation of Countervailing Duty Investigation: Disposable Pocket Lighters From
Thailand, 59 Fed. Reg. 29415 (June 7, 1994).
8
Ultimately, the ITC found that BIC was neither materially injured nor threatened with
material injury by reason of Chinese and Thai imports. See Disposable Lighters from
Thailand, 60 Fed. Reg. 21007 (Apr. 28, 1995); Disposable Lighters from China, 60 Fed.
Reg. 32338 (June 21, 1995); BIC Corp. v. U.S. Int’l Trade Commission, 964 F. Supp. 391
(Apr. 24, 1997) (sustaining the ITC’s negative material injury determination with respect
to disposable lighters from Thailand and China).
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operation to claim itself “the U.S. industry” and use the trade laws
against imports from China and Thailand competing in the United States,
not so much against BIC’s U.S. production, but against BIC’s imports
from third countries.
Another celebrated example of using U.S. trade remedy laws for
competitive advantage (but not necessarily for free or even fair trade) is the
long-running Smith Corona and Brothers Industries typewriter cases.9 For
almost 20 years, Smith Corona of the United States brought antidumping
litigation against Brothers Industries of Japan. Initially, Smith Corona
succeeded in having antidumping duties imposed on Brothers’ imported
typewriters. During the course of the litigation, however, a British
company acquired a controlling interest in Smith Corona, and Brothers
Industries established a wholly owned U.S. subsidiary with manufacturing
operations in Tennessee. It was no longer easy to distinguish the foreign
from the domestic corporation engaged in the dispute.
In the final phase of the typewriter proceedings, Brothers Industries, through its U.S. subsidiary, succeeded in having antidumping duties
imposed on Smith Corona imports from Singapore. The trade laws in
these cases, conceptualized to protect domestic markets, became the
weapons of multinational corporations seeking advantage in the U.S.
market.
The trade laws favor domestic industry, meaning industry manufacturing domestically without regard to foreign or domestic ownership. But
standing, the right and ability to file or otherwise oppose an AD or CVD
petition, can turn on who owns the company.
§ 19.03

IMPLICATIONS OF FOREIGN OWNERSHIP ON
AD/CVD CASES

AD/CVD investigations almost always begin with a petition that
must be filed on behalf of a U.S. industry making the product in
question.10 Foreign ownership makes a difference.

9

For a useful summary of the proceedings that spanned nearly 20 years, see Hilary K.
Josephs, The Multinational Corporation, Integrated International Production, and the
United States Antidumping Laws, 5 Tul. J. Int’l & Comp. L. 51, 78-83 (Spring 1997).
10
Although the law provides for Commerce to “self-initiate” an investigation, it has
happened only once, against softwood lumber from Canada, after Canada terminated a
trade-restrictive Memorandum of Understanding and the Department of Commerce
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[A] Standing to File or Oppose an AD/CVD Petition
A foreign-owned company can have standing to file a petition as
long as it makes in the United States the product that it wants to protect.
BIC used such status strategically to enhance the competitive position of
its imports from other countries. At the time, it was the only domestic producer and, therefore, could stand as the U.S. industry itself. Had there
been other U.S. producers, it would have had to rally their support, but
its right to petition was not diminished by foreign ownership.
It is in opposition to a petition that foreign ownership counts. When
a domestic producer is related to a foreign producer of the subject
merchandise in the exporting country, the domestic producer will not
have standing to oppose a petition, should a petition be filed by another
domestic interested party. However, should the foreign owner’s country
not be named in the petition, such that the petition seeks protection
against imports from other countries but not the country related to the
competing domestic producer, the domestic affiliate or subsidiary would
have standing to oppose the petition. For multinational corporations
managing imports into the United States from different countries, such
strategic use of the trade laws can be highly beneficial, albeit trade
distorting.
Such strategic use of petitions manifests how trade remedies do not
necessarily respect MFN principles. Petitions may be brought selectively
against imports from certain countries and not others at the discretion
of the petitioner. A domestic producer supplementing supply to U.S.
consumers through its foreign production could find itself unable to
oppose discrimination against its foreign production by a competing
domestic producer. The competing domestic producer, moreover, could
focus on production from some countries and not others in order to
maximize competition against the foreign-affiliated domestic company.
Section 771(9)11 of the Tariff Act provides that a petition can be
filed by the following types of interested parties:
1.

a manufacturer, producer, or wholesaler in the United States of
a domestic like product;

wanted to maintain controls while starting a process that might replace the restrictions of
the MOU. U.S. textile manufacturers in 2008, facing standing problems of their own,
urged Commerce to consider self-initiation against textiles and apparel from China.
11
19 U.S.C. § 1677(9).
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2.

a certified union or recognized union or group of workers which
is representative of an industry engaged in the manufacture,
production, or wholesale in the United States of a domestic like
product;

3.

a trade or business association, a majority of whose members
manufacture, produce, or wholesale a domestic like product in
the United States;

4.

an association, a majority of whose members is composed of
interested parties described above; or

5.

for any investigation involving processed agricultural products,
a coalition or trade association that represents processors,
processors and producers, or processors and growers.

The standing provision assumes a clear distinction between U.S. and
foreign production, notwithstanding the ambiguities and complexities of
foreign sourcing for parts and components. However, because the statute
does not require a showing that the interested party filing a petition, or the
domestic industry on behalf of whom the petition is filed, is owned or
controlled only by domestic entities, this underlying assumption may
benefit a company seeking to gain a competitive advantage over imports
from a country where the parent does not have manufacturing operations.
BIC, for example, filed its AD/CVD petitions against lighters from China
and Thailand, where its French parent company did not have manufacturing operations, rather than France or Mexico, where its parent company
did produce lighters that it was exporting to the United States.
Standing determines the right to file a petition, but does not decide
the question whether an investigation will be initiated. That question must
be answered by Commerce, and depends first on whether the petition has
been filed “by or on behalf of” an “industry” or qualifying trade union
(determined by a percentage of workers in a given industry).
Sections 702(c)(4)12 and 732(c)(4)13 of the Tariff Act set forth two
requirements for Commerce’s determination:
1.

12
13

the domestic producers or workers who support the petition
constitute at least 25 percent of the total production of like
product; and

19 U.S.C. § 1671a(c)(4).
19 U.S.C. § 1673a(c)(4).
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the domestic producers or workers who support the petition
account for more than 50 percent of that portion of the industry
that has expressed an opinion about the petition.

These clauses mean that Commerce finds standing when domestic
producers expressing affirmative support for the petition account for at
least 25 percent of the total domestic production, including those
producers who support the petition, oppose the petition, or abstain from
taking a position on the petition. The 50 percent test disregards that
portion of the industry that has abstained from taking a view and
measures whether more producers support the petition than oppose
it. Sections 702(c)(4)(D)14 and 732(c)(4)(D)15 of the Tariff Act provide
that, should Commerce find that the petition does not establish
the requisite support, Commerce can poll the industry itself, or rely on
“other information” in order to determine whether the petition is
supported sufficiently.
The ITC must issue its preliminary injury determination within
45 days after the date on which the petition is filed, or within 25 days after
the date on which the Commission receives notice from Commerce of the
initiation of the investigation when Commerce must poll the industry to
determine support. Once it has reviewed the petition, the ITC drafts
questionnaires to send to all U.S. producers.16 The first part of the ITC’s
producer’s questionnaire asks general questions relating to the organization
and activities of the firm, including whether it supports or opposes the petition, and why, under the theory that there is a correlation between being
injured by imports and supporting a petition. This question in the ITC’s
questionnaire especially was important for those cases that were subject to
the Continued Dumping Subsidy Offset Act (also known as the “Byrd
Amendment”). The Byrd Amendment, repealed following an adverse WTO
decision, provided for the distribution of collected AD/CVD duties to
members of the domestic industry who either petitioned for the case or
supported the petition. The U.S. Court of Appeals for the Federal Circuit
(“Federal Circuit”) recently held that the petition support requirement
for eligibility to receive Byrd distributions is constitutional, however,
14

19 U.S.C. § 1671a(c)(4)(D).
19 U.S.C. § 1673a(c)(4)(D).
16
The ITC will send questionnaires to the largest producers in the industry or to a
representative sample of firms when, in the ITC’s judgment, there is an unusually large
number of firms.
15
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reversing a previous decision made by the Court of International Trade
that had severed the requirement from the statute on First Amendment
and equal protection grounds.17
There are several critical terms in the provisions regarding standing.
Section 77118 of the Tariff Act defines “industry” as comprising the
“producers” of a domestic like product. “Domestic like product” is
defined by Section 771(10)19 of the Act as “a product which is like, or in
the absence of like, most similar in characteristics and uses with, the
article subject to an investigation.” Commerce considers an entity to be a
“producer” when it has a “stake” in the domestic industry.20 Commerce
has defined having a “stake” as requiring that a company “perform some
important or substantial manufacturing operation.”21 The Federal Circuit
affirmed Commerce’s definition of “producer” in Eurodif v. United
States. In that case, the Federal Circuit affirmed Commerce’s industry
support determination that the petitioner was the sole domestic producer
because it was the only producer that undertook “actual production of the
domestic like product within the United States.”22
There have been significant disputes over the meaning and application of these terms. Before the Uruguay Round Agreements Act took
effect, Commerce could presume industry support unless a petition was
actively opposed.23 Now, however, “Commerce may not operate on the
basis of the presumption,” but rather must establish that the 25 percent
and 50 percent thresholds have been met.24 As mentioned above,
Commerce may canvass the U.S. industry or “rely on other information”
to determine support on behalf of a petitioner when the petition does not
establish the support of domestic producers or workers accounting for

17

See SKF USA Inc. v. United States Customs & Border Prot., 2009 U.S. App. LEXIS
2964 (Fed. Cir. 2009), reh’g denied, 583 F.3d 1340, 1341 (Fed. Cir. 2009).
18
19 U.S.C. § 1677(4)(A).
19
19 U.S.C. § 1677(10).
20
See Eurodif v. United States, 411 F.3d 1355, 1361 (Fed. Cir. 2005), rev’d on other
grounds, United States v. Eurodif S. A., 129 S. Ct. 878, 885 (2009) (holding that Commerce’s determination that domestic utilities are not “producers” of low enriched uranium
is consistent with the purpose of the industry support statute).
21
Eurodif, 411 F.3d 1355, 1361 (internal citation and quotations omitted).
22
Eurodif, 411 F.3d 1355, 1360.
23
See, e.g., NTN Bearing Corp. v. United States, 15 C.I.T. 75, 79, 757 F. Supp. 1425,
1429 (1991), aff’d, 972 F.2d 1355 (Fed. Cir. 1992).
24
Fujitsu Ltd. v. United States, 23 C.I.T. 46, 48 (Ct. Int’l Trade 1999) (sustaining
Commerce’s determination of industry support for the petition).
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more than 50 percent of the total production of the domestic like
product.25
There is a substantial jurisprudence on the meaning of “like product,”
which the statute distinguishes between “domestic like product” and
“foreign like product.”26 This legal term of art determines whether, as a
matter of law, a petitioner is complaining about unfair competition because
the product he makes is competing with a “like” product, effectively
the same but not necessarily the identical thing, made and sold by
someone else. There are many possible strategic permutations around
manufacturing a like product or changing the product and, thereby,
potentially changing the definition of the industry itself.27
A U.S. subsidiary of a foreign company can file a petition when it
meets the requirements of standing described above. Mittal Steel U.S.A.
was formed after Mittal Steel acquired the International Steel Group, which
itself was formed from the remnants of several U.S. steel companies,
including Acme Steel, LTV, Bethlehem Steel, Weirton Steel, and
Georgetown Steel.28 A 2007 Congressional Research Service Report for
25

See 19 U.S.C. § 1671a(c)(4)(D) and 19 U.S.C. § 1673a(c)(4)(D).
19 U.S.C. §§ 1677(10) and (16).
27
As discussed in further detail below, there is a difference between the ITC’s and
Commerce’s determinations of “domestic like product.” The Department of Commerce
has to determine industry support of the petition on the basis of producers of “domestic
like product.” The ITC must assess injury to a U.S. industry on the basis of U.S. producers of “like” products. Thus, before the ITC can assess injury to a domestic industry, it
must first define “domestic like” product. Note, however, that the ITC’s domestic like
product determination is made late in the ITC’s preliminary investigation. For the purpose
of its initial questionnaires and data collection, the selection of products is made based on
a review of the petition, discussion with individuals in the industry, and the insights of the
ITC’s industry analysts. See Robert Carpenter, Antidumping and Countervailing Duty
Handbook II-7 (13th ed., International Trade Commission 2008), http://www.usitc.gov/
trade_remedy/731_ad_701_cvd/handbook_2008.pdf. Moreover, while the ITC must
accept Commerce’s determination as to the scope of the imported merchandise, the ITC
determines what domestic products are most like imported articles identified by
Commerce. See Robert Carpenter, Antidumping and Countervailing Duty Handbook II-7
(13th ed., International Trade Commission 2008), at II-32-II-33. The different purposes
and uses of “domestic like product” sometimes results in different—but both still
valid—definitions by the two agencies. See U.S. Department of Commerce, Antidumping
Manual 9-10 (1998), http://ia.ita.doc.gov/admanual/index.html.
28
See, e.g., http://www.arcelormittal.com/index.php?lang=en&page=555; Dan Sandoval, Swept Up: A Wave of Consolidation Sweeps the Steel Industry in the Aftermath of the
Section 201 Tariff, Recycling Today (July 2004) http://findarticles.com/p/articles/
mi_m0KWH/is_/ai_n6124431.
26
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Congress described Mittal Steel U.S.A. as “the largest steel manufacturer
in the United States.”29 Its parent company, ArcelorMittal, headquartered
in Luxembourg, often is described as the largest steel company in the
world.30 Mittal Steel U.S.A., now ArcelorMittal U.S.A, is an example of a
wholly owned subsidiary of a foreign company that has filed AD/CVD
petitions against exports to the United States from other foreign companies.
Commerce initiated an investigation into Carbon and Certain Alloy
Steel Wire Rod from Germany, Turkey, and the People’s Republic of China,
and initiated antidumping reviews for Carbon and Certain Alloy Steel Wire
Rod from Canada and Mexico, based upon petitions filed by Mittal Steel
U.S.A. and other U.S. companies. When Commerce initiated the Carbon
and Certain Alloy Steel Wire Rod investigation in 2005, Commerce did not
comment upon Mittal’s foreign ownership, merely noting that “[o]ur
review of the data provided in the Petition . . . indicates that Petitioners
have established industry support representing at least 25 percent of the
total production of the domestic like product; and more than 50 percent of
the production . . . by that portion of the industry expressing support for or
opposition to the Petitions.”31
Notwithstanding the formal standing requirements ushered into the
trade law by the Uruguay Round Agreements in 1994, the U.S. Commerce
Department makes it very difficult to stop a petition from leading to an
investigation. Commerce interprets the industry percentages generously
and often with very little evidence.32 Challenges must succeed within
20 days of the petition’s notice, when potential opponents typically are
caught unaware, may be without counsel, and have few means to muster an
effective opposition. There are no formal rules governing the presentation
29

See http://www.nationalaglawcenter.org/assets/crs/RL32371.pdf.
See, e.g., David M. Lenard, Arcelor Mittal: The Dawn of a Steel Giant, Asia Times
Online (June 27, 2006) available at http://www.atimes.com/atimes/Asian_Economy/
HF27Dk01.html.
31
See Initiation of Antidumping Duty Investigations: Carbon and Certain Alloy Steel
Wire Rod from Germany, Turkey, and the People’s Republic of China, 70 Fed. Reg. 72781,
72782 (Dec. 7, 2005).
32
This bias in favor of initiation is especially the case when Commerce tailors the
domestic like product so narrowly that the petitioner is the only U.S. producer. See, e.g.,
Initiation of Antidumping Duty Investigation: Metal Calendar Slides from Japan, 70 Fed.
Reg. 43122, 43123 (July 26, 2005) and accompanying Initiation Checklist for the
Antidumping Duty Petition on Metal Calendar Slides from Japan (July 19, 2005) (“Metal
Calendar Slides Initiation Checklist”), http://ia.ita.doc.gov/download/checklist/japanmetal-calendar-slides-initiation-checklist.pdf, which provides as “evidence” of industry
support only the following analysis:
30
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of opposition in the statute. There are no rights to a hearing, even though
petitioners typically have spent substantial ex parte time with Commerce
officials to prepare petitions before they are filed.33 Moreover, once standing is decided, it may not be challenged before either agency until after a
final determination on the case and subsequent court action.34
Sections 702(c)(4)(B)35 and 732(c)(4)(B)36 of the Tariff Act require
that Commerce disregard the opposition of a domestic producer who is
related to a foreign producer when it makes its 25 percent/50 percent

To establish industry support, the petitioner stated that it was filing on
behalf of the U.S. industry, and that to the best of its knowledge [petitioner]
currently accounted for all domestic production of metal calendar
slides. . . . Therefore, because Stuebing was the sole commercial producer
of metal calendar slides . . . the petition is supported by 100 percent of the
industry.
Id.
33

Commerce and the ITC both “welcome the opportunity to review a petition before
it is filed. This review is performed in an expeditious manner, and the subject matter is
kept in strict confidence.” Carpenter, Antidumping and Countervailing Duty Handbook at
I-4. In fact, Commerce has an entire office—the Petition Counseling and Analysis
Unit—dedicated to assisting U.S. companies with initiating AD/CVD investigations. See
http://ia.ita.doc.gov/pcp/pcp-index.html. Perhaps because potential petitioners so frequently consult with Commerce and the ITC prior to filing a petition, Commerce rarely
will fail to initiate AD/CVD investigations based on a lack of industry support. However,
it does occasionally happen. See, e.g., Dismissal of Antidumping and Countervailing Duty
Petitions: Certain Crude Petroleum Oil Products From Iraq, Mexico, Saudi Arabia, and
Venezuela, 64 Fed. Reg. 44480 (Aug. 16, 1999), aff’d Save Domestic Oil, Inc. v. United
States, 357 F.3d 1278 (Fed. Cir. 2004) (dismissing petitions due to lack of requisite
regional industry support). Sometimes a petitioner will withdraw on its own, prior to a
formal decision by Commerce to dismiss the petition. For example, in Ultra High
Temperature Milk from Canada, respondents argued that the petitioners had incorrectly
defined the U.S. industry. Once the U.S. industry was correctly defined, petitioners were
forced to withdraw their case due to lack of standing. See, e.g., Ultra High Temperature
Milk From Canada: Notice of Withdrawal of Petition in Antidumping Investigation,
62 Fed. Reg. 16607 (Apr. 7, 1997).
34
See, e.g., Notice of Final Determination of Sales at Less Than Fair Value: Live
Cattle From Canada, 64 Fed. Reg. 56739, 56740 (Oct. 21, 1999) (“Section 732(c)(4)(E)
of the Act provides that, after the administering authority determines that it is appropriate
to initiate an investigation, the determination regarding industry support shall not be
reconsidered. Therefore, we have not reconsidered our determination regarding industry
support.”).
35
19 U.S.C. § 1671a(c)(4)(B).
36
19 U.S.C. § 1673a(c)(4)(B).
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industry support determination. In order for opposition of a related
domestic producer to count in Commerce’s industry support determination, a domestic producer related to a foreign company must demonstrate
that (1) the related foreign company is not actually a producer of the like
product, or (2) that its domestic interests would be adversely affected.
The concept is to prevent a domestic subsidiary from assisting its foreign
operations at the expense of domestic competitors, which BIC evaded
because it had no domestic competitors manufacturing the like product.
Whether parties are related for the purpose of Commerce’s industry
support statute depends upon the existence of a “controlling relationship.”37 Merely finding the existence of a relationship between a
domestic producer and a foreign producer is not evidence of a controlling
relationship.38 According to Section 771(4)(B)(ii)39 of the Tariff Act, the
following types of “controlling relationships” can cause a domestic
producer to be excluded from a determination of industry support for a
petition:
1.

the producer directly or indirectly controls the exporter or
importer,

2.

the exporter or importer directly or indirectly controls the
producer,

3.

a third party directly or indirectly controls the producer and the
exporter or importer, or

4.

the producer and the exporter or importer directly or indirectly
control a third party and there is reason to believe that the relationship causes the producer to act differently than a nonrelated
producer.

Consider, for example, if ArcelorMittal were to have had a wholly
owned steel manufacturing subsidiary in France. The French subsidiary
would be “related” to ArcelorMittal U.S.A. under the definition provided
37

See Save Domestic Oil, Inc. v. United States, 240 F. Supp. 2d 1342, 1353 (Ct. Int’l
Trade 2002), aff’d, 357 F.3d 1278 (Fed. Cir. 2004), citing 116 F. Supp. 2d 1333-1334
(Ct. Int’l Trade 2000) (upholding Commerce’s remand determination and finding that
absent evidence of controlling relationships that would qualify parties as related, Commerce was not required to assess further whether an AD/CVD order would adversely
affect opposing firms in their capacities as domestic producers).
38
Save Domestic Oil, 240 F. Supp. 2d 1342, 1353.
39
19 U.S.C. § 1677(4)(B)(ii).
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above because both entities would be controlled by ArcelorMittal. Should
another U.S. company file an AD/CVD petition alleging the existence of
dumping or countervailable subsidies for steel imports from France,
ArcelorMittal U.S.A. would not have standing to oppose the petition due
to its relationship unless it demonstrated to Commerce that its domestic
interests would be adversely affected.
Sections 702(c)(4)(B) and 732(c)(4)(B) of the Tariff Act allow Commerce to disregard the position of domestic producers who are importers.40
The Court of International Trade has noted that “the language of the
relevant statute plainly leaves to Commerce’s discretion whether to
exclude producers that are also importers from the domestic industry.”41
Commerce decides whether to exclude producers who are also importers
on a case-by-case basis, balancing each company’s level of import
dependency against its stake in the domestic industry to determine whether
the company has a common stake with the petitioner that justifies counting
that company’s opposition to the petition.42 In Save Domestic Oil, Inc. v.
United States, Commerce dismissed the petitions of domestic crude oil
producers, concluding that the majority of the regional domestic industry
opposed the petitions.43 Petitioners argued that Commerce should have
disregarded the opposition of domestic producers who imported from the
subject country, while Commerce asserted that the domestic importerproducers’ opposition arose out of domestic interests. The Court of
International Trade and the Court of Appeals for the Federal Circuit upheld
Commerce’s determination.44

40

Save Domestic Oil, 240 F. Supp. 2d 1342, 1353. Again, the theory appears to be to
presume that foreign relations taint the interests of domestic production.
41
Save Domestic Oil, 240 F. Supp. 2d 1342, 1354.
42
Save Domestic Oil, 240 F. Supp. 2d 1342, 1354.
43
Petitioners had alleged that imports of crude oil from Iraq, Mexico, Saudi Arabia,
and Venezuela were materially injuring the regional industry in the United States. See
Dismissal of Antidumping and Countervailing Duty Petitions: Certain Crude Petroleum
Oil Products From Iraq, Mexico, Saudi Arabia, and Venezuela, 64 Fed. Reg. at 44480.
Sections 702(c)(4)(A) and 732(c)(4)(A) of the Act provide that a petition meets the
regional industry support requirement if the domestic producers or workers in the region
who support the petition account for: (1) at least 25 percent of the total production of the
domestic like product in the region; and (2) more than 50 percent of the production of the
domestic like product produced in the region by that portion of the industry expressing
support for, or opposition to, the petition.
44
Save Domestic Oil, 240 F. Supp. 2d 1342, 1358.
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The bias in the law goes so far as to empower Commerce with discretion to discount entirely the views of a company owned by domestic
entities, unrelated to any foreign company (say, ArcelorMittal), were that
company importing, say, steel from ArcelorMittal’s subsidiary in France.
Although Commerce must disregard the opposition of ArcelorMittal
U.S.A. because of foreign ownership, it could also choose to include or
exclude the opposition of an unrelated domestic company that imports
from ArcelorMittal’s French subsidiary.
[B] Calculation of U.S. Price in Dumping Analysis Involving
an Affiliate
Making sales through an affiliate or subsidiary in the United States
changes Commerce’s AD calculations in a manner that may inflate the
dumping margin, which determines the amount of duty that must be paid
on imports and hence the amount of trade protection an AD case will
afford. The “dumping margin” is the difference between the “normal
value”—the price charged for the goods in the foreign manufacturer’s
home market—and the U.S. price. Thus, the higher the normal value and
the lower the U.S. price, the larger the dumping margin. Commerce’s
methodology for calculating U.S. price when a sale is made through an
affiliate in the United States calls for deductions from U.S. price, which
results in a larger dumping margin.
Commerce’s definition of “affiliate” comes from Section 771(33)45
of the Tariff Act, which defines “affiliated persons” as

45

1.

members of a family;

2.

any officer or director of an organization and such organization;

3.

partners;

4.

employer and employee;

5.

any person directly or indirectly owning, controlling, or holding
with power to vote, 5 percent or more of the outstanding voting
stock or shares of any organization and such organization;

19 U.S.C. § 1677(33).
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6.

two or more persons directly or indirectly controlling,
controlled by, or under common control with, any person;

7.

any person who controls any other person and such other
persons.

Section 771(33) further states that a person shall be considered to control
another person when the person is “legally or operationally in a position
to exercise restraint over the other person.” This definition applies to
corporate entities as well as to “persons.”46
The U.S. price part of the AD calculation normally begins with the
price at which the foreign exporter sold the merchandise to its U.S.
customer. However, when that U.S. customer is affiliated with the foreign
exporter, that price is disregarded. Instead, U.S. price is calculated using
the constructed export price (“CEP”) methodology, in which the starting
point becomes the price at which the U.S. affiliate resold the merchandise
to an unrelated customer. This extra step inevitably inflates the price, and
expands the dumping margin.
Section 772(d)47 of the Tariff Act provides for certain deductions
from CEP that are not deducted in the normal calculation. These extra
deductions include:
•

commissions for selling;

•

any expenses from the sale (such as credit expenses, guarantees, and
warranties);

•

the cost of further manufacture; and

•

the profit allocated to costs and expenses, which must be deducted
from CEP sales.

Because these deductions are made from Commerce’s calculation of the
“U.S. price,” they effectively serve to increase the dumping margin.
The Federal Circuit has stated that the purpose of these additional deductions in the CEP methodology is to “prevent foreign producers from
competing unfairly in the United States market by inflating the U.S. price
46
See Agro Dutch Indus., Ltd. v. United States, 508 F.3d 1024, 1031 (Fed. Cir. 2007),
citing 1 U.S.C. § 1 (“the words ‘person’ and ‘whoever’ include corporations, companies,
associations, firms, partnerships, societies, and joint stock companies, as well as individuals”).
47
19 U.S.C. § 1677a(d).
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with amounts spent by the U.S. affiliate . . . on marketing and selling the
products in the United States.”48
[C] Exclusion of “Related Parties” in the ITC’s Injury
Determination
Trade practitioners generally acknowledge that, historically, Commerce’s Import Administration has existed primarily to protect U.S.
manufacturers without regard for how big or efficient or reliable or
innovative or green they may be. The reputation of the International
Trade Commission, however, is different, perceived as more independent
of political influence (ironically, because it is a creature of Congress, in
contrast to Commerce’s Cabinet membership in the Executive Branch).
No tariffs can be imposed on imports without a determination by
the ITC that a domestic industry is being materially injured or threatened
with imminent injury. Commissioners typically adopt their own
methodologies for making this determination, relying more or less on
complex economics and rigorous analysis. Generally, foreign interests
have a better chance for a fair hearing in a trade dispute at the ITC than
at Commerce. The ITC makes affirmative determinations in only about
half of the investigations it initiates.49 Nonetheless, the law’s biases
apply in both agencies.
The ITC has discretion to define the industry it must consider in its
injury determination. Foreign ownership may disqualify a U.S. subsidiary from consideration by the ITC in its injury determination; an
affirmative determination is essential for an AD or CVD order to be
issued.
To determine whether an industry in the United States is materially
injured or threatened with material injury by reason of subsidized or
dumped imports, the ITC first defines the “domestic like product” and the
“industry” at issue. The ITC, like Commerce, relies upon the Tariff Act

48

Corus Staal BV v. United States, 2006 Ct. Int’l Trade LEXIS 113 at n.1, citing AK
Steel Corp. v. United States, 203 F.3d 1330, 1337 (Fed. Cir. 2000).
49
See James Cassing & Ted To, Antidumping, Signaling, and Cheap Talk, Journal of
International Economics, Vol. 75, Issue 2 at 373-382 (July 2008), at http://www.sciencedirect.com/
science?_ob=MImg&_imagekey=B6V6D-4S7SV7F-3-7&_cdi=5812&_user=10&_orig=search&
_coverDate=07%2F31%2F2008&_sk=999249997&view=c&wchp=dGLbVzb-zSkzk&md5=
c67bab156be5f1c797c13fe026cbf13d&ie=/sdarticle.pdf.
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for its definition of “domestic industry.” Section 771(4)50 defines the
industry as “producers as a [w]hole of a domestic like product.” The
statute also allows the ITC to exclude from the domestic industry
producers who are related to an exporter or importer of subject
merchandise, or who are importers themselves. Sandvik AB v. United
States51 held that exclusion of such a producer is within the ITC’s
discretion and based upon the facts presented in each case.
The ITC may consider the following factors in deciding whether
appropriate circumstances exist to exclude related parties:
1.

The percentage of domestic production attributable to the
importing producer. The ITC is more likely to exclude an
importer-producer who accounts for a significant percentage of
domestic production, especially if such an importer-producer
were to derive significant benefit from the importation of
subject merchandise.

2.

Whether the firm benefits from the less than fair value
(“LTFV”) sales or subsidies or whether the firm must import in
order to enable it to continue production and compete in
the U.S. market. The Court of International Trade has stated that
whether a domestic producer has accrued a substantial benefit
from its importation of the subject merchandise is the
“most significant factor” considered by the ITC.52 As discussed
below, it also has found that an importer who substantially
benefits from its relation to the subject imports may properly be
excluded by the ITC.

3.

The position of the related producers vis-à-vis the rest of the
industry, and whether the inclusion or exclusion of the related
party will skew the data for the rest of the industry.

The ITC also may consider the ratio of import shipments to U.S.
production for related producers, and whether the primary interests of the
related producers lie in domestic production or in importation.53 If an
50

19 U.S.C. § 1677(4).
721 F. Supp. 1322, 1331-1332 (Ct. Int’l Trade 1989), aff’d 904 F.2d 46 (Fed. Cir.
1990).
52
Allied Mineral Prods. v. United States, 2004 Ct. Int’l Trade LEXIS 141 at *7-8.
53
See Carbon and Certain Alloy Steel Wire Rod From China, Germany, and Turkey,
Inv. Nos. 731-TA-1099-1101 (Preliminary) at 12 (Jan. 2006), located at www.usitc.gov,
51
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importer-producer’s imports were very small compared to its U.S.
production, and if its primary interests were to lie in domestic production,
the ITC would be less likely to exclude that importer-producer. The key
to the ITC’s decisions on whether to exclude a related or importing
producer from its injury analysis is whether a particular company benefits
from the “unfair trade practice” at issue. If, for example, the financial data
from one company were the only obstacle to an affirmative injury
determination, and that company was doing better than the rest of the
domestic industry because of its relationship to a foreign producer, or
because it was importing subject merchandise, the ITC would exclude
that company from its injury analysis.
Allied Minerals v. United States provides a useful example of how
these factors are used by the ITC in its analysis. Allied Minerals involved
the ITC’s final determination in the AD investigation of refined brown
aluminum oxide (“RBAO”) from China. At issue was whether the ITC
acted within its discretion in excluding a particular entity from the definition of domestic industry. All five of the domestic producers in the case
depended upon imports of RBAO to provide raw material for their
domestic RBAO production. The ITC excluded the financial results of
one of them—Great Lakes—because of its strong interest in maintaining
access to the subject merchandise. The ITC found that Great Lakes
benefited from a significant cost advantage achieved through importation
of the subject merchandise to meet its raw material requirements. By
excluding the results of Great Lakes, the ITC found that the domestic
industry was materially injured. The Court of International Trade upheld
the ITC’s decision, stating:
The Commission’s determination found that (1) the percentage of
domestic production attributable to Great Lakes is significant;
(2) Great Lakes imported a significant amount of subject merchandise
in comparison to its U.S. production; and (3) Great Lakes’ inclusion in
domestic industry would skew the data for the rest of the industry.
Moreover, the record supports additional findings that (1) Great Lakes
decided to import the subject merchandise to benefit from an unfair
trade practice; and (2) Great Lakes’ primary interest lies in importation. Thus, the Commission’s rationale is lawful under § 1677(4)(B)(i)

citing Torrington Co. v. United States, 790 F. Supp. 1161, 1168 (Ct. Int’l Trade 1992)
(holding that the ITC did not abuse its discretion by declining to exclude related parties).
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and its consideration of Great Lakes’ financial results is entirely
consistent with its “appropriate circumstances” determination.54

Plaintiff also argued that the ITC’s analysis was unlawful because, among
other things, it failed to exclude a domestic producer who opposed the
petition. The court found, however, that the ITC’s decision not to exclude
the opposing producer was appropriate, despite the producer’s position
with respect to the petition, because the producer imported very little of
the subject merchandise during the period under consideration.
In its negative preliminary determination for Carbon and Certain
Alloy Steel Wire Rod From China, Germany, and Turkey, the ITC excluded
one related party but included another. The ITC excluded Sterling Steel
Corp. (“Sterling”), finding it was either benefiting from imports or was
shielded from the injurious effects of the subject imports as a result of its
relationship to a foreign producer: “Appropriate circumstances,” the ITC
said, “exist to exclude Sterling from the domestic industry under the
related parties provision, given the high ratio of Leggett & Platt’s imports
to Sterling’s production at the end of the period, the reasons the company
imported subject product, and Sterling’s opposition to the petition.”55 The
ITC, however, did not exclude Mittal Steel U.S.A., finding that it did not
import or purchase subject product during the period examined.56
Moreover, Mittal Steel U.S.A. did not oppose the petition, but rather, was
one of the petitioners.57 The facts that Sterling opposed the petition and
Mittal Steel U.S.A. supported it were factors helping the ITC exclude
Sterling while including Mittal, but those two facts on their own were not
dispositive.
§ 19.04

IMPLICATIONS OF FOREIGN OWNERSHIP IN
OTHER TRADE REMEDY CASES

In addition to antidumping and countervailing duties, foreign
ownership matters for safeguard actions, and for intellectual property
disputes involving imports. This section reviews these two additional
areas of trade law with respect to foreign ownership.
54

Allied Mineral Prods. v. United States, 2004 Ct. Int’l Trade LEXIS 141 at *11-12.
See Carbon and Certain Alloy Steel Wire Rod From China, Germany, and Turkey,
Inv. Nos. 731-TA-1099-1101 (Preliminary) at 13.
56
Carbon and Certain Alloy Steel Wire Rod From China, Germany, and Turkey, Inv.
Nos. 731-TA-1099-1101 (Preliminary) at 13.
57
See Carbon and Certain Alloy Steel Wire Rod From China, Germany, and Turkey,
Inv. Nos. 731-TA-1099-1101 (Preliminary) at 1.
55
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[A] Section 201 Safeguards
Sections 201-204 of the Trade Act of 1974,58 commonly known as
the U.S. global59 safeguard law, or “escape clause” in the trade law
(because it permits the United States to “escape” from its international
trade obligations and temporarily raise trade barriers), offers domestic
industries relief from injurious import surges even when the foreign
competition is fair. When a domestic industry can demonstrate that a
sudden, unexpected surge in foreign imports is the source of serious
injury or threat of serious injury, the Government can impose a
“safeguard,” a temporary measure to protect the industry and enable it to
adjust to a potentially permanent change in the terms and conditions of
trade. The standard of “serious” injury is higher than the standard of
“material” injury in dumping and countervailing duty investigations and
in sunset reviews.60
58
Sections 201-204 of the Trade Act of 1974, 19 U.S.C. §§ 2251-2254, implement
Article XIX of GATT 1994 and the WTO Agreement on Safeguards.
59
Global safeguards are imposed on imports from all sources. There also are country
specific safeguards. Section 421 of the Trade Act of 1974 implements safeguard provisions specific to China. Free trade agreements concluded by the United States with other
countries also include temporary safeguard measures. The U.S.-Jordan, U.S.-Singapore,
U.S.-Chile, U.S.-Australia, U.S.-Morocco, and U.S.-Central American-Dominican Republic free trade agreements each contains temporary safeguard mechanisms. Section 302 of
the NAFTA Implementation Act allows the ITC to determine whether, as a result of the
reduction or elimination in a duty under NAFTA, increased imports from Canada or
Mexico are a substantial cause of serious injury or threat of serious injury to a U.S. industry. However, safeguard authority under NAFTA terminated on December 31, 1998 for
Canadian imports, and on January 1, 2004, for Mexican imports. See 19 U.S.C. § 3355.
60
Prior to the Uruguay Round, antidumping and countervailing duty orders could persist indefinitely, subject to annual administrative reviews. Only after three consecutive
years of administrative reviews in which the administering authority found no subsidies
or no dumping, or upon a declaration of no further interest in the order by the domestic
industry, could a countervailing duty or antidumping order be terminated. Recourse to the
International Trade Commission, as to whether a domestic industry continued to suffer
injury, was permitted in the law but almost never pursued because of considerable procedural and evidentiary obstacles. The Uruguay Round reversed the presumption: an order
should continue past five years only upon a finding that subsidies or dumping would
renew or persist, and would likely cause serious injury. “Sunset reviews” became mandatory: an order, had it lasted five years, would automatically be subject to review at both
the Department of Commerce (as to the likelihood of continuation or renewal of subsidies
or dumping) and at the International Trade Commission (as to whether injury was likely
were an order lifted). Unless a domestic industry could prove both (likely subsidies or
dumping, likely serious injury), the order would be terminated. However, there were many
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Successful invocation of Section 201 requires:
1.

a sudden, unexpected surge in imports;

2.

serious injury or threat of imminent serious injury to the domestic industry; and

3.

proof that the import surge is a substantial cause of the injury
or threat.

Unlike the AD and CVD laws, Section 201 does not have a quantitative threshold for determining the standing of a domestic industry to
request a safeguard investigation. Whereas AD and CVD petitions are
filed simultaneously with the Department of Commerce and the ITC and
commence with a staff conference at the ITC, a Section 201 petition is
filed only with the ITC and may be filed by a variety of entities, “including a trade association, firm, certified or recognized union, or group of
workers, which is representative of an industry.”61 The ITC has discretion to determine whether the petitioner is “representative”; although the
petitioner may be advantaged by a demonstration of support, there is no
formal obligation to round up any.
The ITC also may initiate a Section 201 case on its own motion,
upon request by the President or the U.S. Trade Representative, or upon
a resolution by the House Ways and Means Committee or the Senate
Finance Committee (the committees of Congress whose subcommittees
govern international trade). Safeguards are rare, but more rarely still do
they get started without at least some congressional or Executive Branch
support.
For the purposes of a safeguard investigation, the domestic industry is
defined as “producers as a whole of the like or directly competitive article
or those producers whose collective production of the like or directly
competitive article constitutes a major proportion of the total domestic
production of such article.”62 The ITC defines the domestic industry in
terms of each like or directly competitive article, and evaluates the impact
of “the pertinent imports on the facilities and workers producing each

legal battles over the presumption as the U.S. agencies attempted to shift the burden of
proof onto the importers and foreign producers and exporters.
61
See 19 U.S.C. § 2252(a)(1).
62
See 19 U.S.C. § 2252(c)(6)(A)(i).
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article.”63 The ITC has in safeguard investigations, as in AD/CVD
investigations, broad discretion to determine what constitutes the domestic industry producing a like or directly competitive article.64 Generally,
the ITC adheres to the principle that the industry should be defined in a
manner consistent with the legislative history of Section 201—to protect
the productive resources of domestic producers.65
The ITC considers the following factors in defining the relevant
domestic industry:
•

productive facilities

•

manufacturing processes

•

the markets for the products at issue

In the case of a domestic producer who also imports, the ITC may treat
as the domestic industry only the domestic production of that product.66
There are few limits on potential remedies in safeguard actions, and
the most typical is a quota or tariff-rate quota. Quotas are strictly forbidden by the WTO, making safeguards the lone and critical exception.
Because safeguard remedies can be so drastic, they require many
complicated steps before they can be imposed. At the ITC there are two
distinct steps, the first to establish the facts of surge and serious injury,
and the second to address remedy. Each involves separate briefing and a
separate public hearing. In AD/CVD cases, there are separate preliminary
and final phase proceedings, but only one public hearing in front of the
commissioners (the preliminary determination is formally a “staff conference” that commissioners do not attend).
The Department of Commerce is not a forum for formal safeguard
proceedings, but the agency may participate in the Trade Policy Staff
Committee (“TPSC”) that must recommend action following the initial
ITC findings, and in the Trade Policy Committee (“TPC”) that must recommend to the President accepting, modifying, or rejecting any remedy
63

Steel, USITC Pub. 3479, Inv. No. TA-201-73 at 29 (Dec. 2001) (determinations and
views of commissioners) (internal citations omitted) (“Steel Safeguard Determination”).
64
See Steel Safeguard Determination at 30.
65
Steel Safeguard Determination at 30, citing H.R. Rept. 100-576, at 661-662 (1988);
S. Rept. 100-71, at 46-47 (1987); H.R. Rept. 100-40, at 86-96 (1987).
66
Certain Cameras, U.S. ITC Pub. 2315, Inv. No. TA-201-62 (Sept. 1990) (ITC excluded Kodak’s production facilities of camera parts for offshore assembly from the domestic
industry).
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the ITC may propose. Parties to the safeguard proceedings may make
informal presentations to any or all of the TPSC or TPC members. Those
committees are comprised of representatives from any agency that
expresses an interest. In the safeguard action on wheat gluten, for
example, the Departments of State, Labor, Commerce, and Agriculture all
participated, as did the Office of Management and Budget. When the matter went to the White House (as imposition of a safeguard is a presidential decision), it was reviewed by the National Economic Council, the
National Security Council, and the President’s Council of Economic
Advisers.
Because of the flexibility governing remedies, and the absence of a
need to demonstrate unfair trade, safeguards can be very attractive to
aggrieved domestic industries or unions, but they are not easy to get.
Some Presidents, such as Ronald Reagan, ideologically object to them
and will not provide a remedy regardless of the recommendations of the
ITC, TPSC, TPC, and even advisory councils within the White House.
Other Presidents have opposed them ideologically but then have imposed
them, as did President George W. Bush when imposing quotas on foreign
steel. Special safeguards were enacted to deal with China’s accession to
the WTO because of anticipated surges across a wide range of products,67 and although President Bush rejected safeguard recommendations
against Chinese products repeatedly, President Barack Obama imposed a
special safeguard on low-priced commercial tires.68
Foreign acquirers should consider the various ways in which
safeguards can work to their benefit, or contrary to their interests. In the
case of wheat gluten, the second largest domestic producer was a whollyowned subsidiary of the largest Australian exporter to the United States.
The domestic industry was being inundated by wheat gluten from Europe.
The Australians were losing market share to the Europeans, as were the
domestic producers. The Australians had standing to bring a third-party
trade remedy action (AD and CVD), but the anticipated margins from
67
See Section 421 of the Trade Act of 1974, 19 U.S.C. § 2451; see also Fabio Spadi,
Discriminatory Safeguards In The Light Of The Admission Of The People’s Republic Of
China To The World Trade Organisation, 5 J. Int’l Econ. 421 (2002). Section 421 is
subject to presidential discretion. President Bush was known to be averse to using
Section 421 and determined not to institute safeguards in four separate Section 421 cases,
despite recommendations by the ITC to the contrary.
68
See Proclamation No. 8414—To Address Market Disruption From Imports of Certain Passenger Vehicle and Light Truck Tires From the People’s Republic of China, 74
Fed. Reg. 47861 (Sept. 17, 2009).
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unfair trade were too small to make enough difference: European exports
probably would not have been slowed very much. A safeguard, however,
could impose a quota and thereby arrest the surge considerably.
A third party foreign country cannot bring a safeguard action. The
Australians, therefore, did not have a safeguard option on their own.
Moreover, safeguards adhere to MFN principles: if there were to be a
remedy against European exports, there would have to be the same remedy against exports from every other country, including Australia. A conventional legal analysis would have led to the conclusion that the
Australians were without a remedy, and if their domestic subsidiary acted,
the result could be to harm the parent while trying to help the subsidiary.
There was a way out. The Australian subsidiary teamed up with
other U.S. producers and brought a successful safeguard action. The
quota remedy was fashioned to impose far greater restrictions on the
Europeans than on the Australians, through a statutory interpretation of
“representative period” that set the quota according to the time when the
European surge was just beginning and Australian imports were still the
dominant foreign product in the U.S. market.
Productive foreign enterprises that plan to continue exporting to the
United States after they have acquired a domestic producer in the United
States should examine the competition, foreign and domestic, in order to
help shape the relative quantities to be produced by the parent and the
subsidiary. This planning will help situate the subsidiary within the
domestic industry, notwithstanding foreign ownership, and thereby
impact the ITC’s assessment as to whether the domestic subsidiary’s
voice should be heard. It will also determine whether, in certain circumstances, a safeguard action might be mounted that could protect the
parent’s exports to the United States.
There are a few country-specific exceptions to the global safeguard
provisions. Section 311 of the NAFTA Implementation Act provides that
when the ITC makes an affirmative injury determination under the global
safeguard law, it must also find and report to the President whether
(1) imports from a NAFTA country account for a substantial share of total
imports; and (2) imports from a NAFTA country contribute importantly
to the serious injury, or threat thereof, caused by imports.69 Imports are
not considered “substantial” unless the country is among the top five
suppliers of the article subject to the investigation, during the most recent

69

19 U.S.C. § 3371(a).
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three-year period.70 The President must exclude NAFTA countries
from global safeguard relief whenever he determines that neither
condition applies.71 The U.S.-Jordan, U.S.-Singapore, U.S.-Australia, and
CAFTA-DR free trade agreements (“FTAs”) provide that products from
the signatory country may be excluded from a global safeguard measure
when imports from the signatory country are not found to be
“a substantial cause of serious injury or threat thereof.”72
SAFEGUARD EXCEPTIONS
FOR FREE TRADE PARTNERS
NAFTA

OTHER FTAs

(Canada, Mexico)

(Jordan, Singapore, Australia,
CAFTA-DR)
Substantial Cause of Injury

Substantial Share of Market
and Important Contribution to Injury

[B] Section 337
Foreign companies may have standing to bring a complaint to the
ITC under Section 33773 of the Tariff Act of 1930, claiming intellectual
property infringement and blocking imports at the border. Four elements
are necessary to establish a Section 337 violation:
1.

an enforceable intellectual property right (“IPR”);

2.

infringement of that IPR by imports;

3.

an industry in the United States that either exists or is in the
process of being established; and

4.

a relationship between that industry and the articles protected
by the IPR.

70

19 U.S.C. § 3371(b).
19 U.S.C. § 3372(b).
72
See U.S.-Jordan FTA at Article 10.8, U.S.-Singapore FTA at Article 7.5,
U.S.-Australia FTA at Article 9.5, and CAFTA-DR FTA at Article 8.6.
73
19 U.S.C. § 1337.
71
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Section 337(a)(3) provides that:
an industry in the United States shall be considered to exist if there
is in the United States, with respect to the articles protected by the
patent, copyright, trademark, or mask work concerned . . . (A)
significant investment in plant and equipment; (B) significant
employment of labor or capital; or (C) substantial investment in its
exploitation, including engineering, research and development, or
licensing.

The statute is neutral as to the nationality of the complainant and, for the
purpose of bringing a Section 337 case, there is no differentiation
between U.S.-based companies and foreign-owned companies. Yamaha,
United Microelectronics Corporation of Taiwan, Sumitomo Special
Metals Co., Mitsubishi, and Fuji Photo Film Company are just a few
examples of the foreign companies that have brought Section 337 actions
in the United States to protect their intellectual property rights.74
The reasoning behind the generous application of Section 337 is that
intellectual property rights are global and universal and entitled to worldwide protection. The limitation concentrates on whether there is some
domestic interest to protect. Thus, there must be a domestic industry
impacted by the alleged infringement, even though it may not include the
complaining company. The foreign company has the right to complain
because the United States regards it as illegal for a company in, say,
China, to pirate intellectual property and include it in a product that is
exported to the United States. An Italian company may claim ownership
of that intellectual property, and would have recourse to block its entry
into the United States.

74

See, e.g., In re Certain Personal Watercraft and Components Thereof, USITC Inv.
No. 337-TA-452 (Feb. 6, 2001) (outlining the complaint brought by Yamaha Hatsudoki
Kabushiki Kaisha and Sanshin Kogyo Kabushiki Kaisha against Bombardier Inc.); In re
Certain Integrated Circuits, USITC Inv. No. 337-TA450 (Jan. 26, 2001) (outlining the
complaint brought by inter alia United Microelectronics Corporation of Taiwan against
Silicon Integrated Systems Corporation); In re Certain Rare-Earth Magnets, USITC Inv.
No. 337-TA-413 (July 31, 1998) (outlining the complaint brought by inter alia Sumitomo
Special Metals Co. against inter alia four U.S.-based companies); In re Certain Organic
Photoconductor Drums, USITC Inv. No. 337-TA-411 (Apr. 30, 1998) (outlining the
complaint brought by Mitsubishi Chemical Corporation); In re Certain Lens-Fitted Film
Packages, USITC Inv. No. 337-TA-406 (Feb. 13, 1998) (outlining the complaint brought
by Fuji Photo Film Co.).
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CONCLUSION

Foreign ownership, in whole or in part, matters when applying law
in the United States to international trade. Appreciation of the trade laws
will enable a foreign company intending to manufacture in the United
States to think strategically, using the trade laws for competitive
advantage.
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Bipartisan Trade Promotion Authority Act
of 2002, 8.03[A][1]
BIS. See Bureau of Industry and Security
(BIS)
BIT. See Bilateral investment treaty (BIT)
Board of Directors
bilateral tax treaties, 8.03[B][7]
transaction approval requirements,
2.03[D]
Board of Patent Appeals and Interferences
(BPAI), 10.02[A][3][a]
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Boilerplate
alternative dispute resolution
provisions, 4.01
provision in the purchase agreement,
3.04[J]
Bombardier, Inc., 19.04[B]
Boycott
anti-Boycott laws, 1.03[E], 18.07
International Boycott Report, Appendix
18-E
BPAI. See Board of Patent Appeals and
Interferences (BPAI)
Branch level interests tax, 7.03[A][4]
Branch profits tax, 7.03[A][4]
Breach of warranty, 13.05[C]
Break-up fee, 2.04[B]
Bribery
anti-bribery provisions, 18.08[A]
prohibitions by government officials,
18.02
Brokers
as intermediaries, 2.06[C]
seller’s representations and warranties,
3.04[D]
Brothers Industries, 19.02
Bureau of Industry and Security (BIS)
anti-Boycott regulations, 18.07
Commerce Country Chart, Appendix
18-D
commodity jurisdiction review,
18.03[A]
enforcement and penalties, 18.04[E]
export controls, 18.02
license application, 18.04[B][5]
sample export control classification
number, Appendix 18-C
successor liability, 17.07
Burke, John J., 1.03[E], Chapter 14,
Chapter 18
Bush, George H.W., 8.03[A][1]
Bush, George W., 13.04[B], 19.04[A]
Business entities
classifications
check-the-box regime, 7.02[C][1][b]
default classifications, 7.02[C][1][a]
disregarded entity, 7.02[C][1]
elective classification, 7.02[C][1][b]

hybrids, 7.02[C][1][c]
reverse-hybrids, 7.02[C][1][c]
pass-through or transparent entities,
7.02[C][1]
purchase or investment in, 2A.01
residency, 7.02[C]
Buyers
closing conditions, 3.04[G]
practice tips, 2.05[A]
representations and warranties in the
purchase agreement, 3.04[E]
Buyers wish from sellers on
environmental due diligence,
Appendix 13A-B
Byrd Amendment, 14.04, 14.05[C],
19.03[A]

C
C corporation tax implications,
6.02[B][1]
Cadillac plans, 9.04[D][11]
California v. American Stores Co.,
11.04[B]
Canada
free trade agreement with the U.S.,
8.03[A][1]
ITAR controlled items exceptions,
18.03[D]
patent law, 10.05[D]
Canfor Corp. v. United States, 8.04[A][2]
Capital gains, U.S. international taxation
of foreign investors, 7.03[B][5]
Capital losses, U.S. international taxation
of foreign investors, 7.03[B][5]
Capone, Al, 6.02[A][8]
Carbon and Certain Alloy Steel Wire Rod
from Canada and Mexico,
19.03[A]
Carbon and Certain Alloy Steel Wire Rod
From China, Germany, and
Turkey, 19.03[C]
Carbon and Certain Alloy Steel Wire Rod
from Germany, Turkey, and the
People’s Republic of China,
19.03[A]
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Caribbean Basin Economic Recovery Act,
17.03[C][1]
Cash balance defined benefit plans,
9.04[B][1][a]
Cash method of accounting, taxable
income computations, 6.02[A][3]
Caveat lector, 1.02
CBP. See Customs and Border Protection
(CBP)
CDA. See Contract Disputes Act of 1978
(CDA)
Central States, Southeast & Southwest
Areas Pension Fund v. Ditello,
9.04[D][5]
Central States, Southeast & Southwest
Areas Pension Fund v. Reimer
Express World Corp.,
9.04[D][1]
Certain Cameras, 19.04[A]
Certain Integrated Circuits, In re,
19.04[B]
Certain Lens-Fitted Film Packages, In re,
19.04[B]
Certain Organic Photoconductor Drums,
In re, 19.04[B]
Certain Personal Watercraft and
Components Thereof, In re,
19.04[B]
Certain Rare-Earth Magnets, In re,
19.04[B]
Certification requirement, CFIUS,
15.03[H][7]
CFAA. See Computer Fraud and Abuse
Act of 2006 (CFAA)
CFIUS. See Committee on Foreign
Investment in the United States
(CFIUS)
Chambers of Commerce, 5.03[B][2]
Check-the-box planning, 7.04[B][6]
Check-the-box regime, 7.02[C][1][b]
Chicago Truck Drivers Union Pension
Fund v. Tasemkin, 9.04[D][5]
Chief counsel advice, 6.02[A][5]
China
barriers to using bilateral tax treaties,
7.03[B][6][b]
patent law, 10.05[E][3]
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China National Offshore Oil Corporation
(CNOOC), 14.04, 14.05[B][4],
15.08
CICA. See Competition in Contracting
Act (CICA)
Circular 230, 6.02[A][6]
Circular flow of cash doctrine,
6.05[A][2]
CIS. See Customs and Immigration
Services (CIS)
CIT. See Court of International Trade
(CIT)
Class action lawsuits, 13.03[D]
Clayton Act, 5.04, 11.03
Clean Air Act, 8.04[A][2]
Clearances, CFIUS, 15.03[H][8]
Clinton, Bill, 8.03[A][1]
Clorox Co. v. Chem. Bank, 10.04[A][3]
Closing of the transaction
acquisition process, 2.04[F]
buyer’s obligations, 3.04[G]
conditions in the purchase agreement,
3.04[G]
foreign acquirer, 5.04
purchase agreement understanding of,
3.04[C]
seller’s obligations, 3.04[G]
CNOOC. See China National Offshore
Oil Corporation (CNOOC)
COBRA. See Consolidated Omnibus
Budget Reconciliation Act of 1985
(COBRA)
Code. See U.S. Code
Code Section 39, general business credit,
6.03[C][4], 6.03[C][4][a]
Code Section 53, carryover of minimum
tax credits, 6.03[C][4],
6.03[C][4][a]
Code Section 108, discharge of
indebtedness, 6.05[C]
Code Section 162(m), compensation
deduction, 9.04[D][8]
Code Section 163(j), earnings stripping,
7.03[D][4]
Code Section 197, intangibles, 6.05[D]
Code Section 280G, golden parachute,
9.04[D][8]

I-8

INDEX
Code Section 301, distribution of
property, 6.03[D]
Code Section 332, tax-free liquidation,
6.02[A][4][c]
Code Section 336(e), equity transactions,
6.03[B][3]
Code Section 338, equity transactions,
6.03[B][3]
Code Section 351, exchange of property
for stock
corporations, 6.03[A]
partnerships, 6.04[A]
reporting requirements, 6.02[A][4][c]
Code Section 355, tax-free distribution of
stock, 6.02[A][4][c]
Code Section 367, exit tax, 7.06[C][3],
7.06[C][3][b]
Code Section 368, tax-free reorganization,
6.02[A][4][c]
Code Section 368(c), corporate control,
6.03[A]
Code Section 382, losses to offset taxable
income, 6.03[C][4],6.03[C][4][a]
Code Section 383, limitation on use of
capital losses and other tax
attributes, 6.03[C][4],
6.03[C][4][a]
Code Section 384, limitation on use of
losses to offset gains from some
asset sales, 6.03[C][4],
6.03[C][4][b]
Code Section 385, debt vs. equity,
6.05[B]
Code Section 401(a)(17), compensation
limit, 9.04[D][8]
Code Section 409A, nonqualified deferred
compensation plans, 9.04[D][8]
Code Section 409A(d)(4), substantial risk
of forfeiture, 9.04[D][8]
Code Section 412, minimum funding
rules, 9.04[D][3]
Code Section 422, incentive stock
options, 9.04[D][8]
Code Section 423, employee stock
purchase plan, 9.04[D][8]
Code Section 431, minimum funding
rules, 9.04[D][3]

Code Section 708, technical termination
of partnership, 6.04[B][2]
Code Section 721, exchange of property
for stock, 6.04[A]
Code Section 721(a), partnership gain or
loss, 6.04[A]
Code Section 754, Optional Basis
Adjustments, 6.04[B][1],6.04[E]
Code Section 904(c), carryover of excess
foreign taxes, 6.03[C][4],
6.03[C][4][a]
Code Section 954(c)(6), look-through
rule, 7.04[B][2]
Code Section 4971(a), plan funding
deficiency, 9.04[D][1]
Code Section 4999, golden parachute,
9.04[D][8]
Code Section 7874, anti-inversion rules,
7.06[C][3], 7.06[C][3][b]
Cole v. ArvinMeritor, Inc., 9.04[D][10]
Collective bargaining agreements
case study, 9.03[D][2][g]
due diligence, 5.02[B]
post-retirement medical and life
benefits, 9.04[D][10]
welfare benefit plans, 9.04[B][2]
Comcast Corp. v. Behrend., 13.03[D]
Commerce Country Chart, Appendix
18-D
Commercial Arbitration Rules of the
American Arbitration Association,
5.03[B][2]
Commercial banks and their affiliates as
intermediaries, 2.06[B]
Committee of Sponsoring Organizations
of the Treadway Commission
(COSO), 12.05[D][1][d]
Committee on Foreign Investment in the
United States (CFIUS)
background, 1.03[E]
bilateral tax treaty reviews
essential security interests exception,
8.04[A][1]
generally, 8.04, 8.04[B]
leading to BIT claims, 8.04[A]
unlawful economic protectionism,
8.04[A][2]
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Committee on Foreign Investment in the
United States (CFIUS) (cont’d)
congressional involvement, 15.06[A]
congressional relations campaigns,
14.07
critical technologies, 14.05[B][3]
defense industries, 14.05[B][1]
DPW controversy, 14.03, 15.03[F]
evaluate national security factors,
15.04[D]
foreign government-controlled
transactions, 14.05[C]
inbound investment, 15.09
information required in voluntary
notification, 14.06[C]
legislative response to DPW
certification requirement,
15.03[H][7]
CFIUS membership, 15.03[H][3]
clearances, 15.03[H][8]
codification, 15.03[H][1]
confidentiality, 15.03[H][5]
covered transactions, 15.03[H][2]
lead agency, 15.03[H][4]
mitigation agreements, 15.03[H][9]
overview, 15.03[H]
reporting to Congress, 15.03[H][6]
member agencies, 14.06[A]
mitigation agreements, 14.06[D]
national security, defined, 14.05[B]
national security review of acquisitions
by foreigners, 14.01, 14.02, 18.02
national security review process, 15.02
plan presentation, 15.05
pre-closing period, 2.04[E]
public relations campaigns, 14.07
purpose of, 8.02
review process, 14.06[B]
review timeline, 14.06[B]
U.S. national security concerns, 17.08
voluntary notice contents,
Appendix 14-A
whether to file for review, 15.04[B]
Compensation
bilateral tax treaties, 8.03[B][4]
executive compensation plans,
9.04[B][3]
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nonqualified deferred compensation
plans, 9.04[D][8]
Competition
horizontal transactions, 11.03[A],
11.03[D]
vertical transactions, 11.03[B]
Competition in Contracting Act (CICA),
10A.02[A]
Computer Fraud and Abuse Act of 2006
(CFAA), 10.02[D][2]
Confidentiality, CFIUS process,
15.03[H][5]
Confidentiality agreement
acquisition process, 2.04[A]
foreign acquirer, 5.02[C][2]
inclusion in purchase agreements,
3.03
provisions before company purchase,
3.05[A]
sample, Appendix 2-A
Congress, plan presentation to, 15.06
committees and subcommittees,
15.06[B][5]
congressional leadership, 15.06[B][4]
congressional visit advice, 15.06[B][7]
ethics, 15.06[B][8]
executing congressional strategy,
15.06[B][3]
House of Representatives, 15.06[B][1]
public relations, 15.06[B][6]
Senate, 15.06[B][2]
strategy, 15.06[A]
understanding Congress, 15.06[B]
Connerton, Terry, 1.03[C], Chapter 9
Considerations affecting choice of
transaction structure
board and stockholder approval
requirements, 2.03[D]
dissenter’s appraisal rights, 2.03[F]
generally, 2.03
income tax considerations, 2.03[B]
legacy liabilities, 2.03[C]
public company vs. private company
transactions, 2.03[A]
stockholders, number of, 2.03[A]
third-party consents, 2.03[E]
transfer taxes, 2.03[G]
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Consolidated Omnibus Budget
Reconciliation Act of 1985
(COBRA), 9.04[D][9]
Consumer Product Safety Act (CPSA),
13.04[B]
Consumer Product Safety Commission
(CPSC), 13.04[B]
Continental Casualty Company v. The
Argentine Republic, 8.03[B][5]
Continental Trading, Inc. v.
Commissioner of the Internal
Revenue Service, 7.03[A][1]
Contingent fees, product liability claims,
13.03[I]
Continued Dumping Subsidy Offset Act,
19.03[A]
“Continuity of operation” requirement,
9.03[D][2][c]
Contract clauses, 10A.02[I]
Contract Disputes Act of 1978 (CDA),
10A.02[B]
Contracts, alternative dispute resolution,
4.04
ADR as mandatory or optional,
4.04[A]
choosing neutral third party, 4.04[D]
cost division, 4.04[K]
discovery, scope of, 4.04[H]
forum for arbitration, 4.04[E]
language to be used, 4.04[F]
mediation required prior to arbitration,
4.04[B]
motions, scope of, 4.04[I]
outcome enforcement, 4.04[L]
rules to apply, 4.04[G]
terms resolved by ADR provision
itself, 4.04[C]
time limits, 4.04[J]
Control
common control, 7.05
defined, 14.05[A]
examples, 14.05[A]
internal control, seller’s representations
and warranties, 3.04[D]
regulatory definition, 14.05[A]
Control share acquisition statutes,
2.03[D]

Controlled foreign corporation (CFCs),
7.04[B][1]
Convention of 15 November 1965 on the
Service Abroad of Judicial and
Extrajudicial Documents in Civil
or Commercial Matters, 5.03[B][1]
Convention on Recognition and
Enforcement of Foreign Arbitral
Awards, 4.04[L]
Cooper Industries, Ltd., 7.01
Copyrights
applicable law, 10.02[B][2]
duration, 10.02[B][2][c]
exclusive rights, 10.02[B][2][b]
scope, 10.02[B][2][a]
assignment transfers, 10.04[A][2]
due diligence before acquisition,
1.03[C]
due diligence checklist, 10.03[B][3]
enforcement, 10.02[B][4]
procurement, 10.02[B][3]
purpose of, 10.02[B][1]
recordation of assignments, 10.04[D][1]
Corporate authorship, 10.03[C][3]
Corporate life cycle, tax provisions, 6.03
asset acquisition
equity transaction treated as asset
transaction for tax purposes,
6.03[B][3]
as taxable event, 6.03[B]
taxable sale of assets, 6.03[B][1]
tax-free reorganizations, 6.03[B][2]
distributions
dividends-received deduction,
6.03[D][2]
earnings and profits, 6.03[D][1]
generally, 6.03[D]
formation, taxable/tax free, 6.03[A]
liquidations, 6.03[F]
redemptions, 6.03[E]
stock acquisition
limitations on offsetting taxable
income, 6.03[C][4]
stock acquisition by related
corporation, 6.03[C][3]
stock distributions, 6.03[C][2]
as taxable event, 6.03[C]
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Corporate life cycle, tax provisions,
(cont’d)
taxable sales of stock, 6.03[C][1]
tax-free reorganizations, 6.03[C][2]
Corporate responsibility, SOX
requirements
checklist, 12.05[C][1]
overview, 12.05[C]
Section 301, 12.05[C][1][a]
Section 302, 12.05[C][1][b]
Section 303, 12.05[C][1][c]
Section 304, 12.05[C][1][d]
Section 305, 12.05[C][1][e]
Section 306, 12.05[C][1][f]
Section 308, 12.05[C][1][g]
Corporations
acquisitions
dividend payments, 7.06[C][1]
expatriation of U.S. corporate assets,
7.06[C][3], 7.06[C][3][a],
7.06[C][3][b]
interest payments, 7.06[C][2]
inversions of U.S. corporate assets,
7.06[C][3]
taxation, 7.06[C]
C corporation, tax implications,
6.02[B][1]
controlled foreign corporations,
7.04[B][1]
foreign subsidiaries. See Outbound
taxation
real property interest, 7.03[C][1]
S corporation
as pass-through entity, 7.02[C][1]
tax implications, 6.02[B][1]
tax implications, 6.02[B][1]
taxation of, 1.03[B]
transaction approvals, 3.06[A]
Corus Staal BV v. United States, 19.03[B]
COSO. See Committee of Sponsoring
Organizations of the Treadway
Commission (COSO)
Cost accounting standards (CAS),
10A.07
Countervailing duties (CVD)
applicability to foreign companies,
19.02
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implications of foreign ownership
on AD/CVD cases, 19.03
dumping analysis involving an
affiliate, 19.03[B]
related party exclusion,
19.03[C]
standing to file or oppose AD/CVD
petition, 19.03[A]
Country of origin
DDTC definition, 18.03[D]
defined, 17.03[C][2]
importance of, 1.04
Court of International Trade (CIT),
17.03[E]
Covenants
covenants not to sue, 10.03[D][1]
purchase agreement provisions,
3.04[F]
conduct of business covenants,
3.04[F][1]
employment matters, 3.04[F][2]
public company covenants,
3.04[F][4]
transaction implementation,
3.04[F][3]
Covered transactions, 14.05[A],
15.03[H][2]
CPR. See International Institute for
Conflict Prevention and
Resolution (CPR)
CPSA. See Consumer Product Safety Act
(CPSA)
CPSC. See Consumer Product Safety
Commission (CPSC)
Credit Rating Agency Reform Act of
2006, 12.02
Criminal liability, product liability,
13.03[G]
Critical infrastructure, 14.05[B][2]
Critical technologies, 14.05[B][3]
Cross-Border Trucking Services, In the
Matter of, 8.03[B][2]
Cross-referencing, 1.02
C-TPAT. See Customs-Trade Partnership
Against Terrorism program
(C-TPAT)
Cuba, embargoes, 18.06[A][1]
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Currency. See Foreign currency
Customs and Border Protection (CBP)
country of origin, defined, 17.03[C][2]
C-TPAT, 17.06[A]
export controls, 18.05[F]
generally, 17.01
importer self-assessment checklists,
Appendix 17-B
informed compliance, 17.04
marking/labeling requirements,
17.03[D], Appendix 17-A
penalty procedures, 17.05[B]
port security jurisdiction, 15.03[D]
protests regarding classification of
goods, 17.03[E]
purpose of, 18.05[F]
reasonable care, 17.04
substantial transformation test,
17.03[C][2]
tariff classification ruling letters,
17.03[A][2]
valuation of imported merchandise,
17.03[B]
Customs and Immigration Services (CIS),
16.02
Customs law
enforcement
actions giving rise to penalties,
17.05[A]
criminal penalties, 17.05[E]
penalty procedures, 17.05[B]
penalty types and calculation,
17.05[C]
seizure and duties, 17.05[D]
executive summary, 17.01
generally, 1.03[E], 17.02
importer self-assessment checklists,
Appendix 17-B
informed compliance, 17.04
marking/labeling requirements,
17.03[D], Appendix 17-A
post-9/11 world
C-TPAT, security issues, 17.06[A]
Importer Security Filing rule,
17.06[B]
purpose of new policies, 17.06
protests, 17.03[E]

reasonable care, 17.04
rules of origin, 17.03[C]
purposes, 17.03[C][1]
substantial transformation test,
17.03[C][2]
tariff shift, 17.03[C][3]
specific products exempted from
marking requirements, Appendix
17-A
successor liability,
17.07
tariff classification
notification of increased duties,
17.03[A][1]
overview, 17.03[A]
ruling letters, 17.03[A][2]
valuation, 17.03[B]
Customs-Trade Partnership Against
Terrorism program (C-TPAT),
17.06[A]
CVD. See Countervailing duties (CVD)
Cyprus, holding company formation,
7.06[A][2]

D
Damages
product liability recovery theories,
13.05
breach of warranty, 13.05[C]
negligence, 13.05[A]
strict liability, 13.05[B]
punitive damages, 13.03[F]
Daschle, Tom, 12.03[C]
Davis Bacon Act, 9.02[D][3]
DDTC. See Directorate of Defense Trade
Controls (DDTC)
De minimus rules for exports, 18.04[C]
Deal making
alternative dispute resolution, 1.03[A].
See also Alternative dispute
resolution (ADR)
due diligence and valuing the deal,
1.03[C]. See also Employee
benefits; Employment law;
Intellectual property; Labor law
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Deal making (cont’d)
foreign vs. domestic parties, 1.03[A].
See also Foreign acquirer
papering of a transaction, 1.03[A]. See
also Documentation
treatise organization, 1.03[A]
types of acquisitions, 1.03[A]. See also
Acquisition process
Debt
bad debt deductions, 6.05[E][2]
debt vs. equity
acquisitions, 2A.02
case law, 6.05[B][1]
IRS pronouncements, 6.05[B][2]
tax consequences, 6.05[B]
discharging indebtedness, consequences
of, 6.05[C]
foreign currency effect on,
7.06[D][2][a]
types, 2A.03
Debt financing, 2A.02 See also
Acquisition
sources of, 2A.04
Deductions, FDAP income, 7.03[D][4]
Deemed export rule, 18.03[D],18.04[D]
Default business classifications,
7.02[C][1][a]
Defense costs of product liability claims,
13.03[H]
Defense industries, 14.05[B][1]
Defense Production Act
Exon-Florio Amendment, 1.03[E],
14.04
foreign acquirer, 5.04
Defined benefit plans
cash balance plans, 9.04[B][1][a]
controlled group liability, 5.02[B]
generally, 9.04[B][1][a]
hybrid plans, 9.04[B][1][a]
underfunding, 5.02[B]
Defined contribution plans
employee stock ownership plan,
9.04[B][1][b]
generally, 9.04[B][1][b]
money purchase plan, 9.04[B][1][b]
stock bonus plan, 9.04[B][1][b]
Definitions, in purchase agreements,
3.04[B]
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Definitive agreement
execution of, 2.04[D]
pre-closing period, 2.04[E]
sample legal due diligence checklist,
Appendix 2-C
Delaware
appraisal rights, 2.03[F]
de facto national corporation law,
5.03[A][1]
seller’s directors’ fiduciary duties,
3.04[F][3]
Department of Defense
defense contractors, 14.04
defense industries, 14.05[B][1]
Department of Energy
Assistance to Foreign Atomic Energy
Activities Regulations, 14.05[B][3]
export controls, 18.05[B]
Department of Homeland Security (DHS)
Basic Pilot Employment Verification
Program, 16.05[B]
Customs and Border Protection, 17.01
energy and other critical resources,
14.05[B][4]
export controls, 18.05[F]
IMAGE program, 16.05[B]
Immigration and Customs
Enforcement, 1.01
National Infrastructure Protection Plan,
14.05[B][2]
Department of Justice
Antitrust Division, foreign acquirer,
5.04
antitrust enforcement, 11.04[A]
antitrust litigation, 11.06
merger guidelines, 11.03[D]
obstacles to deals, 1.03[D]
premerger notification to non-U.S.
acquirers, 11.05
Department of the Interior, 18.05[D]
Derivatives, foreign currency
implications, 7.06[D][2][b]
Design defect, 13.04[B]
Determination letters, 6.02[A][5]
DHS. See Department of Homeland
Security (DHS)
Direct mergers, 2.02[C][1], 2.03[D]
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Directorate of Defense Trade Controls
(DDTC)
deemed export rule, 18.03[D]
export controls, 18.02
export licensing, 18.03[C]
items subject to ITAR, 18.03, 18.03[A]
registration of manufacturers, exporters
and brokers, 18.03[B]
Directors’ and officers’ (D&O) insurance,
3.04[F][3]
Discovery
arbitration, 4.03[B][2][a]
contract provision, 4.04[H]
product liability claims, 13.03[E]
Discrimination in employment
Age Discrimination in Employment
Act, 9.02[D][7]
burden of proof, 9.02[C][2]
case study, 9.02[C][1]
laws, 9.02[C]
liability reduction, 9.02[C][3]
Disguised sale rule, 6.04[A][1],
6.04[A][2]
Dismissal of Antidumping and
Countervailing Duty Petitions:
Certain Crude Petroleum Oil
Products From Iraq, Mexico,
Saudi Arabia, and Venezuela,
19.03[A]
Dissenter’s appraisal rights, 2.03[F],
3.07[B]
Distributions
dividends vs., 6.03[D]
dividends-received deduction,
6.03[D][2]
earnings and profits, 6.03[D][1]
partnership, 6.04[C]
tax treatment, 6.03[D]
Dividends
bilateral tax treaties, 8.03[B][5]
distributions vs., 6.03[D]
dividends-received deduction,
6.03[D][3]
U.S. international taxation of foreign
investors, 7.03[B][3]
Documentation
ancillary agreements, 3.05

confidentiality agreement, 3.05[A]
employment, equity grant, and stay
incentive agreements, 3.05[C]
escrow agreements, 3.05[D]
voting agreements, 3.05[B]
executive summary, 3.01
objectives, 3.02
papering of a transaction, overview,
1.03[A]
preparation for drafting, 3.02
purchase agreement. See Purchase
agreement
transfer pricing, 7.05[C]
Dodd-Frank Wall Street Reform and
Consumer Protection Act, 12.04
Doing business with the U.S. government
administrative proceedings, 10A.11[C]
authorities, 10A.11
civil impropriety, 10A.11[B]
classified programs, 10A.09
Competition in Contracting Act,
10A.02[A]
contract clauses, 10A.02[I]
Contract Disputes Act, 10A.02[B]
cost accounting standards, 10A.07
criminal misconduct, 10A.11[A]
debarment, 10A.02[F]
enforcement actions, 10A.11
Executive Order 12549, 10A.02[F]
Executive Order 12689, 10A.02[F]
executive summary, 10A.01
False Claims Act, 10A.02[D]
Federal Acquisition Regulation,
10A.02[G]
agency supplements, 10A.02[H]
procurement process, 10A.05[C]
foreign buyer will want to know the
health of contracts comprising the
seller’s procurement contract
portfolio, 10A.05[E]
claims, 10A.05[E][2]
close-out controversies, 10A.05[E][3]
contract completion, 10A.05[E][3]
incurred cost audits, 10A.05[E][3]
procurement protests, 10A.05[E][1]
Requests for Equitable Adjustment,
10A.05[E][2]
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Doing business with the U.S. government
(cont’d)
forums, 10A.11
intellectual property considerations in
public contracts. See Intellectual
property
international trade laws, 10A.04
buy American and buy America
preferences in government
procurements, 10A.04[A]
free trade agreements, 10A.04[C]
gaining a domestic foothold in the
United States, 10A.04[D]
GPA’s impact on domestic
preferences in government
procurements, 10A.04[B]
procurement process, 10A.02, 10A.05
additional provisions, 10A.05[D]
associated agency supplements,
10A.05[C]
competition, role of, 10A.05[B]
dispute resolution, 10A.05[A]
Federal Acquisition Regulation,
10A.05[C]
health of contract portfolio,
10A.05[E]
purpose of, 10A.05[A]
Program Fraud Civil Remedies Act,
10A.02[E]
seller’s contract portfolio, 10A.10
assessing the problems, 10A.10[A]
controversies, 10A.10[A]
representations, 10A.10[D]
security clearances, preservation of,
10A.10[C]
valuing intellectual property
developed with government
funding, 10A.10[B]
warranties, 10A.10[D]
Small Business Act, 10A.02[C]
subcontracting considerations, 10A.08
joint venture agreements, 10A.08[D]
non-disclosure agreements,
10A.08[C]
teaming agreements, 10A.08[B]
written agreements vs. oral
understandings, 10A.08[A]
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suspension, 10A.02[F]
types of government funded programs,
10A.03
non-procurement programs,
10A.03[B]
procurement and non-procurement
programs are governed by
different rules, 10A.03[C]
procurement programs, 10A.03[A]
Domestic tax issues
acquisition/transfer of partnership
interests, 6.04[B]
recognition of gain or loss on sale or
exchange of partnership interest,
6.04[B][1]
technical termination of partnership,
6.04[B][2]
amortization of intangibles, 6.05[D]
bad debt deductions, 6.05[E][2]
controversy/litigation, 6.02[A][9]
corporate life cycle, 6.03
asset acquisition, 6.03[B]
distributions, 6.03[D]
equity transaction treated as asset
transaction for tax purposes,
6.03[B][3]
limitations on offsetting taxable
income, 6.03[C][4]
liquidations, 6.03[F]
redemptions, 6.03[E]
stock acquisition, 6.03[C]
stock acquisition by related
corporation, 6.03[C][3]
stock distributions, 6.03[C][2]
taxable sale of assets, 6.03[B][1]
taxable sales of stock, 6.03[C][1]
taxable/tax free formation, 6.03[A]
tax-free reorganizations, 6.03[B][2],
6.03[C][2]
debt vs. equity, 6.05[B]
case law, 6.05[B][1]
IRS pronouncements, 6.05[B][2]
discharging indebtedness, consequences
of, 6.05[C]
distributions, 6.04[C]
entity, tax implications of choice,
6.02[B]
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corporation, 6.02[B][1]
IRS Form 8832 (Entity Classification
Election), 6.02[B][5]
limited liability company, 6.02[B][3]
partnership, 6.02[B][2]
sole proprietorship, 6.02[B][4]
executive summary, 6.01
formation, 6.04[A]
basis and holding period, 6.04[A][2]
partnership disguised sales,
6.04[A][1], 6.04[A][2]
liquidations of partnership interest,
6.04[D]
optional basis adjustments, 6.04[E]
overview, 6.02
partnership life cycle, 6.04
reporting requirements
annual tax returns/K-1s,
6.02[A][4][a]
due dates, 6.02[A][4][a]
information statements, 6.02[A][4][c]
tax shelters, 6.02[A][4][b]
sources of U.S. federal income tax
authority
accounting methods, 6.02[A][3]
annual taxation, 6.02[A][2]
Circular 230, 6.02[A][6]
civil and criminal penalties,
6.02[A][8]
controversy/litigation, 6.02[A][9]
IRS audit process, 6.02[A][7]
IRS position statements, 6.02[A][5]
overview, 6.02[A]
reporting requirements, 6.02[A][4]
worldwide income taxation,
6.02[A][1]
substance over form, 6.05[A]
circular flow of cash, 6.05[A][2]
step transaction doctrine, 6.05[A][1]
tax due diligence checklist, Appendix
6-A
worthless stock deductions,
6.05[E][1]
DPW. See Dubai Ports World (DPW)
Drag-along provision, 2.03[D]
Drug Enforcement Administration,
18.05[C]

Dubai Ports World (DPW)
background of controversy, 14.03,
15.02
control of ports, 15.03[C]
controversy of transaction, 1.03[E]
critical infrastructure, 14.05[B][2]
enhanced security, 15.03[D]
explaining the outcome, 15.03[F]
fear and doubt, 15.03[B]
incomprehension and political
rejection, 15.03[E]
legislative response
certification requirement,
15.03[H][7]
CFIUS membership, 15.03[H][3]
clearances, 15.03[H][8]
codification, 15.03[H][1]
confidentiality, 15.03[H][5]
covered transactions, 15.03[H][2]
lead agency, 15.03[H][4]
mitigation agreements, 15.03[H][9]
overview, 15.03[H]
reporting to Congress, 15.03[H][6]
lessons learned, 15.03[G]
national security reviews, 14.02
as reason for FINSA, 1.01
reconsideration under FINSA, 15.07
regulatory and political processes,
15.01
reviewing the controversy,
15.03[A]
U.S. political support and public
opinion, 15.08
Due diligence
acquisition process, 2.04[C]
in advance of acquisitions, 1.03[C]
break-up fee in exclusivity provision,
2.04[B]
by foreign acquirers, 5.02[B]
intellectual property
checklist, 10.03[B]
enforcement of rights raises related
issues, 10.03[D]
by foreign acquirers, 5.02[B]
general issues, 10.03[A]
target company value of intellectual
property, 10.03[C]
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Due diligence (cont’d)
valuation of intellectual property rights,
10.03[E]
investment project, 15.04[C]
labor and employee benefits checklist,
Appendix 9-A
labor law, 9.03[D][3]
professionals as advisors
accountants, 2.07[B][1]
engineering professionals, 2.07[B][2]
environmental professionals,
2.07[B][2]
insurance specialists, 2.07[B][3]
market study specialists, 2.07[B][5]
personnel/benefits specialists,
2.07[B][4]
sample legal due diligence checklist,
Appendix 2-C
tax due diligence checklist,
Appendix 6-A
treatise organization, 1.03[C]
U.S. style, 5.02[B]

E
E-1 visa for investors
overview, 16.04[D]
transferring personnel, 16.04[D][2]
E-2 visa for investors
active investment, 16.04[D][1][a]
non-qualifying investments,
16.04[D][1][b][ii]
overview, 16.04[D]
qualifying investments,
16.04[D][1][b][i]
special requirements for investors,
16.04[D][1]
substantial investment, 16.04[D][1][b]
transferring personnel, 16.04[D][2]
E-3 visa for Australian citizens,
16.04[E]
EAR. See Export Administration
Regulations (EAR)
Earnings and profits, distribution of,
6.03[D][1]
Earnings stripping, 7.03[D][4]

2014 SUPPLEMENT

Earn-out provision, 5.02[C][1],
Appendix 5-A
Ebbers, Bernard, 12.03[D]
ECCN. See Export Commodity
Classification Numbers (ECCN)
ECI. See Effectively connected income
(ECI)
Economic Espionage Act of 1996. See
Uniform Trade Secrets Act
(UTSA)
Economic sanctions
embargoes, 18.06[A]
Cuba, 18.06[A][1]
Iran, 18.06[A][2]
North Korea, 18.06[A][3]
Sudan, 18.06[A][4]
Syria, 18.06[A][5]
enforcement and penalties, 18.06[C]
list-based sanctions, 18.06[B]
overview, 18.02, 18.06
Edelman, Eric S., 15.03[D]
EFCA. See Employee Free Choice Act
(EFCA)
Effectively connected income (ECI),
7.03[A]
branch level interests tax, 7.03[A][4]
branch profits tax, 7.03[A][4]
election to treat income as,
7.03[C][3]
exceptions for certain investment
income, 7.03[A][2]
return filing requirements and audit
implications, 7.03[A][5]
taxes on foreign persons, 7.03[A]
treaty modifications and permanent
establishments, 7.03[A][3]
U.S. trade or business standard,
7.03[A][1]
Electronic Federal Tax Payment System,
9.02[D][2]
Elements of M&A transactions, 2.01
Embargoes
Cuba, 18.06[A][1]
Iran, 18.06[A][2]
North Korea, 18.06[A][3]
Sudan, 18.06[A][4]
Syria, 18.06[A][5]
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Employee benefits
due diligence by foreign acquirers,
5.02[B]
due diligence checklist, Appendix 9-A
employee entitlement benefit packages,
1.03[C]
liabilities of employee benefit plans
assumption of liabilities in
acquisitions and mergers, 9.04[C]
COBRA liability, 9.04[D][9]
conclusion, 9.05
delinquent employer contributions to
multiemployer plans, 9.04[D][4]
funding liabilities for multiemployer
pension plans, 9.04[D][3]
funding liabilities for single
employer defined benefit plans,
9.04[D][1]
health care reform 2010, 9.04[D][11]
nonqualified deferred compensation
plans, 9.04[D][8]
notice to PBGC of reportable events,
9.04[D][2]
post-retirement medical and life
benefits, 9.04[D][10]
qualification of pension plans,
9.04[D][7]
single employer defined benefit
termination, 9.04[D][6]
withdrawal liability to multiemployer
plans, 5.02[B], 9.04[D][5]
newly-acquired employee benefit
decisions, 9.04[E]
overview, 9.04[A]
seller’s representations and warranties
included in purchase agreements,
3.04[D]
specialists as due diligence
professionals, 2.07[B][4]
types of plans
defined benefit plans, 9.04[B][1][a]
defined contribution plans,
9.04[B][1][b]
executive compensation plans,
9.04[B][3]
multiemployer pension plans,
9.04[B][1][c]

qualified pension plans, 9.04[B][1]
welfare benefit plans, 9.04[B][2]
Employee Plans Compliance Resolution
System (EPCRS), 9.04[D][7]
Employee Retirement Income Security
Act of 1974 (ERISA)
acquisition process advice, 2.07[D]
COBRA liability, 9.04[D][9]
delinquent employer contributions,
9.04[D][4]
newly-acquired employee benefits,
9.04[E]
notice to PBGC of reportable events,
9.04[D][2]
seller’s representations and warranties,
3.04[D]
single employer defined benefit
termination liability, 9.04[D][6]
SOX penalties, 12.05[E][2][c]
withdrawal liability, 9.04[D][5]
Employee stock ownership plan (ESOP),
9.04[B][1][b], 9.04[D][8]
Employees. See also Personnel
employee relations matters included in
purchase agreement, 3.04[D]
employment, equity grant, and stay
incentive agreements, 3.05[C]
personnel specialists as due diligence
professionals, 2.07[B][4]
purchase agreement covenants,
3.04[F][2]
purchase agreement provisions, 3.03
Employment law. See also Labor law
anti-discrimination laws
Age Discrimination in Employment
Act, 9.02[D][7]
burden of proof, 9.02[C][2]
case study, 9.02[C][1]
generally, 9.02[C]
liability reduction, 9.02[C][3]
corporate control, 9.02[D][8]
due diligence checklist, Appendix 9-A
employment-at-will doctrine
generally, 1.03[C], 9.02[A]
limitations, 9.02[A]
executive summary, 9.01
export controls, 9.02[D][3]
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Employment law (cont’d)
federal law changes, 9.02[D][5]
federal statutory overlay
generally, 9.02[B]
mass layoffs, 9.02[B][1]
plant closings, 9.02[B][1]
wage and hour practices, 9.02[B][2]
government contracting, 9.02[D][3]
immigration, 9.02[D][4]
independent contractors, 9.02[D][2]
joint and single employer, 9.02[D][1]
retaliation claims
case study, 9.02[C][1]
generally, 9.02[C]
separation agreements, 9.02[D][7]
social and religious issues, 9.02[D][9]
state laws, 9.02[D][6]
whistleblower actions
burden of proof, 9.02[C][2]
case study, 9.02[C][1]
generally, 9.02[C]
liability reduction, 9.02[C][3]
SOX protections, 12.05[E][1][d],
12.05[E][2][e]
End-result test, 6.05[A][1]
Energy resources, 14.05[B][4]
Engineering professionals as due
diligence professionals, 2.07[B][2]
Enron
accounting fraud, 1.03[D]
auditor independence, 12.05[B]
background, 12.03[A]
blackout period, 12.05[C][1][f]
corporate responsibility, 12.05[C]
criminal activity, 12.05[E]
fraud accountability, 12.05[E][1][a]
scandal as reason for SOX, 1.01, 12.03
SOX a decade later, 12.06
Entities. See Business entities
Entity classification election, 6.02[B][4],
7.02[C][1][b]
Environment
due diligence by foreign acquirers, 5.02[B]
Environmental Protection Agency
export controls, 18.05[D]
lawyer advice in acquisition process,
2.07[D]
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seller’s representations and warranties,
3.04[D]
specialists as due diligence
professionals, 2.07[B][2]
Environmental law
buyers wish from sellers on
environmental due diligence,
Appendix 13A-B
executive summary, 13A.01
glossary, Appendix 13A-A
liabilities with facility operations,
13A.04
air emissions, 13A.04[E]
discharges to water, 13A.04[D]
hazardous waste regulations,
13A.04[C]
permits, 13A.03[B][1], 13A.03[B][2]
potential monetary penalties, 13A.04[A]
liabilities with real property, 13A.03
CERCLA, 13A.03[A]
environmental site assessments,
13A.03[C]
state laws affecting real estate
transactions, 13A.03[B]
sources, 13A.02
federal environmental law, 13A.02[A]
states role, 13A.02[B]
strategies to limit liabilities, 13A.05
indemnification, representations and
warranties, 13A.05[B]
insurance, 13A.05[C]
protection of parent corporation,
13A.05[D]
structuring the deal, 13A.05[A]
E-Passports, 16.03[C]
EPCRS. See Employee Plans Compliance
Resolution System (EPCRS)
Equity
categories of, 2A.02
debt vs. equity
acquisitions, 2A.02
case law, 6.05[B][1]
IRS pronouncements, 6.05[B][2]
tax consequences, 6.05[B]
equity grant agreement
provisions before company purchase,
3.05[C]

I-20

INDEX
purpose of, 3.03
equity transaction treated as asset
transaction for tax purposes,
6.03[B][3]
equity vs. See Debt vs. equity
foreign currency effect on,
7.06[D][2][a]
ERISA. See Employee Retirement
Income Security Act of 1974
(ERISA)
Escrow agreements
intellectual property, 10.03[C][4]
provisions before company purchase,
3.05[D]
purpose of, 3.03
Esmark, Inc. v. NLRB, 9.04[E]
ESOP. See Employee stock ownership
plan (ESOP)
Essential security interests exception to
BIT, 8.04[A][1]
Estates, real property interest, 7.03[C][1]
Ethics of Congress, 15.06[B][8]
Ethyl Corp., 8.03[C][1]
Etscom, James V., 1.03[D], Chapter 13
Eurodif S.A., United States v., 19.03[A]
Eurodif v. United States, 19.03[A]
Europe
Eighth Company Law Directive, 12.06
patent law, 10.05[C]
European Friendship, Commerce and
Navigation (FCN) treaties, 8.03[B]
Excess foreign taxes, limitations to offset
taxable income, 6.03[C][4]
Exclusivity clause
break-up fee, 2.04[B]
in letter of intent, 2.04[B]
Executive, defined, 16.04[A][1]
Executive compensation plans,
9.04[B][3]
Exit tax, 7.06[C][3]
Exon-Florio Amendment
case studies, 14.04
defense industries, 14.05[B][1]
national security, defined, 14.05[B]
post-9/11 and new conditions, 1.03[E]
U.S. Government scrutiny authority,
5.04

Expatriation of U.S. corporate assets,
7.06[C][3], 7.06[C][3][a],
7.06[C][3][b]
Expected income valuation method,
10.03[E][1][c]
Export Administration Regulations (EAR)
anti-Boycott regulations, 18.07
critical technologies, 14.05[B][3]
de minimus rules, 18.04[C]
deemed export rule, 18.03[D],18.04[D]
dual-use controls, 18.02
enforcement and penalties, 18.04[E]
export controls, 18.02
export licensing steps, 18.04[B]
step one: transaction subject to EAR,
18.04[B][1]
step two: product classification,
18.04[B][2]
step three: product controlled for
export to destination, 18.04[B][3]
step four: license exceptions,
18.04[B][4]
step five: apply for a license,
18.04[B][5]
general prohibitions, 18.04[A]
information required in voluntary
notification to CFIUS, 14.06[C]
overview, 1.03[E], 18.04
reexport controls, 18.04[C]
Export Commodity Classification
Numbers (ECCN)
overview, 18.04[B][2]
reason for product controlled for
export, 18.04[B][3]
sample entry, Appendix 18-C
Export controls
Commerce Department export controls,
18.04. See also Export
Administration Regulations (EAR)
Department of Energy, 18.05[B]
Department of the Interior,
18.05[D]
Drug Enforcement Administration,
18.05[C]
Environmental Protection Agency,
18.05[D]
executive summary, 18.01
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Export controls (cont’d)
Food and Drug Administration,
18.05[C]
Homeland Security, 18.05[F]
Nuclear Regulatory Commission,
18.05[B]
Office of Foreign Assets Control
purpose of, 18.05[A]
regulations, 18.02
overview, 1.03[E], 18.02
Patent and Trademark Office, 18.05[E]
State Department export controls. See
also International Traffic in Arms
Regulations (ITAR)
state department export controls,
18.03
Exports
deemed export rule, 18.03[D],18.04[D]
employment law, 9.02[D][3]
reexport, 18.04[B][1], 18.04[C]
Expropriation, bilateral tax treaties,
8.03[B][4]

F
FAA. See Federal Arbitration Act (FAA)
Fabry, Stephen, 1.03[C], Chapter 10
F.A.G. Bearings Corp., United States v.,
17.05[A]
Fair funds, 12.05[C][1][g], 12.05[E][1][b]
Fair Labor Standards Act (FLSA),
9.02[B][2]
Fall River Dyeing Corp. v. NLRB,
9.03[D][2], 9.03[D][2][b],
9.03[D][2][c]
False Claims Act, 10A.02[D]
Fannie Mae, 12.06
FAST. See Free and Secure Trade (FAST)
FATCA. See Foreign Account Tax
Compliance Act (FATCA)
FCN. See Friendship, Commerce and
Navigation (FCN) treaties
FCPA. See Foreign Corrupt Practices Act
(FCPA)
FDAP. See Fixed, determinable, annual,
and periodical (FDAP) income
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Federal Acquisition Regulation (FAR),
10A.02[G]
agency supplements, 10A.02[H]
procurement process, 10A.05[C]
Federal Arbitration Act (FAA), 4.04[L]
Federal Rules of Civil Procedure,
6.02[A][9][c], 6.02[A][9][d]
Federal Trade Commission (FTC)
antitrust enforcement, 11.04[A]
antitrust litigation, 11.06
Bureau of Competition, 5.04
merger guidelines, 11.03[C]
obstacles to deals, 1.03[D]
premerger notification to non-U.S.
acquirers, 11.05
Federal unemployment tax (FUTA),
9.02[D][2]
Feldman, Elliot J., 1.03[E],Chapter 19
Feldman v. Mexico, 8.04[A]
“Fiduciary out” provisions, 3.04[F][3]
Finance, lawyer advice in acquisition
process, 2.07[D]
Financial disclosures, SOX requirements
checklist, 12.05[D][1]
overview, 12.05[D]
Section 401, 12.05[D][1][a]
Section 402, 12.05[D][1][b]
Section 403, 12.05[D][1][c]
Section 404, 12.05[D][1][d]
Section 406, 12.05[D][1][e]
Section 407, 12.05[D][1][f]
Section 408, 12.05[D][1][g]
Section 409, 12.05[D][1][h]
FINSA. See Foreign Investment and
National Security Act (FINSA)
FIRPTA. See Foreign Investment in Real
Property Tax Act (FIRPTA)
First Nat’l Maintenance Corp. v. NLRB,
9.03[C]
5% rule, 10.03[E][1][d]
Fixed, determinable, annual, and
periodical (FDAP) income
capital gains and losses, 7.03[B][5]
dividends, 7.03[B][3]
generally, 7.03[B], 7.03[B][1]
interest, 7.03[B][2]
rents, 7.03[B][4], 7.03[C][3]

I-22

INDEX
treaties, impact of, 7.03[B][6]
treaty, limitation on benefits,
7.03[B][6][b]
treaty benefits for fiscally transparent
entities, 7.03[B][6][a]
Florida, appraisal rights, 2.03[F]
FLSA. See Fair Labor Standards Act
(FLSA)
Food and Drug Administration
criminal activity by drug manufacturer,
13.03[G]
export controls, 18.05[C]
Foreign Account Tax Compliance Act
(FATCA), 7.03[D][5]
implementation, 7.03[D][5][a]
intergovernmental agreements,
7.03[D][5][c]
exceptions, 7.03[D][5][b]
Foreign acquirer
acquisition agreement provisions,
5.03[C]
agreements other than acquisition
agreement, 5.02[C]
confidentiality agreement,
5.02[C][2]
Letters of Intent, 5.02[C][1]
Memoranda of Understanding,
5.02[C][1]
Term Sheets, 5.02[C][1]
applicable law/choice of law
acquisition agreement, 5.03[A][1]
consummation of the transaction,
5.03[A][2]
generally, 5.03[A]
arbitration, 5.03[B][2]
closing the transaction, 5.04
due diligence, 5.02[B]
earn-out provision, 5.02[C][1],
Appendix 5-A
executive summary, 5.01
forum clauses, 5.03[B][1]
law jurisdiction, 5.03[A][1]
post-closing matters, 5.04
purchase price determination, 5.02[A]
surprises to foreign buyers, 5.04
Foreign base company
sales income, 7.04[B][3]

personal property exception,
7.04[B][3][b]
personal property sales, 7.04[B][3][a]
service income, 7.04[B][4]
Foreign Corrupt Practices Act (FCPA)
anti-bribery provisions, 18.08[A]
bribery prohibitions, 18.02
extraterritorial reach, 1.04
overview, 1.03[E], 18.08
penalties for violations, 18.08[C]
recordkeeping provisions, 18.08[B]
representations and warranties, 5.03[C]
seller’s representations and warranties,
3.04[D]
Subpart F income, 7.04[B]
Foreign currency
acquisition implications, 7.06[D][2],
7.06[D][2][a]
debt instrument and equity,
7.06[D][2][a]
forwards, futures, options, hedges and
other derivatives, 7.06[D][2][b]
Foreign entity, defined, 14.05[A]
Foreign government-controlled
transaction, 14.05[C]
Foreign Investment and National Security
Act (FINSA)
background, 1.01, 1.03[E]
congressional involvement, 15.06[A]
covered transactions, 14.05[A]
critical infrastructure, 14.05[B][2]
DPW reconsideration, 15.07
energy and other critical resources,
14.05[B][4]
evaluate national security factors,
15.04[D]
foreign government-controlled
transactions, 14.05[C]
inbound investment, 15.09
mitigation agreements, 14.06[D]
national security review of acquisitions
by foreigners, 14.01, 14.02
purpose of, 14.04
transactions subject to national security
reviews, 14.05
U.S. Government scrutiny authority,
5.04
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Foreign Investment in Real Property Tax
Act (FIRPTA)
holding interests through a corporation,
7.03[C][2]
holding interests through partnership,
trust, or estate, 7.03[C][1]
purpose of, 7.03[C]
Foreign Narcotics Kingpin Designation
Act, 18.06[C]
Foreign person
defined, 14.05[A]
examples, 14.05[A]
Foreign personal holding company
income, 7.04[B][2]
Foreign tax credits
creditable vs. non-creditable foreign
taxes, 7.04[C][1]
generally, 7.04[C]
limitation system, 7.04[C][2]
Form 1040-NR (U.S. Non-Resident Alien
Tax Return), 7.03[A][5]
Form 1042-S (Foreign Persons’ U.S.
Source Income Subject to
Withholding), 9.02[D][2]
Form 1065 (U.S. Return of Partnership
Income), 6.02[A][4][a],7.03[A][5]
Form 1099-MISC (Miscellaneous
Income), 9.02[D][2]
Form 1120 (U.S. Corporation Income Tax
Return), 6.02[A][4][a]
Form 1120-F (U.S. Income Tax Return of
a Foreign Corporation),
6.02[A][4][a], 7.03[A][5]
Form 2848 (Power of Attorney and
Declaration of Representative),
6.02[A][7]
Form 5500, plan funding requirements,
9.04[D][1]
Form 5713 (International Boycott
Report), 18.07, Appendix 18-E
Form 7004 (Application for Automatic
Extension of Time to File Certain
Business Income Tax,
Information, and Other Returns),
6.02[A][4][a]
Form 8288-2, non-resident withholding,
7.03[D][2]
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Form 8832 (Entity Classification
Election), 6.02[B][5],
7.02[C][1][b]
Form 8833, treaty-based return positions,
7.02[D][2][a]
Form 8886 (Reportable Transactions
Disclosure Statement),
6.02[A][4][b]
Form DS-2032 (Statement of
Registration), Appendix 18-B
Form I-9 (Employee Eligibility
Verification Form), 16.05[A],
16.05[B]
Form W-2 (Wage and Tax Statement),
9.02[D][2]
Form W-4 (Employee’s Withholding
Allowance Certificate), 9.02[D][2]
Form W-8BEN, treaty benefits for tax
withholding, 7.03[D][1],
7.03[D][3], 7.06[C][2]
Form W-9 (Request for Taxpayer
Identification Number and
Certification), 9.02[D][2]
Fort Props., Inc. v. American Master
Lease, 10.02[A][2]
Forum clauses, foreign acquirer,
5.03[B][1]
Forum non conveniens, 13.03[B][1]
Forward subsidiary merger
generally, 2.02[C][3]
stockholder approval, 2.03[D]
Forwards, foreign currency implications,
7.06[D][2][b]
Foster Wheeler AG, 7.01
Fraud
customs law violations, 17.05[A],
17.05[C]
as reason for Sarbanes-Oxley, 1.03[D]
SOX corporate and criminal fraud
accountability
Section 802, 12.05[E][1][a]
Section 803, 12.05[E][1][b]
Section 804, 12.05[E][1][c]
Section 806, 12.05[E][1][d]
Section 807, 12.05[E][1][e]
SOX corporate fraud accountability
Section 1102, 12.05[E][3][a]
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Section 1103, 12.05[E][3][b]
Section 1105, 12.05[E][3][c]
Section 1106, 12.05[E][3][d]
Section 1107, 12.05[E][3][e]
Freddie Mac, 12.06
Free and Secure Trade (FAST), 17.06[A]
Free Enterprise Fund v. Public Company
Accounting Oversight Board,
12.05[A]
Free trade agreement (FTA)
CFIUS reviews leading to BIT claims,
8.04[A]
domestic preferences under WTO GPA,
10A.04[C]
duty preferences, 17.03[C][1]
purpose of, 8.02
tariff shift, 17.03[C][3]
Friendship, Commerce and Navigation
(FCN) treaties, 8.03[B]
FTA. See Free trade agreement (FTA)
FTC. See Federal Trade Commission
(FTC)
FTC v. Whole Foods Mkt.,
11.03[C]
Fuji Photo Film Company,
19.04[B]
Fujitsu Ltd. v. United States, 19.03[A]
FUTA. See Federal unemployment tax
(FUTA)
Futures, foreign currency implications,
7.06[D][2][b]

G
Gains
capital gains, U.S. international
taxation of foreign investors,
7.03[B][5]
Code Section 384, limitation on use of
losses to offset gains from some
asset sales, 6.03[C][4],
6.03[C][4][b]
Code Section 721(a), partnership gain
or loss, 6.04[A]
sale or exchange of partnership
interest, 6.04[B][1]

Gasoline case, protectionism,
8.04[A][2]
GATT. See General Agreement on Tariffs
and Trade (GATT)
GCIU-Employer Ret. Fund. v. Goldfarb
Corp., 9.04[D][1]
General Agreement on Tariffs and Trade
(GATT), 8.04[A][2], 19.02
Generalized System of Preferences,
17.03[C][1]
Genetic Information Nondiscrimination
Act of 2008, 9.02[D][5]
Geographic market, 11.03[C]
Georgetown Steel, 19.03[A]
Gibson-Thomsen Co., United States v.,
17.03[C][2]
Global Crossing
accounting fraud, 1.03[D]
auditor independence, 12.05[B]
background, 12.03[C], 14.04
as reason for SOX, 1.01, 12.03[C]
scandal as reason for SOX,
12.03
Glossary of environmental law terms,
Appendix 13A-A
Golden parachute, 9.04[D][8]
Gone With the Wind, 10.02[B][1]
Good faith, choice of law, 5.03[A]
Go-shops, 3.04[F][3]
Government
bribery, 18.08[A]
contractors, 9.02[D][3]
foreign government-controlled
transactions, 14.05[C]
IMAGE, 16.05[B]
recourse for foreign investors harmed
by government measures
arbitration, 8.03[C][2]
consultations and negotiation,
8.03[C][1]
generally, 8.03[C]
transaction approvals, 3.06[B]
Grant, David A., 1.03[C], Chapter 9
Great Depression, 9.03[B]
Gross negligence, customs law violations,
17.05[A], 17.05[C]
Grubman, Jack, 12.03[D]
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H
H-1B visa for specialty occupations,
16.04[B]
Harmonized Commodity Description and
Coding System, 17.03[A]
Harmonized Tariff Schedule (HTS),
17.03[A]
Hart-Scott-Rodino Antitrust
Improvements Act of 1976 (HSR)
anti-competitive transaction monitoring,
5.04
antitrust law enforcement, 5.04
antitrust preclearance process, 3.06[B]
foreign premerger notification
procedures, 11.05[C]
letter of intent, 2.04[B]
non-U.S. purchase of U.S. entity,
11.05[A]
“size of person” test, 11.05[A][2]
“size of transaction” test,
11.05[A][1]
pre-closing period, 2.04[E]
premerger notification to non-U.S.
acquirers, 11.05
public company filings, 2.02
target is non-U.S. entity, 11.05[B]
non-U.S. assets, 11.05[B][1]
voting securities of non-U.S. issuers,
11.05[B][2]
Hawaii Carpenters Trust Fund v. Waiola
Carpenters Shop, Inc., 9.04[D][4]
Health care reform 2010, 9.04[D][11]
Hedges, foreign currency implications,
7.06[D][2][b]
Herfindahl-Hirschmann Index (HHI),
11.03[D]
HHI. See Herfindahl-Hirschmann Index
(HHI)
Higgins v. Commissioner of the Internal
Revenue Service, 7.03[A][1]
Hofstadter, Richard, 1.01
Holding company
acquisition planning, 7.06[A][1]
in a treaty jurisdiction, 7.06[A][2]
Holding period, partnership disguised
sales, 6.04[A][2]
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Hong Kong International Arbitration
Centre, 5.03[B][2]
Horizontal transactions, 11.03[A],
11.03[D]
House of Representatives,
15.06[B][1]
Howard Johnson Co. v. Detroit Local
Joint Executive Bd., 9.03[D][2],
9.03[D][2][e]
HSR. See Hart-Scott-Rodino Antitrust
Improvements Act of 1976 (HSR)
HTS. See Harmonized Tariff Schedule
(HTS)
Hybrid business entities, 7.02[C][1][c]
Hybrid business entities, acquisition
planning, 7.06[A][3]
Hybrid defined benefit plans,
9.04[B][1][a]

I
ICC. See International Court of
Arbitration (ICC)
ICE. See Immigration and Customs
Enforcement (ICE)
ICE Mutual Agreement Between
Government and Employers
(IMAGE), 16.05[B]
ICSID. See International Center for the
Settlement of Investment Disputes
(ICSID)
Identifiable event, defined, 6.05[E][1]
IMAGE. See ICE Mutual Agreement
Between Government and
Employers (IMAGE)
Immigration
business vector, 16.03
North American Free Trade
Agreement, 16.03[D]. See also
North American Free Trade
Agreement (NAFTA)
obtaining B-1 visa, 16.03[B]
permissible activities, 16.03[A]
Visa Waiver Program, 16.03[C]
complexity, 16.02
employment laws, 9.02[D][4]
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INDEX
enforcement
ICE, 16.05[A]. See also Immigration
and Customs Enforcement (ICE)
ICE IMAGE program, 16.05[B]
IRCA, 16.05[A]
interpreting mixed signals, 16.06
need for law overhaul, 1.03[E]
overview, 16.01
professional visas, 16.04
E-1 visa for investors, 16.04[D]
E-2 visa for investors, 16.04[D]
E-3 visa for Australian citizens,
16.04[E]
employer must be qualifying
organization, 16.04[A][2]
H-1B visa, 16.04[B]
L visa for intracompany transfers,
16.04[A]
NAFTA visa, 16.04[C]
prior employment abroad,
16.04[A][1]
qualification for position in the U.S.,
16.04[A][3]
transferee qualified for position,
16.04[A][3]
transferee to open a new office,
16.04[A][4]
Immigration and Customs Enforcement
(ICE)
background, 16.05[A]
export controls, 18.05[F]
IMAGE program, 16.05[B]
overview, 1.01
purpose of, 18.05[F]
Immigration and Naturalization Service
(INS), 1.01, 16.05[A]
Immigration Reform and Control Act
(IRCA), 16.05[A]
Importer Security Filing rule,
17.06[B]
Importer self-assessment checklists,
Appendix 17-B
Inbound investment, 15.09
Inbound tax rules, 7.01
Income
ECI. See Effectively connected income
(ECI)

fixed, determinable, annual, and
periodical income
capital gains and losses, 7.03[B][5]
dividends, 7.03[B][3]
generally, 7.03[B], 7.03[B][1]
interest, 7.03[B][2]
rents, 7.03[B][4], 7.03[C][3]
Subpart F income, 7.04[B]
check-the-box planning, 7.04[B][6]
controlled foreign corporations,
7.04[B][1], 7.04[B][5]
foreign base company sales income,
7.04[B][3]
foreign base company service
income, 7.04[B][4]
foreign personal holding company
income, 7.04[B][2]
personal property exception,
7.04[B][3][b]
personal property sales, 7.04[B][3][a]
trading safe harbor, 7.03[A][2]
Income tax
considerations affecting choice of
transaction structure, 2.03[B]
domestic issues. See Domestic tax
issues
return filing requirements and audit
implications, 7.03[A][5]
withholding, 9.02[D][2]
Indemnification
intellectual property rights
enforcement, 10.03[D][2]
intellectual property transfers, 10.04[C]
purchase agreement provisions, 3.04[I]
Independent brokers as intermediaries,
2.06[C]
Independent contractors, employment law,
9.02[D][2]
India, patent law, 10.05[A]
Indication of interest letter, 2.04[A]
Indirect mergers, 2.02[C][2]
Individuals
taxation of, 1.03[B]
U.S. international tax regime,
7.02[B]
Information letter, 6.02[A][5]
Information statements, 6.02[A][4][c]
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Informed compliance for importers, 17.04
Ingersoll-Rand Plc, 7.01
Initial public offering (IPO)
nonqualified deferred compensation
plan liabilities, 9.04[D][8]
WorldCom, 12.03[D]
Initiation of acquisition process, 2.04[A]
Initiation of Antidumping Duty
Investigation: Metal Calendar
Slides from Japan, 19.03[A]
Initiation of Antidumping Duty
Investigations: Carbon and
Certain Alloy Steel Wire Rod from
Germany, Turkey, and the
People’s Republic of China,
19.03[A]
INS. See Immigration and Naturalization
Service (INS)
Insurance
D&O provisions in purchase
agreement, 3.04[F][3]
post-retirement life benefits,
9.04[D][10]
product liability, 13.06
seller’s representations and warranties,
3.04[D]
specialists as due diligence
professionals, 2.07[B][3]
title insurance, foreign acquirer,
5.02[B]
title insurers in the acquisition process,
2.07[C]
welfare benefit plans, 9.04[B][2]
Intangible property
amortization of, 6.05[D]
arm’s length standard, 7.05[B][3]
intellectual property. See Intellectual
property
transferring intangibles within the U.S.
tax regime, 7.06[D][1]
valuation, 1.03[C]
Intellectual property
copyrights
applicable law, 10.02[B][2]
assignments, 10.04[A][2]
due diligence before acquisition,
1.03[C]
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due diligence checklist, 10.03[B][3]
duration, 10.02[B][2][c]
enforcement, 10.02[B][4]
exclusive rights, 10.02[B][2][b]
procurement, 10.02[B][3]
purpose of, 10.02[B][1]
recordation of assignments,
10.04[D][1]
scope of law, 10.02[B][2][a]
due diligence
checklist, 10.03[B]
enforcement of rights raises related
issues, 10.03[D]
by foreign acquirers, 5.02[B]
general issues, 10.03[A]
target company value of intellectual
property, 10.03[C]
valuation of intellectual property
rights, 10.03[E]
enforcement of rights raises related
issues
covenants not to sue, 10.03[D][1]
employment policies and
agreements, 10.03[D][3]
indemnification, 10.03[D][2]
non-disclosure clauses or
agreements, 10.03[D][4]
executive summary, 10.01
extraterritorial reach of laws,
1.04
factors affecting value of target
company’s intellectual property
assignments, 10.03[C][2]
escrow agreements, 10.03[C][4]
licenses, 10.03[C][1]
work-for-hire agreements,
10.03[C][3]
first-to-file system, 10.06
international laws, 10.02
lawyer advice in acquisition process,
2.07[D]
ownership, 9.02[D][8]
patents
annuity and maintenance fees,
10.02[A][3][b]
applicable law, 10.02[A][2]
assignments, 10.04[A][1]

INDEX
due diligence before acquisition,
1.03[C]
due diligence checklist, 10.03[B][1]
enforcement, 10.02[A][4]
export controls, 18.05[E]
patent terms, 10.02[A][3][c]
procurement, 10.02[A][3]
prosecution, 10.02[A][3][a]
purpose of, 10.02[A][1]
recordation of assignments,
10.04[D][3]
trade secrets compared to,
10.02[D][5]
U.S. and foreign law compared,
10.05
use it or lose it requirement,
10.03[E][3]
public contracts, 10A.06
allocation of rights to government,
10A.06[B], 10A.06[E]
labeling requirements, 10A.06[F]
ownership, 10A.06[A], 10A.06[E]
title, 10A.06[A]
subcontractor rights and obligations,
10A.06[C]
validation proceedings, 10A.06[D]
recordation of assignments, 10.04[D]
copyrights, 10.04[D][1]
patents, 10.04[D][3]
trademarks, 10.04[D][2]
seller’s representations and warranties,
3.04[D]
trade secrets
applicable law, 10.02[D][2]
assignments, 10.04[A][4]
comparison with patents, 10.02[D][5]
due diligence before acquisition,
1.03[C]
due diligence checklist, 10.03[B][4]
enforcement, 10.02[D][4]
protection, 10.02[D][3]
purpose of, 10.02[D][1]
trademarks
applicable law, 10.02[C][2]
assignments, 10.04[A][3]
due diligence before acquisition,
1.03[C]

due diligence checklist, 10.03[B][2]
enforcement, 10.02[C][4]
export controls, 18.05[E]
procurement, 10.02[C][3]
purpose of, 10.02[C][1]
recordation of assignments,
10.04[D][2]
Trademark Trial and Appeal Board,
10.02[C][3]
transfer provisions
assignment and transfer, 10.04[A]
indemnification, 10.04[C]
recordation or assignments, 10.04[D]
representations and warranties,
10.04[B]
valuation
damage awards, 10.03[E][3]
due diligence, 10.03[E]
expected income method,
10.03[E][1][c]
importance of, 10.03[E]
license valuation, 10.03[E][2]
market comparable method,
10.03[E][1][b]
patent use it or lose ir requirement,
10.03[E][3]
rules of thumb method,
10.03[E][1][d]
sunk cost method, 10.03[E][1][a]
tax considerations, 10.03[E][3]
value vs. liability, 1.03[C]
Interest
arm’s length standard, 7.05[B][2]
defined, 2A.02
original issue discount, 7.03[B][2]
portfolio interest taxation,
7.03[B][2]
treaties, impact of, 7.03[B][2]
Intermediaries
commercial banks and their affiliates,
2.06[B]
investment bankers as advisors,
2.07[A]
investment banking firms, 2.06[A]
purpose of, 2.06
specialty brokers/independent
intermediaries, 2.06[C]
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Internal control, seller’s representations
and warranties, 3.04[D]
Internal Revenue Bulletin, 6.02[A][5]
Internal Revenue Code. See specific Code
Section
Internal Revenue Manual, 6.02[A][5]
Internal Revenue Service
audit process, 6.02[A][7]
civil and criminal penalties, 6.02[A][8]
EPCRS, 9.04[D][7]
forms. See specific Form
International Boycott Report,
Appendix 18-E
litigation, 6.02[A][9]
IRS Appeals Office, 6.02[A][9][a]
U.S. Court of Federal Claims,
6.02[A][9][d]
U.S. District Court, 6.02[A][9][c]
U.S. Tax Court, 6.02[A][9][b]
Notice 94-47, debt vs. equity,
6.05[B][2]
private letter rulings, 6.02[A][5][a]
Revenue Ruling 83-142, circular flow
of cash doctrine, 6.05[A][2]
ruling on transaction tax treatment
before closing, 3.04[C]
statements of position, 6.02[A][5]
chief counsel advice, 6.02[A][5]
determination letters, 6.02[A][5]
information letter, 6.02[A][5]
Internal Revenue Bulletin,
6.02[A][5]
Internal Revenue Manual, 6.02[A][5]
revenue procedure, 6.02[A][5]
statement of acquiescence or
nonacquiscence, 6.02[A][5]
technical advice memorandum,
6.02[A][5]
tax disputes, 1.03[B]
TEFRA, 6.02[A][7][a]
International Arbitration Rules of JAMS,
5.03[B][2]
International Bar Association (IBA),
Rules for Taking Evidence in
International Arbitration, 4.04[H]
International Brotherhood of Teamsters,
9.03[B]
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International Center for the Settlement of
Investment Disputes (ICSID),
4.03[B], 8.03[C][2]
International Chamber of Commerce,
5.03[B][2]
International Chamber of Commerce
International Court of Arbitration,
4.03[B]
International Court of Arbitration (ICC),
4.03[B]
International Institute for Conflict
Prevention and Resolution (CPR),
5.03[B][2]
International Steel Group, 19.03[A]
International Trade Commission (ITC),
10.02[A][4], 19.03[C]
International Traffic in Arms Regulations
(ITAR)
case study, commodity jurisdiction
determination, 18.03[A]
critical technologies, 14.05[B][3]
defense industries, 14.05[B][1]
export controls, 18.02
information required in voluntary
notification to CFIUS, 14.06[C]
State Department export controls
deemed export rule, 18.03[D]
dual nationals, 18.03[D]
enforcement, 18.03, 18.03[E]
export licensing, 18.03[C]
penalties for violations, 18.03[E]
registration of manufacturers,
exporters and brokers, 18.03[B]
scope, 18.03[A]
U.S. Munitions List, Appendix 18-A
U.S. person, defined, 18.03[D]
Interturbine Aviation Logistics GmbH,
18.03[E]
Inversions of U.S. corporate assets,
7.06[C][3]
Inverted company tax rates, 7.01
Investment bankers
advisors in acquisition process,
2.07[A]
as intermediaries, 2.06[A]
Investment company, defined,
6.03[A]
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Investment in the United States
better atmosphere for direct investment,
15.08
Dubai Ports World. See Dubai Ports
World (DPW)
inbound investment benefits, 15.09
long-term investment project success,
15.04
adverse external events, 15.04[I]
comprehensive transaction and
project planning, 15.04[F]
due diligence, 15.04[C]
emphasize benefits of the project,
15.04[G]
national security factors,
15.04[D]
opposition, 15.04[I]
plan to build support, 15.04[A]
promotion with influential
supporters, 15.04[H]
review personnel, 15.04[E]
whether to file for review,
15.04[B]
presenting the plan to CFIUS, 15.05
presenting the plan to Congress and
other public officials, 15.06
as welcome, 15.02
Investment trading safe harbor,
7.03[A][2]
IPO. See Initial public offering (IPO)
Iran, embargoes, 18.06[A][2]
IRCA. See Immigration Reform and
Control Act (IRCA)
ITAR. See International Traffic in Arms
Regulations (ITAR)
ITC. See International Trade Commission
(ITC)
ITT Corporation, 18.03[E]
IUE Pension Fund v. Barker &
Williamson, Inc., 9.04[D][5]

J
Jackson, Michael, 15.03[D]
JAMS. See Judicial Arbitration and
Mediation Services (JAMS)

Japan
Financial Instruments and Exchange
Law, 12.06
patent law, 10.05[E][1]
Johnson Trading & Engineering
Company, Ltd., 18.04[E]
Judicial Arbitration and Mediation
Services (JAMS), 5.03[B][2]
Jurisdictions
antitrust enforcement, 11.04[D]
consummation of the transaction,
5.03[A][2]
foreign acquirer, 5.03[A][1]
products liability defenses, 13.03[B]
forum non conveniens, 13.03[B][1]
general jurisdiction, 13.03[B][2][a]
long-arm statutes, 13.03[B][2][b]
personal jurisdiction, 13.03[B][2]
specific jurisdiction, 13.03[B][2][b]
subsidiaries, 13.03[B][3]
Jury system in the U.S., 13.03[C]

K
Kennedy, Dawn, 1.03[A], Chapter 4
Kimmitt, Robert M., 15.03[E]
Korea, patent law, 10.05[E][2]

L
L visa for intracompany transfers
employer must be qualifying
organization, 16.04[A][2]
L-1A, 16.04[A]
L-1B, 16.04[A]
prior employment abroad,
16.04[A][1]
transferee qualified for position,
16.04[A][3]
transferee to open a new office,
16.04[A][4]
Labor law. See also Employment law
asset purchases
case study, collective bargaining
agreement, 9.03[D][2][g]
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Labor law. (cont’d)
case study, potential liability in the
workplace, 9.03[D][2][h]
“continuity of operation”
requirement, 9.03[D][2][c]
generally, 9.03[D][2]
majority requirement, 9.03[D][2][a]
right of successor to set initial terms
and employment conditions,
9.03[D][2][d]
seller’s unfair labor practices,
9.03[D][2][f]
“substantial and representative
complement” requirement,
9.03[D][2][b]
successors and assigns clauses,
9.03[D][2][e]
“at-will” doctrine, 1.03[C], 9.02[A]
corporate transactions
asset purchases, 9.03[D][2]
practical considerations, 9.03[D][3]
stock acquisitions, 9.03[D][1]
due diligence checklist, Appendix 9-A
executive summary, 9.01
fully constituted NLRB, 9.03[E]
National Labor Relations Act,
9.03[C]
overview, 9.03[A]
role of unions in the workplace,
9.03[C]
unions, 9.03[B]
unions in the U.S., 9.03[B]
Laborer’s International Union of North
America, 9.03[B]
LaHood, Ray, 13.08
Lange, Christoph, 1.03[A], Chapter 5
Language
alternative dispute resolution,
4.04[F]
arbitration, 5.03[B][2]
Latin America, patent law, 10.05[B]
Lawyers
as advisors in acquisition process,
2.07[D]
distrust of, 1.04
reasons for clients to trust, 1.04
Layoffs, 9.02[B][1]
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LCIA. See London Court of International
Arbitration (LCIA)
Lead agency, 15.03[H][4]
Legacy liabilities, 2.03[C]
Legal teams, reliance on, 1.02
Lehrer, John R., II, 1.03[B], Chapter 6
Lenders as advisors in the acquisition
process, 2.07[E]
Letters
foreign acquirer letter of intent,
5.02[C][1]
indication of interest letter, 2.04[A]
information letter, 6.02[A][5]
IRS determination letters, 6.02[A][5]
IRS information letter, 6.02[A][5]
IRS private letter rulings,
6.02[A][5][a]
letter of intent
acquisition process, 2.04[B],
Appendix 2-B
foreign acquirer, 5.02[C][1]
SEC no-action letter, 3.04[C]
tariff classification ruling letters,
17.03[A][2]
Liabilities
controlled group liability, 5.02[B]
custom law issues in acquisitions,
17.07
discrimination, liability reduction,
9.02[C][3]
employee benefit plans
assumption of liabilities in
acquisitions and mergers, 9.04[C]
COBRA liability, 9.04[D][9]
conclusion, 9.05
delinquent employer contributions to
multiemployer plans, 9.04[D][4]
funding liabilities for multiemployer
pension plans, 9.04[D][3]
funding liabilities for single
employer defined benefit plans,
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health care reform 2010, 9.04[D][11]
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I-32

INDEX
post-retirement medical and life
benefits, 9.04[D][10]
qualification of pension plans,
9.04[D][7]
single employer defined benefit
termination, 9.04[D][6]
withdrawal liability to multiemployer
plans, 5.02[B], 9.04[D][5]
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18.04[B][2]
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18.04[B][5]
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4.03[A][1][c]
Medicare tax withholding, 9.02[D][2]
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9.03[D][2], 9.03[D][2][d]
No-action letter from the SEC,
3.04[C]
Noe v. Polyone Corp., 9.04[D][10]
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hybrid plans, 9.04[B][1][a]
multiemployer pension plans,
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Sarbanes-Oxley Act of 2002
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covenants, 3.04[F][4]
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Title 11 U.S.C., discharge of
indebtedness, 6.05[C]
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arbitration, 8.03[C][2]
background, 8.02
CFIUS reviews leading to BIT claims,
8.04[A]
consultations and negotiation
provisions, 8.03[C][1]
document, Appendix 8-A
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essential security interests exception,
8.04[A][1]
objectives, 8.03[A][2]
U.S. Munitions List, 14.05[B][3],
Appendix 18-A
U.S. person, defined, 18.03[D]
U.S. PTO. See United States Patent and
Trademark Office (U.S. PTO)
U.S. Tax Court, 6.02[A][9][b]
U.S. trade or business (USTB) standard
effectively connected income,
7.03[A][1]
partnerships acquisitions, 7.06[B][1]
U.S. Visitor and Immigration Status
Indication Technology
(US-VISIT), 16.03[C]
USTB standard. See U.S. trade or
business (USTB) standard
US-VISIT. See U.S. Visitor and
Immigration Status Indication
Technology (US-VISIT)
UTSA. See Uniform Trade Secrets Act
(UTSA)
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Valuation
factors affecting value of target
company’s intellectual property
assignments, 10.03[C][2]
escrow agreements, 10.03[C][4]
licenses, 10.03[C][1]
work-for-hire agreements,
10.03[C][3]
imported merchandise, 17.03[B]
intangible property, 1.03[C]
intellectual property
damage awards, 10.03[E][3]
due diligence, 10.03[E]
expected income method,
10.03[E][1][c]
importance of, 10.03[E]
license valuation, 10.03[E][2]
market comparable method,
10.03[E][1][b]
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patent use it or lose ir requirement,
10.03[E][3]
rules of thumb method,
10.03[E][1][d]
sunk cost method, 10.03[E][1][a]
tax considerations, 10.03[E][3]
valuing the deal, treatise organization,
1.03[C]
Value added tax (VAT), 10.03[E][3]
VAT. See Value added tax (VAT)
VCP. See Voluntary Correction with
Service Approval Program (VCP)
Verio, Inc., 14.04
Verma, Monica S., 1.03[C], Chapter 10
Vertical transactions, 11.03[B]
Victor Tool Machine Corp. v. Sun Control
Awnings, Inc., 10.02[C][2]
Visas
B-1 Visa
for business visitors, 16.03
NAFTA and, 16.03[D]
obtaining B-1 Visa, 16.03[B]
permissible activities, 16.03[A]
Visa Waiver Program, 16.03[C]
generally, 1.03[E]
need for law overhaul, 1.03[E]
professional visas, 16.04
E-1 visa for investors, 16.04[D]
E-2 visa for investors, 16.04[D]
E-3 visa for Australian citizens,
16.04[E]
employer must be qualifying
organization, 16.04[A][2]
H-1B visa for specialty occupations,
16.04[B]
L visa for intracompany transfers,
16.04[A]
NAFTA visa, 16.04[C]
prior employment abroad,
16.04[A][1]
qualification for position in the U.S.,
16.04[A][3]
transferee qualified for position,
16.04[A][3]
transferee to open a new office,
16.04[A][4]
Visa Waiver Program, 16.03[C]
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passports, 16.03[C]
provisions, 16.03
Voluntary Correction with Service
Approval Program (VCP),
9.04[D][7]
Voting
voting agreements, 3.03, 3.05[B]
voting securities of non-U.S. issuers,
11.05[B][2]

W
Wage and hour practices, 9.02[B][2]
Wang-Woodford, Laura, 18.04[E]
Warehouse and Distribution Agreement,
18.03[C]
WARN Act. See Worker Adjustment and
Retraining Notification Act
(WARN Act)
Warranty
acquisition agreement, 5.03[C]
breach of warranty, 13.05[C]
buyer’s representations and warranties,
3.04[E]
intellectual property, 10.04[B]
seller’s representations and warranties,
3.04[D]
Waste Management v. Mexico,
8.03[B][3]
WCO. See World Customs Organization
(WCO)
Weible, Robert, 1.03[A], Chapter 3
Weirton Steel, 19.03[A]
Welch, C. David, 15.03[D]
Welfare benefit plans, 9.04[B][2]
Western Conf. of Teamsters Pension Trust
Fund v. Allyn Transp. Co.,
9.04[D][5]
Wheat gluten exports, 19.04[A]
Whistleblowers
burden of proof, 9.02[C][2]
case study, 9.02[C][1]
federal law changes, 9.02[D][5]

laws, 9.02[C]
liability reduction, 9.02[C][3]
SOX protections, 12.05[E][1][d],
12.05[E][3][e]
White-collar crime penalty
Section 902, 12.05[E][2][a]
Section 903, 12.05[E][2][b]
Section 904, 12.05[E][2][e]
Section 906, 12.05[E][2][d]
The Wind Done Gone, 10.02[B][1]
Winnett v. Caterpillar, Inc.,
9.04[D][10]
Withholding tax, 7.03[D]
deductions, 7.03[D][4]
earnings stripping, 7.03[D][4]
FATCA, 7.03[D][5]
federal income tax, 9.02[D][2]
Medicare tax, 9.02[D][2]
partnership acquisitions, 7.06[B][2]
payments subject to withholding at
source, 7.03[D][1]
real property dispositions, withholding
on, 7.03[D][2]
Social Security tax, 9.02[D][2]
treaty benefits, 7.03[D][3], 7.03[D][4]
Worker Adjustment and Retraining
Notification Act (WARN Act),
5.02[B], 9.02[B][1]
Work-for-hire agreements, 10.03[C][3]
World Customs Organization (WCO),
17.03[A]
World Trade Organization (WTO)
trade remedies, 19.02
unlawful economic protectionism,
8.04[A][2]
WorldCom
auditor independence, 12.05[B]
background, 12.03[D]
criminal activity, 12.05[E]
as reason for SOX, 1.01, 1.03[D]
scandal as reason for SOX, 12.03,
12.03[C]
SOX a decade later, 12.06
WTO. See World Trade Organization
(WTO)
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York International Corporation, 18.07
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