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NEGOTIATING THROUGH A SOURED ACQUISITION

By

Neal H. Brockmeyer, Los Angeles, CA”
Byron F. Egan, Dallas, TX
H. Lawrence Tafe, Boston, MA

INTRODUCTION

There is often a fair length of time that elapses between the signing of an acquisition
agreement and the closing of the transaction. A number of things can happen during that period that
will cause a buyer to have second thoughts about the transaction. For example, it might discover
material misstatements or omissions in the seller’ s representations and warranties, or events might
occur, such asthefiling of litigation or an assessment of taxes, that could result in amaterial liability
or, at thevery least, additional coststhat had not been anticipated. There may also be developments
that could seriously affect thetarget’ sfuture prospects, such asasignificant downturninitsrevenues
or earnings or the adoption of governmental regulations that could adversely impact the entire
industry in which the target operates.

The buyer initially will need to assess the potential impact of any such misstatement,
omission or event. If apotential liability can be quantified, the analysis will be somewhat easier.
However, the impact in many situationswill not be susceptible to quantification, making it difficult
to determine materiality and to assessthe extent of the buyer’ sexposure. Whatever the sourceof the
matter, the buyer may want to terminate the acquisition agreement or, alternatively, to close the
transaction and seek recovery fromthe seller. If it wantsto terminate the agreement, how strong is
its legal position and how great istherisk that the seller will dispute termination and commence a
proceeding to seek damages or compel the buyer to proceed with the acquisition? If the buyer wants
to close, could it be held responsible for the liability and, if so, what isthe likelihood of recovering
any resulting damage or loss against the seller? Will closing the transaction with knowledge of the
misstatement, omission or event have any bearing on the likelihood of recovering?

Thedilemmafacing abuyer under these circumstances seemsto be occurring more oftenin
recent years. Thiswas highlighted by the decision in IBP, Inc. v. Tyson Foods, Inc., 789 A.2d 14
(Del. Ch. 2001), in which the Court ruled that the buyer did not have a valid basis to terminate the
merger agreement and ordered that the merger be consummated. While this case was somewhat
unique and involved a merger of two publicly-held corporations, the same considerations will
generally apply to acquisitions of closely-held businesses. Thereislittle case law dealingwiththese
issuesin the context of an acquisition because, more often than not, the partieswill attempt to reach
a settlement rather than resorting to legal proceedings.

Messrs. Egan and Tafe served asCo-Chairs of the Asset Acquisition Agreement Task Force of the ABA Busness
Law Section’ sNegotiated Acquisitions Committee which prepared the ABA Model Asset Purchase Agreement
with Commentary, and Mr. Brockmeyer was a member of the Asset Acquisition Agreement Task Force.

-1-
3478819v1



Theissuesfacing the partiesin asoured acquisition will depend somewhat onthe structure of

the transaction and the wording of the acquisition agreement. Regardless of the wording of the
agreement, however, there are some situations in which abuyer can becomeresponsiblefor aseller’s
liabilities under successor liability doctrines. The analysis of these issues is somewhat more
complicated in the acquisition of assets, whether it bethe acquisition of adivision or the purchaseof
all the assets of a seller. The authors have therefore selected as the basis for the analysis a pre-
publication draft of the Model Asset Purchase Agreement, published by the American Bar
Association in 2001. The materials include:

(A)  Anoverview of the three basic forms of business acquisitions:

Q) Statutory business combinations (e.g., mergers, consolidations and share
exchanges);

(i)  Stock purchases; and
(i)  Asset purchases.

(B)  Introductory mattersconcerning the reasonsfor structuring thetransaction asan asset
purchase.

(C)  Adiscussionof the various successor liability doctrinesand some suggested meansof
minimizing the risk.

(D)  Aninitial draft of certain key provisions of an Asset Purchase Agreement which
focuses on the definition and solution of the basic issues in any asset purchase: (1) what
assets are being acquired and what liabilities are being assumed, (2) what assets and
liabilitiesare being left behind, (3) what arethe conditions of the obligations of the partiesto
consummate the transaction and (4) what are the indemnification obligations of the parties.
Whilethese mattersare always deal specific, some generalizationscan be madeand common
problems identified.

ALTERNATIVE STRUCTURES FOR SALES OF BUSINESSES

Theactual form of the sale of abusinesscan involve many variations. Nonetheless, thereare

many common threads involved for the draftsman. The principal segments of atypical agreement
for the sale of a business include:

D Introductory material (i.e., opening paragraph and recitals);
2 The price and mechanics of the business combination;

3 Representations and warranties of the buyer and seller;

4 Covenants of the buyer and seller;

5) Conditions to closing;
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(6) Indemnification;
(7)  Termination procedures and remedies,; and
(8 Miscellaneous (boilerplate) clauses.

There are many basic legal and business considerations for the draftsman involved in the
preparation of agreementsfor the sale of abusiness. Theseincludefederal income taxes; statesales,
use and transfer taxes; federal and state environmental laws; federal and state securities laws; the
accounting treatment; state takeover laws; problemsinvolving minority shareholders; the purchaser’s
liability for the seller’s debts and contingent liabilities; insolvency and creditors rights laws;
problemsin transferring assets (mechanical and otherwise); state corporation laws; stock exchange
rules, pension, profit-sharing and other employee benefit plans; antitrust laws; foreign laws;
employment, consulting and non-compete agreements;, union contacts and other labor
considerations; the purchaser’ s security for breach of representations and warranties; insurance; and
amyriad of other considerations.

There are three basic forms of business acquisitions:

(i)  Statutory business combinations (e.g., mergers, consolidations and share
exchanges);

(iff)  Purchases of shares; and
(iv)  Purchases of assets.

A. Mergers and Consolidations

Mergers and consolidations involve a vote of shareholders, resulting in the merging or
disappearance of one corporate entity into or with another corporate entity. Mergers and
consolidations can be structured to be taxable or non-taxable for federal income tax purposes.
Simply stated, if stock isthe consideration for the acquisition of the non-surviving corporation, the
merger can qualify asan“A” reorganization (Section 368(a)(1)(A) of the Internal Revenue Code of
1986, asamended (the“ Code’)). Thus, ashareholder of thetarget corporation receives stock inthe
purchasing corporation wholly tax-free. However, ashareholder of thetarget company who receives
only “boot” (i.e., consideration other than purchaser’s stock or other purchaser securities under
certain circumstances) is normally taxed as if the shareholder had sold his stock in the target
corporation in ataxable transaction. Generally stated, a shareholder who receives both stock and
boot is not taxed on the stock received but is taxed on the boot. The boot is taxed either as a
dividend or as a capital gain, but not in excess of the gain which would have been realized if the
transaction were fully taxable.

B. Purchases of Shares

Purchases of shares of the target company can likewise be handled on a taxable or non-
taxable basis. Inavoluntary stock purchase, the acquiring corporation must generally negotiatewith
each selling shareholder individually. An exception to this is a mechanism known as the “share
exchange” permitted by certain state business corporation statutes (see e.g. Texas Business
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Corporation Act Articles5.02 and 5.06) under which the vote of holders of the requisite percentage
(but lessthan all) of shares can bind all of the shareholdersto exchange their shares pursuant to the
plan of exchange approved by such vote.

Generally speaking, if the purchasing corporation acquiresthe stock of thetarget corporation
solely in exchange for the purchaser’s voting stock and, after the transaction the purchasing
corporation owns stock inthetarget corporation possessing at least 80% of the target’ svoting power
and at least 80% of each class of the target corporation’s non-voting stock, the transaction can
qualify as atax-free “B” reorganization. See 8368(a)(1)(B) of the Code.

Note that one disadvantage of an acquisition of the target corporation’s stock is that the
purchasing corporation doesnot obtain a“step-up” inthe basis of the target corporation’ s assets for
tax purposes. If the stock acquisition qualifies as a “qualified stock purchase” under 8338 of the
Code (which generally requires ataxable acquisition by a corporation of at least 80% of the target
corporation’ sstock within a 12-month period), an el ection may be madeto treat thestock acquisition
as a taxable asset purchase for tax purposes. However, after the effective repeal of the General
Utilitiesdoctrine, discussed infra, 8338 elections are seldom made unlessthe target isamember of a
group of corporations filing a consolidated federal income tax return (or, since 1994, an S
corporation) and the seller(s) agreeto a 8338(h)(10) election which causesthe seller to bear the tax
on the deemed asset sale, since the present value of the tax savingsto the buyer from a stepped-up
basisin target’s assets is less than the corporate-level tax on the deemed asset sale.

C. Asset Purchases

Generally speaking, asset purchases feature the advantage of specifying the assets to be
acquired and the liabilities to be assumed. A disadvantage involved in asset purchases in recent
years, however, has been the repeal, pursuant to the Tax Reform Act of 1986, of the so-called
General Utilities doctrine. Prior to then, the Code generally exempted a “C” corporation from
corporate-level taxation (other than recapture) on the sale of its assetsto athird party in connection
with a complete liquidation of the corporation and the distribution of the proceeds to its
shareholders. After theeffectiverepeal of the General Utilitiesdoctrine, a“C” corporétiongenerally
recognizes full gain on a sale of assets even in connection with a complete liquidation. Thus, if a
purchasing corporation buysthetarget’ sassetsand thetarget corporation liquidates, thetarget paysa
corporate-level tax on itsfull gain from the sale of its assets (not merely the recaptured items). The
shareholders of the target aretaxed asif they had sold their stock for the liquidation proceeds (less
the target’s corporate tax liability). Absent available net operating losses, if the sale isagain, the
General Utilities doctrine repeal thus makes an asset sale less advantageous for the shareholders.

Generally speaking, for a non-taxable acquisition of assets, the purchaser must acquire
“substantially all” of thetarget’ sassetssolely in exchange for the voting stock of the purchaser. See
§368(a)(1)(C) of the Code. Basically, a “C” reorganization is disqualified unless the target
distributes the purchaser’s stock, securities and other properties it receives, as well as its other
properties, in pursuance of the plan of reorganization.

There are a number of other tax requirements applicable to tax-free and taxable
reorganizations, too numerousto cover in this outline.
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.  WHETHER TO DO AN ASSET PURCHASE

An acquisition might be structured as an asset purchase for avariety of reasons. It may be
theonly structurethat can be used when anoncorporate seller isinvolved or wherethe buyer isonly
interested in purchasing a portion of the company’ s assets or assuming only certain of itsliabilities.
If the stock of acompany iswidely held or it is likely that one or more of the shareholders will not
consent, a sale of stock (except perhaps by way of a statutory merger or share exchange) may be
impractical. In many cases, however, an acquisition can be structured as a merger, a purchase of
stock or a purchase of assets.

Asageneral rule, often it will be in the buyer’s best interests to purchase assets but in the
seller’s best interests to sell stock or merge. Because of these competing interests, it isimportant
that counsel for both parties be involved at the outset in weighing the various legal and business
considerationsin an effort to arrive at the optimum, or at least an acceptable, structure. Some of the
considerationsare specific to the businessin which acompany engages, somerelateto theparticular
corporate or other structure of the buyer and the seller and others are more general in nature.

Set forth below are some of the more typical matters to be addressed in evaluating an asset
purchase as an alternative to a stock purchase or a merger or a share exchange (“statutory
combination”).

A. Purchased Assets

Asset transactions are typically more complicated and more time consuming than stock
purchases and statutory combinations. In contrast to a stock purchase, the buyer in an asset
transaction will only acquire the assets described in the acquisition agreement. Accordingly, the
assets to be purchased are often described with specificity in the agreement and the transfer
documents. The usual practice, however, is for buyer’s counsel to use a broad description that
includes all of the seller’s assets, while describing the more important categories, and then to
specifically describe the assets to be excluded and retained by the seller. Often excluded are cash,
accounts receivable, litigation claims or claims for tax refunds, personal assets and certain records
pertaining only tothe seller’ sorganization. This putsthe burden on the seller to specifically identify
the assets that are to be retained.

A purchase of assets also is cumbersome because transfer of the seller’ s assetsto the buyer
must be documented and separate filings or recordings may be necessary to effect thetransfer. This
oftenwill involve separatereal property deeds, lease assignments, patent and trademark assignments,
motor vehicle registrations and other evidences of transfer that cannot smply be covered by a
general bill of sale or assignment. Moreover, these transfers may involve assets in a number of
jurisdictions, all with different forms and other requirements for filing and recording.

B. Contractual Rights

Among the assetsto betransferred will bethe seller’ srightsunder contractspertainingto its
business. Oftenthese contractual rights cannot be assigned without the consent of other parties. The
most common examples are leases that require consent of the lessor and joint ventures or strategic
alliancesthat require consent of thejoint venturer or partner. This can be an opportunity for thethird
party to request confidential information regarding the financial or operational capability of the
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buyer and to extract concessions in return for granting its consent. This might be avoided by a
purchase of stock or astatutory combination. However, some courts have held that amerger violates
anonassignment clause. See, e.g., PPG Indus,, Inc. v. Guardian Indus. Corp., 597 F.2d 1090 (6th
Cir. 1979). At least onecourt held that such aviolation occurred in amerger wherethe survivor was
the contracting party. See SQL Solutions, Inc. v. Oracle Corp., 1991 WL 626458 (N.D. Cal. 1991).
Leases and other agreements often require consent of other parties to any change in ownership or
control, whatever the structure of the acquisition. Many government contracts cannot be assigned
and require a novation with the buyer after the transaction is consummated. This can pose a
significant risk to a buyer.

Asset purchases also present difficult questions about ongoing coverage for risks insured
against by the seller. Most insurance policiesare, by their terms, not assignable and a buyer may not
be able to secure coverage for acts involving the seller or products it manufactures or services it
rendersprior totheclosing. See, e.g., Henkel Corp. v. Hartford Accident & Indem. Co., 29 Cal. 4th
934 (2003), in which the California Supreme Court held that, where a successor’s liability for
injuries arose by contract rather than by operation of law, the successor was not entitled to coverage
under a predecessor’s insurance policies because the insurance company had not consented to the
assignment of the policies. For an analysis of the Henkel decision and a discussion of decisionsin
other jurisdictions, seeLesser, Tracy and McKitterick, M&A Acquirors Beware: When You Succeed
totheLiabilitiesof a Transferor, Don’t Assume (at Least, in California) that the Existing Insurance
TransfersToo, V111 Deal Points(The Newsletter of the ABA Bus. L. Sec. Committee on Negotiated
Acquisitions) 2  (No. 3, Fall 2003), which  can be found a
http://www.abanet.org/buslaw/negacg/newsletter/2003/08_03.pdf.

C. Governmental Authorizations

Transfer of licenses, permits or other authorizations granted to a seller by governmental or
guasi-governmental entities may berequired. 1n some cases, an application for atransfer or, if the
authorization is not transferable, for a new authorization, may involve hearings or other
administrative delaysin additionto therisk of losing the authorization. Many businesses may have
been “ grandfathered” under regulatory schemes, and are thereby exempted from any need to make
costly improvementsto their properties; the buyer may losethe “grandfather” benefitsand be subject
to additional compliance costs.

D. Assumed Liabilities

Animportant reason for structuring an acquisition asan asset transaction isthedesireon the
part of a buyer to limit its responsibility for liabilities of the seller, particularly unknown or
contingent liabilities.

Unlike astock purchase or statutory combination, wherethe acquired corporationretainsall
of its liabilities and obligations, known and unknown, the buyer in an asset purchase has an
opportunity to determine which liabilities of the seller it will contractually assume. Accordingly,
one of the most important issues to be resolved is what liabilities incurred by the seller prior to the
closing are to be assumed by the buyer. It israre in an asset purchase for the buyer not to assume
some of the seller’ sliabilitiesrelating to the business, as for example the seller’ s obligations under
contractsfor the performance of servicesor the manufacture and delivery of goodsafter the closing.
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Most of the seller’ s liabilitieswill be set forth in the representations and warranties of the seller in
the acquisition agreement and in the seller’ sdisclosure letter or schedules, reflected in the seller’s
financial statements or otherwise disclosed by the seller in the course of the negotiations and due
diligence. For theseknown liabilities, theissue asto whichwill be assumed by the buyer and which
will stay with the seller isreflected in the express terms of the acquisition agreement.

For unknown liabilities or liabilities that are imposed on the buyer as a matter of law, the
solution is not so easy and lawyers spend significant time and effort dealing with the allocation of
responsibility and risk in respect of such liabilities. Many acquisition agreements provide that none
of theliabilitiesof the seller, other than those specifically identified, are being assumed by the buyer
and then give examples of the types of liabilities not being assumed (e.g. tax, products and
environmental liabilities). There are, however, some recognized exceptionsto a buyer’ s ability to
avoid the seller’ s liabilities by the terms of the acquisition agreement, including the following:

. Bulk sales laws permit creditors of a seller to follow the assets of certain types of
sellersinto the hands of a buyer unless specified procedures are followed.

. Under fraudulent conveyance or transfer statutes, the assets acquired by the buyer
can bereached by creditorsof the seller under certain circumstances. Actual fraudis
not required and a statute may apply merely where the purchase price is not deemed
fair consideration for the transfer of assetsand the seller is, or isrendered, insolvent.

. Liabilities can be assumed by implication, which may be the result of imprecise
drafting or third-party beneficiary arguments that can leave a buyer with
responsibility for liabilities of the seller.

. Some statetax statutes provide that taxing authorities can follow the assetsto recover
taxes owed by the seller; often the buyer can secure awaiver fromthe state or other
accommodation to eliminate this risk.

. Under some environmental statutes and court decisions, the buyer may become
subject to remediation obligations with respect to activities of aprior owner of real
property.

. In some states, courts have held buyers of manufacturing businessesresponsible for

tort liabilities for defectsin products manufactured by aseller whileit controlled the
business. Similarly, some courts hold that certain environmental liabilities pass to
the buyer that acquires substantially all the seller’ sassets, carrieson the businessand
benefits from the continuation.

. The purchaser of abusiness may have successor liability for the seller’ sunfair labor
practices, employment discrimination, pension obligations or other liabilities to
employees.

. In certain jurisdictions, the purchase of an entire business where the shareholders of

the seller become shareholders of the buyer can cause asale of assetsto betreated as
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a “de facto merger.” This theory would result in the buyer assuming all of the
seller’sliabilities.

None of these exceptions prevents a buyer from attempting to limit the liabilities to be
assumed. Thus, either by compliance with a statutory scheme (e.g. the bulk sales laws or Sate tax
lienwaiver procedure) or by careful drafting, aconscientious buyer can take comfort inthe fact that
most contractual provisions of the acquisition agreement should be respected by the courts and
should protect the buyer against unforeseen liabilities of the seller.

It isimportant to recognizethat in asale of assetsthe seller retains primary responsibility for
satisfying all itsliabilities, whether or not assumed by the buyer. Unlike asale of stock or agtautory
combination, where the shareholders may only be liable to the buyer through the indemnification
provisions of the acquisition agreement, acreditor still can proceed directly against the seller after an
asset sale. If the seller is liquidated, its shareholders may remain subject to claims of the seller’s
creditorsunder statutory or common law principles, although this might be limited to the proceeds
received on liquidation and expire after a period of time. Under state corporate law statutes, a
seller’ sdirectors may become personally liableto itscreditorsif the seller distributesthe proceedsof
asale of assets to its shareholders without making adequate provision for its liabilities.

In determining what liabilitiesand businessrisksareto be assumed by the buyer, thelawyers
drafting and negotiating the acquisition agreement need to be sensitive to the reasons why the
transaction is being structured as a sde of assets. |If the parties view the transaction as the
acquisition by the buyer of the entire business of the seller, as in a stock purchase, and the
transaction is structured as a sale of assets only for tax or other technical reasons, then it may be
appropriate for the buyer to assume most or al liabilities, known and unknown. If instead the
transaction is structured asa sale of assetsbecausethe seller hasliabilitiesthe buyer doesnot want to
assume, then the liabilities to be assumed by the buyer will be correspondingly limited.

A buyer may be concerned about successor liability exposure and not feel securein relying
on the indemnification obligations of the seller and its shareholdersto make it whole. Under these
circumstances, it might also require that the seller maintain in effect its insurance coverage or seek
extended coverage for preclosing occurrences which could support these indemnity obligations for
the benefit of the buyer.

E. Income Taxes

In most acquisitions, the income tax consequences to the buyer and to the seller and its
shareholders are among the most important factorsin determining the structure of the transaction.
The shareholders will prefer a structure that will generate the highest after-tax proceeds to them,
while the buyer will want to seek ways to minimize taxes after the acquisition. The ability to
reconcile these goals will depend largely on whether the seller isa C or an S corporation or is an
entity taxed as a partnership.

In ataxable asset purchase, the buyer’ stax basisin the purchased assets will be equal to the
purchase price (including assumed liabilities). An important advantage to the buyer of an asset
purchaseistheability to allocate the purchase price among the purchased assets on an asset-by-asset
basis to reflect their fair market value, often increasing the tax basis from that of the seller. This
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“step-up” in basis can allow the buyer greater depreciation and amortization deductionsinthefuture
and less gain (or greater loss) on subsequent disposition of those assets. (In the case of an S
corporation, the same result may be achieved by a buyer purchasing stock and making a joint
election with the selling shareholders under Section 338(h)(10) of the Codeto treat the purchase of
stock as a purchase of assets.)

A significant disadvantage of an asset sale to a C corporation and its shareholders results
fromtherepeal, asof January 1, 1987, of the so-called General Utilitiesdoctrine. Thisdoctrine had
exempted a C corporation from corporate-level taxation (other than recapture) on the sale of its
assets to a third party at a gain followed by a complete liquidation and the distribution of the
proceedsto its shareholders. With the repeal of the General Utilities doctrine, a C corporation will
generally recognize gain on a sale of assets to athird party or on the in-kind distribution of its
appreciated assets in a complete liquidation. Thus, if a buyer purchases assets and the seller
liquidates, the seller will recognize gain or loss on an asset-by-asset basis, which will be treated as
ordinary income or loss or capital gain or loss, depending on the character of each asset. However,
corporations do not receive the benefit of alower rate on long term capital gains, and the gains can
be taxed at arate as high as 35%. Its shareholdersthen will betaxed asif they had sold their stock
for the proceedsreceived in liquidation (after reduction by the seller’ scorporatetax liability). Gain
or lossto the shareholdersis measured by the difference between the fair market value of the cashor
other assets received and the tax basis of the shareholders’ stock.

Absent available net operating losses, the repeal of the General Utilities doctrine can make
an asset transaction significantly less advantageous for the shareholders of a C corporation. A sale
of stock would avoid this“doubletax.” However, abuyer purchasing stock of a C corporation will
obtain a stepped up basis only in the stock, which is not an asset it would be able to amortize or
depreciate for tax purposes, and the buyer generally would not want to succeed to the seller’s
presumably low tax basis in the acquired assets.

Thetax treatment to the seller and its shareholdersin an S corporation’s sale of assetswill
depend upon the form of consideration, the relationship of the tax basis in the seller’s assets (the
“insidebasis’) to thetax basis of its shareholdersin their stock (the“outside basis’), whether thereis
“built-in gain” (i.e., fair market value of assets in excess of tax basis at the effective date of the S
corporation election) and whether the seller’s S status will terminate. Generally, the amount and
character of thegain or loss at the corporate level will passthrough to the shareholders and be taken
into account ontheir individual tax returns, thereby avoiding a“doubletax.” However, the purchase
price will be allocated among the S corporation’ s assets and, depending on the relationship of the
inside basis and the outside basis, the amount of the gain or loss passed through to the shareholders
for tax purposes may be more or less than if the same price had been paid for the stock of the S
corporation. Sincethe character of the gain asordinary income or capital gain is determined by the
nature of the S corporation assets, the sale of assetsby an S corporation may create ordinary income
for the shareholders as compared to the preferred capital gain generated by a stock sale. An S
corporation that was formerly a C corporation also must recognize “built-in gain” at the corporate
level, generally for tax years beginning after 1986, on assetsthat it held at the time of itselection of
S status, unless ten years have elapsed since the effective date of the election.

The preceding discussion relates to federal income taxes under the Code. Special
consideration must be given to state and local tax consequences of the proposed transaction.
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F. Transfer Taxes

Many state and local jurisdictionsimpose sales, documentary or similar transfer taxesonthe
sale of certain categories of assets. For example, a sales tax might apply to the sale of tangible
personal property, other than inventory held for resale, or adocumentary tax might be required for
recording a deed for the transfer of real property. In most cases, these taxes can be avoided if the
transaction isstructured asa sale of stock or astatutory combination. Responsibility for payment of
thesetaxesis negotiable, but it should be noted that the seller will remain primarily liablefor thetax
and that the buyer may have successor liability for them. It thereforewill be in each party’ sinterest
that these taxes are timely paid.

State or local taxes on real and personal property should also be examined, because there
may be a reassessment of the value for tax purposes on transfer. However, this can also occur ina
change in control resulting from a sale of stock or a merger.

G. Employment |ssues

A sale of assets may yield more employment or labor issues than a stock sale or statutory
combination, becausethe seller will typically terminate its employees who may then be employed by
the buyer. Boththe seller and buyer runtherisk that employee dislocationsfromthe transition will
result in litigation or, at the least, ill will of those employees affected. The financial liability and
risks associated with employee benefit plans, including funding, withdrawal, excise taxes and
penalties, may differ depending onthe structure of the transaction. Responsibility under the Worker
Adjustment and Retraining Notification Act (“ WARN Act”) can vary betweenthe parties, depending
upon whether the transaction is structured as an asset purchase, stock purchase or statutory
combination. Inastock purchase or statutory combination, any collective bargaining agreements
generally remain in effect. 1nan asset purchase, the statusof collective bargaining agreementswill
depend upon whether the buyer isa“successor,” based on the continuity of the business and work
force or provisions of the seller’s collective bargaining agreement. If it is a successor, the buyer
must recognize and bargain with the union.

V. SUCCESSOR LIABILITY

A. Background

Inany acquisition, regardless of form, one of the most important issuesto beresolved iswhat
liabilities incurred by the seller prior to the closing are to be assumed by the buyer. Most of such
liabilities will be known -- set forth in the representations and warranties of the seller in the
acquisition agreement and in the exhibits thereto, reflected in the seller’s financial statements or
otherwise disclosed by seller to buyer in the course of the negotiations and due diligence in the
acquisition. For such known liabilities, the issue as to which will be assumed by the buyer and
which will stay with the seller is resolved in the express terms of the acquisition agreement and is
likely to be reflected in the price. For unknown liabilities, the solution is not so easy and lawyers
representing principalsin acquisition transactions spend significant time and effort dealing with the
allocation of responsibility and risk in respect of such unknown liabilities.

While all of the foregoing would pertain to an acquisition transaction in any form, the legal
presumption as to who bears the risk of undisclosed or unforseen liabilities differs markedly
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depending upon which of the three conventional acquisition structures has been chosen by the
parties.

. In a stock acquisition transaction, since the acquired corporation simply has new
owners of its stock and has not changed in form, the corporation retains all of its
liabilities and obligations, known or unknown, to the same extent as it would have
been responsible for such liabilities prior to the acquisition. In brief, the acquisition
has had no effect whatsoever on the liabilities of the acquired corporation.

. In amerger transaction, where the acquired corporation is merged out of existence,
all of itsliabilities are assumed, as a matter of state merger law, by the corporation
which survives the merger. Unlike the stock acquisition transaction, a new entity
will beresponsible for theliabilities. However, the practical result isthe sameasina
stock transaction (i.e. the buyer will have assumed all of the preclosing liabilities of
the acquired corporation as a matter of law).

. By contrast, in an asset purchase, the contract between the parties is expected to
determine which of the assets will be acquired by the buyer and which of the
liabilitieswill beassumed by the buyer. Thus, thelegal presumptionisvery different
from the stock and merger transactions: the buyer will not assume liabilities of the
selling corporation which the buyer has not expressly agreed to assume by contract.

There are anumber of businessreasonsfor structuring an acquisition as an asset transaction
rather than asamerger or purchase of stock. Some aredriven by the obvious necessities of the deal;
e.g., if lessthan all of the assets of the business are being acquired, such as when one acquires a
divisionof alarge corporation. However, thereisprobably no moreimportant reason for structuring
an acquisition as an asset transaction than the desire on the part of the buyer to limit by express
provisions of a contract the liabilities - particularly unknown or contingent liabilities - which the
buyer does not intend to assume.

As previously discussed in these materials, there have been some recognized exceptionsto
the buyer’ s ability to avoid seller’ sliabilities by the terms of an acquisition agreement between the
seller and the buyer. One of the exceptionsisthe application of various successor liability doctrines
that may cause a buyer to be responsible for product, environmental and certain other liabilities of
the seller or its predecessors.

B. Successor Liability Doctrines

During the past two decades, the buyer’s level of comfort has dropped somewhat. During
that period, courts have developed some theories which require buyers to be responsible for seller
preclosing liabilities in the face of express contractual language in the asset purchase agreement to
the contrary. In addition, since the early 1980's federal and state statutes have imposed strict
liability for certain environmental problemson parties not necessarily responsible for causing those
problems. Thesedevelopments, particularly inthe areasof product liability, labor and employment
obligations and environmental liability, have created problems for parties in asset purchase
transactions. The remainder of this section will briefly describe the principal theories of successor
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liability and will address some of the techniques which lawyers have used to deal with those
problems.

1 De Facto Merger

Initially, the de facto merger theory was based upon the notion that, while atransaction had
been structured as an asset purchase, the result looked very much like a merger. The critical
elementsof adefacto merger werethat the selling corporation had dissolved right away and that the
shareholdersof the seller had received stock inthe buyer. These two facts made theresult look very
much likeamerger. Thetheory was applied, for example, to hold that dissenters rightsgranted by
state merger statutes could not be avoided by structuring the transaction asan asset sale. Whilethis
may have pushed an envelope or two, the analysis was nonetheless framed within traditional
common law concepts of contract and corporate law. However, the de facto merger doctrine was
expanded in 1974 to eliminate the requirement that the corporation dissolve and, more importantly,
to introduce into the equation the public policy consideration that if successor liability were not
imposed, a products liability plaintiff would be left without aremedy. In balancing the successor
company’s interest against such a poor plaintiff, the plaintiff wins. Knapp v. North American
Rockwell Corp., 506 F.2d 361 (3rd Cir. 1974).

The elements of a de facto merger were set forth about 10 years after the Knapp case in
Philadelphia Electric Co. v. Hercules, Inc., 762 F.2d 303 (3rd Cir. 1985):

. There is a continuation of the enterprise of the seller corporation, so that there isa
continuity of management, personnel, physical location, assetsand general business
operations.

. Thereisacontinuity of shareholderswhich results when the purchasing corporation

pays for the acquired assetswith shares of itsown stock, this stock ultimately coming
to be held by the shareholders of the seller corporation so that they become a
constituent part of the purchasing corporation.

. The seller corporation ceases its ordinary business operations, liquidates and
dissolves as soon as legally and practically possible.

. The purchasing corporation assumes those obligations of the seller ordinarily
necessary for the uninterrupted continuation of normal business operation of the
seller corporation.

In 1995 the United States District Court for the Eastern District of Pennsylvania applied the
doctrine of de facto merger to find successor liability for environmental costs. SmithKline Beecham
Corp. v. Rohm and Haas Co., No. 92 - 5394, 1995 WL 117671 (E.D. Pa March 17, 1995). The
Court indicated that all four elements of de facto merger set forth in Hercules did not have to be
present (although in this case all four factors were found). In addition the Court determined that
Pennsylvanialaw does not require that the seller’ sformer shareholderstake control over thebuyer in
order to satisfy the continuity of ashareholder factor above-mentioned. The Third Circuit reversed
the Digtrict Court and held that the defacto merger doctrinewould not apply in the circumstancesof
thiscase. Thefactsof SmithKline Beechamwere somewhat unusual. Beecham had bought assetsof
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a company from Rohm and Haas in 1978. Rohm and Haas had given an indemnification to
Beecham for all liabilities prior to the closing and Beecham indemnified Rohm and Haas for
liabilitiesfollowing the 1978 transaction. Rohm and Haas in turn had bought the company in 1964 -
also in an asset transaction. The District Court had held that the 1964 transaction satisfied the de
facto merger rule which meant that Rohm and Haas would be liable for the prior owner’s unknown
liabilities and therefore those pre-1964 liabilities would be swept up in the indemnification which
Rohm and Haas had givento Beecham 14 yearslater. On appeal the Third Circuit determined that in
the 1978 indemnification provision, Rohm and Haas did not intend to include liabilities prior to its
ownership initsindemnification of Beecham. SmithKline Beecham Corp. v. Rohmand HaasCorp.,
89 F.3d 154 (3rd Cir. 1996). Thusthe Third Circuit made the following determinations:

Inthis case, the parties drafted an indemnification provision that excluded successor
liability. SKB and R & H choseto define ‘Business’ and limit its meaning to New
Whitmoyer. Under these circumstances, we believe it was not appropriate for the
district court to apply the de facto merger doctrine to alter the effect of the
indemnification provision.

But where two sophisticated corporations drafted an indemnification provision that
excluded the liabilities of a predecessor corporation, we will not use the de facto
merger doctrine to circumvent the parties' objective intent.

TheThird Circuit’ sreasoning suggeststhat if two partiesintend that successor liability shall
not obtain, the Court will respect those intentions. If thisisso, the opinion seriously underminesthe
very basis of the de facto merger doctrine— that a court will use the doctrineto impose liability on
the successor in spite of the express intentions of the parties in an asset purchase agreement to the
contrary. SeeTafe, The defacto Merger Doctrine Comesto Massachusetts Wherein The Exception
to the Rule Becomes the Rule, Boston Bar Journal (November/December 1998).

More recently, the U.S. Court of Appeals for the Second Circuit in Cargo Partner AG v.
Albatransinc.,  F.3d__ ,2003U.S. App. LEXIS 24692 (2d Cir. 2003), a case involviing a suit
over trade debt, ruled that, without determining whether all four factors discussed above need to be
present for there to be ade facto merger, acorporation that purchases assetswill not be liable for a
seller’ scontract debtsunder New Y ork law absent continuity of ownership which “isthe essence of
amerger.” It cited a New York case, Fitzgerald v. Fahnestock & Co., 286 A.D. 2d 573, 730
N.Y.S.2d 70 (2001), in which the court had stated that not all of the four elements are necessary to
find a de facto merger.

Some states have endeavored to legislatively repeal the de facto merger doctrine. See, for
example, Texas Business Corporation Act Article 5.10B, which provides that in relevant part that
“[a] disposition of any, all, or substantially all, of the property and assets of acorporation. . . (1) is
not considered to be a merger or conversion pursuant to this Act or otherwise; and (2) except as
otherwise expressly provided by another statute, does not make the acquiring corporation, foreign
corporation, or other entity responsible or liable for any liability or obligation of the selling
corporation that the acquiring corporation, foreign corporation, or other entity did not expressly
assume.” See Egan and Huff, Choice of Sate of Incorporation --Texas versus Delaware: Isit Now
Time to Rethink Traditional Notions?”, 54 SMU Law Review 249, 287-290 (Winter 2001).
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2. Continuity of Enterprise

Asabove noted, the de facto merger doctrine has generally been limited to instances where
there isa substantial identity between stockholders of seller and buyer - a transaction which looks
like a merger in which the selling corporation has gone out of existence and its stockholders have
received stock of the buyer. 1n 1976 the Michigan Supreme Court took the defacto merger doctrine
a step further and eliminated the continuing stockholder requirement. In Turner v. Bituminous
Casualty Co., 397 Mich. 406 (1976), the Court was dealing with a transaction in which the
consideration was cash, rather than stock, and the Court concluded that this fact alone should not
produce a different result from that which would obtain under a de facto merger analysis if the
consideration had been stock. Under this “continuity of enterprise’ test, successor liability can be
imposed upon findingsof (1) continuity of the outward appearance of the enterprise, itsmanagement
personnel, physical plant, assets and general business operations; (2) the prompt dissolution of the
predecessor following the transfer of assets, and (3) the assumption of those liabilities and
obligations necessary to the uninterrupted continuation of normal business operations. These are
essentially the same ingredients which support the de facto merger doctrine - but without the
necessity of showing continuity of shareholder ownership.

3. Product Line Exception

In 1977 Californiatook aslightly different tack in holding a successor liable in a products
liability case. InRayv. Alad Corp., 560 P.2d 3 (Cal. 1977), the buyer had acquired essentially all of
the seller’ s assets including plant, equipment, inventories, trade name, goodwill, etc. and had also
employed all of itsfactory personnel. The buyer continued to manufacture the samelineof products
under the seller’ s name and generally continued the seller’ s business as before. Successor liability
was found by the California Supreme Court:

A party which acquiresa manufacturing business and continuesthe output of itsline
of products under the circumstances here presented assumes strict tort liability for
defectsin units of the same product line previously manufactured and distributed by
the entity from which the business was acquired.

Therationalefor thisdoctrine had moved along way fromthe corporate statutory merger analysisof
the de facto merger doctrine. The Court determined that the plaintiff had no remedy against the
original manufacturer by reason of the successor’ sacquisition of the business and consequent ability
of the successor to assume the original manufacturer’s risk. The Court also determined that the
responsibility of the successor to assume the risk for previously manufactured product was
essentially the price which the buyer had paid for the seller’s goodwill and the buyer’s ability to
enjoy the fruits of that goodwill. See also Ramirez v. Amsted Industries, Inc., 431 A.2d 811 (N.J.
1981).

4. Choice of Law

Of those stateswhich have considered theissuesdirectly, more have rejected the product line
exception than have embraced it. However, because choice of law principles, especially inthearea
of product liability, may find the law of astatein which an injury occursto be applicable, the reach
of those states which have embraced either the product line exception or the narrower continuity of
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interest doctrine may be beyond their respective borders. See generally Ruiz v. Blentech
Corporation, 89 F.3d 320 (7" Cir. 1996); Nelson v. Tiffany Industries, 778 F.2d 533 (9" Cir. 1985).

5. Environmental Statutes

In 1980 the federal Superfund law was enacted - Comprehensive Environmental Response,
Compensation and Liability Act of 1980 (“CERCLA”). Inthe years since the enactment of that
statute, environmental issues have become a central - and often dominant - feature of acquisitions.
Moreover, increating liability of acurrent owner for the costs of cleaning up contamination caused
by aprior owner, the statute effectively preempted the ability of abuyer to refuse to accept liability
for the sins of the seller or seller’s predecessor. Unlike the theories discussed above which might
impose successor liability on abuyer if certain facts appeal to certain courts, CERCLA determined
that every buyer would be liable for certain environmental liabilitiesregardless of the provisions of
any acquisition agreement or any common law doctrines or Sate statutes.

In addition to CERCLA, a number of states have enacted Superfund-type statutes with
similar provisionsto CERCLA. Further, asindicated above, the de facto merger and continuity of
enterprise doctrines have been applied in environmental cases in states where courts have adopted
one or more variations of those themes.

6. Federal Common Law/ERISA

In Brend v. Sames Corporation, 2002 WL 1488877 (N.D.lll. 2002), an asset purchase
agreement expressly provided that the buyer was not assuming any liability under seller’s“top hat”
plan, an unfunded deferred compensation plan for selected executives of seller. Following federal
common law rather than state law, the Court held that the buyer could be liableif (1) it knew of the
claim (which was evidenced by the express non-assumpon wording in the asset purchase
agreement) and (2) there was substantial continuity of the business.

Both the buyer and seller were public corporations that continued to exist after the
transaction, which involved the sale of adivision of seller. No stock of buyer wasissued to seller or
itsshareholdersin the transaction, and no employee of seller became an officer or director of buyer.
Seller ultimately commenced Chapter 7 bankruptcy proceedings. The former executives of seller
sued on asuccessor liability theory seeking ajudicial declarationthat buyer wasliable under the “top
hat” contracts.

Although the “top hat” plan was exempt from most of the provisions of the Employee
Retirement Income Security Act of 1974 (“ ERISA™), the former executives sought to enforce their
rights under ERISA since under Illinois common law “[t]he well-settled general rule is that a
corporation that purchases the assets of another corporationis not liablefor thedebtsor liabilities of
the transferor corporation,” subject to certain traditional exceptions. The Court noted that
“[s]uccessor liability under federal common law isbroader . . . . [and] allows lawsuitsagaingt evena
genuinely distinct purchaser of a business if (1) the successor had notice of the claim before the
acquisition; and (2) there was ‘substantial continuity’ in the operation of the business before and
after the sale.” 1n so holding, the Court followed decisions applying the federal common law of
successor liability to multiemployer plan contribution actions. See Upholsterers Int’| Union
Pension Fund v. Artistic Furniture, 920 F.2d 1323 (7" Cir. 1990); Moriarty v. Svec, 164 F.3d 323
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(7" Cir.1998). The opinion was rendered on cross motions for summary judgment by the former
executives and buyer, and in denying both motions the court wrote:

The evidence submitted precludes summary judgment against either party,
but is insufficient to enter summary judgment for either party. It isundisputed that
ITW [buyer] acquired “substantial assets’ of Sames [seller]. But the evidence
submitted by the parties does not tell us enough about what actually happened after
the Purchase Agreement was executed to permit us to fully analyze whether I TW
continued the operations of the Binks Business [the acquired division] “without
interruption or substantial change.” Weknow that the Purchase Agreement provided
for ITW’shiring of former Sames employees, but we do not know how many or what
percentage of former Sames employees became employeesof I TW or whether these
employees performed the same jobs, in the same working conditions, for the same
supervisors. Thereisno evidenceregarding the production processesor facilities, or
whether ITW made the same products or sold to the same body of customers.
Additionk (absent) relevant evidence would address whether there was a stock
transfer involving atype of stock other than common stock, and the exact makeup of
the companies’ officers and directors before and after the sale.

C. Some Suggested Responses

1. Analysis of Transaction

Thefirst step in determining whether a proposed asset purchase will involve any substantial
risk of successor liability isto analyze the facts involved in the particular transaction in light of the
developments of the various theories of successor liability above discussed. It isclear that product
liability and environmental liability pose the most serious threats as virtually all of the significant
developments in the law of successor liability seem to involve either product liabilities or
environmental liabilities.

€)] Product Liability

It may well be that the company whose assets are the subject of the transaction will not have
any product liability problem by reason of the nature of itsbusiness. Moreover, even if thecompany
to be acquired does sell products that create some potential liability issues, in the course of due
diligence the buyer may be able to make some reasonable judgmentswith respect to the potential for
problems based upon the past history of the selling company. A buyer might also be abletorely on
insurance, on an occurrence basis if previously carried by the seller and on a claims-made basisin
respect of insurance to be carried by the buyer. 1t may also be possible to acquire a special policy
relating only to products manufactured by the seller prior to the closing and to build in the cost of
that policy to the purchase price.

(b) Environmental

On the environmental front, a similar analysis must be made. There are obviously some
typesof businesseswhich present very high-risk situationsfor buyers. Asabove notedthereareboth
federal and state statutes which will impose liabilities on successors regardless of the form of the
transaction. At the sametime, the SmithKline Beecham case confirms that the doctrine of de facto
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merger may well cause a successor to be subject to much greater liability than would be imposed
directly by CERCLA or other statutes. Accordingly, theduediligence onthe environmental front, in
additionto all of the customary environmental analysesdonein any asset purchase, may well require
an analysis of prior transactions and prior owners.

(©) Applicable Laws

In addition to analyzing the particular facts which might give rise to successor liability for
either productsor environmental concerns, one should obviously also review the lawswhich might
be applicable if a successor liability issue wereto arise. While choice-of-law problems may deny
100% comfort, it isafact that the more expansive doctrines of successor liability above mentioned
have been adopted by arelatively small number of states and it may well be that in any particular
transaction one can determinethat therisk of such doctrines applying inthe aftermath of aparticular
acquisition transaction is very low.

2. Structure of Transaction

If atransactionislikely to be subject to one or more of the doctrines of successor liability, it
might be possible to structure the asset purchase in the manner which avoids one or more of the
factors upon which courts rely in finding successor liability. In all likelihood the business
considerations will dictate most of the essential elements of how the transaction will be put
together - and in particular how the businesswill be run by the buyer in the future. However, since
continuity of the seller’ sbusiness into the buyer’ s period of ownership isacommon theme in all of
the current successor liability doctrines, it may be possible for the buyer to take stepsto eliminate
some of the elements upon which a successor liability case could be founded. Thus continuity of
management, personnel, physical location, trade names and the like are mattersover which the buyer
has some control after the asset purchase and might be managed in a way to reduce the risk of
successor liability in a close case.

3. Asset Purchase Agreement Provisions

€)] Liabilities Excluded

If the buyer isto have any hope of avoiding unexpected liabilitiesin an asset transaction, the
contract between the buyer and the seller must be unambiguousasto what liabilitiesthe buyer isand
isnot assuming. Inany transaction in which a buyer isacquiring an ongoing business, the buyer is
likely to be assuming certain of the seller’ sliabilities, especially obligationsincurred by seller inthe
ordinary course of seller’sbusiness. Indeed, it islikely to be very important to the buyer in dealing
with the seller’s creditors, vendors, customers, etc. that the asset purchase be viewed in a seamless
processinwhichthe buyer hopesto get the benefit of seller’ sgoodwill for which the buyer has paid.
Under these circumstances however, it is most important that the contract be very clear asto which
liabilities the buyer is expressly not assuming. See Section 2.4 of the Selected Asset Purchase
Agreement Provisionsinfra.

(b) Indemnification

As a practical matter, probably the most effective protection of a buyer against successor
liability is comprehensive indemnification by the seller, particularly if indemnification is
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backstopped by aportion of the purchase price held in escrow. See Section 11 of the Selected Asset
Purchase Agreement Provisionsinfra.

4. Selling Corporation - Survival

Thedissolution of the selling corporation isafactor which the courts have consistently taken
into account in successor liability cases. Whileit may be placing formover substance, if theseller’s
dissolution were delayed, one of the elements of the successor liability rationale would at least bein
doubit.

5. Limitation on Assets

In creating a corporate structure for the asset purchase, buyer should keep in mind the
desirability of limiting the assets of the acquired enterprise which might be accessibleto aplaintiff in
a future successor liability case. Thus, if in the last analysis the buyer is to be charged with a
liability created by the seller or apredecessor of the seller, it would be helpful to the buyer if assets
available to satisfy that claim were limited in some manner. There may be no way as a practical
matter to achieve this result in a manner consistent with the business objectives of the buyer.
However, if, for example, the particular line of businesswith serious product liability concernswere
acquired by a separate corporation and thereafter operated consistent with principles which would
prevent veil-piercing, at least the buyer would have succeeded in placing a reasonable cap on the
successor liability exposure.

V. ETHICAL CONSIDERATIONS

An asset acquisition is like many other legal transactions involving multiple parties with
potentially different goals and interests.

TheModel Asset Purchase Agreement and commentary refer to the buyer and seller assingle
“entities’. A seller may be joined by significant shareholdersin itsrepresentations, warranties and
indemnification obligations. Whileaseller and its shareholders may share auniform interest inthe
sale, they also will typically havediffering interestsin the transaction (e.g., post-closing employment
by the buyer, noncompetition agreementsand whether and how much separate considerationwill be
received by an individual shareholder for his or her agreement to be employed or not to compete,
which typically comes out of the overall amount the buyer iswilling to pay for the seller’ s assets,
and arrangements for sharing indemnification responsibilities among one or more principals of the
seller, to mention but a few).

Oftenall of thepartiesrelated to the seller will ask that one lawyer represent theentire group,
especially if the deal is not large and the seller is closely held. Such a situation requires careful
consideration by the lawyer to identify each of the potential multiple clientsand to evaluate potential
and actual conflicts of interest that may exist or arise among these group members, or between any
one or more of them and other clients or former clients tangentially related to the transaction (e.g.,
landlords, lien holders, guarantee holders, etc.). Evaluating potential conflictscanrequiresignificant
due diligence by the lawyer to identify not only those conflicts apparent at the beginning of the
transaction, but also those which may become evident as the transaction progresses.
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In determining the appropriateness of representing multiple clients, the substantive and
procedural implications of Rule 2.2 of the ABA Model Rules of Professional Conduct should be
considered. Theseinclude consultation witheachindividual client about the effect on client-lawyer
confidentiality and the attorney-client privilege. Written consent after consultation may be required.
Furthermore, once the attorney-client relationship has been established with each member of the
group, each client has the right to loyal and diligent representation with the right to discharge the
lawyer as stated in Rule 1.16, and the protection of Rule 1.9 concerning obligations to a former
client. Under Rule 2.2 the lawyer must withdraw from the representation if any one of the multiple
clientsso requests, or, if oneor more of the clientsdeniesthe lawyer the authority to disclose certain
information to any of the remaining clients, thereby preventing the lawyer from being able to
discharge the lawyers duties to the remaining clients. Furthermore, absent unusual circumstances
upon withdrawal from representation of any one client, the lawyer may not proceed with the
representation of any of the remaining clients, including the seller, unlesseach of the multiple clients
and former clientsafter consultation consentsin writing to the continued representation. Rules 1.6,
1.8(b), 1.9 and 1.10 protect theinterestsof theformer client. Therefore, the lawyer must be mindful
that, if the common representation fails, the result can be significant additional cost, embarassment
and recrimination with the potential for considerable harm to the interests of one or more of the
clients.

VI. ORGANIZATION OF MODEL ASSET PURCHASE AGREEMENT
A. Structure
The structure of the Model Asset Purchase Agreement follows current practice:

Article 1 containsaglossary of defined terms, aswell as general guidesto construction and
interpretation. Thisarticleenhances ease of usage and organization of the acquisition agreement and
includes cross-references to definitions in various places in the agreement.

Article 2 contains the economic and operative terms of the acquisition, including the assetsto
be acquired, the consideration to be paid, and the basic mechanics of the closing.

Articles 3 and 4 are the representations and warranties of the seller and the buyer,
respectively. Therepresentations and warranties are statements of fact that exist or will exist at the
time of the closing. The seller’ srepresentations and warranties, which contain detailed statements
about its business, are much more comprehensive than the buyer’ sand include extensive provisions
regarding matterssuch asenvironmental problems, employee benefits, and intellectua property that
could result in significant liabilities for the buyer after the closing if not covered by adequate
representationsand warranties (and the corresponding indemnification obligations) by theseller and
itsprincipal shareholders. The buyer’ srepresentations and warranties deal mainly withthe buyer’s
ability to enter into the acquisition agreement and to consummate the acquisition.

Articles 5 and 6 contain covenants in which the parties commit to perform (affirmative
covenants) or not to perform (negative covenants) certain acts in the period between signing the
acquisition agreement and closing the acquisition. The main burden of the covenants falls on the
Seller, which must take organizational stepstoward consummating the acquisition and operate its
business in the manner provided after signing the agreement and before the closing.
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Articles 7 and 8 contain conditions precedent to the obligations of the buyer and the seller,
respectively, to consummate the acquisition. These sections specify what each party is entitled to
expect fromthe other at the closing. If aconditionisnot satisfied by one party, the other party may
be able to elect not to complete the acquisition.

Article 9 outlines the circumstances in which each party may terminate the acquisition
agreement and the effects of such termination.

Article 10 contains certain additional covenants of the parties.

Article 11 contains indemnification provisions giving each party specific remedies for the
other’s breach of certain obligations under the acquisition agreement. These provisions cover
matters such as calculation of damages, recovery of expenses and costs (including legal fees) in
additionto damages (aright that may not exist absent an indemnification provision), and procedures
for claiming damages.

Article 12 contains comprehensive confidentiality and access to information provisions,
which are applicable both prior to and after the closing and supersede the confidentiality agreement
previously entered into between the parties.

Article 13 contains general provisions such as notice, severability, and choice of law.

B. Letter of Intent

In sometransactions, the parties do not signabinding agreement until theclosing. If aletter
of intent has been executed that includes a no-shop provision and gives the buyer adequate
opportunity to conduct due diligence, the buyer may resist becoming contractually bound until it is
ready to close. Conversely, the seller hasan interest in not permitting extensive due diligence until
the buyer is contractually bound. This is especially so in circumstances in which the buyer is a
competitor or in which the seller is concerned that the due diligence process will necessitate or risk
disclosure to employees, customers or competitors that the businessis for sale.

C. Gap Between Signing and Closing

Occasionally it isthe seller that isreluctant to sign beforethe closing. Thismay bethe case,
for example, if the seller hasannounced that the businessisfor sale, has several potential buyersand
does not want to preclude talking to alternative buyersuntil the seller is certain that the transaction
will close.

Sometimes a simultaneous signing and closing occurs becausethe transaction smply evolves
that way. The parties may be negotiating an agreement that contemplates aperiod between signing
and closing, but the due diligence may proceed more rapidly than the negotiations, and it may
develop that a waiting period would be pointless or even harmful to the transaction. In such
circumstances, counsel should consider whether it isappropriate to remove from the agreement the
pre-closing covenants, conditionsto the parties' obligationsto close, and other provisionsrendered
unnecessary by thedecisionto sign and close simultaneously. Care should betakento ensurethat no
contractual obligation applicable post-closing is affected by such changes.
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VII. SELECTED ASSET PURCHASE AGREEMENT PROVISIONS

Toillustrate and amplify the mattersdiscussed above, there are set forth below thefollowing
selected provisions of a hypothetical Asset Purchase Agreement (the page number referencesareto
pages herein) which are derived from a pre-publication draft of the Model Asset Purchase
Agreement. The selected provisions below represent only certain parts of an Asset Purchase
Agreement which are relevant to issues discussed herein and do not represent a complete Asset
Purchase Agreement, the principal provisionsthereof or even all of the provisionswhich distinguish
an asset purchase from another form of business combination.
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Asset Purchase Agreement

This Asset Purchase Agreement (“ Agreement”) is made as of , 20 by
and among ,a corporation(“Buyer”); ,a
corporation (“ Seller™); , aresident of “A”);and , aresident
of (“B”) (with A and B referred to herein as“ Shareholders’).

COMMENT

Thetwo principal shareholdersareincluded as partiesto the Model Agreement becausethey
indemnify the Buyer and areresponsiblefor certain of the covenants. Sometimes someor all
of the shareholders are made parties to a separate joinder agreement rather than making them
parties to the acquisition agreement.

RECITALS

Shareholdersown sharesof thecommon stock, par value$___ per share, of Seller,
which constitute % of theissued and outstanding shares of capital stock of Seller. Seller desires
to sell, and Buyer desiresto purchase, the Assets of Seller for the consideration and on the terms set
forth in this Agreement.

COMMENT

Whilethereis no legal requirement that an acquisition agreement contain recitals, they can
help the reader understand the basic context and structure of the acquisition. Recitals are
typically declarative statements of fact, but these statements normally do not serve as
separate representations or warranties of the parties. The parties and their counsel should,
however, be aware of the possible legal effect of recitals. See, e.g., Cal. Evid. Code § 622
(“Thefactsrecited in awritten instrument are conclusively presumed to be true as between
the partiesthereto . . . .").
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Agreement
The parties, intending to be legally bound, agree as follows:

1. DEFINITIONSAND USAGE
COMMENT

It is useful, both to reduce the length of other sections and to facilitate changes
during negotiations, to havea section of theacquisition agreement that listsall definedterms
appearing in more than one section of the agreement. A common dilemma in drafting
definitions is whether to include long lists of terms with similar but dlightly different
meanings. If thegoal isto draft acomprehensive, all-inclusive definition, thetendency isto
list every term that comesto mind. If too many terms arelisted, however, the absence of a
particular term may be accorded more significance than intended, even if a phrase such as
“without limitation” or a catch-all term beginning with “any other” is used. (The Model
Agreement avoids repetitive use of such a phrase and contains a general disclaimer in
Section 1.2(a)(vii) instead.) Also, long lists of terms with similar meanings perpetuate a
cumbersome and arcane style of drafting that many lawyers and clientsfind annoying at best
and confusing at worst. The M odel Agreement resolves this dilemmain favor of short lists
of terms that are intended to have their broadest possible meaning.

There are alternative methods of handling the definitions in typical acquisition
agreements. They may be placed at the end of the document as opposed to the beginning,
they may be placed in a separate ancillary document referred to in the agreement or they may
beincorporated in the earliest section of the agreement wherethey appear followed by initial
capitalization of those defined terms in the subsequent sections of theagreement. Thereare
proponentsfor each of these alternatives and probably no one of themis preferable, although
the drafters of the Modd Agreement felt that reference would be easier if most of the
principal definitions were in one place. However, it was also recognized that where
reatively brief definitions are set out in one section of the Agreement and are not used
outside of that section, those definitions generally would not also belisted inthe Definitions
inSection1.1. Every definition, however, islisted in the Index of Definitionsfollowing the
Tableof Contents. TheMaodel Agreement does not attempt to incorporate definitions from
the various agreements and documents that are exhibits or ancillary to the Agreement.

11 DEFINITIONS

For purposes of this Agreement, the following terms and variations thereof have the
meanings specified or referred to in this Section 1.1:

“ AccountsReceivable” -- (i) all tradeaccountsreceivable and other rightsto payment from
customers of Seller and the full benefit of all security for such accounts or rights to payment,
including all trade accountsreceivable representing amountsreceivable in respect of goods shipped
or products sold or services rendered to cusomers of Seller, and (ii) all other accounts or notes
receivable of Seller and the full benefit of all security for such accountsor notes, and (iii) any claim,
remedy or other right related to any of the foregoing.

“ Adjustment Amount” -- as defined in Section 2.8.
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“Assets’ -- as defined in Section 2.1.

“ Assignment and Assumption Agreement” -- as defined in Section 2.7(a)(ii).
“Assumed Liabilities’ -- as defined in Section 2.4(a).

“Balance Sheet” -- as defined in Section 3.4.

“Best Efforts’ -- the effortsthat aprudent Person desirousof achieving aresult would usein
similar circumstances to achieve that result as expeditiously as possible, provided, however, that a
Person required to use his Best Efforts under this Agreement will not be thereby required to take
actions that would result in a materially adverse change in the benefits to such Person of this
Agreement and the Contemplated Transactions, or to dispose of or make any changeto itsbusiness,
expend any material funds or incur any other material burden.

COMMENT

Caselaw provides littleguidancefor interpreting acommitment to use” best efforts.”
See generally Farnsworth, On Trying to Keep One's Promises: The Duty of Best Effortsin
Contract Law, 46 U. Pitt. L. Rev. 1 (1984). Some courts have held that “best efforts’ is
equivalent to “good faith” or a type of “good faith.” See, e.g., Gestetner Corp. v. Case
Equip. Co., 815 F.2d 806, 811 (1st Cir. 1987); Western Geophysical Co. of Am. v. Bolt
Assocs,, Inc., 584 F.2d 1164, 1171 (2d Cir. 1978); Kubik v. J. & R. Foods of Or., Inc., 577
P.2d 518, 520 (Or. 1978). Other courtsview “best efforts” asamore exacting standard than
“good faith.” See, e.g., Bloor v. Falstaff Brewing Corp., 601 F.2d 609, 615 (2d Cir. 1979);
Grossman v. Lowell, 703 F. Supp. 282, 284 (S.D.N.Y. 1989); InreHeard, 6 B.R. 876, 884
(Bankr. W.D. Ky. 1980). The standard is not definable by a fixed formula but takes its
meaning from the circumstances. See, e.g., Triple-A Baseball Club Ass' n v. Northeastern
Baseball, Inc., 832 F.2d 214, 225 (1st Cir. 1987), cert. denied, 485 U.S. 935 (1988); Joyce
Beverages of N.Y., Inc. v. Royal Crown Cola Co., 555 F. Supp. 271, 275 (S.D.N.Y. 1983);
Polyglycoat Corp. v. C.P.C. Distribs,, Inc., 534 F. Supp. 200, 203 (S.D.N.Y. 1982).

The Model Agreement definition requires more than good faith but stops short of
requiring a party to subject itself to economic hardship. Because" Best Efforts’ dutiesapply
most oftento the Seller, ahigh standard of what constitutes Best Efforts’ favorsthe Buyer.
Some attorneys, particularly thoserepresenting aSeller, prefer to usetheterm* commercially
reasonable efforts’ rather than “best efforts’. A sample definition of the former follows:

For purposes of this Agreement, ‘commercially reasonable efforts
will not be deemed to require a Person to undertake extraordinary or
unreasonable measures, including the payment of amounts in excess of
normal and usual filing fees and processing fees, if any, or other payments
with respect to any Contract that are significant in the context of such
Contract (or significant on an aggregate basis asto all Contracts).

The parties may wish to provide for a specific dollar standard, either in specific provisions
where “Best Efforts” isrequired, or in the aggregate.

“Bill of Sale” -- as defined in Section 2.7(3)(i).
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“Breach” -- any breach of, or any inaccuracy in, any representation or warranty or any
breach of, or failureto performor comply with, any covenant or obligation, in or of this Agreement
or any other Contract, or any event which with the passing of time or the giving of notice, or both,
would constitute such a breach, inaccuracy or failure.

“Bulk SalesLaws’ -- as defined in Section 5.10.

“BusinessDay” -- any day other than (i) Saturday or Sunday or (ii) any other day onwhich
banksin are permitted or required to be closed.

“Buyer” -- asdefined in the first paragraph of this Agreement.
“Buyer Contact” -- asdefined in the Section 12.2.
“Buyer Indemnified Persons’ -- as defined in Section 11.2.
“Closing” -- as defined in Section 2.6.
“Closing Date” -- the date as of which the Closing actually takes place.
COMMENT
It is important to distinguish among the date on which the closing is scheduled to
occur, the date on which the closing actually occurs (defined asthe“ Closing Date’) and the
time as of which the Closing is effective (defined as the “Effective Time”). See the
definition of “Effective Time” and the related Comment and Sections 2.6 and 9.1 and the
related Comments.
“Closing Financial Statements’ -- as defined in Section 2.9(b).
“Closing Working Capital” -- as defined in Section 2.9(b).
“Code’ -- the Internal Revenue Code of 1986.
“Confidential Information” -- as defined in Section 12.1.
“Consent” -- any approval, consent, ratification, waiver, or other authorization.

“ Contemplated Transactions® -- all of the transactions contemplated by this Agreement.

“Contract” -- any agreement, contract, L ease, consensual obligation, promise, or undertaking
(whether written or oral and whether express or implied), whether or not legally binding.

COMMENT

This definition includes all obligations, however characterized, whether or not
legally binding. The Buyer may want to know about statements by the Seller to its
distributors that the Seller will 1ook favorably on arequest for areturn for credit of unsold
products when the Seller introduces a replacement product. The Buyer may also want to
encompass established practices of the Seller within this definition. Similarly, the Buyer
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may want the definition to encompass“ comfort letters’ confirming the Seller’ sintention to
providefinancial support to asubsidiary or other related person and assurancesto employees
regarding compensation, benefits, and tenure, whether or not such letters or assurances are
legally binding.

“Damages’ -- as defined in Section 11.2.
“Disclosing Party” -- as defined in Section 12.1.

“Disclosure Letter” -- the disclosure letter delivered by Seller and Shareholders to Buyer
concurrently with the execution and delivery of this Agreement.

COMMENT

The form and content of the Disclosure Letter (sometimes called a disclosure
schedul €) should be negotiated and drafted concurrently with the negotiation and drafting of
theacquisition agreement. The DisclosureLetter isanintegral component of the acquisition
documentation and should be prepared and reviewed as carefully as the acquisition
agreement itself. The Buyer may prefer to attach multiple schedules or exhibits to the
acquisition agreement instead of using a disclosure letter.

“Effective Time” -- [Thetime at which the Closing is consummated.] | onthe
Closing Date.]

COMMENT

Under theModel Agreement, if the Closing occurs, the Effective Timefixesthetime
at which the transfer to the Buyer of the assets and the risks of the business and the
assumption by the Buyer of liabilities are deemed to have taken place, regardiess of the
actual time of consummation of the transaction.

Normally the Effective Timewill bethetime when payment for the assetsis made,
at theconsummation of the Closing. Sometimes acquisition agreements specify an effective
time at the opening or closing of business on the closing date, or even (in the case of a
business, such as a hospital, that operates and bills on atwenty-four hour basis) 12:01 am.
on the Closing Date. This must be done with care, however, to avoid unintended
consequences, such as the buyer having responsibility for an event that occurs after the
Effective Time but before the Closing or the seller having responsibility for an event that
occurs after the Closing but before the Effective Time.

Many drafters do not use a general definition of effectivetimeand simply treat the
closing asiif it occurred at a point in time on the closing date.  If the parties agree on an
effective time for financial and accounting purposes that is different from the time of the
closing, this can be accomplished by a sentence such as the following: “For financial and
accounting purposes (including any adjustments pursuant to Section 2.8), the Closing shall
be deemed to have occurred as of on the Closing Date.”

“Encumbrance” -- any charge, claim, community property interest, condition, equitable
interest, lien, option, pledge, security interest, mortgage, right of way, easement, encroachment,
servitude, right of first option, right of first refusal or similar restriction, including any restrictionon
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use, voting (inthe case of any security or equity interest), transfer, receipt of income, or exercise of
any other attribute of ownership.

“Escrow Agreement” -- as defined in Section 2.7(a)(viii).
“Excluded Assets’ -- as defined in Section 2.2.
“Exhibit” -- an exhibit to this Agreement.

“GAAP” -- Generally accepted accounting principles for financial reporting in the United
States, applied on a basis consistent with the basis on which the Balance Sheet and the other
financial statementsreferred to in Section 3.4 were prepared.

COMMENT
The American Institute of Certified Public Accountants defines GAAP as;

a technical accounting term that encompasses the conventions, rules, and
procedures necessary to define accepted accounting practice at a particular
time. Itincludes not only broad guidelines of general application, but also
detailed practices and procedures. . . . Those conventions, rules, and
procedures providea standard by which to measurefinancial presentations.

CODIFICATION OF ACCOUNTING STANDARDS AND PROCEDURES, Statement on Auditing
Sandards No. 69, § 2 (American Inst. of Certified Pub. Accountants, 1992).

The use of this term in an acquisition agreement is customary. Although the
requirement that financial statements be prepared in accordance with GAAP provides some
comfort to the buyer, the buyer should understand the wide |atitude of accepted accounting
practices within GAAP. GAAP describes a broad group of concepts and methods for
preparing financial statements. GAAP thus represents a boundary of accepted practice but
does not necessarily characterize a“good” financial statement.

GAAPisnhot astatic concept — afinancial statement will changeas GAAP changes.
Theprincipal authority determining the* conventions, rules, and procedures’ that constitute
GAAPistheFinancial Accounting StandardsBoard (“ FASB”), although custom and usage
asoplay arole. The FASB oftenissues Financial Accounting Standards (“FAS") bulletins
that present guidelines for financial accounting in special circumstances or changes in
accepted practices. The adoption of FAS 106, for example, changed the presentation of
retiree health costs by requiring such coststo berecorded as aliability rather than expensed
asincurred.

GAAP permits the exercise of professional judgment in deciding how to present
financial results fairly. GAAP permits different methods of accounting for items such as
inventory valuation (“FIFO,” “LIFO,” or average cost), depreciation (straight line or
accelerated methods), and accounting for repairs and small tools. Changes in these
alternative methods can substantially affect reported results even though there has been no
change in the underlying economic position of theseller. Thebuyer may want to examine
thesdler’ sfinancial statementsfrom previousyearsto ensuretheir consistency from year to
year. Thebuyer also may want to determine whether there are any pending FAS bulletins
that would requireachangein the seller’ saccounting practices, and the buyer may want the
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seller to represent and covenant that there have been (within the past five years, for example)
and will be (prior to the closing) no voluntary changes in the seller’ s accounting practices.
For afurther discussion of these issues, see the comment to Section 3.4.

Although GAAP is the standard used in the preparation of nearly al financial
statements, the SEC reserves the right to mandate specific accounting methods for public
companies. When dealing with financial statements of public companies, the Buyer may
want to amend the definition of GAAP to include compliance with SEC accounting
standards.

In international transactions, the parties should be aware that there are important
differences between the GAAP standards and accounting standards used in other nations.
The buyer sometimes requires that foreign financial statements be restated to conform to
United States GAAP or accompanied by areconciliation to United States GAAP.

“Governing Documents’ -- with respect to any particular entity, (a) if a corporation, the
articles or certificate of incorporation and the bylaws; (b) if ageneral partnership, the partnership
agreement and any statement of partnership; (c) if a limited partnership, the limited partnership
agreement and the certificate of limited partnership; (d) if alimited liability company, the articlesof
organization and operating agreement; (€) any other charter or similar document adopted or filed in
connection with the creation, formation or organization of a Person; (f) all equityholders
agreements, voting agreements, voting trust agreements, joint venture agreements, registrationrights
agreementsor other agreementsor documentsrelating to the organization, management or operation
of any Person, or relating to therights, duties and obligations of the equityholders of any Person; and
(g) any amendment or supplement to any of the foregoing.

“ Governmental Authorization” -- any Consent, license, or permit issued, granted, given, or
otherwise made available by or under the authority of any Governmental Body or pursuant to any
Legal Requirement.

“Governmental Body” -- any:
@ nation, state, county, city, town, borough, village, district, or other jurisdiction;
(b) federal, state, local, municipal, foreign, or other government;

(©) governmental or quasi-governmental authority of any nature (including any agency,
branch, department, board, commission, court, tribunal or other entity exercising
governmental or quasi-governmental powers);

(d) multi-national organization or body;

(e body exercising, or entitled or purporting to exercise, any administrative, executive,
judicial, legislative, police, regulatory, or taxing authority or power; or

)] official of any of the foregoing.
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“Ground Lease” -- any long-term lease of land in which most of the rights and benefits
comprising ownership of the land and the improvementsthereon or to be constructed thereon, if any,
are transferred to the tenant for the term thereof.

“Ground Lease Property” -- any land, improvements and appurtenances subject to aGround
Lease in favor of Seller.

“HSR Act” -- the Hart-Scott-Rodino Antitrust |mprovements Act of 1976.
“Indemnified Person” -- asdefined in Section 11.9.

“Indemnifying Person” -- asdefined in Section 11.9.

“Initial Working Capital” -- as defined in Section 2.9(a).

“Interim Balance Sheet” -- as defined in Section 3.4.

“Inventories’ -- all inventoriesof the Seller, wherever located, including all finished goods,
work in process, raw materials, spare parts and all other materials and supplies to be used or
consumed by Seller in the production of finished goods.

“IRS’ -- the United States Internal Revenue Service, and, to the extent relevant, the United
States Department of the Treasury.

“Knowledge” -- an individual will be deemed to have “Knowledge” of a particular fact or
other matter if:

@ such individual is actually aware of such fact or other matter; or

(b) a prudent individual could be expected to discover or otherwise become aware of
such fact or other matter in the course of conducting a reasonably comprehensive
investigation regarding the accuracy of any representations or warranties contained in this
Agreement.

A Person (other thanan individual) will be deemed to have “Knowledge” of aparticular fact or other
matter if any individual who isserving, or who has at any time served, asadirector, officer, partner,
executor, or trustee of such Person (or inany similar capacity) has, or at any time had, Knowledge of
such fact or other matter (as set forth in (a) and (b) above), and any such individual (and any
individual party to this Agreement) will be deemed to have conducted areasonably comprehensive
investigation regarding the accuracy of any representations and warranties made herein by such
Person or individual.

COMMENT

The seller will attempt to use the caveat of knowledge to qualify many of its
representations and warranties. A knowledge qualification of representations concerning
threatened litigation has become accepted practice. Otherwise, thereisno standard practice
for determining which representations, if any, should be qualified by thesdler’ sknowledge.
Ultimately, theissueis allocation of risk -- should the buyer or the seller bear therisk of the
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unknown? The buyer will often argue that the seller has more knowledge of and isin a
better position to investigate its business and therefore should bear therisk. The seller’s
frequent response is that it has made all information about the seller available to the buyer
and that the buyer is acquiring the assets as part of an on-going enterprisewith thepossibility
of either unexpected gains or unexpected losses. Resolution of this issue usually involves
much negotiation.

If thebuyer agreesto aknowledge qualification, the next issueis whose knowledge
is relevant. The buyer will seek to have the group of people be as broad as possible, to
ensurethat this group includes the people who arethe most knowl edgeabl eabout the specific
representation being qualified, and to include constructive and actual knowledge. The
broader the group and the greater the knowledge of the people in the group, the greater will
betherisk retained by the seller. An expansive definition of knowledge can return to haunt
the buyer, however, if an “anti-sandbagging” provision is proposed by the seler and
accepted by the buyer. This provision would preclude a buyer’s claim for indemnity if it
closes thetransaction notwithstanding its knowledge of theinaccuracy of arepresentation by
the sdler (normally acquired between the signing of the definitive agreement and closing).
See the Commentary to Section 11.1.

The final issue is the scope of investigation built into the definition. Some
acquisition agreements define knowledge as actual knowledge without any investigation
requirement. Othersmay requiresomelevel of investigation or will imputeknowledgetoan
individual who could be expected to discover or becomeaware of afact or matter by virtue
of that person’ sposition, duties or responsibilities. If theactual knowledge standard isused,
the buyer may want to expand the scope to the actual knowledge of key employees of the
seller and list thetitles or names of these employees.

“Land” -- al parcels and tracts of land in which Seller has an ownership interest.

“Lease” -- any Real Property Lease or any lease or rental agreement, license, right to useor
installment and conditional sale agreement to which Seller isa party and any other Seller Contract
pertaining to the leasing or use of any Tangible Personal Property.

COMMENT

If the Assets to be acquired also include options to purchase or leasereal property,
the Buyer may wishto includethe optionsin thedefinition of Land or L ease, respectively, in
order toreceivethe benefit of the representations contained in Sections 3.7, 3.8 and 3.10, as
applicablewith respect to the option property aswell asthe assignment provisionsof Section
2.7.

“Legal Requirement” -- any federal, state, local, municipal, foreign, international,
multinational, or other constitution, law, ordinance, principle of common law, regulation, statute, or
treaty.

“Liability” -- with respect to any Person, any liability or obligation of such Person of any
kind, character or description, whether known or unknown, absolute or contingent, accrued or
unaccrued, disputed or undisputed, liquidated or unliquidated, secured or unsecured, joint or several,
due or to become due, vested or unvested, executory, determined, determinable or otherwise and
whether or not the same is required to be accrued on the financial statements of such Person.
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“Order” -- any order, injunction, judgment, decree, ruling, assessment or arbitration award of
any Governmental Body or arbitrator.

“Ordinary Courseof Business’ -- an action taken by a Person will be deemed to have been
taken in the “Ordinary Course of Business’ only if that action:

@ is consistent in nature, scope and magnitude with the past practices of such Person
and istaken in the ordinary course of the normal day-to-day operations of such Person;

(b) does not require authorization by the board of directors or shareholders of such
Person (or by any Person or group of Persons exercising similar authority) and does not
reguire any other separate or special authorization of any nature; and

(@) issimilar in nature, scope and magnitude to actions customarily taken, without any
separate or special authorization, inthe ordinary course of the normal day-to-day operations
of other Persons that are in the same line of business as such Person.

COMMENT

When the acquisition agreement is signed, the buyer obtains an interest in being
consulted about matters affecting the seller. However, the seller needsto be ableto operate
its daily business without obtaining countless approvals, which can significantly delay
ordinary business operations. Thistension is analogous to that found in other areas of the
law that use the concept of “in the ordinary course of business’:

1 Under bankruptcy law, certain transactions undertaken by the
debtor “other than in the ordinary course of business’ require
approval of the Bankruptcy Court. See 11 U.S.C. 8§ 363(b)(1)
(1988).

2. Most states’ general corporation laws require shareholder approval
for asale of all or substantially all of a corporation’s assets other
than in the regular course of business.

3. A regulation under the Securities Exchange Act of 1934 alows
management to omit a sharehol der proposal from a proxy statement
“[i]f the proposal deals with a matter relating to the company’s
ordinary business operations.” See17 C.F.R. § 14a-8(i)(7) (1999).

An important consideration in drafting this definition is the relevant standard for
distinguishing between major and routine matters. the past practices of the seller, common
practiceinthe sdler’sindustries, or both. 1n one of the few cases that have interpreted the
term* ordinary course of business’ in the context of an acquisition, the jury was allowed to
decide whether fees paid in connection with obtaining a construction loan, which were not
reflected on the sdler’ slast balance sheet, wereincurred in the ordinary course of business.
See Medigroup, Inc. v. Schildknecht, 463 F.2d 525 (7th Cir. 1972). In Medigroup, thetrial
judge defined “ordinary course of business’ as “that course of conduct that reasonable
prudent men would usein conducting business affairs as they may occur from day to day,”
and instructed the jury that the past practices of the company being sold, not “the general
conduct of businessthroughout the community,” wasthere evant standard. 1d. at 529; cf. In
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re Fulghum Constr. Corp., 872 F.2d 739, 743 & n.5 (6th Cir. 1989) (stating that, in the
bankruptcy context, therelevant standard is* the busi ness practices which wereuniquetothe
particular parties under consideration and not to the practices which generally prevailed in
theindustry,” but acknowledging that “industry practice may berelevant” in arriving at a
definition of “ordinary businessterms’). But seeInre Yurika Foods Corp., 888 F.2d 42, 44
(6th Cir. 1989) (noting that it might be necessary to examine industry standards as well as
the parties’ prior dealings to define “ordinary course of business”); In re Dant & Russdll,
Inc., 853 F.2d 700, 704 (9th Cir. 1988) (applying, in the bankruptcy context, a“horizontal
dimensiontest” based onindustry practices); InreHillsQil & Transfer, Inc., 143 B.R. 207,
209 (Bankr. C.D. I1I. 1992) (relying on industry practices and standards to define” ordinary
course of business” in a bankruptcy context).

TheModel Agreement definition distinguishes between major and routine matters
based on the historic practices of both the Seller and others in the same industry and on the
need for board or shareholder approval. Thedefinitionisderived primarily fromtheanalysis
of “ordinary course of business” in bankruptcy, which examines both the past practice of the
debtor and the ordinary practice of the industry. See, e.g., In re Roth Am,, Inc., 975 F.2d
949, 952-53 (3d Cir. 1992); In re Johns-Manville Corp., 60 B.R. 612, 616-18 (Bankr.
S.D.N.Y. 1986). No standard can iminateall ambiguity regarding the need for consultation
between thebuyer and the seller. 1n doubtful cases, the seller should consult with the buyer
and obtain its approval.

Thebuyer should beawarethat its knowledge of transactionsthe sdler plansto enter
into before the closing may expand the scope of this definition. One court has stated:

If a buyer did not know the selling corporation had made
arrangementsto construct alarge additiontoits plant, “the ordinary course
of business’ might refer to such transactions as billing customers and
purchasing supplies. But a buyer aware of expansion plans would intend
“the ordinary course of business’ to include whatever transactions are
normally incurred in effectuating such plans.

Medigroup, 463 F.2d at 529. Thus, the buyer should monitor its knowledge of the seller’s
plansfor operations beforethe closing, and if thebuyer knows about any plansto undertake
projects or enter into transactions different from those occurring in the past practice of the
seller and other companiesin the sameindustries, the buyer may want specifically to exclude
such projects or transactions, and all related transactions, from the definition of “ ordinary
course of business.”

Clause (b) of the definition has special significance in a parent-subsidiary
relationship. Statelaw does not normally require parent company authorization for actions
taken by subsidiaries. Unlessthe certificate or articles of incorporation provide otherwise,
most state laws require shareholder approval only for amendments to the charter, mergers,
sales of all or substantially all of the assets, dissolutions, and other major events. Therefore,
theModel Agreement definition excludes any action requiring authorization by theparent of
asdler not only for subsidiary actions requiring shareholder authorization under state law,
but also for subsidiary actionsrequiring parent authorization under the operating procedures
in effect between the parent and the subsidiary.

A seller may object to clause (c) of the definition ontheground that it doesnot know
the internal approval processes of other companiesinitsindustries.
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“Part” -- apart or section of the Disclosure Letter.
“Permitted Encumbrances’ -- as defined in Section 3.9.

“Person” -- anindividual, partnership, corporation, businesstrust, limited liability company,
limited liability partnership, joint stock company, trust, unincorporated association, joint ventureor
other entity, or a Governmental Body.

“Proceeding” -- any action, arbitration, audit, hearing, investigation, litigation, or suit
(whether civil, criminal, administrative, judicial or investigative, whether formal or informal,

whether public or private) commenced, brought, conducted, or heard by or before, or otherwise
involving, any Governmental Body or arbitrator.

“Promissory Note” -- as defined in Section 2.7(b)(ii).
“Purchase Price’ -- as defined in Section 2.3.

“Real Property” -- the Land and Improvements and all Appurtenances thereto and any
Ground Lease Property.

“Real Property Lease” -- any Ground Lease or Space Lease.

“Record” -- information that is inscribed on a tangible medium or that is stored in an
electronic or other medium and isretrievable in perceivable form.

“Recelving Party” -- as defined in Section 12.1.
“Related Person” --
With respect to a particular individual:
@ each other member of such individual’s Family;

(b) any Person that is directly or indirectly controlled by any one or more
members of such individual’ s Family;

(© any Personinwhich membersof suchindividual’ s Family hold (individually
or in the aggregate) a Material Interest; and

(d) any Person with respect to which one or more members of such individual’ s
Family serves as a director, officer, partner, executor, or trustee (or in a similar

capacity).
Wih respect to a specified Person other than an individual:

@ any Person that directly or indirectly controls, is directly or indirectly
controlled by, or isdirectly or indirectly under common control with such specified
Person;
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(b) any Person that holds a Material Interest in such specified Person;

(©) each Person that serves as a director, officer, partner, executor, or trustee of
such specified Person (or in asimilar capacity);

(d) any Person in which such specified Person holds a Material Interest; and

(e any Person with respect to which such specified Person serves as a general
partner or atrustee (or in asimilar capacity).

For purposes of thisdefinition, (a) “control” (including “controlling,” “controlled by” and “under
common control with”) meansthe possession, direct or indirect, of the power to direct or causethe
direction of the management and policies of a Person, whether through the ownership of voting
securities, by contract or otherwise, and shall be construed as such term is used in the rules
promulgated under the Securities Act, (b) the“Family” of anindividual includes (i) theindividual,
(if) the individual’s spouse, (iii) any other natural person who is related to the individual or the
individual’ s spouse within the second degree, and (iv) any other natural person who resides with
such individual, and (c) “Material Interest” means direct or indirect beneficial ownership (as
defined in Rule 13d-3 under the Securities Exchange Act of 1934) of voting securities or other
voting interests representing at least 10% of the outstanding voting power of a Person or equity
securities or other equity interests representing at least 10% of the outstanding equity securities or
equity interestsin a Person.

COMMENT

The main purpose of the representations concerning relationships with related
personsistoidentify “ sweetheart” deals benefitting the seller (which may disappear after the
closing), transactions with related persons on terms unfavorable to the seller (which the
buyer may not be able to terminate after the closing), and possibly diverted corporate
opportunities. Thus, the buyer will want a broad definition of “Related Persons.” For
individuals, the M odel Agreement definition focuses on relationships with and arising from
members of an individual’s family; depending on the circumstances, a broader definition
may be necessary to captureother relationships. Inthedefinition of “Material Interest,” the
appropriate percentage of voting power or equity interestswill depend on the circumstances.
The objectiveisto identify thelevel of equity interest in a Related Person that may confer a
significant economic benefit on aseller or asdler’ sshareholder; this may beaninterest well
short of control of the Related Person. Tax and accounting considerations may also be
relevant to determining the appropriate percentage.

“Representative’ -- with respect to a particular Person, any director, officer, employee,
agent, consultant, advisor, accountant, financial advisor, legal counsel or other representative of that
Person.

“Retained Liabilities’ -- as defined in Section 2.4(b).

“Seller” -- asdefined in the first paragraph of this Agreement.

“Sdler Confidential Information” -- as defined in Section 12.1.
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“Sdller Contact” -- as defined in Section 12.2.

“Seller Contract” -- any Contract (a) under which Seller has or may acquire any rights or
benefits, (b) under which Seller has or may become subject to any obligation or liability, or (c) by
which Seller or any of the assets owned or used by Seller is or may become bound.

“Shareholders’ -- asdefined in the first paragraph of this Agreement.

“Spacelease” -- any lease or rental agreement pertaining to the occupancy of any improved
space on any Land.

“Tangible Personal Property” -- all machinery, equipment, tools, furniture, office
equipment, computer hardware, supplies, materials, vehicles and other items of tangible personal
property (other than Inventories) of every kind owned or leased by Seller (wherever located and
whether or not carried on Seller’s books), together with any express or implied warranty by the
manufacturers or sellers or lessors of any item or component part thereof, and all maintenance
records and other documents relating thereto.

“Tax” -- any income, grossreceipts, license, payroll, employment, excise, severance, samp,
occupation, premium, property, environmental, windfall profit, customs, vehicle, airplane, boat,
vessel or other title or registration, capital stock, franchise, employees’ incomewithholding, foreign
or domestic withholding, social security, unemployment, disability, real property, personal property,
sales, use, transfer, value added, alternative, add-on minimum, and other tax, fee, assessment, levy,
tariff, charge or duty of any kind whatsoever, and any interest, penalties, additions or additional
amountsthereon, imposed, assessed, collected by or under the authority of any Governmental Body
or payable under any tax-sharing agreement or any other Contract.

COMMENT

In addition to the governmental impositions applicableto Seller’ sbusiness, theterm
“Tax” includes fees and other chargesincident to the sales taxes and other chargesimposed
onthesaleof theassets. Suchtaxesaresometimeslevied intheform of fees, which may be
payable by buyer and measured by the value of particular assets being transferred, for the
registration of the transfer of title to aircraft, vehicles, boats, vessels, real estate and other
property. See Sections 7.4(f) and 10.2 and related Commentary.

“Tax Return” -- any return (including any information return), report, statement, schedule,
notice, form, or other document or information filed with or submitted to, or requiredto befiled with
or submitted to, any Governmental Body in connection with the determination, assessment,
collection, or payment of any Tax or in connection with the administration, implementation, or
enforcement of or compliance with any Legal Requirement relating to any Tax.

“Third Party” -- aPerson that is not a party to this Agreement.

“Third-Party Claim” -- any claim against any | ndemnified Person by aThird Party, whether
or not involving a Proceeding.
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1.2

(@

(b)

USAGE
Interpretation. Inthis Agreement, unless a clear contrary intention appears:
() the singular number includes the plural number and vice versa;

(i) referenceto any Person includes such Person’ s successorsand assigns but, if
applicable, only if such successorsand assignsare not prohibited by this Agreement,
and reference to a Person in a particular capacity excludes such Person in any other
capacity or individually;

(iif)  reference to any gender includes each other gender;

(iv)  referenceto any agreement, document or instrument means such agreement,
document or instrument as amended or modified and in effect from time to time in
accordance with the terms thereof;

(v) reference to any Legal Requirement means such Legal Requirement as
amended, modified, codified, replaced or reenacted, inwholeor in part, and in effect
from time to time, including rules and regulations promulgated thereunder and
reference to any section or other provision of any Legal Requirement means that
provision of such Legal Requirement fromtimetotimein effect and constituting the
substantive amendment, modification, codification, replacement or reenactment of
such section or other provision;

(vi)  “hereunder”, “hereof”, “hereto” and wordsof similar import shall bedeemed
referencesto this Agreement as awhole and not to any particular Article, Section or
other provision thereof;

(vii)  “including” (and with correlative meaning “include”) means including
without limiting the generality of any description preceding such term;

(viii) “or” isused inthe inclusive sense of “and/or”;

(ix)  withrespect to the determination of any period of time, “from” means“from
and including” and “to” means “to but excluding”; and

(x) referencesto documents, instrumentsor agreements shall be deemed to refer
aswell to all addenda, exhibits, schedules or amendments thereto.

Accounting Terms and Determinations. Unless otherwise specified herein, all

accounting termsused therein shall be interpreted and all accounting determinationsthereunder shall
be made in accordance with GAAP.

(©)

Legal Representation of the Parties. This Agreement was negotiated by the parties

with the benefit of legal representation and any rule of construction or interpretation otherwise
requiring this Agreement to be construed or interpreted against any party shall not apply to any
construction or interpretation hereof.
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COMMENT

Clauses (v), (vii), (viii) and (x) of Section 1.2(a) are designed to eliminatethe need
for repetitiveand cumbersome use of (i) thephrase“ asamended” after numerous references
to statutes and rules, (ii) the phrase “including, but not limited to,” or “including, without
limitation,” in every instance in which a broad term is followed by a list of items
encompassed by that term, (iii) “and/or” wherethealternative and conjunctive areintended,
and (iv) alist of all possibleattachments or agreementsrelating to each document referenced
in the Moddl Agreement. The REVISED MODEL BUS. CORP. ACT, Section 1.40(12)
contains a similar definition: “‘Includes’ denotes a partial definition.” In certain
jurisdictions, however, therule of ejusdem generis has been applied to construethe meaning
of a broad phrase to include only matters that are of a similar nature to those specifically
described. Seg, e.g., Forward Industries, Inc. v. Rolmof New York Corp., 506 N.Y.S.2d 453,
455 (App. Div. 1986) (requiring the phrase*” other cause beyond the control” to belimited to
events of the same kind asthose events specifically enumerated); seeal so Buono Sales, Inc.
v. Chrysler Motors Corp., 363 F.2d 43 (3d Cir.), cert. denied, 385 U.S. 971 (1966);
Thaddeus Davids Co. v. Hoffman-LaRoche Chemical Works, 166 N.Y.S. 179 (App. Div.
1917).

2. SALE AND TRANSFER OF ASSETS; CLOSING
2.1 ASSETSTOBE SOLD

Upon theterms and subject to the conditions set forth in this Agreement, at the Closing, but
effectiveasof the Effective Time, Seller shall sell, convey, assign, transfer and deliver to Buyer, free
and clear of any Encumbrances other than Permitted Encumbrances, and Buyer shall purchase and
acquirefrom Seller, all of Seller’ sright, titleand interest inand to all of Seller’ sproperty and assets,
real, personal or mixed, tangible and intangible, of every kind and description, wherever located,
including the following (but excluding the Excluded Assets):

@ all Real Property, including the Real Property described in Parts 3.7 and 3.8;
(b) all Tangible Personal Property, including those items described in Part 2.1(b);
(©) al Inventories;

(d) all Accounts Receivable;

(e all Seller Contracts, including those listed in Part 3.20(a), and all outstanding offers
or solicitations made by or to Seller to enter into any Contract;

)] all Governmental Authorizations and all pending applications therefor or renewals
thereof, in each case to the extent transferable to Buyer, including those listed in Part
3.17(b);

(9 all dataand Recordsrelated to the operations of Seller, including client and customer
lists and Records, referral sources, research and development reports and Records,
production reports and Records, service and warranty Records, equipment logs, operating
guides and manuals, financial and accounting Records, creative materials, advertising
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materials, promotional materials, studies, reports, correspondence and other similar
documentsand Recordsand, subject to Legal Requirements, copiesof all personnel Records
and other Records described in Section 2.2(g);

(h) al of the intangible rights and property of Seller, including Intellectual Property
Assets, going concern value, good-will, telephone, telecopy and e-mail addresses, websites
and listings and those items listed in Part 3.25(d), (e), (f) and (h);

() all insurance benefits, including rights and proceeds, arising from or relating to the
Assetsor the Assumed Liabilitiesprior to the Effective Time, unless expended in accordance
with this Agreement;

()] al claims of Seller against third parties relating to the Assets, whether choate or
inchoate, known or unknown, contingent or non-contingent, including all such claimslisted
in Part 2.1(j); and

(K) all rights of Seller relating to deposits and prepaid expenses, claims for refunds and
rights to offset in respect thereof which are not listed in Part 2.2(d) and which are not
excluded under Section 2.2(h).

All of the foregoing property and assets are herein referred to collectively asthe “Assets’.

Notwithstanding the foregoing, the transfer of the Assets pursuant to this Agreement shall not
include the assumption of any Liability in respect thereof unlessthe Buyer expressly assumes such
Liability pursuant to Section 2.4(a).

COMMENT

Theidentities of the specific assetsto betransferred and theliabilities to beassumed
(see Section 2.4) arethe heart of an asset purchase transaction. The acquisition agreement
and the disclosure | etter should identify, with some degree of detail, those assetsthat areto
be acquired by the buyer. The mechanism used for this identification will depend in part
upon theamount of detail the parties desire, the nature of the assetsinvolved, and the status
of the buyer’s due diligence at the time the acquisition agreement is finalized. The
identification could be guided by a consideration of which assets listed on the balance sheet
thebuyer intendsto purchase. Theasset description could also beused as part of thebuye’s
due diligence investigation or to confirm that investigation. To this end, the buyer could
givethe sdller an exhaustive list of assets and leaveit to the seller to tailor thelist to fit the
assets the seller has and considers part of the assets being sold.

TheMode Agreement initially describestheassetsto be acquiredinageneral way,
followed by a categorization into the groupings listed in Section 2.1. This general
description is further supplemented, to the extent appropriate, by reference to Parts of the
Disclosure L etter tolist or describe particular items within certain groupings. This method
works well when the buyer’s due diligence is well under way at the time the acquisition
agreement is finalized and allows the parties to specify, for example, which particular
contracts buyer will acquire.

Alternatively, the parties might omit any specific identification or description and
describetheacquired assets only by categorizing theminto general groupings. Althoughthe
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parties should always pay close attention to the definition of Excluded Assets, the
mechanism by which the assets that are excluded from the transaction are described assumes
even greater significance when the acquired assets are described in only a general way.

Theinterplay between the section listing purchased assets and the section listing the
excluded assets al so needs close attention. TheModel Agreement specifically providesthat
thelisting of Excluded Assets set forthin Section 2.2 takes priority over thelisting of Assets
set forthin Section2.1. Thispriority is established both by the parenthetical at the end of the
introductory paragraph of Section 2.1 and the language at the beginning of Section2.2. Asa
result, particular care needs to be given to the listing of Excluded Assets as that list will
control if a particular asset could be both an Asset and an Excluded Asset.

The categories of Assetsin Section 2.1 aredescribed using a combination of defined
terms and specific description of the Assets. Thisrepresentsablend of two extremes, which
aredefining all terms elsewhereand using only the defined termsin Section 2.1 and placing
the complete description of all assetsin Section 2.1 with the definitions at the end of each
category. Inthe Model Agreement, defined terms are used to cover categories of Assets
where that defined term is used elsewhere in the Model Agreement (for example, in the
representations section). Reference is made to the definitions of the various defined terms
used in Section 2.1 and the Comments to those definitions for further description of the
scope of those terms. If no defined term is needed elsewhere in the Model Agreement, a
specific description of the category of Assets is used. Where defined terms are used, the
definitions need to be carefully drafted to transfer only the Assetsintended and to ensurethat
the defined terms need to be addressed consistently throughout the Agreement.

For example, the term “Tangible Personal Property” includes personal property
owned or leased by the seller (see Section 2.1(b)). Therefore, sincethebuyer is purchasing
all leased personal property, the associated |ease contracts should belisted on the Part of the
DisclosureL etter referred toin Section 2.1(€), should not belisted on Exhibit 2.2(f) pursuant
to Section 2.2(f), which identifies excluded assets, and should be listed on the Part of the
Disclosure L etter referred to in Section 2.4(a)(v).

Whether adefined term or aspecific descriptionis utilized, the Buyer canreducethe
risk that an unlisted item will be excluded from the acquired assets by using languagesuchas
“including.” Although the last sentence of Section 1.2(a)(vii) expressly recognizesthat the
word “including” does not limit the preceding words or terms, therule of gusdem generis
has been applied to construe the meaning of abroad phraseto include only mattersthat areof
a nature similar to those specifically described. Seethe Comment to Section 1.2.

If there are specific assets which areof significant importanceto thebuyer, thebuyer
may want to specifically list those assets instead of relying on the introductory “ catch-all”
phrase or any “including” clauselisting assets of asimilar type. For example, if the sdller
had subsidiaries, the buyer would want to include specifically stock of the subsidiaries as
assets in Section 2.1. Similarly, if the sdler owns or has access to certain business
devel opment assets, such as luxury boxes, event tickets or the like, the buyer would want to
specifically identify those assets.

Under Section 2.1(i), all insurance benefits are transferred to the buyer unless
expended in accordance with theterms of theModel Agreement. In most asset acquisitions,
insurance policies are not transferred, primarily because such policies typically may not be
transferred without the consent of the insurance company. Transferable policies may be
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purchased, however. This delineation would involve a review of the seller’s policies to
determinewhether eachistransferable. Theapproach takenintheModel Agreement isthat
the palicies themselves stay with the seller but all unexpended benefits are transferred.
Giventhissplit andthetypical non-transferability languagein insurancepolicies, the buyer
may need to utilize the further assurances clause set forth in Section 10.11 and rely on the
seller to take certain actions on behalf of the buyer to receive any insurance proceeds. Note
that only insurance benefits relating to the Assets and Assumed Liabilities are transferred.
Therefore, life insurance under “key man” policies would not be transferred. Finally, the
buyer would receive no rights under this section to the extent the seller self-insures with
respect toacertainrisk. However, the parties would need to adjust this provision if thesd ler
has another variant of self-insurance where an insurance policy coverstherisk at issue but
the insured agrees to reimburse the insurance company dollar-for-dollar for any claims.
Under Section 2.1(i), the benefits under that policy would transfer tothebuyer and the seller
would be left with the reimbursement obligation. Usually, the parties and their insurance
consultants will be able to structure reasonable insurance backup mechanisms as joint
protection for pre-closing occurrences or, failing that, the buyer may require a substantial
escrow or set-off right to cover theserisks. See Sections 2.7 and 11.8.

Section 2.1(k) provides that rights of the seller with respect to deposits and prepaid
expenses, and claims for refunds and rights to offset relating thereto, are included in the
Assetsunless specifically excluded. Theterm* prepaid expenses” isan accounting te'rmand
is used in that sense. Therefore, accounting reference materials would be helpful in the
application of thisterm. Finally, note that this section provides that it is the seller’ s rights
which are being sold, rather than the actual deposits, prepaid expenses and related items.

In many asset purchasetransactionsthe buyer is seeking to acquireabusinessand all
of seller’ s operating assets necessary to conduct thebusiness. BecausetheM odel Agreement
was drafted on the basis of a fact pattern that assumed the acquisition of all of seller’s
operating assets and in order to reduce the risk that buyer could be held liable for seller
liabilities which it did not assume, the Model Agreement does not attempt to define the
“business’ being acquired or include in Section 2.1 a statement to the effect that the Assets
include all of the assets of seller’s business. But see the representation in Section 3.6.

Many draftersprefer to include adefined term “ Business’ and acatch-all statement
tothe effect that the Assetsincludeall of the properties and assets of any kind or nature used
inthe Business. This approach is particularly useful (and may be necessary) in situations
wherethebuyer isacquiring adivision of theseller. If thisapproach were used, thelead-in
to Section 2.1 could be revised, and a new subsection (I) could be added to Section 2.1, to
read as follows:

“Upon the terms and subject to the conditions set forth in this
Agreement, at the Closing and effective as of the Effective Time, Seller
shall sell, convey, assign, transfer and deliver to Buyer, and Buyer shall
purchase and acquirefrom Seller, freeand clear of any Encumbrancesother
than Permitted Encumbrances, all of Sdller’ sright, titleand interest inand
toall of Seller’s property and assets, real, personal or mixed, tangible and
intangible, of every kind and description, wherever located, belonging to
Sdler and which relate to the business currently conducted by the

Division of Seller as a going concern, including the design,
manufacture and sale of its products and the furnishing of advisory and
consulting services to customers as well as any goodwill associated
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therewith (the “Business’), including the following (but excluding the
Excluded Assets):

* k% %

“() all other properties and assets of every kind, character and
description, tangible or intangible, owned by Seller and used or held for use
in connection with the Business, whether or not similar to the items
specifically set forth above.”

See also Section 3.6 and the related Comment.
2.2 EXCLUDED ASSETS

Notwithstanding anything to the contrary contained in Section 2.1 or elsewhere in this
Agreement, the following assets of Seller (collectively, the“Excluded Assets’) are not part of the
sale and purchase contemplated hereunder, are excluded from the Assets, and shall remain the
property of Seller after the Closing:

€) all cash, cash equivalents and short term investments,
(b) all minute books, stock Records and corporate sedls,
(©) the shares of capital stock of Seller held in treasury;

(d) those rights relating to deposits and prepaid expenses and claims for refunds and
rightsto offset in respect thereof listed in Part 2.2(d);

(e all insurance policiesand rights thereunder (except to the extent specified in Section
2.1(i) and (j));

) all of the Seller Contracts listed in Part 2.2(f);

(9 all personnel Recordsand other Recordsthat Seller isrequired by law to retainin its
possession;

(h) all claims for refund of Taxes and other governmental charges of whatever nature;
() all rights in connection with and assets of the Employee Plans;

()] al rights of Seller under this Agreement, the Bill of Sale, the Assignment and
Assumption Agreement, the Promissory Note and the Escrow Agreement; and

(K) property and assets expressly designated in Part 2.2(k).
COMMENT
As with the description of the assets to be acquired, the parties should always pay

closeattentionto theidentity of the assetsto be excluded from the acquisition and therefore
not transferred from the seller to thebuyer. Aswiththe acquired assets, the excluded assets
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could bedescribed generally, identified specifically or described using some combination of
thetwo. Whichever method of descriptionisused, it isimportant that the method chosen be
consistent with the description of the acquired assets.

In general, the Model Agreement uses general descriptions to categorize the
Excluded Assets. One of these descriptions, Sections2.2(e), is qualified by referencetothe
Assetstoreflect thefact that, in general, this category of assetsisbeing retained by theSeller
but sdl ected assets are being acquired by the Buyer. Two other sections, Sections 2.2(d) and
2.2(f), reflect the opposite approach. Each category of assets described in these sectionsis
being acquired by the Buyer and only sdected assets are being retained by the Sdler.
However, through Part 2.2(k), the Model Agreement also provides for the specific
identification of certain assets to be retained by the Seller which do not fit within a general
category and do not merit a special category or identification in the text of the Agreement.

The description of excluded assets needs also to mesh with the description of the
assumed and excluded liabilities. For example, Section 2.2(i) of the Model Agreement
provides that the Seller will retain all rights and assets relating to the Employee Plans.
Correspondingly, Section 2.4(b)(vi) of theModel Agreement providesthat the Seller retains
al liabilities relating to those Employee Plans.

A number of the categories are designated as excluded assets becausethe Seller will
continue as an independent company after the closing of thetransactions contemplated by the
Model Agreement. The Seller should retainall of itsrights under theModel Agreement and
related documents. Also inthis category are the Sdler’s minute books, stock records and
corporate seal, all of which are properly retained by the Seller in an asset purchase, and
personnel records and other records the Seller islegally required to retain. However, the
Buyer may want to ensure that it has access to these retained items and the ability to make
copiesto address post-closing matters. The Buyer should also specify wherethisinspection
will occur as the Seller may liquidate and move the records to an inconvenient location.
Finally, the Buyer may want the right to obtain these items if the Seller ever decides to
discard them. The Model Agreement providesthat the Buyer will receiveacopy of certain
of theseitemsin Section 2.1(g). See Section 10.10 and accompanying Commentary.

Section 2.2(a) reflects the norm in asset purchase transactions that the buyer
typically will not buy cash and cash equivalents. There usually is no reason to buy cash
because this simply would have a dollar for dollar impact on the purchase price and
excluding cash provides logistical simplicity. However, there may be situations when the
purchase of cash should be considered. First, thelogistics of the particular transaction may
besuchthat purchasing cashiseasier. For example, when purchasing achain of retail stores,
it may be easier to buy the cash in the cash registers rather than collecting all the cash and
then restocking the registers with the buyer’s cash.  Second, the buyer may be able to buy
cash for a note with deferred payments. This would provide the buyer with immediate
working capital without requiring the infusion of additional capital - in essence, a form of
seller financing.

At times, abuyer may include a category in Section 2.2 which would authorize the
buyer, in its discretion, to designate certain of the seller’s property or assets as Excluded
Assets, often without altering the purchase price or other terms of theagreement. Thisright
typically can be exercised from the signing of the agreement until shortly before closing.
The buyer may request such right to allow the buyer the greatest benefit from its due
diligence analysis (which typically continues up to the closing). The seller may desire to
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carefully review the breadth of thisright becausethebuyer’ s decision to exclude assets may
materially changethe deal for theseller, particularly if theseller is exiting thebusiness. For
example, there may beassets which the seller would no longer want or which areworth less
than the related operating costs or real estate which may be subject to environmental
problems. If thesdler agreesto thiskind of provision, the seller may insist upon aright to
renegotiate the purchase price depending on the assets left behind. Asan alternativeto the
purchase price renegotiation, the seller may request limitation of the proposed exclusion
right so that the buyer could not exclude certain assets, which could include assets that
neither party wants. Whether thebuyer will havetheability toinsist ontheinclusion of this
provision is a matter of the parties' relative bargaining positions.

2.3 CONSIDERATION.

The consideration for the Assets (the “Purchase Price’) will be (i) $ plus or
minus the Adjustment Amount and (ii) the assumption of the Assumed Liabilities. In accordance
with Section 2.7(b), at the Closing the Purchase Price, prior to adjustment on account of the
Adjustment Amount, shall be delivered by Buyer to Seller as follows: (i) $ by wire
transfer; (ii) $ payable in the form of the Promissory Note; (iii) $ paid to the
escrow agent pursuant to the Escrow Agreement; and (iv) the balance of the Purchase Price by the
execution and delivery of the Assignment and Assumption Agreement. The Adjustment Amount
shall be paid in accordance with Section 2.8.

COMMENT

In Section 2.3 of the M odel Agreement the consideration to be paid by the Buyer for
the assets purchased includes both a monetary component and the assumption of specific
liabilities of the Seller. In addition to the consideration set forth in Section 2.3, the Seller
and the Shareholders may receive payments under noncompetition and employment
agreements. |If an earnout, consulting, royalty or other financial arrangement is negotiated by
the parties in connection with the transaction, additional value will be paid.

The amount a buyer is willing to pay for the purchased assets depends on several
factors, including the seller’s industry, state of development and financial condition. A
buyer's valuation of the seller may be based on some measure of historical or future
earnings, cash flow, or book value (or some combination of revenues, earnings, cash flow,
and book value), as wdl as the risks inherent in the seller’s business. A discussion of
modern valuation theories and techniques in acquisition transactions is found in Samuel C.
Thompson, Jr., A Lawyer’s Guide to Modern Valuation Techniques in Mergers and
Acquisitions, 21 THE JOURNAL OF CORPORATION LAW, 457 (Spring 1996). The
monetary component of the purchasepriceis also dependent in part upon the extent towhich
liabilities are assumed by the buyer. Therange of liabilities a buyer is willing to assume
varies with the particulars of each transaction and, as the Commentary to Section 2.4
observes, the assumption and retention of liabilitiesis often a heavily negotiated issue.

The method of payment selected by the parties depends on a variety of factors,
including the buyer’ sability to pay, the parties’ views onthevalue of the assets, the parties’
tolerancefor risk, and the tax and accounting consequences to the parties (especialy if the
buyer isapublic company). See SectionI11.E intheintroductory text and thecommentary to
Section 10.2 for a discussion of the tax aspects of asset acquisitions and the Comment to
Section 2.5 for adiscussion of the allocation of the purchase price. The method of payment
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may include some combination of cash, debt, and stock and may also have a contingent
component based on future performance. For example, if abuyer does not have sufficient
cash or wantsto reduceitsinitial cash outlay, it could requirethat a portion of the purchase
pricebe paid by anote. This method of payment, together with an escrow arrangement for
indemnification claims, isreflected in Section 2.3 of the Model Agreement. If themethod of
payment includes a debt component, issues such as security, subordination, and post-closing
covenants will have to be resolved. Similarly, if the method of payment includes a stock
component, issues such as valuation, negative covenants and registration rights must be
addressed.

If a buyer and a sdller cannot agree on the value of the assets, they may make a
portion of the purchase price contingent on the performance of the assets following the
acquisition. The contingent portion of the purchase price (often called an “earnout”) is
commonly based on the assets' earnings over a specified period of time following the
acquisition. Although an earnout may bridge a gap between thebuyer’ sandthesdler’ sview
of thevalue of the assets, constructing an earnout raises many issues, including how earnings
will be determined, the formulafor calculating the payment amount and how that amount
will bepaid (cash or stock), how the acquired businesses will be operated and who will have
the authority to make major decisions, and the effect of a sale of the buyer during the earnout
period. Resolving these issues may be more difficult than agreeing on a purchase price.

The Model Agreement assumes that the parties have agreed upon a fixed price,
subject only to an adjustment based on the difference between the Seller’ sworking capital on
the date of the Balance Sheet and the date of Closing (see Sections 2.8 and 2.9).

2.4 LIABILITIES

€) Assumed Liabilities. On the Closing Date, but effective as of the Effective Time,
Buyer shall assume and agree to discharge only the following Liabilities of Seller (the
“Assumed Liabilities’):

() any trade account payable reflected on the Interim Balance Sheet (other than
a trade account payable to any Shareholder or a Related Person of Seller) which
remain unpaid at and are not delinquent as of the Effective Time;

(i) any trade account payable (other than a trade account payable to any
Shareholder or a Related Person of Seller) that have been incurred by Seller in the
Ordinary Course of Business between the date of the Interim Balance Sheet and the
Closing Date which remains unpaid at and are not delinquent as of the Effective
Time;

(i) any Liability to Seller’ scustomersincurred by Seller inthe Ordinary Course
of Businessfor non-delinquent orders outstanding asof the Effective Timereflected
on Seller’s books (other than any Liability arising out of or relating to a Breach
which occurred prior to the Effective Time);

(iv)  any Liability to Seller’scustomers under written warranty agreementsinthe
forms disclosed in Part 2.4(a)(iv) given by Seller to its customers in the Ordinary
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(b)

Courseof Businessprior to the Effective Time (other than any Liability arising out of
or relating to a Breach which occurred prior to the Effective Time);

(v) any Liability arising after the Effective Time under the Seller Contracts
described in Part 3.20(a) (other than any Liability arising under the Seller Contracts
described on Part 2.4(a)(v) or arising out of or relating to a Breach which occurred
prior to the Effective Time);

(vi) any Liability of Seller arising after the Effective Time under any Seller
Contract included in the Assetswhichisentered into by Seller after the date hereof in
accordance with the provisions of this Agreement (other than any Liability arising
out of or relating to a Breach which occurred prior to the Effective Time); and

(vii) any Liability of Seller described on Part 2.4(a)(vii).

Retained Liabilities. The Retained Liabilities shall remain the sole responsibility of

and shall be retained, paid, performed and discharged solely by Seller. “Retained
Liabilities’ shall mean every Liability of Seller other than the Assumed Liabilities,
including:

3478819v1

() any Liability arising out of or relating to products of Seller to the extent
manufactured or sold prior to the Effective Time other than to the extent assumed
under Section 2.4(a)(iii), (iv) or (v);

(i) any Liability under any Contract assumed by Buyer pursuant to Section2.4(a)
which arises after the Effective Time but which arisesout of or relatesto any Breach
that occurred prior to the Effective Time;

(i) any Liability for Taxes, including (A) any Taxesarising asaresult of Seller’s
operation of its business or ownership of the Assets prior to the Effective Time, (B)
any Taxes that will arise as a result of the sale of the Assets pursuant to this
Agreement and (C) any deferred Taxes of any nature;

(iv)  any Liability under any Contract not assumed by Buyer under Section 2.4(a),
including any Liability arising out of or relating to Seller’s credit facilities or any
security interest related thereto;

(v) any Environmental, Health and Safety Liabilitiesarising out of or relating to
the operation of Seller’ s business or Seller’s leasing, ownership or operation of real

property;

(vi)  any Liability under the Employee Plans or relating to payroll, vacation, sick
leave, worker’s compensation, unemployment benefits, pension benefits, employee
stock option or profit-sharing plans, health care plans or benefits, or any other
employee plansor benefits of any kind for Seller’s employees or former employees,
or both;
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(vii) any Liability under any employment, severance, retention or termination

agreement with any employee of Seller or any of its Related Persons;

(viii) any Liability arising out of or relating to any employee grievance whether or

not the affected employees are hired by Buyer;

(ix)  any Liability of Seller to any Shareholder or Related Person of Seller or any

Shareholder;

(x) any Liability to indemnify, reimburse or advance amounts to any officer,

director, employee or agent of Seller;

(xi)  any Liability to distribute to any of Seller’ s shareholders or otherwise apply

all or any part of the consideration received hereunder;

(xii)  any Liability arising out of any Proceeding pending asof the Effective Time,

whether or not set forth in the Disclosure Letter;

(xiii) any Liability arising out of any Proceeding commenced after the Effective
Timeand arising out of, or relating to, any occurrence or event happening prior tothe

Effective Time;

(xiv) any Liability arising out of or resulting from Seller’s non-compliance with

any Legal Requirement or Order of any Governmental Body;

(xv) any Liability of Seller under this Agreement or any other document executed

in connection with the Contemplated Transactions; and

(xvi) any Liability of Seller based upon Seller’s acts or omissions occurring after

the Effective Time.
COMMENT

The differences between asset and stock acquisitions is clearly seen in the area of
liabilities. In a stock acquisition, the buyer, in effect, acquires all assets of the company
subject to all its liabilities. In an asset acquisition, the buyer typically will not agree to
assume al liabilities of the business being acquired, although some areas of liability may
follow the assets in the hands of a successor. See the discussion of successor liability
contained in Section IV above.

In an asset acquisition, the assumption and retention of liabilities is ordinarily a
heavily negotiated issue, dependent in large part upon the economic agreement of theparties.
The outcome of that negotiation will depend upon the results of the buyer’s due diligence
and negotiations between the parties on other economic matters.

Asto approach, most buyers will desireto identify the liabilities they will assume
with as much specificity as practicabl e to reduce the chance for unanticipated exposure and
controversy. To protect itself after the closing, the buyer will want indemnification if for
somereasonitisforcedto pay any liability retained by the sdller. It will beimportant tothe
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buyer to negotiate the indemnification provisions to reflect its agreement that retained
liabilitiesremaintheresponsibility of theseller. Counsel tothe buyer must beaware of this
position in drafting limitations on the responsibility of the sdler to indemnify, such as
collars, baskets, limitation periods on the initiation of claims and exclusivity of the
indemnification. Conversaly, counsel to the seller needs to recognize that unlimited
indemnificationfor retained liabilities, broadly defined, can facilitatean end runby thebuyer
around limitations on indemnification for breaches of representations and warranties.
Finally, knowledge about liabilitiesthe seller istoretain, whether determined or contingent
as of thetime of closing, may influence the buyer’s decision to require an escrow of part of
the purchase price, theamount to be held in escrow and its duration. See Article 11 (which
provides for indemnification) and Section 2.7 (subsections (a)(vii) and (b)(iii) require
execution of an escrow agreement).

The assumption and retention of liabilities set forth in the provisions of the Model
Agreement is based upon the specific fact situation posited. Those provisions do reflect at
least two general dividing lines which arelikely to bethetypical buyer’sposition. Thefirst
is that, except for specific liabilities arising before the closing which the buyer eects to
assume, the buyer will expect the seller to continue to be responsible for and pay all
liabilities of the seller’s business which arise out of or relate to circumstances before the
effectivetime. Thesecond isthat thebuyer will only bewillingto assumeliabilities arising
in the ordinary course of the business of the seller.

The division of liabilities along these lines requires understanding of the seller’s
business which may not be easily achieved. For example, dividing liabilities arising from
nonserialized products, an artificial division based upon when theproblemarisesinrelation
to the effective time may be the only practical way to assign responsibility. In addition, the
careful drafter will have to be concerned about consistency between the assumption and
other provisions of the agreement, the completeness of coverage and the inevitable
redundancies which may occur in specifically enumerating the liabilities the buyer will
assume. Asacasein point, compare Section 2.4(a)(vi), which deals with the assumption of
liabilitiesunder Seller Contracts (as broadly defined in Section 1.1 of theModd Agreement),
with Sections 2.4(a)(ii) and (iii), which deal with the assumption of liabilities under trade
accounts payable and work orders, all of which may fall within the definition of Seller
Contracts.

The Modd Agreement addresses the liabilities which the Buyer will assume in
subsection 2.4(a). In defining the term “Assumed Liabilities,” the Model Agreement
provides that the Buyer will take on only specifically enumerated liabilities. Special care
should betaken in areas wherethe description of liabilities to be assumed might beconstrued
to encompass contingent liabilities. Theimportance of the primacy of this enumeration is
demonstrated by the attention paid to avoid contrary indications in other provisions of the
Model Agreement. For example, Section 2.1, listing the assetsto betransferred, isqualified
to indicate that the Buyer is not agreeing thereby to assume any liabilities of Seller unless
expressly assumed under Section 2.4(a). In addition, the specificity required to limit the
exposure of the Buyer isevident from analysis of the particular provisions of Section 2.4(a).

In clauses (i) and (ii) of Section 2.4(a), the Buyer's agreement to assume trade
accounts payable is restricted to non-delinquent payables that are not paid before the
Effective Time. If the Buyer assumed delinquent payables, the Seller would have an
incentiveto delay paying trade accounts. Payables not assumed must be paid by the Seler
under Section 10.3. Inclause (i) theliabilities are particularly described by referenceto the
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Interim Balance Sheet which the Buyer has presumably received and examined before
execution of the agreement. The Interim Balance Sheet rather than the last audited Balance
Sheset (both of which are warranted by Seller under its representations) is used because it
providesamorecurrent listing of the Seller’ strade accounts payable. Asfor tradeaccounts
payable arising from the date of the Interim Balance Sheet to the Closing Date, the
agreement of the Buyer islimited to liabilities arising in the Ordinary Course of Business.
Finally, the Buyer’s agreement to assume trade accounts payable does not include any such
payable to a Related Person of the Seller. This paosition is taken in the Model Agreement
because, at thetime of afirst draft, the Buyer may not know enough about such payablesto
know that the underlying transactions are arm’ s-length.

In Section 2.4(a)(iv), the Buyer only agreesto assumethe warranty obligations of the
Seller under specifically identified forms of agreements given by the Sdller inthe Ordinary
Course of Business and does not assume any liability due to a breach before the effective
time. Theintent of this provision isto avoid assuming products liability risk for products
manufactured or sold by the Seller beforetheclosing. Theallocation of product liability risk
between a sdler and a buyer is determined not only by the extent to which the buyer
contractually assumes such risk, but also by the application of de facto merger and other
theories of successor liability. See Section IV above. The buyer may wish to address this
possibility through indemnification, taking into account the availability of existing and
potential insurance coveragefor therisk.

Under clauses (v) and (vi) of Section 2.4(a), the Buyer agreesto assume liabilities
under Seller Contracts, but this assumption is limited in several respects. For Seller
Contracts existing at the time the agreement is signed, the Buyer will assume only those
liabilities and obligations arising under the specifically identified Seller Contractslisted in
Part 3.20 of the Disclosure L etter and not arising out of any Breach of those Seller Contracts.
As to Sdler Contracts entered into between the date the agreement is signed and the
Effective Time, the Buyer's assumption is further limited to those contracts which are
entered into by the Sdler in compliance with the terms of the Mode Agreement, most
importantly the Seller’s covenants in Section 5.2 about how it will operate its business
during that period. Because such covenants serve as the standard for determining the
liabilities assumed under subsection (a)(vi), they should be scrutinized to avoid the Buyer’s
assumption of unanticipated liabilities.

In Section 2.4(b), theModel Agreement providesthat if aliability isnot specificaly
assumed by the Buyer it remains the responsibility of the Seller. Although the drafter must
keep in mind theimplications of the doctrine of ejusdem generisdescribed elsewhereinthis
Comment (see the Comment to Section 1.2), the list of Retained Liabilities found in this
subsection isintended to beillustrative of the types of liabilities retained but is not, by its
terms, intended to beexclusive. Thebenefit of suchalist istofocustheparties’ attentionon
the division of liabilities between them. Of course, asin the description of the liabilities to
be assumed and the coordination of that provision with other provisions of the Model
Agreement, care should be taken to avoid implications and ambiguities which might raise
guestions about what liabilities the Buyer has agreed to assume. If there is concern about
which party will bear responsibility for aspecificliability or category of liabilities, it should
be carefully addressed in the agreement. With regard to Section 2.4(b)(iii), note that some
state statutes prohibit sellers and buyers from agreeing that the seller will pay sales taxes.
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25 ALLOCATION

The Purchase Price shall be allocated in accordance with Exhibit 2.5. After the Closing, the
parties shall make consistent use of the allocation, fair market value and useful lives specified in
Exhibit 2.5 for all Tax purposes and in any and all filings, declarations and reports with the IRS in
respect thereof, including the reports required to be filed under Section 1060 of the Code, if
applicable, it being understood that Buyer shall prepare and deliver IRS Form 8594 to Seller within
forty-five (45) days after the Closing Date if such formisrequired to befiled withthe IRS. Inany
Proceeding related to the determination of any Tax, neither Buyer nor Seller or Shareholders shall
contend or represent that such allocation is not a correct allocation.

COMMENT

From afederal tax perspective, asale of theassets of abusinessistreated asif there
were anumber of sales of individual assets. Section 2.5 represents the agreement between
the Buyer and the Sdler as to how the aggregate purchase price is allocated among the
specific assets being purchased. The purpose of this agreement is to assure that both the
Buyer and the Seller are consistent in their reporting of the transaction for tax purposes. In
general, anarm’ s-length agreement between the parties asto all ocation of the purchaseprice
will be given effect, unless the IRS determines that the allocation is inappropriate.

An agreement on allocationisimportant for, in most asset transactionsinvolvingthe
sale of an entire business, the parties will have to comply with Section 1060 of the Code.
Pursuant to Section 1060, both the buyer and the seller must file Form 8594 (Asset
Acquisition Statement under Section 1060) generally describing the allocation with their
returns for the year in which there was a transfer of assets used in a trade or business if (i)
any good will or going concern value could attach to any of the assets and (ii) the buyer’s
basis in the assets is determined wholly by the amount paid for the assets.

Compliancewith Section 1060 will also require disclosure of the consideration paid
for employment or consulting agreements with stockholders of the seller who previously
werekey employees. ThelRS carefully monitors such arrangements and may recharacterize
the amounts if thereis not economic justification for such payments and the arrangements
are not reasonable.

Section 1060 does not require the buyer and seller to agree on a purchase price
alocation; and this agreement can be an unforeseen area of dispute between the parties
because of the different tax effects an allocation may have. Fromthesdler’ s perspectivethe
allocation determines how much, and the tax character (which may result in a material
differential in marginal rates) of, gain, loss or incomethe seller will recognize as aresult of
theasset sale. For thebuyer, theallocationwill determinewhat valuethe assets will haveon
itsbooksfor tax (and financial statement) purposes; and this determination will affect if and
how it can depreciate or amortize that purchase price against its income. In addition,
consequences other than direct income tax effects may give rise to controversy. For
example, a substantial allocation to land being sold may give rise to material real estate
transfer taxes and may affect future ad valorem property taxes. Also, different tax effects
may have an unfavorable impact on the financial statements of the seller or buyer.
Nonetheless, parties often agree to file identical IRS Forms 8594 to reduce the likelihood
that the IRS will scrutinize the allocation.
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26  CLOSING

The purchase and sale provided for in this Agreement (the “Closing”) will take place at the

offices of Buyer’'s counsel at , a 10:00 am. (local time) on the later of (i)
: , or (i) the date that is five Business Days following the termination of the

applicable waiting period under the HSR Act, unless Buyer and Seller agree otherwise. Subject to
the provisions of Article 9, failure to consummate the purchase and sale provided for in this
Agreement on the date and time and at the place determined pursuant to this Section 2.6 will not
result inthetermination of this Agreement and will not relieve any party of any obligationunder this
Agreement. In such asituation, the Closing will occur as soon as practicable, subject to Article 9.

COMMENT

Depending on the nature of the acquisition and the interest of the parties in
compl eting the acquisition within acertain time frame, thereare many waysto set thedateof
the closing. See Freund, Anatomy of a Merger 321-23 (1975). Section 2.6 of the Model
Agreement providesthat closing will take place on thelater to occur of a specific dateor five
days after the satisfaction of a specific condition to closing unless Buyer and Seller agree
otherwise. Buyer or Sdller may want to add theright to postponetheclosing for a specified
period of time if it is unable to satisfy a condition. Note that the term “ Contemplated
Transactions” isnot used in this Section 2.6 because some of the actions encompassed within
that defined term will occur after the Closing.

By specifying a date in clause (i) of Section 2.6, the parties have fixed the earliest
date that the closing may occur. This may be necessary in certain circumstances, such as
when the buyer wants to compl ete its due diligence investigation, needs to obtain financing
or will berequiredto give notice under the Worker Adjustment and Retraining Notification
Act, 29 USC 8§ 2101-2109 (the“ WARN Act”), although these circumstances could alsobe
addressed by making thesetypes of events conditionsto closing and determining the closing
date by referenceto their satisfaction. A party may wish to specify a particular closing date
if it suspects that the other party may be motivated to delay the closing. For example, a
buyer that uses a calendar year may not want to closein mid-December to avoid unnecessary
costs, such as preparation of ashort-period tax return or interim financial statementsfor an
unusual period of time. Also, asdler may desireto close a transaction after the end of its
current tax year to defer the tax consequences of the transaction.

Thesecond clause of Section 2.6 of the Model Agreement determinesaclosing date
by referenceto a specific condition to the closing, in this case termination of the applicable
waiting period under the HSR Act. Generally, this type of clause attempts to fix the date
uponwhich closing will take place by referenceto the conditionto closing which the parties
expect will take the longest amount of timeto satisfy. Conditionsthat typically takealong
timeto satisfy include shareholder approval (inthe case of asaleof all or substantially all of
the assets of theseller, depending upon state corporatelaw requirements), termination of the
waiting period under the HSR Act, expiration of the notice periods under the WARN Act,
receipt of all regulatory approvals (if seller isin aregulated industry) and receipt of all (or
certain specified) other third party consents (e.g., assignments of contracts or of industrial
revenue bonds where the assets being sold include real estate). When there is doubt about
which condition will take the most amount of time to satisfy, the parties might consider
agreeing to close the transaction within so many days after the satisfaction of the last
condition or certain specified conditions. Theparties might keep in mind, however, that the
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satisfaction of some conditions may be influenced by a party, even though the agreement
contains provisions (such as Sections 5.7 and 6.2 of the Model Agreement) requiring both
parties to use their best efforts to satisfy all conditions to the closing of the transaction.

Therearealso tax, accounting, and other practical considerationsin scheduling the
closing. For example, if the buyer is paying the purchase price in funds that are not
immediately available (see comment to Section 2.7), the seller may not want to close on a
Friday (especially the Friday before a three-day weekend) becausethe seller would not have
use of the funds over the weekend. If the buyer is paying the purchase price by a wire
transfer of immediatdy available funds, the seller may want to determinethetime by which
itsbank must receivethefundsin order to invest thefunds overnight. Theamount the seller
could loseas aresult of not having use of the fundsfor afew days depends on the purchase
price, but may be substantial in large transactions. Further, if a physical inventory will be
performed shortly before closing, the parties may want to schedul e the closing on aday and
at atimeto permit this physical inventory with little disruption of the business.

The next to last sentence of Section 2.6 establishes that failure to consummate the
acquisition on the date and timeand at the place specified does not relieve any party fromits
obligations under the acquisition agreement or give any party an independent right to
terminate the acquisition agreement. The dates set forth in Section 2.6 should not be
confused with theability to terminate the agreement under Section9. Becauseof Section 2.6
providing that failure to close does not terminate the acquisition agreement, the Model
Agreement providesin Section 9.1(f) and (g) that either party may terminatetheagreement if
the Closing has not taken place by a specified “drop dead” date. The inclusion of a drop
dead date assures the parties that they will not be bound by the acquisition agreement (and,
in particular, by pre-closing covenants) for an unreasonably long period of time. Thisdrop
dead date could be placed in the closing section. It is typically placed in the termination
provision, however, tokeep all terminationrightsinasinglesection. Notably, if Section2.6
states a specific closing date without reference to conditions that must be met, the effect of
Sections 9.1(c) and 9.1(d) may beto give aparty theright to terminate the agreement if the
Closing does not take place on the date specified.

2.7 CLOSING OBLIGATIONS

Inadditionto any other documentsto be delivered under other provisions of this Agreement,
at the Closing:

€) Seller and Shareholders, as the case may be, shall deliver to Buyer, together with
funds sufficient to pay all Taxes necessary for the transfer, filing or recording thereof:

() abill of salefor all of the Assets which are tangible personal property in the
form of Exhibit 2.7(a)(i) (the “Bill of Sale”) executed by Seller;

(i)  anassignment of al of the Assetswhich are intangible personal property in
the form of Exhibit 2.7(a)(ii), which assignment shall also contain Buyer's
undertaking and assumption of the Assumed Liabilities (the “ Assgnment and
Assumption Agreement”), executed by Seller;

(iii)  for each interest in Real Property identified on Part 3.7(a) and (b), a
recordable warranty deed, an Assignment and Assumption of Lease in the form of
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Exhibit 2.7(a)(iii) or such other appropriate document or instrument of transfer, as
the case may require, each in form and substance satisfactory to Buyer and its
counsel and executed by Seller;

(iv)  assignmentsof all Intellectual Property Assetsand separateassignmentsof all
registered Marks, Patents and Copyrights, in the form of Exhibit 2.7(a)(iv) executed
by Seller;

(v) such other deeds, bills of sale, assignments, certificates of title, documents
and other instrumentsof transfer and conveyance as may reasonably be requested by
Buyer, each in form and substance satisfactory to Buyer and its legal counsel and
executed by Seller;

(vi)  an employment agreement in the form of Exhibit 2.7(a)(vi), executed by
[ | (the “Employment Agreement”);

(vii)  noncompetition agreements in the form of Exhibit 2.7(a)(vii), executed by
each Shareholder (the “Noncompetition Agreements’);

(viii) an escrow agreement in the form of Exhibit 2.7(a)(viii), executed by Seller
and the Shareholders and the escrow agent (the “ Escrow Agreement”);

(ix)  acertificate executed by Seller and each Shareholder as to the accuracy of
their representations and warranties as of the date of this Agreement and as of the
Closing in accordance with Section 7.1 and as to their compliance with and
performance of their covenants and obligationsto be performed or complied with at
or before the Closing in accordance with Section 7.2; and

(x) acertificate of the Secretary of Seller certifying, ascomplete and accurate as
of the Closing, copies of the Governing Documents of Seller, certifying all requisite
resolutions or actions of Seller’s board of directorsand shareholders approving the
execution and delivery of this Agreement and the consummation of the
Contemplated Transactions and the change of name contemplated by Section 5.9 and
certifying to the incumbency and signatures of the officers of Seller executing this
Agreement and any other document relating to the Contemplated Transactions, and
accompanied by the requisite documents for amending the relevant Governing
Documents of Seller required to effect such change of name in form sufficient for
filing with the appropriate Governmental Body.

Buyer shall deliver to Seller and the Shareholders, as the case may be:

() $ by wire transfer to an account specified by Seller at least three
(3) business days prior to Closing;

(i) apromissory note executed by Buyer and payable to Seller in the principal
amount of $ inthe form of Exhibit 2.7(b)(ii) (the* Promissory Note");



(iii)  the Escrow Agreement, executed by Buyer and the escrow agent, together
withthe delivery of $ to the escrow agent thereunder, by wiretransfer
to an account specified by the escrow agent;

(iv)  the Assignment and Assumption Agreement executed by Buyer;
(v) the Employment Agreement executed by Buyer;

(vi)  theNoncompetition Agreementsexecuted by Buyer and $ by wire
transfer to an account specified by each Shareholder at least three (3) days prior to
the Closing Date;

(vii) acertificate executed by Buyer asto the accuracy of its representations and
warranties as of the date of this Agreement and as of the Closing in
accordance with Section 8.1 and as to its compliance with and performance of its
covenantsand obligationsto be performed or complied with at or beforethe Closing
in accordance with Section 8.2; and

(viii) acertificate of the Secretary of Buyer certifying, ascomplete and accurate as
of the Closing Date, copies of the Governing Documents of Buyer and certifying all
requisite resolutionsor actionsof Buyer’ sboard of directors approving the execution
and delivery of this Agreement and the consummation of the transactions
contemplated herein and the incumbency and signatures of the officers of Buyer
executing this Agreement and any other document relating to the Contemplated

Transactions.
COMMENT

Because of the length and complexity of many acquisition agreements, and in
particular asset acquisition agreements, some drafters attempt tolist all of thedocumentsthat
will be exchanged at the closing in a separate section so that the parties have a checklist, but
thisis oftenimpracticable. Inaddition, suchalist may exposeaparty toliability because of
an obligationto deliver documentsthat must comefrom anon-party. To avoid unnecessary
repetition and possibl e construction problems, the M odel Agreement listsinthissectiononly
those deliveries which are within the control of the party obligated to deliver them.

In Section 2.7, the parties covenant to make certain deliveries. Thepartiesshouldbe
awareof thedistinction between (i) deliveriesto betreated as covenants, the breach of which
will give the non-breaching party a right to damages, and (ii) deliveries to be treated as
conditions, the breach of which will give the non-breaching party theright to terminate the
acquisition (that is, a“walk right”) but not aright to damages. If the Sdler failsto deliver a
particular transfer document, for example, the Buyer can pursue its damage remedy. In
contrast, if the Seller fails to deliver the legal opinion or consents (or other documents
reasonably requested by the Buyer) contemplated by Article 7 (the Buyer’ s conditions), the
Buyer would have the right to terminate the acquisition, but it would not have the right to
damages unlessthe Seller breached its covenant in Section 5.7 to useits best effortstoobtain
such documents. If, however, the Seller covenanted to deliver a particular consent (because,
for example, the Seller or aparty related to the Seller was thelessor under aleasewhich was
to be transferred and that required a consent), the Seller’s failure to deliver that consent
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(regardless of the efforts used) would give the Buyer aright to damages aswell astheright
to terminatethe acquisition (seeintroductory comment to Article 7). Articles 7 and 8 of the
Model Agreement provide that the deliveries required by this Section 2.7 are conditions
precedent to the applicable party’ s obligation to consummate the contemplated transaction.

Parties’ Closing Certificates. Thereciprocal certificatesrequired to bedelivered at
the closing in regard to the accuracy of each party’s representations and warranties and the
performance of its covenants provide a basisfor the post-closing indemnification remedies
under Sections 11.2(a) and (b) and 11.4(a) and (b). See Kling & Nugent Simon, Negotiated
Acquisitions of Companies, Qubsidiaries and Divisions § 14.02[5] (1998). See also
Comment to Sections 7.1 and 8.1.

Theparties may wish to specify by name or paosition the officerswho areto execute
the closing certificates on behalf of the seller and the buyer (e.g. the chief executive officer
and the chief financial officer). The secretary will ordinarily be the officer executing
certificates dealing with corporate proceedings and approvals.

Officerswho areasked to sign closing certificates might express concern about their
personal liahility, particularly if they are not shareholders or otherwise benefiting from the
transaction. Thebuyer might claimthat, in addition to itsright to indemnification, it relied on
these certificates and was damaged to the extent that the statements made by the officers
wereinaccurate. Whilethereisadearth of authority dealing specifically withthisissue there
have been instances where buyers have sought to recover directly against theofficerssigning
officers certificates based on theories of negligent misrepresentation and fraud. See, e.g.,
Morgan Guar. Trust Co. of N.Y. v. Tisdale, No. 95 Civ. 8023, 1996 WL 544240 (S.D.N.Y.
Sept. 25, 1996).

Thesdler’s counsel might attempt to minimize the officers’ exposure by adding a
knowledge qualification to the closing certificates and makingit clear that thecertificatesare
being signed by the officersin their corporate capacity and not asindividuals. Thismight be
objected to by the buyer’s counsel, particularly the knowledge qualification, because of a
concern over the effect it might have on the buyer’ s indemnification rights. However, that
concern can be alleviated by adding to the certificate an express statement to the effect that
theknowledge qualification will have no such effect. Theofficers' exposuremight belessof
aproblem if the seller is successful in adding a clauseto the effect that the indemnification
provisions are the sole remedy for any claims reating to the sale.

Manner of Payment. The Model Agreement providesfor payment by wiretransfer
because such transfers arethe normin most substantial transactions. In some circumstances,
however, the parties may choose, for various reasons, including the size of thetransaction, to
have payment made by bank cashier’ s or certified check. Whileall threeforms of payment
are commonly used and should be acceptableto a seller, parties should be aware of certain
differencesin abuyer’ sability to stop payment and in theavailability of thefundsfor useby
asdler.

A certified check is a check of the drawer that contains the drawee bank’s
certificationonitsface. Asaresult of thebank’s certification, the drawee bank’ sliability is
substituted for that of the drawer. A cashier’s check is a check drawn by a bank on itself.
Thus, acashier’s check is the primary promissory obligation of the drawee bank.
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Once a certified check has been certified and delivered, and once a cashier’s check
has been delivered to the payee, the customer who procured the check has no right to stop
payment. Although there have been afew cases involving banks that stopped payment on
certified and cashier’ schecks at the request of customers, courts generally have held that the
customer has no right to stop payment. See Clark, The Law of Bank Deposits, Collections
and Credit Cards 11 3.06 (rev. ed. 1999) (citing cases).

Except for awiretransfer of federal funds, thereis no differenceamong a cashier’s
check, a certified check and a wire transfer in terms of the availability of funds. For
cashier’s checks, certified checks, and wire transfers of clearinghouse funds, a bank into
which such checks are deposited or into which such wire transfers are sent is required to
makethefunds availableto the payee or beneficiary no later than the business day following
thedeposit or receipt of thetransfer. For wiretransfers of federal funds, abank isrequiredto
make the funds available immediately on the date of receipt of thetransfer. Therefore, if a
seller wants immediate use of the funds, the acquisition agreement should specify that
payment will be made by wiretransfer of immediately availablefunds. Seegenerally Clark,
The Law of Bank Deposits, Collectionsand Credit Cards 11 7.01-7.25 (rev. ed. 1999). If a
buyer is aforeign firm, a seler may want to specify that payments will be made in U.S.
dollars.

Promissory Notes. Exhibit 2.7(b)(ii) totheModel Agreement containsaformof the
Buyer’ spromissory noteto be deliveredtothe Seller. Thispromissory noteis subject tothe
rights of set-off in favor of the Buyer, which provide some security to the Buyer for the
enforcement of the Seller’ s post-closing indemnification obligations. The promissory note
bearsinterest, is subject to prepayment without penalty, and may be accelerated following
the occurrence of an event of default.

The promissory note is neither subordinated to the rights of other creditors of the
Buyer nor secured by a security interest in favor of the Sdler. Whether such features are
included depends on the proportion of the purchase price paidin cash at closing, the Buyer's
need for third party financing, the financial strength of the party responsible for future
payments, the length of the payout period, the guaranty of future payments by another, and
the bargaining position of the parties.

When a promissory note is subordinated with regard to payment, the parties must
determine the degree of subordination. A full subordination of payments prohibits any
payment of interest or principal under the note until completion of payment of all senior
debt. Alternatively, the parties may agreeto prohibit subordinated payments only when an
event of default has occurred or in the event of a bankruptcy or reorganization proceeding
involving a buyer.

A sdler inastrong bargaining position may demand collateral to secureabuyer’s
note, especially if thebuyer isfinancially weak. The property to serveas collatera will vary,
but typically will comefromtheassetssold. A seller may takea security interest inall of the
assets sold, and in futurereplacements and substitutes for those assets, in order to beableto
takeback the businessin case of default. A similar resultisachieved if the assets when sold
go into a newly formed entity and the seller takes the ownership interest in that entity as
collateral. Alternatively, asdler may takeacollateral interest in specific property whichthe
seller bdieves is of sufficient value and readily marketable. To prevent the value of the
collateral from being unduly diminished, a seller may also seek certain covenants from a
buyer regarding the operation of the company after closing. Inaddition or as asubstitute, a
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seller might obtain the guaranty of another party related to thebuyer. A seller will desireto
perfect whatever security interest istakenin order to takethe most superior positionpossible
as compared to other creditors, while abuyer may need to have that interest subordinated to
the interests of some or al of its other creditors.

A detailed discussion of thetechnical aspects of taking asecuredinterest toprotect a
seller is beyond the scope of this Comment. However, if there is to be security for the
buyer’ s note, the details of that understanding should be included in the agreement and the
forms of security documents attached to it as exhibits.

The promissory note is nonnegotiable to protect the Buyer's set-off rights. See
Comment to Section 11.8.

Escrow Agreement. Exhibit 2.7(a)(viii) contains a form of escrow agreement
providing for an escrow of funds to assist the Buyer in realizing on any successful
indemnification claims that it may have under the acquisition agreement (see Article 11).
The escrow agreement may also be used to facilitate payment of the purchase price
adjustment amount. Consideration should also be given towhether the Buyer wants both an
escrow and a right of setoff. Seethe Comment to Section 11.8.

2.8 ADJUSTMENT AMOUNT AND PAYMENT

The* Adjustment Amount” (which may be apositive or negative number) will be equal to
the amount determined by subtracting the Closing Working Capital fromthelnitial Working Capital.
If the Adjustment Amount is positive, the Adjustment Amount shall be paid by wire transfer by
Seller to an account specified by Buyer. |If the Adjustment Amount is negative, the Adjustment
Amount shall be paid by wire transfer by Buyer to an account specified by Seller. All payments
shall be made together with interest at therate set forth in the Promissory Note, which interest shall
begin accruing on the Closing Date and end on the date that the payment is made. Within three (3)
business days after the calculation of the Closing Working Capital becomes binding and conclusive
on the parties pursuant to Section 2.9 of this Agreement, Seller or Buyer, asthe case may be, shall
make the wire transfer payment provided for in this Section 2.8.

COMMENT

TheModel Agreement contains a purchase price adjustment mechanism to modify
the purchase pricein the event of changesin thefinancial condition of the Seller during the
period between execution of the acquisition agreement and closing. Such a mechanism
permitsthe partiesto lessen the potentially adverseimpact of aflat pricebased on stale pre-
closing information. Through use of a purchase price adjustment mechanism, the partiesare
ableto modify the purchase priceto reflect more accurately the Seller’ sfinancial condition
asof theclosing date. Not all transactions contain purchase price adjustment mechanisms,
however. Such mechanisms are complex in nature and are frequently the subject of
contentious negatiations. Asaresult, in many cases the parties rely on other mechanisms,
such as resorting to claims for breach of representations and warranties, indemnification
rights and walk away or termination provisions to achieve their objectives.

Inthe absence of a purchase price adjustment mechanism such as the one employed
in the Model Agreement, provision is frequently made for the proration of certain items
(such asrent under leasesincluded withinthe Assumed Liabilities and ad val oremtaxeswith
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respect to the Real Property and Tangible Personal Property) to ensure that the seller is
responsiblefor such liabilities only to the extent they cover periods up to and including the
date of closing and the buyer isresponsiblefor such liabilities only to the extent they cover
periods subsequent totheclosing. A proration mechanismisrardy appropriateif the parties
have agreed to such a purchase price adjustment mechanism. The following isasample of
such a provision:

ADJUSTMENTS TO PURCHASE PRICE

ThePurchase Price shall be subject to the following credits and adjustments, which
shall bereflected in the closing statements to be executed and delivered by Buyer
and Seller as hereinabove provided:

@ Prorations. Any rents, prepaid items and other applicable items with
respect to the Assumed Liabilities shall be prorated as of the Closing Date. Seller
shall assign to Buyer all unused deposits with respect to the Assumed Liabilitiesand
shall receive a credit in the amount thereof with respect to the Purchase Price.

(b) AdValorem Taxes. Advalorem real and tangible personal property taxes
with respect to the Assetsfor the calendar year in which the Closing occurs shall be
prorated between Seller and Buyer as of the Closing Date on the basis of no
applicable discount. If the amount of such taxes with respect to any of the Assets
for the calendar year in which the Closing occurs has not been determined as of the
Closing Date, then the taxes with respect to such Assets for the preceding calendar
year, on the basis of no applicable discount, shall be used to calculate such
prorations, with known changesin valuation or millage being applied. Theprorated
taxes shall bean adjustment to theamount of cash duefrom Buyer at the Closing. If
the actual amount of any such taxes varies by more than Dadllars
$ ) from estimates used at the Closing to prorate such taxes, then the
parties shall re-prorate such taxes within ten (10) days following request by either
party based on the actual amount of the tax hill.

Thetype of purchase price adjustment mechanism sel ected depends on the structure
of the transaction and the nature of the target company’s business. There are many
yardsticks availablefor useasthebasis of a post-closing adjustment to the nominal purchase
price. They can include, among others, book value, net assets, working capital, sales, net
worth or stockholders' equity. In some cases it will be appropriate to adjust the purchase
price by employing more than one adjustment mechanism. For example, in aretail sales
businessit may be appropriateto measure variationsin both salesand inventory. Finally, the
nominal purchase may be subject to an upward or downward adjustment, or both. The
purchase pricealso may beadjusted dollar for dollar or by an amount equal to some multiple
of changes in the yardstick amount.

Because the Modd Agreement was drafted on the basis of a fact pattern that
indicated that the Seller was a manufacturing concern with afull range of business activities,
for purposes of illustration the M odel Agreement providesfor an adjustment to the purchase
price based on changes in the Seller’s working capital. Working capital of the Seller is
determined as of the date of the Balance Sheet and the Closing Date and the nominal
purchase priceis adjusted either upward or downward based upon theamount of theincrease
or decrease in the level of the Seller’s working capital. To lessen the opportunity for
manipulation of the working capital amount during the measurement period, restrictions on
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the Seller’ sability to manipulateits busi ness operations and financial condition areset forth
in the Seller’ s pre-closing covenants contained in Article 5.

The parties may also choose to place limits on the amount of the purchase price
adjustment. Depending on the relative bargaining position of the parties, the acquisition
agreement may provide an upper limit (a“cap” or “ceiling”) to any adjustment amount the
buyer will be obligated to pay the seller. As an alternative, the parties may agree upon an
upper limit to any adjustment amount the seller will be obligated to pay or give back to the
buyer after the closing, the effect of which isto reducethe final purchase price paid by the
buyer toaspecified “floor.” Theacquisition agreement may further providefor bothacap or
ceiling and afloor (when used in such combination, a“collar”) on the adjustment amount.
The purchase price adjustment provision can also contain a de minimis“window” - i.e, a
range within which neither party pays a purchase price adjustment amount.

29 ADJUSTMENT PROCEDURE

€) “Working Capital” as of a given date shall mean the amount calculated by
subtracting the current liabilitiesof Seller included inthe Assumed Liabilitiesasof that date
fromthe current assets of Seller included in the Assetsas of that date. The Working Capital
of Seller as of the date of the Balance Sheet (the “Initial Working Capital”) was

Dollars ($ ).

(b) Buyer shall prepare financial statements (“ Closing Financial Statements’) of Seller
as of the Effective Time and for the period from the date of the Balance Sheet through the
Effective Time on the same basis and applying the same accounting principles, policiesand
practicesthat were used in preparing the Balance Sheet, including the principles, policiesand
practices set forth on Exhibit 2.9. Buyer shall then determine the Working Capital as of the
Effective Time minus accruals in accordance with GAAP in respect of liabilities to be
incurred by Buyer after the Effective Time (the“ Closing Wor king Capital”) based onthe
Closing Financial Statements and using the same methodology aswas used to calculate the
Initial Working Capital. Buyer shall deliver the Closing Financial Statements and its
determination of the Closing Working Capital to Seller within sixty (60) days following the
Closing Date.

(©) If within thirty (30) daysfollowing delivery of the Closing Financial Statementsand
the Closing Working Capital calculation, Seller has not given Buyer written notice of its
objection to the Closing Working Capital calculation (which notice shall state the basis of
Seller’ sobjection), then the Closing Working Capital calculated by Buyer shall be binding
and conclusive on the parties and be used in computing the Adjustment Amount.

(d) If Seller duly gives Buyer such notice of objection, and if Seller and Buyer fail to
resolve the issues outstanding with respect to the Closing Financial Statements and the
calculation of the Closing Working Capital within thirty (30) days of Buyer’s receipt of
Seller’s objection notice, Seller and Buyer shall submit the issues remaining in dispute to
, Independent public accountants (the “Independent
Accountants”) for resolution applying the principles, policies and practices referred to in
Section 2.9(b). If issues are submitted to the Independent Accountants for resolution, (i)
Seller and Buyer shall furnish or cause to be furnished to the Independent Accountants such
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work papers and other documents and information relating to the disputed issues as the
Independent Accountants may request and are available to that party or its agents and shall
be afforded the opportunity to present to the Independent Accountants any material relating
to the disputed issues and to discuss the issues with the Independent Accountants; (ii) the
determination by the Independent Accountants, as set forth in anoticeto be delivered to both
Seller and Buyer within sixty (60) daysof the submissionto the | ndependent Accountantsof
theissuesremaining in dispute, shall befinal, binding and conclusive onthe partiesand shall
be used in the calculation of the Closing Working Capital; and (iii) Seller and Buyer will
each bear fifty percent (50%) of the fees and costs of the I ndependent Accountants for such
determination.

COMMENT

The specific terms of the business deal must be considered when developing a
purchase price adjustment mechanism. For example, if the transaction contemplates an
accounts receivabl e repurchase obligation requiring the Seller to repurchaseall or a portion
of itsaccounts receivable not collected prior to a certain date, the purchase price adjustment
procedure must take such repurchases into account when determining the adjustment
amount. TheModel Agreement providesthat the Buyer will prepare the Closing Financial
Statements and cal culate the Working Capital as of the Effective Time. To account for the
effects of the underlying transaction, Working Capital is limited to the difference between
thecurrent liabilities of the Seller included in the Assumed Liabilities and the current assets
of the Seller included in the Assets.

To minimize the potential for disputes with respect to the determination of the
adjustment amount, the acquisition agreement specifies the manner in which the adjustment
amount is calculated and the procedures to be utilized in determining the adjustment
yardstick as of agiven date. The Model Agreement addresses this objective by stating that
the Closing Financial Statements shall be prepared on the samebasis and applying the same
accounting principles, policies and practices that were used in preparing the Balance Shest,
including the principles, policies and practices listed on Exhibit 2.9. Therefore, thebuyer's
duediligence ordinarily will focus not only on theitems reflected onthe Balance Sheet, but
also on the accounting principles, policies and practices used to produce it, as it may be
difficult for the Buyer to dispute these matters after Closing. For cost, timing and other
reasons, the parties may eect to prepare less comprehensive financial statements for the
limited purpose of determining the adjustment amount. Determination of the adjustment
amount will depend upon the type of financial statements which have been prepared and
special accounting procedures may need to be employed in calculating the adjustment
components. Where the parties engage the accountant to issue a report of findings based
upon the application of agreed-upon proceduresto specified elements, accounts or itemsof a
financial statement, such agreed-upon procedures should follow applicable statements on
accounting standards and beclearly set forth in theacquisition agreement. See Statement on
Auditing Standards No. 75, “ Engagements to Apply Agreed-Upon Procedures to Specified
Elements, Accounts, or Items of a Financial Statement,” and Statement on Standards for
Attestation Engagements No. 4, “Agreed-Upon Procedures Engagements.”  Unless
consistent accounting principles, policies and practices are applied, the purchase price
adjustment will not beinsulated fromthe effects of changesin accounting principles, policies
and practices. Since purchase price adjustment mechanismsrely heavily onthe application
of accounting principles and methods to particular fact situations, the input of the parties’
accountantsisimportant to the crafting of a mechanism which isresponsiveto thefactsand
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workable and reflects the expectations and intentions of the parties in establishing the
ultimate purchase price.

Provisions establishing dispute resolution procedures follow the provisions for the
initial determination and objection. If the parties areunableto resolve amicably any disputes
with respect to the Closing Financial Statements and the Closing Working Capital, Section
2.9(d) provides for dispute resolution by independent accountants previously agreed to by
theparties. If theacquisition agreement does not specify who will serve astheindependent
accountants, the parties shoul d establish the procedurefor selection. Even if theindependent
accountants are named, it may be wise to provide replacement procedures in case a
post-closing conflict arises with respect to the sel ection of theindependent accountants(e.g.,
through merger of theindependent accountants with accountants for the Buyer or theSdller).

The procedure to be followed and the scope of authority given for resolution of
disputes concerning the post-closing adjustments vary in acquisition agreements. Section2.9
providesthat the Buyer will determinethe Working Capital based on the Closing Financial
Statements using the same methodol ogy as was used to calculatethe I nitial Working Capital.
The Closing Financial Statements and the Buyer’s determination of the Closing Working
Capital arethen delivered to the Seller and, if the Seller has not objected withintherequisite
time period to the Closing Working Capital calculation (stating the basis of the objection),
thecalculationis*binding and conclusive ontheparties.” If the Seller objectsand theissues
outstanding are not resolved, the “issues remaining in dispute” are to be submitted to the
accountants for resolution “applying the principles, policies and practices referred to in
Section 2.9(b).” The determination by the accountants of the issues remaining in disputeis
“final, binding and conclusive on the parties” and is to be used in the calculation of the
Closing Working Capital.

The procedureset forth in Section 2.9 does not providefor the accountantsto act as
arbitrators, and thereis no separate arbitration provision governing disputes under theMode
Agreement. See the Comment to Section 13.4. However, Section 2.9 provides that the
determination by the accountantsisto be“final, binding and conclusive” on theparties. To
what extent will this determination be binding on the parties, arbitrable or confirmable by a
court? Thisislargely a question of state law, except that the Federal Arbitration Act will
preempt any statelaw that conflicts or stands as an obstacleto the purpose of the Acttofavor
arbitration. Theissueis often addressed in the context of amotion to compel arbitration by
one of the parties to the acquisition agreement. The court in Talegen Holdings, Inc. v.
Fremont Gen. Corp., No. 98 Civ. 0366 (DC), 1998 WL 513066, *3 (S.D.N.Y. Aug. 19,
1998), dealt with such a motion as follows:

In resolving amotion to compel arbitration under the Federal ArbitrationAct. .. ,a
court must: (1) determine whether the parties agreed to arbitrate; (2) ascertain the
scope of that agreement to seeif theclaimsraised inthe lawsuit fall withintheterms
of the agreement; (3) if federal statutory claims are asserted, decide whether
Congress has deemed those claims to be nonarbitrable; and (4) if some, but not all
claimsareto bearbitrated, determine whether to stay the balance of the proceedings
pending arbitration.

It then stated that “[c]ourts have consistently found that purchase price adjustment dispute
resolution provisions such as the one at issue here constitute enforceable arbitration
agreements.” 1d. The clauses providing for dispute resolution mechanisms need not
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expressly providefor arbitrationin order for acourt to determinethat the parties haveagreed
to arbitration.

If a court determines that the parties agreed to arbitration, the extent to which
arbitration will be compelled under the Federal Arbitration Act depends on whether the
provision is broadly or narrowly drawn. A broad clause creates a presumption of
arbitrability, whereas a narrow clause allows a court to consider “whether the claims fall
reasonably within the scope of that clause.” 1d. Evenwithanarrow provision, “[b]ecausethe
[Federal Arbitration Act] embodies Congress' s strong preferencefor arbitration, ‘ any doubts
concerning the scope of arbitrableissues should beresolved infavor of arbitration.’* 1d.; see
also Wayrol Plc v. Ameritech Corp., No. 98 Civ. 8451 (DC), 1999 WL 259512 (S.D.N.Y.
April 30, 1999); Advanstar Communications, Inc. v. Beckley-Cardy, Inc., No. 93 Civ. 4230
(KTD), 1994 WL 176981 at *3 (S.D.N.Y. May 6, 1994) (while a narrow clause must be
construed infavor of arbitration, courts may not disregard boundaries set by the agreement).

The question of what comes withinthearbitrableissuesisamatter of law for acourt.
If the dispute arises over the accounting methods used in calculating the closing working
capital or net worth, acourt might compel arbitration asto thoseissues. See Advanstar, 1994
WL 176981 (clauses allowing arbitration of disagreements about balance sheet calculations
“include disputes over the accounting methods used”). A court can disregard whether the
claims might be characterized in another way. See Talegenat *17. Ontheother hand, some
courts require that the provision include on its face the issue in dispute. In Gestetner
Holdings, Plc v. Nashua Corp., 784 F. Supp. 78 (S.D.N.Y. 1992), the court held that an
objection to the closing net book value includes an objection about whether the closing
balance sheet failed to comply with generally accepted accounting principles; however, the
court did not rule on whether the initial balance shest, for which the defendant argued that
indemnification was the exclusive remedy, could also be considered an arbitrable dispute.
See also Gelco Corp. v. Baker Inds,, Inc., 779 F.2d 26 (8th Cir. 1985) (clause covering
disputes concerning adjustments to closing financial statements did not encompass state
court claimsfor breach of contract); Twin City Monorail, Inc. v. Robbins & Myers, Inc., 728
F.2d 1069 (8th Cir. 1984) (clause extended only to disputed inventory items and not to all
disputes arising out of the contract); Basix Corp. v. Cubic Corp., No. 96 Civ. 2478, 1996 WL
517667 (S.D.N.Y. Sept. 11, 1996) (clause applied only to well-defined class of
disagreements over the closing balance sheet); SenaLine (U.K.) Ltd. v. Sea ContainersLtd.,
758 F.Supp. 934 (S.D.N.Y. 1991) (only limited issues concerning impact of beginning
balance sheet on later balance sheet arearbitrable); MedcomHolding Co. v. Baxter Travenol
Lab., Inc., 689 F.Supp. 841 (N.D. Ill. 1988) (clause limited to accounts or items on balance
sheet does not encompass objections to valuation of property or accounting principles by
which property is valued).

The scope of the accountants’ authority in Section 2.9(d) is expressly limited to
thoseissues remaining in disputeand does not extend more broadly to the Closing Financial
Statements or to the calculation of the Initial Working Capital or the Closing Working
Capital. The authority cited above suggests that if there is a dispute over whether the
financial statementsfrom whichthelnitial Working Capital or the Closing Working Capital
are calculated have been prepared in accordance with generally accepted accounting
principlesor reflect the consistent application of those principles, the Buyer may not beable
to resolvethe matter under the procedure established in Section 2.9(c) and (d). However, it
might be able to make a claim for indemnification based on a breach of the financial
statement representations and warranties in Section 3.4. If any of theitemsin the financial
statements from which Initial Working Capital iscomputed arein error, theinaccuracy could
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affect the Adjustment Amount payableunder Section 2.8. Again, theBuyer’ srecoursemight
belimited toaclaim for indemnification. If theerror isto the disadvantage of the Seller, it
may not be ableto restatethefinancial statements or causethe Initial Working Capital to be
adjusted and therefore would have no recoursefor its own error. See Melun Indus., Inc. v.
Srange, 898 F.Supp. 995 (S.D.N.Y. 1992).

In view of this authority, the buyer may wish to weigh the advantages and
disadvantages of initially providing for abroad or narrow scope of issues to beconsidered by
the accountants. By narrowing the issues, it will focus the accountants on the disputed
accounting items and prevent them from opening up other matters concerning thepreparation
of thefinancial statementsfrom whichtheworking capital calculationisderived. However,
reconsideration of some of the broader accounting issues might result in a different overall
resolution for the parties. The buyer might also consider whether to provide that the
accountants areto act as arbitrators, thereby addressing the question of arbitrability, at least
as to the issues required to be submitted to the accountants. This may, however, have
procedural or other implications under the Federal Arbitration Act or state law.

The phrase “issues remaining in dispute’ in the second sentence of Section 2.9(d)
limits the inquiry of the independent accountants to the specific unresolved items. The
parties might consider parameters on the submission of issuesin disputeto theindependent
accountants. For example, they could agree that if the amount in dispute is less than a
specified amount, they will split the difference and avoid the costs of the accountants’ fees
and the time and effort involved in resolving the dispute. The parties may also want to
structure an arrangement for the payment of amounts not in dispute.

Purchase price adjustment mechanisms do not work in isolation and the seller may
want to includein these provisions a statement to the effect that any liabilitiesincludedinthe
calculation of the adjustment amount will not give the buyer any right to indemnification.
Therationale for such a clauseisthat the buyer is protected from damages associated with
such claims by the purchase price adjustment.

2.10 CONSENTS

€)] If thereare any Material Consentswhich have not yet been obtained (or otherwiseare
not in full force and effect) as of the Closing, in the case of each Seller Contract asto which
such Material Consentswere not obtained (or otherwise are not in full force and effect) (the
“Restricted M aterial Contracts’), Buyer may waivethe closing conditions asto any such
Material Consent, and either:

() elect to have Seller continue its efforts to obtain the Material Consents, or

(i)  electto have Seller retainthat Restricted Material Contract and all Liabilities
arising therefrom or relating thereto.

If Buyer elects to have Seller continue its efforts to obtain any Material Consents and the
Closing occurs, notwithstanding Sections 2.1 and 2.4, neither this Agreement nor the
Assignment and Assumption Agreement nor any other document related to the
consummation of the Contemplated Transactions shall constitute a sale, assignment,
assumption, transfer, conveyance or delivery, or an attempted sale, assignment, assumption,
transfer, conveyance or delivery, of the Restricted Material Contracts, and following the
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Closing, the parties shall use Best Efforts, and cooperate with each other, to obtain the
Material Consent relating to each Restricted Material Contract as quickly as practicable.
Pending the obtaining of such Material Consents relating to any Restricted Material
Contract, the parties shall cooperate with each other in any reasonable and lawful
arrangements designed to provide to Buyer the benefits of use of the Restricted Material
Contract for itsterm (or any right or benefit arising thereunder, including the enforcement for
the benefit of Buyer of any and all rights of Seller against athird party thereunder). Oncea
Material Consent for the sale, assignment, assumption, transfer, conveyance and delivery of
aRestricted Material Contract isobtained, Seller shall promptly assign, transfer, convey and
deliver such Restricted Material Contract to Buyer, and Buyer shall assume the obligations
under such Restricted Material Contract assigned to Buyer from and after the date of
assignment to Buyer pursuant to a special-purpose assignment and assumption agreement
substantially similar intermsto those of the Assignment and Assumption Agreement (which
special-purpose agreement the parties shall prepare, execute and deliver in good faith at the
time of such transfer, all at no additional cost to Buyer).

(b) If there are any Consents not listed on Exhibit 7.3 necessary for the assignment and
transfer of any Seller Contractsto Buyer (the “Non-M aterial Consents’) which have not
yet been obtained (or otherwiseare not infull force and effect) asof the Closing, Buyer shall
elect at the Closing, inthe case of each of the Seller Contractsasto which such Non-Material
Consents were not obtained (or otherwise are not in full force and effect) (the “ Restricted
Non-Material Contracts’), whether to

Q) accept the assignment of such Restricted Non-Material Contract, in which
case, as between Buyer and Seller, such Restricted Non-Material Contract shall, to
the maximum extent practicable and notwithstanding the failure to obtain the
applicable Non-Material Consent, be transferred at the Closing pursuant to the
Assignment and Assumption Agreement as elsewhere provided under this
Agreement, or

(i) reject the assignment of such Restricted Non-Material Contract, in which
case, notwithstanding Sections 2.1 and 2.4 hereof, (A) neither this Agreement nor the
Assignment and Assumption Agreement nor any other document related to the
consummation of the Contemplated Transactions shall constitute asale, assignment,
assumption, conveyance or delivery, or an attempted sale, assignment, assumption,
transfer, conveyance or delivery, of such Restricted Non-Material Contract, and (B)
Seller shall retain such Restricted Non-Material Contract and all Liabilities arising
therefrom or relating thereto.

COMMENT

Section 2.10 addresses the issue of how to handle situations where required third
party consents are not obtained prior to the Closing. The Section provides for different
approaches if the contracts are material or non-material.

This differentiation is made by use of Exhibit 7.3. On that Exhibit, the Buyer
designates those contracts which areimportant enough that the Buyer reserves aright not to
consummate thetransaction if therequired consents are not obtained. In preparing Exhibit
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7.3, the Buyer should be careful so as not to omit non-magrial contracts if a group or
significant humber of them, each individually non-material, may be material when
considered collectively.

If the Buyer does agreeto close whereamaterial consent has not yet been obtained,
the Buyer has an el ection under Section 2.10. The Buyer can ether havethe Seller continue
its efforts to obtain the consent or have the Seller retain the material contract.

A seller may object to the buyer’ s right to elect to have the seller retain a material
contract after thebusinessissold. Under such circumstances, theseller may beinadifficult
position to meet its obligations under the contract, particularly if it is exiting the business
sold. The seller could also argue that such an election may materially alter its realization
from the transaction and, therefore, its desire to sell. If the seller agrees to this kind of
provision, theseller may insist on aright to renegotiate the purchase price depending on the
material contract to beretained. Asan alternative, theseller might negotiatea limitation on
the application to specific material contracts. Whether the buyer will have the ability to
insist on the inclusion of this provision is a matter of the parties' relative bargaining
positions.

If the Buyer electsto havethe Seller continue its efforts to obtain consent, Section
2.10(a) provides that (i) the contract is not yet assigned to the Buyer (because such a
purported assignment might not be valid, and would be in violation of the assignment
restrictions of the contract, and theref orethethird party might attempt to cancel the contract
or bring a claim for breach thereof), (ii) in the interest of leaving the parties as close as
possibleto the positions bargained for in the M odel Agreement, the parties must do all they
legally and reasonably can to procure for the Buyer the benefits the Buyer would have
received had the contract been assigned at the Closing, (iii) the parties must continue after
the Closing to attempt to obtain the missing consent (note that parties will sometimes
negotiate the issue of how long these efforts must continue), and (iv) once the missing
consent relating to a particular contract is obtained, that contract will be assigned to and
assumed by the Buyer pursuant to a special -purpose assignment and assumption agreement
whichwill generally follow theform of the assignment and assumption agreement attached
as Exhibit 2.7(a)(ii). Parties might prefer to reach agreement on the form of the
special-purpose assignment and assumption agreement in advance.

Section 2.10(b) deals with consent to non-material contracts. Examples of
non-material contracts might be the lease of the office postage meter, the photocopier
machine service agreement and the water cool er rental agreement. Often, such non-material
contracts are cancelable by either party upon 30 days' notice, are contracts which simply
providefor pay-as-you-go services, are contracts for which a substituteis readily available,
or arecontractswherethethird party vendor isnot likely to carewho the contracting party is
so long as the third party is paid in atimely manner.

Section 2.10(b) provides the Buyer at the Closing with an election as to each
Restricted Non-Material Contract as to which a required consent has not been obtained by
the Closing. The Buyer can choose to have the contract assigned to it even in violation of
thecontract’ sassignment provisions, figuring that (i) therisk of thethird party cancelingthe
contract or bringing a breach of contract claim if and when such third party becomes aware
of the unauthorized transfer is not significant, or (ii) even if such cancellation of or claim
under the contract is pursued by thethird party, theamount of potential damagesis minimal.
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Alternatively, the Buyer can elect not to take the contract, forcing the Seller to retain the
contract and all the liabilities thereunder.

Arguably, it should be a buyer’s decision whether to accept or rgject non-material
contracts where consents have not been obtained. After al, it is the buyer’s post-closing
operation of the business which will suffer if the contracts are not assigned, so a buyer
should decide what contractsit truly needs. However, theseller may arguethat it too can be
held responsible if a contract is purportedly assigned in violation of the assignment
restrictions of such contract, and thereforethat the seller should have some say in whether or
not such a contract istransferred to abuyer in violation of the assignment restrictions (or at
least should be protected in some way, such as through indemnification, if the third party
pursues a claim against the seller). The parties' negotiating positions and strengths will
govern the outcome of thisissue.

Sections 5.4, 5.7, 6.1 and 6.2 will have to be coordinated so as to clarify that the
parties must cooperateto obtain both the Material Consents and the Non-Material Consents
before the Closing.

3. REPRESENTATIONS AND WARRANTIES OF SELLER AND
SHAREHOLDERS

Seller and each Shareholder represent and warrant, jointly and severally, to Buyer asfollows:
COMMENT

The Sdler’s representations and warranties are the Seller’ s and the Shareholders’
formal description of the Seller and its business. The technical difference between
representations and warranties — representations are statements of past or existing factsand
warranties are promises that existing or future facts are or will be true — has proven
unimportant in acquisition practice. See Freund, Anatomy of a Merger 153 (1975).
Separating them explicitly in an acquisition agreement is a drafting nuisance, and the legal
import of the separation has been all but eliminated. See Reliance Finance Corp. v. Miller,
557 F.2d 674, 682 (9th Cir. 1977) (the distinction between representations and warrantiesis
inappropriate when interpreting a stock acquisition agreement). The commentary to the
Model Agreement generally refers only to representations.

Representations, if false, may support claimsintort and also claimsfor breach of an
implied warranty, breach of animplied promisethat arepresentation istrue, or breach of an
expresswarranty if the descriptionisbasictothebargain. Cf. U.C.C. §2-313. Seegenerally
Business Acquisitions ch. 31 (Herz & Baller eds,, 2d ed. 1981). The Model Agreement,
following common practice, stipulates remedies for breaches of representations that are
equivalent to those provided for breaches of warranties (see Sections 1.1 (definition of
“Breach™), 7.1 and 7.2 (conditions to the Buyer’ s abligations to compl ete the acquisition),
and 11.2(a) (the Sdler’s and the Shareholders’ indemnification obligations)).

Purposes of the Seller’s Representations: The seller’s representations serve three
overlapping purposes. First, they areadevicefor obtaining disclosure about thesdller before
thesigning of theacquisition agreement. A thorough buyer’ sdraft dicitsinformation about
thesdler andits businessrelevant to thebuyer’ swillingnessto buy theassets. For example,
becausethe M odel Agreement was drafted on the basis of afact pattern that assumedthat the
Seller has no subsidiaries, the representations in the Model Agreement reflect this
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assumption. If a seller has subsidiaries, the buyer’s draft needs to elicit information
regarding the subsidiaries.

The seller’s representations also provide a foundation for the buyer’s right to
terminate the acquisition before or at the closing. After the signing of the acquisition
agreement and beforethe closing, the buyer usually undertakes adue diligenceinvestigation
of theseller. Detailed representations givethebuyer, onits subsequent discovery of adverse
facts, theright not to proceed with the acquisition, even if theadversefactsdo not riseto the
level of common law “ materiality” defined by judgesin fraud and contract cases(see Section
7.1 and the related Comment).

Finally, thesdler’ srepresentations affect the buyer’ sright toindemnificationby the
seller and the shareholders (and other remedies) if the buyer discovers a breach of any
representation after the closing (see Section 11.2 and the related Comment). Inthisregard,
theseller’ srepresentati ons serve as a mechanism for all ocating economic risks between the
buyer and the seller and the shareholders. Sdlers often resist the argument that
representations simply allocate economic risk on the basis that civil and criminal liabilities
can result from making false statements. The buyer will typically request that the
shareholders’ indemnification obligations bejoint and several; asto this and theallocation of
responsibility among the shareholders, see the Comment to Section 11.2.

Scope of Seller’s Representations: The scope and extent of the seller’s
representations and warrantieslargely will be dependent upon therelative bargaining power
of theparties. Wherethereis competition for asdler or theacquisition presentsaparticularly
attractive opportunity, the buyer might scale down therepresentations so as not to adversely
affect its ability to makethe acquisition. 1nscaling down therepresentations, consideration
must be given to their relative benefit to the buyer in terms of the degree and likelihood of
exposure and their materiality to the ongoing business operations.

Therepresentations and warrantieswill also reflect particular concerns of theBuyer.
In some cases, these concerns can be satisfied through the conduct of due diligence without
having to obtain a specific representation. In other cases, the Buyer will insist upon
additional comfort fromthe Seller through its representations backed up by indemnification.

The representations in the Model Agreement are based on a fact pattern which
characterizesthe Seller as a manufacturer with afull range of business activities, including
advisory and consulting services provided to customers. The representations would 1ook
somewhat different if the Seller werestrictly aservice provider. Similarly, representations
often are added to address specific concernsthat pertain to the industry in which the seller
operates. For example, representations concerning the adequacy of reserves would be
appropriate for an insurance company and representations concerning compliance with
certain federal and state food and drug laws would be appropriate for a medical device or
drug manufacturer. If it wereto have subsidiariesthat are part of the Assets being acquired
by the Buyer, the representations should be expanded to include their organization,
capitalization, assets, liabilities and operations. An example of the incorporation of
subsidiariesin therepresentations and in certain other provisions of an acquisition agreement
can be found in the MODEL STOCK PURCHASE AGREEMENT WITH
COMMENTARY. Similar changes should be made for any partnerships, limited liability
companies or other entities owned or controlled by the Seller. The scope of the
representations also changes over timeto address current issues. Examples aretheextensive
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environmental representations that began to appear in the late 1980s and the Year 2000
representations that were commonly sought by buyersinthe late 1990s. See Section 3.26.

Considerations When Drafting “ Adverse Effect” L anguagein Representations. The
importance of the specific wording of the Sdller’ s representati ons cannot be emphasized too
much becausethey provide the foundation for both the Buyer’s*“walk rights” in Section 7.1
and the Buyer’ sindemnification rights in Section 11.2.

Consider, for example, the following simplified version of the litigation
representation: “ Thereis no lawsuit pending against Seller that will havean adverseeffect on
Sdler.” Thephrase “that will have an adverse effect on Seller” clearly provides adequate
protection to the Buyer in the context of a post-closing indemnification claim against the
Sdller and the Shareholders. If thereis a previously undisclosed lawsuit against the Seller
that has an adverse effect on the Seller (because, for example, a judgment is ultimately
rendered against the Seller in the lawstit), the Buyer will be ableto recover damages from
the and the Seller and the Sharehol ders because of the breach of thelitigation representation
(seesubsection 11.2(a)). However, the quoted phrase may not adequately protect the Buyer
if the Buyer is seeking to terminate the acquisition because of the lawsuit. To terminatethe
acquisition (without incurring any liability to the Seller), the Buyer will haveto demonstrate,
on the scheduled closing date, that the lawsuit “will have an adverse effect on Sdler” (see
Section 7.1). The buyer may find it difficult to make this showing, especialy if thereis
doubt about the ultimate outcome of the lawsuit.

To address this problem, a Buyer might be tempted to reword the litigation
representation so that it covers lawsuits that “could reasonably be expected to have’ an
adverseeffect ontheseller (as distinguished from lawsuits that definitely “will” havesuchan
effect). However, while this change in wording clearly expands the scope of the Buyer's
“walk rights,” it may actually limit the buyer’ s indemnification rights, because even if the
lawsuit ultimately has an adverse effect on the seller, the seller and its sharehol ders may be
able to avoid liability to the buyer by showing that, as of the closing date, it was
unreasonable to expect that the lawsuit would have such an effect.

To protect both its indemnification rights and its “walk rights’ in the context of
undisclosed litigation, the buyer may proposethat thelitigation representation be reworded
to cover any lawsuit “ that may have an adverse effect” onthe Seller (see Section 3.15(a)). If
asdler objectstothe breadth of thislanguage, the buyer may propose, asacompromise, that
thelitigation representation bereworded to cover lawsuits* that will, or that could reasonably
be expected to,” have an adverse effect on the sdler.

Considerations When Drafting Representations | ncorporating Specific TimePeriods:
Representations that focus on specific time periods require careful drafting because of the
“bring down” clausein Section 7.1 (the clause stating that the Seller’ s representations must
be accurateas of theclosing dateas if made onthe closing date). For example, consider the
representation in Section 3.17(a)(iii), which states that the Seller has not received notice of
any alleged legal violation“since” aspecified date. Absent acut-off date, thiswouldrequire
disclosure of all violations since the organization of the Sdler. In some acquisition
agreements, this representation is worded differently, stating that no notice of an alleged
violation has been received at any time during a specified time period (such as a five-year
period) “prior to the date of this agreement.” If the representation were drafted in this
manner, the Buyer would not havea“walk right” if the Seller received notice of a significant
alleged violation between the signing date and the closing date— the representation would
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remain accurate as* brought down” to the schedul ed closing date pursuant to Section 7.1(a),
because the notice would not have been received “prior to” the date of the Agreement. In
contrast, if therepresentation were drafted asin Section 3.17(a)(iii), therepresentation would
be materially inaccurate as* brought down” to the scheduled closing date (becausethenatice
of the alleged violation would have been received “since” the date specified in Section
3.17(a)(iii)), and the Buyer therefore would have a“walk right” pursuant to Section 7.1(a).

TheEffect of “Knowledge’ Qualificationsin Representations: Sections 3.14, 3.16,
3.18, 3.20, 3.22, 3.23, 3.24, 3.25, 3.33 and 4.3 contain “knowledge’ qualifications. The
addition of knowledge qualificationsto therepresentationsin Article 3 cansignificantly limit
the Buyer’ s post-closing indemnification rights (by shifting to the Buyer the economic risks
of unknown facts). However, such qualifications should not affect the Buyer’ s“walk rights’
under Section 7.1. If, beforethe Closing, the Buyer learns of afact (not already known to
the Seller) that isinconsistent with a representation containing a knowl edge quaification, the
Buyer should simply disclosethisfact tothe Seller. The Seller will thus acquire knowledge
of thefact, and therepresentation will beinaccurate despitethe knowledge qualification. For
further discussion of knowledge qualifications, see the Comments to the definition of
“Knowledge” in Section 1.1 and to the sections listed above.

The Absence of “Materiality” Qualifications: The Seller’s representations in the
Model Agreement generally do not contain materiality qualifications. Rather, theissue of
materiality isaddressed intheremedies sections. Section 7.1(a) specifies that only material
breaches of representations give the Buyer a“walk right.” Section 7.1(b) covers the few
representationsthat contain their own materiality qualification (seethe Comment to Section
7.1). The indemnification provisions replace a general and open-ended materiality
qualification with a carefully quantified “basket” in Section 11.6 that exonerates the Seller
and the Shareholders from liability for breaches resulting in damages below a specified
amount. Alternatively, the Buyer could acquiesce to some materiality qualifications in
Article 3 but diminate or reduce the “basket” to prevent “double-dipping.”

TheAbsenceof a“Bring Down” Representation: For adiscussion of the absenceof
a“bring down” representation in the Model Agreement, see the comment to Section 7.1.

3.1 ORGANIZATION AND GOOD STANDING

€) Part 3.1(a) contains a complete and accurate list of Seller’s jurisdiction of
incorporation and any other jurisdictionsin which it isqualified to do business asa foreign
corporation. Seller isa corporation duly organized, validly existing, and in good standing
under the laws of itsjurisdiction of incorporation, with full corporate power and authority to
conduct itsbusinessasit is now being conducted, to own or usethe properties and assetsthat
it purportsto own or use, and to performall its obligations under the Seller Contracts. Seller
is duly qualified to do business as a foreign corporation and is in good standing under the
laws of each state or other jurisdiction in which either the ownership or use of the properties
owned or used by it, or the nature of the activities conducted by it, requires such
gualification.

(b) Complete and accurate copiesof the Governing Documentsof Seller, ascurrently in
effect, are attached to Part 3.1(b).
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(©) Seller has no Subsidiary and, except as disclosed in Part 3.1(c), does not own any
shares of capital stock or other securities of any other Person.

COMMENT

Inanasset acquisition, thebuyer’ s primary concern isthat the business of the seller
has been operated properly prior to the execution of the acquisition agreement and will
continueto be so operated between the signing and the closing. Moreover, thebuyer (or the
subsidiary that will own the assets and conduct the business post-closing) may need to
qualify to do businessin each statewherethat businesswill be conducted. A list of all states
wherequalification of theseller isrequired givesthebuyer achecklist of stateswhereit must
be qualified on or before the closing date.

Therepresentation concerning the seller’ s power and authority is generaly qualified
by areferenceto “ corporate’ power and authority. Use of the word “ corporate’ limits the
representation to mean that the seller is authorized to conduct its business (asit is currently
conducted) under applicable business corporation laws and its charter and by-laws-- that is,
such action is not “ultra vires.” If the word “corporate” is omitted, the term “ power and
authority” could beinterpreted to mean “full power and authority” under all applicablelaws
and regulations; that the seller has such authority is a much broader representation.

Therepresentation concerning qualification of the seller asaforeign corporationin
other jurisdictions occasionally contains an exception for jurisdictionsin which “thefailure
to be so qualified would not have a material adverse effect on the business or properties of
Seller.” Requiring alist of foreign jurisdictions does not limit or expand the breadth of the
previous sentence but forces the sdller to give proper attention to this matter.

Therepresentation that the seller does not have a subsidiary isincluded to confirm
that the business of the sdler is conducted directly by it and not through subsidiaries. If the
seller had conducted business through subsidiaries, the documentation for thetransfer of the
assets may need to be modified to transfer the stock or assets of the subsidiaries and,
depending on the materiality of the subsidiaries, the buyer would want to includeappropriate
representations and covenants regarding the subsidiaries. See the Model Stock Purchase
Agreement with Commentary for examples of representations that could be adapted and
added to the Model Asset Purchase Agreement to deal with a sale of stock of a subsidiary.

Totheextent that capital stock or other securities areincluded among the assets, the
contemplated transactions would involve the sale of a security within the contemplation of
the Securities Act and applicabl e state securities statutes. Thiswould necessitatethe parties
structuring the transaction to comply with the applicable securities registration and other
requirements or structurethe contemplated transactionsto be exempt fromtheir registration
requirements. Seethe Comments to Sections 3.2 and 3.33.

See Chapter 2, “Basic Corporate Documents’, of the MANUAL ON ACQUISITION
REVIEW.

3.2 ENFORCEABILITY; AUTHORITY; NO CONFLICT

€) This Agreement constitutesthelegal, valid, and binding obligation of Seller and each
Shareholder, enforceable against each of them in accordance with its terms. Upon the
execution and delivery by Seller and Shareholders of the Escrow Agreement, the
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Employment Agreement, the Noncompetition Agreement, and each other agreement to be
executed or delivered by any or all of Seller and Shareholders at the Closing (collectively,
the” Seller’ sClosing Documents”), each of Seller’ sClosing Documentswill constitutethe
legal, valid, and binding obligation of each of Seller and the Shareholders a party thereto,
enforceable against each of them in accordance with itsterms. Seller has the absolute and
unrestricted right, power and authority to execute and deliver this Agreement andthe Seller’s
Closing Documentsto whichit isaparty and to performits obligationsunder this Agreement
and the Seller’s Closing Documents, and such action has been duly authorized by all
necessary action by Seller’ s shareholders and board of directors. Each Shareholder has all
necessary legal capacity to enter into this Agreement and the Seller’ s Closing Documentsto
which such Shareholder isaparty and to perform hisobligations hereunder and thereunder.

(b) Except as set forth in Part 3.2(b), neither the execution and delivery of this
Agreement nor the consummation or performance of any of the Contemplated Transactions
will, directly or indirectly (with or without notice or lapse of time):

Q) Breach (A) any provision of any of the Governing Documents of Seller, or
(B) any resolution adopted by the board of directors or the shareholders of Seller;

(i) Breach or give any Governmental Body or other Person the right to
challenge any of the Contemplated Transactions or to exercise any remedy or obtain
any relief under any Legal Requirement or any Order to which Seller or either
Shareholder, or any of the Assets, may be subject;

(iti)  contravene, conflict with, or result inaviolation or breach of any of theterms
or requirements of, or give any Governmental Body the right to revoke, withdraw,
suspend, cancel, terminate, or modify, any Governmental Authorization that is held
by Seller or that otherwise relates to the Assets or to the business of Seller;

(iv)  causeBuyer to become subject to, or to become liable for the payment of, any
Tax;

(v) Breach any provision of, or give any Person the right to declare a default or
exercise any remedy under, or to accelerate the maturity or performance of, or
payment under, or to cancel, terminate, or modify, any Seller Contract;

(vi)  resultintheimpositionor creation of any Encumbrance upon or with respect
to any of the Assets; or

(vii)  result inany shareholder of the Seller having theright to exercise dissenters
appraisal rights.

(©) Except as set forth in Part 3.2(c), neither Seller nor either Shareholder isrequired to
give any notice to or obtain any Consent from any Person in connection with the execution
and delivery of this Agreement or the consummation or performance of any of the
Contemplated Transactions.

COMMENT
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The Seller may seek an exception to the representations in the first sentence of
Section 3.2(a) to the extent that enforceability islimited by bankruptcy, insolvency or similar
laws affecting creditors’ rightsand remedies or by equitableprinciples. Such anexceptionis
amost universally found in legal opinions regarding enforceability, and some buyers may
alow it in the representations. Other buyers will respond that the exception would be
inappropriate because the risk of such limitations should fall on the seller and the
shareholders.

In most states, shareholder approval of an asset sale hashistorically been required if
thecorporationisseling all or substantially all of itsassets. TheDelaware courts haveused
both “qualitative” and “ quantitative” testsin interpreting thisphrase, asit isused in Section
271 of the Delaware General Corporation Law. See Gimbel v. The Sgnal Companies, Inc.,
316 A.2d 599 (Ddl. Ch. 1974) (assets representing 41% of net worth but only 15% of gross
revenues held not to be*“ substantially all”); Katzv. Bregman, 431 A.2d 1274 (Ddl. Ch. 1981)
(51% of total assets, generating 44.9% of gross sales, held to be “substantially all”); and
Thorpev. Cerbco, Inc., 676 A.2d 436 (Del. 1996). For a comprehensive discussion of the
Delaware cases, see BALOTTI AND FINKELSTEIN, THE DELAWARE L AW OF CORPORATIONS
AND BUSINESSORGANIZATIONS, 810.2 (1997). In Storyv. Kennecott Copper Corporation,
394 N.Y.S. 2d 253, Sup. Ct., 1977 the court held that under New York law the sale by
Kennecott of its subsidiary Peabody Coal Company, which accounted for approximately
55% of Kennecott’'s consolidated assets, was not a sale of “substantially all” Kennecott’s
assets requiring sharehol der approval even though Peabody was the only profitableoperation
of Kennecott for the past two years.

Difficultiesin determining when asharehol der voteisrequired haveled some states
to adopt a bright line test. TEX. Bus. CORP. ACT ANN. arts. 5.09 and 5.10 provide, in
essence, that shareholder approval isrequired under Texaslaw only if it is contemplated that
the corporation will ceaseto conduct any businessfollowing the sale of assets. SeeEganand
Huff, Choice of State of Incorporation --Texas versus Delaware: Isit Now Timeto Rethink
Traditional Notions?”, 54 SMU Law Review 249, 287-290 (Winter 2001). A 1999 revision
to the Model Business Corporation Act (“MBCA”) excludes from the requirement of a
shareholder vote any disposition of assets that would not “leave the corporation without a
significant continuing business activity.” MBCA 8 12.02(a). Therevision includes a safe
harbor definition of significant continuing business activity: at least 25 percent of thetotal
assets and 25 percent of either income (before income taxes) or revenues from pre-
transaction operations.

If shareholder approval isrequired, the buyer may want to requirethat it be obtained
before or contemporaneously with execution of the asset purchase agreement if that is
possible. Although the buyer can include a no-shop provision (see Section 5.6 of the Model
Agreement) in theacquisition agreement, the seller may want afiduciary out to the no-shop
provision, and with or without a fiduciary out provision, there is the possibility that the
shareholder vote will not be obtained if a better offer comes along before the voteis held.
Moreover, without an adequatefiduciary out, the no-shop may beinvalid. See Ace Limited
v. Capital Re Corp., No. Civ. A 17488, 1999 WL 1261372 (Ddl. Ch. Oct. 28, 1999). That
caseinvolved apublicly held company, but the courts have not generally made adistinction
between publicly and closely held companies in discussing directors’ fiduciary duties.

Theparties should consider the applicability of the Securities Act and state securities
laws to the Contemplated Transactions notwithstanding receipt of the requisite sharehol der
vote. Ordinarily asale of assets, evenif it involves the sale of a business, to a sophisticated
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financial buyer whowill usetheassets as part of abusinesswhich it will manageand control
does not implicate the registration provisions of the Securities Act. The inclusion of the
Promissory Noteas part of the Purchase Price (see Section 2.3) may, however, result inthe
Contemplated Transactions involving the sale of a security requiring structuring to comply
with the Securities Act and applicabl e state securitieslaws. See Section 3.33 and therelated
Comment.

Section 3.2(b) containsthe Seller’ s no conflict” representation. Thepurposeof this
representation is to assure the Buyer that, except as disclosed in the Disclosure L etter, the
acquisition will not violate (or otherwisetrigger adverse consequences under) any legal or
contractual requirement applicableto the Seller or either Shareholder. In connection with
clause (iv) of Section 3.2(b), the Seller’s counsel should consider sales and transfer taxes.
See the Comment to Section 10.2.

Thepurpose served by the no conflict representation differsfrom that served by the
more general representati ons concerning Legal Requirements, Governmental Authorizations,
Orders, and Contracts (see Sections 3.17, 3.18 and 3.20), which a ert the Buyer to violations
and other potential problems not connected with the acquisition. The no conflict
representation focuses specifically onviolations and other potential problemsthat would be
triggered by the consummation of the acquisition and related transactions.

Theterm “ Contemplated Transactions” is defined broadly in Article 1. The use of
an expansive definition makes the scope of the no conflict representation very broad. A
seller may argue for a narrower definition and may also seek to clarify that the no conflict
representation does not extend to laws, contracts, or other requirements that are adopted or
otherwisetake effect after theclosing date. Inaddition, theseller may seek to clarify thet the
no conflict representation applies only to violations arising from the seller’s and the
shareholders’ performance of the acquisition and related transactions (and not to violations
arising from actions taken by the buyer).

Theno conflict representation relates both to requirements binding upon the Seller
and to requirements binding upon the Sharehol ders. (Requirements binding upon the Buyer
are separately covered by the Buyer’s “no conflict” representation in Section 4.2 and the
closing conditionin Section 8.1.) The Shareholders may seek to eliminatethereferencesto
laws, regulations, orders, and contracts binding upon the Shareholders, arguing that
violations of requirements applicable only to the Sharehol ders (and not also applicabletothe
Seller) should be of no concerntothe Buyer becausethe Buyer is not making an investment
in the Shareholders. The Buyer may respond to such an argument by pointing out that a
violation of alaw, regulation, order, or contract binding upon the Shareholders can be of
substantial concerntothe Buyer if such aviolation would provide agovernmental body or a
third party with groundsto set aside or challengethe acquisition. The Buyer may also point
out that, if the Shareholderswereto incur asignificant financial liability asaresult of sucha
violation, the Shareholders' ability to satisfy their indemnification obligations and other
post-closing obligations to the Buyer could be impaired.

The phrase “with or without notice or lapse of time” which appears in the
introductiontothe® no conflict” representation, requires the Seller to advisetheBuyer of any
“potential” or “unmatured” violations or defaults (circumstances that, while not technically
constituting a violation or default, could become an actual violation or default if a specified
grace period elapses or if aformal notice of violation or default is delivered) that may be
caused by the acquisition or related transactions.
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Clause (ii) of the “no conflict” representation focuses specifically on Legal
Requirements and Orders that might be contravened by the acquisition or reated
transactions. The broad language of this provision requires disclosure not only of legal
violations, but also of other types of adverselegal consequencesthat may betriggered by the
Contemplated Transactions. For example, the “Exon-Florio” regulations, 31 C.F.R. 8§
800.101 et seq., provide for the submission of notices to the Committee on Foreign
Investment in the United States in connection with acquisitions of U.S. companies by
“foreign persons.” Becausethefiling of an*Exon-Florio” noticeisvoluntary, thefailureto
filesuch anoticeis not aregulatory violation. However, thefiling of such a notice shortens
the time period within which the President can exercise divestment authority and certain
other legal remedieswith respect to the acquisition described inthe notice. Thus, thefailure
to file such a notice can have an adverse effect on the Seller. Clause (ii) alertsthe Buyer to
the existence of regulatory provisions of this type.

The parties may face a troublesome dilemma if both the Buyer and the Seller are
aware of apossible violation of law that might occur as a consequence of the acquisition or
related transactions. If the possibleviolationis not disclosed by the Seller in the Disclosure
L etter, asbetween the parties the Seller will bear therisks associated with any violation (see
Section 11.2(a)). But if the Seller electsto disclosethe possible violation in the Disclosure
Letter, it may be providing a discoverable “road map for alawsuit by the government or a
third party.” Kling & Nugent Simon, Negotiated Acquisitions of Companies, Subsidiaries
and Divisions 8§ 11.04(7) (1992).

Although clause (iii) (which addresses the possible revocation of Governmental
Authorizations) overlaps to some extent with clause (ii), clause (iii) is included because a
Governmental Authorization may become subject to revocation without any statutory or
regulatory “violation” actually having occurred.

Clause(iv) isimportant becausethe sale of the assets will trigger stateand local tax
concerns in most states. In many states, the sale of assets may routinely lead to a
reassessment of real property and may increase taxes on personal property. For example, if
rolling stock is to be transferred, the transfer will, in some cases, lead to increased local
taxes. Seller’s counsel should resist any representation to the effect that the sale of assets
will not lead to a reassessment.

Clause (v) deals with contractual defaults and other contractual consegquences that
may betriggered by theacquisition or related transactions. Many contracts providethat the
contracts may not be assigned without the consent of the other parties thereto. Hence,
without such consents, the contracts would be breached upon the transfer at the closing.
Clause (v) alerts the Buyer to the existence of any such contracts.

Clause (v) applies to “Seller Contracts,” the definition of which extends both to
contractstowhich the Seller isaparty and to contracts under which the Seller hasany rights
or by which the Sdler may bebound. Theinclusion of the latter type of contracts may be
important to the Buyer. For example, the Buyer will want to know if the Seller’s rights
under a promissory noteor aguaranty given by athird party and held by the Seller would be
terminated or otherwiseimpaired asaresult of theacquisition. Because such apromissory
note or guaranty would presumably be signed only by the third party maker or guarantor
(and would not be executed on behalf of the Seller in its capacity as payee or beneficiary),
the Seller might not be considered a party to the note or guaranty.
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Other examples of contracts that may be covered by the expansive definition of
“Sdler Contract” include the following:

1 contracts under which the Seller is athird party beneficiary;

2. contracts under which aparty’ srights or obligations have been assigned to
or assumed by the Seller;

3. contracts containing obligations that have been guaranteed by the Sdller;

4, recorded agreements or declarationsthat relateto real property owned by the
Sdller and that contain covenants or restrictions “running with the land”; and

5. contracts entered into by a partnership in which the Seller is a general
partner.

The Sdller is required to provide (in Part 3.2 of the Disclosure Letter) a list of
governmental and third-party consents needed to consummatethe acquisition. Someof these
consents may be sufficiently important to justify giving the Buyer (and, in some cases, the
Seller) a“walk right” if they are not ultimately obtained (see Sections 7.3 and 8.3 and the
related Comments).

Clause (vii) deals with appraisal rights. MBCA § 13.02(a)(3) confers upon certain
shareholders not consenting to the sale or other disposition the right to dissent from the
transaction and to obtain appraisal and payment of thefair value of their shares. Therightis
generally limited to shareholders who are entitled to vote on the sale. Some states, such as
Delaware, do not give appraisal rights in connection with sales of assets. The MBCA sets
forth procedural requirements for the exercise of appraisal rights that must be strictly
complied with. A brief summary follows:

1 If the sale or other disposition of the assets of a corporation is to be
submitted to a meeting of the shareholders, the meeting notice must state that shareholders
areor may be entitled to assert appraisal rights under the MBCA. Thenotice mustincludea
copy of the section of the statute conferring thoserights. MBCA § 13.20(a). A shareholder
desiring to exercise those rights must deliver to the corporation before the vote is taken a
notice of his or her intention to exercise dissenters' rights and must not votein favor of the
proposal. MBCA § 13.21(a).

2. Following the approval of the sale or other disposition, a specific notice
must be sent by the corporation to the dissenting shareholders who have given the required
notice, enclosing aform to be completed by those shareholders and specifying the date by
which the form must be returned to the corporation and the date the shareholders’ stock
certificates must bereturned for deposit with the corporation. Thenotice must also statethe
corporation’s estimate of thefair value of the shares and the date by which any withdrawal
must be received by the corporation. MBCA § 13.22.

3. Following the receipt by the corporation of the completed form from a
dissenting shareholder and the return and deposit of his or her stock certificates, the
corporation must pay to each shareholder who has complied with the appraisal requirements
and who has not withdrawn his or her demand for payment, the amount of the corporation
estimatesto bethe“fair value’ of hisor her shares, plusinterest, and must accompany this
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payment with copies of certain financial information concerning the corporation. MBCA §
13.24. Some jurisdictions only require an offer of payment by the corporation, with final
payment to await acceptance by the shareholder of the offer.

4, A dissenting shareholder who is not satisfied with the payment by the
corporation must timely object to the determination of fair value and present his or her own
valuation and demand payment. MBCA § 13.26.

5. If the dissenting shareholder’s demand remains unresolved for sixty days
after the payment demand is made, the corporation must either commence a judicial
proceeding to determine the fair value of the shares or pay the amount demanded by the
dissenting shareholder. The proceeding is heldinajurisdiction wheretheprincipal place of
business of the corporation islocated or at the location of itsregistered office. Thecourt is
required to determine thefair value of the shares plusinterest. MBCA § 13.30. Under the
prior MBCA, it was the shareholder’s obligation to commence proceedings to value the
shares. Currently forty-six jurisdictions require the corporation to initiate the litigation,
while six put this burden on the dissenting shareholder.

Many jurisdictions follow the MBCA by providing that the statutory rights of
dissentersrepresent an exclusiveremedy and that shareholders may not otherwise challenge
the validity or appropriateness of the sale of assets except for reasons of fraud or illegality.
In other jurisdictions, challenges based on breach of fiduciary duty and other theoriesaredtill
permitted.

While the material set forth above contains a general outline of the MBCA
provisions asthey relateto shareholders' rightsto dissent from asale of all or substantially
al of a corporation’s assets, counsel should consult the specific statute in the state of
domicile of the seller to confirm the procedures that must be satisfied.

Astotheimpact of dissenters' rights on other provisions of the M odel Agreement,
counse should bear in mind the potential for some disruption of theacquisition processasa
result of the exercise of thoserights, and might consider adding a closing condition to permit
a quick exit by the Buyer from the transaction if it appears that dissenters’ rights will be
exercised.

See Chapter 3, “Contracts’, of the MANUAL ON ACQUISITION REVIEW.
3.4 FINANCIAL STATEMENTS

Seller has delivered to Buyer: (@) an audited balance sheet of Seller as at

) (including the notes thereto, the “Balance Sheet”), and the related audited statements of
income, changesin shareholders’ equity and cash flows for the fiscal year then ended, including in
each case the notes thereto, together with the report thereon of , iIndependent
certified public accountants, (b) [audited] balance sheetsof Seller asat ineachofthe
years ___ through __ , and the related [audited] statements of income, changes in shareholders
equity, and cash flows for each of the fiscal years then ended, including in each case the notes
thereto, [together with the report thereon of , Independent certified public accountants,]
and (c) an unaudited balance sheet of Seller asat , 20__(the®Interim Balance Sheet™)
and the related unaudited statement[s] of income, [changesin shareholders' equity, and cash flows]
for the __ months then ended, including in each case the notes thereto certified by Seller’s chief
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financial officer. Such financial statements fairly present (and the financial statements delivered
pursuant to Section 5.8 will fairly present) the financial condition and the results of operations,
changes in shareholders’ equity, and cash flows of Seller as at the respective dates of and for the
periods referred to in such financial statements, all in accordance with GAAP. The financial
statementsreferred to inthis Section 3.4 and delivered pursuant to Section 5.8 reflect and will reflect
the consistent application of such accounting principles throughout the periodsinvolved, except as
disclosed in the notesto such financial statements. The financial statements have been and will be
prepared from and are in accordance with the accounting Records of Seller. Seller has also
delivered to Buyer copies of all letters from Seller’s auditors to Seller’s board of directors or the
audit committee thereof during the thirty-six months preceding the execution of this Agreement,
together with copies of all responses thereto.

COMMENT

Thisrepresentation, which requiresthe delivery of specified financial statements of
the Sdller and provides assurances regarding the quality of those financial statements, is
amost universally present in an acquisition agreement. Financial statementsarekey itemsin
the evaluation of nearly all potential business acquisitions. The Modd Agreement
representation requires financial statements to be delivered and provides a basis for
contractual remedies if they prove to be inaccurate. Other provisions of the typical
acquisition agreement also relate to the financial statements, including representations that
deal with specific parts of thefinancial statementsin greater detail and with conceptsthat go
beyond GAAP (such astitle to properties and accounts receivable), serve as the basis for
assessing the quality of the financial statements (such as the representation concerning the
accuracy of the Seller’ s books and records), or use the financial statements as a starting or
reference point (such as the absence of certain changes since the date of the financial
statements).

The Model Agreement representation requires the delivery of (1) audited annual
financial statements as of the end of the most recent fiscal year, (2) annual financial
statements for a period of years, which the Buyer will probably require be audited unless
audited financial statements for those years do not exist and cannot be created, and (3)
unaudited financial statements as of the end of an interim period subsequent to the most
recent fiscal year. If the Seller had subsidiaries, the Agreement would refer to consolidated
financial statements and could call for consolidating financial statements.

The determination of which financial statements should be required, and whether
they should be audited, will depend upon factors such as availahility, relevance to the
buyer’scommercial evaluation of the acquisition, and the burden and expense on the seller
that thebuyer iswilling toimposeand theseller iswillingto bear. Especially if theacquired
assets have been operated aspart of alarger enterpriseand the seller does not havea history
of independent financing transactions with respect to such assets, separate financial
statements (audited or otherwise) may not exist and, although the auditorsthat expressed an
opinion concerning the entire enterprise’s financial statements will of necessity have
reviewed the financial statements relating to the acquired assets, that review may not have
been sufficient for the expression of an opinion about the financial statementsof thebusiness
represented by the acquired assets alone. This occurs most frequently when the acquired
assets do not represent a major portion of the entire enterprise, so that the materiality
judgments made in the examination of the enterpris€'s financial statements are not
appropriate for an examination of the financial statements relating to the acquired assets.
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The representation concerning the accuracy of the seller’ s books and records (see Section
3.5) is critical because these books and records are the buyer’s main tool for assessing the
financial health of the business utilizing the acquired assets and guarding against fraudinthe
financial statements (under Section 5.1, the buyer has a right to inspect these books and
records).

Many of the representations in the Model Agreement relateto the period sincethe
date of the Balance Sheet because it is assumed that the Balance Sheet is audited and is
thereforea morereliable benchmark than the I nterim Bal ance Sheet, which is assumed to be
unaudited.

If the buyer is a public company, its counsel should consider the requirements in
SEC Regulation S-X, 17 C.F.R. § 210 (1999), if any, that apply to post-closing disclosure of
audited financial statements for the assets being acquired. In general, these requirements
depend on the relative size of the buyer and the assets being acquired.

TheMode Agreement representation does not attempt to characterizetheauditors
report. Thebuyer’'s counsel should determineat an early stage whether the report contains
any qualifications regarding (1) conformity with GAAP, (2) the auditors examination
having been in accordance with the generally accepted auditing standards, (3) or fair
presentation being subject to the outcome of contingencies. Any qualification in the
auditors' report should be reviewed with the buyer’ s accountants.

In somejurisdictions, including California and New Y ork, auditors cannot be held
liablefor inaccuratefinancial reportsto persons not in privity with theauditors, with possible
exceptionsin very limited circumstances. See Bily v. Arthur Young & Co., 11 Cal. Rptr. 2d
51 (1992); Credit Alliance Corporation v. Arthur Andersen & Co., 65N.Y.2d 536, 546, 547
(1985); Ultramares Corp. v. Touche, 255 N.Y. 170 (1931); see also Security Pac. Bus.
Credit, Inc. v. Peat Marwick Main & Co., 586 N.Y.S.2d 87, 90-91 (1992) (explaining the
circumstances in which accountants may be held liable to third parties); Greycas Inc. v.
Proud, 826 F.2d 1560, 1565 (7th Cir. 1987) (holding that, although privity of contract is not
required in lllinois, the plaintiff must still demonstrate that a negligent misrepresentation
induced detrimental reliance). If the audited financial statements were prepared in the
ordinary course, the buyer probably will not satisfy therequirementsfor auditors' liabilityin
those jurisdictions in the absence of a “reliance letter” from the auditors addressed to the
buyer. Reguests for rdiance letters are ratively unusual in acquisitions, and accounting
firms are increasingly unwilling to give them.

I ssues frequently arise concerning the appropriate degree of assuranceregardingthe
quality of the financial statements. The buyer’s first draft of this representation often
includes astatement that the financial statements aretrue, complete, and correct in an effort
to diminatetheleeway for judgments about contingencies (such asto the appropriate sizeof
reservesfor subsequent events) and materiality inherent inthe concept of fair presentationin
accordance with GAAP. The seller may object that this statement is an unfair request for
assurances that the financial statements meet a standard that is inconsistent with the
procedures used by accountantsto producethem. In addition, the seller may bereluctant to
represent that interim financial statements are fairly presented in accordance with GAAP,
either because of some question about the quality of theinformation contained (for example,
there may be no physical inventory taken at the end of an interim period) or because of the
level of disclosureincluded intheinterim financial statements (such astheabsence of afull
set of notes to financial statements). A qualification that may be appropriate could be
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inserted at the end of the second sentence of Section 3.4 asfollows: “ subject, in the case of
interim financial statements, to normal recurring year-end adjustments (the effect of which
will not, individually or in the aggregate, be significant) and the absence of notes (that, if
presented, would not differ materially from those included in the Balance Sheet)”. It has
been suggested that the representation concerning fair presentation in accordance with
GAAP should also bequalified with respect to audited financial statements. See Augenbraun
& Eyck, Financial Satement Representationsin Business Transactions, 47 Bus. Law. 157,
166 (1991). The buyer is unlikely to accept this view, especially in its first draft of the
acquisition agreement.

The seller may be willing to represent only that the financial statements have been
prepared from, and are consistent with, its books and records. The buyer should be aware
that this representation provides far less comfort to the buyer than that provided by the
Model Agreement representation. But see Merrill Lynch & Co., Inc. v. Allegheny Energy,
Inc., __ F.Supp.2d___, 2003 U.S. Dist. Lexis 21122 (S.D.N.Y. 2003), an asset purchase
agreement contained a representation to the effect that “[t]he Business Selected Data has
been prepared in good faith by the management of the Business based upon the financial
records of the Business ....[and][t]he books of account and other financial records of the
Business (i) are in all material respects true, complete and correct, and do not contain or
reflect any material inaccuracies or discrepancies and (ii) have been maintained in
accordancewith [sellers'] business and accounting principles.” After closing the purchasers
aleged that the sellers failed to disclose sham trades with Enron, which inflated the
profitability of the business and violated applicable laws. In ruling that purchasers
alegations were sufficient to survive a motion to dismiss, the Court wrote that even if
sellers financial information delivered may haveliterally complied with this representation,
purchaser has alleged facts that “touch” the “has been prepared in good faith” part of the
representation.

Many of the representations in Article 3 reflect the Buyer’s attempt to obtain
assurances about specific line items in the financial statements that go well beyond fair
presentation in accordancewith GAAP. Reiance on GAAP may beinadequateif the Seller
is engaged in businesses (such as insurance) in which valuation or contingent liability
reservesare especially significant. However, specific lineitem representations could lead a
court to give less significance to the representation concerning overall compliance with
GAAP in the case of line items not covered by a specific representation. See, e.g., Delta
Holdings, Inc. v. National Distillers & Chemical Corp., 945 F.2d 1226 (2d Cir. 1991), cert.
denied, 503 U.S. 985 (1992). Thespecific content of theserepresentations will vary grestly
depending on the nature of the Seller’ s businesses and assets.

3.6 SUFFICIENCY OF ASSETS

Except as disclosed in Part 3.6, the Assets (a) constitute al of the assets, tangible and
intangible, of any nature whatsoever, necessary to operate Seller’ s businessin the manner presently
operated by Seller and (b) include all of the operating assets of Seller.

COMMENT

The purpose of the representation in subsection 3.6(a) isto confirmthat the various
assetsto be purchased by the buyer constitute all those necessary for it to continue operating
the business of seller in the same manner as it had been conducted by the seller. See the
Commentsto Sections 2.1 and 2.2. If any of the essential assets are owned by the principal
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shareholders or other third parties, the buyer may want assurances that it will have use of
these assets on some reasonable basis before entering into the transaction with the seller.
The representation in subsection 3.6(b) is to help confirm the availability of sales tax
exemptionsin certain states. See the Comment to Section 10.2.

3.13 NOUNDISCLOSED LIABILITIES

Except as set forth in Part 3.13, Seller has no Liability except for Liabilities reflected or
reserved against inthe Balance Sheet or the Interim Balance Sheet and current liabilitiesincurredin
the Ordinary Course of Business of Seller since the date of the Interim Balance Sheet.

COMMENT

Transfereeliability may beimpaosed on abuyer by thebulk sales statutes, thelaw of
fraudulent conveyance and various doctrines in areas such as environmental law and
products liability. Consequently, the buyer will have an interest not only in the liabilities
being assumed under subsection 2.4(a), but also in the liabilities of the seller that are not
being assumed. This representation assures the buyer that it has been informed of all
Liabilities (which, as the term is defined in the Model Agreement, includes “ contingent”
liabilities) of the sdller.

Thesdler may seek to narrow the scope of this representation by limiting thetypes
of liabilities that must be disclosed. For example, the seller may request that the
representation extend only to “liabilities of thetyperequiredto bereflected asliabilitiesona
balance sheet prepared in accordance with GAAP.” The buyer will likely object to this
regquest, arguing that the standards for disclosing liabilities on a balance sheet under GAAP
arerdatively restrictiveand that the buyer needsto assessthe potential impact of all typesof
liabilitiesontheseller, regardless of whether suchliabilities are sufficiently definiteto merit
disclosurein the seller’ s financial statements.

If the sdller is unsuccessful in limiting the scope of this representation to balance
sheet type liabilities, additional language changes might be suggested. Many liabilitiesand
obligations (e.g., open purchase and sales orders, employment contracts) are not requiredto
be reflected or reserved against in a balance sheet or even disclosed in the notes to the
financial statements. For example, most of the disclosures made in the Disclosure L etter,
particularly those with respect to leases and other contracts (see Section 3.20), involve
liabilities or obligations of the seller. Inaddition, liabilities or obligations arise from other
contracts not required to beincluded in the Disclosure L etter because they do not reach the
dollar threshold requiring disclosure. This might be addressed by adding another exception
to this representation for “Liabilities arising under the Seller Contracts disclosed in Part
3.20(a) or not required to be disclosed therein.”

The seller may also seek to add a knowledge qualification to this representation,
arguing that it cannot be expected to identify every conceivable contingent liability and
obligation to which it may be subject. Thebuyer will typically resist theaddition of sucha
qualification, pointing out that, even in an asset purchase, any exposure to unknown
liabilities is more appropriately borne by the seller and the shareholders (who presumably
have considerable familiarity with the past and current operations of the seller) than by the
buyer.
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Evenif thebuyer successfully resiststhe sdller’ s attemptsto narrow thescopeof this
representation, the buyer should not overestimate the protection that this representation
provides. Although therepresentation extendsto “contingent” liabilities (aswell asto other
types of liabilities that are not required to be shown as liabilities on a balance sheet under
GAAP), it focuses exclusively on existing liabilities— it does not cover liabilities that may
ariseinthefuturefrom past events or existing circumstances. Indeed, a number of judicial
decisions involving business acquisitions have recognized this critical distinction and have
construed theterm“liability” (or “contingent liability”) narrowly. For example, in Climatrol
Indus. v. Fedders Corp., 501 N.E.2d 292 (lII. App. Ct. 1986), the court concluded that a
seller’ s defective product does not represent a* contingent liability” of the seller unlessthe
defective product has actually injured someone. The court stated:

As of [the date of the closing of the acquisition in question], there was no
liability at all for the product liability suitsat issue herein, because noinjury
had occurred. Therefore, these suits are not amongst the “liabilities . . .
whether accrued, absolute, contingent or otherwise, which exist[ed] on the
Closing Date,” which defendant expressly assumed.

Id. at 294. Earlier in its opinion, the court noted:

Other courts have sharply distinguished between “contingencies’ and
“contingent liabilities™: A contingent liability is one thing, a contingency
the happening of which may bring into existencealiability isanother, anda
very different thing. In the former case, there is a liability which will
become absolute upon the happening of acertain event. Inthelatter thereis
none until the event happens. The difference is simply that which exists
between a conditional debt or liability and none at all.

Id. (citations omitted); see al so Godchaux v. Conveying Techniques, Inc., 846 F.2d 306, 310
(5th Cir. 1988) (an employer’ swithdrawal liability under ERISA comes into existence not
when the employer’s pension plan first develops an unfunded vested liability, but rather
when the employer actually withdraws from the pension plan; therefore, therewasno breach
of awarranty that the employer “ did not have any liabilities of any nature, whether accrued,
absolute, contingent, or otherwise’); East Prairie R-Z School Dist. v. U.S. Gypsum Co., 813
F. Supp. 1396 (E.D. Mo. 1993) (cause of action for property damage based on asbestos
contamination had not accrued at time of assumption of liabilities); Grant-Howard Assocs.
v. General Housewares Corp., 482 N.Y.S.2d 225, 227 (1984) (thereis no contingent liability
from a defective product until the injury occurs).

Even though the terms “liability” and “contingent liability” may be narrowly
construed, other provisions in the Model Agreement protect the Buyer against various
contingenciesthat may not actually constitute“ contingent liabilities” as of the Closing Date.
For example, theM odel Agreement contains representations that no event has occurred that
may result in a future material adverse change in the business of the Seller as carried on by
the Buyer (see Section 3.15); that no undisclosed event has occurred that may result in a
future violation of law by the Seller (see Section 3.17); that the Sdller has no knowledge of
any circumstances that may serve as a basis for the commencement of a future lawsuit
against the Seller (see Section 3.18); that no undisclosed event has occurred that would
constitute a future default under any of the Contracts of the Seller being assigned to or
assumed by the Buyer (see Section 3.20); and that the Seller knows of no facts that
materially threaten its business (see Section 3.33). In addition, the Model Agreement
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requires the Seller and the Shareholders to indemnify the Buyer against liabilities that may
arise in the future from products manufactured by the Seller prior to the Closing Date (see
Section 11.2).

If abuyer seeks even broader protection against undisclosed contingencies, it should
consider expanding the scope of the seller’ sindemnity obligations under Section 11.2 sothat
the seller and the shareholders are obligated to indemnify the buyer not only against future
product liabilities, but also against other categories of liabilities that may arise after the
Closing Date from circumstances existing before the Closing Date.

3.14 TAXES

@ Tax Returns Filed and Taxes Paid. Seller hasfiled or caused to befiled on atimely
basis all Tax Returns and all reports with respect to Taxes that are or were required to be
filed pursuant to applicable Legal Requirements. All Tax Returnsand reportsfiled by Seller
are true, correct and complete. Seller has paid, or made provision for the payment of, all
Taxes that have or may have become due for all periods covered by the Tax Returns or
otherwise, or pursuant to any assessment received by Seller, except such Taxes, if any, asare
listedin Part 3.14(a) and are being contested ingood faith and asto which adequatereserves
(determined in accordance with GAAP) have been provided in the Balance Sheet and the
Interim Balance Sheet. Except as provided in Part 3.14(a), Seller currently is not the
beneficiary of any extension of timewithin whichto file any Tax Return. No claim has ever
been made or is expected to be made by any Governmental Body in a jurisdiction where
Seller does not file Tax Returnsthat it isor may be subject to taxation by that jurisdiction.
Thereare no Encumbranceson any of the Assetsthat arose in connection with any failure (or
alleged failure) to pay any Tax, and Seller has no Knowledge of any basis for assertion of
any claims attributable to Taxes which, if adversely determined, would result in any such
Encumbrance.

(b) Delivery of Tax Returns and Information Regarding Audits and Potential Audits.
Seller has delivered or made available to Buyer copies of, and Part 3.14(b) contains a
complete and accurate list of, all Tax Returns filed since , 20__. Thefederal and
state income or franchise Tax Returns of Seller have been audited by the IRS or relevant
statetax authorities or are closed by the applicable statute of limitationsfor all taxable years
through ,20__. Part 3.14(b) containsacomplete and accurate list of all Tax Returns
that have been audited or are currently under audit and accurately describe any deficiencies
or other amounts that were paid or are currently being contested. To the Knowledge of
Seller, no undisclosed deficiencies are expected to be asserted with respect to any suchaudit.
All deficiencies proposed as aresult of such audits have been paid, reserved againgt, settled,
or are being contested in good faith by appropriate proceedings as described in Part 3.14(b).
Seller has delivered, or made available to Buyer, copies of any examination reports,
statements or deficiencies, or similar items with respect to such audits. Except as provided
inPart 3.14(b), Seller has no knowledge that any Governmental Body is likely to assessany
additional taxesfor any period for which Tax Returns have beenfiled. Thereisno disputeor
claim concerning any Taxesof Seller either (i) claimed or raised by any Governmental Body
inwriting or (ii) asto which Seller has Knowledge. Part 3.14(b) containsalist of all Tax
Returns for which the applicable statute of limitations has not run. Except as described in
Part 3.14(b), Seller has not given or been requested to give waivers or extensions (or isor
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would be subject to a waiver or extension given by any other Person) of any statute of
limitations relating to the payment of Taxes of Seller or for which Seller may be liable.

(©)

Proper Accrual. The charges, accruals, and reserves with respect to Taxes on the

Recordsof Seller are adequate (determined in accordancewith GAAP) and are at |east equal
to Seller’sliability for Taxes. Thereexistsno proposed tax assessment or deficiency against
Seller except as disclosed in the [Interim] Balance Sheet or in Part 3.14(c).

(d)

3478819v1

Specific Potential Tax Liabilities and Tax Situations.

() Withholding. All taxesthat Seller isor wasrequired by Legal Requirements
to withhold, deduct or collect have been duly withheld, deducted and collected and,
to the extent required, have been paid to the proper Governmental Body or other
Person.

(i)  Tax Sharing or Similar Agreements. Thereis no tax sharing agreement, tax
alocation agreement, tax indemnity obligation or similar written or unwritten
agreement, arrangement, understanding or practice with respect to Taxes (including
any advance pricing agreement, closing agreement or other arrangement relating to
Taxes) that will require any payment by Seller.

(iii)  Consolidated Group. Seller (A) has not been amember of an affiliated group
within the meaning of Code Section 1504(a) (or any similar group defined under a
similar provision of state, local or foreign law), and (B) has no liability for Taxes of
any person (other than Seller and its Subsidiaries) under Reg. 81.1502-6 (or any
similar provision of state, local or foreign law), as a transferee or successor by
contract or otherwise.

(iv) S Corporation. Seller is not an S corporation as defined in Code Section
1361.

ALTERNATIVE No. 1:

Seller isan S corporation as defined in Code Section 1361 and Seller is not and has
not been subject to either the built-in-gains tax under Code Section 1374 or the
passive income tax under Code Section 1375.

ALTERNATIVE No. 2:

Seller isan S corporation asdefined in Code Section 1361 and Seller is not subject to
the tax on passive income under Code Section 1375, but is subject to the
built-in-gainstax under Code Section 1374, and all tax liabilitiesunder Code Section
1374 though and including the Closing Date have on shall be properly paid and
discharged by Seller.

INCLUDE WITH BOTH ALTERNATIVE No. 1 AND No. 2:



Part 3.14(d)(iv) lists all the states and localities with respect to which Seller is
required to file any corporate, income or franchisetax returns and sets forth whether
Seller istreated asthe equivalent of an S corporation by or with respect to each such
state or locality. Seller hasproperly filed Tax Returns with and paid and discharged
any liabilities for taxes in any states or localities in which it is subject to Tax.

(v) Substantial Understatement Penalty. Seller has disclosed on its federal
income Tax Returns all positions taken therein that could give rise to a substantial
understatement of federal income Tax within the meaning of Code Section 6662.

COMMENT

Section 3.14 seeks disclosure of tax matters that may be significant to a buyer.
Although thebuyer does not assumetheseller’ stax liabilities, thebuyer would beinterested
in both ensuring that those liabilities are paid and understanding any possibletax issuesthat
may ariseinthebuyer’ s post-acquisition operation of the business. By obtaining assurances
that the seller has paid all of its taxes, the buyer reduces thelikelihood of successor liability
claims against it for the seller’s unpaid taxes. Although such a claim is unlikely for the
federal incometax liability of the sdler, such aclaim could be madefor state or local taxes.

Some state laws specifically provide that a buyer in an asset acquisition may be
liable for the selling corporation’s state tax liability. For example, Section 212.10 of the
Florida Statutes (1) requires a sdller to pay any sales tax within 15 days of the closing; (2)
requires abuyer to withhold asufficient portion of the purchase priceto cover theamount of
such taxes; and (3) provides that if the buyer:

shall fail to withhold a sufficient amount of the purchase money as above
provided, he or she shall be personally liable for the payment of the taxes,
interest, and penalties accruing and unpaid on account of the operation of
the business by any former owner, owners or assigns.

In addition to statutory successor liability, a buyer could be subject toliability for a
seller’ staxes under a common law successor liability theory. Seee.g., Peter L. Faber, Sate
and Local Income and Franchise Tax Aspects of Corporate Acquisitions, NEGOTIATING
BUSINESS ACQUISITIONS, J-14 - J-15 (ABA-CLE, 1998).

If the buyer were acquiring subsidiaries of the seller, the buyer would want to be
sure all taxes of the subsidiaries have been paid, because any acquired subsidiary remains
responsible for any such liability after the acquisition. To avoid taking over all of a
subsidiary’s liabilities, the buyer could either (1) purchase the assets of the subsidiary,
thereby making a multiple asset acquisition, or (2) have the seller liquidate the subsidiary,
which can be accomplished tax-free under Code Section 332, and then acquire the assets of
the former subsidiary directly from the seller.

Section 3.14(a) focuses on thetax returns and reportsthat arerequiredto befiled by
a sdler, the accuracy thereof, and the payment of the taxes shown thereon. Thus, it is
designed to ensure that the seler has complied with the basic tax requirements. This
representation can stay the same even if the sdler is an S corporation, because an S
corporation may be subject to state, local and foreign taxes and may be subject to federal
income tax with respect to built-in-gains under Code Section 1374 and to passive income
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under Code Section 1375. Even though an S corporation generally is not subject to federal
income taxation, it still must file a return.

Section 3.14(b) deals with the background information relating to the seller’ s tax
liability. Herethe seller must turn over all tax returns and information relating to the audit of
thosereturns. The seller may insist upon acarve-back on thereturnsand audit information it
must provide, such aslimiting thereturnsto thefederal incometax returns and materia State,
local and foreign returns. This subsection also seeks information regarding tax issues that
could beraised in the future with respect to returns that have not yet been audited or even
filed. Thus, it might be seen asaprovision designed to ferret out all issues with respect tothe
potential underpayment of taxes previously paid or currently due.

Section 3.14(c) is designed to ensurethat any outstanding tax liabilities are properly
reflected in the books of the seller.

Section 3.14(d) deals with specific potential tax liabilities or situations that may or
may not be present depending upon the circumstances. Most of theitemsare addressedina
more general manner in preceding subsections, but it may be helpful infocusing theattention
of the parties to address certain specific items in subsection (d). Thefirst item, withholding
obligations, is particularly important. Tax sharing agreements, covered in clause (ii), are
common for consolidated groups wherethereisaminority interest. Clause (iii) is designed
to ensurethat there is no potential tax liability with respect to other consolidated groups of
which the seller may have been a member.

Certain provisions of Section 3.14 are qualified by “Knowledge’. The sdler may
arguethat tax matters arethe responsibility of aparticular officer of theseller and only that
officer’ sknowledge should beconsidered. The definition of “ Knowledge’, however, states
that the sdler will be deemed to have Knowledge of afact or matter if any of itsdirectorsor
officershasKnowledge of it. Therefore, theresponsible officer’s Knowledgeisimputedto
seller, and it is not necessary to change the language in Section 3.14 or to foreclose the
possibility that another director or officer of sdler may have Knowledge of relevant tax
matters.

Section 3.14(d)(iv) addresses the basic situations that can arise with respect to S
corporation status:

@ The Sdler isnot an S corporation;

2 The Sdler isan S corporation and neither the built-in-gainstax nor the tax
on passive income applies; or

3 TheSdler isan S corporation and thetax on passiveincome does not apply
but the tax on built-in-gains does apply.

If thesdler isan S corporation, thebuyer will want to know the states and localities
inwhich the seller is subject to tax as an entity, and that the seller hasin fact discharged its
obligations to those states. The last two sentences of clause (iv) address these issues.

Thesubstantial understatement representation in clause (v) could help identify any
aggressive practices in which the seller has engaged.
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If theseller werepublicly held, the buyer would want representationswhich address,
respectively, excessive employee compensation under Code Section 162(m) and golden
parachute payments under Code Section 280G. These representations could be worded as
follows:

(v) Excessive Employee Remuneration. The disallowance of adeductionunder
Code Section 162(m) for employee remuneration will not apply to any
amount paid or payable by Seller under any contractual arrangement
currently in effect.

(vii)  Golden Parachute Payments. Seller has not made any payments, is not
obligated to make any payments, and is not a party to any agreement that
under certain circumstances could obligate it to make any payments that
will not be deductible under Code Section 280G.

Such representations should beincluded for publicly-held sdlersonly, becausethese
Code sections specifically do not apply to certain defined closely-held corporations.

Finally, although the buyer in a taxable acquisition will not succeed to the seller’s
basisfor itsassets and other attributes, thebuyer will in essencebetaking over thebasisand
other tax attributes of any acquired subsidiaries. Thisinformation would permit the buyer to
make the decision on whether or not to make a Section 338 eection with respect to any
acquired subsidiary for which a Section 338(h)(10) election is not filed. A representation
soliciting this information would read as follows:

(viit) Basis and Other Information. Part 3.14(d)(viii) sets forth the following
information with respect to Seller and its subsidiaries (or in the case of
clause (B) below, with respect to each of the subsidiaries) as of the most
recent practicable date[ (aswell as on an estimated pro formabasisas of the
Closing giving effect to the consummation of the transactions contemplated
hereby)]: (A) thebasis of Seller or subsidiary in its assets; (B) the basis of
the shareholder(s) of each Subsidiary in such Subsidiary’s stock (or the
amount of any Excess L oss Account); (C) the amount of any net operating
loss, net capital 1oss, unused investment or other credit, unused foreign tax,
or excess charitable contribution allocable to Seller or any of its
subsidiaries; and (D) the amount of any deferred gain or loss allocable to
Sdler or any of its subsidiaries arising out of any deferred intercompany
transaction under the regulations under Code Section 1502.

3.15 NOMATERIAL ADVERSE CHANGE

Since the date of the Balance Sheet, there has not been any material adverse change in the
business, operations, prospects, assets, results of operations or condition (financial or other) of
Seller, and no event has occurred or circumstance exists that may result in such a material adverse
change.

COMMENT
A sdller may have several comments to this representation. First, the seller may

resist therepresentation inits entirety on the basisthat the buyer isbuying assets, rather than
stock. Second, if the sdller is unsuccessful in eliminating the representation in its entirety,
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the seller might try to limit the representation by, for example, deleting certain portions of
therepresentations, such asthe referenceto “ prospects’ onthebasisthat “ prospects’ istoo
vague. Third, the seller might try to specify a number of items that will not be deemed to
congtitute a material adverse change in the business, etc. of the seller even if they wereto
occur. Inthat regard, the seller might suggest thefollowing “ carveouts’ beadded to theend
of Section 3.15.

; provided, however, that in no event shall any of thefollowing constitutea
material adverse change in the business, operations, prospects, assets,
results of operations or condition of Sdler: (i) any change resulting from
conditions affecting the industry in which Seller operates or from changes
in general business or economic conditions; (ii) any changeresulting from
the announcement or pendency of any of the transactions contemplated by
this Agreement; and (iii) any change resulting from compliance by Seller
with theterms of, or thetaking of any action contemplated or permitted by,
this Agreement.

Thebuyer, however, may resist the changes suggested by the seller on the basisthat
the buyer needs assurances that the business it is buying through its asset purchase has not
suffered amaterial adverse change sincethe date of the most recent audited balance sheet of
the sdler. If the buyer agrees to one or more “carve outs’ to the material adverse change
provision, the buyer might want to specify a standard of proof with respect to the “carve
outs’ (e.g., that (i) the only changes that will be excluded are thosethat are “ proximately,”
“demonstrably” or “directly”: caused by the particular circumstances described above, and
(if) with respect to any dispute regarding whether a change was proximately caused by one of
the circumstances described above, the seller shall have the burden of proof by a
preponderance of the evidence).

Whether or not the general material adverse change provision remains in the
agreement, counsel to the buyer may wish to specifically identify those changes in the
business or assets that the buyer would regard as important enough to warrant not going
ahead with the transaction. See Esplanade Oil & Gas, Inc. v. Templeton Energy Income
Corporation, 889 F.2d 621 (5th Cir. 1989) (“ adverse material changeto the Properties’ held
torefer totheseler’ sright, titleand interest to oil properties and not to adeclineinthevalue
of those properties resulting from a precipitous drop in the price of cil). See also John
Bordersv. KRLB, Inc., 727 SW.2d 357 (Tex. Ct. App. 1987) (material adverse changeinthe
target’ s* business, operations, properties and other assets which would impair the operation
of the radio station” held not to include a significant decline in “Arbitron ratings” of the
target radio station, indicating that the target had lost one-half of its listening audience,
because (i) the material adverse change provision did not specifically refer to a ratings
decline, and (ii) aratings decline was not within the scope of the material adverse change
provisionatissue). Seealso, Greenberg and Haddad, The Material Adver se Change Clause:
Careful Drafting Key, But Certain Concerns May Need To Be Addressed Elsewhere, New
York Law Journal (April 23, 2001) at S5, S14-S15, for a discussion regarding the
uncertaintiesin the judicial application of material adverse change provisions.

In IBP, Inc. v. Tyson Foods, Inc. and Lasso Acquisition Corporation, No. 18373,
2001 Dd. Ch. LEX1S 81 (Dd. Ch. June 15, 2001) (see Appendix C), the Delaware Chancery
Court, applying New Y ork law, granted IBP' srequest for specific performance of itsmerger
agreement with Tyson and ordered Tysonto completethemerger. A central issueinthecase
involved application of the general no material adverse change provision included in the
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merger agreement. Section 5.10 of the merger agreement was arepresentation and warranty
that IBP had not suffered a “Material Adverse Effect” since the “Balance Sheet Date” of
December 25, 1999, except as set forth in thefinancial statements covered by the financial
statement representation inthe merger agreement or Schedule5.10 of the merger agreement.
Under the merger agreement, a “Material Adverse Effect” was defined as “any event,
occurrence or development of a state of circumstances or facts which has had or reasonably
could be expected to have a Material Adverse Effect” ... “on the condition (financial or
otherwise), business, assets, liabilities or results of operations of [IBP] and [its] Subsidiaries
takenaswhole...” Whilethecourt’ s decision was based on avery fact specific analysis, the
opinion focused on the information about IBP’ s difficultiesthat Tyson had gleaned through
its negotiating and due diligence processes and Tyson's strategic objectives:

These negotiating realities bear ontheinterpretation of § 5.10 and
suggest that the contractual language must be read in the larger context in
which the parties were transacting. To a short-term speculator, the failure
of a company to meet analysts' projected earnings for a quarter could be
highly material. Suchafailureislessimportant to anacquiror who seeksto
purchasethe company as part of along-term strategy. To such anacquiror,
theimportant thing iswhether the company has suffered aMaterial Adverse
Effect in its business or results of operations that is consequential to the
company’s earnings power over acommercially reasonable period, which
one would think would be measured in yearsrather than months. It is odd
to think that a strategic buyer would view a short-term blip in earnings as
material, so long as the target’s earnings-generating potential is not
materially affected by that blip or the blip’s cause.

* k% %

Practical reasons lead meto concludethat aNew Y ork court would
inclinetoward the view that a buyer ought to haveto makea strong showing
to invoke a Material Adverse Effect exception to its obligation to close.
Merger contracts are heavily negotiated and cover a large number of
specific risksexplicitly. Asaresult, even whereaMaterial Adverse Effect
condition is as broadly written as the one in the Merger Agreement, that
provision is best read as a backstop protecting the acquiror from the
occurrence of unknown events that substantially threaten the overall
earnings potential of the target in a durationally-significant manner. A
short term hiccup in earnings should not suffice; rather the Material
Adverse Effect should be material when viewed from the longer-term
perspective of areasonable acquiror. Inthisregard, it isworth noting that
IBP never provided Tyson with quarterly projections.

* k% %

Therefore, | concludethat Tyson has not demonstrated a breach of
§5.10. | admit to reaching this conclusion with less than the optimal
amount of confidence. Therecord evidenceis not of the typethat permits
certainty. Id. at 35-39.

IBP/Tyson will no doubt affect how attorneys think about material adverse change
provisions. But see Glover, The Impact of Tyson Foods on “ MAC” Outs, 5 The M&A
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Lawyer No. 6 (Dec. 2001), which concludes that to date the | BP/Tyson case appears not to
have significantly changed the content of material adverse change provisions and
summarizes the author’ s findings as follows:

The list of events that would trigger a condition failure was
virtually the same in each agreement reviewed. Moreover, the lists were
very similar to thetraditional pre-Tyson Foodslist. Thetriggering eventsin
the recent agreements included the following:

. An event that is reasonably likely to be materially adverse to the
business, financial condition or results of operations of an entity
and its subsidiaries taken as awhole.

. Anevent that isreasonably likely to materially adversdly effect the
ability of the other parties to complete the merger.

Only one of the agreements provided that an out would betriggered
by a material adverse change in a company’s “prospects.” Most of the
agreements did not requirecertainty that aMAC “would” occur—instead, it
was enough that a MAC “could reasonably be expected” or “would be
reasonably likely” to occur.

Most of the recent agreements reviewed included a list of events
that would betreated as exceptionsto the MAC definition. Although there
was some variation from agreement to agreement, the exceptions were
similar to the exceptionsthat merger parties have been relying on for years—
Tyson Foods does not seem to haveresulted in an effort to narrow thelist of
exceptions. Infact, the post-Tyson Foods agreements contained morerather
than fewer carve-outs. The exceptions included the following:

. Adverse effects resulting from compliance with the merger
agreement.
. Adverse effects resulting from the announcement of the merger—

subject to further exceptions for effects that would interfere with
the compl etion of thetransaction or impact the enforceability of the
merger agreement.

. Declines in a company’s stock price or trading volume.

. Adverse changesin the global economy, the U.S. economy or other
economies in which a company operates.

. Adverse changes in the industry in which the company operates—
unless the change has a disproportionate impact on the company.

. Changes attributable to GAAP.

. Changes attributable to the impact of the merger agreement on
customers, suppliers or employees.
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. Changes attributable to changes in legal, regulatory or business
conditions—unless they affect the company disproportionately.

. Changes attributableto actions taken by the other party to fulfill its
obligations under the merger agreement.

The agreements reviewed did not include other special outs that
might be viewed as aresponseto Tyson Foods. Instead, they included the
standard list of conditionsfor example, conditions requiring that
representations and warranties remain true, that covenants be satisfied and
that regulatory hurdles be crossed.

For a discussion of the advisability of including a separate “no material adverse
change’ condition in the acquisition agreement, see the Comment to Section 7.1 under the
caption “Desirability of Separate ‘No Material Adverse Change' Condition.” For a
discussion of the implications of various methods of drafting a phrase such as “that may
result in such a material adverse change’ (which appearsat the end of Section 3.15), seethe
introductory Comment to Section 3 under the caption “Considerations When Drafting
‘Adverse Effect’ Language in Representations.”

Thetragic events of September 11, 2001 haveled to afocus on whether terrorismor
war are among the class risks encompassed by a no material adverse change provision. In
Warren S. deWeid, Thelmpact of September 11 on M&A Transactions 5TheM&A Lawyer
No. 5 (Oct. 2001), the author concluded that in the few deals surveyed the general practice
was not to adopt specific language to deal with September 11 type risks, but discussed the
issues and a few examples as follows:

Unless the parties view terrorism or war as a class of risk that
should be treated differently from other general risks, general effects of
terrorismor war should betreated inthe merger agreement inthe same way
as other general changes or events. It should be recognized that the
exceptions for general events or changes relating to the financial markets,
the economy, or parties’ stock prices are not intended to protect a party
from party-specific impacts of terrorism or other catastrophes, such as
physical damagetoitsfacilities, financial loss, or loss of key personnel, nor
would one normally expect a party to be protected against suchimpacts. If,
as was the case with the September 11 attacks, entire industries may be
adversely affected by a general event, an exception for general industry
changes may protect a party, depending upon the precise formulation of the
exception, and thefactual context. But the scope of any of these exceptions
is often ambiguous, leaving room for argument over whether a change is
general or specific. Indeed, in order to avoid the problem that economic,
financial or industry changes, while they may be general in nature, may
have quite disparate impacts even on two similar companies in the same
industry, it is not unusual to see language in the carve-out for general
changes which provides that this carve-out does not apply to
disproportionate impacts on the company that is the object of the clause.

In a few post-September 11 deals, the parties have addressed
impacts of September 11, or of other acts of terrorism, war or armed
conflict,intheMAC clause. A merger agreement between First Merchants
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Corporation and Lafayette Bancorporation dated October 14, 2001,
expressly excludes fromthe definition of material adversechange”...events
and conditions relating to the business and interest rate environment in
general (including consequences of theterrorist attack on the United States
on September 11..." (italicsadded). Sincetheitalicized languageis merdy
indicative of atype of event that may affect the business and interest rate
environment ingeneral, it wasreally not necessary to include such language
in the agreement, although perhaps the parties took comfort from dealing
explicitly with the events of September 11.

A merger agreement between Reliant Resources, Inc., Rdiant
Energy Power Generation Merger Sub, Inc. and Orion Power Holdings, Inc.
dated as of September 26, 2001 expressly includes certainterrorismrelated
events within the definition of a“Material Adverse Effect”:

“Material Adverse Effect” shall mean any change or event
or effect that, individually or together with other changes,
events and effects, is materially adverse to the business,
assets or financial condition of the Company and its
subsidiaries, taken asawhole, except for...(ii) changes or
developments in national, regional, state or local electric
transmission or distribution systems except to the extent
caused by a material worsening of current conditions
caused by acts of terrorism or war (whether or not
declared) occurring after the date of this Agreement which
materially impair the Company's ability to conduct its
operations except on a temporary basis, (iii) changes or
developments in financial or securities markets or the
economy in general except to the extent caused by a
material worsening of current conditions caused by actsof
terrorismor war (whether or not declared) occurring after
the date of this Agreement...” (italics added).

In this case, theitalicized language creates two different types of
exceptions to the provisions limiting the scope of the MAC clause. One
exception (which is quite understandable) encompasses events that are
materially adverse to the target and affect the target company specificaly,
e.g., by disrupting state or local transmission or distribution systems
(although the clause al so addresses changes that are much broader, and that
affect national power systems, and presumably would affect the target
company only as one of many other power companies). The other
exception carves out the exclusions from the MAC clause changes in
markets or the economy to the extent caused by terrorism or war, giving the
buyer the right in certain circumstances not to close because of general
changes duetoterrorism or war. However the buyer must accept therisk of
other general changes in the securities markets or the economy.

There are a number of interpretive and probative issues with the
Reliant-typeclause. If thebuyer seeksto invokethe clause, the buyer must
prove: (@) that terrorismor war caused a change; (b) the extent to which
terrorism or war caused the change; and (c¢) specifically in the case of the
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particular language in Reliant, that there has been a material worsening of
current conditions and, in the first of the two italicized clauses, that the
change is not temporary. These issues create potentially significant
obstacles to invoking the clause as a basis for termination.

AstheRéiant transaction isan acquisition of Orion by Reliant and
thereforethe clauseis not reciprocal, it is somewhat surprising that Reliant
was ableto negotiate” outs’ for general changes caused by acts of terrorism
or war, and it isto be expected that most sellerswill vigorously resist sucha
provision. Granted, the effect of terrorism or war on the financial markets
or business conditions could be unusually and unforeseeably severe, but
sellers will likely object that the allocation to the seller of the risks of
general changes caused by terrorism or war isarbitrary, particularly where,
asintheReliant transaction, other general changesin securities marketsand
the economy, regardiess of their cause or severity, arefor theaccount of the
buyer. Moreover, by their very nature, acts of terrorism or war are
unpredictable, and are as likely to occur the day after closing as the day
before.

An alternative approach that would address a party’s concern to
preserve an escape clausein theface of major market disruption caused by
terrorism would be to include a “Dow Jones’ clause in the acquisition
agreement. Common in the late 1980s after the steep market drop that
occurred on October 19, 1987, such a clause permits a party to walk away
from atransaction if the Dow Jones Industrial Average (or other specified
market index) falls by morethan a specified number of pointsor morethan
a specified percentage.

Another formulation for whichthereis aprecedent post- September
11 is to provide a right to terminate based upon an extended market
shutdown, banking moratoriumor similar event. Under an agreement dated
as of October 8, 2001, between Burlington Resources Inc. and Canadian
Hunter Exploration Ltd., Burlingtonis entitled to terminate theagreement if
at thetimeall other conditions are satisfied, thereisageneral suspension of
trading or general limitation on prices on any United States or Canadian
national securities exchange, a declaration of a banking moratorium or
general suspension of payments by banks, alimitation on extension of credit
by banks or financial institutions, or a material worsening of any of these
conditions, which continues for not less than ten days.

How parties choose to allocate these risks in future deals will be
influenced by transactions that were signed prior to September 11 that
involve companies that have been, or are alleged to have been, affected by
the events of that date or their consequences. One such deal was USA
Networks, Inc.’s proposed acquisition of National Leisure Group, Inc., a
seller and distributor of cruiseand vacation packages and provider of travel
support solutions. On Octaober 3, 2001, USA notified NLG that it had
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terminated the merger agreement and simultaneously commenced an action
in Delaware Chancery Court seeking declaratory and injunctive relief
confirming that its actionsin terminating the merger agreement with NLG
were lawful. The grounds asserted by USA Networks were: (i) the
termination of an allegedly material customer relationship andthereceipt by
NLG of various claims from that customer, and (ii) the alleged occurrence
of a MAC, consisting of, inter alia, NLG's financial performance from
signing to the date of termination, “as well as the effects and reasonably
foreseeabl e future effects on NL G of the events of September 11 and their
aftermath.”

The MAC clause in the USA/NLG merger agreement did not
contain any carve-outs for general economic, financial market or industry
changes. Accordingly, the issue was relatively clear -- had changes
occurred, either as aresult of the events of September 11 or other facts
alleged by USA, that were or would reasonably be expected to be meterialy
adverseto thefinancial condition, results of operations, assets, propertiesor
business of NLG? Given the substantial reduction in corporateand vacation
travel since September 11, thebusiness of NL G, anon-reporting company,
could well have been materially impacted, and the absence of any carve-
outs from the MAC clause eliminated a possible line of defensefor NLG.
Inany event, NLG must have concluded that a settlement was preferableto
litigating USA’ s termination of the agreement, as on October 29, theparties
announced a settlement that involved USA taking an equity stakein NLG
and entering into acommercial deal to market NLG travel packages onthe
USA Travd Channdl. Itisunlikely that NLG's position under the merger
agreement would have been much stronger had there been a carve-out for
general financial or market changes, as the changes alleged by USA were
specific to the business of NLG.

The issues would have been more complicated, and the parties
might have acted differently, had therebeen a carve-out for general industry
changes. In that situation, even if the changes alleged as a result of the
events of September 11 were material, there would still have been a
question whether the changes weregeneral industry changes. Andif infact
therewere widespread adverse effects on companiesintheindustry, but the
impacts on the target company were much more pronounced, would the
acquiror have been comfortable exercising a right to terminate? The
presence of absence of language excluding disproportionate impacts of
general changes would likely have significant impact on the acquiror’'s
analysis.

In summary, the debate over the content of the material adverse
change clausein merger and acquisition agreements will be morevigorous,
stoked by the events of September 11, and cases like NLG and the earlier
Tyson Foods case. Thewording of theM AC clause may not look different
in many post-September 11 deals than it did before, but the parties will be
mor e conscious of theissues and the importance of the specific words used.

In addition to Section 3.15, which deals generally with material adverse changes
affecting the Seller, Section 3.19 covers several specific matters that are considered
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significant (though not necessarily adverse) eventsfor the Seller and may, individually or in
theaggregate, constitute material adversechanges. Section 3.19 requiresdisclosure of such
events that occurred after the date of the Balance Sheet but before the signing of the
acquisition agreement, and Section 5.3 requires the Seller to prevent such events from
occurring (tothe extent it is within their power to do so) after the signing date but beforethe
closing (for further discussion, seethe Comment to Section 3.19). Together, Sections 3.15
and 3.19 require the Seller to disclose to the Buyer updated information concerning
important devel opments in the business of the Seller after the date of the Balance Shest.

3.19 ABSENCE OF CERTAIN CHANGESAND EVENTS

Except as set forth in Part 3.19, since the date of the Balance Sheet, Seller has conducted its
business only in the Ordinary Course of Business and there has not been any:

€) change in Seller’s authorized or issued capital stock, grant of any stock option or
right to purchase shares of capital stock of Seller, or issuance of any security convertibleinto
such capital stock;

(b) amendment to the Governing Documents of Seller;

(©) payment (except in the Ordinary Course of Business) or increase by Seller of any
bonuses, salaries, or other compensation to any shareholder, director, officer, or employeeor
entry into any employment, severance, or similar Contract with any director, officer, or
employes;

(d) adoption of, amendment to, or increase in the payments to or benefits under, any
Employee Plan;

(e damage to or destruction or loss of any Asset, whether or not covered by insurance;

) entry into, termination of, or receipt of notice of termination of (i) any license,
distributorship, dealer, salesrepresentative, joint venture, credit, or similar Contract towhich
Seller isaparty, or (ii) any Contract or transaction involving a total remaining commitment
by Seller of at least $ ;

(g)  sale(other than sales of Inventories in the Ordinary Course of Business), lease, or
other disposition of any Asset or property of Seller (including the Intellectual Property
Assets) or the creation of any Encumbrance on any Asset;

(h) cancellation or waiver of any claims or rights with a value to Seller in excess of
$ .

() indication by any customer or supplier of an intention to discontinue or change the
terms of itsrelationship with Seller;

()] material change in the accounting methods used by Seller; or
(K) Contract by Seller to do any of the foregoing.
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COMMENT

This representation seeks information about actions taken by the Seller or other
events affecting the Seller since the date of the Balance Sheet which may berelevant to the
Buyer’s plans and projections of income and expenses. In addition, this provision requires
disclosure of actions taken by the Seller in anticipation of the acquisition.

Most of the subjects dealt with in this representation are also covered by other
representations. For example, while Section 3.16 contains detailed representations
concerning employee benefit plans, subsection 3.19(d) focuses on recent changes to such
plans. For adiscussion of therelationship between the representationsin Sections 3.16 and
3.19, see the Comment to Section 3.16.

In addition to the disclosure function described above, thisrepresentation, alongwith
Sections 5.2 and 5.3, serves another purpose. Section 5.3 provides that the Seller will not,
without the prior consent of the Buyer, take any action of the nature described in Section
3.19 during the period between the date of signing theacquisition agreement andtheclosing.
Section 5.2 is a general covenant by the Seller to operate its business between those dates
only intheordinary course; Section 5.3 specifically commitsthe Seller not to make changes
asto the specific matters covered by Section 3.19.

Finally, there may be other specific matters that pose special risks to a buyer and
should be included in this representation.

3.25 INTELLECTUAL PROPERTY ASSETS

€) Theterm “Intellectual Property Assets’ means all intellectual property owned or
licensed (as licensor or licensee) by Seller, or in which Seller has a proprietary right or
interest, including:

() Seller’ sname, all assumed fictional business names, trading names, registered
and unregistered trademarks, service marks, and applications (collectively,
“Marks’);

(i)  all patents, patent applications, and inventions and discoveries that may be
patentable (collectively, “Patents’);

(i)  all registered and unregistered copyrights in both published works and
unpublished works (collectively, “Copyrights’);

(iv)  all rightsin mask works (collectively, “Rightsin Mask Works’);

(v) all know-how, trade secrets, confidential or proprietary information, customer
lists, Software, technical information, data, process technology, plans, drawings, and
blue prints (collectively, “Trade Secrets’); and

(vi)  all rightsininternet websites and internet domain names presently used by
Seller (collectively “Net Names®).
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(b)

Part 3.25(b) containsacompleteand accurate list and summary description, including

any royalties paid or received by Seller, and Seller has delivered to Buyer accurate and
complete copies, of all Seller Contractsrelating to the Intellectual Property Assets, except for
any license implied by the sale of a product and perpetual, paid-up licenses for commonly
available Software programswith avalue of lessthan $ under which
Seller isthe licensee. There are no outstanding and, to Seller’s Knowledge, no threatened
disputes or disagreements with respect to any such Contract.

(©)

(d)

(€)

3478819v1

() Except as set forth in Part 3.25(c), the Intellectual Property Assets are all
those necessary for the operation of Seller’s business as it is currently conducted.
Seller is the owner or licensee of all right, title, and interest in and to each of the
Intellectual Property Assets, free and clear of all Encumbrances, and hastheright to
use without payment to a Third Party all of the Intellectual Property Assets, other
than in respect of licenses listed in part 3.25(c).

(i) Except as set forthin Part 3.25(c) , all former and current employeesof Seller
have executed written Contracts with Seller that assign to Seller all rights to any
inventions, improvements, discoveries, or information relating to the business of
Seller.

() Part 3.25(d) containsacomplete and accurate list and summary description of
all Patents.

(i) All of the issued Patents are currently in compliance with formal legal
reguirements (including payment of filing, examination, and maintenance fees and
proofs of working or use), are valid and enforceable, and are not subject to any
maintenance fees or taxes or actionsfalling duewithin ninety days after the Closing
Date.

(i)  No Patent has been or is now involved in any interference, reissue,
reexamination, or opposition Proceeding. To Seller's Knowledge, there is no
potentially interfering patent or patent application of any Third Party.

(iv)  Except as set forth in Part 3.25(d), (x) no Patent is infringed or, to Seller’s
Knowledge, has been challenged or threatened in any way and (y) none of the
products manufactured or sold, nor any process or know-how used, by Seller
infringes or is alleged to infringe any patent or other proprietary right of any other
Person.

(v)  All products made, used, or sold under the Patents have been marked withthe
proper patent notice.

() Part 3.25(e) containsa complete and accurate list and summary description of
al Marks.

(i)  All Marks that have been registered with the United States Patent and
Trademark Office are currently in compliance with all formal legal requirements
(including the timely post-registration filing of affidavits of use and incontestability
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(9)
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and renewal applications), are valid and enforceable, and are not subject to any
maintenance fees or taxes or actionsfalling due within ninety days after the Closing
Date.

(iii) ~ No Mark has been and is now involved in any opposition, invalidation, or
cancellation Proceeding and, to Sellers Knowledge, no such action is threatened
with respect to any of the Marks.

(iv)  To Sdler’'s Knowledge, there is no potentially interfering trademark or
trademark application of any other Person.

(v) No Mark is infringed or, to Seller’s Knowledge, has been challenged or
threatened in any way. None of the Marks used by Seller infringes or is alleged to
infringe any trade name, trademark, or service mark of any other Person.

(vi)  All products and materials containing a Mark bear the proper federal
registration notice where permitted by law.

Q) Part 3.25(f) containsacomplete and accurate list and summary description of
all Copyrights.

(i) All of theregistered Copyrightsare currently in compliance with formal legal
requirements, are valid and enforceable, and are not subject to any maintenance fees
or taxes or actions falling due within ninety days after the date of Closing.

(i)~ No Copyright isinfringed or, to Seller’s Knowledge, has been challenged or
threatened inany way. None of the subject matter of any of the Copyrightsinfringes
or is alleged to infringe any copyright of any Third Party or is a derivative work
based on the work of any other Person.

(iv)  All worksencompassed by the Copyrights have been marked with the proper
copyright notice.

Q) With respect to each Trade Secret, the documentation relating to such Trade
Secret iscurrent, accurate, and sufficient in detail and content to identify and explain
it and to allow itsfull and proper use without reliance on the knowledge or memory
of any individual.

(i) Seller has taken all reasonable precautions to protect the secrecy,
confidentiality, and value of all Trade Secrets (including the enforcement by Seller of
a policy requiring each employee or contractor to execute proprietary information
and confidentiality agreementssubstantially in Seller’ s standard form and all current
and former employees and contractors of Seller have executed such an agreement).

(i)  Seller hasgoodtitle and an absoluteright to usethe Trade Secrets. TheTrade
Secretsarenot part of the public knowledge or literature, and, to Seller’ sknowledge,
have not been used, divulged, or appropriated either for the benefit of any Person
(other than Seller) or to the detriment of Seller. No Trade Secret is subject to any
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adverse claim or has been challenged or threatened in any way or infringes any

intellectual property right of any other Person.

(h) () Part 3.25(h) containsacomplete and accurate list and summary description of

all Net Names.

(i) All Net Namesof Seller have beenregistered inthe name of Seller and arein

compliance with all formal legal requirements.

(i)  No Net Name of Seller has been or is now involved in any dispute,
opposition, invalidation or cancellation Proceeding and, to Seller’s Knowledge, no

such action is threatened with respect to any Net Name of Seller.

(iv)  To Seller’s Knowledge there is no domain name application pending of any
other person which would or would potentially interfere with or infringe any Net

Name of Seller.

(v) No Net Name of Seller is infringed or, to Seller’s Knowledge, has been
challenged, interfered with or threatened in any way. No Net Name of Seller
infringes, interferes with or is alleged to interfere with or infringe the trademark,

copyright or domain name of any other Person.
COMMENT

Thedefinition of “Intellectual Property Assets’” encompassesall formsof intellectual
property, including the forms expressly identified.

Therepresentation in Section 3.25(b) requiresthe Seller to list license agreements
and other agreementsthat relateto the I ntellectual Property Assets, such asa covenant not to
suein connection with a patent, ahoncompetition agreement, a confidentiality agreement, a
mai ntenance and support agreement for any software the Seller is licensed to use, or an
agreement to sell or licensea particular asset. Disclosure of such agreements enablesabuyer
to identify which of the Intdlectual Property Assets are subject to a license or other
restriction and to determine whether the seller has the exclusive right to practice certain
technol ogy.

If there is a general representation that all of the seller’s contracts are valid and
binding and in full force and effect and that neither party isin default (see Section 3.20), a
separate representation is not needed in this Section. If thereis not a general representation
on contracts, or if it is limited in some way, the buyer should consider including such a
representation in this section, especialy if the seller licenses intellectual property that is
important to its business.

Theseller may object totherepresentation called for in clause (i) of Section 3.25(c)
as too subjective and try to force the buyer to draw its own conclusion as to whether the
seller’s Intellectual Property Assets are sufficient to operate its business.

Whether a buyer will want to include the representations in Section 3.25(d)-(g)

depends upon the existence and importance of the various types of intellectual property
assetsin aparticular transaction. For example, patents and trade secrets can bethe key asset
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of atechnology-driven manufacturing company, whiletrademarks and copyrights could be
theprincipal asset of aservice company. Below are descriptions of the main categories of
intellectual property and how they are treated in the Model Agreement.

Patents. There are threetypes of United States patents. A “dutility patent” may be
granted under 35 U.S.C. § 101 for “any new and useful process, machine, manufacture, or
composition of matter, or any new and useful improvement thereof.” Patents also may be
granted under Chapter 15, 35 U.S.C. §8161-164 (a“ plant patent™) for new varietiesof plants
(other than tuber or plants found in an uncultivated state). Finally, a patent may be granted
under Chapter 16, 35 U.S.C. 88 171-173 (a “design patent”) for a new, original, and
ornamental design for an article of manufacture.

In the United States, the patenting process begins with the filing of a patent
application in the Patent and Trademark Office (“PTO”). Except under certain limited
conditions, theinventor (or theinventor’ s patent attorney) must filethe application. A patent
application or apatent may beassigned by the owner, whether the owner istheinventor or a
subsequent assignee.

Theterm“ patent” as used in the definition of Intellectual Property Assets includes
utility, plant, and design patents, as well as pending patent applications and patents granted
by the United States and foreign jurisdictions, and also includes inventions and discoveries
that may be patentable.

Section 3.25(d) requires disclosure of information that will enable the buyer to
determine whether the seller has patents for the technology used in its businesses and how
long any such patentswill remaininforce; it will also enablethebuyer to do itsown validity
and infringement searches, which the buyer should do if the sdler’s representations are
subject to a knowledge qualification or if the patents are essential to the buyer.

Thebuyer should seek assurancesthat the sdler’ s patentsarevalid. For apatent to
bevalid, theinvention or discovery must be*“ useful” and “novel” and must not be* obvious.”
Very few inventions are not “useful”; well-known examples of inventions that are not
“useful” are perpetual motion machinesandillegal devices (such asdrug paraphernalia). To
qualify as “novel” the invention must be new; a patent cannot be granted for an invention
aready made by another person, even if the person seeking the patent made the invention
independently. Aninventionis*“obvious” if the differences between theinvention sought to
be patented and the prior art are such that the subject matter of the invention as a whole
would have been obvious at the time the invention was made to a person having ordinary
skill in the art to which the subject matter pertains.

Todetermine conclusively that aninventionisnot “obvious” requires knowledge of
al prior art. Itisdifficult eventoidentify all prior art relevant totheinvention, much lessto
make judgments about what would have been obvious to a person having reasonableskill in
such art. Thus, although the seller may in good faith believethat its patents arevalid, those
patents are subject to challenge at any time. |f someone can establish that the invention
covered by a patent does not meet thesethreecriteria, the patent will beinvalid. Because of
thedifficulty in conclusively determining the validity of a patent, the seller will want to add
a knowledge qualification to the representation concerning validity. Whether the buyer
agrees to such a qualification is a question of risk allocation.
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If the buyer agrees to a knowledge qualification, it may want to conduct a patent
searchinthe PTO (and, if appropriate, the European Patent Office and other foreign patent
offices) to identify all prior art and obtain a validity opinion. However, such searches and
analysis of their results can be costly and take time.

Thebuyer should ensure that the terms of the seller’ s patents have not expired and
that all necessary maintenance fees havebeen paid. Ingeneral, theterm of autility or plant
patent istwenty yearsfromthedate of application. Special rulesapply to patentsinforceon
or applications filed before June 8, 1995. Patents that were in force on June 8, 1995 and
patents issued on applications filed before that date have a term equal to the longer of
seventeen years from the date of grant or twenty years from the date of application. The
term of adesign patent is fourteen years from the date of grant. Maintenancefeesin design
on utility patents must be paid during the six-month period beginning on thethird, seventh
and eleventh anniversary of the date of grant. Maintenance fees need not be paid on plant
patents or design patents.

In many states, an invention made by an employeeis not necessarily the property of
the employer. The buyer should verify, therefore, that the seller has perfected title to all
patents or patent applications for inventions made by its employees. In addition, the seller
should have written agreements with its employees providing that all inventions, patent
applications, and patents awarded to employees will be transferred to the seller to the full
extent permissible under state law.

A United States patent has no extraterritorial effect--that is, a United States patent
provides the patent owner the right to exclude others from making, using, or sdling the
invention in the United States only. Thus, the owner of a United States patent can prevent
others from making the patented invention outside the United States and shipping it to a
customer in the United States, and from making the invention in the United States and
shipping it to a customer outside the United States. The patent owner cannot, however,
prevent another from making the invention outside the United States and shipping it to a
customer also outside the United Sates. |If the seller has extensive foreign business, the
buyer should seek assurances that important foreign markets are protected to the greatest
extent possible under the intellectual property laws of the applicable foreign jurisdictions.
Special rules apply inthe case of foreign patents. If thereare extensive foreign patents and
patent application pending, the buyer’ s due diligence may become quite involved and time
consuming. If foreign patents represent significant assets, reiance alone on the
representations of the seller (in lieu of extensive buyer due diligence) may be seriously
misplaced.

Thebuyer should seek assurancesthat the seller’ s patents areenforcegble. Failureto
disclosetothe PTO relevant information material to the examination of a patent application
can result in the patent being unenforceable. In addition, misuse of a patent (for example,
usethat resultsin an antitrust violation) can result in the patent being unenforceable Finally,
because patent rights vary in each jurisdiction, representations concerning enforceability
require the seller to confirm the enforceability of foreign patents separately in each
jurisdiction.

Thegrant of a patent does not provideany assurancethat using theinventionwill not
infringe another person’s patent. A patent could be granted, for example, for an
improvement to a previously patented device, but the practice of the improvement might
infringethe claims of the earlier patent onthedevice. A patent confersnorightsof any kind
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to make, use, or sell the invention; it grants the inventor only the right to exclude others.
Therefore, the buyer should seek assurances that it can use the inventions covered by the
seller’s patents. The buyer may conduct a patent search in the PTO and obtain an
infringement opinion as a step in the process of determining whether certain technology
owned (or licensed) by the sdler infringes any United States patents. 1n addition, the buyer
may conduct a“ right to practice examination” for expired patents covering inventions that
have passed into the public domain.

Theseller may want to add aknowledge qualification to therepresentationin clause
(iv) of Section 3.25(d) becauseit cannot verify that no one elseintheworldis practicing the
technology covered by theseller’ spatent. Whether thebuyer accepts such aqualificationis
a question of risk allocation.

Without proper marking of the patented product or the product made using a
patented process, damages cannot be collected for infringement of the patent.

Trademarks. A trademark isaword, name, symbol, or slogan used in association
with the sale of goods or the provision of services. Generally, all trademarks are created
under the common law through use of the mark in offering and selling goods or services.
Although both state and federal trademark registration systems exist, trademarks need not be
registered at either level. A trademark that is not registered is commonly referred to as an
“unregistered mark” or a “common law mark.” The term “trademark” as used in the
definition of Intellectual Property Assetsincludes both registered and unregistered marks. If
theseller has many unregistered trademarks, it may want to limit the definitionto registered
trademarks. Thebuyer should insist that the definition include any unregistered trademarks
that the buyer identifiesasimportant and that all goodwill associated with these trademarks
istransferred to the buyer.

The owner of atrademark can prevent others from using infringing marks and, in
some instances, can recover damages for such infringement.

Although trademark registration systems are maintained at both the stateand federal
levels, trademarks need not beregistered at either level. Stateregistrationsareof littlevalue
to businesses that operate in more than one state or whose market is defined by customers
from more than one state.

Two of the major benefits of registration at thefederal level are* constructive use’
and “ constructive notice” The owner of afederal registration is deemed to have used the
mark in connection with the goods or services recited in the registration on a nationwide
basis as of the filing date of the application. Therefore, any other person who first began
using the mark after the trademark owner filed the application is an infringer, regardl ess of
the geographic areas in which the trademark owner and the infringer use their marks.
Federal registration also provides constructive notice to the public of the registration of the
mark as of the date of issuance of the registration. Because of the importance of federal
registration, the representations in Section 3.25(e)(ii) requirethe Seller to ensurethat it has
obtained federal registration of its trademarks.

An application for federal registration of atrademark isfiledinthe PTO. ThePTO
maintains two trademark registers. the Principal Register and the Supplemental Register.
The Supplemental Register is generally for marks that cannot be registered on the Principal
Register. The Supplemental Register does not providethetrademark owner the samerights
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as those provided by the Principal Register, and it provides no rights in addition to those
provided by the Principal Register. The buyer should determine whether the seller’s
trademarks are on the Principal Register or the Supplemental Register. If the buyer learns
that animportant mark is on the Supplemental Register, thebuyer should find out why it was
not registered on the Principal Register. If the mark cannot be registered on the Principal
Register, the buyer should consult trademark counsel to determinethe scopeof protectionfor
the mark.

After a trademark has been registered with the PTO, the owner should file two
affidavitsto protect itsrights. An affidavit of “incontestability” may befiled withinthesixth
year of registration of a mark to strengthen the registration by marking it “incontestable.”
An affidavit of “continuing use’ must be filed with the PTO during the sixth year of
registration; otherwise, the PTO will automatically cance the registration at the end of the
sixth year. Cancdlation of a registration (or abandonment of an application) does not
necessarily mean that the trademark owner has abandoned the mark and no longer hasrights
in the mark; proving abandonment of a mark requires more than merely showing that an
application has been abandoned or that a registration has been canceled. Nevertheless,
because of the benefits of federal registration, the representations in Section 3.25(e)(ii)
require the seller to havetimely filed continuing use affidavits (as well as incontestability
affidavits, which are often combined with continuing use affidavits) for all of the seller’s
trademarks.

Thebuyer should verify that the terms of the seller’ s federal registrations have not
expired. Federal registrations issued on or after November 16, 1989 have a term of ten
years; registrations issued prior to that date have a term of twenty years. All federal
registrations may berenewed if themark is still in usewhen therenewal applicationisfiled.
Registrations expiring on or after November 16, 1989 may be renewed for a term of ten
years. A registration that was renewed before November 16, 1989 has a renewal term of
twenty years. Registrations may berenewed repeatedly. An application for renewal must be
filed within the six-month period immediately preceding the expiration of the current term
(whether an original or renewal term).

A trademark that is not registered is commonly referred to asan “ unregistered mark”
or a“common law mark.” Generally, the owner of acommon law mark can prevent others
fromusing a confusingly similar mark only inthetrademark owner’s“trading area.” Thus,
the owner of a common law mark may find, upon expanding use of the mark outside that
area, that another has established superior rightsthereand can stop the trademark owner’s
expansion. If thebuyer plansto expandtheseller’ sbusinessinto new geographic markes, it
should verify that all of theseller’ simportant trademarks have been registered at thefederal
level.

Rightsin atrademark can belost through non-use or through non-authorized use by
others. Inan extreme example of the latter, long use of a mark by the public to refer to the
typeof goods marketed by thetrademark owner and its competitors caninject thetrademark
into thepublic domain. Therefore, thebuyer should determine whether the sellerisusingthe
marksthat are of primary interest tothebuyer, and whether any others using those marksfor
similar goods or services are doing so under aformal license agreement.

Thetrademark owner must ensureacertain level of quality of the goods or services
sold with the mark. A license agreement thus must provide the licensor with the right to
“police” the quality of the goods or services sold with the mark, and the licensor must
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actually exercise this right-failure to do so works an abandonment of the mark by the
licensor. Similarly, an assignment of a mark without an assignment of the assignor’s
“goodwill” associated with the mark constitutes an abandonment of the mark.

Because the representation in Section 3.25 (¢)(iv) is qualified by the seller’s
knowledge, the buyer may want to conduct a trademark search to ensure that there are no
potentially interfering trademarks or trademark applications. Several searchfirmscandoa
trademark search; limited searching can also be donethrough databases. A trademark search
and analysis of the results should be much less costly than a patent search and analysis.

A mark need not be identical to another mark or be used with the same goods or
services of the other mark to constitute an infringement. Rather, a mark infringes another
mark if itisconfusingly similar toit. Several factors are examined to determinewhether two
marks are confusingly similar, including the visual and phonetic similarities between the
marks, the similarities between the goods or services with which the marks are used, the
nature of the markets for the goods or services, thetrade channels through which the goods
or services flow to reach the markets, and the media in which the goods or services are
advertised. As with patents, the seller may want to add a knowledge qualification to the
representationsin clause 3.25(€)(v) because of the difficulty in conclusively determining that
no other person is infringing the seller’s trademarks and that the seller’s marks do not
infringe other trademarks.

Copyrights: 17 U.S.C. 8102(a) provides that “[C]opyright protection subsists
. inoriginal works of authorship fixedin any tangible medium of expression .

from which they can be perceived, reproduced, or otherwise communicated.” Works of
authorship that can be protected by copyright include literary works, musical works,
dramatic works, pantomimes and choreographic works, pictorial, graphic, and sculptural
works, motion pictures and other audiovisual works, architectural works, and sound
recordings. See 17 U.S.C. § 102(a)(1)-(8). Computer software is considered a “literary
work” and can be protected by copyright. Ideas, procedures, processes, systems, methods of
operation, concepts, principles, and discoveries cannot be copyrighted. See 17 U.S.C.
8102(b). The copyright in a work subsists at the moment of creation by the
author--registration of the copyright with the U.S. Copyright Office is not necessary. The
term “copyright” as used in the definition of Intellectual Property Assets includes all
copyrights, whether or not registered.

Section 3.25(c) provides assurancesto thethe Buyer that the Seller actually hastitle
to the copyrights for works used in the Seller’s business. Such assurances are important
because the copyright in a work vests originaly in the “author,” who is the person who
created thework unlessthework isa*“work madefor hire” See17 U.S.C. § 201(a)-(b). A
work can be a “work made for hire” in two circumstances: (i) when it is created by an
employee in the course of employment, or (ii) when it is created pursuant to a written
agreement that states that the work will be awork made for hire, and the work is of atype
listedin 17 U.S.C. § 101 under the definition of “work made for hire. *

Althoughrightsin acopyright may beassigned or licensed in writing, thetransfer of
copyrights in a work (other than a “work made for hire’) may be terminated under the
conditions described in 17 U.S.C. § 203. If a sdler owns copyrights by assignment or
license, thebuyer should ensurethat the copyrights cannot beterminated, or at least that such
termination would not be damaging to the buyer.
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The buyer should verify that the terms of the seller’s copyrights have not expired.
Theterm of a copyright is as follows:

1 For works created on or after January 1, 1978, the life of the author plus
seventy years after the author’ s death.

2. For joint works created by two or moreauthors “who did not work for hire,”
thelife of thelast surviving author plus seventy years after the death of the
last surviving author.

3. For anonymous works, pseudonymous works, and works made for hire,
ninety-five years from the date of first publication or 120 years from the
year of creation of the work, whichever expiresfirst.

Although it is not necessary to register a copyright with the U.S. Copyright Office
for the copyright to be valid, benefits (such as the right to obtain statutory damages,
attorneys' fees, and costs) may be obtained in a successful copyright infringement action if
the copyright in the work has been registered and a notice of copyright has been placed on
thework. Indeed, registration isaprerequisiteto bringing an infringement suit with respect
to U.S. works and foreign works not covered by the Berne Convention.

Dueto thebroad range of itemsthat could be subject to copyrights, depending upon
the nature of the seller’s business, it may be appropriate to limit the representations in
Section 3.25(f) to copyrighted works that are “ material” to the sdler’ s business.

As with patents and trademarks, the seller may want to add a knowledge
qualification to the representations in Section 3.25(f)(iii) because of the difficulty in
conclusively determining that no other person isinfringing the sellers’ copyrights and that
the sdller does not infringe other copyrights (such determinations would require, among
other things, judgments regarding whether another person and the seller or its employees
independently created the same work and whether the allegedly infringing party is making
“fair use’ of the copyrighted material). Again, whether the buyer accepts such a
qualification is a question of risk allocation.

Trade Secrets. Trade secret protection traditionally arose under common law, which
remains an important source of that protection. Now, however, amajority of the states have
adopted some version of the Uniform Trade Secrets Act which defines and protects trade
secrets. Moreover, the misappropriation of trademarksis punishable asafederal crimeunder
the Economic Espionage Act of 1996, PUB. L. 104-294, Oct. 11, 1996, 110 Stat. 3488 (18
U.S.C. 881831-39). Trade secrets need not be technical information--they can include
customer lists, recipes, or anything of value to a company, provided that it is secret,
substantial, and valuable. One common type of trade secret is “know-how”: a body of
information that is valuable to a business and is not generally known outside the business.
Theterm*“tradesecret” asused inthe definition of Intellectual Property Assetsincludesboth
common law and statutory trade secrets of all types, including “know-how”.

Aspart of the disclosurerequired by Section 3.25(g)(i), the buyer may want alist of
all of theseller’ strade secrets and the | ocation of each document that contains a description
of thetrade secret. Although atrade secret inventory would assist the partiesin identifying
thetrade secretsthat are part of the acquisition, it may be difficult or impossibleto createa
trade secret inventory, especialy if the seller isretaining certain parts of its business. The
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buyer could ask the seller to identify key trade secrets, which would enable the buyer to
determinewhether information regarded by thebuyer asimportant istreated by theseller as
proprietary. However, theseller may berductant to disclosetrade secretsto the buyer prior
to either the closing or a firm commitment by the buyer to proceed with the acquisition.
Moreover, thebuyer’ sreceipt of thisinformation can placethebuyer inadifficult positionif
the acquisition fails to close and the buyer subsequently wants to enter the same field or
develop a similar product or process. In these circumstances, the buyer risks suit by the
seller for theft of trade secrets, and the buyer may have the burden of proving that it
developed the product or process independently of the information it received from the
seller, which may be very difficult.

Because the validity of trade secrets depends in part on the efforts made to keep
them secret, therepresentation in Section 3.25(g)(ii) provides assurancestothebuyer that the
seller treated its trade secrets as confidential. Important methods of maintaining the
confidentiality of trade secretsincludelimiting accessto them, markingthemasconfidential,
and requiring everyone to whom they are disclosed to agree in writing to keep them
confidential. In particular, the buyer should verify that the seller has treated valuable
“know-how” inamanner that givesriseto trade secret protection, such asthrough the use of
confidentiality agreements. In the case of software, the buyer should determine whether the
softwareislicensed to customers under alicense agreement that definesthe manner inwhich
the customer may usethe software, or whether the softwareis sold on an unrestricted basis.
The buyer should also investigate any other procedures used by the seller to maintain the
secrecy of its trade secrets, and the buyer should determine whether agreements exist that
governthedisclosureand use of trade secrets by employees and consultants of the seller and
otherswho need to learn of them. Thesdler may seek aknowledge qualification to the last
sentence of clause (iii) of Section 3.25(g) because of the difficulty in determining that trade
secrets do not infringe any third party’ sintellectual property. Aspreviously stated, whether
the buyer accepts this is a matter of risk allocation.

Mask Works. Mask works arerelated to semiconductor products and are protected
under 17 U.S.C. 8901 et seq. Becausethistechnology is uniquetoaparticular industry (the
microchip industry), the Model Agreement does not contain a representation concerning
mask works.

Domain Names. Internet domain names may be obtained through a registration
process. Internet domain nameregistration isaprocesswhichis separate and independent of
trademark registration, but registering another’ strademark asadomain namefor the purpose
of sdling it to the trademark owner (“cybersquatting”) or diverting its customers
(“cyberpiracy”) may beactionable as unfair competition, trademark infringement or dilution
or under Section 43(d) of the Lanham Act (the “ Anticybersguatting Consumer Protection
Act”). Domain name disputes may also be resolved under the ICANN Rules for Uniform
Domain Name Dispute Resolution.

3.32 SOLVENCY

€)] Seller is not now insolvent, and will not be rendered insolvent by any of the
Contemplated Transactions. As used in this Section, “insolvent” means that the sum
Seller’ sdebtsand other probable Liabilitiesexceedsthe present fair saleablevalueof Seller’s
assets.
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(b) Immediately after giving effect to the consummation of the Contemplated
Transactions, (i) Seller will be able to pay its Liabilities as they become due in the usual
course of its business, (ii) Seller will not have unreasonably small capital with which to
conduct its present or proposed business, (iii) Seller will have assets (calculated at fair
market value) that exceed its Liabilities and (iv) taking into account al pending and
threatened litigation, final judgments against Seller in actions for money damages are not
reasonably anticipated to be rendered at atimewhen, or inamounts such that, Seller will be
unable to satisfy any such judgments promptly in accordance with their terms (taking into
account the maximum probable amount of such judgments in any such actions and the
earliest reasonable time at which such judgments might be rendered) as well as all other
obligations of Seller. The cash available to Seller, after taking into account all other
anticipated uses of the cash, will be sufficient to pay all such debtsand judgments promptly
in accordance with their terms.

COMMENT

Most jurisdictions have statutory provisions relating to fraudulent conveyances or
transfers. The Uniform Fraudulent Transfer Act (“UFTA™) and Section 548 of the United
States Bankruptcy Code (the “ Bankruptcy Code") generally provide that a “transfer” is
voidable by acreditor if thetransfer ismade (i) with actual intent to hinder, delay or defraud
acreditor or (ii) if thetransfer leavesthe debtor insolvent, undercapitalized or unableto pay
its debts as they mature, and is not made in exchange for reasonably equivalent value. If a
transfer isfound to be fraudulent, courts have wide discretion in fashioning an appropriate
remedy, and could enter judgment against thetransfereefor the value of the property, require
the transferee to return the property to the transferor or a creditor of the transferor, or
exercise any other equitable relief as the circumstances may require. If a good faith
transferee gave some valueto thetransferor in exchangefor the property, thetransferee may
be entitled to a corresponding reduction of the judgment on the fraudulent transfer, or alien
onthe property if the court requiresitsreturntothetransferor. If thetransferor liquidates or
distributes assets to its shareholders after the transaction, a court could collapse the
transaction and hold that the transferor did not receive any consideration for the assets and
that thetransferor did not receive reasonably equivalent valuefor thetransfer. SeeWiebol dt
Sores, Inc. v. Schotlenstein, 94 B.R. 488 (N.D. Ill. 1988). The statute of limitations on a
fraudulent transfer action can be as long as six years under some states' versions of the
UFTA.

This solvency representation isincluded to address therisk of acquiring assetsof the
seller inatransaction which could be characterized asa fraudulent transfer or conveyanceby
the sdller and may be required by the lender financing the acquisition. It is intended to
provide evidence of the sdler’ s sound financial condition and the buyer’ s good faith, which
may affect the defenses availableto thebuyer inafraudul ent transfer action. Conclusionary
statements in an asset purchase agreement would be of limited valueif not supported by the
facts. Since financial statements referenced in Section 3.4 as delivered by the seller are
based on GAAP rather than thefair valuation principles applicable under fraudulent transfer
laws, a buyer may seek further assurance as to fraudulent transfer risks in the form of (i) a
solvency opinionto the effect that the seller is solvent under afair valuation although it may
not be solvent under GAAP (which focuses on cost) and has sufficient assets for the conduct
of its business and will be able to pay its debts as they become due, or (ii) a third party
appraisal of theassetsto betransferred which confirmsthat reasonably equival ent valuewas
tobegivenfor theassastransferred. Cf. Brownv. Third National Bank (In re Sherman), 67
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F.3d 1348 (8th Cir. 1995). The need for this representation will depend, in part, upon a
number of factors, including the financial condition of the seller and the representations
which the buyer must make to its lenders.

Statutory Scheme. UFTA isstructured to provideremediesfor creditorsin specified
situations when a debtor “transfers’ assetsin violation of UFTA. A “creditor” entitled to
bring afraudulent transfer action is broadly defined as a person who has* aright to payment
or property, whether or not theright isreduced to judgment, liquidated, unliquidated, fixed,
contingent, matured, unmatured, disputed, undisputed, legal, equitable, secured, or
unsecured.” Persons which could be included as creditors under the statute include:
notehol ders, lessees on capital |eases or operating leases, litigants with claims against the
seller that have not proceeded to judgment, employees with underfunded pension plansand
persons holding claims which have not yet been asserted. There is a presumption of
insolvency when the debtor is generally not paying its debts as they become due.

A debtor is insolvent if the sum of the debtor’s debts is greater than all of the
debtor’s assets at a fair valuation. A significant body of law under the Bankruptcy Code
interpretsthe phrase“ at afair valuation” to mean the amount that could be obtained for the
property within a reasonable time by a capable and diligent business person from an
interested buyer who is willing to purchase the assets under ordinary selling conditions. A
“fair valuation” is not the amount that would be realized by the debtor if it was instantly
forced to dispose of the assets or the amount that could berealized from a protracted search
for abuyer under special circumstances or having aparticular ability to usetheassets. For a
business which isa going concern, it is proper to make avaluation of the assets as a going
concern, and not on an item-by item basis.

The UFTA avoidance provisions are divided between those avoidable to creditors
holding claims at the time of the transfer in issue, and those whose claims arose after the
transfer. Thestatuteisless protective of acreditor who began doing business with adebtor
after the debtor made the transfer rendering it insolvent. Most fraudulent transfer actions,
however, are brought by a bankruptcy trustee, who under Section 544(b) of the Bankruptcy
Code, 11 U.S.C. §544(b) (1994), can usethe avoiding powers of any actual creditor holding
an unsecured claim who could avoid the transfer under applicable non-bankruptcy law.

Intent to Hinder, Delay, or Defraud Creditors. An asset transfer would be in
violation of UFTA 8 4(a)(1), and would befraudulent if thetransfer was made“ with actual
intent to hinder, delay, or defraud any creditor of the debtor.” If “actual intent” isfound, it
does not matter if valuewas givenin exchangefor the assets, or if the seller was solvent. A
number of factors (commonly referredto as* badges of fraud”) which areto be consideredin
determining actual intent under UFTA 8 4(a)(1) are set out in UFTA 8§ 4(b), and include
whether:

1) the transfer or obligation was to an insider;

2 the debtor retained possession or control of the property transferred after the
transfer;

3 the transfer or obligation was disclosed or concealed;

4 before the transfer was made or obligation was incurred, the debtor had
been sued or threatened with suit;
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5) the transfer was of substantially all the debtor'sassets;. . . [and]

(10)  thetransfer occurred shortly before or shortly after a substantial debt was
incurred.

Although the existence of one or more “badges of fraud” may not be sufficient to establish
actual fraudulent intent, “the confluence of several can constitute conclusive evidence of an
actual intent to defraud, absent ‘significantly clear’ evidence of a legitimate, supervening
purpose.” Max Sugarman Funeral Home, Inc. v. A.D.B. Investors, 926 F.2d 1248, 1254-55
(1st Cir. 1991).

Fraudulent Transfer Without I ntent to Defraud. Anasset purchase may befoundto
befraudulent if it was effected by the seller “without receiving areasonably equivaent value
in exchange for the transfer or obligation,” and:

(A) the sdller’s remaining assets, after the transaction, were unreasonably small in
relation to the business or transaction that the seller was engaged in or was about to
engagein, or

(B) thesdler intended to incur, or believed (or should havebelieved) that it wouldincur,
debts beyond its ability to pay as they became due.

The" unreasonably small assets” test isadistinct concept frominsolvency andisnot
specifically defined by statute. In applying the unreasonably small assets test, a court may
inquire whether the seller “ has the ability to generate sufficient cash flow on the date of
transfer tosustainitsoperations.” SeelnreWCC Holding Corp., 171 B.R. 972, 986 (Bankr.
N.D. Tex. 1994). In pursuing such an inquiry, a court will not ask whether thetransferor’s
cash flow projections later proved to be correct, but whether they were reasonable and
prudent at the time they were made.

Remedies for Fraudulent Transfers. The remedies available to a creditor in a
fraudulent transfer action include entry of judgment against thetransfereefor thevalueof the
property at thetime it was transferred, entry of an order requiring return of the property to
thetransferor for satisfaction of creditors’ claims, or any other relief the circumstances may
require. UFTA 88 7(a), 8(b). Courts have wide discretion in fashioning appropriate
remedies.

Transferee Defenses and Protections. Evenif atransfer isvoidableunder theUFTA,
agood faith transferee is entitled under UFTA 8§ 8, to the extent of the value given to the
transferor, to (a) a lien on or right to retain an interest in the asset transferred; (b)
enforcement of the note or other obligation incurred; or (¢) reduction in the amount of the
liability on the judgment against thetransfereein favor of the creditor. UFTA 8 8(d)(1)-(3)
If the value paid by the transferee was not received by the transferor, the good faith
transferee would not be entitled to the rights specified in the preceding sentence. If the
transferor distributed the proceeds of sale, in liquidation or otherwiseto itsequity holders, a
court could collapse the transaction and find that the proceeds were not received by the
transferor, thereby depriving the good faith transferee of therightsto offset thevalueit paid
against a fraudulent transfer recovery. With thisin mind, a buyer may seek to require that
the seller pay al of its retained liabilities prior to making any distribution, in liquidation or
otherwise, to its equity holders. See Sections 10.3 and 10.4.
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3.33 DISCLOSURE

€) NoO representation or warranty or other statement made by Seller or either
Shareholder in this Agreement, the Disclosure Letter, any supplement to the Disclosure
Letter, the certificates delivered pursuant to Section 2.7(b) or otherwise in connection with
the Contemplated Transactions containsany untrue statement or omitsto stateameterial fact
necessary to make any of them, in light of the circumstances in which it was made, not
misleading.

(b) Seller does not have Knowledge of any fact that has specific application to Seller
(other than general economic or industry conditions) and that may materially adversely affect
the assets, business, prospects, financial condition, or results of operations of Seller that has
not been set forth in this Agreement or the Disclosure Letter.

COMMENT

Therepresentation in subsection (@) assures the Buyer that the specific disclosures
made in the Seller’s representations and in the Disclosure Letter do not, and neither any
supplement to the Disclosure Letter (see Section 5.5) nor the specified certificates will,
contain any misstatements or omissions. By including in subsection (a) the clause
“otherwise in connection with the Contemplated Transactions,” every statement (whether
written or oral) made by the Seller or the Shareholders in the course of the transaction may
be transformed into a representation.  This might even apply to seemingly extraneous
materials furnished to a buyer, such as product and promotional brochures. Thus, a sdller
may ask that this language be deleted from subsection (a).

Thereis no materiality qualification (except for omissions) in subsection (a) because
the representations elsewherein Article 3 contain any applicable materiality standard — to
include an additional materiality standard here would be redundant. For example, Section
3.1 represents that the Seller is qualified to do business in al jurisdictions in which the
failureto beso qualified would have a material adverse effect; if subsection (a) provided that
thereis no untrue statement of a“material” fact, one would haveto determine first whether
the consequences of afailureto qualify were® material” under Section 3.1, and then whether
the untrue statement itself was “ material” under subsection (a). Subsection (a) contains no
requirement of knowledge or scienter by the Seller (any such requirements would be in the
representations elsewhere in Article 3) and no requirement of reliance by the Buyer. Asa
result, subsection (a) imposes ahigher standard of accuracy onthe Seller than the applicable
securities laws.

Subsection (@) contains a materiality standard with respect to information omitted
from the representations and from the Disclosure Letter because the representations
concerning omitted information are independent from the representations elsewhere in
Article3. Although the omissions languageis derived from Section 12(2) of the Securities
Act of 1933 and Section 10(b) of the Securities Exchange Act of 1934 and Rule 10b-5, the
representations are contractual in nature, do not require any proof of reliance on the part of
the Buyer, and do not requireany proof of negligence or knowledge onthepart of the Seller
or Shareholder. Thus, the Model Agreement imposes a contractual standard of strict
liability, in contrast with (a) Rule 10b-5, which predicates liability for misrepresentation or
nondisclosure on reliance by the buyer and conduct involving some form of scienter, (b)
Section 12(2) of the Securities Act, which provides a defenseif one“did not know, and in
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the exercise of reasonable care could not have known, of such untruth or omission,” and (c)
common law fraud, whichisusually predicated upon actual intent to mislead. SeeB. S. Int’l
Ltd. v. Licht, 696 F. Supp. 813, 827 (D.R.l. 1988); BROMBERG & LOWENFELS, 4
SECURITIES FRAUD & COMMODITIES FRAUD § 8.4 (1988).

The buyer should ensurethat it receives the disclosure letter (subject to necessary
modifications) before signing the acquisition agreement. If theseller insists on signing the
acquisition agreement before delivering the disclosure | etter, the buyer should demand that
the acquisition agreement require delivery of the disclosure letter by a specific date far
enough beforethe closing to permit athorough review of thedisclosureletter and ananalysis
of the consequences of disclosed items, and that the buyer has the right to terminate the
agreement if there are any disclosures it finds objectionable in its sole discretion. See
Freund, Anatomy of a Merger 171-72 (1975).

Subsection (b) isarepresentation that thereis no material information regarding the
Sdller that has not been disclosed to the Buyer. Thisrepresentationiscommon in abuyer’s
first draft of anacquisition agreement. A seller may arguethat the representation expands, in
ways that cannot be foreseen, the detail ed representati ons and warranties in the acquisition
agreement and is neither necessary nor appropriate. The buyer can respond that the seller
andits shareholdersarein abetter position to evaluatethesignificance of all factsrelatingto
the sdler.

In contrast to subsection (@), subsection (b) imposes a knowledge standard on the
Sdler. A buyer could attempt to apply a strict liability standard here as well, as in the
following example:

Theredoes not now exist any event, condition, or other matter, or any series
of events, conditions, or other matters, individually or in the aggregate,
adversely affecting Seller’ s assets, business, prospects, financial condition,
or results of its operations, that has not been specifically disclosed to Buyer
inwriting by Seller on or prior to the date of this Agreement.

A sdler may respond that such a standard places on it an unfair burden.

InMerrill Lynch & Co., Inc. v. Allegheny Energy, Inc., ___F. Supp.2d___, 2003
U.S. Dist. Lexis 21122 (S.D.N.Y. 2003), an asset purchase agreement contained a
representation to the effect that “[t]he information provided by [sellers] to [purchasers], in
the aggregate, includes all information known to [sellers] which, in their reasonable
judgment exercised in good faith, is appropriate for [purchasers] to evaluate the trading
positions and trading operations of the Business”, which was an energy-commoditiestrading
business. After closing the purchasers alleged that the sellersfailed to disclose sham trades
with Enron, which inflated the profitability of the businessand violated applicablelaws. In
ruling that purchasers' allegations were sufficient to survive a motion to dismiss, the Court
wrote that “it is difficult to see how the information about the sham Enron trades, even if
they were cancelled before the Purchase Agreement, would not be appropriate in order for
[purchasers] to evaluate [the Business'] trading positions and operations.”

A seller, particularly in the case of an auction for the business or whereit perceives
that thereis competition for thetransaction, may seek to eliminate Section 3.33and replaceit
with a converse provision such as the following: “Except for the representations and
warranties contained in this Article 3, none of Seller nor any Shareholder makes any other
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express or implied representation or warranty.” For adiscussion regarding thelegal effect of
such a provision, see the Comment to Section 13.7.

S. COVENANTSOF SELLER PRIOR TO CLOSING
COMMENT

Articles 3 and 4 contain the parties’ representationsto each other. Although some
acquisition agreementsintermingle covenants and conditions with representations, theModel
Agreement segregates the representations in Articles 3 and 4 from the covenants to be
performed prior to the closing in Articles 5 and 6 and from the conditions to the parties’
obligations to complete the acquisition in Articles 7 and 8. Article 10 contains certain
additional covenants that do not relate solely to the period between signing and closing.

A breach of acovenant in Article5, just likethe breach of any other covenant, under
normal contract principles, will result in liability by the breaching party (the Sdller) to the
non-breaching party (the Buyer) if the transaction does not close. Article 11 provides that
the Sdler and the Shareholders are obligated to indemnify the Buyer after the closing for
breaches of the covenantsin Article 5. Additionally, the Seller and the Sharehol ders could
be obligated to indemnify the Buyer for such breaches if the Agreement is terminated
pursuant to Article 9.

51 ACCESSAND INVESTIGATION

Between the date of this Agreement and the Closing Date, and upon reasonable advance
noticereceived from Buyer, Seller shall (and Shareholders shall cause Seller to) (a) afford Buyer and
its Representatives and prospective lenders and their Representatives(collectively, “ Buyer Group”)
full and free access, during regular business hours, to Seller's personnel, properties (including
subsurface testing), Contracts, Governmental Authorizations, books and Records, and other
documents and data, such rights of access to be exercised in a manner that does not unreasonably
interfere with the operations of Seller, (b) furnish Buyer Group with copies of all such Contracts,
Governmental Authorizations, books and Records, and other existing documents and data as Buyer
may reasonably request, (c) furnish Buyer Group with such additional financial, operating, and other
relevant data and information as Buyer may reasonably request, and (d) otherwise cooperate and
assist, to the extent reasonably requested by Buyer, with Buyer's investigation of the properties,
assets and financial condition related to Seller. In addition, Buyer shall have theright to have the
Real Property and Tangible Personal Property inspected by Buyer Group, a Buyer’s sole cost and
expense, for purposes of determining the physical condition and legal characteristics of the Real
Property and Tangible Personal Property. In the event subsurface or other destructive testing is
recommended by any of Buyer Group, Buyer shall be permitted to have the same performed.

COMMENT

Section 5.1 provides the Buyer Group with access to the Sdler’s personnel,
properties, and records so that the Buyer can continueitsinvestigation of the Seller, confirm
the accuracy of the Seller’s representations and also verify satisfaction of the various
conditionsto its obligation to compl etethe acquisition; such as, for example, the absence of
a material adverse change in the financial condition, results of operations, business or
prospects of the Seller.
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Note that the access right provided for in Section 5.1 extends to the Buyer Group,
which includes prospective lenders and their Representatives. A prospective lender to a
buyer may want to engage environmental consultants, asset appraisersand other consultants
to present their findings before making a definitive lending commitment.

Theaccess right in Section 5.1(a) is accompanied by therights in subsection (b) to
obtain copies of existing documents which may include licenses, certificates of occupancy
and other permits issued in connection with the ownership, development or operation of the
Real Property and in subsection (c) to obtain data not yet reduced to writing or data storage.

In many acquisitions, the buyer’s investigation occurs both before and after the
signing of the acquisition agreement. While the Model Agreement provides for
comprehensive representations from the Sdler, the importance of these representations
increases if the Buyer is unable to complete its investigation prior to execution of the
acquisition agreement. In those circumstances, the representations can be used to licit
information that the Buyer will beunableto ferret out onits own prior to execution (seethe
introductory comment to Article 3 under the caption “Purposes of the Sdler’s
Representations’). If abuyer later discovers, during its post-signing investigation, amaterial
inaccuracy in the sdler’s representations, the buyer can terminate or consummate the
acquisition, as discussed below. Conversely, if the buyer has been able to conduct a
significant portion of itsinvestigation prior to execution and is comfortable with theresults
of that investigation, the buyer may have greater latitude in responding to the sdler’s
reguests to pare down the seller’ s representations.

The seller may want to negotiate certain limitations on the scope of the buyer's
investigation. For example, thesdler may havedisclosed that it isinvolved in adisputewith
acompetitor or isthesubject of agovernmental investigation. Whilethebuyer clearly hasa
legitimate interest in ascertaining as much as it can about the dispute or investigation, both
the seller and the buyer should exercise cautionin granting accessto certain information for
fear that such access would deprive the seller of itsattorney-client privilege. See generally
Hundley, White Knights, Pre-Nuptial Confidences and the Morning After: The Effect of
Transaction-Related Disclosures on the Attorney-Client and Related Privileges, 5 DEPAUL
Bus. L.J. 59 (1993). Section 12.6 providesthat the parties do not intend any waiver of the
attorney-client privilege.

The sdller is likely to resist subsurface testing by the buyer. Test borings could
disclose the existence of one or more adverse environmental situations, which the seller or
thebuyer or itstester may be obligated to report to agovernmental agency without certainty
that the closing will ever occur. A test boring could exacerbate or create an adverse
environmental situation by carrying an existing subsurface hazardous substance into an
uncontaminated subsurface area or water source. The seller would ordinarily not be in
privity of contract with the buyer's testing organization nor would communications and
information received from the testing organization ordinarily be protected by an attorney-
client privilegeavailabletothesdler. Assuming testing isto be permitted, the seller would
also be concerned that the buyer undertake to fully indemnify, defend and hold the seller
harmless from any physical damage and liens claimed or asserted to have been caused or
arisen as aresult of thetesting by or on behalf of the buyer.

Special considerations obtain when theseller and thebuyer are competitors. Inthat
situation, the seller may bereluctant to share sensitive information with its competitor until
it is certain that the transaction will close. Moreover, both parties will want to consider the
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extent to which the sharing of information prior to closing may raise antitrust concerns. See
generally Steptoe, Premerger Coordination/Information Exchange, Remarks before the
American Bar Association Section of Antitrust Law Spring M eeting, April 7,1994, 7 TRADE
REG. Rep. (CCH) 150,134.

The buyer’ sright of accessis not limited to testing the seller’ s representations and
confirming the satisfaction of conditions to closing. The buyer may want to learn more
about the operations of the seller in order to make appropriate plans for operating the
business after the closing. In particular, the buyer may want to have some of its personnel
investigate the sdller to prepare for the integration of the buyer’s and the seller’ s product
lines, marketing strategies, and administrative functions.

During the investigation, the buyer has access to a great deal of information
concerning the seller. If the information reveals a material inaccuracy in the seller’s
representations as of the date of the acquisition agreement, thebuyer has several options. If
theinaccuracy resultsin the Seller not being ableto satisfy the applicable closing condition
in Section 7.1, the Buyer can terminate the acquisition and pursueits remedies under Section
9.2. The Buyer may, however, want to compl ete the acquisition despitethe inaccuracy if it
can obtain, for example, an adjustment in the Purchase Price. If the Seller refusesto reduce
the Purchase Price, the Buyer must either terminate the acquisition and pursue its remedies
for breach under Section 9.2 or close and pursueitsindemnification rights (and any available
claimfor damages) based on theinaccuracy of the Seller’ srepresentation (seethe Comment
to Section 7.1).

If the buyer’s investigation does not reveal an inaccuracy that actually exists,
becausetheinaccuracy is subtleor becausethebuyer's personnel did not read all therel evant
information or realize the full import of apparently inconsequential matters, the buyer may
not be able to exercise its right to terminate the acquisition prior to closing, but upon
discovery of such aninaccuracy following closing, thebuyer should be entitled to pursueits
indemnificationrights. Section 11.1 attemptsto preservethe Buyer'sremediesfor breach of
the Sdler’ s representations regardl ess of any knowledge acquired by the Buyer before the
signing of theacquisition agreement or between the signing of the acquisition agreement and
theclosing. This approach reflects the view that the risks of the acquisition were allocated
by the representations when the acquisition agreement was signed. The Model Agreement
thus attempts to give the buyer the benefit of its bargain regardiess of the results of its
investigation and regardless of any information furnished to the buyer by the seller or its
shareholders. Thereis caselaw, however, indicating that this may not be possiblein some
jurisdictions. Seethe Comment to Section 11.1.

The sdler may want the contract to include pre-closing indemnification from the
buyer, inthe event the closing does not occur, with respect to any claim, damage or expense
arising out of inspections and related testing conducted on behalf of the buyer, including the
cost of restoring the property to its original condition, the removal of any liens against the
real property and improvements and compensation for impairment to the seller’ s use and
enjoyment of the same. If the contract is terminated, the seller does not want to be |eft
without recourse against the buyer with respect to these matters. Any such indemnification
should survive the termination of the agreement. In addition, upon termination, the seller
may wish to have the buyer prove payment for all work performed and deliver to the seller
copies of all surveys, tests, reports and other materials produced for the buyer to compensate
the sdler for the inconvenience of enduring the inspection only to have the contract

-114-
3478819v1



terminated. Having the benefit of use of the reports will save the seller time in coming to
terms with the next prospective buyer.

5.2 OPERATION OF THE BUSINESSOF SELLER

Between the date of this Agreement and the Closing, Seller shall (and Shareholders shall
cause Seller to):

(@  conduct its business only in the Ordinary Course of Business;

(b) except as otherwise directed by Buyer in writing, and without making any
commitment on Buyer’s behalf, use its Best Efforts to preserve intact its current business
organization, keep availablethe servicesof its officers, employees, and agents, and maintain
itsrelationsand good will with suppliers, customers, landlords, creditors, employees, agents,
and others having business relationships with it;

(c)  confer with Buyer prior to implementing operational decisions of a material nature;

(d) otherwise report periodically to Buyer concerning the status of its business,
operations and finances,

(e)  makeno material changesin management personnel without prior consultation with
Buyer;

(f)  maintain the Assets in a state of repair and condition which complies with Legal
Requirements and is consistent with the requirements and normal conduct of Seller’s
business;

(9 keep in full force and effect, without amendment, all material rights relating to
Seller’ sbusiness;

(h)  comply with all Legal Requirements and contractual obligations applicable to the
operations of Seller’ s business,

0] continue in full force and effect the insurance coverage under the policies set forthin
Part 3.21 or substantially equivalent policies;

()] except asrequired to comply with ERISA or to maintain qualification under Section
401(a) of the Code, not amend, modify or terminate any Employee Plan without the express
written consent of Buyer, and except asrequired under the provisions of any EmployeePlan,
not make any contributions to or with respect to any Employee Plan without the express
written consent of Buyer, provided that Seller shall contribute that amount of cash to each
Employee Plan necessary to fully fund all of the benefit liabilitiesof such Employee Planon
aplan termination basis as of the Closing Date;

(k)  cooperate with Buyer and assist Buyer in identifying the Governmental
Authorizations required by Buyer to operate the business from and after the Closing Date
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and either transferring existing Governmental Authorizations of Seller to Buyer, where
permissible, or obtaining new Governmental Authorizations for Buyer;

0] upon request fromtimeto time, execute and deliver all documents, makeall truthful
oaths, testify in any Proceedings and do all other actsthat may be reasonably necessary or
desirable, in the opinion of Buyer, to consummate the Contemplated Transactions, all
without further consideration; and

(m) maintainall booksand Recordsof Seller relating to Seller’ sbusinessin the Ordinary
Course of Business.

COMMENT

Section 5.2(a) requiresthe Seller to operateits business only inthe* Ordinary Course
of Business’ (as defined in Section 1.1). This provision prohibits the Seller from taking
certain actions that could adversdly affect the value of the Assetsto the Buyer or interfere
with the Buyer's plans for the business.

If abuyer is uncomfortable with the leeway that the Ordinary Course of Business
restriction providestotheseller, thebuyer may want to providealist of activitiesit considers
to be outside of the ordinary course of business and perhaps also set dollar limits on the
seller’s right to take certain types of action without the buyer's prior approval. Note,
however, that Section 5.3 incorporates a number of specific prohibitions by reference to
Section 3.19.

Because many companies are not accustomed to operating under such restrictions,
the seller may have to implement new procedures to ensure that the restrictions will be
honored. Depending on the natureof therestricted activity, theseller should ensurethat the
appropriate persons (such asdirectors, officers, and employees) areaware of the obligations
imposed onthesdller, and that procedures areimplemented and monitored at theappropriate
levels.

When the acquisition agreement is signed, the buyer typically expects to become
informed about and involved to some extent in material decisions concerning the seller.
Thus, Section 5.2(c) and (d) require the Seller to confer with the Buyer on operational
matters of amaterial natureand to causethe Seller toreport periodically to the Buyer onthe
status of its business, operations and finances. The reach of subsection (c) is broader than
that of subsection (@) because it provides that the Seller must confer with the Buyer on
operational matters of amaterial natureeven if such mattersdo not invol veaction outsidethe
Ordinary Course of Business. On mattersfallinginto this category, however, the Buyer has
only aright to be conferred with, and the Sdller retains the freedom to make the decisions.
The Seller has the obligation to take the initiative in conferring with the Buyer under
subsection (c) and in reporting to the Buyer under subsection (d). For example, if a sdller
werearetail company, subsection (c) would requirethe seller to confer with the buyer about
large purchases of seasonal inventory within the ordinary course of business. However, the
decision whether to purchase such inventory would remain with the sdller.

Because the transaction involves the transfer of assets, it is likely that the
environmental permits and other governmental authorizations possessed by the seller will
need to betransferred or abtained by the buyer. Some permits, for example RCRA Part B

- 116 -
3478819v1



Permits for the storage, treatment or disposal of hazardous waste and many National
Pollution Discharge Elimination Systems (*NPDES”), require pre-closing notification and
approval. Other permits may betransferred post-closing. Astheactual requirementsvary by
jurisdiction, itisimportant that theseissues areaddressed initially inthe due diligence stage
and more definitively in the time between signing and closing.

In negotiating the covenants in Sections 5.2 and 5.3, a buyer should consider
whether the exercise of the power granted to the buyer through expansive covenants might
result inthebuyer incurring potential liability under statutory or common law. For example,
because of the broad reach of many environmental statutes (see Section 3.22 and
“Environmental Law” (asdefined in Section 1.1)) and expanding common law tort theories,
the buyer should be cautious in exercising its powers granted by expansive covenants to
becomedirectly involved in making business decisions. Similarly, if theseller isfinancialy
troubled, thebuyer may want to be circumspect inthe degree of control it exercises over the
seller lest theacquisition fail to closeand claimsakinto “lender liability” be asserted against
thebuyer. If theseller and the buyer are competitors, they will want to consider the extent to
which control by the buyer over the seller’s conduct of its business may raise antitrust
concerns. See Steptoe, Premerger Coor dination/I nformation Exchange, Remarks beforethe
American Bar Association Section of Antitrust Law Spring M eeting, April 7,1994, 7 TRADE
REG. REP. (CCH) 150,134. If the sdller is publicly held, the buyer should consider the
impact of any exercise of rights with respect to the seller’s public disclosure on control
person liability under Section 20(a) of the Exchange Act and Section 15(a) of the Securities
Act. SeeRadol v. Thomas, 556 F. Supp. 586, 592 (S.D. Ohio 1983), aff'd, 772 F.2d 244 (6th
Cir. 1985), cert. denied, 477 U.S. 903 (1986). Seegenerally BLUMBERG & STRASSER, THE
LAW OF CORPORATE GROUPS. STATUTORY LAW, SPECIFIC chs. 2-7 (1992 & Supp. 1993);
BLUMBERG & STRASSER, THE LAW OF CORPORATE GROUPS. STATUTORY LAW, GENERAL
chs. 19-28 (1989 & Supp. 1993).

53 NEGATIVE COVENANT

Except as otherwise expressly permitted herein, between the date of this Agreement and the
Closing Date, Seller shall not, and Shareholders shall not permit Seller to, without the prior written
Consent of Buyer, (a) take any affirmative action, or fail to take any reasonable action within its
control, as aresult of which any of the changes or events listed in Section 3.15 or 3.19 would be
likely to occur; (b) makeany modificationto any material Contract or Governmental Authorization;
(c) allow the levels of raw materials, suppliesor other materialsincluded in the Inventoriesto vary
materially fromthe levels customarily maintained; or (d) enter into any compromise or settlement of
any litigation, proceeding or governmental investigation relating to the Assets, thebusinessof Seller
or the Assumed Liabilities.

COMMENT

Section 5.2 requires the Sdler to conduct its business between the signing of the
acquisition agreement and the Closing only inthe Ordinary Course of Business. Section5.3
eliminates any risk to the Buyer that the items specified in Section 3.19 could be deemed to
be within the Ordinary Course of Business by expressly prohibiting the Seller from taking
such actions without the Buyer’s prior consent.

The Buyer should understand, however, that Section 5.3 applies only to matters
within the control of the Seller. Some of the changes and events described in Section 3.19
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(such as the suffering of damage or loss of property as a result of an earthquake) are not
withinthe control of theSeller. Section 5.3 does not requirethe Seller to not suffer damage
from events described in Section 3.19 that are beyond its control -- such a covenant is
impossibleto perform. Accordingly, if the Seller suffers damage or loss of property between
thesigning of the acquisition agreement and the Closing, and that damage or loss wasnot the
result of the Sdler’ sfailuretotake steps withinits control to prevent the damage or loss, the
Buyer would have theright to terminate the acquisition, but the Buyer would not have the
right to obtain damages from the Seller or the Sharehol ders unless the Buyer had obtained a
warranty that therepresentations in Article 3 would be accurate as of the Closing Date (see
the Comment to Section 7.1 under the caption “Supplemental ‘Bring Down’

Representation”). If, however, thesdler could have prevented the damage or loss (because,
for example, thelossresulted from afirethat was caused by the seller’ s negligent storage of
hazardous substances), the buyer not only would have theright to terminate the acquisition
but also would have the right to pursue damages from the seller and its shareholders
(regardless of whether the buyer dects to proceed with the acquisition).

Inadditiontotheitemslistedin Section 3.19, there may be other items of concernto
the buyer between the signing of the acquisition agreement and the Closing. Such items
could be added to either Section 5.2 or Section 5.3.

Notethat Section 5.7, operating in conjunction with Section 7.1, requiresthe Seller
touseits Best Effortsto ensurethat therepresentationsin Section 3.19 are accurate as of the
Closing Date. Thus, Sections 5.3 and 5.7 overlap to some degree.

54 REQUIRED APPROVALS

As promptly as practicable after the date of this Agreement, Seller shall make all filings
required by Legal Requirements to be made by it in order to consummate the Contemplated
Transactions (including all filingsunder the HSR Act). Seller and Shareholdersalso shall cooperate
with Buyer and its Representatives with respect to all filingsthat Buyer electsto make, or pursuant
to Legal Requirementsshall be required to make, in connection with the Contemplated Transactions.
Seller and Shareholders also shall cooperate with Buyer and its Representatives in obtaining all
Material Consents (including taking all actionsrequested by Buyer to cause early termination of any
applicable waiting period under the HSR Act).

COMMENT

Section 5.4 worksin conjunction with Section 6.1. Section 5.4 requiresthe Seller to
make all necessary filings as promptly as practicable and to cooperate with the Buyer in
obtaining all approvalsthe Buyer must obtain from Governmental Bodies and private parties
(including, for example, lenders) to completetheacquisition. Section 5.4 doesnot containa
proviso similar to that in Section 6.1 limiting the Seller's obligations because normally the
potential incremental burdens onthe Seller arenot as great asthosethat could beimposed on
the Buyer.

The need for governmental approvals invariably arises in acquisitions of assets
which include such items as permits and licenses. Even in stock acquisitions, however,
governmental notifications or approvals may be necessary if a company being acquired
conducts business in a regulated industry (see the Comment to Section 3.2). See generally
BLUMBERG & STRASSER, THE LAW OF CORPORATE GROUPS. STATUTORY LAW, SPECIFIC
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chs. 2-7 (1992 & Supp. 1993); BLUMBERG & STRASSER, THE LAW OF CORPORATE
GROUPS. STATUTORY LAW, GENERAL chs. 19-28 (1989 & Supp. 1993).

TheHSR Act requires both the seller and thebuyer (or their ultimate parent entities,
which would include a shareholder who owns fifty per cent or more of the stock) to make
separatefilings. Accordingly, Sections 5.4 and 6.1 impose mutual filing obligations on the
Sdler and the Buyer and provide that each party will cooperate with the other party in
connection with these filings. There may be circumstances, however, in which it is
appropriate to give one party control over certain aspects of the approval process. For
example, under the HSR Act, the acquisition cannot be consummated until the applicable
waiting period expires. Although the parties havethe ability to request early termination of
the waiting period, Section 5.4 gives the Buyer control over the decision to request early
termination.

Theobligationto pay theHSR Act filing feeis generally the obligation of thebuyer,
but the Model Agreement allocates responsibility for the HSR Act filing fee equally in
Section 13.1.

55 NOTIFICATION

Betweenthe date of this Agreement and the Closing, Seller and Shareholders shall promptly
notify Buyer in writing if any of them becomes aware of (i) any fact or condition that causes or
constitutes a Breach of any of Seller’s representations and warranties made as of the date of this
Agreement, or (i) the occurrence after the date of this Agreement of any fact or conditionthat would
or bereasonably likely to (except as expressly contemplated by this Agreement) causeor congtitutea
Breach of any such representation or warranty had that representation or warranty been made as of
thetime of the occurrence of, or Seller’ sor either Shareholders’ discovery of, such fact or condition.
Should any such fact or condition require any changeto the Disclosure L etter, Seller shall promptly
deliver to Buyer a supplement to the Disclosure Letter specifying such change. Such delivery shall
not affect any rights of Buyer under Section 9.2 and Article 11. During the same period, Seller and
Shareholders also shall promptly notify Buyer of the occurrence of any Breach of any covenant of
Seller or Shareholders in this Article 5 or of the occurrence of any event that may make the
satisfaction of the conditions in Article 7 impossible or unlikely.

COMMENT

Section 5.5 requires that the Seller and the Shareholders notify the Buyer if they
discover that a representation made when they signed the acquisition agreement was
inaccurate or that arepresentation will beinaccurateif madeas of the Closing Date because
of occurrences after theacquisition agreement wassigned. This notificationisnot simply for
the Buyer's information. Section 7.1 makes it a condition to the Buyer’s obligation to
complete the acquisition that the Seller’ s representations were materially correct when the
acquisition agreement was signed and that they are till correct as of the Closing Date.
Section 5.5 also requires the Seller to provide a supplement to the Disclosure Letter that
clarifies which representations or conditions are affected by the newly discovered facts or
conditions.

A seller’s disclosure of an inaccurate representation does not cure the resulting
breach of that representation. Depending upon the seriousness of the matter disclosed by the
seller, the buyer may decide to terminate the acquisition or at least to cease incurring
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expenses until the buyer concludes, on the basis of further evaluation and perhaps price
concessionsfrom theseller, to proceed with theacquisition. Section 5.5 notwithstanding, if
the buyer proceeds with the acquisition without an amendment to the acquisition agreement
after the seller hasdisclosed areal or anticipated breach, thebuyer’ sremediesfor thisbreach
could be affected (seethe Comment to Section 11.1). A seller may object to a provision that
permitsthe buyer to close and seek indemnification for abreach of arepresentation that has
been disclosed prior to closing.

The provision in Section 5.5 requiring notice of events that render unlikely the
satisfaction of closing conditions also gives the Buyer an opportunity to limit its ongoing
expenses and decide whether to abandon the acquisition.

5.6 NO NEGOTIATION

Until suchtime asthis Agreement shall be terminated pursuant to Section 9.1, neither Seller
nor either Shareholder shall directly or indirectly solicit, initiate, encourageor entertain any inquiries
or proposals from, discuss or negotiate with, provide any non-public information to, or consider the
merits of any inquiries or proposals from, any Person (other than Buyer) relating to any business
combination transactioninvolving Seller, including the sale by the Shareholdersof Seller’ sstock, the
merger or consolidation of Seller, or the sale of Seller’s business or any of the Assets (other thanin
the Ordinary Course of Business). Seller and Shareholders shall notify Buyer of any suchinquiry or
proposal within twenty four hours of receipt or awareness of the same by Seller or either
Shareholder.

COMMENT

Section 5.6 iscommonly called a*“no shop” provision. Thisprovisonwasoriginally
developed for acquisitions of public companies to prevent another buyer from interfering
with the acquisition during the period between signing and closing. A “no shop” provision
may beunnecessary if theacquisition agreement isalegally binding undertaking of thesdler
and its sharehol ders to consummate the acquisition, subject only to the satisfaction of the
various closing conditions (not including shareholder approval), for the seller and the
shareholders who signed the acquisition agreement would be liable for damages if they
breach the acquisition agreement by pursuing atransaction with another buyer, andthe other
buyer may be liable for tortious interference with the signed acquisition agreement.
Nonetheless, abuyer hasalegitimateinterest in preventing the seller from seekingto obtain
a better offer and in learning of any third party inquiries or proposals, and the “no shop”
provision may provide a basis for the buyer to obtain injunctiverdief if appropriate.

Section 5.6 is not qualified by a “fiduciary out” exception. A “fiduciary out”
exceptiontypically isnot appropriatein amerger, ashare exchange, or asaleof subgtartially
all of the assets of a company wherethe directors and the shareholders of that company are
thesame or the number of shareholdersis small enough to obtain sharehol der approval prior
tothesigning of the acquisition agreement or, asisthe casein the Modd Agreement, all of
the principal shareholders sign the acquisition agreement.

57 BEST EFFORTS

Seller and Shareholders shall use their Best Effortsto cause the conditions in Article 7 and
Section 8.3 to be satisfied.
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COMMENT

Section 5.7 establishes a contractual obligation of the Seller and the Shareholdersto
use their Best Efforts (as defined in Section 1.1) to cause the Article 7 conditions to the
Buyer’s obligation to complete the acquisition to be satisfied. The condition in Section 8.3
(a condition to the Seller’s obligation) as well as those in Article 7 are included in this
provision because obtaining the Consents specified as a condition to the Seller’ s obligation
to close may be partly within the control of the Seller and the Shareholders and the Buyer
will want assurance that they have exercised their Best Efforts to causethat condition to be
satisfied.

The definition of Best Efforts in Article 1 makes it clear that the Seller and the
Sharehol ders are obligated to do more than merely act in good faith — they must exert the
efforts that a prudent person who desires to complete the acquisition would use in similar
circumstances to ensure that the Closing occurs as expeditiously as possible.

Thus, for example, Section 5.7 requires that the Seller and the Shareholdersusether
Best Effortsto ensurethat their representations are accuratein all material respects as of the
Closing Date, as if made on that date, because Section 7.1(a) makes such accuracy a
conditionto the Buyer’ s obligation to completetheacquisition. Section 5.7 also requiresthe
Seller and the Shareholders to use their Best Efforts to obtain all of the Material Consents
necessary for the Seller and the Buyer to compl etetheacquisition (thoselisted on Schedules
7.3 and 8.3) because Sections 7.3 and 8.3 make the obtaining of such Consents conditionsto
the parties’ obligations to consummate the acquisition.

If the Closing does not occur because one of the conditionsin Article 7 or Section
8.3 isnot satisfied, the Seller and the Shareholders may have some liability to the Buyer for
breach of their Best Efforts covenant if they infact have not used their Best Effortsto cause
the condition to be satisfied (see also the introductory Comment to Article 7).

58 INTERIM FINANCIAL STATEMENTS

Until the Closing Date, Seller shall deliver to Buyer within__ days after the end of each
month a copy of the [describe financial statements] for such month prepared in a manner and
containing information consistent with Seller’s current practices and certified by Seller’s chief
financial officer asto compliance with Section 3.4.

COMMENT

Section 5.8 requiresthe Seller to deliver interim, monthly financial statementstothe
Buyer to enablethe Buyer to monitor the performance of the Seller during the period prior to
the Closing. This provision also supplements the notification provisions of Section 5.5.

5.9 CHANGE OF NAME

On or beforethe Closing Date, Seller shall (a) amend its Governing Documents and take all
other actions necessary to change its nameto one sufficiently dissimilar to Seller’ spresent name, in
Buyer’sjudgment, to avoid confusion; and (b) takeall actionsrequested by Buyer to enable Buyer to
change its name to the Seller’ s present name.
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COMMENT

This provision should be included in the acquisition agreement if the buyer (or the
division or subsidiary which will conduct the purchased business) wantsto continuebusiness
under the seller’s name.  Although the use of this name by the buyer could cause some
confusion, particularly with respect to liabilities that are not assumed, thisrisk is acceptable
if the name of the seller and the goodwill associated with it areimportant to the continued
conduct of the business. A change in the seller’s name prior to the Closing may not be
practicable, in which case Section 5.9 should be reworded and moved to Article 10.

5.10 PAYMENT OF LIABILITIES

Seller shall pay or otherwise satisfy in the Ordinary Course of Business all of its liabilities
and obligations. Buyer and Seller hereby waive compliance with the bulk transfer provisions of the
Uniform Commercial Code (or any similar law) (“Bulk Sales Laws’) in connection with the
Contemplated Transactions.

COMMENT

A buyer wants assurancethat the seller will pay itsliabilities in the ordinary course
of business, and beforethereisany default, inorder that the seller’ s creditorswill not seek to
collect them from buyer under some successor liability theory. See Sections 3.32, 10.3 and
10.4. Thisisparticularly the case wherethebuyer does not requirethe seller to comply with
the Bulk Sales Laws described below.

Statutory provisions governing bulk transfers (Article 6 of the Uniform Commercia
Code (*UCC"), various versions of which are in effect in certain states) (the “Bulk Sales
Laws’ ) requirethe purchaser of amajor part of the materials, supplies or other inventory of
an enterprisewhose principal businessisthe sale of merchandisefrom stock (including those
who manufacture what they sell) to give advance notice of the sale to each creditor of the
transferor. To properly analyze the issue, the parties must review the Bulk Sales Laws in
effect for the state(s) containing the transferor’s principal place of business, its executive
offices, and the assets to be transferred. Often the purchaser and the transferor waive the
requirement of notices under Bulk Sales Laws, despite the serious consequences of
noncompliance, and includean indemnity by thetransferor against claimsarising asaresult
of thefailureto comply.

Noncompliance with the Bulk Sales Laws may give a creditor of the transferor a
claim against the transferred assets or a claim for damages against the transferee, even
against a transferee for full value without notice of any wrongdoing on the part of the
transferor. Thisclaim may be superior to any acquisition-lender’ s security interest; for this
reason, alender may not allow waiver of compliance with Bulk Sales Laws without a very
strong indemnity from the transferor. In addition, some states have imposed upon the
purchaser the duty to insure that the transferor applies the consideration received to its
existing debts; this may include an obligation to hold in escrow amounts sufficient to pay
any disputed debts. 1n Section 5.10, compliance with the Bulk SalesLawsiswaived and the
contractual indemnitiesin Section 11.2(g) cover therisk of noncompliance.

Bulk SalesLaws provideaspecific kind of protection for creditors of businessesthat
sell merchandisefrom stock. Creditors of these businessesarevulnerabletoa“bulk sale” in
whichthebusinesssellsall or alarge part of inventory to asinglebuyer outsidethe ordinary

-122 -
3478819v1



course of business, following which the proprietor abscondswith the proceeds. Theoriginal
Article 6 of the UCC (“Original UCC 6”) requires “bulk sale” buyersto provide notice of
thetransactionto thetransferor’ screditorsand to maintain alist of thetransferor’ screditors
and a schedule of property obtainedina“bulk sale” for sx months after the* bulk sal€” takes
place. Inthosejurisdictionsthat have adopted optional Section 6-106, thereisalso aduty to
assure that the new consideration for the transfer is applied to pay debts of the transferor.
Unless these procedures are followed, creditors may void the sale.

Compliance with the notice provisions of Original UCC 6 can be extremey
burdensome, particularly when the transferor has a large number of creditors, and can
adversely affect relations with suppliers and other creditors. When the goods that are the
subject of thetransfer arelocated in several jurisdictions, thetransferor may be obligated to
comply with Article 6 as enacted in each jurisdiction.

Failureto comply withthe provisions of Original UCC 6 rendersthetransfer entirely
ineffective, even when thetransferor has attempted compliance in good faith, and even when
no creditor has been injured by the noncompliance. A creditor, or a bankruptcy trustee, of
the transferor may be able to set aside the entire transaction and recover from the
noncomplying transfereeall thegoodstransferred or their value. In contrasttothefraudulent
transfer laws discussed in the Comment to Section 3.32, a violation of Original UCC 6
rendersthe entiretransfer ineffective without awarding thetransferee any corresponding lien
onthegoodsfor valuegiven in exchangefor thetransfer. Thus, thetransferee could pay fair
value for the goods, yet lose the goods entirdly if the transfer is found to have violated
Original UCC 6.

Because (i) business creditors can evaluate credit-worthinessfar better than wasthe
case when Original UCC 6 was first promulgated, (ii) modern fraudulent transfer actions
under the Uniform Fraudulent Transfer Act overlap the Bulk Saleslaw in asignificant way,
and (iii) aBulk Sales Law impedes normal business transactions, the National Conferenceof
Commissionerson Uniform State L aws and the American Law I nstitute haverecommended
the repeal of UCC Article 6. The Commissioners have proposed an alternative Article 6
(*Revised UCC 6” ) which addresses many of the concerns with the Original UCC 6. Asa
result, asof February 1, 1999, the breakdown of stateswith the Original UCC 6, the Revised
UCC 6 and no Bulk Sales Law, was as follows:

Original UCC 6:
Georgia New Y ork South Carolina
Maryland North Carolina Wisconsin
Missouri Rhode Island

Adoption of Arizona District of Columbia

Revised UCC 6: Cdlifornia Indiana Virginia

Repeal of Alabama Louisiana Ohio

UCC6: Alaska Maine Oklahoma
Arkansas M assachusetts Oregon
Colorado Michigan Pennsylvania
Connecticut Minnesota Puerto Rico
Delaware Mississippi South Dakota
Florida Montana Tennessee
Hawaii Nebraska Texas
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Idaho Nevada Utah

Illinois New Hampshire Vermont
lowa New Jersey Washington
Kansas New Mexico West Virginia
Kentucky North Dakota Wyoming

A “bulk transfer” under Original UCC 6 took placewith thetransfer “ of amajor part
of the materials, supplies, merchandise or other inventory” outside the ordinary course of
business. Under Revised UCC 6 a“bulk sale” takesplaceif thereisasale of “ morethan half
thesdler’sinventory” outsidethe ordinary course of business and under conditionsinwhich
the “buyer has notice. . . that the seller will not continue to operate the same or a similar
kind of business after thesale.” Sincetherisk to creditors arisesfrom the salein which the
seller goes out of business, Revised UCC 6 applies only tothose situations. Revised UCC 6,
also, exceptsfor the first time any asset sales that fall below a net value of $10,000 or that
exceed a value of $25,000,000.

The duties of the transferee under Revised UCC 6 are primarily the same as those
under Original UCC 6. The transferee must obtain a list of creditors (*“claimants’ under
Revised UCC 6) and providethem with notice of the*bulk sale” Revised UCC 6, however,
providesthat, if thetransferor submitsalist of 200 or moreclaimants, or provides averified
statement that thereare morethan 200, the transferee may simply fileawritten notice of the
“bulk sale” with the office of the Secretary of State (or other applicable official, asa statute
provides) rather than send written notice to all claimants.

Under Original UCC 6, the transferee was required to keep a schedule of property
and alist of claimantsfor asix month period following thesale. Under Revised UCC 6, the
transferor and transfereeinstead must agree on “ awritten schedul e of distribution” of thenet
contract proceeds, which schedule must be included in the notice to claimants. The
“schedule of distribution” may providefor any distribution that thetransferor and transferee
agreeto, including distribution of the entire net contract pricetotheseller, but claimantswill
havereceived advance notice of theintended distribution, giving them the opportunity tofile
an action for appropriate relief.

The last significant change in Revised UCC 6 is the basic remedy available to
creditors. In Original UCC 6, a bulk sale in violation of the statute was entirely void.
Revised UCC 6 provides for money damages rather than for voiding thesale. The creditor
must prove its losses resulting from noncompliance with the statute. There are cumulative
limits on the damages that may be assessed, and buyers are given a*“ good faith” defensein
complying with Revised UCC 6.

Finally, Revised UCC 6 extends the statute of limitationson creditor’ sactionsfrom
six months under Original UCC 6 to one year. The period runs from the date of the sale.
Concedled salestoll the statute of limitations in Revised UCC 6, asthey do under Original
UCC 6.

1. CONDITIONS PRECEDENT TO BUYER’S OBLIGATION TO

CLOSE
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Buyer’s obligation to purchase the Assets and to take the other actions required to be taken
by Buyer at the Closing is subject to the satisfaction, at or prior to the Closing, of each of the
following conditions (any of which may be waived by Buyer, in whole or in part):

COMMENT

Article 7 setsforth the conditions precedent to the Buyer’ s obligation to consummeate
the acquisition of the Assets. If any one of the conditionsin Article 7 is not satisfied as of
the Closing, the Buyer may decline to proceed with the acquisition (without incurring
liability to the Seller or the Shareholders) and may terminate the acquisition agreement in
accordance with Article 9. A party’sright to refuse to consummate the acquisition when a
closing condition remains unsatisfied is often referred to asa “walk right” or an “out.”

It is critical for the parties and their attorneys to appreciate the fundamental
differences between closing conditions, on the one hand, and representati ons and covenarnts,
ontheother. While every representation and covenant of the Seller also operatesasaclosing
condition (subject in most casesto a materiality qualification) through Sections7.1and 7.2,
some of the closing conditionsin Article 7 do not constitute representations or covenants of
the Seller and the Shareholders. If the Seller failsto satisfy any of these closing conditions,
the Buyer will have the right to terminate the acquisition, but unless there has also been a
separate breach by the Seller and the Sharehol ders of arepresentation or covenant, theSdller
and the Shareholderswill not beliableto the Buyer for their failureto satisfy the condition.
However, because of the Seller’s and the Shareholders’ obligation (in Section 5.7) to use
their Best Efforts to satisfy all of the conditions in Article 7 and Section 8.3 and their
undertaking in clause (v) of Section 2.7(a) and Section 10.11 to provide at Closing such
instruments and take such actions as the Buyer shall reasonably request, even if a particular
closing condition does not constitute a representation or covenant of the Seller and the
Shareholders, they will be liable if they fail to use their Best Efforts to satisfy those
conditions or fail to satisfy the requirements of Sections 2.7(a)(v) and 10.11.

The importance of the distinction between conditions and covenants can be
illustrated by examining the remedies that may be exercised by the Buyer if the Seller and
the Shareholdersfail to obtaintherdeasesreferred toin Section 7.4(€). Becausetheddivery
of thereleases is a condition to the Buyer’s obligation to consummate the acquisition, the
Buyer may elect to terminatetheacquisition asaresult of thefailureto procuretherel eases.
However, thedelivery of thereleasesis not an absol ute covenant of the Seller. Accordingly,
the Seller’ s failure to obtain the releases will not, in and of itself, render the Seller and the
Shareholders liable to the Buyer. If the Seller and the Shareholders made no attempt to
obtain thereleases, however, they could beliableto the Buyer under Section 5.7 for failing
tousetheir Best Effortsto satisfy the applicabl e closing condition even though they lack the
power to obtain the releases without the cooperation of athird party. For discussions of the
relationships and interplay between the representations, pre-closing covenants, closing
conditions, termination provisions, and indemnification provisions in an acquisition
agreement, see Freund, Anatomy of a Merger 153-68 (1975), and Business Acquisitions ch.
31, at 1256 (Herz & Baller eds., 2d ed. 1981).

Although Section 7 includes many of the closing conditions commonly found in
acquisition agreements, it does not provide an exhaustive list of all possible closing
conditions. A buyer may want to add to Section 7 a“ duediligence out” (making thebuyer’s
obligation to purchase the assets subject to the buyer’s satisfactory completion of a “due
diligence’ investigation reating to the business of the seller).
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The buyer may find it difficult to persuade the seller to include such an additional
condition becauseit would givethebuyer very broad “walk rights” and placethe buyer ina
position similar to that of the holder of an option to purchasetheassets. For adiscussion of
“duediligence outs’ and “financing outs’ such asthat in Section 7.14, seeKling & Nugent
Simon, Negotiated Acquisitions of Companies, Subsidiariesand Divisons 88 14.10, 14.11[4]
(1992). A number of other closing conditionsthat the buyer may seek to includein Section7
are discussed in the Comments to Sections 7.1 and 7.4

Thebuyer may waiveany of theconditionsto its obligation to closethe acquisition.
However, the buyer will not be deemed to have waived any of these conditions unless the
waiver isin writing (see Section 13.6). This requirement avoids disputes about whether a
particular condition has actually been waived.

7.1 ACCURACY OF REPRESENTATIONS

€) All of Seller’sand Shareholders' representations and warranties in this Agreement
(considered collectively), and each of these representations and warranties (considered
individually), shall have been accurate in all material respects as of the date of this
Agreement, and shall be accurate in all material respects as of the time of the Closing as if
then made, without giving effect to any supplement to the Disclosure Letter.

(b) Each of the representations and warranties in Sections 3.2(a) and 3.4, and each of the
representations and warranties in this Agreement that contains an express materiality
qualification, shall have been accurate in all respects as of the date of this Agreement, and
shall be accurate in all respects as of the time of the Closing asif then made, without giving
effect to any supplement to the Disclosure Letter.

COMMENT

Pursuant to this Section, al of the Seller’s representations function as closing
conditions. Thus, the Seller’s representations serve a dual purpose — they provide the
Buyer with a possible basis not only for recovering damages against the Seller and the
Sharehol ders (see Section 11.2(a)), but also for exercising “walk rights.”

Materiality Qualificationin Section 7.1(a). Section 7.1(a) allowsthe Buyer torefuse
to complete the acquisition only if there are material inaccuracies in the Seller’s
representations. A materiality qualification is needed in Section 7.1 because most of the
Sdller’ srepresentations do not contain any such qualification. The materiality qualification
in Section 7.1(a) prevents the Buyer from using a trivial breach of the Sdler’s
representations as an excuse for terminating the acquisition.

Subsection 7.1(a) provides that the materiality of any inaccuracies in the Seller’s
representations is to be measured both by considering each of the representations on an
individual basis and by considering all of the representations on a collective basis.
Accordingly, even though there may be no individual representation that is materially
inaccurate when considered alone, the Buyer will be able to terminate the acquisition if
several different representations contain immaterial inaccuracies that, considered together,
reach the overall materiality threshold.
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The materiality qualification in Section 7.1 can be expressed in different ways. In
some acquisition agreements, the materiality qualification is expressed as a specific dollar
amount, which operates as a cumulative “basket” akin to the indemnification “basket” in
Section 11.5.

Absence of Materiality Qualification in Section 7.1(b). A few of the Seller’s
representations (such asthe” no material adversechange’ representation in Section 3.15and
the “disclosure’ representation in Section 3.33) already contain express materiality
qualifications. It is appropriate to require that these representations be accurate “in all
respects’ (rather than merely “inall material respects’) in order to avoid*“ doublemateriaity”
problems. Section 7.1(b), which does not contain a materiality qualification, accomplishes
thisresult. Section 3.4 is included because GAAP contains its own materiality standards.
For afurther discussion of “double materiality” issues, see Freund, Anatomy of a Merger
35-36, 245-46 (1975), and Kling & Nugent Simon, Negotiated Acquisitions of Companies,
Subsidiaries and Divisions § 14.02[3] (1999).

In addition, some of the Sdller’s representations that do not contain express
materiality qualifications may be so fundamental that the Buyer will want to retaintheability
toterminatetheacquisition if they areinaccuratein any respect. Consider, for example, the
Sdler’'s representations in Section 3.2(a), which state that the acquisition agreement
congtitutesthelegal, valid and binding obligation of Seller and the Shareholders, enforceable
against them, that the Seller has the absolute and unrestricted right, power, authority and
capacity to executeand deliver the acquisition agreement, and that the Sharehol ders haveall
requisite legal capacity to enter into the agreement and to perform their respective
obligationsthereunder. To avoid a dispute about the meaning of theterm* material” insucha
situation, the Buyer may seek to include the representations in Section 3.2(a) (and other
fundamental representations made by the Seller) among the representations that must be
accurate in al respects pursuant to Section 7.1(b).

To the extent that there is no materiality qualification in the representations
identified in Section 7.1(b), a court might establishits own materiality standard to prevent a
buyer from terminating the acquisition because of a trivial inaccuracy in one of those
representations. See Business Acquisitions ch. 31, n.24 (Herz & Baller eds., 2d ed. 1981).

Time as of Which Accuracy of Representations Is Determined. Thefirst clausein
Section 7.1(a) focuses on the accuracy of the Seller’s representations on the date of the
acquisition agreement, while the second clause refers specifically to the time of closing.
Pursuant to this second clause -- referred to as the “bring down” clause -- the Seller’s
representations are“ brought down” to thetime of closing to determine whether they would
be accurate if then made.

Althoughit isunlikely that a seller would object to theinclusion of astandard“ bring
down” clause, they may object to thefirst clausein Section 7.1, which requiresthe Seller’s
representations to have been accurate on the original signing date. This clause permitsthe
Buyer to terminate the acquisition because of arepresentation that was materially inaccurate
when made, evenif theinaccuracy has been fully cured by theclosing. If asdler objectsto
this clause, thebuyer may point out that the €imination of this clausewould permit thesdller
to sign the acquisition agreement knowing that their representations are inaccurate at that
time (on the expectation that they will be able to cure the inaccuracies before the closing).
This possibility could seriously undermine the disclosure function of the seller’s
representations (see the introductory Comment to Article 3 under the caption * Purposes of
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the Seller's Representations’). See generally Kling & Nugent Simon, Negotiated
Acquisitions of Companies, Subsidiaries and Divisions § 14.02[1] (1999).

Effect of Disclosure L etter Supplements. Section 7.1 specifies that supplementsto
theDisclosure L etter have no effect for purposes of determining theaccuracy of theSeller’s
representations.  This ensures the Buyer that its “walk rights’ will be preserved
notwithstanding any disclosures made by the Seller after the signing of the acquisition
agreement.

The importance of the qualification negating the effect of supplements to the
Disclosure L etter can beillustrated by asimple example. Assumethat amaterial lawsuit is
brought against the Seller after the signing date and that the Seller promptly discloses the
lawsuit to the Buyer in a Disclosure L etter supplement as required by Section 5.5. Assume
further that the lawsuit remains pending on the scheduled closing date. In these
circumstances, therepresentation in Section 3.18(a) (which statesthat, except asdisclosedin
the Disclosure Letter, there are no legal Proceedings pending against the Seller) will be
deemed accurate as of the Closing Date if the Disclosure Letter supplement is taken into
account, but will be deemed materially inaccurateif the supplement is not takeninto account.
Because Section 7.1 provides specifically that supplementsto the DisclosureL eter arenct to
be given effect, the Buyer will be ableto terminatetheacquisition inthissituation. Although
supplements to the Disclosure Letter are not given effect for purposes of determining
whether the Buyer hasa“walk right” under Section 7.1, such supplements are given limited
effect (in one circumstance) for purposes of determining whether the Buyer has aright to
indemnification after the Closing (see Section 11.2(a)).

Operation of the “Bring Down” Clause. It is important that the parties and their
counsel understand how the “bring down” clause in Section 7.1 operates. Consider, for
example, the application of this clause to the representation in Section 3.4 concerning the
Seller’ sfinancial statements. Thisrepresentation states that the financial statements*“fairly
present thefinancial condition. . . of the Seller as at the respective datesthereof.” Doesthe
“bring down” clausein Section 7.1 require, asacondition to the Buyer’ sobligation to close,
that these historical financial statementsalsofairly reflect the Seller’ sfinancial condition as
of the Closing Date?

Theanswer tothisquestionis“no.” Theinclusion of the phrase* asat therespective
dates thereof” in the Section 3.4 representation precludes the representation from being
“brought down” to the Closing Date pursuant to Section 7.1. Nevertheless, to eliminateany
possible uncertainty about the proper interpretation of the* bring down” clause, asdler may
insist that the language of this clause be modified to include a specific exception for
representations “ expressly made as of a particular date.”

A seller may also seek to clarify that certain representations speak specifically as of
the signing date and are not to be “brought down” to the Closing Date. For example, the
Sdller may be concerned that the representation in Section 3.20(a)(i) (which states that the
Disclosure Letter accurately lists all of the Seller’s contracts involving the performance of
services or the delivery of goods or materials worth more than a specified dollar amount)
would be rendered inaccurate as of the closing date if the seller were to enter into a
significant number of such contracts as part of its routine business operations between the
signing date and the closing date. (Note that, because Section 7.1 does not give effect to
supplements to the Disclosure L etter, the Seller would not be ableto eliminate the Buyer’s
“walk right” in this situation simply by listing the new contracts in a Disclosure L etter
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supplement.) Because it would be unfair to give a buyer a “walk right” tied to routine
actionstakeninthenormal course of the seller’ sbusiness operations, the seller may request
that the representation in Section 3.20(a)(i) beintroduced by the phrase* as of the date of this
Agreement” sothat it will not be* brought down” to the Closing Date. See Freund, Anatony
of a Merger 154 (1975). The buyer may respond that, if the new contracts do not have a
material adverse effect ontheseller’ s business, therepresentation in Section 3.20(a)(i) would
remain accurate in all material respects and the buyer therefore could not use the technical
inaccuracy resulting from the*bring down” of this representation as an excuseto terminate
the acquisition.

A seller may also request that the* bring down” clause be modified to clarify that the
buyer will not havea“walk right” if any of theseller’ srepresentationsis renderedinaccurate
as aresult of an occurrence specifically contemplated by the acquisition agreement. The
requested modification entailsinserting the words “ except as contemplated or permitted by
this Agreement” (or some similar qualification) in Section 7.1.

The buyer may object to the qualification requested by the seller because of the
difficulty inherent in ascertaining whether a particular inaccuracy arose as a result of
something “contemplated” or “permitted” by the acquisition agreement. See Kling &
Nugent Simon, Negotiated Acquisitions of Companies, Qubsidiariesand Divisions § 14.02[4]
(1992). The buyer may argue that, if the seller is truly concerned about technical
inaccuraciesinitsrepresentations, it should bear the burden of specifically disclosing these
inaccuracies in its disclosure letter, rather than relying on a potentially overbroad
qualification in the “bring down” clause.

“Bring Down” of Representations That Include” Adverse Effect” Language Seethe
introductory Comment to Article 3.

“Bring Down” of Representations |ncorporating Specific Time Periods. See the
introductory Comment to Article 3.

Desirability of Separate “No Material Adverse Change’ Condition. Some
acquisition agreements contai n a separate cl osing condition giving thebuyer a“walk right” if
there has been a “ material adverse change’ in the sdler’s business since the date of the
agreement. TheModel Agreement does not include a separate condition of thistypebecause
the Buyer receives comparable protection by virtue of the Seller’s “no material adverse
change’ representation in Section 3.15 (which operates as a closing condition pursuant to
Section 7.1).

Thereis, however, apotentially significant difference between therepresentationin
Section 3.15 and atypical “no material adversechange’ condition. Whilethe representation
in Section 3.15 focuses on the time period beginning on the date of the most recent audited
Balance Sheet of the Seller (see Section 3.4), a “no material adverse change” condition
normally focuses on the period beginning on the date on which the acquisition agreement is
signed (which may be months after the Balance Sheet date). Because of this difference, the
Buyer can obtain broader protection in some circumstances by adding aseparate no materia
adverse change’ condition to Article 7.

The following example describes circumstances in which a buyer can obtain extra
protection by including a separate no material adverse change”’ condition. Assumethat the
seller’ sbusiness has improved between the balance sheet date and the signing date, but has
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deteriorated significantly between the signing date and the closing date. Assumefurther that
the net cumulative change in the seller’ s business between the balance sheet date and the
closing dateis not materially adverse (because the magnitude of the improvement between
the balance sheet date and the signing date exceeds the magnitude of the deterioration
between the signing date and the closing dat€). In this situation, the buyer would have a
“walk right” if a separate “no material adverse change” condition (focusing on the time
period from the signing date through the scheduled closing date) were included in the
acquisition agreement, but would not have a “walk right” if left to rey exclusively on the
“bring down” of the representation in Section 3.15.

Supplemental “Bring Down” Representation. A buyer may seek to supplement the
“bring down” clause in Section 7.1 by having the seller make a separate “bring down”
representation in Article 3. By making such arepresentation, the sdler would be providing
the Buyer with binding assurances that the representationsin the acquisition agreement will
be accurate as of the closing date as if made on that date.

The sdler will likely resist the buyer's attempt to include a “bring down”
representation because such a representation could subject the seller and its shareholdersto
liability for events beyond their control. For example, assumethat thereisamajor hurricane
ashort timeafter thesigning date, and that the hurricane materially and adversely affectsthe
seller’s properties within the meaning of Section 3.19(e). If there were a “bring down”
representation in Article 3 (in addition to the“bring down” clausein Section 7.1), the buyer
not only would be permitted to terminate the acquisition because of the destruction caused by
the hurricane, but also would be entitled to sue and recover damages from the seller and its
shareholdersfor their breach of the* bring down” representation. Although thesdler would
presumably consider this an inappropriate result, the buyer may defend its request for a
“bring down” representation by arguing that the buyer is entitled to the benefit of itsoriginal
bargain - the bargain that it struck when it signed the acquisition agreement -
notwithstanding the subsequent occurrence of events beyond the seller’ s control. Thus, the
buyer would argue, the seller and the shareholders should be prepared to guarantee, by
means of a“ bring down” representation, that the state of affairs existing on the signing date
will remain in existence on the closing date.

If the buyer succeeds inits attempt to include a® bring down” representation in the
acquisition agreement, the Seller may beleft in avulnerable position. Even whenthesdller
notifiesthe buyer beforethe closing that one of the seller’ s representations has beenrendered
materially inaccurate as of the closing date because of a post-signing event beyond the
seller’ scontrol, thebuyer would retaintheright to“ closeand sue” - theright to consummeate
the purchase of the assets and immediatdy bring alawsuit demanding that the seller and its
shareholders indemnify the buyer against any losses resulting from the breach of the* bring
down” representation. Thebuyer should beaware, however, that courtsmay not necessarily
enforce the buyer’s right to “close and su€’ in this situation (see the cases cited in the
Comment to Section 11.1).

Effect of “Knowledge” Qualifications in Representations. See the introductory
Comment to Article 3.

7.2 SELLER’'SPERFORMANCE.

All of the covenantsand obligationsthat Seller and Shareholders are required to performor
to comply with pursuant to this Agreement at or prior to the Closing (considered collectively), and
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each of these covenants and obligations (considered individually), shall have been duly performed
and complied with in all material respects.

COMMENT

Pursuant to Section 7.2, all of the Seller’ s pre-closing covenants function as closing
conditions. Thus, if the Seller materially breaches any of its pre-closing covenants, the
Buyer will havea*walk right” (inaddition toitsright to sueand recover damages because of
the breach).

Among the provisions encompassed by Section 7.2 isthe covenant of Seller and the
Shareholdersto usetheir Best Efforts to causethe conditionsto closing to be satisfied. See
Section 5.7.

7.3 CONSENTS

Each of the Consents identified in Exhibit 7.3 (the “M aterial Consents’) shall have been
obtained and shall be in full force and effect.

COMMENT

Under Section 7.3, the Buyer’ s obligation to purchasethe Assesisconditioned upon
thedelivery of certain specified Material Consents (seethe Comment to Section 2.10) (which
may include both governmental approvalsand contractual consents). For a discussion of the
types of consents that might be needed for the sale of all or substantially all of a seller’s
assets, seethe Commentsto Sections 2.10, 3.2(b) and 5.4. Thecondition in Section 7.3 does
not overlap with the “bring down” of the Sdler’s representation in Section 3.2, because
subsection 3.2(b) contains an express carve-out for consents identified in the Disclosure
Letter.

Part 3.2 of the Disclosure L etter will pick up all material and non-material consents,
without differentiating between the two types (a different approach might also be taken),
because it is essential to disclose all consents that must be obtained from any person in
connection with the execution and delivery of the agreement and the consummation and
performance of thetransactions contemplated by theagreement. The partiesare obligatedto
use their Best Efforts to obtain all Consents listed on Exhibits 7.3 and 8.3 prior to the
Closing. (SeeSection 5.7 andtherelated Comment.) Thefailureto obtain such ascheduled
Consent will relieve the appropriate party of the obligation to close (see the Comment to
Section 2.10). Thus, beforethe acquisition agreement is signed, the parties must determine
which of the various consents identified in Part 3.2 of the Disclosure L etter are significant
enough to be a Material Consent, and in turn which of these is important enough to justify
allowing the Buyer to terminate the acquisition if the consent cannot be obtained.

Exhibit 7.3 will specifically identify the Material Consentsthat are needed to satisfy
this condition on the Buyer’ s obligation to close. Exhibit 8.3 will identify thoserequiredto
satisfy the condition imposed by Section 8.3 on the Seller’s obligation to close. Some of
those consents may belisted on both Exhibits 7.3 and 8.3 because of their importanceto both
the Buyer and the Seller.

Part 3.2 of the Disclosure L etter might include as Material Consents, for example, a
consent required to be obtained by a seller from a third-party landlord under a lease
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containing a“ non-assignability” provision or aconsent required from alender with respect
to an indebtedness of the seller which the buyer wishes to assume (because of favorable
terms) or which the buyer may be required to assume as a part of the arrangement between
the buyer and the seller. These consents would be needed because of contractual
requirements applicabletotheseller. Theremay beother consentsthat needto beidentified
in Exhibit 7.3 because of legal requirements applicable to the seller. These might include
certain governmental approvals, consents, or other authorizations. Some of these consents
might show up on Exhibit 8.3 as well because of their importance to the sdler.

Thereisno need torefer tothe HSR Act in Section 7.3 because Section 2.6 already

specifies that the Closing cannot take place until the waiting period prescribed by that Act
has been terminated.

7.4 ADDITIONAL DOCUMENTS

Seller and Shareholdersshall have caused the documents and instrumentsrequired by Section
2.7(a) and the following documentsto be delivered (or tendered subject only to Closing) to Buyer:

€)] an opinion of , dated the Closing Date, in theformof Exhibit 7.4(a);

(b) The[certificate] [articles] of incorporation and all amendmentsthereto of Seller, duly
certified as of a recent date by the Secretary of State of the jurisdiction of Seller’s
incorporation;

(©) If requested by Buyer, any Consents or other instruments that may be required to
permit Buyer’ squalification in each jurisdiction in which Seller islicensed or qualified to do
business as a foreign corporation under the name, * .o,
“ . or any derivative thereof;

(d A statement fromthe holder of each note and mortgage listed on Exhibit 2.4(a)(vii),
if any, dated the Closing Date, setting forth the principal amount then outstanding on the
indebtedness represented by such note or secured by such mortgage, the interest ratethereon,
and a statement to the effect that Seller, as obligor under such note or mortgage, is not in
default under any of the provisions thereof;

G)] Releases of all Encumbrances on the Assets, other than Permitted
Encumbrances, including releases of each mortgage of record and reconveyances of each
deed of trust with respect to each parce of real property included in the Assets,

® Certificates dated as of a date not earlier than the [third] business day prior
tothe Closing asto the good standing of Seller and payment of all applicablestate Taxes by
Sdller, executed by the appropriate officials of the State of and each jurisdiction
inwhich Sdler islicensed or qualified to do business asaforeign corporation as specified in
Part 3.1(a) ; and

(9) Such other documents as Buyer may reasonably request for the purpose of :

() evidencing the accuracy of any of Seller’s representations and warranties,
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(i)  evidencing the performance by Seller or ether Shareholder of, or the
compliance by Seller or either Shareholder with, any covenant or obligation
reguired to be performed or complied with by Seller or such Shareholder,

(i)  evidencing the satisfaction of any condition referred to in this Article 7, or

(iv)  otherwise facilitating the consummation or performance of any of the
Contemplated Transactions.

COMMENT

Pursuant to Section 7.4, the Buyer’ s obligation to purchase the Assetsis conditioned
upon the Seller’s delivery to the Buyer of certain specified documents, including a legal
opinion of the Seller’s counsal and releases of Encumbrances upon the Assets and various
other certificates and documents.

Section 7.4 works in conjunction with Section 2.7. Section 2.7 identifies various
documents that the Seller and the Shareholders have covenanted to deliver at the Closing.
These documents include various instruments signed by the Seller and the Shareholders
(such as the Escrow Agreement, the Employment Agreements, and the Noncompetition
Agreements). Theddivery of these documentsis separately madea conditiontotheBuyer's
closing obligation in Section 7.2(b).

In contrast, thedocumentsidentified in Section 7.4 are executed by parties other than
the Seller and the Shareholders. Becausethe Seller cannot guaranteethat these other parties
will deliver the specified documents at the Closing, the delivery of these documents is not
made an absol ute covenant, but rather is merely a closing condition. (For adiscussion of the
differences between covenants and conditions, seethe introductory Comment to Article 7.)
Pursuant to Section 5.7, however, the Seller and the Sharehol ders are obligated to usetheir
Best Efforts to obtain all of the documents identified in Section 7.4.

A buyer may deem it appropriate to request the delivery of certain additional
documents as a condition to its obligation to consummate the acquisition. These additional
documents may include, for example, an employment agreement signed by a key employee
of the sdler (who is not a shareholder), resignations of officers and directors of any
subsidiary thestock of whichisamong the assetsto beacquired, and a“ comfort letter” from
the seller’s independent auditors. For a discussion of the use of “comfort letters’ in
acquisitions, see Freund, Anatomy of a Merger 301-04 (1975); Kling & Nugent Simon,
Negotiated Acquisitions of Companies, Subsidiaries and Divisions § 14.06[2] (1992); and
Statement on Auditing Standards No. 72 (“Letters for Underwriters and Certain Other
Requesting Parties’). Although the buyer might be able to demand various additional
documents after the signing of the acquisition agreement under the “ catch-all” language of
Section 7.4(g), it is better to identify specifically all important closing documents in the
acquisition agreement.

Section 7.4(f) callsfor acertificate asto the Seller’ s good standing and payment of
taxes from the appropriate officials of its domicile and any state in which it is licensed or
qualified to do business asaforeign corporation. Theavailability of acertificate, waiver or
similar document, or the practicality of receiving it on atimely basis, will vary from stateto
state. For example, provisionis madein Californiafor theissuance of certificatesby (i) the
Board of Equalization stating that no sales or use taxes are due (Cal. Rev. & Tax. Code 8§
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6811), (ii) the Employment Development Department stating that no amounts are due to
cover contributions, interest or penaltiesto various unemployment funds (Cal. Un. Ins. Code
88 1731-32), and (iii) the Franchise Tax Board stating that no withhol ding taxes, interest or
penalties are due (Cal. Rev. & Tax. Code § 18669). |n the absence of such a certificate, a
buyer may haveliability for the seller’ sfailureto pay or withhold the sumsrequired. These
agencies must issue a certificate within a specified number of days (varying from 30 to 60
days) after request is made or, in one case, after the sale. Becauseit usually isnot practical
to wait, or it may not be desirable to cause the agency to conduct an audit or other
examinationin order for such a certificateto issue, most buyers assumetherisk and rely on
indemnification, escrows or other protective devicesto recover any state or local taxes that
are found to be due and unpaid.

Theremay be other certificates or documentsthat abuyer may requireasacondition
to closing, depending upon the circumstances. For example, it may require an affidavit
under the Foreign Investment in Real Property Tax Act of 1980 to avoid the obligation to
withhold a portion of the purchase price under Section 1445 of the Code.

75 NO PROCEEDINGS

Sincethedate of this Agreement, there shall not have been commenced or threstened against
Buyer, or against any Related Person of Buyer, any Proceeding (a) involving any challenge to, or
seeking Damages or other relief in connection with, any of the Contemplated Transactions, or (b)
that may have the effect of preventing, delaying, making illegal, imposing limitations or conditions
on, or otherwise interfering with any of the Contemplated Transactions.

COMMENT

Section 7.5 contains the Buyer’ s “litigation out.” This provision givesthe Buyer a
“walk right” if any litigation relating to the acquisition is commenced or threatened against
the Buyer or a Related Person.

Section 7.5 relates only to litigation against the Buyer and its Related Persons.
Litigation against the Seller is separately covered by the “bring down” of the Seller’s
litigation representation in Section 3.18(a) pursuant to Section 7.1(a). The Seller’ slitigation
representation in Section 3.18(a) is drafted very broadly so that it extends not only to
litigation involving the Seller, but also to litigation brought or threatened against other
parties (including the Buyer) in connection with the acquisition. Thus, the*bring down™ of
Section 3.18(a) overlapswith the Buyer’s“litigation out” in Section 7.5. However, asdler
may object to the broad scope of the representation in Section 3.18(a) and may attempt to
modify thisrepresentation so that it coversonly litigation against the seller (and not litigation
against other parties). If theseller succeedsin so narrowing the scope of Section 3.18(a), the
buyer will not beabletorely onthe*bring down” of the seller’ slitigation representation to
provide the Buyer with a “walk right” if a lawsuit relating to the acquisition is brought
against thebuyer. Inthissituation, aseparate”litigation out” (such asthe onein Section7.5)
covering legal proceedings against the buyer and its related persons will be especially
important to the buyer.

The scope of the buyer's “litigation out” is often the subject of considerable
negotiation betweenthe parties. Theseller may seek to narrow this condition by arguing that
threatened (and even pending) lawsuits are sometimes meritless, and perhaps also by
suggesting the possibility that the buyer might be tempted to encourage a third party to
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threaten a lawsuit against the buyer as away of ensuring that the buyer will have a“walk
right.” Indeed, the seller may takethe extreme position that the buyer should berequiredto
purchase the assets even if there is a significant pending lawsuit challenging the buyer’s
acquisition of the assets— in other words, the seller may seek to ensurethat the buyer will
not have a “walk right” unless a court issues an injunction prohibiting the buyer from
purchasing the assets. If the buyer acceptsthe sdler’s position, Section 7.5 will haveto be
reworded to parallel the less expansive language of Section 8.5.

There are many possible compromises that the parties may reach in negotiating the
scope of thebuyer’s“litigation out.” For example, the parties may agreeto permit the buyer
toterminatetheacquisitionif thereisacquisition-related litigation pending against thebuyer,
but not if such litigation has merely beenthreatened. Alternatively, the parties may decideto
give the buyer aright to terminate the acquisition if a governmental body has brought or
threatened to bring alawsuit against the buyer in connection with theacquisition, but not if a
private party has brought or threatened to bring such a lawsuit.

For the Buyer to terminate theacquisition under Section 7.5, alegal proceeding must
have been commenced or threatened “ since the date of this Agreement.” Thequoted phrase
isincluded in Section 7.5 becauseit is normally considered inappropriateto permit a buyer
to terminate the acquisition as a result of a lawsuit that was originally brought before the
buyer signed the acquisition agreement. Indeed, the Buyer represents to the Seller in the
Model Agreement that no such lawsuit relating to the acquisition was brought against the
Buyer before the signing date (see Section 4.3).

A buyer may, however, want to del ete the quoted phrase so that it canterminatethe
acquisition if, after the signing date, thereis a significant adverse development in alawsuit
previously brought against the buyer in connection with theacquisition. Similarly, thebuyer
may want to add a separate closing condition giving the buyer a “walk right” if thereisa
significant adverse devel opment after thesigning datein any legal proceeding that the seller
originally identified in its Disclosure Letter as pending against the seller or either
shareholder as of the signing date.

7.6 No CONFLICT

Neither the consummation nor the performance of any of the Contemplated Transactions
will, directly or indirectly (with or without notice or lapse of time), contravene, or conflict with, or
result in a violation of, or cause Buyer or any Related Person of Buyer to suffer any adverse
consequence under, (a) any applicable Legal Requirement or Order, or (b) any Legal Requirement or
Order that has been published, introduced, or otherwise proposed by or before any Governmental
Body, excluding Bulk Sales Laws.

COMMENT

Section 7.6 allowsthe Buyer to terminatetheacquisition if the Buyer or any related
person would violate any law, regulation, or other legal requirement as a result of the
acquisition. This Section supplements the Seller’s “no conflict” representation in Section
3.2(b)(ii) and the Sdler’s “compliance with legal requirements’ representation in Section
3.18(a), both of which operate as closing conditions pursuant to Section 7.1(a). However,
unliketherepresentationsin Sections 3.2(b)(ii) and 3.18(a) (which focusexclusively onlegal
requirements applicableto the Seller), Section 7.6 focuses on legal requirements applicable
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tothe Buyer and its Related Persons. For example, environmental agencies in some states,

e.g., New Jersey, havetheability to void asaleif no clean-up plan or “ negative declaration”

has been filed, and because there are significant fines for failure to comply with these
regulations, abuyer should identify such regulations, or if any are applicable in the statein
which theagreement isto be performed, requirethat their compliance (including theSdler’s
cooperation with such compliance) be a conditionto the Closing, and therequirement for the
Seller’s cooperation should be inserted as a covenant (Article 5) or a representation and
warranty of the Seller (Article 3).

Section 7.6 refers to proposed legal requirements as well as to those already in
effect. Thus, if legislationis proposed that would prohibit or impose material restrictionson
the Buyer’s control or ownership of the Assets, the Buyer will be able to terminate the
acquisition, even though the proposed legidlation might never become law. A seller may
seek tolimit the scope of Section 7.6 to legal requirementsthat arein effect on the scheduled
closing date, and to material violations and material adverse consequences.

The Buyer may exerciseits“walk right” under Section 7.6 if the acquisition would
cause it to “ suffer any adverse consequence’ under any applicable law, even though there
might be no actual “violation” of thelaw in question. Thus, for example, the Buyer would
be permitted to terminate the acquisition under Section 7.6 because of the enactment of a
statute prohibiting the Buyer from using or operating the Assets in substantially the same
manner asthey had been used and operated prior to theclosing by the Seller, eventhoughthe
statute in question might not actually impose an outright prohibition on using or operating
the Assets or any of them.

Section 7.6 does not allow the Buyer to terminatethe acquisition merely because of
an adverse changeinthe general regulatory climatein which the Seller operates. The Buyer
cannot terminate theacquisition under Section 7.6 unlesstheacquisition itsef (or one of the
other Contemplated Transactions) would trigger a violation or an adverse consequence
under an applicable or proposed legal requirement.

A seller may take the position that Section 7.6 should extend only to legal
requirementsthat have been adopted or proposed sincethe date of the acquisition agreement,
arguing that the buyer should not be entitled to terminate the acquisition as a result of an
anticipated violation of a statute that was already in place (and that the buyer presumably
knew to be in place) when the buyer signed the agreement. The buyer may respond that,
even if aparticular statuteis already in effect as of the signing date, there may subsequently
be significant changes in the statute or in the regulations under the statute, and that such
changes should be sufficient to justify the buyer’s refusal to complete the acquisition.
Indeed, the buyer may seek to expand the scope of Section 7.6 to ensure that the buyer will
havea“walk right” if any changeintheinterpretation or enforcement of alegal requirement
creates a mererisk that such a violation might occur or be asserted, even though there may
be some uncertainty about the correct interpretation of the legal requirement in question.

7.9 GOVERNMENTAL AUTHORIZATIONS

Buyer shall havereceived such Governmental Authorizations as are necessary or desirableto
allow Buyer to operate the Assets from and after the Closing.

COMMENT
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In some circumstances, the Seller will want to limit this condition to material
Governmental Authorizations or requirethat those Governmental Authorizationsintendedto
beclosing conditions be listed.

7.10 ENVIRONMENTAL REPORT

Buyer shall have received an environmental site assessment report with respect to Seller’s
Facilities, which report shall be acceptable in form and substance to Buyer in its sole discretion.

COMMENT

A buyer may decide to require, as a condition to closing, receipt of a satisfactory
environmental evaluation of theseller’ sreal property, or at least its principal properties, by a
qualified consultant. These evaluations generally are categorized as either Phasel or Phase
I environmental reviews. A Phase | review is an assessment of potential environmental
contamination in the property resulting from past or present land use. The assessment
usually is based on site inspections and interviews, adjacent land use surveys, regulatory
program reviews, aerial photograph evaluations and other background research. The scope
usually islimited to ananalysis of existing data, excluding coresamples or physical testing.
A Phasell review isa subsurfaceinvestigation of the property through sel ected soil samples,
laboratory analysis and testing. These reviews are then reduced to writing in a detailed
report containing the consultant’s conclusions and recommendations. Subsurface testing
may beresisted by the seller. See the Comment to Section 5.1.

Assuming that the buyer knows little about the seller’ s real property at the time of
drafting the acquisition agreement, aPhasel report would be appropriate requirement. Once
the work is completed and the Phase | report issued, the buyer could then delete the
condition or requirea Phasell report, depending on the conclusi ons and recommendations of
the consultant.

7.11 WARNACT NOTICE PERIODSAND EMPLOYEES
€) All requisite notice periods under the Warn Act shall have expired.

(b) Buyer shall have entered into employment agreementswiththoseemployeesof Seller
identified in Exhibit 7.11.

(©) Those key employeesof Seller identified on Exhibit 7.11, or substitutestherefor who
shall be acceptable to Buyer, in its sole discretion, shall have accepted employment with
Buyer with such employment to commence on and as of the Closing Date.

(d) Substantially all other employees of Seller shall be available for hiring by Buyer, in
its sole discretion, on and as of the Closing Date.

COMMENT

As indicated in the Comment to Section 3.23, the WARN Act contains an
ambiguous provision that deals with the sale of a business. This provision has two basic
components: (1) it assignstheresponsibility, respectively, totheseller for givingWARN Act
noticesfor plant closings or mass layoffsthat occur “ up to and including the eff ective date of

- 137 -
3478819v1



thesale” and to the buyer for giving WARN Act notices for plant closings or mass layoffs
that occur theregfter; (2) it deems, for WARN Act purposes, any non-part-time employee of
the seller to be “an employee of the purchaser immediately after the effective date of the
sdle” 29 U.S.C. § 2101(b)(1).

A buyer seeking to avoid WARN Act liability may require that the sdler
permanently lay off its employees on or before the effective date of the sale so that the
WARN Act notice obligations are the seller's. Of course, a sdller seeking to avoid these
notice obligations (or any WARN Act liability) may seek a representation from the buyer
that it will employ a sufficient number of seller's employees so that the WARN Act is not
triggered. Alternatively, the seller may seek to postpone the closing date so as to allow
sufficient time to provide any requisite WARN notice to its employees. In those
circumstances, the seller would ordinarily insist that a binding acquisition agreement be
executed (with adeferred closing date) beforeit givestheWARN notice. Further, thebuyer
may agreeto employ a number of the seller’s employees on substantially similar terms and
conditions of employment such that an insufficient number of the seller’s employees will
experiencean “ employment loss,” thereby rdieving the seller of WARN notice obligations
or any other WARN liability. The buyer may consider thisoption if it desiresto closethe
transaction promptly without the delay, busi ness disruption and adverse effect on employee
morale that may occur if the seller provides the WARN notice. This approach is often
utilized if thereis a concurrent signing and closing of the acquisition agreement. Oncethe
buyer employs the seller’s employees, it is then the buyer’s responsibility to comply with
WARN in the event that it implements any layoffs after the closing date.

It is not uncommon in acquisition transactions for the seller and buyer to “design
around” thestatutory provisions so that the WARN noticeisnot legally required. However,
it is important to note that if the buyer represents that it will hire most of the sdller’s
employees, it may becomea* successor employer” under the National Labor Rdations Act if
theseller’ s employees are covered by a collective bargaining agreement. See the Comment
to Section 3.24.

7.13 FINANCING

Buyer shall have obtained on terms and conditions satisfactory to it all of the financing it
needs in order to consummate the Contemplated Transactions and to fund the working capital
requirements of the Buyer after the closing.

COMMENT

This Section permits broad discretion to the Buyer in determining the manner and
natureof itsfinancing. Thesectionissufficiently broad asto permit asdler to arguethat the
condition turns the agreement into a mere option to purchase. This argument is even more
compelling where a general due diligence condition to closing is inserted. See the
introductory Comment to Article 7. Where the buyer does not in fact have the necessary
financing in place, either the agreement should not be executed or some condition of thissort
should beinserted. Analternativethat might be satisfactory to both partiesistheforfeiture
of asubstantial earnest money deposit should the transaction fail because of the absence of
financing.

A number of options are available to the seller who objects to such a broad
condition. Thebuyer might be givenarelatively short period, such asthirty or sixty days, in
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whichthe condition must either be satisfied or waived. Time periodsfor the Buyer to reach
various stages, such as a term sheet and a definitive credit agreement, might be specified.
Theterms of the financing might be narrowly defined so asto permit the buyer littleleeway
in using this condition to avoid the closing of the transaction or the seller might require
presentation by the buyer of any existing term sheet or proposal |etter.

A more extreme position on the part of the seller would beto requirearepresentation
by the buyer to the effect that financing isin place or that it has sufficient resources to fund
the acquisition.

0. TERMINATION

9.1 TERMINATION EVENTS

By notice given prior to or at the Closing, subject to Section 9.2, this Agreement may be
terminated as follows:

€) by Buyer if amaterial Breach of any provision of this Agreement hasbeen committed
by Seller or Shareholders and such Breach has not been waived by Buyer;

(b) by Seller if amaterial Breach of any provision of this Agreement hasbeen committed
by Buyer and such Breach has not been waived by Seller;

(©) by Buyer if any condition in Article 7 has not been satisfied as of the date specified
for Closing in the first sentence of Section 2.6 or if satisfaction of such a condition by such
date is or becomes impossible (other than through the failure of Buyer to comply with its
obligations under this Agreement) and Buyer has not waived such condition on or before
such date; or

(d) by Seller, if any condition in Article 8 has not been satisfied as of the date specified
for Closing in the first sentence of Section 2.6 or if satisfaction of such a condition by such
dateisor becomesimpossible (other than through the failure of Seller or the Shareholdersto
comply with their obligations under this Agreement) and Seller has not waived such
condition on or before such date;

(e by mutual consent of Buyer and Seller;
)] by Buyer if the Closing has not occurred on or before , Or such

later date as the parties may agree upon, unless the Buyer is in material Breach of this
Agreement; or

(¢)] by Seller if the Closing has not occurred on or before , Or such
later date as the parties may agree upon, unless the Seller or Shareholders are in material
Breach of this Agreement.

COMMENT

Under basic principles of contract law, one party has the right to terminate its
obligations under an agreement in the event of a material breach by the other party or the
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nonfulfillment of a condition precedent to theterminating party’ s obligation to perform. An
acquisition agreement does not requirea special provision simply to confirmthis principle.
However, Section 9 serves two additional purposes. first, it makes it clear that a
non-defaulting party may terminate its further obligations under the Model Agreement
beforethe Closing if it isclear that acondition to that party’ s obligations cannot befulfilled
by the calendar date set for the Closing; second, it confirms that the right of a party to
terminate the acquisition agreement does not necessarily mean that the parties do not have
continuing liabilities and obligationsto each other, especially if one party has breached the
agreement.

The first basis for termination is straightforward — one party may terminate its
obligations under the acquisition agreement if the other party has committed a material
default or breach. Whilethere may be a dispute between the partiesthat resultsin litigation,
this provision makesit clear that a non-defaulting party can walk away from the acquisition
if the other party has committed a material breach. Tothe extent that thereisany ambiguity
in the law of contracts that might require that the parties consummate the acquisition and
litigate over damages later, this provision in combination with Section 9.2 should diminate
that ambiguity.

Under subsections (c) and (d), each party has theright to terminateif conditions to
the terminating party’ s obligation to close are not fulfilled, unless such nonfulfillment has
been caused by theterminating party. Unlike subsections (a) and (b), theseprovisionsenable
aparty to terminate the agreement without regard to whether the other party isat fault, if one
or more of the conditionsto Closingin Articles 7 and 8 arenot fulfilled. For example, itisa
condition to each party’s obligation to close that the representations and warranties of the
other party be correct at the Closing (see Sections 7.1 and 8.1 ). This condition might fail
dueto outsideforces over which neither party has control, such asasignificant new lawsuit.
Theparty for whose benefit such a condition was provided should havetheright toterminate
its obligations under the agreement, and subsections (b) and (d) provide thisright. If the
condition cannot befulfilledinthefuture, that party need not wait until thescheduled closing
date to exerciseitsright to terminate. Also, unlike subsections (a) and (b), subsections (c)
and (d) have no materiality test. The materiality and reasonableness qualifications, where
appropriate, areincorporated into the closing conditions of Articles 7 and 8.

Subsections (a), (b), (c) and (d) may overlap to some extent in that the breach of a
representation will often also result inthefailureto satisfy acondition and neither provision
contains a right by the breaching party to cure the breach. However, either party (more
likely the Seller) may suggest that a non-breaching party should not be ableto terminatethe
agreement if the breaching party cures all breaches beforethe scheduled closing date. This
may be reasonable in some circumstances, but both parties (especially the buyer) should
carefully consider the ramifications of giving the other party a blanket right to cure any
breaches regardless of their nature.

Thethird basisfor termination, the mutual consent of the parties, makesit clear that
the parties do not the need the consent of the shareholders or any third-party beneficiaries
(despite the disclaimer of any third-party beneficiaries in Section 13.9) to terminate the
acquisition agreement.

The final basis for termination is the “drop dead” date provision. Section 2.6
provides that the closing will take place on the later of a specified date or the expiration of
the HSR waiting period. Section 2.6 states that failure to close on the designated closing
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date does not, by itself, constitute a termination of the obligations under the acquisition
agreement. Subsections (f) and (g) of Section 9.1 complement Section 2.6 by enabling the
partiesto chooseadate beyond which either party may call off the deal simply becauseit has
taken too long to get it done. Again, like subsections (c) and (d), thisright of termination
does not depend upon one party being at fault. Of course, if there is fault, Section 9.2
preserves the rights of the party not at fault. However, even if no one is at fault, a
non-breaching party should be entitled to call a halt to the acquisition at some outside date.
Sometimes the“ drop dead” date will be obvious from the circumstances of the acquisition.
In other cases it may be quite arbitrary. In any event, it is a good idea for the parties to
resolve the issue when the acquisition agreement is signed.

Theparties may negotiateand agreethat other events will permit oneor both of them
to terminate the acquisition agreement. If so, it will be preferable to add these events or
situationstothelist of “termination events’ to avoid any concern about whether Article9is
exclusive as to theright to terminate and, therefore, overrides any other provision of the
acquisition agreement regarding termination.

Such events or situations are similar to the types of mattersthat are customarily set
as conditions to the closing, but are of sufficient importanceto one party or the other that a
party does not want to wait until the closing date to determine whether the condition has
occurred thus avoi ding continuing expense and effort in thetransaction. Thekinds of events
and situations a buyer might seek asgiving it aright to terminate earlier than the closing date
includethebuyer’ sinability to conclude an employment arrangement with one or more key
persons on the seller’ s staff, the buyer’ s dissatisfaction with something turned up inits due
diligenceinvestigation, or material damageto or destruction of asignificant asset or portion
of theassets. Thesdler might seek theright to terminate earlier than the closing date dueto
the buyer’ s inability to arrange its acquisition financing.

9.2 EFFECT OF TERMINATION

Each party’ sright of termination under Section 9.1 is in addition to any other rights it may
have under this Agreement or otherwise, and the exercise of such right of termination will not be an
election of remedies. If this Agreement isterminated pursuant to Section 9.1, all obligations of the
partiesunder this Agreement will terminate, except that the obligations of the partiesin this Section
9.2 and Articles 12 and 13 (except for those in Section 13.5) will survive; provided, however, that if
this Agreement isterminated because of aBreach of this Agreement by the non-terminating party or
because one or more of the conditionsto theterminating party’ sobligationsunder this Agreement is
not satisfied asaresult of the party’ sfailureto comply with itsobligations under this Agreement, the
terminating party’ s right to pursue all legal remedies will survive such termination unimpaired.

COMMENT

Section 9.2 providesthat if theacquisition agreement isterminated through no fault
of the non-terminating party, neither party has any further obligations under the acquisition
agreement. The exceptions acknowledgethat the parties will have continuing obligationsto
pay their own expenses (see Section 13.1) and to preserve the confidentiality of the other
party’ s information (see Article 12).

The parties should consider the possibility of preserving the continued viability of
other provisions in the acquisition agreement. For example, Sections 3.30 and 4.4 are
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reciprocal representations by the partiesthat there are no broker’ sfees. Whileany broker’s
fee most likely would be due only upon the successful closing of the acquisition, it is
possible that a broker will demand payment of a fee after termination, in which case the
parties may want thisrepresentation to continuein full forceand effect. Another exampleis
Section 13.4, which provides for thejurisdiction and venue of any action arising out of the
acquisition agreement. Whilethis provision would probably remain in effect regardl ess of
theexceptionsin Section 9.2, it is possible that the obligations of the partiesin Section 13.4
would terminate along with the acquisition agreement.

If theterminating party asserts that the acquisition agreement has been terminated
dueto abreach by the other party, theterminating party’ srights are preserved under Section
9.2. This provision deals only with the effect of termination by a party under the terms of
this Section and does not definetherights and liabilities of the parties under the acquisition
agreement except in the context of atermination provided for in Section 9.1.

Many times the parties will negotiate specific consequences or remedies that will
flow from and be available to a party in the event of a termination of the acquisition
agreement rather than rely on the preservation of their general legal and equitablerightsand
remedies. Such remedieswill typically differentiate between atermination that is based on
thefault or breach of aparty and atermination that is not. 1nsome transactions, the parties
may agreeto relieve each other of consequential or punitive damages.

In the former category, the parties may negotiate a liquidated damages remedy or
may agreein lieu of damages and an election to terminate, that the non-breaching party (or
party without fault) may pursue specific performance of the acquisition agreement. Such
remedies must be carefully drafted and comply with any applicable state statutory and case
law governing such remedies.

Inthelatter category, theparties may providefor adeposit by thebuyer to bepaidto
thesdler if thereisatermination of the acquisition agreement by the buyer without fault on
the part of theseller. Inlieu of aforfeitable deposit, the parties may agree that in the event
of a termination of the acquisition agreement pursuant to the right of a party (often the
buyer), theterminating party will reimbursethe other party (oftentheseller) if not in default
for some or all of the expenses it has incurred in the transaction, such as a costs for
environmental studies, the HSR filing fee and/or fees of special consultants and counsel.

10. ADDITIONAL COVENANTS
10.1 EMPLOYEESAND EMPLOYEE BENEFITS

€) Information on Active Employees. For the purpose of this Agreement, the term
“Active Employees’ shall mean all employees employed on the Closing Date by Seller for
its business who are: (i) bargaining unit employees currently covered by a collective
bargaining agreement or (ii) employed exclusively in Seller’s business as currently
conducted, including employees on temporary leave of absence, including family medical
leave, military leave, temporary disability or sick leave, but excluding employees on long
term disability leave.

(b) Employment of Active Employees by Buyer.
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3478819v1

() Buyer is not obligated to hire any Active Employee, but may interview all
Active Employees. Buyer will promptly provide Seller alist of Active Employeesto
whom Buyer has made an offer of employment that has been accepted to be effective
on the Closing Date (the “Hired Active Employees’). Subject to Legal
Requirements, Buyer will have reasonable access to the facilities and personnel
Records (including performance appraisals, disciplinary actions, grievances, and
medical Records) of Seller for the purpose of preparing for and conducting
employment interviewswith all Active Employeesand will conduct theinterviewsas
expeditiously as possible prior to the Closing Date. Access will be provided by
Seller upon reasonable prior notice during normal business hours. Effective
immediately before the Closing, Seller will terminate the employment of all of its
Hired Active Employees.

(i) Neither Seller nor either Shareholder nor their Related Persons shall solicit
the continued employment of any Active Employee (unless and until Buyer has
informed Seller in writing that the particular Active Employee will not receive any
employment offer from Buyer) or the employment of any Hired Active Employee
after the Closing. Buyer shall inform Seller promptly of the identities of those
Active Employees to whom it will not make employment offers, and Seller shall
assist Buyer in complying with the WARN Act asto those Active Employees.

(iif)  Itisunderstood and agreed that (A) Buyer’s expressed intention to extend
offers of employment as set forth in this Section shall not constitute any
commitment, Contract or understanding (expressed or implied) of any obligation on
the part of Buyer to a post-Closing employment relationship of any fixed term or
duration or upon any terms or conditions other than those that Buyer may establish
pursuant to individual offersof employment, and (B) employment offered by Buyer
is“at will” and may be terminated by Buyer or by an employee at any time for any
reason (subject to any written commitments to the contrary made by Buyer or an
employee and Legal Requirements). Nothing in this Agreement shall be deemed to
prevent or restrict in any way the right of Buyer to terminate, reassign, promote or
demote any of the Hired Active Employees after the Closing, or to change adversely
or favorably thetitle, powers, duties, responsibilities, functions, locations, salaries,
other compensation or terms or conditions of employment of such employees.

Salaries and Benefits.

() Seller shall be responsible for (A) the payment of all wages and other
remuneration dueto Active Employeeswith respect to their servicesasemployeesof
Seller through the close of business on the Closing Date, including pro rata bonus
payments and all vacation pay earned prior to the Closing Date, (B) the payment of
any termination or severance paymentsand the provision of health plan continuation
coverage in accordance with the requirements of COBRA and Section 601 through
608 of ERISA, and (C) any and all payments to employees required under the
WARN Act.
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(d)

(€)

(i)  Seller shall beliable for any claims made or incurred by Active Employees
and their beneficiaries through the Closing Date under the Employee Plans. For
purposes of the immediately preceding sentence, a charge will be deemed incurred,
in the case of hospital, medical or dental benefits, when the services that are the
subject of the charge are performed and, in the case of other benefits (such as
disability or life insurance), when an event has occurred or when a condition has
been diagnosed which entitles the employee to the benefit.

Seller's Retirement and Savings Plans.

Q) All Hired Active Employeeswho are participantsin Seller’ sretirement plans
shall retain their accrued benefits under Seller’s retirement plans as of the Closing
Date, and Seller (or Seller’ sretirement plan) shall retain sole liability for the payment
of such benefits as and when such Hired Active Employees become eligible therefor
under such plans. All Hired Active Employees shall become fully vested in their
accrued benefits under Seller’ s retirement plans as of the Closing Date, and Seller
wll so amend such plans if necessary to achieve thisresult. Seller shall cause the
assets of each Employee Plan to equal or exceed the benefit liabilities of such
Employee Plan on a plan termination basis as of the Effective Time.

(i)  Seller will cause its savings plan to be amended in order to provide that the
Hired Active Employeesshall be fully vested intheir accounts under such plan as of
the Closing Date and all payments thereafter shall be made from such plan as
provided in the plan.

No Transfer of Assets. Neither Seller nor Shareholders nor their respective Related

Personswill make any transfer of pension or other employee benefit plan assetstothe Buyer.

(f)

Collective Bargaining M atters. Buyer will set itsown initial termsand conditions

of employment for the Hired Active Employees and othersit may hire, including work rules,
benefits and salary and wage structure, all as permitted by law. Buyer is not obligated to
assume any collective bargaining agreements under this Agreement. Seller shall be solely
liable for any severance payment required to be made to its employees due to the
Contemplated Transactions. Any bargaining obligations of Buyer with any union with
respect to bargaining unit employees subsequent to the Closing, whether such obligations
arise before or after the Closing, shall be the sole responsibility of Buyer.

(9)

3478819v1

General Employee Provisions.

() Seller and Buyer shall give any notices required by law and take whatever
other actions with respect to the plans, programs and policies described in this
Section 10.1 as may be necessary to carry out the arrangements described in this
Section 10.1.

(i)  Seller and Buyer shall provide each other with such plan documents and

summary plan descriptions, employee dataor other information asmay bereasonably
required to carry out the arrangements described in this Section 10.1.
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(iti)  If any of the arrangements described in this Section 10.1 are determined by
the IRS or other Governmental Body to be prohibited by law, Seller and Buyer shall
modify such arrangementsto as closely as possible reflect their expressed intent and
retain the allocation of economic benefits and burdens to the parties contemplated
herein in a manner which is not prohibited by law.

(iv)  Seller shall provide Buyer with completed 1-9 forms and attachments with
respect to al Hired Active Employees, except for such employees as Seller shall
certify in writing to Buyer are exempt from such requirement.

(v) Buyer shall not have any responsibility, liability or obligation, whether to
Active Employees, former employees, their beneficiariesor to any other Person, with
respect to any employee benefit plans, practices, programs or arrangements
(including the establishment, operation or termination thereof and the notification

and provision of COBRA coverage extension) maintained by Seller.
COMMENT

A sale of assets presents some unique problems and opportunities in dealing with
employees and employee benefits. In a sale of assets, unlike a stock purchase or statutory
combination, the buyer can be selective in determining who to employ and has more
flexibility in establishing theterms of employment. Theaction taken by the buyer, however,
will have an impact on its abligations with respect to any collective bargaining agreements
(seethe Comment to Section 3.24) and the application of the WARN Act (seethe Comment
to Section 3.23).

Although many of the obligations of aseller and buyer will flow from the structure
of theacquisition or legal requirements, it is customary to set out their respective obligations
with respect to employees and employee benefitsin theacquisition agreement. Section 10.1
has been drafted to deal with these issues from a buyer’s perspective. Subsection (b)
providesthat the Buyer may interview and extend offers of employment to employees, all of
whom will be terminated by the Seller immediately before the closing. The Buyer is not
committed to extend offers and is not restricted with respect to termination, reassignment,
promotion or demotion, or changesin responsibilities or compensation, after theclosing. In
subsection (c), the Seller’ s obligations for payment of wages, bonuses, severance and other
items are set forth.

In most cases, the seller and buyer share a desire to make the transition as easy as
possibleso as not to adversely affect the moral e of theworkforce. For thisreason, the seller
may prevail onthe buyer to agreeto employ all the employees after theclosing. Theseller
may also want to provide for a special severance arrangement applicable to long-time
employees who may be terminated by the buyer within a certain period of time after the
acquisition. Section 10.1 should be modified accordingly.

Subsections (d) and (€) deal with certain employee benefit plans. The employees
hired by the Buyer are to retain their accrued benefits and become fully vested under the
retirement and savings plans, which will be maintained by the Seller. However, the Seller
may want to provide that certain benefits be made available to its employees under the
Buyer's plans, particularly if its management will continue to have arole in managing the
ongoing businessfor thebuyer. Itisnot uncommon for asdler torequirethat its employees
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be given prior service credit for purposes of vesting or digibility under a buyer’s benefit
plans. A review and comparison of the terms and scope of the Seller’s and Buyer’s plans
will suggest provisions to add to this portion of the Model Agreement.

If special provisions benefiting the employees of a sdller are included in the
acquisition agreement, the seler may ask that these employees be made third-party
beneficiaries with respect to these provisions. See the Comment to Section 13.9.

10.2 PAYMENT OF ALL TAXESRESULTING FROM SALE OF ASSETSBY SELLER

Seller shall pay in atimely manner all Taxesresulting fromor payable in connectionwiththe
sale of the Assets pursuant to this Agreement, regardless of the Person on whom such Taxes are
imposed by Legal Requirements.

COMMENT

Federal. SeeSection|ll.Eintheintroductory text for adiscussion of federa income
taxes that would be payable if the seller were a C corporation. If the seller isan S
corporation, it will not owe federal income taxes on the sale unless it is subject to the
built-in-gains tax under Code Section 1374.

State. States commonly imposean obligation onthe buyer to pay salestax on sales
of assets and impose on the seller an obligation to collect thetax due. “Sal€’ is normally
defined to include every transfer of title or possession except to the extent that specific
exceptions are prescribed by the legislature. In many (but not all) states, however, thereare
exemptions for isolated sales of assets outside of the ordinary course of business, although
the exemptionstend to be somewhat imprecisely drafted and narrow in scope. For example,
(1) Cdlifornia exemptsthe sale of the assets of a business activity only when the product of
the business would not be subject to salestax if sold inthe ordinary course of business (Cal.
Rev. and Tax. Code § 6006.5(a)); and (2) Texas exempts a sale of the “entire operating
assets’ of a*“business or of aseparate division, branch or identifiable segment of abusiness’
(Tex. Tax Code § 151.304(b)(2)). Incontrast, I1linois has asweeping exemption that applies
to the sale of any property to the extent the seller is not engaged in the business of selling
that property (111. RetailersOcc. Tax 8 1; Regs. § 130.110(a)). Thiswill often exempt all of
the seller’ s assets except inventory, which will be exempted because the buyer will hold it
for resale (Illinois Department of Revenue Private Letter Ruling No. 91-0251 [ March 27,
1991]). Instatesthat impose separatetax regimes on motor vehicles, an exemption for these
assets must befound under the applicable motor vehicletax statute. See, e.g., Tex. Tax Code
§ 152.021 (no exemption for assets and tax is paid on registration of transfer of title).
Accordingly, the availability and scope of applicable state sales and use tax exemptions
should be carefully considered.

10.3 PAYMENT OF OTHER RETAINED LIABILITIES

Inadditionto payment of Taxes pursuant to Section 10.2, Seller shall pay, or make adequate
provision for the payment, in full of all of the Retained Liabilities and other Liabilities of Seller
under thisAgreement. |f any such Liabilitiesare not so paid or provided for, or if Buyer reasonably
determinesthat failure to make any paymentswill impair Buyer’suse or enjoyment of the Assetsor
conduct of the business previously conducted by Seller with the Assets, Buyer may at any time after
the Closing Date elect to make all such paymentsdirectly (but shall have no obligationto do so) and
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set off and deduct the full amount of all such payments from the first maturing installments of the
unpaid principal balance of the Purchase Price pursuant to Section 11.8. Buyer shall receive full
credit under the Promissory Note and this Agreement for all payments so made.

COMMENT

The buyer wants assurances that the ascertainabl e retained liabilities, including tax
liabilities, will be paid from the proceeds of the sale so that these liabilities will not blossom
into lawsuits in which the creditor names buyer as a defendant and seeks to “follow the
assets’.

Theseller will likely resist being required to determine and pay amounts which may
be unknown at thetime of the closing or which may otherwise go unclaimed by the creditor
in question. Moreover, the seller will arguethat this Section deprivesit not only of itsright
to contest or compromise liability for theseretained liabilities but also of itsright of defense
provided under Section 11.9 relating to indemnification. Theseller would likely request that
this Section bestricken or, at aminimum, that it belimited to specifically identified retained
liabilities, with the seller preserving the right to contest, compromise and defend.

10.4 RESTRICTIONSON SELLER DISSOLUTION AND DISTRIBUTIONS.

Seller shall not dissolve, or make any distribution of the proceeds received pursuant to this
Agreement, until the later of (a) 30 days after the completion of all adjustment procedures
contemplated by Section 2.9, (b) Seller’ s payment, or adequate provision for the payment, of all of
its obligations pursuant to Sections 10.2 and 10.3 or (c) the elapse of more than one year after the
Closing Date.

COMMENT

Section 10.4 of theModel Agreement impaosesrestrictions onthe Seller’ s ability to
dissolve or distributethe proceeds of the asset saleto its shareholders. Thelimitation isnot
lifted until the parties complete any Purchase Price adjustment required under Section 2.8
andthe Sdler haseither paid, or madeprovision for the payment of, its obligati ons pursuant
to Sections 10.2 and 10.3.

Section 10.4(a), restricting the Seller’s dissolution or its distribution of the sales
proceeds until completion of all price adjustment procedures under Section 2.9, isintended
to assurethe Buyer that the Seller will continueto work until those post-closing procedures
are concluded and will have the assets necessary to satisfy any obligations to Buyer under
the Model Agreement. Without such a restriction, the Buyer might have to address the
settlement of any disputes arising from those procedures or the payment of any adjustment
owed (particularly if owedtothe Buyer) with all of the Seller’ s shareholders, some of whom
are not parties to the Model Agreement. Depending on tax and other considerations,
however, asdler may want to dissolve or distribute more quickly. The parties may then
negotiate a means by which the buyer can resolve any post-closing procedures without
dealing with all of the seller’s shareholders (for example, a liquidating trust) and the
determination and, if needed, inclusion in the escrow of an estimated amount to provide a
sufficient source for any post-closing adjustment which may be payabl e to the buyer.

- 147 -
3478819v1



The Section 10.4(b) limitation upon dissolution and distribution until payment, or
provision for payment, of the Seller’s obligations reflects the Buyer’s concern about its
exposureto therisks that fraudulent conveyance or bulk sales statutes may adversdy affect
the Buyer’s ownership or enjoyment of the purchased assets after the Closing. See the
Commentsto Sections 3.32 and 5.10. By requiring payment, or provision for payment, the
Model Agreement sets a standard which reflects what many business corporation statutes
require beforepermitting acorporationto dissolve. See, e.g., Tex. Bus. Corp. Act arts. 2.38
(a corporation may not make any distribution to its shareholders if afterward it would not
have surplus or be ableto pay its debts as they come duein the usual course of its business)
and 6.04 (before dissolution a corporation must discharge, or make adequate provision for
the discharge, of all of its liabilities or apply all of its assets so far as they will go to the
discharge of itsliabilities). Depending onthelength of the applicable statute of limitations
for actions against a dissolved corporation’s shareholders compared to the period of
limitations for contractual obligations, the incorporation of this standard in the agreement
between the parties may also extend the time during which a buyer could bring an action,
particularly inthe case where one or more principal shareholders arepartiestotheagreement
(asis the case under the Moddl Agreement). See Section 11.7 regarding contractual time
limits for claims for indemnification.

A buyer may desire to restrict distribution of the Promissory Note to the seller’s
shareholders, particularly if some of the shareholders are not “accredited investors’ (as
defined in SEC Regulation D), in order to facilitate compliance with applicable securities
laws. See Section 3.31 and the related Comment.

Thesdler may resist the requirement for payment, or provision for payment, of its
obligations becauseit interferes withits ability to control its own affairs and to wind themup
promptly after the completion of the sale of its assets. There may also be mattersin dispute
which may practically eiminate the seller’s ability to make distributions because the
difficulty of determining what provision should be made. The seller may also point to the
escrow, if substantial, as providing adequate protection for the buyer.

Ontheother hand, if the buyer has reason to be concerned about thefinancial ability
or resolve of the sdler to pay its creditors, the buyer may want to insist on a provision more
stringent than that contained in the Model Agreement. As an example, Section 10.4(c)
prohibits the Buyer from making any distributions for a period of time, perhaps, as a
minimum, the period in which creditors can bring actions under an applicable bulk sales
statute. Inthe extreme case, the buyer may want toinsist that the seller’ s obligations be paid
asapart of the closing.

10.8 NONCOMPETITION, NONSOLICITATION AND NONDISPARAGEMENT

€) Noncompetition. For a period of years after the Closing Date, Seller shall
not, anywherein , directly or indirectly invest in, own, manage, operate, finance,
control, advise, render servicesto, or guarantee the obligations of, any Person engaged in or
planning to become engaged in the business (* Competing Business’);
provided, however, that Seller may purchase or otherwise acquire up to (but not more than)
_____ percent of any class of the securities of any Person (but may not otherwise participate
in the activities of such Person) if such securities are listed on any national or regional
securities exchange or have been registered under Section 12(g) of the Exchange Act.
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(b) Nonsolicitation. For aperiod of yearsafter the Closing Date, Seller shall not,
directly or indirectly:

() solicit the business of any Person who is a customer of Buyer;

(i) cause, induce or attempt to cause or induce any customer, supplier, licensee,
licensor, franchisee, employee, consultant or other business relation of Buyer to
cease doing business with Buyer, to deal with any competitor of Buyer, or in any
way interfere with its relationship with Buyer;

(iif)  cause, induce or attempt to cause or induce any customer, supplier, licensee,
licensor, franchisee, employee, consultant or other businessrelation of Seller onthe
Closing Date or within the year preceding the Closing Date to cease doing business
with Buyer, to deal with any competitor of Buyer, or in any way interfere with its
relationship with Buyer; or

(iv)  hire, retain, or attempt to hire or retain any employee or independent
contractor of Buyer, or in any way interferewith the relationship between any Buyer
and any of its employees or independent contractors.

(©) Nondisparagement. After the Closing Date, Seller will not disparage Buyer or any
of Buyer’s shareholders, directors, officers, employees or agents.

(d) M odification of Covenant. If afinal judgment of a court or tribunal of competent
jurisdiction determinesthat any term or provision contained in Section 10.8(a) through(c) is
invalid or unenforceable, then the parties agree that the court or tribunal will have the power
to reduce the scope, duration, or geographic area of the term or provision, to delete specific
wordsor phrases, or to replace any invalid or unenforceable termor provisionwithatermor
provision that is valid and enforceable and that comes closest to expressing the intention of
theinvalid or unenforceable term or provision. This Section 10.8 will be enforceable as so
modified after the expiration of the time within which the judgment may be appealed. This
Section 10.8 isreasonable and necessary to protect and preserve Buyer’ slegitimatebusiness
interestsand the value of the Assetsand to prevent any unfair advantage being conferred on
Seller.

COMMENT

Certain information must be provided to complete Section 10.8, including (1) the
duration of the restrictive covenants, (2) the geographic scope of the noncompetition
provisions, (3) adescription of the Competing Business, and (4) the percentage of securities
that the sellers may own of a publicly-traded company that is engaged in a Competing
Business. Beforedesignating thetemporal and geographic scope of therestrictivecovenants,
counse should review applicable statelaw to determineif thereisastatutewhich dictatesor
affects the scope of noncompetition provisionsin the sale of a business context, and, if not,
examine state case law to determine the scope of restrictive covenants that state courts are
likely to uphold as reasonable.

Care must be taken in drafting language which relates to the scope of
noncompetition provisions. If theduration of the noncompetition covenant is excessive, the

- 149 -
3478819v1



geographic scope is greater than the scope of the sdler’s market, or the definition of
“Competing Business” is broader than the Company’s product markets, product lines and
technology, then the covenant is more likely to be stricken by a court as an unreasonabl e
restraint on competition. Buyer's counsd should be alert to the fact that, in some
jurisdictions, courts will not revise overreaching restrictive covenants, but will strike them
completely. From the buyer’s perspective, the objectiveisto draft a provision which fully
protects the goodwill the buyer is purchasing, but which also has a high likelihood of being
enforced. Sometimes this means abandoning a geographic restriction and replacing it witha
prohibition on soliciting the Company’ s customers or suppliers.

The activities which constitute a “Competing Business’ are usually crafted to
prohibit the sellers from competing in each of the Company’ s existing lines of business, and
in areas of business into which, as of the date of the agreement, the Company has plans to
expand. Drafting this language often requires a thorough understanding of the seller’s
business, including, in some cases, an in-depth understanding of the parties’ product lines,
markets, technology, and business plans. Asaresult, drafting this language is frequently a
collaborative effort between buyer and its counsel. Insome cases, abuyer also will want the
sellers to covenant that they will not compete with certain of the buyer’s business lines,
regardless of whether, on or beforethe Closing Date, the Company conducted or plannedto
conduct businessinthoseareas. Thisconstructionislikely to bestrongly resisted by sellers,
who will arguethat they are selling goodwill associated only with the Company’ s business,
not other lines of business, and that such a provision would unreasonably prohibit themfrom
earning a living.

Noncompetition provisions should not be intended to prohibit sdlers from
non-material, passive ownership in an entity which competes with the buyer. As aresult,
most restrictive covenants provide an exception which permits the sellers to own up to a
certain percentage of a publicly-traded company. Often, abuyer’ sfirst draft will permit the
sellersto own up to 1% of a public company. Inany case, abuyer should resist thesellers
attempts to increase the percentage over 5%, the threshold at which beneficial owners of
public company stock must file a Schedule 13D or 13G with the SEC. Ownership of more
than 5% of a public company’s stock increases the likelihood that a party may control the
company or be able to change or influence its management, a situation anathema to the
intention of the noncompetition covenant. The exception to the noncompetition provision
for stock ownership in a public company usually does not include ownership of stock in
private, closely-held entities because, since such entities arenot SEC reporting entities, itis
too difficult to determine whether an investor in such an entity is controlling or influencing
the management of such entities.

For a detailed discussion of substantive legal issues involving noncompetition,
nonsolicitation and nondisparagement provisions, see the commentary to Section 4 of the
Noncompetition, Nondisclosure and Nonsolicitation Agreement.

10.11 FURTHER ASSURANCES

Subject to the proviso in Section 6.1, the parties shall cooperate reasonably with each other
and with their respective Representatives in connectionwith any stepsrequired to betaken aspart of
their respective obligations under this Agreement, and the parties agree (a) to furnish uponrequest to
each other such further information, (b) to execute and deliver to each other such other documents,
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and (c) to do such other actsand things, all asthe other party may reasonably request for the purpose
of carrying out the intent of this Agreement and the Contemplated Transactions.

COMMENT

This Sectionreflectsthe obligation, implicit in other areas of the M odedl Agreement,
for the partiesto cooperateto fulfill their respective obligations under the agreement and to
satisfy the conditions precedent to their respective obligations. The Section would be
invoked if oneparty were, for example, to intentionally fail to undertake actions necessary to
fulfill its own conditions to closing and use the failure of those conditions as a pretext for
refusing to close.

A further assurances provisioniscommon in acquisition agreements. Oftenthereare
permits, licenses, and consents that can be obtained as aroutine matter after the execution of
the acquisition agreement or after theclosing. Thefurther assurances provision assureseach
party that routine matters will be accomplished and that the other party will not withhold
signaturesrequired for transferring assets or consenting to transfers of businesslicensesinan
attempt to extract additional consideration.

In additionto the covenantsin Section 10.11, the acquisition agreement may contain
covenantsthat involve mattersthat cannot be conditions precedent to the closing because of
timeor other considerations, but that the buyer views as an important part of theacquisition.
These additional covenants may arise out of exceptionstothe seller’ srepresentations noted
inthedisclosureletter. For example, theseller may covenant to remove atitle encumbrance,
finalizealegal proceeding, or resolvean environmental problem. Ordinarily thereisavalue
placed upon each post-closing covenant so that if the seller does not perform, the buyer is
compensated by an escrow or hold-back arrangement. Post-closing covenants may also
include a covenant by the seller to pay certain debts and obligations of the sdler to third
parties not assumed by the buyer, or ddiver promptly to thebuyer any cash or other property
that the seller may receive after the closing that the acquisition agreement requiresthemto
transfer to the buyer.

Finally, thebuyer may want either to include provisionsin the acquisition agreement
or to enter into a separate agreement with the seller requiring the seller to perform certain
services during the transition of ownership of the assets. Such provisions (or such an
agreement) typically describethe nature of the seller’ s services, theamount of time(inhours
per week and number of days or weeks) the seller must devote to such services, and the
compensation, if any, they will receive for performing such services. Because such
arrangements are highly dependent on the circumstances of each acquisition, these
provisions are not included in the Model Agreement.

11. INDEMNIFICATION; REMEDIES
COMMENT

Article11 of theModel Agreement providesfor indemnificationand other remedies.
Generally, thebuyer of aprivately-held company seeksto impose not only ontheseller, but
also on its shareholders, financial responsibility for breaches of representations and
covenants in the acquisition agreement and for other specified matters that may not be the
subject of representations. Theconflict between the buyer’ sdesirefor that protectionandthe
shareholders’ desire not to have continuing responsibility for a business that they no longer
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own often resultsin intense negotiations. Thus, thereis no such thing asaset of “ standard”
indemnification provisions. Thereis, however, astandard set of issuesto be dealt withinthe
indemnification provisions of an acquisition agreement. Article11 of theModel Agreement
addressestheseissuesin away that favorsthe Buyer. The Commentsidentify areasinwhich
the Seller may propose a different resolution.

The organization of Article11 of theModel Agreement isasfollows. Section11.1
provides that the parties’ representations survive the closing and are thus available as the
basis for post-closing monetary remedies. It also attempts to negate defenses based on
knowledgeand implied waiver. Section 11.2 definesthe mattersfor which the Seller andthe
Shareholders will have post-closing monetary liability. It isnot limited to matters arising
frominaccuraciesinthe Seller’ srepresentations. Section 11.3 provides a specific monetary
remedy for environmental matters. It is included as an example of a provision that deals
specifically with contingencies that may not be adequately covered by the more general
indemnification provisions. Thetypes of contingenciesthat may be covered in this manner
vary from transaction to transaction. Section 11.4 defines the matters for which the Buyer
will have post-closing monetary liability. Inacashacquisition, the scope of thisprovisionis
very limited; indeed, it is often omitted entirely. Sections 11.5 and 11.6 set forth levels of
damage for which post-closing monetary remedies arenot available. Section 11.7 specifies
thetime periods during which post-closing monetary remedies may be sought. Section11.8
provides setoff rights against the promissory note delivered as part of the purchase priceas
an alternativeto claims under the escrow. Section 11.9 provides proceduresto befollowed
for, and in the defense of, third party claims. Section 11.10 provides the procedure for
matters not involving third party claims. Section 11.11 provides that the indemnification
providedfor in Article 11 isapplicabl e notwithstanding the negligence of theindemnitee or
the strict liability imposed on the indemnitee.

11.1 SURVIVAL

All representations, warranties, covenants, and obligationsin this Agreement, the Disclosure
Letter, the supplements to the Disclosure Letter, the certificates delivered pursuant to Section 2.7,
and any other certificate or document delivered pursuant to this Agreement shall survivethe Closing
and the consummation of the Contemplated Transactions, subject to Section 11.7. The right to
indemnification, reimbursement, or other remedy based on such representations, warranties,
covenants and obligations shall not be affected by any investigation (including any environmental
investigation or assessment) conducted with respect to, or any Knowledge acquired (or capable of
being acquired) at any time, whether before or after the execution and delivery of this Agreement or
the Closing Date, with respect to the accuracy or inaccuracy of or compliance with, any such
representation, warranty, covenant or obligation. Thewaiver of any condition based onthe accuracy
of any representation or warranty, or on the performance of or compliance with any covenant or
obligation, will not affect the right to indemnification, reimbursement, or other remedy based on
such representations, warranties, covenants and obligations.

COMMENT

The representations and warranties made by the seller and its shareholders in
acquisitions of assets of private companies aretypically, although not universally, intended
to provide a basisfor post-closing liability if they proveto beinaccurate. In acquisitions of
assets of public companies without controlling shareholders, the seller’s representations
typically terminate at the closing and thus serve principally as information gathering
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mechanisms, closing conditions, and abasisfor liability if the closing does not occur (seethe
introductory Comment to Article 3 under the caption “Purposes of the Seller’s
Representations”). If the shareholders of a private company selling its assets are numerous
and include investors who have not actively participated in the business (such as venture
capital investorsin adevel opment stage company), they may anal ogizetheir situationtothat
of the shareholders of a public company and argue that their representations should not
survivethe closing. However, it would be unusual for the shareholders’ representations to
terminate at the closing in a private sale. If the shareholders are numerous, they can signa
joinder agreement, which avoids having each of them sign the acquisition agreement.

If the seller’s representations are intended to provide a basis for post-closing
liahility, it iscommon for the acquisition agreement toinclude an express survival clause(as
set forth above) to avoid the possibility that a court might import the real property law
principle that obligations merge in the delivery of a deed and hold that the representations
mergewith the sale of the assets and thus cannot form the basis of aremedy after theclosing.
Cf. Business Acquisitionsch. 31, at 1279-80 (Herz & Baller eds., 2d ed. 1981). Although no
such case is known, the custom of explicitly providing for survival of representations in
business acquisitions is sufficiently well established that it is unlikely to be abandoned.

Even in the relatively rare cases in which the shareholders of a private company
salling its assets are ableto negotiate the absence of contractual post-closing remedies based
on their representations, they may still be subject to post-closing liability based on those
representations under principles of common law fraud.

Section 11.1 provides that knowledge of an inaccuracy by the indemnified party is
not a defense to the claim for indemnity, which permits the buyer to assert an
indemnification claim not only for inaccuraciesfirst discovered after the closing, but alsofor
inaccuraciesdisclosed or discovered beforethe closing. This approachis often the subject of
considerable debate. A seller may argue that the buyer should be required to disclose a
known breach of the seller’ srepresentations beforethe closing, and waiveit, renegotiatethe
purchase price or refuse to close. The buyer may respond that it is entitled to rely on the
representations made when the acquisition agreement was signed — which presumably
entered into the buyer’s determination of the price that it is willing to pay — and that the
seller should not beableto limit the buyer’ s options to waiving the breach or terminating the
acquisition. The buyer can argue that it has purchased the representations and the related
right to indemnification and is entitled to a purchase price adjustment for an inaccuracy in
thoserepresentations, regardless of the buyer’ sknowledge. 1n addition, the buyer can argue
that any recognition of a defense based on the buyer’ s knowledge could convert each claim
for indemnification into an extensive discovery inquiry into the state of the buyer's
knowledge. See generally Committee on Negotiated Acquisitions, Purchasing the Sock of a
Privately Held Company: The Legal Effect of an Acquisition Review, 51 Bus. Law. 479
(1996).

If thebuyer iswilling to accept somelimitation onits entitlement to indemnification
based onits knowledge, it should carefully definethe circumstances in which knowledgeis
to have this effect. For example, the acquisition agreement could distinguish between
knowledgethat the buyer had bef ore signing the acquisition agreement, knowledgeacquired
through the buyer’s pre-closing investigation, and knowledge resulting from the seler’s
pre-closing disclosures, and could limit the class of personswithinthe buyer’s organization
whose knowledge is rdevant (for example, the actual personal knowledge of named
officers). An aggressive seller may request a contractual provision requiring that the buyer
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disclose its discovery of an inaccuracy immediately and elect at that time to waive the
inaccuracy or terminate the acquisition agreement, or an “anti-sandbagging” provision
precluding anindemnity claimfor breaches known to the buyer beforeclosing. Anexample
of such a provision follows:

[Except as set forthina Certificateto beddivered by Buyer at the Closing,]
to the Knowledge of Buyer, Buyer is not aware of any facts or
circumstances that would serve as the basis for a claim by Buyer against
Sdller or any Shareholder based upon a breach of any of the representations
and warranties of Seller and Shareholders contained in this Agreement [or
breach of any of Seller’sor any Shareholders' covenants or agreements to
beperformed by any of themat or prior to Closing]. Buyer shall be deemed
to have waived in full any breach of any of Seller’s and Shareholders
representations and warranties [and any such covenants and agreements)] of
which Buyer has such awareness [to its Knowledge] at the Closing.

A buyer should bewary of suchaprovision, which may prevent it from making its decision
onthe basis of the cumulative effect of all inaccuracies discovered beforethe closing. The
buyer should also recognize the problems an “anti-sandbagging” provision presents with
respect to thedefinition of “Knowledge’. Seethe Comment tothat definitionin Section1.1.

Thebuyer’ sability to assert afraud claim after the closing may beadversdly affected
if the buyer discoversaninaccuracy beforetheclosing but failsto disclosetheinaccuracy to
the seller until after the closing. In such a case, the seller may assert that the buyer did not
rely on the representation, or that its claimis barred by waiver or estoppd.

The doctrine of substituted performance can come into play when both parties
recognize before the closing that the seller and the shareholders cannot fully perform their
obligations. If the seller and the shareholders offer to perform, albeit imperfectly, can the
buyer accept without waiving itsright to sue on the breach? The common law haslong been
that if abreaching party expressly conditionsits substitute performance on suchawaiver, the
non-breaching party may not accept the substitute performance, even with an express
reservation of rights, and also retain its right to sue under the original contract. See United
Sates v. Lamont, 155 U.S. 303, 309-10 (1894); Restatement, (Second) of Contracts 8278,
comment a. Thus, if thesdler offersto close on the condition that the buyer waiveitsright to
sue on the breach, under the common law the buyer must choose whether to close or to sue,
but cannot close and sue. Although the acquisition agreement may contain an express
reservation of thebuyer’ sright to closeand sue, it isunclear whether courtswill respect such
a provision and allow the buyer to close and sue for indemnification.

The survival of an indemnification claim after the buyer's discovery during
pre-closing investigations of a possible inaccuracy in the seller’s representations was the
issuein CBS, Inc. v. Ziff-Davis Publishing Co., 553 N.E.2d 997 (N.Y. 1990). Thebuyer of a
business advised the seller beforethe closing of facts that had cometo the buyer’ s attention
and, in the buyer’s judgment, constituted a breach of a warranty. The seller denied the
existence of abreach and insisted on closing. Thebuyer asserted that closing onits part with
this knowledge would not constitute awaiver of itsrights. After the closing, the buyer sued
the seller on the alleged breach of warranty. The New Y ork Court of Appeals held that, in
contrast to atort action based on fraud or misrepresentation, which requires the plaintiff’s
beief in the truth of the information warranted, the critical question in a contractual claim
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based on an express warranty is “whether [the buyer] beieved [it] was purchasing the
[seller’s] promise astoits truth.” The Court stated:

The expresswarranty is as much a part of the contract asany other
term. Oncethe express warranty is shown to have been relied on as part of
the contract, theright to beindemnified in damagesfor its breach does not
depend on proof that the buyer thereafter believed that the assurances of fact
made in the warranty would be fulfilled. The right to indemnification
depends only on establishing that the warranty was breached.

Id. at 1001 (citations omitted).

Although the Ziff-Davis opinion was unequivocal, the unusual facts of this case (a
pre-closing assertion of abreach of warranty by thebuyer and theseller’ sthreat tolitigateif
thebuyer refused to close), the contrary views of thelower courts, and avigorous dissent in
the Court of Appealsall suggest that the issue should not be regarded as compl etely settled.
A decision of the U.S. Court of Appealsfor the Second Circuit (applying New Y ork law) has
increased the uncertainty by construing Ziff-Davis as limited to cases in whichthesdler does
not acknowl edge any breach at the closing and thus asinapplicabl eto situationsin whichthe
sellers disclose an inaccuracy in arepresentation before the closing.See Galli v. Metz, 973
F.2d 145, 150-51 (2d Cir. 1992). The Galli court explained:

In Ziff-Davis, therewas a dispute at thetime of closing asto theaccuracy of
particular warranties. Ziff-Davishasfar lessforcewheretheparties agreeat
closing that certain warranties are not accurate. Where abuyer closes on a
contract in the full knowledge and acceptance of facts disclosed by the
seller which would constitute a breach of warranty under the terms of the
contract, the buyer should beforeclosed from later asserting the breach. In
that situation, unlessthe buyer expressly preserveshisrights (asCBSdidin
Ziff-Davis), we think the buyer has waived the breach.

Id.

It is not apparent from the Galli opinion whether the agreement in question
contained a provision similar to Section 11.1 purporting to avoid such a waiver; under an
agreement containing such a provision, the buyer could attempt to distinguish Galli on that
basis. It is also unclear whether Galli would apply to a situation in which the disclosed
inaccuracy was not (or was not agreed to be) sufficiently material to excusethebuyer from
compl eting the acquisition (see Section 7.1 and the related Comment).

The Eighth Circuit seems to agree with the dissent in Ziff-Davis and holds, in
essence, that if the buyer acquires knowledge of a breach from any source (not just the
seller’ sacknowl edgment of the breach) before the closing, the buyer waivesitsright to sue.
SeeHendricksv. Callahan, 972 F.2d 190, 195-96 (8th Cir. 1992) (applying Minnesota law
and holding that a buyer’s personal knowledge of an outstanding lien defeats a claim under
either aproperty titlewarranty or afinancial statement warranty eventhoughthelienwasnot
specifically disclosed or otherwise exempted).

Theconflict between the Ziff-Davis approach and the Hendricks approach has been
resolved under Connecticut and Pennsylvania law in favor of the concept that an express
warranty in an acquisition agreement is now grounded in contract, rather than in tort, and
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that the parties should be entitled to the benefit of their bargain expressed in the purchase
agreement. In Pegasus Management Co., Inc. v. Lyssa, Inc., 995 F. Supp. 43 (D. Mass.
1998), the court followed Ziff-Davis and held that Connecticut law does not require a
claimant to demonstrate reliance on express warranties in a purchase agreement in order to
recover onitswarranty indemnity claims, commenting that under Connecticut law indemnity
clauses are given their plain meaning, even if the meaning isvery broad. The court further
held that the claimant did not waiveitsrightsto the benefits of the express warranties where
the purchase agreement provided that “[€]very . .. warranty . . . set forth in this Agreement
and . . . therights and remedies . . . for any one or more breaches of this Agreement by the
Sdllersshall . . . not be deemed waived by the Closing and shall be effectiveregardlessof . ..
any prior knowledge by or on the part of the Purchaser.” Similarly in American Family
Brands, Inc. v. Giuffrida Enterprises, Inc., 1998 1998 WL 196402 (E.D. Pa. Apr. 23, 1998),
the court, following Pennsylvanialaw and asset purchase agreement sections providing the
“[a] al of therepresentations. . . shall survivethe execution and delivery of this Agreement
and the consummation of the transactions contemplated hereunder” and “ no waiver of the
provisions hereof shall be effective unless in writing and signed by the party to be charged
with such waiver,” sustained a claim for breach of a seller’s representation that there had
been no material adverse change in seller’s earnings, etc. even though the seller had
delivered to the buyer interim financial statements showing a significant drop in earnings.
Id. at *6.

Giventheholdings of Galli and Hendricks, the effect of the survival and non-waiver
language in Section 11.1 is uncertain. Section 11.1 protects the Buyer if, in the face of a
known dispute, the Seller and the Shareholders close believing or asserting that they are
offering full performance under the acquisition agreement when, as adjudged later, they have
not. However, reliance on Section 11.1 may be risky in cases in which there is no dispute
over theinaccuracy of arepresentation a Buyer that proceeds with the closing and later sues
for indemnification can expect to be met with a defense based on waiver and non-reliance
with an uncertain outcome.

There does not appear to beany legitimate policy served by refusing to giveeffect to
an acquisition agreement provision that the buyer is entitled to rely on its right to
indemnification and reimbursement based on the seller’ s representations even if the buyer
learns that they areinaccurate before the closing. Representations are often viewed by the
parties as arisk allocation and price adjustment mechanism, not necessarily as assurances
regarding the accuracy of thefactsthat they state, and should be given effect as such. Galli
should belimited to situationsin which the agreement is ambiguous with respect to the effect
of the buyer’ s knowledge.

11.2 INDEMNIFICATION AND REIMBURSEMENT BY SELLER AND SHAREHOLDERS

Seller and each Shareholder, jointly and severally, will indemnify and hold harmless Buyer,
and its Representatives, shareholders, subsidiaries, and Related Persons (collectively, the “ Buyer
Indemnified Persons’), and will reimburse the Indemnified Persons, for any loss, liability, claim,
damage, expense (including costs of investigation and defense and reasonable attorneys fees and
expenses) or diminution of value, whether or not involving a Third-Party Claim (collectively,
“Damages’), arising from or in connection with:

@ any Breach of any representation or warranty made by Seller or either Shareholder in
(i) thisAgreement (without giving effect to any supplement to the Disclosure L etter), (i) the
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Disclosure Letter, (iii) the supplementsto the Disclosure Letter, (iv) the certificatesdelivered
pursuant to Section 2.7 (for this purpose, each such certificate will be deemed to have stated
that Seller’ s and Shareholders' representations and warranties in this Agreement fulfill the
requirements of Section 7.1 as of the Closing Date as if made on the Closing Date without
giving effect to any supplement to the Disclosure Letter, unless the certificate expressly
statesthat the mattersdisclosed in asupplement have caused acondition specified in Section
7.1 not to be satisfied), (v) any transfer instrument or (vi) any other certificate, document,
writing or instrument delivered by Seller or either Shareholder pursuant to this Agreement;

(b) any Breach of any covenant or obligation of Seller or either Shareholder in this
Agreement or in any other certificate, document, writing or instrument delivered by Seller or
either Shareholder pursuant to this Agreement;

(©) any Liability arising out of the ownership or operation of the Assets prior to the
Effective Time other than the Assumed Liabilities;

(d)  any brokerage or finder’s fees or commissions or similar payments based upon any
agreement or understanding made, or alleged to have been made, by any Person with Seller
or either Shareholder (or any Person acting on their behalf) in connection with any of the
Contemplated Transactions;

(e any product or component thereof manufactured by or shipped, or any services
provided by, Seller, in whole or in part, prior to the Closing Date;

)] any matter disclosed in Parts of the Disclosure Letter;

(¢)] any noncompliancewith any Bulk Sales Lawsor fraudulent transfer law in respect of
the Contemplated Transactions,

(h) any liability under the WARN Act or any similar state or local Legal Requirement
that may result froman “Employment L oss’, asdefined by 29 U.S.C. § 2101(a)(6), caused
by any action of Seller prior to the Closing or by Buyer's decision not to hire previous
employees of Seller;

() any Employee Plan established or maintained by Seller; or
()] any Retained Liabilities.
COMMENT

Although theinaccuracy of arepresentation that survivestheclosing may giveriseto
a clam for damages for breach of the acquisition agreement without any express
indemnification provision, it is customary in the acquisition of assets of a privately held
company for thebuyer to begiven aclearly specified right of indemnificationfor breaches of
representations, warranties, covenants, and obligations and for certain other liabilities.
Although customary in concept, the scope and details of the indemnification provisions are
often the subject of intense negotiation.
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Indemnification provisions should be carefully tailored to the type and structure of
theacquisition, theidentity of the parties, and the specific business risks associated with the
seller. TheModel Agreement indemnification provisions may requiresignificant adjustment
before being applied to a merger or stock purchase, because the transfer of liabilities by
operation of law in each caseis different. Other adjustments may berequired for a purchase
from a consolidated group of companies, aforeign corporation, or ajoint venture, becausein
each case there may be different risks and difficulties in obtaining indemnification. Still
other adjustments will berequired to address risks associated with the nature of the seller’s
business and its past manner of operation.

Certain business risks and liabilities are not covered by traditional representations
and may be covered by specific indemnification provisions (see, for example, subsections(c)
through (i)). Similar provision may also be madefor liability resulting from a pending and
disclosed lawsuit against the Seller whichis not an assumed liability. Seealsothediscussion
concerning WARN Act liabilities in the Comment to Section 10.1.

In the absence of explicit provision to the contrary, the buyer’s remedies for
inaccuraciesintheseller’ sand the shareholders' representations may not belimited to those
provided by theindemnification provisions. Thebuyer may also have causes of action based
on breach of contract, fraud and misrepresentation, and other federal and state statutory
claims, until the expiration of the applicablestatute of limitations. Thesdler, therefore, may
want to add a clause providing that the indemnification provisions are the sole remedy for
any claimsrelatingto the sale of the assets. Thisclausecould also limit theparties’ rightsto
monetary damages only, at least after theclosing. (See Section 13.5 with respect to equitable
remedies for enforcement of the Model Agreement and the first sentence of Section 13.6
relating to cumulative remedies.) Insome cases, the seller may prefer not to raisetheissue
and instead to rely on the limitations on when claims may beasserted (Section 11.7) and the
deductible or “basket” provisions (Sections 11.5 and 11.6) as evidence of an intention to
make the indemnification provisionstheparties’ exclusiveremedy. The Model Agreement
does not state that indemnification is the exclusive remedy, and these limitations expressly
apply to liability “for indemnification or otherwise”, indicating a contrary intention of the
parties.

The scope of the indemnification provisions isimportant. A buyer generally will
want the indemnification provisions to cover breaches of representations in the disclosure
letter, any supplementsto the disclosureletter, and any other certificates delivered pursuant
to the acquisition agreement, but may not want the indemnification provisions to cover
breaches of noncompetition agreements, ancillary service agreements, and similar
agreementsrelated to theacquisition, for which therewould normally be separate breach of
contract remedies, separate limitations (if any) regarding timing and amounts of any claims
for damages, and perhaps equitable remedies.

Section 11.2(a)(i) providesfor indemnification for any breach of the Seller’ sand the
Shareholders' representationsin theacquisition agreement and the DisclosureL etter asof the
date of signing. A sdler may seek to exclude from the indemnity a breach of the
representations in the original acquisition agreement if the breach is disclosed by
amendments to the disclosure letter before the closing. This provides an incentive for the
seller to update the disclosure letter carefully, although it also limits the buyer’s remedy to
refusing to complete the acquisition if a material breach of the original representations is
discovered and disclosed by the Sdller. For adiscussion of related issues, seethe Comment
to Section 11.1.
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Section 11.2(a)(iv) also provides for indemnification for an undisclosed breach of
the Sdller’ s representations as of the closing date through the reference in subsection (a) to
theclosing certificaterequired by Section 2.7. Thisrepresents customary practice However,
the Modd Agreement departs from customary practice by providing that, if a certificate
delivered at Closing by the Seller or a Shareholder discloses inaccuracies in the Seller’s
representations as of the closing date, this disclosurewill be disregarded for purposes of an
indemnification claimunder Section 11.2(a)(iv) (that is, the Seller and the Sharehol derswill
still be subject to indemnification liability for such inaccuracies) unlessthe Seller statesin
the certificates delivered pursuant to Section 2.7 that theseinaccuraciesresulted in failure of
the condition set forth in Section 7.1, thus permitting the Buyer to elect not to close.
Although unusual, this structure is designed to protect the Buyer from changes that occur
after the execution of the acquisition agreement and before the closing that are disclosed
beforethe closing. The provision places an additional burden upon the Seller to expressly
statein writing that dueto inaccuraciesin its representations and warranties as of the closing
date, Buyer hasno aobligationto closethetransaction. Only if the Buyer electsto closeafter
such statement is made in the certificate, will the Buyer loseits right to indemnification for
damages resulting from such inaccuracies. Such disclosure, however, would not affect the
Buyer’ sindemnification rights to the extent that the representations and warrantieswerealso
breached as of the signing date.

The Model Agreement provides for indemnification for any inaccuracy in the
documents delivered pursuant to the acquisition agreement. Broadly interpreted, this could
apply to any documents reviewed by the buyer during its due diligence investigation. The
buyer may believethat it is entitled to this degree of protection, but the seller can arguethat
(@) if the buyer wants to be assured of a given fact, that fact should be included in the
representationsin the acquisition agreement, and (b) to demand that all documents provided
by the sdller be factually accurate, or to require the seller to correct inaccuracies in them,
places unrealistic demands on the seller and would needlessly hamper the due diligence
process. As an aternative, the sdller and its shareholders may represent that they are not
awareof any material inaccuracies or omissionsin certain specified documents reviewed by
the buyer during the due diligence process.

Section 11.2 provides for joint and several liability, which the buyer will typically
request and the seller, seeking to limit the exposure of its shareholders to several liability
(usually in proportion to each shareholder’s percentage ownership), may oppose.
Occasionally, different liability will beimposed on different sharehol ders, depending on the
representations at issue, and the seller itself will almost always bejointly and severaly liable
to thebuyer without any such limitation. The shareholders may separately agreeto allocate
responsibility among themsel vesin a manner different from that provided inthe acquisition
agreement (for example, a shareholder who has been active in the business may bewillingto
accept a greater share of the liability than one who has naot).

Factors of creditworthiness may influence the buyer in selecting the persons from
whomto seek indemnity. For example, asdler would not be creditworthy after theclosingif
it werelikely to distributeits net assetsto its sharehol ders as soon as practicable thereafter.
If the sdller is part of a consolidated group of companies, it may request that the indemnity
belimited to, and the buyer may be satisfied with an indemnity from, asingle member of the
seller’s consolidated group (often the ultimate parent), as long as the buyer is reasonably
comfortablewith the credit of theindemnitor. In other circumstances, the buyer may seek an
indemnity (or guaranty of anindemnity) from an affiliate (for example, anindividual whois
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the soleshareholder of athinly capitalized holding company). For other waysof dealingwith
an indemnitor whose credit is questionable, see the Comment to Section 11.8.

The personsindemnified may include virtually everyone on the buyer’ s side of the
acquisition, including directors, officers, and shareholders who may become defendantsin
litigation involving the acquired business or the assets or who may suffer a loss resulting
from their association with problems at the acquired business. It may be appropriate to
includefiduciaries of thebuyer’ s employee benefit plansif such plans have played arolein
the acquisition, such aswhen an employee stock ownership plan participatesin aleveraged
buyout. These persons are not, however, expressly made third-party beneficiaries of the
indemnification provisions, which may therefore be read as giving the buyer a contractual
right to cause the sdler to indemnify such persons, and Section 13.9 provides that no
third-party rights are created by the acquisition agreement. Creation of third-party
beneficiary status may prevent the buyer from amending the indemnification provisions or
compromising claims for indemnification without obtaining the consent of the third-party
beneficiaries.

Thescope of damage awardsisamatter of statelaw. The definition of “ Damages’
inthe Model Agreement is very broad and includes, among other things, “diminution of
value” and other losses unrelated to third-party claims. Moreover, the definition of
“Damages’ does not exclude incidental, consequential or punitive damages, thereby
reserving to the buyer aclaimfor these damagesin anindemnification dispute. A seller may
seek to narrow the definition.

Thecommon law definition of theterm“indemnification” describesarestitutionary
causeof actioninwhich aplaintiff suesadefendant for reimbursement of payments madeby
the plaintiff to athird party. A court may hold, therefore, that a drafter’ s unadorned use of
the term “indemnification” (usually coupled with “and hold harmless’) refers only to
compensation for losses dueto third-party claims. See Pacific Gas & Electric Co. v. G. W.
Thomas Drayage & Rigging Co., 442 P.2d 641, 646 n.9 (Cal. 1968) (indemnity clausein a
contract ambiguous ontheissue; failureto admit extrinsic evidence on the point was error);
seealso Mesa Sand & Grave Co. v. Landfill, Inc., 759 P.2d 757, 760 (Caolo. Ct. App. 1988),
rev'din part on other grounds, 776 P.2d 362 (Colo. 1989) (indemnification clause covers
only payments made to third parties). But see Atari Corp. v. Ernst & Whinney, 981 F.2d
1025, 1031 (9th Cir. 1992) (limiting Pacific Gas & Electric and relying on Black’'s Law
Dictionary; theterm“indemnification” is not limited to repayment of amounts expended on
third party claims); Edward E. Gillen Co. v. United Sates, 825 F.2d 1155, 1157 (7th Cir.
1987) (same). Modern usage and practice have redefined theterm “indemnification” inthe
acquisition context to refer to compensation for all losses and expenses, from any source,
caused by a breach of the acquisition agreement (or other specified events). The courts
presumably will respect express contract languagethat incorporates the broader meaning. In
Section 11.2 of the Modd Agreement, the express language that a third-party claim is not
required makestheparties’ intent unequivocally clear that compensabl e damages may exist
absent a third-party claim and if no payment has been made by the Buyer to any person.

The amount to be indemnified is generally the dollar value of the out-of-pocket
payment or loss. That amount may not fully compensate the buyer, however, if the loss
relatesto anitemthat wasthebasis of apricing multiple. For example, if thebuyer agreedto
pay $10,000,000, which represented five times earnings, but it was discovered after the
closing that annual earnings were overstated by $200,000 because inventories were
overstated by that amount, indemnification of $200,000 for theinventory shortagewould not
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reimbursethe buyer fully for its $1,000,000 overpayment. The acquisition agreement could
specify the basis for the calculation of the purchase price (which may be hotly contested by
the seller) and provide specifically for indemnification for overpayments based on that
pricing methodol ogy. Thebuyer should proceed cautiously inthisarea, sincethecorollary to
theargument that it is entitled to indemnification based on a multiple of earningsisthat any
matter that affects the balance sheet but not the earnings statement (for exampl e, fixed asset
valuation) should not beindemnified at all. Furthermore, raising the subject in negotiations
may lead to an express provision excluding the possibility of determining damages on this
basis. The inclusion of diminution of value as an ement of damages gives the buyer
flexibility to seek recovery on this basis without an express statement of its pricing
methodol ogy.

Theseller often arguesthat the appropriate measure of damages isthe amount of the
buyer’ s out-of-pocket payment, less any tax benefit that the buyer receives asaresult of the
loss, liahility, or expense. If this approach is accepted, thelogical extensionistoincludein
the measure of damages thetax cost to the buyer of receiving the indemnification payment
(including tax costs resulting from a reduction in basis, and the resulting reduction in
depreciation and amortization or increasein gain recognized on asale, if theindemnification
payment is treated as an adjustment of purchase price). The resulting provisions, and the
impact on the buyer’s administration of its tax affairs, are highly complex and the entire
issue of adjustment for tax benefits and costs is often omitted to avoid this complexity. The
seller may alsoinsist that the acquisition agreement explicitly statethat damages will be net
of any insurance proceeds or payments from any other responsible parties. If the buyer is
willing to accept such a limitation, it should be careful to ensurethat it is compensated for
any cost it incurs dueto insurance or other third-party recoveries, including those that may
result from retrospective premium adjustments, experience-based premiumadjustments, and
indemnification obligations.

An aggressive seller may also seek to reduce the damages to which the buyer is
entitled by any so-called “found assets’ (assets of the seller not reflected on its financial
statements). The problemsinherent in valuing such assets and in determining whether they
add to the value to the seller in away not already taken into account in the purchase price
lead most buyers to reject any such proposal.

Occasionally, a buyer insists that damages include interest from the date the buyer
firstisrequired to pay any expense through the date theindemnification payment isreceived.
Such aprovision may beappropriateif the buyer expects to incur substantial expensesbefore
the buyer’s right to indemnification has been established, and also lessens the seller’s
incentive to dispute the claim for purposes of delay.

If theacquisition agreement contai ns post-cl osing adjustment mechanisms, thesd ler
should ensure that the indemnification provisions do not require the seller and the
shareholders to compensate the buyer for matters already rectified in the post-closing
adjustment process. This can be done by providing that the damages subject to
indemnification shall bereduced by theamount of any corresponding post-closing purchase
price reduction.

Generally, indemnification is not available for claims made that later prove to be
groundless. Thus, thebuyer could incur substantial expensesininvestigating and litigatinga
claim without being able to obtain indemnification. In this respect, the indemnification
provisions of the Model Agreement, and most acquisition agreements, provide less

- 161 -
3478819v1



protection than indemnities given in other situations such as securities underwriting
agreements.

Onemethod of providing additional, if desired, protection for the buyer would beto
insert “defend,” immediately before “indemnify” in the first line of Section 11.2. Some
attorneys would also includeany allegation, for example, of abreach of arepresentationasa
basis for invoking the seller’s indemnification obligations. Note the use of “alleged” in
Section 11.2(d). “Defend” has not been included in thefirst line of Section 11.2 for several
reasons: (i) Sections 11.2, 11.3and 11.4 addressthe monetary all ocation of risk; (ii) Section
11.9 desals specifically with the procedures for handling the defense of Third Party Claims;
and (iii) perhaps most importantly, the buyer does not always want the seller to be
responsible for the actual defense of a third party claim, as distinguished from the issue of
who bears the cost of defense. Note that Section 11.10 provides that a claim for
indemnification not involving athird party claim must be paid promptly by the party from
whom indemnification is sought.

11.3 INDEMNIFICATION AND REIMBURSEMENT BY SELLER — ENVIRONMENTAL
MATTERS

In addition to the other indemnification provisions in this Article 11, Seller and each
Shareholder, jointly and severally, will indemnify and hold harmless Buyer and the other Buyer
Indemnified Persons, and will reimburse Buyer and the other Buyer Indemnified Persons, for any
Damages (including costs of cleanup, containment, or other remediation) arising from or in
connection with:

€)] any Environmental, Health and Safety Liabilitiesarising out of or relating to: (i) the
ownership or operation by any Person at any time on or prior to the Closing Date of any of
the Facilities, Assets, or the business of Seller, or (ii) any Hazardous Materials or other
contaminants that were present on the Facilities or Assets at any time on or prior to the
Closing Date; or

(b) any bodily injury (including illness, disability and death, and regardless of when any
such bodily injury occurred, was incurred, or manifested itself), personal injury, property
damage (including trespass, nuisance, wrongful eviction, and deprivation of the use of real
property), or other damage of or to any Person or any Assets in any way arising from or
allegedly arising from any Hazardous Activity conducted by any Person with respect to the
business of Seller or the Assets prior to the Closing Date, or from any Hazardous Material
that was (i) present or suspected to be present on or before the Closing Date on or at the
Facilities (or present or suspected to be present on any other property, if such Hazardous
Material emanated or allegedly emanated from any Facility and was present or suspected to
be present on any Facility on or prior to the Closing Date) or Released or allegedly Released
by any Person on or a any Facilities or Assets at any time on or prior to the Closing Date.

Buyer will beentitled to control any Remedial Action, any Proceeding relating to an Environmental
Claim, and, except as provided in the following sentence, any other Proceeding with respect to
which indemnity may be sought under this Section 11.3. The procedure described in Section 11.9
will apply to any claim solely for monetary damages relating to a matter covered by this Section
11.3.
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COMMENT

Itisnot unusual for an asset purchase agreement to contain indemnities for specific
matters that are disclosed by the seller and, therefore, would not be covered by an
indemnification limited to breaches of representations (such as a disclosed pending
litigation) or that represent an allocation of risksfor matters not known to either party. The
Section 11.3 provision for indemnification for environmental matters is an example of this
type of indemnity, and supplements and overlaps the indemnification provided in Section
11.2(a), which addressesinaccuraciesin or inconsistencies with the Seller’ srepresentations
(including those pertaining to the environment in Section 3.22).

Thereareseveral reasonswhy abuyer may seek toinclude separateindemnification
for environmental matters instead of relying on the general indemnification based on the
seller’s representations.  Environmental matters are often the subject of a risk allocation
agreement with respect to unknown and unknowableliabilities, and sdlerswhoarewillingto
assumethoserisks may neverthel ess bereluctant to make representati ons concer ning factual
matters of which they can not possibly have knowledge. Anindemnification obligation that
goes beyond the scope of therepresentation implements such an agreement. Inaddition, the
nature of, and the potential for disruption arising from, environmental clean up activities
often leads the buyer to seek different procedures for handling claims with respect to
environmental matters. A buyer will often feel a greater need to control the clean up and
related proceedings than it will to control other types of litigation. Finally, whereas
indemnification with respect to representations regarding compliance with laws typically
relatestolawsin effect as of the closing, environmental indemnification provisions such as
that in Section 11.3 impose an indemnification obligation with respect to Environmental,
Health and Safety Liabilities, the definition of whichin Section 1.1 is broad enough to cover
liabilities under not only existing, but future, Environmental Laws.

Theseller may object to indemnification obligations regarding future environmental
laws and concomitant liabilities arising from common law decisionsinterpreting such laws.
Fromthebuyer’s perspective, however, such indemnification is needed to account for strict
liability statutes such as CERCLA that impose liability retroactively. Theseller may insist
that the indemnification clearly belimited to existing or prior laws.

The effectiveness of contractual provisions such asindemnification in protecting the
buyer against environmental liabilities is difficult to evaluate. Such liabilities may be
discovered at any time in the future and are not cut off by any statute of limitations that
refersto the date of release of hazardous materials. In contrast, a contractual provision may
have an express temporal limitation, and in any event should be expected to decrease in
usefulness over time as parties go out of existence or become difficult to locate (especially
when the shareholders are individuals). The buyer may be reluctant to assume that the
shareholders will be available and have adequate resources to meet an obligation that
matures several years after the acquisition. In addition, environmental liabilities may be
asserted by governmental agenciesand third parties, which are not bound by theacquisition
agreement and are not bound to pursue only the indemnitor.

It is often difficult to assess the economic adequacy of an environmental indemnity.
Even with an environmental audit, estimates of the cost of remediation or compliance may
prove to be considerably understated years later when the process is completed, and the
shareholders’ financial ability to meet that obligation at that time cannot be assured. These
limitations on the useful ness of indemnification provisions may lead, asa practical metter, to
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thenegotiation of a pricereduction, environmental insurance or an increased escrow of funds
or |etter of credit to meet indemnification obligations, in conjunction with somelimitationon
the breadth of the provisionsthemselves. Often, theamount of monies saved by thebuyer at
the time of the closing will be far more certain than the amount it may receive years later
under an indemnification provision.

Despite some authority to the effect that indemnity agreements between potentially
responsiblepartiesunder CERCLA areunenforceable (see CPCInt'l, Inc. v. Aerojet-General
Corp., 759 F. Supp. 1269 (W.D. Mich. 1991); AM Int’| Inc. v. International Forging Equip.,
743 F. Supp. 525 (N.D. Ohio 1990)), it seems settled that Section 107(e)(1) of CERCLA (42
U.S.C. Section 9607(e)(1)) expressly allows the contractual allocation of environmental
liabilities between potentially responsible parties, and such an indemnification provision
would thus be enforceable between the buyer and the seller. See, e.g., Smith Land &
Improvement Corp. v. Celotex Corp., 851 F.2d 86 (3rd Cir.1988), cert. denied, 488 U.S.
1029 (1989); Mardan Corp. v. CGC Music, Ltd., 804 F.2d 1454 (9th Cir. 1986); Parker and
Savich, Contractual Effortsto Allocatethe Risk of Environmental Liability: 1sThereaWay
to Make Indemnities Worth More Than the Paper They Are Written On?, 44 Sw. L.J. 1349
(1991). Section 107(e)(1) of CERCLA, however, bars such a contractual all ocation between
parties from limiting the rights of the government or any third parties to seek redress from
either of the contracting parties.

One consequence of treating an unknown risk through an indemnity instead of a
representation is that the buyer may be required to proceed with the acquisition even if a
basisfor theliability in questionisdiscovered prior to theclosing, becausethe existenceof a
liability subject to indemnification will not by itself causeafailure of the condition specified
in Section 7.1. The representations in Section 3.22 substantially overlap this indemnity in
order to avoid that consequence.

The issue of control of cleanup and other environmental matters is often
controversial. Thebuyer may arguefor control based upon the unusually great potential that
these matters havefor interference with business operations. The sdler may arguefor control
based upon its financial responsibility under the indemnification provision.

If the seller and the shareholders are unwilling to commit to such broad
indemnification provisions, or if the buyer is not satisfied with such provisions because of
specific environmental risksthat are disclosed or become known through the due diligence
process or areto be anticipated from the nature of the seller’ s business, several alternatives
exist for resolving therisk allocation problems that may arise. For example, the seller may
ultimately agreeto areduction inthepurchasepriceinreturnfor deletion or limitation of its
indemnification obligations.

The seller and the shareholders are likely to have several concerns with the
indemnification provisions in Section 11.3. Many of these concerns are discussed in the
comments to Section 3.22, such as the indemnification for third-party actions and with
respect to substances that may be considered hazardousin thefuture or with respect tofuture
environmental laws. The seller and the shareholders may also be interested in having the
buyer indemnify them for liabilities arising from the operation of the seller’ s business after
the closing, although they may findit difficult to articulatethe basis on which they may have
liability for these matters.
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Although representations and indemnification provisions address many
environmental issues, it istypical for the buyer to undertake an environmental duediligence
process prior to acquiring any interest from the seller. See the Comment to Section 7.10.
11.4 INDEMNIFICATION AND REIMBURSEMENT BY BUYER

Buyer will indemnify and hold harmless Seller, and will reimburse Seller, for any Damages

arising from or in connection with:

€) any Breach of any representation or warranty made by Buyer inthis Agreement or in
any certificate, document, writing or instrument delivered by Buyer pursuant to this
Agreement;

(b) any Breach of any covenant or obligation of Buyer inthis Agreement or in any other
certificate, document, writing or instrument delivered by Buyer pursuant to this Agreement;

(©) any claim by any Person for brokerage or finder’s fees or commissions or similar
payments based upon any agreement or understanding alleged to have been made by such
Person with Buyer (or any Person acting on Buyer’s behalf) in connection with any of the
Contemplated Transactions;

(d) any obligations of Buyer with respect to bargaining with the collective bargaining
representatives of Active Hired Employees subsequent to the Closing; or

(e any Assumed Liabilities.
COMMENT

In general, the indemnification by the buyer is similar to that by the seller. The
significance of the buyer’'s indemnity will depend to a large extent on the type of
consideration being paid and, asaresult, on the breadth of the buyer’ srepresentations. If the
consideration paid to a seller is equity securities of the buyer, the seller may seek broad
representations and indemnification comparable to that given by the seller, including
indemnification that covers specific known problems. In all cash transactions, however, the
buyer's representations are usually minimal and the buyer generally runs little risk of
liability for post-closing indemnification. It is not unusual for the buyer’ sfirst draft to omit
this provision entirdly.

A seller might request that the acquisition agreement contain an analogueto Section
11.2(c) to allocate the risk of post-closing operations more clearly to the buyer. Such a
provision could read as follows:

“(¢0  Any Liability arising out of the ownership or operation of the Assets after
the Closing Date other than the Retained Liabilities.”

11.5 LIMITATIONSON AMOUNT — SELLER AND SHAREHOLDERS

Seller and Shareholdersshall have no liability (for indemnification or otherwise) with respect

to claims under Section 11.2(a) until the total of all Damages with respect to such matters exceeds

$

, and then only for the amount by which such Damages exceed
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$ . However, this Section 11.5 will not apply to claims under Section 11.2(b)
through (i) or to mattersarising in respect of Sections 3.9, 3.11, 3.14, 3.22, 3.29, 3.30, 3.31 or 3.32
or to any Breach of any of Seller’s and Shareholders' representations and warranties of which the
Seller had Knowledge at any time prior to the date on which such representation and warranty is
made or any intentional Breach by Seller or either Shareholder of any covenant or obligation, and
Seller and the Shareholderswill be jointly and severally liable for all Damageswith respect to such
Breaches.

COMMENT

Section 11.5 providesthe Seller and the Sharehol derswith asafety net, or “basket,”
with respect to specified categories of indemnification but does not establish a ceiling, or
“cap.” Thebasket isaminimum amount that must be exceeded before any indemnificationis
owed — in effect, it is a deductible. A more aggressive buyer may wish to provide for a
“threshold” deductible that, once crossed, entitles the indemnified party to recover all
damages, rather than merely the excess over the basket. The purpose of the basket or
deductibleisto recognizethat representations concer ning an ongoing businessareunlikely to
beperfectly accurate and to avoid disputes over insignificant amounts. 1n addition, thebuyer
can point to the basket as a reason why specific representations do not need materiality
qualifications.

Inthe M odd Agreement, the Seller’ sand Sharehol ders' representationsaregenerally
not subject to materiality qualifications, and the full dollar amount of damages caused by a
breach must be indemnified, subject to the effect of the basket established by this Section.
Thisframework avoids“ double-dipping” — that is, the situation in which a seller contends
that the breach exists only to the extent that it is material, and then the material breach is
subjected to the deduction of the basket. If the acquisition agreement contains materiality
qualifications to the sdller’ s representations, the buyer should consider a provision to the
effect that such a materiality qualification will not be taken into account in determining the
magnitude of the damages occasioned by the breach for purposes of cal culating whether they
are applied to the basket; otherwise, theimmaterial items may be material inthe aggregate,
but not applied to the basket. Another approach would involvethe use of a provision such as
thefollowing:

If Buyer would have a claim for indemnification under Sections 11.2(a)
[and otherg] if the representation and warranty [and others] to which the
claim relates did not include a materiality qualification and the aggregate
amount of all suchclaimsexceeds$ X , thenthe Buyer shall be entitled
toindemnification for theamount of suchclaimsinexcessof $ X inthe
aggregate (subject to the limitations on amount in Section 11.5)
notwithstanding the inclusion of a materiality qualification in therelevant
provisions of this Agreement.

A buyer will usually want the seller’ s and the shareholders’ indemnity obligationfor
certain matters, such astheretained liabilities, to beabsoluteor “first dollar” and not subject
to the basket. For example, the buyer may insist that the seller pay all tax liabilities from a
pre-closing period or the damages resulting from a disclosed lawsuit without regard to the
basket. Section 11.5 lists a number of Sections to which the basket would not apply,
including title, labor and environmental matters. The parties also may negotiate different
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baskets for different types of liabilities; the buyer should consider the aggregate effect of
those baskets.

The shareholders may also seek to provide for a maximum indemnifiable amount.
The shareholders' argument for such a provision is that they had limited liability as
shareholders and should be in no worse position with the seller having sold the assets than
they werein beforethe seller sold the assets; thisargument may not be persuasiveto abuyer
that views the assets as a component of its overall business strategy or intends to invest
additional capital. If a maximum amount is established, it usually does not apply to
liabilities for taxes, environmental matters, or ERISA matters — for which the buyer may
have liability under applicablelaw — or defectsinthe ownership of the Assets. The parties
may also negotiate separate limits for different kinds of liabilities.

Often, baskets and thresholds do not apply to breaches of representations of which
the sdller had knowledge or a willful failure by the seller to comply with a covenant or
obligation — the rationale is that the seller should not be allowed to reduce the purchase
price or the amount of the basket or threshold by behavior that is less than forthright.
Similarly, the buyer will argue that any limitation as to the maximum amount should not
apply to a sdler that engages in intentional wrongdoing.

The basket in Section 11.5 only applies to claims under Section 11.2(a), which
providesfor indemnification for breaches of representations and warranties. Thebasket does
not apply to any other indemnification providedin Section 11.2 (e.g., breachesof obligations
todeliver all of the Assets aspromised or from Sdler’ sfailureto satisfy retained liabilities)
or 11.3 (environmental matters). Thisdistinction is necessary to protect the buyer from net
asset shortfalls that would otherwise preclude the buyer from receiving the net assets for
which it bargained.

11.6 LIMITATIONSON AMOUNT —BUYER

Buyer will have no liability (for indemnification or otherwise) with respect to claims under
Section 11.4(a) until thetotal of all Damageswith respect to such mattersexceeds$ ,and
then only for the amount by which such Damages exceed $ . However, this
Section 11.6 will not apply to claimsunder Section 11.4(b) through (€) or mattersarising in respect
of Section 4.4 or to any Breach of any of Buyer’ srepresentations and warranties of which Buyer had
Knowledge at any time prior to the date on which such representation and warranty is made or any
intentional Breach by Buyer of any covenant or obligation, and Buyer will beliable for all Damages
with respect to such Breaches.

COMMENT

In its first draft, the buyer will usually suggest a basket below which it is not

required to respond in damages for breaches of its representations, typically the samedollar
amount as that used for the seler’s basket.

11.7 TIMELIMITATIONS

(@

If the Closing occurs, Seller and Shareholderswill have liability (for indemnification

or otherwise) with respect to any Breach of (i) a covenant or obligation to be performed or
complied with prior to the Closing Date (other than those in Sections 2.1 and 2.4(b) and
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Articles 10 and 12, asto which aclaim may be made at any time) or (ii) arepresentation or
warranty (other than those in Sections 3.9, 3.14, 3.16, 3.22, 3.29, 3.30, 3.31 and 3.32 asto
which aclaim may be made at any time), but only if on or before , 20
Buyer notifies Seller or Shareholders of a claim specifying the factual basis of the claimin
reasonable detail to the extent then known by Buyer.

(b) If the Closing occurs, Buyer will have liability (for indemnification or otherwise)
with respect to any Breach of (i) acovenant or obligation to be performed or complied with
prior to the Closing Date (other than thosein Article 12, asto which aclaim may be made at
any time) or (ii) arepresentation or warranty (other than that set forth in Section 4.4, asto
which aclaim may be made at any time), but only if on or before , 20
Seller or Shareholders notify Buyer of a claim specifying the factual basis of the claim in
reasonable detail to the extent then known by Seller or Shareholders.

COMMENT

It iscommon for an acquisition agreement to specify thetimeperiod withinwhicha
claim for indemnification must be made. The seller and its shareholders want to have
uncertainty eliminated after a period of time, and the buyer wants to have a reasonable
opportunity to discover any basisfor indemnification. Thetime period will vary depending
on factors such as the type of business, the adequacy of financial statements, the buyer’s
plans for retaining existing management, the buyer’s ability to perform a thorough
investigation prior to theacquisition, the method of determination of the purchase price, and
therelative bargaining strength of the parties. A two-year period may be sufficient for most
liabilities because it will permit at least one post-closing annual audit and because, as a
practical matter, many hidden liabilities will be uncovered within two years. However, an
extended or unlimited time period for title to assets, products liability, taxes, employment
issues, and environmental issuesis not unusual.

Section 11.7 provides that claims generally with respect to representations or
covenants must be asserted by the buyer within a specified time period known as a
“survival” period, except with respect to identified representations or covenantsastowhicha
claim may be made at any time. It is also possible to provide that a different (than the
general) survival period will apply to other identified representations or covenants. Some
attorneys request that representations which arefraudulently made surviveindefinitely. Itis
also important to differentiate between covenants to be performed or complied with before
and after closing.

The appropriate standard for some types of liabilities may be the period of time
during which a private or governmental plaintiff could bring a claim for actions taken or
circumstances existing prior to the closing. For example, indemnification for tax liabilities
often extendsfor aslong asthere evant statute of limitationsfor collection of thetax. If this
approach is taken, the limitation should be drafted to include extensions of the statute of
limitations (which arefrequently granted in tax audits), Stuationsin which thereisno statute
of limitations (such as those referred to in Section 6501(c) of the Code), and a brief period
after expiration of the statute of limitationsto permit a claimfor indemnification to be made
if thetax authorities act on the last possible day.

Theseller’ s obligations with respect to retained liabilities should not be affected by
any limitations on the time or amount of general indemnification payments.
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Thebuyer should consider thereationship between thetime periods within whicha
claim for indemnification may be made and the time periods for other post-closing
transactions. For example, if thereis an escrow, the buyer will want to have the escrow last
until any significant claims for indemnification have been paid or finally adjudicated.
Similarly, if part of the purchase priceisto bepaid by promissory note, or if thereisto bean
“earn-out” pursuant to which part of the consideration for the assets is based on future
performance, the buyer will want to be ableto offset claims for indemnification against any
payments that it owes on the promissory note or earn-out (see Section 11.8).

In drafting time limitations, thebuyer’ s counsel should consider whether they should
apply only to claims for indemnification (see the Comment to Section 11.2).

11.8 RIGHT OF SET-OFF; ESCROW

Upon noticeto Seller specifying in reasonable detail the basistherefor, Buyer may setoff any
amount to which it may be entitled under this Article 11 against amounts otherwise payable under
the Promissory Note or may give notice of a claim in such amount under the Escrow Agreement.
The exercise of such right of setoff by Buyer in good faith, whether or not ultimately determined to
be justified, will not congtitute an event of default under the Promissory Note or any instrument
securing the Promissory Note. Neither the exercise of nor the failure to exercise such right of setoff
or to give anotice of aclaim under the Escrow Agreement will constitute an election of remediesor
[imit Buyer in any manner in the enforcement of any other remedies that may be available to it.

COMMENT

Regardless of the clarity of the acquisition agreement on the allocation of risk and
the buyer’ sright of indemnification, the buyer may have difficulty enforcing the indemnity
— especially against shareholders who are individuals — unless it places a portion of the
purchase price in escrow, holds back a portion of the purchase price (oftenin the form of a
promissory note, an earn-out, or payments under consulting or non-competiti on agreements)
with a right of setoff, or obtains other security (such as a letter of credit) to secure
performance of the seller’s and the shareholders indemnification obligations. These
techniques shift bargaining power in post-closing disputes from the seller and the
shareholders to the buyer and usually will be resisted by the seller.

An escrow provision may givethebuyer the desired security, especially whenthere
areseveral shareholdersand the buyer will have difficulty in obtaining jurisdiction over the
shareholders or in callecting on the indemnity without an escrow. Shareholders who are
jointly and severally liable may also favor an escrow in order to ensure that other
shareholders sharein any indemnity payment. Theamount and duration of the escrow will be
determined by negotiation, based ontheparties’ analyses of the magnitudeand probability of
potential claimsand the period of time during which they may bebrought. The shareholders
may insist that thesize of therequired escrow diminish in stages over time. Thebuyer should
be careful that thereis no implication that the escrow is the exclusive remedy for breaches
and nonperformance, although arequest for an escrow is often met with a suggestion by the
shareholders that claims against the escrow be the buyer’s exclusive remedy.

Thebuyer may also seek an expressright of setoff against sums otherwise payableto
the seller or the shareholders. The buyer obtains more protection from an express right of
setoff against deferred purchase price payments due under a promissory note than from a
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deposit of the same amounts in an escrow becausethe former |eaves the buyer in control of
the funds, thus giving the buyer more leverage in resolving disputes with the seller. The
buyer may also want to apply the setoff against payments under employment, consulting, or
non-competition agreements (although state law may prohibit setoffs against payments due
under employment agreements). The comfort received by the buyer froman expressright of
setoff depends on the schedule of the payments against which it can withhold. Even if the
seller agrees to express setoff rights, the seller may attempt to prohibit setoffs prior to
definitive resolution of a dispute and to preserve customary provisions that call for
acceleration of any payments due by the buyer if the buyer wrongfully attempts setoff. Also,
the seller may seek to require that the buyer exercise its setoff rights on a pro rata basisin
proportion to the amounts dueto each shareholder. If the promissory noteisto bepledged to
abank, thebank as pledgeewill likely resist setoff rights (especially because theinclusion of
express setoff rights will make the promissory note non-negotiable). As in the case of an
escrow, the suggestion of an expressright of setoff often leads to discussions of exclusive
remedies.

The buyer may wish to expressly provide that the setoff applies to the amounts
(principal and interest) first coming due under the promissory note. Thisis obviously more
advantageousto the buyer from a cash flow standpoint. Theseller will prefer that the setoff
apply to the principal of the promissory note in the inverse order of maturity. This also
raises the question of whether the sdller is entitled to interest on the amount setoff or, inthe
case of an escrow, the disputed amount. Thebuyer’s position will bethat this constitutes a
reduction in the purchase price and therefore the seller should not be entitled to interest on
the amount of thereduction. The seller may argue that it should be entitled to interest, at
least up to the time the buyer is required to make payment to a third party of the amount
claimed. It may be difficult, however, for the seller to justify receiving interest when the
setoff relates to a diminution in value of the assets acquired.

Rather than inviting counterproposalsfromtheseller by including an expressright of
setoff intheacquisition agreement, the buyer’ s counse may decideto omit such aprovision
and instead rely on the buyer’ s common law right of counter-claim and setoff. Even without
an express right of setoff in the acquisition agreement or reated documents such as a
promissory hote or an employment, consulting, or non-competition agreement, the buyer
can, as a practical matter, withhold amounts from payments due to the seller and the
shareholders under the acquisition agreement or thereated documents on the ground thet the
buyer is entitled to indemnification for these amounts under the acquisition agreement. The
question then is whether, if the seller and the shareholders sue the buyer for its failure to
make full payment, the buyer will be able to counterclaim that it is entitled to setoff the
amounts for which it believesit is entitled to indemnification.

The common law of counterclaim and setoff varies from state to state, and when
deciding whether to include or forgo an expressright of setoff in the acquisition agreement,
the buyer’s counsel should examine the law governing the acquisition agreement. The
buyer’ s counsel should determine whether the applicablelaw containsrequirementssuchasa
common transaction, mutuality of parties, and aliquidated amount and, if so, whether those
requirements would be met in the context of a dispute under the acquisition agreement and
related documents. Generally, counterclaim is mandatory when both the payment duetothe
plaintiff and the amount set off by the defendant relate to the same transaction, see United
Sates v. Southern California Edison Co., 229 F. Supp. 268, 270 (S.D. Cal. 1964); when
different transactions areinvolved, the court may, initsdiscretion, permit acounterclaim, see
Rochester Genesee Regional Transp. Dist., Inc. v. TransWorld Airlines, Inc., 383 N.Y.S.2d
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856, 857 (1976), but is hot abligated to do so, see Columbia Gas Transmission v. Larry H.
Wright, Inc., 443 F. Supp. 14 (S.D. Ohio 1977); Townsend v. Bentley, 292 S.E.2d 19 (N.C.
Ct. App. 1982). Although apromissory noterepresenting deferred purchase price payments
would almost certainly be considered part of the sametransaction astheacquisition, itisless
certain that the execution of an employment, consulting, or non-competition agreement, even
if a condition to the closing of the acquisition, and its subsequent performance would be
deemed part of the sametransaction astheacquisition. Inaddition, acounterclaimmight not
bepossibleif the parties obligated to make and entitled to receive the various payments are
different (that is, if thereis not “mutuality of parties’).

Under the D’ Oench, Duhme doctrine, which arose from a 1942 Supreme Court
decision and has since been expanded by various statutes and judicial decisions, defenses
such as setoff rights under an acquisition agreement generally are not effective against the
Federal Depasit Insurance Corporation (FDIC), the Resolution Trust Corporation (RTC), and
subsequent assignees or holdersin due course of anctethat once wasin the possession of the
FDIC or the RTC. See D’Oench, Duhme & Co. v. FDIC, 315 U.S. 447 (1942); see also 12
U.S.C. § 1823(e); Porras v Petroplex Sav. Ass'n, 903 F.2d 379 (5th. Cir. 1990); Bell &
Murphy Assoc., Inc. v. InterFirst Bank Gateway, N.A., 894 F.2d 750 (5th. Cir. 1990), cert.
denied, 498 U.S. 895 (1990); FSLIC v. Murray, 853 F.2d 1251 (5th. Cir. 1988). An
exception to the D’ Oench, Duhme doctrine exists when the asserted defense arisesfrom an
agreement reflected in thefailed bank’ srecords. See FDIC v. Plato, 981 F.2d 852 (5th. Cir.
1993); Resolution Trust Ccorp. v. Oaks Apartments Joint Venture, 966 F.2d 995 (5th. Cir.
1992). Therefore, if abuyer gives a seller anegotiable promissory note and that note ever
comes into the possession of a bank that later fails, the buyer could lose its setoff rights
under the acquisition agreement unless the failed bank had reflected in its records the
acquisition agreement and the buyer’ s setoff rights. Asan alternativeto nonnegotiablenotes,
a buyer could issue notes that can be transferred only to persons who agree in writing to
recognizein their official records both the acquisition and the buyer’ s setoff rights.

Section 11.8 addresses the possible consequences of an unjustified setoff. It allows
the Buyer to set off amounts for which the Buyer in good faith believes that it is entitled to
indemnification fromthe Seller and the Sharehol ders against paymentsdueto them under the
promissory note without bearing therisk that, if the Seller and the Shareholders ultimately
prevail on the indemnification claim, they will be able to accel erate the promissory note or
obtain damages or injunctiverelief. Suchaprovision givesthe Buyer considerableleverage
and will beresisted by the Seller. To lessen the leverage that the Buyer has from simply
withhol ding payment, the Seller might requirethat an amount equal to the setoff be paid by
the Buyer into an escrow with payment of fees and costs going to the prevailing party.

11.9 THIRD PARTY CLAIMS

€) Promptly after receipt by aPerson entitled to indemnity under Section 11.2, 11.3 (to
the extent provided inthe last sentence of Section 11.3) or 11.4 (an“ Indemnified Person™)
of notice of the assertion of a Third-Party Claim against it, such Indemnified Person shall
give notice to the Person obligated to indemnify under such Section (an “Indemnifying
Person”) of the assertion of such Third-Party Claim; provided that the failure to notify the
Indemnifying Person will not relieve the Indemnifying Person of any liability that it may
have to any Indemnified Person, except to the extent that the Indemnifying Person
demonstrates that the defense of such Third-Party Claim is prejudiced by the Indemnified
Person’s failure to give such notice.
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(b) If an Indemnified Person gives notice to the Indemnifying Person pursuant to Section
11.9(a) of the assertion of such Third-Party Claim, the Indemnifying Person shall be entitled
to participate in the defense of such Third-Party Claim and, to the extent that it wishes
(unless (i) the Indemnifying Person is also a Person against whom the Third-Party Claim is
made and the Indemnified Person determinesin good faith that joint representationwould be
inappropriate, or (ii) the Indemnifying Person fails to provide reasonable assurance to the
Indemnified Person of its financial capacity to defend such Third-Party Claim and provide
indemnification with respect to such Third-Party Claim), to assume the defense of such
Third-Party Claimwith counsel satisfactory to the | ndemnified Person. After noticefromthe
Indemnifying Personto thelndemnified Person of itselection to assumethe defense of such
Third-Party Claim, the Indemnifying Person shall not, aslong asit diligently conducts such
defense, be liable to the Indemnified Person under this Article 11 for any fees of other
counsel or any other expenses with respect to the defense of such Third-Party Claim, ineach
case subsequently incurred by the Indemnified Person in connection with the defenseof such
Third-Party Claim, other than reasonable costs of investigation. 1f the Indemnifying Person
assumesthe defense of a Third-Party Claim, (i) such assumptionwill conclusively establish
for purposesof this Agreement that the claims made in that Third-Party Claim are withinthe
scope of and subject to indemnification; and (ii) no compromise or settlement of such
Third-Party Claims may be effected by the Indemnifying Person without the Indemnified
Person’s Consent unless (A) there is no finding or admission of any violation of Legal
Requirement or any violation of the rights of any Person, (B) the sole relief provided is
monetary damagesthat arepaid in full by thelndemnifying Person, and (C) the Indemnified
Person shall have no liability with respect to any compromise or settlement of such
Third-Party Claims effected without its Consent. If notice is given to an Indemnifying
Person of the assertion of any Third-Party Claim and the Indemnifying Person does not,
withinten days after the Indemnified Person’ snoticeisgiven, give noticeto the Indemnified
Person of its election to assume the defense of such Third-Party Claim, the Indemnifying
Person will be bound by any determination made in such Third-Party Claim or any
compromise or settlement effected by the Indemnified Person.

(©) Notwithstanding the foregoing, if an Indemnified Person determines in good faith
that there is areasonable probability that a Third-Party Claim may adversely affect it or its
Related Persons other than asaresult of monetary damages for which it would be entitled to
indemnification under this Agreement, the Indemnified Person may, by notice to the
Indemnifying Person, assume the exclusive right to defend, compromise, or settle such
Third-Party Claim, but the Indemnifying Person will not be bound by any determination of
any Third-Party Claim so defended for the purposes of this Agreement or any compromiseor
settlement effected without its Consent (which may not be unreasonably withheld).

(d) Notwithstanding the provisions of Section 13.4, Seller and each Shareholder hereby
consent to the non-exclusive jurisdiction of any court inwhich a Proceeding in respect of a
Third-Party Claim is brought against any Buyer Indemnified Person for purposes of any
clamthat aBuyer Indemnified Person may have under this Agreement with respect to such
Proceeding or the mattersalleged therein, and agree that process may be served on Seller and
Shareholders with respect to such a claim anywhere in the world.

-172 -
3478819v1



(e With respect to any Third-Party Claim subject to indemnification under this Article
11: (i) both the Indemnified Person and the Indemnifying Person, asthe case may be, shall
keep the other Person fully informed of the status of such Third-Party Claimsand any related
Proceedings at all stages thereof where such Person is not represented by its own counsel,
and (i) the parties agree (each at its own expense) to render to each other such assistance as
they may reasonably require of each other and to cooperate in good faith with each other in
order to ensure the proper and adequate defense of any Third-Party Claim.

)] With respect to any Third-Party Claim subject to indemnification under this Article
11, the parties agree to cooperate in such a manner as to preserve in full (to the extent
possible) the confidentiality of all Confidential Information and the attorney-client and
work-product privileges. In connection therewith, each party agreesthat: (i) it will useits
Best Efforts, in respect of any Third-Party Claim in which it has assumed or participated in
the defense, to avoid production of Confidential I nformation (consistent with applicable law
and rules of procedure), and (ii) all communications between any party hereto and counsel
responsible for or participating in the defense of any Third-Party Claim shall, to the extent
possible, be made so asto preserve any applicable attorney-client or work-product privilege.

COMMENT

It iscommon to permit anindemnifying party to have someroleinthe defenseof the
claim. There is considerable room for negotiation of the manner in which that role is
implemented. Because the buyer is more likely to be an indemnified party than an
indemnifying party, the Model Agreement provides procedures that are favorable to the
indemnified party.

The indemnified party normally will be required to give the indemnifying party
notice of third-party claims for which indemnity is sought. The Model Agreement requires
such notice only after a proceeding is commenced, and providesthat theindemnified party’s
failureto give notice does not affect theindemnifying party’ s obligations unlessthefailureto
give notice results in prejudice to the defense of the proceeding. A seller may want to
require notice of threatened proceedings and of claims that do not yet involve proceedings
and to providethat prompt noticeisacondition to indemnification; the buyer likely will be
very reuctant tointroducetherisk and uncertainty inherent in anoticerequirement based on
any event other than the initiation of formal proceedings.

TheMode Agreement permitstheindemnifying party to participatein and assume
the defense of proceedings for which indemnification is sought, but imposes significant
limitations on its right to do so. The indemnifying party’s right to assume the defense of
other proceedingsis subject to (a) aconflict of interest test if the claim is also made against
the indemnifying party, (b) a requirement that the indemnifying party demonstrate its
financial capacity to conduct the defense and provide indemnification if it is unsuccessful,
and (c) a requirement that the defense be conducted with counsel satisfactory to the
indemnified party. The seller will often resist the financial capacity requirement and seek
either to modify the requirement that counsel be satisfactory with a reasonableness
qualification or to identify satisfactory counse in the acquisition agreement (the seller’s
counsel should carefully consider in whose interest they are acting if they specify
themselves). The seller may also seek to require that, in cases in which it does not assume
the defense, all indemnified parties berepresented by the same counsel (subject to conflict of
interest concerns).

-173-
3478819v1



Theseller may seek to modify the provision that theindemnifying party is bound by
theindemnified party’ s defense or settlement of aproceeding if theindemnifying party does
not assumethe defense of that proceeding within ten days after notice of the proceeding. The
seller may request a right to assume the defense of the proceeding at a later date and a
requirement for advance notice of a proposed settlement.

An indemnified party usually will be reluctant to permit an indemnifying party to
assumethe defense of a proceeding whilereserving theright to arguethat the claims madein
that proceeding are not subject to indemnification. Accordingly, the Model Agreement
excludesthat possibility. However, theseller may object that the nature of the claims could
beunclear at thestart of a proceeding and may seek theright to reserveitsrightsinamanner
similar to that often permitted to liability insurers.

An indemnifying party that has assumed the defense of a proceeding will seek the
broadest possible right to settlethe matter. The Model Agreement imposes strict limits on
that right; the conditionsrelating to the effect on other claims and the admission of violations
of legal requirements are often the subject of negotiation.

Section 11.9(c) permits theindemnified party to retain control of a proceeding that
presents a significant risk of injury beyond monetary damages that would be borne by the
indemnifying party, but the price of that retained control isthat the indemnifying party will
not be bound by determinations madein that proceeding. The buyer may want to maintain
control of aproceeding seeking equitablerelief that could have animpact on itsbusinessthat
would be difficult to measureasamonetary loss, or a proceeding involving product liability
claimsthat extend beyond the seller’ s busi nesses (a tobacco company that acquires another
tobacco company, for example, is unlikely to be willing to surrender control of any of its
products liability cases).

Section 11.9(d) permits the Buyer to minimize the risk of inconsistent
determinations by asserting its claim for indemnification in the same proceeding as the
claims against the Buyer.

Environmental indemnification often presents special procedural issues because of
the wide range of remediation techniques that may be available and the potential for
disruption of the seller’ sbusinesses. These matters are often dealt with in sgparateprovisions
(see Section 11.3).

11.10 PROCEDURE FOR INDEMNIFICATION — OTHER CLAIMS

A claim for indemnification for any matter not involving a Third-Party Claim may be
asserted by noticeto the party fromwhomindemnification is sought and shall be paid promptly after
such notice.

COMMENT
This Section emphasizes the parties' intention that indemnification remedies
provided intheacquisition agreement are not limited to third-party claims. Somecourtshave

implied such a limitation in the absence of clear contractual languageto the contrary. See
the Comment to Section 11.2.

11.11 INDEMNIFICATIONIN CASE OF STRICT LIABILITY ORINDEMNITEE NEGLIGENCE
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THE INDEMNIFICATION PROVISIONS IN THIS ARTICLE 11 SHALL BE
ENFORCEABLE REGARDLESSOF WHETHER THE LIABILITY ISBASED ON PAST,
PRESENT OR FUTURE ACTS, CLAIMS OR LEGAL REQUIREMENTS (INCLUDING
ANY PAST, PRESENT OR FUTURE BULK SALES LAW, ENVIRONMENTAL LAW,
FRAUDULENT TRANSFER ACT, OCCUPATIONAL SAFETY ANDHEALTH LAW, OR
PRODUCTS LIABILITY, SECURITIES OR OTHER LEGAL REQUIREMENT), AND
REGARDLESS OF WHETHER ANY PERSON (INCLUDING THE PERSON FROM
WHOM INDEMNIFICATION IS SOUGHT) ALLEGES OR PROVES THE SOLE,
CONCURRENT, CONTRIBUTORY OR COMPARATIVE NEGLIGENCE OF THE
PERSON SEEKING INDEMNIFICATION, OR THE SOLE OR CONCURRENT STRICT
LIABILITY IMPOSED ON THE PERSON SEEKING INDEMNIFICATION.

COMMENT

Purpose of Section. The need for this section isillustrated by Fina, Inc. v. ARCO,
200 F.3rd 266 (5th Cir. 2000) in which the U.S. Court of Appeals for the Fifth Circuit
invalidated an asset purchase agreement indemnification provision in the context of
environmental liabilities. Inthe Fina case, theliabilities arosefrom actions of threedifferent
ownersover athirty-year period during which both seller and buyer owned and operated the
business and contributed to the environmental condition. The asset purchase agreement
indemnification provision provided that the indemnitor “shall indemnify, defend and hold
harmless[theindemniteg] . . . against all claims, actions, demands, losses or liabilitiesarising
fromthe use or operation of the Assets. . . and accruing from and after closing.” TheFifth
Circuit, applying Delaware law pursuant to the agreement’s choice of law provision, held
that the indemnification provision did not satisfy the Delaware requirement that
indemnification provisionsthat require payment for liabilitiesimposed ontheindemniteefor
the indemnitee’ s own negligence or pursuant to strict liability statutes such as CERCLA
must be clear and unequivocal. The court explained that therisk shifting in such asituation
is so extraordinary that to be enforceabl e the provision must state with specificity the types
of risks that the agreement is transferring to the indemnitor.

Thereareother situations wherethe acquisition agreement may allocatetheliability
tothesdler whilethebuyer’ saction or failureto act (perhaps negligently) may contributeto
theloss. For example, adefective product may be shipped prior to closing but thebuyer may
fail to effect a timely recall which could have prevented the liability, or an account
receivable may prove uncollectible because of the buyer’s failure to diligently pursue its
collection or otherwise satisfy the customer’s requirements.

This section is intended to prevent the allocation of risks elsewherein Article 11
from being frustrated by court holdings, such as the Fina case, that indemnification
provisions are ambiguous and unenforceabl e because they do not contain specific wordsthat
certain kinds of risks are intended to be shifted by the Agreement. As discussed below, the
majority rule appears to be that agreements that have the effect of shifting liability for a
person’s own negligence, or for strict liability imposed upon the person, must at aminimum
be clear and unequivocal, and in some jurisdictions must be expressly stated in so many
words. Thesection isin bold faced type because aminority of jurisdictions requirethat the
risk shifting provision be conspicuously presented.

Indemnification for Indemnitee’ s Own Negligence. Indemnities, rel eases and other
exculpatory provisions are generally enforceable as between the parties absent statutory
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exceptions for certain kinds of liabilities (e.g., Section 14 of the Securities Act and Section
29 of the Exchange Act) and judicially created exceptions (e.g. some courts as a matter of
public policy will not allow a party to shift responsibility for its own gross negligence or
intentional misconduct). See RESTATEMENT (SECOND) OF CONTRACTS 8195 cmt.b (1981)
(“Language inserted by a party in an agreement for the purpose of exempting [it] from
liability for negligent conduct is scrutinized with particular care and a court may require
specific and conspicuous reference to negligence . . . . Furthermore, a party’s attempt to
exempt [itself] from liability for negligent conduct may fail asunconscionable.”) Asaresult
of these public policy concerns or seller’ s negotiations, some counsel add an exception for
liabilities arising from an indemnitee’s gross negligence or willful misconduct.

Assuming none of these exceptionsis applicable, thejudicial focusturnsto whether
thewords of the contract are sufficient to shift responsibility for the particular liability. A
minority of courts have adopted the“literal enforcement approach” under which a broadly
worded indemnity for any and all claimsis held to encompass claims from unforseen events
including the indemnitee’ s own negligence. The majority of courts closely scrutinize, and
arerductant to enforce, indemnification or other excul patory arrangementsthat shift liability
away from the culpabl e party and requirethat provisions having such an effect be“clear and
unequivocal” in stating the risks that are being transferred to the indemnitor. See Conwell,
Recent Decisions: The Maryland Court of Appeals, 57 MD. L. REv. 706 (1998). If an
indemnity provision is not sufficiently specific, a court may refuseto enforcethe purported
imposition on the indemnitor of liability for the indemnitee’'s own negligence or strict
liability. Fina, Inc. v. ARCO, 200 F.3d 266 (5th Cir. 2000).

The actual application of the“ clear and unequivocal” standard varies from state to
state and from situation to situation. Jurisdictions such as Florida, New Hampshire,
Wyoming and Ilinois do not mandate that any specific wording or magic language be used
in order for an indemnity to be enforceable to transfer responsibility for the indemnitee's
negligence. See Hardage Enterprises v. Fidesys Corp., 570 So.2d 436, 437 (Fla. App.
1990); Audley v. Melton, 640 A. 2d 777 (N.H. 1994); Boehmv. Cody Country Chamber of
Commerce, 748 P.2d 704 (Wy0.1987); Neumann v. Gloria Marshall Figure Salon, 500 N.E.
2d 1011, 1014 (11l. 1986). Jurisdictions such as New Y ork, Minnesota, Missouri, Maine,
North Dakota, and Delaware require that reference to the negligence or fault of the
indemnitee be set forth within the contract. See Gross v. Sweet, 458 N.Y.S.2d 162
(1983)(holding that the language of the indemnity must plainly and precisely indicate that
thelimitation of liability extendsto negligence or fault of theindemnitee); Schlobohnv. Spa
Petite, Inc., 326 N.W.2d 920, 923 (Minn. 1982)(holding that indemnity is enforceablewhere
“negligence” is expressly stated); Alack v. Vic Tanny Intern, 923 SW.2d 330 (Mo.
1996)(holding that a bright-linetest is established requiring that the words “ negligence’ or
“fault” beused conspicuously); Doylev. Bowdoin College, 403 A.2d 1206, 1208 (Me. 1979);
(holding that there must be an express reference to liability for negligence); Blum v.
Kauffman, 297 A.2d 48,49 (Dd. 1972)(holding that a release did not “clearly and
unequivocally” express the intent of the parties without the word “negligence”); Fina v.
Arco, 200 F.3d 266, 270 (5th Cir. 2000)(applying Delaware law and explaining that no
Delaware case has allowed indemnification of a party for its own negligence without making
specific referenceto the negligence of theindemnified party and requiring at aminimum that
indemnity provisions demonstrate that “the subject of negligence of the indemnitee was
expressly considered by the parties drafting the agreement”). Under the “express
negligence” doctrine followed by Texas courts, an indemnification agreement is not
enforceable to indemnify a party from the consequences of its own negligence unless such
intent is specifically stated within thefour corners of the agreement. See Ethyl Corporation
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v. Daniel Construction Company, 725 S.W.2d 705, 708 (Tex. 1987); Atlantic Richfield Co. v.
Petroleum Personndl, Inc., 768 SW.2d 724 (Tex. 1989).

Indemnificationfor Strict Liability. Concluding that thetransfer of aliability based
on strict liability involves an extraordinary shifting of risk analogous to the shifting of
responsibility for anindemnitee’ s own negligence, some courts have held that the clear and
unequivocal ruleis equally applicabletoindemnification for strict liability claims. See, eg.,
Fina, Inc. v. ARCO, 200 F.2d 300 (5th Cir. 2000); Purolator Productsv. Allied Sgnal, Inc.,
772 F. Supp. 124,131 n.3 (W.D.N.Y. 1991; and Houston Lighting & Power Co. v. Atchison,
Topeka & Santa Fe Ry., 890 S.W.2d 455, 458 (Tex. 1994); see also Parker and Savich,
Contractual Effortsto Allocate the Risk of Environmental Liability: 1sThereaWayto Make
Indemnities Worth More Than the Paper They Are Written On?, 44 Sw. L.J. 1349 (1991).
The court concluded that this broad clause in the Fina asset purchase agreement did not
satisfy the clear and unequivocal test in respect of strict liability claims since there was no
specific reference to claims based on strict liability.

In view of the judicial hostility to the contractual shifting of liability for strict
liability risks, counse may wish to include in the asset purchase agreement references to
additional kinds of strict liability claims for which indemnification is intended.

Conspicuousness. |n addition to requiring that the excul patory provision beexplicit,
some courts require that its presentation be conspicuous. See Dresser Industries v. Page
Petroleum, Inc., 853 S.W.2d 505 (Tex. 1993) (“Because indemnification of a party for its
own negligence is an extraordinary shifting of risk, this Court has developed fair notice
requirements which . . . include the express negligence doctrine and the conspicuousness
requirements. The express negligence doctrine states that a party seeking indemnity fromthe
consequences of that party’ s own negligence must expressthat intent in specifictermswithin
thefour cornersof the contract. The conspicuous requirement mandatesthat something must
appear on the face of the [contract] to attract the attention of a reasonable person when he
looks at it.”); Alack v. Vic Tanny Intern. of Missouri, Inc., 923 S.W.2d 330, 337 (Mo. banc
1996). Although most courts appear hot to have imposed a comparable * conspicuousness”
requirement to date, some lawyersfed it prudent to put their express negligence and strict
liability words in bold face or other conspicuous type, even in jurisdictions which to date
have not imposed a conspi cuousness requirement.

12. CONFIDENTIALITY
COMMENT

Article 12 of the Model Agreement provides more in-depth treatment of
confidentiality issuesthan many asset acquisition agreements. Often this greater detail will
be appropriate.

Most of thetime, a confidentiality agreement will have been signed by thetime a
buyer and seller are negotiating theterms of an asset acquisition agreement. Most definitive
asset acquisition agreements therefore give only passing treatment to confidentiality issues,
typically by addressing the existing confidentiality agreement in the integration clauseto
provide either that the confidentiality agreement survives or does not survive execution of
the agreement or closing of the transaction.
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For several reasons, this approach may not be satisfactory to the buyer. Firg,
typically aconfidentiality agreement isaunilateral document drafted by the seller to protect
the confidentiality of its information. In the course of negotiating the asset purchase
agreement and closing the transaction, confidential information of the buyer may be
disclosedtothesdler. Thisislikely when part of the consideration for the purchaseis stock
or other securities of the buyer. The buyer wants the confidentiality of this information
protected. This issue may sometimes be addressed during the course of due diligence by
agreeing to make the provisions of the confidentiality agreement reciprocal and bilateral or
entering into a mirror agreement protecting the buyer’s confidential information that is
disclosed to the seller. Neither of these steps, however, fully addresses the confidentiality
issues that arise at the definitive agreement stage.

Second, the treatment of confidential information of the seller under a typical
confidentiality agreement may not be appropriate following the closing of the transaction.
There are four categories for consideration: (1) seller treatment of information relating to
assets and liabilities retained by the seller, (2) seller treatment of information relating to
assets and liabilities transferred to the buyer, (3) buyer treatment of information relating to
assetsand liabilitiesretained by thesdler, and (4) buyer treatment of information relating to
assets and liabilities transferred to the buyer. Typically, after the closing the buyer should
maintain the confidentiality of category (3) information and be ableto utilize category (4)
information however it wants as the buyer now owns those assets and liabilities. Providing
for the survival of the confidentiality agreement would prohibit the buyer from using
category (4) information, and providing for thetermination of the confidentiality agreement
would releasethebuyer fromits obligation relating to the category (3) information. Neither
option addresses category (2) information, which a typical buyer will want the seller to
refrain from using and keep confidential. Article 12 isintended to address these issues.

The Mode Agreement follows typical practice and assumes that a confidentiality
agreement has already been signed. Article 12 supersedes that agreement, which under
Section 13.7 does not survivethesigning of theModel Agreement. TheprovisionsinArticle
12 would also be applicable, however, where a confidentiality agreement had not been
signed.

Because Article 12 assumes that a confidentiality agreement has already been
signed, Article 12 is balanced, and not as favorable to the Buyer asit could be. Drafting a
section heavily favoring the Buyer would haverequired substantial deviation fromtheterms
of thetypical confidentiality agreement and resulted ininconsistent treatment of information
asconfidential or not. A drafter may want to consider this coverageissue when preparingan
agreement for a specific transaction.

12.1 DEFINITION OF CONFIDENTIAL INFORMATION

€) AsusedinthisArticle12, theterm* Confidential I nformation” includesany and all
of the following information of Seller, Buyer or Shareholders that has been or may hereafter be
disclosed in any form, whether in writing, orally, electronically, or otherwise, or otherwise made
available by observation, inspection or otherwise by either party (Buyer on the one hand or Seller
and Shareholderscollectively on the other hand) or its Representatives (collectively, a“ Disclosing
Party”) to the other party or its Representatives (collectively, a“ Receiving Party”):

() al information that is a trade secret under applicable trade secret or other law;
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(i) al information concerning product specifications, data, know-how, formulae,
compositions, processes, designs, sketches, photographs, graphs, drawings, samples,
inventions and ideas, past, current, and planned research and development, current and
planned manufacturing or distribution methods and processes, customer lists, current and
anticipated customer requirements, price lists, market studies, business plans, computer
hardware, Software, and computer Software and database technologies, systems, structures
and architectures;

(iti) @l information concerning the business and affairs of the Disclosing Party (which
includes historical and current financial statements, financial projections and budgets, tax
returns and accountants materials, historical, current and projected sales, capital spending
budgets and plans, business plans, strategic plans, marketing and advertising plans,
publications, client and customer listsand files, contracts, the names and backgroundsof key
personnel, and personnel training techniques and materials, however documented), and all
information obtained from review of the Disclosing Party’s documents or property or
discussions with the Disclosing Party regardless of the form of the communication; and

(iv)  all notes, analyses, compilations, studies, summaries, and other material prepared by
the Receiving Party to the extent containing or based, inwhole or in part, on any information
included in the foregoing.

(b)  Any trade secretsof a Disclosing Party shall also be entitled to al of the protections
and benefits under applicabletrade secret law and any other applicablelaw. If any information that
aDisclosing Party deemsto be atrade secret isfound by acourt of competent jurisdiction not to bea
trade secret for purposes of this Article 12, such information shall still be considered Confidential
Information of that Disclosing Party for purposes of thisArticle 12 to the extent included within the
definition. In the case of trade secrets, each of Buyer, Seller and Shareholders hereby waives any
requirement that the other party submit proof of the economic value of any trade secret or post a
bond or other security.

COMMENT

Section 12.1 follows the same general approach as Section 2 of the Model
Confidentiality Agreement in describing the confidential information. Themajor difference
is that Section 12.1 describes confidential information of both Buyer and Seller while the
Model Confidentiality Agreement only describes confidential information of Seller.

Giventhat abuyer typically will bereceiving information, abuyer may want tolimit
the scopeof material withinthe* Confidential Information” definition. For example abuyer
may not want to include oral disclosures or material made available for review within the
definition and may also want to require confidential information to be specifically marked as
confidential.

12.2 RESTRICTED USE OF CONFIDENTIAL INFORMATION

€)] Each Receiving Party acknowledges the confidential and proprietary nature of the
Confidential Information of the Disclosing Party and agrees that such Confidential
Information (i) shall be kept confidential by the Receiving Party, (ii) shall not be used for
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any reason or purpose other than to evaluate and consummate the Contemplated
Transactions, and (iii) without limiting the foregoing, shall not be disclosed by the Receiving
Party to any Person, except in each case asotherwise expressly permitted by the termsof this
Agreement or with the prior written consent of an authorized representative of Seller with
respect to Confidential I nformation of Seller or Shareholders (each, a“ Seller Contact™) or
an authorized representative of Buyer with respect to Confidential Information of Buyer
(each, a“Buyer Contact”). Each of Buyer and Seller and Shareholders shall disclose the
Confidential Information of the other party only to its Representatives who require such
material for the purpose of evaluating the Contemplated Transactions and are informed by
Buyer, Seller, or Shareholders asthe case may be, of the obligations of this Article 12 with
respect to such information. Each of Buyer, Seller and Shareholders shall (x) enforce the
termsof thisArticle 12 asto itsrespective Representatives, (y) take such actionto the extent
necessary to cause its Representativesto comply with thetermsand conditionsof thisArticle
12, and (z) beresponsible and liable for any breach of the provisions of this Article 12 by it
or its Representatives.

(b) Unless and until this Agreement is terminated, Seller and each Shareholder shall
maintain as confidential any Confidential Information (including for this purpose any
information of Seller or Shareholders of the type referred to in Sections 12.1(a)(i), (ii) and
(i), whether or not disclosed to Buyer) of the Seller or Shareholdersrelating to any of the
Assetsor the Assumed Liabilities. Notwithstanding the preceding sentence, Seller may use
any Confidential Information of Seller beforethe Closing in the Ordinary Courseof Business
in connection with the transactions permitted by Section 5.2.

(©) From and after the Closing, the provisionsof Section 12.2(a) above shall not apply to
or redrict in any manner Buyer's use of any Confidential Information of the Seller or
Shareholdersrelating to any of the Assets or the Assumed Liabilities.

COMMENT

Section 12.2(a) follows the same general approach as Section 3 of the Model
Confidentiality Agreement in describing therestrictions placed on confidential information.
This Section permits the confidential information to be used in connection with any of the
Contemplated Transactions. This may not be expansive enough for the buyer’s needs. For
example, the buyer may need to abtain financing and to disclose some confidential
information in connection with that process. In that situation, a buyer would want to make
sure that obtaining financing was part of the Contemplated Transactions or to specifically
permit disclosures of seller confidential information during that process.

Section 12.2(b) requiresthe Seller to keep confidential all informationrdatingtothe
assets and liabilitiesto be transferred to the Buyer beginning when the agreement is signed.
However, becausethe Seller needsto continueto operateits business until closing, theSdller
is permitted to usethisinformation in connection with pre-closing activities permitted by the
Model Agreement.

Section 12.2(c) relieves the Buyer from the obligation to keep confidential
information about the assets and liabilities to be acquired by it. Note that this provision
becomes operative only upon the closing. Thus, the Buyer’s confidentiality obligation
continues until it actually acquires the assets and assumes the liabilities.
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12.3 EXCEPTIONS

Sections 12.2(a) and (b) do not apply to that part of the Confidential Information of a
Disclosing Party that a Receiving Party demonstrates (a) was, is or becomes generally availableto
the public other than asaresult of abreach of this Article 12 or the Confidentiality Agreement by the
Receiving Party or itsRepresentatives, (b) wasor isdeveloped by the Receiving Party independently
of and without reference to any Confidential Information of the Disclosing Party, or (c) was, isor
becomes available to the Receiving Party on a non-confidential basis fromaThird Party not bound
by a confidentiality agreement or any legal, fiduciary or other obligation restricting disclosure.
Neither Seller nor either Shareholder shall disclose any Confidential Information of Seller or
Shareholdersrelating to any of the Assetsor the Assumed Liabilitiesin reliance on the exceptionsin
clauses (b) or (c) above.

COMMENT

Section 12.3 follows the same general approach as Section 6 of the Model
Confidentiality Agreement in describing the exceptions from the restrictions placed on
confidential information. Unlikethat Section 6, Section 12.3 doesinclude an exception for
independently developed information. This may beincludedin abuyer’ s draft asthe buyer
typically will betherecipient of confidential information. For that samereason, thecriteria
to qualify for an exemption are easier to satisfy than in the Mode Confidentiality
Agreement.

Finally, the last sentence of Section 12.3 prevents the Seller from using certain
exemptions to disclose information about the assets and liabilities to be transferred to the
Buyer. The use of these exemptions would be inappropriate given that these items arethe
Sdller’s property until closing.

Regulations relating to the disclosure to the IRS of certain reportabl e transactions,
the registration of certain tax shelters and tax shelter list maintenance requirements were
issued by the RS on February 28, 2003 (T.D. 9046, 2003-12 |.R.B. 614 (February 28, 2003);
Treas. Reg. 81.6011-4 [the “February 2003 Regulations’]). While the purpose of the
February 2003 Regulations wasto requiretaxpayersto report tax shelter transactionsto the
IRS, the February 2003 Regulations were drafted so broadly that they could apply to certain
commercial transactions that do not involve a tax shelter. One of the provisions of the
February 2003 Regulations required reporting to the IRS on Form 8886 of transactions
subject to conditions of confidentiality with respect to the “tax treatment” (defined in the
February 2003 Regulations as“the purported or claimed Federal incometax treatment of the
transaction”) or “tax structure” (defined in the February 2003 Regulations as “ any fact that
may berelevant to understanding the purported or claimed Federal income tax treatment of
the transaction”) of the transaction. The broad ambit of the February 2003 Regulations
reached acquisition agreements, settlement agreements, employment agreementsand private
placement memoranda. Thereweretwo limited exceptionsto reportability in the February
2003 Regulations: (x) the securities law exception and (y) the mergers and acquisitions
(“M&A”") exception. Thesecuritieslaw exception permitted restrictionson disclosure of tax
treatment or tax structure to the extent reasonably necessary to comply with applicable
securitieslawsif disclosurewas not otherwiselimited. TheM&A exception wasonly for a
taxable or tax freeacquisition of (x) historic assets of acorporation that constituted an active
trade or businessthat the acquiror intended to continue or (y) morethan 50% of the stock of
a corporation that owned historic assets used in an active trade or business that acquiror
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intendsto continue. In either case, theM& A exception wasonly for alimited period andthe
parties had to be permitted to disclose the tax treatment and tax structure of the acquisition
transaction no later than the earlier of: (A) the date of the public announcement of
discussions relating to the transaction, (B) the date of the public announcement of the
transaction, or (C) thedate of the execution of an agreement (with or without conditions) to
enter into the transaction. The M&A exception was not available where the taxpayer’s
ability to consult any tax advisor was limited in any way. The February 2003 Regulations,
however, granted a presumption of nonconfidentiality if there was a written disclosure
authorization in the form provided by the February 2003 Regulations that excluded from
confidentiality matters relating to the tax treatment or tax structure of thetransaction. See
Overview of Reportable Transaction Regulations by William H. Hornberger (July 24, 2003),
which can be found at http://www.jw.com/site/jsp/featureinfo.jsp?id=10. The M&A
exception afforded by the February 2003 Regulations was not applicable to the Model
Agreement becauseit purports to be a definitive agreement, and, as aresult and in order to
comply with the February 2003 Regulations, Section 12.3 would have needed a provision
such as the following:

“Notwithstanding anything herein to the contrary and except asreasonably
necessary to comply with applicablesecurities laws, any of Buyer, Sdler or
any Shareholder (and each employee, representative or agent of any of
Buyer, Seller or any Shareholder) may disclose to any and all Persons,
without limitation of any kind, the U.S. federal income tax treatment (as
definedin Treas. Reg. 8 1.6011-4) and U.S. federal incometax structure(as
defined in Treas. Reg. § 1.6011-4) of thetransactions contemplated by this
Agreement and all materials of any kind (including opinions or other tax
analyses) that are or have been provided to any of Buyer, Sdler or any
Shareholder relating to such tax treatment or tax structure.”

If confidentiality provisions were included in a separate confidentiality agreement entered
into early in the negotiations, and the M& A exception in the February 2003 Regulations
were being relied upon, the analogue to the foregoing could have read as follows:

Notwithstanding anything set forth herein to the contrary and except as
reasonably necessary to comply with applicable securities laws, the parties
hereto (and any employee, representative or other agent of any of the
parties) are hereby expressly authorized to disclosethe U.S. federal income
tax treatment (as defined in Treas. Reg. § 1.6011-4) and U.S. federal
income tax structure (as defined in Treas. Reg. §1.6011-4) of the
transactions contemplated by this Agreement and all materials of any kind
(including opinions or other tax analyses) that are provided to the parties
relating to such tax treatment or tax structure; provided, however, that such
disclosure shall not be made (except to a Representative, including any tax
advisor of a party) until the earlier of (i) the date of the public
announcement of discussions relating to thetransactions, (ii) the date of the
public announcement of thetransactions, or (iii) the date of the execution of
an agreement to enter into the transactions.

Recognizing the overkill of the February 2003 Regulations, the IRS concluded that
its definition of reportableconfidential transactions (i) should be limited to situations where
the tax advisor is paid a large fee and imposes a limitation on disclosure that protects the
confidentiality of the advisor’s strategies and (i) should not apply to transactions in which
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the confidentiality isimposed by a party to atransaction acting in such capacity. TD 9108
(December 18, 2003). Asaresult, a“transaction is considered to be offered to a taxpayer
under confidentiality if the advisor who is paid the minimum fee places a limitation on
disclosure by the taxpayer of the tax treatment or tax structure of the transaction and the
limitation on disclosure protectsthe confidentiality of that tax advisor’ sstrategies.” 1d. For
this purpose, the “minimum fee” is $250,000 for a transaction involving a corporation or a
tax pass through partnership or trust whose beneficiaries areall corporations, and $50,000
for all other transactions. 1d. As aresult of TD 9108 and after its December 29, 2003
effectivedate, confidentiality restrictionsimposed by partiesto atransaction to protect their
owninterests do not need the exceptionsthat were crafted to comply with the February 2003
Regulations.

12.4 LEGAL PROCEEDINGS

If a Receiving Party becomes compelled in any Proceeding or is requested by a
Governmental Body having regulatory jurisdiction over the Contemplated Transactionsto makeany
disclosure that is prohibited or otherwise constrained by this Article 12, that Receiving Party shall
providethe Disclosing Party with prompt notice of such compulsion or request so that it may seek an
appropriate protective order or other appropriate remedy or waive compliance with the provisionsof
this Article 12. In the absence of a protective order or other remedy, the Receiving Party may
disclosethat portion (and only that portion) of the Confidential Information of the Disclosing Party
that, based on advice of the Receiving Party’ s counsel, the Receiving Party is legally compelled to
disclose or that has been requested by such Governmental Body; provided, however, that the
Receiving Party shall use reasonable effortsto obtain reliable assurance that confidential treatment
will be accorded by any Person to whom any Confidential Information is so disclosed. The
provisions of this Section 12.4 do not apply to any Proceedings between the parties to this
Agreement.

COMMENT

Section 12.4 follows the same general approach as Section 7 of the Model
Confidentiality Agreement in describing when a Receiving Party may disclose Confidential
Information due to legal compulsion. However, given that the buyer typically will bethe
recipient of confidential information, the criteria to permit disclosure are easier to satisfy.
Also, the last sentence of Section 12.4 clarifies that the parties are not restricted by this
Section in connection with any proceedings between them.

125 RETURN OR DESTRUCTION OF CONFIDENTIAL INFORMATION

If this Agreement is terminated, each Receiving Party shall (a) destroy all Confidential
Information of the Disclosing Party prepared or generated by the Receiving Party without retaining a
copy of any such material, (b) promptly deliver to the Disclosing Party all other Confidential
Information of the Disclosing Party, together with all copies thereof, in the possession, custody or
control of the Receiving Party or, alternatively, with the written consent of a Seller Contact or a
Buyer Contact (whichever represents the Disclosing Party) destroy all such Confidential
Information, and (c) certify all such destruction in writing to the Disclosing Party; provided,
however, that the Receiving Party may retain a list that contains general descriptions of the
information it has returned or destroyed to facilitate the resolution of any controversies after the
Disclosing Party’s Confidential Information is returned.
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COMMENT

Section 12.5 follows the same general approach as Section 9 of the Model
Confidentiality Agreement in describing the procedure for return or destruction of
confidential information if theModel Agreement isterminated. Thelast clauseauthorizesa
Receiving Party toretainalist of returned or destroyed information. Thislist may behdpful
in resolving issues relating to the confidential information. For example, this list may
support aReceving Party’ s contention that it independently devel oped information because
it never received confidential information from the other party on that topic.

12.6 ATTORNEY-CLIENT PRIVILEGE

The Disclosing Party is not waiving, and will not be deemed to have waived or diminished,
any of its attorney work product protections, attorney-client privileges, or similar protections and
privilegesasaresult of disclosing its Confidential I nformation (including Confidential I nformation
related to pending or threatened litigation) to the Receiving Party, regardless of whether the
Disclosing Party hasasserted, or isor may be entitled to assert, such privilegesand protections. The
parties (a) share a common legal and commercial interest in all of the Disclosing Party's
Confidential Information that is subject to such privileges and protections, (b) are or may become
joint defendantsin Proceedingsto which the Disclosing Party’ s Confidential I nformation covered by
such protections and privilegesrelates, (c) intend that such privilegesand protectionsremain intact
should either party become subject to any actual or threatened Proceeding to which the Disclosing
Party’ s Confidential I nformation covered by such protections and privilegesrelates, and (d) intend
that after the Closing the Receiving Party shall have the right to assert such protections and
privileges. No Recelving Party shall admit, claim or contend, in Proceedingsinvolving either party
or otherwise, that any Disclosing Party waived any of its attorney work product protections,
attorney-client privileges, or similar protections and privileges with respect to any information,
documentsor other material not disclosed to aReceiving Party due to the Disclosing Party disclosing
its Confidential Information (including Confidential I nformation related to pending or threatened
litigation) to the Receiving Party.

COMMENT

Purpose of Section 12.6. One of the more troublesome problems related to the
disclosure of Confidential Information during the due diligence process is how to disclose
certaininformation to the Recipient to facilitate ameaningful evaluation of litigation-related
Confidential Information without waiving any work-product protections, attorney-client
privileges, and similar protectionsand privileges. Thelanguage of Section 12.6 constitutes
an attempt to allow the seller to furnish to the buyer Confidential Information without
waiving the seller’s work product, attorney-client privilege and similar protections by
demonstrating that the buyer and seller have or should be presumed to have common legal
and commercial interests, or areor may becomejoint defendantsin litigation. Thelanguage
of Section 12.6 is not yet reflected in statutory or case law, may be disregarded by a court,
and may even “flag” the issue of privilege waiver for adverse parties which obtain the
Agreement. Asaresult, Section 12.6 should not be viewed as an alternative to managing
issues of privilege in a cautious manner.

There may beinstanceswhenthe Receiving Party isan actual or potentially adverse
party in litigation with the Disclosing Party (e.g., when litigation isthe driving force behind
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an acquisition). Inthose cases, thelanguage of Section 12.6 isintendedto bolster aclaimby
the Disclosing Party that the Recipient islater precluded from using disclosureasabasisfor
asserting that the privilege was waived.

Whether work product protections and attorney-client privileges will be deemed to
be waived as aresult of disclosuresin connection with a consummated or unconsummated
asset purchase depends on the law applied by the forum jurisdiction and the forum
jurisdiction’ s approach to the joint defendant and common interest doctrines (thesedoctrines
arediscussed below). In most jurisdictions, work product protection will be waived only if
the party discloses the protected documents in a manner which substantially increases the
opportunities for its potential adversaries to obtain the information. By contrast, the
attorney-client privilegewill bewaived asaresult of voluntary disclosureto any third party,
unless the forum jurisdiction applies a form of the joint defense or common interest
doctrines.

Work Product Doctrine. Thework product doctrine protects documents prepared by
an attorney inanticipation of litigation or for trial. See Hickman v. Taylor, 329 U.S. 495, 511
(1947). Thework product doctrinefocuses ontheadversary system and attorney’ sfreedom
in preparing for trial. See Union Carbide Corp. v. Dow Chem., 619 F.Supp. 1036, 1050
(D.C.Dd. 1985). Thethreshold determinationinawork product caseiswhether thematerial
sought to be protected was prepared in anticipation of litigation or for trial. Binks Mfg. Co.
v. National Presto Indus., Inc., 709 F.2d 1109, 1118 (7th Cir. 1983). Work product
protection, codified by FED. R. CIV. P. 26(b)(3), allows protected material to be obtained by
the opposing party only upon a showing of substantial need and undue hardship. FED. R.
CIV. P. 26(b)(3). This form of protection relates strictly to documents prepared in
anticipation of litigation or for trial. See Hickmanv. Taylor, 329 U.S. at 512. Therefore, in
absence of any anticipated or pending litigation, documents prepared for the purposes of a
specific business transaction are not protected by the work product doctrine.

In most jurisdictions, awaiver of the work-product protection can occur wherethe
protected communications are disclosed in a manner which “substantially increases the
opportunity for potential adversariesto obtaintheinformation.” SeeBehniav. Shapiro, 176
F.R.D. 277, 279 (N.D.lIl. 1997); seealso 8 WRIGHT, MILLER & MARCUS, FEDERAL
PRACTICE AND PROCEDURE: CIVIL, §2024, at 369 (1994). The question is whether
the particular disclosure was of such anature asto enable an adversary to gain accessto the
information. See Behnia, 176 F.R.D. at 279-80; U.S v. Amer. Td. & Tel., 642 F.2d 1285,
1299 (D.C.Cir. 1980). Disclosure under a confidentiality agreement militates against a
finding of waiver, for it is evidence the party took steps to insurethat its work product did
not land in the hands of its adversaries. Blanchard v. EdgeMark Financial Corp., 192
F.R.D., 233,237 (N.D.lll. 2000). Inaminority of jurisdictions, the waiver of work product
protection depends on whether the parties share a common legal interest. In such
jurisdictions, the courts will apply the same analysis as for the waiver of attorney-client
privilege. SeelnreGrand Jury Subpoenas89-3 v. U.S., 902 F.2d 244, 248 (4th Cir. 1990).

Attorney-Client Privilege. Theattorney-client privilege protects communications of
legal advice between attorneys and clients, including communications between corporate
employees and a corporation’ s attorneysto promotetheflow of information between clients
and their attorneys. See Upjohn Co. v. U.S, 449 U.S. 383, 389 (1981). An oft-quoted
definition of the attorney-client privilege is found in United States v. United Shoe Mach.
Corp., 89 F. Supp. 357, 358-59 (D. Mass. 1950):
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“The privilege applies only if (1) the asserted holder of the privilegeis or
sought to become a client; (2) the person to whom the communication was
made (a) is a member of the bar of a court, or his subordinate and (b) in
connection with this communication is acting as a lawyer; (3) the
communication relates to a fact of which the attorney wasinformed (a) by
his client (b) without the presence of strangers (c) for the purpose of
securing primarily either (i) an opinion on law or (ii) legal services or (iii)
assistance in some legal proceeding, and not (d) for the purpose of
committing a crime or tort; and (4) the privilege has been (a) claimed and
(b) not waived by the client.”

Although the attorney-client privilege does not requireongoing or threatened litigation, it is
more narrow that the work product doctrine because it covers only “communications”
between thelawyer and hisclient for the purposes of legal aid. See Upjohn, 449 U.S. at 389.

Thecorerequirement of theattorney-client privilegeisthat the confidentiality of the
privileged information be maintained. Therefore, theprivilegeistypically waived whenthe
privilege holder discloses the protected information to a third party. A waiver of attorney-
client privilege destroys the attorney-client privilege with respect to all future opposing
parties and for the entire subject matter of the item disclosed. See In re Grand Jury
Proceedings, 78 F.3d 251, 255 (6th Cir. 1996).

The courts have devel oped two doctrines of exceptionsto thewaiver of theprivilege
through voluntary disclosure. The joint defendant rule, embodied in UNIF. R. EVID.
502(b)(5), protects communicationsrelevant to amatter of common interest between two or
more clients of the same lawyer from disclosure. UNIF. R. EVID. 502 (d)(5). Thiswidely
accepted doctrine applies strictly to clients of the same lawyer who are joint defendantsin
litigation. Several courts have expanded thejoint defense doctrinein order to create another
exceptiontothewaiver of attorney-client privilege: the doctrine of common-interest. Under
the common interest doctrine, privileged information can be disclosed to a separate entity
that has a common legal interest with the privilege holder, whether or not thethird party isa
co-defendant.

Federal circuit courts and state courts divergeintheir interpretation and application
of the common interest and joint defendant doctrine. U.S. v. Weissman, 1996 WL 737042*7
(S.D.N.Y. 1996). Inthemost expansive application of thecommon interest doctrine, courts
exclude a waiver of the attorney-client privilege when there isa common interest between
the disclosing party and the receiving party, and parties have a reasonable expectation of
litigation concerning their common interest. See Hewl ett-Packard Co. v. Bausch & Lomb,
115F.R.D. 308, 309 (N.D.Cal. 1987). Morerestrictive courts requirethat the parties share
anidentical legal, as opposed to purely commercial, interest. See Duplan Corp. v. Deering
Milliken, 397 F. Supp. 1146, 1172 (D.S.C. 1974). Finally, some courts persist in rgecting
the common interest theory absent actual or pending litigation in which both parties are or
will be joint defendants. See Int’l Ins. v. Newmont Mining Corp., 800 F.Supp. 1195, 1196
(S.D.N.Y. 1992).

Although there is no uniform test for application of the common interest doctrine,
courts have consistently examined three elements when applying the doctrine: (1) whether
theconfidentiality of the privileged information is preserved despite disclosure; (2) whether,
at thetime that the disclosures were made, the parties werejoint defendantsin litigation or
reasonably anticipated litigation; and (3) whether the legal interests of the parties are
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identical or at least closely aligned at thetime of disclosure. See, e.g. U.S v. Gulf Oil Corp.,
760 F.2d 292, 296 (Temp. Emer. Ct. App. 1985).

The core requirement of the common interest doctrine is the existence of a shared
legal interest. Courtswill have less difficulty in finding an exception to awaiver when the
parties to the purchase agreement actively pursue common legal goals. See U.S .
Schwimmer, 892 F.2d 237, 244 (2nd Cir. 1989). An agreement inwhich the buyer does not
assumethelitigation liability of the seller does not demonstrate an alignment of the parties
interests. A common business enterprise, such as the sale of assets, or a potential merger,
will not suffice unless the parties' legal interests are at least paralld and non-adverse.
Jedwab v. MGM Grand Hotels, 1986 WL 3426 * 2 (Del. Ch. 1986). Disclosures by a
corporation and its counsd to the corporation’s investment banking firm during merger
discussions have resulted in awaiver of the attorney-client privilege because the common
interest rule did not apply. See Blanchard v. EdgeMark Financial Corp., 192 F.R.D. 233
(N.D. Ill. 2000). The court said the common-interest rule protects from disclosure those
communications between one party and an attorney for another party “whereajoint defense
effort or strategy has been decided upon and undertaken by the parties and their respective
counsd,” noting that the common interest must bealegal one, not commercial or financial.
Id at 236. The court concluded, however, that the common interest rule did not apply
becausethe defendants did not demonstrate that theinvestment banking firm’'slegal interest
in the threatened litigation was anything more than peripheral. 1d at 237.

Although the consummation of atransaction is not determinative of the existence of
awaiver, the interests of the parties may become closely aligned as a result of the closing.
As a result, there is a higher probability that information will remain protected in a
transaction that closes and in which the buyer assumes liability for theseller’ slitigation, than
in atransaction that does not close and in which the buyer does not assume liability for the
seller’slitigation. See Hundley, “WhiteKnights, Pre-Nuptial Confidences, and theMorning
After: The Effect of Transaction-Related Disclosures on the Attorney-Client and Related
Privileges,” 5 DEPAUL BUS. L.J. 59 (Fall/Winter, 1992/1993), which concludesthat (i) ina
statutory merger the surviving corporation can assert the attorney-client privilege, (ii) ina
stock-for-stock deal the privilege goes with the corporation, although in some cases the
buyer and seller may sharethe privilege, and (iii) in the case of an asset sale most cases hold
no privilege passes because the corporate holder of the privilege has not been sold. The
articlesuggeststhat in an asset sale, including a sale of adivision, the parties could provide
contractually for the buyer to have the benefit of the privilege, as Section 12.6 does, and, by
analogy to joint defense and common interest cases, the privilege agreement should be
upheld. Further, by analogy to those cases and the principle that the privilege attaches to
communications between an attorney and prospective client prior to engagement, parties
should be able to provide that due diligence information provided is protected by the
attorney-client privilege. Cf. Cheevesv. Southern Clays, 128 F.R.D. 128, 130 (M.D. Ga.
1989) (“ Courts have found a community of interest where one party owes a duty to defend
another, or where both consult the same attorney”.)

Courts may also maintain the attorney-client privilege when the interests of both
parties are aligned through specific contractual relationships. See In Re Regents of Univ. of
Cal., 101 F.3d 1386, 1390 (Fed. Cir. 1996) (holding that parties to an exclusive license
agreement havea substantially identical legal interest). Therefore, the parties may find some
comfort in provisionsthat align their legal interests and burdens, such as provisions pursuant
to which buyer assumes the litigation liability of seller, indemnification provisions or
assistance provisions which may facilitate a court’s application of the common interest
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doctrine. If appropriate, the parties also should consider signing a “common interest
agreement” or a “joint defense plan” that evidences their common legal interests and
stipulates a common plan for litigation.

In Tekni-Plex, Inc. v. Meyner and Landis, 89 N.Y.2d 123, 674 N.E. 2d 663 (1996),
theNew Y ork Court of Appealsheldthat inatriangular merger the purchaser could preclude
long-time counsel for the seller and its sol e sharehol der from representing the shareholder in
an indemnification claim arising out of the merger, and that the purchaser controlled the
attorney-client privilege as to pre-merger communications with the seller, other than those
relating to the merger negotiations. Responding to an argument that the transaction was
really an asset acquisition, the Court said in dictum: “When ownership of a corporation
changes hands, whether the attorney-client relationship transfers. . . to the new ownersturns
on the practical consequences rather than the formalities of the particular transaction.” 89
N.Y.2d at 133.

13. GENERAL PROVISIONS
13.4 JURISDICTION; SERVICE OF PROCESS

Any Proceeding arising out of or relating to this Agreement or any Contemplated Transaction
may be brought inthe courts of the State of , County of ,or, if it has
or can acquire jurisdiction, in the United States District Court for the Digtrict of
, and each of the parties irrevocably submits to the exclusive jurisdiction of each
such court inany such Proceeding, waivesany objection it may now or hereafter haveto venueor to
convenience of forum, agrees that all claims in respect of the Proceeding shall be heard and
determined only in any such court, and agrees not to bring any Proceeding arising out of or relating
to this Agreement or any Contemplated Transaction in any other court. The parties agree that either
or both of them may file acopy of this paragraph with any court aswritten evidence of the knowing,
voluntary and bargained agreement between the partiesirrevocably to waive any objectionsto venue
or to convenience of forum. Process in any Proceeding referred to in the first sentence of this
Section may be served on any party anywhere in the world.

COMMENT

Theforum in which controversies relating to an acquisition arelitigated can havea
significant impact on the dynamics of the disputeresolution and can also affect the outcome.
In this Section the parties select an exclusive forum for actions arising out of or relating to
the Model Agreement and submit to jurisdiction in that forum. The forum selected by the
buyer usually will be its principal place of business, which may not be acceptable to the
seller. Oftentheseller will attempt to change the designation to amore convenient forum or
simply to confer jurisdiction in the forum selected by the buyer without making it the
exclusive forum. For an analysis of whether a forum selection clause is permissive or
exclusive, see Action Corp. v. Toshiba America Consumer Prods., Inc., 975 F. Supp. 170
(D.P.R. 1997).

Clauses by which the parties consent to jurisdiction are usually given effect solong
asthey have been freely negotiated among sophisticated parties. Exclusiveforum selection
clauses are generally upheld by the courts if they have been freely bargained for, are not
contrary to an important public policy of the forum and are generally reasonable. See
generally CASAD, JURISDICTION AND FORUM SELECTION 8§ 4.17 (1988 & Supp. 1998); cf.
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Bremen v. Zapata Offshore-Shore Co., 407 U.S. 1, 10 (1972) (forum selection clauses are
prima facie valid and enforceable under unless they are unreasonable under the
circumstances; aforum selection clause may be unreasonableif (1) the enforcement would
be so gravely difficult and inconvenient that for all practical purposes the party resisting
enforcement would be deprived of hisday in court; (2) theclauseisinvalid for such reasons
asfraud or overreacting; or (3) enforcement would contravene a strong public paolicy of the
forum in which suit is brought, whether declared by statute or judicial decision; the party
claiming unfairness has aheavy burden of proof); Holeman v. National Busnessinstitute, 94
S.W. 3rd 91, 97 (Tex. App.—Houston 2002, no writ) (“1n Texas, forum se ection clausesare
valid and enforceable if (1) the parties have contractually consented to submit to the
exclusivejurisdiction of another state and (2) the other state recognizes the validity of such
provisions [unless] the interests of witnesses and the public strongly favor jurisdictionina
forum other than the oneto which the parties agreed inthe contract™); but see Michiana Easy
Livin' Country, Inc. v. Holten, _ SW.3" 2003 Tex. App. Lexis 8729 (Tex. App.—
Houston [1%] 2003) (pet. filed) (unambiguous forum selection clause not enforced in case
involving the sale of a mobile home).. Accordingly, a court in a forum other than the one
selected may, in certain circumstances, elect to assert jurisdiction, notwithstanding the
parties’ designation of another forum. Inthesesituations, the courtswill determine whether
the provision in theagreement violates public policy of that state and therefore enf orcement
of the forum sdection clause would be unreasonable.

A forum selection clause in an ancillary document can affect the forum in which
disputes regarding the principal acquisition agreement are to be resolved. In a choice of
forum skirmish regarding the | BP v. Tyson Foods case discussed in the Comment to Section
3.15 and in Appendix C, the Delaware Chancery Court concluded: (1) Tyson's Arkansas
claimsand I|BP' s Delaware clause claims were contemporaneously filed, eventhough Tyson
had won theraceto the courthouse by five business hours, and (2) most of Tyson’s Arkansas
claims fell within the scope of the contractual choice of forum clause in a confidentiality
agreement requiring litigation in the courts of Delaware. The Chancery Court then
concluded that because of theforum selection clause, only a Delaware court could handleall
of the claims by Tyson, including the disclosureand material adverse change disputes. IBP,
Inc. v. Tyson Foods, Inc. and Lasso Acquisition Corporation, No. 18373, 2001 Dd. Ch.
LEXIS 81 (Ddl. Ch. April 18, 2001). The confidentiality agreement provision explicitly
limited Tyson' s ability to baselitigable claims on assertions that the evaluation materialsit
received were false, misleading or incomplete as follows:

“Weunderstand and agreethat none of the Company [i.e., IBP], itsadvisors
or any of their affiliates, agents, advisors or representatives (i) havemadeor
make any representation or warranty, expressed or implied, as to the
accuracy or completeness of the Evaluation Material or (ii) shall have any
liability whatsoever to us or our Representatives relating to or resultingto or
resulting from the use of the Evaluation Materials or any errors therein or
omissionstherefrom, except inthecaseof (i) and (ii), to the extent provided
in any definitive agreement relating to a Transaction.”

The confidentiality agreement also limited Tyson’s ability to sue over evaluation
materials in aforum of its own choice:

“We hereby irrevocably and unconditionally submit to the exclusive
jurisdiction of any State or Federal court sitting in Delaware over any suit,
action or proceeding arising out of or relating to this Agreement. We
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hereby agreethat service of any process, summons, notice or document by
U.S. registered mail addressed to us shall be effective service of processfor
any action, suit or proceeding brought against us in any such court. You
hereby irrevocably and unconditionally waive any objection to thelaying of
venue of any such suit, action or proceeding brought in any such court and
any claim that any such court and any claim that any such suit, action or
proceeding brought in any such court has been brought in an inconvenient
form. Weagreethat afinal judgment in any such suit, action or proceeding
brought inany such court shall be conclusive and binding upon us and may
be enforced in any other courts to whose jurisdiction we are or may be
subject, by suit upon such judgment. . . .

“This agreement shall be governed by, and construed and enforced in
accordance with, the laws of the State of Delaware.”

Noting that Tyson had not argued that the forum sel ection clause had been procured
by fraud, the Chancery Court commented that forum selection clauses are prima facievalid
and enforceable in Delaware, and in footnote 21 wrote as follows:

“ChaplakeHoldings, Ltd. v. Chryder Corp., Dd. Super., 1995Dd.
Super. LEXIS 463, a *17- *18, Babiarz, J. (Aug. 11, 1995) (“forum
selection clauses are ‘prima facie valid and should be ‘specifically’
enforced unless the resisting party ‘could clearly show that enforcement
would be unreasonable and unjust, or that the clauseisinvalid for reasons
such asfraud or overreaching’” (quoting M/SBremen v. Zapata Off-Shore
Co., 407 U.S. 1, 15 (1972)).

“Delaware courts have not hesitated to enforce forum selection
clauses that operate to divest the courts of this State of the power they
would otherwise haveto hear adispute. See, e.g., EIf Atochem North Am.,
Inc. v. Jaffari, Ddl. Supr., 727 A.2d 286, 292-96 (1999) (affirming dismissal
of an action on groundsthat a Delaware Limited Liability Company had, by
the LLC agreement, bound its members to resolve all their disputes in
arbitration proceedingsin California); Smonv. Navellier, SeriesFund, Ddl.
Ch., 2000 Ddl. Ch. LEXIS 150, Strine, V.C. (Oct. 19, 2000) (dismissing an
indemnification claim because a contract required the claimto bebrought in
the courts of Reno, Nevada). The courts of Arkansas are similarly
respectful of forum selection clauses:

“We cannot refuseto enforce such a clause, which wehave
concluded is fair and reasonable and which we believe
meets the due process test for the exercise of judicial
juridiction. To do otherwise would constitute a mere
pretext founded solely on theforum state' s preference for
itsown judicial system and its own substantive law.

“ Accordingly, we concludethat the express agreement and
intent of the partiesin a choice of forum clause should be
sustained even when the judicial jurisdiction over the
agreements is conferred upon a foreign state's forum.
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“Nelmsv. Morgan Portable Bldg. Corp., 808 S.W. 2d 314,
318 (Ark. 1991).”

Thus, theinclusion of aforum selection clausein the IBP/Tyson confidentiality agreement
ended up dictating where the litigation over magjor disclosure and material adverse change
issues and provisions would be litigated.

Some state statutes attempt to validate the parties’ selection of a forum. For
example, a California statute provides that actions against foreign corporations and
nonresident persons can be maintained in California where the action or proceeding arises
out of or relates to an agreement for which achoice of Californialaw has been made by the
parties, and the contract relates to a transaction involving not less than $1 million and
contains a provision whereby the corporation or nonresident agrees to submit to the
jurisdiction of the Californiacourts. CAL. Clv. PRocC. CoDE §410.40. Seealso DEL. CODE
tit. 6, 8§ 2708; N.Y. GEN. OBLIG. LAW § 5-1402.

The parties may also want to consider theinclusion of ajury trial waiver clausesuch
asthefollowing:

THEPARTIESHEREBY WAIVEANY RIGHT TOTRIAL BY JURY IN
ANY PROCEEDING ARISING OUT OF OR RELATING TO THIS
AGREEMENT ORANY OF THE CONTEMPLATED TRANSACTIONS,
WHETHER NOW OR EXISTING OR HEREAFTER ARISING, AND
WHETHER SOUNDING IN CONTRACT, TORT OR OTHERWISE.
THEPARTIESAGREE THAT ANY OF THEM MAY FILE A COPY OF
THISPARAGRAPHWITH ANY COURT ASWRITTEN EVIDENCE OF
THE KNOWING, VOLUNTARY AND BARGAINED FOR
AGREEMENT AMONG THE PARTIES IRREVOCABLY TO WAIVE
TRIAL BY JURY, AND THAT ANY PROCEEDING WHATSOEVER
BETWEEN THEM RELATING TO THIS AGREEMENT OR ANY OF
THE CONTEMPLATED TRANSACTIONS SHALL INSTEAD BE
TRIED IN A COURT OF COMPETENT JURISDICTION BY A JUDGE
SITTING WITHOUT A JURY.

The jury trial waiver may be used in conjunction with, or in substitution for, the
arbitration clause discussed bel ow in jurisdictions where the enforceability of such clausesis
in question.

The Seventh Amendment to the U.S. Constitution guarantees thefundamental right
toajury trial in“suits at common law, where the value in controversy shall exceed twenty
dollars,” and thereistherefore a strong presumption against the waiver of theright to ajury
trial. Aetna Ins. Co. v. Kennedy, 301 U.S. 389, 393 (1937) (“courts indulge every
reasonable presumption against waiver”). As a result, courts have held that jury waiver
clauses are to be narrowly construed and that any ambiguity is to be decided against the
waiver. National Equipment Rental, Ltd. v. Hendrix, 565 F.2d 255 (2nd Cir. 1977); Phoenix
Leasing, Inc. v. Sure Broadcasting, Inc., 843 F. Supp. 1379, 1388 (D.Nev. 1994), aff'd
without opinion, 89 F.3rd 846 (9th Cir. 1996). See also Truck World, Inc. v. Fifth Third
Bank, No. C-940029, 1995 WL 577521, at *3 (Ohio App. Ct. Sept. 29, 1995) (“jury waiver
clause should be strictly construed and should not be extended beyond its plain meaning”).
The constitutional right to ajury trial is a question to be determined as a matter of federal
law, while the substantive aspects of the claim are determined under state law. Simler v.
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Conner, 372 U.S. 221 (1963) (citing Erie R.R. Co. v. Tompkins, 304 U.S. 64 (1938) and
other cases).

Whilecourts have held that thisright may bewaived either expressly (United States
v. Moore, 340 U.S. 616 (1951)), or by implication (Commodity Futures Trading Com'n. v.
Schor, 478 U.S. 833 (1986)), courts have also held that jury waiver clauses must be
knowingly and voluntarily enteredinto to be enforceable. Morgan Guar. Trust Co. v. Crane,
36 F. Supp.2d 602 (S.D.N.Y. 1999). In deciding whether a jury waiver clause was
knowingly and voluntarily enteredinto, the court will generally consider four factors: (1) the
extent of the parties negotiations, if any, regarding the waiver provision; (2) the
conspicuousness of the provision; (3) the reative bargaining power of the parties; and (4)
whether thewaiving party’ s counsel had an opportunity to review theagreement. Whirlpool
Financial Corp. v. Sevaux, 866 F. Supp. 1102, 1105 (N.D. Ill. 1994), aff’d, 96 F.3d 216 (7th
Cir. 1996). Other courts have formulated the fourth factor of this test as “the business
acumen of the party opposing the waiver.” Morgan Guaranty, 36 F. Supp.2d at 604.

Whilethere are no special requirements for highlighting a jury waiver clausein a
contract to meet the second prong of this test, there are ways to craft a sufficiently
conspicuous jury waiver clause to support the argument that the waiver was knowingly
entered into, including having the clausetypedin all bold face capital |ettersand placingit at
the end of the document directly above the signature lines. Although adherence to these
techniqueswill not guarantee enforceability of thejury waiver clause (Whirlpool Financial,
866 F. Supp. at 1106, holding that there was no waiver despite the fact that the clause was
printed in capital letters), courts have found these to be important factors in deciding the
validity of jury waiver clauses. See, e.g., Morgan Guaranty, 36 F. Supp.2d at 604, wherethe
court held that the defendant had knowingly waived theright because theclauseimmediatdy
preceded the signature line on the same page.

In deciding whether a jury waiver clause was voluntarily entered into, courts
generally will consider (1) the disparity of the parties' bargaining power positions, (2) the
parties’ opportunity to negotiate, and (3) the parties’ experience or business acumen. See,
e.g., Morgan Guaranty, 36 F. Supp.2d at 604, wherethe court enforced ajury waiver whenit
found that certain terms of the note at issue had been negotiated, and Sullivan v. Ajax
Navigation Corp., 881 F. Supp. 906, 910 (S.D.N.Y. 1995), wherethe court refused to enforce
ajury waiver contained in a pre-printed cruise ship ticket.

Even wheretheterms of the acquisition agreement are heavily negotiated, thedrafter
may want to anticipate a challenge to the jury waiver clause, particularly if the seller is
financially distressed or not particularly sophisticated. See, e.g., Phoenix Leasing, 843 F.
Supp. at 1385, where the court held that the waiver was voluntary because some of the
agreement’s terms were negotiated, evidencing bargaining power, and finding that
knowledgeby the other party that funds were* badly needed” did not indicate grossdisparity
of bargaining power. ThePhoenix L easing court also enforced the waiver becauseit found
that the defendant was “ experienced, professional and sophisticated in business dealings’
and “all parties were represented by counsel.” Similarly, in Bonfield v. Aamco
Transmissions, Inc., 717 F. Supp. 589, 595-6 (N.D.Ill. 1989), the court found the waiver
voluntary (1) becausethe party challenging the waiver was an experienced businessmanwho
chose not to have counsel review the agreement, and (2) the defendant had explained the
purpose of thejury waiver to the party challenging the waiver interms of “thelargeverdicts
juriestend to award” to which the court noted, “[i]f that did not grab [the] attention [of the
party objecting to the waiver], nothing would.” InMerrill Lynch & Co., Inc. v. Allegheny
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Energy, Inc., ___F. Supp. 2d ___, 2003 U.S. Dist. Lexis 21122 (S.D.N.Y. 2003), a jury
waiver in an asset purchase agreement was enforced and held to apply to a claim for
fraudulent inducement where the agreement was the product of negotiations among
sophisticated parties and there was no allegation that the waiver provision itsdf was
procured by fraud. But see Whirlpool Financial, 866 F. Supp. at 1106, wherethe court held
that thewaiver was not voluntary inthelight of evidence showing that the party challenging
thejury waiver clausewas desperatefor cash and had no ability to change the inconspicuous
terms of a standardized contract.

It is worth noting that the courts are split on the question of which party carriesthe
burden of proving that ajury waiver was knowing and voluntary. Some have held that the
burden is placed on the party attempting to enforce the waiver, Sullivan, 881 F. Supp. 906,
while some have held that the party opposing the waiver bears the burden of proving that the
waiver was not knowing and voluntary, K.M.C. Co., Inc. v. Irving Trust Co., 757 F.2d 752
(6th Cir. 1985), while still other courts have expressly avoided the issue altogether,
Connecticut Nat’l. Bank v. Smith, 826 F. Supp. 57 (D.RI. 1993); Whirlpool Financial, 866
F. Supp. at 1102; Bonfield, 717 F. Supp. at 589. InBonfield, the court also noted that there
do not appear to beany reported decisions regarding the required standard of proof in these
Cases.

Thelast sentence of Section 13.4 provides that service of process may be obtained
onany party anywhereinthe world andisintended to waivetherequirement of acquiringin
personam jurisdiction.

The Model Agreement does not contain an alternate dispute resolution (* ADR")
provision (other than that related to the purchase price adjustment procedurein Section 2.9)
and contemplates litigation as the principal means of dispute resolution. Because of the
growing use of ADR in acquisition documentation, the practitioner might wish to consider
the advisability of various ADR clausesintheinitial draft. ADR comesin many formsand
variants, the most common of which is mandatory arbitration. Other forms of ADR are
discussed later in this Comment.

For many years there was considerable debate in the various jurisdictions as to the
enforceability of mandatory arbitration clauses. Those discussions have been resolved by a
number of recent U.S. Supreme Court decisionsthat leavelittle doubt asto theenforceability
of arbitration clausesin commercial documents. In Southland Corp. v. Keating, 465 U.S. 1
(1984), the Supreme Court held that Section 2 of the Federal Arbitration Act preempted a
provision of the California Franchise Investment Law which California courts had
interpreted as necessitating judicial consideration rather than arbitration. In Allied-Bruce
Terminix Companies, Inc. v. Dobson, 513 U.S. 265 (1995), the Supreme Court held that the
Federal Arbitration Act applies to the full extent of the Commerce Clause of the U. S.
Constitution, and supersedes efforts by some state courts to limit the effect of arbitration
clauses within their jurisdictions. In Allied-Bruce, the Court held that arbitration may
includeall forms of damages, including punitive damages claims. Seealso Mastrobuonov.
Shearson Lehman Hutton, Inc., 514 U.S. 52 (1995). In First Options of Chicago, Inc. v.
Kaplan, 514 U.S. 938 (1995), the U.S. Supreme Court addressed the issue of who decides
whether a dispute is arbitrable, the arbitrator or the court, and held that where the clause
itself confers this power on the arbitrator the clause should be respected and the courts
should givethe arbitrator great flexibility in making such determinations.

- 193 -
3478819v1



Notwithstanding the evolution of the law to enforce such clauses, there is much
debate among practitioners asto theadvisability of including mandatory binding arbitration
clausesin acquisition documents. Factors which support exclusion of amandatory binding
arbitration clause include the following: (i) litigation is the appropriate dispute resolution
mechanism because the buyer is more likely than the seller to assert claims under the
acquisition agreement; (ii) the prospect of litigation may givethebuyer greater leveragewith
respect to resolving such claims than would the prospect of mandatory arbitration; (iii)
arbitration may promote an unfavorabl e settlement; (iv) arbitration brings an increased risk
of compromised compensatory damage awards; (v) arbitration lowers the likelihood of
receiving high punitive damages; (vi) certain provisional remedies (such asinjunctiverdlief)
may not be available in arbitration; (vii) the arbitration decision may not be subject to
meaningful judicial review; (viii) rules of discovery and evidence (unavailable in some
arbitration proceedings) may favor thebuyer’ s position; (ix) the ease with which claims may
be asserted in arbitration increases the likelihood that claims will be asserted; and (x)
because many of thefacts necessary for favorableresolution of thebuyer’sclaims may bein
the seller’s possession (especialy if a dispute centers on representations and warranties
containing knowledge qualifications), these facts may not be availabl e to the buyer without
full discovery. Factorswhichwould encourageinclusion of amandatory binding arbitration
clause in a buyer’s initial draft include the following: (i) arbitration may promote a
reasonabl e settlement; (ii) arbitration may reduce costs; (iii) arbitration createsthe possibility
of keeping the dispute confidential; (iv) arbitrators may be more sophisticated in business
affairs than judges or juries and reach a more appropriate result; (v) arbitration may be
speedier than litigation; (vi) arbitration eliminates any "home court" advantage to a seller
litigating in its own jurisdiction; (vii) arbitration isaless confrontational environment and
may better maintain the business relations of the buyer and the seller; (viii) arbitration
furnishes an opportunity to have special experts sdected by the parties rule on technical
issues; and (ix) arbitration decreases the risk of punitive damages.

Any analysis of thisissue must begin with a determination of whether the buyer is
more likely to sue or be sued, with the second step of the process being a selection of the
environment which would most favor the buyer under those circumstances. The practice
remainsfor abuyer’ sfirst draft to exclude any mandatory arbitration clause, but anumber of
factors, particularly concern over appearing beforeajudgeand jury inasdler’ sjurisdiction,
areresulting in increasing use of these clauses.

The American Arbitration Association issues general rules for commercial
arbitration and specific rulesfor other types of arbitration including construction, patent, real
estate valuation, securities, employment, title insurance, and franchises. The New York
Stock Exchangeand the National Association of Security Dealers also have specific rules of
arbitration. Often the use of such arbitration procedures is part of the ordinary course of
business, especially in the securities industry.

A complete ADR provision for mandatory binding arbitration generally addresses
thefollowing topics: consent by the partiesto arbitration, the disputes which will be covered
(generally all mattersarising out of thetransaction), the rules under which thearbitrationwill
be governed, the substantivelaw to be applied, thelocation of thearbitration, themechanism
for selecting arbitrators (including their number and qualification), the person (arbitrator or
court) who isto determine whether adisputeis subject to arbitration, any agreed limitation
upon damages that can be awarded (although limitations on the remedies to be awarded have
been looked upon with disfavor by the courts), and any requirements that the arbitrator
recognizerules of evidence or other procedural rules or issueawritten opinion. Some ADR
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provisions leave the qualifications and the number of the arbitrators to be determined once
the need for arbitration is evident; others specify as much as possible in advance. Some
ADR provisions also specify discovery procedures and procedures concerning exchange of
information by theparties. Thediscovery provisions may requirethat discovery proceedin
accordance with the Federal Rulesof Civil Procedure. A comprehensiveprovisiongenerally
includes enforceability language and proceduresfor appeal of theaward, although provisions
for appeal may undercut the entirerationalefor ADR. See generally American Arbitration
Association, DRAFTING DISPUTE RESOLUTION CLAUSES: A PRACTICAL GUIDE (1993).

Drafters of ADR provisions should check for case law and statutes governing
arbitration in the jurisdiction selected as the site of the arbitration to avoid unintended
outcomes. For example, in California, an agreement to arbitrate claimsrelating to a contract
creates authority to arbitrate “ tort claims,” and an agreement to arbitrate “ any controversy”
creates authority to award punitive damages. See Tatev. Saratoga Savings & Loan Ass'n,
216 Cal. App. 3d 843 (1989).

An exampl e of amandatory binding arbitration clause that might beappropriatefor a
buyer’ s first draft follows:

Any controversy or claim arising out of or relating to this
Agreement or any related agreement shall be settled by arbitration in
accordance with the following provisions:

A. Disputes Covered. Theagreement of the partiestoarbitrate
coversall disputes of every kind relating to or arising out of thisAgreement,
any related agreement or any of the Contemplated Transactions. Disputes
includeactionsfor breach of contract with respect to this Agreement or the
related agreement, aswell as any claim based on tort or any other causes of
action relating to the Contemplated Transactions such as claimsbased onan
allegation of fraud or misrepresentation and claims based on a federal or
statestatute. Inaddition, thearbitrators sel ected according to procedures set
forth below shall determinethe arbitrability of any matter brought to them,
and their decision shall be final and binding on the parties.

B. Forum. The forum for the arbitration shall be

C. Law. Thegoverning law for thearbitration shall bethelaw
of the State of , Without reference to its conflicts of laws
provisions.

D. Selection. There shall be three arbitrators, unless the

parties are able to agree on a single arbitrator. In the absence of such
agreement within ten days after the initiation of an arbitration proceeding,
Seller shall select one arbitrator and Buyer shall select one arbitrator, and
thosetwo arbitrators shall then select, within ten days, athird arbitrator. 1f
those two arbitrators are unable to select a third arbitrator within such ten
day period, athird arbitrator shall be appointed by the commercial panel of
the American Arbitration Association. The decision in writing of at least
two of the three arbitrators shall be final and binding upon the parties.
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advocate-arbitrators.

E. Administration. The arbitration shall be administered by
the American Arbitration Association.

F. Rules. The rules of arbitration shall be the Commercial
Arbitration Rules of the American Arbitration Association, as modified by
any other instructions that the parties may agree upon at the time, except
that each party shall havetheright to conduct discovery inany manner and
to the extent authorized by the Federal Rules of Civil Procedure as
interpreted by the federal courts. If there is any conflict between those
Rules and the provisions of this Section, the provisions of this Section shall
prevail.

G. Substantive Law. The arbitrators shall be bound by and
shall strictly enforcetheterms of this Agreement and may not limit, expand
or otherwise modify itsterms. Thearbitratorsshall makeagood faith effort
to apply substantive applicablelaw, but an arbitration decision shall not be
subject to review because of errorsof law. Thearbitrators shall beboundto
honor claims of privilege or work product doctrine recognized at law, but
thearbitratorsshall havethe discretion to determine whether any suchclaim
of privilege or work product doctrine applies.

H. Decision. The arbitrators decision shall provide a
reasoned basis for the resolution of each dispute and for any award. The
arbitrators shall not have power to award damages in connection with any
dispute in excess of actual compensatory damages and shall not multiply
actual damages or award consequential or punitive damages or award any
other damages that are excluded under the provisions of Article 11 of this
Agreement.

l. Expenses. Each party shall bear its own fees and expenses
with respect to the arbltratlon and any proceeding related thereto and the
parties shall share equally the fees and expenses of the American
Arbitration Association and the arbitrators.

J Remedies; Award. The arbitrators shall have power and
authority to award any remedy or judgment that could be awarded by a
court of law in[designatejurisdiction]. Theaward rendered by arbitration
shall be final and binding upon the parties, and judgment upon the award
may be entered in any court of competent jurisdiction in the United States.

If each party selects one arbitrator, it might be appropriate to make clear in the
arbitration clause whether those party-appointed arbitrators areto beneutral or are, in effect,
Some arbitration clauses require the selection of three neutral
arbitrators, all of whom are appointed in accordance with the rules of the arbitration

authority.

An aternative to mandatory binding arbitration is mediation. A mediation clause
may simply require negatiation (with or without a good faith standard) prior to litigation.
Mediation is often an optional pre-arbitration procedure offered by the arbitration authority
to the parties involved in an arbitration. The following is an example of a mediation

provision:
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Any controversy or claim arising out of or relating to this
Agreement or any related agreement or any of the Contemplated
Transactions will be settled in the following manner: (@) senior executives
representing each of Seller and Buyer will meet to discuss and attempt to
resolve the controversy or claim; (b) if the controversy or claim is not
resolved as contemplated by clause (a), Seller and Buyer will, by mutual
consent, select an independent third party to mediate such controversy or
claim, provided that such mediation will not be binding upon any of the
parties; and (c) if such controversy or claimisnot resolved as contemplated
by clauses (a) or (b), the parties will have such rights and remedies as are
available under this Agreement or, if and to the extent not provided for in
this Agreement, are otherwise available.

Among other alternative disputeresolution mechanismsistheprivatejudge. Theuse
of a private judge represents a combination of litigation and arbitration techniques and
addressesthe need for expedited trials between private parties. California statutes and other
state laws specifically sanction this procedure, whereby the parties agree to appoint a
"referee” to decidethe dispute. Once appointed, thereferee assumesall the power of atrial
judge except contempt power. For example, testimony is made under oath but is often
neither recorded nor reported. If the parties so desire, rules of evidence, procedures, or
pleading may be modified. Thereferee providesthe supervising court with awritten report.
This report stands as an appeal able judgment.

Ininternational transactions, mandatory binding arbitration oftenispreferred. Many
attorneys and clients believethat the presence of an arbitration provision inaninternational
contract gives some assurance that the contract will be performed in accordance with its
terms because parties may be morereluctant to arbitrate than to litigatein aforeign national
forum where one party would havealocal advantage. In decidingto arbitrateacontroversy
in a country outside the United States, drafters of ADR provisions should verify that the
arbitration result will not be disregarded by the courts of the country inwhich adecision may
beenforced. Drafters of ADR provisionsintheinternational context should be aware that
resolutions of controversies by institutional arbitration (such asthe I nternational Chamber of
Commerce or the London Court of Arbitration) are somewhat more readily honored by
national courts outside the United States for enforcement purposes than are decisions of
private party arbitrators operating outside the formal institutions. The Federal Arbitration
Act recognizes the enforceability of international arbitration.

A commonly used international arbitration institutionisthelnternational Chamber of
Commerce (the “ICC"), headquartered in Paris. The ICC provides for a review of all
arbitration awards issued under its authority through its Court of Arbitration, a built-in
review procedure. Draftersof ADR provisions who want to usethe | CC Rulesof Arbitration
may want to first review the most recent version of the Rules. In general, the |CC Rules of
Arbitration provide broad latitude to the arbitrators to determine whether to allow expert
testimony and the amount of fact-finding to be conducted. Generaly, an arbitration award
under the ICC is rendered within six months after the close of hearings. A standard short
form ICC arbitration clauseis as follows:

All disputes arising in connection with this Agreement or any of the
Contemplated Transactions will be finally settled under the rules of
conciliation and arbitration of the International Chamber of Commerce by
one or more arbitrators appointed in accordance with these rules.
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The rules often used within institutional arbitration are the rules of the United
Nations Commission on International Trade Law (“UNCITRAL"). Among others, the
American Arbitration Association and thel CC also providefor theuse of UNCITRAL rules.
Althoughthe UNCITRAL rulesreflect an effort to devel op astandard international practice
for arbitration, such rules may depart from United States practiceinimportant respects. For
example, all costs of arbitration under the UNCITRAL rules are paid by the unsuccessful
party unless the arbitrators specifically determine that apportionment is necessary.

As with all ADR provisions, the substantive and governing procedural law
(including application of conflicts of law) must be considered. The ADR provision may
indicate whether custom or usage or subjective standards of what isjust and equitableareto
be considered by the arbitration panel in interpreting acontract. A key variablein choosing
the forum for arbitration will be the location of the person against whom an award may be
enforced and the enforceability of an arbitration award made in a local jurisdiction as
opposed to a foreign jurisdiction. The currency for the award in an international dispute
could be specified in the ADR provisions.

For a detailed discussion of international arbitration, see LETTERMAN,
LETTERMAN’S, LAW OF PRIVATE INTERNATIONAL BUSINESS§ 11.11 (1990 & Supp. 1991).
For additional guidance on alternative dispute resolution, see the CORPORATE
COUNSELLORS' DESk BOOK (Block & Epstein eds., 4th ed. 1992, Supp. 1998). For a
general discussion of thetypes of ADR and theissuesinvolved, see A DRAFTER' SGUIDETO
ALTERNATIVE DISPUTE RESOLUTION (Cooper & Meyerson eds., 1991).

13.5 ENFORCEMENT OF AGREEMENT

Seller and Shareholders acknowledge and agree that Buyer would be irreparably damaged if
any of the provisions of this Agreement are not performed in accordance with their specific terms
and that any Breach of this Agreement by Seller or Shareholders could not be adequately
compensated in all cases by monetary damagesalone. Accordingly, in additionto any other right or
remedy to which Buyer may be entitled, at law or in equity, it shall be entitled to enforce any
provision of this Agreement by adecree of specific performance and to temporary, preliminary and
permanent injunctive relief to prevent Breaches or threatened Breaches of any of the provisions of
this Agreement, without posting any bond or other undertaking.

COMMENT

This Section providesthat the buyer is entitled to certain equitableremediesinthose
situations where monetary damages may be inadequate. For example, the buyer after the
closing may seek to compel performance of thefurther assurances provision (Section10.11),
the confidentiality provision (Article 12) or, if included in the acquisition agreement, an
arbitration provision.

The buyer may also seek specific performance of the acquisition agreement if the
seller failsto performits obligationsto closethetransaction. THE RESTATEMENT, (SECOND)
OF CONTRACTS 8 357(1) providesthat, with certain exceptions, “ specific performance of a
contract duty will be granted inthe discretion of the court against a party who has committed
or is threatening to commit a breach of the duty.” One of the exceptions is “if damages
would be adequate to protect the expectation interest of the injured party.” Id. § 359(1).
Courtsin exercising their discretion generally will specifically enforcecontractsfor thesale
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of real estate, subject to satisfaction of the usual equitabl e doctrines, but not contractsfor the
saleof personal property or thesaleof stock, at least wherethereisaready market or control
does not shift. For specific performance to be granted, the Buyer will have to convince a
court that the business being acquired is unique and damages would not be adequate to
protect itsinterest. See Allegheny Energy, Inc. v. DQE, Inc., 171 F.3d 153 (3d Cir. 1999).
The seller may request a similar provision for its benefit, but its ability to obtain specific
performance may belimited, particularly wherethe considerationis quantifiablein monetary
terms.

The buyer may seek to enjoin a breach by the sdller or the shareholders of their
covenantsin theacquisition agreement, such asthe covenant not to compete. Inthecaseof a
covenant not to compete, an injunction may be the only way for a buyer to prevent
irreparable injury to the goodwill purchased by the buyer. As in the case of specific
performance, aninjunction against a breach of contract duty can begrantedinthediscretion
of the court. RESTATEMENT, (SECOND) OF CONTRACTS 8§ 357(2).

Providing for equitableremedies will not insure that the buyer will be successful in
obtaining therequested relief, but the acknowledgment of the buyer’ sright to equitablerelief
may be persuasive to a court that is considering the matter. Similarly, on granting an
injunction, a court may have little or no discretion in requiring a bond or undertaking, but
expressly negating this in the acquisition agreement may be helpful in causing a court to
minimize the impact on the buyer.

13.6 WAIVER; REMEDIESCUMULATIVE

Therightsand remedies of the partiesto this Agreement are cumulative and not alternative.
Neither any failure nor any delay by any party in exercising any right, power, or privilegeunder this
Agreement or any of the documentsreferred to in this Agreement will operate as awaiver of such
right, power, or privilege, and no single or partial exerciseof any suchright, power, or privilegewill
preclude any other or further exercise of such right, power, or privilege or the exercise of any other
right, power, or privilege. To the maximum extent permitted by applicablelaw, (a) no claimor right
arising out of this Agreement or any of the documents referred to in this Agreement can be
discharged by one party, inwholeor in part, by awaiver or renunciation of the claim or right unless
inwriting signed by the other party; (b) no waiver that may be given by a party will be applicable
except inthe specific instance for which it isgiven; and (¢) no noticeto or demand on one party will
be deemed to be a waiver of any obligation of that party or of the right of the party giving such
notice or demand to take further action without notice or demand as provided in this Agreement or
the documents referred to in this Agreement.

COMMENT

A waiver provision is common in acquisition agreements. A waiver provision
specifies that the rights of the parties are cumulative in order to avoid construction that one
remedy is sufficient. For example, if a party first requests an injunction and later requests
money damages, thewaiver provisionisintended to eliminateany chancethat the party will
be deemed to have waived its right to money damages when it requested an injunction.

The waiver provision also is intended to defeat arguments that the course of
performance or course of dealing with respect to the acquisition agreement dictates the
outcome of disputes between the parties and that animmaterial delay prejudicestherightsof
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the delaying party. Counsel might want to consider the relationship between the second
sentence of Section 13.6 and the "time is of the essence” provision in Section 13.12.

A seller may seek to exclude Article 11 from the provision in Section 13.6 that the
rights of a party in respect of the Model Agreement are cumulative. The effect of Section
13.6inreationto Article 11 isthat aparty may elect whether to seek indemnification under
Article 11 or pursueits remedies under common law, by statute or otherwisefor breach of
contract or other damages or relief. A seller may seek to provide that the indemnification
provided by Article 11 isthebuyer’ s exclusive remedy for breach of the M odel Agreement,
arguing that any limitations on damages and the time for asserting claims the seller has
succeeded in negotiating would be frustrated if Article 11 were not the buyer’s exclusive

remedy.
13.7 ENTIRE AGREEMENT AND M ODIFICATION

This Agreement supersedesall prior agreements, whether written or oral, betweentheparties
with respect to its subject matter (including any letter of intent and any confidentiality agreement
between Buyer and Seller) and constitutes (along with the Disclosure Letter, Exhibits and other
documentsdelivered pursuant to this Agreement) acomplete and exclusive statement of thetermsof
the agreement between the parties with respect to its subject matter. This Agreement may not be
amended, supplemented or otherwise modified except by awritten agreement executed by the party
to be charged with the amendment.

COMMENT

This Section providesthat the Model Agreement (along with the documentsreferred
tointheacquisition agreement) contains the entire understanding of the Buyer andthe Seller
regarding the acquisition so that, unless otherwise specified, all prior agreements (whether
written or oral) between the parties relating to the acquisition are superseded by (and not
incorporated into) theterms of the acquisition agreement and any conflicts between previous
agreements and the acquisition agreement areeliminated. Accordingly, if thepartieswereto
agreethat any pre-existing agreements between the parties regarding the acquisition (suchas
the confidentiality agreement or certain provisionsin the letter of intent) should remainin
effect, this Section would haveto berevised accordingly. TheModel Agreement addresses
confidentiality (see Article 12) and “ no-shop” (see Section 5.6) obligations; thus, thereisno
need for the letter of intent or any confidentiality agreement to remain in effect. For an
example of the codification of non-integration clauses, see CAL. CIv. PRoc. CODE § 1856.

InMerrill Lynch & Co., Inc. v. Allegheny Energy, Inc., ___F. Supp.2d___, 2003
U.S. Dist. Lexis 21122 (S.D.N.Y. 2003), an asset purchase agreement contained a*“ merger
clause” equivalent to Section 13.7. After closing, the purchasers alleged that the sellers
failed to disclose shamtrades with Enron, which inflated the profitability of the businessand
violated applicablelaws. Sellers argued that the anal ogueto Section 13.7 and aprovisionin
the confidentiality agreement (which survived the making of the asset purchase agreement,
unlike this Agreement in which the confidentiality agreement does not survive) precluded
purchasers from making fraud in the inducement claims since they were not based on
specific representations in the agreement. In ruling that purchasers’ allegations were
sufficient to survive a motion to dismiss, the Court wrote:
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In its counterclaim, Allegheny [purchaser] aleges that Merrill
Lynch[seller] misrepresented GEM’ s[acquired business] internal controls,
itsinfrastructure, its historical revenues, itstrading volume, itsgrowthrate,
and the qualifications of Gordon. Merrill Lynch contendsthat Allegheny’s
counterclaims for fraudulent inducement should be dismissed because the
alleged misrepresentationsarenot in Articlelll of the Purchase Agreement
and the Purchase Agreement provided that only those representations and
warranties in Article Il had any legal effect [the Purchase Agreement
provided: “Except for the representations and warranties contained in this
Article I11, neither the Sellers nor any other Person make any express or
implied representation or warranty on behalf of or with respect to the
Sdlers, the Business or the Purchased Assets, and the Sellers hereby
disclaim any representation or warranty not contained in this Articlel11.”]
Also, the Purchase Agreement contains a standard merger clause [like
Section 13.7, the Purchase Agreement provided that the Purchase
Agreement shall “ constitute the entire agreement of the parties hereto with
respect to the subject matter hereof . . . and supercede all prior agreements
and undertakings, both written and oral, between the Purchasers and the
Sdlers . . . other than the Confidentiality Agreement,” which does not
survive in this Agreement]. In addition, the Confidentiality Agreement
provided that “ neither party makes any representation or warranty astothe
accuracy or completeness of the Evaluation Material and that only those
representations and warranties made in adefinitive agreement, if any, shall
have any legal effect.” Merrill Lynch contends that given the disclaimer
and the merger clausein the Purchase Agreement and the disclaimer inthe
Confidentiality Agreement, both of which documents were negotiated
between sophisticated parties represented by counsel, Allegheny relied at its
peril on any representations not included in the Purchase Agreement and
that this lack of reasonable reliance is fatal to a clam for fraudulent
inducement, whether the remedy is rescission or money, and negligent
misrepresentation. Allegheny advances two theories to get their claim for
fraudulent inducement around the provisions in the Purchase Agreement
and the Confidentiality Agreement: First, they contend a general, non-
specific disclaimer does not bar afraudul ent-inducement claim, and second,
the matters misrepresented were peculiarly within Merrill Lynch’'s
knowledge.

As the Second Circuit noted, “Where sophisticated businessmen
engaged in magjor transactions enjoy accessto critical information but fail to
take advantage of that access, New Y ork courts are particularly disinclined
to entertain claims of justifiablerdiance.” Grumman Allied Industries, Inc.
v. Rohr Industries, Inc., 748 F.2d 729, 737 (2d Cir. 1984). “In assessing the
reasonableness of a plaintiff’s aleged reliance, we consider the entire
context of the transaction, including factors such as its complexity and
magnitude, the sophistication of the parties, and the content of any
agreements between them.” Emergent Capital Inv. Mgmt., LLC v.
Sonepath Group, Inc., 343 F.3d 189, 195 (2d Cir. 2003). Itis settled in
New York that “Where a party specifically disclaims reliance upon a
representation in a contract, that party cannot, in a subsequent action for
fraud, assert it was fraudulently induced to enter into the contract by the
very representation it has disclaimed.” Banque Arabe Et Internationale

- 201 -



3478819v1

D’ Investissement v. Maryland Nat’| Bank, 57 F.3d 146, 155 (2d Cir. 1995)
(quoting Grumman Allied Indus. Inc. v. Rohr Indus., Inc., 748 F.2d 729,
734-35 (2d Cir. 1984)). However, a “disclaimer is generally enforceable
only if it ‘tracks the substance of the alleged misrepresentation . ..."”
Caio/a v. Citibank, NA., 295 F.3d 312, 330 (2d Cir. 2002) (quoting
Grumman Allied, 748 F.2d at 735). As Merill Lynch concedes, the
disclaimer at issue hereis general and does not track the substance of the
alleged misrepresentations — i.e., it does not state that Merrill Lynch
disclaims any prior representations about the Enron transactions or
Gordon's qualifications. Nevertheless, there is considerable authority for
Merrill Lynch's position that this general disclaimer, which was between
sophisticated entities negotiated at arms’ length, should nevertheless be
given effect and deprive Allegheny of a claim for reasonable reliance on
any other representation — especially where the agreement enumerates
representations in detail and contains a merger clause. See, e.g., Harsco
Corp. v. Segui,91 F.3d 337, 345 -46 (2d Cir, 1996); Consolidated Edison,
Inc. v. Northeast Utilities, 249 F. Supp. 2d 387, 401 (S.D.N.Y. 2003) (“In
this case, the specific disclaimer inthe Confidentiality Agreement combined
with the merger clause in the Merger Agreement defeat any claim of
reasonable reliance on the alleged oral statements in the course of due
diligence and the written August Policies.”). In Harsco, the Court
explained:

[R]elying on the sophisticated context of this transaction,
we hold that Harsco must be heldto itsagreement. . .. We
think Harsco should be treated as if it meant what it said
when it agreed in Section 2.05 that there were no
representations other than those contained in Sections2.01
through 2.04 that were part of the transaction. [T]he
exhaustive nature of the Section 2.04 representations adds
to the specificity of Section 2.05's disclaimer of other
representations. We can see no reason not to hold Harsco
to the deal it negotiated.

Harsco, 91 F.3d at 346; seealsoid. (“ Under the circumstances of this case,
‘no other representations’ means no other representations.”).

Despite the general hostility of courts to claims by sophisticated
business entitiesfor fraudulent inducement, under the standards applicable
at this stage of the litigation, | am unwilling to conclude as a matter of law
that Allegheny’s reliance on these alleged misrepresentations was
unreasonable. Most significantly, the agreements in the cases that Merrill
Lynchreies on placed the burden onthe buyer to performits due diligence
and to ensurethat therepresentationsin thefinal agreement covered known
or readily knowable risks. Here, the Purchase Agreement places at least
some of that burden on Merrill Lynch, e.g., “all information known to
Sdlers which, in their reasonable judgment exercised in good faith, is
appropriate for Purchasers to evaluate the trading positions and trading
operations of the Business.” Also significant isthe fiduciary relationship,
which, though terminated when the alleged misrepresentations and/or
omissions were made, had existed until shortly before the representations.
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Finally, Allegheny Energy has alleged that the information was peculiarly
within Merrill Lynch’s knowledge. See Banque Arabe, 57 F.3d at 155
(“[E]ven such an express waiver or disclaimer ‘will not be given effect
where the facts are peculiarly within the knowledge of the party invoking
it.”” (quoting Stambovsky v. Ackley, 572 N.Y.S.2d 672, 677 (App. Div. 1st
Dep’'t 1991)). In Banque Arabe, the court determined that the party could
not reasonably rely on the other party to disclose the allegedly fraudulently
concealed information because the information generally was readily
accessible to anyone who inquired and the risk associated with this
information was known and disclosed. BanqueArabe, 57 F.3d at 156-57.
Here, in contrast, Allegheny has alleged that the information at issue was
not generally known nor readily accessible because it pertained to
potentially illegal activity that Merrill Lynch would not want to disclose.

In the event that the transaction in the Merrill Lynch case had involved a“ security”
within the meaning of the Securities Act of 1933, as amended, or the Securities Exchange
Act of 1934, as amended (the“1934 Act”), and the purchasers were asserting claims under
Rule 10b-5 under the 1934 Act, the sellers could have argued that the combination of the
merger clause and the provision that no representations were made beyond those expressly
set forth in Article 3 negated the “rdiance” necessary to state a claim for fraud under Rule
10b-5. Purchasers would have countered that such a provision constitutes an “ anticipatory
waiver” whichisvoid under Section 29(a) of the 1934 Act, which provides: “ Any condition,
stipulation, or provision binding any person to waive compliance with any provision of this
title or of any rule or regulation thereunder...shall bevoid.” Theresult isamatter of federal
law,00 and may vary depending upon the circuit in which the matter is litigated. Compare
AES Corp. v. Dow Chemical Co., 325 F.3d 174 (3d Cir. 2003) and Rogen v. lllikon, 361
F.2d 260 (1st Cir. 1966) holding that such a non-reliance provision is not enforceable as a
matter of law, although it may support afinding of fact that purchasers' alleged reliance was
not reasonable under the circumstances, with Harsco Corp. v. Sequi, 91 F.3d 337 (2nd Cir.
1966) holding that such a provision does not constitute a forbidden waiver where it is
developed via negotiations among sophisticated business entities and their advisors.

This Section also states that the acquisition agreement may be amended only by a
written agreement signed by the party to be charged with the amendment. This Section
reflects the principle that a contract required by the Statute of Frauds to be in writing may
not be orally modified, and follows Section 2-209(2) of the Uniform Commercial Code,
which providesthat “[a] signed agreement which excludes modification or recision except by
a signed writing cannot be otherwise modified or rescinded. . . .” Cf. CAL. Clv. CODE
§ 1698; Deering Ice Cream Corp. v. Columbo, Inc., 598 A.2d 454, 456 (Me. 1991) (“The
parties never memorialized any meeting of the minds on modifying their contractintheform
required by the contract documents.”) However, the rule prohibiting oral modification of
contracts within the Statute of Frauds has not been applied in casesin which there has been
partial performance of an oral agreement to modify the written contract, especially if one
party's conduct induces another to rely on the modification agreement. See, e.g., Rosev. Spa
Realty Assoc., 42 N.Y.2d 338, 340-41 (1977); Ridley Park Shopping Ctr., Inc. v. Sun Ray
Drug Co., 180 A.2d 1 (Pa. 1962); Paul v. Bellavia, 536 N.Y.S.2d 472, 474 (App. Div. 1988);
cf. Jolls, Contractsas Bilateral Commitments: A New Per spective on Contract Modification,
26 J. LEGAL STUD. 203 (1997).

13.8 DISCLOSURE LETTER
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€) The information in the Disclosure Letter constitutes (i) exceptions to particular
representations, warranties, covenants and obligations of Seller and Shareholdersas et forth
inthis Agreement or (ii) descriptionsor lists of assetsand liabilitiesand other itemsreferred
tointhisAgreement. If thereisany inconsistency between the statementsin this Agreement
and thosein the Disclosure Letter (other than an exception expressly set forth as such inthe
Disclosure Letter with respect to a specifically identified representation or warranty), the
statements in this Agreement will control.

(b) The statements in the Disclosure Letter, and those in any supplement thereto, relate
only tothe provisionsin the Section of this Agreement to whichthey expressly relateand not
to any other provision in this Agreement.

COMMENT

Section 13.8 represents the buyer's opening position in a debate that occurs
frequently in the negotiation of acquisition agreements: what effect does a disclosure made
with respect to onerepresentation have on other representations? Thebuyer typically seeks
to limit the effect of such a disclosureto the specific representation to which the disclosure
refers, arguing that theimpact of the matter disclosed cannot be evaluated in the absence of
the context given by the particular representation. For example, the buyer may view
differently a contract disclosed in responseto arepresentation that callsfor alist of material
contracts than one disclosed in response to a representation concerning transactions with
related parties -- the latter situation increases the likelihood that the economic terms of the
contract arenot at arm'slength. Theseller and the shareholders will frequently arguethat it
isunfair for themto be penalized for afailureto identify each of the many representationsin
a long-form acquisition agreement -- which often overlap -- to which a disclosed state of
factsrdate. Indeed, the seller often prefers not to characterize the disclosures made in the
Disclosure Letter by reference to any representations and attempts to qualify all
representations by the Disclosure L etter (for example, Article 3wouldbegin"Sdler and each
Shareholder represent and warrant, jointly and severally, to Buyer as follows, except as
otherwiseset forth inthe Disclosure Letter). A frequent compromiseisto modify Section
13.8(a) by adding at the end "except to the extent that the relevance to such other
representation and warranty is manifest on the face of the Disclosure Letter.”

Some sellers might prefer to insert a provision such as the following in lieu of
Section 13.8:

@ Any disclosure under one Part of the Disclosure Letter shall be
deemed disclosure under al Parts of the Disclosure Letter and this
Agreement. Disclosure of any matter in the Disclosure Letter shall not
constitute an expression of aview that such matter is material or isrequired
to be disclosed pursuant to this Agreement.

(b) To the extent that any representation or warranty set forth in this
Agreement is qualified by the materiality of the matter(s) to which the
representation or warranty relates, the inclusion of any matter in the
Disclosure Letter does not constitute a determination by Seler and
Shareholders that any such matter is material. The disclosure of any
[information concerning a] matter in the Disclosure L etter does not imply
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that any other, undisclosed matter which has a greater significance [or
value] is material.

13.9 ASSIGNMENTS, SUCCESSORSAND NO THIRD-PARTY RIGHTS

No party may assign any of itsrightsor delegate any of itsobligations under this Agreement
without the prior written consent of the other parties, except that Buyer may assign any of itsrights
and delegate any of its obligations under this Agreement to any Subsidiary of Buyer and may
collaterally assignitsrights hereunder to any financial institution providing financing in connection
with the Contemplated Transactions. Subject to the preceding sentence, this Agreement will apply
to, bebinding in all respectsupon and inure to the benefit of the successors and permitted assigns of
the parties. Nothing expressed or referred to in this Agreement will be construed to give any Person
other than the partiesto this Agreement any legal or equitable right, remedy or claim under or with
respect to this Agreement or any provision of this Agreement, except such rightsas shall inureto a
successor or permitted assignee pursuant to this Section 13.9. No party shall havetheright or power
to make any assignment of rightsor delegation of obligations not permitted by this Section13.9, and
any assignment of rights or delegation of obligationsin violation of this Section 13.9 shall be void.

COMMENT

This Section requires the other party's consent before a party may assign its rights
under the acquisition agreement (except that the buyer may assign itsrightstoasubsidiary or
collaterally assign its rights to a lender without consent). This provision is necessary
because the modern ruleis that, absent an express provision to the contrary, contract rights
arefreely assignable. See, e.q., Scott v. Fox Bros. Enter ., Inc., 667 P.2d 773 (Colo. Ct. App.
1983); MURRAY, MURRAY ON CONTRACTS § 138 (3d ed. 1990). Although theterms of the
acquisition agreement will be binding upon, and will inureto the benefit of, the successors
and assigns of the parties, the assignment will not rel ease the assignor from its duties and
obligations unless the obligee consentsto theassignment. See, e.g., CAL. Civ. CODE §1457;
MURRAY ON CONTRACTS § 140. The sdler may nonetheless want to specify that no
assignment relieves the buyer from its obligations, and could do so by adding thefollowing
proviso at the end of thefirst sentence of Section 13.9: *; provided that no such assignment
or delegation shall relieve Buyer from any of its obligations hereunder." The seller also
needs to consider whether it wishes, for tax or other reasons, to have the express right to
assignitsrightstoits shareholders or to aliquidating trust for the benefit of its sharehol ders.
For example, a shareholder of an S corporation, who received shares of stock of that
corporation as compensation, may have atax basisin those shares that will not berecovered
until the corporation has been liquidated. The shareholder may wish to have such basis
offset the shareholder’ s gain from the sale of the corporation’ s assets rather than realizing a
capital losswith respect to such stock basiswhen thecorporationisliquidated in alater year
with no capital gains against which to offset the capital loss. An earlier liquidation of the
corporation could be desirable in these circumstances. See also Section 453(h) of the
Internal Revenue Code with respect to the distribution of installment obligations within 12
months after adopting a plan of liquidation.

Liquidating trustsare often used in sales of assetswhenit isdesirableto liquidate or
dissolvethesdler beforeall itsliabilities have been paid or provided for or all its assets have
been sold. For example, it may beimpractical to distributereal estate or notesreceivablein
liquidation when therearealarge number of shareholders or someof the shareholders cannot
belocated. Theliquidating trust can settle liabilities and dispose of the remaining assetsin
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an orderly manner and then distribute the remaining fundsto the shareholders. Inproviding
for aliquidating trust, the assignment provision in Section 13.9 should be reconciled with
Section 10.4, which restricts the Seller’ s ability to dissolve or make distributions.

For business, financial, strategic, or even emotional reasons, the Seller may try to
limit the Buyer's right of assignment by requiring the Seller’s prior consent even for
assignments to the Buyer's subsidiaries.

Some courts have distinguished between the assignor’s “right” and “power” to
assign. These courts hold that a contractual provision limiting or prohibiting assignments
operatesonly tolimit theparties' right to assign the contract (for which the remedy would be
damages for breach of a covenant not to assign) but not their power to do so (which would
invalidate the assignment), unless the contract explicitly states that a nonconforming
assignment shall be“void” or “invalid,” or that the assignee shall acquire no rights, or the
non-assigning party shall not recognizetheassignment. See, e.g., Bel-Ray Co. v. Chenrite
(Pty.) Ltd., 181 F.3d 435, 442 (3d Cir. 1999) and Rumbin v. Utica Mutual Insurance
Company, 254 Conn. 259, 757 A.2d 526 (2000).

Theright of athird party to be considered athird-party beneficiary and enjoy rights
under a contract often depends on the intention of the contracting parties. See CORBIN,
CORBIN ON CONTRACTS § 776 (Supp. 1999); see also Norton v. First Fed. Sav., 624 P.2d
854, 856 (Ariz. 1981); Sheetz, Aiken & Aiken, Inc. v. Soann, Hall, Ritchie, Inc., 512 So.2d
99, 101-02 (Ala. 1987); Strutz v. State Farm Mut. Ins. Co., 609 A.2d 569, 570 (Pa. Super.
1992). Moreover, states may have specific statutes requiring that "[i]n order for acontract to
be enforceable by a third party, the contract must be made expressly for the benefit of the
third person.” Eastern Aviation Group, Inc. v. Airborne Express, Inc., 6 Cal. App. 4th 1448,
1452 (1992) (interpreting CAL. CIv. CODE 8 1559). Section 13.9 expressly states that the
parties do not intend to benefit, or createany rights, remedies, or claimsin, any third parties.
See Goodchild and Berard, Shareholder Lawsuits Arising From Busted Deals, 6 The M&A
Lawyer No. 1 (May 2002), for casesthat have and havenot respected provisions like Section
13.9.

In some cases, however, the seller may want certain provisions of the agreement to
benefit third parties. For example, if the buyer agreesto hirethe employees of the sdler or
to provide certain compensation and benefits to such employees, the seller may want such
promises to be enforceable by the employees. The buyer is likely to resist making the
employeesthird-party beneficiaries so as not to subject itself to potential claimsby numerous
employees. SeeinreEnron Corp., 292 B.R. 507; Bankr. L. Rep. (CCH) 178,738; 2002 U.S.
Dist LEXIS 19987; 2002 WL 31374717 (S.D.N.Y. October 22, 2002), which addresses
issues arising from making target stockholders third party beneficiaries of a merger
agreement.  In the Enron-Dynegy merger agreement, Dynegy agreed in the
“assignment/benefit” provisionsthat shareholders of Enron werethird-party beneficiariesof
the sections of the merger agreement dealing with the conversion of the Enron stock,
surrender of certificates, etc. at and after the effective time of the merger. When Dynegy
terminated the merger agreement under the MAC-out provisions, both Enron and Enron’s
shareholders commenced litigation, with Enron’s shareholders claiming that they were
intended third party beneficiaries under the merger agreement with a cause of action separate
from Enron’ sand unaffected by Enron’ s bankruptcy or settlement with Dynegy. Thecourt,
applying Texas law regarding the derivative rights of shareholders because the merger
agreement provided that it was governed by Texas law and even though neither Enron nor
Dynegy was incorporated in Texas, held that the shareholders' derivative rights were
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separate and independent from Enron’ srights. Consequently neither the bankruptcy stay nor
Enron’s corporate settlement with Dynegy barred the shareholders’ derivative action.

Under Sections 9.1 and 9.2, the parties do not need the consent of any third-party
beneficiary to terminate the acquisition agreement. For adiscussion of theindemnification
procedure relating to third-party claims, see the Comment to Section 11.9.

Banks and other funding sources typically arewilling to finance a transaction only
after conducting some due diligence on the seller. To reduce the risks associated with a
leveraged transaction, alender may desire the right to proceed directly against a seller for
breaches of the seller’ srepresentations, warranties, covenants and obligationsinits purchase
agreement with thebuyer. Therefore, the buyer, having been pressured by the lender, may
attempt to includea provision, similar to the provision contained in Section 13.9, pursuant to
which the buyer may assign its rights under a purchase agreement to the financing source.

Such assignment provisions are frequently not found in a buyer’ s first draft, and a
seller islikely to object to any such provision. First, asdller may arguethat its relationship
with the buyer pertains only to the sale of the Company’s assets, and not to the buyer’s
financing, that it has no relationship with the buyer’ slender, and that what the buyer must do
to secure financing for the transaction is no concern of the seller. Second, the sdler may
object on the ground that the lender does not have the same incentives and motivations to
resolve disputes that the buyer has. For example, the buyer may have a continuing
relationship with the sdler (through employment agreements, consulting agreements, earnout
agreements and other contractual relationships) which may make the buyer more likely to
take a softer approach with the seller than would alender. Further, in cases where a seller
hasindemnification claims against abuyer, the buyer may be morewillingto compromiseon
its own indemnification claims against the seller, whereas a lender may have no such
motivation. The seller may argue, in short, that lenders have different motives than buyers
and such motives work to a sdler’ s disadvantage.

13.13 GOVERNING LAW

This Agreement will be governed by and construed under the laws of the State of
without regard to conflicts of laws principlesthat would require the application of any
other law.

COMMENT

The parties' choice of law can affect the outcome of litigation over a merger
agreement. Inacasegranting specific performanceto atarget, IBP, Inc. v. Tyson Foods, Inc.
and Lasso Acquisition Corporation, 789 A.2d 14 (Del. Ch. 2001), the Delaware Court of
Chancery suggested that its decision might have been different if it had applied Delaware
rather than New Y ork law (the law chosen by the parties to governthe merger agreement) as
governing theburden of proof to justify that remedy. Thestandard under New York lawisa
“preponderance of the evidence,” whereas Delawarelaw would have required a showing by
“clear and convincing” evidence. Of courseit may be impractical to fully evaluate at the
drafting stage the potential effect of choosing the law of one state over another because of
the many ways in which disputes can arise over the interpretation and enforcement of a
merger agreement.
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This Section allows the parties to select the law that will govern the contractual
rights and obligations of the Buyer, the Sdler and the Shareholders. (The parties may want
to specify a different choice of law with regard to non-competition provisions.) Without a
choice of law provision, the court must assess the underlying interest of each jurisdiction to
determinewhich jurisdiction hasthe greatest interest in the outcome of the matter. The part
of Section 13.13 following the designation of a state seeks to have applied only those
conflicts of laws principles of the state designated that validatethe parties’' choiceof law. As
for which laws the parties may select, the Restatement, (Second) of Conflict of Laws § 187
provides:

§187. Law of the State Chosen by the Parties

@ The law of the state chosen by the parties to govern their
contractual rights and duties will be applied if the particular issue is one
which the parties could have resolved by an explicit provision in their
agreement directed to that issue.

2 The law of the state chosen by the parties to govern their
contractual rights and duties will be applied, even if the particular issueis
one which the parties could not have resolved by an explicit provision in
their agreement directed to that issue, unless either

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

(b) application of thelaw of the chosen statewould be
contrary to a fundamental policy of a state which has a
materially greater interest than the chosen state in the
determination of the particular issue and which, under the
rule of 8 188, would be the state of the applicable law in
the absence of an effective choice of law by the parties.

3 Intheabsence of acontrary indication of intention, thereferenceis
to the local law of the state of the chosen law.

In Nedlloyd Lines B.V. v. Superior Court of San Mateo County (Seawinds Ltd.), 3
Cal. 4th 459 (1992), the Supreme Court of California applied these principles to uphold a
choice of law provision requiring a contract between commercial entities to finance and
operate an international shipping business to be governed by the laws of Hong Kong, a
jurisdiction having a substantial connection with the parties:

Briefly restated, the proper approach under Restatement section 187,
subdivision (2) is for the court first to determine either: (1) whether the
chosen state has a substantial relationship to the parties or their transaction,
or (2) whether thereis any other reasonable basis for the parties’ choice of
law. If neither of thesetests is met, that is the end of the inquiry, and the

court need not enforce the parties' choice of law . . . . If, however, either
test is met, the court must next determine whether the chosen state' slaw is
contrary to a fundamental policy of California. . . . If there is no such

conflict, the court shall enforce the parties' choice of law. [f, however,
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there is a fundamental conflict with California law, the court must then
determine whether California has a “materially greater interest than the
chosen statein the determination of the particular issue.” ... If Cdiforniahas
amaterially greater interest than the chosen state, the choice of law shall not
be enforced, for the obvious reason that in such circumstance we will
decline to enforce alaw contrary to this state's fundamental policy.

Id. at 466 (footnotes omitted); see also Kronovet v. Lipchin, 415 A.2d 1096, 1104
n.16 (Md. Ct. App. 1980) (noting that “courts and commentators now generally recognize
theability of partiesto stipulatein the contract that thelaw of a particular state or states will
govern construction, enforcement and the essential validity of their contract” but recognizing
that “the parties’ ability to choose governing law on issues of contract validity is not
unlimited and will not be given effect unless there is a ‘ substantial’ or ‘vital’ relationship
between the chosen sites and issues to be decided.”).

However, choice of law provisions have not been uniformly upheld by the courts.
See, eg., Rosenmiller v. Bordes, 607 A.2d 465, 469 (Dd. Ch. 1991) (holding that,
notwithstanding an express choice of New Jersey law in the agreement, Delaware had a
greater interest than New Jersey in regulating stockholder voting rights in Delaware
corporations, and thereforethe parties’ express choice of New Jersey law could not apply to
thisissue); DeSantisv. Wackenhut Corp., 793 S.W.2d 670, 677-78 (Tex. 1990) (Supreme
Court of Texasadopted thechoiceof law ruleset forthin § 187 of the Restatement, (Second)
of Conflict of Laws, and held that a choice of law provision (such as Section 13.13) will be
given effect if the contract bearsareasonabl erelation to the statewhose law ischosenand no
public policy of theforum state requires otherwise; at issuein that casewas a covenant not to
compete in an employment context and the court held that its holdings on the
nonenforceability of covenants not to compete were a matter of fundamental public policy
which overrodetheparties' choice of law agreement. DeSantiswasin turnoverriddenby the
subsequent enactment of Section 35.51 of the Texas Business and Commerce Code which
generally validates the contractual choiceof governing law for transactionsinvolving at least
$1,000,000).

Historically, courts had applied rigid testsfor determining what substantivelaw was
to govern the parties relationship. In a contractual setting, the applicable test, lex
contractus, stated that the substantive law of the place of contract formation governed that
contract. Asinterstate and international commerce grew, several problems with this test
becameevident. First, at al timesit was difficult to determinewhich jurisdiction congtituted
the place of contract formation. Second, this rule frustrated the ability of sophisticated
parties to agree on the law that would govern their relationship.

A modern approach, exemplified in the Restatement, (Second) of Conflict of Laws
(particularly Sections 6, 187 and 188), focuses on the jurisdiction with the* most significant
relationship” to the transaction and the parties wherethe parties did not choose a governing
law. Wherethe parties did choose a governing law, that choice wasto berespected if there
was a reasonable basis for the choice and the choice did not offend a fundamental public
policy of the jurisdiction with the “ most significant relationship.”

Several states have now gonea step further by enacting statutes enabling partiestoa
written contract to specify that the law of that state would govern the parties’ relationship,
notwithstanding the lack of any other connection to that state. See e.g., Del. Code tit. 6,
§ 2708; Fla. Stat. § 685.101; 735 IIl. Comp. Stat. 105/5-5; N.Y. Gen. Oblig. Law 8§ 5-1401,
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and Ohio Rev. Code § 2307.39. These statutes recognizethat sophisticated partiesmay have
valid reasonsto choosethe law of agiven jurisdiction to governtheir relationship, evenif the
chosen jurisdiction is not otherwise involved in the transaction.

These statutes contain several criteria intended to ensure that they are used by
sophisticated parties who understand the ramifications of their choice. The primary
requirement isthat thetransaction involveasubstantial amount. Certain of these statutes do
not apply to transactionsfor personal, family or household purposes or for labor or personal
services. Further, these statutes do not apply to transactions where Section 1-105(2) of the
Uniform Commercial Code provides another governing law. One of these statutes requires
the parties to be subject to the jurisdiction of the courts of that jurisdiction and subject to
service of process. That statute also specifically authorizes courts of that jurisdictionto hear
disputes arising out of that contract. Dd. Codetit. 6. § 2708. See also Ohio Rev. Code 8§
2307.39 (authorizing commencement of a civil proceeding in Ohio courts if the parties
choose Ohio governing law and consent to jurisdiction of its courts and further providing that
Ohio law would be applied). Seethe Comment to Section 13.4.

Practitioners may wish to consider the use of one of these statutes in appropriate
circumstances, perhapsto choose a neutral jurisdiction if the choice of law negotiation has
become heated. However, these statutes areareatively new development and, assuch, are
not freefrom uncertainty. Perhapsthe most significant uncertainty is whether the choice of
law based on such a statute would be respected by a court of adifferent jurisdiction. While
valid reasons (such as protecting the parties’ expectations) suggest their choiceislikeytobe
respected, the outcomeis not yet clear.

Whileachoice of law clause should be enf orceabl e as between the partieswherethe
appropriate relationship exists, the parties' choice of law has limited effect with respect to
third party claims (e.g., claimsunder Bulk SalesLaws, Fraudulent Transfer Laws or various
common law successor liability theories). But c.f. Oppenheimer v. Prudential Securities,
Inc., 94 F.3d 189 (5th Cir. 1996) (choice of New York law in asset purchase agreement
applied in successor liability case without dispute by any of parties). Further, an asset
transactioninvolving thetransfer of assetsin variousjurisdictions may begoverned astotitle
transfer matters by the law of each jurisdiction in which the transferred assets are located.
Restatement, (Second) of Conflict of Laws 88 189, 191, 222 and 223. In particular, the
transfer of titleto real estateis ordinarily governed by the laws of the state where the real
estate is located. Restatement, (Second) of Conflict of Laws § 223.

13.14 EXECUTION OF AGREEMENT; COUNTERPARTS, ELECTRONIC SIGNATURES

€) This Agreement may be executed in several counterparts, each of which shall be
deemed an original and all of which shall constitute one and the same instrument, and shall
become effective when counterparts have been signed by each of the partiesand delivered to
the other parties; it being understood that all parties need not sign the same counterpart.

(b) The exchange of copies of this Agreement and of signature pages by facsimile
transmission (whether directly from one facsimile device to another by means of a dial-up
connection or whether mediated by the worldwide web), by electronic mail in “portable
document format” (*.pdf”) form, or by any other electronic means intended to preserve the
original graphic and pictorial appearance of adocument, or by combination of such means,
shall constitute effective execution and delivery of this Agreement asto the partiesand may
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be used in lieu of the original Agreement for all purposes. Signatures of the parties
transmitted by facsimile shall be deemed to be their original signatures for all purposes.

(©) Notwithstanding the Electronic Signaturesin Global and National Commerce Act (15
U.S.C. Sec. 7001 et seq.), the Uniform Electronic Transactions Act, or any other Legal
Requirement relating to or enabling the creation, execution, delivery, or recordation of any
contract or signature by electronic means, and notwithstanding any course of conduct
engaged in by the parties, no party shall be deemed to have executed this Agreement or any
other document contemplated by this Agreement unless and until such party shall have
executed this Agreement or such document on paper by a handwritten original signature or
any other symbol executed or adopted by a party with current intention to authenticate this
Agreement or such other document contemplated.

COMMENT

This Section, which permits execution in counterparts, is common in acquisition
agreements. It isinserted for the convenience of the parties and facilitates execution of the
agreement when the signatories are not available at the sametime or place. This Section
does not ater the effective date specified on the initial page of the Agreement. The
certificate of incorporation, the bylaws and the minutes will determine which persons have
the authority to execute the Agreement on behalf of corporations that are parties to the
transaction.

The language with respect to exchange of copies and signature pages by facsimile
recognizestheincreasing trend to rely on facsimiletransmission for execution and delivery
of acquisition agreements. In most cases, arrangements are made to exchange the original
signed copies, but there is always the concern that this might, for some reason, not take
place. The question then becomes whether one canrdy on asignaturethat isonly digitally
recreated by facsimile transmission.

The essential elements to the formation of a contract are an offer, acceptance and
manifestation of assent or meeting of the minds. When an offer upon specified terms is
accepted without conditions and acceptance is communicated to the other party without
unreasonable delay, acontract arises. Theofferor can prescribe conditions on the method of
acceptance. RESTATEMENT, (SECOND) OF CONTRACTS § 30. If a condition calling for a
signature is not met, the contract does not come into being. See Kroezev. Chloride Group
Ltd., 572 F.2d 1099 (5th Cir. 1978). Like earlier cases dealing with telegrams and telexes,
there is authority to the effect that the exchange of writings and acceptance by facsimile
creates abinding contract. SeeHolbrookv. ACand S Inc., No. Civ. A. 92-1906 1997 WL
52060, at *1 (E.D. Pa. Feb. 3, 1997); Coin Automatic Laundry Equip. Co. v. Pheasant
Hollow Assocs., No. Civ. A. 92-7041 1993 WL 267446 (E.D. Pa. June 30, 1993). In
addition, afacsimile signature can satisfy the statute of frauds. See, e.g., N.Y. GEN. OBLIG.
LAw 8§ 5-701 (written text produced by telefacsimile constitutes a writing and any symbol
executed or adopted by a party with the present intenti on to authenti cate a writing congtitutes
asigning); see also RESTATEMENT, (SECOND) OF CONTRACTS § 134 cmit. b; Birenbaumv.
Option Care, Inc., 971 SW.2d 497, 502 (Tex. Ct. App. 1997) (statute of frauds not satisfied
because acquiror signed a post-it cover memo rather than letter of intent that was sent by
facsimile).
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Although language in the Model Agreement validating signature by facsimile
transmission may not be essential, it might be helpful to have authorized the practice of
exchanging signature pages by facsimile if a dispute should arise over the Agreement.

Section 13.14(c) providesthat notwithstanding the validation of €ectronic signatures
inthefederal Electronic Signaturesin Global and National CommerceAct (15 U.S.C. § 7001
et seq.) (“E-Sign”), enacted on June 30, 2000, and the Uniform Electronic Transactions Act
(“UETA"), execution of the Agreement requires a handwritten original signature. Thisis
because most partiesto asset purchase agreements prefer traditional contracts becauseof the
security and familiarity with paper documents and handwritten signatures.

Entering into a contract by el ectronic meansis becoming increasingly common, but
often creates concernsregarding security and the potential for fraud. Giventhat the creation
of acontract requires only offer, acceptance and manifestation of assent, thereisarisk that
without a provision explicitly excluding the creation of a contract by electronic means an
agreement or an amendment to the agreement could be entered into unintentionally.

E-Sign recognizesthat el ectronic signatures and records can beaslegally bindingas
other contracts. E-Sign isin large measure based on the text of the UETA and, therefore,
allows statesto preempt thefederal E-Sign rulesin certaininstances through passng UETA.
According to § 101(a) of E-Sign, a contract or a signature will not be denied legal effect,
validity or enforceability solely because of its electronic form. An electronic signature, for
the purposes of E-Sign, includes processes attached to or logically associated with acontract
which are executed or adopted by a person with the intent to sign the record. E-Sign
8§ 106(5).

TheNational Conference of Commissioners on Uniform State Laws (“NCCUSL")
has also approved UETA. At the state leve, 41 states have enacted versions of the UETA
validating the use of eectronic records and electronic signatures. The UETA contains
numerous provisions recognizing that the parties arefree to enter into agreementsconcerning
their use of electronic media. UETA 85(b) specifiesthat the Act only applies when parties
haveagreedto deal eectronically (cf. E-Sign 8101(b) which statesit does not requireanyone
to deal eectronically). UETA 85(d) specifies that parties have the power to vary its
provisions by contract, 89 refers to the parties' agreement as a factor in determining the
effect of an eectronic record, and 810 refers to the parties agreement to use security
procedures. E-Sign confinesitself tothelegal effect, validity and enforceability of dectronic
records and signatures. It contains no provisions on variation by agreement.

The NCCUSL has also approved a uniform law entitled Uniform Computer
Information and Transactions Act (“UCITA”). UCITA makes clear that eectronic
agreements arealso legally binding aslong certain requirementsare met. UCITA, thusfar,
has not been widely adopted due to other more controversial provisions.

If the parties desireto enter into the contract by el ectronic means, Section 13.14(c)
should be del eted and the Agreement should specify the system and procedurefor satisfying
thelegal requirements of authenticity, integrity, non-repudiation, writing and signature, and
confidentiality. Most typically in a large transaction, this would be in the form of digital
signatures rather than in asimple exchange of emailsor ina“clickwrap” or “clickthrough”
agreement most typically created by requiring that the parties click with a mouse on an on-
screen icon or button to signal the parties’ acceptance of thecontract. A digital signatureis
an electronic substitute for a manual signature and is generated by a computer rather than a
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pen. A digital signatureis not areplication of a manual or typed signature such as "signed,
John Smith". In technical terms, digital signatures are created and verified by a special
application that generates cryptographic messages. For digital signatures to work, two
different trandation keysaregenerally used. Thefirst, called apublic key, createsthe digital
signature by transforming the data into an unintelligible code. The second key, called a
private key, verifies the digital signature and returns the message into its original form.

A person’' spublic key is distributed by one party to the other party. The authorized
signatory for each party will also have a private key that is known only to that individual.
The private key is used to create the digital signature. The recipient must have the
corresponding public key in order to verify that the digital signatureisthe signer’s. This
system is totally secure aslong as the private key is kept private. This is because a digital
signature is derived from the document itself. Any change to the document will produce a
different digital signature.

Theentire processis started by the sender who runs a computer program that creates
amessage digest (technically known as a one-way hash value). The program then encrypts
the message digest using the sender’s private key. The encrypted message digest is the
digital signature. The sender attaches the digital signature to the communication and sends
both electronically to the intended recipient.

Whenthedigitally signed communication isreceived, therecipient’ s computer runs
aspecial program containing the same cryptographic mathematical formulathat the sender
used to createthedigital signature. Thedigital signatureisautomatically decrypted usingthe
sender’s public key. If the recipient’s program is able to decrypt the digital signature
successfully, he or she knows that the communication came from the purported sender.
Further, therecipient cantell if acommunication has been altered or tampered with because
the recipient’s program will create a second message digest of the communication. This
second message digest isthen compared to the original message digest. If thetwo match the
recipient has now verified the integrity of the signed agreement.

A third party can be used to verify an individual’ s public key. Such athird party is
called a certification authority. Several national companies serve in this capacity for
individuals and organizations for a nominal fee.

Depending on the type of transaction and the sophistication of the parties, adigital
signature may have advantages over amanual signature. Both are used to signify authorship,
acknowledgment and acceptance of terms. A digital signature, however, can also serve an
important information security purpose that a manual signature cannot. Digital signatures
alow therecipient to determineif the digitally signed communication was changed after it
wasdigitally signed. Thisfeature providesintegrity and authenticity toacommunicationthat
amanual signature does not. Additionally, a message sender can include information about
the sender’ sauthority and job titleaswell asthe sender’ sidentity encrypted into their digital
signature.

If adigital signatureisdesired, thedrafter should consult the applicablestatelaw and
the American Bar Association Guiddinesfor Digital Signatureswhichisavailablefromthe
ABA and online at http://www.abanet.org/scitech/ec/isc/digital_signature.html.
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Appendix A
SUCCESSOR LIABILITY
Introduction

In a stock purchase or merger, the entity that the buyer is acquiring will retain all of its
liabilities as a matter of law, and the buyer will have the risk of the assertion of such liabilities
against theentity post-closing. 1nan asset deal, however, the purchase agreement will delveingreat
detail into what liabilities of the seller will remain with the seller post-closing, and what liabilitiesof
the seller will be assumed by the buyer. Inthiscontext, it would not be unusual for representatives
of the buyer to assume that the contract governed how the seller’s liabilities would be divided
between the seller and the buyer, and that, where the contract specifies that a liability is to be
retained by the seller and not assumed by the buyer, the buyer need not worry about the matter.
While such an assumption might have been reasonable at one time, it no longer is. Buyer and its
counsel need to consider from the beginning of a transaction that, as a matter of law, and
notwithstanding any allocation of aseller’ sliabilities contained in an asset purchase agreement, the
buyer may, under certain circumstances, find itself responsible for liabilities of the seller — even
though these liabilities were explicitly retained by the seller in the agreement. The purpose of this
discussionisto advise thereader asto thedifferent legal theories by which apurchaser of assetsmay
find itself liable for the liabilities of a seller, as well as to provide practical advice as to what, in
certain circumstances, might be done to lessen the risk.

. Background: The General Rule of Successor Liability

Until about 25 years ago, the general (and well-settled) rule of successor liability was that
“where one company sells or transfersall of its assetsto another, the second entity does not become
liablefor the debtsand liabilities’ of thetransferor.' Thisrulewasderived inthe corporateworld of
contracts between commercial equals, where both parties were knowledgeable and had access to
sophisticated advice. Two justifications historically have been given for therule. First, it “accords
with the fundamental principle of justice and fairness, under which the law imposes responsibility
for one’ s own acts and not for the totally independent acts of others.”? The second justification is
based on the bona fide purchaser doctrine, which holds that a purchaser who gives adequate
consideration and who has no knowledge of claims against the item purchased, buysthe item free of
those claims.’

More recently, however, the theory of successor liability has evolved and expanded as the
result of a series of clashes between conflicting policies. Thisisarecurring theme throughout the
successor liability cases, asthe benefits attendant to acorporation’ sbeing ableto sell itsassetsin an
unrestricted manner are balanced against other policies, such asthe availability of other remediesto

! Polius v. Clark Equipment Co., 802 F.2d 75, 77 (3d Cir. 1986) (citing 15 Fletcher, Cyclopedia of the Law
of Private Corporations, 87122 (Perm. Ed. 1983); Chicago Truck Drivers, Helpers and Warehouse Workers
Union Pension Fund v. Tasemkin, Inc., 59 F.3d 48 (7th Cir. 1995).

2 Leannaisv. Cincinnati, Inc., 565 F.2d 437, 439 (7" Cir. 1977).
3 Note, “Products Liability and Successor Corporations’, 13 U.C. Davis L. Rev. 1000, 1005-06 (1980).
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the injured party, and who can best bear the cost of protecting persons in the same situation as the
plaintiff.

[Il1.  TheDifferent Theories of Successor Liability

There are nine different theories under which one or more types of a predecessor’s
liabilities could be imposed upon a successor. These are:

express or implied agreement to assume;

de facto merger (alk/a consolidation);

mere continuation;

fraud;

continuity of enterprise (a’k/a substantial continuation);

product line;

duty to warn;

inadequate consideration for thetransfer, coupled with the failure to make provision
for the transferor’s creditors; and

0. liability imposed by statute.

N~ WNE

The first four exceptions are often referred to asthe “traditional” exceptions, because they
were developed first, whereas the fifth and sixth exceptions, which have developed more recently,
are sometimes called the “ modern exceptions’. The last three exceptionsare somewhat morenarrow
and fact-specific, and are therefore less prevalent in the literature than the others.

1. Expressor Implied Assumption

The determination as to whether the purchaser expressly assumed the seller’s obligations
usually involves afact-specific inquiry, which focuses on the provisions of the purchase agreement
(especially theincluded and excluded asset descriptions, the definition (if any) of theterm*assumed
liabilities” and the indemnity clause) and the parties’ intent.

Similarly, abuyer’simplied assumption of a seller’ s obligations often is determined by the
buyer’ s conduct or representations indicating an intention by the buyer to assumethe seller’ sdebts,
coupled with reliance by the party asserting liability on that conduct or on those representations.”

The other issue which arises regarding the assumption of liabilities relates to whether an
unforeseen liability was implicitly assumed. For example, in Mobay Corp. v. Allied-Signal, Inc.,”
the court ruled that the purchaser had not assumed environmental claims brought under the
Comprehensive Environmental Response Compensation and Liability Act of 1980, as amended
(“CERCLA” or “Superfund”)® merely by agreeing to indemnify the seller from all obligations and

4 15 Fletcher, Cyclopedia of the Law of Private Corporations, §7124 (1989 Rev. VVol.).

5 761 F. Supp. 345 (D.N.J. 1991).

6 42 U.S.C. 89601 et seq. See, for example, Smith Land & Improvement Corp. v. Celotex Corp., 851 F.2d
86 (3d Cir. 1988, ); Louisiana-Pacific Corp. v. Asarco, Inc., 909 F.2d 1260 (9th Cir. 1990); U.S. v. Caradlina
Transformer Co., 978 F.2d 832 (4" Cir. 1992); and U.S. v. Mexico Feed & Seed Co., Inc., 980 F.2d 478
(3d Cir. 1992).
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liabilities arising out of post-closing claims or lawsuits for personal injury or property damage.
Contrast that with Kessinger v. Grefco, Inc.,” in which the court held that an asset purchase
agreement (in which the buyer assumed and agreed “to pay, perform and discharge all debts,
obligations, contracts and liabilities’) amounted to the assumption, by the buyer, of the seller’s
unforseen product liability claims.

2. De Facto M erger

The de facto merger exception wasfirst developed in casesrelating to corporate taxation or
asaway of providing dissenters’ rightsfor shareholdersdisgruntled by corporaetransactionswhich
were structured to avoid statutory dissenters' rights. Inmost of these cases,® the pattern was similar
— anotherwise solvent corporation (or if technically insolvent, onewhich hassignificant assetswith
whichto pay itscreditors) transfersitsassetsto another entity in which the seller’ sshareholdersend
up with an unencumbered ownership interest. Thetransaction isstructured so that either theseller is
paid with sharesof the buyer’ s stock (which it promptly distributesto its shareholders), or the buyer
directly gives itsstock to the seller’ s shareholders. In either case, the seller’ s ownersavoid paying
their creditors without losing control of the business.’

The four elements required for finding that a de facto merger has occurred are:

1. a continuation of the seller’ s enterprise, evidenced by a continuation of
management, personnel, physical location, assets and operations;

2. a continuity of shareholders between the seller and the purchaser;

3. the seller’s ceasing its business operations, liquidating, and dissolving as
soon as legally and practically possible; and

4, the buyer’ s assuming those liabilities and obligations of the seller which
would be necessary for the uninterrupted continuation of normal business
operations.’°

Most courts consider the “transfer of stock to be akey element for finding ade facto merger
because it representsa continuity of shareholder ownership and interest.”*!* Without the “continuity
of shareholders’ element, the purchaser and seller “are strangers, both before and after the sale.”*?

7 875 F.2d 153 (7" Cir. 1989).

8 See, for example, U.S. Fidelity & Guaranty Co. v. Citizen’sNat'l. Bank, 13 F.2d 213 (D.N.M. 1924);
Drug, Inc. v. Hunt, 35 Ddl. 339, 168 A. 87 (Ddl. 1933); and Ruedy v. Toledo Factories Co., 61 Ohio App.
21, 22 N.E. 2d 293 (Ohio App. 1939).

o Nat’l. Gypsum Co. v. Continental Brands Corp., 895 F. Supp. 328, 337 (D. Mass. 1995). The Court also
noted, in footnote 11 therein, that these cases could a so have been characterized as fraudulent
conveyances.

10 Shannon v. Samuel Langston Co., 379 F. Supp. 797, 801 (W.D. Mich. 1974), quoting from Mckeev.

Harris-Seybold Co., 264 A.2d 98, 103 (N.J. 1970)
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Over time, some courts have used lessthan all of the elementsto support afinding of defacto
merger,™ finding that these factors merely indicate the existence of ade facto merger.** The courts
in Knapp v. North American Rockwell*® and Shannon v. Samuel Langston Co.*® held the successor
liable even where the seller continued in existence for a period of time after the sale, during which
time the seller could have paid off adverse judgments. Both courts found the seller’s continued
existence to be a mere formality, insufficient to prevent the transfer from being considered a sale,
based on the brevity of the seller’s continued life after the transfer, the requirement in the purchase
agreement that the seller be dissolved as soon as possible, the prohibition in the same document
against the seller conducting normal business operations, and the limited nature and quantity of
assets retained by the seller after the transaction.’

Assignificant as Knapp and Shannon were, both of those cases involved transactionswhere
assetswere exchanged for shares of the buyer’ s stock, thus maintaining the element of continuity of
ownership. In Diaz v. South Bend Lathe, Inc.,”® the court concluded that plaintiff’s failure to
establish continuity of ownership was not fatal to its claim of de facto merger because “the
consuming public should not be frustrated merely because the stock ownership of acorporation has
not changed while all else - employees, products, supervision, and plants are transferred....”*°

Another issue which has been raised has been the extent of the ownership in the buyer that
seller’s shareholders must own after the transaction to support a finding of de facto merger. In
Lumbard v. Maglia,® a case involving a transfer of assets, contracts and employees to a new
company nominally owned by the seller’ sbrother, the court held that continuity, not uniformity, of
ownership is the key factor.*

n Savini v. Kent Mach. Works, Inc., 525 F. Supp. 711,717 (E.D. Pa. 1981), citing Leannais v. Cincinnati,
Inc., supra, note 2, at 440.
12 Travisv. Harris Corp., 565 F.2d 443, 447 (7" Cir. 1977). See also Cargo Partner AG v. AlbatransInc., 2d

Cir, No. 02-9322 (12/9/03), in which the U.S. Court of Appeals for the Second Circuit ruled that, without
determining whether al factors need to be present for there to be a de facto merger, a corporation that
purchases assets will not be liable for a seller’ s contract debts under New Y ork law absent continuity of
ownership which “isthe essence of amerger” (citing Fitzgerald v. Fahnestock & Co., 730 N.Y.S.2d 70
(2001), in which the court had stated that not al of the elements are necessary to find a de facto merger).

B See, for example, Suarez v. Sherman Gin Co., 697 SW. 2d 17 (Tex. App. 1985); and Lumbard v. Maglia,
621 F.Supp. 1529 (SD.N.Y. 1985).

“ Lumbard, id., at 1535 (citing Menacho v. Adamson United Co., 420 F. Supp. 128, 133 (D.N.J. 1976)).

B 506 F.2d 361 (3d Cir. 1974), cert. denied 421 U.S. 963 (1975).

1 Supra, note 10.

Knapp, supra, note 15, at 367. In addition to moving the rule away from itstraditional components, Knapp
isimportant as well for its use of products liability policies as a basisfor its analysis and conclusion. See
Section 111.1, supra; Shannon, supra, note 10, at 800.

17

18 707 F.Supp. 97 (E.D.N.Y. 1989).

9 Id., at 101.

2 621 F. Supp. 1529 (S.D.N.Y. 1985).
2 Id., at 1535.
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3. M ere Continuation

The mere continuation doctrine differs fromthe de facto merger exception moreinformthan
in substance, and the factors considered by the courts are very similar. “The primary elements of
[mere] continuation include the common identity of officers, directorsor stockholders between the
seller and buyer, and the existence of only one corporation at the completion of thetransfer.”?* The
exception is very limited and relies on the continuity of the corporate identity, and not on the
continuation of the business or its operations.”

4. Fraud

Thefraud exception arises fromthe judicial doctrine that transactions entered into to escape
liability should not be permitted. This exception covers the “easy” cases, such as where the
consideration for the assets was fictitious or inadequate, or where there is demonstrable intent to
defraud creditors; but it has also been applied in the more difficult situations where the transfer of
assets, while perfectly legitimate, isdone (at least in part) to avoid liability. Insome cases, therewas
a question of whether disclosure to the plaintiff overcame the seller’s objective of avoiding
liability,** while another early case held that nothing short of actual fraud will vitiate a sale of
corporate assets.?

In addition to the case law, this area is governed by the Uniform Fraudulent Transfer Act
(“UFTA"), which has been enacted in most jurisdictions. The purposeof UFTA isto limit adebtor’s
ability to transfer assetsif doing so putsthemout of reach of itscreditorsat atimewhenthe debtor’s
financial conditionis, or would be, precarious. The UFTA providesthat a“transfer” isvoidableby a
creditor if (i) thetransfer is made with actual intent to hinder, delay or defraud acreditor® or (ii) the
transfer leaves the debtor insolvent or undercapitalized, and it is not made in exchange for
reasonably equivalent value.?” If atransaction is determined by a court to constitute a fraudulent
transfer under UFTA, the court can order any appropriate equitable relief, such as voiding or
enjoining the transfer in whole or to the extent necessary to satisfy creditors claims, attaching the
transferred assets or appointing areceiver to take control of the transferred assets.

5. Continuity of Enterprise (a/k/a Substantial Continuation

The continuity of enterprise exception (which isalso known asthe “ substantial continuation”
doctrine) was established by the Michigan Supreme Court in 1976 in Turner v. Bituminous Casualty
Co.% Thisexception is essentially an expansion of the mere continuation doctrine, except that the

z Jacobsv. Lakewood Aircraft Service, Inc., 512 F.Supp 176, 181 (E.D.Pa. 1981) (citations omitted).
= Savini, supra, note 11, citing Travis, supra, note 12.

% Raytech Corp. v. White, 54 F.3d 187 (3d Cir. 1995).

» Davis V. Hemming, 101 Conn. 713, 127 A. 514 (1918).

% Sinceintent to hinder, delay or defraud is usually inferred, aset of factors has been devel oped to assist in

making the determination. Max Sugarman Funeral Home, Inc. v. A.D.B. Investors, 926 F.2d 1248, 1254
(1% Cir. 1991).

z In re WCC Holding Corp., 171 B.R. 972, 986 (Bankr.N.D. Tex 1994).
% 244 N.W.2d 873 (Mich. 1976).
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focusof theinquiry isthe continuity of the business operations, and not the corporate structure. The
exception consists of an eight-part standard:

retention of the same employees,

retention of the same supervisory personnel;

retention of the same product facilities in the same locations;
production of the same product;

retention of the same name;

continuity of assets;

continuity of general business operations; and

representation by the successor as the continuation of the previous
enterprise.”®

N~ WNE

The continuity of enterprise exception has been rejected in some products liability cases
because it ignores basic concepts of causation that underlie all tort liability,® and it has been
narrowed in some environmental cases which hold that the purchaser must have knowledge of the
contaminationto beliable.** Besides Michigan, the exception has been adopted in Alabama,* but it
has been rejected in at least nine states.®

0. Product Line

One year after the Turner decision in Michigan, the California Supreme Court created the
product line exception. In Ray v. Alad Corp.,** the defendant successor acquired the assets of a
company that manufactured ladders, after which it continued to manufacture the same products,
under the same brand name, without indicating that there had been a change in ownership. The
plaintiff wasinjured in afall off adefective ladder, and finding that the predecessor had dissolved,
sued the successor. The Court presented athree-part justification for imposition of liability on the
SUCCeSSOr:

1. the virtual destruction of the plaintiff’ s remedies against the original
manufacturer caused by the successor’ s acquisition of the business;

2. the successor’ s ability to assume the original manufacturer’s risk-
spreading role; and

3. the fairness of requiring the successor to assume the burden of being
responsible for defective products that attached to the original

» Carolina Transformer, supra, note 6, at 838.

% Atlantic Richfield Co. v. Blosenski, 847 F. Supp. 1261, 1285 (E.D.Pa. 1994) (citing Polius, supranote 1, a
75).

3 See Section 111.2, supra.

2 Andrews v. John E. Smith's Sons Co., 269 So.2d 781 (Ala. 1979).

8 Colorado, Maryland, Minnesota, Nebraska, New Y ork, North Dakota, South Dakota, Vermont and
Wisconsin.

# 19 Cal.3d 22, 560 P.2d 3 (1977).
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manufacturer’s goodwill (which in turn is being enjoyed by the purchaser
in the continued operation of the business).*

Courts applying the product line exception have reasoned that because a corporation that
acquires the benefits of the predecessor’s goodwill also acquires the built-in resources to meet its
various responsibilities, it should assume the concomitant responsibility of redressing any harm
caused by a product it continues to manufacture.®®

In 1979, two years after Ray, in Rawlingsv. D. M. Oliver, Inc.,*’ the defendant successor
corporation purchased the seller’s assets and continued its general business, but it ceased the
manufacture of the specialized product that caused the plaintiff’ sinjury. The Court foundthefailure
to manufacture the identical product did not remove the case from the Ray product line exception,
and it imposed liability on the successor. Support for theruling came from the successor’ spurchase
of an ongoing business which it continued at the same location under the same fictitious name, as
well as abroad reading of California’ s policy in strict liability casesto assign responsibility to the
enterprise that received the benefit and isin the best position to spread the cost of the injury among
members of society.®® Other cases decided since Ray have noted that the application of the product
line exception requires a balancing of the risks shifting principle against the fault principle which
underlies all tort law.*

One of the factors articulated in Ray which has received significant review in subsequent
casesistherequirement that the plaintiff’ sremedieswere destroyed by the purchaser’ sacquisition.*
InKlinev. JohnsManville,* the court held that a successor would not beliable when it purchased a
product line from a predecessor which continued in business until its bankruptcy years later.
Similarly, in Chaknovav. Wilber-Ellis Co.,* the court held that a successor was not liable under the
product line exception where, among other things, the predecessor continued to exist for 15 months
after the acquisition and the successor had no part in the predecessor’ seventual dissolution. In both
of these cases, the essential element of causation was missing, sincethe successor’ spurchasedid not
cause either the predecessor’s dissolution or the destruction of the plaintiff’'s remedy. Not all
jurisdictions agree, however.*®

® Id., at 560 P.2d 9.

% Nieves v. Bruno Sherman, 86 N.J. 361, 431 A.2d 826 (1981).

3 97 Cal.App.3d 890, 159 Cal.Rptr. 119.

* Id., at Cal.App.3d 901, and at Cal.Rptr. 124; see generally Greenman v. Y uba Power Products, Inc., 59
Cal.2d 57, 377 P.2d 897 (1963).

¥ Hall v. Armstrong, 103 Wash.2d 258, 692 P.2d 787, 791 (1984).

40 See, for example, Klinev. Johns-Manville, 745 F.2d 1217, 1220 (9th Cir. 1984); Nelson v. Tiffany

Industries, Inc.,778 F.2d 533, 538 (9th Cir. 1985); and Santa Maria v. Owens-lllinais, Inc., 808 F.2d 848,
859 (1< Cir. 1986).

4 Supra, note 40, at 1220.
a2 69 Cal. App. 4th 962, 81 Cal. Rptr. 871 (1999).
3 See, for example, Paciusv. Thermtroll Corp., 611 A.2d 153 (N.J.Super.Ct. 1992), which focused more on

the fact of the predecessor’s nonviabhility and on the plaintiff’ s need to have aremedy than on the reason for
the predecessor’ s cessation of operations.
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The product line exceptionis not without itscritics.** Corporate defense counsel alsowill be
reassured that the product line exception has several limitations. First, it isavailable only in cases
where strict tort liability for defective products is an available theory of recovery.”® Second, the
State of Washington, whichisone of the few statesto adopt explicitly the product line exception, has
stated just as clearly that the exception does not apply where there is a sale of less than all of the
predecessor’s assets, because the purchaser cannot be deemed to have caused the destruction of
plaintiff’s remedy.”® Finally, the product line exception is clearly a minority rule, having been
adopted only in four states and rejected in over 20 states.*’

1. Duty toWarn

Theduty to warn exception isan anomaly among the successor liability exceptions, inthat it
is an independent duty of the successor, and it is derived from the successor’'s own actions or
omissions — namely, the failure to warn customers about defects in the predecessor’s products.
There are two elements to this exception: first, the successor must know about the defects in the
predecessor’s products, either before or after the transaction is completed; second, there must be
some continuing relationship between the successor and the predecessor’ s customers, such as (but
not limited to) the obligation to service machinery manufactured by the predecessor.®

8. Inadequate Consideration/Creditors Not Provided For

Although the concept of inadequate consideration usually arises asan element of oneor more
of the other exceptions (typically fraud or de facto merger), occasionally it is cited as a separate
exception wherethe purchaser has not paid adequate consideration, and the seller would berendered
insolvent and unable to pay its debts.*® Since the asset sale is the cause of the seller’s problems,
many courtswill try to find away to rulein favor of an innocent third personwho otherwise may be
without aremedy. The various rationales used often sound like the analyses used in some de facto
merger cases, or those found in the product line exception cases.

Quite often, the inquiry in inadequate consideration cases focuses on the fact that
consideration ispaid directly tothe seller’ sshareholdersrather thanto the seller. If theconsideration
takes the form of the purchaser’s stock, one again finds oneself in the de facto merger or mere
continuatio cases.

“ See, for example, Mullen v. Alarmguard of Delmarva, Inc., 1993 Del. Super. LEXIS 213 (1993);
Leannais, supra, note 2, at 439; and Woody v. Combustion Engineering, Inc., 463 F.Supp 817 (E.D.Tenn.
1978).

*® Ray, supra, note 34, at 19 Cal.3d 34. See, also, Florom v. Elliott Mfq., 867 F.2d 570, 578 (10th Cir. 1989);

and Welco Indus., Inc. v. Applied Companies, 617 N.E.2d 1129, 1133 (Ohio 1993).
Hall, supra, note 39, at 787.

Adopted in California, New Jersey, Pennsylvania and Washington. Rejected in Arizona, Colorado, Florida,
Georgia, lowa, Kansas, Massachusetts, Minnesota, Missouri, Nebraska, New Hampshire, North Dakota,
Ohio, Oklahoma, Texas, Vermont, Virginiaand Wisconsin.

For cases discussing the “duty to warn” exception, see, for example,_Chadwick v. Air Reduction Co., 239
F. Supp 247 (E.D. Ohio 1965); Shane v. Hobam, Inc., 332 F. Supp. 526 (E.D. Pa. 1971; Geev. Tenneco
Inc., 615 F.2d 857 (9" Cir. 1980); and Travis v. Harris Corp., 565 F.2d 443, 449 (7" Cir. 1977).

9 West Texas R&D Co. v. Comm'r. of Internal Revenue, 68 F.2d 77 (10" Cir. 1933).
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0. Liability Imposed by Statute

Some courts have found support for successor liability in the broad purpose language of
various statutes, such as CERCLA, the Federal Insecticide, Fungicide & Rodenticide Act,* the
Employee Retirement Income Security Act of 1974 (“ERISA”)*" and Title VII of the Civil Rights
Act of 1964 (“Title VI1").>? Thetwo-part analysis often used by the courtsin the Superfund cases
requiresthe court to first find that asuccessor could be liable under the provisionsof the statute, and
thento apply one or more of the exceptions described aboveto determine whether the corporationin
guestion is, in fact, a successor upon which liability could be imposed.

Besides federal statutes, sate laws may also be used to impose liability on a successor.
Many states have enacted statuteswhich largely parallel federal counterparts, especially withrespect
to environmental obligations. Inaddition, statetax statutes often impose liability on a successor for
certain types of unpaid taxes of the seller, although the types of asset saleswhich are covered, the
types of taxes and the notice and clearance proceduresthat allow the buyer to eliminate its potential
liability differ from stateto state. The buyer must determine which states' laws apply, keeping in
mind that more than one state’ s laws may be applicable. State laws often apply to assets located in
that state, regardless of the jurisdiction selected by the partiesin their choice of law provision. The
validity of such statutesgenerally has been upheld against attackson avariety of grounds, including
allegationsthat the statutes violated the due process or equal protection clauses of the Constitution,
or unconstitutionally impaired the asset purchase agreement.>

V.  Public Policy Considerations— Does It Matter What Kind Of Case It Is?
1. Product Liability Cases

As products liability law has evolved since the early 1960s, the courts increasingly have
determined that injured consumers who otherwise lack aremedy should be able to recover against
successors. Morethan one court found itself swayed by the plaintiff’ sinability to bring suit against
either adissolved corporation or its scattered former shareholders.>

In Knapp,™ in addition to the de facto merger exception, the court referenced policies
underlying the need for the law of products liability. In Turner,”® in which the Michigan Supreme

% 7 U.S.C. §136 et seq. See, for example, Oner 11 v. EPA, 597 F.2d 184 (9" Cir. 1974), the first reported

environmental case to impose successor liahility.

29 U.S.C. 81001 et seg. See, for example, Upholsterers’ Int’l. Union Pension Fund v. Artistic Furniture,
920 F.2d 1323 (7" Cir. 1990).

42 U.S.C. 82000e et seg. See, for example, E.E.O.C. v. MacMillan Bloeddl Containers, Inc., 503 F.2d
1086 (6™ Cir. 1974).

People et rel. Salisbury Axle Co. v. Lynch, 259 N.Y. 228, 181 N.E. 460 (1932); Knudsen Dairy Products
Co. v. State Board of Equalization, 12 Cal.App. 3d 47, 90 Cal.Rptr. 533 (1970); Pierce-Arrow Mator Corp.
v. Mealey, 59 N.Y.S.2d 568 (1946); and Tri-Financial Corp. v. Dept. of Revenue, 6 Wash.App. 637, 495
P.2d 690 (Wash.App. 1972).

Schulman, Commentary: Successor Corporation Liability and the Inadequacy of the Product Line
Continuity Approach, 1986-1987 Corp. Prac. Commentator 588, 5990.

Supra, note 15, at 361.

51

52
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Court created the continuity of enterprise exception, the court noted that the plaintiff’ s injury and
losswould be identical regardless of whether the sale of assetswas for cash or stock, and therefore
disregarded the issue entirely as being irrelevant to the analysis. Noting that “this is a products
liability case first and foremost,”*’ the court determined that justice would not be promoted if a
successor was liable in amerger or ade facto merger, but not in a sale of assets for cash, when the
needs and objectives of the parties are the same in all three instances.®

The use of public policy to find a remedy for a products liability plaintiff where none
traditionally existed reached its height in Ray and its product line exception progeny.” After
determining that the four traditional exceptionsdid not provide groundsfor the plaintiff to recover,
the court decided that a* special departurefrom[the general rule governing successionto liabilities]”
was called for by the policies underlying strict tort liability for defective products.®®

Finally, asaharbinger of things yet to come, in Maloney v. American Pharmaceutical Co. >
the plaintiffs contended that the Ray court did not intend that the product line exception should apply
only to strict liability, but rather to all formsof tort liability involving negligence, onthe basis of the
policy considerations discussed therein. The court declined to do so for procedural reasons, but
indicated that plaintiffs policy arguments might be sound.®?

2. Environmental Cases

A similar pattern can be discerned in the environmental cases. Wherethe early casesfound
littleor no liability on the successor, unlessthe underlying factswere particularly egregious, thelater
cases broadened the successor’ sexposure by eliminating some of the requirementsneeded to hold an
asset purchaser liable.

While observing that the provisions of CERCLA do not explicitly require that the successor
be liable, the court in Smith Land & Improvement Corp. v. Celotex Corp.®® compared the benefits
derived by the predecessor and successor corporations from having used apollutant and fromfailing
to use non-hazardous disposal methods with the indirect benefits which accrued to the general
public, and concluded that having the successor bear the costs of remediation was consistent with
both Congressional intent and the purpose of the statute.®* Since the Smith Land decisionin 1988, a

% Supra, note 28, at 873.

> Id., 397 Mich. at 416, 244 N.W.2d at 877.

% Id., at 429-30, and at 883.

* See notes 34-47 and accompanying text.

&0 Ray, supra, note 34, 560 P.2d at 8-9.

ol 207 Cal.App.3d 282, 255 Cal.Rptr. 1 (1988).
62 Id., 207 Cal.App.3d at 289, 255 Cal.Rptr. a 4.
6 851 F.2d 86 (3d Cir. 1988).

64 Id., at 91-92.
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number of other courts, as well as the Environmental Protection Agency and the Department of
Justice, have adopted its policy rationale.®®

Courts also have held that, at least with respect to environmental liabilities, a successor
corporation must have substantial ties to the seller for CERCLA liability to attach, unless the
purchaser had knowledge of the contamination, or if therewaswillful blindnessor collusion onthe
part of the purchaser.®® Other leading circuit court environmental cases, U.S. v. Mexico Feed and
Seed Co.?” and Carolina Transformer,®® concur that knowledge on the part of the purchaser of the
seller’ soffending conduct isan important element for environmental liability, although at least one
recent case holds otherwise.*

Thisanalysis has continued to be expanded, culminating intwo rather extremedecisions. In
Kleen Laundry & Dry Cleaning Services, Inc. v. Total Waste Management, Inc.,” the asset
purchaser was held liable, under the continuity of enterprise exception, for leaks in underground
storage tanks which had been leased by the seller for six weeks some four years before the
transaction. The ruling was influenced by the purchaser’ sintention to buy the seller’ s business, as
well as by purchaser’s continued servicing of the seller’s customers after the sale. In U.S. v.
Keystone Sanitation Co., Inc.,”* the successor was held liable for a landfill site which had been
gpecifically excluded from the assets conveyed because the purchaser used its shares as
consideration (thus making the case look morelike ade facto merger or mere continuation case), the
agreement stated that the “business’ was being bought, the purchaser assumed the seller’s service
obligation to its customers, the purchaser agreed to help with the collection of the pre-closing
receivables, and the seller and its shareholders agreed to enter into noncompetition and consulting
agreements with the purchaser.

See, for example, United States v. Crown Rall Leaf, Inc., 29 ERC 2018, 19 ELR 20262, 1988 U.S. Dist.
LEXIS 15785, (D.N.J. 1988); United States v. Bliss, 20 ELR 20879, 1988 U.S. Dist. LEXIS 10683 (E.D.
Mo. 1988); and In re Acushnet River & New Bedford Harbor, 712 F. Supp. 1010 (D. Mass. 1989). Asto
EPA, see EPA Memorandum, “Liability of Corporate Shareholders and Successor Corporations for
Abandoned Sites Under the Comprehensive Environmental Response Compensation and Liability Act:,
June 13, 1984; asto DOJ, see Joint Motion of Plaintiffs for Summary Judgment on Fraudulent Conveyance
and Successor Corporation Claims, in Kelly v. Thomas Solvent Co., 725 F.Supp. 1446 (W. D. Mich. 1988);
and Memorandum of Points and Authorities of the United States in Operation to Motion of Chemical &
Pigment Company for Partial Summary Judgment and in Support of Cross-Motion of United States for
Partial Summary Judgment, in United Statesv. Allied Chem. Corp., 1990 U.S. Dist. LEXIS 11695 (N.D.
Cal. 1990).

U.S. v. Atlas Minerals & Chemicals, Inc., 824 F. Supp. 46 (E.D. Pa. 1993), with findings of fact and
conclusions of law issued at 41 E.R.C. 1417 (E.D. Pa. 1995).

Supra, note 6.
Supra, note 6.
Gould, Inc. v. A&M Battery and Tire Service, 1997 WL 16507 (M.D.Pa. 1997).
867 F.Supp. 1136 (D.N.H. 1994).
1996 U.S. Dist. LEXIS 13651 (M.D.Pa. 1996).
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3. Labor, Employment and Benefits Cases

In the [abor and employment context, the issue of successor liability has arisen in numerous
cases, both in federal courts (up to and including the Supreme Court™) and in administrative
proceedings held beforethe National Labor Relations Board (“NLRB”)" under variousprovisionsof
the National Labor Relations Act (the“Act”).” The labor and employment casestend to utilizethe
continuity of enterprise analysis aimost exclusively, focusing on the nature of the business
operations both before and after the asset acquisition, including how many of the seller’ semployees
were retained by the purchaser, and what percentage those employees constitute of the purchaser’s
total workforce at the work site after the transaction is completed.”

Two other common themesin the labor and employment arena are whether the successor had
knowledge of the predecessor’ sunfair labor practices,® and the nature of the remedy sought by the
plaintiff.”” With respect to the issue of remedy, courts have generally, but not universally,
determined that a successor will be liable if reinstatement is sought, since only the successor can
accomplishthis, whereasif monetary damages are sought, the predecessor (if ill viable) can satisfy
the remedy, thus reducing the need to find the successor liable.”

The other trend in this area is the number and diversity of statutes under which cases are
being brought. Besidesthe National Labor Relations Act and the Labor Management Relations Act,
cases alleging successor liability for labor, discrimination and benefits issues have been brought

2 See, for example, John Wiley & Sons, Inc. v. Livinggon, 376 U.S. 543 (1964); NLRB v. Burns Int’|
Security Services, Inc., 406 U.S. 272 (1972); Golden States Bottling Co., Inc. v. NLRB, 414 U.S. 168
(1973); Howard Johnson Co., Inc. v. Detroit Local Joint Executive Bd., 417 U.S. 249 (1974); and Fall
River Dyeing & Finishing Corp. v. NLRB, 482 U.S. 27 (1987).

" See, for example, South Cardlina Granite Co., 58 NLRB 1448, enforced sub nom. NLRB v. Blair Quarries,
Inc., 152 F.2d 25 (4™ Cir. 1945); Alexander Milburn Co., 78 NLRB 747 (1947); and Perma Vinyl Corp.,
164 N.L.R.B 968 (1967), enforced sub nom. United States Pipe & Foundry Co. v. NLRB, 398 F. 2d 544
(Fifth Cir. 1968).

“ 29 U.S.C. 88151 et seq.
75

But, asto thisissue, there has been conflicting guidance from the courts. Compare the holding of Saks &
Co. v. NLRB, 634 F.2d 681, 685 (2d Cir. 1980) (“the appropriate test of continuity is whether a majority of
the successor’ s bargaining unit is composed of the predecessor’s employees.”) with NLRB v. Bausch &
Lomb, Inc., 526 F.2d 817, 824 (2d Cir. 1975), which held that a finding of successorship “requires
retention of at least amajority of the predecessor’ s workforce.”

See, for example, Alexander Milburn, supra, note 73, and Perma Vinyl, supra, note 73.
See, for example, Perma Vinyl, supra, note 73, a 968-9.

78 See, for example, EEOC v. MacMillan Bloedel Containers, Inc., 503 F.2d 1086 (6" Cir. 1974); Trujillo v.
Longhorn Mfg. Co., Inc., 694 F.2d 221 (10" Cir. 1982); Bates v. Pacific Maritime Assn., 744 F.2d 705 (9"
Cir. 1984); and Rojas v. TK Communications, Inc., 87 F.3d 745 (5" Cir. 1996).

76
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under Title V11, the Age Discrimination in Employment Act (the “ADEA”),%° ERISA ®! and the
Multiemployer Pension Plan Amendments Act of 1980 (the “MPPAA”).%

4, Personal Injury and Tort Cases

The analysis used to determine whether a successor is liable for the tortious acts of its
predecessor, and the policies underlying such determinations, are similar to those used inthe product
liability/strict liability cases. The courts attempt to balance the injured person’s need to recover
damages against the successor’ s need to accurately determine the nature, scope and costs of risks it
assumes. It is not surprising that in the last two or three decades, which saw an increase in strict
liability, the injured party makes for a more sympathetic and victorious party. The cases of Cyr v.
Offen & Co., Inc.,** and McK eev. Harris-Seybold Company®* areinstructive. Inbothcases, each of
which predated the creation of the substantial continuity and product line exceptions, the court
disposed of the traditional exceptionsin short order, finding that they had no applicability tothefacts
presented.®® And yet, the New Jersey Superior Court found in favor of the corporate successor in
McKee, whilethe U.S. Court of Appeals for the First Circuit found for the injured plaintiff in Cyr.
The primary difference in the two cases is that the predecessor and successor in McKee were two
unrelated corporate entities which engaged in an arms length sale of assets with sufficient
consideration, and no continuity of shareholders and little if any continuity of management.

In Cyr, however, a sole proprietorship was sold after the proprietor’s death to a newly-
formed corporation formed by the proprietorship’ s key employees and owned seventy percent by
them and thirty percent by anoutside financier. The same productswere produced at the same plant
with the same supervision, and, in compliance with the asset sale contract, the business continued to
be run under the same principles asit had been as a proprietorship. The purchase of goodwill was
central to the agreement, asthe new company continued to service and renovate old equipment sold
by itspredecessor. No noticewasgiven to the customers of the business, and the new company even
advertised itself as aforty-year-old, ongoing businesses enterprise. The court determined that the
public policiesunderlying tort liability mandated finding that the mere continuation exceptionwould
apply evenwhere therewas no continuity of ownership, and concluded that, with so much continuity
in the business, identity of ownership could not be the sole determinant. Moreover, the Court
supported and applied the policy justification used as the bases for the theory of product liability —
namely, that the successor who carries onthe manufacturing of a predecessor’ sproduct can best bear
the cost of insuring against liability, and that the successor isthe only entity interested in improving
the product’s quality in order to maintain and exploit the product’s goodwill and reputation.®®

" 42 U.S.C. §2000e et seq.

8 29 U.S.C. §8621-634.

8 Employee Retirement Income Security Act of 1974, 29 U.S.C. §1001 et seq.
& 29 U.S.C. §1381 et seq.

& 501 F.2d 1145 (1% Cir. 1974).

8 109 N.J. Super. 555, 264 A.2d 98 (Super. Ct. N.J. 1970).

& Cyr, supra, note 83, at 1152; McKeg, id., at 103, 105-07.

8 Id., at 1152-54.
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5. Contract Cases

In certain instances, aparty seeksto enforce an existing contract against the successor of its
counterparty. These cases often arise in the context of bankruptcies or secured party asset sales
made under UCC Section 9-504, and to the extent that there is a relationship between the alleged
predecessor and its alleged successor prior to the bankruptcy filing or the forced asset sale, thecourts
are more likely to find the successor liable.®”

The two leading cases where courts have imposed successor liability without requiring
continuity of corporate ownership are Glynwed, Inc. v. Plastimatic, Inc.?® and Fiber-Lite Corp. v.
Molded Acoustical Prod. of Easton, Inc.,*® although these decisions had been criticized for
unjustifiably relaxing the traditional test of successor liability, and for importing the “continuity of
enterprise” doctrine from the product liability context into commercial law, when, by doing so, no
public policy would be served, and there would be the risk of having a chilling affect on potential
purchasers who would have to be concerned that, by acquiring a foreclosed business, they would
also acquire liabilities they never intended to assume.®

V. Practical Considerations: Reducing the Chances Successor Liability Will Be Imposed

Asthe prior discussion has demonstrated, a purchaser of corporate assetswill not be ableto
fully assureitself that it issafe fromthe obligations of the seller. Whilethere may be certainactions
which the purchaser (or its attorney) can take to reduce the likelihood that a court will impose the
predecessor’s liability on the purchaser, it is probably just as important that the buyer’s counsel
make surethat itsclient acceptsthisreality even beforethe buyer starts negotiating the terms of the
transaction. By doing this, the buyer will havethe opportunity to consider whether it needsto adjust
the purchase price it is willing to pay to reflect this risk, or whether it wants to assume certain
liabilities in the contract that it may have imposed upon it anyway as a matter of law (again,
presumably making the deal more attractive to the seller and thus justifying a reduced purchase
price).

Having said that, and depending on the particular circumstances, any of the following
suggestions may be appropriate for counsel to discuss with representatives of the buyer. It should
not be assumed, however, fromthe inclusion of any of the suggestions set forth below that any such
suggestion will be practicable in every (or even most) situations.

1. Thorough Due Diligence

Even though the purchaser may take the position that it is not assuming any of the seller’s
liabilities, as the prior cases have indicated, the purchaser frequently gets an unwelcome surprise

8 See, for example, Gallenberg Equipment, Inc. v. Agromac International, Inc., 10 F.Supp. 1050 (E.D. Wisc.

1998).
8 869 F.Supp 265 (D.N.J. 1997).
8 186 B.R. 603 (E.D. Pa 1994).

Gallenberg, supra note 87, at 1055-56; citing G. P. Publication, Inc. v. Quebecor Printing - . Paul, Inc.,
125 N. C. App. 424, 481 SEE. 2d 674, 680-82 (N.C. Ct. App. 1997).
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when a court issues its decision. Accordingly, the purchaser (other than for all the other business
considerations) must do athorough job of reviewing the seller’ s files and business records. Due
diligence does not, however, stop there.

A prospective purchaser must also be proactive. Within the confines of confidentiality, the
purchaser should also talk to the seller’s lower level staff and line employees, suppliers and
customers, in order to determine whether or not any liabilities exists and, if so, the nature, scope,
extent and potential exposurerelated to such liabilities. Visit thelocal and regional officesof federal
and state governmental agencies, review public files, and talk to compliance and enforcement
personnel. Review the seller’ sinternal compliance programs. Check out insurance policies (more
on this below).

2. Indemnities, Purchase Price Adjustments, or Other Retention M echanisms

Inthoseinstanceswherethe purchaser knowsthat the seller iseither going to dissolveor that
the seller will distribute the sale proceedsto its shareholders, the purchaser must takeextracare. An
escrow arrangement, holding back a portion of the purchase price, or some other retention
mechanism where aportion of the purchase price can be segregated and used if unforeseenliabilities
arise within a specified period of time are effective means of making sure that the plaintiffsin a
successor liability case have an adequate remedy against the predecessor, thus obviating the need for
seeking recovery from the successor. Purchase price adjustments may also be appropriate; however,
the trade-off of using a purchase price reduction is that the purchaser gets to keep the amount of
reduction in itstreasury, but it leaves the purchaser, as the seller’ s successor, vulnerable to paying
out that money (and perhaps even greater amounts) in the event that the number of plaintiffs
claiming successor liability isgreater than anticipated. Conversely, if the seller is not intending to
dissolve, or if it is a stable entity, an appropriately worded indemnity given by the seller to the
purchaser may be sufficient.

3. Careful Drafting of the Purbase and Sale Agreement

In addition to thorough and clearly written indemnities, there are several other clausesinthe
purchase and sale agreement which, if properly drafted, can help protect the purchaser against
unwanted successor liability. First, the assets and liabilities being included and those which are
excluded from the transaction should be listed with as much specificity as possible. Second, the
purchaser should ask for arepresentation that there are no undisclosed liabilities. It may beuseful to
include as part of thisrepresentation astatement that the relevant line and staff employeeswho work
with the assets on a daily basis were consulted as to this statement. Third, the purchaser could
propose a post-closing covenant from the seller that the seller will not dissolve or merge out of
existence within a specified period of time after closing. Fourth, avoid any references in the
agreement to the fact that the purchaser is buying the “business’ of the seller. Thislast clause may
be somewhat problematical, since many drafters and/or business people often wish to include a
statement that the purchaser is buying the particular business of the seller, both becausethe buyer’s
representatives view the transaction asan acquisition of a business and because such language could
arguably pick up related assets which are overlooked or inadvertently left out of the appropriate
schedules or exhibits.
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4. Choice of Law

Intransactionswhere the assetsor divisions being purchased are in morethanonelocationor
jurisdiction, or wherethe seller and buyer are based in different states, the selection of choiceof law,
which governsinterpretation and construction of the agreement, and the venue for bringing disputes,
can becritical. Aswasdiscussed above, certain states (notably Pennsylvania, New Jersey, Michigan
and California) are often in the vanguard of expanding the scope of existing exceptions to the
general rule of successor liability, and of developing new theories. Although frequently overlooked
in most agreements, these clauses can be critical to avoiding successor liability. Thus, the buyer’s
position could be improved if the transaction or one or more of the parties can be found to have an
appropriate nexusto ajurisdiction which reflectsthe traditional rule or has eliminated one or more
exceptions by statute — e.g., Texas has eliminated the de facto merger doctrine by statute.

5. Retention of M anagement and Employees

As more fully described in the discussion of the elements of the “mere continuation” and
“substantial continuity” doctrines, and in the discussion of the policies underlying the labor and
employment cases above, the higher the number of officers, management, supervisors and
employees retained by the purchaser, the closer the purchaser getsto finding that it isthe seller’s
successor. Thereisanatural tension, however, between the avoidance of liability and the client’s
need to retain persons who are familiar with the assets and operations being purchased, including
institutional history. Recognizing that retention of none of the seller’ s supervisorsand employeesis
impractical, your best advice might be to identify for the buyer the risk associated with retaining a
large number of employees, while counseling that only the barest minimum number of employees
needed for smooth transaction be retained.

6. Operational Changes

Even though the purchaser may be loathe to change the operations of a successful business,
consider that the more the new business looks like the old business, the greater the risk that a
“substantial continuity” claim can be sustained.

7. Insurance

Depending upon the nature risks assumed and the nature of the business and assets being
acquired, the purchaser may have two optionswhen it comesto insurance. First, the purchaser may
be able to obtain insurance, based on the results of its due diligence and the other clauses in the
purchase and sale agreement, from its own insurers insuring against unknown and contingent
liabilitieswhich may have beeninadvertently assumed. Second, if found to betheseller’ ssuccessor,
the purchaser may be able to salvage areasonable resolution from an adverse result by arguing thet it
should be ableto obtain the benefits of the seller’ sinsurance.™ Thiswould especially be trueif the

o1 But see, for example, Henkel Corp. v. Hartford Accident & Indem. Co., 29 Cadl. 4th 934 (2003), in which
the Cdifornia Supreme Court held that, where a successor’ s liability for injuries arose by contract rather
than by operation of law, the successor was not entitled to coverage under a predecessor’ s insurance
policies because the insurance company had not consented to the assignment of the policies. For an
analysis of the Henkel decision and a discussion of decisionsin other jurisdictions, see Lesser, Tracy &
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seller’s insurance policies were “occurrence” policies, which cover all claims attributable to the
period the policy was in effect, rather than “claims made” policieswhich merely cover those claims
actually made during the pendency of the policy.

8. Transactional Publicity and Announcements

Again recognizing the inevitable tension between your clients' business objectives and your
rolein helping avoid unnecessary liability, your will want the client to announce that it has bought
certain specified assets of the seller, or to announce that the “business’ is under new management.
In many of the cases discussed, the purchaser announced that, despite the sale, the businesswas in
the same location, providing the same quality sales and service, and that the sale would not change
any of its operations. Those kinds of announcements, while perhaps being good for business and
goodwill, arelikely to invite partiesto whom the predecessor owed obligationsto initiate successor
liability litigation against your client.

0. Post-Closing Business Operations

To the extent that minimizing the risk of successor liability is a more important objective
than maintaining the seller’ s day-to-day operations, consideration should be given to the following
precautions. (i) not all the employees and managers be retained, (ii) the physical location of the
manufacturing facility berelocated, (iii) all communications withexisting cusomersindicatethat the
plant is under new ownership or management, and (iv) the seller be prohibited contractually from
dissolving or distributing the sale proceedsto its shareholders.

McKitterick, M&A Acquirors Beware: When Y ou Succeed to the Liabilities of a Transferor, Don’t
Assume (At Least, in California) That the Exigting Insurance Transfers Too, V11 Deal Points 2 (The
Newdetter of the ABA Bus. L. Sec. Committee on Negotiated Acquisitions, No. 3, Fall 2003).

Appendix A — Page 17

2525936v1



Appendix B
ACQUISITION OF A DIVISION OR LINE OF BUSINESS

The Model Asset Purchase Agreement contemplates the acquisition of all of the operating
assets of a corporation, comprising its entire business and goodwill and excluding only
organizational material and memorabiliain order to allow undistracted focus on the documentation
of the full mechanics of an asset purchase, including extensive warranties and purchase price
calculations and adjustments. A transaction in which the buyer will acquire less than all of the
operating assets of the selling corporation, particularly atransactionin which the assetsrepresent an
unincorporated division or product line of a seller which will remain in business and which may
continue product lines which have affinities to the transferred “Business’, presents a number of
additional issues which are implicated in the drafting of the agreement and in the mechanics of
consummating a transaction in which the buyer and the seller may find themselves having various
continuing relationships. The following sections discuss the most significant of these issues.
Because of the infinite variety of circumstances of adivisional acquisition, however, it generally is
not productive to propose exact language for inclusion in an agreement.

l. IDENTIFICATION OF THE ASSETSTO BE ACQUIRED

The most important task of the buyer’s counsel in a divisional acquisition is to design a
contractual description of the assets to be acquired by reference to a defined “Business’. That
description is critical not only to the goal of assuring that the buyer obtains what it intends to
acquire, but also provides areference for the buyer to avoid errorsin the assumption of liabilities, to
identify the mechanics of taking hold of the acquired assets and the need for post-closing cooperative
activities between buyer and seller, and to design appropriate warranties and purchase price
adjustments. The lawyer’s success in this effort depends greatly upon the buyer’ s willingness to
devote al the attention that may be required to understanding how the seller has organized and
operated the business to be acquired.

The “devil” inthis exercise is not in the details of specifically identifiable assets but inthe
generalitiesof theactivitiesin which the assetsareused. 1nsome instancesthe assetsto be acquired
consist of production assetswhich arelocated in asinglefacility and comprehend that entirefacility.
In those cases, the buyer’ s concerns may be satisfied by adefinition of the acquired Businesswhich
refersto the activities of that location. 1n other cases, the assets may not be so neatly packaged, but
the Business can be described as relating to the manufacture of a certain product which is
distinguishable from other products which the seller intends to continue. At the other end of the
spectrum, there are situations in which the seller wishesto dispose of avariety of related activities,
conducted in several countries, which the seller has operated as a loosely-structured division. In
such instances, counsel may find that it will require along, fully negotiated paragraph to capsulize
those activities as a “business’.

1. Inregard to the contractual identification of the assetsto be acquired, the definition of
the “Business’ serves as a gather-all clause, and it is appropriate for the buyer’s counsel to seek
initially to define that Business comprehensively. An example of such adefinition isfound in the
first paragraph of Example 1 of thisAppendix. The objective of thedefinition illustratedinExample
1 (if appropriate in the particular transaction) is to obtain for the buyer every asset of the seller

Appendix B —Page 1
2415257v2



(except cash) used to operate the described activity: put another way, the objective isto equip the
buyer to carry onthe activity onthe day after closing with the sameresourcesasthe seller had onthe
day before closing.

The seller will wish to limit the conveyanceto assets “used exclusively inthe Business’ and
to narrow the description of “Business’. The thrust of the negotiations is fundamentally one of
allocation of therisk of misidentification, and, at least asto abuyer’ sfirst draft, theburden should be
shifted to the seller to identify excluded assets. In the course of those negotiations, the seller’s
counsel will of necessity be required to educatethe buyer’ s counsel on the structure and operations
of the activity which the buyer wishes to acquire. The end result should be an accurate frame of
reference and an allocation of the risk of ambiguity which reflects the bargaining power of the
parties.

2. To the maximum possible extent, buyer’ scounsel should includeinthedescription of
the assets being acquired a reference to categories of assets and provide for schedules which
contemplate the identification of specific assets. Such provisions as are illustrated in Example 1
(and intheModel Agreement) are particularly important indivisional acquisitions. The completion
of detailed schedules may be time-consuming but it is avery important exercise.

3. Buyer’scounsel should require copiesof theseller’ sinternal accountsasto theassets
employed in thedivision offered for sale (and the kinds of service chargesimposed by the seller for
services by non-division personnel). Althoughthe seller’ sinternal recordkeeping may not beexactly
congruent with the way the division’s activities actually are conducted, such information can be
useful to buyer and its counsel in completing the schedules discussed in the preceding paragraph.

. ASSUMPTION OF LIABILITIESRELATING TO THE ACQUIRED DIVISION

Because the divisional acquisition is a form of asset acquisition, absent the express
agreement of the parties, no liabilitiesof the seller will betransferred to the buyer. To theextent that
the buyer will assume liabilitieswhich are described by category rather than identified specifically
by schedule, there will be a reversal of the respective roles of buyer and seller in regard to the
definition of the“Business’. Theseller’sinterestswill be better served by avery broad definition of
“Business’. Another difference from the asset-description exercise is that while some assets are
intangible, all liabilities have that characteristic, and do not have aphysical home from which they
can be distinguished from other liabilities of the seller.

Contemporary information technology makes it possible to reduce or eliminate many
uncertaintiesasto theidentification of liabilitiesto be assumed by the buyer. 11 the seller maintains
information systems which are congruent with the Business which is offered for sale, it generally
will be possible to obtain a current payables schedule which can be used as an exhibit to the
Agreement. The buyer can review that schedule to determine whether it appears reasonable in the
light of the description of the acquired business, and the buyer may requirethe seller to warrant that
such liabilities have arisen only in the ordinary course of the business. The schedule of payables at
the date of the Agreement provides a baseline against which seller’s claims regarding payables
arising in the interval between signing and closing can be evaluated.
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Asageneral rule, buyer will require aspecific identification of the contractsto be assumed
by the buyer (subject to a materiality qualification), while the seller will propose to include every
contract of every description relating to the Businesswhich is being sold. In most transactions, the
seller will want the buyer to assume unfilled customer orders, because the seller will be parting with
the assetsto complete those orders, and the buyer will want to assumethe orders (subject to inquiry
asto potentially unprofitable orders) so that the cash flow of the business will not be interrupted.

. ADJUSTMENTSTO THE PURCHASE PRICE IN DIVISIONAL ACQUISITIONS

TheModel Agreement providesfor aform of post-closing purchase price adjustment based
upon movements in the seller’ sworking capital between the date of the Agreement and the closing
date. Anadjustment of that sort isappropriate in an asset acquisition— inwhichthe buyer typically
does not acquire cash — to assure that the buyer obtains the benefit of the working capital
contemplated by the Model Agreement. That principle is applicable, of course, inthe context of a
divisional acquisition, but the design of the adjustment formulaoften is made difficult by the lack of
adequate financial statements for the acquired Business. There is no simple solution to that
difficulty. Theimportance of apost-closing purchase-price adjustment will vary with the particular
facts of the transaction, and it is expected that the buyer will rely upon its financial and accounting
advisors to develop a workable formula to protect the buyer’s interests. Where inventory is a
significant measure of the value of the acquired Business, a post-closing audit of the acquired
inventory may be used in place of afinancial-statement formula. Similarly, the effect of changesin
receivables (if receivables are to be acquired, rather than taken on an agency basis) and in assumed
liabilitiesmay betaken into account through apost-closing audit without regardto seller’ sfinancial
statements. In other situations, the buyer’s accountants may conclude that they can adjust for the
internal accounting practices of the seller so that the seller’ s statements, with review, can be used.

V. SELLER'SREPRESENTATIONSAND WARRANTIESIN A DIVISIONAL
ACQUISITION

The fact that adivision, rather than the entire activities of the seller, is offered for sale will
affect the significance and formulation of the seller’ srepresentations and warranties. It islikely that
the seller will contend that several of the standard warranties are unnecessary and most other
standard warranties are overbroad unless they are limited by phrases like “in the conduct of
business’. Although the persuasiveness of seller’s position will vary in relation to the significance
of the division to the seller’s entire activities and in relation to the specific representation being
negotiated, the seller’s counsel often is correct in arguing that the seller should not be required to
give assurances (or even provide information) asto matterswhich have no effect onthe value of the
acquired Business. Thestatusof the seller’ sinsurance coverage or of itsreportable benefit plans, for
example, may be of diminished relevance to the buyer in the context of an acquisition of all of the
assets, asopposed to al of the stock, of atarget corporation, and those items may be of no relevance
in the context of the acquisition of adivision which constitutes only a small portion of the seller’s
activities.

The negotiation as to whether a particular seller’s representation or warranty should be
limited by a phrase such as “in the conduct of the business’ presents another illustration of the
significanceto the buyer of the contractual definition of the “Business’. For example, thewarranty
contained in Section 3.6 of the Model Agreement that the transferred assets constitute all of the
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assets “required to operate the seller’s business’ often is of relatively little significance in a
transaction in which all of the assets of the seller are being acquired, but is of fundamental concern
to the buyer in a divisional acquisition. The effectiveness of that warranty depends entirely on
whether the contractual definition of the“Business’ is sufficient to comprehend all of the activities
whichthe buyer seeksto acquire. Similarly, wherethe division buyer concedesthat thetypical seller
representations relating to contracts and commitments, adverse changes, or litigation, for example,

need not apply to the seller’ s entire activities, the limitation of such provisions to the “Business’

places afurther burden on that definition to protect the buyer fromrisk of loss. It isnot possibleto
illustrate the negotiating positions between buyer and seller asto all representations and warranties,

but the following issues deserve particular attention:

Financial Statements. There will be a broad range of reliability of divisional financial
statements. Buyer’s counsel will wish to include specific warranties as to the nature of the
representation being made by such statements, particularly asto related party transactions (and asto
whether all related party servicesare billed to thedivision). Divisional financial statements as used
for the seller’s internal purposes often lack notes, and unless notes are added for purposes of the
transaction documents, counsel for the buyer must be sure that the buyer’s assumption as to the
accounting principles and method of preparation of internal divisional statements are backed by a
representation of the seller.

Intellectual Property. Inthose situationswhere the division being sold employs some of the
same technology as the activities which will be retained by the seller, the buyer will be concerned
that the agreement identify and contain appropriate warranties as to all such property. The buyer
may seek specific assurancethat it isacquiring ownership or useof all of the technology required to
conduct the Business. Where research and development activities of the seller are conducted on a
centralized basis, the buyer requires assurance that it will receive all relevant information (subject,
most likely, to non-compete and confidentiality agreements) (see Section VI, below).

V. SELLER'SPRE-CLOSING COVENANTSIN A DIVISIONAL ACQUISITION

In atypical acquisition agreement the buyer will require the seller to take, or refrain from
taking, certain actions between the date of the agreement and the closing date in order to preservefor
the buyer the condition and value of the business which is being acquired. The kinds of covenants
illustrated inthe Model Agreement generally are suitable to divisional acquisitions, but thefollowing
points should be considered.

1. Seller’ scounsel islikely to takethe position that covenantsrelatingtotheseller’ spre-
closing activities should be limited only to the “Business’” which is being acquired. Asto many of
the standard covenants, seller’ scounsel is correct, and the covenant can be confined to the Business
and the assets which comprise the Business. Buyer’s counsel, financial staff and advisors must
understand the implications of each covenant on a case-by-case basis.

2. Even if buyer’s counsel is comfortable in limiting most covenants to the seller’s
operation of the Business, buyer’s counsel should consider whether there are specific covenants
which appropriately may be required of the seller in light of the particular facts of the transaction.
Many of such pre-closing covenants arise by implication from any anticipated post-closing
relationships between buyer and seller. If thetransaction contemplated, for example, that the seller
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would continue to manufacture and sell a certain grade of alloy to the buyer after the sale of the
Business, it would be appropriate to require the seller pre-closing (and post-closing) to maintain its
capacity to produce that product. Similarly, a seller may be required to agree not to sell prior to
closing acertain other line of its business which, after closing, would be bound by the seller’s non-
competition agreement in favor of the buyer.

3. Except in those rare situations where the acquired Business is located in facilities
separate fromthe seller’ sother activitiesand is highly self-contained, the uncoupling of theacquired
assetsfromthe seller’ sretained assets generally requires substantial cooperation fromtheseller. In
many instances that uncoupling must be carried out over a period of time and requires specific
agreementsasto services and accessto facilitieswhich are discussed in the following section. Even
in those caseswhere it is expected that the buyer can take hold of the Businessin asingle delivery,
counsel for the buyer, in consultation with the buyer’ s staff, must plan the proceduresfor transferring
the tangible assets and should insert in the agreement covenants to accomplish the plan. Such
covenants can be as simple as requiring the seller to assemble items on a loading dock. Other
agreements may require the seller to pack and ship items or to leave premises in a specified
condition. The transfer of unwritten intellectual property may present a significant concern. The
buyer oftenwill requirethat proprietary techniques and research in process be reduced to writing and
delivered to the buyer at closing. It fallsupon buyer’ s counsel in each case to anticipatethe specific
requirements of transfer and to incorporate them into the seller’s obligations.

VI. POST-CLOSING COVENANTSAND POST-CLOSING BUSINESS
RELATIONSHIPS BETWEEN BUYER AND SELLER

One of the most critical elements of lawyering for the buyer’s counsel in the divisional
acquisition isto identify the shared relationships which are, or post-closing will be, critical to the
success of the acquired Business. It isnot possible to illustrate all of the relationships asto which
the acquired Business may depend upon the seller (and in some cases vice-versa), nor isit possible
to illustrate al of the different contractua responses which counsel may devise to protect the
interests of his or her client. In some instances, the matters described in this section can be dealt
with as covenantsrecited in the acquisition agreement. In other instances, the required agreements
will be sufficiently detailed to justify a separate agreement to be executed by the parties at closing.

Covenants against competition. The covenant of the seller to refrain from competition with
thetransferred businessin the context of asale of substantially all of the assetsof the seller isroutine
and often of little consequence to either the buyer or to a seller which probably will liquidate and
cease its operations entirely; obtaining such a covenant from the seller’s principals may in such
context be of more significanceto the buyer. Inadivisional acquisition, onthe other hand, the non-
competition covenantsgenerally will be vital to both buyer and seller and will be oneof theprincipal
business points of the transaction. Wherethere are affinitiesin products or technology between the
transferred Business and the continuing activities of the seller, counsel for both buyer and seller
should be alert to the possibility that either may wish to dispose of the competitive or potentially
competitive product lines during the continuation of the covenant, and that situation should be
addressed in negotiations.

Facilitiesand Services. Thereareaninfinitevariety of arrangementswhich may be required
to assure the proper transfer of the business to the buyer, particularly in cases where the acquired
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Businesswill for aperiod of time occupy its historic space in facilities in which the seller also will
continueto operate. The buyer’ sbusinessofficersmust in the first instance develop abusinessplan
for the transition. An experienced attorney can assist in that regard, but cannot substitute for the
expertise of the buyer. Inmost instancesit will bedesirable to have awritten agreement betweenthe
seller and buyer to take effect at closing with regard to the continuation of services and use of
facilities. A complicating factor for the buyer’'s counsel in this context is that, although it is
desirable to have such an agreement as an exhibit to the Purchase Agreement, it often isdifficult to
direct theclient’ sattention to post-closing proceduresat the sametimethat the Purchase Agreement
is being drafted and due diligence is underway. The best that buyer’s counsel often can do isto
negotiate a post-closing agreement in very general terms.

Example 2 of this Appendix isaformof aTransitional Services Agreement whichillustrates
thetypes of issues, and their resolution, which may be presented where the buyer requirescontinuing
support from the seller for the period immediately following the closing.

Inthoseinstanceswherethe buyer intendsto maintain the acquired Business proximately to
facilities of the seller for an extended period of time, it isessential that the parties address and agree
upon, aspart of the basic deal, any necessary cooperation. |f the buyer, for example, intendsto lease
a building in the seller’ s campus to operate the acquired Business, the buyer may require various
easements, use of storage yards, access to transportation facilities (rail platforms), shipping and
receiving and materials handling services and possibly other “utilities” which the seller has
developed.

Seller as Supplier. It iscommon to find that a division, particularly of a highly-integrated
corporation, will obtain raw materials and partially-finished goods from other units of the
corporation. The buyer must determine as part of the negotiation of the acquisition whether it
requires continuation of that source of supply in order to preserve the performance of the acquired
Business. If such supply isrequired, the terms of the supply contract should be negotiated, and the
buyer’ s obligation to close may be conditioned upon the execution of the supply contract. 1n some
instances, the buyer may attempt to obtain exclusive rights to the materials supplied by the seller,
particularly where the quality of those materials is believed to have contributed significantly to the
success of the division. Occasionally the momentum to have a supply contract as part of the
transaction may come fromthe seller; thissituation occurs, for example, where the supplied material
is a by-product of the seller’s retained manufacturing process, and the external market for that
product is very small.

Intellectual Property. The transfer of trade-marks and service-marks applicable to the
products or services of the acquired Business ordinarily will be an essential business issue for the
buyer. If the seller is not prepared, because of the needsof itsretained activities, to part withaname
whichismaterial to thevalue of the Businesswhich isput up for sale, that position ordinarily will be
known at the outset of negotiations and will have a significant effect on the purchase price. If the
buyer and the seller can agreeto share the trade names, the transaction will require carefully-drawn
license arrangements. The more frequent sharing of intellectual property arises in the context of
patented and unpatented inventions and processes. Inthiscontext the negotiationsinvolve whether
the technology will be sold to the buyer, with alicense back to the seller, or retained by the seller,
with a license to the buyer. In some instances, buyer and seller may agree to share research and
development activitiesfor aperiod of time, along thellinesof ajoint venture. All such arrangements
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will require carefully drawn confidentiality and field-of-use or non-competition provisions. The
latter may be particularly complex if the technology has a potential use that is broader than the
current activities of the seller or the acquired Business; in those instances it will be necessary to
agree upon who hasthe right to use or license the technology for those other purposes. In drafting
all shared-technology agreements, counsel for both parties must be sensitiveto thedifficultieswhich
might arise in the event that one of the parties becomes bankrupt or comes under the control of a
competitor of the other party.

Information Systems; Software. The computer systems of the acquired Business probably
will be linked with all operations of the seller, and the critical question is the extent to which the
information systems of the division can function on their own if they are uncoupled fromthe rest of
theseller’ senterprise. The sameissueispresented by telephone systems, customer communication
systems, vendor purchasing links, satellite communications, and other information processing
systems. These needs can beresolved either by the buyer supplying or contracting for such services
from other suppliers or by continuing support agreements between the seller and the buyer for
continuation of the seller’ sservices after closing, generally only for aninterim period. Special care
should be given to the need to obtain computer source codes from the seller, and on difficultiesin
converting important databasesof the seller for the use by buyer. Proprietary software of the seller
whichiscritical to theactivitiesof the acquired Business may be purchased outright and includedin
the assets conveyed or may be subjected to a perpetual license from seller to buyer.

Records. Itislikely that therewill berecordsof past activities of the division whichwill be
retained in some central location by seller and which will not betransferred to the buyer. The buyer
should impose strict confidentiality on any seller-retained records which contain business or trade
secrets and should provide for continuing access of the buyer to those records in the future.

Seller’s Contracts with Third Parties. Most asset acquisitions involve the assignment of
contracts from the seller to the buyer. The buyer generally protects its business expectations by
requiring that the seller warrant that the assignment does not require consent of the other contracting
party or by requiring that the seller deliver consents prior to closing. Asto those contracts which
relateonly to the activities of the acquired Business, the divisional acquisition proceedsidentically to
the acquisition of all of the assetsof acorporation. Insomeinstances, however, the seller may have
purchase contracts for materials with a single provider which are applicable to various or all of the
seller’s operations, including the division which is offered for sale. Such contracts will not be
assigned to the buyer, and it is incumbent upon the buyer to determine, early in the negotiations,
whether any such contracts are so favorable that their loss would materially adversely affect the
acquired Business. If there are such contracts, and assuming that it is unlikely that the supplier
would extend similarly favorable terms to a separated division of the seller, the buyer should
negotiate for aresale of the material by the seller to the buyer. Although that two-step process may
be the best that the buyer can do inthat situation, it should be noted that such an arrangement may be
thwarted by prohibitions against resale in the contract between the supplier and the seller, or it may
come undone as a result of disagreements between the seller and the supplier after the closing.

Pog-Closing Covenants Relating to Seller’s Employees. Most of the issues relating to
employment of seller’semployeesafter closing in respect to adivisional acquisition areidentical to
those arising in respect of the sale of seller’ sentire operations by way of an asset sale. The buyer is
concerned with retaining key employees of the acquired businessand with avariety of issuesrelating
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to therenegotiation of labor contractsand the assumption of benefit plansand trandation of benefits.
The seller is concerned, among other things, with avoidance of severance costs, the application of
business-closing statutes and possibly multiemployer pension plan withdrawal liability. The
negotiated resolution of those issuesisgenerally reflected in the statement of conditionsof closing as
well as in post-closing covenants.

Additional employee issues are presented in the divisional acquisition context, particularly
where the seller will continue one or more lines of business which have affinities with the division
that isbeing sold. The seller often will require that the buyer agree not to recruit or hire any of the
seller’ semployees for astated period of time, and the buyer would expect similar protection. Post-
closing covenants also may be used to define the terms under which seller and buyer may share the
servicesof employeesfor aperiod of time, although collateral agreementsare often drafted to cover
such arrangements.

Appendix B —Page 8
2415257v2



EXAMPLE 1

SAMPLE DESCRIPTION OF ASSETS

Buyer hereby agreesto purchase from Seller, and Seller hereby agreesto sell to Buyer, all the
assets, tangible and intangible, of Seller, wherever located, used by the Seller or usable by the Seller
in its business of designing, manufacturing, and selling Alpha widgets or otherwise related to the
design, manufacture and sale of Alphawidgets, and all business and activities of Seller carried out
under the name “ AlphaDivision” (all of the foregoing being herein referred to asthe“ Business”),
all of said assets being herein referred to as the “ Assets’. Without limiting the generality of the
foregoing, the Assets shall include the following:

1. good and marketable title in fee simple to full, undivided ownership in all real
property used in the Business, including, without limitation, the real property more particularly
described in Schedule 1 attached hereto (collectively, the “Real Estate”), and all buildings,
improvements, other constructions, construction-in-progress and fixtures (collectively, the
“Improvements’) now or hereafter located on the Real Estate, together with, asthey relate to the
Real Estate, all right, title and interest of Seller or the Seller affiliates in all options, easements,
servitudes, rights-of-way and other rights associated therewith;

2. all tangible personal property (collectively, the* Personal Property”) of every kind
and nature used in the Business other than (i) items of tangible personal property that are consumed,
disposed of or held for sale or areinventoried in the ordinary course of businessand (ii) fixed assets
transferred in compliance with [the bring-down provisions of this Agreement], including without
limitation, all furniture, fixtures, machinery, vehicles, owned or licensed computer systems, and
equipment, including, without limitation, the Personal Property listed in Schedule 2 hereto;

3. all thoseinventories of supplies, office supplies, maintenance and shop supplies, and
other disposables, which are used in connection with the operation of the Business and which are
existing as of the closing date, the current categories and amountsof which are set forth on Schedule
3 (the “Inventory”);

4, all accounts, notes, receivables and other rights to receive money, arising out of or
relating to the operations of the Business, including, without limitation, all those categories and
classes of accounts receivable listed on Schedule 4 (the “ Receivables’);

5. all intangible property (collectively, the* Intangible Property”) of every kind and
naturewhich existsasof the closing date and isrelated to the Business, including, without limitation,
the following:

@ al patents, trademarks, trade names, service marks, logos, trade secrets,
copyrights, and all applicationsand registrationstherefor that are used in the Business, and licenses
thereof pursuant to which seller has any right to the use or benefit of, or other rightswith respect to,
any of the foregoing (the “Intellectual Property”), including, without limitation, the terms
identified in Schedule 5 attached hereto;

(b) all telephone numbers;
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(@) al licenses, permits, certificates, franchises, registrations, authorizations,
filings, consents, accreditations, approvalsand other indicia of authority relating to the operation of
the Business as presently conducted by Seller (collectively, the “ Licenses and Permits’), which
Licenses and Permits are listed in Schedule 5 attached hereto;

(d) all benefits, proceeds or any other amounts payable under any policy of
insurance maintained by Seller with respect to destruction of, damageto or loss of use of any of the
Assets, but excluding all benefits, proceeds or any other amounts payable under any policy of
insurance maintained by Seller with respect to the Business,

(e all depositsheld by Seller in connection with future servicesto berendered by
Seller in connection with the Business; and

)] all warranties, guarantees, and covenants not to compete with respect to the
Business.

6. all the books, records, forms and files relating to the operations of the Business or
reflecting the operations thereof, but excluding therefrom records reflecting the operations of the
Seller as a whole or records to which Seller and Buyer shall have joint access thereto pursuant to
other provisions of this Agreement.

Without limiting the generality of the foregoing, the Assetsshall includeall suchassetsasare
included on the balance sheet of the AlphaDivision of Seller bearing even date herewith asamended
to reflect the condition of the Alpha Division as of the closing date.
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INTRODUCTION TO TRANSITIONAL SERVICESAGREEMENT

Inadivisional purchase, the purchaser often does not acquire an entirefree-standing businessbecause
some of the services which were being provided to the divisional business were being provided by other
departments of the seller or its affiliates or pursuant to third party contracts and, in all such cases, those
service providers continue to provide their services to the non-purchased businesses and are not part of the
acquisition. Depending upon its resources, this may lead the purchaser to reguest a transitional services
agreement fromtheseller. Thesdler may view such an agreement as an accommodation on its part because
it had hoped to be completely free of the divisional business on closing. For these reasons and because
purchasers, when preparing their initial purchase documentation, may not appreciate the complexities of the
transition or the timing constraints which may arise, many transitional services agreements are initially
prepared by the seller’s counsel and many (including the one following) are somewhat pro-seller. In the
transitional services agreement which follows, the general thrust is to allow the seller to continue its past
internal practices and internal pricing allocations and it puts minimal representation and warranty-type
responsibility on the seller.

The following transitional services agreement deals with certain common types of transitional
services. HR services, MIS services and sales support services. However, it isintended to be a framework
agreement into which any relevant transitional services could be placed with minimal additional changesto
the form of the agreement. For example, the agreement could deal with insurance management and risk
management, advertising and marketing services, and legal services. Thefirst two of these examples might
be useful to a purchaser not only for reasons of timing but also because the seller may have favorable
contracts on which the purchaser could effectively piggy-back for someinterim period. By way of example,
thefollowing transitional services agreement includes both fixed price servicesand services priced onafully
allocated cost methodol ogy.

Thistransitional services agreement is designed for thetypes of services outlinedabove. Inpurchases
and sales of divisionswhich are goods producing businesses, it may be necessary to prepareaseparateinterim
supply or contract manufacturing agreement. 1n some divisional purchase contexts, there may beaneed for
interim patent, technology or trade mark licensesfrom the seller to the purchaser. Thefollowing transitional
services agreement is not intended to include such agreements or licenses.

TheModel Asset Purchase Agreement was prepared on thebasis of a purchase of substantially all of
theassets of the seller and therewas no need for atransitional services agreement. Thefollowing transitional
services agreement was prepared as an independent form of agreement. Ordinarily, its provisions would
dovetail into and be consistent with those of the purchase agreement to whichit related. For example, if the
Model Asset Purchase Agreement had been adivisional purchase, the provisionsregarding confidentiality in
Section 6.1 of thistransitional services agreement would have been revisedto conformto those of Article 12
of the Model Agreement.

With minor modifications, this transitional services agreement could be used in the context of a
divisional asset purchase, the purchase of stock of a subsidiary which uses services of affiliates within its
group and the purchase of onedivision of a multi-national business wherethe divisional businessis operated
asasubsidiary in some countries and a division in other countries.
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TRANSITIONAL SERVICESAGREEMENT

THISAGREEMENT made as of the day of , 20

BETWEEN:

(hereinafter called “ Seller™)
-and -
u

(hereinafter called “Buyer™)

WHEREAS Seller and Buyer have entered into an asset purchase agreement dated
(the “Purchase Agreement”) for the sale of the business
conducted by Seller (the “Business’);

AND WHEREAS the Business uses certain services provided by Seller or by third parties
under contract to Seller;

AND WHEREAS Section ___ of the Purchase Agreement provides that on the Closing
Date, Seller and Buyer shall execute and deliver atransitional servicesagreement, pursuant to which,
for a period of one year after the Closing Date, Seller shall make available to Buyer certain
transitional services being provided as of the signing date of the Purchase Agreement, on a basis
substantially consistent with Seller srecent historical practice and for aprice equal to Seller sfully
allocated cost of the service (which shall be substantially similar to that reflected with respect to
such servicesin the financial statements specified in Section of the Purchase Agreement);

AND WHEREAS Buyer desires to obtain the use of certain services for the purpose of
enabling Buyer to manage an orderly transition in its operation of the Business;

NOW THEREFORE, in consideration of the mutual covenants and agreements contained
herein and for other good and valuable consideration, thereceipt and sufficiency of whichare hereby
acknowledged, the parties hereto agree as follows:

1. Definitions
11 “Business’ shall have the meaning set forth in the first recital of this Agreement.

1.2 “Fixed Price Services’ shall includeHR Services, MIS Services and other services
as set forth in Schedule 1.2.
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1.3

14

15

1.6

1.7

1.8

“Fully Allocated Cost” shall have the meaning set forth in Schedule 1.3.

“HR Services’ shall mean theservicesof Seller’ sinternal human resources staff as
provided to the Business in accordance with recent historical practice, as further
specified in Schedule 1.4.

“MI1S Services’ shall mean all computer and data processing services and support
provided to the Business in accordance with recent historical practice, as further
specified in Schedule 1.5.

“Sales Support Services’ shall mean, with respect to the sale of products of the
Business, financial and accounting support, record keeping, customer billing and
collections, order processing, and preparing and reporting of monthly estimatesand
results.

“Transitional Services’ shall meanthe aggregate of all HR Services, MIS Services
and Sales Support Services, the use of office space and other services, including
those set forth in Schedule 1.2.

Capitalized terms not expressly defined in this Agreement shall have the meanings
ascribed to them in the Purchase Agreement.

Provision of Services

21

22

2.3

2415257v2

Subject to Article 7 hereof, Seller shall provide to Buyer such Transitional Services
for aperiodof upto__ monthsafter the Closing Date asare requested by Buyer by
written notice to Seller on or before . Itisunderstood by the
parties that the quantity of services to be provided under this Section 2.1 shall be
substantially consistent with recent historical practice. Where the quantity of
services to be provided to Buyer is greater than an amount which is substantially
consistent with recent historical practice, Seller reservestheright (after so advising
Buyer) to utilize third-party providers to provide the services to Buyer, in which
event Seller may charge Buyer for any additional costs associated with such greater
guantity of services calculated on the basis of Fully Allocated Cost; except that no
such additional charges shall be applicable to the services described in Paragraph 2
of Schedule 1.5.

Seller sobligation to deliver any service described in this Agreement is conditional
upon Seller obtaining the consent, where necessary, of any relevant third party
provider; provided, however, that if such consent cannot be obtained, the partiesshall
use their respective reasonable efforts to arrange for alternative methods of
delivering such service.

Withrespect to Sales Support Services, (i) pricing for productsof the Business shall
be at the prices specified by Buyer, and (ii) monthly financial reports shall be
provided to Buyer, on a time schedule consistent with recent historical practice.
Such financial reportsshall be in substantially the form currently provided by Seller
with respect to sales of the products of the Business.
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24

During the period of this Agreement, Buyer agrees to provide to Seller a total of

employees of Buyer, HR and MIS,
exclusively to provide HR Servicesand MIS Services, respectively, to the Business,
in consideration for which Buyer shall be entitled to acredit against the charges for
such services, as provided in paragraph 2 of Schedule 1.2 In the event that any of
such employees shall cease to be employees of Buyer for any reason during the
period in which Transitional Servicesin such employee sfield of responsibility are
provided, Buyer shall, after consultation with Seller, provide to Seller services of
appropriate substitute personnel (who may be employeesor independent contractors)
on aone-for-one basis at no cost to Seller.

3. Pricing, Billing and Payment

3.1

3.2

3.3

All Transitional Services other than Fixed Price Services shall be charged to and
payable by Buyer at the Fully Allocated Cost of such service. All Fixed Price
Services shall be charged to and payable by Buyer at the prices set forth in Schedule
1.2.

Charges for Transitional Services shall be billed monthly by Seller, and shall be
payable on the fifteenth day of the month following the month in which such services
are rendered.

Seller shall remit the proceeds of invoices collected on behalf of Buyer, net of
chargesfor Transitional Services. Such remittance shall be submitted concurrently
with the reports specified in Section 2.3 above.

Warranty, Liability and | ndemnity

4.1

4.2

4.3

4.4

2415257v2

Seller shall provide Transitional Servicesto Buyer in a manner consistent with the
manner they have heretofore been provided to the Businesswhile it was operated by
Seller. Seller makes no other warranties, express or implied, with respect to the
servicesto be provided to Buyer hereunder.

Seller’s maximum liability to, and the sole remedy of, Buyer for breach of this
Agreement or otherwise with respect to Transitional Servicesisarefund of theprice
paid for the particular serviceor, at the option of Buyer, aredelivery (or delivery) of
the service, unless the breach arises out of the gross negligence or willful failure of
performance of Seller.

In no event shall Seller beliableto Buyer for any consequential, incidental or special
damages suffered by Buyer arising out of this Agreement, whether resulting from
negligence of Seller or otherwise.

Buyer agreesto indemnify and hold Seller harmless from any damages, loss, cost or
liability (including legal fees and expensesand the cost of enforcing thisindemnity)
arising out of or resulting from athird party claim regarding Seller’ s performance,
purported performance or non-performance of this Agreement.
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5. Force Majeure

5.1

Seller shall not be responsible for failure or delay in delivery of any Transitional
Service, nor shall Buyer beresponsible for failureor delay in receiving such service,
if caused by an act of God or public enemy, war, government acts, regulations or
orders , fire, flood, embargo, quarantine, epidemic, labor stoppages or other
disruptions, accident, unusually severe weather or other cause similar or dissimilar,
beyond the control of the defaulting party.

6. Proprietary Information and Rights

6.1

Each party acknowledges that the other possesses, and will continue to possess,
information that has been created, discovered or developed by them and/or inwhich
property rights have been assigned or otherwise conveyed to them, which
information has commercial value and is not in the public domain. The proprietary
information of each party will be and remain the sole property of such party and its
assigns. Each party shall use the same degree of care which it normally uses to
protect its own proprietary information to prevent the disclosure to third parties of
information that has been identified as proprietary by written notice to such party
from the other party. Neither party shall make any use of the information of the
other which has been identified asproprietary except as contemplated or required by
the terms of this Agreement. Notwithstanding the foregoing, this Article shall not
apply to any information which a party can demonstrate (i) was, at the time of
disclosuretoit, inthe public domain through no fault of such party; (ii) wasreceived
after disclosure to it from a third party who had a lawful right to disclose such
information to it; or (iii) was independently developed by the receiving party.

7. Termination

7.1

7.2

7.3

2415257v2

This is a master agreement and shall be construed as a separate and independent
agreement for each and every service provided under this Agreement. Any
termination of this Agreement with respect to any service shall not terminate this
Agreement with respect to any other service then being provided pursuant to this
Agreement.

Upon 10 days' written notice, Seller may terminate this Agreement with respect to
any Transitional Service, or at itsoption suspend performance of itsobligationswith
respect thereto, in either case in the event of the failure of Buyer to pay any invoice
within 30 days of the receipt of such invoice or upon any other material breach by
Buyer of this Agreement with respect to such service, unless Buyer is disputing the
invoice in good faith or Buyer shall have paid the invoice or cured such breach
within the 10-day notice period.

Any one or more of the Transitional Services may be terminated (i) upon mutual
agreement of Buyer and Seller or (ii) at Buyer soption upon 60 days advance notice
to Seller. All accrued and unpaid charges for Transitional Servicesshall be due and
payable upon termination of this Agreement with respect to such services.
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7.4  Following any termination of this Agreement, each party shall cooperate in good
faith with the other to transfer and/or retain all records, prepare and file tax returns
and take all other actions necessary to provide Seller and Buyer and their respective
successorsand assignswith sufficient information inthe formrequested by Seller or
Buyer, or their respective successors and assigns, as the case may be, to make
alternative service arrangements substantial ly consistent with those contemplated by
this Agreement.

8. No Implied Assignments or Licenses

8.1  Nothing inthis Agreement isto be construed as an assignment or grant of any right,
title or interest in any trademark, copyright, design or trade dress, patent right or
other intellectual or industrial property right.

9. Relationship of Parties

9.1  Thepartiesare independent contractors under this Agreement. Except asexpressly
set forth herein, neither party hasthe authority to, and each party agrees that it shall
not, directly or indirectly contract any obligations of any kind in the name of or
chargeable against the other party without such party’s prior written consent.

10. Assignment and Delegation

10.1 Neither party to this Agreement may assign any of its rights or obligations under this
Agreement without the prior written consent of the other party hereto.

11. Notices

11.1  All notices or other communications hereunder shall be deemed to have been duly
givenand madeif inwriting and (i) if served by personal delivery uponthe party for
whom it isintended, onthe day so delivered, (ii) if mailed by registered or certified
mail, return receipt requested, on thethird business day following such mailing, (iii)
if deposited for delivery by areputable courier service, onthe businessday following
deposit with such courier, or (iv) if sent by electronic facsimile transmission, on the
day the facsimile is transmitted electronically, or if not a business day, the next
succeeding business day; to the person at the address set forth below, or such other
address as may be designated in writing hereafter, in the same manner, by such
person:

To Seller:
u
To Buyer:
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12. Entire Agreement

121

This Agreement, including the Schedules, together with the Purchase Agreement,
contains the entire agreement between the parties with respect to the subject matter
hereof and supersedesall prior agreements and understandings, oral or written, with
respect to such matters.

13. Partiesin Interest

131

This Agreement shall inure to the benefit of and be binding uponthe parties and their
respective successors and permitted assigns. Nothing in this Agreement, express or
implied, is intended to confer upon any Person other than Seller or Buyer, or their
respective successorsor permitted assigns, any rightsor remedies under or by reason
of this Agreement.

14. Governing L aw; Submission to Jurisdiction

141

This Agreement shall be governed by, and construed in accordance with, the laws of
the State of without regard to conflicts of laws principles. Each
party hereto agreesthat it shall bring any action or proceeding in respect of any claim
arising out of or related to this Agreement or the transactions contained in or
contemplated by this Agreement, whether in tort or contract or at law or in equity,
exclusivelyin (the” Chosen Courts’) and (i) irrevocably submitsto
the exclusive jurisdiction of the Chosen Courts, (ii) waives any objection to laying
venue in any such action or proceeding in the Chosen Courts, (iii) waives any
objection that the Chosen Courts are an inconvenient forum or do not have
jurisdiction over any party hereto and (iv) agreesthat service of process upon such
party in any such action or proceeding shall be effective if notice is given in
accordance with section 11.1 of this Agreement.

15. Amendment; Waiver

151

Any provision of this Agreement may be amended or waived if, and only if, such
amendment or waiver is in writing and signed, in the case of an amendment, by
Seller and Buyer, or inthe case of awaiver, by the party against whomthewaiver is
to be effective. No failure or delay by any party in exercising any right, power or
privilege hereunder shall operate as a waiver thereof nor shall any single or partial
exercise thereof preclude any other or further exercise thereof or the exercise of any
other right, power or privilege.

IN WITNESSWHEREOF, the parties hereto have caused this Agreement to be executed and
delivered by their duly authorized officers as of the date first above written.
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SELLER

By:

Name;
Title
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BUYER

By:

Name;
Title
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SCHEDULE 1.2

FIXED PRICE SERVICESPROVIDED BY SELLER TO BUYER

Q) HR Services, as described in Schedule 1.4.
2 MIS Services, as described in Schedule 1.5.

The Fixed Price Services set forth in 1 and 2 above are to be provided at the monthly rates specified
in the table below subject to adjustment as provided in the following sentence:

HR Services $
MIS Services $

In the case of HR Services and MIS Services, the rates in the table above shall be reduced by an
amount equal to the aggregate monthly salary and benefit expense attributable to the

HR employeesand MIS employeeswhose identity has been previoudy agreed between
the parties, but only to the extent that such employees, or substitutestherefor, are provided to Seller
in accordance with section 2.4 of the Agreement.

3 Use of furnished space in office building for a period of up to
monthsfromthe Closing Date. The annual charge for this Fixed Price Servicewill be
per useable square foot, and this charge shall be billed weekly.
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SCHEDULE 1.3

FULLY ALLOCATED COST

Theterm “fully allocated cost” isused by Seller to represent the methodology whereby unit
manufacturing, internally sourced products and services and supply billing or charge rates are
calculated for both actual and forecast purposes.

The“fully allocated cost” of aproduct or serviceisintended to reflect all |abor, overhead and
materials expenditures allocated to such product or servicewhichis“sold” to anexternal or internal
(i.e., another business unit of Seller) customer, on a basis substantially consistent with Seller’ srecent
historical practiceand for aprice substantially equal to that reflected with respect to such productsor
services in the financial statements specified in Section of the Purchase Agreement.

The method of determining Fully Allocated Cost for productsand serviceswill beasfollows:
. The unit providing the product or performing the service is defined.

. All the expendituresincurred by the unit directly are accumulated, i.e., supervision,
labor, services, supplies, etc.

. Any allocationsof divisional or management overhead to the unit aredetermined and
treated as unit overhead.
. Chargesfor servicesrendered by third parties(e.g., long distance telephone charges)

are passed through to the user directly without markup.
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SCHEDULE 1.4

HR SERVICES

HR Servicesshall include the HR services provided by the Seller’ sHR Department and staff
substantially consistent with recent historical practice.

[Provide some elabor ation of the HR Services]
[Address whether certain outside HR Services will or will not continue to be provided]
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SCHEDULE 1.5

MIS SERVICES

€) MI1S Services. The MIS Services shall include all computer and data processing services
and support asprovided to the Business in accordance with recent historical practice, aswell
as the expiration/termination assistance described in paragraph 2 below.

(b) Expiration/Termination Assistance. Seller will, upon 60 days notice, provide all
reasonable expiration/termination assistance requested by Buyer, including, without
limitation, the following:

2415257v2

cooperating with Buyer in effecting the orderly transfers of the MIS Servicesto a
third party provider or in connection with the resumption of the services by Buyer,
including during aperiod of parallel operations between the MIS Services provided
hereunder and any replacement system being developed and tested by Buyer;

using such services as may be requested by Buyer in connection with the transfer of
the services to athird party or the resumption of the services by Buyer;

notifying all vendorsand third-party outsourcersof proceduresto be followed during
the termination assistance period;

generating and delivering to Buyer atape and computer listing of the sourcecodeand
copies of technical documentation for the software applications covered under the
Software License Agreement, dated as of , between Seller and
Buyer;

unloading the production and test data bases;

delivering tapes or other media requested by Buyer of production data bases to the
new operations staff.
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Appendix C
InrelBP, Inc. ShareholdersLitigation

IBP, Inc., Defendant and Cross-Claim Plaintiff, and Counterclaim Defendant
2
Tyson Foods, Inc. and Lasso Acquisition Corporation, Defendants, Cross-Claim
Defendants and Counterclaim Plaintiffs

Civil Action No. 18373
In the Court of Chancery of the State of Delaware
(Decided June 15, 2001 and Corrected June 18, 2001)
2001 WL 675330 (Del. Ch.)

IBP, Inc. (“IBP”), the nation’s number one beef and number two pork distributor,
sued for specific performance seeking to compel Tyson Foods, Inc. (“Tyson™), the nation’s
number one chicken distributor, to consummate an Agreement and Plan of Merger (the
“Merger Agreement”) between IPB and Tyson pursuant to which IBP stockholders would
receive their choice of $30 a share in cash or Tyson stock, or a combination of the two.

Background

In December 2000, Tyson won an auction against Smithfield Foods to acquire | BP,
whichwas already the subject of adefinitive agreement with aleveraged buyout group. Asa
result of itsacquisition of IBP, Tyson would be the number one distributor of chicken, beef
and pork in the United States and operate a diverse food processing business. The Merger
Agreement was signed on January 1, 2001.

During the auction process, Tyson was provided information that suggested that (i)
IBP was heading into a trough in the beef business, (ii) an IBP subsidiary, DFG, had been
victimized by accounting fraud of over $30 million in chargesto earningsand wasthe active
subject of an assessment impairment study and (iii) IBP was projected to fall seriously short
of the fiscal year 2000 earnings predicted in projections prepared in August 2000 in
connection with the leveraged buyout proposal.

By the end of the auction process, Tyson had cometo have great doubts about IBP's
ability to project its future earnings, the credibility of IBP's management, and thought that
the important business unit in which DFG was located — Foodbrands — was in trouble.

Nevertheless, Tyson raised its bid by atotal of $4.00 a share after learning of these
problems and signed the Merger Agreement, which permitted I1BP to recognize unlimited
additional liabilities on account of the accounting improprieties at DFG.

After the Merger Agreement was signed, Tyson trumpeted the value of the merger to
its stockholders and the financial community, and indicated that it was fully aware of the
risks that attended the cyclical nature of IBP's business. In early January, Tyson's
stockholdersratified the merger agreement and authorized its management to take whatever
action was needed to close the transaction.
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During the spring of 2001, Tyson began to suffer buyer’ sremorse because of dismal
business performance by both Tyson and IBP due in large part to a severe winter, which
adversely affected livestock supplies.

At the sametime, IBP was struggling to resolve issues that had been raised about it
financial statements by the SEC in connection with proxy materials previously filed for the
leveraged buyout, including how to report the problemsat DFG. The SEC first raised these
issues in a faxed letter on December 29, 2000 to IBP's outside counsel. Neither IBP
management nor Tyson learned of the SEC’ s letter until the second week of January 2001.
Even after learning of the letter, Tyson management had put the Merger Agreement to a
successful board and stockholder vote.

OnMarch 29, 2001, Tyson gave notice that it wasterminating the Merger Agreement
and suing in Arkansas for damages for breach of contract. IBP's stated reasons for
terminating the Merger Agreement were that it was induced to enter into the Merger
Agreement based on misleading informationin IBP' sfinancial statementsthat wererestated
after the Merger Agreement was signed and that 1PB failed to provide Tyson with an SEC
comment letter issued by the SEC on December 29, 2000 that raised important issues about
IBP sfinancial statements. Tyson’snotice of termination did not allegeany material adverse
change in IBP' s business and stated.

Tyson Foods... will issue apressrelease today announcing discontinuation of
the transactions contemplated by the Agreement and Plan of Merger dated as
of January 1, 2001 among IBP, inc. (“IBP’) and Tyson (the “Merger
Agreement”). We intend to include this letter with our press release.

On December 29, 2000, the Friday before final competitive negotiations
resulting in the Merger Agreement, your counsel received comments from
the Securities and Exchange Commission (“SEC”) raising important issues
concerning I|BP'sfinancial statementsand reportsfiled with the SEC. Asyou
know, we learned of the undisclosed SEC comments on January 10, 2001.
Ultimately, IBP restated its financials and filingsto addressthe SEC'sissues
and correct earlier misstatements. Unfortunately, werelied onthat misleading
information in determining to enter into the Merger Agreement. In addition,
the delays and restatements resulting from these matters have created
numerous breaches by IBP of representations, warranties, covenants and
agreements contained in the Merger Agreement which cannot be cured.

Consequently, whether intended or not, we believe Tyson Foods, Inc. was
inappropriately induced to enter into the Merger Agreement. Further, we
believe | BP cannot performunder the Merger Agreement. Under these facts,
Tyson has a right to rescind or terminate the Merger Agreement and to
receive compensation from IBP. We have commenced legal action in
Arkansas seeking such relief. We hope to resolve these matters outside
litigation in an expeditious and business-like manner. However, our duties
dictate that we preserve Tyson's rights and protect the interests of our
shareholders.
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If our belief is proven wrong and the Merger Agreement is not rescinded, this
letter will serve as Tyson's notice, pursuant to sections 11.01(f) and 12.01 of
the Merger Agreement, of termination.

Theday after Tyson filed suit in Arkansas, IBPfiled its specific performance lawsuit
in Delaware. The Delaware Court ruled that because the confidentiality agreement between
the parties contained a provision designating Delaware as the exclusive jurisdiction for
disputes under that agreement, complete justice could not be achieved unless the entire
matter was decided by the Delaware Court. See Comment to Section 13.4 of the Model
Agreement elsewhere herein.

Inthe Delaware case, Tyson claimed that it had justification to terminate the Merger
Agreement because: (a) an impairment charge that IBP took with respect to its food
processing division and IBP's last quarter 2000 and first quarter 2001 performance was
evidence of aMaterial Adverse Effect with respect to IBP’ s business; and (b) IBP breached
the financial statement representation in the Merger Agreement as evidenced by its later
restatement of itsfinancial statements. Tyson also claimed that it was fraudulently induced
to enter into the Merger Agreement because IBP failed to provide Tyson with the SEC
comment letter and other information about the food processing division.

Confidentiality Agreement

In order to do due diligence review in connection with the negotiation of the
definitive Merger Agreement, Tyson and | BP executed a“ Confidentiality Agreement” which
would permit Tyson to have accessto non-public, duediligence information about | BP. That
Confidentiality Agreement contained a broad definition of “ Evaluation Material” that stated
(emphasis added):

For purposes of this Agreement, Evaluation Material shall mean all
information, data, reports, analyses, compilations, studies, interpretations,
projections, forecasts, records, and other materials (whether prepared by
the Company, itsagent or advisorsor otherwise), regardlessof theform
of communication, that contain or otherwise reflect information
concer ning the Company that we or our Representatives may be provided
by or on behalf of the Company or its agents or advisors in the course of our
evaluation of a possible Transaction.

The Confidentiality Agreement carved out from the definition the following:

This Agreement shall be inoperative as to those particular portions of the
Evaluation Material that (i) become available to the public other than as a
result of adisclosure by usor any of our Representatives, (i) were available
to us on a non-confidential basis prior to the disclosure of such Evaluation
Material to us pursuant to this Agreement, or (iii) becomesavailable to usor
our Representatives on anon-confidential basis from a source other thanthe
Company or its agents or advisors provided that the source of such
information was not know by usto be contractually prohibited from making
such disclosure to us or such Representative.
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The Confidentiality Agreement thus defines Evaluation Material to include
essentially all non-public information in IBP's possession, regardless of whether the IBP
employees or agents prepared it. The Confidentiality Agreement also provided:

We understand and agree that none of the Company, its advisors or any of
their affiliates, agents, advisorsor representatives (i) have made or make any
representation or warranty, expressed or implied, as to the accuracy or
completeness of the Evaluation Material or (ii) shall have any liability
whatsoever to us or our Representativesrelating to or resulting from the use
of the Evaluation Material or any errors therein or omissions therefrom,
except in the case of (i) and (ii), to the extent provided in any definitive

agreement relating to a Transaction.”

Thus, the Confidentiality Agreement in essence provided that Tyson could not rely on
information obtained in its due diligence unless covered by an express representation or
warranty in the Merger Agreement.

The Merger Agreement’s Basic Terms and Structure

The Merger Agreement contemplated that:

Tyson would make a cash tender offer (the “Cash Offer”) for $30 per IBP
share for 50.1% of the outstanding | BP shares.

Tysonwould couplethe cash tender offer with an “ Exchange Offer” inwhich
it would offer $30 of Tyson stock (subject to a collar) for each share of IBP
stock. Thiswould permit IBP stockholders who wished to participate inthe
potential benefits of the Tyson/IBP combination to do so.

The Cash Offer would close no later than February 28, 2001, unless the
closing condition set forth in Annex | of the Merger Agreement were not
satisfied, and be followed by a merger in which IBP stockholders would
receive $30 in Tyson stock (subject to acollar).

If the conditionsto the Cash Offer were not met by February 28, 2001, Tyson
would proceed with a“Cash Election Merger” to closeon or before May 15,
2001 unless the closing conditions set forth in Annex Il of the Merger
Agreement were not satisfied. In the Cash Election Merger, IBP
stockholders would be able to receive $30 in cash, $30 in Tyson stock
(subject to acollar), or acombination of the two.

Primarily implicated in the litigation were the following representations and
warranties in the Merger Agreement (emphasis added):

ARTICLE S

REPRESENTATIONS AND WARRANTIES OF THE COMPANY

The Company represents and warrantsto Parent as of the date hereof and as
of the Effective Time that:

3068470v1
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Section 5.01. Corporate Existence and Power. The Company is a
corporation duly incorporated, validly existing and in good standing under
the laws of the State of Delaware, and has all corporate powers and all
material governmental licenses, authorizations, consents and approvals
required to carry on its business as now conducted. The Company is duly
qualified to do business as a foreign corporation and is in good standing in
each jurisdiction where the character of the property owned or leased by it or
the nature of its activities makes such qualification necessary, except for
thosejurisdictionswherethefailureto be so qualified would not, individually
or inthe aggregate, reasonably be expected to have amaterial adver seeffect
on the condition (financial or otherwise), business, assets, liabilities or
results of operations of the Company and the Subsidiaries taken as a
whole (* M aterial Adver se Effect”). The Company hasheretoforedelivered
or made available to Parent true and complete copies of the Company’s
certificate of incorporation and bylaws as currently in effect.

* % %

Section 5.07. SEC Filings. (a) The Company has delivered or made
available to Parent (i) the Company’s annual report on Form 10-K for the
year ended December 25, 1999 (the “Company 10-K”), (ii) its quarterly
report on Form 10-Q for its fiscal quarter ended September 23, 2000, its
quarterly report on Form 10-Q for its fiscal quarter ended June 24, 2000 (as
amended) and its quarterly report on Form 10-Q for its fiscal quarter ended
March 25, 2000 (together, the “Company 10-Qs’), (iii) its proxy or
information statements relating to meetings of, or actions taken without a
meeting by, the stockholders of the Company held since January 1, 1998, and
(iv) al of itsother reports, statements, schedules and registration statements
filed with the SEC since January 1, 1998.

(b) As of its filing date, each such report or statement filed
pursuant to the Exchange Act did not contain any untrue statement of a
material fact of omit to sate any material fact necessary in order to makethe
statements made therein, in the light of the circumstances under which they
were made, not misleading.

(@) Each such registration statement, as amended or
supplemented, if applicable, filed pursuant to the Securities Act of 1933, as
amended (the “ Securities Act”), as of the date such statement or amendment
became effective did not contain any untrue statement of a material fact or
omit to state any material fact required to be stated therein or necessary to
make the statements therein not misleading.

Section 5.08. Financial Statements. The audited consolidated financial
statements of the Company included in the Company 10-K and unaudited
consolidated financial statements of the Company included in the Company
10-Qs each fairly present, in all material respects, in conformity with
generally accepted accounting principles applied onaconsistent basis (except
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as may be indicated in the notesthereto), the consolidated financial position
of the Company and its consolidated subsidiaries as of the dates thereof and
their consolidated results of operations and changes in financial position for
the periods the ended (subject to normal year-end adjustmentsin the case of
any unaudited interim financial statements). For purposesof this Agreement,
“Balance Sheet” meansthe consolidated balance sheet of the Company as of
December 25, 1999 set forth inthe Company 10-K and “Balance Sheet Date’
means December 25, 1999.

Section 5.09. Disclosure Documents. (@) Each document requiredto befiled
by the Company with the SEC in connection with the transactions
contemplated by this Agreement (the “Company Disclosure Documents’),
including, without limitation, (i) the Exchange Schedule 14D-9 (including
information required by Rule 14f-1 under the Exchange Act), the Schedule
14D-9A (including information required by Rule 14f-1 under the Exchange
Act) and (iii) the proxy or information statement of the Company containing
information required by Regulation 14A under the Exchange Act (the
“Company Proxy Statement”), if any, to be filed with the SEC in connection
with the Offer or the Merger and any amendments or supplements thereto
will, when filed, comply as to form in all material respects with the
applicable requirementsof the Exchange Act except that no representation or
warranty is made hereby with respect to any information furnished to the
Company by Parent in writing specifically for inclusion in the Company
Disclosure Documents,

(b) At the time the Schedule 14D-9/A, the Exchange Schedule
14D-9 and the Company Proxy Statement or any amendment or supplement
thereto is first mailed to stockholders of the Company, and, with respect to
the Company Proxy Statement only, at the time such stockholders vote on
adoption of this Agreement and at the Effective Time, the Schedule 14D-9/A,
the Exchange Schedule 14D-9 and the Company Proxy Statement, as
supplemented or amended, if applicable, will not contain any untrue
statement of a material fact or omit to state any material fact necessary in
order to make the statements made therein, in the light of the circumstances
under which they were made, not misleading. At thetime of thefiling of any
Company Disclosure Document other than the Company Proxy Statement
and at the time of any distribution thereof, such Company Disclosure
Document will not contain any untrue satement of a material fact or omit to
state amaterial fact necessary in order to make the statements made therein,
in the light of the circumstances under which they were made, not
misleading. The representations and warranties contained in this Section
5.09(b) will not apply to statements or omissions included in the Company
Disclosure Documents based upon information furnished to the Company in
writing by Parent specifically for use therein.

(© Neither the information with respect to the Company or any
Subsidiary that the Company furnishes in writing to Parent specifically for
use in the Parent Disclosure Documents (as defined in Section 6.09(a)) nor
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the information incrporated (sic) by reference from documents filed by the
Company with the SEC will, at thetime of the provision thereof to Parent or
at the time of the filing thereof by the Company with the SEC, as the case
may be, at the time of the meeting of the Company’s stockholders, if any,
contain any untrue statement of a material fact or omit to state any material
fact required to be stated therein or necessary in order to makethe statements
madetherein, inthelight of the circumstances under which they were made,
not misleading.

Section 5.10. Absence of Certain Changes. Except as set forth in Schedule
5.10 hereto, the Company 10-K or the Company 10-Qs, since the Balance
Sheet Date, the Company and the Subsidiaries have conducted their business
in the ordinary course consistent with past practice and there has not been:

(@ any event, occurrence or development of a state of
circumstancesor factswhich hashad or reasonably could be expected to
have a M aterial Adverse Effect;

(b) other than regular quarterly dividends in an amount not in
excess of $.025 per share per quarter, any declaration, setting aside or
payment of any dividend or other distribution with respect to any shares of
capital stock of the Company, or any repurchase, redemption or other
acquisition by the Company or any Subsidiary of any outstanding shares of
capital stock or other securities of, or other ownership interests in, the
Company or any Subsidiary;

(©) any amendment of any material term of any outstanding
security of the Company or any Subsidiary that could reasonably be expected
to be materially adverse to the Company;

(d) any incurrence, assumption or guarantee by the Company or
any Subsidiary of any indebtedness for borrowed money other than in the
ordinary course of business and in amountsand on terms consistent with past
practices;

(e any creation or assumption by the Company or any Subsidiary
of any material Lien onany material asset other thaninthe ordinary courseof
business consistent with past practices,

)] any making of any material loan, advance or capital
contributions to or investment in any Person other than loans, advances or
capital contributionsto or investmentsin wholly-owned Subsidiariesmadein
the ordinary course of business consistent with past practices,

(¢)] any damage, destruction or other casualty loss (whether or not
covered by insurance) affecting the business or assets of the Company or any
Subsidiary which, individually or in the aggregate, has had or would
reasonably be expected to have a Material Adverse Effect;
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(h) any transaction or commitment made, or any contract or
agreement entered into, by the Company or any Subsidiary relating to its
assets or business (including the acquisition or disposition of any assets) or
any relinquishment by the Company or any Subsidiary of any contract or
other right, in either case, that has had or would reasonably be expected to
haveaMaterial Adverse Affect, other than transactions and commitmentsin
the ordinary course of business consistent with past practice and those
contemplated by this Agreement;

() any change in any method of accounting or accounting
practice by the Company or any Subsidiary, except for any such change
required by reason of a concurrent change in generally accepted accounting
principles,

()] any (i) grant of any severance or termination pay to any
director or executive officer of the Company or any Subsidiary, (ii) entering
into of any employment, deferred compensation or other similar agreement
(or any amendment to any such existing agreement) with any director or
executive officer of the Company or any Subsidiary, (iii) material increasein
benefits payable under any existing severance or termination pay policiesor
employment agreements or (iv) increase in compensation, bonus or other
benefits payable to directors, officers or employees of the Company or any
Subsidiary, other than in each case in the ordinary course of business
consistent with past practice;

(k)  any labor dispute, other than routineindividual grievances, or
any activity or proceeding by a labor union or representative thereof to
organize any employeesof the Company or any Subsidiary, which employees
were not subject to a collective bargaining agreement at the Balance Sheet
Date, or any lockouts, strikes, slowdowns, work stoppages or threats thereof
by or with respect to such employeeswhich have had or could reasonably be
expected to have a Material Adverse Effect; or

() any cancellation of any licenses, sublicenses, franchises,
permits or agreementsto which the Company or any Subsidiary isaparty, or
any notificationto the Company or any Subsidiary that any party to any such
arrangements intends to cancel or not renew such arrangements beyond its
expiration date as in effect on the date hereof, which cancellation or
notification, individually or in the aggregate, has had or reasonably could be
expected to have a Material Adverse Effect.

Section 5.11. No Undisclosed Material Liabilities. Except as set forth in
Schedule 5.11, the Company 10-K or the Company 10-Qs, there are no
liabilitiesof the Company or any Subsidiary of any kind whatsoever, whether
accrued, contingent, absolute, determined, determinable or otherwise, and
there is no existing condition, situation or set of circumstances which could
reasonably be expected to result in such aliability, other than:

@ liabilities disclosed or provided for in the Balance Shest;
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(b) liabilities incurred in the ordinary course of business
consistent with past practice since the Balance Sheet Date or as otherwise
specifically contemplated by this Agreement;

(©) liabilities under this Agreement; and

(d)  other liabilitieswhich individually or in the aggregate do
not and could not reasonably be expected to have a Material Adverse
Effect.

Section5.12. Litigation. Except asset forthin Schedule 5.12, the Company
10-K or the Company 10-Qs, there is no action, suit, investigation or
proceeding (or any basistherefor) pending againgt, or to theknowledgeof the
Company threatened against or affecting, the Company or any Subsidiary or
any of their respective properties before any court or arbitrator or any
governmental body, agency or official which could reasonably be expected to
haveaMaterial Adverse Effect, or which asof the date hereof in any manner
challengesor seeksto prevent enjoin, alter or materially delay the Merger or
any of the other transactions contemplated hereby.

Merger Agreement Disclosure Schedules

Late on December 30, 2000 and prior to execution of the Merger Agreement on
January 1, 2001, IBP sent to Tyson’'s negotiators the Disclosure Schedule to the Merger
Agreement, which had been drafted by IBP's General Counsel and which included a
Schedule 5.11 that expressly qualified Section 5.11 of the Merger Agreement as follows
(emphasis added):

No Undisclosed Material Liabilities

Except asto those potential liabilitiesdisclosed in Schedule5.12, 5.13, 5.16
and 5.19, the Injunction against I1BP in the Department of Labor Wage and
Hour litigation (requiring compliance with the Wage and Hour laws), and
andyfurther liabilities (in additionto | BP’ srestatement of earningsin its
3'“ Quarter 2000) associated with certain improper accounting practices
at DFG Foods, a subsidiary of IBP, there are none. [Emphasis added)]

The Disclosure Schedule further stated:

“Itemsdisclosed for any one section of this Disclosure Schedule are deemed
to be disclosed for all other sectionsof this Disclosure Scheduleto the extent
that it is reasonably apparent that such disclosure is applicable to other such
section(s).”

Tyson contended that the foregoing Disclosure Schedule wording was insufficient to
make Schedule 5.11 applicable to representations that the Merger Agreement did not
expressly qualify thereby. The Court found that the Merger Agreement was ambiguous on
this point, which made the consideration of parole evidence appropriate, and suggested that
the “sort of hair splitting [advocated by Tyson] has no rational commercial purpose” and
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would be “unreal to men of businessand practical affairs.” The Court wrotethat “New Y ork
law disfavorsareading of acontract that produces capricious and absurd results, infavor of a
reading that isreasonable in the commercial context inwhich the partieswere contracting.”

The Court referenced a Comment to Section 7.1 of the ABA Model Stock Purchase
Agreement (1995), from which Section 7.1 of the Model Asset Purchase Agreement was
derived, asfollows:

According to IBP, Schedule 5.11 specifically permits IBP to
recognize further liabilities on account of the accounting improprieties at
DFG. Thus, according to IBP, the Annexes protect | BP by ensuring that its
specific contractual right to do so does not result in atechnical breach of a
more general representation and warranty that permits Tyson to walk. 1BP
supportsthis contention by pointing to the Model Stock Purchase Agreement
produced by the American Bar Association’s Committee on Negotiated
Acquisitions. The Committee Commentary states:

The Sellers may also request that the ‘bring down’ clause
[i.e., the Annexes] be modified to clarify that the Buyer will
not havea‘walk right’ if any of the Sellers’ representationsis
rendered inaccurate as a result of an occurrence specifically
contemplated by the acquisition agreement. The requested
modification entails inserting the words ‘except as
contemplated or permitted by this Agreement’ (or some
similar qualification).

The Court concluded that I BP s position wasthe more commercially reasonableone,
that Tyson’s negotiators knew that |BP believed Schedule 5.11 covered the DFG liabilities
and a resulting restatement of 1BP's financial statements and that, if Tyson’s negotiators
disagreed, they should have spoken up. The Court was influenced by the fact that Schedule
5.11 was not brought to the attention of the Chairman or the President of Tyson until the
litigation commenced, nor disclosed in the proxy materials in connection with Tyson’s
shareholder approval of the deal, and drew therefrom the inference that the DFG situation did
not influence Tyson’s decision to terminate the Merger Agreement.

Material Adverse Effect

Under the Merger Agreement, | BP represented that since December 25, 1999, there
had beenno “...event, occurrence or development of a state of circumstanceswhich has had
or reasonably could be expected to haveaMaterial Adverse Effect [amaterial adverseeffect
“...on the condition (financial or otherwise), business, assets, liabilities or results of
operation...” of IBP and its subsidiaries taken asawhole]

The Court, in holding that no Material Adverse Effect had occurred stated:

To a short-term speculator, the failure of a company to meet analysts
projections for a quarter could be highly material. Such failure is less
important to an acquiror who seeks to purchase the company as part of a
long-term strategy. To such an acquiror, the important thing is whether the
company has suffered aMaterial Adverse Effect in its business or results of
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operations that is consequential to the company’s earning power over a
commercially reasonable period , which onewould think would be measured
in years rather than months. It is odd to think that a strategic buyer would
view a short-term blip in earnings as material, so long as the target’s
earnings-generated potential is not materially affected by that blip or the
blip’s cause.

The Court stated that even abroadly written Material Adverse Effect provision, such
asthe onein the Merger Agreement:

“...isbest read as a backstop protecting the acquiror from the occurrence of

unknown eventsthat substantially threaten the overall earnings potential of
the target in a durationally-significant manner. A short-term hiccup in
earnings should not suffice; rather the Material Adverse Effect should be
material when viewed from the longer-term perspective of a reasonable
acquiror. Inthisregard, it is worth noting that 1BP never provided Tyson
with quarterly projections.”

The Court found that | PB was consistently profitable despite strong historical swings
in EBIT, including as aresult of the severe winter of 2000-2001, which adversely affected
Tyson’sand IBP' s businesses. The Court also pointed to analysts’ projections for the next
two years and that Tyson's investment banker had issued a fairness opinion, even after
receiving the information which Tysonwasclaiming entitled Tyson to terminate the Merger
Agreement, that the deal wasfairly priced, made strategic sense and offered long-termvalue
to Tyson.

Breach of Representation

The Court held that 1BP did not breach itsfinancial statement representation when it
restated its financial statements to take a charge against earnings with respect to a very
troubled food processing company, DFG, that IBP had acquired. The Court found that
Tysonwaswell aware, prior to executing the Merger Agreement, of accounting issueswith
respect to DFG, that the schedule to the no undisclosed liabilities representation had
disclosed such problems, and that the financial statement representation had to be construed
inlight of such disclosure. The Court aso found that Tyson re-affirmed the transaction even
after learning that the financial statementswould be restated and that such re-affirmation by
Tyson was inconsistent with its with its later disavowal of the transaction.

Fraudulent Inducement

The Court held that IBP did not fraudulently induce Tyson to enter into the
Confidentiality Agreement or Merger Agreement. The Court found that |1BP never intended
to mislead Tyson. The Court also held that IBP was not liable for negligent or innocent
misrepresentations. The court found that Tyson did not reasonably rely to its detriment on
IBP's projections as to IBP's business even though IBP's management had expressed
confidence in the projections. Tyson had performed its own due diligence as to the
projections, and no representation or warranty in the Merger Agreement covered the
projections. Tyson'sown Cash Offer documentsfiled with the SEC noted alack of reliance
onthe projections. Furthermore, the Confidentiality Agreement contained aprovisionthat no
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written or oral information furnished to Tyson could be relied upon except to the extent
contained in a subsequent written contract.

The Court also found that |BP had not denied Tyson accessto information duringthe
duediligence process, and that the failureto provide Tyson with acopy of the SEC comment
letter to IBP was not actionable because the comment letter contained no information asto
which Tyson was not aready aware.

Conclusion

The Court ruled that “specific performance is the decisively preferable remedy for
Tyson’shbreach, asit isthe only method by which to adequately redressthe harm threatened
to IBPanditsstockholders.” Twelvedayslater, onJune 27, 2001, the partiesannounced that
the Delaware Chancery Court had approved their revised Merger Agreement. As in the
original Merger Agreement, Tyson agreed to pay $30.00 in cash for 50.1% of IBP' scommon
shares and the remaining IBP shares were to be converted into Tyson Class A common
stock. On September 28, 2001, the transaction was consummated.
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