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THE ORCHID PROBLEM:

Litigation versus Arbitration in the Americas—
Advantages and Disadvantages

Editor’s Note: On 18 October 2001, at the Annual Fall
Meeting of the International Law and Practice Section of the
NYSBA, held this year in Rio de Janeiro, Helena Tavares
Erickson of the Section chaired a panel discussion on the rela-
tive advantages and disadvantages of utilizing either litiga-
tion or arbitration to resolve disputes among parties from
various North American and South American countries.
Panelists from various countries in the Americas contributed
to the discussion about which dispute resolution method
would be preferable in their particular home country.

The focus of the panel discussion was an analysis of liti-
gation and arbitration in the context of the fact pattern set
forth below, called “The Orchid Problem.” Consequently each
participant commented on the relative desirability of litiga-
tion or arbitration in the context of resolving the disputes
described in the fact pattern below.

We present here a number of the papers prepared by vari-
ous participants on the panel to supplement their remarks
during the panel discussion.

The Orchid Problem

Orchid Industries Inc. (“Orchid”), a New York
biotech company originally formed by two stay-at-
home moms in Park Slope, Brooklyn, with its principal
place of business in Hawaii, has developed a hybrid
orchid that is going to dominate every flower show
once it is globally marketed. Because it has run out of
growing space at its plantation on Lanai, Orchid is con-
templating entering into contracts with several Latin
American growers; namely, Flores Brasileiras Ltda.
(“Flores”), a Brazilian company; Aureliano Rosa y Asso-
ciados (“Rose”), a Mexican partnership; Plantas de
Colombia S.A. (“Plantas”), a Colombian limited liability
company, fifty-one percent of which is owned by the
Colombian government; and Jardins de Buenos Aires
(“Jardins”), an Argentinian limited liability company:.

Orchid is using its standard form grower’s contract,
whereby it licenses its technology to the grower in

exchange for fifty percent of any profits made. All of its
previous grower’s contracts (mainly with California
companies) have been governed by New York law and
contained an arbitration clause providing that:

Any and all disputes arising out of or
relating to this Agreement shall be
finally settled by arbitration in accor-
dance with the Commercial Arbitration
Rules of the American Arbitration
Association. The arbitration shall take
place in San Francisco, California.

The closings for each contract are to take place
tomorrow and Daisy Forsynth of Violet, Lily & Rosen-
blum, outside counsel for Orchid and your friend from
your days in the U.S., has sent you an e-mail asking,
“Would this clause, with a change to arbitration in New
York, and the New York governing law clause be
upheld in your country? Should we have the arbitration
take place locally? Would it be better to require the
grower to submit to the jurisdiction of the New York
courts? If the growers insist, should our client submit to
your jurisdiction?”

Daisy was at the gym when you attempted to call
her back, but your research has uncovered the follow-
ing facts.

Flores is a small closely held company which, as far
as you can tell, has never done any business outside
Brazil. Rose supplies several florists in San Diego, Cali-
fornia, but does not appear to have any assets outside
Mexico. Plantas is a huge conglomerate with offices all
over Latin America and a marketing office in New York.
Jardins apparently does a fair amount of business in
Europe but provides that all of its contracts be paid in
U.S. dollars, and for that reason maintains an account at
Citibank in Manhattan.

What do you advise and why?
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Litigation versus Arbitration in the Americas:
Advantages and Disadvantages from a New York

Perspective

By Helena Tavares Erickson

. Introduction: Proposed Arbitration
Provision

The Orchid Problem presents the typical last-
minute consultation with respect to a dispute resolution
clause that requires the advocate to weigh the advan-
tages of litigation versus arbitration, here with entities
based in Latin America. The proposed arbitration clause
provides:

Any and all disputes arising out of or
relating to this Agreement shall be
finally settled by arbitration in accor-
dance with the Commercial Arbitration
Rules of the American Arbitration
Association. The arbitration shall take
place in San Francisco, California.

The clause is proposed to be entered into by Orchid
Industries, Inc. (“Orchid”), a New York company with
its principal place of business in Hawaii; Flores
Brasileiras Ltda. (“Flores”), a Brazilian company; Aure-
liano Rosa y Associados (“Rosa”), a Mexican partner-
ship; Plantas de Colombia S.A. (“Plantas”), a Colom-
bian limited liability company owned fifty-one percent
by the Colombian state; and Jardins de Buenos Aires
(“Jardins”), an Argentinian limited liability company.

This paper discusses the law applicable to such a
clause, the implications, if any, of a change in the place
of arbitration to New York and possible advantages of
advocating instead that the parties submit to the juris-
diction of New York or foreign courts.

Il. Sources of Arbitration Law
A. Arbitration in the United States

The advantages of arbitration over litigation as a
method of dispute resolution have been widely recog-
nized.! Arbitration is considered preferable because it is
seen as a process that combines finality of decision with
speed, low expense, and flexibility in the selection of
the principles to be used in solving a problem.2 Howev-
er, for many years American courts were opposed to
arbitration due to the fact that in “ancient times” Eng-
lish courts fervently opposed anything that would
deprive them of their jurisdiction.3

In 1925, Congress passed the Federal Arbitration
Act (FAA), modeled on the New York Arbitration Act

enacted in 1920, to overcome the anti-arbitration rule of
many of the United States courts.* The FAA now has
three chapters. The first governs domestic arbitration
agreements involving interstate commerce.> The second
chapter contains the implementing legislation for the
United Nations Convention on the Recognition and
Enforcement of Foreign Arbitral Awards (“New York
Convention”).¢ Finally, the third chapter contains the
implementing legislation for the Inter-American Con-
vention on International Commercial Arbitration
(“Inter-American Convention”).”

B. The Federal Arbitration Act

The FAA provides at 9 U.S.C. § 2 that arbitration
agreements falling within its scope are “valid, irrevoca-
ble and enforceable, save upon such grounds as exist at
law or in equity for the revocation of any contract.” Par-
ties to an arbitration agreement may, pursuant to §§ 4
and 5 of the FAA, petition a court within the district in
which arbitration is sought to compel arbitration or to
appoint an arbitrator if one has not been designated.
“As a matter of federal law, any doubts concerning the
scope of arbitrable issues should be resolved in favor of
arbitration.”8 Furthermore, enforcement of the award
may be sought either in the district where the award
was made or in any other district proper under the gen-
eral venue laws.? While it is possible to overturn or
vacate an arbitration award, the grounds for doing so,
as will be discussed below, are extremely limited.10
Finally, the FAA requires a court to stay litigation that is
commenced in violation of a valid arbitration agree-
ment.1

C. New York Convention

The New York Convention governs non-domestic
arbitration agreements. In the United States, an arbitra-
tion agreement is considered non-domestic if (i) it
involves a party domiciled abroad or a party with a
principal place of business abroad, (ii) the agreement
envisages performance or enforcement abroad, or (iii)
the agreement has some other reasonable relation with
a foreign state.12 The New York Convention reflects a
policy favoring arbitration in the context of internation-
al business:

Enforcement of international arbitral
agreements promotes the smooth flow
of international transactions by remov-
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ing the threats and uncertainty of time-
consuming and expensive litigation.
The parties may agree in advance as to
how their disputes will be expeditious-
ly and inexpensively resolved should
their business relationship sour. This
treaty [. . .] makes it clear that the liber-
al federal arbitration policy “applies
with special force in the field of interna-
tional commerce.”13

All of the parties to our proposed arbitration agree-
ment, except Flores (of Brazil), reside in countries that
are parties to the New York Convention.

D. The Inter-American Convention

Article 1 of the Inter-American Convention pro-
vides that, “An agreement in which the parties under-
take to submit to arbitral decision any differences that
may arise or have arisen between them with respect to
a commercial transaction is valid.”14

The United States became a party to the Inter-
American Convention in 1975 and Congress enacted
implementing legislation in 1990, codified as Chapter 3
of the FAA.15 Pursuant to 9 U.S.C. § 304, the enforce-
ment of awards rendered in states party to the Conven-
tion is based on reciprocity. Where the parties meet the
requirements for application of the New York Conven-
tion and the Inter-American Convention, the statute
states that, “If a majority of the parties to the arbitration
agreement are citizens of a State or States that have rati-
fied or acceded to the Inter-American Convention and
are member States of the Organization of American
States, the Inter-American Convention shall apply.”16
All the parties to our proposed arbitration agreement
are parties to the Inter-American Convention. Further-
more, all the parties to the proposed arbitration agree-
ment are members of the Organization of American
States. The Inter-American Convention will therefore
govern the arbitration agreement as to each of the pro-
posed parties.

The implementing statute for the Inter-American
Convention states that §§ 202-205 and 207 of the FAA
are to be incorporated into Chapter 3 by reference,
“except that for the purposes of this chapter ‘the Con-
vention” shall mean the Inter-American Convention.”1”

lll. Various Aspects of the Arbitration

A. Statutory Requirements to Compel Arbitration

Under Chapter 3 of the FAA, the district courts of
the United States have original jurisdiction over actions
falling under the Inter-American Convention for the
purposes of compelling arbitration and confirming arbi-
tral awards.!8 Furthermore, the same provisions of the
statute provide that the district courts have original

jurisdiction without regard to the amount in controver-
sy. Once a written agreement is found to exist, three
basic requirements must be met for a district court to
find that an agreement falls under the Inter-American
Convention: it “(1) must arise out of a legal relationship
(2) which is commercial in nature and (3) which is not
entirely domestic in scope.”1?

Here, the contemplated agreement involves a legal
relationship, although this requirement rarely is an
issue. Commerce has been defined by the FAA as “com-
merce among the several States or with foreign nations,
or in any Territory of the United States or in the District
of Columbia, or between any such Territory and any
State or foreign nation, or between the District of
Columbia and any State or Territory or foreign
nation.”20 Since we are dealing here with commerce
between a State and foreign nations, our arbitration
agreement will satisfy the commerce requirement.

The requirement that an award be not entirely
domestic “denotes awards which are subject to the Con-
vention not because made abroad, but because made
within the legal framework of another country, e.g.,
pronounced in accordance with foreign law or involv-
ing parties domiciled or having their principal place of
business outside the enforcing jurisdiction.”?! Any
award granted in accordance with our proposed arbi-
tration provision would qualify as not entirely domestic
since all the parties to the agreement other than Orchid
are domiciled outside the United States—the chosen
forum—and have their principal place of business out-
side the United States where the subject of the contract
will be performed.?2 If the parties were domiciled in
non-signatory countries, the fact that arbitration is to
take place in the U.S. would suffice to bring this dispute
within the Convention.23

B. Choice of Law and Venue Issues

While much of the case law related to choice of law
and similar issues has arisen in the context of the New
York Convention, it would likely also be applicable to
cases arising under the Inter-American Convention,
since they are “intended to achieve the same results,
and their key provisions adopt the same standards,
phrased in the legal style appropriate for each organiza-
tion.”24 It was the expectation of the House of Repre-
sentatives Committee that “the courts in the United
States would achieve a general uniformity of results
under the two conventions.”

1. Changing the Arbitration Venue to New York
Federal policy strongly favors arbitration as an
alternative dispute resolution process.

The policy in favor of arbitration is
even stronger in the context of interna-
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tional business transactions. Enforce-
ment of international arbitral agree-
ments promotes the smooth flow of
international transactions by removing
the threats and uncertainty of time-con-
suming and expensive litigation. The
parties may agree in advance as to how
their disputes will be expeditiously and
inexpensively resolved should their
business relationship sour.26

Federal courts enforce agreements to arbitrate in
accordance with the intent of the parties.?” These con-
siderations have led courts to give parties to an arbitra-
tion agreement significant leeway in determining the
course of how their dispute will be resolved. Choosing
either California or New York as the venue for arbitra-
tion will therefore present no difficulties, regardless of
whether any of the parties has any contacts with the
state. Furthermore, courts of the United States would
have personal jurisdiction over the foreign parties to
compel arbitration in New York or California because of
the parties’ agreement to arbitrate in New York.28 “By
agreeing to arbitrate in New York, where the United
States Arbitration Act makes such agreements specifi-
cally enforceable, the [party] must be deemed to have
consented to the jurisdiction of the court that could
compel the arbitration proceeding in New York. To hold
otherwise would be to render the arbitration clause a
nullity.”2

Accordingly, whether to choose a California or New
York venue may be largely a question of which jurisdic-
tion might prove more expeditious for the enforcement
of an eventual award. Moreover, while this discussion
focuses on federal law under the assumption that the
parties would prefer a federal venue, there is no reason
that the parties could not seek to compel arbitration,
enforce an award or engage in other ancillary litigation
in state court if they otherwise meet the jurisdictional
requirements of such courts.30

2.  Applying New York Law

Here the contract is to be governed by New York
law. “The thrust of the federal law is that arbitration is
strictly a matter of contract, the parties to an arbitration
agreement should be at liberty to choose the terms
under which they will arbitrate.”3! This presumption is
even stronger in the context of international arbitration,
as is evidenced by the broad language of the Inter-
American Convention. Orchid should therefore have no
problem enforcing an arbitration agreement where the
contract chooses the laws of the State of New York,32
notwithstanding that performance of the substantive
contract will be in Latin America. However, in order to
avoid a potential argument that by choosing a Califor-
nia venue, the parties intended to apply California arbi-

tration law, the clause should be amended to provide
that the arbitrators are to apply the laws of the State of
New York.33

The arbitration procedure itself will likely be gov-
erned by the FAA. In general, the FAA pre-empts state
laws which “require a judicial forum for the resolution
of claims which the contracting parties agreed to
resolve by arbitration.”3¢ However, the FAA does not
require that its own rules be applied when the parties
have affirmatively agreed to arbitrate under a different
set of rules. This policy has given rise to uncertainty as
courts attempt to determine if the parties intended by a
standard choice of law clause to incorporate specific
state laws respecting arbitration into their agreement.
Thus, it has been argued that a choice of New York law
is meant to also be a choice of New York’s arbitration
law and not the FAA .35 It is recommended that, if the
parties wish state arbitration law to apply, they add a
clause so stating.

Regardless of where Orchid ultimately chooses to
arbitrate, the question of arbitrability is generally an
issue for the courts.36 However, if the parties decide
that they would like the issue decided by the arbitrator
they may (and must) explicitly say so. “In this manner
the law treats silence or ambiguity about the question
‘who (primarily) should decide arbitrability” differently
from the way it treats silence or ambiguity about the
question ‘whether a particular merits-related dispute is
arbitrable because it is within the scope of a valid arbi-
tration agreement’—for in respect to this latter question
the law reverses the presumption [favoring arbitra-
tion].”37

Ill. Enforcement Issues

A. Grounds to Refuse Enforcement

While the validity of the agreement is not subject to
question, the real issue facing Orchid is the enforceabili-
ty of an eventual award. In the United States, this
should not present a significant obstacle, since all the
parties to the contract are citizens of nations which are
parties to the Inter-American Convention.38 Article 5 of
The Inter-American Convention provides extremely
limited bases upon which recognition and enforcement
of an arbitration decision may be refused:

1. The recognition and execution of the
decision may be refused, at the request
of the party against which it is made,
only if such party is able to prove to the
competent authority of the State in
which recognition and execution are
requested:

(a) That the parties to the agreement were
subject to some incapacity under the
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applicable law or that the agreement is
not valid under the law to which the
parties have submitted it, or, if such
law is not specified, under the law of
the State in which the decision was
made; or

(b) That the party against which the arbi-
tral decision has been made was rnot
duly notified of the appointment of the
arbitrator or of the arbitration procedure
to be followed, or was unable, for any
other reason, to present his defense; or

(c) That the decision concerns a dispute
not envisaged in the agreement between
the parties to submit to arbitration;
nevertheless, if the provisions of the
decision that refer to issues submitted
to arbitration can be separated from
those not submitted to arbitration, the
former may be recognized and execut-
ed; or

(d) That the constitution of the arbitral tri-
bunal or the arbitration procedure has
not been carried out in accordance with
the terms of the agreement signed by the
parties or, in the absence of such
agreement, that the constitution of the
arbitral tribunal or the arbitration pro-
cedure has not been carried out in
accordance with the law of the State
where the arbitration took place; or

(e) That the decision is not yet binding on
the parties or has been annulled or
suspended by a competent authority
of the State in which, or according to
the law of which, the decision has
been made.

2. The recognition and execution of an arbi-
tral decision may also be refused if the
competent authority of the State in
which the recognition and execution is
requested finds:

(a) That the subject of the dispute cannot be
settled by arbitration under the law of that
State; or

(b) That the recognition or execution of the
decision would be contrary to the public
policy (“ordre public”) of that State.

(Emphasis added).

These exceptions, which are nearly identical to
those in the New York Convention, are interpreted

extremely narrowly and should therefore not present a
major barrier to enforcing an arbitration award.?® As
one court noted, “The Convention’s public policy
defense should be construed narrowly. Enforcement of
foreign arbitral awards may be denied on this basis
only where enforcement would violate the forum state’s
most basic notions of morality and justice.”40

Also, in an action for enforcement of an arbitral
award, the grounds for relief enumerated in Section 5 of
the Inter-American Convention are the only grounds for
setting aside an arbitral award.4!

Since Jardins and probably Plantas have assets in
New York, a New York venue would provide an easier
road to enforcement. Once obtained, the award could
be quickly confirmed pursuant to 9 U.S.C. § 207 and,
pursuant to Fed. R. Civ. Proc. 64, in conjunction with
the applicable rules of the New York CPLR, an injunc-
tion or attachment might be obtainable at the confirma-
tion stage. Since Flores and Rosa seem to have no assets
in the United States,*2 Orchid may have to bring suit
abroad to enforce any arbitration award. Theoretically,
the same or similar principles should apply in other
Inter-American countries, but given the judicial delays
in some Latin American countries and historical hostili-
ty to arbitration in others (e.g. Brazil), Orchid should
consult local counsel before making any commitments.
Orchid should also consider whether any potential loss-
es might be insured or consider growers in jurisdictions
where enforceability and delays will not be an issue.

B. Enforcement of Arbitral Award Against Plantas

Since the majority owner of Plantas is the Colom-
bian government, the Foreign Sovereign Immunities Act
(the “Act”) is implicated. Plantas may seek to avoid (or
at least delay) arbitration by invoking the Act. Pursuant
to the Act, once Plantas presents a prima facie case that
it is an agent or instrumentality of a foreign govern-
ment, Orchid will have the burden of going forward
with the evidence to show that immunity should not be
granted under one of the exceptions to the Act.#3

The provision of the Act conferring jurisdiction on
the federal courts grants:

original jurisdiction without regard to
amount in controversy of any nonjury
civil action against a foreign state as
defined in § 1603(a) of this title as to
any claim for relief in personam with
respect to which the foreign state is not
entitled to immunity either under §§
1605-1607 of this title or under an
applicable international agreement.

“Foreign state”#* is defined as a political subdivi-
sion of a foreign state or an agency or instrumentality of
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a foreign state.#> “Agency or instrumentality” means an
entity “(1) which is a separate legal person, corporate or
otherwise, and (2) which is an organ of a foreign state
or political subdivision thereof, or a majority of whose
shares or other ownership interest is owned by a for-
eign state or political subdivision thereof, and (3) which
is neither a citizen of a State of the United States as
defined in section 1332(c) and (d) of this title, nor creat-
ed under the laws of any third country.”4¢ Plantas cer-
tainly falls within the purview of this definition, since it
is a foreign corporation whose majority owner is the
Colombian government.

Notwithstanding the general concept of sovereign
immunity, Orchid will be able to enforce an arbitral
agreement with the Colombian government or its
agency or instrumentality under 28 U.S.C. § 1605. Sub-
section (a)(6) thereof provides for an exception to sover-
eign immunity in cases where a foreign state has agreed
to arbitrate and “(A) the arbitration takes place or is
intended to take place in the United States, (B) the
agreement or award is or may be governed by a treaty
or other international agreement in force for the United
States calling for the recognition and enforcement of
arbitral awards.” In our case, whether it be New York
or California, arbitration is intended to take place in the
United States. Secondly, as was previously discussed,
our arbitration agreement is governed by the Inter-
American Convention. Plantas will therefore not be
immune from the jurisdiction of the American courts on
the basis of the Act. At least one court has also used
subsection B of § 1605(a)(6) to support compelling an
instrumentality of a foreign government to submit to
arbitration in London.#”

Moreover it can be also argued under subsection
(a)(1) that Colombia has implicitly waived its immunity
by allowing itself to be party to this arbitration agree-
ment. The House Report, which accompanied the Act,
listed three examples of implicit waivers. Two of these
examples were: (1) a foreign state has agreed to arbi-
trate in another country or (2) a foreign state has agreed
that the law of a particular country shall govern.48
When the contract names the United States as the
forum for arbitration, “it is both reasonable and consis-
tent with the legislative history to find an implicit waiv-
er.”4 An arbitration agreement which names a forum
for arbitration in the United States fits within the nar-
rowest reading of the exceptions to the Act, and there-
fore, acts as a waiver of immunity for purposes of sub-
ject matter jurisdiction.

An additional basis for exercising jurisdiction over
Plantas is under 28 U.S.C. § 1605(a)(2). This subsection
provides for an additional exception to the Act when:

the action is based upon a commercial
activity carried on in the United States

by the foreign state; or upon an act per-
formed in the United States in connec-
tion with a commercial activity of the
foreign state elsewhere; or upon an act
outside the territory of the United
States in connection with a commercial
activity of the foreign state elsewhere
and that act causes a direct effect in the
United States.

“Commercial activity” is defined as “a regular course of
commercial conduct or a particular commercial transac-
tion or act. The commercial character of an activity shall
be determined by reference to the nature of the course
of conduct or particular transaction or act, rather than
by reference to its purpose.”30

If Plantas took part in “commercial activity” under
§ 1603(d) and it bears the relation to the United States
required by § 1605(a)(2), then the foreign state is not
entitled to immunity.5!

IV. Other Arbitration Issues

A. Provisional Remedies

The law regarding provisional remedies in aid of an
international arbitration taking place in New York, as
well as in the remainder of the country, is unsettled.
This is the type of issue that the parties might want to
address explicitly in the arbitration clause to alleviate
any uncertainty. The seminal case on provisional reme-
dies in New York is Cooper v. Ateliers de la Motobecane,
S.A.52 In Cooper, the court stated that allowing the pro-
visional remedy of attachment would defeat the pur-
pose of the New York Convention, which was to inject a
greater degree of certainty into international business
dealings. “The [New York] Convention has considered
the problems and created a solution, one that does not
anticipate significant judicial intervention until after an
arbitral award is made. The purpose and the policy of
the UN Convention will be best carried out by restrict-
ing pre-arbitration judicial action to determining
whether arbitration should be compelled.”53 Cooper has
been followed in the New York state courts.>* Mean-
while, in the New York federal courts, Cooper has been
largely ignored. The Second Circuit has held that
“entertaining an application for a preliminary injunc-
tion in aid of arbitration is consistent with the court’s
powers pursuant to § 206.”% Due to the uncertainty
surrounding this issue the parties would be best served
by addressing this issue in the arbitration provision,
thereby permissibly contracting around this uncertainty.

B. Institutional Rules

The proposed clause (probably copied from an old
document) provides for arbitration pursuant to the
“Commercial Arbitration Rules of the American Arbi-
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tration Association.” This may prove problematic. In
September 2000, the American Arbitration Association
repromulgated its International Rules and its Commer-
cial Rules. The International Rules provide in Article 1
thereof that they apply to an international dispute
unless the parties have otherwise designated “particu-
lar rules.” Providing for the “Commercial Arbitration
Rules” is probably a designation of “particular rules,”
and the parties may not have intended to forgo the
longer deadlines and other provisions of the Interna-
tional Rules. Of course, at the time of arbitration the
parties may agree on which rules to apply or one party
might seek to enforce its view by seeking relief from the
courts. The latter route is likely to do no more than
delay the proceedings, because the courts have consis-
tently held that procedural issues are for the arbitrators
to decide.56

It is recommended that if the Commercial Rules are
in fact desired, the clause be amended to provide that
the arbitration be pursuant to the “Commercial (and not
International) Rules.”

The parties should also review whether they in fact
want institutional supervision (and its attendant costs)
or whether they may simply want to proceed under the
UNCITRAL Rules which allow for ad hoc arbitration.
Also, these parties should be aware that, if they specify
no rules, Article 3 of the Inter-American Convention
provides that the rules of procedure of the Inter-Ameri-
can Commercial Arbitration Commission will apply.

Finally, the parties” counsel should review and be
familiar with whatever rules are chosen in order to
avoid any surprises down the line.

C. Selection of Arbitrators

The parties” proposed clause defers to the AAA’s
Commercial Rules for the selection of arbitrators. To a
large extent this removes control from the parties’
hands, since the choices are limited to the AAA’s panel
of arbitrators, which may or may not include the
desired expertise.5” The clause also leaves to the AAA
whether there will be one or three arbitrators. The par-
ties might wish to provide for each to select an arbitra-
tor and a third to be selected by the AAA. Or, to mini-
mize costs, the parties may state that this dispute will
be heard by one arbitrator pursuant to the relevant
AAA rules.

It should be made clear to Orchid that, even if it
appoints its “own” arbitrator, that arbitrator will act as
a neutral and must be impartial.8

D. Language

The proposed clause makes no provision for the
language of the arbitration. Given the varying nationali-
ties of the parties, specification of the language of arbi-

tration is warranted. Similarly, the parties may wish to
specify whether translations into such language of any
evidentiary documents will be necessary.

V. Alternatives to Arbitration

A. Litigation in New York

Normally, litigation is a more expensive alternative
to holding arbitration in New York or California under
New York law, because arbitration hearings are usually
less burdensome. Discovery may be minimal or elimi-
nated altogether and the parties will usually spend less
time haggling over evidentiary issues. Arbitration,
therefore, usually takes a shorter period of time, which
is a source of further savings, both in terms of legal
costs and the uncertainty associated with unsettled liti-
gation.

The New York courts do, however, present certain
advantages in contractual disputes that merit considera-
tion. The New York state court system has a Commer-
cial Part that is designed to handle commercial disputes
in a businesslike manner, focusing on providing expert
and cost-effective adjudication of these cases.> More-
over, where a claim is for a sum certain (e.g., enforce-
ment of a promissory note), New York also provides a
summary procedure in CPLR § 3213 that allows the
plaintiff to move summarily for judgment, by-passing
the pleading stage. Nevertheless, the deciding factor
here is that enforcing a United States court judgment
abroad is still more difficult and costly than enforcing
an arbitration award, because the United States is not a
party to any convention on the enforcement of judg-
ments.®0 Accordingly, enforcement of an arbitral award
rendered in the U.S. should be easier than enforcing a
U.S. judgment, and that probably militates in favor of
arbitration in the instant case.

B. Litigation in the Growers’ Countries

Another possible alternative is litigation in the
growers’ jurisdictions. However, it is not recommended
that Orchid submit to the growers’ jurisdictions because
of the inconvenience and excessive cost of litigating in a
foreign country.t! The diversity of legal systems
involved, the requirement of engaging local counsel
and the probable need for extensive translations could
increase the cost of this transaction so significantly as to
offset any financial gains Orchid expects to reap. Also,
the cost to Orchid of educating itself with regard to the
laws of these nations, so as to mitigate future uncertain-
ty, would be prohibitively expensive. This problem
would be compounded by the fact that Orchid could
theoretically face litigation in four different countries
with different procedures, since it is contemplating con-
tracting with growers in this number of countries. Also,
Orchid would be the foreign party in these suits, so it is
also likely to face some bias from courts trying to pro-
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tect the interests of domestic companies. Furthermore,
even if Orchid were able to get a judgment in one of
these jurisdictions, it might still face considerable diffi-
culty in enforcing any judgment locally because of
delays.

VI. Conclusion

Having weighed the advantages of litigation versus
arbitration and concluded arbitration is likely to be the
better alternative for Orchid, it is nevertheless recom-
mended that Orchid consult local counsel in the grow-
ers’ jurisdictions before committing to such a course of
action. Given the time constraints seemingly imposed
by the last-minute negotiations, Orchid may wish to
provide that at its choosing, Orchid may resolve a dis-
pute by arbitration or litigation and provide the relevant
procedures for instituting both alternatives.
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Arbitration Versus Litigation in Colombia

By Jorge Posada-Villaveces

1. Discussion

A. Is International Arbitration Available?

Under Colombian law, the applicable law for a con-
tract to be executed in that country should be Colom-
bian law, unless international arbitration is specified. In
that case the parties are at liberty to elect the law that
will govern the contract.

International arbitration, however, is not available
for all contractual relationships. Only if one of the fol-
lowing conditions has been met may international arbi-
tration be validly specified:

¢ The parties, at the time they agree to the dispute
resolution clause, have their domiciles in different
countries.

¢ A substantial part of the performance of contrac-
tual obligations directly related to the trial would
take place outside the country where the parties
have their domicile.

® The venue for arbitration is not in the same coun-
try as where the parties are domiciled, as long as
this was agreed to in the dispute resolution
clause.

e The matter clearly addresses the interests of more
than one state and the parties have expressly
agreed to international arbitration.

e The matter subject to arbitration clearly affects
interests related to international commerce.

The contract to be entered into between Orchid and
Plantas clearly meets more than one of the aforemen-
tioned conditions. Thus, international arbitration may
be validly agreed to in this contract. The arbitration
clause would, however, have to be amended in order
for the choice of law to be valid. Specifically, the arbitra-
tion clause should specifically refer to international
arbitration:

Any and all disputes arising out of or
relating to this Agreement shall be
finally settled by international arbitra-
tion in accordance with the Commercial
Arbitration Rules of the American Arbi-
tration Association. The arbitration
shall take place in San Francisco, Cali-
fornia.

B. Alternatives?

The question remains, however, if the dispute reso-
lution agreed upon will best serve Orchid’s interests, or
if a better alternative exists.

The relevant issues include the fact that Plantas is a
Colombian company. Any award granted by an arbitra-
tion board would eventually have to be enforced in
Colombia. This may present certain problems, since an
award granted by an international arbitration board
would, for all effects, be considered to be a foreign rul-
ing and, therefore, subject to exequatur proceedings in
Colombia before being enforceable in Colombia.

Even though the exequatur proceeding is quite
straightforward, obtaining a court acceptance of the
arbitral award would nevertheless take anywhere from
one to three years, depending on the court workload
and the resistance offered by Plantas during the exe-
quatur proceedings. The need for an exequatur would
also arise if the matter is submitted to the New York
courts.

The alternative of submitting the matter to either
Colombian courts or Colombian arbitration would pres-
ent its own particular problems. In the Colombian
courts, congestion could be an issue and the amount of
time required to obtain a final judgment could easily
exceed eight to ten years. A purely Colombian arbitra-
tion, submitting to Colombian legislation, may leave
Orchid guessing as to its rights under Colombian law
while, at the same time, New York law may offer
Orchid better, more comprehensive, protection.

The best solution may thus be to combine a Colom-
bian ruling or arbitral award—in order to avoid the
process of exequatur—with the law of New York. Thus
international arbitration with its seat in Colombia could
well be the solution.

Il. Proposed Contract Language

A new arbitration clause is thus proposed, as set
forth below.

The proposed clause addresses the main concerns
that Orchid may have, such as applying the laws of the
State of New York, obtaining a prompt judgment, and
ensuring that the procedure for enforcement of the
award is not, in itself, a drawn-out ordeal for Orchid.
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Governing Law and Jurisdiction

This contract shall be deemed to have been negotiated
and made in, and shall be governed and interpreted
under, the laws of the State of New York, United States
of America, applicable to agreements made by residents
thereof to be wholly performed therein.

Dispute Resolution Procedures

(1) Any dispute, controversy or claim arising out of or
relating to this Contract or breach hereof, shall be set-
tled in accordance with the Rules and Procedures of
the Centro de Arbitraje y Conciliacion de la Cdmara
de Comercio de Bogotd (hereinafter the “CAC”), as
currently in force, by three arbitrators. The CAC shall
administer the arbitration under its rules. In the
event there is a procedural rule or other matter not
covered herein or in the CAC rules, Colombian proce-
dural law shall govern.

(2) Both Parties shall appoint two (2) arbitrators within
a period of 15 days from the date so requested by
CAC. One arbitrator must be a citizen of the United
States of America and the other from Colombia. The
CAC will appoint the third arbitrator from a different
nationality and not from the CAC’s list of arbitrators.
The arbitrators shall be attorneys with experience in

, and at least the United States
national must have a complete knowledge of the laws
of the State of New York. If the Parties fail to appoint
the two (2) arbitrators within the period provided for
above, the CAC will appoint said arbitrators.

(3) The arbitration, including the rendering of the award,
shall take place in Bogotd or Cartagena, Colombia, as
agreed by the arbitrators and the proceedings shall be
conducted in Spanish. In such proceedings this Con-
tract shall be construed, and the obligation of the par-
ties shall be determined, in accordance with the laws
of New York (without giving effect to the conflict of
laws provisions of such state).

(4) The award of the arbitrators shall be final and bind-
ing and shall be delivered within the six (6)-month
period stipulated by Colombian law. The arbitrators
may issue interim awards and order any provisional
measures which should be taken to preserve the
respective right of any Party and may require the
defeated party to pay the costs of the procedure.

(5) Any award rendered by the arbitrators shall be
payable in United States dollars. [udgment upon the
award rendered may be in any court having jurisdic-

tion, or application may be made to any such court
for a judicial acceptance of the award and an order of
enforcement, as the case may be. Each of the Parties
agrees not to assert, by way of motion, as a defense or
otherwise, in any arbitration instituted hereunder, or
in any enforcement action, suit or proceeding, insti-
tuted pursuant to such arbitration, any claim that it
is not subject personally to the jurisdiction of the
arbitral panel or court, as the case may be, that the
arbitration, action, suit or proceeding is brought in an
inconvenient forum, that the venue of the arbitration,
action, suit or proceeding is improper or that this
Contract or the subject matter hereof may not be
enforced in or by such arbitral panel or court. Any
and all service of process and any other notice in any
such arbitration shall be effective against any Party if
given personally or by registered or certified mail,
return receipt requested, or by any other means of
mail that requires a signed receipt, postage prepaid,
mailed to such Party as herein provided, or by person-
al service on an agent designated in writing by such
Party with a copy of such process mailed to such
Party by registered mail, return receipt requested,
postage prepaid. Nothing herein contained shall be
deemed to affect the right of any Party to serve
process in any manner permitted by law.

(6) The Parties waive any right they may enjoy under the

law of any nation to apply to the courts of any such
nation for relief from the provisions of this clause or
from any decision of the arbitrators made prior to the
award.

(7) This arbitration clause is agreed by the parties as

their desire is to solve all their disputes by an interna-
tional arbitration panel as permitted by Law 315 of
1996 of Colombia, with the understanding that such
arbitration process and award is Colombian and con-
sequently when finally fully enforceable in Colombia
without any exequatur process.

(8) This Arbitration Agreement will remain effective

C

even after the termination of the Contract.

Waiver of Immunity:

The Parties hereby waive any right they may have to
claim sovereign or diplomatic immunity.

Mr. Posada-Villaveces is a senior associate in the
law firm of Parra, Rodriguez & Cavelier in Bogota,
Colombia.
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The Orchid Problem:

Litigation Versus Arbitration in Argentina

By Emilio N. Vogelius

1. Introduction

Although arbitration has become in Argentina a
more frequent way to resolve disputes arising between
different parties, and even though the local court sys-
tem (especially the commercial courts) is increasingly
overloaded, each time that a comparison of arbitration
and judicial litigation is brought up for analysis and
discussion, we continue to wonder why arbitration is
not an alternative chosen over litigation even more fre-
quently than it is now.

After all, arbitration provides various advantages,
such as the following.

e Arbitration allows the parties the possibility to
select arbitrators to resolve the conflict, rather
than having to submit the dispute to a court
judge who is not always a judge that the parties
would have chosen for such purpose.

® Arbitration allows the parties the ability to select
procedural standards that allow more effective
and efficient proceedings.

® The duration of the arbitration process should be
shorter than the judicial process.

® Arbitration allows the parties the possibility to
appraise more accurately the likely costs of the
dispute resolution.

When thinking of the reasons that will lead the par-
ties to choose judicial litigation over arbitration, we
imagine that such reasons might be focused on a dis-
trust in the viability of having the arbitration award
judgment enforced or the reluctance of a party that is
aware of its weak position to resort to an arbitration tri-
bunal, since such a party may want to take advantage
of the slowness of legal proceedings.

However, the truth is that the alternative of arbitra-
tion cannot be disregarded, especially if we take into
account the quality and prestige of both national insti-
tutions (such as the Buenos Aires Stock Exchange and
the Chamber of Commerce) and international institu-
tions (such as the International Chamber of Commerce)
that offer the alternative of an arbitration tribunal for
the solution of conflicts.

Below we shall deal with various matters that, we
believe, are usually considered when choosing between
litigation in courts and arbitration.

Il. Extension of Jurisdiction

Reviewing the Orchid Problem we believe that,
according to Argentine law and regulations, it is possi-
ble to grant jurisdiction to foreign arbitrators to resolve
the disputes in question. We will, therefore, summarize
the procedural rules in force in Argentina.

Argentine law views the creation of an arbitral
panel as a transfer or extension of what would custom-
arily be judicial jurisdiction to the arbitrators—thereby
displacing the judiciary. Article 1 of the National Code
of Civil and Commercial Procedures provides that it is
permissible to convey the court’s jurisdiction to foreign
judges or arbitrators in order to decide an international
conflict.

This rule is included in the National Code of Civil
and Commercial Procedures by Law No. 22434, which
effectively continued the rule established in Law No.
17454 of September 1967. The 1967 legislation allowed
the possibility of having the jurisdiction of judges
extended in matters concerning assets, “but not in favor
of foreign judges or arbitrators acting outside Argenti-
na.”

As expected, the 1967 Law was strongly criticized,
with the result that Law No. 21305 of April 1976
amended it. Accordingly, the extension of jurisdiction in
favor of foreign arbitrators and courts was authorized,
provided that the issues were not specifically designat-
ed by Argentine law as those for which Argentine
judges had exclusive jurisdiction and provided that the
agreement whereby the extension of jurisdiction was
agreed to dated from before the occurrence of the facts
that were the basis for the intervention of the foreign
judges or arbitrators.

Law No. 21305 of 1976 was repealed and replaced
by Article 1 of Law No. 22434 of 1981, which allows the
extension of jurisdiction in cases of international con-
flicts whenever the Argentine courts do not have exclu-
sive jurisdiction on the issue and when the conflict
relates to assets.

lll. The Arbitration Clause

The Orchid Problem includes a standard clause,
which under Argentine law is valid and enforceable.
However, given the past hostility of Argentine law and
Argentine courts toward arbitration and in order to
avoid any misunderstandings, it is usual (although not
mandatory) when drafting arbitration clauses to include
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a statement specifically waiving the parties’ right to
appear in the courts.

IV. Choosing between Arbitration
and Litigation

We have already stated that it is possible to grant
jurisdiction to foreign arbitrators in regard to disputes
such as the ones that could arise from the Orchid Prob-
lem. We have also stated that the arbitration clause is a
valid and enforceable clause. From a strict legal stand-
point, there are no reasons to challenge the clause. Let
us, then, give some thought to the alternatives we face
each time we have the opportunity to choose between
arbitration and judicial litigation: Why would we prefer
arbitration instead of judicial litigation or vice versa?

In this Part IV we have included different factors
that, in our experience, should be considered when
selecting between arbitration and litigation or even
when choosing different arbitration institutions. How-
ever we ought to highlight that the personal experience
of each lawyer cannot be replaced and will often be
decisive: Each matter is different and the position of
each person, company or entity is also different at the
time of the execution of the relevant agreement or con-
tract.

A. Is Time Important?

Is the client interested in litigating for several years
or is the client interested in resolving the dispute as
soon as possible? Often that is a matter of considering,
in light of the specific contractual arrangement, what
kind of disputes are likely to arise and who is likely to
be the plaintiff and who is likely to be the defendant in
connection with those disputes. That question should
be considered by every lawyer that has to choose
between litigation and arbitration. And once a dispute
has arisen, it may be necessary to have a certain “feel-
ing” about when it is convenient or necessary for the
client to approach the other party searching for a settle-
ment—and when it is better not to make such an
approach.

At least in Argentina, a judicial procedure, from its
very beginning up to the notice of the final judgment,
with some adjustment for degree of complication, never
lasts fewer than two years.

If a quick decision is important, our experience tells
us that arbitration procedures are much quicker than
judicial actions, without considering the time that is
needed to enforce an award.

B. Where Does the Client Feel More Comfortable?

We think that it is important that a client who is
involved in a dispute feels as comfortable as possible
both before and during the procedure. The client should

feel that its statements are being listened to and under-
stood. The client, therefore, needs to feel comfortable
with the language used and with the way in which pro-
cedures are carried out. The client needs to feel com-
fortable with the environment that surrounds the tribu-
nal. We could imagine that a small company, such as
Flores in the Orchid Problem, would feel much more
uncomfortable in New York than Plantas, which
appears to be a cosmopolitan entity.

The question that heads this section can apply to
different matters that could make a party to a dispute
more or less comfortable in a specific case. The lan-
guage to be used in the dispute resolution procedures is
surely one of those matters.

C. Cost

Cost is also an important matter to consider. We are
sure that high costs will make any client uncomfortable.
In this respect, at least in Argentina, it is much easier to
estimate the costs of an arbitration procedure than the
costs of a judicial one. Nevertheless, the number of arbi-
trators, the fee and expense system of the designated
arbitration association, and the extent of evidentiary
discovery allowed by agreement of the parties or the
relevant arbitration rules have a significant bearing on
the costs of arbitration.

D. Location

In some places localism is an issue that has to be
considered, not only when choosing a place of arbitra-
tion, but also when considering the place where the
award will be eventually enforced. In our experience,
courts from some cities or countries tend to be more
than pleased to search for any excuse that will help
their fellow citizens deal with the problem locally
rather than having to contend with a foreign forum.
This is a bias that affects not only arbitration. It hap-
pens to every lawyer that has to litigate outside his or
her hometown. We think that appointing well-known
arbitration associations to handle the procedures can
minimize the effects of this problem.

Nevertheless, one should consider not only the cost
of obtaining the initial judicial decree or arbitral award,
but also the cost of enforcement—which may include
the cost of overcoming judicial hostility in the jurisdic-
tion of enforcement or collection to a foreign decree or
award.

E. Bond

The Argentine Procedural Code includes a formal
defense that allows the defendant to stop the progress
of a lawsuit if a plaintiff who is not domiciled in
Argentina and has no assets in the country does not
guarantee payment of the eventual liabilities of plaintiff
that may arise from the lawsuit. This defense is named
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“excepcion de arraigo,” and was called “cautio judicatum
solvi” in the past.

Argentina has executed several treaties with differ-
ent countries (almost all European countries) establish-
ing that foreigners will be treated in the same way as
locals, which means that in the case of plaintiffs from
those treaty countries this formal defense does not
apply. But to our knowledge there is no treaty signed
with the U.S. including such a rule. Thus international
arbitration is a way for an American plaintiff to avoid
this defense.

F.  Preliminary Relief

In the event that preventive or preliminary relief is
necessary or convenient in order to assure the status
quo during the dispute resolution procedure, such relief
is much more effective if a court issues it. If an arbitra-
tion tribunal issues such a preliminary relief, it is
always necessary to enforce such measure through the
courts. All these procedures are time consuming, and
time is of the essence when seeking preliminary relief.
To this extent, preliminary judicial relief appears to be
much more effective.

G. Subject Matter

The subject matter of the dispute that is eventually
to be resolved should be considered at the time of
choosing between arbitration or litigation, or even
when selecting the arbitration association to appoint.
The key question is the following: in the event of a con-
flict, would we be facing a dispute over facts or a tech-
nical matter or a matter of law?

In our opinion, arbitration is much more effective
when litigating about matters of law or matters that
involve technical aspects, mainly because of the ability
to arrange between the parties for the selection of arbi-
trators or technical experts knowledgeable in the sub-
ject matter of the dispute.

V. Enforcement of Foreign Awards

In the past, the Argentine law of civil procedure
relating to foreign law did not deal specifically with the
local enforcement of foreign arbitration awards as
something separate and distinct from the enforcement
of judgments rendered by foreign courts. As a conse-
quence, the same rules were applied to the local
acknowledgment of both foreign arbitration awards
and foreign court judgments.

In Werner Goldschmidt’s opinion, an arbitration
award is considered foreign if it has been issued by a

foreign arbitration tribunal, if the arbitration has been
carried out in a foreign country and, besides that, if
Argentine law has not been applied either because for-
eign law was applicable or because the arbitration tri-
bunal has judged “ex aequo et bono.”! The New York
Convention establishes that arbitration awards shall be
deemed foreign when issued outside the territory of a
country.

In this context, consider the requirements to be met
under Articles 517 through 519 of the Argentine Nation-
al Code of Civil and Commercial Procedures to allow
foreign arbitration awards to be enforced. It should be
noted that, except for two specific requirements, the
conditions for enforcement are similar to those relating
to foreign judgments and foreign awards.

According to Article 517 of our National Code of
Civil and Commercial Procedures, if there is no treaty,
in order to enforce an arbitration award, the following
requirements must be met:

® The award must be final and must be issued by a
competent court or arbitration panel.

¢ The party against whom the award is being
enforced must have been personally summoned
and been allowed the opportunity to defend its
legal rights.

® The award must be considered final and valid in
accordance with the law of the place in which it is
issued.

e The arbitration award cannot violate legal princi-
ples which offend the Argentine notion of public
order.

¢ The award must not be inconsistent with former
or simultaneous Argentine judgments.2

Endnotes
1. Derecho Internacional Privado, 488 (1982).

2. Article 519 bis also includes two additional requirements, exclu-
sively applicable to the enforcement of arbitration awards,
which must be met to allow such enforcement: (i) the extension
of jurisdiction is subject to the provisions of Article 1 of the
National Code of Civil and Commercial Procedures referred to
at the beginning of this article; and (ii) the subject matter sub-
mitted to arbitration must be capable of being settled.

Mr. Vogelius is a partner in the law firm of Estu-
dio Beccar Varela in Buenos Aires.
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Litigation Versus Arbitration in the Americas:
Advantages and Disadvantages:

A Brazilian Perspective

By Selma M. Ferreira Lemes

1. Introduction

It is important to limit the discussion of arbitration
versus litigation to the matters that Brazilian law per-
mits private parties to regulate freely by contract.
Accordingly, matters related to criminal law, tax law,
family law, and the like are excluded from this discus-
sion, since Brazilian law does not allow those topics to
be regulated by agreement of the parties. On the other
hand, all other disputes arising from rights and obliga-
tions freely agreed to within the scope of the general
obligations law may be submitted to arbitration.

Il. Discussion

A. Background

From the Brazilian point of view, the analysis of liti-
gation versus arbitration would have been entirely dif-
ferent if proposed before the new law on arbitration,
Law No. 9307, of 23 September 1996 was enacted.
Before that law became effective, the analysis would
have recommended litigation before arbitration, since
the Code of Civil Procedure previously discouraged the
use of arbitration.

There were two reasons for this.

First, the law did not grant binding mandatory
effect to the arbitration clause. Thus, if the clause was
not complied with, the effect was the same as if there
had been a default of any other contractual clause: It
was considered to be a simple promise to contract, for
which the remedy would be a damage claim. Arbitra-
tion would only be constituted and obligatory if the
parties later executed an arbitration agreement.

Second, the issued arbitration award, in order to be
effective and valid, required judicial ratification.

In view of these circumstances, arbitration was very
seldom used domestically. In international arbitration
the situation was a little better, since the Protocol of
Geneva of 1923 was in force in Brazil, and called for the
recognition of arbitration clauses. Thus Decree No.
21187/32 set forth that in international agreements the
arbitration clause had binding effect. This understand-
ing was ratified by case law by the higher courts.!

With the arbitration law of 1996, the situation was
changed and arbitration started to become a more effec-
tive instrument to resolve disputes. The 1996 law of

arbitration originated from the Model Law on Interna-
tional Commercial Arbitration of the United Nations
Commission for International Business Law Develop-
ment (UNCITRAL) of 1985 and broadly recognizes the
autonomy of the contracting parties to structure their
contractual arrangements, including dispute resolution,
as they wish.

Below we will outline the main characteristics of
the Brazilian arbitration statute, and also discuss some
aspects of the law and the judicial interpretations of it,
which in this relatively short period of time (five years)
have helped dissipate misunderstandings as to the cor-
rect interpretation of the law and to demonstrate that
the Brazilian judiciary, both in the lower courts and in
the highest court, the Supreme Federal Court (often
abbreviated as “STF”), specifically by ruling on the con-
stitutionality of some provisions of the law, have
accepted the concept of arbitration.

B. Chief Features of the Arbitration Law
1. The Agreement to Arbitrate

Parties to a contract are free to stipulate arbitration
as the means to resolve their disputes. They may do this
by entering into an arbitration agreement (“convengio de
arbitragem”), which entails agreement to an arbitration
clause (“cldusula compromissoria”), or after a dispute
arises, the parties may agree to solve it by arbitration
(“compromisso arbitral”).2

The arbitration clause (“cldusula compromisséria”) is
the convention through which the parties to an agree-
ment undertake to submit to arbitration the disputes
that may arise under that agreement. The arbitration
clause must be set forth in writing and may be articulat-
ed in the underlying agreement itself or in a separate
document that references the underlying agreement.3

The “compromise” (“compromisso arbitral”) is the
convention through which the parties submit a dispute
to arbitration by one or more arbitrators, which may be
done either in a court or extrajudicially. The “compro-
mise” document sets forth the following:

® A description of the dispute to be resolved.

e The names and qualifications of the arbitrators
and their alternates.

¢ The procedural rules to be followed.
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e Authorization for the arbitrators to come to a
decision on equitable grounds, that is, outside the
ordinary legal framework, applying the criteria of
fairness and actual knowledge and understand-
ing.5

2.  Applicability of Custom and Usage;
International Rules of Commerce

Brazilian law permits custom and usage, as well as
international rules of commerce, to be applied in an
arbitration proceeding, and the parties may agree that
the arbitration be conducted using such principles and
rules.6 The fact that rules established by the internation-
al community may be taken into account means that
important aspects of international commercial custom
and usage such as Incoterms and the Uniform Customs
and Practice for Documentary Credits, as well as Lex
Mercatoria, will find their application in the arbitration
context.

The parties may freely choose the substantive law
to be applied in the arbitration, provided that this does
not violate good practice and the public order.” If not
stipulated by the parties, the procedural rules are deter-
mined by the arbitrators unless it is an arbitration
administered by an arbitration institute that has its own
regulations. In deciding whether to apply foreign sub-
stantive law in deciding the dispute, the arbitrators will
follow the practice and case law established in the for-
eign country selected by the parties.

3. Compelling the Arbitration

If parties have agreed to a mandatory arbitration
clause that requires the parties to resolve all controver-
sies through arbitration, a special procedure may be
instituted to compel compliance with that arbitration
provision. A valid arbitration agreement in effect
removes the jurisdiction of the courts, such that, if a
party to the arbitration agreement resists the com-
mencement of the arbitration, the other party to that
agreement may commence an action to compel arbitra-
tion in particular circumstances.$

4. Binding Nature of the Arbitration Award

The arbitration award is accorded the same effect as
the final judgment of a court and is not subject to certi-
fication or appeal.?

5. “Competence/Competence” Principle

Brazilian law follows the “competence/compe-
tence” principle, that is, the arbitrator is competent to
decide whether he or she is competent to decide the
matter. Put another way, the arbitrator may rule
whether he or she has jurisdiction in the particular mat-
ter at hand.10 In this regard, Brazilian law tracks mod-
ern arbitration legislation, including Spanish law,

French law, and the Model Law on International Com-
mercial Arbitration adopted by UNCITRAL.

6. Severability of the Arbitration Clause

Brazilian law provides that the arbitration clause
stands alone. Thus, if the validity of the larger agree-
ment of which the arbitration clause forms a part is at
issue, the question of such validity is to be settled by
arbitration. This is so because of the independent validi-
ty of the arbitration clause, and an allegation of nullity
or unenforceability asserted in respect of the overall
agreement does not affect that independent validity.!!

7. Settlement

If, during the pendency of the arbitration, the par-
ties reach an amicable settlement of their differences,
the arbitrators may issue an arbitration award embody-
ing that settlement.12

8. Ethical Requirements; Arbitrator Qualifications

Brazilian law sets forth an ethics code to which the
arbitrator must adhere by performing his or her func-
tions with impartiality, independence, competence, dili-
gence and discretion.’3 Any capable person may be cho-
sen by the parties to serve as arbitrator,!4 and there is
no restriction as to the nationality of the arbitrator.

9. Modification of the Award

An arbitration award may be corrected, upon
request of the parties, in the event it contains a material
error, obscurity, doubt or contradiction.1>

10. Judicial Review

Recourse against an arbitral award by applica-
tion to a court to set aside the arbitral award is possible
in certain cases in the event of certain defects.1e There
can be an action to enforce the arbitration award as
well.17” Moreover, the determination of interim measures
remains within the authority of the arbitrators during
the arbitration, but a request must be made to the court
if enforcement of these measures is sought.1® A request
to a court for an interim measure prior to the institution
of the arbitration does not represent a waiver of the
arbitration, nor does it prevent the matter from being
referred to the arbitrators after the court’s issuance of a
preliminary order, which may subsequently even be
revoked by the arbitrators.1?

11. Arbitration Centers

The law expressly acknowledges the existence of
arbitration institutes, as well as ad hoc arbitration. There
are chambers and centers operating in several
locations,?0 such as those existing in Sdo Paulo, which
are frequently appointed to settle national and interna-
tional disputes:
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e Ciamara de Mediagio e Arbitragem de Sio Paulo do
Centro e Federacio das Indiistrias do Estado de Sdo
Paulo CIESP/FIESP (cmarbitragem®@fiesp.org.br
or www.fiesp.org.br).

e Centro de Arbitragem da Cidmara de Comércio
Brasil-Canadd (centroccbc@ig.com.br).

12. Foreign Arbitral Awards; International
Conventions

Chapter VI of the Brazilian arbitration law deals
with the recognition and enforcement of foreign arbitra-
tion awards. They are enforceable in Brazil according to
applicable international convention or, in the absence of
such convention, according to Brazilian law. Brazil,
however, has not yet ratified the United Nations Con-
vention on the Recognition and Enforcement of Foreign
Arbitral Awards.?! Brazil’s domestic arbitration law,
however, tracks the provisions of this convention. On
this basis, foreign arbitration awards have been ratified
in Brazil (even if they were issued before the effective-
ness of the Brazilian arbitration law, which, as adjective
law, applies to current actions).22

With respect to the international conventions hav-
ing internal application in Brazil, it is important to note
that Brazil has ratified? the Inter-American Convention
on International Commercial Arbitration.2¢ This conven-
tion is effective in all countries of MERCOSUR (that is,
Argentina, Brazil, Bolivia, Chile, Paraguay and
Uruguay). Indeed, sixteen countries in the Americas
have adopted it. This convention provides for (i) the
recognition of an arbitration clause of a mandatory
nature and having binding effect, whether as a clause
included in the underlying agreement or agreed to in a
separate document or as established through the
exchange by the parties of letters or communications by
telex; (ii) affording an arbitration award, which is not
appealable under the applicable law or procedural
rules, the same force and effect as the final judgment of
a judicial body enjoys; and (iii) the application of the
rules of procedure of the Inter-American Commercial
Arbitration Commission in the absence of an express
agreement between the parties. It must be noted that
Inter-American Convention on Extraterritorial Effective-
ness of Foreign Arbitration Judgments and Awards?> is
also in force in Brazil (and in all countries of MERCO-
SUR).26 It applies to judicial judgments, arbitration
awards (and decisions issued) in foreign jurisdictions in
civil, commercial and labor proceedings. The provisions
of this Convention are for the most part procedural. The
Convention supplements the Panama Convention, dis-
cussed above. It should also be noted that, as among
the MERCOSUR countries, the International Conven-
tion on Private Commercial Arbitration was signed in
Buenos Aires in 1998, and has been approved by the

Brazilian Parliament, but a decree of promulgation still
needs to be issued by the President of the Republic.

13. Disputes with the State

Arbitration can be used in disputes over financial
terms in agreements between the state and private-sec-
tor entities (in particular, public utility concessions).
Following the doctrine of ius imperium, so-called regula-
tory clauses (that is, terms dealing with the govern-
ment’s regulation of such entities) may not be submit-
ted to arbitration. The legal precedent for allowing
arbitration of economic terms was a 1995 law,2” which
provided that forum and dispute-resolution clauses
were essential to concession agreements, thereby
expanding and clarifying the provisions of the public
bidding law.28 Use of arbitration was subsequently rati-
fied by the judiciary in a decision of the Court of Justice
of the Federal District.2? Thus, beginning with the 1995
law, several succeeding laws have enhanced application
of arbitration as a dispute-resolution mechanism in the
public-private-sector context. The following are some
additional examples:

® Regarding concession agreements executed by the
National Telecommunications Agency (or ANA-
TEL), a 1997 law3V provides that these agreements
are to contain a forum clause and a clause cover-
ing the extrajudicial resolution of disputes.

® Regarding concession agreements executed by the
National Petroleum Agency (“ANP”), another
1997 law3! provides for mediation and interna-
tional arbitration as means for settling disputes
relating to such agreements.

® Regarding concession agreements for waterway
transportation, a recent law32 mandates that such
agreements contain a dispute-resolution clause
requiring mediation and arbitration.33

C. Constitutionality of Brazil’s Arbitration Law

Fortunately, the issue of the constitutionality of
Brazil’s recognition of the institution of arbitration is
well established. Brazil’s high court, the STF, has ruled
in several instances that a person may waive the right
to submit disputes to the judiciary. In particular, arbitra-
tion has been found not to violate Article 5, item XXXV
of Brazil’s Federal Constitution, which provides for the
right to a judicial hearing. That constitutional provision
is directed at the legislature and is intended to prevent
the establishment of parallel courts, which can lead to
the suppression of a citizen’s fundamental right to a
judicial hearing. This constitutional provision was
enacted in view of a practice engaged in during the dic-
tatorship of Getulio Vargas. The constitutional legisla-
ture of 1946, traumatized by the excesses of that time,
fashioned a constitutional safeguard precluding any
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legislative initiative from diminishing the rights of the
citizenry to judicial redress.

The constitutionality of Article 7 of Brazil’s arbitra-
tion law has also been specifically upheld.3* Article 7
enables a party to bring an action to compel arbitration.

In sum, after four years of judicial discussion as to
the constitutionality of the provisions set forth in
Brazil’s arbitration law,3> the STF has provided the legal
security necessary for the effective use of arbitration in
Brazil.

lll. Choosing Arbitration Over Litigation
A. Special Civil Court Actions

A 1995 law?¢ establishes a distinct procedure for
civil matters involving certain demands of up to
R$6,400.00 (U.S. $3000.00). The law also affords prefer-
ential treatment to mediation and establishes a simpli-
fied procedure for appeals. Only individuals (and thus
no legal entities) may file actions before this special civil
court. An arbitration agreement seldom exists in situa-
tions involving the small amounts that are covered by
the special court. The law also provides that in cases
involving disputes of up to R$3,200.00 (U.S. $1,500.00),
the parties may appear without attorneys.

B. Consumer Disputes

Arbitration in the consumer area has not yet been
addressed by the authorities, nor have incentives been
provided by those offering products and services in
Brazil to induce dispute resolution by arbitration.3” Dis-
putes in this area are either settled in special civil courts
or are subject to conciliation proceedings by the con-
sumer protection and defense agencies.

C. Labor Disputes

Arbitration is well-accepted in labor disputes, with
arbitration awards issued relatively quickly (on aver-
age, within thirty days). Court actions involving labor
disputes, on the other hand, can take as long as two
years or longer to reach a decision in the first instance.
The arbitration option is set forth, generally, in collec-
tive bargaining agreements. Conselho Arbitral de Sdo
Paulo (or “CAESP”) (www.caesp.org.br) is active in Sdo
Paulo and administers, through agreements with
employers and workers” unions, labor arbitration proce-
dures. Since its establishment in 1999, CAESP has
issued over seven thousand labor and civil arbitration
awards. The awards typically involve about U.S.
$1,200.00. Arbitrators often determine the release of
deposits related to the Guarantee Fund for Length of
Service (or “FGTS”), involving severance and insurance
awards for dismissal without cause, but such awards
are sometimes not recognized by the Federal Savings
Bank. In the face of such resistance from the Bank, the

affected parties often resort to the courts, filing writs of
mandamus seeking preliminary injunctions, which can
then be confirmed in final judgments.

D. Business Litigation

Not unlike the situation in other countries, litiga-
tion involving complex civil and business matters,
where the financial stakes are often correspondingly
high, takes, on the average, eight years to reach final
judgment in Brazil. Many factors contribute to this: the
number of pending actions, the number of available
judges, and procedural rules that enable the filing of
countless appeals (namely, more than fifty).

IV. Conclusion

Arbitration can be viewed as a way of abetting the
administration of justice. Justice delayed, as the saying
has it, is justice denied. The time factor, the expertise of
the arbitrators in the field involved in the dispute, the
confidential nature of the arbitration, the power that the
parties exercise in the arbitration process over the selec-
tion of arbitrators and the procedural rules to be
observed by the arbitrators: These are all factors that
favor arbitration. Thus, the use of an appropriately
worded arbitration clause within the context of a legal
(including judiciary) framework that encourages arbi-
tration and discourages abuses makes arbitration an
efficient method for resolving differences without delay
and undue difficulty.
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General Overview of Brazilian Environmental Law

By Luiz Fernando Henry Sant’Anna

1. Introduction

The first statutory effort in Brazilian law to deal
with environmental matters appears in the Brazilian
Civil Code, enacted in 1916, which has provisions that
prohibit the use of property whenever such use may
disturb the owner or the occupants of adjacent property.

Subsequently, legislation dealing with the protec-
tion of the environment was spread out through several
federal and state laws dealing with several matters
related to the environment, such as the use of property,
water resources, forests, animal life, mining resources
and others.

The first attempt to systemize the control and regu-
lation of environment protection occurred with the
enactment of Federal Law No. 6.938/1981 and ancillary
regulations. The law created certain very important
substantive and procedural mechanisms, remedies and
types of relief (such as the environmental class action
called “Public Civil Action”) to facilitate effective pro-
tection against environmental damage. This law pro-
vides for the creation of certain general principles of
environmental law applicable to licensing and enforce-
ment.

The systematic legal protection of the environment
in Brazil was recognized by the Brazilian Constitution
of 1988 as a right of all, imposing responsibilities on
both the state and the public to protect the environ-
ment. Following the 1988 Constitution, many important
federal and state laws were enacted, most notably the
federal law regulating criminal offenses resulting from
practices that cause harm to the environment.

The purpose of this article is to present a general
overview of the framework of environmental law and
principles under Brazilian law.

Il. The Organizational Structure of the
National Environmental System

The “National System for the Protection and
Enforcement of the Environment” was created by Law
No. 6.938/81, and comprises the following governmen-
tal bodies:

e National Environmental Council or “CONA-
MA” (Conselho Nacional do Meio Ambiente) —
The main objective of CONAMA, which is the
National Council for the Environment, is to delib-
erate, within the scope of its competence, about

rules and standards that are essential to public
health and safety and that are compatible with an
ecologically balanced environment, and to sup-
port, study, and propose to the Ministry of the
Environment (see below) governmental policy
relating to the environment and natural
resources.

Ministry of the Environment, Water Resources
and the Legal Amazon Region (Ministério do
Meio Ambiente, dos Recursos Hitricos e da Amad-
zonia Legal) — The Ministry of the Environment
supports the President of the Republic in the for-
mulation of national policy and governmental
objectives concerning the environment and natu-
ral resources. This Ministry oversees the Institute
of the Environment and Natural Renewable
Resources (Instituto Brasileiro do Meio Ambiente e
dos Recursos Naturais Renovdveis) or “IBAMA.”

IBAMA (Instituto Brasileiro do Meio Ambiente e
dos Recursos Naturais Renovdveis) — The Insti-
tute is an executive agency at the federal level,
and has jurisdiction over the licensing of activi-
ties with regional impact that involve more than
one state. These activities involve projects of
national interest, such as hydroelectric power
plants, nuclear power plants, and the like.
IBAMA works very closely with state environ-
mental agencies, and it is these well-structured
state agencies that carry out inspections, permit-
ting and the like.

State Environmental Agencies handle the licens-
ing of industrial enterprises, as well as any other
activity that may affect the environment. They
also investigate complaints of any reported envi-
ronmental pollution or other damage and con-
duct inspections. Considered as the most devel-
oped state due to its great concentration of
industries, Sdo Paulo has the fifth largest environ-
mental agency in the world. CETESB (Companhia
de Tecnologia de Saneamento Ambiental) , the state
environmental agency of Sdo Paulo, has over
2,200 employees, among them a significant num-
ber of highly qualified and well-trained techni-
cians and environmental engineers.

Municipal Agencies exist only in the larger cities
and generally handle the licensing of municipal
public projects.
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lll. The Statutory and Regulatory Scheme;
Strict Liability

A. Statutory Framework

1. Federal Constitution

To ensure an ecologically balanced environment,
Brazil’s Federal Constitution sets forth the following.

* Every work or activity with a potential for sub-
stantial degradation of the environment can be
undertaken only after the submission and
approval of a public environmental impact
report.

e Sites at which mining activities are carried out
must be restored or remedied in accordance with
technical specifications discussed with the appro-
priate environmental authorities.

e For the preservation of the environment and nat-
ural resources, the Amazon Forest, the Atlantic
Forest, the Swampland (i.e., the lowlands of Mato
Grosso and the Coastal Zone) are considered part
of the national patrimony, such that they can be
used only as the law directs.

e Nuclear power plants are to be located as provid-
ed by federal law.

2. Federal Statutes and Regulations

As noted above in the Introduction, the Brazilian
Civil Code, enacted in 1916, was probably the first legal
statute in the country with a provision related to an
environmental issue.

The following are some noteworthy federal statutes
affecting the environment:

e Federal Law No. 6.938/81 — National Environ-
mental Policy Law, which sets forth the general
guidelines and mechanisms for the preservation,
enhancement and remediation of the environ-
ment necessary for the development of life and its
sustenance.

e Federal Law No. 7.347/85 — Law of the Public
Civil Action (discussed below), which created a
procedural mechanism for protecting the environ-
ment.

e Federal Law No. 9.605/98 — Law of Environmen-
tal Crimes, which established criminal and
administrative penalties for those in violation of
certain environmental laws.

e Federal Decree No. 3.179/99, which regulates the
provisions of the Law of Environmental Crimes.

3. State and Municipal Laws

State and municipal laws may also be applicable
under the Brazilian federal system. Areas in which state
or local law might apply are described in the course of
the discussion below.

B. The Principle of Strict Liability

Civil liability for environmental damage is based on
strict liability, for which no finding of fault is required.!
Liability will be found if a causal relation is established
between the industrial activity and the environmental
damage. In addition to providing for indemnification or
remediation of the damage caused to the environment,
a party who exposes humans, animals or vegetation to
environmental harm or who is contributing to an exist-
ing environmental danger is subject to a penalty rang-
ing from one to three years’ imprisonment and to fines.

IV. Permitting and Other Mechanisms for
Environmental Control

The chief mechanisms used in the Brazilian legal
system to control the environment are described below.

A. Permitting
1. Responsibility for Permitting

According to Brazil’s National Environmental Sys-
tem, the permitting of potentially polluting activities is
undertaken, according to the particular circumstances
of the case, by federal, state or municipal environmental
authorities.

IBAMA is responsible for permitting potential
sources of pollution located in more than one state and
in cases in which there is a conflict between the states,
usually when a source of pollution is located in one
state but affects another state. As already noted, the
state environmental agencies handle the permitting of
industrial enterprises, as well as any other activity that
may affect the environment; investigate complaints in
connection with environmental pollution or damage;
and conduct inspections. Municipal environmental
agencies exist only in the larger cities and basically han-
dle licenses relating to municipal public projects.

For all activities that might potentially cause an
impact to the environment one must obtain a prior or
preliminary permit from the competent public authori-
ty. CONAMA’s Resolution 237/97 lists some activities
that are presumed as “potentially causing environmen-
tal damage,” such as extraction of minerals, metallurgi-
cal industry, mechanical industry, wood industry, chem-
ical industry, transport, terminals and deposit, and use
of environmental resources. It is important to remark
that, even if the activity is not listed by CONAMA’s
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Resolution 237, the public authorities might request
environmental permits whenever the activity is consid-
ered as potentially harmful to the environment.

2. Three Types of Source Licensing Permits

The permit procedure for any potential source of
pollution involves three consecutive steps, correspon-
ding to the issuance of three different permits by the
competent environmental agency, as described below:

(a) Preliminary Permit (Licengca Prévia): This refers
to the preliminary examination of the feasibility of the
intended activity at the desired location. For example,
some activities are not permitted near areas of perma-
nent preservation, in certain hydrological basin areas,
and the like. When necessary in specific cases, a prelim-
inary permit may authorize the entrepreneur to carry
out analyses and preliminary tests at the chosen site,
aimed at determining the feasibility of the proposed
venture. This permit usually takes from twenty to forty
days to be issued.

(b) Installation Permit (Licenga de Instalacdo):
Based on a concrete analysis of the intended operation,
an installation permit will establish the specific condi-
tions to be complied with so as to eliminate or mini-
mize any harm to the environment. The installation per-
mit authorizes the construction of the production units
of the venture or the conduct of the activities which
triggered the requirement to obtain the preliminary per-
mit mentioned above, pursuant to the terms and condi-
tions approved by the state environmental agency. This
permit may take approximately thirty to ninety days to
be issued, depending on the complexity of the opera-
tion.

(c) Operations Permit (Licenga de Operagio): This
permit authorizes the entrepreneur to operate the busi-
ness. Once the operation is ready to start, the environ-
mental authorities are informed and must send an
inspector to the site to verify whether all the terms and
conditions set forth in the installation permit have been
complied with. If the operation is not a complex one,
this permit may take thirty to sixty days to be issued. In
some cases, temporary permits are issued to authorize
the operation of the business. This allows the authori-
ties to check the effectiveness of the treatment systems
used on the project for effluents, emissions, and the
like.

3. Environmental Impact Statements and Reports
Prior to Permitting “Per Se” Activities

Certain activities are considered per se harmful to
the environment. Examples include roads with two or
more lanes of traffic; railways; ports; chemical, oil, and
mining terminals; airports; pipelines; power plants;
industrial complexes for production of oil, steel, and

alcohol; and other activities potentially harmful to the
environment.

Environmental permits for these types of activities
can be issued only after an environmental impact state-
ment (“EIS”) and a corresponding environmental
impact report have been submitted to the appropriate
state environmental agency for approval.

In addition to describing the proposed activities,
the EIS must do the following.

e Contemplate all technological alternatives
(including alternative locations of the project),
confronting each one with the supposition of not
going forward with the project.

¢ Identify and evaluate systematically the environ-
mental impacts occurring in both the installation
and operation phases.

¢ Define the geographical limits of the areas that
will be directly and indirectly affected by the
impact (the “area of influence” of the project) and
the hydrographic basin in which is located.

e Provide evidence that the project is compatible
with governmental programs being implemented
in, as well as any governmental plans proposed
for, the area of influence of the project.

The Environmental Impact Report must reflect the
conclusions of the EIS and must contain, inter alia, the
following.

e The justification for and objectives of the project.

¢ A description of the project, area of influence,
sources of energy, operational process and tech-
niques, effluents, emissions, and the like.

¢ A description of the probable environmental
impact.

o A description of the supposed effect of the meas-
ures to be taken to mitigate any negative impacts.

The EIS and corresponding Report constitute a pub-
lic procedure and may involve public hearings for dis-
cussion of the project and its environmental impacts.
The EIS and Report usually take from eight to eighteen
months to finalize and be approved. However, depend-
ing on the activity, they may take up to two or three
years to complete. The Environmental Impact Report
must be written in non-technical language, understand-
able to non-experts who will have access to the docu-
ment and who will discuss it at public hearings.

The authority to decide whether a given enterprise
must submit an EIS rests with the state or municipal
environmental agency, or both.
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B. The Transfer of Permits

1.  Ability to Transfer Permits

There are no general obstacles to be found in
Brazil’s environmental laws affecting the ability of over-
seas companies to acquire an operating business. Per-
mits and licenses are not an issue in a stock acquisition
deal. The transfer of ownership of the shares or quotas
does not even need to be communicated to the environ-
mental agency.

2. Stock Versus Asset Acquisition

From a Brazilian legal standpoint, there is no differ-
ence, insofar as environmental liability is concerned,
between an acquisition of shares or quotas (that is, the
acquisition of the legal entity) and an acquisition of
assets (that is, the acquisition of an operation or ongo-
ing business segment).

3. Transfer of Permits in an Asset Deal

If assets (rather than stock) are acquired, the acquir-
er will need to apply for the transfer of the permits
from the former legal entity owning the operation.
Indeed, according to Brazil’s environmental system,
environmental permits are connected with the site of
the industrial or business operations. Therefore, the
transfer of a business operation to a different legal enti-
ty entitles the person or entity thereafter responsible for
the operation to file an application with the competent
state environmental agency for the transfer of the envi-
ronmental permits to the new legal entity. Prior to
approving such a permit transfer, however, the environ-
mental authorities will inspect the site to ensure that the
permits reflect actual operations; that no building has
been expanded or production capacity increased; and
that no new activities or operations have been added
without the necessary additional permits. The environ-
mental authorities will also verify whether the business
operation is in compliance with the conditions set forth
in the operating permit. If the business operation is
being conducted in accordance with the permits, the
permits will be transferred.

Attorneys or technical consultants handle the appli-
cation for the transfer of permits upon a transfer of
ownership of a business operation. In fact, consultants
usually prepare the application, with the assistance of
attorneys.

C. The Green Protocol and Similar Agreements

1.  The Ten Principles

Brazil’s federal government is encouraging private
banks operating in Brazil to adhere to the so-called
“Green Protocol,” which comprises several principles

that must be followed in furnishing credit to projects in
accordance with the concept of sustainable develop-
ment.

The general principles of sustainable development
set forth in the Green Protocol are as follows.

1. The protection of the environment is an obliga-
tion of all those who wish to improve the quality
of life on the planet, and is not subject to any
time or geographical limits.

2. A dynamic and versatile financial sector is fun-
damental to sustainable development.

3. The banking sector should increasingly prioritize
the financing of projects that are less harmful
towards the environment and exhibit the charac-
teristics of sustainability.

4. Environmental risks should be considered in the
analysis and conditions of funding.

5. Environmental management requires the adop-
tion of practices that anticipate and prevent any
deterioration of the environment.

6. The participation of clients is indispensable for
the execution of the environmental policy of the
banks.

7. Compliance with applicable provisions of envi-
ronmental laws and regulations is mandatory,
and the banks should participate in their promo-
tion among their clients.

8. The execution of environmental policy by the
banks requires the establishment and training of
specialized teams within their staff.

9. Waste minimization, energy efficiency and the
use of recycled materials are practices that
should be stimulated at all operational levels of
the banks.

10. All financial institutions should be committed to
these principles.

This protocol has been agreed to by the Bank of Brazil,
the Federal Savings Bank, the Bank of Northeast of
Brazil, the Bank of Amazon, and the Economic and
Social National Development Bank, all of which are
government banks. Brazilian private banks have not yet
signed the Green Protocol, but private banks do have a
policy requiring compliance with certain environmental
standards as a condition to financing the acquisition of
legal entities or assets. Due to the high cost of money in
Brazil, however, it is not at all common for such acquisi-
tions to be financed locally.
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2. BNDES Resolution

The Economic and Social National Development
Bank or “BNDES” (Banco Nacional de Desenvolvimento
Econbémico e Social), far before the execution of the Green
Protocol, issued Resolution No. 665/87, establishing
certain requirements applicable to all agreements exe-
cuted with BNDES. Chapter VI, Clause 4, item X of the
Resolution provides that it is a general obligation of the
beneficiary to comply with the environmental require-
ments of BNDES, as well as those of federal, state and
municipal authorities.

3. PROCOP

The Bank of the State of Sdo Paulo has a financing
line with the World Bank Program for Pollution Con-
trol, called PROCOP, for implementation of systems for
pollution control and the remediation of degraded
areas. This financing provides lower interest rates, as
well as certain grace periods, and a favorable term. The
financing must have the prior approval of the Sao Paulo
state environmental agency, CETESB.

D. Restrictions on Financing and Tax Incentives

Restrictions imposed by the environmental laws in
regard to financing and tax incentives are not tied to the
acquisition of an operation, but rather to the permitting
of the operation and compliance with environmental
regulations.

For example, article 12 of Federal Law No.
6.938/81, which deals with Brazil’s National Environ-
mental Policy, states that governmental financial enti-
ties, as well as governmental agencies offering incen-
tives, must condition approval of projects qualifying for
financing or for incentives on the permitting of the proj-
ect and full compliance with the rules, criteria and stan-
dards established by Brazil’s National Environmental
Council, CONAMA. These governmental entities and
agencies must clearly delineate in the project require-
ments what measures will need to be implemented and
what equipment will need to be acquired to control
environmental deterioration and to improve environ-
mental quality. If the recipient of any such tax benefit or
financing fails to undertake such measures, that party
may be required to forfeit all or part of the tax benefits,
or all of the incentives, granted by the government or
may be subject to a suspension of such incentives. Such
penalty would be in addition to any civil or criminal
penalty such conduct otherwise entails.

A more recent provision, Paragraph 8 of Article 72
of the Federal Law No. 9605/98, states that penalties
include the forfeiture or restriction of tax incentives or
other benefits and the forfeiture or suspension of partic-
ipation in any financing offered by official credit institu-
tions.

Article 21 of State Law No. 9.509/97, which deals
with environmental policy in the State of Sao Paulo,
provides that, if the activities of installation or opera-
tion of any business deemed a source of pollution are
started before the respective environmental permits are
granted, the officers of the environmental agency in
charge of issuing such permits must take the necessary
measures to stop such installation or operation, seek
judicial relief, if necessary, and communicate that fact to
entities that are financing the project.

E. Other Mechanisms for Environmental
Protection

In addition to the methods described above, Brazil’s
National Environmental Policy includes the following
important means of enforcing the environmental laws
and protecting the environment.

¢ Incentives for the production and installation of
equipment and the development or implementa-
tion of technology focusing on the improvement
of the environmental quality.

e Creation of territories specially protected by fed-
eral, state and municipal public authorities (such
as areas of relevant ecological interest and areas
containing mineral reserves).

e Disciplinary and compensatory penalties for non-
compliance with measures necessary for preserv-
ing the environment or remediating environmen-
tal degradation.

¢ Establishment of a technical registry of activities
that are potentially polluting and of permitted
users of environmental resources.

V. Environmental Due Diligence

A. Due Diligence: Not Legally Required, but
Strongly Recommended

The regulations themselves do not require a buyer
to conduct any “due diligence” review before acquiring
a business operation. In practice, however, due to the
liability imposed on the buyer under the principle of
strict liability, due diligence can only be strongly recom-
mended. As noted above, this strict liability requires a
polluter to indemnify against or remediate the damage
caused to the environment or to third parties affected
by its activity, regardless of actual guilt on the part of
that polluter. Thus, an environmental due diligence
review should be conducted at the site of the business
operation prior to the submission of any offer to acquire
that operation. The due diligence review should consist
of the verification of all licenses and files of environ-
mental documents that may reflect the state of relations
between the business operation and the environmental
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agencies to which the operation is subject. In addition,
at least a “Phase I” environmental audit should be car-
ried out at the site in order to identify potential or actu-
al problems. If problems are uncovered, a “Phase 11"
audit should be conducted to measure the extent of the
problems and to identify possible methods of remedia-
tion. Matters discovered by the buyer during such due
diligence review or audits are commonly used as lever-
age for obtaining concessions from the seller. If, for
instance, the environmental due diligence review
reveals that the system for treatment of effluents was
not working efficiently and needed to be improved, the
buyer might require from the seller a reduction in the
sale price in an amount necessary to cover such
improvements.

B. Remediation Agreement with Environmental
Agency (“Term of Adjustment of Conduct”)

After settling with the seller on a reduction in the
purchase price so as to have the funds necessary to
finance remediation work and/or to finance necessary
improvements to avoid future environmental liability, a
purchaser frequently enters into an agreement called a
“Term of Adjustment of Conduct” (Termo de Ajustamento
de Conduta) (discussed in more detail below) with the
appropriate state environmental agency and with the
district attorney in charge of the environment. Such an
agreement contains full disclosure of the environmental
damage (or the deficiency of the treatment system or
the like); the proposed remedial measures to be taken
by the purchaser; and a time schedule for accomplish-
ing the work. By taking the foregoing steps, a purchaser
acquiring a business can be afforded some protection
against the environmental liability to which such a pur-
chaser might otherwise be subject.

VI. Remedies

A. Obligation to Indemnify

There are few judicial precedents concerning the
duty of a party to pay for the remediation of environ-
mental damage.

In September of 2001, in a civil action commenced
by the public prosecutor, a lower court of the Second
Civil Jurisdiction of the City of Sdo Vicente ordered the
payment of approximately $8 million to the State Fund
for Environmental Restoration with respect to the con-
tamination of five sites in the city of Sdo Vicente.

In 1992, a state-owned company in Sao Paulo was
ordered by the First Civil Jurisdiction of Pereira Barreto,
in the State of Sao Paulo, to pay to the State Fund for
Environmental Restoration the amount of approximate-
ly $200 million for damages to flora and fauna after the
company installed a hydroelectric power plant on the
Tiete River in the State of Sdo Paulo. Later in 1995 the

Fifth Chamber of the Sdo Paulo State Court of Justice
reversed the decision of the court of first instance.

In another case, one of the largest private industrial
groups in Brazil had obtained an installation permit for
a hydroelectric power plant in the State of Parana. The
license was revoked by an injunction granted by the
Eleventh Civil Jurisdiction of Curitiba in a civil action
commenced by a federal public prosecutor on the
ground that there had been irregularities in the granting
of the license.

B. Public Civil Action

In a “public civil action,” a court order may be
sought requiring a polluter to make a cash payment or
requiring the polluter to do something or to refrain
from doing something. A public civil action may be
commenced by a public prosecutor, the federal govern-
ment, a state or municipal government, a public compa-
ny, a foundation, or an environmental association duly
organized and existing for at least one year prior to the
action.

If an environmental association commences a civil
action and subsequently abandons the case, the public
attorney is substituted for the plaintiff.

A plaintiff association will not be liable for any
court costs, attorneys’ fees (including the fees of
experts), or any other expense, except if the association
is proved to have litigated in bad faith. If an association
brings a public civil action in bad faith, the association
and the director responsible will be held jointly liable
for payment of an amount equal to ten times the judi-
cial costs and for any losses and damages sustained by
the defendant.

C. Class Action (Acdo Popular)

Article 5, LXXII of Brazil’s Federal Constitution pro-
vides that “each and every citizen is a proper party for
bringing a class action that aims at voiding an act harm-
ful to the overall community or to an entity of which
the state is a part . . ., the environment and the historic
and cultural heritage, and such plaintiff is exempted
from the payment of judicial fees and costs, except
when acting in bad faith.”

D. Collective Rights: Writ of Mandamus

Prior to the adoption of the Federal Constitution of
1988, the writ of mandamus could only be filed by an
individual. After the adoption of the Constitution, not
only individuals but also associated entities, political
parties, and unions were empowered to file the writ.
Today, all of the foregoing entities may file the writ on
behalf of “trans-individual” interests. This affords pro-
tection not only to “collective interests” but also to cer-
tain categories of interests relating to the quality of life,
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referred to as “diffuse interests,” of which environmen-
tal protection is one of the most important.

After the adoption of the 1988 Federal Constitution,
the Collective Writ of Mandamus can be filed not only
on behalf of individual or collective interests, but also
on behalf of diffuse interests, such as environmental
issues.

E. Direct Action Regarding the Unconstitutionality
of a Law

According to Articles 102 and 103 of the Brazilian
Constitution, the proper parties to an action to deter-
mine the constitutionality of a law are the Brazilian Bar
Association’s Federal Council and union confedera-
tions, as well as class entities or institutions of national
scope. Such an action seeks a finding that laws or ruling
acts are contrary to general or environmental principles
protected by the Constitution.

F.  Remedial Plan: “Term of Adjustment of
Conduct” (Termo de Ajustamento de Conduta)

Environmental problems may expose a company
and its managers to civil penalties and other civil sanc-
tions, as well as to criminal sanctions. A company that
is aware of the existence of an environmental problem
and does not immediately disclose the situation to the
appropriate environmental authorities risks the imposi-
tion of increased penalties and harsher sanctions.

In cases of environmental accidents, soil contamina-
tion, air emissions, liquid effluents, and the like, it is
recommended that a detailed study (conducted with
the assistance of environmental consultants) be under-
taken for purposes of finding possible solutions to cor-
rect the problem and to restore the environment to its
prior condition when possible, or to minimize or miti-
gate the environmental damage. Such a detailed study
should be undertaken after a preliminary study of the
factual situation has been conducted to identify the
problem and its legal consequences.

After the detailed analyses are completed, the pro-
posed remediation or other solution is then typically
discussed with the state environmental agency having
jurisdiction over the operations at issue. The goal of
such discussions is to elicit the support of the state
environmental agency for the remedial actions pro-
posed and to obtain the agency’s approval of a
timetable for completing the remedial work. After the
support of the state environmental agency is obtained,
the matter is then discussed with the environmental
district attorney, and a document called a “Term of
Adjustment of Conduct” (Termo de Ajustamento de Con-
duta) is negotiated and ultimately entered into by repre-

sentatives of the company, the state environmental
agency and the environmental district attorney.

By entering into a Term of Adjustment of Conduct,
a company can substantially reduce (and in most cases
eliminate) its exposure to criminal liability in connec-
tion with the matter and can also thereby preclude any
further action on the part of the state environmental
agency, as well as any civil action requiring the compa-
ny to pay monetary damages.

G. Criminal Liability of Legal Entities: State Law
No. 9605/98

State Law No. 9605/98 introduced an entirely new
concept by imposing criminal liability on legal entities.
Traditionally, the criminal code imposed criminal
responsibility only on individuals. Thus, in the case of
crimes committed by a legal entity, criminal liability
was imposed on individuals, that is, on the directors
and managers (including members of technical and
advisory councils) responsible for the act or omission
that resulted in the criminal violation.

Under the new law, a legal entity will be held liable
under administrative, civil and criminal laws whenever
such a law is violated as a result of the decision of a
legal or contractual representative of the entity or of
any of its constituent bodies, made in the interest or for
the benefit of the legal entity. Moreover, the imposition
of such liability on the legal entity does not affect the
liability of the individuals involved, who will also be
personally liable for their acts or omissions. If necessary,
the authorities may pierce the corporate veil and disre-
gard the legal entity whenever it constitutes a barrier or
obstacle to the recovery of environmental damages.

Penalties other than imprisonment will be imposed
in the following circumstances: (a) where the crime is
unintentional or the penalty of imprisonment that
would otherwise apply is less than four years; and (b)
where a penalty other than imprisonment is deemed
sufficient to redress the crime in light of the level of cul-
pability and prior record and background of the guilty
party, as well as the motive and circumstances of the
crime. If a penalty other than imprisonment is imposed,
the duration of such penalty will be for the same period
of time for which the term of imprisonment would have
been imposed.

The penalties imposed in such cases include the fol-
lowing: (a) community service; (b) the temporary inter-
diction of certain rights; (c) the partial or total suspen-
sion of activities; (d) the payment of a cash
contribution; and (e) confinement at home.

Community service requires the convicted party to
work without compensation in public parks and gar-
dens and conservation units, or, in situations where pri-
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vate or public property has been damaged, to actually
participate in the remedial work, if possible.

Temporary penalties that include an interdiction of
rights prohibit the violating party from contracting with
the government, receiving tax incentives and other ben-
efits, and participating in public auctions. The duration
of such a penalty is five years in cases of intentional
crimes and three years in cases of unintentional crimes.

The suspension of business activities will be
ordered if such activities are not in compliance with
applicable regulations.

Cash payments involve the payment of money to
the victim or to a private or public entity having a
social purpose. The amount of payment is established
by the judge and may not be lower than the minimum
wage for one day’s worth of labor nor higher than the
minimum wage for three hundred sixty days” worth of
labor. Any such amount paid by the convicted party
will be deducted from the amount of any damages that
party is required to pay as a result of a civil action.

Confinement at home is essentially a self-imposed
penalty and entails a sense of personal responsibility of
the convicted party, who—without being under surveil-
lance—must work, attend courses, and engage in
authorized activities, remaining restrained on holidays
and during non-working hours at his home or other
regular place of residence, as established in the court
order.

The following circumstances may mitigate the
penalties to be imposed: (a) the party’s low level of
education; (b) the party’s contrition, evidenced by his
spontaneous remediation of the damage or substantial
limitation of the environmental degradation caused; (c)
the party’s having publicly communicated the fact of
imminent danger of environmental degradation; and
(d) the party’s collaboration with the agency in charge
of inspections and environmental control.

The following circumstances may result in an
increased penalty (to the extent they do not themselves
constitute the crime): (i) recidivism involving environ-
mental crimes; (ii) premeditation; (iii) seeking a pecu-
niary advantage; (iv) forcing a third party to participate
materially in carrying out the violation; (v) gravely
affecting public health or exposing it to grave danger;
(vi) causing ancillary damage to the property of third
parties; (vii) affecting areas of conservation units or
areas subject to a special regime of use; (viii) affecting
urban areas; (ix) causing danger to the fauna; (x) com-
mitting the violation on Sundays or holidays; (xi) com-
mitting the violation at night; (xii) committing the viola-
tion in times of drought or flood; (xiii) causing harm to

a specially protected territory; (xiv) using cruel methods
for killing animals; (xv) using fraud or abusing a confi-
dence; (xvi) abusing the rights established by license,
permit, or environmental authorization; (xvii) engaging
in the unlawful act on behalf of a legal entity main-
tained totally or partially with public support or with
tax incentives; (xviii) affecting threatened species listed
in official reports of the competent authorities; or (xix)
engaging in the unlawful conduct with the help of a
public servant in the exercise of his or her official func-
tions.

As noted above, penalties other than imprisonment
may be imposed only if the term of imprisonment that
would otherwise apply is less than three years.

Expert testimony will be heard to determine the
extent of the harm done to the environment, so as to fix
the appropriate amount of damages for purposes of set-
ting bail and calculating the penalty.

To summarize, the penalties that can be imposed,
solely, cumulatively or in the alternative, on legal enti-
ties are the following.

® The payment of a monetary penalty.
e Restrictions on rights.
e Community service.

The rights of such entities may be restricted by
imposition of the following.

e A total or partial suspension of activities.

e A temporary interdiction of the industrial facility,
work or activity.

¢ A prohibition against contracting with govern-
mental authorities, as well as the suspension of
governmental subsidies.

The interdiction will take place when the industrial
facility, work or activity is being operated or conducted
without the necessary authorization, in violation of the
authorization granted, or in violation of applicable reg-
ulations. The prohibition against public contracting or
against public subsidies or other incentives can be
imposed for a term not exceeding ten years. Communi-
ty service rendered by a legal entity consists in (i) spon-
soring and supporting environmental programs and
projects; (ii) the performance of work to restore degrad-
ed areas; (iii) the maintenance of public spaces; and
(iv) contributions to environmental and public cultural
entities.

Finally, any legal entity that is organized or used
for the purpose of allowing, facilitating, or covering up
environmental crimes is subject to liquidation, with its
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assets deemed an instrumentality of the crime and thus
subject to confiscation for the benefit of the National
Imprisonment Fund.

VIl. Conclusion: Perspectives on Developments
Involving Deregulation and Voluntary
Controls in Brazilian Environmental Law

Brazilian law does not contemplate incentives for
environmental protection, nor does it contemplate
adoption of the Eco-Management and Audit Scheme
(EMAS), established by the European Union, or of ISO
14000, established by the International Standards Orga-
nization (ISO). However, the environmental authorities
look favorably on companies that obtain ISO 14000 cer-
tification, because such certification implies that the
company is especially concerned with the environment
and is in compliance with environmental laws.

Perhaps a sign of future deregulation is the fact that
certain environmental authorities (especially CETESB,
in the State of Sao Paulo) are informally providing
incentives to industrial companies that adopt self-moni-
toring procedures, pursuant to which such companies
regularly monitor their emissions, as well as the effec-
tiveness of the equipment used to prevent or mitigate
polluting effects, and regularly take samples for analy-

sis by private laboratories that stand in high repute
with the environmental authorities.

The results of such voluntary environmental self-
monitoring and controls would be furnished to the
authorities on a regular basis. This kind of voluntary
self-monitoring program would engender a close work-
ing relationship between the self-monitoring companies
and the environmental authorities.

At the federal level, there is a bill pending in the
Brazilian Congress since 19922 that would obligate pub-
lic and private companies that may potentially cause
pollution to submit every two years to an environmen-
tal audit for the purpose of verifying compliance with
the environmental laws, regulations and technical
requirements. Several states already impose such an
audit obligation. The audit would be carried out by
individuals or legal entities duly authorized by environ-
mental authorities.

Endnotes
1.  Law No. 6.938/81, Article 14, Paragraph 1.
2. Bill No. 3162.
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American and Swiss Anti-Money-Laundering Laws

in Light of September 11

By Susan Weerasinghe and Juerg Kaempfer

1. Introduction

As a result of the recent events in New York, Wash-
ington, D.C., and Pennsylvania, the trafficking and
retaining of illegally received money has taken on a
new relevance: money laundering! has become the
most significant economic phenomenon of organized
crime and terrorism. Soon after President George W.
Bush announced his global fight against terrorism, it
became clear that, for the fight to be effective, terrorists
would have to be drained of their monetary resources.
The President therefore signed into law the “Uniting
and Strengthening America by Providing Appropriate
Tools Required to Intercept and Obstruct Terrorism
Act” (“USA Patriot Act”) on 26 October 2001.2 Its Title
III contains the “International Money Laundering
Abatement and Anti-Terrorist Financing Act” of 2001
(the “Act”), which profoundly expands existing U.S.
anti-money-laundering laws.

Il. Overview of the U.S. International Money
Laundering Abatement and Anti-Terrorist
Financing Act

A. Generally

The Act is far-reaching in scope, covering a broad
range of financial activities and institutions. It focuses,
in particular, on mandatory internal compliance pro-
grams, broader application of reporting requirements,
provisions to reach foreign nationals and foreign finan-
cial institutions, and forfeiture provisions. The Act is
designed as a framework law, meaning that only a few
requirements take effect immediately and without the
issuance of regulations. Most provisions, however, must
be implemented through regulations that will be prom-
ulgated by the U.S. Department of the Treasury (“Trea-
sury”). Treasury must therefore collaborate and consult
with other regulatory agencies.3

B. Identification Requirements

The general thrust of the Act is a series of “special
measures” that may be imposed by Treasury at any
time upon the finding of “primary money laundering
concern.” If implemented, these special measures will
require domestic financial institutions to provide infor-
mation on beneficial owners of accounts and on partici-
pants in payable-through,* correspondent5 and private
banking accounts, even though such persons are out-
side the United States. In the case of private banking
accounts (with minimum assets of $1 million) or corre-
spondent accounts involving non-United States per-

sons, Treasury’s duties go further. It must issue regula-
tions by 24 April 2002 requiring financial institutions to
establish special due diligence programs® to detect and
report money laundering, regardless of whether it finds
a “primary money laundering concern.” In addition,
financial institutions are prohibited from establishing or
maintaining correspondent accounts in the United
States on behalf of shell banks that do not have a physi-
cal presence in any country.”

C. Extended Scope, Modified Know-Your
Customer Rules and Reporting Duties

The Act significantly expands the scope of already
existing statutes, including, most importantly, the Bank
Secrecy Act. It extends the definition of financial institu-
tions to cover credit unions, futures commission mer-
chants, commodity trading advisors, and commodity
pools. As an immediate measure, financial institutions
must themselves establish minimum internal anti-
money-laundering programs8 by 24 April 2002. Trea-
sury is required to issue by 26 October 2002 stricter
know-your-customer rules in connection with opening
an account, defining minimum standards for financial
institutions. The Act also extends the Bank Secrecy Act
with respect to the filing of “suspicious activity reports”
(SAR). Thus, Treasury must issue regulations applying
SAR requirements to registered broker-dealers after
consulting with the Securities and Exchange Commis-
sion and the Board of Governors of the Federal Reserve
System (the “Fed”). It must publish these regulations in
final form by 1 July 2002. Under the Act, persons engag-
ing in a nonfinancial trade or business must file Curren-
cy Transaction Reports with the Financial Crimes
Enforcement Network regarding coins and currency
receipts exceeding $10,000.%

D. Long-Arm Jurisdiction, Foreign Money
Launderers and Forfeiture

The Act contains several provisions with regard to
foreign entities. Thus, foreign banks are also included in
the broader definition of financial institutions. In addi-
tion, U.S. district courts will have jurisdiction over any
foreign money launderer, if there is a sufficient nexus to
the United States. Process may be served according to
the Federal Rules of Civil Procedure or the applicable
foreign laws. Moreover, funds deposited into a foreign
bank account are treated as if they were deposited in
the United States, if that foreign bank has an interbank
account!V in the United States. Seizure and forfeiture of
such funds are facilitated under certain circumstances.!!
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E. Further Efforts to Deter Money Laundering

The Act requires from banks and other financial
holding companies a clean money-laundering record as
a condition for mergers and acquisitions by such insti-
tutions in the United States. Therefore, the Fed has a
duty to consider the applying companies’ anti-money-
laundering activities, including in overseas branches.
As a further preventive measure, Treasury must adopt
regulations by 23 February 2002 to encourage interna-
tional cooperation and information exchange among
financial institutions and authorities regarding money
laundering or terrorist activities. Financial institutions
are not liable under U.S. law for sharing information
with one another, if they have previously notified Trea-
sury.12

F.  Liability and Penalties

Financial institutions and their agents are subject to
civil and criminal penalties of up to $1 million for viola-
tions of certain provisions.!3 They are, however, exclud-
ed from both civil and criminal liability under domestic
laws for disclosure, including SARs.14 The financial
institution may not notify the person involved in the
reported transaction.1

G. Commentary

Since Congress imposed tight deadlines for imple-
mentation of the Act, practitioners should closely moni-
tor these fast-moving developments.1¢ There is little
doubt that, from now on, financial institutions in the
United States will have to review their money launder-
ing compliance efforts.1”

lll. The Swiss Anti-Money-Laundering System
A. Generally

To complement the practitioner’s expertise on
money laundering in an international context, it might
be helpful to introduce a civil law approach from anoth-
er eminent financial center with its own extremely pro-
gressive and well-tried means to combat money laun-
dering, namely, the “Swiss Federal Act on the
Prevention of Money Laundering in the Financial Sec-
tor” (MLA)®8 of 10 October 1997.19

The core concept of the MLA is its extremely broad
application. It encompasses any type of financial inter-
mediary, i.e., every person who on a professional basis
handles money belonging to third parties.20 Under this
definition, even the exchange booth of a small hotel or
an attorney?! keeping clients’ money on deposit can be
subject to the MLA rules. Thus, anybody engaging in
certain financial transactions in Switzerland could
become a financial intermediary without being aware of
it. This fact makes basic knowledge of the Swiss MLA
rules useful even to foreign practitioners.?2

B. Organization of the Swiss Anti-Money-
Laundering System

In Switzerland, money laundering is subject to pun-
ishment pursuant to the Swiss Penal Code (SPC).23 The
SPC penalizes any act that impedes the identification of
the source, the discovery or the confiscation of assets by
a person who is aware or should be aware of its crimi-
nal origin.2* It also penalizes the lack of vigilance
required in connection with financial transactions.2>

The MLA is supplementary to these penal provi-
sions. In addition, it extends the due diligence obliga-
tions in financial transactions, long applicable to the
banking sector, to all financial intermediaries.

Two authorities have been created on a federal level
to implement, enforce and control the provisions of the
MLA. The Money Laundering Control Authority
(MLCA) is responsible for monitoring the non-banking
financial sector. The MLCA is directly answerable to the
Director of the Federal Financial Administration.

The Money Laundering Report Office (MLRO)2 is
based at the Federal Office for Police Affairs, and func-
tions as a relay between the financial intermediary and
the prosecuting authorities. The MLRO checks the
validity of incoming reports received from financial
intermediaries in accordance with their reporting obli-
gation.?”

Within its broad scope of application, the MLA dis-
tinguishes between (i) financial intermediaries that have
traditionally been known as financial institutions, such
as banks, investment funds, insurance institutions
(under limited circumstances) and securities dealers28
and (ii) all other persons that on a professional basis
accept, keep or help invest or transfer assets belonging
to third parties.?

The MLA defines a series of due diligence obliga-
tions regarding verification of customer identity, as well
as identification of the beneficial owner. It also imposes
a duty to clarify the economic background of suspicious
transactions and imposes certain record-keeping meas-
ures to implement know-your-customer rules. Financial
intermediaries are required to report suspicions of crim-
inal activity and to block the assets related thereto. A
financial intermediary who knows or presumes, on the
basis of a founded suspicion, that assets involved in a
business relationship are related to a money laundering
offense, that they are proceeds of a crime, or that a
criminal organization has a right to dispose of them
must immediately notify the MLRO. The financial inter-
mediary must then freeze the entrusted assets linked to
the reporting. The freeze must continue until issuance
of a decision by the prosecuting authority, but the
freeze may not exceed five working days from the noti-
fication. Financial intermediaries who comply with the
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applicable due diligence obligations are excluded from
both criminal and civil liability.30

To ensure compliance with its provisions, the MLA
imposes a tight supervisory net over all persons and
institutions dealing with third-party funds. The “tradi-
tional” financial intermediaries (banks, investment
funds, insurance institutions and securities dealers) are
primarily organized and regulated through special fed-
eral laws.3! Pursuant to these special federal laws, these
institutions were supervised by federal commissions,
most prominently the Swiss Federal Banking Commis-
sion (SFBC),32 even before enactment of the MLA. To
implement the MLA, the supervisory competence of the
SFBC has been extended to encompass the new anti-
money-laundering compliance requirements. In addi-
tion, the SFBC was given the authority to define further
the scope of duties set forth in the MLA. It assumed this
new responsibility in its “Guidelines on Combating and
Prevention of Money Laundering.”33

“Non-traditional” financial intermediaries3* not
subject to regulatory oversight by a federal commission
are monitored and controlled by one of the recognized
professional associations (self-regulating bodies) to
which they are affiliated.3> The MLA avoids direct
supervision by the MLCA wherever possible and gives
preference to self-regulation. This means that financial
intermediaries are subject to inspection by an authority
closely acquainted with the sector’s specific problems,
reflected specifically in the actual form of the due dili-
gence requirements in transactions with clients. The
self-regulating bodies are themselves licensed and
supervised by the MLCA.3¢ Should a financial interme-
diary choose not to join a recognized self-regulating
body, however, the MLCA itself assumes the superviso-
ry task.

C. The Events of September 11. ..

On 23 September 2001, President George W. Bush
signed Executive Order 13224 (“E.O. 13224”)37 to fight
international terrorism. E.O. 13224 authorizes aggres-
sive actions against the bankers of international terror-
ism by blocking the assets of organizations and individ-
uals linked to terrorism. Pursuant to the E.O. 13224,
twenty-seven bank accounts of individuals and organi-
zations were immediately frozen. As of 31 December
2001, one hundred fifty-three terrorist groups, entities,
and individuals were covered by E.O. 13224.

D. ... and Their Effects on the Swiss Anti-Money-
Laundering System
After President Bush asked foreign governments
and banks to join him in this fight against terrorism,
both the MLCA and the SFBC supported the American
efforts by sending information letters38 to all financial

intermediaries and self-regulating bodies. In these let-
ters the two authorities disclosed the identities of the
suspects whose bank accounts and assets were blocked
pursuant to E.O. 13224. Financial intermediaries and
self-regulating bodies were specifically ordered to
match the list of their clients and beneficial account
owners with the names on the American list. They were
also asked to report and immediately freeze any detect-
ed assets. Moreover, the information letters restated the
sanctions, which, if applied, could result from not fol-
lowing directions or not reporting suspected business
connections to the MLRO. To assist all financial inter-
mediaries, a special information center at the headquar-
ters of the Swiss Federal Criminal Police was created.

In collaboration with the Swiss Exchange 3 the
virt-x40 and the Eurex4! Switzerland, the SFBC is cur-
rently investigating possible signs of pre-September 11
insider trading that might indicate knowledge of the
attacks. Therefore, the transaction in securities of Swiss
insurance and airline companies, as well as specific
American securities, are being scrutinized.

Upon report to control and supervisory bodies, the
justice authorities, more specifically the Office of the
Federal Prosecutor of the Swiss Confederation (PG),
decide whether to carry out a prosecution.? In cases of
criminal prosecution, banking secrecy is lifted. Regard-
ing the events of September 11, the PG instituted a pro-
ceeding to assist not only the United States in its fight
against terrorism but also Swiss authorities in connec-
tion with Swiss citizens who were killed in the attacks.
This proceeding is investigating whether acts relevant
to the attacks were committed in Switzerland, and it is
helping to identify potential criminals. Because of the
importance of this matter, the PG created a special task
force, the “Task Force Terror USA,” as a control center
of the Swiss investigation and prosecution process, as
well as a resource of relevant information. In addition,
the Task Force maintains contact and collaborates with
foreign prosecution authorities.

IV. Swiss Prevention: The Taliban Act

Almost a year before the tragic attacks, on 2 Octo-
ber 2000, the Swiss Federal Council adopted the Taliban
Act.#3 The Taliban Act was enacted in accordance with
the UN Resolution 1267 (1999)# to support the UN
embargo against the Taliban, who refused to extradite
Osama bin Laden after the 1998 attacks against the
American embassies in Kenya and Tanzania.#> It also
allowed the Swiss government to implement its strict
anti-money-laundering concept to fight international
crime and terrorism. The Taliban Act contains a list of
suspected persons.# In addition, it includes an arma-
ment embargo, which bans the Taliban from using
Swiss airspace and imposes financial sanctions (i.e., all
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Taliban bank accounts are blocked and the Taliban are
prohibited from obtaining loans). On 12 April 2001, the
Taliban Act was revised according to the UN Resolution
1333 (2000)4” with the following changes:

e The blocking of the bank accounts and assets of
one hundred seventy persons.

e Prohibition of technical consulting, help and
instruction in military education (to extend the
already existing armament embargo).

¢ Prohibition of the export of certain chemical sub-
stances to Afghanistan.

¢ Extension of the already existing air traffic embar-
go.

e Prohibition of Ariana Afghan Airlines from
engaging in business transactions in Switzerland.

¢ Ban on hosting diplomatic missions of the Tal-
iban.

¢ The blocking of Taliban leaders from entering into
and traveling through Switzerland.

V. Conclusion and Commentary

The events of September 11 have prompted the
most significant overhaul of U.S. anti-money-launder-
ing laws in decades. Contrary to the American situa-
tion, no legislative changes have been made to the
Swiss anti-money-laundering system, because it was
both enacted and efficiently enforced prior to Septem-
ber 11. For instance, in November 2000, $50 million in
assets belonging to Vladimiro Montesinos, the aide of
President Fujimori of Peru, were frozen. Moreover, the
account of Nigerian dictator General Sani Abacha was
blocked. Timely action by the Swiss authorities blocked
and froze an additional $1.2 billion of criminal-related
assets during the same period.48

After the events of September 11, it became clear
that the Swiss system also works well with terrorist-
related money laundering. Switzerland promptly froze
thirty bank accounts containing approximately $9 mil-
lion that may be linked to people and organizations
involved in the attacks.#® Banks as well as other finan-
cial intermediaries provided the necessary information
to the appropriate authorities and thereby proved that
they could, at any given time, trace the “paper trail.”

The action of the Swiss government, prior to and
following the attacks, has proven that, in terms of com-
mitment and results, Swiss authorities are fully active
and seek to achieve more. In closing, it may be safe to
state that the Swiss anti-money-laundering laws are up
to par with international standards. In the event that
unpredictable and unethical occurrences arise, such as
the terrorist acts of September 11, these laws should be
able to stand up to similar challenges.50
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Argentine Legislation on E-Commerce

By Juan Martin Arocena

I. Introduction

There are currently no laws in Argentina that address
directly e-commerce transactions, with the exception of
certain special laws such as the Consumers Act referred
to in Part IV below and the Privacy Act referred to in Part
VIII below. However, the government is in the process of
drafting or adopting several pieces of legislation.! In the
meantime, traditional laws would be applied to any dis-
putes involving Internet-related transactions.

The application of traditional laws may create prob-
lems, since those laws cannot easily be applied to Internet
transactions. Indeed, rapid changes in telecommunica-
tions have resulted in practices that are vastly different
from those contemplated by the legislators when drafting
the existing legislation. For instance, some agreements
require handwritten signatures.

Il. Regulated Areas of E-Commerce

The lack of e-commerce legislation does not mean
that online transactions are exempted from the applica-
tion of the existing laws and regulations applicable to the
trade involved. Thus, existing laws and regulations must
be carefully analyzed on a case-by-case basis.

A. Securities Regulation

Securities laws apply to online brokers and offerings.
The Argentine Securities Exchange Commission (CNV)
allows mutual funds to trade their portfolio online, pro-
vided they file a description of the marketing system and
the safety and backup procedures.2 Potential investors are
to receive by mail the prospectus and open an account
either personally or by e-mail. In the latter case, the sig-
nature must be certified by a notary. Argentine securities
regulations apply to online offerings to Argentine resi-
dents of foreign securities not listed in Argentina.

B. Auctions

Since typical “auction” sites do not perform auctions
in the way that that activity is defined by applicable law
and regulations, they do not need to comply with such
law and regulations. Nevertheless, in order to avoid
eventual confusion and potential claims of using mislead-
ing information under consumer legislation, “auction”
sites should clearly indicate that they do not perform auc-
tions, as the term is defined by applicable law and regu-
lations.

C. Tourism

The sale or marketing of tourist services via the Inter-
net is subject to the traditional laws that regulate tourist
services.3

D. Online Banking

There are currently no specific provision regarding
online banking.

Ill. Domain Names

A. Registration of Domain Names

NIC-Argentina* is the registrar of the Argentine
domain names.> Any person interested in obtaining an
“.ar” domain name must file online a sworn affidavit.
Domain names are granted free of charge to the first
applicant for a one-year period and are subject to renew-
al.6 NIC-Argentina may prevent the registration of
domain names that may cause confusion with corpora-
tions or with an individual’s famous name, and may pre-
vent the registration of domain names that are immoral.

Since the registration of domain names is free of
charge and relatively few specific requirements are asked
for the registration, Argentina is currently the sixth-
ranked country in the world” in terms of the most
domain names registered.8

Following WIPO’s recommendations, and in order to
counter the problem of cybersquatting, NIC-Argentina
recently requested more accurate and reliable contact
details from registrants.”

B. Domain Names vs. Trademarks

Argentine courts have allowed certain trademark
owners to trump a private domain name registrant and
oblige the registrant to assign the domain name to the
trademark owner.!0 In Heladeria Freddo S.A. v. Sport Net-
work,! Heladeria Freddo successfully restrained an indi-
vidual from using an identical domain name registered
by the latter. It was held that the owner of a trademark
has also the right to use it in order to sell its products via
the Internet.12

The Freddo case should be a deterrent to potential
squatters, since any person who deliberately registers a
domain name identical to the trademark of an unconnect-
ed, well-known company for commercial gain must
expect to find itself on the receiving end of an injunction.

Notwithstanding the foregoing, there is currently no
case law concerning claims of trademark or trade names
owners against holders of confusingly similar, albeit not
identical, domain names, nor against bona fide holders of
identical or similar domain names.13

IV. Consumer Legislation'4

Consumer legislation applies inter alia, to the follow-
ing aspects of click-wrap agreements:15
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A. The Offer

Any offer addressed to the public at large is binding
on the offeror. The offer must clearly state its expiration
date as well as its terms and conditions. Offerees are to
receive accurate detailed and efficient information on the
main features of the goods or services provided accurate-
ly and objectively. Unconscionable provisions and dis-
claimers of offeror’s liability or restrictions to offeree’s
rights are void, and opt-out provisions are restricted.

B. Withdrawal of the Offer

Any offer made via mail, phone or the Internet must
specifically indicate that the offeree may withdraw the
acceptance within five days after the execution of the
agreement, or the reception of the product. The return
expenses are to be borne by the offeror.

C. Warranty

All durable goods sold to consumers must have a
three-month warranty against any kind of defects, run-
ning from delivery date. The warranty may not be
waived.

Within thirty days after a certain service is provided,
service suppliers must rectify at no charge any defects in
the service, unless the parties specifically provided other-
wise in writing.

D. Advertisements

Advertisements are not to be misleading and are
deemed to be a part of offeror’s subsequent contract with
offeree.

E. Breach of Contract

If the offeror does not comply with the offer or the
contract, the offeree may either demand specific perform-
ance, accept another good or equivalent service, or termi-
nate the agreement. The offeree is entitled to claim for
reimbursement of paid amounts and for damages. Inves-
tigations may be carried out ex officio by the regulator
or at the request of an adversely affected individual or
entity.

V. Electronic Contract Acceptance

In the absence of a digital signature law, general prin-
ciples and rules regarding contract law, as provided in
the Argentine Civil Code and the Argentina Commercial
Code, apply to electronic contract acceptance.

A. Validity and Evidence of Click-Wrap Agreements

Although the Argentine Civil Code provides that
those agreements which must be entered into in writing
must bear a handwritten signature as an essential condi-
tion for their existence, the issue boils down to proving
the existence of the contract. In the absence of a docu-
ment bearing the signature of the obligee, the existence of

such contract may be proved by other means of evidence
only if (i) the party that invokes the contract has per-
formed its obligations thereunder or (ii) there are other
documents prepared or signed by the obligee or by a
third party, related to the purpose of the agreement.

B. Acceptance by an Offeree that Is Not Present
when the Offer is Made

If the offeree is not present when the offer is made—
for instance, when the offer is sent by an electronic mail—
the contract is concluded when the acceptance to the offer
is sent, provided the acceptance is not revoked before the
acceptance is known to the offeror or the offeror does not
die or lose his or her legal capacity before knowing of the
acceptance.!e In this case the offer can only be revoked by
the offeror before conclusion of the contract takes place.l”

Acceptance can be either explicit or through
conduct.’® Mere silence, however, does not impose any
binding obligations upon the offeree, except in such cases
where there is already a legal duty to explain or whether
there is a connection between the present silence and the
previous statements.!® Moreover, as indicated in Part V.A.
above, the CPA specifically prevents opt-out clauses.

The offeree may withdraw the acceptance before it is
known to the offeror.20

C. Acceptance by an Offeree that is Present when
the Offer is Made

Some commentators consider “click-wrap” agree-
ments to fall within this category. In these cases, the rules
indicated in Part V.B. above do not apply, since the con-
tract is closed as soon as the offeree accepts the offer
made when he was “present.”

D. Consumer Legislation

The consumer legislation provisions concerning the
offer, withdrawal, warranty and advertisement men-
tioned in Part IV are applicable to click-wrap agreements.

E. Damages

An offeree that accepts an offer before knowing of its
withdrawal by the offeror, or upon hearing of the offer-
or’s death or legal incapacity, is entitled to claim compen-
sation for losses and expenses.2!

The withdrawal of acceptance by the offeree after it
was known to the offeror entitles the latter to claim com-
pensation for losses and lost profits, if the contract—
which has already been concluded—cannot be per-
formed.

VI. Digital Signature

Although currently no digital signature law has been
adopted,? six different bills are currently being consid-
ered by the Argentine Congress.
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The first bill was prepared by the Ministry of Justice
based on the method of asymmetrical cryptography?
proposed by the Utah Act in the United States. It pro-
vides for a private password for the signature encryption
and a public password for its decodification, as well as a
certificate of public passwords for every signature issued
by a public password comptroller.

The three latest bills?*—following the new trend—are
technology-neutral and have a minimalist regulatory
approach in order to allow electronic commerce to devel-
op in the private sector without constraints. The bills pro-
vide for, inter alia, (i) statutory recognition of the validity
of digital signatures and electronic records, (ii) a volun-
tary recognized certification authority scheme whereby a
digital signature is only given legal recognition if it is
supported by a certificate, and (iii) rules for the creation
of electronic contracts.?> Digital signatures are given the
same status as handwritten signatures, provided they are
supported by a certificate. Electronic records and digital
signatures are given similar legal status to that of their
conventional paper-based counterparts. “Electronic
records” is defined and its admissibility in evidence set
out.

VIl. Liability of Intermediaries, Sellers and
Internet Providers

A. Liability of Intermediaries

Pursuant to the Consumer Protection Act, manufac-
turers, importers, agents, distributors, suppliers, sellers
and carriers are jointly and severally liable for any dam-
ages resulting from product liability or lack of compli-
ance with their duties.26 These liabilities cannot be
waived. Although one party may contractually indemnify
the other, the indemnity is not valid vis-a-vis third
parties.

B. Liability of Internet Service Providers

There are no specific regulations or precedents con-
cerning the liability of ISPs.

Although there are no precedents, one could predict
that a court would uphold a claim against an ISP only in
the event of gross negligence, since the Internet was
granted rights similar to those granted the media by the
Argentine government.

VIIl. Confidentiality and Preservation of
Electronic Data

The Argentine Federal Constitution?’ grants each
individual the right to request from any public or private
registry the disclosure of its personal data and the reason
why the data were collected. An individual can also
request the suppression, amendment, update or confiden-
tiality of such data if the data are false or discriminatory.

On 5 October 2000, the Argentine Congress passed a
privacy law (the “Privacy Act”28). The Privacy Act
addresses, inter alia, the following issues.

A. Purpose

The personal data can only be used for the purpose
for which they were obtained.

B. Owners’ Consent

The collection, conservation, classification, amend-
ment, co-relation with other information, processing or
transfer of personal data requires the user’s specific con-
sent. The consent must be given in writing or any other
equivalent form.

C. Processing of Personal Data Without
Authorization of the User

The name, ID, tax ID, profession, occupation, date of
birth and domicile of the user may be disclosed without
requiring the consent of the user.

D. Information

Companies that collect personal data must indicate to
the user why the data were collected, the identity and
domicile of the registrar, whether the request of data is
mandatory, and the possibility to access, amend or sup-
press the data.

E. Security and Confidentiality

The registrar must adopt all necessary measures to
guarantee the safety and confidentiality of the personal
data.

F.  Professional Secrecy

The registrar and any other party to which the infor-
mation is disclosed must keep the personal data secret.

G. Sensitive Data

The collection of information related to ideology,
political or religious ideas or affiliations, race, racial ori-
gin, personal or sexual habits is expressly forbidden.
Nevertheless, sensitive data may be used for statistical or
scientific purposes, provided the information cannot be
tied back to a specific individual.

H. Anonymous Data

Anonymous data may be freely transferred, used and
shared in aggregate form with third parties for commer-
cial purposes.

1. Onward Transfer

Personal data may not be transferred to countries
that do not comply with adequate protection standards.
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IX. Privacy

The Argentine Federal Constitution provides protec-
tion to all individuals in regard to intimacy and privacy
as well as specific protection for correspondence and pri-
vate documents.?

The Argentine Civil Code restricts the invasion of
privacy and the publication of pictures and private corre-
spondence, and prohibits hurting other persons’ feelings
or habits. Although there are no precedents, this provi-
sion could be applied to restrict the use of “cookies” as
well as spam mail or targeted advertisement based on
private data obtained without the user’s authorization.

X. Taxation of E-Commerce Transactions

Generally the same tax laws applicable to traditional
commerce apply to e-commerce.

A. Tax System

While resident taxpayers are subject to tax on their
worldwide income, non-resident taxpayers are taxed only
on their Argentine-sourced income. A tax credit system
has been adopted to mitigate double taxation on resident
taxpayers. Taxation of non-residents is made through
income tax withholdings, which apply on a fixed pre-
sumed income basis.

Argentine resident corporate taxpayers, in general
terms, are subject to:

- Thirty-five percent income tax on their net world-
wide income;

- Twenty-one percent value added tax on the value
of the goods sold or the services rendered;

- One percent minimum presumed income tax on
the value of its assets at the end of the fiscal year;

- Three percent gross receipts tax;3 and

- Some other miscellaneous taxes.

B. Customs Duties

The tax basis, for customs purposes, of goods import-
ed into Argentina is the transaction value. Most imports
are subject to taxes and duties.
C. Downloads

Customs regulations consider downloadable soft-
ware as a “good” subject to customs duties.

Xl. Intellectual Property Rights

A. Intellectual Property Protection

Argentina has long recognized intellectual and indus-
trial property protection. The Argentine Federal Constitu-
tion provides that authors and inventors are the exclusive

owners of their works, inventions or discoveries during
the period set forth by the law. Federal laws such as the
Trademark Act, the Invention Patents Act, the Copyright
Act and the civil and criminal codes set the legal frame-
work for intellectual property protection. Besides,
Argentina officially adheres to most treaties and interna-
tional agreements addressing these issues, including the
Paris Conventions for the Protection of Industrial Proper-
ty, the Universal Copyright Convention, the WTO Agree-
ment and its Uruguay Round (TRIP),3! specifically pro-
tecting patents, trademarks and copyright.

1. Trademarks32

Ownership and exclusive right of trademark is
obtained by registration. Protection of trademarks lasts
ten years and may be renewed indefinitely for periods of
ten years if said trademark has been used within a period
of five years prior to each renewal in commercialization
of products, or rendering of service, or as part of the
name of an activity.

The Trademarks Act grants every legal owner of a
registered trademark an exclusive property right and pre-
vents its use, forgery and imitation by third parties. The
Act also protects: “commercial designations,” such as
names, signs or designations used to identify a particular
activity, provided such use has been public, specific and
uninterrupted for at least a year. Non-registered notori-
ous trademarks also receive protection in Argentina pur-
suant to the Paris Convention.

Individuals or corporations requesting registration
for a trademark in Argentina are granted a six-month pri-
ority period for the registration of such trademark in
other member states under the Paris Convention.

Neither names, words nor signs given to products or
services by their manufacturer describing their nature,
operation or qualities, and neither names, slogans of gen-
eral usage before application for registration, nor those
that would produce confusion with other products, may
be used as trademarks.

2. Patents and Business Methods33

Any invention of products or proceedings in any
technological field which is novel, represents an inventive
step and is susceptible of industrial application is
patentable.

The Patent Law3* provides that “rules and methods
for performing . . . economical and commercial activities”
shall not be considered an invention. Therefore business
methods may not be patented. Neither may software pro-
grams, although, as we indicate in Part XI.A.3. below,
they are specifically included within the scope of copy-
right protection.
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3. Copyright

The Intellectual Property Act3> protects intellectual
work,36 but not the idea itself. All intellectual works are
entitled to registration with the Copyright Office by
means of depositing excerpts thereof.

The layout of a web site is copyrightable, as well as
sounds, images, videos, databases and other multimedia
components. Moreover, software is specifically included
within the scope of copyright protection.

For instruction or scientific purposes, citations of up
to one thousand words—or eight bars in musical works—
of the indispensable parts of literary and scientific works
are allowed. Photographs of a person cannot be pub-
lished without consent, except in connection with scien-
tific or other cultural works or matters that occurred in
public.

B. Deep Linking, Metatagging and Trade Secrets
1. Deep Linking

In case a link is designed to avoid or hide the con-
tent’s source or its owner’s ID or trademark (“deep link-
ing”), the practice may violate the Trademark Act, the
Paris Convention or the Commercial Loyalty Act. The
Paris Convention3” prohibits any confusion with a com-
petitor’s products or commercial activities and the Loyal-
ty Act38 sanctions any misleading advertisement concern-
ing products or their marketing. Moreover, such practices
may be penalized pursuant to the Argentine Criminal
Code,* which sanctions anyone that tries to obtain clients
from a third party with fraudulent methods or illegal
advertisements.

2. Metatagging

The Metatag is a form of computer code that is ana-
lyzed by the search engines but is not visible in the natu-
ral viewing layout of a web site page. Illegal use of trade-
marks as metatags by a third party may violate the Paris
Convention, the Trademark Act, the Criminal Code and
the CPA.

3. Trade Secrets

A trade secret is defined as any formula, pattern,
device or compilation of information which has a com-
mercial value while it is not known or used by third par-
ties.

Law No. 24,766 and Law No. 24,425 protect undis-
closed information under the provisions of the
WTO/TRIPS Agreement.

Employees and contracting parties are not to use
trade secrets without the authorization of the owner. The
owner of the trade secret may request an injunction in
order to prevent its disclosure and claim loss of profits
and expenses to anyone infringing the law.

Trade secrets are also protected by the Criminal
Code,*! which prohibits any disclosures of a secret that
may cause damages, as well as the opening of confiden-
tial documents addressed to a third party.2

C. Enforcement of Intellectual Property
Infringement

The Trademark, Patent and Intellectual Property laws
set forth, inter alia, the following sanctions in the event of
infringement of intellectual property rights: (i) attach-
ment and seizure of the items whereby the trademarks
are being infringed; (ii) dispossession of the goods and
other items bearing the counterfeited trademarks; (iii)
destruction of the counterfeited trademarks and denomi-
nations and of all the items bearing such trademarks and
denominations; (iv) seizure of the original works pub-
lished without the authorization of the author or his/her
successors; (v) seizure of edited works sold or copied
omitting or changing the author’s name. WTO/TRIPs*3
also provide for other summary measures to prevent the
goods bearing the counterfeited trademarks from enter-
ing the market.

Notwithstanding the foregoing, software piracy is
still a problem in Argentina. However, in the last few
years, civil and criminal courts have taken some highly
publicized and aggressive measures to enforce intellectu-
al property laws. In 1996, the Argentine Congress passed
a law that substantially strengthened patent protection,
addressed infringement and extended patent duration to
twenty years.

Xll. Labor Law

A. Use of the Internet in the Working Environment

Employers may prevent the use of the Internet in the
working environment, but may only monitor the use of
the Internet if they have previously notified the employ-
ees.

B. Telecommuting

Employees that work in their home are regulated by
the same labor laws as apply to those employees working
in the premises of their employers. There are no specific
laws governing telecommuting.

C. Content Providers

Under certain circumstances providers of content to a
Web site might be considered to fall within the scope of
labor legislation applicable to journalists. In that case
they might be entitled to certain special benefits and
higher severance payments.

Endnotes

1. Resolution 412/99 of the Argentine Ministry of Economy recom-
mended that the respective governmental agencies adopt legisla-
tion to resolve, inter alia, problems arising in connection with
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Argentine Civil Code Section 1156.

There are some precedents on electronic signature. For instance,
Decree 427/98 regulates the use of digital signatures by public
administrations.

Electronic signatures are relatively easily subject to tampering as
compared to their hard copy counterparts. In addition, the lack of
face-to-face contact makes it even more difficult to verify the iden-
tity of the author of the electronic message. To counter this, many
parties conducting business electronically have begun to use cryp-
tographic techniques to digitally “sign” electronic messages. This
means that an author can verify his or her identity. In addition,
digitally signed messages are tamper-evident.

Modeled on the United Nations Commission on International
Trade Law Model on Electronic Commerce.

This method is the one proposed by the Digital Signatures Act
promulgated by the U.S. Congress in June 2000 and accepts more
than one method for the recognition of a digital signature’s
validity.

The CPA exempts manufacturers that acquired assets in order to
make new products.

Argentine Federal Constitution Section 43.

As of date of this paper the Executive Power had not yet enacted
the Privacy Act, and therefore, if partially or totally vetoed by
Executive Power, the provisions may change. The Privacy Act
takes into account Directive 95/46 of the European Union, which
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Law 24,425,

Law 22,362 of 26 December 1980 and its regulation, Decree 558 of
24 March 1981, govern matters related to trademarks and trade
names.

Const. Art. 107; Law 24,481 of 23 May 1995, t.o0. 1996; Decree 260
of 20 March 1996; Law 24,766 of 18 December 1996.

Section 6 ¢).

Law No. 11,723 of 28 September 1933 as amended. Argentina sub-
scribed to the Berne Convention of protection of literary and artis-
tic works by Law 17,251 of 25 April 1967.

Defined as original works of authorship fixed in any tangible
medium of expression, from which they can be perceived, repro-
duced or otherwise communicated.

Paris Convention Section 10 bis 3.1.

Law 22,802 Section 9.

Criminal Code Section 159.

Invisible keywords describing the content of a web site.
Criminal Code Section 156.

Criminal Code Section 153.

Section 50.
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Enforcing Electronic Contracts in the Americas

By Gerald J. Ferguson and Manuel Campos Galvan

1. Introduction

Business is going electronic and business law is
being dragged along, whether it is ready or not. In the
Americas, both North and South, courts and legisla-
tures are grappling with the new dilemmas that e-com-
merce can create. These dilemmas are inherently inter-
national dilemmas because any company that starts
doing business over the Internet immediately has the
potential to do international business. The purpose of
this paper is to identify the issues that may arise when
parties seek to form electronic contracts across national
borders, to examine the solutions courts and legisla-
tures have crafted to date and to look at the pending
legislation that may ultimately shape the process of
contract formation electronically and across borders.

Il. The United States Perspective

A. Source of Law

United States lawyers pride themselves on the flexi-
bility of the common law system and the ability of that
system to adapt to new legal problems. But electronic
contract formation puts that vaunted flexibility to the
test. This is so because the dilemmas it creates are so
new that there is no guarantee that traditional legal
concepts will provide adequate answers. Complicating
the situation further is the fact that there is no such
thing as “U.S. law” when it comes to contract formation
issues—electronic or otherwise. Rather, contract forma-
tion is, at the core, a question of state law, meaning that
theoretically for every question the possible answer
may come in fifty variations. In attempting to make
meaningful generalizations about the emerging law of
e-commerce, there are three essential sources of law in
addition to the limited case law: uniform acts, state leg-
islation and federal legislation.

1. Uniform Acts

Uniform acts are not actual laws but rather are pro-
posed laws endorsed by the National Conference of
Commissioners on Uniform State Laws (“Uniform Laws
Commissioners”) as a model law for state and federal
legislators to adopt. The Uniform Laws Commissioners
adopted the Uniform Computer Information Transac-
tions Act (UCITA) in July 1999. Their goal in doing so
was to provide uniformity in the electronic sale of com-
puter information by electronic means. To that end,
UCITA validates the sale or distribution of information-
al products (e.g., selling computer software via the
Internet), provided the user demonstrates an agreement
to be bound by the terms and conditions of the transac-

tion. So far, only Maryland and Virginia have passed
UCITA into law.

The Uniform Laws Commissioners also attempted
to stimulate electronic commerce by setting the frame-
work for general contracting online. Therefore, in July
1999, the Uniform Laws Commissioners approved the
Uniform Electronic Transactions Act (UETA). The Uni-
form Laws Commissioners wanted to place electronic
commerce on the same footing as paper transactions,
while leaving the substantive law of contracts largely
intact. The fundamental premise behind UETA is that
the medium in which a record, signature or contract is
created, presented or retained does not affect its legal
significance. Although uniform laws are not binding on
legislators, they are given great weight in promulgating
new laws. So far twenty-two states have adopted UETA
in some form and six more have introduced legislation
to enact UETA.

2. State Legislation

State legislatures addressing e-commerce seek to
transplant traditional legal notions into the world of e-
commerce. The main objective is to provide transactions
occurring via electronic means with the same force and
legal effect as paper transactions. This notion, however,
has yet to be fully tested, since there is currently a
paucity of common law (or case law construing legisla-
tion) on the subject. The few decisions that do exist seek
to encourage e-commerce by upholding state law prin-
ciples for e-commerce where possible. These state laws,
including the adoption of UETA, are currently still valid
to the extent they do not conflict with recent federal leg-
islation dealing with electronic transactions and signa-
tures.

3. Federal Legislation

The federal government has also attempted to rec-
oncile the electronic and the paper realms. Continuing a
trend of federal legislation and regulation involving
technology issues, which includes the Digital Millenni-
um Copyright Act, the Cyber Squatting Law and the
electronic filing of income tax returns, on 16 June 2000
President Clinton signed The Electronic Signatures in
Global and National Commerce Act, commonly known
as “E-Sign.” This law preempts state law, so while
states that have adopted UETA without modification
will comply with E-Sign, any conflicting modifications
will yield to E-Sign. E-Sign is intended to minimize the
situations in which federal and state regulators may
impose requirements for retention of paper records by
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requiring the existence of “a compelling governmental
interest relating to law enforcement or national securi-
ty.” The scope of the federal legislation is much broader
than the model state law on electronic signatures
(known as UETA), in that it addresses transactions asso-
ciated with an electronic contract, including disclosures
and notices to consumers, and, in most cases, super-
sedes federal and preempts state regulations calling for
written documents. In addition, E-Sign contains
detailed procedures designed to ensure that a con-
sumer’s consent is “informed.” For an e-contract to be
enforceable, the consumer must also be able to access
the electronic information, and electronic records must
be retained so they are accessible to the extent required
by law.

4. Preemption

Clause 2 of Article 6 of the United States Constitu-
tion states that “This Constitution, and the Laws of the
United States . . . shall be the supreme Law of the Land;
and the Judges in every State shall be bound thereby,
anything in the Constitution or Laws of any State to the
contrary notwithstanding.” This means that in the event
of a conflict between state and federal laws, the federal
law prevails. The purpose of preemption is to allow
Congress to promulgate uniform laws throughout the
states regarding various subject matters, including com-
merce between the states. This doctrine has even
extended to areas where Congress has made no law, but
a state is intruding upon exclusive federal jurisdiction,
as in the “dormant” Commerce Clause cases. The feder-
al jurisdiction for the E-Sign law is in fact based on
interstate commerce, and expressly preempts state law
in section 102. But E-Sign specifically allows states to
adopt UETA, as long as the state does not amend the
version proposed by the Uniform Laws Commissioners.
The states may also pass laws in this area as long as
these laws mention E-Sign, are consistent with E-Sign
and do not favor any particular technology regarding
electronic contracts or signatures.

B. Various Legal Issues

1. Recognition of Electronic Contracts

Some contracts, in order to be valid, must be in
writing. Even where writing is not an absolute require-
ment, written contracts have been given greater weight
by courts and juries. It makes sense that, when the par-
ties have taken the time to sit down and write out their
mutual understanding, the document that results is
given great weight. But today parties are forming con-
tracts by clicking the “send” button in their e-mail. In
light of the fast pace of these electronic transactions,
many commentators have worried whether electronic
contracts would receive undue scrutiny from the courts.
It is safe to say that the overwhelming bias in the

emerging e-commerce law is in favor of the enforce-
ment of electronic contracts.

One of the first important developments in favor of
the recognition of electronic contracts was the Uniform
Laws Commissioners” approval of UETA in July of
1999. The purpose of UETA is to “facilitate electronic
transactions consistent with other applicable law.”1
UETA requires that an electronic “record” (which,
according to UETA § 2(7), is a document “created, gen-
erated, sent, communicated, received, or stored by elec-
tronic means”) be given the same legal effect and
enforceability as a regular written document. Thus, if a
law requires a contract to be in writing, an electronic
record will satisfy this requirement. In short, most elec-
tronic contracts will enjoy the same status as a regular
written contract when faced with a requirement to be in
writing. Although generally broad in application, UETA
does contain important exceptions. It does not apply to
wills and certain transactions under the Uniform Com-
mercial Code.

Before Congress passed E-Sign, some states acted
and adopted legislation which gives electronic contracts
the same status as written agreements. In September of
1999, New York enacted a statute echoing UETA that
provides that electronic records are to be given the
same force and effect as those records not produced
electronically. Significantly, the New York statute carves
out not only wills but also real property contracts.?2 Also
in September of 1999, California’s Governor approved a
bill enacting UETA’s approach to electronic records.3 In
mid-December, the Governor of Pennsylvania signed a
bill which is consistent with UETA’s approach.# And
Illinois adopted a slight variation on the same theme
with Public Act 90-0759 § 5-115 which states that,
“Where a rule of law requires information to be ‘writ-
ten” or “in writing,” or provides for certain consequences
if it is not, an electronic record satisfies that rule of
law.”5 Other states are also addressing this issue and
following UETA regarding the validity of an electronic
record. Last spring, the New Jersey Assembly debated
an act that would allow an electronic record to satisfy
the Statute of Frauds writing requirement.® This pro-
posed piece of legislation will probably be addressed in
New Jersey’s next legislative session. The Information
Technology Division of the Commonwealth of Massa-
chusetts drafted a Uniform Electronic Transaction Act in
October of 19997 that adopts UETA’s approach to elec-
tronic records. As discussed, any variation from the
UETA standards may be subject to preemption by E-

Sign.
While electronic transactions are relatively new, leg-
islatures are recognizing that these transactions are an

important part of American commerce, and their impor-
tance will only increase in the future. As a result, states
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are looking for ways to promote such commerce. In
navigating this uncharted territory, UETA is providing
guidance to the state legislatures. Therefore, a contract
that must be in writing in order to be valid can either be
a “hard” document or an electronic one. States remain
reluctant to permit electronic records in certain circum-
stances—such as wills or real property transfers—
where it is essential to have accurate records that are
difficult to falsify. But the problems of accuracy and fal-
sifiability are technical problems, not legal problems. As
technical solutions to these problems emerge, the chal-
lenge for lawmakers will be to adopt flexible legislation
that frees business parties to take advantage of such
solutions.

2.  Electronic and Digital Signatures

In an attempt to promote e-commerce, states are
also taking steps to give computerized signatures the
same force and effect as regular penned signatures.
Although UETA also addresses electronic signatures,
many states enacted electronic signature legislation
prior to the adoption of UETA, and there is greater vari-
ety among the states as to how such signatures are
treated. It remains to be seen whether and which of
these state laws will be abrogated as inconsistent with
the federal E-Sign law. Accordingly, businesses engaged
in electronic commerce must be aware of these differ-
ences as commerce moves invisibly across state lines.

The problem begins with the fact that what is
meant by a computerized signature can vary signifi-
cantly. Under UETA, any sound, symbol or process
associated with an individual seeking to sign an elec-
tronic communication is a valid signature. E-Sign is
silent on when an electronic signature may be attrib-
uted to a particular person, so if adopted by a state,
UETA would govern. Under UETA, the notation “/s/
John Hancock” would be a valid signature. Some states,
however, have taken a more conservative approach and
require what is known as a “digital signature,” which is
a type of electronic signature. A digital signature is “cre-
ated and verified by cryptography, the branch of
applied mathematics that concerns itself with trans-
forming messages into seemingly unintelligible form
and back again.”8 The secret coding is usually regis-
tered with a state’s electronic administrator. The advan-
tage of a digital signature is that its validity is inde-
pendently verifiable both by the parties to the
agreement and by a fact finder seeking to resolve any
subsequent dispute.

Further complicating the situation, Illinois has
enacted legislation which allows for electronic signa-
tures, secure electronic signatures and digital signa-
tures. A “secure electronic signature” is similar to a
“digital signature” in that it can be verified by the par-

ties to a transaction, but is different in that there is no
third party also acting as an independent source of veri-
fication. While all of these forms of computerized signa-
tures are accepted as a signature, each is given a differ-
ing legal status. An electronic signature will satisfy a
signing requirement, but a secure electronic signature
will form a “rebuttable presumption that it is the signa-
ture of the person to whom it correlates.” As a result,
the party challenging the integrity of the electronic
secure signature will bear the burden of rebutting the
presumption that the signature was genuine. The use of
state-certified digital signatures is considered to be con-
clusive proof that a document was signed by the indi-
vidual purporting to sign it, so long as proper certifica-
tion procedures are followed.

It is evident from the foregoing that the states are
not taking a uniform approach to electronic signatures,
although it remains possible that the states will start to
coalesce around the flexible approach to electronic sig-
natures proposed in UETA. To the extent that the goal is
to promote e-commerce, states would do well to follow
UETA’s model, which gives the contracting parties the
freedom to define for themselves, through their own
agreements and practices, what they will accept as elec-
tronically signed documents. To the extent that legisla-
tures impose their own judgments as to what consti-
tutes a sufficiently “secure” signature to warrant
recognition in the courts, these legislatures may be
interfering with the ability of each industry to develop
standard electronic signature practices which are best
suited to the needs of each industry. They may also run
afoul of the E-Sign legislation, while the model version
of UETA will not.

3. dlick-Through Agreements

Promoting widespread recognition of electronic
contracts should prove to be the easy part of develop-
ing a legal framework for electronic commerce. The
more interesting question may prove to be this: what
conduct constitutes sufficient conduct to form an elec-
tronic contract? In the formation of all contracts, includ-
ing those created via the Internet, mutual assent by
both parties is required. Traditionally, such assent was
manifested by signing and exchanging documents, but
in today’s world of electronic commerce, the rules are
changing. Current Internet technology allows parties to
agree to contract simply by clicking through webpages
listing the terms of the contract before consummating
the transaction. Such agreements are commonly known
as “click-wrap” or “click-through” agreements. (The
name “click-wrap” derives from the early software
agreements that came bound inside the box containing
the computer software. These boxed software agree-
ments are often referred to as “shrinkwrap agree-
ments.”)
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Though “click-wrap” agreements are practical in
that they facilitate speedy online commerce, some com-
mentators have questioned their enforceability from a
legal standpoint. These commentators claim that con-
tracts arising from a “click-through” should be unen-
forceable because they may deny parties (particularly
small businesses and consumers) an opportunity to
evaluate the terms of the agreement and consider its
consequences.10

Despite these criticisms of “click-wrap” agreements,
the early indications from the courts are that such
agreements will be upheld as enforceable. For example,
in Hotmail Corp. v. Van$ Money Pie, Inc., the court held
that a mass-marketing “click-wrap” agreement was
binding on a party, and that a party who violated the
terms could be held in breach of contract.! A New Jer-
sey court also addressed the validity of “click-wrap”
agreements in Caspi v. Microsoft Network, and held that
an electronic contract agreed to by a “click” of a mouse
was just as binding as a written contract.!? This result is
consistent with the approach that courts have taken
toward “shrinkwrap agreements”: Courts have general-
ly held these agreements to be binding.13

Uniform acts, such as UETA and UCITA, are also
promoting the acceptance of “click-wrap” agreements.
Under § 5(b) of UETA, a court should look at the “con-
text and surrounding circumstances, including the par-
ties” “‘conduct’ to determine if the buyer and seller
agreed to conduct transactions.”14 Furthermore, under §
14, an individual may consummate an automated trans-
action if “the individual knows or has reason to know
[that his action(s)] will cause the electronic agent to
complete the transaction or performance.”15 From these
two sections it follows that, if the parties knew that
their “clicking” of an acceptance clause would complete
a transaction, a court should hold that such conduct
constitutes assent to the transaction. States have already
begun adopting legislation based on this uniform
model. In September of 1999, California adopted a bill
enacting UETA § 5(b) and § 14.1¢ Pennsylvania adopted
the same language on 16 December 1999.17 In Massa-
chusetts, a draft proposal based on UETA has been cir-
culating but not yet addressed by that state’s legisla-
ture.18

UCITA specifically addresses the sale and distribu-
tion of “data, text, images, sounds, mask works, or
computer programs, including collections or compila-
tions of them,”19 activities which include the sales of
computer software or information over the Internet.
UCITA is intended to validate broadly such transfers
over the Internet by promoting a flexible approach to
determine whether a user has demonstrated his or her
consent to be bound by the terms and conditions in a
“click-wrap” agreement. Under UCITA, a person can

manifest assent to a record or term if the person, after
having an opportunity to review the record, authenti-
cates the record or engages in other affirmative conduct
indicating acceptance.?0 Though “affirmative conduct”
has yet to be judicially defined, it seems likely that
clicking “yes” on a message box after having an oppor-
tunity to view the agreement would constitute such
affirmative conduct. The answer will ultimately lie in
the form in which legislatures adopt UCITA or any
related legislation. As of yet, only Maryland and Vir-
ginia have adopted UCITA.

Due to the high volume of electronic transfers via
the Internet, the validity of “click-wrap” agreements is
of prime importance for those involved in sales through
the Internet. Although little guiding case law and legis-
lation exists, current trends indicate that legislatures
and courts will be willing to permit the enforcement of
such agreements.

4. Enforcing Web Site Terms of Use

In an attempt to limit their liability or impose rules
governing the use of their Web sites, site hosts are
employing “terms of use” statements. Such terms are
usually found by accessing a link located at the bottom
of the webpage. Web site owners do not want to use
“click-through” agreements before giving access to their
Web sites because web surfers are notoriously impatient
and may refuse to use a site that requires them to click-
through a message box every time they want to access
it. Although providing access to the terms of use
through a link at the bottom of the home page is more
user-friendly than the potentially burdensome “click-
through” agreements, more serious questions arise with
respect to their enforceability.

In a positive development for Web site operators
not using “click through” agreements, in December of
2000 Judge Barbara S. Jones of the Southern District of
New York issued a preliminary injunction preventing
Web hosting company Verio Inc. from extracting and
profiting from the customer database of Register.com in
violation of the terms of use found on Register.com’s
Web site. Verio was using an automated software pro-
gram to retrieve newly registered domain names from
Register.com’s database for use in Verio’s direct market-
ing campaign. Verio disputed Register.com’s claims by
arguing, among other things, that Register.com’s terms
of use are unduly restrictive. Judge Jones rejected
Verio’s arguments, holding that Register.com’s terms of
use are enforceable. The judge held that, regardless of
the restrictiveness of Register.com’s terms of use, Verio
was bound by its provisions by virtue of its accessing
Register.com’s database.!

As mentioned above, UCITA covers computer
information transactions, which includes providing
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information over the Internet. At § 209, UCITA validates
mass-market licenses for informational products, pro-
vided the user demonstrates his or her agreement to be
bound by the terms and conditions. A person can mani-
fest assent to a record or term if the person, after having
an opportunity to review the record, authenticates the
record or engages in other affirmative conduct indicat-
ing acceptance. UCITA's § 209 clearly provides that an
integral part of manifesting assent is the user’s knowl-
edge of or opportunity to understand the terms to
which the user is agreeing. The key question is how the
Web site owner gives this user the opportunity to
understand what he or she is agreeing to. According to
UCITA, the Web site owner can provide users with the
opportunity to learn of the terms and conditions for use

by

displaying prominently and in close
proximity to a description of the com-
puter information, or to instructions or
steps for acquiring it, the standard
terms or a reference to an electronic
location from which they can be readily
obtained; or disclosing the availability
of the standard terms in a prominent
place on the site from which the com-
puter information is offered and fur-
nishing a copy of the standard terms on
request before the transfer of the com-
puter information. . . .22

This provision suggests that Web site terms of use will
be enforced so long as the Web site owner displays the
link to the terms of use prominently on the home page
of the Web site.

But, as mentioned above, UCITA has only been
adopted in two states. In practice, if a Web site host
wants to take every step to promote the enforceability
of its terms of use, the Web site owner should employ
“click-through” type agreements that require the user to
agree to the terms before getting access to the site. Such
agreements may be appropriate for sites that may have
greater than normal liability concerns, such as sites that
provide medical information.

Even if UCITA is generally adopted, all provisions
in the terms of use may not be enforced. Specific provi-
sions may be void under state law or under regulations
pertaining to specific industries. Nonetheless, the early
case law, and the software industry’s experience with
shrinkwrap agreements, suggests that many of these
provisions will be enforced.

(a) Liability Disclaimers

Many Web site terms of use contain a limitation of
liability clause, including the typical bold-faced dis-

claimers about goods, services or information being
provided “as is” with no representations or warranties,
and disclaimers of any implied warranties. Under
UCITA, the liability of the Web site owner can be limit-
ed—provided that the user agrees to such limitations.
UCITA’s § 807(b) provides that “[a] party [to an Internet
transaction] may not recover consequential damages for
losses resulting from the content of published informa-
tional content unless the agreement expressly so pro-
vides.” Consequential damages include “lost profits
resulting from that lost opportunity, damages to reputa-
tion, lost royalties expected from a licensee’s proper
performance, lost value of a trade secret from wrongful
disclosure or use, wrongful gains for the other party
from misuse of confidential information, loss of privacy,
and loss or damage to data or property caused by a
breach.”23

Although no courts have specifically addressed the
issue of a Web site disclaiming consequential damages,
courts have allowed such disclaimers in the context of
“shrinkwrap” agreements. In M.A. Mortenson Co., Inc. v.
Timberline Software Corp, the buyer of computer soft-
ware used by contractors in preparing construction bids
brought an action against the software sellers, alleging
that the software caused the buyer to submit an inaccu-
rate bid and was damaged as a result.2* Timberline Soft-
ware shipped the diskettes in sealed envelopes that
were placed inside white product boxes. The full text of
the license agreement was printed on the outside of
each sealed envelope. The license agreement was also
printed on the inside cover of the user manuals and a
reference to the license agreement appeared on the
introductory screen each time the program was execut-
ed. The licensing agreement contained a limitation of
liability clause, including a disclaimer of any liability
for lost profits. The court found the license terms to be
an enforceable part of the contract, provided it was not
unconscionable. “Whether a limitation on consequential
damages is unconscionable is a question of law. The
burden of establishing unconscionability is on the party
challenging the limitation.”2 In this case, the plaintiffs
did not meet this burden, so the defendants were grant-
ed summary judgment.

(b) Indemnity

Many Web site terms of use also require the user to
indemnify the Web site owner, provided that the user
agreement specifically says so. Although the enforce-
ment of such indemnities will ultimately turn on state
law, UCITA promotes the enforcement of such indemni-
ties so long as the indemnity provision is expressly, con-
spicuously and clearly placed in the terms of use.26 The
method of consent to the terms of use—or displayed
link—will likely be significant under the law of the
state where the indemnity is sought to be enforced.?”
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(c) Jurisdiction, Choice of Law and Choice of
Forum

Again, the legal authorities available to date sug-
gest a trend in favor of enforcing choice of law and
choice of forum clauses, although the particular law of
each state will be significant in this analysis. Although
New York courts have not specifically ruled on Internet
forum selection clauses, such clauses are generally
enforceable in New York State, absent a showing that
enforcement would be unreasonable and unjust or that
the clause is invalid because of fraud or overreaching.28
Therefore, it is likely (based on authority from other
jurisdictions) that New York courts would enforce a
“click-wrap agreement” that required a Web site user to
submit to the jurisdiction of a particular court. UCITA’s
§ 110 allows the parties to select the forum and law to
be applied: “The parties in their agreement may choose
an exclusive judicial forum unless the choice is unrea-
sonable and unjust.” Additionally, § 109 of this model
act provides that, “The parties in their agreement may
choose the applicable law. However, the choice is not
enforceable in a consumer contract to the extent it
would vary a rule that may not be varied by agreement
under the law of the jurisdiction whose law would

apply....”

Courts that have enforced forum selection clauses
tend to evaluate the following factors: the intent of the
parties; the manifestation of the parties” assent; and the
reasonableness of the forum selection clause. The case
of Groff v. America Online Inc. provides an example
where a court held that a mass-market forum selection
clause was enforceable.?? The case involved America
Online (AOL) customers who sued AOL, alleging that
at the time they accepted AOL’s offer for unlimited
service, AOL knew it would be unable to provide that
service. When the plaintiffs signed up for AOL they
were required to click through a “click-wrap” agree-
ment. The “click-wrap” agreement contained a forum
selection clause expressly providing Virginia law and
the Virginia courts as the appropriate legal forum for
the litigation. The court held that by clicking through,
the plaintiff accepted AOL’s terms because although the
“plaintiff had the option not to accept defendant’s
terms, [he] did not. He chose to go on line.”30 This court
also stated that “[g]enerally, a plaintiff’s choice of forum
is entitled to great weight and should be disturbed only
in exceptional circumstances.”3! Nonetheless, the bur-
den of persuading the court of the clause’s unreason-
ableness was on the plaintiff, and he did not meet that
burden. Thus, AOL’s motion to dismiss based upon
improper venue was granted.

In cases where courts have considered whether they
should exercise jurisdiction over a company based on

the company’s Web site activity in the forum, courts
have considered and given effect to forum selection
clauses in Web site terms of use. In Decker v. Circus Cir-
cus Hotel, the plaintiffs commenced a personal injury
action in a New Jersey court against Circus Circus
Hotel (“Circus Circus”), a Nevada corporation with its
only place of business in Las Vegas, Nevada.32 In
attempting to gain personal jurisdiction over Circus
Circus, the plaintiffs argued, among other things, that
Circus Circus maintained a Web site for customers to
transact business nationwide. The court held that,
although maintaining a Web site does open the defen-
dant to jurisdiction, the “defendant’s Internet site con-
tains a forum selection clause requiring that, by making
a reservation over the Internet, customers agree to have
their disputes settled in Nevada state and federal
courts. This forum selection clause ought to be
enforced.”33 Therefore, the action was transferred to the
District Court of Nevada.

While no courts have addressed the required level
of prominence of a “Terms of Use” statement, disputes
arising over this issue are sure to arise in the future. In
the meantime, it is advisable that a host exhibit the
terms of use in an obvious location on the home page.
Regarding disclaimers, courts have already enforced
such clauses in some circumstances and UCITA pro-
motes the enforcement of such clauses. Therefore, it is a
prudent practice to include a terms of use section in any
Web site, and to make the link to the terms of use as
prominent as possible without interfering with the
functional purposes of the site.

lll. The Latin American Perspective

A. Legal Issues Pertaining to E-Commerce
in Latin America

Latin America has one of the world’s fastest grow-
ing rates of Internet connectivity. Several factors have
contributed to the increasing use of e-commerce in
Latin America. These include the widespread access to
computers by comparatively large segments of Latin
America’s middle and professional classes (which have
been fueled lately by accessible options both to Internet
service and computers, like the recent offer of low-cost
computers by Mexico’s Telmex to users of its Internet
service) and the continuing exposure through the
media, especially television, to the varieties of e-com-
merce. Free trade treaties have also played an important
role in Latin America’s embrace of e-commerce by
allowing penetration by distributors and firms engag-
ing in e-commerce activities in the United States. The
combination of these factors will cause e-commerce to
grow rapidly in a region whose international trade itself
has grown exponentially in the last decade, particularly
since the advent of NAFTA and MERCOSUR.
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There is a concern, however, that current laws in
Latin America governing commercial transactions are
not well suited to regulate electronic transactions, and
thus may hinder the development of e-commerce.
Specifically, Latin American transactional laws are still
heavily influenced by nineteenth century civil codes,
which require certain formalities in the formation of
contracts. The prevailing principles in Latin American
legal systems have a close relation to the paper/hand-
written signature environment. They do not recognize
electronic messages in such systems generally, and it is
therefore not surprising that considerable uncertainty
exists with respect to the enforceability of electronic
contracts and undertakings. This uncertainty applies to
issues as basic as whether an electronic contract is
enforceable, especially when the value thereof exceeds
that mentioned in the statute of frauds provision of civil
or commercial codes. And though many commercial
codes regulate activities with or between merchants, it
is not clear if these commercial codes would enforce a
contract lacking the traditional writing or signature
requirements. It is also unclear what would be the evi-
dentiary value of electronic messages and the validity
of electronic documents.

Several Latin American countries such as Argenti-
na, Brazil, Chile, Colombia, Ecuador and Peru have
either proposed or enacted regulations, or tried to adapt
or expand traditional legal notions, to include the elec-
tronic equivalents. Since the discussion of all the cur-
rently proposed and enacted e-commerce legislation in
Latin America is beyond the scope of this article, we
have taken the example of Mexico’s newly enacted
amendments to several key laws as an example of the
manner in which existing legal obstacles to the develop-
ment of e-commerce in Latin America have been
resolved in these jurisdictions.

B. The Mexico Perspective

In April 2000, Congress approved amendments to
the Civil Code for the Federal District, the Federal Pro-
cedure Code, Commerce Code and the Consumer Pro-
tection Law, in order to modify Mexico’s legal infra-
structure to allow the operations of electronic
businesses.

These amendments, which became effective on 7
June 2000, are based on the model law for electronic
business prepared by UNCITRAL, which intends to
provide a framework that will facilitate the develop-
ment of electronic commerce.

Prior to the introduction of these amendments,
Mexican law did not make any reference whatsoever to
electronic transactions, and therefore created a vacuum
on the interpretation and treatment that courts would
give to electronic commercial transactions in general.

The new amendments provide security to the parties
involved in electronic transactions by recognizing,
among other things, that offer and acceptance can be
made through electronic means as long as such elec-
tronic information can be attributed to the originators
and is accessible in the future.

These amendments do not include a concept for
“digital signatures” as established in the UNCITRAL
model law, but allow the establishment of the origin of
an offer or acceptance based on the degree of certainty
that such information can be attributed to the origina-
tor. This part of the amendments can be interpreted as
the basis upon which different technologies, such as
digital signatures, can be used to guarantee the origin
of the offer and acceptance.

The amendments to the Federal Code of Civil Pro-
cedure consist of the addition of an article that recog-
nizes as evidence the information or exchange of infor-
mation that is contained in magnetic, optical or any
other media. However, judges will have the discretion
to weigh the evidence, based on the reliability of the
technology that generated, received, transmitted or
archived the information. Likewise, this amendment
allows for the presentation of information in electronic
form when the law calls for an original document, as
long as it can be evidenced that such information has
not been altered since its creation or generation and is
available for subsequent retrieval.

The Commerce Code has also been subject to sever-
al amendments that include the modernization of the
Public Registry of Commerce, the digitalization of the
information contained in the Registry, as well as the use
of electronic signatures by Public Registry Officials with
respect to information related to the Public Registry of
Commerce. However, these amendments are not limit-
ed to the public records, since they recognize the execu-
tion of mercantile agreements through the use of elec-
tronic media. The amendments also allow for the use of
data messages in lieu of paper documents when the law
requires the formality to be set in writing, as long as
they can be attributed to the obligated parties and are
accessible in the future. Data messages can also be
admitted in commercial trials as evidence and their
strength will be determined by the reliability of the
method or technology used to generate, archive or
transmit the message.

The Consumer Protection Law was also amended
in order to protect the rights of consumers when they
engage in electronic business transactions. These rights
are varied, and among the most important ones is the
prohibition against using or revealing information
obtained during the course of an electronic transaction
without the prior consent of the consumer. The amend-
ments also impose on the provider of goods or services
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the obligation to use the available technology to guar-
antee the security and privacy of the exchange of infor-
mation during such transactions, as well as to provide a
physical address and other general information of the
provider of goods and services to the consumer.
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The North American Free Trade Agreement:
The Provisions for the Temporary Entry of Canadian and
Mexican Business Persons Into the United States

By Kenneth A. Schultz

1. Introduction

The North American Free Trade Agreement
(NAFTA) entered into force on 1 January 1994, commit-
ting the United States, Canada and Mexico to the reduc-
tion of existing barriers to trade and the freer move-
ment of capital and labor. NAFTA was modeled on the
United States-Canada Free Trade Agreement (CFTA)
which had become effective 1 January 1989 and includ-
ed reciprocal provisions for facilitating temporary busi-
ness travel of citizens of the two countries in a Chapter
15 entitled “Temporary Entry for Business Persons.”
The immigration provisions of NAFTA, similar to those
of CFTA, appear at Chapter 16 and bear the same title
as CFTA’s Chapter 15. With the implementation of
NAFTA, the immigration provisions of CFTA were sus-
pended.

Chapter 16 of NAFTA provides for a number of
substantive and/or procedural variations in connection
with three long-standing U.S. nonimmigrant visa sta-
tuses important to the international business communi-
ty. It also includes a status which first appeared in
CFTA. The visa statuses involved are “Business Visi-
tors,” “Traders and Investors,” “Intracompany Transfer-
ees,” and “Professionals.” For these, NAFTA liberalizes
the practices that would otherwise apply to the tempo-
rary entry of Canadian citizens and, to a lesser extent,
Mexican citizens. NAFTA, however, makes no provision
for permanent immigration. Rather, it is designed to
facilitate the temporary travel of a business person,
defined as a “citizen of a Party who is engaged in the
trade of goods, the provision of services or the conduct
of investment activities.” The term “temporary entry” is
defined as an entry “without the intent to establish per-
manent residence.” Interim rules implementing the
immigration provisions of NAFTA were published by
the Immigration and Naturalization Service two days
before NAFTA's effective date,! and final rules were
promulgated four years later.2

This article will highlight NAFTA'’s provisions for
business visitors (B-1), traders (E-1) and investors (E-2),
intracompany transferees (L-1), and professionals (TN).

Il. Business Visitors

NAFTA has not substantially altered existing prac-
tice with respect to Canadian or Mexican business visi-

tors seeking entry to the United States pursuant to the
Immigrant and Nationality Act (“INA” or “Act”) §
101(a)(15)(B)3 or the practices for Canadians who
entered pursuant to CFTA prior to 1 January 1994.

Appendix 1603.A.1 to Annex 1603 of NAFTA pro-
vides a list of the authorized “business visitor” activi-
ties. This appendix is almost identical to the list of busi-
ness activities authorized by Schedule 1 to Annex
1502.1 of CFTA. In furtherance of NAFTA'’s objective of
establishing transparent criteria for temporary entry,
specific occupations are listed by category under the
following headings: research and design; growth, man-
ufacture and production; marketing; sales; distribution;
after-sales service; and general service. This list is not
exhaustive because Canadians and Mexicans also have
the option of seeking B-1 entry under the general provi-
sions of the Act.

Procedurally, NAFTA does not provide any addi-
tional benefits to Canadian or Mexican business visi-
tors. Canadians do not need B-1 (business visitor) visas
to apply for entry and the existing requirement for
Mexicans to have a visa or possess a border crossing
card is not modified.

lll. Treaty Traders and Investors

Perhaps the most significant immigration contribu-
tion of NAFTA was the granting of the right to Mexi-
cans to enter the United States as treaty traders (E-1)
or treaty investors (E-2) pursuant to the INA §
101(a)(15)(E).# Canadians had earlier acquired these
benefits under CFTA and NAFTA continued them. The
E status is a benefit accorded to qualified nationals of
countries who ordinarily enter the United States under
provisions of a treaty of friendship, commerce and navi-
gation or a bilateral investment treaty. NAFTA, by exec-
utive agreement, provides the same benefits to qualified
Canadians and Mexicans to engage in substantial trade
between the United States and the country of the alien’s
nationality or to invest a substantial amount of capital
in an enterprise in the United States.

The lone distinction under the treaty trader and
investor provisions of the Act and NAFTA is that a
Canadian or Mexican may be denied E classification if
the Secretary of Labor advises the INS Commissioner
that a strike or other labor dispute involving a work
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stoppage of workers in the alien’s occupational classifi-
cation is in progress where the alien will be employed;
and the alien’s entry may adversely affect the settlement
of the labor dispute or the employment of any person
involved in the dispute. If the Canadian or Mexican has
already commenced employment in the United States,
he or she may continue to work or participate in the
strike or work stoppage and be considered to be prop-
erly maintaining E status assuming all other conditions
of the entry are adhered to.

Notwithstanding that Canadians are ordinarily
exempt from the need to present nonimmigrant visas,
NAFTA, like CFTA, requires that Canadian treaty
traders and investors be in possession of an E-1 or E-2
visa issued by an American consular officer. Mexicans
are similarly required to have the applicable visa.

IV. Intracompany Transferees

The substantive provisions of NAFTA for entry by
Canadian and Mexican L-1s (intracompany transferees)
are identical to existing requirements in the INA §
101(a)(15)(L)> and 8 C.ER. § 214.2(1) except for the addi-
tion of provisions concerning labor disputes. An L-1
petition on behalf of a Canadian or Mexican may be
denied (or the alien denied entry after approval of the
petition) if the Secretary of Labor has advised the INS
Commissioner of any labor dispute involving a work
stoppage and the alien’s entry may adversely affect the
dispute. Like the E provisions, if the alien has already
begun employment in the United States, the alien may
continue working in status or even strike without being
deemed to have violated his or her status assuming all
other conditions of the entry are maintained.

Procedurally, NAFTA modifies the rules for filing L-
1 petitions on behalf of Canadians and leaves in place
existing rules for Mexican nationals who continue to be
treated like nationals of all other countries. NAFTA
allows Canadians to file L-1 petitions at a Class A port
of entry located along the U.S.-Canadian border or at a
pre-flight/pre-clearance station located in Canada. The
opportunity to do filings at the border, or at pre-flight
inspection, allows Canadians to have their L-1 petitions
approved right away, instead of waiting for normal pro-
cessing by a Regional Service Center. Canadians, how-
ever, may also file conventionally with the appropriate
Regional Service Center.

A Canadian (or a Canadian resident, i.e., landed
immigrant, of a common nationality with a Canadian)
spouse and unmarried minor children who accompa-
nies or follows to join the principal (L-1) alien is admit-
ted under the classification symbol L-2 for the same
period of time. However, non-Canadian spouses and
unmarried minor children may only “follow to join,”
since they are not visa exempt and, therefore, are not

able to obtain L-2 visas until the principal alien has
been admitted to the United States in L-1 status.

Mexicans, unlike Canadians, may only have their
L-1 petitions filed with the Regional Service Center hav-
ing jurisdiction for the place of employment. Mexicans
also require L-1 visas and do not appear to obtain any
benefits from NAFTA beyond those available under the
Act. In fact, NAFTA compromised the L-1 provisions of
the Act for Mexicans, as well as Canadians, by introduc-
ing the “labor dispute” provisions barring L-1 entries.

V. Professionals (TN) and Their Dependents
(TD)

NAFTA also provides for the temporary entry of
Canadian and Mexican business persons “to engage in
activities at a professional level.” This phrase is defined
to mean undertakings requiring the individual to have
at least a baccalaureate degree or appropriate creden-
tials demonstrating professional status. A significant
change from the text of the earlier CFTA provision is
that the NAFTA definition specifically precludes the
establishment of a business in the United States in
which the professional will be self-employed. The TN
classification is also subject to “labor dispute” provi-
sions identical to those applicable to L-1 status.

H-1B status, which also provides for the entry of
professionals, should not be confused with TN under
NAFTA. The preamble to the INS interim rule specifi-
cally stated that admission pursuant to NAFTA to
engage in professional level activities does not imply
qualification as a “professional” under INA §
101(a)(15)(H)(i),° or § 203(a)(3).” The H-1B category is
for “specialty occupations,” namely, those in occupa-
tions for which an entry level requirement is customari-
ly a university degree at the American baccalaureate
level. While the designation of some professional (“spe-
cialty”) occupations for H-1B purposes and the criteria
for membership continue to be problematic, NAFTA
seeks to simplify the admission process for a select and
precisely defined group of Canadian and Mexican pro-
fessionals.

Appendix 1603.D.1 to Annex 1603 of the NAFTA
lists those occupations deemed professional for purpos-
es of TN classification. Each occupation listed on
Appendix 1603.D.1 requires a baccalaureate or Licen-
ciatura degree unless specified otherwise. Some occupa-
tions require a degree or either a provincial or state
license (e.g., architect, engineer, forester, land surveyor,
lawyer, dietician, occupational therapist, physiothera-
pist, psychologist, and registered nurse). Other occupa-
tions require a degree or post-secondary diploma or cer-
tificate and three years” experience (e.g., computer
systems analyst, graphic designer, hotel manager,
industrial designer, interior designer, technical publica-
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tions writer, and medical laboratory technologist). And
a small number of occupations have unique require-
ments, including disaster relief insurance claims
adjuster, librarian, management consultant, and scien-
tific technician/technologist.

A. Admission Procedures for Canadians

The admission procedures for Canadian and Mexi-
can TNs are decidedly different from each other. As
with the CFTA, a Canadian may simply apply for
admission to the United States to engage in a listed
activity at a Class A port of entry, a United States inter-
national airport, or a United States pre-clearance/pre-
flight station. No petition, visa or other form is needed.
The Canadian must simply document that he or she is
seeking temporary entry to engage in a listed profes-
sion or occupation. The documentation takes the form
of a letter from the prospective U.S. employer, support-
ed by licenses, diplomas, degrees, certificates, or mem-
bership in professional organizations. Regulations pro-
vide that the documentation must be sufficient to
establish the activity to be engaged in; the purpose of
entry; the anticipated length of stay; the educational or
other credentials demonstrating professional level
status; compliance with applicable state laws and/or
licensing requirements, if any; and the arrangements for
remuneration for services to be rendered.

A qualified Canadian will be admitted for up to one
year and given a form [-94 with the classification sym-
bol TN and a receipt, upon payment of the required $50
fee. Provided the business activity and employer have
not changed, the Canadian may reenter the United
States on an unexpired form [-94 without any other
employment-related documentation or an additional
fee. If the Canadian no longer has the original 1-94, he
or she may present alternative evidence such as the
original INS TN fee receipt or a TN admission stamp in
a passport and a confirming letter from the U.S.
employer.

A Canadian (or a Canadian resident, i.e., landed
immigrant, of a “common nationality” with a Canadian,
i.e., a citizen of a British Commonwealth country or Ire-
land) spouse or unmarried minor child may accompany
or follow to join the principal TN alien in TD status
without a fee or a nonimmigrant visa. Dependents of
other nationalities must obtain a TD nonimmigrant visa
following the principal alien’s admission in TN classifi-
cation. In either instance, admission in TD status shall
be for up to one year. Neither a dependent spouse nor a
minor child may accept employment.

A Canadian citizen admitted in TN status may
apply for extension(s) of stay in increments of up to one
year without regard to the time limitations imposed on
the L-1 and H-1B classifications. An extension applica-
tion must be accompanied by letter(s) from the U.S.

employer(s) confirming the continuing need for the
Canadian’s services for a specified period of time. Reg-
ulations also provide the same procedure for changing
or adding U.S. employers.

The TD spouse or child of a Canadian TN may also
be granted extensions of temporary stay in increments
of up to one year, provided the principal alien is main-
taining status.

B. Admission Procedures for Mexicans

However, no streamlined admission process exists
for Mexican TNs. The provisions for a Mexican who
applies for admission to the United States to engage in
a listed activity on Appendix 1603.D.1 are the same as
the H-1B (specialty occupation) procedures, except that
the form 1-129 petition must be filed with the Nebraska
Service Center regardless of the place of employment.
Before the petition is filed, the prospective U.S. employ-
er must comply with the H-1B “labor condition applica-
tion” requirements. Mexicans will also need TN or TD
visas and will be subject to the same time limitations as
discussed above in regard to Canadians. The proce-
dures for extension(s) of status for Mexicans will be the
same as for Canadians as well, except that the petitions
must be filed with the Nebraska Service Center. Finally,
not more than 5,500 Mexicans may be classified TN
annually (exclusive of petition extensions or extensions
of stay): the number does not include spouses and chil-
dren. The number can also be increased by mutual
agreement of the United States and Mexico and the
numerical limitation will sunset on 31 December 2003.

VI. NAFTA Working Group and Dispute
Resolution

The purpose of NAFTA Chapter 16 is to facilitate
temporary entry of business persons on a reciprocal
basis while ensuring border security, and protecting
indigenous labor and permanent employment. NAFTA
contemplates that the process will be an evolving one
and recognizes that, inevitably, disputes will material-
ize. NAFTA, therefore, provides that representatives of
each party will form a Working Group to consult at
least once a year regarding the implementation of
Chapter 16 and “the development of measures to fur-
ther facilitate temporary entry of business persons on a
reciprocal basis; the waiving of labor certification tests
or procedures of similar effect for spouses of business
persons who have been granted temporary entry for
more than one year under Sections B (traders and
investors), C (intracompany transferees) or D (profes-
sionals) of Annex 1603; and proposed modifications of
or additions to this Chapter (16).”

NAFTA also provides that any party may invoke
dispute resolution procedures regarding Chapter 16,
but not with respect to the denial of a business person’s

52 NYSBA International Law Practicum | Spring 2002 | Vol. 15| No. 1



request for temporary entry unless it involves a pattern
or practice and all administrative remedies have been
exhausted. If a final decision has not been issued within
one year after the commencement of administrative
proceedings (through no fault of the business person),
the latter requirement will be deemed to have been met.
Since neither NAFTA nor the implementing regulations
include provisions for administrative review of individ-
ual cases, other than L-1 or TN petitions on behalf of
Mexicans, it appears that business visitors and Canadi-
an professionals will have to pursue and exhaust their
administrative remedies through removal proceedings
before an Immigration Judge (with appeal to the Board
of Immigration Appeals) before dispute resolution pro-
cedures could be invoked. Canadian intracompany
transferees can opt for the filing of an I-129L petition
with the appropriate Regional Service Center if denied
entry and can, at least, pursue administrative review of
the petition without subjecting themselves to the ordeal
of immigration court proceedings. Treaty traders and
investors have no opportunity for administrative
review at all, since they must obtain E visas prior to
making application for admission and the law makes
no provision for the review of a consul’s decision.

Hopefully, the consultations required by NAFTA
Article 1605 will eventually give rise to the implementa-
tion of meaningful administrative review procedures
for all Canadian and Mexican business persons seeking
entry pursuant to NAFTA. This will be of obvious bene-
fit to the business persons and will further the interests
of the United States, Canada and Mexico in promoting
the establishment of transparent criteria for temporary
entry, which, in turn, will inevitably facilitate the
desired trade.
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Statutory Enforcement of International Arbitration

Awards in the United States

By H. Stephen Harris, Jr. and Jack P. Smith, IlI

1. Introduction

The dramatic increase in international commerce
and trade in recent decades has resulted in an increased
use of arbitration as the preferred form of dispute reso-
lution in transnational business transactions. Reasons
for reliance on arbitration in this context are well
known, including lower cost than litigation (though this
advantage can be overstated), avoidance of parallel liti-
gation in two or more jurisdictions and the risk of
inconsistent determinations in multiple fora, greater
control of the parties over procedures and over the tim-
ing and scope of an award, and greater involvement of
the parties in the selection of the decisionmakers.

Arbitral tribunals, however, have neither the
authority nor the means to enforce their awards. Once
an arbitral award is rendered, unless the parties or
assets against which enforcement is sought happen to
be located in the jurisdiction where the award is ren-
dered, the victor must resort to the courts of the juris-
diction where meaningful enforcement can be effected.

U.S. practitioners increasingly find themselves
asked to obtain, from U.S. courts, enforcement of arbi-
tral awards rendered outside the United States. While
there remain unclear areas and splits in authority
among U.S. courts on certain subjects regarding the
enforcement of foreign awards, there is a basic founda-
tion on which to counsel clients seeking to enforce a
foreign award here.

The two principal sources of law are the New York
Convention on the Recognition and Enforcement of For-
eign Arbitral Awards (known commonly as the New
York Convention) and the Inter-American Convention
on International Commercial Arbitration Awards
(known commonly as the Panama Convention). As seen
below, the non-enforcement provisions of the two con-
ventions are essentially identical. As explained in the
section on the Panama Convention, below, which con-
vention applies in a given case depends on whether the
parties involved have executed both conventions or
only the Panama Convention. This paper seeks to pro-
vide an overview of the principal provisions of these
conventions, and decisions that illustrate the current
application of those provisions by U.S. courts.

Il. Enforcement under the New York
Convention

A. What Constitutes a Foreign Arbitral Award
under the New York Convention?

The most frequently applied (and thus most fre-
quently litigated) source of law on the enforcement of
foreign arbitral bodies is the 1958 United Nations Con-
vention on the Recognition and Enforcement of Foreign
Arbitral Awards, commonly known as the New York
Convention, which was effected to ease the use of arbi-
tration in the international commercial context.! The
New York Convention is codified, along with the U.S.
Federal Arbitration Act (FAA), in Title 9 of the U.S.
Code at 9 U.S.C. §§ 203 et seq. (For purposes of simplici-
ty, and because most international practitioners refer to
the New York Convention in this way, references to the
provisions of the New York Convention will be cited in
this paper as Articles of the Convention, not as sections
of the FAA.)

Article I of the New York Convention provides for
two major categories of arbitral awards falling within
its purview: (i) those “made in the territory of a State
other than the State where the recognition and enforce-
ment of such awards are sought”; and (ii) those “not
considered as domestic awards in the State where their
recognition and enforcement are sought.”2 This lan-
guage marks a compromise between the civil law and
common law drafters of the treaty, whose legal systems
have traditionally utilized different standards of deter-
mining whether an award is domestic, and the provi-
sion allows a nation considerable leeway in determin-
ing what awards will be considered foreign for
purposes of recognition and enforcement.

Why is an award’s characterization as “foreign”
important? Foreign arbitral awards are governed exclu-
sively by the New York Convention. National judiciar-
ies are not supposed to interpose national law—even
national constitutional law—over the privileges and
obligations set out in the Convention. This construction
guarantees that parties seeking enforcement of foreign
arbitral awards accrue certain rights and privileges vis-
a-vis the national judicial system in which enforcement
is sought. A Belgian court considering the enforcement
of an award, for example, must apply the same (or at
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least very similar) legal considerations as would a U.S.
court in a similar position.3 In contrast, domestic arbi-
tral awards are not governed by the New York Conven-
tion and so are subject to the idiosyncrasies of the vari-
ous national arbitration laws.

Two instructive decisions clarify the New York Con-
vention’s applicability to awards when enforcement in
the U.S. is sought. In Sigval Bergesen v. Joseph Muller
Corp.* the court determined that the Convention would
apply to arbitration between two foreign parties, even if
the arbitration was conducted inside the U.S. and using
U.S. law. The court defined “foreign” as follows: “made
within the legal framework of another country, e.g.,
pronounced in accordance with foreign law or involv-
ing parties domiciled or having their principal place of
business outside the enforcing jurisdiction.”> The Sec-
ond Circuit’s approach is thus quite broad and accords
with the Convention’s aim of making arbitration
between parties of different nationalities a more reliable
dispute resolution procedure.

In Industrial Risk Insurers v. M.A.N. Gutehoffnungs-
huette GmbH,® the court reinforced the Sigval Bergesen
decision by holding that the Convention would apply
to arbitral awards rendered in the U.S. under U.S. law
even if only one of the parties to the arbitration was for-
eign. Conversely, the FAA limits application of the New
York Convention when the arbitration is entirely
between citizens of the U.S. In that situation, the New
York Convention will apply only if the “relationship
involves property located abroad, envisages perform-
ance or enforcement abroad, or has some other reason-
able relation with one or more foreign states.””

Moreover, the award must be the product of arbi-
tration. It may not proceed from an arbitration-like pro-
ceeding actually conducted under the auspices of a
state court system, a process available in some countries
(specifically, Italy’s arbitrato irrituale).8

Finally, the arbitral award must be “mutual, final,
and definite” to be enforced. As stated by the court in
Puerto Rico Maritime Shipping Authority v. Star Lines
Ltd.,? “the award must resolve all the issues submitted
to arbitration, and determine each issue fully so that no
further litigation is necessary to finalize the obligations
of the parties under the award.”10 This comment does
not mean that partial arbitral awards may never be
enforced, for example, in the context of a preliminary
award on some certain issue while additional facts are
developed necessary for the rendering of the final
award. Even so, the courts are wary of such partial
decisions; the adjudicated issues must be clearly separa-
ble from the non-adjudicated issues, and the issues
must be factually and circumstantially distinct.!!

B. Grounds for Refusing to Recognize and Enforce
a Foreign Arbitral Award under the New York
Convention

Article V of the New York Convention provides the
grounds on which a court may decline to recognize and
enforce a foreign arbitral award. The grounds are sepa-
rated into two categories: those that are procedural and
those that are pertinent for reasons of national legal
sovereignty.

1. Procedural Grounds (New York Convention
Article V(1))

The New York Convention sets out the following
five categories of procedural grounds for declination of
recognition and enforcement.

a. Incapacity and invalidity. An award may be
held procedurally unenforceable on grounds of incapac-
ity of the parties, or invalidity of the arbitration agree-
ment under national law to which the parties have sub-
jected it, or, if no choice of law is provided, under the
law of the country where the award was made.12

When a petition for enforcement comes before a
court, the court must first determine the standard of
review to utilize in reviewing the arbitral decision. The
U.S. courts have recognized a “pro-enforcement bias” in
the Convention. As such, the party opposing enforce-
ment will bear the burden of proving that the award is
not entitled to recognition under Article V.13

Furthermore, when reviewing an arbitrator’s find-
ings, the court will not disturb them unless they were
made in “manifest disregard” of the applicable law as
set down in Art. V(1)(a). Indeed, if the arbitrator’s deci-
sion provides a “colorable justification for the outcome
reached,” the court will accept it as rendered.!* In gen-
eral, the U.S. courts are reluctant to re-adjudicate a mat-
ter formerly in arbitration unless the arbitrator’s failure
to apply the governing law is obvious.

b. Inadequate notice. An award will be unen-
forceable if the party against whom the award was ren-
dered was not given adequate notice of the appoint-
ment of the arbitrator or of the arbitration proceedings,
or was otherwise unable to present his case.1> It has
long been recognized that parties, in agreeing to submit
to arbitration, sacrifice some of the niceties of legal
process that accompany litigation in state court. As
Learned Hand wrote in 1944,

Arbitration may or may not be a desir-
able substitute for trials in courts; as to
that the parties must decide in each
instance. But when they have adopted
it, they must be content with its infor-
malities; they may not hedge it about
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with those procedural limitations
which it is precisely its purpose to
avoid.16

As such, courts often reject complaints that a party
was unable to present his case adequately, unless some
obvious standard of due process has been violated. In
Firm P. (U.S.A.) v. Firm F. (Germany),'7 the German court
refused to enforce an award rendered in the U.S. for
due process reasons. The American party submitted a
letter of evidentiary significance to the arbitrator with-
out also providing a copy to the German party, and the
arbitrator subsequently declined to consider a state-
ment authored by the German party (albeit without
knowledge of the U.S. party’s evidentiary submission to
the arbitrator) on the same subject. Although noting
that “only in extreme cases, where a party [has] not
been able to present his case in an arbitration abroad,
would the basic principles of German legal order be
violated,” the court found that such an extreme case
existed in that instance because of the arbitrator’s fail-
ure to follow basic rules of fair adjudication.

Courts have also considered cases where one party
failed to meet its notice requirements to the other party,
such as, for example, in failing to provide the exact
names of the appointed arbitrator(s) in advance.18 In
general, parties to an arbitration should ensure that
form is followed, including adherence to the rules of
whatever arbitration institution may be designated as
governing the arbitration. Otherwise, enforcement
could be jeopardized.

c¢. Awards covering subjects outside the submis-
sion or outside the competence of arbitrators. An
award is not enforceable to the extent that it deals with
a matter not contemplated by or submitted to arbitra-
tion,!? or contains decisions beyond the competence?0 of
the arbitrators, provided that those parts of the award
that do fall within the scope of arbitration may be rec-
ognized and enforced if they are separable from the
matters without the scope of arbitration.2!

This provision is construed narrowly to comport
with the “powerful presumption that the arbitral body
acted within its powers.”22 A clear error on the part
of the arbitrator in exceeding his authority will be
required to obtain non-enforcement under this provi-
sion.

d. Improperly constituted tribunal. A foreign
award will be rendered unenforceable where the com-
position of the arbitral tribunal was not in accordance
with the parties” agreement, or not in accordance with
the law of the nation in which the arbitration took
place.z

This provision is important because of differences
in the two modes of conducting arbitrations. In the tra-
ditional, civil model mode, all arbitrators are neutral,
must be approved by both parties, and are not expected
in any way to “advocate” on behalf of a certain side
during the deliberations in which the arbitral panel
arrives at its award. In the “American” mode, three
arbitrators are present: one chosen by each party, who is
expected to take up for the side he loosely represents,
and one neutral arbitrator, usually the chair of the tribu-
nal, agreed upon by both parties. Obviously, if the par-
ties are without a mutual understanding on how the
arbitral panel is to be composed, unfairness in the final
decision could result.

On a related note, if an arbitrator resigns, this can
also render the arbitral award unenforceable. In Ivan
Multinovic PIM v. Deutsche Babcock AG, the Swiss Feder-
al Tribunal considered a case in which one of the three
arbitrators resigned before an award was made. The
Court refused to enforce the award, finding that the tri-
bunal was improperly composed and thus in violation
of the Code of Civil Procedure of the Canton of Ziirich
(and presumably the New York Convention).2¢

e. Non-binding nature of award. An award is
unenforceable under the procedural provisions of the
New York Convention if the award has not yet become
binding on the parties, or has been set aside or sus-
pended by a competent authority of the country in
which, or under the law of which, the award was
made.?5

An award has not yet become binding if it is yet
subject to some form of arbitral appeal or further con-
sideration on the merits. (Recall, however, that partial
awards may in some instances be enforced.) Further-
more, the mere initiation of an action to set aside an
arbitral award will not satisfy the requirements of the
provision.26

A U.S. court will use its discretion to determine
whether a foreign court’s suspension of an arbitral
award was appropriate and whether the suspension
will be granted res judicata effect in the U.S. under
principles of international comity. In Chromalloy
Aeroservs. v. Arab Republic of Eqypt,? the court consid-
ered an arbitral award that had been set aside by an
Egyptian court because the arbitrators had failed to dis-
tinguish between Egyptian civil and administrative law,
and furthermore determined that the difference
between the two was immaterial for purposes of the
dispute. In rejecting Egypt’s petition to recognize the
Egyptian decision and not enforce the arbitral award,
the court determined that the arbitrator’s decision was
at worst “a mistake of law” and thus not subject to
review by the court. The appropriate standard for over-
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turning the arbitral panel’s decision is “manifest disre-
gard” of the law, in accordance with the pro-arbitration
policy of the U.S. courts and of the New York Conven-
tion, and the court determined that no such disregard
had occurred.

Additionally, the court noted that the language of
Article V allows that enforcement “may be refused” by
a national court if one of the provisions of the article is
satisfied. Emphasizing the permissive nature of the lan-
guage, and moreover commenting that failure to
enforce is “extraordinary [in] nature,” the court cited to
the French language version of the Convention, also
official, that states that “[r]Jecognition and enforcement
of the award will not be refused . . . unless. . ..” The court
ruled to reject Egypt’s petition for recognition of the
Egyptian court’s judgment and to recognize and enforce
the award in the U.S.

This decision illustrates the lengths to which U.S.
courts will go to preserve the public policy favoring
arbitration, even to the extent of alienating a foreign
judiciary and risking the recognition of U.S. judgments
abroad.

2. Grounds Pertaining to National Judicial
Sovereignty (New York Convention Art. V(2))

Article V(2) of the New York Convention contains
two additional bases on which a court may refuse to
enforce an award, as follows:

a. Non-arbitrability of subject matter in forum
jurisdiction. The Convention provides that a court may
refuse to enforce a foreign arbitral award where the
subject matter of the dispute is not capable of settle-
ment under the law of the forum country (i.e., the juris-
diction of the court from which enforcement is
sought).28

Certain matters are resistant to arbitration. In
Laminoirs-Trefileries-Cableries de Lens, S.A. v. Southwire
Co.,? the court addressed the non-arbitrability of penal
laws. In reducing the amount of interest on an award
granted by the arbitral panel, the court found that the
interest rate initially utilized by the panel, based on
French law, was penal rather than compensatory and
thus not subject to recognition in a U.S. court. Other
non-arbitrable matters might include those of family
law, particularly decisions pertaining to child custody
and related non-fiscal family issues.30 In general, how-
ever, the pro-enforcement policy of the U.S. courts will
necessarily limit the conditions under which an award
will go unenforced for this reason. Furthermore, rela-
tively few matters of international commercial interest
are likely to invade these areas of law.

The substantive scope of matters regarded by U.S.
courts as non-arbitrable has been steadily shrinking. In
the watershed decision Mistubishi Motors Corp. v. Soler
Chrysler-Plymouth, Inc.,3! the Supreme Court determined
that claims arising under the Sherman Act32 could be
subjected to arbitration, notwithstanding the special
U.S. policy considerations involved in matters of com-
petition law. Characterizing its move as “shak[ing] off
the old judicial hostility to arbitration,” the Court
declined to find that a panel of Japanese arbitrators
could not fairly and impartially apply U.S. antitrust law
to the commercial dispute in question.33

b. Public policy. The New York Convention
specifically recognizes the ability of a court to refuse
enforcement on the grounds that enforcement of the
award would be contrary to the public policy of the
enforcing country.3*

In theory, the public policy provision gives courts
perhaps the most leeway in deciding not to enforce an
arbitral decision. Nevertheless, this provision is
invoked very sparingly. “An expansive construction of
this defense would vitiate the Convention’s basic effort
to remove preexisting obstacles to enforcement,” and,
furthermore, “conditions of reciprocity . . . counsel
courts to invoke the public policy defense with caution
lest foreign courts frequently accept it as a defense to
enforcement of arbitral awards rendered in the United
States.”35 Accordingly, “[e[nforcement of foreign arbitral
awards may be denied on this basis only where enforce-
ment would violate the forum state’s most basic notions of
morality and justice.”36

Ill. Enforcement under the Panama
Convention

The Panama Convention, codified at 9 U.S.C. §§
301-307, was drafted to provide a framework for inter-
national commercial arbitration in the Western Hemi-
sphere. Its non-enforcement provisions, located at Arti-
cle 5, echo the New York Convention almost exactly.
Indeed, only three of the nineteen signatories to the
Panama Convention have not also ratified the New
York Convention.

The provisions of 9 U.S.C. § 305 set out the relation-
ship between the Panama Convention and the New
York Convention by mandating that

(1) If a majority of the parties to the
arbitration agreement are citizens of a
State or States that have ratified or
acceded to the Inter-American Conven-
tion and are member States of the Orga-
nization of American States, the Inter-
American Convention shall apply.
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(2) In all other cases the Convention on
the Recognition and Enforcement of
Foreign Arbitral Awards of June 10,
1958, shall apply.3”

Courts have recognized the essentially identical
nature of the enforcement provisions of the Panama
Convention and New York Convention. Consider
Employers Ins. of Wausau v. Banco de Seguros del Estado,38
in which the district court affirmed an arbitral award
rendered under the Panama Convention in favor of the
plaintiff. On appeal, the defendant averred that it had
received insufficient notice of the arbitration proceed-
ings. The Seventh Circuit affirmed, noting,

As the district court noted, since both
the United States and Uruguay are also
signatories of the [New York Conven-
tion] . . . unless a majority of the other
retroconcessionaires [reinsurance firms]
are also signatories of the Inter-Ameri-
can Convention, the New York Conven-
tion would actually apply to this dis-
pute. . .. However, as we discuss
below, the provisions of both conven-
tions are interpreted to reach the same
result in each case, and, lacking knowl-
edge of the signatory status of the
home states of the remaining retrocon-
cessionaires, the parties have stipulated
that the Inter-American Convention
shall apply. Since the outcome would
not be affected if we instead applied
the New York Convention, we agree
with the district court that “the point
appears to be technical.”%

Consider also Skandia America Reins. Corp. v. Caja
Nacional de Ahorro y Segoro,* in which, although both
plaintiff (U.S.) and defendant (Argentine) were citizens
of signatory nations to the Panama Convention, the
court applied the provisions of the New York Conven-
tion and made no mention of the Panama Convention
in its opinion. Although an analysis under both conven-
tions would yield the same result, as noted above, 9
U.S.C. § 305 specifies that the Inter-American Conven-
tion will govern arbitration agreements in which a
majority of the parties are citizens of states that have
ratified the Panama Convention. The court was appar-
ently unaware of this provision.
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Germany
011-352-45-5858

Madrid

Calvin A. Hamilton

Meyer & Marinel-lo

C/Bérbara De Braganza 11, 20
Madrid 28004 Spain

(3491) 319-9686

Clifford J. Hendel
Araoz & Rueda
Castellana 15

Madrid 28046 Spain
(011) 3491-319-0233
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Manila

Efren L. Cordero

Suite 1902-A, West Tower
Philippine Stock Exchange Ctr.
Pasig City, Philippines

(632) 631-1177

Mexico City

Aureliano Gonzalez-Baz
Bryan Gonzalez et al.
Monte Pelvoux 22, Piso 6
Lomas De Chapultepec
11000 Mexico City, Mexico
(551) 615-1515

Milan

Dr. Maurizio Codurri
Frau & Partners

Via C. Poerio 15
Milano 20129 lItaly
(3902) 7600-3199

Montreal

Jacques Rajotte

Martineau Walker

PO Box 242

Montreal H4Z 1E9 QUE Canada
(514) 397-7400

Moscow
vacant

Paris

Philippe Xavier-Bender
Gide, Loyrette & Nouel
26 Cours Albert Ler
75008 Paris, France
(33-1) 40 75 60 00

Prague

Joseph C. Tortorici

Weil Gotshal & Manges
Charles Bridge Center
Krizovnicke Nam. 1

110 00 Praguel Czech Slovak
(422) 2409-7300

Rome

Cesare Vento

Gianni Origoni & Partners

Via Delle Quattro Fontane, 20
Rome 00184 ltaly

(0039) 06-478-751

Santiago

Juan Carlos Urquidi F.
Urquidi, Cumplido Ramirez
Lota 2257

Oficina 404

Santiago De Chile

Chile

(562) 335-0855

Sao Paulo

Pablo D'Avila Garcez Bentes
Suchodolski Advogados Associados
S/IC

Rua Augusta, 1819-24 Andar

CEP

Sao Paulo 014413-000

Brazil

(5511) 3171-0177

Stockholm

Carl-Olof Erik Bouveng
Advokatfirman Lindahl HB

PO Box 14240

SE 104 40 Stockholm, Sweden
(468) 670-5800

Tokyo
vacant

Toronto

David M. Doubilet

Fasken Martineau DuMoulin, LLP
Box 20, Toronto Dominion Ctr.
Toronto M5K 1N6 Canada

(416) 865-4368

Vancouver

Donald R. Bell

Davis & Company

2800 Park Place

666 Burrard St.

Vancouver V6C 277 BC Canada
(604) 643-2949

Vienna

Dr. Christoph Kerres
Kerres & Diwok
Stubenring 18
Wien 1010 Austria
(431) 516-60

Warsaw
Lejb Fogelman

Zurich

Dr. Erich Peter Ruegg
Schumacher Baur Hurlimann
Oberstadtstrasse 7

5400 Baden Switzerland

41 56 2000707

Martin E. Wiebecke
Kohlrainstrasse 10

CH-8700 Kusnacht
Zurich, Switzerland
(01) 914-2000

Council of Licensed Legal
Consultants

Hernan Slemenson

Marval O'Farrell & Mairal
509 Madison Avenue

Suite 506

New York, NY 10022

(212) 838-4641
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