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ARBITRATION
WAIVER OF ARBITRATION

RIGHTS

Over the years, courts have demonstrated
a positive view of arbitration as a method
of dispute resolution. As a result of such
favored treatment and the increasingly
important role of arbitrators, many
contracts today contain broad arbitration
clauses. However, even when parties grant
arbitrators broad rights, some circumstances
may arise where courts must consider
fiquestions of arbitrabilityo or whether the
parties agreed that the dispute would be
arbitrated.

In Woodland Limited Partnership v. Wulff,
D.C.App.No. 03-CV-266 (Feb. 17, 2005),
the D.C. Court of Appeals addressed the
figateway issueo of whether the arbitrator
or the court should decide if one party
had waived its right to arbitration. In
this case, attorney Wulff yled a derivative
lawsuit against Colin Halpern, Gail Halpern
and Woodland Limited Partnership
(collectively, fiwWoodlando) on the basis
that he owned a 1% interest in the limited
partnership. Woodland counterclaimed
that he did not have standing to bring the
suit because the 1% interest in Woodland
was actually owned by his former law
yrm, Reed Smith, LLP and Reed Smith
had assigned its ownership interest back
to the limited partnership. Woodland then
initiated arbitration against Wulff, pursuant
to the terms of the law yrmds partnership
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EMPLOYMENT
LAW PROTECTS

RETURNING VETERANS

Increased reliance on military reserve
and National Guard resourcesd®notably
the repeatedly and lengthy activations
of Reservists to support Operation Iraqi
Freedom®makes it a near certainty that
any substantial business will need to
address employment rights of returning
veterans. The Uniformed Services
Employment and Reemployment Rights
Act (USERRA; Ch. 43 of Title 38, U.S.
Code) establishes certain employment
rights of uniformed service members
and speciyes procedures to be followed
by both the employer and the employee-
serviceman.

In brief, USERRA ensures that members
of the uniformed service are entitled to
return to their civilian employment upon
completion of service. The service member
should be reinstated with the seniority,
status and pay rate he or she would have
attained without military activation. The
law also prohibits discrimination in hiring,
promotion and retention on the basis of
military participation.

Signiycant features of USERRA include
the following:

B The law applies to all employers,
regardless of size. Part-time
positions, with some exceptions,
are covered.

B Covered fserviced generally
includes any federal activation but
not National Guard call-ups for
state purposes (e.g., disaster relief,
riot control).

B Eligibility for reemployment rights
is governed by a yve-part test:

1. Must leave a civilian job;

2. Must give notice that departure is
for military service;

3. Cumulative period of service
must not exceed yve years;

4. Must be released under honorable or
general conditions;

5. Must report for work or apply for
reemployment within specified
time constraints.

B Job reinstatement is based on the
duration of service, not the type
of military duty performed. For
absences up to 30 days, the service
member must report to work at the
next regularly scheduled shift on the
day following release. For longer
absences, different procedures
apply. If the absence is 31-180 days,
the service member must apply for
reemployment within 14 days. For
absences in excess of 180 days, the
application window is 90 days.

B The long-standing fiescalatoro
principle applies. The returning
service member must be reemployed
in the job he/she would have attained
but for the military service®with
the same seniority, status and pay
and benefits. Employees who are
disabled due to military service must
be accommodated in a position most
nearly approximating the original
position.

B The returning veteran is afforded
certain reemployment entitlements.
First, he/she is entitled to prompt
reemployment. Besides pay and
status entitlements mentioned
previously, reinstatement of health
insurance without waiting periods
is required. Training or retraining
to qualify for the position must be
provided. And the service member
may not be discharged, except for
cause, for specified periods (one
year protection for service in excess
of 180 days; six months if service
was 31-180 days).

The Department of Labor is tasked with
enforcement of USERRA. As one might
expect, there are numerous government and
advocacy resources available to explain
the respective rights and duties of the
employer and employee. State laws and
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LITIGATION
BUSINESS TORTS —- THEFT

(EMBEZZLEMENT)

In a previous newsletter we discussed
several business torts (tortuous interference
witheconomicrelations, fraud and breach of
yduciary duties). This article will focus on
theft and, more speciycally, embezzlement.
The term fitheftd can be used to describe
a wide variety of improper activities and
includes activities that are prosecuted both
civilly and criminally. Generally, when we
think of a fitheft,0 we envision a robbery
or burglary during which property is taken
unlawfully. Most states have similar
criminal statutes prohibiting larceny,
robbery and/or burglary. In these cases,
property, which is in the possession of its
rightful owner, is stolen or taken away T in
some cases by a violent act or threats of
violence. However, business owners often
encounter situations in which employees
or agents misappropriate items, money or
property that has been entrusted to them.
These situations differ from traditional
robberies and are handled separately.

AEmbezzlementd is the wrongful
appropriation of property or money of
another by a person to whom it has been
legally entrusted. In other words, the
wrongdoer, often an employee, lawfully
has possession of the property due to his
holding a position of trust and then converts
it for his own use. Inherentin this deynition
is a breach of trust or breach of yduciary
duty. The elements of embezzlement
are as follows: (1) a relationship (for
example, employment) between the
owner of the property and the embezzler,
(2) the embezzler must have come into
possession of the property by virtue of
that relationship, and (3) the embezzler
must have intentionally and fraudulently
taken or converted the property. The main
distinction between embezzlement and
larceny or robbery is that, in the case of
embezzlement, the property is already
lawfully in the embezzlerfs possession.
To be found guilty of embezzlement, the
wrongdoer must have speciycally intended
his actions.

Embezzlement by an employee or
other person in a position of trust (your
lawyer, banker, spouse) gives rise to both
criminal and civil causes of action. From
a criminal law perspective, embezzlement
is prosecuted by the state, much like any

other robbery or larceny. Punishments
and crime classifications (felony or
misdemeanor) depend upon the amount
stolen. There are a variety of civil actions
that can be brought against an employee
who has embezzled company funds or
property including breach of yduciary duty
and misrepresentation.

Unfortunately, embezzlement is
difycult to prove. In the business context,
embezzlement is often perpetrated
by a high-level employee, such as an
accountant, controller or CFO, with access
to the companyds financial records and
accounting system. In this scenario the
embezzling employee alters the company
books so that payments are made directly
to him and the payments are not repected
in the ynancial records. The situation is
further complicated by the fact that the
employee was freely given access to this
information or specifically tasked with
recording financial information by the
company or its owners. The only way to
prove embezzlement is to then track the
money. This task is challenging since the
records were maintained by the alleged
embezzler and have likely been altered. A
complete accounting is often needed to sort
through the ynancial documentation that is
available. If the case goes to trial an expert
will be required to testify regarding the
activities of the embezzler.

One of the best ways to prevent
embezzlement is to conduct internal audits
or reviews. Embezzlement is less likely
to occur if employees understand that
management is hands-on and that there
are periodic checks. It is also helpful to
document compensation packages. This
reduces the risk of an employee giving
himself a fiperko that he believes was
authorized.

DANA THERIOT

ARBITRATION
Continued from page 1

agreement with Wulff to determine whether
Wulff or the law yrm owned the 1% interest
in Woodland.

Wulff contested the arbitrability of the
issue on the basis that Woodland waived
any right to arbitrate due to its active
participation in the derivative lawsuit.
Under District of Columbia law, the right
to compel arbitration can be waived like
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any other contractual right. The test for
determining whether there has been a
waiver of the right to arbitration is whether,
under the totality of the circumstances, the
defaulting party has acted inconsistently
with the arbitration right.

On March 10, 2003, the trial court granted
Wulffés emergency motion to stay the
arbitration, concluding that Reed Smithds
assignment of the interest to Woodland
did not transfer the right to arbitrate.
Woodland then yled a notice of appeal.
On appeal Wulff no longer contested
that the right to arbitrate transferred with
assignment of the ownership interest.
Thus, the fundamental issue addressed by
the D.C. Court of Appeals was whether the
court or the arbitrator should determine if
Woodland had waived its right to arbitration
by actively participating in the derivative
suit.

Inaddressing this issue, the court explained
that allocation of the decision-making
between the court and the arbitrator is based
on the fact that the arbitratords authority is
derived by the consent of the parties. Thus,
where a party challenges the arbitrability
of a dispute, the presumption is that the
arbitrator must settle the basic contractual
question of what the parties intended. Once
that basic question is answered in favor of
arbitration, courts will look to the arbitrator
to resolve other gateway matter that parties
would likely expect an arbitrator to decide.
These gateway matters include procedural
questions that grow out of the dispute and
bear on the ynal disposition and defenses to
arbitrability, such as waiver and delay.

On February 17, 2005, the D.C. Court of
Appeals held that, even though the question
of waiver was based on the fidegree and
natured of Woodlandos participation in the
derivative suit, the partiesibroad agreement
to arbitrate fiany dispute arising under or
related to0 the Reed Smith partnership
agreement dictated that the arbitrator
should decide the issue. Moreover, the
court reasoned that an arbitrator was in a
better position to determine if Woodland
had waived its arbitration rights by an
alleged failure to comply with certain
American Arbitration Association rules.

The Wulff case provides a good example
of the analysis of gateway questions of
arbitrability. The key issue in making such
a determination will be the expectations of
the parties.

SARA SCARLETT
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BUSINESS
PRIVATE PLACEMENTS

OF SECURITIES

In previous issues of this publication,
we have discussed the meaning of
fisecuritieso under federal/state law and
given examples of common securities
issued by businesses such as stock, limited
partnership interests, and passive Limited
Liability Company (LLC) interests in
manager-managed LLCEs. In this issue we
discuss the so-called fiprivate placemento
of securities. Once a business determines
that the ynancial instruments it is about
to issue are securities, such securities
must be registered under Section 5 of the
Securities Act of 1933 and its state fiblue
skyo law counterparts, unless an exemption
from registration can be found. The most
common exemption is a transaction fiby an
issuer not involving any public offeringd
under Section 4(2) of the Securities Act.
Section 4(2) exemptions are known as
fiprivate placementso in the jargon of
corporate law. Vast sums are raised yearly
in private placements. Indeed, most new
businesses do not go public immediately (or
for that matter ever) and most of the equity
capital provided in our country comes from
private placements rather than from initial
public offerings.

Because Section 4(2) is an exemption from
registration, the Securities and Exchange
Commission (SEC) and the courts have
held that it is strictly construed. 1ssuers
claiming the exemption bear the burden of
establishing all facts necessary to support
it. Thus, it is important for companies
issuing securities in a private placement
to figet it right.0 In an effort to codify the
law on private placements, the SEC has
issued Regulation D, Rule 506. The SEC,
though, made it clear in the Preliminary
Note to Regulation D that failure to satisfy
all terms and conditions of Rule 506 shall
not raise a presumption that the exemption
is unavailable. Further, the SEC explained
that Rule 506 is a fisafe-harboro regulation
for private placements but is not the
exclusive method to carry out a private
placement.

Nevertheless, it is important to understand
Rule 506 for two reasons. First, itisawell-
drafted expression of SEC policy. Second,
if an issuer decides to put together a private
placement outside Rule 506, complying

with many of its terms is likely to result in
compliance with Section 4(2). An issuer
might not wish to follow all the details
of Rule 506 because some of its terms
are onerous, including those relating to
reporting requirements to the SEC. On
the other hand, an offering qualifying
under Rule 506 is automatically exempted
from state registration and disclosure
requirements. Whether or not to follow
Rule 506 precisely must be decided
on a case-by-case basis, taking into
consideration mostly the cost of exact
compliance, which can be high.

Rule 501 of Regulation D deynes the
terms used in it. One of the most important
terms is that of fiaccredited investor.0 An
accredited investor includes, among
others: (1) directors, executive ofycers,
and general partners of the issuer, (2) high
net worth individuals, (3) high income
individuals, and (4) large trusts managed
by sophisticated investors. If an issuer
offers securities to accredited investors,
there are no specific requirements for
providing ynancial or other information
to prospective purchasers, since accredited
investors are presumed to be able to fend
for themselves because of their fiinsidero
status or their wealth. Of course, no
accredited investor is likely to purchase
securities without being provided plenty
of information, so the issuer must be
prepared to do so and be mindful of the
antifraud provisions of federal and state
law. On the other hand, if an issuer offers
securities to non-accredited investors,
the Rule requires that such investors be
provided quite specific qualitative and
ynancial information. The form in which
the information must be provided depends
on the value of the offering. Moreover,
the SEC strongly suggests that the same
information be provided to accredited
investors.

Because a private placement is, by
definition, a non-public offering, Rule
506 forbids general solicitations and
advertising. Furthermore, the securities
are considered firestricted securities.0 This
means that they cannot be resold unless they
are registered, or exempted under Section
4(1) or Rule 144. The issuer must exercise
reasonable care to ensure that purchasers
are not underwriters under Section 2(11)
of the Securities Act. Purchasers must be

advised in writing that the securities are
restricted; and, a legend on the certiycates
or other documents must state that the
securities are not registered under the
Act and their sale or transferability is
restricted.

Under Rule 506 an issuer may offer
unlimited amounts of securities to any
number of faccredited investors.0 This
is a great advantage since the information
requirements to accredited investors are
minimal. On the other hand, securities
may only be offered to 35 non-accredited
investors, and large amounts of qualitative
and ynancial information must be furnished
to them in the precise form prescribed by
the Rule. Moreover, each non-accredited
investor must have such knowledge and
experience in ynancial and business matters
that he or she is capable of evaluating
the merits and risks of the prospective
investment. In order to demonstrate
this capability, non-accredited investors
may use a fipurchaser representative,0
another term deyned by Rule 501. The
deynition of fipurchaser representativeo is
rather circular, but essentially it refers to
someone with ynancial sophistication from
whom a non-accredited investor may seek
independent advice on the offering.

Because the consequences of not
complying with Section 4(2) when
attempting a private placement are so
grave, it is important to offer securities in
compliance with Rule 506 or, alternatively,
in a way that complies with the spirit and
intent of Section 4(2), as expressed in SEC
no-action letters, court decisions, and the
structure and policy of Rule 506 itself. One
may safely offer securities outside Rule 506
to non-accredited investors by keeping in
mind that the offerees should be ynancially
sophisticated and afpuent. The investors
must be provided accurate, timely, relevant
and material qualitative and financial
information on the issuer, including
balance sheets, income statements and
statements of cash pow, with supporting
footnotes. Financial statements should
be audited, although, of course, this adds
to cost. Providing investors business
tax returns may be preferable to audited
income statements.

If you have any questions on this
important topic please feel free to call
Roy Morris or the author

NESTOR CRUZ
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CARR, MORRIS
& GRAEFF, P.C.

Carr, Morris & Graeff, P.C., was estab-
lished in 1982 by the named principalsT
Lawrence Carr, Roy Morris and Stephen
Graeff. It is a diversiyed yrm structured
primarily to meet the legal needs of busi-
nesses and their principals.

The yrm strives to provide full service
representation to its corporate and indi-
vidual clients. It is designed to provide
such service by organization and presenta-
tion of an array of attorneys with diverse
backgrounds in specialized areas of the
law as well as a generalized background
which enables them to look beyond a nar-
row specialty or need. The academic and
cultural backgrounds of the attorneys of the
yrm are as diverse as their experience and
specializations.

Carr, Morris & Graeff, P.C., specializes
in the following areas: Corporate/General
Business; Taxation/Estate Planning;
Civil/Commercial Litigation; Alternative
Dispute Resolution; Employment/Labor;
Discrimination; and Wage-Hour.

The yrm maintains its ofyce in the Metro
Center region of downtown Washington.
It has attorneys admitted to all of the lo-
cal judicial jurisdictionstthe District of
Columbia, Maryland and Virginia.

STAFF NOTES

Fun in the sun. So, what sort of exotic vacation destinations call out to CMGés lawyers
this year? Incredibly, even less exciting than last year:

B

B

Roy Morris: Ft. Benning as a vacation spot? Various track events of short duration&
and still considering other options.

Steve Graeff: Kids-related trip to NY and New England, then a possible trip to the
Outer Banks. Are there Inner Banks?

Phil Schwartz: Also tanning at the OBX.

Nestor Cruz: Boca, of course.
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than that.
*

Dana Theriot. Aidan on the Bethany boardwalk.

Sara Scarlett. Russia inthe fall. Clearly the best choice of this weak lot.

Ray Jones: Annual family-inspired trek to New Jersey.

Larry Carr: Beach week already a memory.

Scott Cummings: To Roanoke to sit for the Virginia bar. It doesn t get any better

*

Disclaimer. In the wake of the unveiling of Deep Throat, readers have inquired whether
CMGos Staff Notes are the product of thorough research and redundant veriycation®and
whether a shadowy garage ygure whispering hints is part of the process. Our readers can
rest assured that anything they read in Staff Notes is yrmly grounded in rumor, speculation,
self interest and fantasy. Sources are never identiyed or accurately quoted. Oftentimes
sources are not even consulted. We were unsuccessful in trying to reach ourselves for
comment. Regardless, under threat of even modest sanctions for contempt, any sources

(real or imagined) will readily be disclosed.

EMPLOYMENT

Continued from page 1

regulations cannot alter rights established
under USERRA. Coordination with rights
established under a collective bargaining
agreement must be reviewed on a case-by-
case basis; however, again, the federal law
will always take priority.

Our clients/employers are cautioned to
be mindful of the procedural requirements

of the law but also to bear in mind that the
law sets minimum thresholds only. Return
to civilian life and re-assimilation into the
workforce can be a daunting challenge to
some veterans. Understanding, coopera-
tion and support are to be expected®not
because the law requires it but because the
veterans have earned it.

LAWRENCE CARR

CARR, MORRIS & GRAEFF, P.C.

1120 G STREET, N.W.,, SUITE 930
WASHINGTON, D.C. 20005-3801
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