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I am pleased to enclose our 2008 BUSINESS LAW ANTHOLOGY, a collection of the 
legal memos our business customers received as part of our service to them. 
These memos are examples of where Nicolai Law Group professionals concentrate.  
Complex business issues are where our experience and value are most effective and provide 
customers the best value. 
Beside a number of multi-million dollar financings and acquisitions, our engagements 
include: 

 Negotiating multiple commercial leases for multi-unit operation rollouts. 
 Restructuring equity and debt portfolios for several large operations. 
 Negotiating joint venture arrangments for several clients including 

multinational manufacturing and distribution arrangements. 
 Negotiating project contracts for clients nationally. 
 Successful litigation of employment and other matters in several states. 
 Arbitration of dozens of matters involving business arrangements, intellectual 

property issues and multi-party contractual arrangments. 
 Negotiation of several international software development agreements. 

In addition, we are pleased to announce the election of Paul Nicolai as a 2009 Best 
Lawyer in America for Commercial Litigation; that he participated as as panel 
member at the ABA Center for Professional Responsibility 24th National Forum on 
Client Protection, authored AFTER THE AWARD for the Massachusetts Bar 
Association and was nominated to the Strategic Planning Committee of the ABA 
Center For Professional Responsibility. 
When there is a strategic need for counsel in complex business litigation and deal 
issues, we hope to be among your first sources. Whether we can help or not, we’re 
always happy to share information and contacts to set you on the right course. 
 Sincerely yours, 

 Caroline E. Nicolai                                                        
 Caroline E. Nicolai
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Defined Contribution Plan Liability Upped 

Until a recent US Supreme Court decision, defined contribution “account” plan 
holders subject to ERISA could only sue to recover their plan account balance 
or get “appropriate equitable relief” if a problem arose that affected the account. 
Courts refused to order monetary relief on the ground that it was not equitable 
relief. That view changed in the Supreme Court's LaRue decision. The Court 
held individuals covered by 401(k) and similar plans can get money damages if 
their plan account suffered a loss because of a breach of duty or a statutory 
violation by a plan fiduciary. The Court declined to give lower courts direction 
beyond saying such lawsuits are possible.  

There has been a surge in lawsuits under ERISA. Most involve defined contri-
bution plans, the predominant form of ERISA regulated plan. These plans have 
a signature feature of a plan “account.” Each plan-covered individual has their 
own account to which contributions, gains and losses, and income and ex-
penses are credited. The fundamental problem with maintaining an account 
through this type of plan is that it exposes the account owner directly to in-
vestment risk. If the account does well, the individual benefits. If the account 
does poorly, the individual suffers. Inevitably, the individual’s prospects at 
least partly depend on how the plan’s fiduciaries discharge their responsibili-
ties.  

WHAT LARUE DECIDED  

ERISA permits plan covered individuals to sue to recover contracted for bene-
fits; to recover losses “on behalf of” the plan that result from a fiduciary breach 
or a violation of ERISA’s minimum standards; and to recover appropriate equi-
table relief if ERISA rights have been violated or need to be safeguarded.  

Section 502(a)(2) potentially provides the broadest relief because it can be used 
to hold a plan fiduciary personally liable for any monetary loss the fiduciary 
caused through a breach of duty or unlawful conduct. Courts in the past have 
prevented individuals from bringing suit under §502(a)(2) because the lawsuit 
has to be brought “on behalf of” the plan itself. Those decisions were particu-
larly unsatisfying when a this kind of plan was involved because, from the per-
spective of an individual covered by a DC plan, their account is the plan. In 
LaRue, the Supreme Court recognized that proposition.  

In this case, a participant in a 401(k) plan brought a claim against the plan’s 
administrator seeking money under §502(a)(2), alleging that its failure to carry 
out his instruction to sell and buy some of the investments in his account was 
a breach of fiduciary duty that caused him to lose $150,000. The participant 
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sued under §502(a)(2) because he could have recovered only his account bal-
ance by suing under §502(a)(1), and suing under § 502(a)(3) would have quali-
fied him for only injunctive or similar relief. The lower courts dismissed the 
claim on the grounds that §502(a)(2) provides remedies only for claims brought 
“on behalf of” the entire plan. The Supreme Court reversed, unanimously hold-
ing that an individual covered by such a plan may bring a claim for a breach of 
duty under §502(a)(2), even if his is the only account affected by the breach. 
The Supreme Court stopped there, in part because of an apparent disagree-
ment among the justices over whether permitting individuals to bring such 
claims under §502(a) (2) creates practical problems for ERISA regulated defined 
contribution plans.  

While holding that individual participants in these plans can sue to recover 
losses suffered in their plan accounts as a result of a fiduciary breach, the ma-
jority acknowledged it could reach its decision only by assuming away impor-
tant aspects of the case, like whether LaRue had timely asserted his rights and 
exhausted any right under the plan to subject his claims to an internal review 
by the plan’s fiduciaries or demand that the plan’s fiduciaries find some way to 
fix his claimed loss. The concurrence focused on the assumptions and sug-
gested LaRue should have first brought his claim for plan benefits and then 
sued under §502(a)(1) “to recover benefits due to him under the terms of the 
plan” to provide the plan’s fiduciaries with the opportunity to resolve any indi-
vidual loss found to have occurred. ERISA requires all plans to maintain a 
claims procedure and courts historically have required a plan covered individ-
ual to first present his claims to the plan’s fiduciaries under the procedure be-
fore bringing suit, unless the individual could show that following the claims 
procedure would be futile. This signals there are likely to be instances when 
plan fiduciaries are in a position to resolve an individual participant or benefi-
ciary’s claimed loss, possibly by recouping the loss from a third party (such as 
a vendor that overcharged the plan or, in a case like LaRue, a broker who failed 
to execute the trades needed to implement the participant’s investment direc-
tions).  

The concurrence warned that allowing a plan participant to proceed directly to 
court by bringing a breach of duty claim would enable the participant to by-
pass the plan’s fiduciaries rather than give them the opportunity to fix plan 
problems and resolve competing claims on behalf of the entire plan.  
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E-Discovery Dawns 
Changes have been made to the Federal Rules of Civil Procedure to address the 
increase of electronic information. They relate to information stored on com-
puters or other electronic media during the discovery part of lawsuits. Before 
these amendments, whether electronically stored information should be 
searched or produced was a point of disagreement. The amended rules have 
resolved the issue. Electronically stored information is discoverable. 

Compliance with the new rules is required of all parties to federal litigation. If 
your business is not involved in a federal lawsuit or anticipating involvement in 
one, it has no existing obligation. Some states are already in the process of 
amending their rules to include e-discovery provisions like the new federal 
rules. You should anticipate your business will soon be subject to state or fed-
eral e-discovery rules.  

The best practice is to be prepared.   

MAPPING & DOCUMENTING 

The new rules assume each party knows its computer systems and record re-
tention procedures, and can relay this information as it stands and at the time 
of the events relevant to the dispute to its attorney in 90 - 120 days from when 
suit is filed.  

To be ready, you should map your computer systems to show how your com-
puters are setup. You should also evaluate your record retention policies. If you 
have no policy, write one. If you have a policy but don’t follow it, redo the policy 
so it works and is followed. If you have a policy and follow it, audit to confirm 
compliance. Being able to provide information about your computer systems 
and record retention policies will give your attorney the tools to comply with the 
e-discovery rules and begin limiting the scope of discovery with the other side. 

Coming to an understanding of your computer systems and record retention 
environment is best done without the pressure of a lawsuit. The best practice is 
to map your computer infrastructure and document your retention policies be-
fore a lawsuit. 

WHEN OBLIGATIONS BEGIN 

The e-discovery rules do not say when a business is required to preserve in-
formation. Case law says this obligation begins when a lawsuit is reasonably 
anticipated. This is not a clear definition. In most cases, waiting until a com-
plaint is served is probably too late. On the other hand, not every threat will ac-
tually end up in a lawsuit. To assist in this making this decision, you can:  



2008 Business Law Anthology • Page 4 
 

 
Nicolai Law Group, P.C. • Business Law & Litigation • 413-272-2000 

This material is provided for information and education purposes to clients and others who may be interested in the subject matter. It is not legal advice 
or a legal opinion that can only be given on specific facts. 
 

• Learn from past circumstances where litigation did occur. By looking at past 
litigation, you can narrow down the types of litigation you have encoun-
tered.  

• Look at past situations where you received a litigation threat that never re-
sulted in a case. For instance, measuring how many employee complaints 
you got versus how many lawsuits were filed by employees will help you as-
sess the seriousness of such threats.  

Using this kind of information, you can develop a set of guidelines for assessing 
threats. If the threat is in a category of litigation experienced by your business, 
and the majority of threats of this nature resulted in a suit, a new threat will 
likely be "reasonably anticipated" litigation. You should document information 
about the alleged wrongdoing and any decision to begin or not begin saving in-
formation. This will both assist in assessing future threats and showing the 
thought process behind your decision to save or not save and how the decision 
was reasonable.  

Beside guidelines for assessing litigation threats, you should develop a formal 
plan to respond to reasonably anticipated litigation. It should include a strat-
egy for implementing a legal hold to preserve information once a litigation 
threat is sufficiently legitimate, and a plan for responding to discovery re-
quests. In larger organizations, a litigation response team should be estab-
lished. It should include members from a variety of departments like legal, IT, 
records management, operations, human resources, etc. This team will be re-
sponsible for assessing the litigation threat, implementing the litigation hold, 
and responding to discovery requests.  

ELECTRONICALLY INFORMATION IS PRODUCED DIFFERENTLY 

Until now, discovery has meant searching, collecting, copying, and submitting 
paper documents to your attorney for review and production to the other side. 
The process is different for electronically stored information in key respects. 
You may see increased litigation costs as a result.  

First, you may not be able to pull electronically stored information together as 
easily as paper. A clerk will not be able to do this. Instead, IT staff will need to 
locate the potentially relevant electronically stored information. Depending on a 
number of factors (including not having an IT staff), outside help may need to 
be hired to collect the electronically stored information.  

Expect a much greater volume of electronically stored information than paper. 
Electronic information is typically stored in numerous places. Work habits 
don't always mean draft documents were deleted. Because the amount of in-
formation may be sizeable, your business may need to filter information not 
relevant to the case. For example, you may be asked to list the people directly 
involved with the event surrounding the dispute. You may be asked for infor-
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mation from the time of the event in dispute. Temporal and other limits like it 
can be used to narrow the collection to relevant elecrronical1y stored informa-
tion and reduce the cost.  

Once the electronically stored information is collected, it may be produced as is 
– called native production. For example, if an Excel spreadsheet is collected, it 
would be produced as an .xls file. Native production has advantages and disad-
vantages. An advantage is no additional processing is required so processing 
cost will be less. However, your attorney will spend more time reviewing be-
cause it is not possible to search across multiple file types, and your attorney 
will spend time re-reviewing the same document because it is not possible to 
remove duplicates. Other disadvantages include an inability to block privileged 
or confidential information from documents and being unable to view docu-
ments without the software used to create documents or a universal viewer.  

Another production format is quasi-paper production, or TIFF/PDF production. 
Here, the information is processed and converted into image files. These image 
files are loaded into a database for attorney review. With this method, duplicate 
documents can be removed, privileged information can be redacted, documents 
can be reviewed without the original creation software, and the reviewer can 
search across differing file types. The major disadvantage is that processing the 
information into an image file adds cost, and depending on the volume, may 
require hiring an outside vendor.  

Other forms include traditional paper production and quasi-native production. 
Quasi-native production is taking information from an original database and 
transferring it to another database for production. This type of production may 
be used for information held in proprietary software.  

You should decide which format is best for you to produce information to an 
opposing party and which format is best for you to get information from the 
opposing party. Knowing this will help in negotiating and agreeing to produc-
tion formats with the opposing party, something the e-discovery rules contem-
plate.  

If no agreement can be made, the rules have a fall-back provision - either the 
electronically stored information is produced in native format, or a form that is 
reasonably usable and searchable. 

The rules make it clear that the information on your computers is discoverable. 
It is time to get ready.  
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Antiboycott Voluntary Self-Disclosure 

The Export Administration Act (EAA) and Export Administration Regulations 
(EAR) require exporters to report certain boycott-related activities to the De-
partment of Commerce's Office of Antiboycott Compliance (OAC). The EAR gen-
eral record-keeping provisions apply to antiboycott related situations. 
Companies need to have effective compliance programs to detect and report the 
receipt of boycott-related requests. Good records retention practices are an es-
sential part of the compliance program and EAR specifies how companies must 
act. The records retention requirement says records containing information re-
lating to a reportable boycott request, including a copy of any document(s) in 
which the request appears, must be maintained by the recipient for five-years 
after receipt. The Department may require these materials be submitted to it or 
that it have access to them at any time within that period.  

This is not limited to exporters. All "U.S. persons" are covered by this require-
ment. Thus, banks and other financial institutions, insurers, freight forwarders 
and manufacturers have to be on the lookout for boycott requests.  

As to what requests are reportable, the regulations say that a United States 
person who receives a request to take any action which has the effect of fur-
thering or supporting a restrictive trade practice or boycott fostered or imposed 
by a foreign country against a country friendly to the United States or against 
any United States person must report such request to the Department of 
Commerce. Such a request may be either written or oral and may include a re-
quest to furnish information or enter into or implement an agreement. It may 
also include a solicitation, directive, or instruction that asks for information or 
that asks that a United States person take or refrain from taking particular ac-
tion. Such a request must be reported regardless whether the action requested 
is prohibited or permissible, except as otherwise provided.  

The regulations also say a request received by a United states person is report-
able if he knows or has reason to know that the purpose of the request is to en-
force, implement, or otherwise further, support, or secure compliance with an 
unsanctioned foreign boycott or restrictive practice.  

VOLUNTARY SELF-DISCLOSURE  

In 2007, the Bureau of Industry and Security (BIS) published a new rule on 
voluntary self-disclosure of violations of the EAR antiboycott provisions. The 
rule sets forth the factors BIS will consider when deciding whether to pursue 
administrative charges or settle allegations of violations, and the factors BIS 
will consider when determining what penalty to seek in administrative cases.  

Compliance is important. In July 2007 BIS announced that Dresser Inc. agreed 
to pay a $9,000 civil penalty to settle allegations it violated the EAR antiboycott 



2008 Business Law Anthology • Page 7 

 
Nicolai Law Group, P.C. • Business Law & Litigation • 413-272-2000 

This material is provided for information and education purposes to clients and others who may be interested in the subject matter. It is not legal advice 
or a legal opinion that can only be given on specific facts. 
 
 
 

provisions. BIS alleged that from January 2001 through January 2004, 
Dresser failed to report in a timely manner its receipt of nine requests to en-
gage in a restrictive trade practice or boycott. The company voluntarily dis-
closed the transactions and cooperated fully with the subsequent investigation. 
The transactions involved the sale of goods to Pakistan.  

The rule lays out the specific procedures for voluntary self-disclosures. It also 
describes how BIS responds to violations of the antiboycott provisions and how 
it makes penalty determinations in the settlement of antiboycott administrative 
enforcement cases.  

The rule defines what is a voluntary self-disclosure and provides the proce-
dures for making them. A voluntary self-disclosure satisfying the rule is desig-
nated as a mitigating factor of "GREAT WEIGHT" in settling administrative 
cases. The rule provides that such factors will ordinarily be given considerably 
more weight than a factor that is not so designated. In addition to providing an 
incentive for voluntary self-disclosures, BIS anticipates the rule will promote 
more effective use of OAC resources, as the receipt of voluntary self-disclosures 
will reduce the time OAC must spend identifying and investigating possible vio-
lations. The rule provides the benefit of a mitigating factor to those who self-
disclose before OAC has invested resources to investigate violations based on 
information it might receive from another source.  

The rule requires, among other things, that voluntary self-disclosures be writ-
ten and received by OAC before it learns of the same or substantially similar 
information from another source and has opened an investigation or inquiry in 
connection with that information. A person may make an initial written notifi-
cation followed by submission of a more detailed narrative account and sup-
porting documents. To determine whether a voluntary self-disclosure was 
received before OAC learned of the same or substantially similar information 
from another source, the initial disclosure date will be used if the discloser 
subsequently submits the required narrative account and supporting docu-
mentation. BIS recognizes that two features of its existing regulations may im-
pact the requirement that a voluntary self-disclosure be received before OAC 
learns of the same or substantially similar information from another source. 
The first such feature is the reporting requirements in another rule. The second 
is OAC's practice of encouraging persons with questions about the EAR to con-
tact OAC by telephone or e-mail for advice.  

Section 760.5 of EAR requires any U.S. person who receives a request to take 
any action that would have the effect of furthering or supporting a restrictive 
trade practice or boycott fostered or imposed by a foreign country against a 
country friendly to the United States or against any United States person to re-
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port to OAC both receipt of the request and the action the person took in re-
sponse to it. In some instances, taking the requested action would be a viola-
tion. BIS recognizes the reporting requirements would have the effect of 
requiring a person to disclose a violation in those instances. The regulations 
say reports filed under the rule are "information received from another source." 
Thus, a person who wishes to make a voluntary self-disclosure of a violation 
based on an action Section 760.5 requires that person to report, would have to 
make sure OAC receives the written initial notification of the voluntary self-
disclosure before OAC began an investigation based on the information re-
ceived in the required report. The report itself is not the initial notification. If 
OAC received the report and the initial notification simultaneously, it would be 
deemed to have received the initial notification before it had begun an investi-
gation.  

OAC has for years provided advice about the antiboycott provisions to persons 
requesting such it by telephone or e-mail. Sometimes the persons requesting 
advice may disclose they committed a violation. OAC's practice has been to en-
courage such persons to make voluntary self-disclosures. OAC wants to con-
tinue to encourage persons with questions to disclose all relevant facts when 
inquiring for advice. The rule provides that violations revealed in telephone or 
e-mail requests for advice are not information received from another source for 
purposes of the rule. The rule also says information provided by telephone or e-
mail while seeking advice is not a voluntary self-disclosure or an initial notifi-
cation of a voluntary self-disclosure. OAC's practice is to inform persons who 
reveal violations when seeking advice of their opportunity to make a voluntary 
self-disclosure.  

The rule also provides that for a firm to be deemed to have made a voluntary 
self-disclosure, the individual making the disclosure must do so with the full 
knowledge and authorization of senior management or an officer or employee 
who is authorized to make such disclosures for the firm. BIS believes approval 
of a person with such authority is needed to make clear a firm may not claim 
the benefits of a voluntary self-disclosure when a subordinate employee acting 
on their own initiative disclosed wrongdoing.  

The rule also creates a new Supplement to Part 766, which sets out BIS's prac-
tice on violations of the antiboycott provisions. The supplement describes the 
ways BIS responds to violations, the types of administrative sanctions that may 
be imposed for violations, the factors BIS considers in determining what sanc-
tions are appropriate, the factors it considers in determining the appropriate 
scope of the denial or exclusion order sanctions, and the factors considered 
when deciding whether to suspend a sanction.  

The supplement contains BIS's policy of encouraging any party in settlement 
negotiations with it to provide all information the party believes is relevant to 
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applying the guidance in the supplement and information relevant to deciding 
whether a violation has occurred and whether the party has a defense to poten-
tial charges.  

The supplement lays out the three actions BIS may take in response to a viola-
tion; issuing a warning letter, pursuing an administrative case, and referring a 
case to the Department of Justice for criminal prosecution. It also lists the fac-
tors that often cause BIS to issue a warning letter. It also notes BIS's ability to 
issue proposed administrative charging letters instead of actual charging let-
ters. Proposed letters are issued informally to provide an opportunity for set-
tlement before a formal administrative proceeding. BIS is not required to issue 
a proposed charging letter. BIS may refer a case to the Department of Justice 
for criminal prosecution in addition to pursuing an administrative enforcement 
action.  

The administrative sanctions that may be imposed in antiboycott administra-
tive enforcement cases are: A monetary penalty, a denial of export privileges 
and an order excluding the party from practice before BIS.  

Information about how BIS determines what sanctions are appropriate in set-
tling antiboycott administrative enforcement cases is also provided. There are 
both general factors and specific mitigating and aggravating factors. BIS typi-
cally looks to the specific factors, alongside the general factors, in determining 
what sanctions should apply.  

Seven general factors BIS looks at are: Degree of seriousness, category of viola-
tion, whether multiple violations arise from related transactions or unrelated 
transactions, the timing of settlement, whether there are related civil or crimi-
nal violations, and the party's familiarity with the antiboycott provisions. There 
is general guidance on how BIS applies each of these general factors.  

The role of eight specific mitigating and nine specific aggravating factors whose 
presence or absence is generally considered is also discussed. BIS may con-
sider other factors in a particular case, however, the listed factors are those ex-
perience indicates are commonly relevant to penalty determinations in 
settlements. Factors identified with "GREAT WEIGHT" will ordinarily be given 
considerably more weight than other factors.  

The eight specific mitigating factors are: Voluntary self-disclosure, having effec-
tive compliance program, limited business with or in boycotted or boycotting 
countries, history of compliance with the antiboycott provisions, exceptional 
cooperation with the investigation, a lack of clarity of the request to furnish 
prohibited information or take prohibited action, violations arising out of a 
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party's passive refusal to do business in connection with an agreement, and 
isolated occurrence.  

The nine specific aggravating factors are: Concealment or obstruction, serious 
disregard for compliance responsibilities, a history of lack of compliance with 
the antiboycott provisions, familiarity with the type of transaction at issue in 
the violation, prior history of business with or in boycotted countries or boy-
cotting countries, long duration or high frequency of violations, the clarity of 
the request to furnish prohibited information or take prohibited action, viola-
tion relating to information concerning a specific individual or entity, and viola-
tions relating to active conduct concerning an agreement to refuse to do 
business.  

BIS believes that in most cases, evaluating these factors provides a fair basis 
for determining the penalty appropriate when settling an antiboycott adminis-
trative enforcement case.  

BIS also lists the factors it considers particularly relevant when deciding 
whether to impose a denial or exclusion order in the settlement of antiboycott 
administrative enforcement cases. The four factors given great weight, degree of 
seriousness and history of prior violations and their seriousness are included. 
In addition, BIS considers the extent to which a firm's senior management par-
ticipated in or was aware of the conduct that gave rise to the violation, the like-
lihood of future violations, and whether a monetary penalty could be expected 
to have a sufficient deterrent effect to be particularly relevant in determining 
whether a monetary penalty is appropriate.  

BIS also provides examples of factors it may consider in deciding whether to 
suspend or defer a money penalty or suspend an order denying export privi-
leges or providing for exclusion from practice. With respect to suspension or 
deferral of money penalties, BIS may consider whether the party has demon-
strated a limited ability to pay an appropriate penalty so that suspended or de-
ferred payment can have sufficient deterrent value, and whether the impact of 
the penalty would be consistent with the impact of penalties on other parties 
committing similar violations. On suspending denial or exclusion orders, BIS 
may consider the adverse economic consequences on the party, its employees 
and others, as well as on the national interest in the competitiveness of US 
businesses. Such orders will be suspended for adverse economic consequences 
only if future violations are unlikely and if there are adequate measures (usu-
ally a substantial civil penalty) to achieve the necessary deterrent effect.   
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Electronic Mail Message Retention 
Email use is growing exponentially. In 2005, the average user processed 75 
emails a day. Corporate email traffic per user has increased 33% per year since 
then. Worldwide traffic in 2006 was 183 billion messages a day.  

Many organizations are struggling to decide how to cope with the email explo-
sion while reconciling competing needs imposed by business, regulatory and 
litigation requirements. Although the legal, regulatory and cultural environ-
ment in organizations vary greatly, there are common elements to a legally de-
fensible email management policy. The key is a good faith development and 
enforcement of reasonable policies that best fits the entity.  

GUIDELINES 

Guideline 1: Email retention policies should reflect the input of functional and 
business units through a team approach and include the entire orga-
nization including portions outside the United States.  

Guideline 2: The team should develop an understanding of email retention 
policies and practices actually used in the entity.  

Guideline 3: An entity should select features for updates and revisions of email 
retention policy understanding that multiple approaches reflecting 
size, complexity and policy priorities are possible.  

Guideline 4: Any technical solution should meet the functional requirements 
identified and should be carefully integrated into existing systems.  

FRAMEWORK FOR POLICY DEVELOPMENT  

General Retention Considerations  

A business has responsibility and authority to decide how to use and retain in-
formation managed by its email system. This includes deciding on features that 
impact the duration of email retention. An organization need not retain all elec-
tronic information ever generated or received. An email retention policy may be 
independent of other retention policies or it may be part of an umbrella policy 
on “records” or “document” management.  

Email retention policies must be reasonable in purpose and application. They 
must take into account statutory and regulatory mandates that directly or indi-
rectly govern email management in your operation. The policy must recognize 
the need to preserve and produce information sought in legal proceedings.  

For example, the financial services industry is governed by detailed regulations 
impacting information system operation. State, federal and local public entities 
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are often also required to manage information created by or received on email 
systems in accordance with specific regulations. 

Typical Retention Features  

Email retention policies today frequently include some or all of the following 
features to maintain efficient operation. The focus is on management of email 
on active sources accessible to users inside a firewall that provides appropriate 
security, virus protection and reasonable spam protection.  

1. User Quotas 

Quotas on the storage available to a user has historically been a principal fea-
ture of email management. In a 2005 survey, over one half reported they were 
“managing” email retention by limiting mailbox sizes. Quotas can vary widely. 
Typically, a user is given a warning before email is deleted, although the ability 
to send or receive email may be automatically disabled pending reduction be-
low size limits.  

2. Automatic Content Deletion  

Many entities automatically delete email after it has been retained for a num-
ber of days. Typically, this policy is tied to options so users can move email of 
significance to an appropriate alternative storage location. Some users are re-
quired to print and file email and attachments into a records management sys-
tem. Some require users to assign individual retention durations to email. Yet 
another approach is to delegate the responsibility to the user to set up and use 
a local file structure which mimics existing records retention schedules for that 
unit.  

Automatic classification of email by content using computer generated criteria 
is not yet a proven technique for managing retention. 

Some types of email content (relating to contracts, regulatory files, trade se-
crets, and critical business records) may be sufficiently important that dedi-
cated electronic content management repositories are also made available.  

3. Extended Storage Options  

Some entities provide extended capacity or archival storage for undeleted or 
unallocated email. Email not deleted by a user within a certain period may 
thus be saved for a long period, with decisions on moving individual email to 
records management postponed to another day.  

Entities doing this typically move email from active servers to lower cost stor-
age that offers capacities like message de-duplication to reduce server use. A 
variation is to put email into a “vault” or “safe” where the user cannot change 
or delete the information but can continue to access it. This increases the like-
lihood information will be accessible when needed. Advocates of this approach 
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argue implementation of litigation holds involving large numbers of custodians 
can be more easily and uniformly managed by this feature.  

Some entities confine this strategy to specific groups - like scientists, execu-
tives, accountants and HR representatives - because their information pre-
dictably may be needed for future business or regulatory inquiry. For these 
groups, an outer limit of retention may be established based on the various 
regulatory and business retention requirements. These requirements stem from 
a large set of statutes, regulations and other business requirements.  

A variety of practices exist on assigning retention periods. Some require users 
use existing records schedules. Others develop highly simplified versions of 
their records schedules specifically for individual email based on content. Oth-
ers assign uniform, long term retention periods to all email for classes of users 
or departments without individual classification.  

4. Restrictions on Local Storage  

Some prohibit users from placing information on local drives or other distrib-
uted devices to avoid the problem that they cannot be accessed by others and 
are not backed up. Eliminating this option can be controversial since some us-
ers feel local storage is essential to their productive use of information.  

The Importance of Litigation Holds  

A good faith and reasonable effort to implement a litigation hold to preserve po-
tentially discoverable information needed for litigation or government investiga-
tions must be made once a preservation obligation is triggered.  

Email retention policies must take this into account. Courts have imposed 
sanctions where email was destroyed or lost when a preservation obligation 
was in effect. Generally, courts have broad discretion in setting sanctions for 
what is called spoliation.  

2006 Amendments to the Federal Rules of Civil Procedure do not specially spell 
out when or how a preservation obligation for email is triggered. They also do 
not identify the exact scope of the duty and how it is satisfied. Parties are en-
couraged to assess and discuss preservation issues early. Rule 37(f) provides 
for limited protection from some sanctions based on the presence of routine, 
good faith operations of information systems. 

Emerging case law shows that the litigation holds on email will receive high 
scrutiny. Reasonable care must be taken administering a litigation hold to en-
sure that routine features that interfere with preservation are dealt with.  

The email retention policy may leave the specific details of litigation hold im-
plementation to other policies and procedures, but it is important to be able to 



2008 Business Law Anthology • Page 14 
 

 
Nicolai Law Group, P.C. • Business Law & Litigation • 413-272-2000 

This material is provided for information and education purposes to clients and others who may be interested in the subject matter. It is not legal advice 
or a legal opinion that can only be given on specific facts. 
 

demonstrate that email retention practices are actually subject to the con-
straints imposed by preservation obligations as they arise.  

DISCUSSION  

Guideline 1: Email retention policies should reflect the input of functional and 
business units in a team approach and should include the entire or-
ganization including any operations outside the United States.  

Email management was viewed primarily as something handled by the 
IT department on advice from the legal department. Confusion and 
frustration by users and developments in litigation has led to some 
dissatisfaction with that approach. It is more typical of current prac-
tice for a team of both functional and user representatives to be as-
signed to assess an email retention policy. The assessment should 
include representatives of Legal, IT, Records Management, Compli-
ance, Finance, and representatives of major business units - domestic 
and international. Complex issues are involved when an entity oper-
ates inside and outside the United States because its email system 
typically encompasses the whole enterprise. The entity might decide to 
use a decentralized email retention approach under the umbrella of a 
single broad policy with individual national policies corresponding to 
organizational units. The team is often empowered to assess the cur-
rent status of policy and make recommendations on changes, if any, 
that may be deemed necessary or desirable, including development of 
new policy features.  

The team should be empowered to use the expertise of consultants, 
professional organizations, outside lawyers and vendor representa-
tives. A decision should be made as to what departments or units are 
going to be primarily responsible for developing, implementing and 
monitoring email retention policies for the functions or enterprise as 
may be applicable to the entity. A fully engaged, responsible person 
should be appointed to lead the team to work closely on implementa-
tion, including recommendations on budget and monitoring the pro-
gram after implementation.  

Guideline 2: The team should develop an understanding of email retention po-
lices and practices actually used in the entity.  

It is important the team understand the email management policies 
and practices actually in place that may relate to retention. The goal is 
to identify the practical gaps, if any, between existing policies and ac-
tual practices and the costs and risks present. The results can be used 
in discussions of proposed changes or revisions under consideration. 
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It is important for the team to develop an understanding of these basic 
background questions:  

• What are the current policies, processes, work practices, or proce-
dures applicable to the creation, distribution, retention, retrieval, 
and deletion of email and other electronic communications?  

• What contextual information does the email system generate?  

• What types of personal or distributed electronic devices are used for 
handling email?  

• What types of content are transmitted or received by email or con-
tained in message bodies?  

• What user management practices are encouraged or tolerated for 
individual email accounts?  

• What access to personal email archives exist on local hard drives 
and how often are they used?  

• What is the user’s role in deciding how long email is kept?  

• When and how are existing policies and procedures communicated 
to users?  

• Who in the organization is responsible for or has email policies in 
place?  

• How does the organization define a “record” and to what extent are 
emails, usually based on content, included in this definition?  

• How are emails with business significance, as defined by records 
schedules, treated?  

• What are the current audit practices and capabilities to assure sys-
tem integrity?  

• Are users required to ascertain and classify email and to what ex-
tent is this accomplished?  

• How is email integration into records management systems accom-
plished?  

• How are litigation holds applied to email?  

It may be useful to retain an outside consultant to help perform this 
assessment. The review of existing policies and interviews should in-
clude focus groups and surveys, including benchmarking exercises or 
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other informal methods of developing comparative examples of possi-
ble policy features in larger organizations.  

As a starting point, IT should brief the team on the relevant technology 
and storage architecture, including all storage locations or potential 
“sources” of email and attachments. Close attention should be paid to 
understanding the actual functioning of the active and backup email 
systems and the policies and practices relating to any backup media 
used.  

The team should become aware of the relevant legal principles govern-
ing the use and retention of email, with some focus on the organiza-
tion’s particular litigation environment. This could include a review of 
the types of repetitive litigation encountered, practices followed in pre-
serving accessible and inaccessible sources of information in contem-
plation of discovery in litigation, and the process followed in identifying 
and producing email and other information for discovery, together with 
any costs, burdens, and problems encountered in carrying out the dis-
covery process.  

Finally, the records management function should be asked whether 
email and attachments are currently expected to be reviewed for con-
tent and incorporated into records management storage policies and 
practices. The unique regulatory, business and legal requirements ap-
plicable to an entity play an important role in deciding what reason-
able practice is.  

With this input, the team can develop an accurate evaluation of the ef-
fectiveness, business needs, costs and risks associated with current 
practices to help set the stage for an analysis of the need, if any, for 
revisions in existing policies and practices.  

Guideline 3: An entity should select features for updates or revisions of email 
retention policy with the understanding that a variety of possible ap-
proaches reflecting size, complexity and policy priorities are possible.  

Selecting the right retention strategy for active email in use is the pri-
mary focus of any review. In some cases, this may result in only estab-
lishing additional processes or features to strengthen existing policy. 
Sometimes it may involve significant revisions or the development of a 
completely new strategy. The unique experiences of the entity within 
its context will govern this.  

Reaching consensus in the face of differing objectives of different rep-
resentatives is not easy. The team members should be encouraged to 
openly discuss their differences of viewpoint and identify why they be-
lieve them to be important. 
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Each goal or objective should be assessed in the context in which the 
entity operates. Costs and risks associated with change are often a 
limiting factor. Perceived benefits may not be worth the effort and in-
vestment required. The risks associated with any particular goal 
should also be carefully assessed.  

Default Retention Strategy  

One place to start is developing a consensus on the duration of con-
tinued access  - the “default retention strategy”. There are sharply con-
trasting practices on this. Some focus strategy on quickly reducing the 
volume routinely accessible to users from active sources. The key phi-
losophy is that email with only “transitory” information of no lasting 
value is quickly eliminated. This approach requires paying careful at-
tention to implementation of a litigation hold process. Any approach 
that emphasizes short email retention should also provide alternative 
storage to enable the retention of information with longer-term value. 

Another approach is to permit email retention at user discretion with 
outer limits. Here, the argument is that accurate assessment of indi-
vidual email value cannot always be made when created. Some argue 
classification decisions by users are rarely consistent and risk expos-
ing the entity to loss of needed information. They believe the best way 
to maximize productivity is to allow users to continue to have access to 
information, regardless of its perceived age or value.  

This approach can be expensive and difficult to implement and has the 
drawback of increasing the information stored and which must be 
searched and reviewed during litigation.  

Choosing Features  

After discussing a basic retention strategy and the related general ob-
jectives, the team can seek a consensus on the specific features in-
cluded in the email policy. To focus discussion, an attempt should be 
made to benchmark with similar sized organizations to see what they 
have found useful, taking their strategy into account. Identifying fea-
tures and assessing risks and values should involve the full team and 
be done thoroughly. Naturally, legal and regulatory advice will be cru-
cial, but the full team should participate.  

Once adopted, implementing the policy will require careful and focused 
attention. Typically, it will be rolled out through targeted training and 
the use of internal web resources as part of compliance initiatives.  
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Guideline 4: Any technical solutions should meet the functional requirements 
identified as part of the policy development and carefully integrated 
into existing systems.  

A revised policy may require additional software or hardware. These 
decisions involve important technical issues, including integration 
with existing systems. Care should be taken to ensure technology is 
selected to meet specific goals and that policy and work practices are 
not being changed only to match available technology. Any assessment 
of the suitability of products should be driven by business, technical 
and records management considerations.  

Among the issues that should be examined are:  

• Ability to be integrated into your technology infrastructure and ex-
isting work practices  

• Ability to efficiently and accurately search and retrieve information  

• Technological assurance, including experience, scalability and per-
formance 

• Ability to meet user needs for productive use of electronic informa-
tion  

• Issues involved in migrating 

• Costs for hardware and software including acquisition, implementa-
tion and ongoing maintenance 

• Costs associated with user training  

• Professional fees to implement the solutions  

• Ability to identify and retain information with long term records 
value  

• Ability to demonstrate chain of custody, record integrity and re-
spond to metadata concerns  

• Ongoing support needs required to fully implement the policy  

In the evaluation process, an entity should be aware of the differences 
between enterprise solutions and so-called “point solutions;” technolo-
gies focused on solving a specific problem. There are benefits and 
drawbacks to either approach. Enterprise-wide solutions can be com-
plex and expensive to implement and risk obsolescence over time.  

Perhaps the greatest concern is the tendency to focus on the vendor’s 
view of what are best practices instead of focusing on implementing 
the entity’s policy. Very few vendors have the perspective necessary to 
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tailor their enterprise solutions to an individual entity without careful 
involvement of the purchaser. Similarly, while targeted solutions can 
be useful tools in an overall strategy, entities should only make such 
purchases within the context of an overall enterprise-wide strategy, as 
it can be difficult to integrate different solutions into existing systems.  

Finally, an entity should focus on determining the true cost of adding 
technology to its enterprise. Some solutions may require additional de-
velopment to properly customize the system to enable it to be inte-
grated with existing disparate systems. As with any substantial 
purchase, performing due diligence about the vendor and requesting 
references can assist in making a well-informed decision.  

SAMPLE POLICY FEATURES  

Policy 1 - Based On Short Default Retention Strategy  

Core Policy: Email is retained on an active server only for a short period (e.g., 
30 90 days), which is enforced by automatic deletion and, perhaps, limits on 
mailbox size. The user may avoid the deletion only by taking explicit, affirma-
tive actions like moving the material to dedicated storage on networked files 
with preassigned retention periods. Litigation holds are applied by users to ac-
tive email and the automatic deletion feature may be suspended by the entity, 
as appropriate, for key actors for the period until discovery is complete.  

Related Features: Users are expected to discard information, store it locally or 
on networks or print it out in hard copy and incorporate it into existing file 
structures subject to records management. Roles and responsibilities are 
clearly articulated for implementation of the policy, including management of 
litigation holds.  

Pros: This approach may help reduce the rate of growth of additional primary 
server storage. Selected email with longer-term value is retained by the user, 
who is best situated to understand the types of records dealt with on a daily 
basis and is therefore best equipped to make such classifications accurately 
and effectively.  

Cons: The policy may lead to the loss of information needed by the entity in 
litigation because of the difficulty in accurately identifying the importance of 
particular information within a short period of time. Users who wish to retain 
information for longer periods of time may find other methods (like storing files 
on a local drive or the use of portable storage media) to retain valued email, 
making subsequent review during discovery more complex.  

Legal Assessment: While some courts are uncomfortable with automatic dele-
tion of active email after a short period, no court has found such a process to 
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be unreasonable where provisions for litigation holds are included and the user 
has alternative methods of disposition prior to deletion. If discoverable informa-
tion is not preserved by a user before the copy is eliminated by automatic dele-
tion, but after a preservation obligation has attached, a court will examine 
whether the use of the automatic deletion feature was “routine” and operated 
in “good faith,” which is fact specific.  

An organization is perfectly free to choose the degree to which it relies upon the 
discretion of individuals in managing email and applying records schedules; it 
is not an indication of bad faith to rely on individual user discretion. That said, 
an organization must provide those employees with adequate training and di-
rection to exercise judgment with respect to the retention and destruction of 
emails.  

Policy 2 - Based On Indefinite Default Retention Strategy 

Core Policy: Email is retained on active servers for 60 days and moved auto-
matically to tiered storage and retained indefinitely (or a specified period like 3 
or 5 years). The user is permitted to use local archiving or other methods ap-
propriate to his or her work practices. Content management and records man-
agement applications are also made available with appropriate search 
capability for retrieval for litigation or business use.  

Related Features: The ability to store information on local hard drives may be 
restricted to assure centralized storage of all email. A phased implementation 
might include archiving of legacy email introduced as a second step. Roles and 
responsibilities, including management of litigation holds, may be specified.  

Pros: The approach reduces the amount of data stored on the entity’s email 
servers, increases assurance of the entity’s ability to access and retrieve infor-
mation for business or litigation hold purposes, and removes any motivation for 
users to maintain locally retained information.  

Cons: This strategy can significantly increase the amount of stored data that 
must be searched and reviewed for relevancy, confidentiality, privileges and 
work product when subject to discovery in litigation. The costs of installation 
and maintenance of required systems may be large, and the complexity and re-
liability of some forms of archiving is still an open issue. Finally, entities with a 
large amount of litigation may find it difficult to find an “open window” in its 
cycle of repeated litigation holds to effectively dispose of some portion of its 
ever-growing store of email.  

Legal Assessment: No court has held an entity must invest in any particular form 
of storage technology or otherwise adopt a “save it all” preventative archiving 
strategy to comply fully with common law obligations to preserve potential evi-
dence for pending or anticipated litigation. However, entities that choose some 
variation of this approach will have an argument that it is not necessary to pre-
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serve less accessible sources that may contain relevant emails (like local hard 
drives and backup tapes) where it is most likely that such sources contain only 
duplicate information. 
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New Employment Arbitration Rules 
Many employment arbitrations proceed under the American Arbitration Asso-
ciation ("AAA") rules. Even plans and contract clauses that do not provide for 
AAA administration use the AAA's rules as the standards for the process. These 
rules, the Employment Arbitration Rules and Mediation Procedures, have been 
amended 

The amendments address a variety of issues and processes. This memorandum 
covers the more significant changes. 

AUTHORITY OF ARBITRATOR TO DECIDE JURISDICTION 

A new Rule 6 gives the arbitrator power to determine jurisdiction and estab-
lishes a deadline for challenges to arbitrability. The previous version did not 
address this question. Rule 6 says:  

a. The arbitrator shall have the power to rule on his or her own ju-
risdiction, including any objections with respect to the existence, 
scope or validity of the arbitration agreement.  

b. The arbitrator shall have the power to determine the existence or 
validity of a contract of which an arbitration clause forms a part. 
Such an arbitration clause shall be treated as an agreement inde-
pendent of the other terms of the contract. A decision by the arbi-
trator that the contract is null and void shall not for that reason 
alone render invalid the arbitration clause.  

c. A party must object to the jurisdiction of the arbitrator or to the 
arbitrability of a claim or counterclaim no later than the filing of 
the answering statement to the claim or counterclaim that gives 
rise to the objection. The arbitrator may rule on such objections as 
a preliminary matter or as part of the final award. 

PRELIMINARY ISSUES 

The new rules specify and expand several details associated with the prelimi-
nary stages of arbitration. For example, the old rules did not address the con-
sequences of failing to submit an answer. The revised rules provide that if an 
answer is not submitted, the claim or counterclaim is deemed denied. Time 
limits for the submission of answering statements have also been clarified.  

In addition, the rules clarify that the AAA will make the initial determination of 
the city, county, state, territory, and country the hearing will take place in. The 
rule further provides the arbitrator retains the authority to make the final de-
termination on the issue.  
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Reflecting common practice, the rules now say arbitration management confer-
ences will be held by telephone unless the parties agree to meet in person.  

The AAA also has clarified the provisions about the number of arbitrators. In 
the past, the AAA might decide three arbitrators would be appropriate in cases 
with high-dollar demands. The rules now expressly say unless the parties agree 
to the contrary or the agreement provides otherwise, a single arbitrator will be 
appointed.  

MOTION PRACTICE 

The rules now address the question of motions that seek to dispose of a claim 
or an entire proceeding. Rule 27 says: 

The arbitrator may allow the filing of a dispositive motion if the ar-
bitrator determines that the moving party has shown substantial 
cause that the motion is likely to succeed and dispose of or narrow 
the issues in the case.  

TECHNOLOGY 

Several rules have changed to allow modern technology. Rule 28 provides the 
arbitrator may allow for evidence presentation by web conferencing, internet 
communication, telephone conferences and means other than in-person. Rule 
30 now says that although all evidence must be taken "in the presence" of all of 
the arbitrators and parties (absent default or waiver), "presence" does not man-
date that the parties and arbitrators must be physically present in the same 
location. 

COSTS 

The requirements on payment of AAA's administrative fees and arbitrator com-
pensation are now in a separate section. They maintain the distinction between 
employer-promulgated plans and individually negotiated employment agree-
ments and contracts. In the former, the employer will bear the cost of arbitrator 
compensation unless the employee elects, post dispute, to pay a portion.  AAA 
will make an administrative determination about the nature of the arbitration 
agreement. If a party disagrees, they may bring the issue to the arbitrator for a 
final decision. To streamline the process, the rules provide this determination 
will be made on documents only, unless the arbitrator deems a hearing is nec-
essary. 

AAA  & ARBITRATOR IMMUNITY 

The old rules said neither the AAA nor the arbitrator would be liable to any 
party for any act or omission in connection with any arbitration conducted un-
der them. The new rules are more specific by saying: 
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Parties to an arbitration under these rules shall be deemed to have 
consented that neither the AAA nor any arbitrator shall be liable to 
any party in any action for damages or injunctive relief for any act 
or omission in connection with any arbitration under these rules.  

OPTIONAL RULES FOR EMERGENCY MEASURES OF PROTECTION 

AAA has adopted new rules that provide for immediate attention to requests for 
emergency relief. They apply when the parties have entered into a "special 
agreement" to use the rules or when the arbitration provision specifically 
adopts them. The Rules create an expedited process for an "emergency arbitra-
tor" to be appointed swiftly and move through the process in a matter of days. 
The emergency arbitrator, appointed only for emergency relief, is given the 
authority to issue an interim award determining whether immediate and ir-
reparable damage will result in the absence of emergency relief and whether 
the party is entitled to the relief sought.  

DISCLOSURE  

Some of the most extensive changes in the Rules are in rules regarding arbitral 
disclosure and disqualification. The disclosure rules say:  

a. Any person appointed or to be appointed as an arbitrator shall 
disclose to the AAA any circumstance likely to give rise to justifi-
able doubt as to the arbitrator's impartiality or independence, in-
cluding any bias or any financial or personal interest in the result 
of the arbitration or any past or present relationship with the par-
ties or their representatives. Such obligation shall remain in effect 
throughout the arbitration.  

b. Upon receipt of such information from the arbitrator or another 
source, the AAA shall communicate the information to the parties 
and, if it deems it appropriate to do so, to the arbitrator and oth-
ers.  

c. In order to encourage disclosure by arbitrators, disclosure of in-
formation pursuant to this Section R-15 is not to be construed as 
an indication that the arbitrator considers that the disclosed cir-
cumstance is likely to affect impartiality or independence. 

DISQUALIFICATION OF ARBITRATORS 

The process for disqualifying an arbitrator following appointment is now a 
separate rule, which says:  

a. Any arbitrator shall be impartial and independent and shall per-
form his or her duties with diligence and in good faith, and shall be 
subject to disqualification for:  
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 i. partiality or lack of independence,  

 ii. inability or refusal to perform his or her duties with dili-
gence and in good faith, and  

 iii. any grounds for disqualification provided by applicable 
law. The parties may agree in writing, however, that arbitrators di-
rectly appointed by a party pursuant to Section R-13 shall be non-
neutral, in which case such arbitrators need not be impartial or 
independent and shall not be subject to disqualification for partial-
ity or lack of independence.  

b. Upon objection of a party to the continued service of an arbitra-
tor, or on its own initiative, the AAA shall determine whether the 
arbitrator should be disqualified under the grounds set out above, 
and shall inform the parties of its decision, which decision shall be 
conclusive. 
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The Hidden Franchise 
What do you get when you cross a trademark license, a fee, and elements of 
control?  

Mixed in the right combination, you get a franchise, regardless of what you in-
tend. Many business arrangements that do not look like franchises have been 
labeled just that. Usually called hidden franchises, they include everything 
from sales representatives and appliance parts distributors to cafeterias in of-
fice buildings.   

The franchising we know today started in the 1960’s. Continuing into the 
1970’s, franchises began popping up all over the United States. Not only did 
the franchise business model take off, so did horror stories about franchisors 
stealing the life savings of franchisees through fraud, precipitous terminations, 
and other unfair conduct. Some skeptics saw franchising as little more than a 
scheme to take advantage of unsophisticated investors. Franchisees took their 
place among individuals needing special protection by legislatures. California 
took the lead. Not long after, the federal government stepped in with a law of its 
own.  

Tens of thousands of franchises later, it is a legitimate distribution model. It 
remains, however, a regulated model through a combination of disclosure and 
relationship laws at the state and federal levels.  

At the federal level, Congress passed a law in 1979 giving the FTC authority 
over franchising. The FTC Rule identifies a set of disclosures a franchisor must 
give to a prospective franchisee in a written document with information ranging 
from the history of the franchisor, the identity of other franchisees and details 
of any earnings claim or financial performance representations. The FTC Rule 
does not create a private cause of action. Enforcement is only by the FTC. The 
unsuspecting franchisor doing business in the 18 states that have enacted 
laws similar to the FTC Rule is, however, subject to lawsuits by franchisees. 
These states give franchisees the right to sue their franchisor for damages. 
Moreover, many states have what are known as “Little FTC Acts” that create a 
private cause of action for consumers harmed when a defendant breaks a law - 
acts that some courts have said give franchisees a claim for damages for a vio-
lation of the FTC Rule. In addition, potential franchisors are subject to signifi-
cant damages in the 17 states with franchise relationship laws that punish 
“franchisors” for terminating franchisees without cause or failing to give proper 
notice and an opportunity to cure.  

DEFINITION OF FRANCHISE  

The existence of a franchise relationship is not about labels and it is not about 
feelings. It does not matter whether the parties call their relationship a “fran-
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chise,” a “license,” or a “distributorship,” or whether they “feel” like they are in 
a franchise relationship, as parties cannot waive protections afforded by the 
franchise laws. Nor does it typically matter whether the licensee is big or small 
or otherwise needs the protection of the franchise laws. The existence of a fran-
chise is a matter of definition, pure and simple.  

Courts will find that a transaction is a “franchise” if three elements are present: 
(1) the grant or licensing of a right to use a trademark or trade name; (2) the 
payment of a “franchise fee” for the use of the mark or name; and (3) some 
variant of a community of interest, marketing plan, control, or assistance. The 
definition seems simple enough. For a company trying to avoid the “franchisor” 
label in the eyes of a court or the FTC, however, the only part of the definition 
that provides certain protection is the first part - the requirement of a license. 
As long as a company is not somehow permitting a third party to use a mark or 
name, it is not offering a “franchise.” As the FTC puts it:  

The Commission does not intend to cover package or product franchises in 
which no mark is involved. If a mark is not necessary to a particular distribu-
tion arrangement, the supplier may avoid coverage under the rule by expressly 
prohibiting the use of its mark by the distributor.  

Anytime a company authorizes anyone to use its mark or name and expects to 
control and be paid for it, that opportunity may well be a franchise, regardless 
of how it looks, walks, or talks.  

MISTAKES CAN BE COSTLY  

Navigating the patchwork of federal and state franchise laws is complicated. At 
the federal level, the FTC Rule applies to franchise opportunities in all 50 
states, Washington, D.C., and U.S. territories. A company offering an invest-
ment that is a franchise under the FTC Rule must give a prospective franchisee 
a disclosure document with specific and detailed information about the fran-
chisor and the opportunity.  Although a franchisee wronged by a failure to dis-
close may not have a private right of action, the FTC can bring enforcement 
proceedings. In states with their own disclosure laws, failing to disclose - or an 
incomplete or misleading disclosure - allows a franchisee to sue for equitable 
relief and sometimes damages. In some states, failing to make an accurate dis-
closure carries the additional risk of exemplary damages, criminal penalties, 
and fines.  

Perhaps most troublesome are the relationship laws adopted in some states. 
Some of them make it illegal for franchisors to discriminate among franchisees, 
restrict the ability of franchisors to profit from the sale of goods to franchisees, 
and regulate the ongoing relationship between franchisor and franchisee. Al-
most all of these states allow franchisors to terminate only for cause before the 



2008 Business Law Anthology • Page 28 
 

 
Nicolai Law Group, P.C. • Business Law & Litigation • 413-272-2000 

This material is provided for information and education purposes to clients and others who may be interested in the subject matter. It is not legal advice 
or a legal opinion that can only be given on specific facts. 
 

end of the term of the agreement, and then only after providing the franchisee 
with notice of default and an opportunity to cure. Two states make franchisee 
agreements “evergreen,” that is, terminable only for cause without regard to 
their stated term. Thus, a relationship that looks terminable at will may be a 
franchise that may not be terminated except for cause.  

THE THIN LINE 

The line between a pure distributorship and a franchise arrangement is often 
thin, but as many franchisors have learned the hard way, the consequence of 
crossing it is costly. In one case, Mitsubishi received a rude awakening when 
the courts decided its distribution system was a franchise. The courts’ analysis 
hinged on an indirect franchise fee - namely, the payment of over $500 to Mit-
subishi for required service manuals over an eight-year period. The cost was a 
$1.525 million jury verdict in favor of the alleged franchisee.  

Other courts have followed suit, finding a franchise in general and franchise fee 
in particular in the most unlikely of places. In another case, the court analyzed 
whether a license agreement that allowed the plaintiff to sell Ethan Allen-
branded products was a franchise. The court said that a mandatory, ongoing 
advertising fee was a “hidden” or “indirect” franchise fee under Illinois fran-
chise laws.  

One court’s franchise fee is sometimes another court’s business expense. The 
same judge decided that an advertising contribution in one case was an ordi-
nary business expense in another under essentially the same set of facts. In 
one case the court held that a franchise fee existed where a portion of the 
plaintiff’s required product purchases was deposited automatically into a man-
datory co-op advertising account controlled by the licensor. In another, a 
dealer’s payments for Yellow Pages advertising, meeting attendance expenses, 
and advertising co-op contributions were “ordinary business expenses;” not 
franchise fees given the absence of evidence suggesting the dealer was required 
to incur these expenses for the right to enter into the business of selling the 
products. 

The Fee  

Upfront payments for the right to do business under a particular name or mark 
and ongoing royalty payments are obvious examples of franchise fees. At the 
other end of the spectrum, courts have found that ordinary business expenses, 
optional payments, and wholesale product purchases are not franchise fees. In 
between these two extremes predictability becomes uncertainty.  

Under the FTC Rule, almost any payment might be a franchise fee. The FTC 
says the “required payment” element of the definition of a franchise is designed 
“to capture all sources of revenue which the franchisee must pay to the fran-
chisor or its affiliate for the right to associate with the franchisor and market 
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its goods or services.” A franchise fee can be found in initial franchise fees and 
those for rent, advertising assistance, required equipment and supplies includ-
ing those from third parties where the franchisor or its affiliate gets a payment 
as a result of the purchase including training fees, security deposits, escrow 
deposits, nonrefundable bookkeeping charges, promotional literature, equip-
ment rental, and continuing royalties on sales.  

The FTC Rule and state statutes prescribe certain minimum thresholds and 
exclude certain types of payments from the definition of a “franchise fee.” The 
FTC Rule says payments of less than $500 made to the franchisor or an affili-
ate before or within six months of opening a business are not a franchise fee. 
States have a similar exclusion, although the amount varies. Under the FTC 
Rule and state law, money paid for a reasonable quantity of goods at a bona 
fide wholesale price purchased from the “franchisor” for resale is exempt from 
the franchise fee definition.  

A transaction that is not a franchise may become one. A fee to continue a rela-
tionship, for example, may convert the relationship to a franchise.  

THIRD ELEMENT IS A GIVEN  

Under the FTC Rule, the third element of a franchise is some sort of “control or 
assistance” on the part of the franchisor. Alleged franchisors are rarely suc-
cessful in claiming that they do not somehow “control” the alleged franchisee. 
At its simplest, any control by a franchisor over a franchisee and any assis-
tance to a franchisee will qualify as “control” as long as the FTC believes it is 
“significant.” It does not take much to reach any measurable level of signifi-
cance. Training programs, operation manuals, and establishing methods of op-
eration all meet the test.  

Some states require a “community of interest” between franchisor and franchi-
see. Courts applying the laws of these states rarely fail to find a community of 
interest in even the most basic forms of product and service distribution rela-
tionship. In some states, a community of interest exists where both the alleged 
franchisor and franchisee profit from the sale of a product or service, which is 
always the case where a royalty is based on sales. Others require the presence 
of a “marketing plan or system” before labeling a relationship a franchise. Cali-
fornia courts have held that oral or implied and optional or suggested plans 
and systems meet the test. Careful companies do not count on the third ele-
ment to save them from being called a franchisor.  

SAFE HARBORS  

The FTC Rule and most states exclude a number of relationships from their 
definition of a franchise for disclosure purposes. For example, a business op-
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portunity that will constitute merely a part of a company’s existing business 
falls within the “fractional franchise” safe harbor. The FTC Rule, however, al-
lows the exemption only when the franchisee has more than two years prior 
management experience in the business represented by the franchise and 
where the parties anticipate that sales under the franchise will represent no 
more than 20 percent of the dollar volume of the franchisee’s projected gross 
sales. Some states exclude sales to purchasers with a high net worth or a high 
income, and several states exempt sales by large franchisors from the registra-
tion requirement. Further, isolated sales are exempted by the FTC and a few 
states.  

THE BOTTOM LINE 

The bottom line is that the creation of a franchise relationship and the duties of 
disclosure, opportunity to cure, termination only for cause, etc., is not a ques-
tion of magic language. Whenever a deal involves a trademark license, a fee, 
and elements of control or a community of interest, it may be a franchise under 
applicable law. Given this risk, the careful distributor of a product or service 
under a mark or name should follow the franchise laws, including a disclosure 
document or an offering circular. A licensor still wanting to avoid the burden of 
a disclosure document and the risk of liability under various franchise laws 
must exercise great caution. 
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Internet Job Application Recordkeeping 
 
Recruiting and hiring is increasingly sophisticated and complex, especially with 
Internet and other technology use. The improved communications means 
greater ease in soliciting applicants and responding to openings. These ad-
vances call for more precision in the way recruiting is handled. One of the big-
gest problems is dealing with the increase in inquiries about jobs and 
applications. 

Most employers are covered by federal employment laws. This mandates keep-
ing appropriate records as a result of all employment relationships for a spe-
cific period of time. While some statutes do not mandate retaining specific 
types of records, most require retaining specific information. Having records on 
hand is important to defend suits by employees or applicants. These records 
extend to when a person is being considered for a job. The increase in inquiries 
and applications generated by electronic recruiting has created large re-
cord-keeping responsibility for employers. 

Beside having good documentation, there are records employers are legally re-
quired to keep. For example, many large employers must track and document 
job applicants and employees annually to report group identification to the 
EEOC and the OFCCP. Federal contractors subject to Executive Order 11246 
and other rules require copies of affirmative action plans be retained. Both of 
these make it necessary for employers with government contracts to track in-
formation about job applicants. They must establish ways of distinguishing job 
applicants from casual inquirers so they can report to the OFCCP and deter-
mine whether there is a disparate impact on protected groups. 

WHO IS A JOB APPLICANT? 

Record-keeping obligations begin before actual hires. One of the more difficult 
issues employers face in complying with record-keeping requirements is the 
question of who is a job applicant. Answering that has never been easy. It is 
more complicated using the Internet and other new technologies for recruit-
ment. In 2005 the OFCCP issued rules on the definition of “Internet job appli-
cant” for the data retention and record-keeping obligations of federal 
contractors. 

An individual used to be considered an applicant if he or she filed a formal ap-
plication or indicated in an informal way a specific intention to be considered 
for a job. Someone who casually appeared at an office or a work site to make 
an informal inquiry was not considered an applicant. An “applicant” under the 



2008 Business Law Anthology • Page 32 
 

 
Nicolai Law Group, P.C. • Business Law & Litigation • 413-272-2000 

This material is provided for information and education purposes to clients and others who may be interested in the subject matter. It is not legal advice 
or a legal opinion that can only be given on specific facts. 
 

Uniform Guidelines on Employee Selection Procedures (Uniform Guidelines) 
has typically been a person who indicated an interest in being considered for 
hiring, promotion, or other employment opportunities. While not problem free, 
employers had concrete ways of knowing whether a person was actually apply-
ing for a job or just making an inquiry; and they had fewer inquiries and appli-
cations to record and maintain. 

The Uniform Guidelines serve two purposes. They address certain re-
cord-keeping issues by describing the evidence employers should have avail-
able to determine whether their employment selection procedures have a 
disparate impact on protected groups. They also detail methods for validating 
tests and selection procedures found to have a disparate impact. Such a prac-
tice or standard is unlawful if it is not job-related and consistent with business 
necessity. 

The Uniform Guidelines say employers should maintain records or other infor-
mation that will disclose the impact which its tests and other selection proce-
dures have upon employment opportunities of persons by identifiable race, sex, 
or ethnic group. It provides for employer self-analysis for disparate impact 
based on those records or other information. Enforcing agencies may use those 
records or other information to investigate disparate impact charges or litigate 
cases. 

Specifically, the Uniform Guidelines provide for the maintenance of records or 
other information on applicants. The 2005 revision to the 1979 guidance says 
that Internet or related electronic data technologies includes: 

• E-mail; 

• Internal and third-party resume databases; 

• Job banks; 

• Electronic scanning technology; 

• Applicant tracking systems/applicant service providers; and 

• Applicant screeners. 

A person using those sources will be an applicant if the following criteria have 
all been met. 

• An expression of interest in employment is made by the individual through 
the Internet or related electronic data technologies; 

• The employer considers the individual for employment for a particular posi-
tion; 

• The expression of interest indicates that the individual possesses the basic 
qualifications for the position. 
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• At no point in the selection process prior to receiving an offer of employment 
does the individual remove herself from further consideration or otherwise 
indicate no further interest in the position. 

The final rule says that if an employer considers any expressions of interest 
made through the Internet, then all expressions of interest, regardless of 
means and manner, meet the definition of Internet job applicant. If an em-
ployer accepts both Internet applications and traditional applications, all of the 
applicants, Internet and traditional, are Internet job applicants for the rule. 

The phrase “considers the individual for employment in a particular position” 
means the employer assesses the substantive information provided with re-
spect to any qualifications involved with a particular position. The employer 
does not have to consider all who have expressed interest. An employer may 
implement policies to limit the number of expressions of interest actually con-
sidered as long as the policies are applied uniformly in a manner facially neu-
tral and without producing a disparate impact. Specifically, the rule says 
employers may establish procedures whereby they do not consider expressions 
of interest if they were not submitted according to established procedures; or 
not submitted for a particular position. Also, an employer may use data man-
agement techniques to limit the number of expressions of interest considered, 
like random sampling or absolute number limits. 

“Basic qualifications” means those qualifications the employer advertises as re-
quired for an individual to be considered for the position. If the position is not 
advertised, the basic qualifications are those the employer establishes and 
makes a record of before considering any expressions of interest for that posi-
tion. Basic qualifications must be: 

• Noncomparative; 

• Objective and not dependent on the employer’s subjective judgment; and 

• Relevant to performing the particular job and enable the employer to ac-
complish business-related goals. 

What qualifies as removing oneself from further consideration or otherwise in-
dicating no further interest in the position means: 

• An express statement of no further interest by the individual; 

• A passive demonstration of disinterest by the individual (repeated 
non-responsiveness to inquiries from the employer concerning interest in 
the position); 

• A lack of interest inferred from information contained in the expression of 
interest made by the individual (like salary requirements, work type and lo-
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cation preferences) as long as these inferences are uniformly and consis-
tently applied. 

RECORD RETENTION REQUIREMENTS 

Records of expressions of interest by individuals made through the Internet 
must be maintained if the employer considered the individuals for the particu-
lar position. Record-keeping, with respect to expressions of interest through in-
ternal resume databases, must consist of: 

• A record of each resume added to the database; 

• A record of the date each resume was added to the database; 

• The position for which each search of the database was made; 

• The substantive search criteria used; and 

• The date of the search. 

When an external resume database is used, the employer must keep records of 
the following: 

• The position for which each search was made; 

• The substantive search criteria; 

• The date of the search; and 

• The resumes of job seekers who met the basic qualifications for the position 
who were considered by the employer regardless of whether the individual 
qualified as an Internet applicant. 

Records of the race, gender, and ethnicity of each job applicant must be kept 
where possible. There is no set point in the selection process where this infor-
mation must be gathered, nor is there a set procedure to acquire the informa-
tion. The OFCCP says self-identification is the preferred method, but visual 
observation may be used if the applicant will not self-identify. 

CONCLUSION 

The final rule modifies OFCCP job applicant record-keeping requirements to 
address problems encountered by the use of Internet and electronic data tech-
nologies in the job applicant recruiting and hiring process. Although the final 
rule, as discussed above, imposes a number of new, additional requirements 
on contractors/employers, its stated intent is to address those record-keeping 
and data collection problems. 
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Maintaining Your Corporate Veil 
 
Limiting shareholder liability has always been a primary purpose of having a 
corporation. Not surprisingly, maintaining the “corporate veil” has always been 
on the checklist of lawyers advising any multi-business company. With the 
rash of products liability and consumer class actions, coupled with large jury 
verdicts, businesses today must be extra careful to protect the corporate veil. 
Companies need to manage risks carefully, identify potential exposures and 
plan for the possible claims that the liabilities of a corporation may be imputed 
to related corporations or their owners. This is generally called “derivative risk”. 

Derivative risk exposure is of particular concern for both foreign-based entities 
with investments in the US and diversified US businesses. This memorandum 
looks at six steps multi-business companies may use to reduce the chance that 
the separate identity and limited liability of a corporation will be disregarded. 

ISOLATING LIABILITIES AMONG SEPARATE ENTITIES 

A corporate owner, whether an individual or another company, is not normally 
liable for the corporation’s debts. The law permits creating separate entities to, 
among other things, isolate liabilities among them. Courts recognize a public 
policy of encouraging investments and affording limited liability to sharehold-
ers. There are exceptions. When a court decides that a corporation is an “alter 
ego” or “mere instrumentality” of its shareholders, the court may “pierce” or 
disregard the corporate veil to prevent injustice or fraud, or do justice or eq-
uity. Despite whole books on the subject, deciding whether a corporation is an 
alter ego or mere instrumentality of its shareholders is essentially based on the 
circumstances. There are steps that serve to mitigate the risk of veil piercing. 

Maintaining the corporate veil is often in tension with effective management 
models and tax strategies. Companies need a measured, practical approach 
that considers the following as ways to demonstrate a subsidiary’s separate-
ness. None of these alone would instantly defeat a veil-piercing claim, and 
some may not be practical for some businesses. They are a reasonable starting 
point.  

Observing corporate formalities.  

Following corporate formalities is widely acknowledged as a factor on whether 
to maintain a corporate veil. They vary from state to state, but include annual 
shareholders’ and directors’ meetings; regular election of officers and directors; 
maintaining corporate record books including all meeting minutes; and manag-
ing the subsidiary consistent with its charter and bylaws. Observing these for-
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malities costs almost nothing in terms of management or tax concerns. Good 
corporate and financial records are also the basis for upholding the business 
judgment rule. 

Separation of funds and accounts.  

Whatever formalities are observed, any claim that a parent and a subsidiary 
are legally separate entities is not likely to win when they do not separately ac-
count for their finances. When corporate veils have been pierced, there has 
typically been abuse of a subsidiary’s accounting and financial functions. This 
does not mean a parent and subsidiary may not achieve economies of scale 
through cash management strategies. In those situations companies must keep 
separate accounts and books, record monetary transfers and properly docu-
ment transactions. 

Subsidiary operations will commonly be reflected on the parent’s financial 
statements. It is important that each subsidiary’s financial condition be con-
solidated through the accounting records of its direct parent or parents; not 
“reported up” to a functional business unit or group or unincorporated parent 
business divisions. It is better to observe formalities even when there is func-
tional management of the overall enterprise. 

Adequate capitalization.  

A subsidiary should be capitalized at a level consistent with the level of risk as-
sociated with its business operations. Courts routinely focus on capital levels 
when considering piercing a corporate veil, though adequate capital is an im-
precise concept. A subsidiary should have enough capital to operate without 
frequent, random and unplanned capital infusions. If a parent repeatedly funds 
a subsidiary when liabilities arise in the ordinary course, there is a real risk it 
will also be required to fund the subsidiary under extraordinary situations. 

The parent should not siphon funds away from the subsidiary through exces-
sive dividends, even though tax considerations may suggest otherwise. The test 
is whether the dividend is in the best interest of the subsidiary; not the parent. 
The subsidiary should regularly review its capital position and its board of di-
rectors should make an annual decision, (properly recorded in the annual 
meeting minutes) of the adequacy of working capital and the subsidiary’s abil-
ity to pay dividends. 

Directors and officers; corporate control.  

The management of any corporation is vested in its board of directors - not 
shareholders. Each subsidiary should have its own board of directors, which 
appoints the officers of that subsidiary. The subsidiary board should supervise 
the officers and the performance of the subsidiary. 
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In reality, the parent to protect its significant investment appropriately exer-
cises substantial control. In the public company context, this is needed to sat-
isfy its fiduciary obligations to its own shareholders. Complete domination of 
the subsidiary creates a risk a court will decide the parent is liable for the sub-
sidiary’s debts. There is a legitimate concern that too much authority in a sub-
sidiary’s board can be a threat to the investment. These interests can be 
balanced by having representatives from the corporate parent on the subsidi-
ary board. Indeed alternative is generally lawful and preferred to the common 
practice of periodic inquiries from a representative of the parent that often 
leads to fodder for plaintiffs’ lawyers and regulators.  

Intercompany transactions. 

Intercompany transactions are critical for multi-business companies to achieve 
synergies, and should be made on terms that allow businesses to take advan-
tage of these benefits. These transactions can create exposure to a veil-piercing 
claim when they bear the marks of control and influence that do not reflect 
arms-length interaction. These transactions should be fully documented, and, 
under certain circumstances, approved by the boards of directors of all compa-
nies in the transaction. These transactions should be on commercially reason-
able terms, though not necessarily on terms normally extended to an outsider. 

Managing perceptions.  

How a subsidiary corporation holds itself out to the public can be important. 
“Subsidiary” implies a separate legal entity. Words like “division,” “depart-
ment,” “unit,” and “group” imply unincorporated businesses that are part of the 
same legal entity (and protected by limited liability). A subsidiary that makes 
excessive use of the parent’s name, other marks or goodwill may be creating 
the impression the two companies are single. Some public companies say in 
public filings that the subsidiaries are separate legal entities, subject to decen-
tralized management, and governed by corporate control structures applicable 
to the subsidiaries’ jurisdiction of organization. 

KEY ISSUE 

In most cases, the important question is not whether a veil-piercing claim will 
win but whether the other side can make a viable claim as leverage. The more a 
parent and subsidiary behave like a single entity, the more likely a claim to 
pierce the corporate veil will withstand initial review.  
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Open Source Code 

There are four “classic” open-source licenses. These are the GNU Public License 
(GPL), the Limited GNU Public License (LGPL), the Berkeley System Distribu-
tion and the Massachusetts Institute of Technology (MIT) license. With the 
open-source release of the Netscape Web browser in 1998, the Mozilla Public 
License is also widely used. Many other open-source licenses have been cre-
ated. There are over 60 open-source licenses approved by OSI. 

Of all the open-source licenses, the GPL license is the most prevalent. Most 
components of the popular GNU/Linux system, including the Linux kernel it-
self and most system utilities and applications, are licensed under the GPL. 
Leaders in the open-source community urge developers to use the GPL. A 2002 
estimate was that 90% of all open-source software was licensed under the GPL. 

Many companies find open-source software components provide high quality at 
low cost compared to commercial alternatives. This is an incentive to use 
open-source software as a building block for proprietary products. 

However, under GPL, a licensee may be required in release its own source code 
if it distributes or publishes a derivative work based on a GPL-licensed pro-
gram. Setting aside when a work is considered “distributed” and “derived” un-
der the GPL, companies may find themselves in the position of having to either 
release their proprietary source code or lose permission to distribute, copy or 
modify the modified software. 

Licensees can choose to release their source code and comply with the GPL. 
However, choosing this route must understand the GPL requires derivative 
works to be licensed “as a whole.” This may include not only the main source 
code, but also interface definition files and related scripts. It is often not possi-
ble to simply carve out selected proprietary portions of the source code. 

SEPARATING OUT PROGRAMS 

One way around the requirement is to put proprietary code into identifiable 
sections of a work that is not derived from the Open-Source program, as con-
templated by § 2 of the GPL. These separate sections must reasonably be con-
sidered independent and separate works in themselves. They must be truly 
distinct from other GPL-licensed works, and not part of a whole which is a 
work based on the program. 

What this means is not entirely clear. On one extreme, simply aggregating pro-
grams is permitted under GPL. On the other is extreme, a proprietary program 
that is separate but relies entirely on a GPL-licensed program to function is 
likely considered part of a whole work based on the GPL-licensed program, re-
quiring the source code to be released. 
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Between these extremes are many shades of gray, where two programs may 
communicate, interoperate or function in parallel and where GPL offers little 
guidance on the duty to release. One risk of using GPL or other open-source 
licensed code as a building block for proprietary products is the uncertainty re-
garding precisely when the duty to release code is imposed. 

Many companies would rather not release source code for fear of giving up 
trade secret protection. Making matters worse, GPL prohibits distribution of a 
derivative work in the event patent or other royalties are exacted. While copy-
right protection is available, it is generally limited to nonfunctional aspects. 
This leaves developers between a rock and a hard place. Releasing source code 
could mean giving away proprietary information. On the other hand, licensees 
choosing not to release source code but distributing their software could be li-
able for copyright infringement. 

The GNU project urges donors of any substantial amount of code to assign 
rights to the Free Software Foundation (FSF), in part to facilitate enforcement 
actions. FSF operates a compliance lab to monitor GPL violations and take en-
forcement action where necessary. FSF has not been hesitant to enter negotia-
tions with heavyweights over suspected GPL violations. One case has already 
been filed. In Germany, a group unrelated to FSF, but having the same goal, 
has received at least two injunctions against companies that have failed to re-
lease source code. These enforcement efforts show that the duty to release 
source code should not be taken lightly. 

DUTY TO RELEASE SOURCE CODE 

Given the repercussions of releasing source code, it is important to know when 
this duty is imposed. There are two aspects to this duty - distribution and de-
rivative works. Unfortunately, GPL does not use consistent or well-defined lan-
guage for either. 

GPL requires releasing source code when licensees distribute or publish any 
work that in whole or in part contains or is derived from the program or any 
part thereof. In connection with distribution, GPL uses the additional language 
“third parties” to qualify when a work might be distributed. Redistribute is 
used in the context of how a license is automatically granted to successive li-
censees. 

In connection with the derivative work aspect, GPL imports the definition of a 
derivative work from copyright law, but then uses the phrase “work based on 
the Program” more expansively, suggesting the two terms are not coextensive. 

Adding confusion, the legal term “collective work” is also used in GPL, but its 
definition under the Copyright Act as a “work constituting separate and inde-
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pendent works in themselves” was not imported into GPL. This suggests a 
broader duty to release code, not confined simply to derivative works. Likewise, 
the Copyright Act defined term “distribution” has not been explicitly imported 
into GPL. This raises the issue of whether “distribution” under GPL is coexten-
sive with “distribution” in copyright law. The absence of clear definitions and 
consistent terms makes it difficult for licensees to know their precise responsi-
bilities to when it comes to releasing code. 

For example, a licensee may make minor proprietary modifications to a 
GPL-licensed program, and pass it on without the accompanying source code 
for testing. Is the modified program a “derivative work”? If so, is it also a “work 
based on the Program”? Should we focus on whether the licensee’s act is a 
“distribution,” or the status of the recipient as a “third party”? The GPL FAQ’s 
discuss these issues, but its interpretation is aimed at resolving practical 
rather than legal issues, and is not binding on courts. 

RISK OF INFRINGING COPYRIGHTS 

Another risk of using open-source software is that it will be found to infringe on 
existing copyrights. This risk does not come from GPL itself, but from the pos-
sibility of unpoliced submission of proprietary code into open-source projects. 
Although a risk when using any software product, it is more of a risk in open-
source projects, where the code is open to public inspection. This risk can be 
reduced by educating developers about the legal standard of substantial simi-
larity in the context of copyright law, which focuses on the abstrac-
tion-filtration-comparison test in Computer Associates International Inc. v. 
Altai Inc. Under this test, determining substantial similarity involves; abstrac-
tion of the plaintiff’s program; filering out any nonprotectible elements; and 
comparison between the remaining core of protectible expression and the de-
fendant’s work. 

GNU Developer Guidelines urge programmers who have vague recollections of 
the internals of a Unix program they wish to imitate, to organize their work in-
ternally along different lines. Merely using a different internal organization is a 
problem because of court rulings which hold that copyright law may protect 
the structure, sequence and organization of the source code. Another issue is 
that a programmer’s familiarity with proprietary code could create a finding of 
subconscious copying.  An open-source developer could infringe the copyright 
of a familiar proprietary product by inadvertently imitating its code, as contem-
plated by the GNU Developer Guidelines, even if not deliberately copying its 
structure, sequence or organization. 

Donors of code into GNU and other open-source projects are normally required 
to represent they have ownership rights and obtain necessary disclaimers from 
employers. However, those representations are not a warranty, indemnification 
against claims of infringement, or other legally binding protection against fu-
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ture claims by any party, other than the donor’s employer. Thus, despite the 
freedom to distribute, copy and modify code, licensees of open-source software 
should be aware that their own use is only permissible to the extent the origi-
nal licensor holds a valid copyright. 

There are other legal risks. For example there are certain legal issues in com-
bining nonfree libraries with GPL-covered software. There is also the issue of 
how to reconcile incompatible open-source license provisions, a particular con-
cern in complex releases that may contain dozens of different open-source 
components. 

In addition to indemnification provisions, proprietary software licenses fre-
quently provide warranties against defects in media, viruses, worms, Trojan 
Horses and backdoors. In contrast, GPL software is “as is,” without warranties. 
In addition, maintenance and support, also common in proprietary licenses, 
are often lacking in GPL. 
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Trademark & Trade Secret Record Retention 

 
We are frequently asked for recordkeeping recommendations on these two sub-
jects.  Here are some suggestions. 

TRADEMARKS   

A trademark is a word, phrase, symbol or design, or combination of words, 
phrases, symbols, or designs, which identifies and distinguishes the source of 
the goods or services of one party from those of another.   

Trademark rights arise from either (1) the actual use of the mark, or (2) filing 
an application to register a mark in the U.S. Patent and Trademark Office (PTO) 
stating the applicant has a bona fide intention to use the mark in interstate 
commerce.    

Registration  

Federal registration is not required to establish rights in or to use a mark.  It 
can secure benefits beyond the rights acquired by just using a mark.  Filing an 
application is constructive notice of use, which prevents a junior user from ac-
quiring any right to use the mark after the filing date.  Once issued, the regis-
tration is constructive notice which prevents a junior user from acquiring 
rights to the mark and confines the rights of a senior, unregistered user to the 
territory that user occupied at the time of the registration.  Other advantages of 
federal registration include presumptions of validity, ownership, and the exclu-
sive right to use the mark, increased ability to block infringing imports, and 
possible eligibility for the mark to attain incontestable status. 

Trademark rights can last indefinitely if the owner continues to use the mark.  
A trademark may be registered for ten years with ten-year renewal terms. 
Companies will want to maintain records identifying exactly when a trademark 
renewal date is approaching so as not to lose valuable rights.  

A trademark registration must be maintained or it will be canceled.  Between 
the fifth and sixth year after an initial registration, the registrant must file a 
continued-use affidavit to keep the trademark active.  A registrant is also re-
quired to file a continued-use affidavit in the year before the end of every ten-
year period after the registration date.  The affidavit must set out those goods 
or services recited in the registration on or in connection with which the mark 
is in use in commerce and must be accompanied by specimens or facsimiles 
showing current use of the mark. If the mark is not in use, then the affidavit 
must show that it is due to special circumstances that excuse non-use and is 
not due to any intention to abandon the mark.  There is a six-month grace pe-
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riod after the end of the applicable period within which a trademark owner can 
still file its § 8 affidavit, along with a surcharge. 

Section 9 of the Lanham Act requires a registrant to file a renewal application 
every ten years.  The renewal application must be filed sometime within the 
year before expiration of the ten years.  There is also a six-month grace period 
in which the PTO will still accept a renewal application.  

A mark can attain incontestable status if the registrant files an affidavit with 
the PTO within the sixth year of use stating the mark has been continuously 
used on the goods or services listed in the registration for five consecutive years 
and is still in use.  A registration that is incontestable is conclusive evidence of 
validity, ownership, and the exclusive right to use the mark in commerce. 

Finally, a registrant should give notice that the mark is registered with the PTO 
by displaying the mark with the words "Registered in the U.S. Patent and 
Trademark Office" or "Reg. U.S. Pat. & Tm. Off." or with the ® mark.  If the reg-
istrant does not give notice, the registrant cannot receive profits or damages in 
an infringement suit.   

Trademark Infringement  

In a trademark enforcement action, a company will have to show it diligently 
protected its trademark from migrating into the public domain. Conducting 
trademark searches and documenting them is essential to a defense.  

If the company becomes aware of possible infringement, it must take steps to 
protect the trademark.  Initially, this may be a cease-and-desist letter, and 
may, eventually, proceed to litigation.  All records pertaining to the steps the 
company has taken to protect its trademark will be important to any litigation.  

TRADE SECRETS 

Another area of intellectual property where detailed record keeping is essential 
is trade secrets.  A company will want to identify its trade secrets.  A host of 
different things can be considered trade secrets; customer lists, advertising 
plans, software, designs, competitive strategies, pricing, supply sources, salary 
structures, recruiting practices, particular ways of doing business, or manufac-
turing methods.  Once the company has identified its trade secrets, the key is 
to then protect them so they do not lose their trade secret status.  

There is no provision under federal law for registration of trade secrets.  Trade 
secrets are protected under many state laws and under the Economic Espio-
nage Act of 1996, a federal law that criminalizes and establishes considerable 
fines for the theft of trade secrets.  
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Most trade secret litigation will boil down to whether the company can produce 
records showing it has adequately protected the particular trade secret.  A 
company must have procedures in place to protect both its trade secrets and 
other companies' trade secrets.  For example, during discussions with inven-
tors, negotiations with a potential candidate for acquisition, or even in corre-
spondence with a potential supplier or customer, a trade secret may be 
divulged.  There is usually an implied or express obligation on the company not 
to use or appropriate confidential information or trade secrets except for the 
purpose for which the information was disclosed.  A company may also receive 
outside idea submissions from third parties.  If the company accepts such an 
idea and then develops the same idea, it could become involved in trade secret 
litigation.  

An example is a case where a snowmobile manufacturer could not show, 
through its records, that it had been independently working on an electronic 
fuel-injection engine similar to one another company had developed and dis-
closed information about to the manufacturer during licensing negotiations. 
After the negotiations broke down, it began to manufacture its own fuel-
injected engines for snowmobiles. Because it could not produce evidence show-
ing it had independently developed the fuel-injected engine, the jury decided it 
had misappropriated the trade secrets it acquired in the licensing negotiations. 
The jury ordered $45.6 million for trade secret misappropriation.  

This highlights the importance of records like: 

1. The identification of the research personnel working on a particular project, 
and the dates, time frames, and at least some discussion of the details of 
the subject matter of the technology being developed;  

2. How the company plans to use the technology; and 

3. Research and development the company is subcontracting out.  

Creating A Trade Secrets Records Retention Program  

Some of the initial considerations in creating a records retention program to 
keep track of trade secrets include: 

1. Who should maintain this kind of information? 

2. Where is research and development taking place? (It could occur in a re-
search and development laboratory, the shop floor, the MIS department, or 
even the advertising and marketing departments.)  

3. Which employees have access to the trade secrets? 

4. How often should the information be updated?  

5. In what form should the records be kept?  
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Employment-related records. Suppose a company hires an engineer from a 
competing company and that engineer is working on essentially the same tech-
nology with the new company as with the prior one.  Without an enforceable 
noncompetition agreement, the law says:  

• The engineer could not take trade secret information, including specific 
trade secret knowledge the engineer had in his or her head, or actual docu-
ments or samples, from the previous employer.  

• On the other hand, general information and general knowledge the engineer 
developed in his career, including the job with the competitor, is something 
the engineer can use in future work for anyone.  

The dilemma comes where the engineer develops something really useful com-
petitive with products of the prior employer.  Did the engineer improperly use 
trade secrets or confidential information from his previous job for his new em-
ployer?  This is a heavily factual issue.  

Another complicating factor is whether the company intended the engineer use 
the secrets of the previous company in developing its products.  It is one thing 
when an engineer is just careless with confidential information. It is quite an-
other when a company has an intent or policy to hire engineers from a com-
petitor to acquire its competitor's trade secrets. 

The general consensus is that a company should get a statement that the per-
son hired has not taken any documents relating to trade secret or confidential 
information from the prior employer. This includes computer disks, programs, 
and digital information e-mailed from one computer to another.  The wording 
should be broad enough to cover documents of all types. It may also be helpful 
to get a statement as to exactly what the engineer was working on at the prior 
company and, if appropriate, create documentation showing the engineer is not 
using that knowledge or data in the current job.  

If a company maintains detailed records of the products or services it is devel-
oping with an accounting of the progress being made on them, it will make it 
easier to prove these products or services, if they compete with those of an em-
ployee's prior employer, were developed independently.  This should be ade-
quate to meet allegations that the development and production of the products 
or services in question were not the result of trade secret misappropriation.  

Companies hiring new employees who have had access to another company's 
trade secrets should sign confidentiality agreements.  Companies also must 
keep records of the noncompetition agreements employees have signed.  Re-
cords of entrance and exit interviews explaining what trade secrets are and re-
inforcing what trade secrets must be kept confidential after the employee leaves 
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should be conducted and documented.  If possible, an employer should learn 
who an employee's new employer is and notify that employer what trade secrets 
the employee may be privy to.  Documentation of those letters should also be 
appropriately retained.  Contracts with outside sales personnel and vendors 
should also include provisions for trade secret protection, if applicable.  

Records of security measures. Records of the security measures the corpora-
tion has in place to protect trade secrets should also be available. This can in-
clude everything from properly documented security at the company's facility to 
logs that track visitors to the facility, to records of surveillance.  

Internet and e-mail. A company should have procedures in place to monitor 
whether its trade secrets are disclosed by e-mail, on the company Web site, or 
over the Internet. A case involving Ford underscores how important it is, espe-
cially in the age of the Internet, for corporations to protect their trade secrets.  

Ford got a temporary restraining order for various copyright and trademark law 
violations after the defendant published internal Ford documents and used the 
Ford trademark on its Web site.  The defendant was a Ford MUSTANG fan who 
decided to start his own Web site.  Ford, interested in getting more "consumer" 
input in designing the next generation of MUSTANG issued him a media pass 
and let him get close to Ford employees at various company events. The fan be-
gan receiving documents from anonymous disgruntled employees critical of the 
MUSTANG.  He published these on his Web site.  

Although the documents were not marked proprietary, Ford said some of the 
documents were highly confidential, including one about its emissions strategy.  
The court refused to issue a permanent injunction.  The court decided the fan’s 
First Amendment rights outweighed Ford's interest in protecting its proprietary 
information. The court prohibited the fan from disseminating additional docu-
ments from Ford employees and warned against soliciting new documents.   

Companies can be retained that will monitor the Internet for possible infringe-
ment.  

Employee ideas and outside idea submissions. A doctrine called the "shop 
rights" doctrine essentially says if an employee developed an idea within the 
scope of employment, on the employer's time, and using the employer's equip-
ment, the idea will generally belong to the employer.  Companies should have 
formal procedures specifying these employer rights in writing upon an em-
ployee's idea submission.  The company should also have written agreements 
for accepting ideas from outside.   

Requests for information. A company should keep records of requests for po-
tential trade secret information made under laws like the Freedom of Informa-
tion Act or the Occupational Safety and Health Act's Hazard Communication 
Rule.  Under these laws, certain information is subject to disclosure to anyone 
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who requests it; however, trade secret information is generally exempted from 
disclosure requests. 

Trade Secrets Records Retention Checklist  

A common issue in trade secret litigation is whether the information is really a 
secret.  For example, a customer list that is  

1. Stamped "trade secret confidential information";  

2. Made available to employees only on a need-to-know basis; 

3. Always accompanied by a document signed by the employee which says no 
copies will be made; 

4. To be returned when the need for it ceases; and  

5. Not to be disclosed to anyone else, should qualify as a trade secret. 

On the other hand, that same customer list simply passed around indiscrimi-
nately in the company with no safeguards will probably not be a trade secret.  

Here are common problems companies face in their effort to identify, maintain, 
and protect trade secret and confidential information. 

• Does the company have a written "inventory" specifically listing the com-
pany's trade secrets?  

A central issue in trade secret disputes and litigation is whether the com-
pany actually took appropriate steps to safeguard trade secret information 
or merely claimed something was trade secret after a former employee began 
using it with a competitor.  Maintaining a current written inventory goes a 
long way in helping in this type of dispute. 

  

The inventory itself is not confidential. It should be disclosed to appropriate 
employees. A customer list could be distributed among employees with a no-
tation to the effect that the customer list contains trade secrets and is to be 
treated as confidential information. That would hopefully cause employees 
to treat it properly and would be helpful in addressing a former employee 
who leaves and solicits customers for a new employer. It would be difficult 
for the employee to argue that the identity of the customers was never men-
tioned as a trade secret or confidential information. 

• What records does the company have which support that the information 
was really treated as a trade secret?  

Assume an employee leaves taking trade secret information to a competitor 
and the competitor begins to use it. You ask a lawyer about your remedies, 
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and the lawyer asks what evidence you have to support the fact that the in-
formation was actually kept as a trade secret.   

There are many ways to support your trade secret claim. There are no spe-
cific rules. All too often a company realizes it has no procedures to safe-
guard its trade secrets. This creates a loss of negotiation leverage. In a 
lawsuit, it may mean losing the case. Some things it might help to maintain 
so that they can be used in this situation include: 

o Records of training sessions about trade secrets, including the 
general substance of the training, people attending and sessions; 

o Memos circulated to staff which indicate the trade secret nature of 
the information;  

o Policies and procedures which say how the information should be 
kept together with records on how they were actually enforced;  

o Relevant documents stamped with a legend (it is NOT good to 
stamp everything with this legend); and 

o Records of the use of safeguards like passwords and controlled ac-
cess.  

• Does the company have records that establish each employee has signed a 
nondisclosure or confidentiality agreement? 

Many companies require such agreements as part of the hiring process.  
With transfers, acquisitions, and divestitures, it is possible these records 
will be impossible to locate when needed. An audit that examines how the 
company keeps these records would be helpful. 

• Does the company's records retention program take into account confidenti-
ality agreements entered into with customers or suppliers? 

For valid business reasons, companies often enter into agreements with 
others that involve disclosing trade secrets. Records of these agreements 
can be used to contest the coming allegation that this information was 
handed out without a requirement that it be kept secret.  

 



2008 Business Law Anthology • Page 49 

 
Nicolai Law Group, P.C. • Business Law & Litigation • 413-272-2000 

This material is provided for information and education purposes to clients and others who may be interested in the subject matter. It is not legal advice 
or a legal opinion that can only be given on specific facts. 
 
 
 

 

Shareholder Liability for Copyright Infringement 
An area where shareholders are not shielded from liability for the acts of a cor-
poration is copyright infringement under the Copyright Act. While it is well set-
tled that shareholders can be liable under the Act, the test for determining 
shareholder liability is unsettled.  

This memorandum outlines the circumstances under which a shareholder can 
be held liable for the acts of copyright infringement committed by a corpora-
tion.  

TEST FOR VICARIOUS LIABILITY 

The Second Circuit Court of Appeals, in a case called Shapiro, first established 
the two-part vicarious liability test for determining when third parties could be 
held liable under the Act.  The court held that when the right and ability to su-
pervise combine with an obvious and direct financial interest in exploiting 
copyrighted materials even without actual knowledge that a copyright in-
fringement is happening, the purposes of the law might be best served by im-
posing liability on the beneficiary of the infringement. 

That decision cited no provision of the Act as a basis for holding that vicarious 
liability can be imposed on a third party. In fact the Act does not contain any 
provision on contributory liability or vicarious liability. Regardless, the Su-
preme Court and other courts have followed Shapiro in imposing vicarious li-
ability on a third party if that party maintained the right and ability to control 
the infringing conduct and had a direct and obvious financial interest in in-
fringing the copyrighted material.  

Right & Ability to Control  

A litigant seeking to reach a shareholder for a copyright infringement commit-
ted by a corporation first must show the shareholder had the right and ability 
to supervise the conduct of the infringing corporation. The Shapiro case put 
emphasis on a party's right to police the conduct of the primary infringer. 

The "power to police" as the Court put it, has proven difficult to apply. Some 
courts hold that the actual exercise of control is not required and all that is 
needed to establish liability is the legal right and ability to control and super-
vise the infringing conduct. Other federal courts put emphasis on whether the 
alleged vicarious infringer in fact exercised actual control and supervision of 
the infringing conduct.  
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Direct Financial Interest  

A plaintiff trying to hold a shareholder vicariously liable for the copyright in-
fringement of a corporation also must show the shareholder had an obvious 
and direct financial interest in exploiting the copyrighted work allegedly in-
fringed. Courts have not developed a bright-line test for deciding when a party 
has a sufficiently direct financial interest in the infringing activity to warrant 
the imposition of liability. Most courts say stock ownership in the infringing 
corporation establishes a sufficiently direct financial interest in the infringing 
activity. Some courts even gloss over the issue and instantly conclude that the 
financial interest of certain parties is obvious. Other courts require evidence of 
a direct financial benefit. 

VICARIOUS LIABILITY IN OTHER CONTEXTS  

The vicarious liability test applied in copyright infringement claims is different 
than the vicarious liability test applied to other cases. The distinctive difference 
is there is no requirement that the right to control extend to the manner and 
means of performance. This stems from the policy goals underlying copyright.  

Modern decisions, when explaining policy justifications for vicarious liability 
commonly refer to risk allocation. When an individual profits from an enter-
prise in which identifiable types of losses are expected to occur, they hold it is 
fair and reasonable to put responsibility for those losses on the person who 
profits, even if that person makes arrangements for others to do the acts that 
cause the losses.  

The law of vicarious liability treats expected losses as a cost of doing business. 
The enterprise and the person profiting from it are better able than either the 
innocent injured plaintiff or the other person whose act caused the loss to dis-
tribute the costs and shift them to others who have profited from the enter-
prise. Putting responsibility for the loss on the enterprise has the added benefit 
of creating incentive for the enterprise to police its operations carefully to avoid 
unnecessary losses. 

LIABILITY OF SHAREHOLDERS  

Because vicarious liability for copyright infringement allows copyright owners 
to reach parties ordinarily shielded from liability, they frequently sue share-
holders for a corporation's alleged infringement. These suits seek to hold 
shareholders jointly and severally liable for infringements by the corporation. 
This is particularly useful when the corporation is not able to satisfy a judg-
ment on the claim. The legal test for deciding whether a shareholder may be 
liable for the copyright infringement by a corporation will vary depending on 
whether the shareholder is an individual or a corporation.  

Individuals as Shareholders  
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Very few cases put vicarious liability on an individual shareholder not an offi-
cer or director of the corporation. Courts imposing liability on an individual 
shareholder almost always emphasize their status as a shareholder only for the 
financial interest prong of the test; finding the required control through the in-
dividual's service as an officer or director of the corporation.  

One case held an individual vicariously liable for copyright infringement on the 
ground that as president of a corporation, he supervised the infringing conduct 
and, as a fifty-percent shareholder, financially benefited from the infringe-
ments. The court said that despite his claim that he had no right to supervise 
the retailers, he did supervise them by writing letters instructing them on what 
uses of the copiers to permit.  

Another case held the president and sole shareholder liable where he person-
ally approved an infringing sale through a broker. He also approved the price to 
be charged for the copies. While the record did not reveal whether the president 
and the corporation actually made money from the transaction, an inference 
was made that both anticipated profits from the sale. 

While other federal appellate courts have not addressed this issue squarely, a 
consensus has emerged among district courts that an individual's status as a 
shareholder determines only the financial interest prong of the Shapiro test 
and cannot by itself satisfy the supervision and control element of the vicarious 
liability test. 

Corporations as Shareholders  

The leading case in this area ruled that a parent corporation couldn’t be liable 
for infringement by a subsidiary unless there is a substantial and continuing 
connection between the two with respect to the infringement. The following 
facts showed a substantial and continuing connection existed with respect to 
the infringement: (1) the subsidiary was wholly-owned; (2) the parent corpora-
tion’s legal counsel responded to the allegations of infringement; (3) the parent 
actually hired the employee who created the infringing works; and (4) the em-
ployee who created the infringing works maintained an office at the parent cor-
poration. On these facts, the parent could be held vicariously liable for the 
copyright infringement committed by the subsidiary. 

Most district courts have followed this standard.  

UNSETTLED QUESTIONS  

Federal courts have not resolved the question of whether an individual share-
holder not serving as an officer or director of a corporation may be held vicari-
ously liable for the copyright infringement of a corporation. Those courts 
following a legal control standard of liability might impose vicarious liability 
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against a majority shareholder because the shareholder has the theoretical 
right to control the conduct of the infringing corporation. Those following an 
actual control standard of liability likely would require evidence of an individ-
ual shareholder's involvement in the day-to-day operation before imposing vi-
carious liability. 
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Succession Planning Benefits & Risk Management 
 
INTRODUCTION  

Rapid change means you often need to replace key management staff on short 
notice. There is increased pressure to remain competitive and an increasingly 
competitive market for skilled individuals. All these prompt you to effect suc-
cession plans.  

Succession planning identifies and helps groom candidates for future openings 
in key positions due to lost leadership, new markets or new environments.  

Succession planning is best when it is part of and tied to a strategic plan. Once 
you identify long-term goals and objectives, you forecast staffing needs consis-
tent with these goals and objectives. You must ask yourself: who will replace 
executives, managers, professionals and other key employees, and where will 
those replacements come from? Integrated strategic and succession planning 
helps you recognize that future executives may need substantially different 
qualifications, characteristics and skills than today’s leaders.  

OVERVIEW 

The aim of succession planning is to plan personnel moves so candidates for 
key positions are known before actual need. This allows opportunities for 
mentoring and development to improve readiness to succeed in specific posi-
tions. It also provides concrete information for decision making to minimize 
poor choices or the adverse impact of unplanned vacancies on continuity of 
management.  

The three basic goals of succession planning are to (1) identify critical positions 
in the organization; (2) forecast future vacancies in those positions; and (3) 
identify managers and other employees who would potentially fit those vacan-
cies.  

Succession planning can also help you:  

• Grow future executives instead of having to recruit externally; 

• Manage diversity through systematic development of women and minorities; 

• Shorten the learning curve for future managers;  

• Increase employee loyalty and commitment; 

• Shift from job progression to job expansion;  
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• Move toward being a learning organization; 

• Recognize increasingly demanding and escalating competencies are re-
quired; and  

• Recognize new roles are needed to manage and revitalize new business, 
business units, front-line positions or growing product lines.  

Different Approaches  

Traditional succession planning involves CEOs and other top executives identi-
fying their own replacements in a secret process where no open discussion oc-
curs about candidates selected. It involves manual systems. Human resources 
staff may or may not be involved, and HR processes like performance appraisal 
systems and management development typically are not included. Replacement 
candidates usually are not informed about their selection. Assessment from 
peers, customers or subordinates is not part of the process. This approach 
does not emphasize personal, career or team development.  

A more integrative approach involves both succession planning and succession 
development. It incorporates system processes and automated tracking sys-
tems to assure objectivity and consistency. It lays the foundation on which 
managers can make decisions on succession at executive and other key em-
ployee levels. It is future-oriented and consistent with strategic planning. It is 
flexible, responsive to change and linked to other human resources planning 
activities.  

SUCCESS AND FAILURE 

Keys to Success  

Top management commitment. Top management must be both committed and 
willing to commit necessary resources. This means a solid business case must 
be made for the process and plan.  

Strategic vision of necessary future skills. To know what skills you will need in 
the future, you must examine workplace trends, projections for graduates in 
critical fields, etc. It is also necessary to speak with company leaders about 
where the business is heading and the skills employees will need in the future.  

Understanding the existing workforce. You need to evaluate how many of your 
key employees will be eligible for retirement or may leave in upcoming years, 
and how many employees may be ready, willing and able to move into vacated 
positions. You must understand where you may face technical skills gaps and 
whether you can identify existing staff with the knowledge or potential to fill 
them. You also must understand where this workforce information resides and 
how to make it accessible.  
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Open mind about employees and skills. Succession planning sometimes fo-
cuses too much on obvious top performers - those employees who are easily 
and clearly identified as “up and comers.” Stopping with these employees limits 
your potential. Hidden talents can be in less visible workers. Some of these 
employees may self-identify; others have to be encouraged. A succession plan 
should involve educating existing staff so they understand where the gaps will 
be and are in a better position to step forward and express interest in perform-
ing a particular role or function.  

Solid plan and strong organization. Succession planning is a quantitative, ana-
lytical exercise that requires good organization skills, attention to detail and 
ability to project into the future. A good succession plan must be designed to 
capture necessary information, store it, allow for its manipulation to generate 
reports and develop “what if” scenarios, and to be modified as the work force 
changes or projected organizational needs change.  

Accountability. Some managers are threatened when asked to participate in 
identifying future leaders. The succession plan has to belong to the whole or-
ganization and not just the HR department. Senior management must hold all 
managers accountable for identifying talent among their staff members, even to 
the extent that compensation and promotion are to some extent tied to success 
in identifying and developing future talent.  

Good training and development program. If you decide you need employees 
skilled in a particular area, but do not have this talent, you have two choices: 
recruit externally or develop opportunities for interested staff with identified 
potential to learn necessary skills. In-house training, special project assign-
ments and outside coursework are necessary to avoid over-reliance on external 
recruitment.  

On-going attention. It is easy to overlook succession planning in favor of more 
immediate needs. Continued ownership by top management is necessary to 
keep it a priority.  

Common Problems  

Underestimating the talent in the organization. Many organizations overlook 
the level of talent they have. Consider how many of your employees might be 
considered experts by the competition and whether you want to risk losing 
them.  

Narrow-minded thinking. It is critical to not overlook employees who perhaps 
are thought to be too old, too young, too rough around the edges or too differ-
ent.  
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Too much focus on hard skills. Soft skills like emotional intelligence often are 
more important in determining success than more traditional hard skills or 
technical abilities. Consider organizational culture and teamwork needs beside 
technical requirements.  

Not offering appropriate training and development opportunities. You should 
not leave employees to fend for themselves in building skills. Training is part of 
the program and appropriate resources must be available.  

Not holding managers accountable for succession planning. You should not let 
managers become an obstacle to succession planning because of insecurities 
and biases.  

Considering only upward succession. Lateral succession may be a need in 
many organizations. Many companies have dual career paths. Just because hi-
erarchies and organizations get smaller at the top does not mean the ability of 
employees to grow and develop should be limited. Employees can grow by ex-
posure in different areas even if they are not advancing up the hierarchy. 

Developing a one-size-fits-all program. Generic leadership development pro-
grams are not effective as a form of succession planning. Individual succession 
plans based on specific organizational needs, specific individual skills and 
training work better.  

OTHER KEY POINTS  

Formal planning is preferable. No formal plan means you cannot proactively 
have leaders develop the skills they need to assume the next level of responsi-
bility because you will not know what roles to move them into and cannot 
communicate to leaders what their potential future is in the organization. This 
gives the appearance you either don't care or aren't strategic enough to know.  

Some succession planning programs are over-designed with too many forms, 
too many criteria, too much training and a high time demand on managers. 
The result is a perception of the plan as bureaucracy. Some companies avoid 
this by integrating succession planning into the yearly performance review 
process so managers are evaluating current year performance and future years’ 
potential succession likelihood at the same time.  

Older succession plans were based on identifying “high-potential” pools. A 
downside of that phraseology and approach is the implication that people not 
in the pool don't have high potential. Look at succession planning as the 
means to identify candidates from a wide range of leadership levels and accel-
erate their growth by broader experience and exposure. In other words, the sys-
tem is not just about finding high-potential candidates, but also about finding 
and broadening the job experience of unsung heroes to maximize their contri-
butions to the organization.  
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A modern way to view the potential of employees is to focus on strengths in 
four areas: (1) leadership promise (the motivation to lead and ability to bring 
out the best in people while being authentic in relationships with others); (2) 
personal development orientation (being receptive to feedback and having 
broad learning ability); (3) balance of values and results (individual fits the cul-
ture and has passion for results); and (4) ability to master complexity (individ-
ual is adaptable, thinks conceptually and can deal with and address business 
ambiguities).  

Should succession planning be secret? 

The question of whether or not to tell high-performing workers that they have 
been identified in the succession planning process is controversial.  

An advantage to secrecy is that it allows you to keep your options open. As 
business conditions change, a manager or the company may feel that a differ-
ent kind of person is needed to fill a key vacancy. A disadvantage to secrecy is 
that high-performers may leave the organization because they don’t see a fu-
ture for themselves.  

In contrast, when employees are told they have been identified, they are more 
likely to stay because they see a possible future. Disadvantages to sharing this 
kind of information are that high performers may stop performing because they 
believe a promotion is “in the bag” or that managers may inadvertently commit 
to what the employee believes is a binding obligation to promote.  

The potential drawbacks of communicating succession planning have 
prompted many companies to keep the process secret. High performing com-
panies usually are open about the process. Most such companies are commit-
ted to a positive working environment for all employees and don’t want a two-
class system to emerge. They tend to have as a fundamental premise that eve-
ryone is treated well and everyone will know where they stand regarding per-
formance. Companies that are best at succession planning tell high potentials 
what their status does not mean. It does not mean a promotion to a high-level 
job next year, it is not a permanent designation, and it probably means an in-
creased burden to prove the perceived potential.  

LEGAL ISSUES  

The key risk with succession planning is that it can be or be perceived as a 
system that pre-selects for key positions based on age.  

It is a reality that many, when considering staff for promotion to higher-level 
positions, will favor younger employees. Business reasons often exist to sup-
port this.  
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If a succession plan is not properly written, if training for management about 
how it works is not properly carried out, or if misstatements are made about 
how the system operates or its effects, then the line between a planning system 
for key positions and a selection system that is closed to older employees may 
blur and evidence may be created that the system is a tool of age discrimina-
tion.  

The Supreme Court has ruled that disparate impact claims can be brought un-
der the Age Discrimination in Employment Act (“ADEA”), but the scope of such 
claims is narrower than under Title VII in two ways: (1) an employee is required 
to identify a “specific” employment practice responsible for any statistical dis-
parity applies, and (2) based on the “reasonable factors other than age” provi-
sion in the ADEA, “a reasonableness inquiry” is used in place of the Title VII 
“business necessity” test in age disparate impact cases. This helps planning 
succession plans.  

A succession plan should (i) be written and put in place in a way that negates 
any claim that it is the specific basis for any age disparate results in promo-
tion, and (ii) the succession plan should articulate the reasonable, non-age-
related justification for its existence and substance.  

Succession planning programs, if not carefully created and implemented, can 
appear to be a pre-selection device that violates other EEO laws – those pro-
scribing race, sex or other forms of discrimination. For example, the plan may 
appear to exclude persons of color, to effect a glass ceiling for women or to fa-
vor a particular nationality or race.  

The potential for problems increase if the management succession plan is se-
cret, if the ages of individuals are identified and pictures are included (revealing 
race, color or nationality) and the succession plan then is subject to discovery 
in a lawsuit. 

Where companies are not secret about the plan and tell promising candidates 
about their selection as a retention strategy, carefully consider how to do that 
in a legally defensible way.  

This requires coaching from HR and counsel to ensure that legally binding 
promises are not made to mollify an otherwise outstanding performer to keep 
that employee.  

A succession plan should never become a promise of job security or a guaran-
tee of a promotion; it should only indicate a worker’s potential has been noted, 
which then has certain effects with respect to maximizing skills and abilities.  

Steps to take:  

• The line between manpower planning and promotion decisions must be dis-
tinct. The plan language should support this.  
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• Assume all succession planning materials will end up in court. 

• Including personal and family information, photographs, and other EEO in-
formation is not useful. The essential information should be an assessment 
of needed abilities and skills, leadership capability, emotional intelligence or 
whatever other traits and attributes an individual is deemed to have and 
then, to the extent needed, a delineation of training and development oppor-
tunities the individual may need and how all of this relates to the potential 
to fill particular positions that may open at future times.  

• Management succession documents should not be the primary document 
used in key promotion situations.  

• Monitor the process and plan to make sure neither excludes protected 
groups and does not include discriminatory statements.  

 




