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INTRODUCTION

An international joint venture is a collabora-
tion among two or more persons to achieve
some business objective outside the United
States. The hallmark of a joint venture is flexi-
bility, and there is no particular recipe for its
creation. It can take a number of forms or, in the
case of a contractual arrangement, none at all. It
may be employed to achieve short- or long-term
objectives, or both. It can be designed to endure
for a specified term, until a specified event, or
indefinitely (although, in practice, that seldom
happens).
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The motivation for counterparties to enter joint
ventures can also vary, as can their intended roles in
the conduct of the joint venture. In some cases, a
counterparty may have limited involvement aside
from the contribution of a critical local business li-
cense, concession, or contract. In other cases, both
parties may be expected to contribute substantial re-
sources to the enterprise, from cash and assets to per-
sonnel and know-how. In short, a joint venture can
mean different things to different people, taking shape
in accordance with those different expectations and
purposes, and it is that inherent flexibility that makes
joint venture arrangements so attractive, yet also so
fraught with complexity.

This article aims to provide a practical and straight-
forward discussion of some of the legal issues that
arise in negotiating, structuring, organizing, operat-
ing, and eventually terminating an international joint
venture when at least one counterparty is a U.S. per-
son. To that end, this article is divided into six parts.
The first part looks at the process of negotiating, con-
cluding, and executing an international joint venture
agreement, with an emphasis on practical considera-
tions for the joint venture lawyer. The second part
addresses the structural considerations, including tax
considerations, that go into deciding what form a joint
venture should take. The third part identifies the is-
sues arising in capitalizing and financing the enter-
prise. The fourth part focuses on the manner in which
the joint venture operates and is controlled, and how
operational and control disputes between the counter-
parties may be resolved. The fifth part highlights the
legal concerns arising at the conclusion of the joint
venture, from events triggering termination to the di-
vision of business assets. The last part concludes with
a summary and a few final insights.

PROCESS AND PRACTICAL
CONSIDERATIONS

There can be various reasons for parties to pursue a
joint venture. Risk sharing, cost savings, and access to
technology, customers, local business knowledge,
production sources, financing, or any number of other
resources can inspire collaboration. The decision to
enter into a joint venture is typically motivated by a
recognition by one or more parties that pursuing a
particular foreign business opportunity alone is not,
for whatever reason, feasible at a particular time. Of
course, a counterparty may hope to capture the oppor-
tunity for itself in the future, and therefore may build
into the joint venture agreement the ability to buy out
its co-venturer(s) or otherwise to secure greater con-
trol over the enterprise. Yet, at the time the joint ven-

ture is consummated, the parties usually believe that
they need to cooperate and pool their resources in or-
der to succeed.

Defining the purpose and scope of the
venture comprehensively and clearly is
particularly important in the international
context because language barriers and
negotiation styles may lead to fundamental
misunderstandings with respect to each
party’s expectations.

Preliminary Considerations

Defining the purpose and scope of a joint venture
for parties that are looking to combine their resources
and know-how, while allowing them to remain inde-
pendent for other purposes, involves important strate-
gic decisions that the parties must clearly understand
and agree to. Defining the purpose and scope of the
venture comprehensively and clearly is particularly
important in the international context because lan-
guage barriers and negotiation styles may lead to fun-
damental misunderstandings with respect to each
party’s expectations. Co-venturers typically do not
commence their relationship by surgically limiting
their allocations of resources or by specifically cur-
tailing the purpose and scope of the joint venture.
Nonetheless, each party may find it beneficial to de-
termine for itself what the contemplated joint venture
should not do and where the joint venture would
compete with that party’s existing or anticipated ac-
tivities or business lines. Often, counsel is asked to
limit the scope of the collaboration in the definitive
agreement, after the term sheet stage, which can lead
to protracted negotiations and frustrations on both
sides. Once the purpose and scope of the joint venture
are well defined, the parties and their counsel will
have a much easier time rounding up the remaining
terms of the contemplated deal and crafting a defini-
tive joint venture agreement.

Preliminary Agreements:
Framing the Relationship With
NDAs and MOUs

Joint ventures often involve highly sensitive tech-
nical and business data that need to be exchanged
without jeopardizing each co-venturer’s respective
interest in its own confidential information. There-
fore, comprehensive and tightly drafted nondisclosure
or confidentiality agreements (NDAS) are a necessity.



64 A Practical Guide to International Joint Ventures

Summer 2011

CALIFORNIA BUSINESS LAW PRACTITIONER

NDAs in domestic or other commercial contexts may
have different terms for protection of technical and
nontechnical information (e.g., nontechnical informa-
tion may not be subject to an absolute nondisclosure
obligation without a time limitation). In an interna-
tional joint venture, however, even nontechnical busi-
ness information may remain sensitive over a longer
period of time and should therefore be protected by a
robust NDA between the co-venturers. NDAs often
also include nonsolicitation and no-hire provisions
and usually allow the parties to seek injunctive relief
through courts of regular jurisdiction when necessary,
even if alternative dispute resolution is mandated for
certain other contested issues. Given different cultural
and legal expectations, NDAs may take time to nego-
tiate. In addition, determining choice of law and
choice of venue in the international realm has obvious
importance.

[N]egotiation styles in the cross-border
context vary greatly, and these differences
can easily obstruct successful completion
of the joint venture agreement.

Once an NDA has been concluded, the parties are
well advised to prepare a detailed memorandum of
understanding, term sheet, or heads of agreement
(MOU). An MOU typically contains a host of provi-
sions fleshing out the joint venture structure, includ-
ing governance matters, and reflects a common under-
standing about the nature of the joint venture’s activi-
ties. In most circumstances, the MOU is nonbinding
and simply an expression of interest by the co-
venturers. Nevertheless, because the parties are poten-
tially exchanging highly confidential information
about their respective intellectual property positions,
organizational structures, and inner workings in gen-
eral, certain provisions can be expected to be binding.
Aside from the nondisclosure obligations of the par-
ties (which may be subject to separate agreements),
certain binding provisions such as exclusivity or no-
shop provisions, noncompetition provisions, and no-
hire provisions are often included. In some situations,
break-up fees or reverse break-up fees may also be
warranted, although these mechanisms are rarely
used, mainly because the co-venturers are typically
optimistic at the start of their relationship.

The necessity for and the benefit of a well-
negotiated MOU in most cases cannot be overempha-
sized. MOUs usually constitute the roadmap for the
joint venture and incorporate the spirit of the relation-
ship that the co-venturers are seeking to establish.

Even when the provisions of an MOU are nonbinding,
the parties view those provisions as the foundation on
which the joint venture will be built. Moreover, while
the MOU is being negotiated, the organizations be-
hind the co-venturers will be able to explore how the
relationship will work in the future.

Obtaining Specialist Input

In drafting the MOU, it is often advisable to seek
the advice of knowledgeable tax and intellectual
property advisors to ensure that the parties’ goals are
achievable and will be implemented within an effi-
cient framework that can produce the desired out-
come. Many joint ventures involve a rigorous tax-
structuring exercise as clients and their advisors con-
sider tax objectives and weigh tax minimization
strategies. Further, in technology joint ventures, the
ownership of the resulting intellectual property is an
important piece of the joint venture puzzle. At this
stage, it is also equally important to have the proposal
reviewed by local foreign counsel. This input is usu-
ally most valuable in the early stages of the drafting
of the MOU, because certain assumptions of the coun-
terparties will be based on this fundamental advice.

Negotiating the Definitive Joint
Venture Agreement

On completion and signing of the MOU, co-
venturers typically proceed quickly with negotiation
of the definitive joint venture agreement. The negotia-
tion itself is usually guided by the spirit embodied in
the MOU. If the MOU clearly states that the parties
are equal partners, the negotiations for the joint ven-
ture should reflect that spirit. The parties need to tread
carefully and should engage in a respectful negotia-
tion because the ultimate relationship will be based on
(and potentially tainted by) these discussions. Further,
negotiation styles in the cross-border context vary
greatly, and these differences can easily obstruct suc-
cessful completion of the joint venture agreement.
Sometimes even the location of the venue where the
joint venture is negotiated may have negative conno-
tations. Thus, in a joint venture of equals, the parties
often choose a neutral venue so as to emphasize the
balanced nature of the relationship between them.

The Definitive Joint Venture Agreement

The joint venture agreement is the guiding docu-
ment between the co-venturers and should allow the
co-venturers to understand their respective positions
and ultimately to achieve their respective goals. Struc-
tural choices, discussed below, can influence whether
the agreement will be embodied in the organizational
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documents of the venture or in a separate agreement.
For instance, if the joint venture is structured as a for-
eign corporation, the joint venture agreement is typi-
cally an instrument separate and apart from the corpo-
ration’s constitutive documents. However, if the joint
venture is structured as a pass-through entity such as a
partnership or limited liability company (LLC), the
joint venture agreement can be either a separate
agreement or incorporated in the governing partner-
ship or LLC operating agreement.

The joint venture agreement should not necessarily
dictate every aspect of the relationship between the
co-venturers, although it should define clearly each
co-venturer’s governance and veto rights. If there are
more than two co-venturers, careful consideration
must be given to the agreement’s provisions for
amendment. The agreement should, of course, include
the necessary protections for important assets and in-
terests of each co-venturer. Because joint venture rela-
tionships tend to develop organically over time, how-
ever, the co-venturers should take care not to legislate
every detail, but rather to allow their representatives
on the venture’s governing body to work productively
on solutions to the real-world issues that arise over the
life of the joint venture. The definitive joint venture
agreement will be symbolic to the extent that it em-
bodies the spirit of the relationship between the co-
venturers. The ideal agreement should be clear and
precise, yet also forward looking and flexible.

STRUCTURAL CONSIDERATIONS

There are numerous business and tax considera-
tions driving the structure of an international joint
venture, and the unique facts of each proposed ar-
rangement will inform the joint venture lawyer of the
structure that makes the most sense for his or her cli-
ent. Structuring is best addressed early in the negotia-
tion process, and timely coordination with domestic
and foreign tax counsel is essential. The complexity
of this analysis cannot be overstated.

Location of Activities and Assets

Does the joint venture need to operate in, or have
employees who reside in or work from, a particular
place? If the venture’s operations need to be located
in a particular place, selecting a vehicle that can con-
duct business in that place is paramount. Moreover,
the assets that a joint venture may need must be
housed and used somewhere, and the place where cer-
tain assets are to be housed may differ from where
they are to be used. Thus, counsel must take stock of a
joint venture’s personnel and assets and then consider

how and where they are to be used in the conduct of
the venture’s business in a particular location.

The joint venture agreement should not
necessarily dictate every aspect of the
relationship between the co-venturers,
although it should define clearly each co-
venturer’s governance and veto rights.

Regulatory Considerations

Once it has been determined where a joint venture
needs to operate, the next question is whether local
law demands that the business take a particular form,
have particular owners, or possess a particular license.
Often the requirements are more strict when a new
enterprise seeks a governmental grant or tax conces-
sion. Therefore, in selecting a structure, it is important
to be cognizant of local legal and regulatory limita-
tions. To appreciate fully these requirements, it is ad-
visable to consider each proposed local activity and
the regulatory regime applicable to each activity. If a
particular form is mandated, the ability of the joint
venturers to accommodate their own business and tax
concerns may be more challenging.

Liability and Operational Considerations

It is desirable from a commercial law perspective
to select a joint venture form that will afford its own-
ers limited liability protection in the places where the
joint venture will operate. The structural considera-
tions for the joint venture should always include a
practical assessment of what the joint venture should
be able to accomplish commercially. This assessment
normally requires careful consideration of the local
rules and regulations that guide the choice of entity.
In certain jurisdictions, the choice of entity may indi-
cate commitment to the marketplace and may also be
important to gain market access to local sales chan-
nels. More importantly, the co-venturers may be
guided by practical considerations such as easy access
to local talent and licensing and regulatory environ-
ments that are conducive to facilitating and simplify-
ing venture operations. In many instances, manage-
ment of the joint venture will be located in a specific
place, which may implicate the choice of jurisdiction.
Further, minimum capitalization requirements may be
a consideration in some cases that will influence the
location of the joint venture. Depending on the spe-
cific exit strategies of the joint venture, a particular
jurisdiction may be more or less advantageous. If an
acquisition scenario is likely, then corporate govern-



66 A Practical Guide to International Joint Ventures

Summer 2011

CALIFORNIA BUSINESS LAW PRACTITIONER

ance structures of potential acquirers may also be
taken into account when choosing a jurisdiction.
Similarly, if an exit would most likely occur through a
public offering of joint venture interests, corporate
governance rules would form an integral part of the
considerations for the decision on where to locate the
entity ab initio. Finally, employee compensation, es-
pecially deferred equity compensation, may be a fea-
ture that would require careful review of the locale’s
corporate governance and tax regimes to ascertain the
feasibility of the expectations and goals of the co-
venturers.

[A]pplication of U.S. anti-inversion rules
could cause foreign corporations to be
treated as domestic companies for U.S.
Income tax purposes.

Tax Considerations

Once the parties have determined where the joint
venture needs to locate its assets, people, and opera-
tions, and once the legal and regulatory requirements
of those locations have been identified, the joint ven-
ture lawyer should consider matters of taxation. To do
so, counsel must be familiar with the tax regimes of
the jurisdictions in which the co-venturers and the
joint venture itself are or will be formed and operated,
being mindful of the many types of taxes that may
apply. Income taxes, gross receipt taxes, sales taxes,
value added taxes, stamp duties, taxes levied on con-
tributions of property, withholding taxes, and em-
ployment taxes are among the taxes that should be
considered, with varying degrees of emphasis. Coun-
sel must also be sensitive to the peculiar tax goals of
each joint venturer, which will be largely driven by
each venturer’s own tax position and vision for the
enterprise. For instance, one venturer (carrying for-
ward operating losses) may intend for earnings of the
venture to be repatriated as earned, but the other ven-
turer (having neither losses nor an immediate need for
additional revenue) may prefer for earnings to accu-
mulate in the joint venture. The competing objectives
of the parties cannot always be reconciled in the joint
venture itself, but sometimes can be accommodated
through separate tax planning by each venturer. For
example, a venturer’s interest in a partnership joint
venture vehicle may be held through a corporate hold-
ing company.

Counsel must also be aware of any anti-abuse rules
that could defeat the parties’ tax planning. For in-
stance, application of U.S. anti-inversion rules could

cause foreign corporations to be treated as domestic
companies for U.S. income tax purposes. With these
points in mind, counsel must seek to achieve tax goals
that are relevant to every joint venture, namely to (1)
minimize tax costs on formation and capitalization of
the venture, (2) maximize operational tax efficiencies,
and (3) maximize tax-efficient exit strategies.

Joint Venture Structure

A joint venture may be structured in several ways.
It may be a contractual undertaking (perhaps to pur-
sue a joint marketing or development program) that
does not require formation of an actual entity. Care is
warranted, however, because even a contractual alli-
ance may create a separate entity for U.S. income tax
purposes if the participants carry on a trade, business,
financial operation, or venture and divide the profits
from it.

More commonly, a joint venture will take shape as
a separate business entity, in which case the parties
must decide (1) what kind of entity to form and in
what jurisdiction, (2) whether to own an interest in the
entity directly or through special purpose holding
companies, and (3) whether the entity should conduct
its business in other jurisdictions directly (as through
a branch) or through subsidiaries. When these choices
are taken into account, the joint venture can easily
evolve into a complex multi-tier structure involving
one or more intermediate holding and operating com-
panies. There are many factors to consider in estab-
lishing a multi-tier structure, including (1) each en-
tity’s potential exposure to local taxation; (2) the ex-
posure to capital tax or duty on the initial issuance of
shares; (3) potential withholding taxes—and the
availability of domestic law or treaty relief—on inter-
company dividends, interest, and royalty payments;
and (4) thin-capitalization rules and transfer pricing
limitations on intercompany transactions.

Holding Company Considerations

In a multi-tier structure, it is imperative that cash
and assets are able to move between the top-tier joint
venture vehicle and the lower-tier operating compa-
nies as freely as possible with minimum tax and
transaction costs. Intermediate holding companies
formed in tax-favorable jurisdictions are employed
largely to achieve this objective by exploiting favor-
able domestic law and treaty relationships to mini-
mize withholding taxes, facilitate earnings removal
strategies (to lessen the impact of operating in high-
tax jurisdictions), and minimize tax on a disposition
of a subsidiary. Thus, selection of the ideal holding
company jurisdiction would require, among other
things, that (1) the operating company’s jurisdiction
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of formation or operation imposes no (or low) with-
holding taxes on payments of dividends to the holding
company parent, (2) the holding company’s jurisdic-
tion of formation or operation imposes no (or low)
taxes on dividend income, and (3) the holding com-
pany’s jurisdiction of formation or operation imposes
no (or low) withholding taxes on payments of divi-
dends to the joint venture parent entity.

The ability of taxpayers to elect the tax
characterization of foreign entities adds a
considerable element of complexity, as well
as opportunity, to tax planning.

U.S. Tax Classification of Entities

When choosing among entity types, it is important
to recognize that foreign entities are generally classi-
fied in one of three ways for U.S. income tax pur-
poses: as a corporation, a partnership, or an entity dis-
regarded from its owner. A corporation is an entity
that is itself subject to income tax on its earnings. See
IRC 811. A partnership is a fiscally transparent, or
“pass through,” entity, whose earnings flow through
to its owners directly without an entity level of taxa-
tion. See IRC 8701. A disregarded entity is a “tax
nothing,” meaning it is treated as a branch or division
of its 100-percent owner rather than as a separate tax-
payer. See Treas Reg 8301.7701-2(a). Under the so-
called “check the box” entity classification rules
(Treas Reg 88301.7701-1—301.7701-3), taxpayers
are largely permitted to choose which U.S. tax classi-
fication they would like an entity to have (although
corporate classification is mandated for certain for-
eign entities, and partnerships require at least two
owners). The ability of taxpayers to elect the tax char-
acterization of foreign entities adds a considerable
element of complexity, as well as opportunity, to tax
planning. The joint venture advisor must help the cli-
ent decide whether the venture (or a constituent en-
tity) should be fiscally transparent for income tax
purposes, and if so, whether it should be a hybrid en-
tity (i.e., one that is fiscally transparent for U.S. in-
come tax purposes but not for local tax purposes) or a
reverse-hybrid entity (i.e., one that is fiscally trans-
parent for local but not for U.S. income tax purposes).

U.S. Tax Consequences of Entity
Classification

There are numerous tax considerations when
choosing among entities, including the following:

Opportunity for Tax Deferral. A fundamental
difference between corporate and fiscally transparent
entities is the opportunity for deferral of U.S. tax,
which is at the heart of U.S. international tax plan-
ning. U.S. taxpayers are subject to U.S. tax on their
worldwide income. Foreign corporations, however,
are only subject to U.S. tax that is effectively con-
nected with a U.S. trade or business or earned from
U.S. sources. See IRC §8881-882. But for the appli-
cation of certain anti-deferral rules (discussed below),
the earnings of a foreign corporation doing business
abroad are not subject to U.S. tax until such time as
those earnings are repatriated to the U.S.

Deferral is desirable to the extent the U.S. effective
income tax rate on joint venture income exceeds the
rate that is imposed locally (including taxes imposed
at the intermediate holding company and operating
company levels). Deferral is possible when a foreign
entity that is treated as a corporation for U.S. income
tax purposes is used, but not in the case of a fiscally
transparent entity like a partnership. As noted above,
a partnership is a conduit for U.S. tax purposes, and
its partners are taxed currently on its earnings. The
unavailability of deferral can be a major impediment
to the use of a fiscally transparent entity if the U.S.
tax on the entity’s earnings is not expected to be fully
offset by foreign tax credits (discussed below). Thus,
if deferral of U.S. tax is a critical driver, either the
joint venture vehicle itself, or a foreign holding com-
pany interposed between the U.S. owner and a joint
venture vehicle, must be a corporation.

Exposure to U.S. Anti-Deferral Rules. The abil-
ity of taxpayers to defer from U.S. tax the earnings of
foreign corporations is limited by anti-deferral rules.
See, e.g., IRC 88951, 1291. These rules are intended
to deny the benefits of deferral in circumstances
where Congress felt the use of foreign corporations
was abusive, e.g., in the case of income of certain
controlled foreign corporations (CFCs) from tax ha-
ven activities and investments. A foreign corporation
is a CFC if those of its U.S. shareholders who own 10
percent or more of its stock (measured by voting
power) own more than 50 percent of its stock (meas-
ured by voting power or value). See IRC 88951(b),
957-958. If the anti-deferral rules apply, a 10-percent
U.S. shareholder may be required to recognize, as a
deemed dividend, so-called *“Subpart F” income
earned by a CFC. See IRC §951.

Subpart F income includes, among other things,
passive income like most dividends, interest, rents, or
royalties. See IRC 88952, 954. Subpart F treatment of
such passive income can be largely avoided, however,
when CFCs have elected to be fiscally transparent for
U.S. income tax purposes (see Treas Reg §8301.7701-
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3(a)(2)), although such an election does not necessar-
ily resolve Subpart F concerns with respect to other
types of income, e.g., income from intercompany
sales or services. Avoiding application of anti-deferral
rules allows the efficient reallocation of resources
among the joint venture’s subsidiary operations and
facilitates earnings removal strategies, e.g., by financ-
ing high-tax foreign subsidiaries with debt from low-
tax jurisdictions so as to maximize deductible interest
payments.

Foreign corporations . . . are only subject
to U.S. tax that is effectively connected
with a U.S. trade or business or earned
from U.S. sources.

Flow-Through of Losses and Special Alloca-
tions. A fiscally transparent entity has a number of
advantages over a corporate entity, including the abil-
ity for losses incurred at the joint venture level to flow
through to its owners and thereby offset their taxable
income. If substantial losses are anticipated in the
early years of the joint venture, counsel should con-
sider selecting partnership classification for U.S. in-
come tax purposes.

Entities treated as partnerships for U.S. income tax
purposes afford owners a greater degree of flexibility
in structuring their business relationship than corpora-
tions. Unlike shareholders of a corporation, partners
of a partnership are generally free to allocate among
themselves income, loss, credits, deductions, and
other tax items. See IRC 8704(a). Thus, partnership
classification may be more desirable to the extent
joint venture partners intend particular allocations of
income, loss, or other tax items. However, special
allocations that lack “substantial economic effect”
may be disregarded. See IRC §704(b).

Availability of Foreign Tax Credits. The U.S.
system of worldwide taxation places U.S. persons
doing business abroad at risk of double taxation on
the same income: once by the foreign country in
which business is conducted, and then again by the
U.S. To mitigate this risk, U.S. persons are allowed a
tax credit against their U.S. income tax liability for
certain foreign taxes paid. The credit is allowed for
any income, war profits, or excess profits tax paid or
accrued during the tax year by the taxpayer to any
foreign country or U.S. possession. See IRC 8901.
Taxpayers who are eligible to claim a foreign tax
credit generally include U.S. citizens and residents as
well as U.S. corporations. See IRC §901(b). U.S.
partners of a partnership also are eligible to claim

their share of creditable foreign taxes incurred by the
partnership. See IRC §901(b)(5). However, if the for-
eign joint venture entity is classified as a corporation,
a foreign tax credit is generally available only to cor-
porate owners holding 10 percent or more of the for-
eign corporation’s voting interests. See IRC 8902.
Thus, noncorporate U.S. persons (or corporate per-
sons with a less than a 10-percent voting interest) who
wish to claim a foreign tax credit should consider us-
ing a fiscally transparent entity to conduct business
abroad.

A joint venture structured as a foreign corporation
may be desirable to a 10-percent corporate owner be-
cause it would provide that owner control over the
timing of income recognition (generally, at the time a
dividend is paid) and over the use of foreign tax cred-
its. Foreign tax credits are subject to limitation, and
when a U.S. corporation is not in a position to use
certain credits, it may be desirable to keep them pre-
served in the foreign subsidiary until they can be
used. Fiscally transparent entities do not allow this
degree of control because their earnings are subject to
immediate U.S. tax.

The advantages of fiscally transparent
entities are magnified in the international
arena. . .. [N]o gain or loss is generally
recognized on a transfer of property to a
foreign partnership in exchange for a
partnership interest.

Tax Efficient Contributions of Property. It is
generally easier to transfer appreciated assets to fis-
cally transparent entities in a tax-efficient manner
than to corporations. For example, a transfer of assets
to a corporation is tax free only if the transferors are
in “control” of the transferee following the transfer,
meaning that the transferors as a group must own,
immediately after the transfer, at least 80 percent of
the total combined voting power and value of the cor-
poration. See IRC 88351, 368(c). This control re-
quirement may inhibit parties from contributing addi-
tional assets to the corporation other than at the initial
formation stage. In contrast, transfers to partnerships
are not subject to any similar requirement. See IRC
8721(a).

The advantages of fiscally transparent entities are
magnified in the international arena. A U.S. share-
holder’s transfer of tangible assets to a foreign corpo-
ration in a transaction that would ordinarily be tax-
free in the domestic context generally will remain tax-
free in the cross-border context, provided that those
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assets are used by the foreign corporation in the con-
duct of an active trade or business outside the U.S.
See IRC 8367(a)(3). Certain types of assets, such as
inventory and accounts receivable, are not eligible for
this exception. See IRC 8367(a)(3)(B). In addition,
even when eligible tangible assets are transferred, a
U.S. shareholder incorporating an existing foreign
branch will still recognize gain to the extent it had
previously deducted branch losses in the U.S. See
IRC 8367(a)(3)(C). Moreover, the active trade or
business exception is unavailable when a U.S. share-
holder contributes intangible property such as patents,
copyrights, trademarks, or licenses to a foreign corpo-
ration. See IRC 8367(a)(3)(B)(iv). When that occurs,
the U.S. transferor is treated as if it sold the intangible
property in exchange for a stream of royalty payments
contingent on the productivity, use, or disposition of
the intangible and payable over the useful life of the
transferred intangible, capped at 20 years. See IRC
8367(d); Temp Treas Reg 8§1.367(d)-1T(c)(3). In
light of this deemed royalty regime, taxpayers often
prefer to transfer intangible property to a foreign cor-
poration by way of a license rather than as a contribu-
tion to capital.

In contrast, no gain or loss is generally recognized
on a transfer of property to a foreign partnership in
exchange for a partnership interest. Although the In-
ternal Revenue Service is authorized to issue regula-
tions treating as taxable certain transfers of property
to a partnership with foreign partners, to date no such
regulations have been issued. See IRC §721(c).

Tax-Efficient Removal of Property. Assets gen-
erally may be removed from a partnership without
triggering U.S. tax. See IRC §731(a). There are ex-
ceptions, however, such as when the amount of cash
(or cash equivalents) distributed exceeds a partner’s
adjusted basis in its partnership interest. See IRC
8731(a)(1). Moreover, any built-in gain or loss on a
distribution of property must be allocated to the part-
ner who contributed the property if the distribution
occurs within 7 years of contribution. See IRC
8704(c)(1)(B). In contrast, assets that are held in a
corporation are not easily removed without tax conse-
quences. A distribution of property from a corporation
would be treated as if the corporation sold the prop-
erty and then distributed the proceeds in a taxable
dividend. See IRC §8301, 311.

CAPITALIZATION AND
CONTRIBUTIONS

The parties to a joint venture must decide on their
initial and subsequent contributions to the joint ven-
ture. In determining their contributions—whether in

cash, services, or property—the parties must identify
those resources that the venture will need to succeed.
The contribution of assets to a joint venture raises a
number of important tax issues. Some countries im-
pose a capital tax on contributions to a local company
or the issuance of securities. Minimization strategies
for such taxes may exist, such as issuing debt in lieu
of some equity to the venturers, although care must be
taken not to violate minimum capital requirements,
and excessive debt-to-equity ratios may raise other
problems as well.

The contribution of assets by U.S. persons to a for-
eign joint venture also raises the U.S. income tax is-
sues discussed above. As noted previously, many of
the tax complications can be mitigated if the contribu-
tion is made to a fiscally transparent vehicle. How-
ever, a contribution of services in exchange for equity
interests in the joint venture will normally be taxable
to the service provider, whether or not the service re-
cipient is a corporation or partnership.

Of course, a joint venture may also gain access to
assets of the counterparties through other means. For
instance, intangible assets may be licensed to the joint
venture, or purchased by the joint venture using capi-
tal obtained through equity or debt financing. In either
case, the parties may need to ensure that their transac-
tions pass muster under applicable transfer pricing
rules (including IRC 8482 and corresponding non-
U.S. rules), which generally require commercial
transactions to be consistent with an arm’s-length
dealing between unrelated persons. The application of
transfer pricing rules in the joint venture context is
somewhat uncertain when there are equal co-
venturers, although in practice joint venture counter-
parties are seldom true 50-50 partners.

The parties also must be mindful that the venture
may not be financially self-sufficient for some time.
To that end, the parties should decide among them-
selves how and in what proportions they will respond
to capital calls from the joint venture, and whether
external equity finance should be pursued at some
point. The parties also should consider the extent to
which the joint venture will be financed with debt,
and whether that debt financing will be related-party
or third-party debt. A guarantee or pledge is often
necessary to secure the latter.

Capitalizing a joint venture with related-party debt
can serve a number of purposes. Debt can provide a
means to extract earnings from the enterprise in addi-
tion to whatever profits may be reaped by the owners.
Subject to thin capitalization or other limitations, a
company paying interest would usually be allowed an
income tax deduction to reduce its exposure to local
country taxation. Such “interest-stripping” measures
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are particularly useful when a joint venture operates
in a high-tax jurisdiction, because the removal of
earnings to a lower-tax jurisdiction can help the en-
terprise manage its overall effective tax rate. How-
ever, the payment of interest is often subject to local
withholding taxes, and the related-party lender should
therefore consider carefully whether there is domestic
law or tax-treaty relief from withholding tax. More-
over, to fully benefit from an interest-stripping strat-
egy, the lender’s interest income ideally would be
subject to low (or no) income taxation in its country
of formation or operation.

OPERATIONS AND CONTROL

Practitioners often hear that a joint venture will
survive or fail depending on the execution of the ven-
turers’ business plan. Because many joint ventures are
conceived as partnerships of “equals,” tailoring opera-
tional control over the new enterprise to the realities
of the business is critical. Initially, the venturers need
to decide whether to co-manage the newly combined
joint venture business themselves or to delegate re-
sponsibility to separate management. Generally
speaking, co-venturers tend to engage separate man-
agement (usually comprised of persons from within
their own ranks) if the joint venture has complex op-
erational needs. If, on the other hand, operational
needs are minimal, separate management is often not
required and the joint venture can lean heavily on the
institutional operational capabilities and know-how of
each venturer.

As in the case of closely held U.S. businesses, the
venturers may want to restrict management from en-
tering into transactions or operational actions that
would fundamentally affect the joint venture, its fi-
nances, or its operational independence. Depending
on the composition of the governing board, this would
in most instances entail imposing substantial opera-
tional restrictions on the management of the joint ven-
ture. Often, the following matters require prior ap-
proval of the co-venturers:

e Material changes or cessation of the business of
the joint venture;

e Any sale of all or substantially all the joint ven-
ture’s assets;

e Any authorization of a new class of securities, is-
suance of new securities, granting of rights to ac-
quire new securities, reclassification of existing
securities, or changes in the rights attaching to
any issued securities, which results in additional
securities ranking senior to or in parity with secu-
rities held by the co-venturers;

e Any redemption or repurchase of any equity secu-
rities, or payment of any dividends or distribution
on any equity securities of the joint venture;

e Any amendment, waiver, or deletion of any pro-
vision of the joint venture agreement or any other
document to which the joint venturer is a party
that adversely impacts the equity holdings of a co-
venturer;

e Any change in the size, term, or manner of elec-
tion of the governing board of the joint venture;

e The creation or disposal of any subsidiaries, the
purchase or disposal of equity in companies, or
the merger or amalgamation of the joint venture
entity or any subsidiary with any other entity; and

e Any transfer of shares held by the joint venture
entity other than to a wholly owned subsidiary.

These restrictions are typically imposed through
super-majority voting provisions, even in circum-
stances where one of the venturers has less than 50-
percent voting control in the joint venture. In situa-
tions where deadlock is possible, as discussed below,
mechanisms should be implemented that would pre-
vent a complete standstill of the joint venture’s opera-
tions.

[S]tructuring decision-making in such a
way as to avoid deadlock, or providing
appropriate mechanisms for resolving
deadlock (e.g., mandatory mediation and
binding arbitration), are critical.

TERMINATION AND EXIT

Few joint venturers have failure in mind when
starting out. In fact, counsel is often admonished not
to focus too much on the downside risks of the trans-
action, but rather to view the upside potential of a
successful venture. Recognizing the potential of a
successful collaboration, yet being mindful of risks,
are not mutually exclusive propositions, although bal-
ancing them appropriately may be difficult in prac-
tice. In many instances, it may be appropriate for
counsel to approach the matter of a possible termina-
tion in such a way that the parties do not view the
conclusion of the venture as a failure.

Particularly in joint ventures of purported equals,
the parties may be inclined to require equal input on
many matters and unanimity before certain decisions
are taken. This can often be a mistake because the
unanimity requirement can risk paralyzing the enter-
prise through deadlock if the parties disagree on an
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important issue. Therefore, structuring decision-
making in such a way as to avoid deadlock, or provid-
ing appropriate mechanisms for resolving deadlock
(e.g., mandatory mediation and binding arbitration),
are critical. Buy-sell mechanisms often employed in
closely held or family-held businesses or mandatory
dissolution procedures may be also used and should
be agreed to in advance. Further, the joint venturers
may explore implementing simple (or, if appropriate,
elaborate) put or call rights if certain predetermined
events occur. Put and call rights are often used in
situations where a competitor of one of the co-ventur-
ers takes control of the other co-venturer. These
mechanisms must, of course, pass anti-competition or
antitrust scrutiny and will require careful considera-
tion at the time of formation of the joint venture.

Joint ventures are wonderfully flexible
devices that can be used to achieve a
number of business goals, but that
flexibility comes at the expense of
complexity.

In situations where an exit is contemplated from
the beginning of the venture, the co-venturers may
consider implementing typical venture capital and
private equity mechanisms to allow them to benefit
from a successful exit. These mechanisms include
registration rights, standard drag-along and tag-along
rights, as well as redemption rights. Registration
rights provide liquidity to joint venturers by allowing
them to require the joint venture entity to register the
venturers’ equity securities for sale to the public, ei-
ther as part of an offering already contemplated by
the joint venture entity (i.e., piggyback rights) or in a
separate offering initiated at a joint venturer’s request
(i.e., demand rights). A drag-along right in the joint
venture context generally requires one of the joint
venturers to vote their equity securities in favor of a

certain transaction or action. A co-sale right in the
joint venture context provides some protection
against a co-venturer selling its interest in the joint
venture entity to a third party by giving the other co-
venturer the right to sell a portion of its own stock as
part of any such sale. In certain circumstances, co-
venturers may find it appropriate to implement re-
demption rights. A co-venturer’s equity holdings
may be redeemable, either at the option of the joint
venture entity or the co-venturer or mandatorily on a
certain date, perhaps at some premium over the initial
purchase price of the equity in the joint venture entity.

CONCLUSION

This article has highlighted the rationales for pur-
suing an international joint venture and explored some
of the legal and tax issues affecting their formation,
operation, and termination. Joint ventures are wonder-
fully flexible devices that can be used to achieve a
number of business goals, but that flexibility comes at
the expense of complexity. Joint ventures are fa-
mously difficult to negotiate, conclude, and imple-
ment successfully. One size does not fit all, and advi-
sors who expect to follow a cookie-cutter formula in
drafting a joint venture agreement will be disap-
pointed. To be sure, joint venture templates exist, but
counsel must be prepared to deviate significantly from
“standard” forms in light of the innumerable variables
that can dictate business and legal choices.

Moreover, it is imperative that the parties and their
advisors recognize that a joint venture has no “clos-
ing,” and that the execution of the definitive agree-
ment is only the beginning of the parties’ association.
A joint venture is really about building a lasting busi-
ness relationship and, like any good relationship, a
successful joint venture requires consistent effort,
flexibility, and understanding. An early realization of
these requirements should promote a sense of coop-
eration and respect between the parties as they negoti-
ate their business deal and then execute on their
shared vision.
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International
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Jeff Dasteel

INTRODUCTION

Attorneys who care whether they can obtain an en-
forceable judgment in a cross-border case should also
care about international commercial arbitration. Imag-
ine a world where there are no international treaties
mandating that one signatory country enforce a judg-
ment obtained in another signatory’s domestic courts.
In fact, the world today is that world. Although many
countries have statutes and procedures codifying the
Uniform Foreign-Country Money Judgment Recogni-
tion Act (available at http://www.law.upenn.edu/bll/
archives/ulc/ufmjra/2005final.htm), which permits the
enforcement of a foreign judgment in another coun-
try’s domestic courts, there are no international trea-
ties mandating enforcement of foreign judgments. For
example, assume that after 4 years of hard work and
great expense, an attorney manages to obtain a jury
verdict against a defendant in the United States, but
the defendant’s assets are outside the United States.
Will a jurisdiction outside the United States enforce
that hard-won judgment? The answer is: Maybe so,
maybe not.

How can an attorney protect against that sort of un-
certainty? What if, instead of litigation in a United
States court, there was an arbitration agreement be-
tween the parties? Could an arbitration award ob-
tained in the United States be enforced in a jurisdic-
tion outside the United States? Or, could an arbitra-
tion award obtained outside the United States be en-
forced in United States courts? The answer to both
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guestions is very likely yes. In most cases, it is in fact
easier to enforce an international arbitration award
than a foreign judgment.

This article distinguishes between U.S. domestic
arbitrations and international arbitrations subject to
the New York Convention (discussed below). It also
highlights some key features of international arbitra-
tions as well as the enforcement mechanisms in
United States federal courts and California state
courts. This article briefly covers the important doc-
trines of separability and “competence-competence,”
and includes a brief discussion of pre-hearing discov-
ery and hearing procedures in international arbitra-
tion.

THE NEW YORK CONVENTION

Unlike enforcement of foreign judgments, there are
treaties that mandate enforcement of covered arbitra-
tion awards in signatory countries. There are regional
treaties concerning the recognition and enforcement
of arbitration, such as the European Convention on
International Commercial Arbitration (1961) (http:/
www.jurisint.org/en/ins/153.html) and the Inter-
American Convention on International Commercial
Arbitration  (1975)  (http://www.adr.org/sp.asp?id=
31620). There also are more specialized treaties, such
as the Washington Convention on the Settlement of
Investment Disputes Between States and Nationals of
Other States (ICSID) (1965) (http://icsid.worldbank.
org/ICSID/StaticFiles/basicdoc/CRR_English-
final.pdf) and bilateral investment treaties between
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various nations. However, the most significant treaty
in the world of international arbitration is the 1958
Convention On the Recognition and Enforcement of
Foreign Arbitral Awards (New York Convention)
(http://www.uncitral.org/uncitral/en/uncitral_texts/arb
itration/NY Convention.html). The New York Con-
vention has 145 signatory nations, all of which have
agreed to require their domestic courts to enforce for-
eign arbitration awards covered by its terms. The New
York Convention has been implemented in the United
States as part of the Federal Arbitration Act (FAA) (9
USC 8§8§201-208). California also has its own statutes
covering the recognition and enforcement of interna-
tional arbitrations. See CCP §§1297.11-1297.432.

Domestic and Non-Domestic
Arbitrations

What distinguishes an international arbitration
from a garden-variety domestic arbitration? The an-
swer to this question indicates whether the arbitration
award will benefit from the privileges and protections
of the New York Convention. The question amounts
to whether the country where enforcement is sought
considers the arbitration agreement (and any award
rendered based on that agreement) to be non-domestic
under that country’s implementation of the New York
Convention. The starting point for this analysis is the
language of the treaty itself.

The terms of the New York Convention expressly
apply to (1) “awards made in the territory of a State of
other than the State where the recognition and en-
forcement of such awards are sought,” and (2) “arbi-
tral awards not considered as domestic awards in the
State where their recognition and enforcement are
sought.” New York Convention, art 1(1). The first
proviso is reasonably clear: If the arbitration award
has been rendered outside the territory of the country
where enforcement is sought, the terms of the New
York Convention apply.

There is a general exception for arbitral awards
rendered in a country that is not one of the 145 signa-
tory countries to the New York Convention when a
signatory country has made a reservation for reciproc-
ity. See New York Convention, art 1(3). Signatory
countries have the right to exempt from the provisions
of treaty enforcement any award entered in a country
that is not a party to the New York Convention. The
United States has exercised that right. See New York
Convention Status at http://www.uncitral.org/uncitral/
en/uncitral_texts/arbitration/NY Convention_status.ht
ml.

The second proviso of the New York Convention,
which refers to arbitrations not considered “domestic”

in the country where enforcement is sought, leaves
open the possibility that an award may be considered
subject to the Convention’s terms even if the award is
rendered in the country where enforcement is sought.
For example, consider an arbitration in the United
States when the client corporation is a foreign corpo-
ration and the opponent is a U.S. domestic corpora-
tion. Not only will the arbitration take place in the
United States, counsel may intend to enforce any
award in the United States. Under those circum-
stances, the New York Convention looks to the law of
the country where the award was rendered to deter-
mine whether the award is or is not considered do-
mestic.

Implementing Statutes

Although the language of the New York Conven-
tion is the starting point, it does not entirely answer
the jurisdictional question because the treaty, which is
not self-executing, depends on the language of im-
plementing statutes in the signatory countries. In the
United States, the New York Convention has been
implemented by the Federal Arbitration Act (FAA)
(Title 9 of the USC). Chapter 1 of the FAA (9 USC
881-16) applies to domestic arbitrations; Chapter 2 (9
USC §8201-208) implements the New York Conven-
tion. Under 9 USC §202,

[a]n arbitration agreement or arbitral award arising out of a
legal relationship, whether contractual or not, which is con-
sidered as commercial, including a transaction, contract, or
agreement described in section 2 of this title, falls under the
Convention. An agreement or award arising out of such a
relationship which is entirely between citizens of the
United States shall be deemed not to fall under the Conven-
tion unless that relationship involves property located
abroad, envisages performance or enforcement abroad, or
has some other reasonable relation with one or more for-
eign states. For the purpose of this section a corporation is
a citizen of the United States if it is incorporated or has its
principal place of business in the United States.

Section 202 therefore sets forth two principal limi-
tations on the kinds of awards covered by the New
York Convention in the United States: (1) The nature
of the relationship leading to the arbitration award
must be commercial, and (2) there must be a signifi-
cant “foreign” element to the subject matter or to the
parties to the arbitration. Note that §202 states the
citizenship requirement in the negative. The New
York Convention’s terms do not apply if the agree-
ment or award arising out of the relationship is en-
tirely between citizens of the United States. Accord-
ingly, complete diversity of citizenship is not required
to gain jurisdiction under the New York Convention.
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Note also that there is no express requirement that
the arbitration award be rendered outside the United
States. As long as there is a sufficient “foreign” ele-
ment to the arbitration, it will be covered by the New
York Convention as implemented by the FAA, even if
the arbitration was held and the award rendered in the
United States. See Yusuf Ahmed Alghanim & Sons v
Toys R Us, Inc. (2d Cir 1997) 126 F3d 15 (dispute
involving two non-domestic corporations and one
U.S. corporation regarding conduct and performance
in Middle East falls under terms of Convention even
though arbitration held in United States); Jain v de
Mere (7th Cir 1995) 51 F3d 686, cert denied (1995)
516 US 914 (federal district court has power to com-
pel arbitration under FAA Chapter 2 because, even
though arbitration to take place in Illinois, New York
Convention applies because neither party to arbitra-
tion agreement is a United States citizen); Bergesen v
Joseph Muller Corp. (2d Cir 1983) 710 F2d 928 (New
York Convention and Chapter 2 of FAA apply to ar-
bitration award rendered in United States between two
foreign parties).

Under the United States’ implementation of the
New York Convention, territoriality (i.e., where the
award was rendered) is not dispositive of the question
of whether an award is covered by the Convention.
Even the citizenship of the parties is not dispositive as
long as there is a sufficient foreign element to the sub-
ject matter. Thus, even if the litigation is entirely be-
tween citizens of the United States and the award is
rendered in the United States, the award may still be
considered non-domestic if, e.g., the property or the
performance that is the subject of the dispute is lo-
cated abroad. See generally Fuller v Compagnie Des
Bauxites De Guinee (WD Pa 1976) 421 F Supp 938
(arbitration to be held in United States between two
citizens of United States fell under terms of New
York Convention when substantial performance under
subject contract was to take place in Guinea).

Reservations to the Convention

Counsel also should be aware of two “out” clauses
associated with the New York Convention. Article 1,
83 of the New York Convention gives signatory na-
tions the right to make two kinds of reservations.
First, signatory nations can restrict application of the
Convention to arbitrations seated in other signatory
states. This “reciprocity” reservation does not apply to
a party from a nonsignatory state as long as the seat of
the arbitration was in the territory of a signatory state.
The United States has made the reciprocity reserva-
tion. See New York Convention Status at
http://www.uncitral.org/uncitral/en/uncitral_texts/arbi
tration/N'Y Convention_status.html.

Second, signatory nations can restrict application
of the Convention to “commercial” matters. Nations
that adopt this reservation typically intend to exclude
criminal matters, family law matters, and noncom-
mercial torts. The United States has also made this
reservation. See New York Convention Status at http:
Ilwww.uncitral.org/uncitral/en/uncitral_texts/arbitrati
on/NY Convention_status.html.

[E]ven if the litigation is entirely between
citizens of the United States and the award
Is rendered in the United States, the award
may still be considered non-domestic if,
e.g., the property or the performance that
is the subject of the dispute is located
abroad.

If counsel believes that it will be necessary to en-
force an arbitration award in a jurisdiction outside the
United States, it will be important to determine
whether the jurisdiction of enforcement has any reser-
vations to the New York Convention, and further,
whether the subject matter of the arbitration is capable
of being settled by arbitration in the country of en-
forcement. For example, Norway’s reservation pro-
vides, in part, that “[t]his State will not apply the
Convention to differences where the subject matter of
the proceedings is immovable property situated in the
State, or a right in or to such property.” See footnote
(i) at http://www.uncitral.org/uncitral/en/uncitral_
texts/arbitration/NY Convention_status.html.

INTERNATIONAL ARBITRATIONS
UNDER FAA CHAPTER 2

Advantages

Comparing domestic to international arbitration,
there are two key advantages to falling under the
United States’ implementation of the New York Con-
vention in Chapter 2 of the Federal Arbitration Act (9
USC 88201-208): (1) original jurisdiction in the fed-
eral courts, and (2) more certain confirmation of an
arbitration award. As with everything else in litiga-
tion, the question of most importance to litigants is
whether the outcome is binding and enforceable. In
this regard, there are two important practical reasons
to care whether the arbitration award is considered
non-domestic under the FAA. First, unlike Chapter 1
(applicable to domestic arbitrations), Chapter 2 of the
FAA (applicable to non-domestic arbitration awards)
provides original subject matter jurisdiction in the
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federal courts, including the right to remove the mat-
ter from a state court. See 9 USC §203. This jurisdic-
tional benefit means that, unlike domestic arbitrations,
there is no need to find an independent basis for juris-
diction to get into federal court. Compare 9 USC §203
with Vaden v Discover Bank (2009) _ US __ , 173
L Ed 2d 206, 129 S Ct 1262, 1271 (“*As for jurisdic-
tion over controversies touching arbitration,” how-
ever, [Chapter 1 of] the Act is ‘something of an
anomaly’ in the realm of federal legislation: It ‘be-
stow[s] no federal jurisdiction but rather requir[es]
[for access to a federal forum] an independent juris-
dictional basis’ over the parties’ dispute.” (quoting
Hall Street Assocs., LLC v Mattel, Inc. (2008) 552 US
576, 581, 170 L Ed 2d 254, 128 S Ct 1396)).

Second, under 9 USC §207, a court must confirm
an international arbitration award as long as it does
not find “one of the grounds for refusal or deferral of
recognition or enforcement of the award specified in
the said [New York] Convention.” This language gen-
erally limits the grounds on which a court may refuse
enforcement to the seven specified in Article V of the
New York Convention:

(1) Party incapacity or invalidity of the agreement
of arbitration;

(2) Lack of due process in the appointment of arbi-
trators or conduct of the arbitration hearings;

(3) The award covers matters outside the scope of
the arbitration clause;

(4) Improper constitution of the arbitration tribu-
nal;

(5) The award has not yet become binding or is set
aside in the country or under the law under which the
award was made;

(6) The subject matter of the dispute is not capable
of settlement by arbitration in the country where en-
forcement is sought; and

(7) Enforcement would violate public policy of the
country where enforcement is sought.

New York Convention, Article V

Note that Article V of the New York Convention
provides that a signatory “may” refuse enforcement of
an award on the enumerated grounds. That is, al-
though enforcement of an international arbitration
award is mandatory unless a ground for refusal is pre-
sent, refusal to enforce an international arbitration
award when such a ground is present is permissive.
For example, suppose an arbitration award has not yet
become final and binding under the law of the country
in which the award was made because, e.g., a party to
the arbitration has filed an appeal or application to

vacate that award. In that circumstance, a court has
the discretion nonetheless to enforce the award. See
Europcar Italia v Maiellano Tours, Inc. (2d Cir 1998)
156 F3d 310 (district court has power to decide
whether to stay confirmation proceedings even if one
ground to stay or reject confirmation under New York
Convention was present; in this case, appeal was
pending in Italy, where arbitration award was ren-
dered).

The fact that a court may enforce an international
arbitration award even if grounds for refusal are pre-
sent reflects the pro-arbitration bias of the New York
Convention as implemented in Chapter 2 of the FAA.

It is generally, although not universally,
accepted that the location where an
international arbitration takes place gives
the courts of that location exclusive
jurisdiction over the supervision of the
arbitration.

IMPORTANCE OF THE LOCATION
(SEAT) OF THE ARBITRATION

In United States domestic arbitrations, there often
are fights over where the arbitration should take place.
Most of the fights have more to do with the conven-
ience of the venue to one of the parties than with any
material distinction in substantive rights. In most
cases, the procedural law of the particular state where
the domestic arbitration occurs is not nearly as out-
come-determinative as the substantive law to be ap-
plied to the parties’ transaction. Because substantive
law is usually independent of venue, the venue battle
has more to do with the issue of which party gets
dragged the farthest distance and is subjected to the
most inconvenience.

In international arbitrations, however, the “seat” of
the arbitration is of critical importance to the arbitra-
tion itself. The location (or seat) also determines how
readily domestic courts will interfere in an arbitration
proceeding and how easily an award may be vacated.
It is generally, although not universally, accepted that
the location where an international arbitration takes
place gives the courts of that location exclusive juris-
diction over the supervision of the arbitration. As a
result, the parties are generally limited in their ability
to forum shop for a court more likely to interfere in
pending arbitration proceedings. See URS Corp. v The
Lebanese Co. for the Development & Reconstruction
of Beirut Cent. Dist. SAL (D Del 2007) 512 F Supp 2d
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199 (United States district court refused to exercise
supervisory jurisdiction over arbitration when seat
was in France).

Consequences of the Location

There are two key issues arising out of the seat of
the arbitration. First, the arbitration becomes subject
to the so-called mandatory arbitration laws of the host
country. Those laws are the laws applicable to the
conduct of arbitrations in the country of the seat, in-
cluding laws concerning the procedures that must be
followed, regardless of what may appear in the par-
ties” arbitration agreement. Those laws therefore con-
stitute venue-driven limits on the parties’ autonomy.
For example, for arbitration agreements governed by
the FAA, the parties cannot design procedures that
permit substantive post-arbitration appeals to the
United States appellate courts. Hall Street Assocs.
LLC v Mattell (2008) 552 US 576, 170 L Ed 2d 254,
128 S Ct 1396 (parties are not permitted to expand
grounds for review under FAA by agreement, even if
expanded right of review was with district court’s ap-
proval). But see Cable Connection, Inc. v Directv,
Inc. (2008) 44 C4th 1334, 82 CR 229 (even after Hall
Street Assocs., California state law permits parties to
obtain judicial review of merits of arbitration awards
in California state courts by express agreement).

The second key issue concerns host country court
supervision of the arbitral proceedings. International
arbitrations having their seat in the United States will
be subject to domestic laws regarding vacating or set-
ting aside arbitration awards (i.e., Chapter 1 of the
FAA (9 USC §81-16)), even though they may meet
the requirements to be considered “non-domestic”
under the FAA. The procedures under Chapter 1 of
the FAA to vacate or set aside an award are applicable
to both domestic and international arbitrations sited in
the United States. See Yusuf Ahmed Alghanim & Sons
v Toys R Us, Inc. (2d Cir 1997) 126 F3d 15.

The rationale for permitting courts at the location
of the arbitration to apply domestic law to vacate or
set aside an international arbitration award is
grounded in Article V(1)(e) of the New York Conven-
tion. As noted above, that clause permits a court to
refuse enforcement if the award “has been set aside or
suspended by a competent authority of the country in
which, or under the law of which, that award was
made.” The consequence of this supervisorial author-
ity is that, for international arbitrations held in the
United States, the grounds to set aside, modify, or
vacate the award set forth in 9 USC §810-11 may be
applied in addition to the grounds for setting aside an
award under Article V of the New York Convention.
These grounds arise (9 USC §810-11):

(1) When the award was procured by corruption,
fraud or undue means;

(2) When there was evident partiality or corruption
in the arbitrators;

(3) When the arbitrators are guilty of misconduct in
refusing to postpone the hearing or hear relevant evi-
dence;

(4) When the arbitrators exceeded their powers or
failed to make a final and definite award;

(5) When there is an evident material miscalcula-
tion in the award;

(6) When the arbitrators awarded on a matter not
submitted to them; and

(7) When the award is otherwise imperfect in a
matter of form not affecting the merits and may be
modified or corrected.

These grounds to vacate an award may or may not
exist in other countries. The location of the seat of the
arbitration therefore can be dispositive of whether an
unhappy litigant will be successful in vacating an
award. If the award cannot be vacated at the seat un-
der the procedural law of that country, then the un-
happy litigant is left with only the grounds available
under the New York Convention for refusing en-
forcement at the location of enforcement, even if the
domestic law of the enforcing country might have
permitted the award to be vacated.

COMPELLING ARBITRATION UNDER
THE NEW YORK CONVENTION

As noted above, there are significant benefits to en-
forcement of an arbitration award if it is covered un-
der the FAA’s implementation of the New York Con-
vention. There is also a benefit to having the New
York Convention apply to a matter if it becomes nec-
essary to compel a reluctant party to arbitrate or to
prevent concurrent litigation in domestic courts. In
that regard, the New York Convention, Article 11(3)
provides:

The court of a Contracting State, when seized of an ac-
tion in a matter in respect of which the parties have made
an agreement within the meaning of this article, shall, at the
request of one of the parties, refer the parties to arbitration,
unless it finds that the said agreement is null and void, in-
operative or incapable of being performed.

This provision requires courts in signatory states to
stay or dismiss legal proceedings in favor of arbitra-
tion. Moreover, under the FAA, a federal court has
the power to order arbitration “whether that place is
within or without the United States.” 9 USC §206.
See also 9 USC 83 (stay of proceedings), which is
incorporated into Chapter 2 of the FAA by 9 USC
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8208 (residual application). There is no discretion
under the New York Convention to allow a domestic
court action to proceed to trial instead of arbitration.
Because federal courts have original jurisdiction with
respect to international arbitrations, a party to an arbi-
tration agreement can go directly to federal court to
seek an order to compel arbitration and to stay or
dismiss federal or state actions that fall within the
scope of the arbitration clause.

Note that the provisions of the New York Conven-
tion and Chapter 2 of the FAA are inconsistent with
the provisions of California state law (discussed be-
low) regarding domestic arbitrations. Under Califor-
nia law, California state courts have the power to stay
arbitration pending the outcome of related litigation if
any of parties in the related litigation are not subject
to an agreement to arbitrate. See CCP §1281.2(c).
However, these provisions by their terms apply to
domestic arbitrations and not to international arbitra-
tions.

The California International Arbitration and Con-
ciliation Act (CCP 881297.11-1297.432) addresses
international arbitrations. Code of Civil Procedure
81297.81 provides that

when a party to an international commercial arbitration
agreement as defined in this title commences judicial pro-
ceedings seeking relief with respect to a matter covered by
the agreement to arbitrate, any other party to the agreement
may apply to the superior court for an order to stay the pro-
ceedings and to compel arbitration.

This provision does not clearly mandate a stay; more-
over, it does not give the court express authority to
stay arbitration pending the outcome of litigation, as
does the California domestic arbitration statute (CCP
881280-1294.2). There is an easy way around this
problem, however. Under the FAA, a party to a state
court action has the right to remove the action to fed-
eral court, where the federal court will apply federal
arbitration law to stay pending litigation and order the
parties to arbitration. See 9 USC 88205, 206.

CALIFORNIA STATUTES REGARDING
INTERNATIONAL ARBITRATION

The Federal Arbitration Act does not generally
preempt the field of arbitration law. Instead, there is
concurrent jurisdiction for state courts and state law,
even with respect to non-domestic arbitrations, so
long as state law does not actually conflict with fed-
eral law promoting arbitration of disputes. Volt Inf.
Sciences v Stanford Univ. (1989) 489 US 468, 103 L
Ed 2d 488, 109 S Ct 1248. In that regard, the Supreme
Court recently held in AT&T Mobility LLC v

Concepcion (2011) 563 US __, 179 L Ed 2d 742,
that a state law that ““stands as an obstacle to the ac-
complishment and execution of the full purposes and
objectives of Congress’ [internal citation omitted] is
preempted by the FAA.” 179 L Ed 2d at 759 (FAA
preempts state law that barred arbitration clauses that
did not permit class-wide arbitration).

In California, as under federal law, there is one
statute governing domestic arbitrations (CCP §81280-
1294.2) and one governing non-domestic arbitrations
(the California International Arbitration and Concilia-
tion Act (CCP 881297.11-1297.432)). California law
makes clear that, except as otherwise provided, the
provisions for domestic arbitration and international
arbitration are mutually exclusive. See CCP §1297.17.

California’s international arbitration statutes define
an international arbitration to be one in which (CCP
§1297.13):

e The parties, at the time of the conclusion of the
agreement to arbitrate, had “their places of busi-
nesses in different states [i.e., countries]”; or

e One of the following is “outside the state [coun-
try] in which the parties have their places of busi-
ness”: (a) the place of arbitration; (b) the place
“where a substantial part of the obligations of the
commercial relationship is to be performed”; or
(c) “the place with which the subject matter of the
dispute is most closely connected”; or

e The parties “have expressly agreed that the sub-

ject matter of the arbitration . . . relates to com-
mercial interests in more than one state [coun-
try]”; or

e “[T]he subject matter of the arbitration . . . is oth-
erwise related to commercial interests in more
than one state [country].”

Note that California law has defined international ar-
bitrations very broadly. Indeed, California law even
allows the parties to stipulate that the subject matter
of the arbitration is international in nature (something
the parties cannot do under federal law).

With two exceptions, California’s international ar-
bitration statutes apply only if the place (seat) of arbi-
tration is in the State of California. See CCP
81297.12. One exception (Article 2 of Chapter 2) is
when a party seeks to compel arbitration and the asso-
ciated power to stay pending California state litiga-
tion. See CCP 88§1297.81-1297.82. The second ex-
ception (Article 3 of Chapter 2) applies if the parties
have not vested exclusive jurisdiction in the arbitra-
tors to rule on requests for interim or emergency re-
lief. In that circumstance, California state courts may
take such jurisdiction without the moving party being
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deemed to have waived jurisdiction by recourse to the
courts. See CCP §§1297.91-1297.95.

Consequences for Arbitrations in California

Aside from these two exceptions, there are two im-
portant consequences to the application of Califor-
nia’s international arbitration statutes only to arbitra-
tions held in California. First, as a matter of jurisdic-
tion, it is doubtful that a California statute could ex-
tend to arbitrations in which the seat is located, and
enforcement is sought, outside the state. Although it is
conceivable that parties could specify that the Cali-
fornia International Arbitration and Conciliation Act
procedures would apply to an arbitration with a seat
outside the state, courts with supervisory authority at
the seat of the arbitration would in all likelihood treat
California’s statutory provisions like any other set of
international arbitration rules. In effect, those rules
would be subject to the mandatory laws of the juris-
diction at the seat of the arbitration.

Second, California’s international arbitration stat-
utes were intended to make California an “arbitration-
friendly” venue to hold international arbitrations.
Unlike the FAA, the California international arbitra-
tion statutes set forth detailed default procedures for
the conduct of international arbitrations. See CCP
881297.11-1297.432. Parties are generally free to
deviate from the statutory default procedures. Further,
as a part of California’s statutory scheme, the proce-
dures mandate that “no court shall intervene [in a
pending arbitration] except where so provided in this
title, or applicable federal law.” CCP §1297.51. This
arbitration-friendly provision is designed to give
maximum authority to the arbitrators to resolve the
disputes before them (see “Competence-Competence”
discussion below)—a prerequisite for any jurisdiction
attempting to gain market share in international arbi-
trations.

Absence of Pro Hac Vice Provisions

There is, however, one difficulty. Since 1998, it
has been the law in California that attorneys who par-
ticipate in arbitrations as advocates are engaged in the
practice of law. Birbower, Montalbano, Condon &
Frank v Superior Court (1998) 17 C4th 119, 70 CR2d
304. Under CCP 81282.4, out-of-state attorneys are
allowed to participate in domestic arbitrations in Cali-
fornia if they follow a pro hac vice procedure set forth
in the statute. However, there is no equivalent proce-
dure for international arbitrations. Because, under
CCP 81297.17, California’s international arbitration
statutes supersede California law related to domestic
arbitrations, including CCP 81282.4, there is no

mechanism for an out-of-state lawyer to legally par-
ticipate in an international arbitration seated in Cali-
fornia.

Moreover, even if the pro hac vice provisions of
CCP 81282.4 could be applied to international arbitra-
tions, those provisions apply only to attorneys li-
censed to practice in another state, not in a foreign
country. Accordingly, the law as it now stands makes
it much more difficult for California to become a cen-
ter for international arbitration. Although California
attorneys can and do represent clients in international
arbitrations seated in, e.g., London, Paris, Hong
Kong, Switzerland, and elsewhere, there is no recip-
rocity for attorneys licensed in those jurisdictions to
represent clients in international arbitrations here.
Proponents of California as a center for international
arbitration are currently working with the state legis-
lature to provide a means for out-of-state and foreign
attorneys to participate in international arbitrations
seated in California. See, e.g., Caron & Harhay, A
Call to Action: Turning the Golden State into a Gold-
en Opportunity for International Arbitration, 28:2
Berkeley J Int’l Law 497 (2010).

Although California attorneys can and do
represent clients in international
arbitrations seated in, e.g., London, Paris,
Hong Kong, Switzerland, and elsewhere,
there is no reciprocity for attorneys
licensed in those jurisdictions to represent
clients in international arbitrations here.

DOCTRINE OF SEPARABILITY

Separability is an important doctrine in both do-
mestic and international arbitration. The doctrine of
separability is based on the concept that the agree-
ment to arbitrate is separate and apart, and thus sever-
able, from the remainder of the commercial relation-
ship of the parties. Even if an agreement to arbitrate is
included as one clause in a single integrated contract,
the doctrine of separability holds that the agreement
to arbitrate is considered to be an agreement inde-
pendent of the remaining terms of the contract, as if it
had been entered into in a completely separate docu-
ment. The United States Supreme Court has accepted
the doctrine of separability for arbitrations held in the
United States: “[A]s a matter of substantive federal
arbitration law, an arbitration provision is severable
from the remainder of the contract.” Rent-A-Center,
West, Inc. v Jackson (2010) _ US__ ,177LEd2d
403, 412, 130 S Ct 2772 (quoting Buckeye Check
Cashing, Inc. v Cardegna (2006) 546 US 440, 445).
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The major sets of international arbitration rules
have incorporated the doctrine of separability into
their terms. Rule 6(4) of the International Chamber of
Commerce (ICC) Rules of Arbitration (see http:/
www.iccwhbo.org/court/arbitration/id4199/index.html)
provides that

[ulnless otherwise agreed, the Arbitral Tribunal shall not
cease to have jurisdiction by reason of any claim that the
contract is null and void or allegation that it is non-existent,
provided that the Arbitral Tribunal upholds the validity of
the arbitration agreement. The Arbitral Tribunal shall con-
tinue to have jurisdiction to determine the respective rights
of the parties and to adjudicate their claims and pleas even
though the contract itself may be non-existent or null and
void.

The International Center for Dispute Resolution
(ICDR) Rules (http://www.adr.org/sp.asp?id=33994+#
INTERNATIONAL ARBITRATION RULES) have a
similar provision (ICDR Rule 15(2)):

The tribunal shall have the power to determine the exis-
tence or validity of a contract of which an arbitration clause
forms a part. Such an arbitration clause shall be treated as
an agreement independent of the other terms of the con-
tract. A decision by the tribunal that the contract is null and
void shall not for that reason alone render invalid the arbi-
tration clause.

The London Court of International Arbitration
(LCIA), Rule 23.1 (http://www.lcia.org/Dispute_
Resolution_Services/LCIA_Arbitration_Rules.aspx)
similarly provides that:

[a]n arbitration clause which forms or was intended to form
part of another agreement shall be treated as an arbitration
agreement independent of that other agreement. A decision
by the Arbitral Tribunal that such other agreement is non-
existent, invalid or ineffective shall not entail ipso jure the
non-existence, invalidity or ineffectiveness of the arbitra-
tion clause.

Finally, the United Nations Commission on Interna-
tional Trade Law (UNCITRAL) Arbitration Rule 23.1
(http://www.uncitral.org/uncitral/en/uncitral_texts/arb
itration/1976Arbitration_rules.html) provides that:

[a]n arbitration clause that forms part of a contract shall be
treated as an agreement independent of the other terms of
the contract. A decision by the arbitral tribunal that the
contract is null shall not entail automatically the invalidity
of the arbitration clause.

Separability Doctrine in Practice

The separability doctrine allows a party to chal-
lenge another provision of the contract or the contract
as a whole without preventing the court from ordering
the party to arbitrate the dispute, unless the challenge

goes specifically to the validity of the arbitration
agreement. The United States Supreme Court’s deci-
sion in Rent-A-Center holds that even if the parties
have challenged the validity of an agreement to arbi-
trate, the court may still order the parties to arbitrate
the dispute if the parties have agreed to arbitrate
“gateway” disputes of arbitrability. See Rent-A-
Center, West, Inc. v Jackson (2010) US| 177
L Ed 2d 403, 130 S Ct 2772.

Absent an express statement in the choice-
of-law clause that its terms also apply to
the arbitration agreement, it is generally
assumed that the parties intended for the
arbitration agreement to be governed by
the law of the seat.

The doctrine of severability or separability as
enunciated by the United States Supreme Court is the
same for both domestic and international arbitrations.
It prevents parties who resist arbitration from landing
every arbitration agreement in court by the simple
expediency of challenging the validity of the underly-
ing contract as a whole. Indeed, the doctrine of sepa-
rability applies when a party asserts that the contract
containing an arbitration clause is fraudulent or void
ab initio. Unless those claims go separately to the ex-
istence of the arbitration agreement, courts will re-
quire the dispute to be arbitrated. Thus, although
something of a fiction, the doctrine of separability is
very much pro-arbitration and is key to the efficient
operation of both domestic and international arbitra-
tions.

The doctrine of separability also comes into play in
international arbitration with respect to choice of law.
Because the agreement to arbitrate is considered an
agreement separate and apart from the remainder of
the contract governing the commercial relationship
between the parties, the substantive choice-of-law
provision governing the remainder of the contract
does not necessarily apply to the arbitration agree-
ment. Absent an express statement in the choice-of-
law clause that its terms also apply to the arbitration
agreement, it is generally assumed that the parties in-
tended for the arbitration agreement to be governed
by the law of the seat. Thus, if the contract declares
that it is to be interpreted according to the laws of one
country, but the arbitration clause requires the arbitra-
tion to take place in another country, the arbitration
law of the seat will govern the agreement to arbitrate
(instead of the law chosen to govern the substance of
the parties’ commercial relationship), unless the par-
ties have expressly agreed otherwise.
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Consequence of the Doctrine

The consequence of the separability doctrine is felt
most strongly in international arbitration because it is
very common for the seat of the arbitration to be unre-
lated to the parties or the commercial transaction. The
reason is that parties often select a neutral location to
arbitrate disputes where neither party can claim a
home field advantage. Thus, a French company and
an English company may choose to have their con-
tract governed by English law but agree to hold any
arbitration in New York. Unless English law is ex-
pressly made applicable to the “separate” agreement
to arbitrate, New York state and United States federal
arbitration law will apply to the terms of the arbitra-
tion clause. United States policies on court interfer-
ence in an arbitration proceeding will therefore apply
to the matter, even if an English court might have
taken a different approach under its arbitration laws.

DOCTRINE OF “COMPETENCE-
COMPETENCE”

For practitioners accustomed to handling domestic
arbitrations in the United States, perhaps the most
surprising difference between arbitrations seated in
the United States and those seated virtually anywhere
else in the world is the allocation of jurisdiction be-
tween courts and arbitration tribunals under the doc-
trine of “competence-competence.” The doctrine of
competence-competence, which is closely related to
the doctrine of separability, holds that arbitration tri-
bunals in the first instance have jurisdiction to deter-
mine their own jurisdiction over the subject matter or
the parties to the arbitration—including the existence
of the relationship giving rise to the arbitration. Tak-
ing the two most common jurisdictional issues, under
the doctrine of competence-competence, arbitration
tribunals thus have jurisdiction to consider (1)
whether a matter in dispute falls within the scope of a
particular arbitration agreement, and (2) whether a
particular party is subject to an arbitration agreement.

The rule in United States federal courts has been
very different. Under U.S. federal law, unless the par-
ties have expressly allocated the power to determine
the scope of an arbitration clause to the arbitrators, it
is for a court to determine whether a particular matter
falls within the terms of an arbitration agreement or
whether parties in fact entered into an agreement to
arbitrate. See First Options of Chicago, Inc. v Kaplan
(1995) 514 US 938, 944, 131 L Ed 2d 985, 115 S Ct
1920. Indeed, a party may even get an injunction
against a pending arbitration until the court deter-
mines whether the party has obligated itself to arbi-
trate the matter, on the theory that being required to

proceed to arbitration when not obligated to do is per
se irreparable harm. Masefield AG v Colonial Oil
Indus., Inc., (SD NY 2005) 2005 US Dist Lexis 6737
(citing Maryland Cas. Co. v Realty Advisory Bd. on
Labor Relations (2d Cir 1997) 107 F3d 979, 985).

Impact of Rent-A-Center Decision

The recent United States Supreme Court decision
in Rent-A-Center appears to chip away at what had
been a peculiarly American allocation of jurisdiction
through an extension of the separability doctrine. In a
5-4 decision, the Rent-A-Center court held that the
issue of unconscionability of an arbitration agreement
is for the arbitrator, not the court, to decide. Rent-A-
Center, West, Inc. v Jackson (2010) US|, 177
L Ed 2d 403, 130 S Ct 2772. In Rent-A-Center, the
claim of unconscionability was isolated to the parties’
arbitration agreement rather than the terms of their
overall employment relationship. The Supreme Court
nonetheless held that, because the unconscionability
claim challenged the arbitration agreement as a whole
instead of that part of the arbitration agreement that
delegated authority to the arbitrator to resolve gate-
way disputes, the jurisdictional dispute had to be re-
solved by the arbitrator. 177 L Ed 2d at 419.

The Rent-A-Center majority ruled that the clause in
the arbitration agreement dealing with the scope of
the arbitrator’s authority was severable from the rest
of the arbitration agreement. In that way, the majority
could assert that it was following Buckeye Check
Cashing, Inc. v Cardegna (2006) 546 US 440, 163 L
Ed 2d 1038, 126 S Ct 1204, in which the arbitration
agreement was severable from the underlying con-
tract: “In this case, the underlying contract is itself an
arbitration agreement. But that makes no difference.
Application of the severability rule does not depend
on the substance of the remainder of the contract.”
Rent-A-Center, 177 L Ed 2d at 413. Accordingly,
unless the challenge is specifically to the scope of the
arbitration agreement, it is for the arbitrator, not the
court, to decide the issue of unconscionability in the
first instance.

The Rent-A-Center majority’s extension of the doc-
trine of separability has gone a long way toward
adoption of the international view of competence-
competence with respect to the arbitrators’ jurisdic-
tion. Unless the parties have a specific challenge to
the scope of the arbitrator’s jurisdiction under the ar-
bitration agreement, it will be up to the arbitrators to
decide the issue of validity of the arbitration agree-
ment, i.e., to determine their own jurisdiction. Under
an arbitration agreement that expressly grants to the
arbitrators the jurisdiction to determine whether the
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agreement is valid, the arbitrators will have com-
petence to make that decision in the first instance.

The doctrine of competence-competence has been
enshrined in many of the sets of international arbitra-
tion rules. See, e.g., ICC Rules of Arbitration, Rule
6(2) (http://lwww.iccwbo.org/court/arbitration/id4199/
index.html):

[I]f any party raises one or more pleas concerning the exis-
tence, validity or scope of the arbitration agreement, the
Court may decide, without prejudice to the admissibility or
merits of the plea or pleas, that the arbitration shall proceed
if it is prima facie satisfied that an arbitration agreement
under the Rules may exist. In such a case, any decision as
to the jurisdiction of the Arbitral Tribunal shall be taken by
the Arbitral Tribunal itself.

See also ICDR Rules of International Arbitration Rule
15(1) (http://www.adr.org/sp.asp?id=33994#
INTERNATIONAL ARBITRATION RULES); LCIA
Rule 23.1 (http://www.lcia.org/Dispute_Resolution_
Services/LCIA_Arbitration_Rules.aspx); UNCITRAL
Rule 23.1 (http://www.uncitral.org/uncitral/en/uncit
ral_texts/arbitration/1976Arbitration_rules.html).

The California International Arbitration and Con-
ciliation Act also expressly adopts the rule of compe-
tence-competence. It provides that (CCP §1297.161):

The arbitral tribunal may rule on its own jurisdiction, in-
cluding ruling on any objections with respect to the exis-
tence or validity of the arbitration agreement, and for that
purpose, an arbitration clause which forms part of a con-
tract shall be treated as an agreement independent of the
other terms of the contract, and a decision by the arbitral
tribunal that the contract is null and void shall not entail
ipso jure the invalidity of the arbitration clause.

After Rent-A-Center, the old U.S. federal common
law rule of arbitration that a court, not an arbitrator,
decides threshold challenges to arbitration agreements
will largely be a thing of the past. Most agreements to
arbitrate either have a broad arbitration clause or in-
corporate by reference arbitration rules that expressly
allocate to arbitrators the gateway jurisdictional is-
sues. The doctrine of competence-competence found
outside the United States has therefore finally taken
root here.

DISCOVERY IN
INTERNATIONAL ARBITRATION

In U.S. domestic arbitrations, the parties often en-
gage in typical forms of litigation-style discovery,
including depositions, broad-ranging document de-
mands, and even interrogatories and requests for ad-
mission. Domestic arbitrators typically have subpoena
power to require third parties to produce documents

or to appear at depositions or arbitration hearings. In
that respect, U.S. domestic arbitrations have come to
resemble domestic litigation.

International arbitration has a different philosophy.
International arbitration has grown out of an attempt
to meld the different legal systems that exist interna-
tionally, including the civil law system (in which pre-
trial discovery is generally not permitted) and com-
mon law procedural methods. Even in common law
systems outside the United States, document discov-
ery is much more limited than under the broad U.S.
standard of discoverability, and depositions are un-
heard of. Although not prohibited by the New York
Convention or the FAA, U.S.-style discovery is al-
most universally not permitted in international arbitra-
tions when the seat is outside the United States. Even
if the seat of the arbitration is in the United States,
discovery is generally much more restricted.

Under the principle of party autonomy, the scope
of pre-hearing discovery is a procedural issue, largely
left to the rules agreed to by the parties. One of the
most common sets of rules used in the discovery and
evidentiary stages of international arbitration is the
IBA Rules on the Taking of Evidence in International
Arbitration (IBA Rules) (http://www.ibanet.org/
Publications/publications_IBA_guides_and_free_
materials.aspx). The IBA Rules are designed to be
used in conjunction with both institutional rules (e.g.,
the arbitration rules of the ICC, the ICDR, or the
LCIA) and ad hoc rules (e.g., the arbitration rules of
UNCITRAL or of the International Institute for Con-
flict Prevention and Resolution (CPR Institute)) for
conducting international arbitrations.

There is no provision in the IBA Rules for the tak-
ing of depositions, even testimonial depositions of
witnesses outside the subpoena power of the arbitral
tribunal. Further, with regard to production of docu-
ments, the IBA Rules set forth limitations on scope
such that with the permission of the arbitral tribunal a
party may only request (1) specifically identified
documents, or (2) “a description in sufficient detail
(including subject matter) of a narrow and specific
requested category of Documents that are reasonably
believed to exist.” IBA Rule 3(a)(ii). In addition, the
requesting party must state why the requested docu-
ments are “relevant to the case and material to its out-
come.” IBA Rule 3(a)(ii). Finally, the requesting
party must state (1) that it does not already have the
requested documents in its possession, or why it
would be unreasonably burdensome to produce them,
and (2) why the requesting party believes the respond-
ing party has the documents. IBA Rule 3(a)(ii). Al-
though the IBA Rules are not used in all international
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arbitrations, they give a good flavor of the limitations
on pre-hearing discovery available in this context.

Discovery Under the FAA
and California Law

The FAA is silent regarding the details of pre-
hearing procedures. However, for international arbi-
trations seated in the United States, 9 USC 87 applies
to permit courts to order third parties to produce
documents and appear as witnesses at arbitrations.
There is, however, a conflict among the courts regard-
ing whether the subpoena power included in §7 per-
mits tribunals to order pre-hearing discovery. Com-
pare Security Life Ins. v Duncanson & Holt, Inc. (8th
Cir 2000) 228 F3d 865, 870, with Life Receivables
Trust v Syndicate 102 (2d Cir 2008) 549 F3d 210.
When the seat of the arbitration is in a “no pre-
hearing discovery” jurisdiction, some practitioners try
to avoid the “no pre-hearing discovery” restriction by
requesting the arbitration tribunal to convene a hear-
ing specifically for the purpose of preserving testi-
mony or subpoenaing documents. It is an open ques-
tion whether “no pre-hearing discovery” jurisdictions
will countenance this artifice.

Like the FAA, the California International Arbitra-
tion and Conciliation Act provides little guidance to
tribunals on how much pre-hearing discovery is avail-
able to litigants. Although California’s statute does
not specifically mention document production or
depositions, it does provide for subpoenas to obtain
evidence. See CCP §1297.271. In contrast, Califor-
nia’s domestic arbitration rules do mention the right
to discovery and, indeed, make that right nonwaivable
in certain contexts. See CCP §81283, 1283.05.

E-Discovery in International Arbitration

The restricted approach to pre-hearing discovery in
international arbitration turns into active aversion
when it comes to production of electronically main-
tained documents. Although e-discovery is relatively
common in both U.S. courts and in domestic arbitra-
tion proceedings, it is very rare in international arbi-
trations. The international arbitration rules largely
ignore the issue. By default, they leave arbitration
tribunals with the power to fashion their own solu-
tions, although without much guidance. The newly
revised IBA Rules address the issue, by providing that
(IBA Rules §3(3))

in the case of Documents maintained in electronic form, the
requesting Party may, or the Arbitral Tribunal may order
that it shall be required to, identify specific files, search
terms, individuals or other means of searching for such
Documents in an efficient and economical manner.

HEARING PROCEDURES IN
INTERNATIONAL ARBITRATION

Practices with respect to the conduct of arbitration
hearings vary widely in the world of international ar-
bitration. In general, as long as there is basic due
process and the parties are treated with equality, the
parties and the tribunals are free to design their own
hearing procedures. This freedom makes it difficult to
identify distinctions between hearing procedures in
domestic and international arbitrations. Some gener-
alizations can be made, however. Although domestic
arbitrations in the United States more or less resemble
bench trials, with heavy reliance on direct and cross-
examination, international arbitrations may proceed
quite a bit differently, depending on the tribunal. It is
common in international arbitration for direct exami-
nation to be submitted in the form of written witness
statements, with the witness sitting for cross-ex-
amination and questions by the tribunal. Local prac-
tices may be applied to the scope and manner of ex-
amination, privilege issues, and admissibility of evi-
dence, with the result that even practitioners who
share the same common legal tradition, but come from
different countries, may have to make significant ad-
justments to their means and manner of presentation
at hearings. See Jacobs & Dasteel, American
Werewolves in London, 18(2) Arbitration Int’l 165
(Oct 2, 2002).

Recently, international tribunals have begun to ex-
periment with different ways of dealing with expert
evidence. The traditional model of having each expert
give testimony and then stand separately for cross-
examination has been challenged. Some tribunals and
parties have experimented with so-called “hot tub-
bing,” where opposing experts meet in advance of the
hearing to try to isolate their differences and then ap-
pear simultaneously at the hearing to explain those
differences and respond to questions. See Kao et al.,
Into the Hot Tub . . . A Practical Guide to Alternative
Expert Witness Procedures in International Arbitra-
tion, 44(3) Int’l Lawyer 1035 (Fall 2010).

In the end, the international arbitration rules typi-
cally leave the conduct of hearings entirely in the
hands of the tribunal, mandating only the most basic
due process requirements, e.g., the right to be repre-
sented by counsel, an opportunity to appear and pre-
sent evidence, and the right to timely notice of any
hearing. Beyond these basic requirements, interna-
tional tribunals are generally free to decide whether
and in what manner to receive testimony or docu-
ments.
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REQUIREMENT FOR A
REASONED AWARD

The last key issue in international arbitration is the
concept of a reasoned award. Most attorneys who
have arbitrated under the domestic American Arbitra-
tion Association rules have seen the standard form of
award, which merely states who won and how much.
The idea behind this short form of award was to create
a slender profile for appeal. It is hard to mount a claim
that an arbitrator has engaged in manifest disregard of
the law (to the extent U.S. courts still have access to
that ground) or has exceeded the scope of his or her
authority if all that a party has is a one-sentence
award. One-sentence awards are routinely upheld in
domestic arbitrations. See United Steelworks v
Enterprise Wheel & Car Corp. (1960) 363 US 593,
598, 4 L Ed 2d 1424, 80 S Ct 1358 (“Arbitrators have
no obligation to the court to give their reasons for an
award.”). But is the same true for international arbitra-
tions?

First, Article IV of the New York Convention pro-
vides three formal requirements to obtain recognition
and enforcement of an international arbitration award.
The party applying for recognition and enforcement
must supply (1) “the duly authenticated original
award or a duly certified copy thereof”; (2) “the origi-
nal agreement [to arbitrate] referred to in article 11 or a
duly certified copy thereof”; and (3) “if the said award
or agreement is not made in an official language of
the country in which the award is relied upon . . . a
translation of these documents into such language.”
New York Convention, Art IV, 881, 2. The New York
Convention’s terms do not require that the award in-
clude reasons.

Similarly, the Federal Arbitration Act does not re-
quire reasons for an award. Section 207 merely refers
back to the New York Convention for the grounds on
which the court may refuse enforcement. The only
additional ground for refusal added by the FAA is that
the application for confirmation of an award must be
brought within 3 years after the award was made. 9
USC §207.

Although neither the New York Convention nor the
FAA expressly requires a reasoned award, interna-
tional arbitration essentially requires a reasoned deci-
sion as a matter of practice. See Born, 2 International
Commercial Arbitration 2451. There are two reasons:
First, most countries outside the United States will not
enforce an award that does not include a reasoned
decision. See Born, 2 International Commercial
Arbitration at 2452. Many jurisdictions consider it an

essential element of the adjudicative process to pro-
vide reasons for a decision. See Born, 2 International
Commercial Arbitration at 2453. Accordingly, even
though there is no technical requirement under the
New York Convention or the FAA for a reasoned
award, failure to require a tribunal to issue a reasoned
award may mean that the award is not enforceable
outside the United States.

Second, most sets of international arbitration rules
require a reasoned award. See ICC Rule 25(2); LCIA
Rule 26.1; UNCITRAL Rule 34(3); ICDR Rule 27(2).
Indeed, the ICC arbitration rules not only require a
reasoned award but also require “scrutiny” of the
award by the ICC court before the award will be is-
sued to the parties. ICC Rule 27. Thus, as a practical
matter, even if a reasoned award is not technically
required for enforcement under U.S. law, the rules
adopted by the parties in an international arbitration
will likely require one. Under the California Interna-
tional Arbitration and Conciliation Act, unless the
parties otherwise agree, “[t]he arbitral award shall
state the reasons upon which it is based.” CCP
81297.313.

CONCLUSION

There are fundamental differences between interna-
tional arbitration and domestic arbitration. There is a
widely adopted international treaty, the New York
Convention, which requires signatory countries to
recognize and enforce covered arbitration awards. The
New York Convention has been implemented in the
United States by Chapter 2 of the Federal Arbitration
Act, a statutory scheme different from and parallel to
Chapter 1, which concerns domestic arbitrations. Cali-
fornia has its own dual statutory scheme separating
international arbitrations from domestic arbitrations.

The different statutory schemes mean that different
rules govern the procedures for enforcing or setting
aside an international arbitration award. These juris-
dictional distinctions may provide advantages for par-
ties seeking to enforce an arbitration clause or award.

The differences between domestic and international
arbitrations do not end with recognition and enforce-
ment, however. Arbitration procedures also reflect
key differences. As noted in this article, the concepts
of separability and competence-competence have spe-
cial application in the realm of international arbitra-
tion. In addition, practitioners should expect more
limitations on pre-hearing discovery and, in some
cases, no discovery at all may be permitted. Finally,
practitioners should make sure to request a “reasoned”
award in any international arbitration to reduce the
risk that a hard-won award will not be enforced.
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INTRODUCTION

Corporate acquisition transactions can take many
forms, including mergers, equity purchases, asset pur-
chases, and recapitalizations. Regardless of form,
many acquisitions are funded with a combination of
equity financing from the buyer and debt financing
from a lender or group of lenders identified by the
buyer. Especially in public company acquisition
transactions, there can be a long time-lag between
execution of the acquisition agreement and consum-
mation of the transaction, due to the need to satisfy
closing conditions such as antitrust clearance and
shareholder approval. Although lenders often provide
financing commitments at the time of signing of the
acquisition agreement, the commitments typically
have some conditions to their obligation to consum-
mate the financing. These conditions may include
contingencies not reflected in the acquisition agree-
ment, such as financial conditions applicable to the
business of the target company at closing. In the wake
of the 2008 financial crisis, one of the most hotly ne-
gotiated issues in leveraged acquisition transactions is
the allocation between the buyer and the seller of the
risk that the contemplated debt financing for the ac-
quisition fails to materialize between signing and
closing.

NOTE: The buyer in a corporate acquisition may be a
financial sponsor or strategic purchaser, or a
combination of one or more sponsors and strate-
gic purchasers. The buyer may include one or
more shell acquisition subsidiaries. The term
“seller” as used in this article includes not only
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the target company but also, to the extent applica-
ble, the target’s equity holders receiving consid-
eration in the transaction.

The allocation between buyer and seller of the risk
that an acquisition financing may not be obtained is
accomplished in part by provisions in the acquisition
agreement. These provisions may include (1) the
presence, or absence, of a financing condition to the
buyer’s obligation to close (and alternative provi-
sions, such as a reverse breakup fee), (2) the buyer’s
representation to the seller concerning the terms of its
committed debt financing, (3) the covenant of the
buyer to obtain financing, and (4) the covenant of the
seller to cooperate with the buyer in obtaining financ-
ing. The acquisition agreement also may include fi-
nancing-related provisions specific to the business of
the buyer or seller or to the transaction itself. In addi-
tion, in the wake of the litigation among buyers, sell-
ers, and lenders that occurred when acquisition fi-
nancing collapsed during the financial crisis, it has
become customary for lenders to seek in acquisition
agreements so-called “Xerox” provisions, intended to
mitigate the lenders’ risk of liability to the buyer for
failure to fund.

FINANCING CONDITIONS AND
REVERSE BREAKUP FEES

A financing condition is a condition to the buyer’s
obligation to close the acquisition that the buyer has
obtained the debt financing contemplated at the date
of signing the acquisition agreement, or alternative
debt financing on comparable terms. A “pure” financ-
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ing condition squarely allocates the risk of a failure of
the debt financing to the seller. If the debt financing
fails to materialize, the buyer’s obligation to con-
summate the acquisition is excused and the buyer has
an option to walk away from the deal without penalty.
The consequences to the seller of a failure of the debt
financing may include material economic loss. The
seller may not be able to obtain a price comparable to
the original price, and there is a risk of reputational
loss for a failed deal. Out-of-pocket expenses for the
seller may also be significant. For this reason, sellers
often resist a “pure” financing condition strongly, par-
ticularly in auction situations where sellers have many
alternative suitors.

Financing conditions that allocate the financing
risk completely to the seller as described above are
rare in the current public market. Indeed, a number of
recent public merger agreements have included lan-
guage specifically disclaiming any financing condi-
tion. A compromise approach that has become com-
mon in order to allocate the risk of a failure of the
debt financing between seller and buyer is the so-
called “reverse breakup fee.” A reverse breakup fee is
an amount payable to a prospective seller if the buyer
fails to consummate the acquisition due to conditions
specified in the acquisition agreement, which may
include the failure of the buyer’s proposed debt fi-
nancing. (In contrast, a traditional breakup fee is an
amount payable to a prospective buyer if the seller
fails to consummate the acquisition as a result of
specified conditions, such as the acceptance of an al-
ternative bid by the seller.)

In some deals, the reverse breakup fee is the sole
remedy for a financing failure, but the buyer retains a
potential remedy of specific performance or damages
for a willful or other type of breach. In other deals, the
reverse breakup fee is the sole remedy for any type of
breach by the buyer. The latter type of structure is
called a “pure option” reverse breakup fee, because, in
essence, it gives the seller an option to walk away
from the transaction for an agreed price.

The reverse breakup fee provisions need to be con-
sidered in the overall context of the other remedial
provisions of the acquisition agreement. Some deals
establish one level of reverse breakup fee for financ-
ing failures and another level for other types of
breaches, often including a higher amount for “will-
ful” breaches. It is important that the specific per-
formance, damages, and reverse breakup fee provi-
sions be drafted clearly and that their interaction con-
sistently reflects the parties’ intent. The Delaware
Chancery Court has held that a specific performance
remedy may be unavailable in light of conflicted con-
tractual provisions. See United Rentals, Inc. v RAM

Holdings, Inc. & RAM Acquisition Corp. (Del Ch
2007) 937 A2d 810.

In addition, in reviewing its remedies for a poten-
tial buyer breach or financing failure, the seller will
want to take into account the creditworthiness of the
buyer entity. In many leveraged transactions, the
buyer’s merger subsidiary and its direct owner (the
parties to the acquisition agreement) may be mere
shell entities with no assets at the time of execution of
the agreement. As a result, the seller will want to seek
a guaranty or other type of recourse to a creditworthy
entity.

A reverse breakup fee is an amount
payable to a prospective seller if the buyer
fails to consummate the acquisition due to
conditions specified in the acquisition
agreement, which may include the failure
of the buyer’s proposed debt financing.

BUYER’S FINANCING
REPRESENTATIONS

Representations Concerning
Financing Commitments

The buyer will be asked to make certain representa-
tions to the seller regarding its financing commitment
letters. As used in this article, the phrase “financing
commitment letters” includes one or more of the eg-
uity and debt commitment letters, the fee letter relat-
ing to the debt commitment, and (if applicable) any
engagement letter with respect to potential debt secu-
rities to be included in the debt financing. One of
these representations will be that the buyer has pro-
vided to the seller true, correct, and complete copies
of the applicable financing commitment letters. (See
Example 1, p 86.)

From the buyer’s perspective, the seller’s represen-
tation that it has provided to the buyer current copies
of its financing commitment letters is essential.
Whether there is a financing condition in the agree-
ment or not, the seller needs to be able to understand
how the conditions to the financing relate to the con-
ditions to the acquisition. The conditions to the debt
financing are usually the focus of most of the discus-
sion. Both buyer and seller will be incentivized to
make the conditions to the debt financing track as
closely as possible the conditions to closing in the
acquisition agreement. It is common, for example, for
the material adverse change condition in the debt fi-
nancing commitment to be conformed virtually word
for word to the material adverse change condition in
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Example 1:
Sample Buyer Financing Representation
(Availability of Commitment Letters)

Parent has delivered to the Company true,
correct and complete copies of the executed
commitment letters from Bank of America, N.A.,
Merrill Lynch, Pierce, Fenner & Smith Incorpo-
rated and Royal Bank of Canada, dated as of
the date hereof (the “Debt Commitment Letter”),
pursuant to which, and subject to the terms and
conditions thereof, the lender parties thereto
have committed to lend the amounts set forth
therein to Parent for the purpose of funding the
transactions contemplated by this Agreement
(the “Debt Financing”), and (ii) the executed
equity commitment letter, dated as of the date
hereof (the “Equity Commitment Letter” and,
together with the Debt Commitment Letter, the
“Financing Commitments”) from certain funds
affiliated with Apax Partners, L.P. (“Sponsor”)
pursuant to which Sponsor has caused such
funds to commit to invest the amounts set forth
therein (the “Equity Financing” and, together
with the Debt Financing, the “Financing”). The
Equity Commitment Letter provides, and will
continue to provide, that the Company is a third
party beneficiary thereof.

See Epicor Software Corporation, Current Report
on Form 8-K, Exhibit 2.1 (Agreement and Plan of
Merger dated as of April 4, 2011 between Eagle
Parent, Inc., Element Merger Sub, Inc., and Epicor
Software Corporation) (Epicor Merger Agreement),
Section 5.8(a), filed April 6, 2011, available at
http://www.sec.gov/Archives/edgar/data/891178/
000119312511090368/dex21.htm.

the acquisition agreement. Both buyer and seller will
focus on, and attempt to eliminate, conditions to the
debt financing that are not conditions to the acquisi-
tion (e.g., minimum EBITDA or other financial condi-
tions). So called “SunGard” provisions (limiting con-
ditionality in debt financing commitments with re-
spect to representations and warranties required for
closing, and with respect to certain collateral matters)
are common in the current market.

One particular point of contention in the financing
representation can be whether a redacted version of
the fee letter between the buyer and its lenders will be
disclosed to the seller, and what information will be
redacted. It has become customary in preparing acqui-
sition financing commitments to include in the fee
letters not only the amount of any fees payable to the

lenders, but also other potentially confidential provi-
sions. A key set of provisions often included in fee
letters are the so-called “market flex” provisions,
which give the lenders some flexibility to change pro-
visions of the financing commitment in connection
with the syndication of the debt. Because fee letters
are subject to confidentiality requirements, a buyer
will need to obtain its lenders’ consent for any disclo-
sure, which the lenders may be unwilling to provide.
At a minimum, they will insist on redaction of the fee
amounts. They may also redact certain of the market
flex provisions and other amounts. If the buyer has
entered into an engagement letter with an investment
bank to place a portion of the financing, the treatment
of confidential economic information may be similar
to that of the fee letter. (See Example 2, p 87.)

The seller, however, may request limited informa-
tion relating to market flex and the maximum amount
of fees payable under the commitment letter(s). The
market flex provisions of the fee letter give the lend-
ers flexibility on pricing and potentially other terms in
connection with syndication of the loans, but in re-
viewing these provisions, the seller will want to make
sure that they do not give the lenders the ability to
impose new conditions to the availability of the fi-
nancing at closing.

The buyer’s financing representation also normally
includes the following matters relating to the financ-
ing commitments:

e A representation with respect to the enforceability
of the financing commitment letters;

e A representation that, as of the date of the acquisi-
tion agreement, there has been no event that
would constitute a default under the financing
commitment letters;

e A statement that there are no contingencies to
funding the full amount of the financing, other
than as set forth in the financing commitment let-
ters;

e A representation that, assuming the full amount of
the financing is funded at closing, the buyer will
have sufficient funds to pay the acquisition con-
sideration, as well as any fees and expenses re-
quired to be paid in connection with the acquisi-
tion and the financing, and to pay amounts related
to refinancing of any outstanding indebtedness of
the seller contemplated by the acquisition agree-
ment and financing commitment letters.

Buyer’s Solvency Representation

Separate from the representation concerning the fi-
nancing commitments, it has become common in pub-
lic leveraged buyouts for the buyer to represent to the
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Example 2:
Sample Buyer Financing Representations
(Fee Letter and Engagement Letter)

Except for a fee letter and an engagement
letter (complete copies of which have been
provided to the Company with only the fee
amounts and certain economic terms of the
market flex (none of which would adversely
affect the amount or availability of the Debt
Financing if so required by the lenders party to
such letters) redacted), there are no side letters
or other agreements, contracts or
arrangements relating to the Financing
Commitments.

See Epicor Merger Agreement, Section 5.8(b), third
sentence.

Parent has delivered to the Company true,
correct and complete fully executed copies of
the commitment letter, dated as of the date
hereof, among Parent, Bank of America, N.A.
and Merrill Lynch, Pierce, Fenner & Smith In-
corporated, including all exhibits, schedules,
annexes and amendments to such agreement in
effect as of the date of this Agreement, and
excerpts of those portions of each fee letter and
engagement letter associated therewith that
contain any conditions to funding or “flex”
provisions (excluding provisions related solely
to fees) regarding the terms and conditions of
the financing to be provided thereby . . .

See Silgan Holdings Inc., Current Report on Form
8-K, Exhibit 2.1 (Agreement and Plan of Merger
dated as of April 12, 2011 between Silgan Holdings
Inc. and Graham Packaging Company Inc.) (Silgan
Merger Agreement), Section 3.02(s), filed April 18,
2011, available at http://www.sec.gov/
Archives/edgar/data/849869/000119312511101026
/dex21.htm.

on a consolidated basis or with respect to specific bor-
rower and guarantor entities—may be a condition to
the debt financing. The buyer may have more detailed
information available to it concerning the economics
of the financing than will the seller. In making the
solvency representation, the buyer will usually be able
to assume that the seller is in compliance with all of
its representations and warranties in the acquisition
agreement or at least the provisions relating to its fi-
nancial condition.

A key set of provisions often included in
fee letters are the so-called “market flex”
provisions, which give the lenders some
flexibility to change provisions of the
financing commitment in connection with
the syndication of the debt.

seller that the purchased enterprise will be “solvent”
after giving effect to the sale transaction and related
debt financing. Solvency is usually defined in a way
consistent with applicable state and federal fraudulent
transfer laws and in light of case holdings that certain
aspects of leveraged buyout transactions may be chal-
lenged as fraudulent transfers. The solvency definition
will therefore usually include not only a balance sheet
test but also tests to the effect that the entity will be
able to pay debts as they become due and that the en-
tity will not be left with unreasonably small capital.
Solvency—either of the seller’s enterprise as a whole

BUYER’S COVENANT TO
OBTAIN FINANCING

The buyer’s financing covenant contains the
buyer’s undertaking to use “reasonable best” efforts
(or “commercially reasonable” efforts, or a similar
formulation) to obtain the financing described in the
financing commitment letters. The additional provi-
sions of the covenant supplement and add detail to
this general undertaking. They often include the
buyer’s agreement not to permit any modification of
the terms of the financing commitments without the
seller’s consent, subject to certain exceptions (which
often include adding or replacing lenders, but not add-
ing any new conditions to funding or expanding the
existing conditions). Further, in the additional provi-
sions of the covenant, the buyer usually agrees to:

e Maintain the financing commitment letters in ef-
fect and comply with all obligations thereunder;

e Enter into definitive agreements for the debt fi-
nancing (sometimes within a specified number of
days of signing the acquisition agreement);

e Give notice to the seller if certain events (such as
default) occur under the financing commitment
letters; and

e Obtain alternative financing (generally, on terms
not materially less favorable to the buyer) if the
original financing contemplated by the financing
commitment letters becomes unavailable.

One component of the covenant to obtain the fi-
nancing under the financing commitment letters is
that the buyer generally agrees to use reasonable ef-
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forts (or a similar standard) to enforce its rights under

Example 3:

Sample Buyer Covenant to Enforce
Financing Commitments
(General Undertaking and
Enforcement of Commitment Language)

Parent shall use its reasonable best efforts to
take, or cause to be taken, all actions and to do,
or cause to be done, all things necessary,
proper or advisable to consummate and obtain
the Financing on the terms and conditions de-
scribed in the Commitment Letter, including
using best efforts to (i) maintain in effect the
Commitment Letter and, if entered into prior to
the Closing, the definitive documentation with
respect to the Financing contemplated by the
Commitment Letter (the “Definitive Agree-
ments”), . .. and (v) enforce its rights under the
Commitment Letter and Definitive Agreements
in the event of a breach by the Financing
Sources that impedes or delays the Closing,
including by seeking specific performance of
the parties thereunder if necessary, unless
Parent reasonably concludes that seeking spe-
cific performance is impracticable or not
reasonably likely to succeed under such cir-
cumstances. In the event that all conditions to
the Financing have been satisfied, Parent shall
use its reasonable best efforts to cause the
lenders and the other persons providing such
Financing to fund such Financing on the
Closing Date.

See Silgan Merger Agreement, Section 5.12(a)
(excerpted from first sentence).

The wording of the provision concerning the
buyer’s obligation to enforce its rights under the fi-
nancing commitment letters can be controversial. The
buyer will want the maximum flexibility in its rela-
tionship with its lenders. Accordingly, the buyer may
be hesitant to be overly specific in the acquisition
agreement about the actions it will take to enforce its
rights under the commitment letters.

SELLER’S FINANCING
COOPERATION COVENANT

In a leveraged buyout, the target’s assets and reve-
nue are used to support the acquisition financing. In-
deed, in a financial sponsor acquisition, the target’s
business may be the sole or primary source of re-
course for the acquisition lenders. Even if the buyer is

the commitment letters. (See Example 3, p 88.)

a strategic buyer, the target’s business likely will pro-
vide part of the credit support for any acquisition fi-
nancing. Accordingly, the buyer will seek a covenant
from the seller that it will cooperate with the buyer in
obtaining the buyer’s financing contemplated by the
financing commitment letters.

In the wake of the financial crisis, buyers have
been serving up significantly more detailed and exten-
sive requirements for the seller’s assistance with the
financing. This development is being driven in part by
lenders’ insistence on increasingly detailed syndica-
tion conditions in the financing commitment letters. It
also benefits the buyer by creating more “optionality”
in the acquisition agreement: If the buyer does not
want to close, it will look for covenant breaches by
the seller, which will allow it to terminate the acquisi-
tion agreement without paying the reverse breakup
fee. On the other hand, sellers seek to streamline their
cooperation covenant and define their obligations as
clearly as possible. As a result, these provisions are
heavily negotiated.

As in the case of the buyer’s covenant to obtain the
financing, the seller’s cooperation covenant begins
with a general statement of the seller’s obligation,
followed by specific agreements that supplement the
general undertaking. (See Example 4, below.)

Example 4:
Sample Seller Covenant to Cooperate With
Buyer in Obtaining Financing
(General Undertaking)

The Company shall, and shall cause its
Subsidiaries to, at the sole expense of the
Parent use its and their reasonable best efforts
to provide such cooperation as may be rea-
sonably requested by Parent in connection with
the financing of the Transactions, if any,
including . . ..

DPL Inc., Current Report on Form 8-K, Exhibit 2.1
(Agreement and Plan of Merger dated as of April
19, 2011 between DPL Inc., The AES Corporation,
and Dolphin Sub, Inc.) (AES Merger Agreement),
Section 5.13(a) (initial sentence/lead in), available
at http://lwww.sec.gov/Archives/edgar/data/874761/
000114420411023092/v219172_ex2-1.htm.

The list of specific seller undertakings often in-
cludes the seller’s agreement to, or in certain cases to
use “reasonable best” efforts (or “commercially rea-
sonable” efforts, or a similar formulation) to:
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o Participate in lender meetings, rating agency pres-
entations, and bond offering road shows, and pre-
pare related documents (bank book, rating agency
presentation, and bond offering documents);

o Execute definitive loan documents and certificates
(including a solvency certificate) for closing of
the financing; and

o Obtain auditor comfort letters and legal opinions.

The seller typically requires the buyer to indemnify
the seller for any actions taken in connection with
buyer’s financing and to reimburse the target for any
fees and expenses that it incurs by its compliance with
the cooperation covenant. The covenant also custom-
arily makes clear that the seller will not be liable for
any fees or expenses related to the financing unless
and until the acquisition closes.

Required Information and Marketing Period

Required Information

The financing cooperation covenant will often in-
clude an obligation of the seller to deliver “Required
Information” (sometimes called “Required Financial
Information”) to start the “Marketing Period.” The
intent of this covenant is to give the buyer a sufficient
period of time before the closing to syndicate its debt
financing, including (but not necessarily limited to)
any part of the debt financing consisting of a private
placement or public offering of securities. These two
definitions are often the most heavily negotiated of
the financing-related provisions in the acquisition
agreement.

In general, “Required Information” is the financial
information needed by the buyer to prepare an offer-
ing document for its debt financing. There is an im-
portant distinction between “Required Information”
(which must be provided before the closing of the
acquisition) and the other information and assistance
required by the cooperation covenant (which usually
requires only “reasonable efforts” or a similar stan-
dard to satisfy). For this reason, the seller will want to
move as many requirements as possible out of the
“Required Information” definition and into the gen-
eral provisions of the financing assistance covenant.
At a minimum, “Required Information” will usually
include financial statements and other financial data
required by Regulation S-X (17 CFR pt 210) and
Regulation S-K (17 CFR pt 239) of the Securities Act
of 1933 (Securities Act) (15 USC 8877a—77aa) for
registered offerings, of the type and form customarily
included in private placements under Rule 144A of
the Securities Act (17 CFR 8230.144A). Often it will
also include other information and data as necessary

to receive customary auditor comfort letters with re-
spect to the financial statements and other financial
data described above. The buyer will often request
that “Required Information” include information nec-
essary to prepare pro forma financial statements. The
seller may agree to include such information as “Re-
quired Information,” but will clarify that preparation
of the pro forma financial statements is the buyer’s
responsibility. There often are deal- and party-specific
carveouts and exceptions to the definition. (See Ex-
ample 5, p 90.)

Marketing Period

The “Marketing Period” ties to the buyer’s obliga-
tion to close the transaction. As usually defined, it is
the minimum number of days that must elapse before
closing to allow for marketing the buyer’s financing.
The basic length of the marketing period for many
transactions in the current market is 20 calendar or
business days. Many acquisition agreements will pro-
vide for a delay after execution of the agreement be-
fore the marketing period can begin, to give the buyer
time to prepare the bank book, rating agency presenta-
tion, and bond offering memorandum. The time pe-
riod of this delay may be tied to the expiration of the
go-shop period or the mailing of the proxy statement.
Depending on the time of year in which the acquisi-
tion agreement is signed, the marketing period may
also have a built-in delay for the winter holiday sea-
son or other seasonal events to account for the diffi-
culty of marketing debt during this time. For example,
the acquisition agreement may provide that if the
marketing period has not ended before Christmas, it
will not commence until after the new year.

In addition, the Marketing Period usually can begin
only after certain closing conditions in the acquisition
agreement are satisfied or waived. At a minimum,
these conditions include stockholder approval of the
deal, a bring-down of the seller representations (in-
cluding the representation that there has been no ma-
terial adverse change), and the absence of any injunc-
tion or law restraining or prohibiting consummation
of the acquisition. The buyer will seek to include ad-
ditional conditions, such as compliance with cove-
nants, obtaining regulatory or third party consents,
and delivery of certain certificates and affidavits. The
seller will often draft a notice provision in the acquisi-
tion agreement, enabling it to give notice to the buyer
that it believes in good faith that it has provided the
Required Information and that the Marketing Period
will be deemed to have commenced unless the buyer
objects in good faith within a specified time period.



90 Financing Provisions in Acquisition Agreements Summer 2011

CALIFORNIA BUSINESS LAW PRACTITIONER

Example 5:
Sample Definition of “Required
Information”

. all consolidated financial statements and
other pertinent information related solely to the
Company and the Company Subsidiaries re-
quired by the Financing Commitments and all
financial statements, financial data, audit re-
ports and other information related solely to the
Company and the Company Subsidiaries re-
qguired by Regulation S-X (other than Sections
3-10 and 3-16) and Regulation S-K under the
Securities Act and of type and form customarily
included in an offering memorandum pursuant
to Rule 144A under the Securities Act to con-
summate the offering(s) of debt securities con-
templated by the Financing Commitments, but
without the Company having to prepare sepa-
rate financial statements for any Company
Subsidiary or changing any fiscal period and (ii)
during the period commencing on the twenty-
third (23rd) Business Day immediately prior to
July 13, 2011, and ending on the filing of the
2011 10-K, preliminary financial results of the
Company and the Company Subsidiaries for the
fiscal year ended May 31, 2011, including a
preliminary consolidated balance sheet, prelimi-
nary income statement and preliminary cash
flow statement (and, if available, any prelimi-
nary audit adjustments and notes thereto) (all
such information in this clause (d), the "Re-
guired Financial Information"); provided, how-
ever, that Required Financial Information shall
not include, and Parent shall be solely
responsible for, the preparation of pro forma
financial information including, pro forma cost
savings, synergies, capitalization, ownership or
other pro forma adjustments desired to be
incorporated into any pro forma financial
information; provided, further, however, that
Required Financial Information shall not include
any of the information required by Items 10-14
of Form 10-K;

See Lawson Software, Inc., Current Report on
Form 8-K, Exhibit 2.1 (Agreement and Plan of
Merger by and among GGC Softward Holdings,
Inc., Atlantis Merger Sub, Inc. and Lawson Soft-
ward, Inc. dated as of April 26, 2011), Section
6.7(d), filed on April 26, 2011, available at
http://www.sec.gov/Archives/edgar/data/1344632/0
00104746911004086/a2203658zex-2_1.htm.
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The Marketing Period may also include triggers for
certain accounting-related events that will suspend the
Marketing Period, such as withdrawal of the audit
opinion with respect to any financial statements, an-
nouncement of a restatement of the seller’s financials,
a delay in SEC reporting, or the receipt of material
SEC comments on a disclosure document. The seller
should exercise caution, however, because these trig-
gers can work as a proxy for financial-related condi-
tions that would not otherwise cause a failure of a
closing condition. Because these conditions are not
typically included in the financing commitment let-
ters, the seller will argue that these conditions should
not delay or prevent the closing of the acquisition. If
the buyer’s debt financing includes a Rule 144A (or
other securities) offering component, the buyer will
often negotiate with its lenders for a committed bridge
loan to be available in the event that the securities
markets are unfavorable at the time of the closing.
The seller will expect such a bridge commitment and
will argue in the context of negotiating the Marketing
Period definition that the bridge loan is intended to be
a backstop to the securities offering.

The buyer also needs to ensure that the financial in-
formation provided does not go stale during the Mar-
keting Period. As a result, the definition often in-
corporates a provision that the Marketing Period will
not be deemed to have commenced if the financial
statements included in the Required Information
would be required to be updated under Regulation S-
X during the 20-day period in order to permit a regis-
tration statement using those financial statements to
be declared effective by the SEC.

DEAL-SPECIFIC FINANCING
PROVISIONS

In addition to the provisions discussed above, an
acquisition agreement may include specific financing-
related provisions concerning the particular buyer,
seller, or transaction. Examples of these provisions
include provisions relating to the disposition of con-
vertible debt securities, the seller’s cooperation with
respect to a preclosing tender offer for debt securities
of the seller, and the prepayment of the seller’s bank
debt. The buyer’s confidentiality obligations with re-
spect to nonpublic information of the seller will need
to be tailored to take into account the possible disclo-
sure of such information to prospective lenders as part
of the debt syndication process.

LENDER LIABILITY PROTECTION
PROVISIONS

In the wake of litigation relating to financing fail-
ures during the financial crisis (see, e.g., BT Triple
Crown Merger Co., Inc. v Citigroup Global Mkts.,
Inc. (NY Sup Ct 2008) 866 NYS2d 90; Hexion Spe-
cialty Chems., Inc. v Huntsman Corp. (Del Ch 2008)
965 A2d 715), acquisition lenders are concerned that
sellers may claim that any failure to fund committed
acquisition financing amounts to tortious interference
with the acquisition agreement and that lenders could
face potential tort liability. This liability might even
exceed the amount of any reverse breakup fee or
damages cap negotiated by the buyer in the acquisi-
tion agreement. The lawsuits potentially could be
brought in forums favorable to the seller (e.g., before
juries in the seller’s home state).

In response, acquisition lenders have developed the
so-called “Xerox” language to be included in the ac-
quisition agreement. (The language is referred to as
“Xerox” language because it first came to the mar-
ket’s attention when it was included in a 2009 merger
agreement among Xerox Corporation, Boulder Acqui-
sition Corp., and Affiliated Computer Services, Inc.
See http://www.sec.gov/Archives/edgar/data/
108772/000119312509199142/dex21.htm) The lan-
guage gives the lenders the benefit of any cap on
damages negotiated by the buyer. Some variant of the
Xerox language is now routinely included in public
acquisition agreements.

The Xerox provisions typically include the follow-
ing:

e The lenders have the benefit of any cap on dam-
ages negotiated by the buyer (so that if the reverse
breakup fee is the sole and exclusive remedy of
the seller under the acquisition agreement as
against the buyer, it is also the sole and exclusive
remedy as against the lenders);

o New York is the exclusive jurisdiction for any ac-
tion brought against the lenders in connection
with the acquisition;

e Buyer and seller waive any right to a jury trial;
and

e The lenders are express third-party beneficiaries
of these provisions.

CONCLUSION

Debt financing will continue to be an important
part of corporate acquisitions for the foreseeable fu-
ture. As long as debt remains an important source of
funding, sellers and buyers will continue to struggle
with minimizing, and allocating between themselves,
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the risk of a debt financing failure between signing
and closing. The outcome of this negotiation in any
particular transaction will depend in part on the nego-
tiating leverage of the parties and the nature of their
particular businesses. The typical representations,
warranties, and covenants that allocate the financing

risk in the acquisition agreement are complex and will
continue to evolve as creative buyers and sellers (and
their counsel) continue to improve and refine them.
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Raising Seed Capital from the Rest of Us: Addendum

Jennifer Kassan

The following case note, concerning the “risk capi-
tal” test for a security under California state law,
amends the author’s article, Raising Seed Capital
From the Rest of Us, 26 CEB Cal Bus L Prac 42
(Spring 2011).

In Silver Hills Country Club v Sobieski (1961) 55
C2d 811, 13 CR 186, some enterprising developers
bought land in Marin County to develop a country
club. To help pay construction costs, they sold charter
memberships in the club. The members would not
share in the profits or ownership of the club but would
have the right to use club facilities. Under the federal
definition, the memberships would not be securities
because the members joined the club to get the bene-
fits of membership, not for a financial return. How-
ever, the California Supreme Court found otherwise.

The court formulated a new test for a security un-
der former Corp C §25008 (now Corp C §25019): the
risk capital test. This test considers:

o Whether funds are being raised for a business
venture or enterprise;

e Whether the transaction is offered indiscrimi-
nately to the public at large;

e Whether the investors are substantially powerless
to effect the success of the enterprise; and

e Whether the investor’s money is substantially at
risk because it is inadequately secured.

The risk-capital test has since been adopted in some
form in more than 17 jurisdictions.

If the investment is sufficiently collateralized, how-
ever, or if the investor is actively involved in the ven-
ture, California courts will not consider the arrange-
ment a security. If an investor has an active and sub-
stantial participation in the venture and expects to
reap a profit from his or her own services, the invest-
ment generally will not be considered a security. Fox
v Ehrmantraut (1980) 28 C3d 127, 139, 167 CR 595;
People v Graham (1985) 163 CA3d 1159, 1168, 210
CR 318 (lack of managerial control on investor’s part
is key to identifying a security under risk-capital test).

Ms. Kassan acknowledges the assistance of Karan
Dhadialla in the preparation of this Addendum.
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