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1. Executive Summary

The United States has long been the land of opportunity for startup ventures and foreign direct investment
in the U.S. stock markets, in new privately owned ventures and U.S. real estate. Under U.S. federal laws
and WTO agreements on trade in goods, services, intellectual property and investment measures, foreign
entrepreneurs can enjoy the same opportunities as Americans, except for work permits that can be

obtained for “treaty investors,” “treaty traders,” “intercompany transferees” and others.

Sartups and subsidiaries may adopt one of several juridical forms.

Limited liability company
Stock corporation

Limited partnership

General partnership

Mutual fund

Real estate investment trust.

Single-owner entities owned by U.S. tax residents can be established without requiring separate income
tax returns.

Startups are no picnic. Success in a new business requires careful planning and methodologies for
management of risks to operations, security, customer relations, legal and regulatory compliance and
ultimately brand value. Established in 1990, Bierce & Kenerson, P.C. has been advisor to new ventures
and globalizing enterprises involving many countries. Our focus is in using legal compliance and
operating structures (“infrastructures”) as tools for strategic growth. We seek to develop durable business
transactions and shareholder value.

We believe that our key differentiators are:

personal attention of senior lawyers;

an appreciation of the globalization process, which affects all enterprise from startup to
multinational;

a holistic perspective based on extensive experience across many industries;

relatively modest cost structure and networking with foreign law firms, accountants and other
professionals;

a focus on mid-market clientele that understands value in legal services; and

recognition in the industry as business-savvy Iawyers.l

This document offers several graphical appendices.

! This brochure constitutes “attorney advertising.” This brochure is not intended to constitute legal advice and

cannot be relied on as legal advice. Please consult a lawyer on your particular needs. Bierce & Kenerson, P.C. is a New York law
firm.
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2. Core Planning Issues

2.1 Role of U.S. Operations in Globalization Strate gy

2.1.1 Integration into Global Enterprise

A U.S. business is an essential piece for a globalizing enterprise. The U.S. market includes over 300
million people. The economic, legal and cultural environments underscore a high degree of relative
openness to the international products, services and talent. For purposes of limitation of liability and local
identification, having a U.S. entity becomes an essential link for the globalizing enterprise.

2.1.2 Marketing and Sales

Many foreign businesses establish U.S. subsidiaries to market and sell their foreign goods or services.
Having a local U.S. presence enables the foreign business to gain a better understanding of American
local demand. Minor adjustments for localization of foreign goods and services can open up the market.

2.1.3 Product Research and Development

Product research and development can be achieved using high level American skills. R&D efforts can be
globalized using foreign skills as well. Federal tax laws provide limited tax credits for R&D.

2.1.4 Manufacturing

Much of American manufacturing has shifted to lower wage countries. However, having local
manufacturing presence may be useful for foreign manufacturers to avoid possible trade regulation and to
achieve flexibility and economies as transportation costs increase, bulky, heavy and high-value goods
can be manufactured in the United States.

2.1.5 Delivery of Services

With the increased maturity levels of outsourcing and offshoring of business process services, foreign
service providers establish American subsidiaries to support the local delivery of “global services.” For
example, an Indian outsourcing company needs a U.S. technical team to assist in sales, technical
specifications and implementation of long-term contracts for business processes that are delivered
primarily, if not exclusively, from abroad.

2.1.6 Investment in Securities

Based on the Foreign Investors Tax Act of 1963, the U.S. tax law has favored foreign direct investment in
U.S. stocks and bonds for more than 45 years. Generally, such investments are exempt from U.S.
federal income tax unless the investments are real estate holding companies.

2.1.7 Investment in Real Estate

With the decline of the U.S. Dollar, the price of acquiring U.S. real estate has declined for foreign
investors. Certain markets, such as New York City, remain strong due to their unique attractions for both
Americans and foreign investors.

2.1.8 Back-Office Operations

In the United States, service industries have sprouted up to perform virtually all of the “back office”
administrative and operational services of a generic enterprise. Such services can be rendered directly
by a foreign affiliate, or they can be hired in the United States.

Confidential. Copyright © 2008-2009 Bierce & Kenerson, P.C. All rights reserved.
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Office space can be rented to include a shared receptionist who answers with your company
name, a shared conference room, shared copying and mailroom facilities, mail forwarding (for
“letterbox companies”) and even a “hotel’-type space using a “corporate identity package.”

Specialized services can prepare payrolls and administer tax and regulatory filings relating to
employees, employee health insurance, employee stock options, pension and profit-sharing funds
and human resources administration. For tax purposes, some such organizations (“professional
employer organizations”) also are legally deemed to be “co-employers” of their client companies’
employees, so that the administration can be managed as if the functions were managed “in
house.”

2.2 Corporate Finance

2.2.1 Founders and Self-Generated Capital

For small to mid-sized business (“SMB”), most foreign direct investment is self-financed or may enjoy
special funding conditions sponsored by a host foreign government. The costs of setting up a sales office
can be quite small. The largest expenses are salaries and rent.

2.2.2 Private Investors and Venture Capital

American venture capitalists (“VC's”) are eager to support globalizing business, particularly SMB’s, for
significant growth opportunities. VC's expect to participate in management through one or two seats on
the board of directors. In addition, for each financing (whether debt or equity), the VC’s expect financial
benefits. They also expect the portfolio company to pay the VC's legal fees. For foreign-controlled
SMB’s, some U.S. VC's require that the jurisdiction of incorporation be changed to the United States in
order to avoid little-known and potentially adverse foreign legal and tax regimes. Such transfers of
jurisdiction can be achieved without a U.S. tax on accrued gains.

Private equity investors normally structure their investments as convertible preferred shares or convertible
debt. This enables them to avoid dilution and retain a priority in liquidation if the company falls into
distress. Other elements of private equity investment include a seat on the board of directors, observer
rights on the board of directors, the right of first refusal to provide additional funding if needed, warrants,
tag along and drag along rights in case of a private sale of the company and other exit strategies
including an initial public offering, a sale to a strategic investor and a sale to a financial investor.

Savvy private equity investors seek to invest in multiple companies that can service each other’s supply
chain requirements. They may acquire shares in companies that can service this strategic tool for
building shareholder value.

2.2.3 Avoiding Parent Company Guarantees

Americans dealing with foreign businesses frequently insist upon obtaining financial guarantees of
performance by the U.S. subsidiaries. For accounting purposes, such guarantees represent a liability on
the parent’s balance sheet, and thus may reduce the parent’s ability to borrow. An adequately capitalized
American subsidiary may be able to avoid having to deliver a parent’'s guarantee.

2.2.4 Securities Law Compliance

Federal and state laws regulate the issuance of securities to investors. Exceptions apply under SEC
Regulation D (for small investments and investments by “accredited investors”), SEC Rule 144 (for
foreign investors) and distributions that are “not a public offering” of securities.
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2.3 Tax Efficiency

2.3.1 Tax-Free Acquisitions

Acquisitions can be structured as asset acquisitions or a merger of companies. In a cross-border context,
tax-free mergers are not permitted.

The most common alternative involves the merger of the target company into a newly formed U.S.
corporation. This enables the acquirer to escape impairment of its assets with the liabilities of the target.

A multi-tiered structure might be more complex but attempts to overcome some restrictions imposed by
commercial relationships and regulatory regimes. First, “change of control” clauses in loan agreements,
supply chain agreements, customer agreements and other commercial contracts could result in
termination of valuable commercial contracts. Second, contractual prohibitions on “assignment” may be
triggered by a simple merger. Third, allowing the operating company to be the survivor in the merger
may also reduce the risk of loss of regulatory permits and licenses and maintenance of ownership of legal
title to equipment and real property.

In the appendix on mergers and acquisitions, the arrows point to the surviving corporation. The acquirer
forms a new holding company as its first-tier subsidiary, and then the acquirer merges with MergerSubl1
that had been established by the new holding company. The target then merges with the second of the
second-tier subsidiaries. The result is a new holding company and two operating subsidiaries. The
former shareholders of the acquirer and the target receive shares in the new holding company.

2.3.2 Income Tax from Operations

With proper tax planning, foreign income can escape U.S. income taxation.

2321 Federal Income Taxation

The regime for U.S. taxation of U.S. corporate subsidiaries is based on the OECD model income tax
convention. Where there is a U.S. income tax convention, the foreign company’s activities in the United
States can be clearly excluded from U.S. taxation where the U.S. subsidiary is not a “permanent
establishment” of a foreign affiliate.

Where there is no income tax convention between the U.S. and the foreign country, if the U.S. subsidiary
disregards corporate formalities or otherwise acts as agent for a foreign affiliate, the U.S. may tax the
income effectively connected with the conduct of the foreign affiliate’s trade or business.

2.3.2.2 State Income Taxation

State income taxes are a deductible expense for purposes of computing federal income tax.

Most states (including New York) adopt the federal tax code as the basis for classifying and computing
elements of gross income, deduction and taxable income, but each state has its own rules governing
deductibility, inclusion of certain classes of income and income tax rates.

Unlike most other states, California adopts a “water's-edge” system of global taxation. Thus, where the
California subsidiary is an integral part of a global business, California may look to the global business’
revenues allocable to the value generated in California.
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2.3.3 Income Tax on Sale

In general, federal and state tax laws enable foreigners to avoid U.S. corporate income tax on the sale of
stock in a U.S. corporation. However, foreigners cannot avoid income taxation on the sale of a U.S. entity
that is a real-property holding company under the Foreign Investors Tax Act.

2.4 Exit Strategy

2.4.1 Sale to a Strategic Acquirer

Exit strategies depend on the growth plan and the competitive landscape. SMB'’s frequently sell to
strategic acquirers upon the retirement of the founder. Preserving value for such a sale requires
compliance with applicable U.S. laws throughout the business operations as well as identifying and
preserving value that can be transferred. Acquisition agreements typically require extensive
“representations and warranties” by the sellers that, if breached, can result in price reduction or even
cancellation of the sale.

2.4.2 Sale to a Financial Investor

Typically, financial investors purchase companies to build or consolidate a national or international
platform for business growth. Many skilled financial investors look for basically strong companies that
are in distress, in the hope of rehabilitation and resale. Private equity investors may seek niche
companies to supply goods or services to other portfolio companies as a tool for building shareholder
value in the constellation of portfolio companies.

2.4.3 Sale to Employees

Sales to employees can be achieved by simple sale or by transfer to an Employee Stock Ownership Trust
(“ESOT") under an Employee Stock Ownership Plan (“ESOP”). (This is not the same as an incentive
stock option plan, which typically covers no more than 20% of the entire issued capital.) ESOP’s offer
certain tax advantages in special cases.

2.4.4 |Initial Public Offering

An IPO takes about a year to plan. This exit strategy requires careful planning across all operations of
the enterprise. Many of the preparations involve ensuring the company has good business practices and
a deep and experienced management team, audited financial statement, internal corporate audit and
control procedures, business continuity planning and disaster recovery management, management of the
extended supply chain, contract management, product development and delivery, privacy, data security,
physical security and information technology procedures and risk management. For tax considerations,
interested parties should remember that the favorable U.S. long-term capital gains income tax rates are
available only if the securities being sold are held for more than one year.

2.4.5 Shareholder Disputes and Corporate Divorce

Occasionally, founders disagree on the evolution of the enterprise. Tensions become acute when one
party loses confidence in the others or when new investors or new business plans are needed. The
corporation laws provide for dissolution and liquidation in the case of irreconcilable differences.
Accordingly methods for avoiding deadlock need to be considered. Such methods include unequal
ownership of control (not based upon 50-50 structures), mutually agreed exit scenarios, neutral third-party
directors and mediation.
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3. Core Operational issues

3.1 Business Plan

The scope of the outsourcing will govern which laws apply, the impact on the organization and the
compliance functions.

3.2 Corporate Governance

3.2.1 Corporate Charter

The “corporate charter” generally consists of two documents.

For a stock corporation, the certificate of incorporation is filed as a public record with a Secretary of State
of the state of incorporation. The incorporator or the board of directors may adopt non-public internal “by-
laws” to define internal corporate governance procedures for voting by shareholders, the management
and administration of the Board of Directors and share transfers. Stock certificates are issued upon
subscription to the shares, approval by the Board of Directors and receipt of the capital contribution. The
ownership records are maintained in a share register in the “minute book” that includes a corporate seal
and blank stock certificates.

For a limited liability company, the certificate of formation is filed as a public record with a Secretary of
State of the state of formation. As a non-public record, the Operating Agreement sets forth procedures
typically included in corporate by-laws and, in addition, establishes limitations on transferability of shares
and procedures for buying and selling shares between “members.” No stock certificates are required,
though they are permitted in many states if the parties want them. The Operating Agreement usually
serves as the share register.

3.2.2 Shareholder Agreements

In corporations, shareholder agreements define any special conditions relating to buying, selling or
transferring shares, voting agreements to ensure election of desired board members, and rules governing
voting and actions in case of various contingencies. Such agreements are not public records.

3.2.3 Joint Ventures

Joint ventures can take several forms:
a limited liability company;
a corporation;
a limited partnership with a general partner.

Such entities can be owned directly by the joint venturers or indirectly by their wholly-owned subsidiaries.
For tax reasons, a LLC or limited partnership may be the preferred structure. See Appendix E.
3.2.4 Common Planning Issues in New Venture Formati  on

In addition to tax considerations, key operational issues in any co-owned entity must be handled from the
beginning. These include:

Allocation of ownership of common shares (focusing on voting rights), and events that may or
shall cause a re-adjustment in such allocation;
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Rights of founders to manage the enterprise;

Rights of financial investors, usually structured as preference shares, which shift the risk of loss
to the common stockholders who have the lowest rank in a liquidation, including

conversion ratios,

conversion events (mandatory and optional),

voting rights,

liquidation preferences,

dividend preferences and cumulative dividends,

a preferred “hurdle” rate of return on investment upon sale or IPO,

veto rights on certain major transactions, and

designation and compensation of one or more members of the Board of Directors.

Rights of employees to acquire shares under tax-deferred “qualified” stock option plans or taxable
“non-qualified” stock option plans; and

Funding obligations.

3.3 Tax Planning

3.3.1 Partnership Tax Treatment

A partnership, or an LLC taxable as a partnership, offers a tax-efficient business structure. There is only
one level of income taxation. The character and amount of each type of business income is determined
at the level of the partnership, and each partner (as defined for tax purposes) is taxable on the partner’'s
share of income. Exceptions apply where the allocation of partnership income has a meaningful
“substantial economic effect” and is not skewed arbitrarily to shift income.

This one-tier tax approach has some disadvantages.

There is no tax benefit to non-resident partners when the partnership is losing money, unless the
partner has other U.S.-source income that can be offset against such losses.

The losses in one year cannot be used to offset gains in a future year.
Partnerships do not enjoy statutory privileges for “qualified” incentive stock option plans.

Losses cannot be used to offset gains from other income sources when the cumulative losses
have exceeded the partner’s tax “basis,” or capital investment, in the partnership.

The partnership needs to plan to distribute at least sufficient cash to cover the partners’ tax
liabilities on their share of the income. Otherwise, the partnership can be a drain on cash, even
though the operations make money.

3.3.2 Corporate Tax Treatment

Corporations are subject to two levels of income taxation: a corporate income tax and a dividend tax on
shareholders. Such corporations are under the “C Corporation” tax regime. An exception applies where
all shareholders are U.S. citizens or resident aliens, where the corporation elects “S Corporation” status
and is effectively taxed as a partnership (subject to certain limitations).
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Federal tax law permits consolidation of tax accounts by related U.S. companies in an affiliated group.
This can help corporations achieve tax efficiency but requires 80% common ownership in a single
affiliated group. (Partnerships can achieve this without needing an 80% common ownership threshold).

Corporations are subject to many special complex tax rules intended to ensure that they are not used to
accumulate “earnings and profits” without being taxed, unless such amounts are earmarked for corporate
uses. Thus, special taxes apply to a “personal holding company” or a “personal foreign investment
company.”

3.3.3 Choice of Jurisdiction for IP Holdings

Special U.S. taxes apply on the transfer abroad of intellectual property (“IP”) owned by a U.S. entity to a
foreign entity. Accordingly, foreign investors should not use the U.S. entity to own U.S. intellectual
property unless the tax impact has been considered. An offshoring holding company owning foreign IP
rights could license such rights to the U.S. operating entity.

3.3.4 Choice of Jurisdiction of Operational Entity

Any new venture in the United States can be established in any state or territory. The choice of
jurisdiction for the operational entity should take into account the benefits of the particular jurisdiction’s
legal framework for the protection of shareholders, management and employees. Once established, an
entity can become “qualified” (i.e., registered) to do business in another state through a local office.
Qualification to do business also results in a duty to file income tax returns in that state, which could result
in some double taxation depending on the allocation formulae used by the various states.

New York corporation law imposes liability on the ten largest shareholders for the unpaid wages of
employees during the termination of employment when the company is in distress.

California adopts internal corporate governance regimes for non-California companies that are owned by
California residents.

Delaware corporate law has been a leader in flexibility and balanced governance priorities.

In all cases, shareholders must take care to avoid using a large number of authorized shares without
proper planning for state franchise taxation. By authorizing ten million shares, the corporation could
have to pay an annual franchise tax of $30,000! By authorizing only 3,000 shares, the minimum annual
tax of a few hundred dollars might apply.

3.4 Employment and Human Resources Planning

3.4.1 Initial Employees

The initial employees in any business set the tone for business operations. Typically, the initial
employees are entrepreneurs or are experienced managers “seconded” by a parent company. Proper
procedures for hiring, training, promotion, discipline and termination need to be in place for all employees,
even from the start.

In either event, if they are not resident aliens or U.S. citizens, they will need work visas. If a local person
is being hired, the company’s owners should take into consideration the feasibility of obtaining a visa.
Transfers of existing managers with at least a year’s prior employment can facilitate visas and avoid
complicated visa applications based on “treaty investor” or “treaty trader” requirements.
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3.4.2 Limitations on Rule of Employment “At Will”

American labor law is based on the principle that either employer or employee can terminate the
employment “at will” by simply giving notice of termination. There is no requirement of two weeks’ notice,
but such notice is customary for resigning employees.

The “at will” employment doctrine is limited by civil rights laws. Termination or discipline cannot be
imposed for a reason that violates federal or state constitutions or federal or state employment laws.
Wrongful termination of persons in “protected” classes can lead to civil rights litigation, in which the
employer can be held liable for “back pay,” “front pay” and attorneys’ fees. Where the abuses are part of
a pattern of employee misconduct, the employer may be subject to liability under “class action” litigation.

Classification of employees for civil rights protection includes a long list, for example:

Age over 40 (Age Discrimination in Employment Act);

Sex or sexual orientation;

National origin;

Race;

Religion;

Disability (such as a temporary disability like pregnancy) or handicapped status; or
War veteran status.

Accordingly, new companies should take measures to limit exposure to unnecessary civil rights claims
through training, procedures and other actions to avoid mistakes.
3.4.3 Use of Employee Manuals

Employee manuals can be used to avoid claims of sexual harassment, a hostile work environment,
wrongful termination and liability for violations of wage and hour laws. New employees should be given
the employee manual and should acknowledge receipt in writing.

3.4.4 Compliance Requirements
Labor law compliance is less onerous in the United States than in many countries. Nonetheless,
compliance procedures and programs should be a normal part of every new venture.

3.4.5 Termination Procedures

Termination of employment is subject to the rules governing the right of termination.

Upon termination, the employer is responsible to offer continuation of group medical and health insurance
coverage for the terminated employee for a period of 18 months. However, the employee must pay the
premiums. A proper notice is required.

Also the employer remains responsible for the administration of any pension or profit sharing plan.

Severance compensation is not required by law. However, many employers offer severance
compensation in exchange for a general release of claims.

3.4.6 Post-Termination Restrictions

Post-termination restrictive covenants should be considered in employment and shareholder agreements.
Such restrictions may relate to solicitation and hiring of employees, solicitation of customers and non-
competition in a narrow industry segment. Public policy frowns upon restrictions that effectively prevent
the former employer from finding employment or from using general skills and knowledge separate from
particular trade secrets.
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Most states permit an employer to enter into an agreement with an employee to prohibit the employee
from competing with the employer after termination of employment. In general, common law principles
require that the restrictions be reasonably related to the employer’s business requirements and limited in
duration and geography. In the Internet age, the requirement of a geographical restriction may be omitted
upon proof that the business’s operations are global.

Each state has different public policy. For example, California prohibits post-employment non-
competition covenants unless they are given as part of the sale of the employee’s shares in a business,
since that involves protection of the goodwill of the enterprise being sold. However, California does allow
employers to restrict post-termination actions to raid an employer's other employees, to abuse trade
secrets or intellectual property or to disparage the former employer’'s good name. New York permits all
such restrictive covenants but applies a rule of reason to determine legal validity.

3.5 Selection of Form of Juridical Entity

3.5.1 Corporations

Corporations generally are well-suited for large enterprises, owned by a large number of owners, where
the enterprise will be accumulating and redeploying capital in business operations. Corporate structures
are generally adopted when financial investors contribute capital with an exit strategy that includes a
possible initial public offering.

3.5.2 Limited Liability Company

LLC's are the entity of choice for entrepreneurs and joint ventures between large enterprises. Their
disadvantages are not considered significant for founders who anticipate immediate profitability, such as
for a sales subsidiary promoting goods or services of an established foreign business.

3.5.3 Special-Regime Entities

Other special-regime entities exist under either tax or corporate law to serve real-estate investors,
employee-owned companies and licensed professionals. The federal tax code eliminates the double
taxation for real estate investment trusts (“REIT’s”), cooperative corporations owning buildings or that
distribute “patronage dividends” to members, and for registered investment companies (“mutual funds”).
Professionals such as accountants, attorneys, engineers and architects may use other corporate or
partnership forms to do business, such as a professional corporation (“PC”), a limited liability partnership
(“LLP").

3.6 Intellectual Property

3.6.1 Types of Intellectual Property

The United States is a party to many international conventions on intellectual property. These include
the Paris Convention, the Madrid Convention and the World Trade Organization (“WTQ”") agreements on
trade-related intellectual property rights.

3.6.1.1 Patents

U.S. patent law protect inventions of ideas that are novel, useful and not obvious to one who is skilled in
the relevant technical “art.” Key issues in patent protection are the identification of the inventors and filing
of the application not later than a year after the invention is reduced to practice. Informal applications can
precede a more complete application. Foreign applications based on the U.S. invention, or a U.S.
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application based on a foreign invention, require compliance with the applicable statutory or convention
for mutual patent recognition.

3.6.1.2 Trademarks

Trademarks identify the origin of goods or services. Trademarks can only be registered if the mark is
used in U.S. interstate or international commerce of the United States. A trademark can be applied for
prior to actual use, but no registration can be granted prior to a certification of actual use in such
commerce. New ventures should conduct appropriate trademark searches and file trademark
applications at the earliest possible time. Once issued, a trademark is valid for 10 years but is subject to
renewals.

3.6.1.3 Copyrights

U.S. adherence to the Berne Convention came with some unique twists. Copyright in a work of
authorship is valid and subsisting from the time of creation of the work. However, unless the work is
registered with the Library of Congress, the copyright holder can not obtain statutory damages or actual
damages for infringement by a third party. Instead, the copyright holder’s right is limited to suing for a
court order enjoining any further infringement. It is therefore vital to register copyrights.

Unfortunately, registration of copyrights comes at the price of disclosure of the work’s contents. In the
case of software, copyright owners can limit the risk of disclosing trade secrets by conforming to special
rules relating to the deposit of copies of the source code and object code and the number of pages of
code.

3.6.1.4 Trade Secrets

Trade secrets are a right created by common law to enable the “owner” to sue an infringer to enjoin
infringement and to seek damages. There is no requirement of registration. Rather, the venture must
ensure that it takes reasonable steps to preserve the secrecy of the information. Again, employee
manuals and agreements with employees and third parties are useful to protect such IP rights.

3.6.2 Sources of Intellectual Property

3.6.2.1 Employees

Every employee is a potential source of new product design. New businesses need to ensure that
employee-developed inventions are owned by the enterprise and communicated to management for
evaluation, development and commercial exploitation.

3.6.2.2  Third Party Licensors

Every enterprise licenses intellectual property from third parties. Conditions of licensing should reflect the
enterprise’s life cycle in the usage and enjoyment of benefits. Licensing should be structured to allow the
enterprise to develop its own IPR free of infringement claims by third parties, unless the enterprise is
copying such third-party IPR.

3.6.2.3 Corporate Acquisition

Mergers and acquisitions offer opportunities and risks in IPR. Acquirers need to consider whether the
target company infringes the rights of third party IPR.
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3.6.2.4 |IP Acquisition

Occasionally companies purchase intellectual property rights separate from acquiring the developer of
such rights. This is common for large software companies extending their product line. Payment may be
in cash or shares.

3.6.3 Life Cycle Management of IP Rights

Developing, acquiring and managing intellectual property rights requires an ongoing maintenance
program. Employees must be trained. Procedures must be adopted and followed. Periodic reviews are
useful. Appropriate due diligence and analysis of licensing and IP rights will help manage the risks and
create future flexibility for change management and termination or restructuring. In short, IP rights
management is an essential business function for every venture.

3.7 Enterprise Resource Planning: In-house vs. Outs  ourcing

Outsourcing of back-office operations permits a new business to devote its resources to value creation in
its niche. Outsourcing services can be purchased for virtually any type of business process, from product
development and design to information technology administration, software development, human
resources administration, finance and accounting, warehousing and logistics and various forms of legal
compliance.  For details on outsourcing law, please ask for our “Introduction to Outsourcing and
Offshoring” pamphlet or consult our website.

3.8 Insurance

Some form of insurance is mandatory for all businesses. Other insurance may be purchased to mitigate
emerging risks that cannot be shifted or mitigated under commercial contracts.

Employment laws mandate an employer's purchase of insurance to cover bodily injury to employees
injured on the job. Costs of worker’s compensation insurance are based on actual losses.

Commercial contracts may mandate an enterprise to purchase insurance for general liability, automobile
accidents and other losses.

New insurance products are becoming available to support risk management in the extended enterprise,
particularly for failures in the supply chain. Insurance is essential to ensure indemnification in case the
service provider falls to deliver the services and cannot “make whole” the losses caused by such failure.
Insurance can also be used to cover risks that are not allocable under the contract, such as force majeure
and supply chain failures.

3.9 Consumer Protection

A complex web of consumer protection laws and the common law principles of “tort law” (civil
responsibility) impose substantial risks on providers of goods and services to American consumers.
These laws are enforced by the Consumer Products Safety Commission, the Federal Trade Commission
(which adopts consumer protection regulations), the Federal Department of Justice, other federal
agencies and state Attorneys General and agencies.

Negligence principles may render any business liable for personal injury and property damage where the
business neglected to act in a prudent business manner. A court may impose punitive damages for gross
negligence as a means of punishing reckless behavior. Under a Supreme Court decision, punitive
damagers may not be more than 9 times actual damages.
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Certain products require compliance with technical standards. Consumer electrical products must be
certified by the Underwriters Laboratories. The Federal Drug Administration regulates cosmetics,
pharmaceuticals and medical devices.

3.10 Privacy and Data Protection

Unlike the European Union’s Data Protection Directive and Canada’s PIPEDA law, U.S. Privacy laws
reflect an ad hoc context-specific approach to data privacy. This results in overlapping and confusing
rules by state and federal governmental agencies.

Key Principles:
If you adopt a privacy policy, follow it. Failure to do so is an unfair trade practice.
Among other things, special statutory legal regimes apply to:
o Information on medical records, health insurance, and financial transactions involving
healthcare;
o Accounts maintained by banks, broker-dealers and insurance companies;
o Employment records;
0 Tax information; and
0 “Technical data” that can be used for military or national security applications.
If you lose or suffer a breach of personally identifiable data, you may be required to disclose and
publicize security breaches to state and federal authorities and invest in remedial actions.
You should limit the types of data you collect and store.
You should adopt a life-cycle approach to data management.
Commercial contracts and corporate policies should address data security and privacy issues.

4. Special International Issues for Foreign Owners

4.1 Disclosure and Reporting of Foreign Ownership

Various federal and state laws require disclosure of foreign investment, control and communications with
U.S. persons.

4.1.1 Statistical Reporting for Economic Analysis

The federal Bureau of Economic Analysis, a branch of the Department of Commerce, requires foreign-
owned companies to provide ownership and operating information for statistical purposes. The
confidential disclosures are done on forms BE-12 and BE-13. See www.bea.gov.

4.1.2 Tax Reporting

The Internal Revenue Service requires the filing of forms disclosing ownership by Americans in foreign
enterprises (and bank accounts in excess of $10,000) and ownership by foreigners of U.S. enterprises.
See IRS Form 5471 (U.S. ownership of foreign corporations) and form 5472 (foreign direct or indirect
ownership of 25% or more of a U.S. business). www.irs.gov

The tax reporting forms permit easier audit of intercompany transactions among affiliates. Form 5472
contains information regarding financial and non-financial transactions with foreign corporations, such as
asset information, monetary transactions; intercompany sales; sales of inventory; rents; royalties; license
royalties and sale prices involving intellectual property; payments for technology; managerial services;
engineering; construction, scientific or similar services; interest payments and insurance premiums.
Transactions that are non-monetary and for less than full consideration must also be reported.
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A separate Form 5472 must be filed for each foreign or domestic related party with which the tax
reporting corporation had a transaction during the tax year. The reporting corporation must maintain
“permanent” books of account or other records required by law.

4.1.3 “National Security” Reporting of Foreign Owne rship or Control

Under the Exon-Florio amendment to another law, foreign acquisitions of control of operations that affect
“national security” are subject to prior inter-agency review by the “Committee on Foreign Investment in the
United States.” There is no deadline for obtaining such a review, but failure to obtain such a review could
jeopardize the business operation and impose civil liabilities. This process has applied to reject
investments by a Chinese oil company in a U.S. oil company and a Dubai-controlled English company
seeking to acquire control of U.S. company engaged in administration services for safety and security of
U.S. harbors and ports. Before making an acquisition in the United States, foreign investors should
consult with an attorney on whether to obtain agency review.

4.1.4 Clandestine Investigations for U.S. National = Security

The USA PATRIOT Act and the Homeland Security Act, as amended, allow the federal government to
conduct spying on international terrorism and other security threats. Under FISA legislation, judicial
review is limited and may be confidential. Ordinary business communications, including communications
that are normally entitled to attorney-client privilege and confidential communications under non-
disclosure agreements, are subject to governmental wiretapping.

4.2 Nationality and Residence of Directors and Offi  cers

Most U.S. state laws permit non-resident aliens to be owners, directors, officers and managers of U.S.
corporations and U.S. LLC’s for non-regulated commercial transactions. Under federal law, certain
industries, such as airlines and railroads and “national security” industries require U.S. control.

4.3 Business Visas for Foreign Owners and Managers

New venture owners enjoy several choices for temporary visas (for a period under six years) to permit key
foreign citizens to help grow:

L-1 “intracompany transferee”

H-1B alien with special managerial or professional experience
E-1/E-2 treaty trader/ treaty investor

J-1 trainee for 18 months

B-2 business visitor (working only for foreign enterprise)
Visa waiver 90 days to conduct business for a foreign employer.

Obtaining visas requires careful planning and procurement of educational and official records.

For a short initial period, under a B-1 or B-2 visa, a member of the board of directors or an officer of the
U.S. company may visit to train American employees or to assist in market surveys. Such visas do not
permit receipt of any salary or other compensation from the U.S. enterprise for services. This rule does
not prevent payments to such person for the performance for services on behalf of the U.S. corporation
done outside the United States (such as an international space) or an intercompany payment by the U.S.
company to a foreign company, which then pays the foreign individual, for services by the foreign affiliate.

Long-term residency in the U.S. (over six years) involves immigration rules on lawful permanent
residency. A key emerging barrier to foreign citizen residency based on employment is the requirement of
“labor condition certification,” so that no American citizens or lawful permanent residents can fill the
proposed immigrant’s job.
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4.4 Extraterritorial Application of U.S. Laws

Foreign investors and foreign business executives need to understand that U.S. laws on unfair
competition extends to foreign activities that have a direct impact in U.S. markets.

This is a more general application of the principle of “long-arm” jurisdiction where U.S. courts
have statutory jurisdiction over events outside their borders that cause injuries inside their
borders.

The Foreign Corrupt Practices Act prohibits U.S. businesses from corruptly bribing foreign
governmental officials.

U.S. entities may not participate in secondary boycotts of Israel.

Under the Export Administration Act and the U.S. International Trade in Arms Regulations, U.S
companies exporting U.S.-origin “technical data” must obtain export licenses if there is no
generally applicable export license. An “export” is defined as a disclosure to a foreign person,
even if that person is lawfully in the United States.

5. Tax Planning Issues for Foreign Owners

5.1 Foreign Taxation

Income tax planning for foreign owners depends on tax treaties and business planning. Ownership
structures for tax planning can be is either simple or complicated.

In simple structures, establishment of a U.S. juridical entity serves to focus U.S. taxation on the
U.S. operations conducted by the U.S. entity, and helps maintain foreign assets free of most
claims by U.S. parties.

In complex structures, specialized companies in a global enterprise group can be engaging in
intercompany transactions such as corporate finance, technology and trademark licensing,
shared administrative services such as accounting, billing, collections, purchasing and human
resources administration. All intercompany transactions are subject to tax audit in all countries
involved.

5.2 U.S Income Taxation on the Entity

5.2.1 Federal Income Taxes

The Internal Revenue Code of 1986, as amended (the “Code”), defines the rules governing business
taxation. Under the Code, U.S. taxpayers (U.S. citizens, U.S. resident aliens, some non-resident aliens
depending on the duration of their stays in the U.S., and businesses) are taxed on their worldwide income
from all sources. This rule can be avoided by limiting U.S. business income to U.S. business operations,
with transactions with affiliated companies being subject to intercompany transfer pricing rules and other
“anti-avoidance” rules such as those governing “controlled foreign corporations,” “personal holding
companies” and “foreign personal investment companies.”

The Code adopts two measures of taxable income: regular and “alternative minimum tax taxable income.”
The AMT regime eliminates a number of deductions that were considered unnecessary tax preferences
for high-end income earners, but is now generally affecting a large segment of taxpayers.
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Credits are allowed for foreign income taxes paid on the same slices of income that are taxed outside the
United States. Limitations on foreign tax credits apply where the foreign tax rates are higher than U.S.
rates.

5.2.2 State Income Taxes

States tax the income from operations in their borders. They provide the equivalent of a “foreign tax
credit” by apportioning income between offices of the same company in different states. The
apportionment formula generally considers factors relating to proportionate sales, wages and assets
among the different branch offices.

5.2.3 Local Income Taxes

Many cities, such as New York and Philadelphia, impose their own income taxes on individuals and
businesses.

6. Accounting

6.1 Financial Accounting

There is no requirement that a privately-owned U.S. company hire a Certified Public Accountant, or have
its financial statements audited in accordance with U.S. “generally accepted accounting principles”
(“GAAP”). However, there are many reasons to do so. A CPA can provide audited financial statements
to give some assurances to investors about where invested funds are being deployed and the financial
results of operations. A CPA can also provide income tax advice and representation in disputes with
taxing authorities.

When hiring an accountant, a startup should consider its financial accounting requirements. A GAAP
“audit” is expensive and consumes management time. A “review” of company-provided financial
statements does not test the accuracy of numbers but seeks to properly categorize the numbers. A
“compilation” is the result of the CPA’s review of company-provided financial records and discloses
information in a format for U.S. accounting purposes.

Under accounting standards adopted in 2001, the “pooling-of-interest” method of accounting was
replaced by the “purchase method.” Under the purchase method, the target must write up its good will to
the extent that the purchase price exceeds the fair value of the target's assets. Later, such goodwill is
subject to impairment write-offs. This accounting highlights any losses arising after merger.

Accounting treatment should be reviewed in any acquisition.

6.2 Tax Accounting

Tax accounting rules differ from income tax accounting rules. Examples can be seen in the deductibility
of certain expenses for meals and entertainment and different amortization rates for capital expenses.

7. Contact Us

For further information, please contact:

William Bierce

Bierce & Kenerson, P.C.

420 Lexington Avenue, Suite 2920
New York, New York 10170

whierce @biercekenerson.com

212 840 0080 / Mobile 917 882 3300
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Appendices

New U.S. Venture (Family Owned)

New U.S. Venture (Founders and Private Equity Investors)
Acquisition of a U.S. Privately-Owned Business (One Step)
Acquisition of a U.S. Privately-Owned Business (Two Steps)
Comparison of Juridical Entities
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A.Diagram: New U.S. Venture (Family Owned)
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B.Diagram: New U.S. Venture (Founders and Private  Equity
Investors)
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C.Diagram: Acquisition of a U.S. Privately-Owned B usiness
(One Step)
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D. Diagram: Acquisition of a U.S. Privately-Owned B usiness
(Two Steps)
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The “yes” and “no” answers below all require some degree of explanation. Special
conditions apply in certain cases. Under “common law” exceptions apply.

Characteristics ~ Corporation Limited Partnership Not-for-Profit Trust
Liability Corporation
Company General Limited Limited
Liability
Partnership
Limited Yes Yes, unless Yes for Yes for all No owners. Yes
liability for Operating No. _But limited partners Public trust
owners Agreement  yes if
i ; partners,
specifies |nterpose a no for
otherwise holding general
company partner
Who may be Any person Any Any Any person Not applicable. | Any person
an owner “c” or legal person person or |orlegal entity | Members have |may be
(assuming corporations: | entity or legal legal that is voting rights grantor.
the entity Any person entity entity licensed asa |butno Any person
and owners or legal professional ownership may be a
comply with entity to render rights (except trustee, but
normal services (e.g., |for subvention |trustee’s
registration ‘s . accountants, | certificates that | residence is
and corporations: attorneys, evidence a basis for
compliance o_n_Iy u.s. doctors, capital applying
rules) citizens, dentists, contributions). | local U.S.
re_S|dent engineers, Not-for-profit law.
aliens and etc.) corporation
certain may have no
estates and members.
trusts
Minimum One One member | Two Two Two partners | None. One
number of shareholder general inclu,din with limited grantor, one
owners partners 9 liability trustee and
one one
general beneficiary
partner
and one
limited
partner.
Maximum “‘C" — None Two Two Two Not applicable One
number of unlimited. partners grantor, one
owners “S" — 100 trustee, one
- beneficiar
shareholders. or class o%/
bene-
ficiaries
Unlimited Yes Yes, unless | Yes, unless otherwise agreed Yes No, unless
duration of otherwise law permits
entity agreed
Managers Yes Yes No Yes No Yes Yes.
may be non- (General Trustee
owners Partner)
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Characteristics  Corporation Limited Partnership Not-for-Profit Trust
Liability Corporation
Company General | Limited Limited
Liability
Partnership
. . The Partners | Partners | Partners No tax, except | The trust or

Who'is c- shareholder for beneficiaries
taxable on corporation. | g (3ssuming “unincorporated | as distributes
entity’s Also, they elect to business taxable| (if irrevo-
Income shareholders | po toyaple income” from cable trust);
(g_enc_eral are taxed on as non-exempt the grantor (if
pr|n_0|ple, d!wqenq partnership) activities revocable
subject to distributions. trust)
exceptions
and “S"™- the
conditions) shareholders
Owner has Yes, subject | Yes, except |Yes. Yes, but | Yes, and Yes, and Yes, but
right to know to valid as provided [Fiduciary |limited ethical duties | subject to audit| depends on
about corporate in Operating duty partner | apply under |byjudges and |the trust
company’s purpose for | Agreement may not | relevant code | attorneys instrument.
business knowing. and except manage | of ethics of general or

(in Dela- the the regulated | other

ware) for business. | profession. regulatory

confidential enforcement in

business the public

information interest.
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